Islamic finance: does it make a difference? [slide]
TBLI Conference 13 November 2009
I will start my talk with explaining in what sense Islamic finance differs from conventional finance  [slide]
The second part of the story will be a discussion of what it can contribute to Socially Responsible Investment.
It is well-known that Islamic finance eschews conventional interest. [slide] But there is more.   Muslims should also steer clear of  gharar and maysir. 

Gharar is risk or uncertainty, in particular avoidable uncertainty. It also has the connotation of deception and delusion. The ban on gharar implies that parties exactly know what is offered in a transaction, in the interest of transparency and fairness. In order to avoid gharar, the parties to, say, a sales contract must [slide]
- make sure that both the subject and price of the sale exist, and that parties are able to deliver;

- specify the characteristics and the amounts of the countervalues;

- define the quantity, quality and date of future delivery, if any.

Maysir is gambling, which includes speculation.

Then, there are haram, or forbidden, goods and services such as alcoholic drinks, pork-related products, gambling and adult entertainment that Muslims are not allowed to consume or deal in. Among the more strict, movies and music are also frowned upon. 

What does all this mean for the activities of Islamic financial institutions?

1. The ban on riba implies that purely financial transactions are unattractive for wealth-owners. They could only provide interest-free loans. As interest is forbidden and commercial activities are seen as commendable, finance can only be profitable in conjunction with real transactions. The ideal of Islamic finance is that the financier participates in the entrepreneurial risk inherent in business activities, and is rewarded by a share of the profits. [slide] Often, however, finance is needed by units that do not engage in profit-seeking activities, such as consumers, or government bodies. Also, it is often difficult or even impossible to establish the profit or yield of an activity for which external finance is sought. Furthermore, people do not always want an outsider to be closely involved in one’s firm, and for financiers it is often more attractive to demand a fixed fee for their activities than to be dependent on whatever the profit of a client will turn out to be. Islamic finance therefore mostly takes the form of murabaha or a mark-up sale, combined with a credit sale, bai’muajjal. The combination is usually also called murabaha. The financier in this case buys a good at the request of his client and resells it with a mark-up to the client against deferred payment. Murabaha requires the financier to assume entrepreneurial risk, in order to justify the mark-up, which figures as profit. Therefore, the financier must be the owner of the goods for some time, however briefly.


Another popular form of Islamic finance is ijara, leasing. Ijara is the most common form behind sukuk, Islamic bonds. This basically takes the shape of a sale – lease back or headlease – sublease construction. The state of Saxony – Anhalt, for instance, in 2004 leased real estate to a Special Purpose Vehicle that issued sukuk that were bought by investors, and it got a sukuk loan in return. It leased the property back and instead of paying interest it made rental payments. Sukuk rental payments are often linked to LIBOR or EURIBOR. This is a happy solution for all participants: lender and borrower face relatively stable and predictable payments and income streams and their Islamic conscience is not burdened by haram activities. 
(Still, seen within the context of world financial markets, the market for sukuk is very small indeed: total issuance amounted to something over $34 billion in 2007 but fell to a mere $15 billion in 2008 (MacFarlane 2009b). To put this into perspective, Banco Santander’s recent share flotation amounted to some $8 billion. That was only one flotation. This can only mean that secundary markets for sukuk are not very liquid. For another thing, and perhaps worse, )
Islamic finance may be asset-based, it is certainly not always asset-backed. Most sukuk are not (MacFarlane 2009b). Last May, Kuwait’s TID (The Investment Dar) defaulted on a $100 million sukuk issue. TID had to be bailed out by the Kuwait government. It is not clear what claim, if any, sukuk holders have on a company’s assets in case of default (MacFarlane 2009a). Lack of well-developed bankcruptcy procedures in the Gulf states doesn’t help either. That highlights some of the problems of Islamic finance and investments.
Islamic finance links finance to real transactions. However, borrowers often need funds as a buffer, in order to bridge temporary excesses of expenditure over income and not for financing the purchase of specific goods. Islamic financial institutions have to resort to hiyal, legal stratagems, in order to satisfy such needs [slide]. One such stratagem, practised in Malaysia, is bai inah, or repurchase by the seller. The bank sells a good, or a piece of land, to its client against deferred payment and buys it back against immediate payment. This doesn’t pass muster in the Gulf region, but legal scholars there accept another form, tawarruq, literally: monetisation. In a tawarruq construction someone buys a good against deferred payment, often from a bank in the guise of a murabaha transaction, and resells it to a third party against immediate payment. The bank may charge itself with selling the good on behalf of its client. For large transactions, platinum and aluminium, traded on the London Metal Exchange, and in Malaysia also palm oil, are used. 

