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i. Under this model, a bank is organized as a joint stock company with the shareholders supplying the initial capital. It is managed by the shareholders through their representatives on the board of directors. Its main business is to obtain funds from the public on the basis of mudarabah and to supply funds to businessmen on the same basis. Its gross income comprises the share in the actual profits of the fund users, in accordance with an agreed ratio of profit-sharing. That income, after deducting the expenses incurred in managing the funds, is distributed pro rata on share capital as well as deposits. The bank retains, in favour of its shareholders, part of the profits accruing to deposits in accordance with the predetermined profit-sharing ratio.

In addition to the general investment deposits mentioned above, there could also be specific investment accounts in which deposits are made for investments in particular projects. It is also possible to conceive of special investment accounts in which deposits are made on condition that they be invested in particular business activities (for example, trade financing on a murabahah (mark-up) basis, or leasing, and so on). Then, there could be current accounts in which deposits are made to be withdrawn at any time. These are current accounts on which banks pay no profit, but they are allowed to use these deposits profitably at their own risk. Demand deposits are regarded as loans to banks whose repayment is guaranteed. In sum, bank funds could comprise share capital, demand deposits, and various types of investment deposit.

It works by replacing interest by profit-sharing on both the liabilities and the assets side of the bank’s balance sheet. This change brings about a number of positive effects for the efficiency, equity and stability of the banking system.

ii. The One-tier mudarabah model visualizes the mobilization of savings on the basis of mudarabah and the use of funds so acquired to earn profits through trade, commerce and industry. Under this model, the relationship between savers and the bank is organized on the basis of mudarabah. However, in its relationship with the entrepreneurs, the bank uses a number of other financial instruments permissible from a Shari’a point of view, none of which involves interest. A wide variety of Islamic modes of financing is possible, and is now available. The one-tier mudarabah is based on savings account. While under two-tier mudarabah a bank is organized as a joint stock company with the shareholders supplying the initial capital. It is managed by the shareholders through their representatives on the board of directors. Its main business is to obtain funds from the public on the basis of mudarabah and to supply funds to businessmen on the same basis. Its gross income comprises the share in the actual profits of the fund users, in accordance with an agreed ratio of profit-sharing. That income, after deducting the expenses incurred in managing the funds, is distributed pro rata on share capital as well as deposits. The bank retains, in favour of its shareholders, part of the profits accruing to deposits in accordance with the predetermined profit-sharing ratio. The two-tier mudarabah the operation is based on current account.

iii. 1. While the provider of capital can impose certain mutually agreed conditions on the manager, he has no right to interfere in the day-to-day work of the manager.

2. Mudarabah is one of the fiduciary contracts (juqud al-amanah). The mudarib is

expected to act with utmost honesty, otherwise he is considered to have committed

a grave sin (in addition to worldly penalties). This has important implications for the

moral hazard problem.

3. The liability of the rabb al-mal is limited to the extent of his contribution to the

capital.

4. The mudarib is not allowed to commit the mudarabah business for any sum greater than the capital contributed by the rabb al-mal.

5. All normal expenses related to mudarabah business, but not the personal expenses of the mudarib, can be charged to the mudarabah account.

6. The contract of mudarabah can be terminated at any time by either of the two

parties on giving a reasonable notice. (This condition may create serious problems in

the context of modern commercial enterprises. However, using the Golden Principle

of Free Choice, the parties can agree on any conditions in the contract that will

regulate the termination so as not to cause any damage to the enterprise.)

7. No profit distribution can take place (except as an ad hoc arrangement, and subject to final settlement), unless all liabilities have been settled and the equity of the rabbal-mal restored.

iv. In a murabaha contract, the bank agrees to buy an asset or goods from a third party, and then resells the goods to its client with a mark-up. The client purchases the goods against either immediate or deferred payment. Some observers see this mode of Islamic finance to be very close to a conventional interest-based lending operation. However, a major difference between murabaha and interest-based lending is that the mark-up in murabaha is for the services the bank provides (for example, seeking and purchasing the required goods at the best price) and the mark-up is not stipulated in terms of a time period. Thus, if the client fails to make a deferred payment on time, the mark-up does not increase from the agreed price owing to delay. Also the bank owns the goods between the two sales, which

means it carries the associated risks.

Bay al-murabahah,on the order hand is refers to a sale in which the seller declares his actual cost and the parties agree on adding a specific profit margin. Basically, this is a two-party buying and selling contract; no financial intermediation is involved. The Islamic banks have created a mode of finance by combining the concepts of bay mu’ajjal and bayal-murabahah. 

v. The operating lease is the simple lease contract the usufruct generated over time by an asset, such as machinery, aircraft, ships or trains, is sold to the lessee at a predetermined price. The operating lease has a number of features that distinguish it from other forms of leasing. First, the lessor is himself the real owner of the leased asset and therefore bears all the risks and responsibilities of ownership.

