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Dear ]:

Thisresponds to your letter of February 8, 1999 to William P. Reinhardt, requesting our opinion on
whether [ 1 (* " or“Branch”), aFederal branchlocatedin[ City,
State ], may offer Murabaha financing products as part of the business of banking, pursuant to 12
U.S.C. § 24 (Seventh).

[ ] would liketo offer these products to meet the special needs of its customers who adhere to the
principlesof Idam. Therdigious prescriptionsof I1dam or other faiths prohibit customersfrom borrowing
money wherethelender chargesinterest and, therefore, effectively prohibit such customersfrom engaging
inloan transactionswith the Branch. [ ] proposes an dternative arrangement, known as aMurabaha
financing facility, to help Idamic customersengage inreal estate financing transactions and commercid
inventory and equipment financing transactions with the Branch.

Under the Murabahafinancing facility,[ ] will essentialy be functioningin a*“riskless principa” /quasi-
agency capacity, an activity whichisnot barred by section 29 of the National Bank Act and is permissible
under section 24(Seventh). The Branch will acquirethe property on behdf of the customer and then resdll
the property to the customer at amark up on aningtalment basis. The Branch would liketo use Murabaha
financing facilities for the acquisition of real estate properties, real estate construction transactions,
commercia inventory operations and the acquisition of commercia equipment to accommodate Idamic
schools, mosques, community centers and businesses that traditionally have not had accessto financing
arrangementsthat are cong stent with the religious beliefs of the participantsin such community entitiesor
theownersof suchbusinesses. [ ]| believesthat the Murabahafinancing transactions are permissible
for anational bank and that the economic substance of the Murabaha financing transactionsisfunctionaly
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equivalent to either areal estate mortgage transaction or an inventory or equipment |oan agreement.*

Weagreewith[ ]'sconclusion. Based onthefactsand representations| ] presented, the Murabaha
financing transactionsare permissiblefor nationa banksaspart of the business of banking under 12 U.S.C.
§ 24 (Seventh), and the economic substance of the Murabaha financing transactions is functionally
equivaent to either areal estate mortgage transaction or an inventory or equipment loan agreement, as
further discussed below.

[ 1'sProposal

Commercial Transactions

In aMurabahafinancing transaction, the customer will identify the property, inventory or equipment to be
acquired, negotiate the purchase price with the sdller, and gpply to[ ] for financing. If thereview of the
proposd satisfies|[  ]'sordinary credit underwriting criteria, [ ] will agreeto Smultaneoudy enter into
a purchase agreement with the seller and a Murabaha agreement with the customer (the “Murabaha
Agreement”). Pursuant to a purchase agreement, the Branch will purchase the property, inventory or
equipment from the seller and then, pursuant to the Murabaha Agreement, immediately resdll it to the
customer at the origina purchasepriceplus[ ] scost and aprofit amount which isthe cost of financing
the sale (the “Murabaha profit”).?

InaMurabahacommercia inventory or equipment financing transaction, thecustomer and[ ] will enter
into amaster M urabahaagreement whichwill permit individua M urabahatransactionsto be consummeated
pursuant to itsterms (the “ Master Murabaha Agreement”).? The aggregate tota of individua transactions
will not exceed the dollar limit specified in the Master Murabaha Agreement. Once aMaster Murabaha

Theocc previously approved anet lease arrangement for [ ]’ sreal estate transactions that was
consistent with the religious prescriptions of 1slam or other faiths. See OCC Interpretive Letter No. 806, reprinted in
[1997-1998 Transfer Binder] Fed. Banking L. Rep. (CCH) 181,253 (October 17, 1997). Under this net lease
arrangement, acquired the property on behalf of the customer and leased the property back to the customer under a
financing agreement over a period of time. Unfortunately, the net lease proved unworkable for certain not-for-profit
customers of the Branch because the underlying real estate was subjected to various forms of taxation since it was
held in the Branch’s name and leased back to the not-for-profit organization. Asaresult, the Branch believesthat a
real estate Murabaha financing transaction would effectively eliminate this tax problem and allow the Branch to
effectively serveits not-for-profit customer base.

