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The impact ofMusharakah
financing on the monetary policy

in the Islamic economy
Hatem Adela

Sadat Academy for Management Sciences, American University in the Emirates,
Dubai, United Arab Emirates

Abstract
Purpose – This paper aims to contribute to formulating the methodological framework for a paradigm of
Islamic economics, using the development of the conventional economics, theoretical and mathematical
methods.
Design/methodology/approach – The study based on the inductive and mathematical methods to
contribute to economic theory within the methodological framework for Islamic Economics, by using the
return rate of Musharakah rather than the interest rate in influence the economic activity and monetary
policy.
Findings – Via replacement, the concept of the interest rate by the return rates ofMusharakah. It concludes
that the central bank can control the monetary policy, economic activity and the efficient allocation of
resources by using the return rates ofMusharakah through the framework of Islamic economy.
Practical/implications – The study is a contribution to formulate the methodological framework for a
paradigm of Islamic economics, where it investigates the impact of return rates ofMusharakah on the money
market and monetary policy, by the mathematical methods used in the conventional economy. Also, the study
illustrates the importance of further studies that examine the methodological framework for Islamic
Economics.
Originality/value – The study aims to contribute to formulating the Islamic economic theory, through the
return rate ofMusharakah financing instead of the interest rate, and its effectiveness of the monetary policy.
As well as reformulating the concepts of the investment function, the present value and the marginal
efficiency rate of investment according to the Islamic economy approach.

Keywords Monetary policy, Inflation rate, Interest rate, Return rate ofMusharakah, Present value,
Marginal sufficiency rate of investment

Paper type Research paper

1. Introduction
There are various studies in the field of Islamic economics to get the economic theory
includes all sectors in the economy, but most studies have focused on legislative and
jurisprudential Islamic finance transactions in banks, as well as the economic effects of
different types of Islamic finance framework. “Bosca (2015)” showed that about 50 per cent
of the studies related to Islamic economics in English during the period 1994 to 2005 are
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related to these two areas, while only 19 per cent focused on the methodological framework
for a form of Islamic economics (Bosca, 2005).

Despite the multiplicity of Islamic modes of financing such as Murabaha, Musharakah,
Mudharabah, Ijara and others, the studies of these financing methods within the model of
Islamic economics are relatively few. That shows the necessity of using the conventional
economics instruments to benefit from the progress in theoretical, mathematical and
statistical models in the conventional economy to get more integrated drafting of the Islamic
economic model.

Musharakah financing is the most vital method to influence the economic activity in the
Islamic Economy; which includes Musharakah of depositors, bank and investors in the
funding of project and participation in the profits and risks. Therefore, it affects savings,
investment and the domestic resources gap. Comparing with the interest rate, the
implementation of Musharakah financing considers more flexible than the interest rate, it
includes three rates of return; a return rate of depositors’ Musharakah, a return rate of
bank’s Musharakah and a return rate of investors’ Musharakah. While, the interest rate
determines arbitrarily, according to the maturities of loans between the bank and the
depositor on the one hand, and between the bank and the investor, on the other hand. The
investor shall bear the interest as a financing risk. Also, the mechanism of using the interest
rate in the money market equilibrium includes lags to transform the savings into
investments and influence the economic activity, while the Musharakah financing assures
the participation of all parties simultaneously; the bank, the saver and the investor in the
Musharakah process. Therefore, the lag is limited to the period of implementation of the
Musharakah process.

As well as the concept of zakat influences in the affirmative on theMusharakah financing,
through encouraging individuals to pump money into the economic activity cycle by
Musharakah and reduce the desire to hold funds for the provision or speculation purposes.

The replacement of the interest rate by return rates of Musharakah requires
reformulating the concepts of present value, the marginal efficiency rate of investment and
the investment function within the Islamic Economics. That affects the control of the legal
reserve ratio in commercial banks and the level of economic activity.

