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Thee art the Owner of up and down

Do not know who thou art, but, whatever thou art Thee art
Hakim Abul-Qasim Ferdowst Tiis1

(Persian poet; 940 — 1020 CE)

Preface

The recent economic recession was predictable since few years before,
even if its depth cannot be imagined yet. A new solution matching the
current turmoil was being confectioned since several years to remedy this
type of economic crises. In these crises, monetary policy would not be
efficient enough and fiscal policy is not a fast recovery remedy. Thus,
protectionism policy should be attained to solve the problem for long run.

Refection of financial system is the most important step to make.

The global economy shows the lowest interest rate and the United
States economy’s recession was propagated to west and east of the world,
where the recent increase of oil price caused the markup prices grew at
global level and the expensiveness has been prevailed in public sustenance,
especially for food grains. The bankruptcy and deficits of some western
globe banks and higher financial risks at international financial markets and
sequential crises in these markets illustrate a crisis similar to 1929 world
crisis. However, this one was accelerated by several impacts on the
economy such as natural disasters in West and risk-increasing Bush's

policies in the East. Based on detailed economic researches it has been
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proved that the volatilities of financial sector cause the fluctuations of the
real economy and starts business cycles. In 1929 crisis, investment and
saving inconsistency in western economies especially in the Unites States
pushed the globe economy to the phenomena of liquidity trap. There were
only negative interest rates that were able to motivate economy to pull it up
from the bottom of the cycle. Monetary policy did not work, because
interest rate was too low to be pushed to lower rates by increasing money
supply. When the economy falls into the liquidity trap, there is no monetary
policy solution via either increasing the volume of liquidity or decreasing
the interest rate to motivate investment demand to recover the economy
back to prosperity. Principally, liquidity trap is caused due to a weak
relationship between the rate of return in real sector and the interest rate in
monetary sector; when the interest rate moves to lower rates but nominal
investment rate of return does not. One reason for such occurrence is the
increase of investment risks, which decreases the net return of capital. The
risk becomes a wide premium of capital market's interest rate and
investment market's return rate. On the other hand, the difference of interest

rate and investment rate of return increases.

The president of the United States of America Mr. Barak Hussein
Obama's "Change Strategy" is a worthy decision to be taken at this point of
time. This decision would change the world economy as well if it becomes
successful to change the economic infrastructure of the United States. If his
policy ends to monetary sector reform, he will be able to revive the
economy from deep crisis; because the business cycle happens because of

increase of risk in financial markets due to usury financial systems.

If the risk and the profit of investment were shared with depositors,
financial enterprises would be confronted with lowest risk, and the risk

would be transferred to depositors and debtors both, so the real and the

24



financial sectors will be immunized from volatility. The solution is to peg
the interest rate to real economy return rate. Whereas by sharing the risk
and the profit, the distance between real sector and financial sector rates is
reduced and the premium of the risk will diminish. This will enable
investment with lower cost for production. In fact, where the monetary
solutions cannot be efficient (like current situation) by application of risk
sharing we can balance and revive the economy. This is why

theosophically divine religions pose: “Usury is forbidden”.

A solution to solve this deficiency has been expressed by religious
legislators through deletion of usury from the economy. The religious
legislations in Torah and Bible and Quran actually have removed the
intermediate monetary market between depositors and investors by
prohibition of usury and establishing a proportional relationship between
profit and loss of investors (debtors) and the receipts of depositors. Thus, it
1s not an exaggeration to say that the solution to prevent global crisis
similar to the previous century crisis is to change the nature of usury in the
monetary sector and establishing profit and loss sharing between depositors
and investors (entrepreneurs). Real sector return rate is a more stable rate,
due to stability of productivity and will not fall down or rise up drastically.
Establishment of profit and loss sharing will stabilize interest rate due to
strengthening of the link between interest rate in money market and rate of
return of investment in real sector. Thus, inconsistency between investment
and saving and, also the liquidity trap will not happen in the economy to
push the economy to crisis. Although, business cycle will not vanish from

the economy but the cycles' swings will have narrow volatility domain.

Many countries have taken important steps to establish profit and loss
sharing (PLS) banking systems. Regarding to the lower risk of this type of

banking some western countries have been interested to test this non-usury
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banking system for the sake of risk averting. According to the IMF reports,
the Islamic banking has increased 10-15% annual growth in last decade and
the same growth is predicted for the future years. Despite of the interest of
many bankers for using Profit and Loss Sharing (PLS) banking for the last
decades, it has not been prevailed yet executively. The existence of
different definitions of Riba, absence of appropriate operational,
supervisory and managing mechanism on PLS are some reasons that

haven't allowed this kind of banking to be practical yet.

As said before the growth of Islamic financial institutions and their
share of capital reaching one trillion dollars is a fact of world financial
sector interest to this type of banking. Due to this fact Islamic banking
products have already absorbed the trust of a huge part of investors in Mid-
East, and Eastern countries and despite all its insufficiencies and
restrictions it is developing in western countries. So the first target could be
Islamic countries. The advantage of ease of transaction and sell/purchase of
the certificate of investments even on internet with the custom and easiest
popular means of transactions is quite convincing for all customers to
switch to new PLS Banking System. By this method the investor/depositor

has the possibility to cash his investment at any real-time market price.

Rastin PLS Banking System fully covers Islamic Banking and solves
its operational restrictions. It is a generalized system of banking which let
any entrepreneur/borrower be financed by any investor/depositor around
the world. All certificates can be sold / bought in a bank, a financial broker
agency, or on internet. So it is quite reasonable to expect a very large range
of entrepreneurs/depositors be interested to use or invest in PLS Banking
System around the whole world. The proposed system, based on Non
Usury (embedding Islamic) financing can harvest the opportunity caused

by lack of trust to actual usury financial system in all countries and
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specially Muslim people residing in western countries having no access to
such kind of facility and investment opportunity. A brief look at expansion
of Islamic products in market of food industry in Europe ensures a wide

range of potentials in absorption of funds for PLS Banking System.

Here, we are going to introduce a practical method for Profit and Loss
Sharing (PLS) banking to overcome these problems. In this bank, the basis
of determination of interest rate of loans is the real economy sector return.
The bank operates as an intermediate that gets commissions and collects
saving resources and as an attorney or legal representative of depositor
allocate them to investment projects, and supervises the detailed operation
of contractor. The yields of investment will be transferred to resources
owners who are depositors whatever the profit or loss is. Moreover, to
remove Riba in banking activities, and by observing Islamic banking
principles, and creating safe and public confidence environment, Rastin
Banking can lead to positive important effects on growth and economic
welfare through money and capital markets. PLS banking not only can
regain the trust of investors and depositors to financial market, but also will
reduce costs of investment and production by reducing the risks of
investment and producing stable markets. In this book the other positive
effects of PLS such as creation of new job opportunities, easy flow of
capital and transactions, increase of investments and productivity resulting
to global wealth and the attenuations of international political
complications also equity and peace, will not be explained. I adopted the
name “Rastin” for my proposition as “Rastin Banking”. “Rastin” means
“true” and “real” in Persian language and it also refers to the name of my
first dear spiritual mentor Mr. Haj Mohammad Khan Rastin a Sheikh of
Nimatollahi Gonabadi Sufi Order who taught me how to think and see the

world. This is my least appreciation to his uncountable kindness.
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Some colleagues proposed me to write book as a general text for more
debates and discussion about Rastin Banking to introduce and promote its
acceptance and technicalities at international level. Their proposition was
desirable and I started to write three volumes books about the subject. The
three volumes consist of theory, application and operation aspects of Rastin
Banking, and the presented book is the second volume of the series.
Moreover, I intended to insert meeting my Sunnite Muslim brothers in my

plan to Hajj pilgrimage in order to get their opinions about Rastin Banking.

I dedicate my sincere appreciations to my Great Sage His Excellency
Haj Dr. Nour Ali Tabandeh The Master of Nimatollahi Gonabadi Sufi
Order and distinguished professor and scholar of Islamic and comparative
law. His spiritual protection and apparent teaching were dominant factors
to bring forth the Rastin Banking. I also indebted to my other teachers Dr.
Naser Katouzian, emeritus professor of civil law and Dr. Ali Azmayesh full
professor of criminal law for their kind guides. Moreover, I should give my
thanks to my hundreds colleagues in Bank Melli Iran that citing their
names lasts long; specially to my assistant and colleague Mr. Mahmoud
Allahyarifard in Research, Planning and Risk Management Department of
Bank Melli Iran. Each one of them had continuous sincere cooperation with
me in their fields of expertise and experiences that lasted to completion and
execution of Rastin Banking. Some of them have written lots of joint
papers and detailed reports with me and those documents are the main
sources for compilation of Rastin Banking as well as this book. Their
names are cited in the last part of this book by listing the documents of

Rastin Banking.

Rastin Banking is the fruit of my last one and half decade hard
working on Islamic Banking and is gifted to all people of the world who

seek to improve their lives’ conditions and those who are interested to
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follow the command of God to wash out Riba whether Muslim or non. [ am
sure that, applying this system will promote the life of all the people around
the world; and whenever the flow of money in the economy be established
correctly, all other sectors of income, employment and welfare would

flourish.

Bijan Bidabad'
Spring 2015

! Email: bijan@bidabad.ir bidabad@vahoo.com Web: http://www.bidabad.ir
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Overview

Introduction

Many economists around the world have done their best to eliminate
Riba from banking activities, but have not achieved much. In this direction,
Rastin Banking, in compliance with Sharia commands, has been compiled
to not only eliminate Riba, but also to institutionalize various teachings of
justice and Islamic ethics in banking activities. Good points of Rastin
Banking in all fields of banking, financial, economic, ethical, social and
international activities are so expanded that it can be regarded as a base to
improve banking structure. To preserve the achievements and technicalities
of Rastin Banking, Draft of Rastin Banking Bill and Operational Bylaw of
Rastin Banking were compiled. Here we go touch just the heads of general
topics of Rastin Banking and interested people can refer to the detailed

texts of this method.>

Principles

To increase the compliance of banking system with principles and
regulations of Islamic religion, and better access to safe financial activity
and helping the economy to bloom, fare distribution of possibilities and
opportunities, job creation and increasing the welfare of the society, Rastin
Banking System was designed and all banks can carry out their activities
on this basis. Rastin Banking System is based on special operational,
financial, economic, ethical, social, legal, international and organizational
principles that based upon the latest scientific achievements of humankind

in the field of science and technology with the aim of economic and

? To access detailed full-text documents of Rastin Banking: http://www.bidabad.ir
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banking growth and development of the society.

Collection of Rastin Banking approaches are defined in Rastin
Banking Bill and Operational Bylaw of Rastin Banking. Regulations of this
banking system and all developments, improvements and designing its
subsystems and new processes or concordance new subsystems with
prevailing processes should be carried out by considering the content of the
cited Bill and Bylaw. In addition, all future supplements and operational
workflows should be designed in a way that not to contain fixed interest
(Riba) whether in cash or in other forms of future payment promises, or by

superficial contracts including abstruse or disguised interest rate.

Rastin PLS Banking

In Rastin PLS banking subsection, on behalf of depositor, bank
finances entrepreneur for investment according to compiled regulations and
at the end of project, entrepreneur will distribute the profit/loss of the
project in proportion to capital and duration of using that capital with the
depositor. Entrepreneur is responsible for all consequences of violating
regulations of Rastin PLS Banking. Bank will have full supervision over
the investment activity of entrepreneur in contract period. All documents of

Rastin PLS Banking are regarded as official documents.

Contracts, Measures and Legal Institutions

To facilitate legal activities of Rastin Banking, some improvements
have been carried out on auxiliary Islamic contracts, because today
business conditions have been changed. For instance, in Rastin Banking
Mudarabah, both sides can provide some of necessary fund. The same is
true in Muzaraah and Musaqah contracts and both sides of the contract can

provide portions of fund, land and other factors of production. These are of
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some corrections that Rastin Banking applied on Civil Law.

New contracts also were defined in Rastin Banking in Rastin Banking

Bill as follows:

Intermediation (Muvasatah): is a contract, which one of the parties

provides the capital under the condition that the other party by considering
considers discretion and interest of the first party transacts with third party
and receives wage. In this contract, the capital owner is called "Mosit", the
agent is called Intermediate or "Wasit" and the third person is called

Entrepreneur.

Installing contract (Mughasatah): is a contract, which a person provides the

total or a portion of the capital for an economic activity and the other part
will pay him back his share in the results of the activity by installments. In
this case, capital provider is called "Moghsit" (Installer), the agent is called
"Ghasit" (Installment payer) and the result is called Moghsatah (Installed).
Mughasatah has three kinds: ordinary, rental and sharing. The share of
Moghsit in rental Mughasatah includes price and value of the substance;
and in sharing Mughasatah is the price of substance and value of return of

Mughasatah activity.

Exchange (Mubadalah): i1s a contract in which one person (Mobadil)

(exchanger) undertakes to give the ownership of a certain asset (Badal) /
(exchanged asset) to the other party (Motabadil)/(one who receives the
exchanged asset) for a defined period; and the other person also undertakes
to give the ownership of same amount (Mobaddal) to the first person

(Mobadil) for equal period.

Planting (Mugharasah): is a contract between the owner (s) of a land and

the agent (s) who implant on the land and they share jointly (like
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Muzaraah) the results whether it is timber, fruit, leaf, flower, pick, straw,

haft, stem, nectar, bulb, root and etc.

In order to fulfill the necessary legislative needs of bank sharing
activities, joint investment funds and facilitating social insurance activities

some new legal institutions are defined by Rastin Banking:

Fund with variable capital: is a kind of fund in which the capital of fund

varies along time through entering or exiting new shareholders and by
changing their capital shares, or duration of sharing in fund. Funds with
varying capital have been defined in the laws of many countries, but in
laws of Iran, a few mentions are available about these types of fund. These
funds can facilitate the operations of mutual funds, credit unions and bank

sharing activities.

Pension fund: includes the funds for obligatory social security insurance

with governmental personality and optional pension (saving thrift plans)
with private or public legal personality. Pension fund, whether private or
public, should operate under the high supervision of Social Security Board.
In addition to observe the regulations concerning Rastin Personal Security

regulations, these funds are obliged to deposit their resources in Rastin PLS

banks.

Measures to discern Riba: to distinguish profit from Riba the following

measures were defined:

1. In forward deals, the price of the contracted subject should not depend
on duration period involved.

2. Financer should share the profit and loss of the economic activity of
borrower.

3. Exact profit rate should not be determined and prefixed.
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4. No profit should be charged for consumption financing.

5. In transaction of foreign exchange, price should not depend on
duration period of transaction, whether spot, or forward.

6. Exchange of funds or assets should be equal in values and durations.
Values and durations of first and second exchanged assets can be
different if multiplications of duration by value for both exchanges are

equal.

Entrepreneur

In Rastin PLS banking, the entrepreneur is the applicant of fund
resources. He will be bound to do his executional activities in accordance
to his project proposal, which is approved by bank. Therefore, his
technical, financial and executive capabilities should be verified and should
have managerial capability in connection to the project and be able to
absorb necessary experts and experienced or skilled labor, and be able to
internally provide some of the project expenses. It is necessary to review
his previous financial performances through auditing reports and financial
and tax clearance certificates. He should also be bound to his previous
obligations and should not have outstanding or delayed debts to banking
network. For goodness and virtue of applicant’s activities, he should submit
collaterals and guarantees to bank. Bank should refer to CRS (Collateral
Registration System) and other authorities to confirm that the offered

collaterals are free and have not been mortgaged before.

The information of the project proposal of entrepreneur, after the
approval of assessment unit of bank is reliable against him. The
entrepreneur is bound to be transparent and to follow and comply all his
activities with auditing standards of Rastin Banking and he has to follow

the procedures of dividing profits, wage payment, bonuses, wage increase,
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overtime payments, accumulated profit and capitalization as reported in
project proposal. These items will be fixed from the beginning to the end of
the project execution, and cannot be changed. If the provided information,
documents, statistics by entrepreneur are fabricated, tricky or made by
fraudulently maneuvers and cause losses to depositors or bank, bank can

compensate the losses from the collaterals and guarantees.

To safeguard the benefits of depositor and continue the obligations of
entrepreneur to fulfill the contract, bank deprives the entrepreneur from the
right of terminating the contract. In Rastin PLS banking contracts, it is
necessary to cite the stewardship of bank. If entrepreneur does not want or
cannot carry out his tasks for any reason such as stopover, bankruptcy,
dissolution, death, failure, insanity and so on, and the project halts, bank
itself, or by selecting new entrepreneur will continue the project, or
compensate the legal claims of the contract through collaterals and
guarantees of entrepreneur. On the other side, the entrepreneur is bound to
provide insurance coverage for probable risks. The kind of insurance
coverage, costs, benefits and the beneficent are due to Rastin Banking

regulations.

The entrepreneur is not allowed to transact, transfer or change the
ownership or possession of the assets of the subject of the contract
including the collaterals during contract term without informing the trustee
unit of bank PLS department. If he violates without informing the bank and
the operational activities of the project stops or be disrupted, the
entrepreneur will be responsible to compensate the loss from the time of
transaction or transference. To prevent such seizures, the trustee unit of
PLS department of the bank will conduct periodic and ad hoc supervisions

and even bank is allowed to bound the entrepreneur to install monitoring
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devices as RFID®, camera and GPS” to control replacement and movement
of equipment. In addition, the entrepreneur is obliged to inform trustee unit
and obtain permission of PLS department of bank for further finance from
other financial institutes. The entrepreneur is not allowed to sell the

assessed assets of his company during the contract.

The entrepreneur is bound to provide periodic and ad hoc reports
according to national accounting and financial standards defined by
Auditing Organization according to laws and regulations, commensurate to
the volume of investment and applied technology, and submit to trustee
unit. Entrepreneur’s auditor is selected among the officially approved
auditors by bank and entrepreneur is obliged to provide the necessary

arrangements and document monitoring for auditor during the contract.

If the financial provision of the project is not sufficient, by request of
entrepreneur, bank can review the subject and after confirmation of trustee
unit, by issuing new Rastin Certificates, finance the extra resources needs

of the project.

Depositor

Those depositors, who are willing to participate in economic projects
of entrepreneur, in form of Rastin PLS banking, will receive Rastin
Certificates. The owners of these certificates share the results of the project

proportional to nominal price and participation period of certificate.

Bank is not allowed to consider any privilege or priority for some
depositors, buyers or sellers of Rastin Certificates or discriminates among

them. Entrepreneur is allowed like other real or legal persons to buy Rastin

3 Radio Frequency Identification (RFID).
* Global Positioning System (GPS).
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Certificates of his own project or other projects from Rastin Certificate

Market.

Depositor can negotiate his certificate before the end of the contract or
transfer it others at market price. Transaction and transfer of Rastin
Certificates are carried out on the website of the bank or dealing companies
and other financial and banking institutions connected to bank website. All
the transactions should be registered at the issuer bank website. The
periodic or final settlement of the certificate will be carried out with the
latest owner of the certificate according to the kind of certificate and the

concerning regulations of Rastin Banking.

Assessment and Supervision

To safeguard the benefits of depositor (purchaser of Rastin
Certificate); and obtaining confidence about the design, explanations,
calculations and feasibility of the project from various economic, technical
and financial views; and good performance of the entrepreneur, bank uses
internal or external real persons or legal entities services whom have
necessary capabilities and equipment including hardware and software.
Assessment and supervision groups of trustee and assessment units of bank
consist of technical, engineering, financial and economic sections and
conduct the assessment and supervision on the basis of activity type,
project sophistication and technicalities, amount of investment, duration of
project and etc. according to Rastin Banking regulations. The capabilities
of entrepreneur are assessed by prevailing financial measures and criteria.
Thus, entrepreneurs are ranked according to their incapability risks. Bank

signs participation contract with those entrepreneur who has lower risk.

Assessor examines the reality of the project proposal and gives his

view about the capability of entrepreneur and feasibility of project. Project
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proposal should have necessary economic, technical and financial
justifications and will be financed by the bank if is approved by assessment

unit of PLS department of bank.

Trustee is responsible for supervision and monitoring of operational
activities and expenditures of allocated fund, account keeping and financial
reports of the project. The settlement with the entrepreneur in each phase
and at the end of the project is due to final confirmation of trustee unit

according to Rastin Banking regulations.

If actual timing of project implementation does not match with the
approved proposal, the related losses and fines will be deduced from the
profit of entrepreneur, or his collaterals and guarantees according to Rastin

Banking regulations.

Bank receives two commissions for preliminary and detailed
assessments of project plan. These commissions will be included in
acceptable costs of the project. If the project is rejected during assessment
process, assessments cost will not returned to entrepreneur. In addition, at
each time of allocating fund to project, bank receives commission for
supervision, trustee, financial engineering, examination and other services,
which will be included in acceptable costs of the project. At the end of
project, if it gains profit, bank will receive a share of profit proportional to

contributed fund of the project as bank’s income.

Rastin PLS Base System

Rastin PLS Base system refers to the main process and general
regulations of Rastin Profit and Loss Sharing (PLS) Banking system. On
request and on behalf of depositor, bank invests his fund in one of Rastin

PLS products and instead, gives Rastin Certificate of the selected project to
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him and allocates his fund to selected project of entrepreneur; and
supervises the implementation and execution of project. At the end, after
deducting its own commission, bank divides the profit/loss (if any) among
engaged sides (depositors and entrepreneur). Bank is agent of depositor,
and 1s responsible for observing his rights (depositor). He must use all his
expertise to reach this end. In Rastin Base PLS system for finite projects,
Musharakah (Participation) Certificates, and for infinite projects Pazireh
(Subscripted) Certificates are used. These activities are done under Rastin

Banking regulations.

Fixed profit rate is eliminated in Rastin PLS banking and return rate is
calculated according to the real return of capital in real economy. Most of
the regulations of Rastin PLS Base system are extended to its financial

subsystems.

To make the bank capable to reach his goals in a proper way, this
system has its own organization, structure and working process. Major
topics in Rastin PLS Base system consist of organizational, professional
behavior of assessor and trustee, project proposal, assessment, guarantees,
collaterals and entrepreneur cash contribution (brought), insurance, contract
set-out, supervision, entrepreneur, financial transparency, information
disclosure, governance, auditing, Rastin Participation Accounting, change
of project timing, settlement, bank receipts, transforming Pazireh
(Subscripted) Certificates into shares of entrepreneur company, inspection
and commodity standard, auxiliary financial tools, unexpected accidents

(Force Majeure) and arbitration.

Rastin Certificates

Rastin Certificates are collection of designed certificates in Rastin
PLS Banking Base system and its financial subsystems. These certificates
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can be anonymous or named papers, which are transferable and negotiable
online through the website of bank and are issued with a nominal price and
for a certain period. The owners of these certificates share the results of the

project proportional to nominal price and participation period of certificate.

Bank by issuing and creating market and basket of Rastin Certificates,
provides various opportunities for transaction of these papers. Various
Rastin Certificates and their characteristics according to the kind of
participation in the PLS Base system or its financial subsystems regarding
the type of project and the asset used will be bound to Rastin Banking

regulations.

Regarding the supervisory role of trustee unit of banks over
entrepreneurs, these certificates are distinguished from ordinary papers
with “certificate” prefix. Being anonymous, transferability, negotiability in
secondary virtual market (Rastin Certificate market), profitability of their
transactions for bank, pricing according to supply and demand mechanism
of Rastin Certificate Market, periodic settlement with the latest certificate

owner, are some of characteristics of these certificates.
Rastin PLS Financial Subsystems

Rastin PLS financial subsystems refer to specific financing methods
or services in Rastin PLS Banking. These subsystems work under general

regulations of Rastin PLS Base system, and are:

1. Joalah Financial Sharing (JES): is a method in which, bank finances

entrepreneur (producer) from depositor's resources or the provided
sources by buyer; by selling Future Certificates (to depositor or buyer)
and in framework of another joalah contract, entrepreneur produces

the buyer requested commodity. Future Certificate is used in JFS.
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2. Mudarabah Financial Sharing (MFS): is a kind of mudarabah under

Rastin PLS banking in which bank introduces the entrepreneur project
proposal in the field of trade or transaction of commodities
(commerce) to depositors and by selling them Mudarabah
Certificates, finances the entrepreneur (modarib). In MFS Mudarabah

and Periodic Mudarabah Certificates are used.

3. Installment Financial Sharing (IFS): in IFS, installer (moghsit or

depositor) will finance a portion of the needed fund of entrepreneur
through the bank for a certain period of time (amortization period).
The entrepreneur will pay back his share by installments and will own
the total property of the project and IFS ends. IFS can be carried out
through one of the contracts of Ordinary Mughasatah (Installment),
Rental Mughasatah (installment) and Musharakah (sharing)
Mughasatah (installment); and by application of three related kinds of
certificates of Ordinary Mughasatah and Rental Mughasatah
Certificates for finite projects and Musharakah Mughasatah

Certificate for infinite projects.

4. Rent Financial Sharing (RFS): entrepreneur temporarily donates the

ownership of a part of his productive asset’, rental asset’ or dead
asset’ to depositor who finance him but keeps it as mortgage. Then
pays back the fund received from the yields of the asset proportional
to depositor's share to depositor at the end of contract, or periodically.
The original deposit of depositor will be given back to him after the
end of project. The profit of the project will be given to depositor

> "Productive assets" refers to the assets of an operating firm.
6 "Rental assets" refers to those assets, which can be let.
7 "Dead assets" refers to non-operating (suspended) firms or uncultivated lands assets.
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periodically or in a lump. Mortgage Sharing, Periodic Mortgage
Sharing, Mortgage Mudarabah (commerce), Periodic Mortgage
Mudarabah, Mortgage Muzaraah (cultivating), Periodic Muzaraah,
Mortgage Mugharasah (planting), Periodic Mortgage Mugharasah,
Mortgage Musaghah (irrigation), Periodic Mortgage Musaghah,
Mortgage Istisna (industrial / manufacturing), Periodic Mortgage

Istisna and Rental Certificates are used in RFS.