2 [ ] will add its margin to its costs of funds to calculate the Murabaha profit (the mark-up onthe sale). In
most cases, LIBOR will be used to determine|[  ]'scost of funds. In al cases, the amount of the Murabaha profit
will be calculated to comply with applicable usury laws.

® The net lease structure previously discussed and approved by the OCC in Interpretive Letter No. 806,

supra, does not work efficiently to finance inventory since the customer is constantly selling the property being
financed and replacing it with new property. The lease structure has the significant disadvantage of involving [ ]
in the sale of goods by the customer to athird-party customer, therefore, potentially exposing[ ] to potential
liahility to the third-party customer. Although this risk can be minimized through appropriate documentation, the
Murabaha structure eliminates this risk completely.
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Agreement for inventory financing isexecuted, the customer fileswith the Branch apurchase order with
apromiseto purchaserequestingthat[ ] buy specified goodsfromasdller. Thesegoods might beraw
materias, commoditiesor finished goods, or commercia equipment. Thispurchaseorder congtitutesafirm
commitment that the customer will purchasethegoodsfrom[ ]. Theresde priceto the customer will
include the cost of the goods, any shipping, handling, insurance or other costs with respect to the
transporting of the goods, and the Murabaha profit which istypically based on arecognized index such as
the London Interbank Offered Rate (“LIBOR”). [ ] will not enter into any sales agreement without
having the firm commitment of the customer to purchase the goods from|[  ].

Under theterms of the Master Murabaha Agreement, the customer will also execute an agency agreement
inwhich the customer will act as agent for the Branch. The customer will select and ingpect the goodsto
be purchased by the Branch, and under thisagreement[ ] will haveno ligbility to the customer for any
failure on the part of the seller to either deliver the goods at the time specified in the sales contract or in
conformity with the specifications of the sdles contract. The customer dso agreesto: (i) insure the goods
or equipment and the Bank will bean insured party to theextent of itssecurity interest, and (ii) to indemnify
the Branch against all actions, claimsand costsrelating to the purchase of the equipment or goods by the
Branch. Pursuant to an offer to purchase the goods, the customer will then certify that the goods or
equipment conform to the qualitative and quantitative requirements of thesalescontract. [ ] will not
make any payment for the goods until the customer makes this certification. Pursuant to a notice of
acceptance, [ ] will disclam any warranties to the customer concerning thegoods'and[  ]'ssecurity
interest in the goods or equipment will be set out in the Master Murabaha Agreement.®

The Branch will aso require the customer to pay adownpayment of not less than twenty-five percent of
the purchase price (excluding the Murabaha profit) to be paid by the customer for the goods before the
Branch will agreeto purchasethegoods. Theamount of the deposit will be determined in accordancewith
the Branch's customary policies concerning the amount of down paymentsthat are required for inventory
financing transactions. 1n making itsdetermination, the Branch will consider the creditworthiness of the
customer and the nature of the goods being purchased.

[ ]representsthat the underwriting standards used to eva uate Murabahafinancing transactionswill be
identical to its current underwriting standards for conventional and net lease financings. [ ] aso
represents that the risks to the Branch in aMurabahafinancing transaction are identical to therisksina
conventional mortgage or loan transaction. [ ] will not purchase the equipment or goods for itsown

* The Murabaha transactions ordinarily will not be done on an “open account” basis. Any proceeds from
the sale of inventory will be used to pay the amount due for such inventory. Any new purchases of inventory will
be subject to a separate Murabaha transaction. However, the Branch has represented that there may be occasions
where, based upon the strong credit of the customer, [ ] would enter into an “open account” Murabaha financing.
Any decisions concerning “open account” Murabaha financing would be based upon the same criteriathat [ ]
would use on conventional financings.

