The role of Islamic Banks in Economic Development

The role of Islamic Banks in Economic Development

Cherroun Reguia
Université el hadj lakhder- Batna-
rokio507 @gmail.com

oadla

Al sai g e Canll g sl pldas il sale) ()5 Sl Al e 3N ool
A lal) & gl 8 sadieal) gl el JS Lgale aaiad ) 4 5 )0 32304 2l Bagaa
= 2l 3 Al IS laaaied ) A gl fall 5 Apadlu Y] @l sl slaia V) sl 131

3om Y &l i)
DA e A oal) sl aldaill 6 Lgtivanl 5 A0k gail) ganall aaf dianl) 48 ) ) 028 J sluin,
A Jalal)

¢salaall 5 sLall ca seiall Asadluy) & il
tApadluy) & gl 8 Baaiaall Al gaill juall
OR3P UV, W JE P P

ABSTRACT .

O

The recurrence of the financial crisis led to rewithe financial system and t
search for new financial tools that cancel the rage which is adapted in
commercial banks.

For that, it becomes necessary to adapt Islamenfiiml means as alternativ
mechanisms either through Islamic banks thems@wéisrough opening specialize
branches in Islamic financing within commercial k&in

This paper focuses on defining the main finan@ald adapted in Islamic banks
the importance of these tools in the internatidmancial systems and more as the
following:

Q. o

. Islamic banks: definition, origins and principles;
. Islamic financing tools;
. The role of Islamic banks.
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Introduction:

Over the last fifteen years there has been a rapiohnsion of financial
institutions that can be characterized as Islamithat they do not deal in interest
based transactions.

This expansion of Islamic financial institutionsedn't concern only Islamic
countries but they operate in other locations liRaistralia, Bahamas, Canada,
Denmark, Jersey, United Kingdom, United States... Mémntion that in Pakistan,
Iran and Sudan, all banks need to operate undamislfinancing principles.
Elsewhere, in the mixed sre/stems, the Islamic baksin a minority and operate
alongside conventional barRs

In fact, this expansion is a result of the recémarfcial crisis which influences
the strong world economies that depend a lot orrést in their financial
transactions, these economies find free-interesinfiial transactions as alternative
of those that depend on interest. These free-sitdigancial transactions can be
found only in Islamic banks.

I- Islamic banks: origins, definition and principles

A- Emergence of Islamic banks:

Islamic bank is an ethical and equitable mode mdirfcial services that derives
its principles and its intents from shariaa whisthased on the holy Quran and the
Sunnah of prophet Mohammed ( peace be upon him)tagalerns all aspects of
personal and collective life.

However, there are many problems associated wéeareh in Islamic banking
and financing, most related to the fact that Istafimance is a new discipline.

These problems can be summarized in these fints

v' It has uncertain boundaries and lacks the conckpmnd analytical
sophistication of conventional economies. Any misiens aside, the real content of
Islamic economics consists of Islamic reflectioqmm, or an Islamic approach to
concepts supplied from conventional economics, epticlike the theory of supply
and demand. Islamic economies have not, at anynetteyet, generated general
concepts distinct from these of conventional ecarem

v' Islamic economies have only recently come to bel ume a rational for
determining policy objectives and implementation;

v' There is a shortage of scholars sufficiently giedifin both the relevant
disciplines, Islamic jurisprudence ( figh) and centional finance;

v' There has been a failure to establish modes obnaag which will allow,
for a particular problem, the relevance of argumefiom the figh or from
conventional economies to be determined. Conveatieoconomics is not irrelevant
to either the theory or the implementation of Istaeconomic policy, and may, in
some ways, be of great service;

v' The lack of criteria for determining whether a whdoheory of all possible
economic relations or transactions is needed, dsl#&mic economics could or
should confine itself to particular sectors of #@nomy or to particular sorts of
transaction.

It is difficult to say with accuracy which was tfiest such company or bank, that
pioneered this concept in practice. In more redenes, early experiments with
Islamic banking took place in Malaya in the mid1®40s, in Pakistan in the late of
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1950s via the Indian Jma at Islami in 1969, Egyjlis Saving Banks (1963-67),
and the Nasser Social Bank (1971).

Since the mid 1970s, Islamic banking has expansedhat at present there are
nearly 11 countries encompassing most of the Muslarid, which have some form
of Islamic financial institutions operatifly Some analysts and experts in the field
are of the opinion that the concept of an "Islatménk” was born at the Islamic
Summit of Lahore, Pakistan in 1974 which recommdritie creation of an Islamic
Development Bank. Since then Islamic banking andhrfcial institutions have
grown rapidiy?’

American Musilm individual and groups have beenning many Islamic
financial institutions from over a decade now. Taenching of the multi-million
dollar investment company in London is anotherdatbr of the growing salience of
Islamic banking institutions not just in Muslim adties, but in the West as well,
but we can't forget that Islamic banks knew thedrysvto Islamic countries through
western banking institution initiates in the fiftéle and the sixteenth centuries when
money exchangers established themselves and tleay gp credited with good
reputation because they helped the industrial wtiwl- entered into Muslim
countries during the colonial rule in the ninetéenentury supported by secular
laws allowing interest based loans as foreignegsiired regular payment transfers
for their activities ( export of raw material, impoof manufactured goods) they
established branches of their European commeraigin those countriés

Profit-sharing arrangement such as mudaraba andharala almost certainly
pre-date the genesis of Islam. Bussines partnerdfaged on what was in essence
the mudaraba concept co-existed in the pre-Islamidii East along with interest
loans as a means of financing activities. Followtng birth of Islam interest- based
financial transactions were forbidden and all ficmhad to be conducted on a profit-
sharing basis.