Bail Financial Sharing (BES): is the application of deposit of depositor

by entrepreneur to produce a defined commodity and delivering the
commodity or paying back its value in future specific time. BFS uses

Bail Certificate.

Rastin Group Funding (RGF): is collecting of deposits of specific

depositors for specific beneficial project under the regulations of

Rastin Banking. In RGF, Rastin certificate is not issued.

Rastin Personal Security (RPS): to create competitive conditions and

to increase the efficiency of social security insurance and diminishing
antitrust of social security systems and pension funds, private and
public pension funds are established according to Rastin Banking
regulations. People and firms can allocate a portion of their obligatory
(or optional) insurance premium payments (for himself or his
employees) for social security to the funds that operate under Rastin
Personal Security (RPS) and enjoy its benefits. Therefore, they will be
exempted from obligatory insurance premium payments equal to the
payment they have paid to these funds. In addition, those employers
who have obtained Rastin Personal Security coverage for their

employees will enjoy 50 percent deduction in their obligatory social
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security payments. This also encourages them to increase
employment. RPS uses Social Security Certificate, Personal Security

Certificate and Pension Security Certificates.

8. Rastin Social Takaful (RST): benevolent people can deposit their

funds at banks for charity purposes, and bank will be allowed to pay
profit (or the principal as well) of deposit to needy people, in form of
loan or non-returnable payments (according to the depositor request).
RST works under Rastin Banking regulations as "public takaful"
(humanistic duty of people to resolve others' needs), or "ziman-e-
l'alih" (government duty to provide people's livelihood of the society).
In addition, bank can collect Wagqgf (devoted) deposits to raise fund.
Waqf deposit is a kind of deposit devoted by depositor (benefactor) to
bank; and bank will use the yields of this deposit to support needy
people in the framework of Rastin Banking regulations.

Those people, who need financial support and cannot afford their basic
livelihoods are: needy people, poor, indigent, helpless, mentally or
bodily sick, disabled or handicapped, insane, bedridden, elderly,
vagrant, captive, deserted child, exiled, orphan, infant without parent,
damaged, those who cannot afford blood money of unintentional
faults, families with no guardians or poor guardians, and similar cases;
and those who are eligible to receive Fetriah, Zakat, Kaffarah, and
charity payments. Moreover, those people whom private (not
governmental) benevolent depositor introduces to bank to receive
charity payments or loans, even be included or not included in the
above list are considered as needy and should be supported through
benevolent specified deposit.

Ensuring minimum livelihood in forms of monthly or lump payment can be

done through Rastin Social Takaful insurances such as: Housing
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insurance, Marriage insurance, Job insurance, Education insurance,
Medical and Medicare insurance, Incident insurance, Food insurance,
Clothing insurance, Insurance for defending rights, Orphan insurance,
Disabled insurance, Guardianship insurance and Relief insurance

under Rastin Banking regulations.

Social Security Organization, charity institutions and supportive

organizations cannot conduct takaful activities directly and they must
do the job through bank to support people. Bank will pay the needy

according to the issued draft of benevolent.

Bank and governmental benevolent are obliged to release their supporting

10.

payments information in their website in such a way that would not
harm the prestige of the supported people. The bank that acts under
RST should provide its performance report according to central bank
regulations. Central bank controls the performance of bank in
connection to RST activities and reports any violations to legal or
disciplinary authorities. Supervisory organizations and institutions,
whether including General Inspection Organization of the country, or
General Accounting Authority will have proper supervision on the
proper execution of Rastin Social Takaful. Rastin Social Takaful is

applicable by issuing Takaful Certificate and Loan Certificate.

Sponsor Crowd Funding (SCF): is the process of collecting non-

returnable funds for a specific protective goal of entrepreneur through

the bank via social networks. In SCF, Rastin certificate is not issued.

Peer to Peer Loan (PPL): is the process of collecting funds for loan-

financing the entrepreneur through the bank and via social networks.

In PPL, Rastin certificate is not issued.
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11.

Rastin Swap Bond (RSB): is based upon Mubadalah (swap) contract

between Mobadil (swaper) and Motebadil (swapee) in which the
durations and substances of swaps are equal for first and second
swaps. Motebadil (swapee) issues the bond and owes to Mobadil
equal to the nominal value of bond; and should pay this amount
(badal) to Mobadil (swaper) at maturity. The issuer (Motebadil) is
obliged to give the mobaadal for the same amount and period as badal
to mobadil. He can choose a combination of amount and period that
the multiplication of amount by period of mobaddal be equal to that of
badal. At second maturity, mobadil is committed to return mobaddal

to motebadil.

No interest rate is involved in these bonds and they are of four kinds:

12.

Central Bank Rastin Swap Bond, Treasury Rastin Swap Bond, Bank
Rastin Swap Bond, and Commercial Rastin Swap Bond. They can be
in domestic money or foreign exchange. Regarding the fact that these
bonds are not based upon participation and just indicate swapping of
assets, is not covered by regulations of the Rastin PLS Base system,
but uses its infrastructure such as organization and Rastin Certificate

Market.

Rastin Swap Deposit (RSD): is a new banking deposit account, which

is interest-free and is based on Swap Contract in Rastin Banking. In
this depositing by opening the deposit, depositor is entitled to use
interest-free loan to the amount and duration that his resources has
been being deposited and then return the money back to the bank.
Depositor and bank agree that a combination of money and duration to
be selected in such a way that the products of amount and duration in
both operations of depositing and loaning be the same. From the time

of depositing to the first maturity (the date that depositor requests
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loan), depositor is lender and bank is borrower; and from the time of
first maturity to second maturity (the date that depositor returns the

money back to the bank) depositor is borrower and bank 1s lender.

13. Rastin Swap Card (RSC): is a bankcard, and has no interest rate and is

issued based on the Swap Contract in Rastin Banking. In Rastin Swap
Card there are two periods. In the first period card issuer lends money
to card holder; and in the second period borrows money from card
holder instead. At the first stage card issuer credits a certain amount of
money for specific time duration to the card of cardholder and
requests the cardholder to deposit the same amount for the same
period at the end of the cited time duration (first maturity) in the
issuer's deposit account. Card issuer and cardholder can agree for a
combination of amount and duration for which the product of them
(amount by duration) be equal for both operations of lending money
by issuer and depositing by card holder. Rastin Swap Card can be
issued in both local and foreign currencies. Bank receives fee by

offering Rastin Swap Card service.

Complementary Systems

Rastin Banking Complementary Systems refer to innovations, systems

and complement methods in Rastin Banking system; and are as follow:

1. Rastin Certificate Market (RCM): bank establishes RCM with specific

characteristics and capabilities. Different Rastin Certificates and
Rastin Swap Bonds can be transacted in this market. Bank activates
the information portal about projects and entrepreneurs of Rastin PLS
bank through RCM and releases information about Rastin PLS

financial projects to public. The system should be capable of online
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updating the information about available certificates, transactions,
settlements, capitalization, transfer or any other activity on Rastin

Certificates transactions.

Crowd Funding System (CFS): this system is a web-based system,

which collects funds for Sponsor Crowd Funding (SCF) and Peer to

Peer Loan (PPL) projects via social networks.

Operation Control and Monitor (OCM): this system is a web-based

inspection and monitoring system, which controls the activities of
bank personnel. By establishes this system, bank has online control
over the personnel activities to be in accordance with operational
instructions of Rastin Banking system. Online unnoticeable
monitoring of all activities of bank units, clients and personnel of
different departments and branches, incompatibility of accounts and
documents, embezzlement, cheating and fraud detection and etc. with
various levels of accessibility, reporting and analysis routines, data
mining, distinguishing and follow up systems for cyber-attacks and

establishment of internal control are of the tasks of this system.

Collateral Registration System (CRS): Department of Registry of

Documents and Properties establishes the integrated Collateral
Registration System (CRS) for registering movable and immovable
collaterals and introduces it to notary offices. Banks, notary offices
and other related authorities (determined by Department of Registry of
Documents and Properties) at the time of mortgaging collaterals or
restraining properties should register all mortgage information in this
system. This system is integrated and each asset has a unique

identification number. Therefore, it can easily show whether an asset
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has been collateralized or restrained before or not. Department of
Registry of Documents and Properties provides this capability for
banks and other organizations and real persons and legal entities to
find out online whether an asset has been collateralized or restrained
before or not. On the other hand, in order to provide a safer
environment for conducting collaterals auction and sale and enforcing
the subjects of enforceable documents, Department of Registry of
Documents and Properties establishes a website for auction with
Relational Database Management System, auction and sale

capabilities and dynamically connected to CRS.

5. Serial Commitments Clearance (SCC): provides the necessary

arrangements for settlement of obligations of people who are in debt
to someone from one hand, while they are creditors to someone else in
a chain of debits and credits in a set of people. Accordingly, banks,
notary offices and other authorized authorities can clear serial
obligations of persons according to laws and regulations and based on
their requests and release their collaterals and guarantees as far as their
debts are equivalent. Bank will gain commission for rendering this

service.

6. _Mortgage Securitization System (MSS): by assessing the value of

asset, bank can issue Guarantee Certificate in different lots and
periods for owner of the asset. The holder of this certificate can apply
to banks and other institutions or real persons and legal entities (who
accept these certificates as guaranty) for themselves or on behalf of
other people. Obtaining these certificates can be through ordinary or
official contracts.

The issuer bank by using Interbank Withdrawal Protocol (IWP) can gain
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his claims from the accounts of the indebted after restraining the
Guarantee Certificate. If the issuer bank becomes bankrupt, the
beneficiary of Guarantee Certificate can obtain his nominal claim

from settlement manager.

7. Interbank Withdrawal Protocol (IWP): allows bank to obtain his claim

created through binding contracts or commercial documents (check,
promissory note and draft) from other accounts of the debtor at other
banks, or accounts belonging to his guarantors at other banks in an
online way, after the debtor’s first bank account is depleted. This
activity takes place under central bank supervision. Bank is not
allowed to use IWP in relation to ministries and other governmental
organizations accounts that have a row in government budget bill.
However, bank 1s allowed to use IWP in relation to the accounts of
governmental companies and other affiliated organizations and
institutes to government, and non-governmental public institutions
that do not use public budget, including pension and social security
organizations, revolutionary foundations and organizations and holly
shrines.

To implement this protocol, central bank provides necessary legal and
electronic obligations to all banks, financial and credit institutes.
Based on claimer request, the IWP software will carry to account of
creditor if any money is carried into account of the debtor
automatically at the same time. Therefore, every bank client should
have a unique identity number in the banking system; in addition, all
commercial documents should have a unique identity number.

According to this protocol, bank provides the necessary conditions for
receiving outstanding and delayed debts, doubtful debts, unpaid debts

of his own claims and his client's claims that initiated through loan,
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check, promissory notes, drafts, that had been initiated in traditional

system before.

8. Non-Usury Scripless Security Settlement System (NSSSS): Central

bank establishes the integrated Usury-free Scripless Security
Settlement System with specific characteristics and capabilities and
activates the registration portal for entrepreneurs of Rastin PLS
banking. Compliance with Sharia is the necessary condition for
entrance of financial documents and instruments in this portal.

Portals of Rastin Certificate Markets (RCM) of banks are to be designed in
accordance to central bank’s standards, so that the information
concerning financing projects through Rastin PLS banking,
entrepreneurs and Rastin Certificates will be updated online in NSSSS
system. This system should be capable of online updating of
information concerning Rastin Certificates and Rastin Swap Bonds of
bank’s portal for each transaction, settlement, capitalization or any
other kinds of transaction and transition of Rastin Certificates and

Bond by registering them in the system.

9. Money Laundering Detection System (MLD): all commercial and

financial transactions, whether with the aim of gaining profit or not,
are regarded as economic transaction and are included in Value Added
Tax System. In addition, there should be a spot or delayed payment
for each transaction of commodity or service. The two information of
each transaction, that is transaction of commodity (or service) and its
payment, should be matching; otherwise, there will be suspicion of
money laundering. The MLD system will provide the structural and
electronic conditions for comparing and matching banking and tax

information. If necessary conditions be forced that underground
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economy parties be obliged to use banking system; and tax authorities
do special supervision on large and medium transactions and
transition of commodities, money-laundering activities can be
detected and traced through matching tax information and banking
information. To do so, a special organization is to be established at the
Ministry of Finance and Economic Affairs to collect and process the

information.
Ethical Banking

Although in the current literature there is not universally accepted
definition of ethical banking, but it can be placed under the issue of ethic
economics. Ethic economics is defined as using resources and placing the
object in its proper position in order to achieve human perfection. Placing
object in its proper position conceptualizes the justice in philosophy of
religion and from philosophy of mathematics viewpoint, it is consistent
with optimal use of resources; and achieving perfection is natural purpose
of any creature. That is to maximize profit , the resources should be used in
a way that provide maximum growth and transcendent of human being

while his material needs are to be satisfied in optimal.

Ethical banking is now used more about issues such as improving the
environment, increasing prosperity, creating equal and appropriate
opportunities and etc. for the people of the society. In other words, the
doctrine of humanitarian is considered in fringe of banking activities.
Given the breadth and depth of the moral teachings of various religions,
especially Islam, the Islamic banking principles surround ethical banking.
In this way, ethical banking is a narrow expression of some aspects of
Islamic banking. Issues such as support of needy, activities related to

sustainable development, establishment of trust, transparency, considering
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moral principles that are beyond the legal principles and other similar
issues that are currently of interest to theorists of ethical banking , all are

tenth of tithe of attitudes and teachings of Islamic ethics.

Promotion of various aspects of ethics in human and social issues in
ethical banking versus conventional banking that is based only upon the
profit is fully observable. Islamic banking as same as ethical banking has
no concrete definition. To achieve functional expression of Islamic
banking, Rastin Banking was designed as a modern solution to Islamic
banking to resolve theoretical and practical banking problems based on the

latest scientific and technical achievements.

Features of Islamic banking, from the ethical banking perspective
were operationalized in Rastin Banking under the headings of true
operational, financial, economic, ethical, social, legal, institutional and
international principles that are far over what is called ethical banking in
contemproray literatures. Rastin Banking fulfills the virtues of justice,
charity and generosity regarding dispositions to act in ways that benefits
both the person possessing them and the person’s society® and benefits both
the financial institution that adopts it and broader society. In Rastin
Banking humans are bound, from knowledge of their duty as rational
beings, to obey the categorical imperative to respect other rational beings
(Kant definition). This is extended in Rastin Banking that everybody has
specific duties in relation to his role and endowed ability for financial
intermediation. Moreover, in Rastin Banking, based on utilitarianism
approach that asserts the guiding principle of conduct should be the greatest
happiness or benefit of the greatest number is observable. In this context,
Rastin Banking has been developed to ensure the facilitation of benefit for

the greatest number of people, while not harm to anyone. Rastin Banking

¥ Definitions from the Oxford Dictionary.
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fulfills Islamic principles of ethics, wherein individuals and bank are duty
bound to be accountable for each and every actions conducted by them and

to do right in the context of God's laws.’
Preventing Squandering of Banking Resources

To prevent squandering and to reform banking sources consumptions,
which have worse economic and social consequences than Riba, and to
increase efficiency, bank is obliged to follow specific regulations
concerning his activities. To decrease operational costs and to increase
efficiency, and facilitate rendering banking services to clients; banks
should mechanize their operational systems and by reengineering their
operational processes, make them more economical and safer and by
gradual diminishing of the number of their physical branches, prevent the
useless branch accumulation. Moreover, by interbank transactions and
transfer of their surplus personnel to complementary banking services such
as assessor, supervisor (trustee), intermediate, dealer, investment adviser,
market operator, publisher, transactor, financial basket operator, financing
company, investment fund, rating agency, financial information processing,
credit rating institute, financial IT services institute etc., after training them;

provide convenient conditions for financial services activities.

Banks will be obliged to finance only projects, which have observed

the following considerations and criteria in their project proposal.

e Decreased costs of investment, production, consumption and
distribution.

e Increased efficiency with lowest amount of damages, wastes, defected

’ Accounting and Auditing Organization for Islamic Financial Institutions (GSIFI)
Governance Standard No. 7: Corporate Social Responsibility Conduct and Disclosure
for Islamic Financial Institutions.
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and low standard products.

The useful production life of the investment and durable and semi
durable productions, constructions, skeletons, installations and
machinery should be long enough.

Road and transportation projects should be designed in such a way to
stay for a long period.

Considerations should be observed about optimum use of energy and
fuel in constructions, installations and machinery.

Cultivating soil erosion should be prevented.

Decreases the mortality and extends the life of human being.

Creates clean production and prevents environmental pollution and lead
to sustainable production by creating ecological production loops.
Prevent incorrect mine extraction.

Encountering natural incidents in project proposal to preserve the
invested capital and prevents rapid or gradual product deterioration or
erosion because of temperature, natural and atmospheric incidents such
as humidity and acidity climates.

Unique standards should be used in joints, machineries, systems, parts
and various mechanical apparatuses.

Prevent waste of resources due to non-optimal resource combination.

Restoring Uncultivated Lands

By observing financing regulations, bank can finance projects of

restoring uncultivated lands. Government can provide its own uncultivated

lands to the applicants of projects for restoring uncultivated lands, and if

these lands are restored, government will transfer the restored land to

restorer agent; or shares it between restorer and bank if it were financed by

bank according to regulations. Lands authorities are obliged to support

qualified applicants for promotion of employment and development of
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agriculture, industry, mining, housing and tourism in development of

different regions of the country.
Transparency, Information Disclosure and Governance

Bank and parties involved in Rastin Banking contracts should observe
the supervisory regulations of central bank and Stock Exchange
Organization concerning financial transparency, information disclosure and

corporate governance.
Carrying Out the Purports of Enforceable Documents

In implementing Rastin Banking system, all contracts with bank are
considered as official documents and enforceable. These contracts will be
carried out by unit of execution of enforceable documents in bank, through
the personnel of this unit. If debtor would not fulfill his commitment, after
assessing the subject of the contract, the collateral will be sold through an
auction; and after paying back the debt, the surplus will be paid to the
owner of mortgaged. The organization, management, supervision and
implementation of execution of enforceable documents will be according to
banking regulations concerning Execution of Bank's Enforceable
Documents and Method of Investigation of Complain of Executional

Process in Rastin Banking regulations.
Safeguarding of Rastin Banking

Regarding the importance of Rastin Banking system achievements, it
is necessary to establish a committee composed of experienced experts in
this field as “Safeguarding Rastin Banking Committee” for five years under
the supervision of central bank for the virtue of the implication, training,

development and solving the probable deficiencies and obstacles of Rastin
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Banking system. The organization and activities of this committee has been
specified and compiled in Rastin Banking regulations. The Ministry of
Science, Technology and Research will also define Rastin Banking and
related financial services courses and degrees for universities such as
financial marketing, assessing, supervision, intermediation and consultancy
with observing the concepts and regulations of Rastin Banking system and

its future reforms and developments.

In order to safeguard Rastin Banking system and the rights of
depositors and entrepreneurs and all those who trust the bank, all banking
personnel, from the top to bottom, at managerial and executional levels
should precisely implement the regulations of Rastin Banking system and
abstain any violation; otherwise, the wrongdoer will be encountered
legally. Various violations and punishments and the method of
investigation of violations of the employees have been defined in Rastin

Banking regulations.
Documents and Regulations

All Rastin Banking Documents are accessible in full-text. There are
more than sixty complementary projects to develop and extend Rastin
Banking. The following legal documents have been compiled for Rastin

Banking until this time:

1. Draft of Rastin Banking Bill

2. Draft of Operational Bylaw of Rastin Banking

3. Draft of Operational Bylaw of Financial Transparency, Governance
and Banking Information Disclosure in Rastin Banking.

4. Draft of Bylaw of Execution of Bank's Enforceable Documents and
Method of Investigation of Complain of Executional Process in Rastin
Banking.
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These drafts are fully adoptable for all countries that prefer to enjoy

interest-free banking partially or in an integrated way.

Conclusion

Removal of Riba from banking operations has been one of the
aspirations of religious scholars during history. To achieve this goal, we
tried to mix our theoretical and experimental knowledge to develop Rastin
Banking. Rastin Banking is a complete solution to banking based on
Islamic and ethical teachings with scientific and technological approach.
Some parts and modules of Rastin Banking have been implemented in
Bank Melli Iran. The installed parts of the system are now functioning and
have attracted depositors and investors, and since the procedures and
instructions are well defined, the bank's staff is performing its procedures
easily. The results of the test system are very satisfactory, but it needs more

time for more analysis of the weak and strong points of the system.

Rastin Banking is an open-source banking model and all banks around
the globe can easily install and use it. We wish Rastin banking can put

important steps to remove Riba and establish Islamic banking.
Resources of Rastin Banking

List of Rastin Banking documents are cited at the end of this book.
The Persian and English documents including detailed explanation of this

banking method can be accessed through http://www.bidabad.ir in full

texts.
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Chapter One

Rastin Profit and Loss Sharing
Base System (PLS)
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Introduction

The similarity of transaction and usury has always created much
theoretical and operational confusion for designers of interest-free banking,
and the subject has been disputable as the holy Quran orders'’: "Those who
take Riba (usury), resurrect messy (drunk) by contact with devil, this is
because they have said: transaction is like Riba and God has made
transaction Halal (acceptable) and has made Riba Haram (forbidden),
therefore, whom ever has received an advice from the God and does not
accept it, will be confronting with God and he will perpetuate with fire (in
hell)". The warning of this honorable verse makes human being to be
cautious about the involvement of Riba in financial activities. Many studies
of dedicated scholars in this field have led to various solutions to prevent
financial activities from misgiving of involvement of Riba, but they are

more or less with many theoretical and operational problems. '’

' Bagarah: 275.
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" For example see:

e Imran Tahir, Mark Brimble, Islamic investment behavior, International Journal of
Islamic and

e Middle Eastern Finance and Management, Vol. 4 No. 2, 2011, pp. 116-130, Emerald
Group Publishing Limited.

e Masudul Alam Choudhury, The “impossibility theorems” of Islamic economics,
International Journal of Islamic and Middle Eastern Finance and Management, Vol. 5
No. 3, 2012, pp. 179-202, Emerald Group Publishing Limited.

e Rasem N. Kayed, The entrepreneurial role of profit-and-loss sharing modes of
finance: theory and practice, International Journal of Islamic and Middle Eastern
Finance and Management, Vol. 5 No. 3, 2012, pp. 203-228, Emerald Group
Publishing Limited.

e Rashid Ameer, Radiah Othman, Nurmazilah Mahzan, Information asymmetry and

regulatory shortcomings in profit sharing investment accounts. International Journal
Footnote continues in next page:
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One of these solutions is participation of the lender in profit and loss
of the receiver of loan. This is the base of PLS banking which related
scholars always observe, but in spite of simplicity of the concept, it is not
easily applicable in present world and needs designing a capable system to

manage sharing activities in banking organization.

To achieve the above-cited objective and rendering participation of
loaner and debtor, Rastin Profit and Loss Sharing Banking is introduced.
Rastin PLS banking itself is a subset of Rastin Banking. Rastin Banking
system is a collection of banking operations designed to implement real
Islamic banking and has tried to consider all processes, instructions,
approaches, pillars, regulations and sharing organization in an inclusive
way and develop a comprehensive solution in this regard which is
unprecedented in its kind. Rastin Banking consists of three major parts of
Rastin PLS banking (including PLS base system and its financial
subsystems), complementary systems, and laws and regulations. In this

chapter, we try explain the Rastin PLS banking base system.

Rastin PLS Banking facilitates real participation of depositor in profit
and loss of the entrepreneur's project in a transparent framework. Bank as
intermediate of funds and agent of depositor, offers him capital
management services and allocates depositor's deposit to entrepreneur's

projects.

Rastin Banking is a national wide project with lots of subtle technical
points and we try to introduce its parts in different papers. All the terms and

systems definitions are described in the Rastin Banking documents.

Footnote is continued from last page:
of Islamic and Middle Eastern Finance and Management, Vol. 5 No. 4, 2012, pp. 371-
387, Emerald Group Publishing Limited.

e M. Kabir Hassan and Mervyn K. Lewis (Editors). Handbook of Islamic Banking.
Edward Elgar Publishing Company, UK and USA, April 2007: 443 Pages.
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Rastin PLS Base System

Rastin PLS Banking Base System refers to the main processes and
general procedures of Rastin PLS Banking. On behalf and according to
depositor's choice, bank invests depositor’s deposit in one of Rastin PLS
Products and gives him Rastin Certificate, by allocating depositor’s funds
to the entrepreneur’s selected apprised, evaluated and assessed investment
project. Bank fully supervises the project and finally distributes the
principal and return of the investment among depositors and entrepreneur
after deducting bank's commission. Bank as agent of depositor is
responsible to use all its proficiency to preserve depositor's rights and
benefits. In Base System of Rastin PLS Banking, Partnership
(Musharakah) Certificate is used for finitude projects and Subscripted

(Pazireh) Certificate is used for infinitude projects.

The rate of return in Rastin PLS Banking is calculated upon the basis
of actual profit obtained in real economy and pre-fixed interest rate is
overthrew. Most of rules and procedures of the Base System are applied to
Rastin PLS Financial Subsystems. To enable the bank to reach the goal,
this banking system has designed for its own organizational structure and
workflows. New innovative financial instruments have been designed for
Rastin PLS Banking and by issuing Rastin Certificates and forming block
baskets of certificates; bank provides distinct conditions for depositors /

transactors of these valuable papers.

Depositor can deposit and participate through the following three

banking products:

Product I: Profit and loss sharing in a particular project: According to
compiled rules and regulations, depositor can invest and share in a specific

project by buying its Rastin Certificate and participate in the project yields
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according to the nominal value of the bought certificate and duration of his

participation.

Product II: Profit and loss sharing in basket of projects: By buying
Rastin Certificate, depositor can invest in basket of assessed and approved
(by bank) projects and participate in the yields of the project basket
according to the nominal value of the bought certificates and duration of

his participation.

