SH 1003 : Shariah Rules in Financial Transactions  Prof. Dr. Zainal Azam Abdul Rahman
	Topic 9. MUSHARAKAH

	Introuduction
	Conventional Business, trade or any project will be guaranteed a fixed return for their investment. Hence, Its prohibited in Islam. Coz, no one can guarantee and know what is gonna happen in the future.
Islam Islamic economy promotes equity-based  financing whereby the return for the investors will be based on the actual profit of the enterprise 

	Definition
	Literally Syaraka = to share interchangelby al shirkah (this commonly used in classical literature of jurist)
Alshirkah for both1. Shirkah almulk (joint of ownership & 2.shirkah al-aqad (partnership in business=>mutual contract  
Terminology sharing in the context of business and trade, => a joint enterprise in which all the partners share the profit or loss of the joint venture
Modern terminology as partnership where profits are shared as shared as per a agreed ratio & losses Are shared in proportion to the capital/investment of each partner
	Hanafis
	As contact between partners on both capital and profit explain the essence of a modern partnership as a type of contract.

	Shafi’is
	As the confirmation of the right of 2 or more people over a common property. 

	Hanbalis
	The amalgamation of right and freedom to use

	Malikis
	Permission to transact where each of the partners permits the other to transact with the partnership property while at the same time retaning his own right to transact with the same property




	Profit & Loss
		Profit
	Are shared as shared as per a agreed ratio

	Losses
	Are shared in proportion to the capital/investment of each partner.

	
	




	Source of Law
		1. Alquan 
	1. Almaidah : 2  encourage mutual assistance or joint effort
...                     
2. ... Help You one another In Al­Birr and At­Taqwa (virtue, righteousness and piety); but do not help one another In sin and transgression. and fear Allâh. Verily, Allâh is Severe In punishment.

	
	2. Annisa : 12  Supports the validity or shirkah in inheritance whereby 1 can jointly share a single property
...                          
12. ...they share In a third; after payment of lagacies He (or she) may have bequeathed or debts, so that no loss is caused (to anyone). This is a Commandment from Allâh; and Allâh is ever All­Knowing, Most­Forbearing.

	
	3. Al Sad :24  supports specifically about business partnership
...                  ...    
24. ....Verily, many partners oppress one another, except those who believe and do righteous good deeds, and they are few..." 

	2. Sunnah
	· Narrated by Abu Hurairah that propher (pubh) said tha Allah Swt said in the form of hadist Qudsi:
· 
عن ابي هريرة رفعه قال:إن الله يقول انا ثالث الشريكين ما لم يخن احد هما صـاحبه...(رواه ابو داود)
“I am third in the partners as log as there is no defector. If one of the partners does betray the other, I cease to be the partner or them”
alllah will safeguard the partners and help them in terms of wealth and blessing in their trade. It therefore encourages the Muslim to enter into partnerships, provide that each of the parties is honest in respect of the rights of the other.
2. “Allah’s hand is with the two partners so as longs as one does not betray the other.

	3. Ijma’
	Ibnu Qudamah in his book mentioned that there is consensus among the muslim as to legality of sharikah




	Elements &  Scheme
	[image: ]Elements of Musharakah:

1. Partner & Share Holder
2. Capital=Ra’sul Mal
3. Business Venture/Project =‘Amal 
4. Profit / Loss= Nisbah 
5. Ijab Qobul (Sighat)=offer & Acceptance
Note:
	Wording
	valid if made verbally or in writing, coz x specified 

	Party
	Contracting partiesmust be competent to give or be given the power of attorney

	Subject Matter
	· Fulfil following conditions:
1. Capital shall be in cash (gold, silver, etc)no dispute among jurist
2. Capital must consist trading asset (goods, property, Equipment) & may be in the form of intangible right (trademark, patent & similar right) according to what partners agree upon
3. Required capital Provided by partner...
	Shafi’is & Malikis
	To be comingledno privilege is given to the share of either of them

	Hanafi
	Do not stipulate this condition provided capital was in cash

	Hanbalis
	Do not require commingling of capital at all







	Types
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	A* in regard to the right and obligations (capital, liabilities, profit or not) divided into 2 types:

