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Q1. How can modern banks use Salam to offer products to a wide range of customers in different fields? Briefly explain and give examples of actual banks and their products in Pakistan who are offering Salam based financing. 

Salam

Salam is a contract where two parties enter into a contract of sale of goods which would be delivered in future for which the price for goods will be paid on spot in advance. We can simply say that in this contract payment is done in advance and the delivery of goods is done in future agreed date or time.

In Islamic modes of financing, one basic point should never be ignored. The point is that the concept of the financial institutions dealing in money only is foreign to Islamic Shariah. There for its very difficult for the modern banks to deal in salam in every field. If modern banks or institutions want to earn a halal profit, they shall have to deal in commodities in one way or the other, because no profit is allowed in Shariah on advancing loans only. Therefore, the establishment of an Islamic economy requires a basic change in the approach of the financial institutions. They shall have to establish a special cell for dealing in commodities. If such a special cell is established, it should not be difficult to purchase commodities through salam and to sell them in the spot markets.

The Salam sale has the flexibility to cover the needs of various sectors of people such as farmers, industrialists, contractors, exporters or traders. It can be used to meet the capital requirements as well as to meet the cost of operations. Salam mode of financing can be used by the modern banks and financial institutions, especially and easily to finance the agricultural sector. The price in Salam may be fixed at a lower rate than the price of those commodities delivered at spot. In this way, the difference between the two prices may be a valid profit for the banks or financial institutions. In order to ensure that the seller shall deliver the commodity on the agreed date, they can also ask him to furnish a security, which may be in the form of a guarantee or in the form of mortgage. In case of default in delivery, the guarantor may be asked to deliver the same commodity, and if there is a mortgage, the buyer / the financier can sell the mortgaged property and the sale proceeds can be used either to realize the required commodity by purchasing it from the market, or to recover the price advanced by him.
The only problem in Salam which modern banks and financial institutions may face is that they will receive certain commodities from their clients, and will not receive money.
But being conversant with dealing in money only, it seems to be cumbersome for them to receive different commodities from different clients and to sell them in the market. They cannot sell those commodities before they are actually delivered to them, because it is prohibited in Shariah.

Modern bank can use Salam to offer products to customers by the following ways:
1) After purchasing a commodity by way of Salam, the financial institutions may sell it through a parallel contract of Salam for the same date of delivery. The period of Salam in the second (parallel) transaction being shorter, the price may be a little higher than the price of the first transaction and the difference between the two prices shall be the profit earned by the institution. The shorter the period of Salam, the higher the price and greater the profit. In this way the institutions may manage their short term financing portfolios.

2) If a parallel contract of Salam is not feasible for one reason or another, they can obtain a promise to purchase from a third party. This promise should be unilateral from the expected buyer. Being merely a promise, and not the actual sale, their buyers will not have to pay the price in advance. Therefore, a higher price may be fixed and as soon as the commodity is received by the institution, it will be sold to the third party at a pre-agreed price, according to the terms of the promise

3) Third option is sometimes proposed that, at the date of delivery, the commodity is sold back to the seller at a higher price. But this suggestion is not in line with the dictates of Shariah. It is never permitted by the Shariah that the purchased commodity is sold back to the seller before the buyer takes its delivery, and if it is done at a higher price it will be tantamount to Riba which is totally prohibited. Even if it is sold back to the seller after taking delivery from him, it cannot be pre-arranged at the time of original sale. Therefore, this proposal is not acceptable at all.

Banks and their products in Pakistan offering Salam based financing.
Meezan bank, Al baraka, Dubai Islamic bank, bank islami and MIB these are the banks offering salam based financing in Pakistan. But in reality these all are not offering the Salam only bank Meeezan is active in the agricultural sector offering the salam based financing.
Q2. What is the basic logic behind the Mudarabah mode of financing? Briefly explain. Also explain the scope and potential of Mudarabah for Islamic banks in Pakistan
Mudarabah

The word mudarabah is derived from the Arabic “daraba” which means travelling for business. Technically, mudarabah is a type of partnership where one party provides capital and the other party provides labour and management skills. So, there are two parties: capital provider and manager. The one who provides capital is called “Rabbul Mal” / Capital provider. And the working partner is called “Mudarib” or Manager.

The basic logic behind the Mudarabah mode of financing is that mudarabah fulfils the needs of different types of people. On one hand, there are people who have capital, but they lack in entrepreneurial and management skills. On the other hand, there are people who have entrepreneurial and business management skills, but they don’t have capital to do that. Mudarabah enables both parties to enter into a partnership and make profit. The capital provider benefits from the expertise and skills of the manager. And on other hand the manager gets benefits from capital to invest in profitable venture and earn money.

Scope and potential of Mudarabah for Islamic banks in Pakistan

Mudarabah as a mode of finance used by Islamic banks in Pakistan for the following purposes: 

• Relationship with depositors: the depositors provide money to bank as  rab ul mall to be invest by bank as mudarab on basis of profit and loss sharing on per agreed ratio.

• Islamic bank can also use this mode through providing capital in business and sharing in the profit with pre agreed ratio 

Large enterprise financing

Project finance 

Business ventures 

Private equity 

• Mudarabah can also be used by our banks to for current /saving/mahana amdani/investment accounts (deposit giving Profit based on Musharkah / Mudarabah with predetermined ratio) 

Mudarabah Finance is regarded as the most preferred mode of finance in Islamic economics and finance literature. As this mode has much significance but unfortunately it is not being used in Islamic financial institutions especially on the asset side.