Table 1: shows number of Islamic banking Institution lontnent

Continent No of Banks %
Africa 32 16.32
Asia 75 38.26
Middle East 75 38.26
Europe 7 3.58
North America 7 3.58
Total 196 100%

Source Complied from Islamic banks, Global HR requirense2009.

B- Definition of Islamic banks

Islamic banking provides services to its custonfees from interest, and the
giving taking of interest is prohibited in all tisactions. Islam bans Muslims from
taking or giving interest ( riba) , and this pratidm makes an Islamic banking
system differ fundamentally from a conventionahlkiag system.

Islamic banking has been defined in a number ofsway

The definition of Islamic bank, as approved by Beneral Secretariat of the
OIC, is stated in the following manner:

¢ AnIslamic bank is a financial institution whosatsts, rules and procedures
expressly state its commitment to the principlelglamic Shariaa and to the
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banning of the receipt and payment of interest oy @f its operations. Islamic
bankers do not expect to advance money and reagivedetermined sun on a fixed
date in the future. Under the shariaa, the debufcthe Islamic faith, they are
instead responsible for ensuring that money is steck in viable projects, with
reliable borrowers. If the project succeeds thekbashares in the profit, if it fails he
suffers the loss&€%

¢ Islamic bank is owned by its shareholders, estadtisto conduct banking
and investment activities in accordance with thentéc shariaa and its own articles
of association(6);

¢ An lIslamic bank is a financial and banking orgatira collects, uses
money to build up complementary Islamic societyd aats up justice distribution of
the role of money in Islam. This organization dasginancial work while avoiding
dealing with Riba or interest because it's probibiin Islam, and avoiding any work
breaking sharia’ principl€s

C- Principles of Islamic banking:

The principles of Islamic banking can be found ke tshariaa. The original
meaning of the Arabic word shariaa was the " wath®source of life and it is now
used to refer to legal system in keeping with theecof behaviour called for by the
Holly Quora'an with regard to financial product® ttslamic code of ethics, the
shariaa imposes certain stipulatifhs

The use of instruments based on interest is fodsidthterest in considered
to be injust, because remuneration for the useafay is agreed in advance. As a
consequense , all the risks lie with the borrowet ot with the lender;

The use of products that are based on uncertaighagar) and gambling (
maysir) is forbidden. This translates into the c#f@ of conventional insurance
products;

Investments in bonds and other interest- based sihtrities as well as in
e.g: alcoholic beverages, entertainment or porknatepermitted, nor investing in
companies that act in contravention of the shariaa;

Risk sharing, the provider of the financial cap#éatl the entrepreneur share
bussines risks in return for shares in profits;

Money as " potential” capital, money is treategatential capital that is it
becomes actual capital only when it joins hand& wther resources to undertake a
productive activity;

The introduction of an Islamic tax, Zakat.

Il - Islamic banks Services and financing products:

There are many factors that differentiat one baaknhfan other such as: the law
of the country, bank's objectives, banks' circumsta and experiences.....etc.
However, they offer some similar services.

Islamic banks perform two types of functiorfsind based and non-fund
based

» Fund based activities:are called primary functions of Islamic banks i.e.
acceptance of deposits from savers on profit assl basis and lend money to
deficient individuals/business units on profit doss basis. Islamic bank accepts
deposits against savings and current accountcdepts deposits against investment
/savings accounts to generate income under sp@oistment account or general
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investment account. Islamic bank invests this arhoua different profitable
ventures as an agent and shares the consequeac&smy receive deposits from
people under current account and do not pay amrydst but may charge a fee for
its services.

Islamic banks lend money to borrowers for shontatemedium-term and long-
term investment on the basis of profit and lossesHa this way depositors, bank
and borrowers share risk of loss according to al\salles contract. It creates a
strong economy on the principles of transparenagt accountability.

» Islamic bank performs sonmon-fund based functions like agency services
and general utility services. Islamic bank canascan agent to provide the different
types of services like : collection of cheques|emtion of dividends, purchase/sale
of securities. It also performs the general utiigrvices e.g. a collection of utility
bills, providing Hajj services...etc.

Figure 1: Functions of Islamic Bank

General Specific
Investment Fiina Investment Func

Accepts
Deposits

Agency Pri
il rimary
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e

e Musharaka e ljarah e NMurabaha,
* Mudaraba... e ljarah wa Salar)'?
Igtina... Muajjal,
Istisna..

Sources: Ashfaq. Ahmed, Asad Afzal Humayoun, UzdlirHassan,An analysis of functions
performed by Islamic bank : A case of PakistanFuropean Journal of Social Sciences. Vol :17, N :1
(2010).