Islam accepts that religious injunctions may place too heavy a burden on the shoulders of believers. In that case, darura or necessity can be invoked. This is why Islamic scholars from the Gulf region accept tawarruq. They follow a ruling by the (far from liberal) scholar Ibn Taymiyya (1263-1328), who stated that this transaction is makruh, undesirable, but not forbidden, as I learned from a paper by Mr Gassner (Gassner 2007). 

The necessity can be on the client’s side, as when he or she needs money for a medical treatment or a marriage, or it may be on the bank’s side, for instance when regulatory constraints do not allow the use of more straightforward cash management techniques.
Islamic principles severely restrict the freedom of financiers to offer financial products and deal in financial markets. There is, from a conventional point of view, also a positive side to it, which became manifest in the credit crisis. The required link of financial to real transactions prevented Islamic banks from large-scale borrowing on the money market, which undid a number of conventional banks. On the assets side, Islamic banks could not be seduced to invest massively in all kinds of opaque derivatives, as these usually are tainted by interest and often lack any link with real transactions. Think of credit default swaps, where the buyer often did not even own the reference asset. This does not mean that Islamic banks are immune from the effects of the credit crisis. The common element in many financial crises, a bursting real estate bubble, can affect Islamic banks as much as conventional banks. Last June, Noor Islamic Bank from the Emirates had to be kept afloat by liquidity support from the government of Dubai. 
(It is furthermore claimed by the advocates of Islamic finance that its ethical principles would have prevented Islamic banks from providing credit to sub-prime borrowers or from luring them with an initial interest-free period (Amin 2009).)
Another positive thing is that Islamic banks will be less inclined than some of their American counterparts to neglect screening and monitoring their clients. This happens when mortgage lenders rush to offload their mortgage loans to Fannie Mae and Freddie Mac or resort to securitisation. The link between lender and borrower thus becomes very tenuous and the quality of their loans becomes of minor interest to the lender. 

But the negative side cannot be overlooked. Not only do consumers and business firms have a need for overdraft facilities and loans that forces Islamic banks to take recourse to hiyal,  business firms also have a need for hedging various risks. Conventional future and forward transactions and other derivatives, however, are tainted by interest. Moreover, there is no certainty that the object of a forward transaction will exist at the time the trade is to be executed, which means that gharar is involved (El-Gamal 2000, p. 8). Even hiyal hardly help here.
Islamic finance thus offers some protection from the excesses of reckless optimism that conventional banks have found it difficult to resist during cyclical upswings. Financial intermediation would, however, be seriously hindered if Islamic principles were universally adopted. The Islamic financial sector itself cannot function properly without hiyal, and even then leaves several needs of their clients uncatered for. Securitisation and the hedging of risks can hardly be missed. It’s a bit like fiat money: the world would be worse off without it, but it can easily be misused. Moreover, Islamic finance is often more complicated and, therefore, more costly than conventional finance. Often more transactions are called for, as with a murabaha purchase; moreover, sharia law stipulates that a contract should not cover more than one transaction. A sales transaction and a lease agreement, for instance, cannot be combined in one contract (Obaidullah 2005, p. 33).


In sum: Islamic finance does indeed differ from conventional finance and by this very fact it is an addition to the financial landscape, and a welcome addition too, because by providing alternatives it caters to the special needs of a section of the market and, hopefully, it may help to make the conventional sector behave more prudently.
And now the question what Islamic finance might contribute to Socially Responsible Investment.