Mudarabah  should  be implemented  in  all  Islamic  financial  institutions  in Pakistan but  the issue is that the existing system does not allow the Islamic financial system to implement this mode because this mode is based on reliance on the other party or person and there is moral  hazard that  is  the major  obstacle in  the  way of its implementation. However all the existing Islamic institutions are under compulsion to use other trading modes like Murabaha, Ijarah and istisna etc.

Q3. (a) Do all of the conditions of a normal sale transaction as defined in Islamic Shariah apply to Istisna? Why and why not? Elaborate your answer by comparing and contrasting conditions of a valid sale with the conditions of Istisna.

No, all the conditions of a normal sale does not apply on the istisna because istisna is a sale transaction where a commodity is transacted before it comes into existence, while in a valid sale the transfer is done in the existence of the sale subject.
 Comparison of valid sale and istisna conditions

1) The subject on which transaction of Istisna’ is based, is always thing which needs to be manufactured. But in a valid sale the subject must exist at the spot and the subject must be in working condition and there shouldn’t be any doubt about the subject working.

2) The price in Istisna’ does not necessarily need to be paid in full in advance. It is not even necessary to pay the full price at delivery. It can be deferred to any time according to the agreement of the parties. The payment may also be made in instalments. But in the valid sale agreement, the price should be ascertained and specified eg. The total amount etc. and the amount should be paid full when the food/ commodity is transferred to the buyer.

3)  The manufacturer uses his own material or obtains it to make the ordered goods while in valid sale the manufacturer order the goods for manufacturing
4) The time of delivery does not have to be fixed in Istisna but as in the valid sale agreement the time of delivery is agreed by the buyer and seller and its fixed before the agreement is done between both the parties.  For e.g. ‘A’ has purchased a car from ‘B’. ‘B’ has not yet delivered it to ‘A’ or to his agent. However, ‘A’ cannot sell the car to ‘C’. If he sells it before taking its delivery from ‘B’, the sale is void.

5) The contract can be cancelled before the manufacturer starts the work according to istisna. But in a normal sale agreement once an agreement is done between the two parties it cannot be cancelled if it is then it can be sued by the party legally.

Question 3(b):  Briefly explain parallel Istisna with an example. 

Parallel istisna’a is a modern application of istisna’a which represents an inverse istisna’a contract. For example, an Islamic bank may enter into an ordinary istisna’a contract with a customer in which the bank acts in the capacity of a manufacturer. In order to procure the object of istisna’a, the bank enters into a parallel istisna’a contract with a manufacturer, acting in the capacity of a purchaser. By the second contract, the bank can fulfil its contractual obligations towards the customer in the first contract. The first and second contracts should never be connected, for example the fulfilment of the first cannot be made contingent on the fulfilment of the other. The bank expects to earn the spread between the price of the first contract and the price of the other.

Q4. (a) Briefly explain the basic rules of Musharakah.
 Musharakah

Musharakah is a relationship established by the parties through a mutual contract. Therefore, it goes without saying that all the necessary ingredients of a valid contract must be present here also.

For example, the parties should be capable of entering into a contract; the contract must take place with free consent of the parties without any duress, fraud or misrepresentation, etc

Basic rules of musharakah

Following are the 4 important basic rules for musharakah.

1) Basic rules of Capital: 
The capital in a Musharakah agreement should be:

a) Quantified (Ma’loom): Mean show much etc.

b) Specified (Muta’aiyan): Meaning specified currency etc.

c) Not necessarily be merged: The mixing of capital is not required.

d) Not necessarily be in liquid form

2) Management of Musharakah
One of the common principle of Musharakah is that every partner has a right to take part in its management and to work for it. However, the partners may agree upon a condition that the management shall be carried out by one of them, and no other partner shall work for the Musharakah. But in this case the sleeping partner shall be entitled to the profit only to the extent of his investment, and the ratio of profit allocated to him should not exceed the ratio of his investment

3) Basic rules of distribution of Profit

a) The ratio of profit for each partner must be determined in proportion to the actual profit accrued to the business and not in proportion to the capital invested by him.

b) It is not allowed to fix a lump sum amount for anyone of the partners or any rate of profit tied up with his investment.

c) If both partners agree that each will get percentage of profit based on his capital percentage, whether both work or not, it is allowed.

d) It is also allowed that if an investor is working, his profit share (%) could be more than his capital base (%) irrespective whether the other partner is working or not.

e) If a partner has put an express condition in the agreement that he will not work for the Musharakah and will remain a sleeping partner throughout the term of Musharakah, then his share of profit cannot be more than the ratio of his investment.

f) If both are working partners, the share of profit can differ from the ratio of investment

g) If only a few partners are active and others are only sleeping partners, then the share in the profit of the active partner could be fixed at higher than his ratio of investment e.g.
4) Basic rules of distribution of Loss: 
Loss is distributed exactly according to the ratio of investment and the profit is divided according to the agreement of the partners.

5) Termination of musharakah: 
If the purpose of forming SHIRKAH is achieved for Example if two partners from a shirkah for a certain project such as buying specific quantity of clothes in order to sell it and cloth is purchased and sold with mutual investment the rule are simple clear
Question 4 (b). List the elements of a valid sale. 

Following are elements of a valid sale

1) CONTRACT OR TRANSACTION

2) GOODS OF SALES OR SUBJECT MATTER

3) PRICE

4) DELIVERY OR POSSESION