Accordingly, the research was divided into six sections. As discussed below, Section 3
investigates the significance of the contemporary Islamic Banking. Section 4 investigates the
literature review of Musharakah financing. Section 5 studies the impact on investment by the
return rate of Musharakah. Section 6 examines the present value and the return rate of
Musharakah. Section 7 analyzes the marginal sufficiency rate of investment and the return rate
of Investor’s Musharakah. Section 8 analyzes the monetary policy and the return rate of
depositors’musharakah and Bank’smusharakah.

2. Research hypotheses

H1. The inflation within a framework of the Islamic economy can be used as the
discount rate, as well as to calculate the present value.

H2. The return rates ofmusharakah can be used as an alternative of the interest rate to
affect the economic activity.

H3. The central bank can use the return rates ofmusharakah as an instrument to affect
the economic activity.
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2.1 The significance of the contemporary Islamic Banking
A unique feature that differentiates Islamic banking from conventional banking, in theory,
is its profit-and-loss sharing (PLS) paradigm. Where banks are not allowed to offer a fixed
rate of return on deposits and are not allowed charging interest on loans (Iqbal, 1997). Under
the PLS paradigm, the ex ante fixed rate of return in financial contracting is replaced with a
rate of return that is uncertain and determined ex post on a profit-sharing basis. Only the
profit-sharing ratio between the capital provider and the entrepreneur is determined ex ante.
PLS contracts, in general, allow two or more parties to pool their resources for investment
purposes and to share the investment’s profit-and-loss (Chong and Liu, 2009).

Many conventional banks are now offering products that aimed at non-Muslims through
Islamic financing windows. The USA has developed a Dow Jones Islamic Market Index
which has listed 1937 companies eligible for investment as of 2006 (Tahmina, 2013). There
are now over 280 of institutions in over 60 countries. The Islamic finance industry has a
recorded growth rate of over 15-20 per cent per annual (Malik et al., 2011).

In Iran, Pakistan and Sudan, only Islamic banking is allowed. In other countries, such as
Bangladesh, Egypt, Indonesia, Jordan and Malaysia, Islamic banking co-exists with
conventional banking. Moreover, Islamic banking is not limited to Islamic countries. In
August 2004, the Islamic Bank of Britain became the first bank licensed by a non-Muslim
country to engage in Islamic banking. The HSBC, University Bank in Ann Arbor and Devon
Bank in Chicago offer Islamic banking products in the USA (Chong and Liu, 2009). As a
result of the remarkable success achieved by Islamic banks, some conventional commercial
banks proceeded to establish Islamic branches of Islamic transactions.

The Islamic banks reached 176 in 1997, with total capital of up to US$3.7bn, and total
deposits up to US$112.6bn by the end of 2001. The number was about 200 Islamic financial
institution banks distributed across more than 40 countries and spread across the five
continents of the world. With a total capital of up to US$148bn, as the funds amounted to
$300bn and over 300 Islamic financial institutions worldwide across 75 countries holding a
paid-up capital of over US$13bn in 2007. As well as controlling assets worth US$300-500
and investments US$500-800bn (Khan and Bhatti, 2008). The World’s 100 most significant
Islamic banks have set an annual asset growth rate of 26.7 per cent. And the global Islamic
Finance industry is experiencing the average growth of 15-20 per cent annually (Bank
Negara Malaysia, 2007). The assets of the Islamic banking excess USD 1 trillion in 2015, it
becomes one of the fastest growing economic sectors around the world and includes more
than 400 Foundation manages more than US$1tn around the world (Ernst and Young, 2016).

Malaysia is the most developed Islamic banking market in the world; it built a successful
domestic Islamic financial industry supported by a corroborative environment,
comprehensive financial infrastructure, diversity of innovative Islamic instruments and
maturity of the financial system, in addition to adopting global regulations and legal best
practices.

Therefore, Malaysia’s Islamic banking assets increased from US$65.6bn in 2007 to US
$274.6bn in 2015 (Bank Negara Malaysia, 2007), with an average growth rate of 18-20
per cent annually (Bank Negara Malaysia, 2015). These regulations have encouraged foreign
financial institutions to make Malaysia one of the world financial options through Islamic
banking to conduct their funds. The financial transactions of Musharakah reached to
29.635m Ringgit by a ratio 7.8 per cent in 2016, while the Murabaha and Ijara have
contracted to 7.2 and 30.6 per cent, respectively (Bank Negara Malaysia, 2018).