Islamic finance certainly pretends to follow ethical precepts. Leading Islamic scholars tell us that these precepts rest on a few basic principles [slide]: tawheed and brotherhood, fair remuneration of labour and redistribution of private wealth (Choudhury 1986, ch. 1; Chapra 2000). Tawheed is the oneness of God. It has also been interpreted as the unity of God and his creation, implying ‘equality’ of all men (Valibeigi 1993, p. 796). Tawheed and brotherhood bear on the way people treat each other in the light of their relationship with God, in other words: on social justice. Man as God’s viceregent on earth is charged with the obligation to use His resources in a right way, a principle very similar to the Christian idea of stewardship. Now this is fine in theory, but how does it translate into day-to-day practice? The do’s and don’t’s of sharia law are duly observed, but Islamic financial institutions are profit-making outfits just like conventional ones and it is doubtful whether the lofty ideals are always reflected in day-to-day business routine. But at least there are ideals that cannot simply be neglected. One manifestation are the quard hasan loans and quard hasan deposit accounts that Islamic banks may offer [slide]. The latter are deposits that give holders a zero yield. The banks can use these accounts to provide loans at no more than a nominal fee to the poor and indigent, or for other worthy purposes where loans at normal market conditions are deemed too severe. 
Let us now zoom in on Islamic investment.
As already noted, Muslims should not invest [slide] in firms that produce, or trade in, haram or forbidden goods and services, see slide

such as alcoholic drinks and pork-related products. Investments in entertainment, including not only gambling and pornography, but also movies and music, and even hotels, are seen as haram too. Investments in tobacco and defence and weapons companies are likewise not admissible. Conventional financial services do not pass muster either, because a large part of income in the financial service sector derives from interest. These are the screening criteria formulated by the Sharia Supervisory Board of Dow Jones Islamic Index.  
Muslims can safely invest in industries such as telecommunications, technology, the health sector and temp agencies. 

There is no requirement that firms whose shares are bought are of a special Islamic character. 

It appears that Islamic funds contribute in a special way to Socially Responsible Investment. The connotation of Socially Responsible in Islamic finance is different than in most other people’s definitions. It is socially responsible in the sense that it gives drugs, alcoholic beverages and weaponry a wide berth. To most people, the exclusion of things like music and hotels looks a bit over the top. This ascetism may be due to Sheikh Muhammad Taqi Usmani, who sits on the Sharia Supervisory Board of Dow Jones Islamic Index and a great many other sharia boards. This former judge of the Shariat Appellate Bench of the Pakistan Supreme Court is said to have close ties with Maulana Mawdudi’s Jamaat-e-Islami party, which is out to transform Pakistan into a sternly Islamic society (El-Gamal 2003, p. 6). Maulana Maududi can be seen as the originator of the idea of an Islamic society and an Islamic economy in particular. Maududi (1903-1979) preached a particularly stern form of Islam. [slide] No music, no dancing, no silken clothes, no pictures on the walls of your house, in short, no fun. In the words of Maududi himself, “Islam has closed all those outlets through which the greater portion of a man’s wealth is spent on his own luxuries and indulgences” (Maududi 1999 p. 31). But in supposedly more liberal Malaysia the Syariah Advisory Council of the Securities Commission likewise branded pubs and discos as immoral. (Syariah Advisory Council 2003)

If Islamic finance is socially responsible, in a way, it does not make a special contribution to the greening of the planet, though there is nothing that should keep them from investing in environmentally friendly stock. After all, Islam shares Christian ideas of stewardship.
And finally, a few words on the performance of Islamic funds. 
 The screens applied by Dow Jones’ Sharia Supervisory Board and similar bodies favour investments in newer companies that raise money on equity markets rather than through banks. Technology and IT funds have been quite popular. They took a beating around 2000 and since then the health industry has become popular.