® Inmost cases when the goods or equipment are sold to the customer by the Branch, the customer’s
obligation to pay the purchase price will be secured by a security interest in the goods of the amount owed. The
Branch will apply its customer underwriting standards in determining whether to provide financing on a secured or
unsecured basis.
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portfolio, will not maintain an inventory of goods or equipment for saleto customers, and will not hold itsdlf
out as a broker or agent.

[ ] will not operate the equipment, pay taxes, insurance or other charges on the goods or equipment,
provide for upkeep or make repairs to the equipment when necessary, assume liability for injuries or
accidents in the use of the equipment, or otherwise exercise dominion or control over the goods or
equipment. If acommercia customer failsto purchasethe goods or equipment under the Master Murabaha
Agreement after thegoodsarepurchasedby [ ], the Branch will sell them for asmuch asit can obtain.
[ ] will then seek to recover the difference between the amount redlized on the sale of the equipment or
goods and the amount the customer agreed to pay under abreach of contract action in the appropriate
forum. Theriskto[ ] isthat the customer will have insufficient resourcesto meet itsobligations. This
isthesameriskthat[ ] would have under aconventional inventory or equipment financinghad[ ]
been forced to foreclose on the goods or equipment.

[ ] asorepresentsthat the Murabaha productswill be financing products and they will be considered
loans for both tax and accounting purposes.

Real Estate Transactions

Inthe case of aMurabahareal estate financing transaction, the customer will identify thereal property,

negotiate the purchase price with the sdler, and gpply to[ ] for financing. If the review of the proposd

satisfies[ ]'sordinary credit underwriting criteria, [ ] will agree to ssmultaneously enter into a
purchase agreement with the seller and a Murabaha Agreement with the customer. Pursuant to apurchase
agreement, the Branch will purchasethereal property from the seller and then, pursuant to the Murabaha
Agreement, immediately resdll it to the customer at the original purchase price plusthe Murabaha profit.

Inall cases, the customer will pay not lessthan atwenty-five percent downpayment of the purchase price
(excluding the Murabaha profit) immediately and the balance over time. [ ] will not close on the
purchase of thereal estate unlessthe customer has deposited the downpayment amount with[ ] orits
designee. Pursuant to adeferred sales contract, the customer will confirm that the Branch makes no
warranties or representations to the customer and both parties agree that no other warranties are available.

The balance due under the Murabaha Agreement will be secured by afirst mortgage (or deed of trust) in
favorof [ ]. Thismortgage aso will require that the property be fully insured jointly in the name of the
Branch and the borrower until al sums due under the Murabaha contract are repaid in full.

If thetransactioninvolvescongtruction, either new construction, expangon or renovation, thenthe customer
will enter into aMaster Murabaha Agreement in which the aggregate total of individual Murabaha
transactionswill not exceed thedollar limit specified. Each payment for building materialswill be done
pursuant to the Master Murabaha Agreement with the Branch purchasing the materials on behalf of the
customer and immediately reselling them at the original price plus costsand the Murabahaprofit. The
deferred purchase price will be secured by afirst mortgage (or deed of trust) on the property that will
requireinsurance coverage aswell. The aggregate amount that will advance in connection with any such
project will beconsistent with[  ]’snormal underwriting criteriaand will not exceed the amount that |
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] would advance in a conventional construction financing.®

[ ] representsthat the underwriting standards used to eval uate M urabahafinancing transactionswill be
identical to its current underwriting standards for conventional and net lease financings. [ ] aso
representsthat the risksto the Branch in a Murabaha financing transaction are identical to therisksina
conventional mortgageor loantransaction. [ ] will not purchasered estatefor itsown portfolio, will not
maintain an inventory of real estate or goodsfor saleto customers, and will not hold itself out asarea
estate broker or agent. Moreover,[ ] will not operate the property, pay taxes, insurance, or other
charges, maintain upkeep of the premises, make repairs when necessary, assume liability for injuries or
other accidents on the property, or otherwise exercise dominion or control over the property.