Product III: Profit and loss sharing in profit/loss of branch/bank: By
buying Rastin Certificate from a bank, depositor will participate in the
profit and loss of the branch/bank according to the compiled rules and
regulations. Branch/bank will provide financial reports at the end of
financial year and distribute the profit/loss between the branch/bank and
depositors according to the nominal value of the certificates and duration of

their participation.

Finitude projects are those projects that after the end of construction
period are not productive for depositors. On the other hand, these projects
are not productive for depositor during utilization period. Although in some
PLS financial subsystems, depositor receives installments for his principal
capital and the rent of finitude projects after the construction/operational
period, but these projects are not productive for depositor from the
beginning of the operation period and depositor does not share the
productive return of the project. Participation in finitude projects starts by
buying Rastin Certificates of one of the above-mentioned products. In the
first and second products, after the end of construction/operational
activities of the project and its sale, and in the third kind product at the end
of financial year, profit and loss will be settled according to instructions
and agreements between depositor, bank and entrepreneur. The finitude

projects end for bank and depositor after the construction period and
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entrepreneur starts project utilization.

Infinitude projects are those projects that start operations when
construction period ends. These projects can be shared via buying
Subscripted Certificates and at the end of construction period and
beginning of utilization period of the project, instead of distributing the
return and settlement, the Subscripted Certificates of depositors will be
transformed into shares of the entrepreneur's company. This will be done
by bank -or by supervision of bank- and each depositor will share the
capital of the company proportional to the nominal value of his certificate
and duration of participation. After transforming Subscripted Certificates
into shares of company, the financial participation with bank ends.
Infinitude projects are productive after construction period and become
operational and depositors and entrepreneur can benefit from the project

return during the project lifetime according to their shares.
Partnership and Subscripted Certificates

Generally, Rastin Certificates are collection of designed certificates in
Rastin PLS banking (in the Base System and its subsystems) and are
defined and issued according to Rastin PLS banking regulations. Regarding
the supervisory role of the trustee unit of bank, Rastin Certificates are
different from prevailed valuable papers and securities and are with
"certificate" prefix. Anonymity, transferability in virtual secondary market
(Rastin Certificate Market), profitability for bank, market price
determination according to supply and demand mechanism of Rastin
Certificate Market, periodic settlement with the last owner of the
certificate, allowing private, public, real, legal, national or international

depositors to transact them are some characteristics of these certificates.

Partnership (Musharakah) Certificate is an anonymous -or named-
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paper which expresses the participation of depositor in one of the PLS
banking products with a defined value and is issued by bank for a defined
period and its owner shares the profit and loss of the subject of
participation proportional to its nominal value and duration of participation

according to rules and regulations of Rastin PLS banking.

Subscripted (Pazireh) Certificate is an anonymous -or named- paper
which expresses the participation of depositors in one of the first or second
kind of PLS banking products with a defined value which is issued by bank
for construction period for infinitude projects and its owner shares the
profit and loss of the subject of participation proportional to its nominal
value and duration of participation by becoming the shareholder of the

company according to rules and regulations of Rastin PLS banking.

Rastin PLS Base System uses the two Partnership and Subscripted

Certificates.
Operational Processes

Operational Stages for Entrepreneur

To participate in Rastin PLS Base System and receive financial

resources, entrepreneur would take the following steps:

1-  Getting informed about participation conditions and regulations
through information portal or information counter of PLS bank
branch.

2-  Submitting project proposal to bank.

3- Payment of preliminary assessment fee, and submission of related
information including justification report, registration documents,
necessary licenses and documents to assessment unit of bank.

4-  Assessment unit will assess the project proposal after evaluating and
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11-

12-

13-

confirming entrepreneur's technical, financial and managerial
capability and report to PLS department of the bank.

The assessment unit will use available databases and backgrounds of
the execution of similar projects by other entrepreneurs and if the
project passes necessary justification criteria, - after receiving
commission fee from entrepreneur - will assess the project in detail
and will determine the type and amount of collaterals, guarantees and
entrepreneur's amount of share.

Banks' accounting and inspection unit will evaluate the value of
collaterals and guarantees according to assessment unit report.
Information of the project (regarding entrepreneur's contribution and
his collaterals and guarantees) will be registered after scrutiny.

Under the guidance of bank's legal unit, Rastin bank PLS branch will
sign the contract with entrepreneur. The related information will be
registered in system database and entrepreneur information file.
Information portal or information counter of bank offers the
information of the signed agreement and the amount of needed finance
to depositors.

PLS department of bank will deliver a copy of information records of
entrepreneur and all documents of project proposal including
budgeting, time and phasing plan, necessary funds, method of
expending resources, operational method of project, quality control,
reporting method and the way of finishing and delivering the project
and other necessary documents to trustee unit of the bank.

By buying the selected project's Rastin Certificates, depositors finance
the project.

After providing necessary fund, bank will hand to entrepreneur
according to defined schedule in project proposal.

The trustee unit supervises the project and continues supervising until
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15-

16-

18-

19-

20-

the end of project.

All documents relating to incurred costs, work schedules, operational
and financial reports of the project and management letters concerning
the observed inconsistencies in the process of auditing and financial
reports and other necessary information will be delivered to the bank
trustee unit by entrepreneur.

Supervisory reports of trustee unit concerning the physical progress of
the project and executional quality of entrepreneur's execution will be
handed to inspection and accounting unit of the bank on
predetermined time points.

The reports of the trustee of the project under the supervision of the
trustee unit of PLS department of the bank are measures for next
payment of the bank to entrepreneur. All probable discontinuances of
the project and its reasons should be reported and confirmed by the
trustee unit; otherwise, delays will not be accepted by bank.

If the funds were not enough for the project, by studying the related
document of entrepreneur’s request and after confirming trustee unit,
bank will issue new certificates to finance the project - during the
process of the project execution.

At the end of operational activities, the profit/loss will be calculated
by inspection and accounting software according to compiled
instructions and “Rastin Sharing Accounting” formulas and will be
distributed among depositors and entrepreneur. In the case of delay
report existence, the losses incurred will be calculated.

If entrepreneur complain about the trustee’s reports, the case will be
put forward in Dispute Settlement Unit of PLS department. If the
complaint is not settled, it will be settled by predefined arbitration
process.

After deduction of bank’s commission, the principal and profit/loss of
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the project will be credited to depositors account and the

corresponding certificates will be closed in Rastin Certificate Market.

Depositing Process

Depositor’s stages to participate in entrepreneur’s project through

Rastin PLS bank are as follows:

1-

By applying to information portal of Rastin Certificate Market
website, or a branch of Rastin PLS bank, depositor consults with
expert of information counter of PLS bank and gets familiar with
Rastin PLS products, terms and regulations of depositing and select
one of the Rastin PLS projects for investment.

After getting informed and selecting financial product depositor will
enter the computer system and buys the related Rastin Certificate by
paying 1its price. Moreover, specified informational forms of
portal/counter, which comprises the obligations and duties of
depositor and mutual agreements, are to be signed electronically.

By identifying the depositor, the computer system of Rastin
Certificate Market will confirm him through his account information
and finalize his registration. Regarding the kind of the selected
certificate, depositor's identification code will be generated in the
system.

Depositor's identification and transaction record including account
number, amount of deposit, details of depositor's information and so
on will be kept in the integrated Rastin Certificate Market database.
After digital conclusion of the contract, registration and receiving
money, the system will automatically issue corresponding Rastin
Certificate in the name of depositor according to the kind of certificate
and product.

Depositor can negotiate his Rastin Certificate at market price before
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maturity. Price is determined through the supply and demand of
Rastin Certificates. This transaction should take place via Rastin
Certificate Market of the bank. Project final settlement will be carried
out with the latest owner of the certificate.

7- At the end of the contract (for first and second banking products) or at
the end of financial year (for the third banking product) the inspection
and accounting unit of bank will calculate the profit/loss by
considering duration and amount of participation and kind of
certificate. The settlement procedure and payment of principal and
profit (if any) will take place automatically into depositor’s account at
the bank. Calculation of the profit of newer participants (depositors)

will be carried out according to “Rastin Sharing Accounting”.
Organization and Setup

The organization of Rastin PLS Banking includes steering and experts
committees and PLS department with clear member’s qualifications and
their responsibilities and duties. PLS department of bank (with its
subordinate units) manages Rastin PLS Banking and is responsible for the
process of information service, absorption and allocation of funds,
assessment, supervision, accounting, Rastin Certificate Market and
arrangement of required coordination between depositor, entrepreneur,
trustee, assessor, inspector, and other sides. PLS department enjoys from
legal, assessment, accounting and auditing, financial engineering, trustee,
dispute settlement committee, secretary and other necessary subordinate

departments.

Rastin PLS bank branches are selected by PLS department and operate
under the supervision of the branches supervision department. In addition,

to possessing customary organizational and operational structure for
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rendering conventional banking services (like other branches), these
branches should enjoy extra PLS information and consultation services
sections and cashier sections should be able to process special Rastin PLS

Banking functions.
Professional Behavior of Trustee and Assessor

General regulations and fundamental pillars of professional behavior
of the trustee and assessor and in general, all people involved in
professions of supervision and assessment in Rastin PLS Banking has been
defined and compiled in this banking method. Regarding the importance of
the assessor and supervisor professions and emphasis on observing the
rights of people, in case of deficiency and waste, assessor and supervisor

are responsible and respondent for their behavior to stack holders.
Project Proposal

Project proposal is a signed document by entrepreneur, and
comprehensively shows the justifiability of a project from economic,
technical and financial points of views. Entrepreneur is responsible on the
context of this document. Therefore, the entrepreneur should be certain
about the correctness, precision and commonness of the information, data,
calculations, forecasts and estimations of the project plan and provide
documents and evidences confirming their correctness. Project plan should
have detailed schedule of operations for management and supervision and
accordingly, the assessor should provide checklists and supervision
program for monitoring the process of physical development of all phases

of the project.

Entrepreneur is obliged to provide the method of dividing the profit of

the company by considering bonuses, wage increase, overtime,
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accumulated profit and capitalization methods. These items should not be

changed during project implementation period.
Assessment

Assessment refers to those activities and studies carried out by the
bank to confirm the operational capabilities of the entrepreneur and his
project proposal from economic, technical, financial and operational points
of views to preserve the interests of depositors. Observing various
standards and assessment necessities of projects are according to the
compiled instructions. Assessment unit of the bank can perform do his

duties through internal assessors, or external (legal or real) assessors.
Guarantees, Collaterals and Contributions

To assure the return and the expected profit of depositor, entrepreneur
must provide enough and reliable guarantees and collaterals. Entrepreneur

must also have cash and noncash contribution in the proposed project.
Insurance

To promote relative certainty and prevention of probable losses and to
cover depositor, bank, entrepreneur and other involving persons against
risks; various kinds of predefined insurances regarding different PLS
products and certificates are to be engaged according to compiled

instructions.
Setting the Contract

To provide possibilities for people to implement profitable economic
projects, depositors receive Rastin Certificate equal to their deposits.

Method of setting contract and necessary items to be set in the contracts
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among bank, depositor, entrepreneur, trustee and assessor have been

defined and anticipated in contract forms and procedures.
Supervision

Supervision refers to activities and policies carried out by PLS bank to
observe depositor’s right for better implementation of project operation.
During the execution of project, bank supervises the goodness of the
operational works of the project via trustee unit of PLS department and
adopts necessary policies. Observing all necessary standards and
supervisory obligations are in accordance to the prepared instructions.
Trustee unit supervises the project by employing trustee from inside or
outside the bank. Outsourced trustees may have real or legal personalities.
Trustee unit is formed of financial and technical (engineering) trustee
persons. Trustee should have a good experience, technical skills, past
related operational records in the subject of the project and had expert

personnel and necessary capabilities.
Entrepreneur

To select entrepreneur properly, the assessment unit of the PLS
department should assess the capabilities of entrepreneur from technical,
performance and management viewpoints. Entrepreneur should have
experience, expertise and technical knowledge related to the project
accompanying with technical and managerial capabilities of absorbing and
using experts for proper exploitation of depositors' resources. Professional
experiences, past acceptable operational record, with the subject of project
are among major measures in admitting technical capability of
entrepreneur. Moreover, entrepreneur should possess acceptable reputation,
bound to meet his obligations in his past records and should not have

outstanding debts to banking network.
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Financial Transparency

To assure observing legal regulations and entrepreneur's company
approvals and preventing various forms of corruptions in relation to
financial reporting, entrepreneur is obliged to provide transparent
information and he or the head and members of management board and
executive director of the entrepreneur company are responsible and
responsive about company financial reports. Necessary financial
transparency of entrepreneur firm has been compiled and is compulsory for

participating firms in PLS banking.
Information Disclosure

To acquire transparency of Rastin Certificate Market transactions, and
provision of fair conditions for all market actors, the entrepreneur firm is
obliged to disclose financial, operational, physical development of the
project and other important information. This should be done in bank's
website, vis-a-vis entrepreneur firm’s website publicly after approving
project proposal and during the executional stages of the project from the

time of signing contract until the end of settlement.

Governance

Corporate governance is a collection of rules, regulations, structures,
processes, cultures and systems, which make the firm to act according to
laws and regulations in observing rules, regulations, responsiveness,
transparency, fairness, truthfulness and keeping the rights of stack-holders
and the contract parties. Necessary contents of governance instructions

have been defined in Rastin PLS Banking and are obligatory.
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Auditing

Auditor will be selected from members of the Official Auditor Society
of country with bank's agreement to audit entrepreneur firm accounts. The
entrepreneur has to provide necessary conditions for implementing various
phases of auditing, especially implicit auditing during the implementation

of project.
Rastin Sharing Accounting

Interest rate is not used in Rastin PLS banking to calculate present or
future values income streams or assets values. The base for calculating
timed-based-values of capital in Rastin Sharing Accounting system is the
value and the duration of participation in every sharing activity.
Accounting documents and financial operations of each project are kept
separately and profit/loss and all financial results of each project affects
only to that project. The share of depositors and entrepreneur from the sale
price of the project is in accordance to Euler’s value added (income
distribution) theorem, which is based on the added values of the factors of

production (labor and capital) according to their productivity. '
Change in Time Schedule

By supervising financial and operational activities of the project, bank
will calculate the amount of delay and work-stop. If the project is not
finished at due date, the trustee will assess the cost and income by
obtaining estimated prices from similar available commodities at the
market, accompanying with the documents to estimate the losses due to

project delay. The effects of price changes because of delayed schedule will

12 Tibor Scitovsky (1964), The Behavior of Income Shares: Selected Theoretical and
Empirical Issues, National Bureau of Economic Research,
http://www.nber.org/books/unkn64-1
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be calculated according to Rastin Sharing Accounting system instructions
without interfering interest rate and will be received from the entrepreneur

and paid to depositors.
Settlement

Auditing authority for expenses of entrepreneur is trustee unit of PLS
Department. Trustee unit is responsible to supervise entrepreneur fund
consumption, bookkeeping, financial reporting and executive operations of
the project. Unconfirmed expenses of entrepreneur are not regarded as
project's expenditures or cost and should be paid by entrepreneur himself.
Legal costs such as tax and other legal charges accepted by the trustee unit

are acceptable project costs.

For finitude and infinitude projects, with any productive asset'’, rental
asset'* and dead asset", settlement methods for clearing accounts with
depositor and entrepreneur has been defined in compiled instructions
considering the corresponding subsystem and the type of Rastin Certificate.
If the certificate-holder wants to terminate his participation before the end
of his participated project, he can sell his certificate in Rastin Certificate

Market.
Bank's Receipts

To cover the costs for providing capital management services,
including assessment, supervision, financial engineering, auditing and
other costs during the execution of project, bank will receive commission
from entrepreneur proportion to fund allocation in each phase. These costs

are included as accepted costs of the project.

1 "productive assets" refers to the assets of an operating firm.
14 "Rental assets" refers to those assets, which can be let.
' "Dead assets" refers to non-operating (suspended) firms or uncultivated lands assets.
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Transforming Certificate into Share

At the end of the sharing contract in infinitude projects, bank
transforms Subscripted Certificates into shares of the company according to
the nominal value and duration of certificate participation in the project.
The ownership of the project will be transferred to certificates-holders as
shareholders and settlement with depositor is done. This procedure has

been defined in related compiled instructions.
Inspection and Commodity Standard

The inspection of raw, intermediate and consumption materials
(including quality, amount, kind of packing, defined standards and other
related matters according to the contract) bought, and the final product of
the project will be carried out by trustee unit or inspection companies

confirmed by the trustee unit of bank's PLS Department.
Delivery of Goods

At the end of contract, the commodity will be inspected and sampled

at entrepreneur's warehouse by predefined authorities.
Auxiliary Financial Tool

Rastin Certificate basket 1s a financial basket, which includes Rastin
Certificates of various projects financed through Rastin PLS Bank. In order
to maximize the return and minimize the risk, the financial engineering unit
of bank's PLS Department defines various baskets of Rastin PLS products

and offers them to depositors.
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Unexpected Incidents (Force Majeure)

Unexpected and unavoidable incidents (force majeure) are those
incidents, which are not under the control and prevention of the contract
parties and prevent meeting of the contract obligations. The settlement of

these incidents has been defined in related instruction.
Arbitrary

The settlement of all conflicts between bank, depositor, entrepreneur
and others engaged in Rastin PLS Banking are done by applying to pre-
assigned arbiter and admitted by both sides of the conflict and will be

according to General and Revolutionary Courts Procedure Law.
Financial Subsystems

Financial subsystems of Rastin PLS Banking are defined as financial
methods for financing specific financial needs. These subsystems work
under the general regulations of the Rastin PLS Base System and are as

follows:

Joalah Financial Sharing (JFS).
Mudarabah Financial Sharing (MFS).
Installment Financial Sharing (IFS).
Rent Financial Sharing (RFS).

Bail Financial Sharing (BFS).

Rastin Group Funding (RGF).

Rastin Personal Security (RPS).
Rastin Social Takaful (RST).
Sponsor Crowd Funding (SCF).
10.Peer to Peer Loan (PPL).

A S N U o o
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11.Rastin Swap Bond (RSB).
Complementary Systems

Complementary systems of Rastin Banking refer to innovations,
platforms and supplementary Rastin Banking methods and include the

following systems:

1- Rastin Certificate Market (RCM).

2- Crowd Funding System (CFS).

3- Operation Control and Monitoring System (OCM).

4- Mortgage Securitization System (MSS).

5- Collateral Registration System (CRS).

6- Interbank Withdrawal Protocol (IWP).

7- Non-usury Scripless Security Settlement System (NSSSS).
8- Money Laundering Detection System (MLD).

Instructions

Draft of Rastin Banking Bill and Draft of Operational Bylaw of Rastin

Banking compromise all necessary regulations to perform Rastin Banking.
Conclusion

In this chapter, we had a glance at Rastin PLS Banking Base System.
Rate of return in Rastin PLS Banking is calculated upon the basis of real
actual profit obtained from real economy; and prefixed interest rates are
eliminated. The Base System of Rastin PLS Banking constitutes the main
processes and general regulations of Rastin PLS Banking. On behalf of
depositor, bank invests his deposit in one of Rastin PLS products and

receives a Rastin Certificate for the related project. Bank allocates the
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depositors’ financial resources to entrepreneur of the project and supervises
his activities; and finally distributes the profit/loss of the project according
to the compiled regulations and instructions and receives commission from
both sides for offering this capital management service. In Base System of
Rastin PLS Banking, Partnership (Musharakah) Certificate is used in
finitude projects and Subscripted (Pazireh) Certificate is used for infinitude

projects.

This system is completely new and has just been installed in some
branches of Bank Melli Iran. However, the system is now functioning and
has attracted depositors and investors and since the procedures and
instructions are well defined, the bank's staff could perform it well. The
results of the test system are very satisfactory, but it needs more time for

more analysis of the weak and strong points of the system.

Resources

The Persian and English documents of Rastin Banking including
detailed explanation of this banking method can be accessed through

http://www.bidabad.ir in full texts.

e Imran Tahir, Mark Brimble, Islamic investment behavior, International
Journal of Islamic and Middle Eastern Finance and Management, Vol.
4 No. 2, 2011, pp. 116-130, Emerald Group Publishing Limited.

e Masudul Alam Choudhury, The “impossibility theorems” of Islamic
economics, International Journal of Islamic and Middle Eastern Finance
and Management, Vol. 5 No. 3, 2012, pp. 179-202, Emerald Group
Publishing Limited.

e Mohammad Kabir Hassan and Mervyn K. Lewis (Editors). Handbook
of Islamic Banking. Edward Elgar Publishing Company, UK and USA,

April 2007: 443 Pages.
80


http://www.bidabad.ir/

e Rasem N. Kayed, The entrepreneurial role of profit-and-loss sharing
modes of finance: theory and practice, International Journal of Islamic
and Middle Eastern Finance and Management, Vol. 5 No. 3, 2012, pp.
203-228, Emerald Group Publishing Limited.

e Rashid Ameer, Radiah Othman, Nurmazilah Mahzan, Information
asymmetry and regulatory shortcomings in profit sharing investment
accounts. International Journal of Islamic and Middle Eastern Finance
and Management, Vol. 5 No. 4, 2012, pp. 371-387, Emerald Group
Publishing Limited.

e Tibor Scitovsky, The Behavior of Income Shares: Selected Theoretical
and Empirical Issues, National Bureau of Economic Research, 1964.

http://www.nber.org/books/unkn64-1

81


http://www.nber.org/books/unkn64-1

82



Chapter Two

Joalah Financial Sharing

(JFS)
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Introduction

Many firms plan to receive their input materials or intermediate
commodities for their future production. Financing working capital of the
firms is a usual need of bank’s clients. In order to finance working capital
for productive firms, “Joalah Financial Sharing (JFS)”'® as a financial
subsystem Rastin PLS banking is introduced. In this system, regardless of
bank to be governmental or private, bank works as monetary intermediate
or as an attorney or agent for providing capital management services for the
buyer of goods and provides financial needs to provide working capital for

production of specified goods.

Accordingly, in JFS, bank receives producer’s proposal and financing
proposals from two different firms. In this case, the borrower is considered
as the seller (producer) of the commodity. In order to provide necessary
facilities for expansion of productive activities and specially financing
working capital and providing raw material and equipment, JFS is used.
Bank manages the financial needs of the producer (seller) of goods
according to the request of the buyer by issuing Future Certificate for the
buyer. Bank is financial intermediate, and collects necessary fund from the
buyers or depositors and pays it to the producer (agent). The agent
(producer) is necessarily a legal entity. Joalah Financial Sharing (JFS)
works under the regulations and general instructions of Rastin PLS

banking.

Based on JFS mechanism, a new financial instrument called “Future

Certificate” is defined with general characteristics of Rastin Certificates

0L 5 3w 5 &S Hline (o IuSSL s 5 (JFS) dlar Jlo 5L O 5 sLTuy 050 7
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and clear differences with prevailing future contracts in global bourse
markets. Future Certificate is issued according to Joalah contract as a
financial instrument on the request of the borrower to finance revolving
working capital through purchaser or depositor. This certificate is anonym,
and can be transacted in Rastin Certificate Market and the latest certificate
holder will be the owner of the subject of contract to receive the produced

good.

All the activities will be carried out according to the prepared
compiled instructions. The structure and organization of PLS banking is

used in JFS accordingly.

Joalah

Joalah terminologically means carrying a job for receiving wage; and
in epithet is the process of doing something to obtain a benefit in return'’,
or in other words, it is the obligation of superposer (Jael) to pay a wage to
the agent to perform a Sharia-compliant or wised-accepted task. '*Joalah is
a Sharia-signed commandment, and had been prevailing before the Prophet
Muhammad (PBUH)"" In Joalah, superposer (Jael) should propose the

job”” and it is a revocable contract by the agent. *'Civil Law defines Joalah

e Sl 3 LI (S35 (2908 e e YRR o Yz gl asy )l Glags
Pl Dl Gle S s g VY 0 MY £ tml b 0 el Sl ¢ S g 5 .\ VAY
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¥ Quran, Josef: 72: we have lost king’s vas and I guarantee to pay him back a camel
of cargo if any one finds it. <455 4 &3 2 )8 & B oaly i) Blse dad 1JBy. See Tafsir

al Mizan, Allameh Saied Muhammad Husain Tabatabaee, Islamic Dar ul Kotob, 4'h
printing, Vol. 11, P. 2415, Tehran, 1982.
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as>*: “Joalah is obligation of doing a job for a defined bonus, whether the
agent is defined or not. One who promises is called superposer (Jael), and
the other side is called agent and the bonus (wage) is called Jol. In Joalah it
i1s not necessary to define the bonus for all points of view; therefore, if
someone promises to give the agent a share of a lost asset, the Joalah is
correct. In addition to undefined agent, it is not necessary to define exactly
the quality of action. Joalah is a breakable commitment and each side can
put an end to the contract before it is finished, but if the Jael cancels the
job, he should compensate the agent proportional to the work agent has
done at similar job rates. If the job has different parts, and each part was
necessary for the Jael, and the contract is cancelled, Jael should pay agent
proportional to the job the agent has done according to the wage or
commission they have had agreed (whether the Joalah is cancelled by Jael,
or by the agent). The agent can claim the total wage (Jol) when he has
finished the job or delivered the subject of Joalah. If different agents have
been working on the job, they receive wages proportional to the amount of
the work they have done. The commodity that is the subject of Joalah is
considered as safekeeping in hands of agent, before delivery to the Jael.

Joalah for non-Sharia or irrational work is nullified.?

Joalah Financial Sharing (JFS)

Joalah is the obligation of superposer (Jael) to pay some known wage

Footnote is continued from last page:
u° c(JLqp; ;_;\:: AYOY cc\:.n}L»‘ Q\)L&;‘S‘ c[_)\J.@J cUJ.Ln é}fb- e Lew ‘L&“’L“ 9 .Y/\'—YV'UM
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22 Civil Law of Iran, articles: 561-570.