In the present credit crisis Islamic funds profited from the fact that they do not hold stocks of heavily indebted firms and in particular conventional banks. But, as Mr Jahangir Aka of SEI Investments (Middle East) said, “The alpha that has been built over the credit crisis will begin to give way as conventional markets and financials in particular move into recovery.” (Amlot 2009). And, indeed, 
Shari’ah-compliant stocks underperformed the broader market in the Gulf Cooperation Council, US and Europe during the third quarter of 2009, according to the latest Shari’ah Scorecard published by Standard & Poor’s, as Islamic investors remained on the sidelines while the financial sector rallied. (CPI Financial, Mo 2 November 2009, “Shari’ah-compliant equities lag as investors dive back into financials” 

It does not seem to be the case that Islamic funds give lower returns than conventional funds. Different studies over different periods give different outcomes.
 One study [slide] compared the Dow Jones Islamic Indices with the Down Jones Sustainability World Index (DJS) over the January 2000- August 2004 period and found that the former had a slightly lower mean return, but a much higher beta and thus much higher volatility.( (mean return –7.37%, beta 0.948) in relation to the DJSindex (-6.22% and 0.572). DJW had the highest average return, a full 3% higher than DJI (or rather a full 3% less negative than DJI). Somewhat surprisingly, given that it is a subset of DJW, DJI had slightly lower volatility (beta < 1, with DJW functioning as the market index). (Hakim and Rashidian 2004).

Other periods give other results. Girard and Hassan (2006) found that the Dow Jones Islamic Indices did indeed underperform their conventional counterparts from 2001 to 2005, but outperformed them from 1996 to 2000.
The most recent comprehensive study known to me, from September 2009, analyses the financial performance and investment style of 262 Islamic equity funds from twenty countries over the September 1990 - April 2009 period. [slide] 
It was found that fifteen of our twenty countries’ Islamic equity fund portfolios experienced significantly negative Jensen Alphas set against their national equity market benchmarks. The exceptions are Islamic funds from Bahrain, Canada, Ireland, Singapore and the UAE.  
Further, Islamic mutual fund betas are, again, significantly below one. This is probably because most Islamic funds do not appear to limit their investment to their national boundaries and, second, because Islamic funds are prohibited from leveraging their investment strategies. Still, part of the explanation of the negative alphas lies in over-proportional investment in national small-cap stocks. In a home economy with a large Muslim population large companies are more likely to observe sharia law and consequently Islamic investment funds have a wider choice there.
So Islamic funds often show lower betas than other funds, but often also lower yields, though  in some slumps they may do better than their conventional counterparts. 
To end on a positive note, I show you some figures from ING Malayisa [slide] If we compare ING Ekuiti Islam with conventional high-risk funds, ING Tactical and ING Blue Chip, a mixed picture appears, but Ekuiti Islam certainly has weathered the storm quite well.
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Various Islamic indexes are available to give the investor guidance. The first one was launched by RHB Unit Trust Management Bhd. in May 1996 in Malaysia. FTSE (Financial Times – Stock Exchange), in collaboration with International Investor, an Islamic investment bank, launched FTSE Global Islamic Index Series (GIIS) at the end of December 1998. Dow Jones Islamic Market Index (DJI) followed in February 1999 and Kuala Lumpur Shariah Index (KLSI) in April 1999.

There are a number of Islamic index providers. Some $7 billion in assets is held in funds benchmarked to largest group, the Dow Jones Islamic market indexes. (Amlot 2009)

In addition to investment funds, there is a growing number of tradeable Islamic securities. The world’s first Islamic Exchange Traded Fund (ETF) was listed in Istanbul in 2006 (based on the Dow Jones Islamic Market Turkey Index); Europe’s first Islamic ETF was listed in Zurich in 2007 (based on the Dow Jones Islamic Market Titans 100); and in 2008 Dow Jones licensed the Islamic Market Malaysia Titans 25 for listing in Kuala Lumpur. (Amlot 2009)

The Securities Commission of Malaysia (SCM), for example, lists the non-permissible core businesses as follows: 


"ISLAMIC INVESTORS SHOULD CONTINUE TO BENEFIT FROM THEIR LACK OF EXPOSURE TO THE VOLATILE FINANCIAL SECTOR AND ERRATIC MARKET SWINGS. THE FAVOURING OF LOW-DEBT COMPANIES SHOULD CONTINUE AS A POSITIVE QUALITY."
- Financial services based on Riba (interest);
- Gambling and gaming;
- Manufacture or sale of non-Halal products or related products;
- Conventional insurance;
- Entertainment activities non-permissible according to Shari’ah;
- Manufacture or sale of tobacco-based products or related products;
- Stock broking or share trading in Shari’ah non-compliant securities;
- Other activities deemed non-permissible according to Shari’ah 
In his paper on the stock screening process Professor Datuk Dr. Syed Othman Alhabshi of the International Centre for Education in Islamic Finance (INCEIF) notes that Shari’ah Advisory Committee of the SCM does have additional criteria that are applied to companies with activities comprising both permissible and non-permissible elements:

