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INTRODUCTION

his paper examines the compliance of global real estate stocks and Real Estate Investment
Trusts (REITS) from a Shariah perspective.

SHARIAH RESTRICTIONS

What is Shariah Law?
hariah is Islamic canonical law, which observant Muslims adhere to in their daily lives.
SShariah has certain strictures regarding finance and commercial activities permitted for
Muslims. It prescribes a set of criteria which needs to be satisfied before a Muslim investor
or institution can invest in the equity of a given company.

From the view point of Shariah law, businesses such as those dealing in pork, alcohol, gambling,
conventional financial services, media or advertising, tobacco, pornography, music etc are non-
permissible for investment.

Furthermore, companies have to be screened so that they satisfy certain accounting ratio
restrictions.

The benchmark quantitative ratios are:

Leverage Compliance.
Debt / Market Value of Equity (12 Month average) < 33 %;

Shariah does not permit a high leverage of the company through debt financing.

Cash Compliance

Accounts Receivables / Market value of Equity (12 Month average) < 49 %;

Or

(Cash + Interest Bearing Securities) / Market value of Equity (12 Month average) <33%;

There should not be a significant amount of positive liquid cash balances with the company.

Revenue Share from Non-Compliant Activities
In certain cases, revenues from non-compliant activities are permissible, if the proportion of
revenue from such activities is within the following threshold:

(Non-Permissible revenue other than Interest Income) / Revenue < 5%

Specific Qualitative Shariah Screening criteria for Real Estate Companies

Retail spaces:

Real estate companies leasing space for retail formats had to be analysed in detail. Retail spaces
leased or rented to supermarkets/grocery stores may have probable revenue from sale of non-
permissible items such as pork, alcohol, tobacco, music and movie CDs. Real estate companies
leasing space to supermarkets and food courts, having revenue from non-permissible items in
excess of 5% of their total revenue have been classified as non-compliant.

Commercial/Office spaces:

Industry sectors such as financial services, advertising and media firms are classified as non-
compliant sectors. Real estate companies deriving leasing or rental income in excess of 5% of
their total income from such tenants are classified as non-compliant.
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Hotels:

Many hotel groups are involved in gambling and have some revenue from the sale of alcohol and
pork in their restaurants and bars. Neither of these activities is permissible from a Shariah
perspective. Real Estate companies which have hotels under management and deriving revenue
from sale of alcohol/pork in its food and beverage segment or casino operations in excess of 5%
have been classified as non-compliant.

Shariah Compliance Screening Procedure
primary source method of collating information for our screening procedures was
adopted. Annual reports of individual real estate companies in our universe were
analysed for their property portfolios held. Due to the limited information available in the
company annual reports, the investor relations department of the companies in our population
were contacted to gain an understanding of their holding and leasing operations sector wise.
Further, various press releases, company policy statements and other statutory filings with
respective regulators were scrutinised for their property segmentation disclosures.

UNIVERSE:

ur universe consisted of 569 listed real estate companies and Real Estate Investment

Trusts (REITS) with a market capitalisation in excess of 45 million USD, primarily based in

China, Europe, the Americas and Oceania. The companies in the universe comprised of
those dealing in real estate management and services, construction companies which build
residential & office spaces, property trusts and REITS.

Geographical Composition of the universe

25%

Chart (1

The universe could be broadly classified into two:

Real estate companies:

This would include pure real estate companies which buy and sell properties or hold property
for rental income. They also include construction companies and real estate management
companies.

REITS:

These companies are designed as property holding companies with long term investors. They are
usually inclined towards holding and management of income generating properties such as
shopping centres, prime office spaces etc.
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Segmentation of Universe

M Real Estate
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m Real Estate
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B REITS-Shopping Centers
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Chartcll

FINDINGS

General Overview
e found that about 18% of listed real estate stocks and real estate investment trusts
Wscreened in the selected universe are Shariah compliant. This gives 102 compliant
stocks. This is a somewhat disappointing result but is still probably enough companies
to construct a diversified investment portfolio with. The median PE of compliant companies was
| positioned at 16.15X compared to 10.24X for non-compliant companies.

Analysis of entire universe on the basis
of screening method

m Accounting Ratio Failures m Sectoral Check Failures = Compliant

| Chart c il

(67%). Real estate companies in general tend to use a significant amount of debt

financing to boost their return on equity. Stocks which passed the accounting ratio based
screens were then analysed on the qualitative Shariah principles. 15% of stocks in the universe
which passed the accounting ratio based screens, failed the specific qualitative sector based
screens.

'_\ majority of stocks in the Universe failed the quantitative accounting ratio based screens
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If we were to consider only the stocks which passed the quantitative accounting ratio based

screens, i.e. among the stocks which passed the accounting ratio screens (186), the compliance
percentage is 55% (102).