2.2 Musharakah financing literature review
Musharakah is a word of Arabic origin which means literally sharing. In the context of
business and trade, it means a joint enterprise in which all the partners share the profit or
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loss of the joint venture. Musharakah defined as a form of partnership where two or more
individuals combine their capital or labour, to share the profits, enjoying similar rights and
liabilities, this type of business can be registered as a partnership with unlimited liability or
as a company with limited liability. If the venture sounds feasible, the bank might consider
sharing the finance of the venture after reviewing the entire requirements requested by the
bank (Ahmed, 2008).

The two types ofMusharakah-based financing are as follows:
(1) Joint venture project or partnership based on a mutual account without the

establishment of a separate entity. The Musharakah financing agreement will be
concluded between the Islamic financial institution and customer. The funds
deposit to a mutual account in a lump sum or stages. The joint account registered
under the customer’s name, whereas the management of the account’s transactions
jointly managed by the Islamic financial institution and the customer.

(2) Equity Musharakah through the establishment of a private limited joint venture, a
corporate entity will be established by the Islamic financial institution and the
customer to operate a specific venture. The project’s management process by both
Musharakah parties to represent their interests and responsibilities towards the
venture. The Islamic financial institution will disburse the Musharakah financing
in one lump sum by additional paid up capital of the venture (Bank Negara
Malaysia, 2010).

Kashi and Mohamad (2017) examine the technical issues underlying the implementation of
theMusharakah andMutanaqisah partnership (MMP) model by Islamic banks in Malaysia.
The study uses a qualitative methodology based on interviews. It concludes that the MMP
model is converging with the Bay’ Bithaman Ajil (BBA) and conventional housing loans.

Abdullah and Saiti (2016) examine the issuance ofMusharakah bonds in the structure of
financing the waqf real estate development projects in Singapore in 2001 and 2002. The
methodology involves a case study, including documentary and contents analysis of
selected materials. The research finds the Musharakah bonds do not satisfy the conditions
relating to a valid contract and lawful income.

Hassan and Soumare (2014) propose a model to study the interactions between
Musharakah andMudarabah certificate holders and the government. The model provides a
unifying framework for the improvement of access to funds in the Islamic financing context.
The study concludes that investors will be willing to take the risk if they believe that their
capital is at least guaranteed by the government (Hassan and Soumare, 2015).

Sayim (2015) indicates the experiment of Turkish participation banks, it has four
participations banks; each of them has 242 branches on an average at the end of 2013, while
32 private deposit banks have 343 branches on an average. Their profit increased by 67
per cent from 2007 to 2013 and reached to 22.5 billion TL in 2013. Also, they have some
problems such as the existence of the interbank system and the guaranty insurance system.

Hassan and Smolo (2011) aim to highlight of the fundamental principles underlying
implementation of Musharakah mutanaqisah (MM) and its distinctive features when
compared to other modes of finance based on an extensive literature review. The study
indicates that MM has a comparative advantage for both financier and the customer when
compared with conventional loans.

Ariffin et al. (2015) examine the current practice of MM principle in Malaysia, based on
survey questionnaires on sixteen Islamic banks. The respondents agree that the principle of
profit and loss sharing element under equity-based financing represents the true spirit of
Islamic banking practices.
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Tahir (2013) investigates the institutional framework for facial and monetary policies,
the study suggests that the role of the government can be revised in the light of Shariah on
both economic and distributive planes; it should be reduced to achieve the economic
objectives in the Islamic economy.

Ouidad (2014) analyzes the Musharakah and Mudarabah financing schemes as profit
loss sharing (PLS) methods to solve asymmetric information problems. The results show
thatMudarabah financing provides a powerful incentive to the entrepreneur. Also, it cannot
resolve moral hazard problem.

Saad and Abdul (2013) illustrate that equity financing product, in specific, MM. The
study concludes that MM is superior compared to debt financing product. Also, provide a
proper practice along with the pricing of MM for Islamic microfinance institutions.