We can also devide the Islamic bank's activitige ithree categories: Banks
services, Banking facilities, Social services ameéebtment financing

A- Banks services:

Islamic bank provides some services to its cligntorder to facilitate and
manage the economic transactions. These servieesuarmarized in the following
points:

1-Accepting deposits

There are three sorts of deposits accounts:

v' Current account:

These accounts are presented as demand deposintxes in the conventional
banks. Diposit is garanteed;

v Common Investment account

The depositors or the owners of this kind of actewaim at participating in the
projects that are invested by Islamic banks, ireptd obtain returns, whereas the
bank has been considered as an agent for deposifthieut their intervention. Then
at the end of an agreed period, the bank distribilte returns and takes its share as
a speculator.

There are three kinds of this account:

a- Saving accounts:

Saving deposit accounts operate in different waysome banks, the depositors
allow the banks to use their money but they obtaiguarantee of getting the full
amount back from the bank. Banks adopt severaladstbf inducing their clients to
deposit with them, but no profit is promised. Iherts, savings accounts are treated
as investment accounts but with less stringent itiond as to withdrawals and
minimum balance. Capital is not guaranteed bubtmks take care to invest money
from such accounts in relatively risk- free sheutt projects. As such lower profit
rates are expected and that too only on a portidiheoaverage minimum balance on
the ground that a high level of reserves needsetdkdpt at all times to meet
withdrawals demandf&

b-Future accounts( Ajil):

Here the depositors cannot withdraw their money afler an agreed period, so
in this case, the bank usually invest a big amqunts

In such accounts, depositors can withdraw theirepdrefore a
determined period, but they should inform the blefore the withdrawal. The bank

REVUE NOUVELLE 12 N°:04 —Septembre2011
ECONOMIE



The role of Islamic Banks in Economic Development

keeps a part of the deposits in form of a liquidnmp to face the expected
withdrawaf'.
v Specific Investment accounts:

The bank uses the amounts of these accounts iifisgaojects as : medicines
industry, building...etc.

2- Money transfers: This operation indicates the shifting of money oca@ints
from one account to another, one bank to anotloen fsne country to another. What
follogvlsl)that is the transforming of the nationatreuncy to foreign currency and vice
versa

3-Selling and Buying foreign currencies Islamic banks are not different from
other banks except following the terms determingdstamic scholars to be allowed
immediately and full$?

4-Renting sale boxesThis is a contract in which the bank is respolesior
safeguarding valuables in rented room used by metamnly against rental that
varies according to safe size and the period dbousr use;

5-Trading in Securities A bank may trade in securities for its client, ask a
fee for it. The legal basis for this in the Sharigathe agency-contract. The fee,
however, should be fixed and reflect the costseffatts of the bank. Hence, it may
not depend on the sum in transaction, unless #eeagithe transaction influences the
bank’s effort;

6-Collection of commercial papers and deducted

7-Subscription

B-Banking facilities:

1- Issuance of letters of guarantee

A letter of guarantee given at discharge and deliv®rya consignee who is
unable to surrender original bills of landing whitéive been issued. It is commonly
provided by a bank and declares that it'll holddheier harmless for claims up to a
certain sum that may arise from the delivery ofdgpto a particular person who is
unable to surrender the original bills of ladingéturn for the goods®

2- Confirmation of letter of credit

Under a documentary letter of credit, the issuingconfirming bank
principally obligates itself to accept or purchabe beneficiary's draft for the
amount indicated in the letter of credit upon teadficiary tendering the documents
called for under the credit, or otherwise complyirith the terms and conditions on
which the credit was established. Islamic bankattomnfirmation of a credit as a
kind of guarantee for which a fee should not berghd. However, Islamic bank
may charge a fee to a time to cover only the mamegexpenses involved in the
process of confirmatidt.

A letter of credit is a letter from a bank guaraimeg that a buyer's payment to a
seller will be received on time and for the corraatount. If the buyer doesn't make
payment, the bank will honor any outstanding payimiralso ensures that seller
will not be paid until there is confirmation of gi®receipt:®

C-Social services:

1- Social Activities and the Religious Supervisoroard Islamic banks have
to incorporate both profit and moralitinto their objectives. Consequently,
supporting social welfar@rogrammes is a way of fulfilling their religiousity.
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Islamic banks finance social activities through the obbgatzakat(wealth) tax and
through voluntary donatiof§ ;

3- Property management and Zakat;

4- Ujrah: It is a service providing contract whereby an agrent is made
between two parties . One party agrees to prowd@in services ( known as service
provider) to other party , and the other party ¢\wn as service receiver) agrees to
pay for the services provided. The contract mpsicy the nature of services
provided, how long it will be provided and how mugdyalty to be paid for the
services. Islamic banks may make an Ujrah contagbtrovide some services to
another person for paymeh?.

E-Investment financing in Islamic banks:

Investment deposits are accepted for a fixed amiteld period of time and the
investors agree in advance to share the profilgss) in a given proportion with the
bank. Capital is not guarante®d.

Islamic banks can provide their services in manymfo as the following:
Musharaka, Mudaraba, ljarah, Istisnaa, Salam.

There are two kinds of financial contracts in Iskatmanks: PLS( Profit and loss-
sharing) form which includes: Musharaka, Mudarabhjsaqat, Muzara’ah and
direct investment and Non —PLS financing contratiies include the other types of
financing.