3 Article 16" of Usury-free banking operations law: Banks can facilitate production and
commerce by Joalah.
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(Jol) for conducting a special job according to the contract. The one who
carries the job out is “entrepreneur” or “producer’. In JFS, the one who
needs resources for working capital offers his proposal to PLS bank. In this
case, the person who requests for fund is buyer of commodity and the
supplier is regarded as seller (producer/entrepreneur) of the commodity.
Meanwhile, bank finances the supplier according to the demand of buyer
after receiving the fund (from the buyer or depositor) by issuing Future
Certificate for the buyer or depositor. Bank is a financial intermediate in
this approach, and collects funds from the buyers/depositors and pays to

producer /entrepreneur.

The agent should necessarily be a legal entity. Joalah activities under
JES are defined under the general regulations and standards of Rastin PLS
banking in addition to particular own JFS specifications and considerations.
The trustee unit of bank’s PLS department carries out all supervision to

fulfill the commitments of both sides.

The subject of Joalah is engaging the capital of buyer by production
firm for provision of intermediate and auxiliary internal or imported raw
material, spare parts and equipment. Regarding the subject of contract and
its conditions, phases of carrying out the working production process and
time of deliverance of goods to buyer and by observing the Rastin banking

PLS instructions; duration of Joalah contract is set.

First, bank signs a preliminary contract with buyer and the latter
undertakes to pay the Jol. Jol is defined by bank by considering the subject
of Joalah activity and bank services and meanwhile, bank obtains the right
to partial or complete turnover right of the Joalah activity to a third party

by a secondary Joalah contract and works as buyer’s agent.
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Joalah Financial Sharing 3 (JFS3) Process

In this process, we have three parties of bank, agent (producer
/entrepreneur) and buyer. That is why it is called JFS3. This process is a
simple kind of Joalah Financial Sharing (JFS). We have the following

phases in this process as shown by figure 1:

Joaleh Financial Sharing
Rastin JFS3 Process

Certificate
Market

Future
Certificate Buy
—

Future Certificate
Sell

Vi
<

Product

4
A

Entrepreneur

A

s (Seller)

Resources Resources

A 4

Figure 1

1. Bank receives the sources from the buyer, and issues Future Certificate
and pays it to the buyer.

2. According to the signed Joalah contract with the agent, bank will
provide the necessary fund for entrepreneur.

3. The agent (entrepreneur/producer) will produce the commodity and
delivers it to the buyer — under the supervision of trustee unit of PLS

department of bank.
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Joalah Financial Sharing 4 (JFS4) Process

In JFS4 process, there are four parties which are: bank, agent
(producer/entrepreneur), buyer and depositor and that is why called JFS4.
We have the following phases in this process as shown by figure 2:

Joaleh Financial Sharing
JFS4 Process

Raw
Material

Product

Resources

. Resources

Resources

Resources

Future Certificate

Sell
Future

Certificate Buy

Figure 2

1. Bank receives funds from depositor and gives Future Certificate to
depositor.

2. According to a Joalah contract with the agent, bank provides him
resources for providing raw material for the firm.

3. According to another contract, the buyer’s firm produces the products
and sells them in the market under the supervision of trustee unit of

PLS department of bank.
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4. Buyer pays the selling price to bank.
5. Bank settles with depositor by paying him.

Derivatives in Global Financial Markets

Derivatives are kinds of financial contracts, which explain a kind of
value derived from a commodity or asset (base asset) and can be share,
commodity, interest rates, foreign exchange or other assets. Derivatives
today are defined in forms of Futures, Forwards, Options, and Swaps with

particular characteristics.

Future contract: is an agreement for buying or selling a specific asset with
a specified price at a specific time in future. Parties in future contract
commit to transact a commodity with specific quality at specific price and
time and according to the signed contract and thereof, the buyer is not
worried about the future price increase, and the seller is not concerned
about the future price decrease. Future contracts are made in official
markets or bourses and they somehow prevent future price fluctuations.
The price of base asset is not paid until the maturity, but the both sides
deposit certain amounts at clearing house as a guarantee for goodness of
promises. Those who buy future contracts commit to deliver the asset at
delivery date or final settlement date, and take a long (selling) position. The
position of deliverer of the asset to the buyer is called short (buying)

position. Future contracts are usually negotiable in secondary markets.

Forward contract: is similar to future contract with the exception that the
future contract can be transacted in bourse, but forward contracts are
transacted in over-the-counter (OTC) markets. Over-the-counter market is
formed on the neighborhood of bourse markets, and has no specific

location and i1s formed by cable or internet connections of dealers. Because
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of the credibility of the contract parties, total amount of transaction is paid

at the time of delivering goods.

Many believe that selling shares and future contracts by installment in
which the interest rate calculation is involved -considering duration- enter
the realm of usury (Riba). But the other instruments such as “production
order papers” or, “Istisna” are not included in this category. Of course,
those instruments involving interest rate based calculation are considered in
the realm of Riba in juristic point of view. Therefore, there are two views
about future contract. One asserts that future contract is (Kali-be-Kali)**
transaction of a debt. That is the seller will sell and deliver the commodity
at maturity to the buyer and the buyer will obtain the commodity and buy it
at maturity. In this contract, money is paid in future at time of delivery. If
we consider the future contract under this concept, it can be regarded as
Kali-be-Kali transaction and the doubt of transacting Kali-be-Kali or debt-
by-debt can be raised in this concept. At present or cash transaction, money
and the good are interchanged without involving time. In credit transaction,
the commodity is delivered at present time, but the money is paid later. In
Salaf, the commodity is delivered later, and in Kali-be-Kali transaction,
both commodity and money are delivered at maturity. That is why interest
might involve in transaction. Therefore, if payment of money and delivery
of good are made in future, the transaction might become Kali-be-Kali. In
the second view, no transaction takes place, but both parties commit to
transact in future time, which means that a seller promises to sell a
specified commodity at specified time and price to the buyer. Meanwhile,
the other party (buyer) promises to buy the specified commodity at
specified time and price from the seller. In other words, they are just

transacting their commitments. Sunni jurists believe future contracts and

** Kali-be-Kali is a transaction that seller sells specific amount of a commodity to be
delivered in future; and buyer purchases the commodity to be received in future.
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transactions as term selling for term payment, which is a Kali-be-Kali
transaction and enters into the realm of Riba. But, this would not be true, if
interest rate i1s not involved, that i1s transaction is of the form of term-
buying (Bayae Moajjal). From legal point of view, future contract is a
selling commitment facing a buying commitment and is considered as a

purchase order.

Option: generally, option contracts are divided into two groups: “call
option” and “put option”. In this contract, option holder or option issuer or
option writer has the right to transact (sell or buy) a base asset. The call
option holder has the right to buy the subject of contract at certain price up
to a certain time, but is not obliged to do so. In addition, a put option holder
has the right to sell the subject of contract at certain price up to a certain
time, but is not obliged to do so. The written price in the contract is called
“strike price” or “exercise price”. The written date in the contract is called
“expiration date” or “exercise date” or “maturity”. The “European (call/put)
option” permits the action only at the maturity, while “American (call/put)
option” allows transaction from the beginning to the maturity period.
Another kind of option is called “Bermudan option” which can be carried
out a few days before the expiration date of contract. Asian options, also
called “Average options”, are settled at the average price of asset in the

option period. Option certificate is negotiable at secondary market.

In call option, after paying some specified amount of money to the
seller of option, the buyer will have the right to buy the specified asset with
specified quality before expiration date, but is not obliged to buy. The
seller is also obliged to sell and deliver it to him if the buyer applies before
contract time is expired. If option holder does not apply his right within the
agreed period, his right will be taken away. In put option contract, the

buyer of put option will have the right to sell the specified asset with
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specified price within the specified time to seller of put option after paying
him the contracted amount of money. This is just a right or privilege to sell
and not obligation to sell. When the buyer of put option uses his right at
maturity, the seller of put option is obliged to carry out his commitment

according to the context of contract.

Options are applicable in any kind of contract. For example, it is
possible to give the right of extending rental period to one who has leased;
or an issuer of a valuable paper can give the put option of the papers at
special price to buyer for a period of, say, 3 years. In addition, a person can
for example buy an option conditioned to sell his own one hundred shares

within future six months at certain price.

Islamic jurisprudents have different views about options. Some
believe option necessitates a major loss for seller and is not fair and
rational.” Since in option paper it is not specified that the buyer or seller is
obliged to carry out the action, and we do not know whether price goes up
or down until maturity date, this view is not right. Some do not consider
option as “transaction”, because in transaction price should be specified,
while in option it should not. ** This criticism is because of narrow

description of transaction. In broad description, transaction is a contracts in
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which any legal condition can be agreed on by counterparties. The view of
Islamic jurisprudents about the similarity of option to “Araboon/Oroban
transaction” has created controversial views. Araboon transaction is a
transaction in which some money as down payment is prepaid to the owner
for buying the commodity. If the buyer buys the commodity at mature date,
the down payment will be considered as a part of the total payment;
otherwise, the down payment will not be paid back to buyer and will be
owned by seller. This type of transaction is prevailing in housing sector of
Iran by the title: “written promise” or “preliminary agreement”. Some
Sunni jurisprudents believe these agreements are false because of narration

reasons.

The probability of deceiving (Qarar) and misappropriating of money
and the existence of granting and rejection are raised because of
dissatisfaction conditions and buying without payments that make the
transaction false, because of irrationality. This is because, in signing
transaction contract, both parties consider the aptness of each other and
sign the contract willingly. Of the conditions of aptness is being sane, and
not being bankrupt or unwilling. Therefore, deceiving (Qarar) and
misappropriating of money and the existence of granting and rejection
because of dissatisfaction conditions and buying without payment are
canceled and its risk is not more than spot buying. This transaction cannot
be compared with unknown cancelation option, which has no dead line.
This is because in spite of unknown cancelation option, the conditions for
ownership of buyer at the maturity date are explicitly described in the

contract.

Some believe option is false, because in this contract, commodity and
money is not interchanged, and principles of transaction are not assured,

and it cannot be changed to conditional cancelation option. If this is true,
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forward deal also should be false. In options, goods and money are
exchanged, because selling and buying are accompanied with giving and

obtaining.

Some others believe options are kind of gamble on future prices and
therefore, it is false®’. If this is a true conclusion, all other transactions,
especially forward deals should be considered as gamble, because by
changing prices, the profit of the parties will change and similarly, trade
and commerce looks like a legitimate gamble. Some others consider this
contract illegal because it is included in non-propertied transactions,
conditional benefits for one party is in opposite to option right in
contradiction to necessities of contract, and because of including extra

expedience with usury doubt and having mortgage nature.*®

Some do not consider transaction on right to be true. While if
something is customary considered as fair and the subject of transaction
complies with Sharia, and it is not considered as prohibitions, it can legally
be transacted. Some others have gone so far to say that this is a new-
artificial contract and is not in the domain of Sharia-complied contracts.”
This view is against jurisprudence (fig ') dynamism, which is a discussing

matter between Sunni and Shiite ways of thinking.

Forward transaction (Salaf): is a contract in which both parties commit to

transact a commodity with special specifications and with special price at
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specific future time. Total amount of transaction money is given to seller at
beginning and at the end; the commodity is transferred to the buyer.
Forward transaction is a kind of future contracts, and even though they are
often signed outside the bourse; but have not much difference with futures

and their most important difference is the higher amount of down payment.

Istisna: is a kind of future contract in which parties commit to transact a
commodity with specific specifications and with specific price at specific

future time but the payment is by installments along the contract period.

Swap contract: is a kind of contract in which, parties commit to

interchange two specified assets or their yields for a certain period.

Future Certificate in JFS

By implementing JFS, bank offers a new financial instrument of
“Future Certificate” which has special specification quite different to
prevailing future contracts in global bourse markets. Standard future
contracts are issued in bourse transaction markets for selling a certain
amount of specific goods in future, in which buyer deposits a percent of
total price with a third party (usually bourse organization) and seller
commits to render the good to buyer at mature, otherwise, the deposit will
be given to buyer. These contracts are negotiable in bourse market and can
be changed by an offsetting contract or cancelled by agreement. This is the
“scalability” of future/forward contracts. In this contract, buyer and seller
agree on the future price of the commodity. Arbitrage operation on buying
and selling future contract will change the transaction value of the contracts
and future price and spot price of commodity tend to each other. Usually,
close out of the contract or offsetting contract in clearing house can put an

end to the contract. Commodity future contracts are different from interest

97



rates future contracts on bonds, and to some extent, on foreign exchanges
in which interest rate is involved in discount calculation of spot price by
considering margin money and good-faith deposited or earnest money for
which may include Riba. This is because; some of future contracts have
specific yield and time will change the discounted spot value equal to the
interest of margin money. In other words, it involves Riba at least equal to
the amount of interest of the deposited money. The more is deposited
money, the more Riba is involved. Future contracts with different subjects
such as grains, meat, metals, edibles and fibers, energy and wood are

prevailing in nowadays bourses.

Future contracts are usually have standard definitions, but some of
them are defined as “Mini contracts” which is a fraction of a standard
future contract and has more applications for contractors or for exchanging

with standard future contracts.

Future prices of these contracts involve many considerations such as
supply and demand and future price forecasts at maturity, which are

different for various commodities and different seasons.

Margin money kept for future contracts does not create any ownership
right on the subject of contract and it is just a guarantee for undertaking the
committed contract. Future contracts are negotiable in bourse halls and
people willing to enter these contracts can announce their wishes. In
addition, this activity is carried out on internet easily. In ordering forward
deals (purchase order/sell offer), it should be mentioned whether order is
for selling or buying, the amount, name and specifications of the
commodity, delivery time and price range are considered. Usually bourse

dealers carry out the orders.

Future contracts can be carried out on real and absent commodities.
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Since future contracts are exchangeable, we can see many contracts in
bourses without exchanging any commodity and they just indicate some
obligation between buyers and sellers. This will increase financial papers in
circulation in, and involves them in broad definition of money and have
increasing effects on volume of quasi money and therefore, affects the
economy through weakening monetary policy in the country. Because
monetary authorities do not supervise these transactions; moreover,
exchanged physical commodities is less than the exchanged papers. This is
one of the defects of these transactions, which can create economic crisis in

country.

Differences between future contracts in nowadays bourses and Future

Certificates of JFS can be put forward as follows:

1. In Future Certificate, 100% of the future price should be submitted to
seller at beginning.

2. Each issued Future Certificate is related to a real specific good and
cannot be changed with a compensatory or offsetting contract.

3. The seller is a producing firm with a legal personality.

4. Bank works as financial intermediate by absorbing funds and
allocating to seller.

5.  Good-faith deposit is only taken from the seller (producer) as
guarantees or other collaterals.

6. After the end of contract, the subjected commodity will be delivered
to buyer according to signed contract and under supervision of bank
commodity is delivered and contract is finished.

7.  Future Certificate can be transacted in Rastin Certificate Market but
has not exchangeable or offsetting properties and therefore, the latest
holder of Future Certificate will be the owner of the subjected

commodity of contract at maturity.
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8. Trustee unit of PLS bank supervises the allocated funds to producer
and his production operation to fulfill his commitments.
9. Future Certificate can be used for financing working capital of

producing firms and cannot be used to finance firm’s fixed capital.

General Executive Mechanism of Future Certificate

PLS bank issues Future Certificates to respond the request of the
applicant firm (buyer) to finance working capital of the producing firm
according to primary and secondary Joalah contracts as a financial
instrument based on JFS instructions. The face value of Future Certificate
is equal to the price of the real commodity of the Joalah contract and has
not the offsetting and exchangeable properties similar to conventional
futures contracts. Bank obtains guarantee or collaterals for the fund
delivered to producer and issues Future Certificate for buyer (or depositor)
in substitute of his fund. The maturity date of Future Certificate is
determined according to the Joalah contract and Joalah contract will be

terminated after delivery of commodity to buyer.

Future contracts are anonym digital transferable papers and can be
transacted in secondary market of Rastin Certificate Market; the latest
certificate holder will be the owner of the produced commodity at maturity.
The certificate is just used to finance working capital and cannot be used to
finance fixed capital of producing firms. Future Certificates are issued at
the time of signing Joalah contracts and are valid until maturity and
delivery date. The maturity date of Future Certificate is the end of Joalah
contract. Of course, if the Joalah contract is extended according to PLS
banking instructions and regulations, the maturity date of Future Certificate
will be extended accordingly. If producer does not deliver commodity at

maturity, the case will be treated according to JFS and PLS banking
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instructions considering the written agreements of the contracts, regarding
instructions of delay and dishonoring. According to general Rastin PLS
banking instructions, Future Certificate market price is determined
according to supply and demand of certificates in Rastin Certificate
Market. By supervising the goodness of activities of producer/entrepreneur,
bank will monitor the delivery of commodity and in the case of producer
dishonoring; and will seizure the claims through the guarantees and

collaterals of entrepreneur according to regulations.

Client Relations Operations

By applying to information portal of Rastin Certificate Market on
internet, and studying regulations concerning various products and
services, producer and buyer get familiar with JFS facilities and if
necessary, consult with PLS banking branch expert. Assessment unit of
PLS bank assesses the competency of producer and buyer by and if
acceptable, then bank will sign up contract with them. If the applicants’
information is already available in the databank of the bank, the procedure
of assessment will be shorter. After passing assessment process, producer
and buyer should provide all documents concerning their mutual written
agreement on price, and amount of commodity, method of providing raw
material, packaging and delivery, quality and characteristics of the raw
material and final good, obligatory and national standards and buyer’s
optional standards, controlling method of raw material and final good,
production and delivery timing, production procedures and other related
instances. Documents and information together with filled forms will be
entered into computer system of information desk. The proposed projects,
together with information about the clients are saved in proposed projects
file and a copy will be sent to agent assessment unit for detailed
assessment.
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Buyer Operations

By agreement with producer and applying to Rastin Certificate Market
on internet, or after applying to one of the PLS branches and consulting
with the expert at information desk, the buyer will become acquainted with
participation products, conditions and JFS. After selecting project, forms
will be given to him to be filled, then, the related documents together with
related information will be preliminary entered into computer system and
the client will be introduced to cashier desk. After receiving the related fees
and assessing the registered data, the cashier desk will confirm and finalize
the registered data. The follow up code will be issued for client. The related
record, including client’s code, account number, the amount of his deposit,
identity card information ... will be saved simultaneously in bank’s

integrated core system.

After receiving money and opening an account, the client will be
introduced to contract conclusion desk and after uploading the registered
code information, contract forms and the method of application of internet
Rastin Certificate Market will be provided for the client. After studying the
details of the contract, the client will sign it. Meanwhile, information and
the disciplinary number of the contract will be saved in the PLS
information system. After conclusion of the contract and registering it, the

system will automatically issue Future Certificate in the name of depositor.

After end of project and receiving information about calculating profit
and loss of the project, accounting/auditing desk will calculate it by
considering participation period and kind of commodity. Profit can be
automatically carried into client’s account if he wishes. Bank’s commission
will be deducted according to related instructions and the mutual contract

and will be carried into the bank’s account.
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Conclusion

The basis of determining interest rate is the Islamic banking is real
sector economy rate of return. Future contracts in conventional global
bourse markets increase financial papers in circulation, and put the
economy to an unstable position through debt leverage. In this context, JFS
designed to fulfill some banking services needs that do not suffer from the
existing shortages in conventional banking. JFS and its financial instrument
of Future Certificate is one of the Rastin PLS banking solution to the

problem.

Joalah Financial Sharing (JFS) paves the way for financing the
working capital of productive firms. JFS is a financial subsystem of Rastin
Profit and Loss Sharing (PLS) banking system and in this regard, its
instructions, organization, working procedures, electronic structure,
contracts and forms works under Rastin PLS banking Base System rules
and regulations. In JFS, bank by obtaining commission works as monetary
intermediate for providing capital management services to productive

activities of the firms and his engaged clients.

New financial innovation of “Future Certificate” is proposed in JFS,
which can create major developments in increasing efficiency and stability
of money and financial markets. The financier of specific project will
receive digital “Future Certificate” which can be transacted in Rastin
Certificate Market of the bank on internet. Future Certificate prevents un-
real paper market formation. At maturity, the latest owner of the certificate
will be the owner of produced good of the productive firm, and after

deliverance, the corresponding certificate is closed.

Detailed characteristics of JFS have been setup, and now are

applicable and adaptable by other banks throughout the world.
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Chapter Three

Mudarabah Financial Sharing

(MFS)
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Introduction

Mudarabah Financial Sharing (MFS) provides the ground for
depositors to share in commercial project of entrepreneur. This method is a
financial subsystem of Rastin Profit and Loss sharing (PLS) banking
system and works under general instructions, organizations, working
procedures, electronic software, contracts and related forms of Rastin PLS

banking.

Rate of return determination in this kind of sharing — whether bank is
private or public- is the rate of return of real economy. Bank receives
commission for providing capital management services to depositor as
agent or attorney, and works as intermediary of funds to allocate
depositor’s funds in Mudarabah commercial activity of entrepreneur. Bank
signs “Joalah contract” with depositor and “Mudarabah contract” with
Mudarib (agent/entrepreneur) to join them in Mudarabah sharing project
according to their views. In this subsystem, bank offers the deposited funds
to those seeking financial credit for Mudarabah and the outcome of
Mudarabah is divided between depositor and Mudarib according to
instructions. Distribution of profit will be done among depositors and agent
and bank receives commission. In the case that bank deposits in a project,
of course will receive profit share in proportion to his extra fund
depositing. The agent (Mudarib or entrepreneur) is a real or legal entity
who receives the cash funds of depositor via the bank and according to the
contract starts specific Mudarabah activity. Depositor will fund the
Mudarib and Mudarib provides acceptable guarantees to bank for certainty
of conducting his job properly. Trustee (4min) is a unit of Rastin PLS bank

that supervises the implementation of the project.
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New financial innovations of “Mudarabah Certificate” and “Periodic
Mudarabah Certtificate” are used in MFS. Mudarabah Certificates are
bearer certificates issued by Rastin PLS banks for specified period of the
project with nominal price. The owners of these certificates share the
profits of Mudarabah in proportion to the nominal price of the certificate
and the period they had depositing. These certificates are issued digitally
over internet to provide web-based digital transactions. The owners of this
certificate can transact it on internet or over the counter of PLS bank

branches. Therefore, these certificates can be transacted internationally.

“Periodic Mudarabah Certificate” 1is similar to “Mudarabah
Certificate”, but depositor receives his yield after each period and

entrepreneur with the fund of depositor can do the job multiple times.

By applying to internet information portal of Rastin Certificate
Market, or a PLS bank branch, depositor acquaint with depositing and
dispensing through consulting with bank expert and selects the project she
desires. By depositing and after signing and registering contract, the system
will automatically issue the certificate. At the end of sharing period, the

accounting/auditing counter will calculate and pay the profit to certificate

holder.

By applying to bank branch, Mudarib also offers his Mudarabah
project proposal to bank. Then, while informing the Mudarib (agent) about
the conditions and regulations concerning participation through internet
information portal of Rastin Certificate Market or information counter of
PLS bank branches, the necessary registration fee (according to instruction)
with the written proposal, and economic, technical and financial

justification of the project will be received from entrepreneur (agent).

The assessment unit of the PLS bank will assess the credibility of the
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agent on the basis of available historical background of the agent and
according to the compiled instructions if the agent possesses necessary
technical and other capabilities, will report to project assessment unit. If the
assessment report is positive, the necessary guarantees and collaterals will
be determined according to instructions. After signing contract with the
agent, bank delivers the required fund to agent according to the Mudarabah
contract. All Mudarabah documents according to the contract including
detail of Mudarabah commodities, budgeting, time-table, fund needed, and
the method of consumption of funds and implementing the project,
phasing, quality control and reporting and finishing the plan will be given
to the trustee unit of bank. The supervision reports of trustee unit will be
delivered to accounting/auditing unit on pre-determined intervals. Surely,
the trustee reports will be the basis for Mudarabah settlements. At the end
of project or specific periods, accounting/auditing unit of the bank will
calculate profit or loss and bank commission according to instructions. The
share of depositor and agent will be carried to their accounts. If there is a
stoppage report provided by the trustee, the resulted losses will be

calculated according to instruction.

Mudarabah

Terminologically, Mudarabah denotes interaction and cooperation
between two sides. In Islamic jurisprudence (fig’h), it is a transaction
contract between two persons according to which a person conducts
economic activity by the capital of another person, and the derived profit is
divided according to pre-agreed ratios. In other words, Mudarabah is a
contract between depositor (The owner of capital) and Mudarib (agent) for
conducting economic activity by the capital of depositor and dividing the

profit by agreed percentages. If the activity ends to profit, it will be divided
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between them, but if it ends to loss, only depositor bears the loss and
agent’s loss is his unfruitful efforts, except when it is proved that the loss
has been caused by the agent’s fault. The condition for Mudarabah is that
the depositor should accept probable loss; otherwise, the deal will not be a
Mudarabah, but a loan. If it 1s agreed to transfer all the profit to owner of
capital, again the deal will not be a Mudarabah, but Ibza™. Defining the
shares of profit of each party is of important conditions of Mudarabah.

Mudarabah is a two-sided contract and needs the approval of both sides’'.

Some believe that the capital of Mudarabah should be in cash®® and
conducting Mudarabah with commodities is not valid®>. On the other hand,
by restricted definition of Mudarabah some believe that Mudarabah should
only be used in commercial activities®*. Of course, these beliefs do not
reject primary rules of contracts; and types of this contract can be made by
goods as capital, or be done on other non-commercial activities®”. On the
other hand, there is no reason to limit all contracts to contracts in fig'h
books and narrated contracts; therefore, even if the capital is not cash, and
it is not considered as a Mudarabah contract, the contract is yet legal. The

narration-based reasoning for Mudarabah is based on epithet (lagab)®®

3% In Ibza the agent works for the owner of capital and earns commission.

31" Tabatabaee Yazdi, Saied Muhammad Kazem; Orvatol-Vosgha, Qom, Islamic

Publication Institute, 1420 Lunar Hijri.