The purchase of thered estateby [ ] and the Murabaha financing transaction with the customer will
occur smultaneoudy at aspecified closing location where the required documentation will befindized and
sgned. Beforeproceeding withtheclosingtransactions,[ ] will first obtain the downpayment amount
from the customer. At the closing transaction, title to the property will immediately passfrom[ ] tothe
customer, the customer will agreeto make paymentsto the Branch over aspecified time period, and |

] will obtain asecurity interest (mortgage) for the balance due under the Murabaha Agreement. [ ] will
never take possession of the real estate being purchased and there will be no additional or unusual risks
assumed by [ ] from holding the real estate for thisbrief period of time. If the customer ultimately
defaults on the payment scheduleinthe Murabaha Agreement,[ ] would havetheright to forecloseon
thereal estate under itsmortgage asit would under any other conventional real estatetransaction. The
Branch would be ableto sell thereal estate for as much asit could obtain and then seek to recover the
difference between the amount of the downpayment plus the amount redlized on the sdle of thered estate
and the amount the customer agreed to pay under abreach of contract action in the appropriate forum.
The Bank aso hasthe option of holding the real property as OREO in accordance with 12 C.F.R. Part 34.
Thus, theriskto[ ] isthat the customer will have insufficient resources to meet its obligations under the
Murabahafinancing transaction. Thisisthesameriskthat[ ] would have under aconventional real
estate financing had [ ] been forced to foreclose on the property.

6[ ] will protect itself from performance risk in exactly the same manner asfinancial institutionsdo in
conventional construction financing. For example, prior to each disbursement of funds, [ ] will requirea
contractor’ s report as to construction progress, an architect’ s certification as to the accuracy of the contractor’s
report and lien waivers from subcontractors. The transaction will also be structured so that a portion of the amount [

] will be providing to the builder will be retained until construction is substantially complete. All of these
protections are standard in construction lending.



L egal Discussion

The Activities are Permissible for a National Bank

A nationd bank may engagein activitiesthat are part of, or incidentd to, the business of banking under 12
U.S.C. 8 24 (Seventh) (anationa bank may carry on the business of banking “. . . by discounting and
negotiating promissory notes, drafts, billsof exchange, and other evidencesof debt; by receiving deposits
... [and] by loaning money on personal security. . .”). Moreover, national banks have the express
authority under § 24 (Seventh) to make |oans and underwrite mortgages under 12 U.S.C. 8371. A loan
or extension of credit is defined as a*“bank’ s direct or indirect advance of funds to or on behalf of a
borrower based on an obligation of the borrower to repay the funds or repayable from aspecific property
pledged by or on behalf of the borrower.” 12 C.F.R. 8§ 32.2(j)(1998). The Murabaha financing
transactions proposed by the Branch fit this definition and are therefore permissible banking activities.

Inthe current financial marketplacelending takesmany forms.[  ]’sMurabahafinancing proposasare
functionally equivaent to or alogical outgrowth of secured redl estatelending and inventory and equipment
financing, activitiesthat are part of the business of banking. The economic substance of the transaction,
rather than itsform, guides our andysis of whether nationa banks can engagein aparticular activity. The
OCC hasfollowed thisline of analysisin many other precedents. See OCC Interpretive Letter No. 806,
reprinted in [1997-1998 Transfer Binder] Fed. Banking L. Rep. (CCH) 181,253 (October 17, 1997)
([ ] snetlease transactions functionally equivalent to conventional mortgage financings); OCC
Interpretive Letter No. 717, reprinted in, [1995- 1996 Transfer Binder] Fed. Banking L. Rep. (CCH)
181,032 (March 22, 1996) (national bank’ spurchase of tax certificates deemed to be authorized under
12 U.S.C. 8 371 because functionally equivalent to the making or purchasing of real estate-secured
extensionsof credit); OCC Interpretive Letter No. 687, reprinted in [1995-1996 Transfer Binder] Fed.
Banking L. Rep. (CCH) 181,002 (August 5, 1995) (using transparency anaysisto conclude that national
bank may participatein alimited partnership whichinvestsin apool of bank digible securities). The courts
have regularly supported the OCC’s position. See American Ins. Ass nv. Clarke, 656 F.Supp. 404
(D.D.C. 1987), aff'd, 865 F.2d 278 (D.C. Cir. 1988) (bank powers analysis should focus on the
substance of the transaction); Securities Indus. Ass' n v. Clarke, 885 F.2d 1034 (2d Cir. 1989), cert.
denied, 110 S.Ct. 1113 (1990) (the sale of pass-through certificatesis, in substance, the use of anew
mechanism to perform the “old job of selling bank assets’).