Figure 02 : Islamic Banks investment financing
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Concessionary Participatory Trade
mechanisms financing

Profit and loss Non-profit and loss
sharing sharing
Musharaka Murabaha
,| Mudaraba »| ljara wa Igtina
»| Output Sharing | Bai' salam
Principle
*Musaquat
* Muzara'ah »| Istisnaa
| Jo'alah
— Direct
Investment »| Quard hassan
L —>
> Bai-Muajjal

Source Rahul Dhumale, Anela Sabkanimfgplication of Islamic banking system principles to
microfinance, Technical note, A study by the regional bureau Avab States, Unites Nations
development programme in cooperation with the neidedst and North Africa Region. Worl Bank, P:7.

* Profit and Loss-sharing contracts (PLS):

If financing with a fixed return is not allowed. Bles should finance on the basis
of a flexible return. One of the possibilities i®fit and loss-sharing (PLS), which
also comprises equity-based financing. PIS is mfof partnership, where partners
share profits and losses on the basis of theitalegiiare and efforts.

Islamic jurists have worked out two forms ( contsdf PLS-financing: joint
venture (Musharaka) and trust financing (Mudarafgh)

1- Musharaka:
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Islamic banks use and invest their money in comiakrindustrial, agricultural
in collaboration. It means that two or more bartk&rs in money among them in the
field of agricultural or commercial or industriat eervices field, the installment of
returns among them according to certain percemetfrn, without providing that
equality shall be in money shares among but risnly according to percent of
capital sharé®). There are certain ingredients which are pectdiahe contract of
“Musharaka”, they are summarized as the folloitg

- Distribution of profits : the proportion of profit to be distributed betwee
the partners must be agreed upon at the time etteffy the contract;

- Ratio of profit: There is a difference of opinion among the Musjunists
about the ratio of profit:

& In the view of Imam Malik and Imam Shafi'i, itsecessary for the validity of
Musharaka that each partner gets the profit exaictlythe proportion of his
investment. Therefore, if A has invested 40% oftttal capital, he must get 40% of
the profit;

* In the view of Imam Ahmed, the ratio of profit saliffer from the ratio of
investment if it's agreed between the partners tithr free consent;

* The third view is presented by Imam Abu Hanifate said that the ratio of
profit may differ from the ratio of investment immmal conditions. However, if the
partner has put an expess condition in the agreetingnhe will never work for the
Musharaka and will remain asleeping partner througtthe term of Musharaka,
then this share of profit cannot be more thania tdthis investment;

* Sharing of loss

In the case of loss, all the Muslim jurists arenimeus on the point that each
partner shall suffer the loss exactly accordintheoratio of his investment.

Profit is based on the agreement of the parties|dss is always subject to the
ratio of investment.

Types of Musharaka

Musharaka or Profit Loss Sharing may be classifieidnarily as two broad
heads namely : Shirkat-al-Melk or non contractuasharaka and Shirkat-al-Uqud
or contractual musharaf.

» Shirkat-al-Melk

Shirkat-al-Melk is divided into two parts :

(a) Shirkat-al-Melk Bil Ekhtiar or voluntary partnership ; and

(b) Shirkat-al-Melk Bil Zabir or involuntary partnership.

» Shirkat-al-Uqud

Shirkat-al-Uqud is also divided into some partse Téllowing are prominent :

(a) Shirkat-al-lnan : Unequal partnership contracts where any party can
participate with any proportion.

(b) Shirkat-al-Mufawadah : Equal partnership contracts where capital, profit
and loss are shared equally.

(c) Shirkat-al-Wujuh : Goodwill-based partnership or credit partnershiere
business is conducted on the basis of goodwillgowtls and commaodities are hired
on credit.

(d) Shirkat-al-Abdan : This is a form of general partnership businedsis T
partnership is formed on the basis of labour, skill management. This is also
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called Shirkat-as-Sanai(partnership in crafts ¢y, &hirkat-al-Amal(on the basis of
work) and Shirkat-at-Taqabbul(partnership in coctirey).

(e) Permanent Musharaka or Continued Musharakawhere all parties in
business contract are engaged continuously indbméss.

(f) Digressive or Diminishing Musharaka or Al-Musharaka al-Mutanakissa
or Al-Musharaka at-Tanazoleyawhere one of the two partners or any partner in
the contract can withdraw gradually from the pro@cbusiness by selling part of
its share to the other partner. As in the case ldrik, the share of the bank in the
profits shall also diminish with the same propartlny which its share in the capital
is reduced, while the share tife other partner( here the customer) in both the
project and the realised profits will increasehat $ame time.

(g) Civil Partnership and Legal Partnership : Partnership in Iran has been
classified into these two forms : civil and legal.the former, bank acts one of the
co-financiers and in the latter, bank’s fund aré tneated as in the general pool. It
can sell it out its share whenever it likes.

2- Mudarabah:

It is a dual contract between owner of the capaatl workers, whether
individuals or groups. That means that the cajst@laid by a person and the work
carried out by another. The first is called the ewnf the capital and the second
called Mudare®. It's a very potent tool for providing interesbfn the society by
providing an interest free tool for skill utilizati and it can especially help in
mobilizing resources of the society by employingnthas a manager, while banks
will provide the finance and also bear the chamfewofit and loss, which is absent
in interest based financing for venture capftal.

Types of Mudaraba :

There are two main types of mudardBa: Restricted and unrestricted
mudaraba.

