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A review of depositor’s profit distribution practices in Islamic
Banks in Pakistan
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ABSTRACT:

Islamic banking is often castigated for resorting to sophistry and ruses (Hiyals and
Mubah) to the extent of duping their Muslim customer base (Khan F. 2010)%. This
criticism is attributed to its departure from the ideals of profit and loss sharing (PLS)
modes, and similarities with the conventional banks. Authors have coined sarcastic
phrases like ‘Old-wine in new bottle’, ‘Marriage of Convenience’ (Samers M., 2015)?
and Shari’ah Arbitrage (Elgamal 2006)° to criticize the shari’ah authenticity of
contemporary Islamic banks (IBs). This paper makes an informed endeavour to
explicate the profit distribution mechanism for the depositors, and the underlying
Shari’ah principles as practiced by IBs. Also, we present the economic intuition of the
detailed mechanics of profit distribution mechanism, such as the mutually consented
profit-sharing ratio (PSR) between the depositor (rabb-ul-ma’al) and the bank
(mudarib); smoothening reserves e.g., the profit equalization reserve (PER) and
investment risk reserve (IRR); and Hiba that refers to the bank’s profit share foregone
in favour of depositors to mitigate the displaced commercial risk. We also support our
work with numerical illustrations and empirical review of data drawn from Islamic
banks operating in Pakistan. Our findings can potentially address the widespread
criticism levied on IBs by informing the stakeholders on the convergence of shari’ah
ideals and pragmatic operationalization of depositor’s profit distribution in IBs.

Key Words: Profit, Loss, Mudarib, Shari’ah, profit equalization reserve, investment
risk reserve, Hiba, profit sharing ratio, depositors, profit distribution mechanism
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The losses on financings and investments due to misconduct/ negligence/ breach of
contract by IBI shall not be charged to the pool; the IBI as Mudarib shall be responsible
for absorbing such losses. The financing approved and disbursed and investment made
in contravention to the prudential regulations or the IBI’s own policies, procedures and

processes as determined by internal auditor, external auditor and/or SBP inspection
team will be treated as the negligence on the part of the IBI.*®
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The direct expenses shall be charged to respective pool, while indirect expenses including
the establishment cost shall be borne by IBIs as Mudarib. The direct expenses to be
charged to the pool may include depreciation of ljarah assets, cost of sales of inventories,
insurance / Takaful expenses of pool assets, stamp fee or documentation charges, brokerage
fee for purchase of securities/commodities etc, impairment / losses due to physical
damages to specific assets in pools etc. However, this is not an exhaustive list; IBI pool
management framework and the respective pool creation memo may identify and
specify these and any other similar expenses to be charged to the pool '8
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diminution in the value of investments as under prudential regulations and other SBP
directives shall be borne by the IBIs as Mudarib. However, write-offs of financings and
loss on sale of investments shall be charged to respective pool along with other direct
expenses.?
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IBI may forego up to 60 percent of its Mudarib share as Hiba to meet the market
expectation in case of lower than expected/market returns earned by the pool. However,
the IBIs maintaining PER will reduce their Mudarib share only if the PER is insufficient
to improve the profit payouts to the depositors.?”
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This Hiba by the IBI shall however, be distributed across the board to all the deposit
categoriesin a pool.??
e b f e ALL S T =T S L et S G
IBIs will gradually phase-out the practice of offering special or individual Hiba to the
priority customers. Therefore, special or individual Hiba for CY 2012 will be frozen to
previous year’s level
in absolute terms i.e., upto the actual amount of special or individual Hiba during CY
2011, upto 50% in 2013, upto 25% in 2014 and 0% in 2015. Further, special Hiba if
any, to be offered shall not be more than 2% over and above the actual return earned by
the depositor based on performance of the pool and respective weightages and the
reasons for allowing such special Hiba shall be documented, and shall be subject to
specific and explicit approval of the Shariah Advisor. The actual amount of special or
individual Hiba given during CY 2011 shall be submitted to Islamic Banking Department
along with the Shariah Advisor and BoD approved Framework as required in ..........
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J For determining the incentive profits which. I1IFS receives from the profits of
unrestricted | PLS deposit accounts; and
. For determining the incentive profits which IIFS pays from its profits to

unrestricted investment/PLS deposit accounts.?®
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Meezan Bank (amounts in PKR Millions)