	1. Shirkat al-Inan 
( unequal Share partnership)
	it does not require equality in investment amount whereby all the parties may hold unequal shares in the partnership
Every one is considered as an agent on matters concerning and in respect of the other partners rights but no as sureties => no guarantee for other’s liabilities
No dispute among jurist as long as based on agency and trustworthiness
The contract is no BindingThe partners can cancel whenever he so wishes

	2. Mufawwadhoh
 ( Equal Share partnership)
	Equal share in capital, profit & freedom of disposal.
Opposite ‘Inan=> equality in investment, personal status and distribution of profit and liabilities are required.
	Hanafis
	Each partners is an agent & stands as surety or guarantor for other

	Hanafis & Zahidis
	is lawful based on Prophit’s (p) commandement “ if you make Mufawwadah, do it well” & in another “Make Mufawwadah, as it leas to greater blessing.”
In contemporary application, this view is applicable

	Shafi’is & Hanbalis
	Hanafis’s understanding is ILLEGAL & BASELESS. Coz, it involves imperfect knowledge or delineation leading to ignorance and deceit. Thus, he may bound to something beyond his capability.
· In a nutshell Mufawwadah is too complicated to operate as it requires equality in all aspects






	B* in regard to Subject Matter divided into 3 types:

	1. Shirkah Al-amwal
(money)
	all partners invest some capital into the commercial enterprise

	2. Shirkah Al-‘Amal
(labour)
	all partners jointly under take to render some services to the customers 
all income will be distributed based on agreed ratio irrespectively of the  size of work 

	3. Shirkah Al-Wujuh
(Reputation or creditworthiness)
	the parties  purchase commodities on a deferred price and sell them on the spot. 
Profit will be distributed on an agreed ration




	Basic Rules
		1.Distribution of Profit
· Proportion of profit-> agreed upon at the time of effecting the contract. If no=not valid
· The ratio of profit-> determined in proportion to the actual profit accrued to the business => no to the capital invested by him
· Distribution of profit should not be fixed as a lump sum amount or any rate of profit tied up with his investment. However. If lumpsum amount or a certain percentage has been agree, so, it must be expressly mentioned
· The correct , distribution would be an agreed percentage/ratio of the actual profit accrued in the business


	Issue 1.: it is necessary that the ratio of profit of each partner conform to the ratio of capital invested by him?

	Maliki & Shafi’is
	it is necessary for validity of musharakah =>A (invest=40% of capital = 40 % of profit. 

	Hanbalis
	ratio of profit may be different from ratio of his investment, if it agreed upon.=free consent e.g?
 Contemporary Application, Hanbali’s view more compatible

	Hanafi
	 ratio of profit may be different from ratio of investment, in Normal condition
 Hanafis tend to emphasis the principle of justice. Coz, sleeping partner is not playing significant role in the venture.



2. Sharing of Loss
· All muslim jurist are  unanimous on the point the each partner shall bear the loss exactly according to the ratio of is investment. E.g Invest 40% = 40% loss not more or less
· Complete consensus of jurist for famous legal maxim “Profit is based on the agreement of the parties, but loss is always subject to the ratio of investment”

3. Management of Musharaka
· All partner have the right to take part in its management and to work for it since all of them contributed the capaital for such a enterprise. 2 Options:
a. they may agree upon 1 of them shall carry out the management & other is sleeping partner => the profit only to the extent of his investment and ratio of profit is not exceedd the ratio of his investment 
b. If all agree work together for joint venture => each one should be treated as agent of the other & any work shall be deemed to be authorised by all parnert

4. Termination of Musharaka
· Initially, it is supposed to continu or terminate any time = no objection to the venture. However terminated in following instances:
	1. If the assets in cash 
	 will be distributed in a fixed proportion between partner