(a) Restricted Mudaraba : In this type, the capital owner asks the working
partner to trade by his capital subject to certaistrictions related to the type of
commodity that is to be traded, the time of tratie, place of trading or the person
with whom the working partner should trade. Thetrietsons related to time or
persons are approved in both the Hanbali and H&8wfools but not approved in
Shafi and Maliki Schools.

(b) Unrestricted Mudaraba : In this case, the working partner or mudarib can
trade in any commodity (that is legitimate), withyapersons which he deems
appropriate without being restricted to certainiqguebof time or place.

Other Forms of Mudaraba Contract :

* Mudaraba Mutlag : Non-contractual mudaraba aktiidaraba Muqgaiadah :
contractual mudaraba

* Single Mudaraba : Where one Mudarib and one provider of funds {adue in
the contract andCompound Mudaraba : Where a number of Mudarib and a
number of providers of funds, or a multiplicity afudarib and ongrovider of
funds, or a multiplicity of providers of funds amshe mudarib take part in the
contract.

* Limited Term Mudaraba : In this type of mudaraba, profits are accounted f
at the time the work is liquidated, and in cas€ohtinuous Mudaraba, profits are
accounted for on a periodical basis during the malsperiod.
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* Commingled Mudaraba : Mudaraba funds are invested by both partieseo th
contract while the work is carried out by the mildaalone, and inNon-
commingled Mudaraba, mudaraba funds are invested by the provider afigu
only.

3- Output Sharing Principle :

In this type of contracts, output or produce isreabetween the parties in
contract. Output sharing contracts are mainly of types namely, Muzara’'a and
Musagat.

a- Muzara'a: Itis a contract between an owner of a piece atalfjural land
and a farmer for farming it in return of a percegetaf its crop. In case of bank,
bank provides farmers land (to which is possessetthd bank itself) for cultivation
on crop sharing.

b- - Musagat (Irrigation): is a partnership that depends on one party
presenting designated plants/trees that producbilesproducts /items/goods/output
to another in order to work on their irrigationdansideration for a common defined
share in fruits.

This mode is applicable in agriculture sector invery effective manner,
especially for orchard financing. A specific or gegermined share of the enterprise
output will go to the provider for labor and entésp. This will be clearly positioned
in the contraét®.

4-DIRECT INVESTMENT

Direct investment is an important and productiveficing technique for Islamic
banks With direct investment, an Islamic bank fiows more like an investment
company than an institution of financial intermditia. In comparison to
conventional banks, this gives Islamic banks mexeiage to vigorously perform a
socially useful role. The option of direct investmhegives Islamic banks an
opportunity to invest in priority projects in chassectors. In this way, banks can
channel their funds in the direction they think imssirabl&”.

There are several ways in which Islamic banks ua#lerdirect investment. A
number of Islamic banks have taken the initiative eistablishing and managing
subsidiary companies. Conceptually, these compaciesd be of any type and
concerned with any trade. However, the generalbitierio-ward the establishment of
companies dealing with investment, insurance aim$ueance, trade, construction and
real estate, etc.

Another method of undertaking direct investmenpésticipation in the equity
capital of other companies. In this connection, tigtinct patterns are noticeable:

i. the companies are established by the Islamikddmemselves and the public
subscription of shares is invited. In this casknhic banks share in the equity capital
with other individuals and companies;

ii, banks participate in the equity capital of cames established by others.

In both cases, Islamic banks attempt to make sakthe projects are of public
benefit and comply with the Islam&hari*ah.

* Non —PLS financing contracts

1-Murabaha:

Islamic banks have adopted Murabaha to provide lgnaimort term finance to
client to purchase goods even though the client n@yhave the cash to pay. In
other words, it is selling something of originaliger in addition to increased
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information for buyer which is represented as maareturn for seller, which is
one of selling types of royalty that is one of isgllcontracts. The selling of product
must be intent for mon&.

The basic features of a Murabaha contract areolteing®®:

* The buyer should have knowledge of all relatedts@nd original price of the
commodity, and the profit margin should be defirmda percentage of the total
price plus costs;

* The subject of the sale should be goods or conitiescagainst money;

* The subject of the sale should be in the possassi the seller and owned by
him and he should be capable of delivering to tingeh

Steps of Murabaha mode investment:

To simplify the main steps that Murabaha mode imaest follows we present
an example of cement compé&ity

1.Client and bank sign an agreement to énteftMurabaha Master
Financing Agreement along with Agency AgreemeMMEA).

Master Agreement
Bank Customer

. —

2.Client is appointed as an agent to identify amaree cement on behalf of
the bank

Bank

Customer
Agreement to Murabaha as the

agent

Agency to source cement

' N Disbursement of keW

Supplier
4.The bank or its agent takes possession of cement
Transfer of risk Supplier Delivery of cement
REVUE NOUVELLE /J.H Nﬁ —Septembre2011
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5.Client makes an offer to purchase the cement frank.
6.Bank accepts the offer and sale of cement isladad.

Acceptance to sell cement
+

Transfer of title

Bank Customer

Offer to purchase cement

7.Client pays agreed price to bank according tagreed schedule.

Bank Ksh 106m after 6mo . Customer

The Customer then makes an offer to purchaseKE& 106 million to be paid
after six months by signing the Offer.

