Chap3- Accounting for Islamic deposits and investment accounts 
Accounting for Islamic deposits and investment accounts diverges from conventional banking by prohibiting interest (riba) and focusing on profit-sharing (Mudarabah, Musharakah) or fee-based (Wakalah) arrangements, as outlined by the Islamic Financial Services Board (IFSB) and Accounting and Auditing Organization for Islamic Financial Institutions (AAOIFI). Key differences include the treatment of returns, which are shared based on underlying investments, and deposit accounts functioning as interest-free loans (qard). The accounting framework emphasizes fairness, transparency, and adherence to Shariah principles, leading to different financial statements compared to conventional banks. 
In the case of Islamic Banks there are  a number of insvestment  facilities created  using islamic contractual arrangements . 
Categories of islamic deposits
1-Current Account (Al-Wadi'ah) Deposits
A safekeeping contract (Wadi'ah Yad Dhamanah) where the bank acts as a custodian. No guaranteed returns; the bank may offer optional "Hiba" (gifts) but the value of the deposit is guaranteed. For quick and easy access to funds and facilitating daily transactions. The account holder bears no risk of investment losses, but there is a credit risk on the bank. 
2. Saving Account (Al-Wadi'ah) Deposits 
Similar to the current account, it's a safekeeping arrangement where the customer allows the bank to use the funds for Sharia-compliant activities.No profit is promised, but the bank may provide gifts (Hiba) at its discretion.For safekeeping with optional withdrawals, and the principal amount is guaranteed.The bank is responsible for the safekeeping of the principal amount.
3. Saving Account (Mudarabah) Deposits
A partnership (Mudarabah) where the depositor provides capital (Rabb al-Mal), and the bank manages the funds (Mudarib). Profit is shared according to a pre-agreed profit-sharing ratio, which is disclosed to the depositor. For customers seeking better returns on their idle funds for specific periods. Profits and losses are shared between the depositor and the bank. 
4. Investment Account (Unrestricted Mudarabah)
A Mudarabah contract where the bank has full discretion on how to invest the deposited funds. Profits generated are shared according to the Mudarabah agreement. Depositors entrust their funds to the bank to be invested in various Sharia-compliant avenues. Losses are borne by the investor (depositor) unless caused by the bank's negligence or misconduct. 
5. Investment Account (Restricted Mudarabah)
A Mudarabah contract where the use of the deposited funds is restricted to specific purposes, locations, or investment strategies. Profits are shared based on the agreed Mudarabah ratio, but only for investments that comply with the restrictions. For investors who want to direct their funds to specific investment areas. Similar to unrestricted Mudarabah, losses are borne by the investor unless due to the bank's misconduct. 



Accounting treatment of investment accounts according to FAS 27 N°(AAOIFI)
We will only discuss the accounting treatment for investment accounts.
This new standard replaces two previous accounting standards related to investment accounts: Financial Accounting Standard No. 5, "Disclosure of the Basis for Distributing Profits Between Equity Holders and Investment Account Holders," and Financial Accounting Standard No. 6, "Rights of Investment Account Holders and Similar Interests."
This standard covers: Investment accounts based on participatory financing contracts that represent "investment account holders' rights" as defined in the conceptual framework; and
Investment accounts based on participatory financing contracts, invested on a short-term basis (day, week, month) with other financial institutions, such as "interbank deposits."
Accounting treatment:  This section discusses the accounting treatment of investment accounts in Islamic banks, in accordance with FAS N°27.
1- Initial recognition of investment accounts:
The investment account is initially recognized at the fair value of the consideration received on the date the contract becomes effective. The investment account is presented either as an item within the balance sheet or separately (see paragraphs 4 and 5).
a-  In the case of a cash deposit
	statement
	Debit
	Credit

	Treasury (collection method)
Investment accounts (restricted/unrestricted)
	xxxx
	
xxxx



b- In case of payment by check
	statement
	Debit
	Credit

	Collection draft checks
Investment accounts (restricted/unrestricted)
	xxxx
	
xxxx



C- In the case of deposits made via transfer from current accounts
	statement
	Debit
	Credit

	Current accounts
Investment accounts (restricted/unrestricted)
	xxxx
	
xxxx



2. Subsequent recognition of investment accounts:
Subsequent recognition of the investment account should include undistributed profits, profit equalization reserves, or any other reserves established for the benefit of the investment account holders, less any losses on assets that should be borne by the investment account holders. (Paragraph 14).

