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ABSTRACT

The evolution and introduction of Islamic financial institutions in the last three
decades have generated issues and arguments among Muslim economists, scholars
and practitioners. What is in relation to the theories of profitsharing in the context of
mudarabah and its risk management in the modern Islamic financial institutions
(MIFT) have remained the most discussed issues in the Islamic financial industries.
The present study analyses profit sharing in the context of mudarabah and its risk
management in the modern Islamic Financial institutions (MIFI) by examining the
application of mudarabah and its constituents from the classical perspective to the
contemporary issues. The study scrutinizes and answers the research hypotheses by
using surveyed data from Islamic financial institutions in Malaysia. The construct
validity of Modern Islamic financial Institutions (MIFI) reveals that profit sharing
(PS) in the institutional context is explored by several approaches; muddrabah
application from classical to contemporary issues. It evaluates the basis of PS theory
by considering the relevant literature on muddarabah and risk management in Islamic
financial institutions by establishing fundamental issues which add to one of the
challenges faced by modern Islamic financial institutions (MIFI). The study adapted
the actual analyses and implementation of the measurement framework together with
the findings from the survey. The survey data used for this research was drawn from a
population of 274 staff in 11 Islamic financial institutions in Kuala Lumpur, Malaysia.
The study suggests a process by evaluating the data analysis process of profit sharing
in modern Islamic financial institutions (MIFI) and understanding the risk features
surrounding Islamic financial institutions. The study utilized the quantitative research
paradigm for which requisite data were procured and analyzed to feel the bespoke
measurement framework. The analysis of the determination of profit sharing was
explored in the data collection based on variables presented in the Islamic financial
institutions. It covered the statistical findings for the identified sample used in the
research. The relationship between Islamic foreign institutions and Islamic local
institutions were suggested based on the results of the data analysis. The analysis
reveals that out of five hypotheses, two of them have significant risk management
pertaining to the features of IFIs and found significant theories associated with PS in
IFIs between local and foreign banks and mudarabah principles. Ultimately, the study
of the data analysis has answered the research hypotheses that MIFI based on the PS
mode are concerned with establishing consistency within repeated measures.
Therefore, these research findings can be used as an impulsion for future research on
the possibility of introducing a new MIFI model that is highly tenable to attain the
same status of credibility and reputation of Islamic financial institutions.
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CHAPTER ONE

INTRODUCTION

1.0. BACKGROUND OF THE STUDY

Islam assumes comprehensive and integration of contracts which defines economic
principles in accordance with Islamic law (Shari‘ah)' based on the revelation of the
Qur’an. The divine and its application that takes into account the material, spiritual,
social and political aspects of human life with accountability, and the efficient and
equitable use of resource institutions. In order to understand the way in which
economic affairs and financial institutions are to be organized in Islamic Shari‘ah, it is
first necessary to comprehend the nature of this relationship.

It is clear that the contracts in Islam combine the stagnant and developed. The
interest and other unlawful transactions are among the things prohibited for the past
fourteen century by the Islamic Law. The elimination of ribd from Islamic financial
transaction is the main feature of Islamic financial institutions compared to their
counterparts’ conventional financial institutions. The Islamic renaissance, revival or
resurgence in Islamic countries contributed a major role in Islamic financial
development to enhance the Islamic banking institutions. The Islamic financial
institution has expanded rapidly in the globe and specifically in the Islamic countries.

The progression and introduction of Islamic financial institutions in the past
decades demonstrated issues and argument among Muslim scholars and practitioners,
especially related to the issues of theory of profit which has remained one of the most

neglected issues in economics. The works done on the theory of profit by the western

'The term refers to divine guidance as given by the Holy Qur’dn and the Sunnah of the Prophet
Muhammad (PBUH) and embodies all aspects of the Islamic faith including beliefs and Practice.



scholars are limited while that of the Muslim scholars is even rare. This scarcity with
the western scholars in providing adequate materials on the theory of profit has raised
an alarm in the subject though there are some books, book chapters or journal articles
but still there is a need for further research in order to make the subject understandable
in reference to Islamic financial institutions. According to Bashir:
Scarcity of information about Islamic banks is caused by too many
factors. First, most of the banking loan contracts are private and,
therefore, unavailable to researchers. Second, in most of the countries
where these banks operate, financial markets are not well developed.
Third, there are no private agencies specializing in gathering and selling

information about Islamic banks. Finally, regulators do not hold Islamic
banks to periodic disclosure of sufficient information.”

The above information provides several reasons as to why there exist a scarcity
of information on Islamic finance and banking. At the moment there is some
improvement in their performance compared to a few decades of its evolution.

The issues of profit and loss sharing in Islamic finance have developed to be a
wide area of interest in our contemporary Muslim world due to the complication of
determining functions related to its application. Therefore understanding the role of
profit and loss sharing emerged to be fundamental approach used as a tool of classical
Islamic financial transaction. In the Islamic perspective, the profit sharing (PS)?
scheme prescribed by the Islamic Shari’ah is a joint enterprise which intends to
achieve a just distribution of gain and liability among the joint partners. Taking the
ideals and guidelines propounded by the Shari’ah and prevailing conditions into
consideration.