The bank accepts the offer and the sale is condludhereby ownership as well

as risk is transferred to the Customer. The Custqags KES106m after 6 months
2-ljarah:

ljarah or lease-based transactions are becomimgasingly popular and have a
significant portion of the current Islamic bankiagd finance market. It is a form of
leasing in which the bank acquires the asset, wehetal estate or otherwise, and
then immediately leases that asset to the custéonexr determined period of time.
It's devided intoregular ljarah and ljarah muntahia bettamlik, in Regular
ljarah ; the specified asset shall be returned to theolesfier the specified period.
In the second one, at the end of a determined ghéi customer will own the asset,
either by the terms of the lease or by purchadimg an agreed-upon nominal sales
pricé®?, that what's calledjarah muntahia bittamlik or ijarah summa al-bai
and kiraa wagtina.

ljarah muntahia bettamlik is a hire-purchase contract, in this type of
transaction the hirer hires goods or real propfntyperiodical rents and at the end
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of rental period he has an option to buy the gotd§arah muntahia bettamlik ,
the ownership in the goods initially does not ptsshe hirer, the ownership only
passes when the goods are sold to the hirer @nthef the hired period or any time
during the hired period. When the goods are solthéohirer, the sale should be
evidenced in a separate in a separate sale contract

It is possible that some Islamic banks may inviteeo investors to participate in
the leasing operation. For example, some investmd an Islamic bank may
participate in an income yielding real asset leagiroject. All participants in this
venture take their share of profit out of the réimacome. The bank also has the
right to repurchase a participation according ®abreed ternt.

The selling price will be determined by agreemesttdeen the parties. However,
the (?3\’/3\’/)ner of the goods may give the goods to ther lais a gift( hiba) under aqdal-
hiba.

There are some basic rules of ljarah or “leasing” a the following>*:

v It is contract whereby the owner of something trarssits usufruct to
other person for an agreed period, at an agreesidsmation;

v The subject of lease must have a valuable use.efdre; things
having no usufruct at all cannot be leased;

v It is necessary for a valid contract of lease t& corpus of the
leased property remain in the ownership of theeselind only its usufruct is
transferred to the lessee. Thus, anything whicmatbe used without consuming
cannot be lease out;

v The period of lease must be determined in cleangger

v The lessee cannot use the leased asset for angsgugpher than the
purpose specified in the lease agreement. If nd uopose is specified in the
agreement, the lessee can use it for whatever paripés used in the normal course;

v The lessee is liable to compensate the lessorveryeharm to the
leased asset caused by any misuse no negligertbe part of the lessee;
v The leased asset shall be remained in the riskeoleilssor through the

lease period in the sense that any harm or lossedahy the factors beyond the
contract of the lessee shall be born by the lessor;

v It is necessary for a valid lease that the leassdtas fully identified
by the parties;
v The determination of rental on the basis of th@regate cost

incurred in the purchase of the asset by the lessomormally done in financial
leases, is not against the rules of the Sharitabhpth parties agree to it, provided
that all other conditions of a valid lease presaditby the Shari'ah are fully adhered
to.

v The lessor cannot increase the rent unilateralig, any agreement to
this effect is avoid.
v The rent or any other part thereof may be payabbdvance before

the delivery of the asset to the lessee, but theuatrso collected by the lessor shall
remain with him as ‘on account’ payment and shallddjusted towards the rent
after its being due.

v The lease period shall commence from the date liohwthe leased
asset has been delivered to the lessee, no mdtethev the lessee has started using
it or not.
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v If the leased asset has totally lost the functimrwhich it was leased,
and no repair is possible, the lease shall terminatthe day in which such loss has
been caused. However, if the loss is caused bgnitigse or by the negligence of the
lessee, he will be liable to compensate the leksothe depreciated value of the
asset as, it was immediately before the loss.

3-Salam:

It is a sale whereby the seller undertakes to suppine specific goods to the
buyer at a future date in exchange of an advanded fully paid at spot. Here the
price is cash, but the supply of the purchased gig@deffered. The buyer is called”
Rabb-us-salam”, the seller is “Muslam-illaih”, tlkash price is” Ra’s-ul-mal” and
the purchased commodity is termed as” Musalam fih”.

There are some conditions that should be in saiansactiof®:

+ It is necessary for the validity of salam that theyer pays the
price in full to the seller at the time of effe@ithe sale;

+ Salam can be effected in those commodities onlygtiantity and
quality of which can be specified exactly;

+ It cannot be effected on a particular commoditpora product of
a particular field or farm;

+ The quantity and quality of the commodity shouldaogeed upon
in unequivocal terms;

+ The exact date and place of delivery must be fpdcin the
contract;

* Salam cannot be effected in respect of things lwhiwst be

delivered at spot.
For example, if gold is purchased in exchangeleésiit is necessary, according
to shariaa, that the delivery of both should beuttimmeous.

4-Istisna:

It is a kind of sale where a commodity is transdcbefore it comes inti
existence. It means to order a manufacturer to faature a specific commodity for
the purchaser. If the manufacturer undertakes taufaature the goods for him with
material from the manufacturer, the transactiomsténa comes into existence. But
it's necessary for the validity of Istisna that thréce is fixed with the consent of the
parrt:{esg) and that necessary specification of thencodity is fully settled between
them™".

