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XVIII.

Legal Application of Musharakah Mode of Finance
in Islamic Banking

Olatoye Kareem Adebayo'

Introduction
MUSHARAKAH 1S A MODE OF FINANCE IN ISLAMIC BANKING, albeit one of the many Is-

lamic banking products.? It is an arrangement whereby the bank and its client come to-
gether under a partnership or joint venture arrangement, both parties pulling in their
capital contributions to engage in a business venture® with a view to sharing the profits
accruing there from as well as the losses thereof according to an agreed ratio.

The participation of the bank in such business arrangement is based on the prin-
ciple of Islamic finance which encourages earnings through participation in business
activities involving sharing of risks and profits* but discourages activities involving in-
terest and speculative trading.S

1 Olatoye Kareem Adebayo is a Senior Lecturer, Faculty of Law, Lagos State Universi . o
Banking and Finance Law. g ersity and teaches Islamic

2 Other Islamic banking produects are mudarabah, murabahah salam, ijarah, hai bi %
deferred payment sale contract), mausharalkah mutanagisah (MMQ—d{JHmlsh:g; b;lziﬁmaﬁp; a_]z({ ‘(E!I‘E',A——a,
bai inah, the last three being essentially Islamic modes of home financing, P ership), éstisna, and
3 See Salahudeen Ahmed, /siamic Banking Finance and Insurance: 4 @ i
Noordeen, 2nd edition, 2009, 27. ¢4 Global Overview,

4 Sharia prohibits usury (riba) or interest but permits trade by the provision i
be]ie_ve_zrs say tha.t sale is very similar to riba, Allah has pern?’ilted]::'ao.g]es ]a(:l?dm QEI-;R.H ‘2:‘27
provision, trade is encouraged, with the profits therefrom shared as pl'edeter?:;? 1 (;ned .
pa{'t&wrshg).transzft_lon. Prof. M. N. Siddiqui (2004) has clarified that fajlype to ;1(:3 tl])]y gif}m‘u‘tl@s toa
(trade) an mle_res 1s a product of a flawed mentality. See ag cited in Hifzyp Rab £ e erence petween sale
Monelary Justice and the Way Out of hzterest(Ribn), Kualar Lumpur, A § Na ) d('rmonm: Justice in Islani:
. v o < - Q. A, . Y . [ 9 v

5 See Quran 2:274-281; 3:130; 4:161; and 30:39. Jabir said that Allah’s Messenga vordeen, 2006, 90.
and its payer and the one who records it and the two witnesses, ang h s gur cursed the acceptor of interest
Muslim, Hadith 3880 and 3881. _ ’ € said; They are ajj equal.” Sahih

Kuala Lumpur, A.S.

o thus: “The non-
riba.” With this
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Belkﬂsgto examine the nature of musharakal,

o 'e oinl slamic financing. The work chronic
£ in

¢ fina i
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beP range ment ranging from rules on securit
a
akd

. arious ruleg guiding sy,

S .zatlon to rules op liquidity of capital
o pution a8 well as the rules on mixing of cépital. Vario
ontr!

us misgivings about myg),.
financing are also carefully analyzed as wel] ag the manner (s) in which gycp, zcl;:l_
grakah be invalidated by the element of gharray (uncertainty).
}C‘;ngha”a kah has its root in the Arabic word shirkah,
u

: meaning “being a partner.”
fore musharakah can be said to mean a joint venture into a business in which
There ties make capital contributions and are also both involved in the management