Khomeini, Rouhullah Musavi; Tahrir-ul-Vasileh, Qom, Islamic Publication Institute,

1420 Lunar Hijri, Vol. 1, pp. 558-567.

Al-Husaini Shirazi, Seyyed Muhammad; Al-Fig’h (Vol. Mudarabah), Qom, Seyyed-u-

Shohada Publication, Pp 5-8.

2 Civil Law, article No. 547.

33 Allameh Helli, Al Jame-u-sharaye, ed. by Murvarid, Ali Asghar, Birea: Al Shiah

Fig’h Institute, 1410 Lunar Hijri.

34 Khomeini, Rouhul-Allah Musavi; Tahrir-ul-Vasileh, Qom, Islamic Publication

Institute, 1420 Lunar Hijri.

3% Article 560, Civil Law: Mudarabah contract follows the conditions and regulations

considered between two sides of the contract.

36 Epithet is discussed in Fig’h Principles. It is to say that if a title or name is the subject

of a commandment, what is not generally covered by this name, is not included in that

commandment. Muzaffar, Muhammad Reza, Osoule Fig’h, vol. 1, Ismaeelian
Footnote continues in next page:
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concept, which is the weakest logic in fig 'h and is not a proof. On the other
side, there are narrations that commodity can be regarded as capital of

Mudarabah® .

Some of Sunni jurists admit commodity Mudarabah by evaluating the
price of commodities and considering the price as Mudarabah capital, or if
a debt were created by transacting measurable/weighable property, it will
be quite similar to money in cash, and the Mudarib receives what he is
rightful and there will be no guarantee-less profit (Rebh-e-la yozman)>®. In
addition, it is possible for Mudarib to give back the original capital
(commodity) at the end of Mudarabah™ .

Mudarabah is a definite and revocable contract”. The Civil Law
prescribes: “Mudarabah is a contract according to which one part of the
contract provides the capital and specifies that the other part should trade
with it and divide the profit between them*'. The share of each partner in
the profit should be specified from the joined ownership such as a quarter,
a third or else”. These shares should be specified unless it is generally
known, and if it is not specified by the partners, it is considered as a
prevalent general case™. It is mentioned in the Civil Law that the subject of
Mudarabah can be any general and unconditional commercial activity - if

any specific activity is not mentioned in the contract™. Mudarib works as

Footnote is continued from last page:

publication.

37 See: Tafreshi, Muhammed Isa, and Jalil Ghanavati Khalafabadi, Foundation of
Mudarabah contract in Islamic jurisprudence and Iran Civil Law.
http://www.ghavanin.ir/PaperDetail.asp?id=839

3% This is a kind of profit for which the person has no guarantee about it.

3% Al Fatehul Ghozat, Zakaria Muhammad, Al-Salam val-Mudarabah, Amman, Darul
Fekr Lelnashr va Tozie, 1984.

% Article 550, Civil Law of Iran.

4 Article 546, Civil Law of Iran.

2 Article 548, Civil Law of Iran.

B Article 549, Civil Law of Iran.

* Article 553, Civil Law of Iran.
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an amin (trustee) and is not guarantor of the capital of depositor, except he
has wasted or oppressed it*. Specifying the capital is another condition of
Mudarabah. 1f someone provides the capital and mentions that all the profit
should be returned to him, the other party only receives commission; unless
it is proved that, the agent has carried out the task freely®. If it is
mentioned in the contract that the agent is responsible and guarantor of the
Mudarabah capital, the contract will be nullified, unless it was mentioned

that the Mudarib compensates the losses freely from his own wealth®’.

Mudarabah Financial Sharing (MFS)

The legal basis of Mudarabah Financial Sharing (MFS) is the
definition referred to in Civil Law. In addition, there are some other
regulations and disciplines, which are designed for detailed application.
Also in Mudarabah Financial Sharing (MFS), one party provides the
capital and the other one trades with that capital and the profit is shared.
The necessary activities to be carried out by agent (Mudarib) should be
defined in the contract. Agent can be real person or legal entity. The
Mudarabah financial sharing activities should be carried out under the
general instructions of Rastin PLS banking, unless the deviation from it is

mentioned.

In MFS, bank obtains the Mudarabah proposal from Mudarib. After
careful assessing proposal and agent according to compiled instructions,
the proposal is introduced to depositors; and by issuing Mudarabah
Certificates bank will provide necessary fund for Mudarabah activity.
Bank allocates the fund to entrepreneur and Mudarabah starts under the

supervision of bank’s trustee unit and after the end of Mudarabah activity,
* Article 556, Civil Law of Iran.

6 Article 557, Civil Law of Iran.
*7 Article 558, Civil Law of Iran.
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bank pays the principal capital and profit shares back to depositor and
agent, and bank receives his commission. If the activity fails to obtain
profit, bank will receive no commission. The issuance and transaction of

Mudarabah Certificate base on Rastin PLS banking instructions.

Mudarabah subject is in transaction (trade) to be carried out in

following fields:

a- Transaction of goods inside the country (domestic commerce)
b- Exporting goods for selling abroad (export)

c- Importing goods to sell in the country (import)

d- Importing goods to re-export (transit)

e- Interchanging foreign trade commodities (swap).

The Mudarabah capital is defined with acceptable costs (including
price of buying goods for Mudarabah, insurance, transportation,
warehousing, packaging, order registration, custom fee, commercial and
banking fees) for a complete transaction (buying and selling) period.
Depositing a percent of import value, as a guarantee for letter of credit at
central bank, is not regarded as cost, because it will be paid back to agent
when customhouse releases the imported commodity. This payment should

be carried out by agent.

Other related and unexpected costs are accepted if the bank’s trustee
unit confirms them; otherwise should be paid by agent. The cash capital of

Mudarabah is paid to the agent once or in different phases.

If the quest of agent for extra funds is accepted by trustee, because of
price increase or increase in some of the above-mentioned accepted costs,
this will be financed through complimentary contract according to

instruction. If it is necessary, bank will decide about extra collaterals.
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Financing extra fund will be through issuing new Mudarabah Certificates

for new depositors.

Contract duration is proportional to a complete period of buying and
selling of the Mudarabah commodity. Export Mudarabah contract duration
is defined by considering the maturity of letter of credit (LC) and should be
more than that. Mudarabah duration can only be extended by providing
documents to the trustee unit of bank about the delay according to
instructions of PLS banking and trustee approval. Overall, this period
cannot be longer than 6 and 9 months for internal and external trade

contracts respectively.

All bank supervisions will be carried out by trustee unit. All the sell
receipts will be transferred to specific account of the bank immediately.
The agent should promptly inform the trustee about his purchase and
trustee will supervise his warehousing and sale. The trustee is obliged to
supervise the flow of goods purchased from the supplier to warehouse and
details of sell and outgoing from the warehouse. Mudarib is obliged to
inform the trustee about all physical movement of goods from place of sell
to warehouse, loading and delivery of goods and move them by trustee
permission. If there is any delay, violation, fault, or any other similar
trouble, the trustee will reconsider the competency of the agent to preserve

the rights of depositor.

Regarding the nature of Mudarabah in which the capital will be in
ownership of bank for preserving depositor’s rights, after receiving
information about stoppage of Mudarabah activity, or bankruptcy of agent,
bank will promptly provide the list of commodities and confiscates
commodity into the hands of bank. Then, by selling commodities under
supervision of trustee, bank will settle the claims of depositor. The agent

allows the bank with an irrevocable power of attorney for after his death to
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permit the bank to refer to his firm, warehouse or other places related to the
subject of Mudarabah, and confiscates the related commodities, and draw
depositor claim from his accounts in any bank to perform and settle the

obligations of the Mudarib if necessary.

The organizational structure applied in MFS banking, its processing
procedures, regulations and instructions and obligations designed for bank,
depositor, Mudarib and necessary organizational structure work under
Rastin PLS banking regulations. Rastin PLS banking organization is
defined in chart framework of “PLS Banking Leading Committee”,
“Reviewing Group for PLS Banking Regulations” and “PLS Department”,
together with “Legal Unit” and “Assessment Unit” and “Auditing Unit”
and “Financial Engineering Management Unit” and “Trustee Unit” and
“PLS Branch” with “Information and Consulting Section” and “Cashier

Section”. The same structure will be used for MFS.

Distribution of Profit

Dividing profit between Mudarib and depositor is one of the important
problems in Mudarabah. Traditionally, this dividing is made by mutual
agreement, but it is not possible to leave the decision to bank branches in
MEFS and it is necessary to compile special regulation for it. Before
discussing this subject, we should consider that Mudarabah activity is a
process, which creates value added in economic concept and in framework

of national accounting is considered as production of goods and services.

Different schools of thoughts have different views about value of
work along the history and different people believed different sources for

creation of value®™. Their views in different schools of thoughts are so

*® These topics are discussed in history of economic thoughts.
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different that some of them believe that labor is not a source of value
creation, and others believe that labor is the only source of creation of

value.

Physiocrats were the first who discussed the source of “value added”
and extended it from transaction to production®. They considered value in
the framework of material tangible goods with meaning of “use value”, not
transaction value. Therefore, the concept of value added was just in the
form of value of production over the value of goods used to produce the
good, which is called “net production”, and only exists in agriculture
sector. According to Physiocrats’ belief, that only shape of materials
changes in manufactory and no added value is created in industry and only

50
farmer creates added value™.

In Marxian literature, “The theory of value” is described as the
amount of used social labor which is equal to the value of good, and labor
should produce relative added value in addition to good’s absolute added
value in competitive scene. In order to create relative added value, his
personal value of produced good should be less than his social current
value of that product. In producing absolute added value, the labor should
use capital. Producing absolute added value is material manifestation of
capital by labor’'. If we regard total production process from production
viewpoint, production means are the tools by which production takes place

according to Marx; and it is only the labor, which is creative. As far as

* Physiocarts did not believe to social concept of value and “surplus value” in Marxian
literature.

*% Physiocarts believed that this is because of the power of growth in plants, which is
seen only in agriculture and not in industry. In their view, the added value is not because
of labor, but it is created by the cooperation of land and nature and it is the creativity or
fertility power of the land which changes the amount of planted seeds to larger amounts
of seeds. Accordingly, the dividend of proprietor or additional value in agriculture is a
natural endowment that is because of relationship of human being and land, and not
because of his social relations.

31 Marx, Karl, Capital, vol. 1, Penguin, England, pp. 1019-1026.
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work is a personal process, a labor carries out all the work until the product
is made and human being cannot have hegemony on nature by himself
solely, and force the nature to produce crops as Physiocrats believed.
Therefore, the direct production of a single worker will change into a joint
production of labors. According to Marx, the concept of capitalistic
production is not just the production of goods, but it has the nature of
surplus value. The labor is not producing for himself, but for the owner of
capital and increase of his capital, and he is not just producing, but he is

also producing surplus value.

In Ricardo view, surplus value is an inherent and inseparable part of
capitalistic production. He is not searching for the very reason for existence
of surplus value, but is looking for the cause, which defines the amount of
this value. Mercantilists believed that the surplus price of a commodity
over its production cost is because of transaction and selling it by a price
above its original value. John Stewart Mill believed that the origin of profit
is the extra production of labor more than his own needs and the reason for
creation of profit from capital is because of durability of raw materials and
production means more than the time needed for producing them.
Therefore, according to this economic school of thought, profit is not

caused by transaction, but it is because of productivity power of labor.

These theories have not the application merit for distributing the
outcomes of Mudarabah, but the firm theory in neoclassical
microeconomics has a vast and deep analytical base’>. In simple words,

according to neoclassic opinion, “firm” is a place, which produces goods

>2 For more detailed discussions see microeconomics books, specially:

e Henderson, R., Quandt, P. (1982), Microeconomic Theory, a Mathematical
Approach. Mc-Graw Hill.

e Savabi Asl, Farhad; Bidabad, Bijan and Shahrestani, Hamid, 1993. Estimating
Aggregate Investment Function of Iran by Considering Various Functions, M.S.
dissertation, Islamic Azad University, Tehran.
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by using factors of production of labor and capital. The production function
of the firm is a mathematical presentation of relation between labor, capital
and product. Now consider the Mudarabah procedure in which Mudarib
uses two variable factors of production: capital of the depositor (K) and
labor of Mudarib (L) together with his own fixed production factor to
produce value added. The value added function of Mudarabah (Q) as a
mathematical function of variable factors of production (K, L) will be as

follows:

Q=f(K,L) (1)

The above function is defined without fixed factor of production; and
the amount of production is defined by variable factors of production K,
and L. The production structure is defined for a special period in which the
investment does not change and fixed cost does not enter into calculations.
The applied technology, technical information of the Mudarib about the
method of using capital is included in mathematical form of the production
function. Often production function is supposed to be a continuous single—
valued, non-negative, increasing function in the domain and usually regular
strictly quasi-concave. The scope of Mudarib and his activity and capital of
depositor are defined for a specific period. The period in which the amount
of K and L and thereof the Mudarabah function are defined has three
constrains: Firstly this time should be so short in which Mudarib cannot
change the fixed factor of production. Secondly, it should be so short that
the production function cannot be changed because of improvement of
Mudarabah technology. Thirdly, it should be long enough to cover all the
process of Mudarabah. The marginal efficiency of factors of production or
the capital of depositor and the labor of Mudarib are defined as MPy and
MP, respectively:
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The “decreasing marginal productivity of factors of production” law
explains that increasing the amount of a variable factor of production will
increase its marginal productivity for a while and then decreases the
marginal productivity of that factor after diminishing point of return. It
means that the more we use that variable production factor, after reaching a
point of production; we will achieve a lower amount of extra production®.
This law has special effects on distribution of Mudarabah profit, which can

be understood from the forthcoming profit distribution relation.

“Economies of scale” describes the method of proportional increase of
all factors of production. If Mudarabah is increased proportional to labor
and capital increments, the economies of scale in the defined range of their
combination is fixed. Increasing return to scale can be seen when the
increased use of factors of production leads to more production increase,
and it is decreasing when it leads to lower increase in production. “Return
to scale” 1s defined by concept of homogeneity. A homogeneous

production function has a degree of *” if:

f@K,tL)y=¢t".f(K,L) 3)

By t times increasing depositor capital factor of production and
Mudarib labor factor of production for amounts of j>1, j=1, 0<j<I, return
to scale will be increasing, constant and decreasing respectively. A linear

production function can be obtained from a collection of linear

>3 This point is the intersection point of average and marginal productivity curves.
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simultaneous activities’*. Linear production functions are homogeneous of
degree one and hence, have constant return to scale. The concept of
homogeneity in production function means that if we increase (or decrease)
all factors of production proportionally, production will increase (or
decrease). If production increase was proportional to the increase of factors
of production, the production function is homogeneous of degree one. If
production increase was less than the increase of factors of production, the
homogeneity is less than one. Otherwise will be more than one. In these
three cases of homogeneity of degree one, less than and more than one, the
return to scale is defined to be constant, decreasing and increasing
respectively. This condition in the production function is mathematically

understood by equation (3).

Homogeneity of degree one assumption in Mudarabah function is
quite meaningful and therefore, by this assumption we can obtain the
distribution of yield of Mudarabah by Euler theorem. In other words, in
case of homogeneity of degree one, if all factors increase (or decrease)
proportionally, the production will also increase (decrease) proportionally.
In this case, because of stability of average productivity of production
factors, total productivity will not change. Euler’s theorem explains that the
following equation is established in homogeneous production function of

degree j:

Lf, +K.fr=j.f(K,L) 4)

By substituting (1) into (4) and assuming the homogeneity of degree one

(j=1), the following relation is obtained:

** Many production functions are under consideration for various economic and
mathematical aspects. See: Eatwell, J., M. Milgate, P. Newman (1988). The New
Palgrave Dictionary of Economics. MacMillan Publication.
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L.fL+K-fK:Q (5)

By this theorem, we can understand that the total value of Mudarabah
is equal to the total of multiplication of marginal production of the labor of
Mudarib (f) by his labor (L) and marginal production of capital of
depositor (fx) by the amount of his capital (K). In other words, if we want
to distribute the outcome of Mudarabah according to marginal productivity
of labor and capital, the total outcome exhausts. Euler’s theorem has a
basic role in marginal production theory, and each factor of production will
receive its marginal production and Mudarabah outcome is distributed
accordingly. It should be mentioned that the homogeneity of degree one
causes the Mudarabah function to be homogeneous as well. Moreover,
when the production function is linear, marginal productivity of a
production factor is equal to its average productivity. In other words, let «

be profit of Mudarabah, we have:
tor=f(tL,tK)—tL—tK (6)

This means that if the amount of labor of Mudarib and capital of
depositor increase at the same ratio, the Mudarabah profit will increase
proportionally. Using this analysis, we can calculate the share of depositor
and Mudarib according to the ratio of marginal capital and labor
productivities by using the following formula. In the following relation, the
capital value is the Mudarabah sharing capital; and the marginal labor
productivity is Mudarabah profit, and the value added is the selling profit,
and the value of commodity sold is the amount of Mudarabah commodity

sold. In other words, we have:
K+L=Q=C+V (7)
That is the total of value added (V) plus cost (C) is equal to Mudarabah
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value (Q) and is equal to the values of labor (L) and capital (K). This is

because:
=V (8)

This means that the value added is equal to Mudarabah profit and the value

of goods sold is equal to the total of value added and cost:
C+V=Q 9)

Therefore, the value of the Mudarib labor will be equal to the value of the

sold value of commodity minus the capital of depositor:
L=Q-K (10)

Therefore, the profit share of depositor from the created value added (Ry) is
equal to the ratio of the capital of depositor to the value of the sold goods
and the profit share of the Mudarib from the created value added (Rp) is

equal to the ratio of value added to the value of commodities sold. In other

words:
_ 11
RK—% (11)
_V (12)
R, _/Q

The profit share of depositor (nx) and Mudarib () are obtained by
multiplying their profit shares into the value added. Alternatively:

T =R xV (13)
v/ I = R I X V (14)
Accordingly, each part of the Mudarabah (depositor and Mudarib) share
proportionally to their productivity ratios in creating value added. In other

words, if we sum up the above relations, we come to the following relation
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in which, value added is equal to the total productivity (output) of labor and
capital:
T +7, =V (15)

which is compatible with Euler’s theorem of distribution of value added
among labor and capital according to the marginal productivity of worker
(Mudarib) and owners of capital (depositor). Therefore, the amount

received by depositor for the principal and profit of the activity will be:

P =7y +K (16)

That is the amount of payment to depositor at end of Mudarabah is equal to
the total value of his original capital plus his profit. The amount paid to

Mudarib will be equal to his profit share:

PL :7[L (17)

Sum of these two relations shows that after the end of Mudarabah and
distribution of principal capital and Mudarabah profit, payment to Mudarib
and payment to depositor is equal to the total value of depositor capital and

profits of depositor and Mudarib:

Pe+P =rmp+7;, +K (18)

On the other hand, the total amount paid to depositor and Mudarib is equal
to the total value of depositor capital and Mudarabah profit:

P.+P =r1+K (19)

Conclusion

Real establishment of Usury-free banking system can solve many
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important financial and economic problems such as crises at global level.
Mudarabah Financial Sharing (MFS) as a financial subsystem of Rastin
PLS banking designed to response to financing commercial activities. This
subsystem works under Base System of Rastin PLS banking. Mudarabah
Financial Sharing (MFS) provides an opportunity for depositors to
participate in commercial (buy and sell) projects. This method is a financial
subsystem of Rastin Profit and Loss Sharing (PLS) banking system and in
this connection, the instructions, organizations; working procedures,
electronic bases, contracts and related forms are highly similar to Rastin
PLS base system. The basis for determining rate of return in this kind of
sharing is the yield rate in real sector economy and bank receives
commission for providing capital management services for depositors as an
agent or attorney, and works as an intermediary of funds to allocate
depositor’s funds into Mudarabah commercial activity of entrepreneur.
Bank distributes the outcome of the project to depositors and

agent/entrepreneur (Mudarib).

MEFS uses the financial innovations of “Mudarabah Certificate” and
“Periodic Mudarabah Certificate”. Depositor receives a Mudarabah
Certificate when joins to a special Mudarabah project that can be
transacted in Rastin Certificate Market. Profit or loss share is paid to the
latest holder of certificate after the end of project. Profit share settlement
between the Mudarabah Certificate holder and Mudarib (agent or
entrepreneur of the project) will be based upon neoclassic theory of shares
of factors of production, and specifically on the Euler theorem of income
distribution. In practice, MFS showed efficient performances to finance

merchant’s needs in Bank Melli Iran.
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Chapter Four

Installment Financial Sharing

(IFS)
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Introduction

Rastin PLS banking was designed to implement usury-free Islamic
banking. The base system of this type of banking actually provides the
necessary structure and organization for financial participation. But it was
necessary to paste some new financial subsystems to the base system to
satisfy the needs of the banking clients. Installment Financial Sharing (IFS)
was designed to fulfill Rastin PLS Banking System to complete some of its
shortcomings. IFS provides the background for depositor participation in
investment project in which entrepreneur desires to preserve his own
ownership, and depositor wishes to obtain periodic income (monthly,
seasonal or yearly). IFS is a subsystem of Rastin PLS Banking System, its
guidelines, instructions, organization, workflow, electronic mechanism and

contracts works under Rastin PLS Base system.

In IFS, bank is a firm that works on behalf of depositor, and allocates
his deposit to entrepreneur and divides the profit or loss of the
entrepreneur's investment between depositor and the entrepreneur
according to the signed contract and receives commission for providing

financial management services.

Installment Financial Sharing (IFS)

In this subsystem, interest rate of installments and rents are in
accordance to investment real return and bank is intermediary of funds, and
receives commission like an attorney or agent and provides financial and

capital management services for his clients. In IFS the return of principal

> Bidabad, Bijan. Installment Financial Sharing (IFS), a subsystem of Rastin PLS
banking, Planning and Research Department of Bank Melli Iran, Tehran, 2011.
http://www.bidabad.ir/doc/detailed-ifs.pdf
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capital and yield of conducting activities are paid to depositors periodically
and the ownership of investment project will be transferred to entrepreneur
after the payment of the last installment. Accordingly, bank allocates the
capital (deposit) of depositor in IFS projects based on the will of depositor
and finally divide the profit among depositor and entrepreneur and payback
the principal and profit of investment to the depositor by installment and
transfer the ownership of the project to entrepreneur. Profit and loss will be
divided between them according to their agreement in the contract based on

the Rastin PLS banking instructions, after deduction of bank commission.

Bank deals with depositor through Joalah contract and goes through
three new contracts of “Mughasatah”, ‘“Rental Mughasatah™ and
“Musharakah Mughasatah™ with entrepreneur and according to depositor
desire, will provide the conditions for his financial participation within the

entrepreneur's project.

Entrepreneur is a legal or real entity who receives deposited funds of
depositor via the bank and according to the agreement will invest in the
pre-agreed project. Depositor provides part of the fund for the
entrepreneur's project and entrepreneur provides the bank with appropriate
guarantees to cover his obligations fulfillment. “Trustee” is a unit that
supervises the process of IFS on behalf of bank in order to make sure about

the goodness of fulfillment of the project operations.

There are several financial innovations in IFS such as "Mughasatah
Certificate", "Rental Mughasatah Certificate" and "Musharakah
Mughasatah Certificate" which provide new preparations for investment
projects. These certificates are digitally negotiable on internet in Rastin
Certificate Market (RCM) of the bank. The certificate holder (depositor)
can transact his certificate over internet; hence, they are negotiable at

international level.
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By applying to Rastin PLS bank branch, the entrepreneur proposes
IFS project proposal to bank. In addition to informing the entrepreneur
about the conditions and regulations concerning IFS (according to written
instructions), the necessary documents, information and analysis about the
project, including economic, technical and financial justification and other
related information of the project will be received from entrepreneur.
According to available previous records of entrepreneur activities, the
assessment unit will assess entrepreneur's capability and ability according
to written instructions and will report to PLS department. If the assessment
is positive, according to the related instructions, the quality and quantity of
needed collaterals or guarantees will be defined and after signing contract,
the needed funds will be paid to entrepreneur. All documents including the
detail of sharing subject, budgeting, time schedule, funds and the way of
fund consuming, implementation of project and its phases, quality control
method, reporting and fulfillment of the project and its installments will be
provided by entrepreneur to the bank assessment unit. Reports provided by
the bank trustee unit will be the basis for all entrepreneur activities

evaluations.

By applying to information portal (website) of Rastin Certificate
Market (RCM), depositor becomes familiar to rules and conditions and
selects his desired entrepreneur's investment proposal. By signing and
registering the contract, and after the payment, the system automatically
issues the certificate. After each financial period and at the end of the
contract, under the supervision of the bank's trustee, entrepreneur calculates
the share of principal and profit of the project and passes it to depositor via

bank.

According to the written instructions and related formulas, amount of

installments, rent or periodic yield and commission share of bank will be
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calculated by accounting/auditing unit. The share of entrepreneur and
depositor will be defined by considering the kind of IFS financing and the
method of installment payment and rent (profit or loss). In case of
discontinuance of project, the occurred losses will be calculated according
to the compiled instructions. The structure and organization of Rastin PLS

banking is also applied to the subsystem of IFS.

Mughasatah Contracts

To perform IFS mechanism, new contract by the title "Mughasatah" is

defined:

Mughasatah

"Mughasatah" is defined as a contract in which the moghsit
(depositor) will provide a part or total amount of funds and by providing
the remainder, ghasit (entrepreneur) will invest and payback the borrowed
amount to moghsit (depositor) in periodic installments and finally becomes
the owner of the project. This contract is used for those projects that can be
finished after a period. Moghsit (depositor) has the right to receive the
installments until he is paid off and entrepreneur becomes the owner of the
project. If the project is to be concluded to receive rent at compromising
contract time, the procedure in this types of projects works by issuing

"Rental Mughasatah Certificate".