5- Jo’alah: is a contract on the basis of which one parthig jaa’el bank of
employer) undertakes to pay a specified amountarfen ( jo'al) to another party (
the amel or contractor) for rending a specified/iserin accordance with the terms
and conditions of the contract. The concept ofl@iais similar to that Istisna’a.
Whereas in Istisna’a the seller provides a phystoahmodity, in Joa’lah the seller
provides a service rather than a physical commodity

Jo’alah is essentially a contratct for the benaficise of a skill or professional
service. In this contract, two elements have tptazisely defined: (a ) the amount
of reward offered and (b) the nature of servicbeamccomplished’.

6- Bai-Muajjal or Cost plus sale under deferred paynent:

The Bai-Muajjal mode of investment is as like asMarabaha mode of
investment with an exeption that the sale under ¢bst-plus sale modes investment
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is made on a cedit basis rather than cash. The feainre of this techniqye consists
in procurement of goods at the request of the tlw selling it to him /her on

credit. This mode follows the same conditions asddaba mode of investment
except the followin§®:

+ The bank transfers the possession of goods to libet defore
payment;

+ In order to cover the sale price of the goods thekbobtains
collateral securities from the client;

+ The bank normally takes property of Municipal assamortgage.

In case the client fails to repay the sale pribe, bank realizes the amount by
selling the mortgage property.

7-Qard hassan: (good loan/benevolent loan)This is a loan extendeda

goodwill basis, and the debtor is only requiredrépay the amount borrowed.
However, the debtor may, at his or her discretfmay, an extra amount beyond the
principal amount of the loan (without promising a3 a token of appreciation to the
creditor. In the case that the debtor does notapagxtra amount to the creditor, this
transaction is a true interest-free loan. Some hsskonsider this to be the only
type of loan that does not violate the prohibitamriba, since it is the one type of
loan that truly does not compensate the creditothfe time value of mon&y)

The figure below shows the main Islamic banks fawag tools divided into
assets and liabilities

Figure 3: Profit and Risk Sharing Structures

ASSETS LIABILITIES
Asset-backed transactions Demand deposits
Murabaha----ljarah Ammanah

Istisnaa----Salam

J Investment accounts
Mudarabah

Profit-sharing transactions

Mudaraba Special investment
Musharaka e
J Mudarabah
Musharak

Fee-based services |
Jo’alah EQUITY

Qard hassan
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Source Dalila Abu Bakar report8asel Il Enhances Islamic Banks.
August/September 2008 . Islamic Finance Asia.

Also there are other activities that Islamic badksin the context of their social
and economic roles liK&:
Wakalah
Wakalahis an agency contract between the principal ancgest. The principal
is known asmuakkiland the agent is known askil. In wakalacontract, thevakil
agrees to perform a certain act on be half oftlvevakkilfor payment as agreed by
the parties. Both the parties in agency contracstniave capacity to make a
contract. If both of them are of sound mind andehattained the age of 15,3 are
capable of making a valid agency contract. Undevastala contract thewakil is
required to abide by all the instructions giventhymuwakkilwhile performing his
duty, unless thevakil will be responsible for any resulting loss to theakkil
Islamic bank can act aswakil under awakala contract to do an act for the
muakkil or the Islamic bank can appointveakil to have its work done by him.
Wakalacontract is valid in Islam asba or gharar is not present in this type of
contract.
Ar-Rahnu
Ar-rahnu is known as charge or pledge or mortgagearmahnu, borrower of
money puts his valuable property such as land,dimgj| gold jewellery etc. as
charge to secure the loan he takes from an Isldraik. Islamic banks cannot
provide conclude murabahah or bai istisna contacigard al-hasanwithout
securing the loan with a valuable property of tlwrdwer because now-a-days
people are not trustful. They are negligent to pagk the loan given agard al-
hasan Ar-rahnu on valuable property of a borrower provides seguaitd peace of
mind of Islamic bank managers in case the borrde#s to pay the loan on time.
There are two parties ar-rahnucontract. The chargor and the chargee. The person
who charges his
valuable property as security for loan is calledrgor (borrower of money) and
the person who takes the valuable property as eh@agpnu) to secure the loan
given is called chargee (Islamic bank) If the cloargils to pay the benevolent loan
or credit, the chargee has right in law to takespesion and sell the charged
property to a third party for market price. Frone tvalue of the property sold, the
charge can take full amount of benevolent loanredit due and if there is any extra
money left, he must pay to the chargor.
Kafala
Kafala means guarantee. It is an alternativeaterahnu Islamic bank can
provide gard al-hasanor credit facility to someone if another persondrees a
guarantor for the loan or the credit. The guaraptorides guarantee that in case the
borrower of money or the debtor fails to pay themglue, the guarantor will pay the
amount due to the lender or the creditor Kafala works as security for loan or
credit given to a person or a business enterpkisg-a-days people are not sincere
enough to pay back the loan or credit amount tdehder or the creditor. Therefore,
the lender or the creditor wants guarantor foritlaa or credit facility offered.
llI-Roles of Islamic banks
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Islamic banks play a major role in economic systahrough collecting
resources and distributing them in a fair mannére Tollowing points indicate the
main roles of Islamic bankg:

v’ Islamic bank , as a financial institute, is an a&s®n of capital owners, as
shareholders, and investors, as depositors, whandiating the path to cure the
financing ills in the areas of investment, bankirigsurance and economic
development through non-interest bearing loansitalaprovision and partnership
ventures;