Mikail and Rani (2016) suggest that the two phases of MM; the partnership and
ownership should be separated with its own underlying and supporting contracts. That
helps the industry players to choose the right partnership contract for MM and keep away
from possible confusion.

Khatat (2016) considers the interest rate is the anchor for both conventional and Islamic
banking systems. The monetary transmission can operate from the conventional to Islamic
segment of the financial system through the interest rate channel, and the Islamic bank may
rely on the interest rate to price their contracts.

Ramic (2012) explains that the participation banking does not exclusive the Islamic
banks; it can be run by the conventional banks under certain conditions in accordance with
Shariah standards. Its opportunity to open new dimensions for the banking industry in
Europe to increase competition, diverse responsibility and create new services, in addition
to, attracting the savings of the EuropeanMuslims into the banking system.

Ahroum and Achchab (2017) introduce a new framework by applying the Gordon and
Shapiro model on the valuation of sukuk Musharakah with a joint venture as underlying,
where negotiating of the profit and loss sharing ratio is not sufficient to have a fair price of
sukuk Musharakah. This framework differs from the standard bond pricing methodology
broadly, which uses nowadays in the determination of sukuk prices.

Selim (2008) establishes an Islamic finance approach of Musharakah based on the
conventional capital asset pricing model (CAPM), the study finds the existence of
Musharakah necessarily yields a lower beta-risk of investments than that compared to the
market. Also, a zero risk-free rate of return is optimal in the case ofMusharakah.

Hasan (2016) proposes an alternative model of the equated monthly installment on MM
to overcome the practice of Islamic banks that using the equated monthly installment (EMI)
on MM. The EMI model involves compounding the return on capital and passes the
ownership of the property to the partner at a slower rate than the rate of capital amortization
until the contract is concluded.

2.3 The interest rate and the return rate of Musharakah, the impact on investment
The earnings forecast one of the main determinants of the investment decision in the
conventional economics. The investors make their decisions to carry out the investment
when it is profitable. The profitability of new investment depends on the expected inflow of
net revenue, which calculated by the difference between the expected revenue over the
productive age of the project and the expected cost, that includes the replacement cost and
interest on the invested capital. The investor bears the risk consists of the operating risk and
the financial risk when carrying out the investment. Therefore, he expects to get a return
rate of the investment exceeds the prevailing interest rate in the banks. Accordingly, the net
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income is deducted at the rate of expected return, which represents the marginal efficiency
rate of investment.

Consequently, the investor takes his decision to invest according to the following
equation:

C0 ¼ R1= 1þ gð Þ1 þ R2= 1þ gð Þ2 þ . . . : þ Rn=Rn= 1þ gð Þn

where:
C0 : fixed capital value.
g : Marginal efficiency rate of investment.
R : Expected annual net return.

This equation must be at least equal zero or a positive.
When the quantity of investment increases in the economy, the profitability of new
investments tends to decline. As a result of the emergence of diminishing returns, the
decrease in final goods prices, and the higher expense of replacement by growing the
demand for investment. These lead to decreasing the marginal efficiency rate of capital in
the economy (Dwivedi, 2010). Therefore, the demand for investment by each investor will be
affected by an inverse relationship with the interest rate.

The investment function takes the following formula:

I ¼ f rð Þ

where r is the interest rate.
The interest rate in banks considers a significant determinant to investment, which

included in the marginal efficiency rate of investment. It is standard for opportunity
cost approaching being free of risk, as well as the interest rate is a standard for
comparative returns for savings vessels which determine savings decisions. Therefore,
the interest rate is the most important monetary policy variable to influencing the
economic activity.

In the case of failure investor’s expectations for investment returns on the actual returns,
the investor bears the investment risk away from the saver. That leads the economy to lie
out of the equilibrium towards the lower level of income, where the investor is reluctant to
demand more funds for investment. So the Central bank cuts the interest rate to reduce the
cost of financing risk, and the saver bears a lower rate of return on his savings to stimulate
investment and increase the level of economic activity.