Years 2012 2013 2014 2015 2016
Deposits 230,426 289,811 380,422 471,821 564,024
Deposits 36% 26% 31% 24% 20%
Growth

Hiba 3,165 3,549 3,523 1,715 976
Profit 50% 50% 45% 45% 45%-
Share 50%
Hiba: 1.37% 1.22% 093% 0.36% 0.17%
deposits

Bank Islami Bank |
Years 2012 2013 2014 2015 2016
Deposits 64,216 75,226 90,331 153,058 154,400
Deposits 26.98% 17.10% 20.07% 69.40% 0.88%
Growth

Hiba 214 105 804 621 -

Profit 36.66% 35.95% 38.12% 41.20% 33.47%
Share

Hiba: 0.333% 0.140% 0.890% 0.406% O
deposits

Al Baraka Bank |
Years 2012 2013 2014 2015 2016
Deposits 63,200 75,600 80,200 72,000 105,800
Deposits 2.76% 19.60% 6.08% -10.20%  46.90%
Growth

Hiba 2,400 2,040 1,900 1,700 1,400

( o )
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Profit 43% 40% 34% 34% 39%
Share

Hiba: 3.797% 2.698% 2.369% 2.361% 1.323%
Deposits

Dubai Islamic Bank |
Years 2012 2013 2014 2015 2016
Deposits 53,100 67,600 83,800 136,700 129,200
Deposits 2.76% 27.30% 23.90% 63.10% -5.48%
Growth

Hiba 490 550 690 480 30
Profit 37.31% 33.57% 31.89% 27.75% 50%
Share

Hiba: 0.923% 0.814% 0.823% 0.351% 0.023%
Deposit

Data gathered by the author from the balance sheet of Islamic banks operating in
Pakistan

In the table above, the deposit pool management variables have been summarized for
the four major Islamic Banks operating in Pakistan. The aggregate deposit volumes,
profit sharing ratio, and the hiba amount (i.e., the amount foregone by the mudarib in
favour of the depositor) has also been summarized. We have also summarized the Hiba:
deposit ratio for each of the bank in order to highlight the varying degree of displaced
commercial risk, and the related profit-sharing ratio. Interestingly hiba amounts vary
from 3.79% to 0.023% of the total deposit pool for the four banks over the period of 5
years i.e., from 2012-2016. This variance highlights the uncertainty and challenges
faced by the Islamic banks in managing the interest rate changes and the resulting

Displaced commercial risk.?’
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Assume an Islamic bank with the following balance sheet:

Assets Liability & Equity PKR in Bn
Investment and Financing Asset | Current Accounts 100
Pool 800 Saving Accounts 360
Term Deposits 200
Equity 140
800
800

Given a profit-sharing ratio of 60:40 between Bank and Depositor. Also assume that
the bank realizes 1% monthly return on the asset pool.

a) Calculate the share of profit attributable to depositor and Bank.

b) Calculate the gross rate of return realize by the banks depositors.

C) Calculate the gross rate of return realize by the equity holders.

d) If the bank management deducts 0.75% and 0.25% against PER and IRR
reserves on monthly basis — Calculate the amount PER and IRR deduction.

e) Draw the flow map of the deposit pool management and profit distribution and
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explain the process briefly.

(/ \\
Shareholders Unrestricted Investment
Sources of funds Funds Accounts
= R, o b S/
( Fund Allocation) X% | Fan— “ v% Gross Profit
- (17.5%) )| (82.5%)

............................................................................................

> Profit Equalization
Reserve 0.75%

( ) X% l 7*7 - Y°/o,# i
Profit & Loss Loss/ | [ profit |

Profit ‘ Loss

.

Y% Investment Risk Reserve

()
X% | a0 0.25%

( Profit & Loss 60%
Distribution .
=< o ISBI:nmI:c Investment
Bank Account Holder
Profit Attributed to Mudarib Profit Attributed to
Shareholders Share Investment Depositors
Monthly Rate of Return Monthly Rate of Return
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