X nterprise with profits and losses accruing shared in accordance with agreed pre-
of the € . 6
jetermined ratio. harakah. is : One of
Shirkah, which is the root of mushara a7 » 18 10 two major types. One of the two
hirkatul-aqd, partnership by contract,” is more relevant to the subject of this
types: S; work. Shirkatul-aqd can be of three major types, namely: shirkatul amwal
TEgRAS ship in capital), shirkatul aamal (partnership in service) and si.zzrl:eatul zfizqoo.h
(partner hip A goodWiu)-8 The first type, shurkatul amwal (partnership in capital) is
(partners 01; this work and shall interchangeably be used with the term musharakah
the focus he research work. Musharakah can be used to finance a plethora of modern
throughOUtzl cre f Islamic banks.” In term of Asset financing, musharakah can be used
ing products ot 1sla . _ ; o ; i d
?ankm'gezt financing, short-/medium-/long-term financing, import fmancn;i, i;nall;r:}
b . s »: e =
02 g;‘ﬁn enterprises setup financing, large enterprise fmancfmg, ;-(iac-i zlm y ;ilusgdrawn
m . : of credit, inlan
struction financing, import bill drawn under' 1mP0rt lette.r ) for musharakah)'"; export
under inland letters of credit, letter of credit with margin ( 5 fehask ferm e
financing (pre-shipment financing), running accounts financing/s
) 1
working capital financing. 12 ¢or inter-bank lend-
Ii telzms of liability financing, musharakah can b;eu(s):g[ giv(i)rl;g profit based on
ing/borrowing; for Current/saving/invest?;ent 3CC2ur§§1 (ancli) federal investment bonds/
; - Toy u ; -
musharakah with predetermined ratlo_) ; trzassedyoﬂ musharakah); term finance cer
debenture; securitization for large projects (ba

e best modes of Islam;j

arious

musharakah or partnership
6

o \ cran Khan defines it. See Akhram
Several authors have made attempts at ilefmlgg tgssci;)lgggrgf f—iAI];;nciﬂl entel’prlze ;ci(:] g]sail:e; gr?g agreement
a3 a contract between two persons who launch a 100. Ibn Arfa also delines IL fits by joint

o B o M London, 1990, 100. 1t iew of sharing proiits i 7o = .
Igh‘cm, Glossary of islamic Financ ‘e, I\E)‘:::S:’;apticulﬂr business with t%le V:fga?l Doi, Sharia: The Istamic
mesiment S o T Kiall ied in ADbdur hor be the

. o ‘ kel . so either "

Law, A S, Noordeen, Kuala Lumpur, 1984. . ioint ownership) which may 811201'}’ type (ghatr
The other type of sirka.is Shirkat-ul Milk (partnership by joint oWeReL T, oopputsory
optional type (ikh..tmnj, v(;here parties voluntarily pur‘chixsee}ﬁ] (;I; 248 ital and labor and
ﬂl‘htia?l.), WheI‘e pﬂl‘tieS, 1'01- example’ irﬂlel'it a pI‘Op(—?I‘t{Y O}g;r]{'at al_"[,l[faﬂ’(lda (Wherfeilal})al aﬂd \'iCe VEI'SR).
The thy ¢ 8 B ] each divisible into ShFIE 1o rofits are not equal A7
gmm af(? g;l‘jz; g{f:;ﬁ:ﬁég; ii(éifﬁw (where capi}l;l U,:'%: ]GJ:?; ﬁg}l?; l]];'ll(ll;)n ic Ba t’::';;;i]];)lt\;?; f.rt:(ll nee,
See Dr. Muh af Usmani, Meezan Banx s UUCE 00 wion '
o gd(ﬁ)l:]gdg];n ;gi g?{siilgﬁgigglgiﬂnﬁg;mad Taqi Usmanl, An Introd
g oM, ldara Isha'at--Diniyat(P)Lid., 2008, 31.
Imran Ashrag Usmani, 103.

bhal.
10 Letter of eredit (LC) without margin is taken care of by mudarao
! The Jigt i

2 not exhaustive, however.
'ammed Imran Ashraf Usmani, 103.
18 arrangemen( can also be on mudarabah.
[219]
2012
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) ds (based on projects
tificates and certificate of investment; Islamic musharakah bon (

: roject.
requiring large amounts-profit based on the return frqm thf.: P Ju bl tratS e
Generally, in shareholder/banker/customer relationship, 7

) ank and sharehold-
may play out in several ways. It is the appropriate contract bet;w;inazd e
ers where the shareholders constitute management of the ba

i i tract between the
management are shareholders.'* Musharakah is also the sulta;t_)lc?pcaclzs B eomen,
i 1 1C1
' for a business (where it also par :
bank which advances money fo ( B o entrenyomout

of the business) and the entrepreneur to whom money 18 a0ver unt or by other le-
has his own contribution to the capital either through deposit acco

gally acceptable means.

