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UNRESTRICTED PROFIT SHARING INVESTMENT ACCOUNTS IN ISLAMIC RETAIL BANKING: COMPARISON OF EXPECTED AND

OBSERVED PRACTICES

“Supervisory authorities in most of the jurisdictions where [Islamic Financial Institutions] operate ha[d] not laid down any disclosure

requirements for smoothing practices.” (IFSB GN at 7). The Dubai Financial Services Authority, which has adopted clear and detailed

PSIA regulations addressing, eg, PSTA marketing, contract terms, and management, is a notable exception.

Issue

Marketing of PSIAs

Contract formation
and terms

Transfers of mudarib =
and shareholder
profits to customers

Expected practices
(based on nature of PSIA)

Clear statement in all marketing or PSIA related
literature that capital loss is possible and borne
entirely by customers.

Clear statement that profits are not guaranteed.
Absence of indications — express or implicit —

of expected profit, such as by advertising past
profit rate.

No facilities or features typically associated with
“deposit” accounts, eg, bill payments, direct salary
or wage deposit, etc.

Clear disclosure of capital loss risk and lack of

profit guarantee; existence and mechanics of PER
and IRR (if applicable); customer rights to PER and

IRR funds generally, at account termination, and in

the case of bank insolvency; explanation that funds
are commingled with shareholder and other funds

(if applicable).

Should be disclosed in the contract, specifically

or as part of a general description of PSIA
management.

Disclose transfers in annual reports and/or in
shareholder dividend distributions/periodic reports
(for shareholder informational purposes and to
create a record in case needed in connection with

future claims or regulatory inspection).

Observed practices/
IFSB “identified industry practices”

Often marketed to the public through various

annels (eg, internet, etc) without clear,

istakable statement that risk of capital loss

is inherent to the product and borne entirely by
the customer.
Some banks indicate that profit rates are
announced in advance of investment periods, others
advertise past rates of return.
Some banks offer facilitates or features typically
associated with “deposit” accounts.
Adbhesion contract. No symmetry of bargaining
power between retail consumer and bank. (In
contrast, wholesale unrestricted PSIA depositors
(eg, corporates, takaful operators) negotiate profit-
sharing ratios which are “commonly fixed to achieve
the target return” desired by the customer “keeping
in view the income generated in previous periods by
various investment pools.” (IFSB GN at 4)).
Existence of PER and IRR not uniformly stated
and/or adequately explained.
Commingling with shareholder and other funds

not uniformly stated and/or adequately explained.

Generally not disclosed to customers.

Insufficient information to know if disclosures are
made to shareholders in non-public statements or
reports.

Transfers from mudarib and/or shareholder profit
a . . . 2
usually remain undisclosed in annual reports”.

(IFSB GN at 7).




UNRESTRICTED PROFIT SHARING INVESTMENT ACCOUNTS IN ISLAMIC RETAIL BANKING: COMPARISON OF EXPECTED AND
OBSERVED PRACTICES (CONTINUED)

Issue

Expected practices
(based on nature of PSIA)

Observed practices/
IFSB “identified industry practices”

PER practices,
disclosures, rights.

The PER “collectively belongs to [PSIA customers]
and shareholders”. (IFSB GN at 7).

PER should be in place where required

by regulation.

Should conform to standard PER practices
(described above in text).

PER should not be used to bolster

shareholder returns.

Existence and mechanics should be disclosed

in PSTA.

Disclose actual deductions from customer profit or
payment to customer from PER on a periodic basis,
preferably in periodic statement.

Disclose PER status and transactions in PER in
annual reports.

PSIA customers have rights to PER funds
proportionate to their investment, while the
investment relationship exists, when it is

terminated and at insolvency.

No ownership claim can be asserted where the existence
of the PER and its mechanics are not disclosed and
documented.

PSTA customers “agree to give up any right they have to
[PER and IRR] when they terminate their contractual
relationship with the” Islamic Financial Institution.

In one jurisdiction where the PER was required, one
institution reported that it did not maintain a PER

and was “utilising profits attributable to shareholders to
stabilise the rate of return to IAH”. (IFSB GN at 8).
Some institutions were found to be deducting all PER
funds from customer profits only, after deducting the
mudarib share. (IFSB GN at 8).

One study found that the return on PSIAs was
“ancorrelated with the net rate of return on
[shareholder] equity” (shareholder returns were higher
than PSIA returns). However, PSIA rates of return
were ‘significantly positively correlated with the general
market return on deposits, suggesting a significant
reliance on [s]moothing...to align the returns...with
market rates”” (IFSB GN 4-5).

Usually disclosed in annual report. (IFSB GN at 7).
(However, a review of available annual reports suggests
that some significant/well-known Islamic banks do not
disclose PER in annual reports).

Rights to PER cannot be asserted where their existence,
mechanics, and respective rights to funds are not
disclosed or documented in contracts.

PSIA customers are effectively subsidising future PSIA
investors (customers and shareholders) where they do
not benefit from prior contributions owing to closure of
the PSIA account.

IRR practices,
disclosures

Conform to IRR practices (described above), where
IRRs are permitted by applicable regulation.
Disclose existence and mechanics of IRR (where
applicable).

PSIA customers have rights to IRR funds
proportionate to their investment, while the
investment relationship exists, when it is

terminated and at insolvency.

Some institutions applied the PER deduction method
to source and allocate IRR funds (ie, they deducted
from gross profits before allocating the mudarib share).
Some institutions appropriated ‘to an IRR on a regular
basis a certain percentage (usually 5-10%) of the
profits..after allocating their share of profits as mudarib.”
(IFSB GN at 8).

One Islamic financial institution ‘disclosed in its annual
report that, on liquidation, the balance of its IRR would
devolve to the zakat [charity] fund after covering all
expenses and losses”. (IFSB GN at 8).

Rights to IRR cannot be asserted where their existence,
mechanics, and respective rights to funds are more often

than not undisclosed or not documented.
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