All defects, which prevent the use of the equipment by the lessee, are his responsibility, even though it is possible to make the lessee responsible for the day-to-day maintenance and normal repairs of the leased asset. Second, the lease is not for the entire useful life of the leased asset but rather for a specified short-term period (for a month, a quarter, or a year) unless renewed by mutual consent of both the parties. 

Contrary to the operating lease the Financial lease is more of a longer term contract between the lessee and the lessor. It covers useful live of the asset in question. At the end of the lease period the lessee has the option of purchasing the asset from the lessor at its market value at that time. The lease is not cancellable before the expiry of the lease period without the consent of both the parties. There is, therefore, little danger of misuse of the asset.

A financial lease has other advantages too. The leased asset serves as security and, in the case of default on the part of the lessee, the lessor can take possession of the equipment without a court order. It also helps reduce the lessor’s tax liability due to the high depreciation allowances generally allowed by tax laws in many countries. The lessor can also sell the equipment during the lease period such that the lease payments accrue to the new buyer. This enables the lessor to get cash when he needs liquidity.

vi. Salam is a sales contract in which the price is paid in advance at the time of contracting against delivery of the purchased goods/services at a specified future date. Not every commodity is suitable for a salam contract though. It is usually applied only to fungible commodities. 

Below are some basic rules governing the salam sale:

1. The price should be paid in full at the time of the contract.

2. Goods whose quality or quantity cannot be determined by specification cannot be

sold through the contract of salam. An example is precious stones.

3. Goods can be sold only by specifying the attributes. They cannot be particularized to a given farm, factory or area.

4. The exact date and place of delivery must also be specified.

vii. An Islamic bank, like other banks, is a company whose main business is to mobilize funds from savers and supply these funds to businessmen/entrepreneurs. It is organized as a joint stock company with the shareholders supplying the initial capital. It is managed by shareholders through their representatives on the Board of Directors. While a conventional bank uses the rate of interest for both obtaining funds from savers and supplying these funds to businessmen and others, an Islamic bank performs these functions using various financial modes.

The bank and the investment deposit holders share the realized profit in accordance with the ratios agreed upon between the parties at the time of contracting. The deposits in the current account are treated as if they are loans from the clients to the bank, and therefore they bear no yield to the account holders. However, being loans to the bank, their principal is guaranteed by the bank. Islamic banks have achieved significant success in attracting resources on the basis of the mudarabah contract.

When utilizing these resources for income generation, Islamic banks use both fixed return modes (such as murabahah) and leasing and variable return modes (such as mudarabah and musharakah). While, on the liabilities side, Islamic banks have made significant progress in using profit-sharing, this is not the case on the assets side. The share of profit-sharing modes in the total financing provided by Islamic banks is very small. Most of the financing is provided on a murabahah basis.

While Islamic banks perform mostly the same functions as conventional banks, they do this in distinctly different ways. Some of the distinguishing features of Islamic banking are given below:

a. Risk-sharing

b. Emphasis on productivity as compared to credit-worthiness
c. Moral dimension

d. Wider set of products

e. Closer links between the monetary and real sectors

2.

 Musharakah literally means sharing. In the Islamic finance literature it refers to a joint enterprise in which all the partners share the profit or loss of the joint venture. The financial term is derived from the Islamic legal term shirkah with the same literal meaning but having a broader application. In the Islamic fiqh literature shirkah is of two kinds: the first is shirkat ul-milk, which means joint ownership of two or more persons of a particular property which may come into existence either through inheritance or joint purchase.

Musharakah as a financial contract refers to an arrangement where two or more parties establish a joint commercial enterprise and all contribute capital as well as labour and management as a general rule. The profit of the enterprise is shared among the partners in agreed proportions while the loss is shared strictly according to capital contributions. The basic rules governing this contract are listed below:

1. Profits of the enterprise can be distributed in any proportion by mutual consent.

However, it is not permissible to fix a lump sum profit for anyone.

2. In case of loss, it has to be shared strictly in proportion to the capital contributions.

3. As a general rule all partners contribute both capital and management. However, it is possible for any partner to be exempted from contributing labour/management. In

that case, the share of profit of the sleeping partner has to be in strict proportion to

his capital contribution.

4. The liability of all the partners is unlimited.

As a mode of finance, an Islamic bank can advance money to a client using the contract of musharakah. Normally the bank will use the option of being a sleeping partner. The contract can be more widely used by Islamic funds with unit holders assuming the role of sleeping partners. The contract can also be used in securitized assets.

Case  Study

a.  Sales Income 450,000 S.R less Purchase cost 325,000 S.R less Admin costs and overheads 145,000 S.R= (20,000). The business generated a loss of 20,000 S.R.

b. The client would receive nothing for is labour because his effort did not generate profit.
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