Basic Rules of Musharakah

Since musharakah is a kind of joint commerc P
then all the required elements of a valid contract must be present. These include the

existence of partners (muta’agideen), presence of capa;f:)ity15 on the part of the partners
to enter into contract, presence of consensus ad idem, ~ and there must be presence of
commodity or service which is the subject matter of transaction. .

Apart from the foregoing, there are other rules which may not be applicable to
other forms of contract but are peculiar to musharakah. One of such rules is that in
musharakah, both parties must take part in capital contribution and both parties have
the right to take part in the management of the business'’. Other rules have to do with
controversies surrounding the issue of capital contribution by parties; and the issue of
sharing of profit and loss both of which will be addressed herein.

e. which comes into existence by contract,
b

Capital Contribution by Parties

While sharia jurists agree on the requirement of involvement of both parties in the capi-
tal contribution to musharakah business,'® there is difference of opinion regarding the
nature of such capital. Some jurists hold that the sharia allows that a party’s contribu-
tion may be in money while the other party’s capital contribution is in material form or
any other lawful asset. According to Imam Abu Hanifah,!? capital contribution in any

other form other than money is not allowed. His view is promised on the reason that if

it is allowed, then capital of the partners become distinguishable and therefore no part-

14 This is because, in rnusharakah both parties must have capital contri
right of participation in the management of the business. Nonetheless, t ;
that one partner becomes active while the other is a sleepin o e parties to musharakal may agree

_ g partner. Where this ha i
cannot, even b eement, have ratio of . : - God bpens, the sleeping partner
ca y agr 10 of profit exceeding the ratio of hig Investment. See Muhammed igmra.n.

15 Parties must be legal persons and must not be minors and must be sane
16 Consent must be freely given and not obtained by duress, undue influen

Yahya Bambale, Islamic Law of Commercial and Industrial Lol misre_pl‘esentation. See, generally,
1st edition, 2007, 22-59. fransactions, Zaria, Malthouse Press Limited.

17 However, the parties may also agree on who should be in char
Malaysia (BNM), in ils set sharia parameters for musha-rakaig ‘(5331’1':1]'1;(:?:3 agen:em_ The Bank Negara
may be managed in the following manner: i.) management by a)l partners Oig?s S that musharakah venture
partners or single partner; iii.) management by a third party. See Norazia}] e 1L.) management by certain
“Sharia Parameters for Musharakah Contract: A comment,” [y, ternationg Jhe Arsad and Abdul Ghafar Ismail,

Seience, Vol. 1 No 1, 2010, 152. Ournal of Business and Social

18 1bid., 149. .
19 Imam Ahmad Hambali holds the same view as Imam Abu Hanifah,

bution and both must be accorded the

[220] LASU Law JourNarL | Volume 8, Nog 263
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nership can take place g(f) the property contributed by
from that of the other. 'In the view of Imam Al-S
modities (i.e., other than in money) will be allowed if the commodity contributed fal]

1 the category (-)f dhawar-ullamthal (i.e., commodities which if destroy) can be comﬁ
pensated by similar commodity of same quality and quantity); but not allowed if it falls
.n the category of dhawat-ul-qeemah (i.e., commodities or properties which cannot be
easily compensated by the similar commodities or properties).21 On the part of Imam
Malik, however, liquidity of capital contribution is not a requirement for Musharakah to
be valid. Consequently, this school of law holds that the illiquid capital contribution can
be evaluated according to the market price as at the date of the Musharakah contract.??
The view of Imam Malik appears to be capable of accommodating the realities of the
modern day businesses. This position validates a Musharakah arrangement between a
bank and its clients who has only landed property to place as his capital contribution.?