Here itisagpparentthat[ ] sMurabahafinancing proposasarefunctionally equivaent to conventiona
financing transactions. [ ] will advance the money to purchase the property or inventory under an
obligation from the customer to repay the amount advanced plusthe Murabahaprofit on anamortized basi's
upon resale of the property by the Branch to the customer. The obligationswill be secured by amortgage
(or security interest) on thefacility, equipment or goods, and the amount duewill berepaid to the Branch
onanamortizedbasis. [ ]’ sownership of therea estate or equipment/inventory will be for amoment
intime, and it will not purchase or maintain an inventory of properties or goods/equipment to sell to
customers. Also, from an accounting and atax perspective, the Murabaha financing transactionswill be
consderedloanson| ]’ sbooksand they will be treated exactly the same as conventional rea estate
or inventory/equipment financings. The Branchwill not be exposed to greater risksthan it would facein
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aconventional real estate or commercial financing transaction. Thus, the Murabaha transactions are
functionally equivalent to conventional rea estate or inventory financingswherethe purchaserswould
borrow money from the bank to acquirethefacility, equipment or goods, securetheloan with amortgage
(or security interest), and repay the loan on an amortized basis to the bank.’

The Real Estate Murabaha Financing Transaction is not Contrary to the Restrictions on Bank
Ownership of Real Property

Section 29 of the National Bank Act providesthat anationa bank may purchase, hold, and convey red
estate for the following purposes, and for no others:

Firgt. Suchasshdl be necessary for itsaccommodation in the transaction of itsbusiness.
Second. Such as shall be mortgaged to it in good faith by way of debts previousy
contracted.

Third. Such asshdl be conveyedtoit in satisfaction of debts previoudy contracted in the
course of its dealings.

Fourth. Such asit shall purchase at sales under judgments, decrees, or mortgages... or
shall purchase to secure debts duetoit.

Theredtrictions of section 29 are intended to: (1) keep the capital of banks flowing into the daily channels
of commerce; (2) deter banksfrom embarking on hazardous rea estate speculations; and (3) prevent banks
from accumulating and holding large masses of real estate in perpetuity. See, e.g., Union Nat. Bank v.
Matthews, 98 U.S. 621 (1878); Interpretive Letter No. 806, supra, p.15.

Withregardtotherea estate Murabahafinancing and the restrictions on bank ownership of real property
setoutin 12 U.S.C. § 29, it is established OCC precedent that anational bank may hold legdl title to
property, asatechnical matter, when doing soisanintegral part of asecured financing arrangement with
itscustomer. See Application by National Bank of Commerce, Memphis, Tennessee, OCC Corporate
Decision dated March 26, 1999 (unpublished) (anational bank, as part of afinancing transaction, may
acquire temporarily aninterest in real estate); OCC Interpretive Letter No. 806, supra; No-Objection

