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Ethique et performance : le cas des indices boursiers et des fonds
d’investissement en finance islamique

Résumé
Depuis le milieu des années 90, les indices et les fonds d’investissement islamiques ont
fait I’objet de plusieurs études académiques. Cependant, les résultats divergent quant a leur
surperformance ou leur sous-performance. L’objectif de notre thése est d’étudier les enjeux et
la performance de cette catégorie d’indices et de fonds. En ce qui concerne les indices, notre
étude porte sur un échantillon de 57 couples d’indices islamiques et de leurs benchmarks
conventionnels. Nous étudions d’abord les similitudes et les différences entre les deux
catégories d’indices. Puis, nous réalisons une revue de littérature classique accompagnée
d’une méta-analyse. Ensuite, nous analysons 1’efficience et le potentiel de diversification
de ces indices. Aprés, nous comparons les indices en termes de rentabilité, de risque et de
performance. Nous utilisons également plusieurs mesures de performance afin de classer les
indices islamiques. Enfin, nous étudions la persistance de la performance en ayant recours au
modele a quatre facteurs. Nos résultats montrent que malgré leur manque de diversification, les
indices boursiers islamiques ont, en moyenne, le méme degré d’inefficience et le méme niveau
de performance que leurs homologues conventionnels. Quant aux fonds d’investissement
islamiques, nous étudions un échantillon de 111 fonds equity sur la période allant d’avril 2005
a mars 2011. Nous utilisons plusieurs mesures de performance et des tests non paramétriques
de la persistance entre trois sous-périodes équivalentes. Nous trouvons une hétérogénéité en
matiére de performance de ces fonds et une absence de persistance pendant et apres la derniére
crise financiére.
Mots clés: éthique, finance islamique, indices boursiers, fonds d’investissement, mesure de
performance, persistance.

Ethics and Performance: The Case of Equity Indices
and Mutual Funds in Islamic Finance

Abstract
Since the mid-nineties, Islamic mutual funds and indices have received a significant level of
academic scrutiny. However, the debate over their under-performance or over-performance is
not over yet. The prime objective of our study is to explore the stakes, the performance and the
persistence in performance of this category of indices and funds. As for indices, the study used
a sample of 57 Islamic indices and their conventional benchmarks. It is carried out through a)
studying the similarities and differences between Islamic and conventional indices; b) surveying
the current literature by performing both narrative and meta-analytical review of the literature,
c) studying the efficiency and their potential for diversification; d) comparing the return, the
risk and the performance of Islamic indices with their conventional counterparts, e) ranking
Islamic indices using various performance measures; and f) studying the persistence using the
four-factor pricing model. Despite their lack of diversification, the study finds that Islamic
indices have, in average, the same level of inefficiency and performance as their conventional
counterparts. As for funds, the study used a sample of 111 Islamic equity funds over the period
April 2005 to March 2011 and carried out through applying different performance measures
and non-parametric tests of performance persistence over three equal sub-periods. The study
finds much heterogeneity in Islamic funds’ performance and a little evidence that supports non-
persistence in performance of Islamic mutual funds during and after the last financial crisis.
Key words: ethics, Islamic finance, indices, equity funds, performance measurement,
persistence.
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Reforming the Methodology of Product Development in Islamic Finance

bearing. What complies with the Sharia is only what is halal, and a contract that is structurally valid but
eventually leading to an unlawful end can never be regarded as halal. In other words, when we say that
something is Sharia compliant, it means that it fits within the Sharia rules and principles. But how would a
product that carries the same economic evils of Riba or gambling fit within Sharia set of rules and principles
even if it has a valid structure!?

If a distinction is ever made in Sharia contracts acceptability, then it is the juristic distinction between the
two legal terms within the framework of Islamic law: valid and permissible. A valid contract is the one
that has a valid form regardless of the validity of its purpose or the contractors’ intention. Conversely, a
permissible contract is the one that has a valid form, purpose and objective. Obviously, a valid contract is
not necessarily permissible since a contract can be structurally valid but it is conducive to evil or meant
by contractors to reach an unlawful end, like selling weapons to a criminal or executing a series of sales
to legalize Riba as in eina. This distinction between valid and permissible corresponds in fact to the issue
of form, essence and implication of contracts. “Valid” relates to form, while “permissible” according to all
schools of Islamic law relates to contract essence, implication and intentions of the contractors.

Therefore, a contract is acceptable to Sharia, or is compliant with the Sharia, only if it is valid and permissible,
since both concepts are necessary elements of Sharia clearance, and Sharia does not admit a contact or a
structure that is invalid in essence or implications.
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technicalities and meaningless structures. The avoidance
of inherent risks to the degree of twisting contracts and
deforming their nature is not justifiable either. In fact, it
is necessary for Islamic banks to note that they become
distinguished from conventional banks only when they
genuinely submit to Sharia rules and maintain the nature
and essence of Sharia contracts. The mere maintenance of
contracts technicalities and terminologies does not render
contracts in compliance with the Sharia rules. This issue
is particularly important since Islamic banking derives its
credibility from the declared full adherence to Sharia rules;
therefore, compromising this notion, unless it is extremely
necessary, is never justifiable.

Conclusion
The proper methodology for product development

It has become obvious from the past discussions that for a
proper structuring of a product under Islamic finance, three
aspects of the product must be well taken care of.