e_:.ach Partner is distinguishable
hafii, capital contribution in com-

Mixing of Capital
Another controversy is whether mixing of capital is required where illiquid assets are
being used as share capital or part thereof. On this Shafii school of thought holds that
for partnership to be possible, investment must be mixed before any business is con-
ducted. The reasoning in this school of thought is that if the share capital ie not mixed,
the investment will remain under the ownership of the contributor of the identified cap-
ital only and any profit or loss will be attributable to such original investor only. The trio
of Hanafi, Malik and Hambali hold that mixing of capital is not important for the valid-
ity of musharakah.**

This issue of mixing of capital may arise in modern day import and export busi-
nesses, as exemplified by Dr. Muhammad’s scenario”—

If some companies or trading houses enter into partnership for setting up an
industry to conduct businesses, they need to open LC (letter of credit) for im-
porting the machinery. This LLC reaches the importer through his bank. Now
when machinery reaches the port and the importing companies need to pay for
taking possession, the later need to show those receipts (evidence of the opened
LC) in order to take possession of the goods. Under Shafii school of thought the
imported goods cannot become the capital of investment but will remain in the
ownership of the person opening the LC because at the time of opening the LC

the capital has not been mixed?® and without mixing capital, musharakah can-
not come into existence.

Under this situation, if the goods are lost during shipment, the burden of loss

20 See ibn Qudamah, A Mugni, Muwaffaq al Din, Cairo, 1367H, V.5, 124 and 125, cited in M. Muslehuddin,
Banking & Islamic Law, New Delhi, Adam Publishers & Distributors, 2007.
21 Muhammad Tagi Usmani, 40,

22 Muhammed Imran Ashraf Usmani, 99.

23 This position is particularly relevant in the use of diminishing nuskarakah by modern Islamic banks to
finanee hou sing projects.

24 Muhammed Imran Ashraf Usmani, 100.
25 Ihid., 101.

26 Since the ordered machinery had not come yet in order {o be part of the business.

LASU LAW JOURNAL | Dec, 2011 / Jan. 2012 [221]
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being imported
will fall upon the opener of the LC even though the goods were being

f companies had
i - though a group 0 . )
for the entire industry. This is because even gporters had not mixed their

- - -m
asked for the machinery or imported goods the 1
capital at the time of investment.

Going by the view of Hanafi, Maliki and Hambali schools, paryngllrsf::fcgzxifzaéiizzz
comes into existence at the time of agreement e'md D Upon'mfl(:e %()regoing scenario
quently, in their view, musharakah transaction 1s_ valid e\.ren 1nl ot b ek b.
"Therefore if the machinery had been destroyed in tran_sn, th.ehos.sOdem po busmesz
both parties. This position is more practicable in dealing Wl‘t Pc;ca ital contributed
complexity. If a contrary position is taken, it implies th?t the liqui hpiner in order fo
by the other partner must be tied down pending the arrival of the mac .ty] poer !

get mixed with it but this does not make business sense because any Capl;-f " 0 n
may result into outright loss or in the loss of profit that would have accrued if the capi-

tal had been utilized.

Sharing of Profit and Loss . _
Although in musharakah financing, (like other Islamic finance modes) parties to the

transaction both share in the profit or loss resulting therefrom, in the case of profit
sharing, contract of musharakah is invalid if a lump sum profit is fixed for r_my of the
parties to the transaction.?’ Similarly the rate of profit cannot be in propg))gtlon to the
capital contributed for investment but is rather based on the actual profit.“° In Islamic
law, it is required that the ratio of profit for each of the parties (the bank and the client)
must be agreed upon by the parties at the time of contract and not at the time of conclu-
sion of the business, otherwise, contract of musharakah 1s not valid.