	2. If the assets  are not liquidated
	 they may agree either on the liquidation, or on their distribution, or on partititon or distribution of the non-liquid asset. Distpute?the latter is preferred
After termination all asset are in joint ownership of partners and co-owners has a right separation and no oonne can compelhim on liquidation
If the asset can not be separated or portioned such as machinery?So, sellsale proceed shall be distributed

	3.  Death
	His heirs have options either to draw the share of deceased from business or to continue 

	4. Insane or Incapable
	


    
5. Termination of Musharaka without Closing the Business
· This purpose can be achieved by mutual purposes
· Who want to run the business may purchase the share of the partner who wants to terminate his partnership
· The price of the share of leaving partner must be determined by mutual consent & if there is dispute leaving partner may compel other partners on the liquidation or o the distribution of the asset himsel
	Issue 2.: Whether the partners can agree while entering into the contract of musharakah, on a condition that the liquidation or separation of the business shall not be effected unless all the partners or the majority of them wants to do so. In addition, a single partner who wants to come out of the partnership shall have to sell his share to the other partners and shall not force them to liquidate or separate?

	Classical literature of fiqh
	seem silent  
there is no objection from shariah point of view if it is stipulated at the beginning

	Hanbalis
	expressly permit thisJustifiable in modern situation
Hadist: “all the conditions agreed upon by the Muslim are upheld except a condition which allow what is prohibited or prohibits is lawful”




	9.6 Musharakah as Mode of  Financing
	1.Project Financing
· This concept can be utilized particularly if investment comes from different parties
· Distribution of according to normal accounting standards should not be a problem
· If financier wants to withdraw from musharakah venture while the other party wants to continue the business , the latter can purchase the share or the former at an agreed price. Financier may get back the amount he has invested together with profit, if the business has earned a profit
· If the sale of share on one time basis is not feasible for the lack of liquidity in the project, the share on the financier can be divided into smaller units and each unit can be sold after a suitable interval.

2 .Financing Single Transaction (financing import & exports) Shirkat al Wujuh?
· This concept can be utilized particularly if investment comes from different parties
	a. Import

	An importer can approach a financier e.g Bank to finance a single transaction of import based on musharakah 
Bank can used these instrument for import financing Letter of Credit is opened with some margin.
Sale proceeds may be shared by importer according to pre-agreed ratio
Ownership of the imported goods shall remain with the financier to the extent of ratio of his investmenIf the imported goods are not sold in the market up to expiry of the term The importer may himself purchase the share of financier=The sole Owner. Note: Sale at the market rate not pre-agreed price. If so, the financier cannot compel the client/importer to purchase it.

	B. Export

	Exporter has a specific order from broad, price well known, & financier easily calculate the expected profit
The amount of the amount of the export bill on a pre-agreed percentage
The financier may put condition that it will be the responsibility of the exporter to export the good in full conformity with LC
 Discrepancies will be borne by exporter & Financier will be Immune by expoerter’s negligence. However being a partner of the exporter, the financier will be liable to bear any loss if x negligence.



3 .Financing The Working Capital= Shirkat...................?
· The capital of the running business may be evaluated with mutual consent.
· Mentioned earlier, apart from cash, non-liquid assets can also form part of the capital on the basis evaluation

	The value of the businesss = investment of the person who seeks finance
	The amount given by the financier = his share of Investment=Silent partner


· Financier profit percentage should not exceed the percentage of his investment, cooz he=silent partner
· On the expiry date, all liquid and non liquid asset of the the vusiness are again evaluated and the profit may be distributed on the basis of evaluation
· Tradionally conncepthe profit cannot be determined unless all the asset of the business are liquidated, yet the evaluation can be treated as “constructive liquidation” with mutual consent of the parties.coz, no specific prohitibion is shariah.