- the public perception or image of the company must be good; and
- the core activities of the company are important and considered Maslahah (benefit in general) to the Muslim Ummah and the country and the non-permissible element is very small and involves matters such as Umum Balwa (common plight and difficult to avoid) ‘Uruf (custom) and the rights of the non-Muslim community which are accepted by Islam.

The screens applied by Dow Jones’ Sharia Supervisory Board and similar bodies favour investments in newer companies that raise money on equity markets rather than through banks. Technology and IT funds have been quite popular. They took a beating around 2000, but seen over longer periods Islamic funds by and large do not seem to perform systematically worse than conventional indexes. Hakim and Rashidian (2002) compared the risk-return profile of the Dow Jones Islamic Market Index (DJI) with those of another index, the Wilshire 5000 index, which tracks the performance of the shares of the largest 5000 US companies. They found that, between 12 April 1999 and 4 October 2002, DJI is correlated with neither the Wilshire 5000 index nor the three month treasury bill (as a proxy for the risk-free interest rate), but they also found that an Islamic basket of stocks, which leaves out many stocks as haram, performed not worse than a much larger basket of stocks. In a more recent paper (Hakim and Rashidian 2004), they compared the performance of DJI with that of the Dow Jones World Index (DJW) and of a socially responsible index, the Down Jones Sustainability World Index (DJS). DJS is the closest substitute for DJI, as it does not invest in stock of companies engaged in gambling, alcohol, tobacco or weaponry. It does not, however, shun interest- or pork-related investments. DJI and DJS are both subsets of DJW and thus, inevitably, less diversified. DJI faces more restrictions than DJS and is consequently also less diversified than DJS. The sample was made up of weekly observations over the January 5, 2000 and August 30, 2004 period. DJI showed a somewhat lower return than DJS and nearly double its systematic risk (beta). DJW had the highest average return, a full 3% higher than DJI (or rather a full 3% less negative than DJI). Surprisingly, given that it is a subset of DJW, DJI had somewhat lower volatility (beta < 1, with DJW functioning as the market index). Hakim and Rassidian’s conclusion that ‘we find no evidence that the compliance to sharia, as interpreted by the DJI, has resulted in any discernible costs to investors’ is, however, only true in comparison with DJS. Girard and Hassan (2006) found that the Dow Jones Islamic indices outperform their conventional counterparts from 1996 to 2000, underperforming them from 2001 to 2005. Overall, diversification benefits and reward to risk were similar. 

Real-world mutual funds do not always track the indexes and may show different characteristics. Hayat (2006) found that Islamic mutual funds that invested globally in the period 17 August 2001 to 25 August 2006 earned higher average returns than DJI and DJW, but funds that restricted themselves to Malaysia underperformed not only these indexes, but also their Kuala Lumpur Islamic and conventional benchmarks. The global Islamic funds had a positive alpha vis-à-vis both the DJI and DJW benchmarks and in both cases a beta < 1.
 They have thus been relatively low-risk investments over the period studied. 
we find fifteen of our twenty countries’ Islamic equity fund portfolios to experience significantly negative Jensen Alphas. Only Islamic funds in Bahrain, Canada, Ireland, Singapore and the UAE deliver returns which are at least statistically indistinguishable from their national equity market benchmarks.