There is unanimity of opinion of scholars on the foregoing but what generates
difference of opinion is whether the ratio of profit must be proportionate to the ratio
of capital contributed. For example if a depositor partners a bank in musharakah and
contributes 30% of the musharakah fund, must he be entitled to only 30 percent of the
profit of the business and nothing more?

The opinion of Shafii and Malik; schools of thought on the foregoing scenario is
that (?ach party shares in the pggfit in the proportion of hijs capital contribution. How-
ever, in the opin'ion of Hambali“” and Hanaf;3° schools, the ratio of profit may be differ-
ent from the ratio of capital invested by each party as long as it ig mutually

. 0o o .. agreed by the
parties. The implication of this is that a depositor partner in musha;

‘akah who contrib-

27 Muhammad Taqi Usmani, 92.

28 The only exception being when g lump sum is agreed by parties s T
a situation, it must be clearly stafed in the agreement l‘helljt it is sqs fect to 1 disbursement to any party. In such

business, when actual profit would haye beg. o, Bt m ubject to fing] Setllement at the close of the

actual profit aceruing (o the party. See Norazian and Abdu] Gafar, (54 unt payment gets adjusted to the
29 Muhammad Taqi Usmani, 37 {

[222] LASU Law JOURNAL | Volume g, Nos. 2 ¢ 3
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rties 1N ()_r(.ief t_O serve as an incentive to the depositor partner whose active

d participation led to the success of the business

sh::rmgt of lois, the.re is consensus of opinion of the jurists/scholars
partner shares in the loss proportionate to the ratio of his capital

t. Co i
nsequentg)lf a partner who contributed 30 per cent of the

een the pa
iﬂvolvement an
As regards

on the rule that.eac
jon to investmen

Coﬂtfibutl
fund suffers only 30 per cent of the loss.

Financing by Musharakah instrument
1 can be used to finance a wide range of capital requirements of a business.

Mushm’ak(z
As mentioned earlier it can be employed for financing imports and exports and while

i sharakah can be used to finance a one off single transaction it can also come handy
in financing of a business’ working capital which may involve running a musharakah ac-
count on the daily products basis.

As regards single transaction financing, musharakah instrument is suitable for
cing if the letter of credit for such imports is opened with some margin.32
Ifill the requirements of Islamic finance, ownership of the imported goods

import finan
bank who must also have possession either directly or through

In order to fu
must be with financier

its appointed agent.

As regards the emplo musharakah to finance the work-

ning business, the legal position taken by Imam Malik on liquid and
be useful as posited carlier.>* On the basis of this legal

position, the value of the business of the person seeking working capital finance con-
stitutes his own capital contribution while the amount given by the financier bank to

finance the working capital is the bank’s capital contribution. Both parties may agree
that the financier is not participating in the business which is agreed to run for a fixed
period and they agree on the profit ratio as well which in the case of the financier bank,

ot exceed the percentage of its capital contribution.Js
play out in the case of musharakah finance of

large number of fixed assets. At the end of the

short or medium term musharakalt, while determining the profit, all expenses must be
deducted. The problem however is in the area of evaluating the machineries’ deprecia-
tion. The same machineries are used by the company for other concurrent businesses
not subject to musharakah arrangement or used for businesses postdating the mush-
arakah term. In both cases the whole cost of expenses on machineries cannot be at-
tributed to the current musharakah transaction. What is done and 1s acceptable in law
is one of two things. The parties may mutually agree that the musharakah portfolio will
pay an agreed rent to the client company for the use of the Machineries or the parties

yment of the instrument of

ing capital of a run
illiquid capital contribution may

cann
A more complicated scenario may

running capital for a big company with a

31 Muhammed Imran Ashraf Usmani, 4.
32 here the wetter of credit has been opened without any margin, mudarabah

33 'ST';ES ag:ent may also be the importer client of the bank. The client importer t
ing in (he markel. Where the goods are not sold upon the expiry of the term, the

" purchase the share of the financier.
3‘; ;I;jlat non-liquid assets can also-form part
though in the case of loss, both parties share in exactly

will be suitable. See ibid.

akes over the goods with
importer client may

aview to
himself

of the capilal en the basis of evaluation.
the ratio of their investment.