	6. ISSUES :
	1 .Risk of Loss
· Nowadays, Musharakah is more likely to pass on losses of the business to the financier bank or institution.
· Misconception Client’s mind=won’t invest in risk of loss project  more prefer to fixed investment
· Client’s idle money/saving=won’t contribute to economic development. Coz, afraid of LOSS
· Musharakah & Interest-based loan (conven)do not advance loans/financing to each applicant until the viability of the financing project is assured avoid possible loss.
· Theoretical possibility of loss in IFIs is much less than in joint stock company. Coz, restricted to a limited commercial activities. But, they still refrain 
· Actually, Bank & IFIs much stronger, coz their musharakah activities will be so diverisivied.
· The problem is created by system which separate Banking & IFIs from normal trade activities & has compelled people to believe that banks and IFIs trade activities only money & paper only = not capable in trade & industry
· Islam unlike conventional islam do not believe in separation of financing from trade and industry

2 .Dishonesty & Moral Hazard
· Dishonesty cients may exploit the instruments of Musharakah by not paying any return to the financiers Hence, Bank & IFIs afraid to do musharakah Mushakarah became not popular
· To overcome :
1. Well-designed system of auditin account of all the clients are fully maintained & properly controlle, and profit may be calculated on the basis of gross margins only.
2. If any misconduct, dishonesty or negligence is  established against client, he will be subjected to Corrective steps & may deprived of availing any facility.

3 .Secrecy of Business
· Dishonesty cients may exploit the instruments of Musharakah by not paying any return to the financiers Hence, Bank & IFIs afraid to do musharakah Mushakarah became not popular

4. Clients’ unwillingness to share profit
· Reluctance is based on 2 reasons:
1. They think that bank has no right to share in the actual  profit. coz, the  bank has nothing to do with the business. Coz it only provider of funds
2. Clients are afraid to reveal their true profits to the bank, lest the information is also passed on to the tax authorities and clients’ tax liability increases.
· The way to overcome:
1. Client need to be convinced  and persuaded that borrowing on interest is a serious sin
2. It is obligation to pay tax to the government and it’s a duty of government to ensure that the rates imposed on the citizens are appropriate

	
	5. MODERN CORPORATION AND SHARIKAT AL-INAN COMPARED
· Formation of modern corporation
· Incorporation process and subsequent issue of shares
· Separate legal  entity
· Limited liability of some corporations
· Types of modern corporations
	6.  CAPITAL AND SHARES OF CORPORATION: multiple perspectives
	7. 

	· Share represents obligation to contribute to capital of corporation? 
	Answer:
	

	· Share represents capital actually contributed/paid to the corporation to form paid-up capital?
	
	

	· Share represents partial ownership of the corporation’s assets but assets of corporation do not legally owned by shareholders?
	
	

	· Share represents rights and obligations as stated in Memorandum and Articles of association of the corporation?
	
	



	8. TYPES OF SHARES AND THEIR POSITION IN ISLAMIC LAW

	· Ordinary share as one giving equal rights to holders is generally held permissible by shariah scholars
· Preference share as one giving special treatment to holders is generally held not permissible due to:
· More akin to lending with interest ( substance over form principle
· Special rights have no justification on either 1) extra capital or 2) work or 3)  assumption of  extra liability 
· Contrary to return for risk principle ( al-ghunm bi’l ghurm principle )
· Bonus or right issues as a method to reward existing shareholders are allowed
· Golden share as method of control by a class of shareholder runs counter to principle of equality and fair treatment of all shareholders 
· Whether “ tanazul “ can be treated as justification for preferential treatment of class of shareholders 





	
		9. MANAGEMENT OF CORPORATION

	· Annual general meeting as element of control by shareholders (Islamic wakalah principle?) 
	Answer:

	·     Board of directors as actual runner of the corporation (Islamic ijarah ‘ala al-’ammal?)       
	

	· Relationship between the corporation and its shareholders is permissible if based on true contract and so long as does not go against any prohibition of shariah, and in line with nature of contract (sharikah)
· Relationship of corporation and outsiders generally similar to that of natural person





	
	
	10. RIGHTS TO DIVIDEND AND PROFIT

	· In corporation subject to:
· Prerogative of BOD to declare
· Endorsement by AGM
· Subject to types of share held
· In sharikah 
· Subject to ratio agree beforehand that takes into consideration contribution by partners in 1) capital 2) labour/work/management 3) assumption of liability
· Final adjustment of account to take place on termination of winding-up