Rental Mughasatah

In finitude projects, "Rental Mughasatah”, the entrepreneur can be a
real person or legal entity. Moghsit (depositor) has the right to receive
installments plus the rent until the end of the project and the entrepreneur
will own total project after then. The rent will be defined in the contract to

be paid by installment, or calculated as a share of the finished project as
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assessed at the beginning of the contract. It is not necessary to pre-fix the
amount of rent for all periods, but this must be cited in the contract. "Rental
Mughasatah" is a kind of contract in which moghsit (depositor) provides a
part or total fund for project and ghasit (entrepreneur) will finance the
remainder and invest the funds in the moghsatah (project) and pays rent to
the moghsit (depositor). Then, the share of the depositor from the assessed
(valuated) value of the constructed project is calculated according to the
amount of his fund and the period of his participation and will be paid by
installment to the depositor in addition to rent payment. At the end, the
ownership of the project will be transferred to entrepreneur. The amount of

periodic rent might be different according to the signed contract.

Musharakah Mughasatah

The entrepreneur of prolong (endless) projects should be legal entity.
In this case also the depositor has right to receive his own share back, plus
a share of the yields of the project until the contract terminates. Then, the
entrepreneur will become the owner of the constructed project. In this case,
bank issues "Musharakah Mughasatah Certificate". "Musharakah
Mughasatah"” is a contract, in which depositor provides a part or total
amount of resources needed for project financing and entrepreneur provides
the remainder, then, the share of the depositor from the valuated (assessed)
of constructed project and its yields (productivity) is calculated according
to the amount of his share and the period of his participation and will be

paid by installment to depositor.

Mughasatah Certificate

"Mughasatah Certificate" is an anonym document issued by Rastin
PLS bank with a nominal price for real financial participation (sharing) for

a certain period. The bearer of this paper receives periodic payments
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relative to his share and the period of participation. Payments will be paid

at end of each period. At the end, the entrepreneur will own the project.

Rental Mughasatah Certificate

"Rental Mughasatah Certificate" i1s an anonym document with defined
nominal price for a defined period of time (rental tenure) issued by Rastin
PLS bank who conducts Rastin PLS activity. The owners of these
certificates have right on the results of the sharing project which is
proportional to the nominal value of the certificate and the duration of
holding certificate until the end and receive periodic rent and installment of
the valuation of the project at the end of each period. At the end of contract,

the entrepreneur will become the owner of the project.

Musharakah Mughasatah Certificate

"Musharakah Mughasatah Certificate" is an anonym document with
defined nominal price for a defined period of time (Musharakah tenure)
issued by Rastin PLS bank who conducts PLS activities. The owner of this
certificate has right on the result of the sharing project proportional to the
nominal value of the certificate and the duration of holding the certificate
until the end of contract, and receive periodic installment plus income
(positive/negative) yields of the project at the end of each period. At the

end, the entrepreneur will become the owner of the project.

All Mughasatah certificates are kinds of Rastin Certificates™® and
obtain rent, or yield plus installment until the end of contract and after the
settlement of contract, the entrepreneur becomes the owner of the project.

The settlement of the project differs in finitude and endless (productive)

°6 Rastin certificates are the name for collection of certificates designed for Rastin PLS
banking and operate under the supervision of trustee unit of bank and are issued with
prefix of certificate.
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projects. The settlement is after the pay out of the last installment for
"Mughasatah Certificate". In "Rental Mughasatah Certificate", after the
payment of last installment and rent, the contract is settled. In
"Musharakah Mughasatah Certificate", when the last payment of

installments and profit or loss (yield) is paid, the settlement takes place.

Amortization Date of the Share of Depositor

This is the time when depositor has received all installments
(including principal, rent, or the yield of investment) from the ghasit
(entrepreneur) and has no more share in the project that belongs to the
entrepreneur thereafter. This calculating is in connection with the duration
of project after its construction period and the share of each party
(regarding the tenure of their participations), the amount of share of
depositors, the brought capital of entrepreneur, and the value added of the
project (and dismantled value of the project at the end of its useful life — if
applicable).

Amortization date calculations of all Mughasatah contracts are
similar. However, this point of time can be agreed upon by the bank on

behalf of depositor and entrepreneur when contract is signed.

Dividing Value of Project after Construction

Allotment of profit of the project between moghsits (depositors) and
ghasit (entrepreneur) is one of the important issues of Mughasatah.
Traditionally, this type of apportionment bases on mutual agreement, but in
Installment Financial Sharing (IFS) this apportionment cannot be left to
bank; therefore, it was necessary to compile necessary rules for carrying it
out accordingly. But, when installment enters the process of apportionment,

conventionally it involves interest rate which is not acceptable because of
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Riba. Hence, we should find a rational usury-free solution for it. Here we
should answer two questions: first, how much are the values of work and
capital in this project? Second, what rate of yield should be applied for

installment of the share of depositor to be non-usury?

Before entering this discussion, we should pay attention that
Mughasatah activity is economically a production process that creates
value added and therefore, we can answer the above questions from this
viewpoint. In simple words, according to Neoclassical theory”’, firm is a
unit in which products are produced by using factors of production (labor
and capital). Mathematically, the production function of the firm is a
relation of the labor and capital in the process of production. Now consider
the process of a Mughasatah in which ghasit uses the factors of production
of depositor as capital (K) and capital brought of entrepreneur (B) from one
hand, and his factor of production (entrepreneur's labor work (L)) for
production of project. The value of production function (Q) mathematically

is a function of factors of production and can be described as follows:
Q=f(K+B,L) (1)

The above function does not have a fixed production factor and the
amount of production is defined by variable factors of production (labor
and capital). The production structure is defined in such a period that
investment does not change, and fixed cost does not enter the calculations.
The applied technology, knowhow of entrepreneur in applying capital and
labor in Mughasatah is defined as in the above function. Usually,
production function is defined as a single-valued continuous increasing
function for non-negative values within the regarded domain and is usually

regularly strictly quasi-concave. Contribution of depositor and entrepreneur

7 For more information, see microeconomic texts, as: Henderson, R., Quandt, P.
(1982), Microeconomic theory, a mathematical approach. Mc-Graw Hill.
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are defined within a period. In this period, factors and the amount of
production are defined to have three constraints: First, it should be enough
short so that the ghasit cannot change the production factors. Second, it
should be short enough that the production function cannot be changed due
to improvement of technology. Third, it should be long enough to cover all
the process of Mughasatah. Marginal productivity of capital (K of moghsit
plus B of ghasit) and ghasit's labor work (L) are noted as MPy.g and MPy,

and can be defined as follows:

__ 09 _ _
MPK+B - 8(K+B) fK+B(K+BoL) fK+B (2)

e, =% - f,(k+B.L)= 7,
oL

The law of marginal decreasing return explains that by increasing one
factor of production, marginal production increases at first, but after a
while, marginal production starts to decrease. That is to say, the more we
use one of production factor, after a while, the less will be marginal
production™®. This law has distinct effects on apportionment of the yields of
Mughasatah that can be understood from dividing profit relationship that

we will explain.

Economies of scale show the way of increasing production through
proportional increase of all factors of production. If Mughasatah value
increases proportional to the increase of labor and capital (deposit plus
capital brought contribution of entrepreneur), the return to scale in domain
of the related factors of production is constant. The return to scale is
positive if proportional increase of labor, capital would increase the
production more and it is negative if proportional increase of labor, capital

results in less increase in production. Return to scale is defined by the

>¥ This is the intersection point of marginal and average production curves.
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concept of homogeneity of production function. A production function is

homogeneous of degree j if:

f@(K +B),tLy=t’ . f(K +B,L) 3)

In which by increase of t times of labor and capital (sum of deposits
and brought) for amounts of 0<j<l, j=1, j>1, the return to scale will be ()
increasing, constant and decreasing respectively. A linear production
function can be resulted from several linear production activities
simultaneously”. Linear production functions are homogeneous of degree
one and therefore, have constant return to scale. Homogeneity in
production function means that if we increase/decrease all factors of
production proportionally, production will also increase/decrease
proportionally. If production increases/decreases proportionally as increase
/ decrease of factors of production, the production function is homogeneous
of degree one. If the ratio of production increase is less than the increase of
factors of production, homogeneity has a less than one degree, and
otherwise has a degree of more than one. In these three cases, the return to
scale is constant, increasing and decreasing respectively. This condition

mathematically is understandable from relation (3).

The degree one homogeneity condition in Mughasatah function is
quite meaningful; therefore, according to Euler theorem of income
distribution®, we can use this condition to divide the yields of Mughasatah

contract between depositors and entrepreneur. In other words, in

> There are many production functions with different economic and mathematical
characteristics. See: Eatwell, J, M. & Milgate, P. Newman (1988). The new Palgrave
dictionary of economics. MacMillan.

Savabi Asl, Farhad; Bidabad, Bijan and Shahrestani, H., (1993). Estimating Aggregate
Investment Function of Iran, Considering Various Functions, MS. Dissertation, Islamic
Azad University, Tehran.

69 See: George J. Stigler (1946), Production and Distribution Theories: The Formative
Period, New York, Mac Millan.
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homogeneity condition if all factors of production increase/decrease
proportionally, production will also increase/decrease proportionally.
Moreover, when the production function is linear, marginal productivity of
a production factor is equal to its average productivity. In this case, since
the average productivities of factors of production are unchanged,
production productivity will not change. Euler theorem explains that in a

homogeneous function of degree j, the following relation exists:

Lf, +(K+B).fv.s=Jj.f(K+B,L) 4)

Where, fi and fx.g are marginal productivities of labor (work of
entrepreneur) and capital (deposit + brought) respectively. By replacing (1)
in relation (4), with the assumption of homogeneity of degree one (j=1) we

obtain the following relation:

Lf+(K+B).fr.p=0 ()

By this theorem we can understand that total value of Mughasatah is
equal to the sum of multiplication of marginal productivities of labor (f1)
by L and multiplication of marginal productivity of total capital of
depositor and entrepreneur (fx.g) by total capital of moghsit and ghasit
(K+B). In other words, if we want to divide the result of Mughasatah based
on marginal productivities of labor work of entrepreneur and his capital
brought plus the capital of depositor, total value of Mughasatah are
distributed. Euler theorem has a basic role in marginal productivity theory
of distribution and accordingly each part of the Mughasatah will receive
his share from the results of Mughasatah. 1t should be mentioned that
homogeneity of degree one causes the profit function of Mughasatah to be
also homogeneous of degree one. In other words, if we consider m as

Mughasatah profit, we will have:
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tw=f(t(K+B),tL)—t(K+B)—tL (6)

That is to say, if the labor-work of entrepreneur and the capital of
depositor plus the capital brought of entrepreneur increase proportionally
(by t), Mughasatah profit will also increase proportionally (by t). By
applying above analysis, we can distribute the profits of each part of
Mughasatah based on productivity ratio of capital (including capital of
depositor and capital brought of entrepreneur) and labor work of
entrepreneur from the value added of Mughasatah activity according to the
following formula. In the following formula, the capital value means the
deposit of depositor; capital brought is the total fund and asset (cash and
noncash) brought by entrepreneur into the project; and value added is the
total profit or value added obtained by the work of entrepreneur, through
financial participation; and total value added is the value created by using
all factors of production in Mughasatah activity; and the project value is
the assessed (valuated) value of Mughasatah project. In other words, we

have:
K+B+L=Q=C+V (7)

which means that sum of value added (V) and cost (C) is equal to
Mughasatah value (Q) and is equal to total value of labor work (L) and
deposit (K) and capital brought (B). This is because:

=V )

That i1s value added is equal to the profit of Mughasatah activity.
Moreover, the assessed value of the project is equal to total value added

plus cost:

C+V=Q 9)
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Accordingly, the value added emanated by labor work of entrepreneur in
Mughasatah will be equal to the assessed value of the project minus the

value of deposit minus capital brought of the entrepreneur:
L=Q-K-B (10)

Therefore, the profit share ratios of moghsit from the created value
added (Rg) plus profit share ratio of ghasit from the value added (Rg) will
be equal to the ratio of the value of moghsit capital, plus the capital brought
of ghasit to the total value of project (Q); and also, the profit share ratio of
ghasit emanated from his labor work in the created value added will be
equal to the ratio of assessed value added of the project to the total value of

project. In other words:
K+B
Ry +R, = yQ (11)

R, =V (12)

The profit shares of moghsit and ghasit are calculated by multiplying

their profit share ratios by the assessed value added of project. Or:

T =R xV

(13)
Ty =RyxV (14)
7w, =R, xV (15)

Accordingly, each part of the Mughasatah (moghsit and ghasit) will
share the created value added based on their productivity ratios. In other
words, if we add up the above relations, we will reach the following
relation in which the value added is equal to the labor work yield, plus

capital yield, plus the value added of capital brought:
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T +my+m, =V (16)

This distribution is in accordance to Euler theorem of marginal
income distribution into capital and labor in which each party (labor work,
deposit and capital brought) receives according to his productivity.
Therefore, the amount of ownership of moghsit in principal and profit will

be:

Py =my +K (17)

This means that the dividend of moghsit (Px) at the time of assessing the
project (at the end of construction period) is equal to the moghsit's capital
value (deposit) and his profit. The dividends of ghasit (Pp) at the end of
construction period will be equal to the total profit of ghasit plus the value

of his capital brought:

P, =rx,+B (18)

Adding these two relations show that after the end of construction
period, dividend of ghasit plus dividend of moghsit is equal to the total
value of deposit plus capital brought of entrepreneur, plus profits of ghasit

and moghsit:

P.+P =n,+7, +K+B (19)

In other words, the total payments to ghasit and moghsit are equal to total

deposit and capital brought of entrepreneur and Mughasatah profit:

P.+P =7n+K+B (20)

Accounting Procedure for Apportionment

In simpler words, ratios of the dividends of each part of the project
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from the vale added of the Mughasatah activity at the end of construction
period is calculated on the basis of the yield of capital (deposit) and capital
brought (capital contribution of entrepreneur) and labor work (of
entrepreneur) on the basis of following formulas. In following relations,
capital value is the amount of depositor's deposit, and capital brought is the
contribution of entrepreneur and labor value is the labor work of
entrepreneur resulted from his activity. On the other hand, value added is
the produced value in excess of original capital of depositor plus the capital
brought of entrepreneur, which is cleared by assessing the project value. In
other words, the market value of the project at the end of the construction
period minus depositor’s capital and capital brought of the entrepreneur is

the project value added at the end of construction period.

Therefore, markup cost of the project is equal to capital value of

depositor plus capital brought of entrepreneur:
C=K+B (21)

Value added plus markup cost is equal to the value of labor work plus

value of brought capital plus value of depositor's capital:
K+B+L=C+V (22)

The assessed value of the project is equal to value added plus markup

production cost:
C+V=Q (23)

Alternatively, the assessed value of the project is equal to value of labor
work productivity plus value of brought capital plus depositor's capital

(deposit) value:

K+B+L=Q (24)
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Accordingly, the yield of depositor of the created value added will be
equal to the ratio of depositor capital to assessed value of the project at the
end of construction period. The ratio of the yield of the entrepreneur from
the project from the created value added will be equal to the total of the
ratios of his contribution (brought and work) to the assessed (valuated)

value added:

Rx =K/Q (25)
R; =B/Q (26)
R.=V/Q (27)

The dividends of depositor and entrepreneur from value added are
calculated by multiplying their yield ratios by project value added at the
end of construction period. In other words, the dividend of depositor from

value added is equal to depositor yield ratio multiplied by created value

added:
T =Rg x V (28)

Entrepreneur’s capital brought dividend from value added is equal to his

capital brought yield ratio multiplied by value added:
g — RB xV (29)

Entrepreneur’s labor work dividend from value added is equal to his labor

work yield ratio multiplied by value added:
T, = RL xV (30)

In other words, depositor’s dividend from value added is equal to his
capital yield from value added. And Entrepreneur’s capital brought

dividend from value added is equal to his brought yield from value added.
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And Entrepreneur’s labor work dividend from value added is equal to his

labor work yield from value added.

The share of depositor from assessed value of the project is calculated
by adding his share from value added and his deposit. The share of
entrepreneur from assessed value of the project is calculated by adding up
his capital brought share from value added and his labor work contribution

from value added, plus his capital brought. In other words:

PK:T[K+K (31)
Pgy =mg + 1 + B (32)

Sum of the last two relations shows that after distribution: The share
of depositor from the project plus the share of entrepreneur from the project
is equal to value added plus deposit of the depositor plus entrepreneur’s

capital brought.
PK+PB+L:V+K+B (33)

If we add up the above relations, we reach to the following relation in
which: depositor's capital yield + entrepreneur’s capital yield +
entrepreneur’s labor yield is equal to value added of Mughasatah. This
economically is adapted to Euler income distribution of value added to

labor and capital according to their productivity (yield).

Mughasatah Installment in Finitude Projects

"Mughasatah Certificate" is issued for finitude projects through
Mughasatah contract. In this process, depositor provides funds and
entrepreneur mixes it with his own capital brought and executes the project.
At the end of construction period, bank assesses the project and based on

duration and amortization date of depositor’s sources, the installment
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method to pay depositor back is defined. In this case, the calculation of

installments includes two parts. One is the installments for paying back the

principal capital of depositor, and the other is the return or yield of his

capital.

Parameters used to calculate the installments for finitude projects

contracts are: the amount of deposit (K), entrepreneur’s capital brought (B),

construction period (M), and operational life of the project after

construction (T).
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construction period and starts construction according to the contract.

Construction period is M. At the end of construction and start of utilization
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of project; bank assesses (valuate) the value of project (Q) at market price.
If the project were sold at this time, the shares of depositor and

entrepreneur would be calculated by the following relations:

PK = Tl +K (34)

Pgip=mgtm +B (35)

That is the claims of depositors and entrepreneur from the project are
obtained by the above relations. Now, the entrepreneur buys the share of
depositor in installment and becomes the owner of parts of the project
gradually, and finally by paying back all installments, becomes owner of
the whole project. Now suppose that the useful lifetime of the project from
beginning of exploitation is T periods (years). If we want to show the
shares of depositor and entrepreneur through the figure 1, it means that
from time T,=M to T,=M+N the ownership belongs to depositors and from
T,=M+N to T;=T+M the entrepreneur will be owner of the project. T, is
the time that participation concludes. If the entrepreneur pays back the

share of depositor until T,, he will gain the total ownership from T, to Ts.

Now suppose the entrepreneur obtains the possession of the project
from time T;=M and pays back depositor’s share by installment. In this
case, we need to calculate the amount of his installments. Here, we should
consider few issues. First, when the final date of amortization of
depositor’s share is? Second, what the preferential rate or capital time-yield

of depositor’s deposit (which is in the possession of the entrepreneur) is?

To calculate amortization period (N), we use the following relation:

N= —X _.T (36)

Pg+Pp+L

To obtain the time-yield rate (r) of depositor's deposit, we use the ratio
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of total yield of the project which is equal to the value added (V) of project
to total capital resources used (deposit and capital brought of entrepreneur).
The time-yield rate of the project at the beginning and during the
construction period is indefinite and will be assessed afterwards at the end
of construction period by assessing the value of project; and therefore, it is

not Riba (usury) to be prefixed at beginning. That is:
r = m/(KXM) (37)

And r is the time-yield rate of depositor's deposit. Considering the fact
that construction period might be longer than one period (year), inserting M
in the denominator, will estimate the time-yield rate of capital for each
period (such as year). This return rate (r) is calculated only for the deposit
of depositor that is obtained practically in process of construction and it is
not interest rate and is capital return rate. This rate suggests that if
depositor and entrepreneur wanted to invest in a similar project by using
depositor’s deposits, the entrepreneur should pay depositor at capital rate of
return (r). Therefore, the capital yield rate of depositor in next periods will

be calculated by this rate of return (r).

If entrepreneur had to pay back all the share of depositor at time T, he
should pay the amount of Py (1+Nxr). If entrepreneur wants to pay back
depositor’s principal and profit by equal installments, his monthly

payments would be equal to:

I; = Px (1+0.5xNxr)/N t=1,....,N (38)
In which, t is for periods of 1 to N. It is clear that:

YN, I, =P, (1+05%xNXxr) (39)

The 0.5 multiplier in the above relations is because the installment payment
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starts from the beginning.

Entrepreneur and depositors can unambiguously agree to change the

schedule of the installment from equal payments via the bank.

Rental Mughasatah Installment in Finitude Projects

"Rental Mughasatah Certificate" is issued for finitude projects by
Rental Mughasatah contract. In this process, depositor provides funds for
entrepreneur and he mixes depositor’s deposit with his own capital brought
and carries out the project. Bank assesses the project at the end of
construction period and according to preliminary agreement; the project
will be at possession of entrepreneur as a rented property until the
amortization date of depositor's share. According to the assessed value of
the project and the amortization date, bank calculates the amount of rent
and installment. Bank (on behalf of depositor) and entrepreneur will agree
upon the rent. The defined installment consists of two parts: one for the
principal deposit, and other for the periodic rent which entrepreneur should
pay to depositor. The difference between Mughasatah and Rental
Mughasatah is fixing the rent from the beginning in Rental Mughasatah.

Effective parameters in calculations of Rental Mughasatah are the
amount of deposit of depositors (K), capital brought of entrepreneur (B),
construction period (M), and operating lifetime of the project after

construction (T), the agreed rent according to the signed contract (S).

Consider the previous diagram of figure 1. The entrepreneur, with his
own capital brought (B) and deposits of depositors (K), starts the
construction of the project. Construction takes M periods. At the end of
construction, when the project becomes operational, bank assesses

(valuates) the market value of the project (Q). As in the previous case, if
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the project were to sale, the share of entrepreneur and depositor would be
as (34) and (35), which means their claims at the end of construction period
would be defined according to these relations. Now, the entrepreneur buys
depositor's share by installments, and by paying each installment, his own
share increases until he becomes the owner of total project. During this
period, in addition to pay installment for principal, entrepreneur has to pay
a rent to depositors according to the pre-agreed contract. The forecasted
operating lifetime of the project after construction period is (T) (e.g. years).
If we want to show time ownership of depositor and entrepreneur in the
graph, it means that from time T,=M until T,=M+N, ownership belongs to
depositors, and from time T,=M+N until T;=T+M, the entrepreneur will be
the owner. T, is the expiration date of contract with depositor. If
entrepreneur pays back depositor's shares at this time, he will become the

owner of the project from then after.

Now consider a case in which the entrepreneur takes the possession of
the project from the beginning and starts to pay back the principal capital of
depositor and its rent for using the property. Then, we have to calculate his
installment and rent. First we have to define T, which is amortization date
for depositor’s claim. To obtain amortization date (N), we use the previous
relation of (36) which means that the entrepreneur should pay back
depositor's claim on assessed value of the project in N periods (years).
Since the value of the project is not defined at the beginning of the project
and can be assessed at the end of construction date of the project, the share

of depositors cannot be calculated at beginning.

If they had agreed to pay back the share of depositor at time T,, he had
to pay Px’ Since he wants to pay this amount in N equal installments, his
periodic installment will be P /N. His installment plus his rent is extracted

as in following relation:
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I,=S,+Pg /N t=1,....N (40)

In which, S; is the amount of rent for periods of t=1,...,N. Rent
installments can be unequal for all these periods according to the agreed

contract.

The total amount of payment to depositors for principal and rent will

be equal to:
Yol =P+ XL, S, (41)

By the agreement of entrepreneur and bank on behalf of depositor, N
can be defined without using the above method. Rent can be defined as a
percent of the value of the project at the time of signing the contract. In
other words, the entrepreneur and bank (on behalf of depositor), can define
the rent as a percent of the value of the project when it is constructed and
becomes operational. In this case, periodic (annual) rent is calculated by the

following relation:
S=s x (Pg/N) (42)

S is periodic rent and s is the ratio of the share of total rent from the
assessed value of the project. "s" is a condition of the contract. In this case,
rent has exact legal justification of using the benefits of a rental property.
Depositor leaves rental property to be at possession of entrepreneur and he
is legally the one who has rented the object. The amount of rent can be
variable and this is not against Civil Law. It is necessary to mention that the
assessed value of the project at the beginning of the project is unknown and
will be determined (valuated) by bank at end of construction period at

market prices.
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Rental Mughasatah Installment in Endless Projects

If the project is endless, calculation of the shares of depositor and
entrepreneur at the end of construction period is the same as in finitude
projects. Now, if the project is defined as an endless (productive) project in
the contract, depositor will also have a periodic share in the productivity of
project during exploitation period plus periodic installment. In this case,
depositor is not just lessors, but he participates in the profit and loss of the

project.

"Musharakah Mughasatah Certificate" is issued for endless project
through "Musharakah Mughasatah" contract. In this process, depositor
provides fund and entrepreneur mixes it with his own resources and starts
constructing the project. At the end of construction period, bank assesses
the project and according to amortization period duration calculates the
installments and adds it to depositor’s share from the value added for every
period according to entrepreneur’s financial reports. According to the
signed contract, the project will be monitored by bank's trustee until
depositor’s claim is amortized. In addition, in this case, payments to
depositor by entrepreneur consist of two parts: installment concerning the
return of the principal deposit of depositor, and his share from periodic
value added of the project. The difference between "Musharakah
Mughasatah" and previous case of "Rental Mughasatah", is that in
"Musharakah Mughasatah", periodic value added is calculated and
depositor’s share is added to the assessed depositor's share value of the

project.

Effective parameters used in fixing contract and calculations are: the
amount of depositor's deposit (K), capital brought of entrepreneur (B),

construction period (M), and operational lifetime of project after
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construction period (T).

In this case, the amount of installment for principal deposit of
depositor is similar with the case of finitude project contract. Amortization
period for depositor’s share is similarly obtained as in the previous case by
(36). To calculate the amount of each installment, if entrepreneur had to
pay back the whole share of depositor at the time T,, he had to pay the
amount of Pg. In this case, the amount of periodic installment for the
assessed value of the project (Px) will be Px/N. The productivity of the
project is as the share of depositor from the value added by the project from
the end of construction period T;=M up to the date of amortization of
depositors’ claim T,=M+N which should be paid him annually. Total share
of depositor from his principal deposit plus the assessed value of the
project and his value added (due to project productivity) share will be paid
by entrepreneur. At every time period (t=1,...,N), depositor receives his
value added share in that period (V,") in addition to the installment for his
principal deposit plus his share from assessed value of the project.