LASU Law JOURNAL | Dec. 2011/ Jan. 2012 [223]
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; i sed in order to tak
may also agree that the ratio of profit of the client company be increa e

care of the depreciation of machineries.

Effect of Gharar on Musharakah

The terminology gharar means to cause uncertamty,.to temptd'fmd to (lzheat. tJustt as
- : | terms vitiate an ordinary sale contract, it

gharar is one of the elements that in genera T —

: itiati usharakah contract between a 1ts

1s equally an element capable of vitiating a mus _ § it & fiecdhirebak s

client. This is to say that when any element of uncertainty occur _

Mt B i kah or shirkatul amwal must be examined
rangement, 1t 1s invalid. Gharar in mushara / ruable to parties
in terms of capital contribution, duration of musharakah and pro it acc ’ P - :
The rule is that to avoid vitiating of musharakah contract, parties must av9! uncer ain-
ty in the three areas identified above. In order words, there_ must be certa-mty of capital,
certainty of period of contract and certainty of profit accruing to the parties. o

In respect of certainty of capital, it is required that the total 'amount. being invest-
ed must be specified. Such money cannot be in form of loan on third parf.;les and mush-
arakah parties must be in possession (whether in actual or in constructive form) as at
the time of contract. N evertheless, where capital contribution is a mixture of cash-in-
hand assets, commercial goods,*” as well as loan on others, it is permissible under the
Maliki*® school. The parties only need to assess and ascertain the value of the non-cash
elements of the capital.

In respect of certainty of duration requirement, parties are not necessitated to
specify in contract a definite time for musharakah transaction. This is based on the es-
tablished principle of permissibility of musharakah partnership for an indefinite period
of time. This is more appropriate in the case of the relationship between Islamic banks
and their clients/depositors which relationship is a continuous one but can be termi-
nated by the depositors at will, 3 Nevertheless, exigencies of modern-day business es-

party may have dire consequences on the business of the other party(ies)

The third area of assessment of gharar in musharakal is certa
musharakah agreement to he valid, the profit accruable to parties my
It is required to be €Xpressed proportionately in term of Percentage ¢
time of contract. Profit cannot be expressed in lump sum since the

inty of profit. For
st be determined.
f total profit at the
actual profit is not

36 Muhammad Taqi Usmani, 68.

47 Maulana Ejaz Ahmad Samadani, /s7g, Banking and Uncertaingy

38 Hanafi school permits the mixture of various form s of capital but doe
capital.

39 Notice of termination would be expected (o be given where sudden ¢
Maulana Ejaz, quoting Badai al Sanai. 6/77.

: Karachi, Daru] Ishaat, 1st Ed,, 2007, 63.
S not permi using commereig) goods as

ermination may resyjt i, loss to others. See

[224] LASU LAW JOURNAL | Volume 8, Nos. 2 &3
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et known at the tl.me of C(?ntract. But parties are required to know th
whatever total profits accruing at the end of the fiscal year ¢ percentage of

gecuritization of Musharakah

This 18 the art of transforming and representing the value of a musharakah business in
certificates to enable the holder of such certificate enjoy collateral benefits oth
the agreed proportion of profit due to the parties running the musharak;hot, ° than
The process is that every subscriber is given a musharakah certificate whic}l:S:: o
sents his proport.ic?nate ownership in the assets of the musharakah partnership. Slz::}-l
musharakah certificate can be.traded (sold and bought) in the secondary market for any
price agreed upon by the trading parties which may be more than the face value of the
certificate.w Musharakah certificate represents the pro rata ownership of the holder
in the assets of the musharakah business,41 therefore what is being traded in the cer-
tificate is the assets value as represented in the certificate units. This explains why the
ortfolio of the musharakah is expected to be in non liquid form before the certificate
can be traded at a profit.