Islamic mutual fund betas are significantly below one. This is likely explained by two

or their characteristics. First, the vast majority of Islamic funds do not appear to limit

their investment to their national boundaries. Second, Islamic funds are prohibited

from leveraging their investment strategies. p. 13

half of our Islamic fund portfolios to display a significantly over-proportional investment in national small cap stocks. We expected this result, since large, often well diversified companies have higher risk of receiving intolerable proportions of their revenue from prohibited activities. This explanation is supported by our observation that Islamic funds from

the majority of predominantly Muslim countries, which can fairly be expected to host

higher degree Shari’ah compliant stocks, do not experience a significant small stock

14 exposure. Islamic funds seem somewhat more inclined to invest in growth rather than

value stocks, but this might be more a matter of investment style taste than a structural

characteristic of Islamic investing (13-14)

Pension funds pose no special problems, from an Islamic point of view. They simply have to invest in halal assets. Still, Islamic pension funds are few and far between. One was started by HSBC Amanah in 2004 and another by the South African insurer Old Mutual in 2006. Others are slowly following. HSBC’s fund invests 95% in equities and the rest in such things as sukuk. Old Mutual sticks to 75% in equities, as it is held by law to invest at least 25% in cah or interest-bearing instruments. Both funds apply the DJI criteria for selecting stocks (Gelderblom 2006).

ING Malaysia:

ING Ekuiti Islam  
 

Investment objective 

To achieve long term capital growth through investment in Shariah-compliant securities. 

This fund is suitable for investors who:

· Seeking high capital growth from Shariah-compliant securities.

· Has relatively high-risk profiles and can withstand significant short-term volatilities.

· Have long-term investment horizon

ING Bon Islam  
 

Investment objective 

To provide you with a regular income stream through investments in Islamic bonds and Islamic money market instruments.

This fund is suitable for investors who:

· Seek high capital growth.

· Have relatively high-risk profiles and can withstand significant short-term volatilities.

· Have long-term investment horizon. 

ING Growth Opportunities  
 

Investment objective 

To achieve consistent capital appreciation over the long-term by primarily investing in relatively smaller capitalized companies with good growth prospects. 

This fund is suitable for investors who:

· Seek high capital appreciation.

· Have moderate to high-risk tolerance and can withstand significant short-term volatilities.

· Have medium- to long-term investment horizon. 

ING Blue Chip  
 

Investment objective 

To achieve long-term capital growth through investments in companies that have relatively larger market capitalization.

This fund is suitable for investors who:

· Seek high capital appreciation.

· Have moderate to high-risk tolerance and can withstand significant short-term volatilities.

· Have medium- to long-term investment horizon.

ING Tactical  
 

Investment objective 

To achieve long-term capital growth through investments in companies with superior growth prospects.

This fund is suitable for investors who:

· Seek high capital growth.

· Have relatively high-risk profiles and can withstand significant short-term volatilities.

· Have long-term investment horizon. 

Kraeussl, Roman and Hayat, Raphie, The Performance of Islamic Equity Funds paper VU University December, 26 2008. Available at SSRN: http://ssrn.com/abstract=1320712:

we investigate the performance and risk-return characteristics of 59 IEFs over the period 2001 to 2006.
Our results show that IEFs are relatively safe investment vehicles that do not significantly under- or outperform their Islamic as well as conventional benchmarks under normal market conditions. During the bear market of 2002, IEFs did however significantly outperform the Islamic and conventional market. Furthermore IEFs seem most attractive as part of a larger fully diversified portfolio like a fund of funds, since they have superior systematic risk-to-return ratios.
Sectoral Focus of IEFs

Table I gives an indication of the sectoral focus of IEFs in 2006 based on a sub sample of 30 funds for which this data was available. The distribution is based on the top 2/3 sectors that the funds have mentioned investing in.

Sector Percentage of IEFs

(Information) Technology 19%

Consumer Goods (Non-Cyclical) 23%

Basic Materials 21%

Telecom 9%

Industrial 16%

Utilities 5%

Communication 7%
� Alpha and beta are entities that find their place in Michael Jensen’s modification of the Capital Asset Pricing Model. In his model, we may relate the return on an asset or a portfolio to both the return on a risk-free asset and the return on the market portfolio, however defined, as follows:





	Rpt - Rft = (p + (p (Rmt - Rft ) + μt ,





where


Rpt  = the return on portfolio p at time t


Rft = the return on the risk free asset at time t


(p = the intercept of the model, to be estimated using regression analysis


(p  = the systematic risk of portfolio p, to be estimated using regression analysis


Rmt = the return of the market portfolio at time t


μt  = the error term at time t





Alpha is the return on a portfolio over and above that predicted by the CAPM. It reflects pure luck or above average ability of fund managers in picking assets.