v" Economic life has grown more complex, so too thegeaof uncertainties
confronting business enterprises has extended itvitte demand from individuals
and firms for more sophisticated ways of handlinghsuncertainties. The Islamic
banking framework is therefore a form of economitsurance for Islamic
community since it has undertaken to enable busiaad investment transactions to
be executed in an Islamic manner by attracting $ufdall forms from investors and
distributing the accumulated capital pool into dseeproductive economic sectors;

v' The collective approach through a banking sysiemgconomically profitable
and an avenue through which financial risk is dsted between a large group of
investors;

v"Islamic banking also forms an effective unit ie tlslamic Economic System.
These banks could be used as a step towards th&ooref Islamic Insurance
companies;

v"Islamic banking doesn’t only aim to provide rewifor investors and finance
for those in need of capital, but it also protestenomic interests of Muslims and
promotes the sharia’a interpretation of finance.

v' Through an exhaustive test of Shariah compliaitey are not allowed to
invest in narcotics, casinos, nightclubs, breweeites This requires that the clients
of Islamic banking must have business which shdgdsocially beneficial for the
society, creating real wealth and adding valueht® économy rather than making
paper transactions.

v' The focus of Islamic bank on profitability and eaif return of investments
due to equity and profit sharing has the potemtfadirecting financial resources to
the most productive investments and hence incridasefficiency of the financing
process and in the real seétdr

v" The role of Islamic banks is not limited to a pesdinancier concerned only
with timely interest payments and loan recoveriansc bank is a partner in trade
and has to concern itself with the nature of bussrend profitability position of its
clients. To avoid the loss and reputational risle tslamic banks have to be extra
vigilant about their clientele. As such, Islamicnka are less likely to engage in
illegal activities such as money laundering andaricing of terrorism than
conventional banks;

Islam encourages the earning of profit as profihlsglizes successful business
dealing and creation of new wealth. Interest ondtier hand is a cost that is in
place regardless of the outcome of business opesgtilf business losses are
experienced, there may not be real wealth creatBntial justice requires that
lenders and borrowers share both profit and logsiequitable manner and that the
method of accumulating and distributing wealth e teconomy is fair and
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represents true productivity, we can state the afleach mode of financing in
Islamic bank as beld{?

v' Musharakah encourages partnerships, also created fgy many people in
society, promotes enterprise and partnership vestwreating jobs in the country,
promotes business enterprise culture in society gruivth of skilled people.
Musharakah has a potent effect on controlling fitftaand spread of baseless credit,
promoting joint ventures without potent investigas and research ensures business
successes, not speculations;

v' Mudarabah is a very potent tool for removing insérrom the society by
providing an interest free tool for skill utilizati and it can especially help in
mobilizing resources of the society by employingnthas a manager, while banks
will provide the finance and also bear the chamfgwofit and loss, which is absent
in interest based financing for venture capital.dsitabah has a significant effect on
reducing the unemployment in both the short and lam, as it encourages business
management by skilled people and promotes comnheactavity. Mudarabah also
helps control inflation by promoting interest frbasiness activities. Interest and
credit creation of banks through lending are thgomsource of inflation in society.
Mudarabah involves bank or other capitalists begirnboth profit and loss, and not
just making earnings through a predetermined ister@e exploiting the needs of
individuals or firms;

v ljarah has no direct effect upon poverty reductiord has a little effect on
reducing unemployment. However, it has great pa@krior protecting against
inflationary harms to middle class people and gmaeeurs, by allowing the use of
assets without sudden cash outflows. It enables themodify or replace, even after
some months or years, their equipment or machimgtiout much cash flow
swings. But ljarah, like ordinary lease, can somes leads to inflation itself if the
economy is working at the full employment levelenhboosting demand of goods
which will further increase prices in the market;

v’ Istisna is especially useful in the housing sechtmsting the construction
demand, creating employment and wealth to sociathiowt harmful effects of
interest. It has also good effects on the reductbrunemployment by boosting
construction and house building activities in stcidstisna has a little effect on
inflation control;

v' Salam is very useful in reducing agricultural segoverty easily, by enabling
the banks and farmers to contract with each othéneocrops and to get finance at
an appropriate time, instead of usurious loanschvhitimately deteriorates through
the compounding of interest. Salam also has gret&ngal in reducing rural sector
unemployment and reduces trend towards urbanizabignenabling farmers and
agriculturists to work. Salam engages them at gétaand towns, thus decreasing
the unemployment burden. This generates agriclileumd rural sector development
and eventually more income for these poor peop#ar® has a great effect on
reducing inflation, where food stuff has reachecdpi¢ak prices, the main way it cuts
inflation is through ensuring increased aggregaigply and reduce food product
deterioration by use of pesticide and fertilizetsappropriate times, boosting the
yield of land and farms to much extent.
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Conclusion:

Islamic banks expand rapidly worldwide due to tmpartant roles they play in
social and economic levels either in Islamic or d&lamic countries. They are
considered as an alternative of the conventionahstctions in interest-based
economies which have expected great failures.

The many types of financial contracts that are jged by Islamic banks
contribute not only in economic prosperity of coigg but also in social fairness
through the redistribution of revenues.
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