First is form, and form relates to fulfilling the Sharia basic
structural requirements and conditions in contract and
contractors. A contact whose form is invalid produces no
legal consequences and can be considered as null and void.

Second is substance, and it is concerned with the essence
and the spirit of the structured product, especially when
more than one contract or element is involved in the
product, since this may yield a controversial product as
is the case with eina or tawarrug. Two sale contracts are
involved herein, each is independently valid in essence, but
the total outcome of having them consecutively executed is
a highly controversial cash financing product.

Third is the implication of the structured product that has
passed the form and substance test. The structured product
must not lead to evil or have unfavorable or negative
implications. Just like selling weapons to a criminal,
or grapes to a wine maker, does not comply with Sharia
although the contract itself may have fulfilled all of its
structural conditions, an Islamic banking product cannot
be truly labeled Sharia compliant unless it is free from
evil implications. For example, in the absence of sufficient
controlling measures on shares trading in the stock market,
this market can become an arena for gambling and zero-
sum games; therefore, developing a financing product that
helps finance clients willing to participate in such market
becomes haram, although the product itself may be sound
in its structure and essence.

In other words, for a product to be truly labeled as
Sharia compliant the underlying contract and tools used
in its structuring and developing must be valid in form
and essence, and the usage and implementation of the
developed product must also be in line with the Sharia
rules and principles. Reexamination of the current Islamic
banking and finance products in light of this elaborated
benchmark is deemed extremely necessary, since there
exist among the current Islamic banking products ones
which have successfully fulfilled the Sharia requirements
in terms of form, but unfortunately failed to fulfill that of
substance or implications.

On a final note, the recent trend of distinction in product
development between a Sharia compliant product and
a Sharia based product is inaccurate and lacking Sharia
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Part 2

A paper presented at the Tenth Harvard University Forum on Islamic Finance, Harvard
Law School — Austin Hall, USA, March 24-25.

Reasons for neglecting the contract’s substance in some
Islamic financing products

A direct examination of the Islamic banking market
conditions, challenges and products identifies the following
reasons for any deviation from the true rules of Sharia.

1. The desire to offer the same financing facilities of
conventional banks

Conventional Islamic banks treat money as commodity,
therefore they have no problem in providing cash financing
to clients with profit. This cash financing can take the form
of personal loans, over draft facility or refinancing, all
through interest-bearing loans. However, since lending
money on interest is haram, the Islamic banks willing to
offer these profitable financing facilities had to design
certain products that would serve such purposes. Logically,
the designed products would necessarily lose Sharia spirit
and breach contracts essence because they are basically
meant to fulfill unlawful objectives, i.e. profiting from
providing cash to clients. The structured products relied
on bogus operations of selling and buying commaodities,
using mostly the highly controversial eina and tawarrug
sales as their underlying contracts . In fact, sale contract is
designed to help people acquire commodities for their own
use or to resell them and make profit, but it is not designed
to justify unlawful dealing in cash by buying expensive
and selling cheap simultaneously. This is a deviation from
the purpose of the sale contract and a defeat of the purpose
behind Riba prohibition. If engaging in cash financing with
a mark-up through the technicalities of sale contracts like
eina or tawarruq is halal, then the whole purpose behind
Riba prohibition will be defeated. Any two willing to deal
in loans with a return would simply do so through eina or
tawarrug- like sale contract, the end result being exactly
the same.

2. The unwillingness to bear genuine property/contracts
risks

Being financial institutions, Islamic banks tend to avoid
as much as possible the risk that is normally embedded
in the Sharia contracts used in products structuring. This
avoidance of risk may lead to depriving contracts of
their Sharia identity and rendering them spiritless. The

1 www.giem.info

application of ljarah Muntahia Bittamlik in the manner
described earlier is an example. The liability risk related to
the ownership of the leased asset is effectively transferred
from the bank to the client and thus the essence of the
lease contract is distorted. Murabaha is another example
when the bank frees itself from the Murabaha commodity
liabilities. Neglecting the sale essence in Murabaha product
is at its peak when the Murabaha client is appointed as
the bank’s agent to buy the commodity from its supplier,
take delivery then deliver to himself, without the bank
being responsible for even commaodity defects or claim. In
this scenario the bank’s role is limited to only advance of
money to the property supplier, thus mimicking the limited
role of conventional banks.

3. Legal constraints facing the right application of
Shariah rules in products

In some countries the legal system stands as a stumbling
block to the proper application of Sharia rules required
for product structuring in Islamic finance. Some Islamic
banks for example find it inescapable to make the purchase
appear in the client’s name, because according to some
laws, banks are not allowed to trade in assets. Others are
prohibited from leasing assets to clients and therefore they
are left with no choice but to dodge and execute ljarah in the
form of sale. Imposing high taxes on registration of assets
purchased is also a legal constraint as it eventually leads
to increasing costs on clients when banks are commanded
by law to register in their names what they buy before they
sell to clients. Some banks tend to avoid payment of high
taxes by reducing some necessary contractual steps or
faking some contracts.

Are these reasons justifiable?

No doubt that legal constraints can justify some leniency
and indulgence when necessary; however, Islamic banks
have no excuse to follow the example of conventional
banking offering the same products regardless of
whether a particular product is Islamizable in spirit or
not. Islamic banks have to acknowledge the fact that
not all conventional products can be Islamized, and
that any attempt to this effect will yield nothing but a
product borrowing its legitimacy from adherence to mere
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