As well as determine a fixed rate on lending and borrowing creates a money market
includes in part, a negative reflection on the real market, due to borrowing for speculative
purposes either securities or commodities and lead to higher stock prices by more than the
fair value and stock market bubbles. It also increases the funds demanded to import and
consumption. The inflation rate increases and stimulates the central bank to raise interest
rates again.

The marginal sufficiency rate of investment concept applies to the decisions of either net
investment or replacement investment, where the depreciation allowances will be reinvested
only when it adds to the company’s profits (Hoover, 2012). The marginal sufficiency rate of
investment compares with the interest rate; the investment decision will be taken as long as
the marginal efficiency rate of investment is more than the interest rate.

Through Musharakah financing, the interest rate does not have a role in a balance
between the lendable funds’ supply and demand on it, thus between savings and
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investment, being replaced by return rates ofMusharakah, this enables to overcome the two
main disadvantages of the interest rate as an instrument of monetary policy:

� The use of interest rate in the equilibrium of the supply of lendable funds and
demand on it includes lags to balancing at a high level of economic activity or a
lower level. It has an impact on the performance of companies to rise or decline
according to the direction of the interest rate effect on the level of economic activity.
While Musharakah financing ensures all parties of the process participate in the
risk and profit, saver, bank and the investor. Therefore, the savings always creates
a demand on it for investment, and the economic performance level depends on the
efficiency of investment management, not on the interest rate as instrument to
stimulate investment or encourage savings.

� The interest rate instrument is inflexible; investor bears interest burden as a
financial risk. It determines arbitrarily according to maturity for loans between the
bank and depositors, and between the Bank and investors. While Musharakah
financing includes replacing the interest rate by three rates of return to post more
flexible and varies according to the type of project funded by Musharakah. It
consists of the return rate of depositors’ Musharakah (P1), the return rate of Bank’s
Musharakah (P2) and the return rate of investor’sMusharakah (P3). It leads to more
effective monetary policy instruments in the management of economic activity.
Whereas, the increase in the return rate of depositor’s Musharakah encourages
savings and provides funds for investment, as well as the increase in the return rate
of investor’s Musharakah encourages investors to increase the investment, as well
as reducing the return rate of bank’s Musharakah increase both savings and
investment.

Therefore, the investment function takes the following formula:

I ¼ I0 þ mP1 � mP2 þ mP3

The investment is positively related to the return rate of depositor’s Musharakah and the
return rate of investor’s Musharakah, whereas it is an inverse relationship with the Bank’s
Musharakah.

Zakat contributes to ensuring the continuation of the positive impact of theMusharakah
financing in influencing the economic activity. Whereas, the individuals will not keep their
money idle due to the shrinking by zakat. Also, the desire to reserve the funds for
speculation diminishes because they will get negative return rate equivalent the rate of
zakat.

2.4 The present value and the return rate of Musharakah
The concept of present value is significantly related to savings, while, the concept of
marginal sufficiency rate of investment related to investment. Banks are using the present
value when they give the loans to offset the decline in the money value over time, also, when
getting a profit for risks assumed by both general risks such as inflation or private risks
such as tripping. The savers get their savings in the subsequent periods, so they wish to
gain a return on their savings more than the lower in purchasing power of savings;
therefore, they compare the interest rate and the inflation rate to earn positive real interest
rate.

The present value concerns the decline in the value of money due to the time agent,
without including the effect of other economic factors such as recession or inflation on the
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money value. Therefore, when using Musharakah financing, the present value calculation
can be replaced the inflation rate rather than the interest rate, where the savers rely on the
real value of money. The central bank will target the inflation and reduces the range of
fluctuating as little as possible, which leads to the stability of the economy and stimulates
the investment.

Also, the use of inflation rate as a discount rate instead of the interest rate overcomes a
significant problem when determining the internal rate of return for the project. Whereas, if
the price level increases over time at a higher rate than the return rare of the project, the real
return will be less than its present value in terms of the interest rate, and the project has
become a loser. Therefore, the present value depends on the inflation rate considers more
reliability in expressing the profitability of the project from the economic perspective.