Where there is difference of opinion, however, is what happens when the port-
folio of musharakah business is composed of both liquid and non liquid assets.*” Can
the musharakah certificates of such a business or company be traded at a profit? Imam
Shafii posited that such certificate cannot be sold at a profit unless both the liquid and
non-liquid assets represented in the certificate units, are separable and can be sold in-
dependently. This position with due respect, will serve as a clog in the wheel of progress
of most companies today as most modern day companies hold their portfolio in both
non liquid assets and cash in hand and at bank. This perhaps accounts for why majority
of scholars today relax the rule by holding that it is permissible to trade, if the non-liq-
uid part of the mixed portfolio is more than 50 percent of the total assets of the mush-
arakah portfolio.‘”

It is obvious that the so-called modern-day scholars’ position also cannot accom-
modate the operational structures of most businesses. For example, a new Islamic Bank

which capitalization requirement is N10 billion. If the value of its initial deposits from

customers is N4 billion and the total value of its initial branches, including machiner-
ies, is N3 billion. The implication is that such a bank, going by the view of such schol-
ars, cannot float musharakah securitization to enable stakeholders profitability deal in
its certificates. In dealing with the modern trend, adopting the legal opinion of Hanafi
school is highly helpful. The Hanafi school holds that where there is combination of
liquid and non-liquid assets, it is permissible to trade in the share certificate of such a
company at a profit as the profit accruing therefrom will be deemed as resulting from
the non-liquid part of the assets of the business represented in the musharakah certifi-

40 The.c_ondjtion, however, is that the certificate can only be sold above the u
certificate (at a profit), if the assets of the mnusharakah partnership is no longer inliquid (
still in liquid form, trading in its certificates can only be done at par value since buying and
in that state is tantamount to exchanging money (same currency), and any profit or exeess
tantamount to taking interest (riba).

41 See Muhammad Tagqi Usmani, 58.

42 Non-liquid assets such as machineries, furniture, buildings, land and raw materials.

43 See Mohammed Taqi Usmani, 61.

LASU LAW JOURNAL | Dec. 2011/ Jan. 2012 [225]
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i rtificate
. . , ’ represented in the ce
cate while the liquid part of the company’s asset's va(:l(l; faf;)e - lue of the musharakah

unit is taken to have been bought and sold at per valu

certificate.

Misgivings about Choice of Musharakah Financing + aiysire ] Al st
There are a number of misgivings usually exprtIES_Sed by }f")}: i !
sourcing fund for their businesses. These misgivings whic

tors which include trust, risk factor, and confidentiality of.busf S0 S
constitute important determinants in the choice or otherwise ol 772

el of financing projects. Due to the musharakah requirement of b.anks flalt—t:;ﬁ:::m;zl
the client’s business, fear is often expressed on the part of the (?Ilents t. al - og; e
financier institution a partner in business exposes them to the 1_'1sk of disc k(: oo

secrets of the business to third parties through the financier which gets to know the se-

order on a number of fac-
iness secrecy often time

crete through participation. _ .
Contrary to this notion, however, the fear of possible breach of confidence 1s al

layed by the fact that musharakah rule as stated earlier permits t-hc parties to agree on
the extent of participation of the financier in the musharakah busmesg In fact the part-
ners may agree on the condition that the management shall be carried out by one.of
them and no other partner shall work for the musharakah.** Even where both Partles
are participating, a non-disclosure clause may be inserted in the agreement to bind the
financier to maintain secrecy over the business secrets of the client and the breach of
such agreement will be actionable to the extent of the injury suffered as a result.

Secondly, it has also been mooted that dishonest clients in musharakah trans-

action may fraudulently claim to have suffered a loss or to have made no profit at all.
Scholars have suggested that this apprehension can be dispelled if a well designed sys-
tem of auditing is implemented in a way that the accounts of musharakah clients are
fully maintained and properly controlled.* In addition to this, various checks are usually
built into the process depending on the nature of financing for which the musharakah
instrument is being deployed. In financing export for instance, the client/exporter has
an order from abroad. Payments are secured by a letter of credit and are made through
the financier bank. This process automatically forestalls any possible concealment of
profits made by musharakah business.