This study, examines the profit sharing in the context ofmuddrabah and its risk

management in themodern Islamic financial institutions. It examines the origin of the

* Bashir, Abdel-Hameed M., Risk and profitability measures in Islamic banks: The case of two
Sudanese Banks, Islamic Economic Studies, Vol. 6, No.2, May 1999, page 2.
’PS: Abbreviation of Profit and Sharing in Islamic Financial Institution.



Islamic financial institutions with its development to contemporary issues. The study
will focus on the application and distributive implications based on profit and loss
sharing. The issue of profit and loss sharing is a unique issue in Islamic transaction as
it covers a wide range of Islamic financial institutions. The institutional and ethical
issues underlying the Islamic finance development with their adoption to muddarabah
instruments will be examined.The concept of Shari’ahin pertaining to the PS mode
has discovered specific forms of business arrangement to earn profit without indulging
in riba. This PS techniques used by the classical scholars has developed an interest
among the modern scholars to conduct more research in developing modern
conceptual approach based on Islamic law to provide solution on many questions
concerning modern Islamic financial institutions. The Islamic banking services have
emerged in our modern times as an Islamic approach in providing solution to the
conventional banking system in the area of profit and loss sharing.

This study will also focus on the features of Islamic financial institutions and
the intermediation models that they follow in implementation of the PS mode in
Islamic Finance. These Institutions entail special issues that need to be recognized to
help the application of the PS in financial institutions is truly effective. Therefore, the
arguments related to the profit sharing in financial institutions such as challenges and
determination of PS will be evaluated. The determination of PS would be screened to
verify as to whether it is Shari ‘ahcompliant.

Finally, the application of this study to shari‘ah understanding especially in
accordance to the school of thoughts in Islamic jurisprudence will be evaluated. Other
issues are the comparison of the Islamic financial institutions compared to few issues
in conventional system though will not be a full focus due to the limitations of the

study.



1.1. STATEMENT OF THE PROBLEM

Profit sharing mode (PS)dominates the theoretical literature on Islamic financial
institutions. The issue of PS seems to be very broad and it could necessitate a
comprehensive study in order that full justice is done to it. The modern Islamic
financial institutions has been criticized due to its application and distributive
implementation of the institutions based on profit and loss sharing arrangements with
implications related to Islamic financial institutions.

Muslim society has inherited the financial institutions based on conventional
perspective while assuming its operation under the Shari‘ah compliant transactions.
Therefore, presenting the PS issues and problems and classifying them according to
their type is very valuable for a sustained growth and development of the Islamic
financial institutions based on proper understanding of Islamic jurisprudence.

The PS mode in modern Islamic financial institutions covers a number of
issues related to the determination of profit sharing which justifies a growth promotion
policy for ensuring distributive justice in Islamic Institutions. Among those issues
related to PS mode, is the sharing of the risk. Such issues prevent Islamic financial

institutions from operating efficiently.

1.2. RESEARCH QUESTIONS
In this thesis, I intend to consider the following research questions:
1. What are the changes on the application of Mudarabah from the classical
point of view to the contemporary issues?
2. Are there any theories of profit sharing in Islamic financial institutions and

its determination?



Does the risk management challenges pertaining to the features of Islamic
financial institutions and the intermediary models truly effective?
Are there any risk mitigating features in risk management issues?
Are there any measures to be taken to mitigate risks and acceptable by

Shari‘ah?

1.30BJECTIVES OF THE STUDY

1.

To examine suitable implementation on the application of profit sharing
arrangements from classical to contemporary issues.

To evaluate and analyze appropriate theories of profit sharing and resolve
the question of the determination of profit sharing and other related issues.
To examine solutions by eliminating the risk issues in Islamic financial
institutions and its challenges in Islamic finance.

To assess risk mitigating features surrounding Islamic financial
institutions.

To identify steps and measures that are acceptable by Shari‘ah to mitigate

risk.

1.4HYPOTHESIS STATEMENT

1.4.1 Null Hypothesis (Ho):

l.

There are no significant changes on the application of mudarabah from
the classical point of view to the contemporary issues.
There are no significant theories of profit sharing in Islamic financial

institutions and its determination.



There is no significant risk management in challenges pertaining Islamic
financial institutions and the intermediary models effectively.

There is no significant risk mitigating features in risk management issues.
There is no significant measures to be taken to mitigate risks and

acceptable by Shari‘ah.

1.4.2 Alternative Hypothesis (Ha):

1.

There are significant changes on the application of muddarabah from the
classical point of view to the contemporary issues.

There are significant theories of profit and loss sharing in Islamic financial
institutions and its determination.

There are significant risk management challenges pertaining to the
features of Islamic financial institutions and the intermediary models
effectively.

There is significant risk mitigating features in risk management issues.
There are significant measures that need to be taken to mitigate risks in the

light of the IslamicShari ‘ah.

1.5SIGNIFICANCE OF THE STUDY

The study anticipate that the result of the findings of this research is very useful to the

Islamic institutions in order to develop better understanding of the Islamic banking

discipline and its application from the classical to contemporary issues. In addition,

the result will also benefit students of knowledge in universities and Islamic centers to

the development of classical understanding of Islamic transaction, comparative juristic

interpretation and thoughts which is related to the concepts of the development of