a- Unpaid or undistributed profits or gains
         After allocating the financial institution's (broker's) share, these profits or   
     gains must be set aside and added to the investment account, and should not   
be mixed with the retained earnings belonging to the owners (equity).
    (Paragraph 15)  The following procedure applies:


	statement
	Debit
	Credit

	Profits from investment accounts
Investment accounts (restricted/unrestricted)
	xxxx
	
xxxx




· Any loss incurred from transactions within a joint financing investment should first be deducted from: any undistributed profits generated by the investment. If these profits are insufficient, the loss should be deducted from the bank's share and the unrestricted investment accounts' shares in the joint financing investment, according to each party's contribution to the investment. (Paragraph 19) .
·  The Sharia Supervisory Board stipulates that any loss resulting from mismanagement or negligence by the bank should be deducted from the bank's share of the profits of the joint financing investment. If the bank's share of profits is insufficient, the loss should be covered by the bank's equity contribution to the joint investment, if any, and this amount will then be considered a liability of the bank. (Paragraph 20).
· f the bank incurs losses from investing the funds of speculative account holders, these accounts will be debited with their share of the losses, unless there is an adequate provision for investment losses, or the existing provision is insufficient to cover the losses.

	statement
	Debit
	Credit

	Investment accounts
profits (losses)/ Investment account
	xxxx
	
xxxx



How to calculate investment account profits:
The points-based method is used to calculate the distribution of profits among participants in general investment accounts. This method takes into account each investor's contribution amount and the duration of their investment (currency unit x time unit).  The calculation is based on the total amount invested and the total duration, regardless of the frequency of deposits and withdrawals or the varying amounts of each transaction. Account holders are deemed to have implicitly agreed to this method of calculation. There is no religious objection to setting an expected rate of return; however, this expected rate is not binding if it is not achieved, even if based on a feasibility study.  Profits cannot be distributed definitively based on the expected return; rather, distribution must be based on the actual realized profit, whether calculated precisely or estimated.

The ruling on using the "periodic balance" method:
According to the general consensus of Islamic scholars, this periodic balance method contains elements of uncertainty that invalidate such investment agreements. This is because, due to the continuous nature of withdrawals and deposits, and the practical impossibility of accurately calculating the exact balance at any given time, it becomes impossible to definitively determine who is entitled to the profits. Furthermore, banks often use a month as the time period for calculating the periodic balance, which means that the days preceding the start of the calculation period are effectively disregarded.  However, given the practical difficulties of calculating profits based on an exact balance, and considering the fact that investors generally agree to accept a certain degree of flexibility in the calculation method, and given the widespread practice of using this method, scholars have concluded that this uncertainty can be overlooked, provided that efforts are made to minimize it as much as possible by using a shorter time period or a smaller monetary unit for calculating the periodic balance, thus ensuring that no one's rights are unfairly prejudiced.










Further readings
Key Accounting Principles and Concepts
· Shariah Compliance: The core principle is to ensure all financial transactions align with Islamic law, avoiding interest and other prohibited elements. 
· Profit-Sharing (Mudarabah/Musharakah): 
In investment accounts, the bank and depositor (investor) share profits from underlying assets according to an agreed-upon ratio, making the depositor an investor, not just a lender. 
· Fee-Based Services (Wakalah): 
For Wakalah agreements, the bank acts as an agent (Wakeel), earning a fee for managing funds, while profits from the investment are returned to the customer after fees. 
· Interest-Free Loans (Qard): 
Conventional deposit accounts are often treated as interest-free loans from the customer to the bank (qard), which the bank uses to fund its operations. 
· Profit Equalization Reserves: 
A portion of a depositor's profits may be held in a reserve to smooth out future returns and protect against losses, especially in participation accounts. 
How Accounts Differ from Conventional Banking
· Returns vs. Interest: Islamic accounts earn returns through profit-sharing or fees, not fixed interest rates. 
· Risk and Reward: Depositors in Islamic investment accounts are exposed to the risks and rewards of the underlying investments, unlike in conventional banking where deposits are typically guaranteed. 
· Financing: Funds from these accounts are directed towards Shariah-compliant financing, including equity-based and trade financing, not simply debt-based lending. 


