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PROPOSED CHANGES FOR CONSULTATION 

• Proposal #1: Clarification of Prohibited Activities in the Business Activity Screening to 
Include Interest Income. 

─ Currently, the Business Activity Screening takes into account Sharia Investment Principles 
in that investments in companies that are directly active in or derive  more than 5% of 
their cumulative revenue from non-Sharia compliant activities are considered non-
compliant. 

─ The proposal aims to include all Interest Income (i.e., operating and non-operating) in the 
calculation of the 5% prohibited income threshold. 

• Proposal #2: Clarification of Total Earnings in the computation of the dividend adjustment 
factor.  

─ The current methodology uses total earnings in the calculation of the dividend 
adjustment factor.  In terms of implementation, the denominator used is based on gross 
operating income. 

─ The proposal aims to align the calculation of the dividend adjustment factor to the 
Business Activity Screening (i.e., use total earnings as defined in proposal #1 for the 
denominator). 

• This consultation may or may not lead to any changes to the MSCI Indexes or 
methodologies. 
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PROPOSAL #1: CLARIFICATION OF 
PROHIBITED ACTIVITIES TO 
INCLUDE INTEREST INCOME 
  



BACKGROUND 

• The MSCI Islamic Index Series Methodology currently applies Islamic Index Screens that 
follow Sharia investment principles, particularly business activity and financial ratios. 

• On the Business Activity Screening, consistent with the Sharia Scrutiny Report, Sharia 
investment principles do not allow investment in companies that are directly active in, or 
derive more than 5% of their revenue (cumulatively) from non-Sharia compliant activities. 

• Interest Income is currently not included in the list of non-Sharia compliant activities as part 
of the Business Activity Screening. 

• While the Financial Screening already takes into account interest-bearing assets, including 
Interest Income in the Business Activity Screening would be aligned with treatment of 
excluding non-Sharia compliant activities. 
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PROPOSED CHANGE 

• Clarification in the MSCI Islamic Index Series Methodology book, particularly under 
provision 2.1 Business Activity Screening. 

• The proposal is to clarify the calculation of the percentage of prohibited income relative to 
total earnings as follows:  

─ Revenue from prohibited activities including interest income all over total earnings. Total 
earnings include sales and interest income. 

─ Interest income includes both operating and non-operating income.   

─ Operating interest income will not be included if it is already reflected as part of 
revenue/ sales to avoid double counting. 
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POTENTIAL IMPACT 

• The proposed treatment is aligned with Sharia investment principles. 

• Upon implementation, this treatment will lead to the removal of current constituents that 
have income from prohibited activities (prohibited income, including interest income) 
greater than 5% of total earnings. 

• In terms of impact, the following Islamic regional indexes may be affected: World, Emerging 
Market IMI, Frontier Markets, Pacific Small Cap, GCC Domestic IMI and GCC International ex 
Saudi Arabia IMI. 

• MSCI’s simulations based on information on Business Activity and Interest Income data as of 
the May 2014 Index Review showed an incremental one way turnover of less than 2% for 
the current World Islamic and EM Islamic IMI resulting from this treatment.  The simulated 
results for the other regions also did not demonstrate a significant impact.* 

• However, note that the ultimate turnover impact will depend on the updated Business 
Activity data as part of the May 2015 Index Review.  It will likely vary from the simulated 
results. 

*Please see disclaimers at the end of this presentation regarding simulated and back tested data. 
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TIMELINE FOR IMPLEMENTATION 

• The consultation period is scheduled to end on March 13, 2015. 

• If the proposed changes are adopted, implementation will start from the May 2015 Index 
Review. 

─ Changes will coincide with the May 2015 Semi-Annual Index Review. 

─ As a reminder, MSCI fully reviews the composition of the Islamic Indexes by applying the 
Business Activity Screening and the Financial Screening on an annual basis at the May 
Semi-Annual Index Review. 
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CONSULTATION QUESTIONS 

• Do you agree with the proposed change? 

• Are the changes in the calculation of prohibited income as a percentage of total earnings 
clear to you? 

• Is the definition of total income (i.e., total earnings including sales and interest income) 
sufficiently defined? 
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PROPOSAL #2: CLARIFICATION OF 
TOTAL EARNINGS IN THE 
COMPUTATION OF THE DIVIDEND 
PURIFICATION FACTOR 
  



BACKGROUND 

• The MSCI Islamic Index Series incorporates Dividend Purification which is designed to reflect 
Sharia investment principles that state that income from prohibited activities must be 
deducted from a company’s dividend and given to charity. 

• This is done through the application of a dividend adjustment factor defined as follows: 
[total earnings – (income from prohibited activities + interest income)] / total earnings. 

• Total earnings are defined as gross income and interest income is defined as operating and 
non-operating interest income. 

• In terms of implementation, MSCI uses prohibited income (including interest income) as the 
numerator versus operating income as the denominator. 

• The enhancement is proposed in order to align the treatment on prohibited income 
wherein the denominator will be based on total earnings as proposed in Proposal #1 and 
further explained in succeeding slides. 
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PROPOSED CHANGE 

• Clarification in the MSCI Islamic Index Series Methodology book, particularly under 
provision 2.3 Dividend Purification. 

• MSCI will apply a “dividend adjustment factor” to all reinvested dividends.  

─ The “dividend adjustment factor” is currently defined as: (total earnings – (income from 
prohibited activities + interest income))  / total earnings. 

─ Total earnings is defined as total revenues (including interest income) and interest 
income is defined as operating and non-operating interest.  

─ MSCI will continue to review the “dividend adjustment factor” on an annual basis at the 
May Semi-Annual Index Review.  
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POTENTIAL IMPACT 

• The proposed treatment on the “dividend adjustment factor” will be aligned with the 
framework for Business Activity Screening.  That is, this treatment will enhance the 
comparability of the “dividend adjustment factor” to the Business Activity Screening results. 

• Relative to the current implementation, this approach will generally have a tendency to 
generate higher adjustment factors. 
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TIMELINE FOR IMPLEMENTATION 

• The consultation period is scheduled to end on March 13, 2015. 

• If the proposed changes are adopted, implementation will start from the May 2015 Index 
Review. 

─ Changes will coincide with the May 2015 Semi-Annual Index Review. 

─ As a reminder, MSCI reviews the “dividend adjustment factor” on an annual basis at the 
May Semi-Annual Index Review. 
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CONSULTATION QUESTIONS 

• Do you agree with the proposed change? 

• Are the changes in the calculation of the “dividend adjustment factor” sufficiently 
explained? 
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