Accordingly, the present value takes the following formula:

PV ¼ R1
1þ ið Þ þ

R2
1þ ið Þ2þ . . . : . . . . . . . . . . . . :þ Rn

1þ ið Þn

where i is the inflation rate.
In the case of Musharakah financing and use, the inflation rate as an instrument for the

discount of the return of projects, loans and bills, the Central bank’s control of determining
the legal reserve ratio and the amount of commercial banks reserves will be reduced for the
influence of the participants’ preference, where the amount of reserves at the commercial
bank depends on the preference of individuals to participate through the commercial bank
or demand of money as a currency, as well as the performance of the Central bank.

Therefore, when individuals would save at the commercial bank by Musharakah, while
the total stock of currency is relatively stable, they have an impact on reserves due to their
preference. The Central bank can overcome this influence by change the volume of money
supply. The Central Bank hasmore effect of the banks’ reserves.

Also, the bank, depositors, and investors bear the cost of keeping reserves, which rise
when the rate of inflation as a discount rate decreases and the return on managed assets
increases. So, besides the Central bank authority, the influence of preferences of the bank,
savers and investors on the quantity of the money supply will increase to make the money
supply more flexible to the changes in the inflation rate as a discount rate. Therefore, the
Central bank regulates the Musharakah rates between the bank and investor on the one
hand, and between the bank and depositor, on the other hand, to affect the rates of return,
the amount of the commercial bank reserves andmoney supply.

2.5 Marginal sufficiency rate of investment and the return rate of investor’s Musharakah
Keynes used the concept of marginal efficiency of capital to express the additions to the
return on the total capital, which deducted by the rate of expected return over the project age
for equal the cost of initial investment.

Therefore, the marginal sufficiency rate of investment represents a required rate of
return on investment includes operational risk which involves uncertainty, and
financial risk. In the case of Musharakah financing, the financial risk which represents
the risk of default would not exist. Also, the rate of free risk can be replaced with the
equivalent of purchasing power decline. Therefore, the marginal efficiency rate of
investment comprises the inflation compensate, operating compensate and zakat
compensate:

g ¼ iþ oþ z
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where:
g : Marginal efficiency rate of investment.
i : Inflation compensate.
o : Operational compensate.
z : Zakat compensate.

The investor’s return determines according to the Musharakah rate between the bank
and the investor, and the success of the project and earnings depend on the efficiency of
operational risk management by the investor. Therefore, the bank can increase the
return for the investor by increasing the investor’sMusharakah (P3), in return decrease
the Bank’sMusharakah (P2). Therefore, both the return rate of Bank’sMusharakah (P2)
and the return rate of depositor’s Musharakah can be seen as a residual of the return
rate of investor’sMusharakah (p3).

U ¼ P� P3

where P : the total return.

U ¼ P1 þ P2

Hence:

P1 þ P2 ¼ P � P3

P3 ¼ P� P1 þ P2ð Þ

The residual return (U) divides between the bank and depositor according to the return rate
of depositor’s participation (P1) and the return rate of bank’s participation (P2).

Therefore, the marginal sufficiency rate of investment as the following, assuming the
revenues are regular:

C ¼ R
1þ g

where:
C : replacement cost of the new capital.

1þ gð Þ � C ¼ R

C þ Cg ¼ R

Cg ¼ R � C

g ¼ R� C
C
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In terms of the investor:

g ¼ R P� P2ð Þ � Cp3
Cp3

g ¼ RP� RP2� Cp3
Cp3

If the revenues are irregular, the marginal sufficiency rate of investment as the
following:

C ¼ R1
1þ gð Þ þ R2

1þ gð Þ2þ : . . . : . . . . . . . . . . . .þ Rn
1þ gð Þn :

where g: marginal efficiency rate of investment.
When the total revenue increases the marginal sufficiency rate of investment increases,

as well as when the return rate of investor’sMusharakah rises, the marginal sufficiency rate
of investment increases.

Therefore, the monetary policy can use the return rate of investor’s Musharakah in
influencing the level of economic activity. In the case of a recession, the Central bank can
increase the ratio of investor’s Musharakah which raises the Musharakah return of the
organizer and increases the level of the marginal sufficiency rate of investment,
consequently, the quantity of investment.