Therefore, the total amount of year on year installment will be:

L= VX + PN t=1,...,.N (43)
In which, t is for the periods from 1 to N. It is clear that:

2%11 I = Py + Z}\I:1 v (44)

Keeping in mind that capital time-yield rate for deposit (r) is not
considered for endless projects. But instead, entrepreneur has to pay his

periodic share value added up to the end of amortization period.

If we name the periodic value added of the project for periods of
t=1,...,Nas Vt which can be positive, negative, or zero, it should be divided

proportionally according to the shares of depositors and entrepreneur. The
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dividend is paid to "Musharakah Mughasatah Certificate" holder at the end
of each period. Therefore, at the end of each financial period and
calculating profit and loss, the share of "Musharakah Mughasatah
Certificate" holder from the project yield (VX) will be calculated and plus
the installment for principal deposit will be calculated by entrepreneur and

paid to certificate holder via bank. Arithmetically we have:

VK=K .y, (45)

Pg+Ppyy

Considering the above explanation, total shares of depositor for his
installment and periodic value added will be equal to: VEP/N. Py/N s
depositor’s share for his capital contribution from the assessed value of the
project, and VX is his share from the periodic value added of project which

will be paid to depositor ("Musharakah Mughasatah Certificate" holders).

Considerations for Installment Financial Sharing

Since in Mughasatah, the deposit of depositor and capital brought of
entrepreneur mix together, they have mutual rights. The entrepreneur can
insure the share of depositor to cover the probable risk. If the assessed
value of the project was less than its cost, it is possible to use "loss
insurance" to cover the probable loss. Therefore, the entrepreneur insures
depositor’s loss. This insurance is obligatory for all three kinds of
Mughasatah  (Mughasatah, Rental Mughasatah and Musharakah
Mughasatah). In this case, according to signed contract, the project will be
sold by auction under the supervision of bank's trustee, and the contract
will be settled and bank receives no commission. This process is only
applicable in "Mughasatah" and is not applicable in Rental Mughasatah
and Musharakah Mughasatah.
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Installment Financial Sharing (IFS) operational mechanism®,

organization® and instructions comply with Rastin PLS banking

instructions. These instructions include:

U
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21.

Checking capability of the entrepreneur

Guarantees, collaterals and brought

Providing economic, technical and financial justification proposal
Documents and evidences necessary for project evaluation
Bank yields

Supervision standards and regulations

Entrepreneur reporting

Accounting and auditing

Timing and cost changing

Inflation effects on income, cost and net outcome of the project
Failure because of entrepreneur’s delay and timing change
New sharing (capitalization during the operation)

Settlement with entrepreneur

Arbitration

Force majeure

Compilation of PLS banking contracts

General conditions of PLS contracts

Trustee competency

Depositor dispensing and immature settlement

Replacing Pazireh Certificates with shares in endless projects

Insurance coverage

61 Bidabad, Bijan, Mahmoud Allahyarifard, The Executive Mechanism of Profit and
Loss Sharing (PLS) Banking.
http://www.bidabad.ir/doc/PLS-banking-Executive-Mechanism.pdf

62 Bidabad, Bijan, Nasaji Safarzadeh Masoud, Aghabeigi, Jina, Organization of Profit
and Loss Sharing (PLS) Banking in Bank Melli Iran. Planning and Research
Department of Bank Melli Iran, Tehran, 2010. http://www.bidabad.ir/doc/PLS-
organization.pdf
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22. Certificates transaction

23. Future certificate issuance

24. Future certificate purchase and sale order

25. Types of guarantees and collaterals for goodness of carrying activities
and playing commitments in compliance with general PLS instruction

26. Banks receipts

27. Commodity checking and control

28. Raw material and final goods standards

29. Delivering final goods and termination

30. Insurance instruction in Joalah Financial Sharing (JFS)

31. Delay in payment and abstaining from fulfilling of obligations

32. Entrepreneur's company corporate governance

33. Professional behavior of trustee and appraiser

34. Entrepreneur's company information disclosure

Conclusion

To reach this goal Rastin Banking with Islamic and ethic essence was
designed and developed. Rastin Banking should be developed to fulfill the
needs of clients and to become a good substitute for conventional banking.
In this regards Installment Financial Sharing (IFS) was designed. IFS is a
fully new financial innovation and works under Rastin PLS Banking. It
provides the background for depositor participation in investment project in
which entrepreneur desires to preserve his own ownership, and depositor
wishes to obtain periodic income (monthly, seasonal or yearly). These two
needs are of most important desires of banks clients in both realm of
borrowing and lending. IFS fill this gap in profit and loss sharing

mechanism.

Installment Financial Sharing (IFS) is a subsystem of Rastin Profit and
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Loss Sharing (PLS) Banking System and the guidelines, instructions,
organization, workflow and electronic mechanism of Rastin PLS Banking
have been put forward for this subsystem as well. Profit in this financial
sharing method is based upon the yield of real sector, and bank as
intermediary of funds, receives commission like an agent, and provides
capital management and financial services to financer (depositor) and
participates in investment project of entrepreneur on behalf of depositor. In
installment Financial Sharing, contribution of depositor is paid back by
installments and ownership of the project is finally transferred to

entrepreneur.

Financial innovations of "Mughasatah Certificate" and "Musharakah
Mughasatah Certificate" and "Rental Mughasatah Certificate" are used in
this subsystem. The financer (depositor) of sharing project receives

certificate, which is negotiable in Rastin Certificate Market via internet.
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Chapter Five

Bail Financial Sharing (BFS)
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Introduction

When future price fluctuation is expected, producers and consumers
need risk coverage for buying future raw materials and commodities to
prevent price effect on their future operational plan or consumption pattern.
To design a solution for this, Bail Financial Sharing (BFS) is introduced as
a financial subsystem of Rastin Profit and Loss Sharing (PLS) Banking
system. Bail Financial Sharing (BFS) might also be helpful for those who
do not want to hoard cash money and desire to hold their assets as
commodities for a period and meanwhile do not want to deliver the
commodity or keep it in their own warehouse and just want to save the
purchasing power of their money funds. Moreover, BFS finance is also
used for financing firms that need working capital or fund to produce or

buy commodities for future sale.

This approach can stabilize the economy in price fluctuations in
financial and political crises. This is because during rapid price fluctuations
or future expected price fluctuations the yield and productivity of various
capital markets start to change and in order to keep their purchasing power,
or obtaining more yields, the owners of financial resources try to move
their funds from a market to another market. This action itself will

exacerbate the market fluctuations.

Some new Islamic papers have been defined in Islamic countries.
Some kinds of Sukuk papers have some similarity to Bail Certificate in Bail
Financial Sharing but are completely different from supervision and

structure viewpoints of Rastin PLS banking.®

% See:
e Zubair Hasan, Credit creation and control: an unresolved issue in Islamic banking,
International Journal of Islamic and Middle Eastern Finance and Management, Vol. 1
Footnote continues in next page:
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The BFS subsystem creates the background of risk fluctuation
coverage for producers and consumers in buying commodities and raw
materials and venturing in economic activities and investment project in
various fields. In this way, depositor will buy firms products in advance
(via PLS bank) and in return for his funds, the entrepreneur promises to
deliver the commodity or its value to depositor at maturity. The bank's
trustee unit will supervise the obligations carry out of entrepreneur on
behalf of depositor and bank receives commission for his financial

intermediation.

BFS is a financial subsystem of Rastin PLS banking and in this
regard, instructions, organization and application methods and electronic
frameworks and contracts are very similar to the context defined in the
Base Rastin PLS banking system and therefore, many of the necessities of
this subsystem can be accessed in detailed instructions of Rastin PLS

banking.

In BFS financing, like other subsystems of Rastin PLS banking, bank
can be private or public. Bank as financial intermediate woks as the
attorney or agent of depositor and in addition to providing capital
management, provides the necessary conditions for sharing his funds in

investment activities and receives commission.

Rastin Certificates financial innovations are used in Rastin PLS
banking and by issuing these certificates, bank activates secondary markets
and efficiency of money and financial markets increases. BFS is applicable
by using Rastin PLS infrastructure and issuance of Bail Certificate as a

type of Rastin Certificates provides new conditions for participation of

Footnote is continued from last page:
No. 1, 2008, pp. 69-81.

e M. Kabir Hassan and Mervyn K. Lewis (Editors). Handbook of Islamic Banking.
Edward Elgar Publishing Company, UK, 2007.
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depositors in economic project of entrepreneur.

Salaf and Salam Transactions

Terminologically, Salam means advance payment, acceptance and
obey®. Salam transaction is synonymous to Salaf transaction® in which the
price of the transacted is paid at time of making contract, but the
commodity (or service) is delivered (rendered) in future and is regarded as
debt of seller to buyer. In other words, Salaf or Salam contract is a forward-
purchase or forward-sell®® considering buyer's or seller's viewpoints®’. In
this contract, the commodity is delivered at the end of contract (not at the
time of signing contract). In contrast to credit transaction, in Salam or Salaf
contracts, delivery of commodity is done at maturity, but the price is paid
in advance. In other words, they are future commodity term-transaction

with cash payment.

Religious jurisprudents consider this contract as an allowable contract.
The price of what is sold in forward deal could be cash money or
commodity. There is consensus that forward deals with cash payment are
allowable. But the term payment of price of a commodity is a credit deal.
Forward deal of similar commodities is critical from Riba viewpoint. The
same is the case of transaction of term money with cash; this is because if
their value are equal at the time of signing contract and the delivery time, it
will not be considered as a transaction (Baie) contract, but it is considered

as a loan and if it has different values at the signing of contract and delivery

64 Ansari, Masood, Taheri, Mohammad, Private Law Encyclopedia, Mehrab Fekr
publication, Tehran, 2005, 1% ed., 2™ Vol., P. 1091.

% Jafari Langeroudi, Mohammad Jafar, Detailed Law Terminology, Tehran, Ganj-e-
Danesh Publication, 1999, 1% ed., Vol.2, P. 978.

% Taheri Habib Allah, Civil Law (6 and 7), Islamic Publication, Qom, Vol. 4, P. 42.

67 Katouzian Naser, Specified Contracts, Publication Co. LTD, 2008, 10" ed. Vol. 1, P.
174.
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times, it becomes discounting and transaction enters into Riba realm.

The two parties of the contract (seller and the buyer) and their
agreement and subject of transaction which should be typical and not
specific are the three main pillars of Salam/Salaf contract. The substance,
kind, quality, amount, price, time and place of delivery should be
determined in advance and at the time of signing contract.’® In addition, the
subject of contract must not cause Riba. In Salam contract, the price could
be defined as a substance, or a general commodity®. If only a part of the
price is paid, the Salam contract is correct for just the corresponding part. If
the seller delays to deliver the commodity, the buyer has the right of

cancellation (right of excuse).

If the price at Salam contract is a previous debt of buyer to seller, the
contract will be correct and then seller will have no debts to him any
longer. Therefore, credit payment of the price can be correct and buyer can
consider his claims from seller as the price of purchased commodity. The
prompt payment of price at beginning of Salam contract is not mentioned
in Civil Law of Iran; therefore, the prompt payment of price at the time of
signing contract is not the necessary condition of deal. The Civil Law”’
permits the two parts of the contract to define a date for payment of price

and delivery of commodity.

Some jurisprudents critic that selling the subject of contract
(commodity) before maturity (end of contract period) is not acceptable;
while others consider it acceptable. Selling the subject of contract to the
seller before delivery of it and after the end of contract period is correct,

but there is no consensus about selling it to other person before delivery.

68 Jafari Langeroudi, Mohammad Jafar, elementology Dictionary, Tehran, Ganj-e-
Danesh Publication, 2003, 1* ed., P. 367.

% Imami Hassan, Civil/ Law, Islamieh Publication, 1961, 31 ed., Vol. 1, P. 455.

70 Article 341 of Civil Law.
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Some consider this action detestable (Makrouh) but not against law, and
some others consider it detestable only if the subject of contract is edible,
and some others consider it detestable only if the subject of contract is

measurable or weighable (Makil or Mozoun).

Rules of the second chapter of Usury-free Banking Law describe Salaf
contracts’' as: Forward-purchase of produced commodities at defined price

(by considering Sharia principles).

Bail Financial Sharing

In BFS, the entrepreneur can be a producer with real or legal entity.
The entrepreneur submits his proposal to PLS bank to finance the necessary
resources to purchase or import raw or auxiliary materials for his firm
working capital for production or commodities for transaction under the

regulations of PLS banking base system.

The proposal contains the present price of commodity, the amount and
duration of needed finance and technical, executive, economic and
financial information of the project. The entrepreneur should prepare his
proposal according to the necessary standards and submit it to the PLS
bank. After approval of proposal by assessment unit of the bank, its items
can be used against the entrepreneur formally. The entrepreneur should
approve his capability for implementing the project by offering necessary

documents.

In case of approval of the competence and technical capability of the
entrepreneur by the bank, assessment unit will assess the proposal and

accepts it on behalf of depositor. After approval, bank will introduce the

"I Regulations of the Second Chapter of Usury-free Banking Law, approved by Council
of Ministers, No. 81962, 1983.
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proposal to depositors and by selling Bail Certificates to depositors, will
provide the necessary resources for implementation of the entrepreneur's
project under supervision of trustee unit of the bank. In this method bank is

financial intermediate.

Entrepreneur is responsible for provision of preliminaries, raw,
auxiliary and construction materials and other necessary requisites of the
project. All usages of resources should be mentioned in the proposal and
assessment unit should have approved its technical, financial and economic
justification. The entrepreneur can spend the received funds according to
the approved proposal for items such as fixed and variable costs, working
capital, wages and salaries of his firm, raw material, auxiliary and
necessary spare parts or import of necessary items. He can buy and sell the
necessary items for several times, but he has to settle the contract according

to the approved proposal at maturity.

In BFS, bank enters into contract with entrepreneur through Joalah or
Salaf/Salam contracts. The maximum duration of BFS is restricted to one
year. The contract parties are obliged to pay commission to bank according
to the Rastin PLS banking instructions and bank receives its commission

before final settlement of the contract.

The entrepreneur is obliged to provide necessary guarantees and
collaterals according to the related instruction at the time of signing
contract with bank. Also in special cases, according to the decision of
assessment unit of the bank the entrepreneur has to provide relevant
insurance coverage. According to the production cycle, the entrepreneur

has to provide the commodity of the contract in his warehouse as inventory.

Entrepreneur is also obliged to present periodic financial reports to

trustee unit of the bank according to the standard accounting principles
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confirmed by auditing authorities and bank instructions and cooperate with
trustee unit or supervisory companies specified by the bank. All activity
should be carried out by entrepreneur according to the contract and under
the supervision of trustee unit of PLS department of the bank. Supervisory
obligations and standards for BFS projects are according to the instructions

and standards of Rastin PLS banking.

The entrepreneur has to deliver the commodity or its price to the
depositor at maturity through the bank and bank will render it to depositor

after deduction of his commission.

Depositor can transact his Bail Certificate in Rastin Certificate
Market. The commodity will be delivered at the place of production to the
latest owner of certificate. Two weeks before the end of contract, the
symbol of transaction of this contract will be closed at market website and
the owner of that certificate will not be able to transfer it to other. The
owner of the certificate has the grace period to apply to producer and
receive the product during these two weeks and in case of finding anything
in contrast to the contract, he can apply to defined authority as cited in

related instruction within one week.

The latest owner of the certificate can ask the bank that entrepreneur
sells the commodity of the contract under supervision of trustee unit of

bank and after deducting commission, passes the remainder to him.

The contract duration is defined according to relevant conditions and
production process based on the contract and approved proposal. Contract
duration of BFS cannot be extended and entrepreneur’s request for extra
fund is not acceptable. New financing is possible through a new contract
with new depositor and issuance of new Rastin Certificates. Extension of

contract duration is possible only by confirmation of trustee unit of the
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bank according to Rastin PLS banking instructions and related

considerations.

Any delay in carrying out the contract should be in accordance to
related Rastin PLS banking instructions. The entrepreneur has to use the
allocated funds according to the defined tasks in project proposal. He is not

allowed to use the fund in other fields without obtaining bank’s acceptance.

In case of not fulfilling the obligations at the end of the contract, bank
can compensate losses through selling guarantees and collaterals received.
The entrepreneur has to report all his physical and financial activities to
trustee unit of the bank personally and if trustee unit approve these
activities, he can continue the job. In case of any delay, violation,
incapability of entrepreneur or any other difficulties, the trustee unit will
scrutinize the case and will observe entrepreneur's activities and if needed
will do necessary actions to protect the rights of depositor. Considering the
nature of BFS activity, in case of halt of activity or bankruptcy or death of
entrepreneur, the state of capital will be reported to bank and the case will
be followed up until settlement. Bank will settle with depositors according
to his share from the sold collaterals and guarantees and under the
supervision of bank's trustee unit. The entrepreneur undertakes not to
withdraw from the contract before complete settlement and through a will,
advocates the bank to settle the contract after his death by selling

guarantees and drawing from his bank accounts.

Regarding the concepts applied in Rastin PLS banking and its
processes and instructions for implementing BFS and the functions defined
in this regard for bank, depositor and entrepreneur, structure and

organization are according to what defined by Rastin PLS banking.
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Bail Certificate in BFS

Bail Certificate is an anonymous paper with a defined face value and
duration issued by Rastin PLS bank branch. The owner of this certificate
will receive the commodity or its price (at market price) from the

entrepreneur who is obliged for this certificate.

Bail Certificate, like other Rastin certificates is issued digitally and is
negotiable at bank’s web-based Rastin Certificate Market. The price of
certificate is determined through supply and demand mechanism and bank
receives a specified transaction fee. Settlement is carried out with the latest

owner of the certificate at maturity.

The financial instrument of “Bail Certificate” is quite different from
prevailing derivatives in global bourse markets. Standard future contracts
are issued in bourse transaction markets for selling a certain amount of
goods with specific characteristics in future time, in which the buyer
deposits a percent of total price with a third party (usually bourse
organization) and the seller commits to render the good to him at a certain
time, otherwise, the deposit is given to the buyer. These contracts are
negotiable in bourse market and can be changed by an offsetting contract or
cancelled by their agreement. This is called the “scalability” of
future/forward contracts. In this contract, buyer and seller agree on the
future price of the commodity. Arbitrage operation on buying and selling
future contract will change the transaction value of the contracts and future
price and spot price of the commodity tend to each other. Usually, close out
of the contract or offsetting contract in a clearing house can put an end to
the contract. Commodity future contracts are different from interest rates
future contracts on bonds, and to some extent, on foreign exchanges in

which interest rate is involved in discount calculation of spot price by
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considering margin money and good-faith deposited or earnest money for
which may include Riba. This is because; some of these future contracts
have specific yield and time and increase of duration of contract will
change the discounted spot value equal to the interest of margin money. In
other words, it involves Riba at least equal to the amount of interest of the
deposited money. The more is the deposited money, the more Riba is
involved. Future contracts with different subjects such as grains, meat,
metals, edibles and fibers, energy and wood are prevailing in nowadays

bourses.

Margin money kept for future contracts does not create any ownership
right on the subject of contract and it just a guarantee for undertaking the
committed contract. Future contracts are negotiable in bourse halls and
people willing to enter these contracts can announce their wishes. Future
contracts can be carried out on real and absent commodities. Since future
contracts are exchangeable, we can see many contracts in bourses without
exchanging any commodity and they just indicate some obligations
between buyer and seller. This will increase the financial papers in
circulation in the economy, and involves them in the broad definition of
money and has similar effects on quasi money and therefore, affects the
economy that weakens monetary policy effectiveness in these countries,
because monetary authorities do not supervise these transactions;
moreover, no physical commodity is exchanged in real sector economy.
This is one of the defects of these transactions that can create economic

Crisis in countries.

The same problems exist for "forward transaction (Salaf)" derivatives,
because as it was mentioned forward transactions are a kind of future

contracts but with higher amount of down payment.

Differences between Bail Certificate (in BFS) and future contracts of
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nowadays bourses can be put forward as:

10.

11.

12.

In Bail Certificate, 100% of the present price should be paid to seller at
the beginning.

Each issued Bail Certificate is assigned to a specific real good and
cannot be changed with a compensatory or offsetting contract.

Bail Certificate is based on Salaf transaction.

In BFS, Bank works as financial intermediate by absorbing funds and
allocating them to seller.

Good-faith deposit is only taken from the seller (producer) as bank
guarantee or other collaterals.

The trustee unit of the bank is in charge of supervision of allocated
funds to the producer.

After the end of the contract, the subjected commodity will be delivered
to buyer according to the contract and under the supervision of bank
and the contract will be terminated.

Bail Certificate can be transacted in secondary market but has not
exchangeable or offsetting properties and therefore, the latest holder of
Bail Certificate will be the owner of the subjected commodity of the
contract at maturity. This characteristic prevents formation of paper
markets and financial instability of economy.

Nominal value of Bail Certificate is equal to the price of real
commodity. This price should not be discounted by interest rate.
Nominal price of Bail Certificate is predetermined by bank with respect
to the customary size and packing of the subjected commodity.

Bank supervises entrepreneur's operations and deliverance of
commodity and in the case of non-fulfillment of obligation will receive
depositor's claims through entrepreneur's collaterals and guarantees
according to compiled instructions and regulations.

Bail Certificate is issued at the time of contracting and is credible till
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maturity and deliverance of commodity or receiving market price of the
commodity.

13. Maturity of Bail Certificate is the end of contract. In the case of non-
fulfillment of obligation at maturity, the delay of entrepreneur will be
quantified and measured in dollars and will be levied on entrepreneur

according to Rastin PLS banking instructions.

Conclusion

Paper markets have high debt leverage effect on the economy and are
cause of economic fluctuations and crises. Bail Financial Sharing (BFS)
introduces an efficient substitute based on Islamic interest-free thoughts.
Bail Certificate is a good substitute for future markets papers and contracts
without their deficiencies. This new financial innovation works under

defined structure of Rastin PLS banking.

To cover producers and consumers against future prices fluctuation
risk, depositors can forward-purchase raw materials or products to be
delivered at specified time in future through Bail Financial Sharing (BFS).
Bail Financial Sharing is a subsystem of Rastin Profit and Loss Sharing
(PLS) banking system and in this regard, instructions, organization and
application methods and electronic devices and contracts are similar to the

context defined in the Base System of Rastin PLS banking system.

Bail Financial Sharing (BFS) enjoys from Bail Certificate innovation,
which can play an important role in stabilizing and increasing efficiency of
money and financial markets. Depositor (financer) receives digital Bail
Certificate for this kind of participation, which is negotiable in the
secondary Rastin Certificate market. Regarding the characteristics of this

certificate and its clear substantial differences with futures derivative, it
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prevents unreal paper markets formation. The latest owner of the certificate
is owner of the commodity. Moreover, depositor can ask bank that the
entrepreneur sells the commodity and pays the money —instead of

commodity- to him at the end of contract.
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Introduction

Financial innovations of Islamic banking and finance need more
development to expand non-usury banking around the world. Innovation
levels of Islamic financial institutions are low owing to the development of
Islamic finance as a new activity.”” Rent Financial Sharing (RFS)”
designed as a financial subsystem of Rastin Profit and Loss Sharing (PLS)
Banking System to fulfill some of Islamic banking shortcomings.
Instructions, 0rganizations74, electronic methods and contracts in this

subsystem are executable under Rastin PLS Base System.

The objective of designing RFS is to provide financing conditions for
all asset holders, whether a working or not working firm, land, construction
etc. In this regard, new financial innovations and instruments are designed

and introduced, which have better performances than other competent.

Rent Financial Sharing (RFS) provides necessary background for
depositors’ participation in economic activities of small and large finitude
and endless investment projects in various fields of business, production,
agricultural and revival of deceased assets” and exploitation of
productive’® and rental assets’’. When entrepreneur wills to preserve his
proprietorship on the project property and depositor desires to obtain

periodic (such as monthly, seasonal or annual) yield from his deposit, RFS

2 Fouad H. Al-Salem, Islamic financial product innovation, International Journal of
Islamic and Middle Eastern Finance and Management, Vol. 2 No. 3, 2009, pp. 187-200.
7 Bidabad, Bijan. Rent Financial Sharing (RFS), a subsystem of Rastin PLS Banking,
Planning and Research Department of Bank Melli Iran, Tehran, 2011.
http://www.bidabad.ir/doc/detailed-rfs.pdf

7 Bidabad, Bijan, Safarzadeh Nasaji, Masoud, Aghabeigi, Jina, PLS banking
organization. Department of Research and Planning, Bank Melli Iran, 2010.

" Deceased assets are inactive assets including closed firms, uncultivated lands and
similar.

7® Productive assets are those assets, which are productive.

77 Rentable assets are those assets that can be lend to others.
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is a good financing manner.

RFS has many applications to finance the firms’® that need working
capital, or to buy commodities for sale. RFS can also be helpful for those
property possessors who want to obtain their rental yields in lump sum at
the time of financing and pay back the borrowed sources to the bank (on

behalf of depositor) from the periodic rent of their assets.

Innovative financial instruments such as Rastin Certificates are used
in Rastin Profit and Loss Sharing banking and bank by issuing these
certificates and creating secondary market for transaction of Rastin
Certificates provides new participation conditions for financing economic
activities and by increasing financial efficiency, important international
infrastructure for absorbing funds from all over the world is prepared.
Rastin Certificates as negotiable securities are issued at the internet website
of the bank. These papers are of asset types and like a share can be
transacted legally and its transaction is Sharia-complied. The owners of
these certificates can buy and sell them on internet, therefore, these

certificates cab be transacted internationally.

In RFS, we introduce a subset of Rastin Certificates for the category
of Rent Financial Sharing method. These certificates are defined with
periodic and non-periodic maturities and customized for different economic

activities.

