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The UK has enacted specific tax law for murabaha transactions in the Finance Act 2005 s.47. While some other countries have also enacted specific tax laws or made rulings to facilitate Islamic finance (for example France), most have not.
When I discuss Islamic finance transactions with tax advisers from other countries, one point which frequently crops up is the potentially adverse tax treatment for banks of commodity murabaha transactions, in the absence of specific tax law. The following contrast is drawn:

· If a bank makes a one year loan of £100 at 5% interest, it will accrue that income over the year. If the bank year end occurs six months later, the bank will only recognise income of £2.50 in the first year. 

· If the bank purchases a commodity for £100 and immediately sells it to a customer for £105 payable in twelve months time, it has made a trading profit of £5. That trading profit must be recognised in the financial statements immediately. Accordingly, if the bank year end occurs six months later, the bank will have to recognise the entire income of £5 in the first year 

This dichotomy may well exist if generally accepted accounting practice in the country concerned requires the bank to recognise all of the profit of £5 immediately the commodity is sold. It may also arise if tax law in the country concerned requires the profit to be computed in that way, irrespective of the financial accounts treatment.

However, I recently asked my colleague Andrew Hawkins, our UK head of Islamic bank accounting, whether the dichotomy actually arises under International Financial Reporting Standards (IFRS). As he explains below, it doesn’t. Accordingly, in any country where the tax law respects the bank’s accounting under IFRS by basing the tax return on the accounting profit, commodity murabaha should give rise to no higher and no lower taxable income than conventional loans with the same economic terms.

Mohammed Amin

Accounting for commodity murabaha
Commodity murabahas have represented one of the most common forms of transaction in Islamic finance. Although based on buying and selling the underlying commodity, the inclusion of deferred settlement allows the seller to provide finance to the buyer during the term of the contract.

As an example, Bank A buys a commodity from a third party for 100 and immediately sells it to its customer, Party B, for 105 for immediate delivery with cash settlement deferred for 12 months. Under the terms of the murabaha contract it will be transparent to Party B that the market, or fair value, of the commodity is 100 and that Bank A is making a gain of 5. Party B immediately sells the commodity for its market value of 100 and receives cash which it can use in its business for 12 months until it has to pay the settlement amount of 105 to Bank A.

In this example both Bank A and Party B have bought and sold the commodity. However the economic substance of the transaction taken as a whole is that Bank A has loaned 100 to Party B for 12 months to be repaid at an amount of 105. Bank A’s profit of 5 represents a finance cost to Party B. While the commodity is the subject of the transaction, it is actually nothing more than a mechanism to support the cash flows. Indeed even the actual nature of the commodity is irrelevant; it only needs to have a readily ascertainable market value and be easily tradable (i.e. a liquid market).

A traditional view of the transaction as a combination of commodity trades would suggest that Bank A has bought and sold the commodity and made a profit of 5, while Party B has bought and sold a commodity and made a loss of 5. However this ignores both the substance of the transaction and the time value of money. IFRS takes account of both of these elements.

Under IFRS, the receivable from Party B will be initially recognised at its fair value (i.e. 100) while the profit of 5 will represent finance income to be spread over the period to settlement. Put another way, the settlement amount of 105, when discounted back to net present value at the start of the transaction, using market rates at that date, will yield a value of 100 – assuming that rate was used by the bank to price the murabaha contract. Under this treatment Bank A has in fact bought and sold the commodity for 100 and made no trading gain. All the profit represents the finance charge on the deferred settlement, or loan, to be recognised in the income statement over the contract period. Similarly under IFRS, Party B will recognise a commodity purchased at fair value (i.e. 100) and immediately sold for the same amount, again recording no profit or loss. The additional cost of five represents the finance cost incurred by Party B as it writes up the value of the payable to Bank A from 100 to 105 over the contract term.

Where the overall transaction is clearly of a financing nature then the substance over form approach of IFRS would indicate that neither Bank A nor Party B actually report the purchase and sale of the commodity – particularly where the physical settlement is conducted simultaneously with the same third party as is often the case in this sort of arrangement.

In cases where Party B actually uses the commodity or other item purchased under the murabaha contract in its business, whether as inventory or as a fixed asset, under IFRS it will still be required to separate the contract amount into a fair value of the item acquired and a finance charge to be recognised over the time to settlement.