Table showing distribution of Universe based on screens

Classification Number of Companies % of Companies

Compliant Companies 102 18%

Non-Compliant Companies 84 15%

Companies failing Accounting Ratio Checks 383 67%

Total 569

Table - |
o ] ] 73% of the
Market Capitalization of .Compllant Companies universe
large number of companies screened were in the lower segment of the market (small Comprised of

cap) in terms of their market capitalisation, of which about 84% were non-compliant.
Among the larger players, 38% were found compliant whereas only 19% of the Mid-cap
stocks were found compliant.

small cap
stocks

Division of Universe - on the basis of
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stocks were
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m Mid cap

W Smallcap

38% of large
cap stocks were
compliant.

Chart C IV
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In terms of the actual market capitalisation the compliant companies were in the range of just
over 140 million USD to about 44.5 billion USD.

Ratings Intelligencea

Top 10 Compliant Stocks
Market Cap (In
Company Rank Sector Country of Domicile Millions of USD) PE

I Real Estate Operator/Developer Hong Kong 44,465 15.87

Il Real Estate Operator/Developer Hong Kong 34,013 10.87

1 Real Estate Management/Services | Japan 33,233 35.1

v Real Estate Operator/Developer China 20,598 57.96

Vv Real Estate Operator/Developer China 20,598 39.52

\ Real Estate Operator/Developer Hong Kong 16,203 11.34 .
VI Real Estate Operator/Developer | China 11,505 20.32 The highest
Vil Building & Construction-Misc India 10,837 33.26 market

IX Real Estate Operator/Developer China 10,212 8.04 Capitansaﬁon
X Real Estate Operator/Developer Singapore 7,676 17.5 among the
Table -II complaint
stocks was
Top 10 Stocks in the Universe 44.5 Bn USD
Market Cap (In
Company Rank Sector Country of Domicile Millions of USD) PE

| Real Estate Operator/Developer Hong Kong 44,465 15.87

1] Real Estate Operator/Developer India 35,629 311.02

11 Real Estate Operator/Developer Hong Kong 34,013 10.87

\Y) Real Estate Management/Services | Japan 33,233 35.1

Vv REITS-Shopping Centers Australia 32,216 5.61

VI Real Estate Operator/Developer China 20,598 57.96
Vi Real Estate Operator/Developer China 20,598 39.52
VI REITS-Diversified France 19,953 7.3

IX REITS-Regional Malls USA 19,884 43.49

X Real Estate Operator/Developer Japan 18,303 27.14

Table - 11l

Compliant Companies Geographical Location wise
majority of compliant real estate companies are located in China (28%) followed by Rest
of Asia which includes Singapore, Taiwan, India, Malaysia, Philippines &Thailand (23%)
and the United States (Chart ¢ VI & VII). In the four major markets namely, China, Japan,
Australia and United States, about 70% of real estate companies were non-compliant. The United
States has the largest concentration of real estate companies and Real Estate Investment Trusts
in our selected universe.

Table showing percentage composition of Compliant/Non- Compliant companies in 4
major markets

Market
USA
Japan
China

Australia
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Geographical location of Compliant
Companies

m PR of China
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M Rest of Asia

m Americas
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Chart ¢ VI

A large majority of the real estate companies in our universe are located in the west. Their
portfolios have retail formats and hotels which derive some part of their revenues from non-
permissible activities which makes them non-compliant. Also, a part of their commercial office
space holdings are leased to non-permissible sectors such as banks, financial institutions, media
and advertising companies, which makes them non-compliant

Geographical location of non compliant

1 companies
1% ©

MW North America

M Europe (includes UK)

W Japan

MW Australia & New Zealand

M PR of China

W Singapore

M Rest of Asia
M South Africa

M South America

Chart c VI

Compliant Companies Industry wise
mong the two major industry sectors, we found that real estate companies are the most
Acompliant. They constitute about 51% of the companies which have been adjudged
compliant (Table ¢ IV). Companies which are positioned as REITS comprise 49% of the
compliant stocks. This is due to the fact that REITS would prefer holding high income generating
properties such as retail formats including malls and shopping centres which have better and
longer occupancy rates and higher rental values. REITS also hold hotels which have a part of its
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revenue from non-compliant activities such as casinos, pubs and restaurants serving
pork/alcohol.

Industry Distribution of Compliant Companies

Industry Group % Composition Median Price/Earnings
Real Estate 51% 10.24
REIT 49% 13.54
Table-V
Profitability

W e found that almost 92% of real estate companies screened were profit making. Among
them just about 16% of the companies were compliant.

Price Earnings Ratio

e found that compliant real estate companies had a median price earnings ratio of about
16.15, where as the non-compliant companies had a PE of 10.24
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