Thirdly, there is the misconception that the financier banks and the depositors
are more prone to the risk of lack of profit or outright loss resulting from the possible
failure of musharakah business. Really, the issue of loss resulting from a whole mush-
arakah merely lies in the realm of hypothetical possibility and conjecture. The reason
1s that musharakah pprtfolio will.scarcely suffer loss for many reasons. First, in going
into musharakah busmes.s, Islamic banks carry out in depth the feasibility study in re-
spect of the propose-d businesses for which funds are required. Therefore the potentials
of musharakah bUanes.ses are usually v?rell determined in advance, Moreover, Islamic

banks often engage in diversified portfolio of musharakah such that any possible loss in

44 Ibid., 42. However, the implication is that the sleeping partner is entitled to the profit o
ratio of his investment. P nly to the extent of the

45 [bid.
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one musharakah 13 compensated adequately by the profits accruing from oth
arakah portfolios. It is the idea of separation of financing from tradin whicflr o
ders the notion that bank after advancing loans are no longer concerned%vith th reedlis
emerging from the business activities.* ¢ results
An Islamic bank being a partner in musharakah business is much concerned
about the actual result of the trade and industry activities since the bank is sharing from
the profit of loss of the business. This position and attitude of the partners often time
contribute to the usual success of musharakah business.

Conclusion
This work has extensively examined musharakah concept, known as profit and loss

sharing partnership, as one of the permissible methods of Islamic financing. Being an
instrument of financing where profits and losses are shared by both parties to the busi-
ness 1N equitable proportion, it is an ideal alternative to the interest based financing of
the conventional financial institutions.

For musharakah contract to be valid all elements of a valid contract of ordinary
sale must be met in addition to which special conditions peculiar to musharakah instru-
ment must also be met. One of the special conditions is that both the financier bank and
the trading customer must contribute their own part of the capital for the business; sec-
ond is that both parties participate in the management of the business, the subject mat-
ter of musharakah except it is otherwise agreed by both parties; third is that the ratio of
the profit accruable to both parties to musharakah finance transaction must be deter-
mined at the time of contract; fourth is that musharakah business must not be tainted
by an element of gharar (uncertainty) either in term of capital identification, or certain-
ty of proportion of profit or duration of musharakah.

A number of issues arising from musharakah application are controversial. One
of such issues is whether capital contribution can be in forms other than money. This
issue seems to have been settled in line with modern day business requirement by the
view of Imam Malik which posited that capital contribution can be in illiquid form by
ributed in line with the market price as at the date of
the contract. Another controversial issue is what happens if the portfolio of musharakah
business comprises both liquid and illiquid assets? Can the musharakah certificate of
such a company be traded at a profit? Hanafi’s legal opinion seems to have settled this
in favor of modern-day businesses’ operational structures by holding it permissible to
trade profitably in such a musharakah certificate. The profit accruing from such trading
i1 certificate is deemed as resulting from the non-liquid part of the assets of the busi-
ness represented in the musharakah certificate.

There are some misgivings expressed in some quarters which are capable of mil-
itating against using musharakah instrument as a mode of finance such issues a8 lack
of trust by parties, dishonesty on the part of customer/partner in respect of disclosure
of profit and the tendency to pass the risk of loss on the financier bank and the deposi-
tors were highlighted in this work for consideration. However, the highlighted misgiv-

way of evaluation of the asset cont

46 Enhflsézgé‘xase with conventional banks and their customers, but the contrary is the case in Islamic banking
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ings were considered misplaced in the sense that a number of safety valves are built into
musharakah process by the law, as well as practice procedu.res, 8 to be c.apable of allay.
ing the fears of the parties to musharakah transaction, which still remains an ideal jp,_

strument of Islamic financing by Islamic banks. &
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