	
		11. TRADING IN SHARES: ISLAMIC PERSPECTIVES

	· Condition of a valid sale includes 1. Parties 2. Offer and acceptance 3) Subject-matter (goods or services or usufruct sold) 4 ) price or consideration paid
· What is being sold in sale of share?
· Obligation/right to pay/buy (shares) up to a limit (limited liability) or
· Share of capital already contributed or paid or
· Partial ownership of assets of the corporation or
· Rights and obligations as laid down in the Memorandum and Articles of association or 
· Share certificate itself
· 


  

	
		12. TRADING IN SHARES: ISLAMIC PERSPECTIVES

	· Condition of a valid sale includes 1. Parties 2. Offer and acceptance 3) Subject-matter (goods or services or usufruct sold) 4 ) price or consideration paid
· What is being sold in sale of share?
· Obligation/right to pay/buy (shares) up to a limit (limited liability) or
· Share of capital already contributed or paid or
· Partial ownership of assets of the corporation or
· Rights and obligations as laid down in the Memorandum and Articles of association or 
· Share certificate itself

	· GENERAL CONSIDERATIONS
· Objects of the corporation must not list any activities not approved full by Islam, 
· Shares of corporations prejudicial to interest of the nation  (ummah) are to be avoided
· Shares of newly established corporation are quetionable 
· Tangible assets- debt/money ratio ( 51% rule) as guideline
· Financial corporations V non-financial corporations
· Principle activities are halal, but negligible portion of income from non-halal sources: conditionally permissible ( subject to purification process ) and buying with intention to transform the corporation into full shariah compliant status
· Shares of important public utilities corporations
· SC shariah approved counters & Dow Jones list

	




	
		13. BORROWING BY CORPORATION

	· In conventional corporation
· Credit facilities by financial institution 
· Discounting of commercial papers and receivables
· Corporate bonds
· Debentures
· All are based on interest payment

	IN SHARIKAH
· qard hasan without interest as qard as aqd irfak 
·  deferred sales ( buyu’ al-Aajaal )as concession by sellers
· Sharikah mutanaqisah ( decreasing partnership ) free of interest based on sharikah and ijarah principles




	
		14. SUKUK AL-MUSHARAKAH: THEORY AND APPLICATION

	· What is sold to investors is portion of ownership of certain asset owned by the issuing corporation or SPV entity
· Provided 51% or more of the assets are in the form of non-liquid assets @  not money or debts otherwise sukuk must be sold at par value only to avoid riba’ 
· Investors’ return normally paid periodically  from income generated from their portion of ownership in the assets
· The issuing corporation will redeem or repurchase the assets at  the maturity of the sukuk 
· Income is halal as it originated from legally owned assets which are put to use for profit.




	
		15. IJARAH AND LEASING

	· Ijarah as sale of usufruct
· Major conditions for validity of ijarah 
· Ordinary ijarah and ijarah mutahiyah bil al-tamlik 
· Financial and operating lease compared with ijarah 
· Ijarah mawsufah fi al-zimmah 




	QUESTIONS :
	2. a. Compare  and  contrast  between  Mudarabah  and Musharakah, and  explain  with examples how  these  to principles  are  applied  in contemporary  Islamic  finance. (10 marks) 

b.  Two good friends,  Ahmad and Musa intend to form a business partnership based on Musharakah principles. Ahmad wants  to use the  following  items as his capital contribution: 
a- 50 acres  of  industrial  land  under  his  name 
b- RM  1 million  worth  of deposit  currently  placed  with  Islamic  Bank  of Nomad  under Bard principle (10 marks)
c- RM 50,000 debt owed by Musa to him 
d- A government  contract  to manufacture  shoes  for  government  sponsored  students worth  RM  1 million 
Discuss  whether  those  items  are  allowed  to  be  used  as  capitals  in  Islamic partnership  as Musa  has  some  objections  about  that  approach.  


	
	32. What is the definition of musharakah according to:
a.  Shafi'i scholars;
b.  Hanafi scholars;
c.  Maliki scholars; and
d.  Hanbali scholars.
[15 marks]
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