Rent Financial Sharing (RFS)

Regardless of the bank, being private or government owned, without

predetermined interest rate, the rate of return is determined according to the

8 William J. Donaldson, Sharecropping in the Yemen, A Study in Islamic Theory,
Custom and Pragmatism, 2000, Koninklijke Brill NV, Leiden, The Netherland.
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real sector yield. Bank works as intermediary of funds and receives
commission while provides capital management services to participate
depositor deposit in entrepreneur’s economic activity. At the end of sharing
activity, the yield and the deposit are paid back to depositor and finally,

entrepreneur becomes the owner of the project or property.

By receiving ‘“jol” (commission fee), bank provides capital
management services to depositor and invests his funds in one of the PLS
banking projects — selected by depositor- and gives him: Mortgage Sharing
Certificate, Periodic Mortgage Sharing Certificate, Mortgage Mudarabah
Certificate, Periodic Mortgage Mudarabah Certificate, Mortgage
Muzaraah”  Certificate, Periodic Mortgage Muzaraah Certificate,
Mortgage Mugharasah®™ Certificate, Periodic Mortgage Mugharasah
Certificate, Mortgage Musaqah®' Certificate, Periodic Mortgage Musaqah
Certificate, Mortgage Istisna Certificate, Periodic Mortgage Istisna
Certificate or Rent Certificate.

In RFS, entrepreneur puts a portion of his assets (goods or services
productive firm, business entity or rentable building, equipment or
installations) at temporary possession of depositor. In return, depositor
provides deposit funds to entrepreneur and the depositor mortgages the
cited asset portion to entrepreneur and entrepreneur shares out the yield of
the asset according to depositor’s share -at once or periodically. Bank
provides necessary conditions for this participation between depositor and
entrepreneur through civil partnership (musharakat-e-madani) or other

sharing contracts such as Muzaraah and Musaqah.

Profit is distributed between depositor and entrepreneur, and bank

” Muzaraah is participation in farming.
% Mugharasah is participation in tree planting.
8! Musagah is participation in fruit gardening.
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receives commission. If bank contributes in project funding, he will be in
the same position as depositor and obtains profit proportional to his
contribution. Entrepreneur may be real or legal entity. Entrepreneur
provides bank with suitable guarantees and collaterals for good
performance of the job. Trustee unit of the bank supervises the process of
Rent Financial Sharing (RFS) on behalf of the bank, and bank is obliged to

preserve deposit’s rights.

By applying to branch of PLS bank, entrepreneur presents his
proposal to bank. While informing the entrepreneur about sharing
conditions through information portal of Rastin Certificate Market or
information counter of PLS branch, entrepreneur delivers detailed
information including written project, which contains economic, technical

and financial justification and other information about the project to bank.

The assessment unit of bank will assess the entrepreneur’s proposal
and his previous records according to instructions; and if he is capable and
qualified for conducting the job, his file will be sent to the PLS department.
If the preliminary assessment is positive, the detailed assessment of the
project proposal will start and the needed amounts of collaterals and
guarantees will be specified and informed to entrepreneur. Entrepreneur
provides all documents, including the subject of sharing, budgeting, time
schedule, sources needed and methods of consuming the resources, method
of executing the project, phasing, quality control and reporting and method
of delivering project, to assessment unit for detailed evaluation. After
signing the contract, requested and agreed funds in the signed contract will
be introduced to depositors through the bank's Rastin Certificate Market
website and after mobilizing deposits, funds will be paid to entrepreneur
according to pre-signed contract. Supervision reports and quality of

handling entrepreneur’s activities should be delivered to trustee unit of
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bank periodically according to the pre-determined time schedule. Trustee's
reports will be the base for judgment of correctness or falseness activities
of entrepreneur. After construction period, the rent and share of the yield of
the project and bank’s commission will be calculated by accounting
/auditing unit. The share of entrepreneur and depositors will be determined
by considering the method of funding (whether it is as a rent, or profit or
loss sharing) and will be paid to them. The amount of delay and thereof
losses will be calculated according to instructions if there is any delay

report prepared by trustee unit.

By applying to information portal of Rastin Certificate Market or
through consulting with expert of PLS counter of the bank, PLS products,
conditions and regulations of depositing and withdrawal of funds, are
introduced to depositor and he will select a specific project. After signing
the contract, the system will automatically issue Rastin Certificates related
to the selected project. After each financial period, the accounting/auditing
unit of bank will calculate profit, or rent of the project and receive it from
entrepreneur and pay to depositor according to his share. Bank will receive
initial fund from entrepreneur and deliver to depositor at the end of

contract. This process is shown by figure 1.

All activities will be carried out according to Rastin PLS banking
instructions. The amount of delay and thereof losses will be calculated
according to instructions if there is any delay reported by trustee unit.
Meanwhile, delays caused by force majeure will be defined and assessed
according to instructions. In the case of entrepreneur dissatisfaction of
trustee unit report, the case will be solved through arbitration according to

instruction.
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Figure 1 Rent Financial Sharing (RFS) process

Rent Financial Sharing (RFS) Phases

1. Entrepreneur applies his proposal to bank for financing his economic
activity through depositors’ participation.

2. Project proposal for Rent Financial Sharing (RFS) includes information
on spot value of entrepreneur’s assets and the period he needs the fund
with technical, financial and economic justification of the project.

3. If the bank confirms the competency and technical capability of
entrepreneur and his project proposal, will firstly assess the spot Dollar
value of the project assets according to market prices and norms and the
amount of fund and duration of the needed fund.

4. After final confirmation of the project proposal, bank introduce it to
depositors and by selling the corresponding RFS Rastin Certificates to
depositors, will provide necessary funds and will pay them to

entrepreneur under supervision of the trustee unit of the bank.
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5. Paying fund to entrepreneur is regarded as giving the possession of the
entrepreneur's asset to depositors for the period of contract.

6. Depositor gives (mortgages) his possessed share to entrepreneur and
instead, participates in entrepreneur activity proportional to his
contribution.

7. Depositor receives profit of sharing during contracted period from
productive assets or receives rent for rental assets during that period.

8. Bank receives the profit gained from depositor’s funds (at hands of
entrepreneur) regarding Periodic Certificates for productive assets
during the contract period from entrepreneur, and after deducting
commission, pays to depositor. In the case of rental assets, regarding
Non-Periodic Certificates at the end of contract bank receives the profit
from entrepreneur and after deducting commission, pays the remainder
to depositors.

9. At the end of contract, bank receives depositor’s funds back from
entrepreneur and pays them to depositor and participation contract

terminates.

All executive activities in Rent Financial Sharing (RFS) is carried out
under the supervision of trustee unit of PLS department of the bank. In
RFS, regarding the type of asset (productive asset, or rental asset) and by
considering the amount of capital and bank’s decision, the entrepreneur can
be real person or legal entity, or just legal entity. At the end of RFS, the
original funds will be refunded to depositor, but the profit can be paid to
him periodically (in periodic certificates), or at the end of contract (in non-
periodic certificates) according to the type of contract. The due date of
profit or rent payment to depositor starts from the end of the first period
and continues until the end of contract in periodic certificates. All these
certificates are nameless and negotiable in Rastin Certificates Market.

Market prices of these papers are determined according to supply and
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demand mechanism in secondary internet market and bank receives 0.05%
of transaction value from each side as commission for transaction. Periodic

settlement will be carried out with latest certificate owner.

Since entrepreneur works on behalf of depositor, and shares his asset
and invests from depositor's fund (deposit), he has a joint right in the asset
(in RFS) with depositor. Since there may be risk of losing the asset, the
entrepreneur will insure depositor’s asset share in the name and benefit of
bank. Bank also receives appropriate collaterals and guarantees from the
entrepreneur for risk coverage and good performance of him. Insurance
coverage is obligatory in Rent Financial Sharing. These insurances are

formed in supplementary contracts and are Sharia-complied.

Rent Financial Sharing Types

Rent Financial Sharing can be arranged in different fields based on the

activity of entrepreneur and kind of asset as follows:

Mortgage Sharing and Periodic Mortgage Sharing

Mortgage Sharing and Periodic Mortgage Sharing are used to finance
projects with productive assets including working capital of productive
firms. Based on the bank decision, firm can be real or legal, small or large
entity. The settlement of Mortgage Sharing project financing with depositor
1s at the end of contract after deduction of bank commission; but in
Periodic Mortgage Sharing, settlement is at the end of each period and the
original fund is paid back to depositor at the end of contract. Mortgage
Sharing Certificate and Periodic Mortgage Sharing Certificate are issued

for these processes.

Mortgage Sharing Certificate is an anonym (nameless) document with

a nominal price, which is issued for a certain period by a Rastin PLS bank.
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Holder of these certificates shares in the yield of the asset of the project
proportional to his share to nominal price of the assessed value of the asset
considering his participation period. The principal and return of sharing of
these certificates will be paid to depositor at the end of contract. Periodic
Mortgage Sharing Certificate has all characteristics of Mortgage Sharing
Certificate but, the return of the certificate is periodically paid to the

certificate holder.

Mortgage Mudarabah and Periodic Mortgage Mudarabah

Mortgage Mudarabah and Periodic Mortgage Mudarabah are used to
finance commercial projects that have productive asset for purchasing and
selling commercial financing in small and large firms. Based on the bank
decision, firm can be real or legal, small or large entity. Mortgage
Mudarabah and Periodic Mortgage Mudarabah observe regulations of
Mudarabah Financial Sharing (MFS) financial subsystem in addition to the
Base system rules of Rastin PLS banking.

Mortgage Mudarabah projects are financed by Mortgage Mudarabah
Certificates. Settlement will be at the end of the contract, but projects
financed by issuing Periodic Mortgage Mudarabah Certificates, settlement
takes place periodically and the original funds will be paid back to
depositor at the end of contract. Mortgage Mudarabah Certificates and
Periodic Mortgage Mudarabah Certificates are similar to Mortgage Sharing
Certificate and Periodic Mortgage Sharing Certificate, but these certificates

are used for commercial financing services.

Mortgage Muzaraah and Periodic Mortgage Muzaraah

Mortgage Muzaraah is used to finance agricultural projects, which

have productive or uncultivated (unused) assets and is used to finance
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working capital for planting, harvesting and selling the products in small
and large agricultural firms. Firm can be either real or legal entity. If the
product (crop) is harvested at once, the settlement time for profit and
original fund is at the end of contract after deduction of bank’s
commission. Quality, transportation, storing, packing and selling products
in this financing method are under the regulations of Joalah Financial

Sharing (JFS) and Mudarabah Financial Sharing (MFS) subsystems.

In Mortgage Muzaraah projects, which are financed by Periodic
Mortgage Muzaraah, distribution of profit is periodic after deduction of
bank commission but at the end of contract the original funds will be paid
back to depositor and the contract is settled. Mortgage Muzaraah
Certificates and Periodic Mortgage Muzaraah Certificates are similar to
Mortgage Mudarabah Certificates and Periodic Mortgage Mudarabah

Certificates but for agricultural financing.

Mortgage Mugharasah and Periodic Mortgage Mugharasah

Mortgage Mugharasah is used to finance tree-planting projects. In
Mugharasah the asset of entrepreneur (usually including land, technical
experience of planting and tree preserving and more), becomes productive.
Mugharasah includes financing of working capital for planting, husbandry,
harvesting, packing and transporting the products of small and large
agricultural firms. Bank can decide about personality and size of the firm.
If the product (crop) is harvested at once, the settlement time for profit/loss
and original fund is at the end of contract after deduction of bank’s
commission. Quality, transportation, storing, packing and selling products
in this type of financing are under the regulations of Joalah Financial

Sharing (JFS) and Mudarabah Financial Sharing (MFS) subsystems.

In those Mortgage Mugharasah projects, which are financed by
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Periodic Mortgage Mugharasah Certificate, distribution of profit is
periodic after deduction of bank commission but at the end of contract the
original fund will be paid back to depositor and the contract is settled.
Mortgage Mugharasah Certificates and Periodic Mortgage Mugharasah
Certificates are similar to Mortgage Muzaraah Certificates and Periodic
Mortgage Muzaraah Certificates but for planting and restoring tree gardens

financing.

Mortgage Musagah and Periodic Mortgage Musagah

Mortgage Musaqgah is used to finance husbandry and harvest of fruit
gardens. The entrepreneur's asset (usually includes tree garden, technical
experience of planting and tree husbandry and more) becomes productive
by Mortgage Musagah. Mortgage Musaqgah 1s used to finance working
capital of planting, husbandry, harvesting, packing and transporting
production of small and large agricultural firms for either legal or real
entities. In Mortgage Musagah projects, which are financed by Periodic
Mortgage Musaqah, distribution of profit is periodic after deduction of
bank commission but at the end of contract the original deposit of depositor
will be paid back to him and the contract is settled. Quality, transportation,
storing, packing and selling product in this kind of financing are done
under the regulations of Joalah Financial Sharing (JFS) and Mudarabah
Financial Sharing (MFS) subsystems.

Mortgage Musaqah Certificates and Periodic Mortgage Musaqah
Certificates are similar to Mortgage Muzaraah Certificates and Periodic
Mortgage Muzaraah Certificates but for maintaining and harvesting fruit

gardens financing.

189



Mortgage Istisna and Periodic Mortgage Istisna

Mortgage Istisna is used for financing industrial and agro-industrial
firms. Mortgage Istisna also includes financing working capital of
industrial and agro-industrial firms for production and selling products in
small and large real or legal firms. Regarding the production whether is
produced at one time, or is carried out along a period of time, the payment
of profit/loss will be at one time, or periodically; after deduction of bank’s
commission. Quality, transportation, storing, packing and selling products
in this type of financing are under the regulations of Joalah Financial

Sharing (JFS) and Mudarabah Financial Sharing (MFS) subsystems.

In projects that are financed by Mortgage Istisna Certificate,
settlement is at the end of contract and the original deposit and sharing
profit is paid back after deducting bank’s commission. Nevertheless, if the
contract is Periodic Mortgage Istisna Certificate, profit/loss is divided after
each period and the settlement of the principal shared asset with depositor
takes place at the end of contract. Mortgage Istisna Certificates and
Periodic Mortgage Istisna Certificates are similar to Mortgage Muzaraah
Certificates and Periodic Mortgage Muzaraah Certificates but for financing

industrial and agricultural firms.

Rent Sharing

Rent Sharing is used for financing the owner of rentable assets such as
houses, commercial buildings, office buildings, workshops, gardens, farms
or installations. The owner of these assets can be real person or legal entity.
While presenting rental documents of these assets (to the third party) and
his project to the bank simultaneously, the owner will ask the bank to
convince the depositors about the rent income flow of the asset and bank

will also assess and evaluate his asset and rental income stream. After
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signing the contract, the periodic rent will be paid to depositor under the
bank supervision. At the end of contract, the entrepreneur will pay back the

fund received to depositor in wholesome through the bank.

In projects financed by Rent Certificates, the profit is paid to depositor
after deduction of bank’s commission at the end of each period and the
original deposit will be returned to depositor at the end of contract. Rent
Certificate is an anonym document, which is issued with a defined nominal
price and for a certain period by Rastin PLS bank. The owner of this
certificate shares the rent of asset proportional to its assessed asset nominal
price. The original fund plus the rent will be paid to depositor at the end of

contract period.

RFS Mortgage Certificates and Mortgage Securities

Valuable papers backed with mortgage loans are those securities
issued with mortgage loan guarantees. Mortgage loan the loan for which
the ownership document is mortgaged as guarantee by bank. Usually, in
conventional mortgage papers, an institution® guarantees the payment of
interest and principal fund. Guarantees of these loans means guarantee of

payment of monthly installments.

By guaranteeing the principal and interest of loans by institutes and
using insurance for mortgage-backed securities, these loans will be
negotiable in secondary market. The existence of secondary market will
develop the primary mortgage market, which is long-term loan market. In
this way, bank uses free resources to increase his own loan extending
capability. By supplying mortgage securities in the secondary market,

banks absorb new resources.

%2 For example in USA: the Government National Mortgage Association.
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In the process of asset securitization (including mortgage loans) to
valuable papers (securities), the company or firm who needs financing
establishes an intermediary company. The intermediate company issues
papers and offers them to investors. Then, the intermediate company buys
bank’s financial assets from these funds. The possessors of these
papers/securities will gain monthly profit for their purchase from the cash

payment caused by periodical (monthly) loan re-payments. Thus:

1. Bank extends loan to client and receives installments on pre-determined
periods.

2. Bank sells its claims (receivable documents) to intermediate company
and receives money.

3. The intermediate company will issue valuable papers (securities) based
on these claims, and sells them to investors and pays the obtained funds
to the bank and receives commission.

4. Again, bank uses the new resources for extending new loans.

Practically, in this method, bank loan is shifted to intermediate
company. This means that bank sells its long-term claims and finances.
Mortgage papers have defined and fixed return and the asset remains at
possession of the bank until the last installment (periodic rent) is paid, or

bank can receive its equivalent as mortgage.

Money and Credit Council on November 17", 2007% approved debt
purchase activities based on the Provisional Regulation of Discounting
Commercial Papers. Notable Islamic jurisprudents believe that if debt
purchase paper has been raised from real transaction, which means has
been raised from extended loan for buying an asset, this debt can be

transacted and sold to other people. Therefore, discounting commercial

83 Musavian, Abbas, 2007, Islamic Financial Instruments (Sukuk), Islamic Thought and
Culture Research Center, Tehran, Iran
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papers (debt purchase), for example in Installment Sell (Foroosh-e-
Aghsati) based on Installment Sell Contract has no problem from
jurisprudential point of view.** On the other hand, notable Shiite scholars
believe that purchase of debt by debt and “Kali be Kali”® transaction are
not right. Therefore, the papers should be in such a way that it would not be
involved in this subject. For example, the intermediate company should not
start debt purchase before issuing paper, but should issue paper after
defining the kind and amount of debt, discount rate and other effective
variables, and then start to publish debt paper and by the acquired money
from, starts to buy debts®™. The Stock Exchange Jurisprudential Committee
believe that since debts are raised from Installment Sell contract, therefore,
asset documents should be transferred to intermediate company (who issues
papers) and since, when bank extends these facilities to intermediate
company, in fact, should transfer all documents to the issuing company. In
this way, issuing valuable papers backed by mortgage loans by considering
the above conditions have no problem from the Stock Exchange
Jurisprudential Committee viewpoint. But, since Installment Sell itself is a

. 8 . 88
Riba contract®’, the recent reasoning and maneuvers face problem®.

% Jurisprudential Specialized Committee of Stocks Exchange and Valuable Papers
Organization, 2007.

% Kali-be-Kali is a transaction that seller sells specific amount of a commodity to be
delivered in future; and buyer purchases the commodity to be received in future.

% Jurisprudential Specialized Committee, Stocks Exchange and Valuable Papers
Organization, 2007.

*7 Bidabad, Bijan and Abdulreza Harsini, Non-usury bank Corporation and
contemporary usury and non-usury banking operations. Proceeding of the 3 biennial
Islamic economics conference (Islamic economic theory and Iranian economy), pp. 193-
224, Economic Research Institute, Tarbiat Modarres University, Tehran, Iran, 24-25
Dec. 2003. http://www.bidabad.ir/doc/sherkat-sahami-bank.pdf
http://www.bidabad.ir/doc/sherkatbank.ppt

% Debt transaction is accepted in Malaysia from Sharia point of view (Islamic Financial
Instruments Research Group of Malaysia, the gh meeting session, 1996. Valuable
Papers Commission of Malaysia, 2006. See: Soroush, Abouzar, Mortgage Sharing
Papers as a New Instrument for Banks Financing. Islamic Economy Scientific Research
Quarterly Journal, Vol. 8, No. 29, Spring 2008, pp. 163-188.
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Murabahah Mortgage Security or Installment Sell Mortgage Security
is one of the kinds of mortgage securities. In this case, by securitizing its
claim from extended loan alongside with the mortgage, the bank which has
transferred his resources to others by Murabahah mortgage or Installment
Sell mortgage, can renew his funds. That is to say, bank transfers the asset
to client by Installment Sell and receives installments, then can change the
securities of this installment into money and provide new fund for new
clients. Therefore, by applying to custodian and establishing intermediate
company, will ask him to issue mortgage securities equal to the extended
loan and thereof, transfers his claim to investors who buy the securities. By
arranging a prospectus and obtaining credit rating agency confirmation,
intermediate company publishes and sell Murabahah Mortgage Securities
to public, and then on behalf of the claimers (security holders) will buy the
asset from the bank and is replaced with bank in Installment Sell contract;
and from that time, collects installments through financing company and

distributes it among security holders. ¥

In the case of “ljarah bi Sharte Tamlik” (Rent Conditioned to
Possession) mortgage securities, bank transfers the asset to others by jarah
bi Sharte Tamlik Contract and receives the rent periodically, and can sell
the [jarah bi Sharte Tamlik mortgage securities and refund his resources.
Detail of this procedure is similar to Murabahah or installment sell

mortgage securities.

By studying the juristic dimensions of Murabahah mortgage securities
and Jjarah mortgage securities, Jurisprudential Committee accepted them
in accordance to [jarah and Murabahah papers, and approved their

issuance, but with precaution. While Installment Sell and ljarah bi Sharte

% See: Soroush, Abouzar, Mortgage Sharing Papers as a New Instrument for Banks
Financing. Islamic Economy Scientific Research Quarterly Journal, Vol. 8, No. 29,
Spring 2008, pp. 163-188.
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Tamlik (Rent Conditioned to Possession) contracts are superficial Islamic
contracts, that invented to escape from Riba - this is because both these
contracts involve pre-fixed interest rates.” As far as these two contracts use
pre-fixed interest, they involve Riba and the papers issued on their basis
create doubt of Riba involvement, which means that Riba contract papers

. 91
are being transacted.

Sharing mortgage securities are those sharing papers issued for
purchasing mortgage loans by intermediate company. Mortgage loans are
those banking loans based on debt with maturity of more than one year and
are extended to purchase land and building.”” In mortgage sharing
securities, similar to mortgage-loan-backed papers, the right of using the
benefits (yield) of an asset which is transferred to another person by
installment sell, will be transferred from bank to another person for a
certain price and pre-determined installments. Mortgage sharing securities
have the meaning of joint sharing and are negotiable in secondary market at
market price. In mortgage sharing securities, the intermediate company
starts to issue and sell papers, and absorbs fund and then, starts to buy debt
purchase on behalf. This means that on behalf of the buyers, the issuer is
allowed to use their funds jointly for buying debt from the bank and
instead, bank will transfer some of his claims for which the bank has

mortgaged possessory documents to the investing company after

% Bidabad, Bijan, Economic-juristic analysis of usury in consumption and investment
loans and contemporary jurisprudence shortages in exploring legislator commandments.
Proceeding of the 2™ International Islamic Banking Conference. Monash University of
Malaysia, 9-10 September 2004. Reprinted in: National Interest, Journal of the Center
for Strategic Research, Vol. 2, No. 1, winter 2006, pp. 72-90. Tehran, Iran.
http://www.bidabad.ir/doc/reba-en.pdf

! Bidabad, Bijan and Abdulreza Harsini, Non-usury bank Corporation and
contemporary usury and non-usury banking operations. Proceeding of the 3 biennial
Islamic economics conference (Islamic economic theory and Iranian economy), pp. 193-
224, Economic Research Institute, Tarbiat Modarres University, Tehran, Iran, 24-25
Dec. 2003. http://www.bidabad.ir/doc/sherkat-sahami-bank.pdf
http://www.bidabad.ir/doc/sherkatbank.ppt

%2 Stocks Exchange and Valuable Papers Organization, 2008.
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discounting. These kinds of papers are also doubtful concerning Riba

involvement because of application of Installment Sell Contract.

In fact, in Rent Financial Sharing, the owner of the asset will
mortgage a portion of his asset to depositor through bank and depositor
shares the profit (yield) of that asset until the end of the contract. There is

no involvement of Riba in this method.

Rent Certificates in RFS and Ijarah Sukuk

Generally, various types of Sukuks are valuable papers, which are
issued based on contract, and show the joint ownership of the owners of
these papers on the asset subject of Sukuk issuance. The asset can be
movable, or immovable. Originator is a legal entity, which offers his asset
for Sukuk issuance and these papers are issued to finance him.
Intermediate” is formed as a legal entity to redeploy the assets on behalf of
the Sukuk papers owners. In Sukuk process custodian is a legal entity who
is responsible to supervise the whole process on behalf of the Sukuk owners
to keep their interests. Custodian can be a bank or a non-bank financial
institute. Likewise, prospectus is an information collection that the issuer of
the papers has to provide for the supervisory organization (stock exchange)

and Sukuk buyers. Sukuk follows Stock Exchange Organization regulations.

In the process of [jarah Sukuk, the originator starts by dividing a
portion of his asset and gives its ownership to the intermediate (SPV). SPV
assigns a custodian and the asset is valuated. He also provides the
prospectus and by issuing Sukuk papers starts ljarah Sukuk subscription. A
credit rating agency will assess the Sukuk paper price. Sukuk buyers will

jointly possess the asset. In the next phase, on behalf of the owners of the

%3 Special Purpose Vehicle (SPV), Special Purpose Entity (SPE), Especial Purpose
Company (EPC).
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papers (Sukuk ljarah Papers), intermediate will lend the asset to originator
and receives periodic rent, and pays it to Sukuk papers holders. At the end
of ljarah contract, SPV stops rent payments to Sukuk papers holders. If the
ljarah contract is with ljarah bi Sharte Tamlik (Rent Conditioned to
Possession), the intermediate will transfer the ownership of the asset freely
or with a substitute to the originator according to the pre-signed ljarah
contract. And, if it is an ordinary ljarah, he will receive the asset and sell it
in the market and will divide the result between the Sukuk owners (after
deducting the lawyer’s fee, custodian commission and credit rating agency

of the Sukuk).

The problem in issuing Sukuk is that the Iljarah contract can be
arranged superficially to conceal Riba. While the contract seems to be
correct (Riba-free) and does not show Riba involvement, it can be a
superficial Jjarah contract and in fact the rent has been calculated by
interest rate and application of Sukuk is just a juristic factitive cover or
juristic slyness (deceit). Occurrence of this case in the subsystem of RFS is
seldom occurs because in the process of issuing [jarah Certificate, after
possessing the asset of the contra