" Asmentioned, [ ]’s Murabaha financing transactions are also similar to “riskless principal” securities

transactions in which a broker executes a purchase (or sale) only if it can conduct an offsetting sale (or purchase). It
is established OCC precedent that a national bank may engage in riskless principal transactions because they are
functionally equivalent to securities brokerage and the bank assumes the responsibilities and obligations ordinarily
assumed by a securities broker. See OCC Interpretive Letter No. 371, reprinted in [1985-1987 Transfer Binder] Fed.
Banking L. Rep. (CCH) 185,541 (June 13, 1986) (bank’s subsidiary may act as broker of securities of foreign issuers
where customer’ s order to purchase a security is offset by an order to sell the same security); see also OCC
Interpretive Letter No. 626 reprinted in [1993-1994 Transfer Binder] Fed. Banking L. Rep. (CCH) 149,101 (July 7,
1993) (bank permitted to act as broker for the sale of preferred equity and investment grade-rated debt securities on
behalf of institutional investors in secondary market transactions). Here, [ ] will function like a“riskless principal”
because it will not purchase the real estate, equipment or goods until the customer requests that it do so, and the
customer agrees to immediately purchase the property from the Branch at the original purchase price plus[ ]’ scost
and Murabaha profit. [ ] will assume no greater risks than it already assumes in a conventional mortgage or loan
transaction.
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Letter No. 86-2 (February 25, 1986), reprinted in [1988-1989 Transfer Binder] Fed. Banking L. Rep.
184,008 (permitting national bank to hold legal titleto real property incidental to making aloan); Letter
from Robert J. Herrmann, Deputy Comptroller (October 4, 1994) (unpublished) (trust’ s purchase of the
production payments was permissible under section 29 asa preiminary step to further a secured financing
transaction).

Each of theseletters confirmsthat the key dement inthe 12 U.S.C. § 29 determination isthat the property
interest isbeing acquired in furtherance of apermissiblebanking activity. The Murabahaconstitutesa
bank’ s*indirect advance of fundsto or on behalf of aborrower based on an obligation of the borrower
to repay the funds or repayable from a specific property pledged by or on behalf of the borrower.” 12
C.F.R. 832.2(j)(1998). Thesubstance of the transaction remainsthat the Branch is providing financing
to a customer for the acquisition of real property. Thus, the property interest is being acquired in
furtherance of apermissible banking activity and it isproper to treat the transaction asan extension of credit

that is permissible for anational bank.

Furthermore, the Murabaha financing transaction does not conflict with any of the purposes underlying the
restrictions of section 29, Union Nat. Bank, supra; Interpretive Letter No. 806, supra. The Branch will
not actually hold real estate. It will not operate the property, pay taxes, insurance, or other charges,
maintain upkeep of the premises, make repairs when necessary, assume liability for injuries or other
accidents on the property, or otherwise exercise dominion or control over the property. Although the
Branch will havelega title® for amoment intime, it will not take actual possession of the property at any
point during the term of thefinancing. And smilar to aconventiona mortgage, if the customer defaultson
the Murabahafinancing,[ ] will consider the property to be OREO and dispose of it in accordance with
12 C.F.R. Part 34. Despite the appearance of the Branch briefly holding real estate, the substance of the
transaction shows that the Branch and the customer will have an arms-length, mortgagor-mortgagee
relationship. Thus, thered estate Murabahafinancing transaction isnot contrary to therestrictionson bank
ownership of real property.

Conclusion

Based upon the foregoing discussion, and the commitments and representationsmade by [ ], we
concludethat[ ]'sMurabahafinancing products are permissible. If you have further questions

8 Legal titlerefersto “one which is complete and perfect so far as regards the apparent right of ownership
and possession, but which carries no beneficial interest in the property, another person being equitably entitled
thereto.” Black’'s Law Dictionary 897 (6th ed. 1990)
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concerning the foregoing, or need any additional information, pleasefed freeto contact Senior Attorney
James Vivenzio or me at (212) 790-4010.

Sincerely yours,
/s

Jonathan H. Rushdoony
District Counsel