Therefore, the Central bank can overcome the recession by the integration of the money
market instruments and the real market without lags, which causes a slow response in
economic activity as the conventional economy.

Also, in the case of the high economic activity that about to turns into inflation, the
Central bank can shrink the ratio of investor’s Musharakah, which leads to decrease
the investors’ return, as well as the marginal efficiency rate of investment. That causes
the reducing in the private investment expenditure and the economic activity.

2.6 Monetary policy and the return rate of depositors’Musharakah and bank’s Musharakah
The liquidity preference affected by zakat; which represents the cost of preserving liquid
money. It stimulates the exploitation of monetary stocks in the types of economic activity
that relatively generate higher revenues than zakat rate, inflation rate, and the risk rate, so it
contributes to the efficient allocation of economic resources and raises the economic
activities.

Therefore, the individuals wouldn’t leave their monetary stocks idle, where zakat and
inflation will devaluate it; they have three options to dispose of their money:

(1) invest their money in financial assets such as stocks and sukuk;
(2) spending their money on fixed assets and real estate to compensate the decline of

purchasing power of money and avoid bearing zakat; and
(3) deposit their money in banks to gain theMusharakah rate.

REPS
3,3/4

148



In the case of the third option, the depositors must earn a return according to the following
formula:

Rp1
S

� Rzþ Riþ RP1

where S: The value of assets invested by depositors.

RP1 � RSzþ R S iþ RSP1

RP1 � RSz � RS i � RSP1

P1 � z� S ið Þ � SP1

The equation becomes accepted by the depositors and the bank at the low level as follows:

P1 � z� S ið Þ ¼ SP1

The increase in the returns of depositors’ Musharakah raises available funds for investment.
Also, the increase in the inflation rate leads to decrease deposits for investment. As well as,
zakat reduces available funds for reinvestment by percentage of zakat. Therefore, the Central
bank can attract a financial surplus of individuals and institutions to increase the investment
by raising the depositor’s participation (P1) and reduce the Bank’s participation (P2). This
causes the increase in the rate of depositors’ Musharakah and decreases the rate of banks’
Musharakah. Consequently, encourage the depositors to arise their savings byMusharakah.

3. Conclusion
The discount rate is an essential Instrument for monetary policy in influencing the amount
of credit granted by banks in the conventional economy, whether for short-term by dealing
with the commercial papers or long-term through rediscount rate. It has significant criteria
to determine the interest rate, which is the primary monetary variable affects the economic
activity through influencing funds supply for savings, as well as borrowing for investment.
The use of the return rate of Musharakah is more efficient and flexible implement to affect
the economic activity in the Islamic economy; it includes three rates of return; the return rate
of depositors’ Musharakah, the return rate of Bank’s Musharakah, and the return rate of
investors’ Musharakah. They can be used to achieve the equilibrium in the money market
and the real market simultaneously without lags as in the conventional economy.

The use of the inflation rate as an instrument for discounting the projects return, loans
and bills in Musharakah financing reduces the Central bank controls of determining the
legal reserve ratio and the reserves of commercial banks due to the influence of
the participant’s preference. The Central bank can overcome this influence by changing the
volume of money supply.

The Central bank determines the return rates of Musharakah, between the bank and
investors on the one hand, and between the bank and depositors, on the other hand, to affect
the reserves of commercial banks, the money supply and the economic activity.

In the case of the economic boom, that about to turns into inflation and the funds
demanded to the investment increase. The Central bank reduces the ratio of investor’s
Musharakah, which causes the decrease on the investor’s return and the marginal efficiency
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rate of investment. Therefore, the funds demanded to the investment decrease. In return, the
Musharakah ratio of the depositor and the bank increases. So, the savings and liquidity arise
at banks causes the lower on the economic activity.

In the case of a liquidity crisis, that about to turns into recession and the funds demanded
to the investment decrease. The Central bank can provide funding for the banks by reducing
the ratio of banks’ Musharakah and increase the depositors’ Musharakah, which
increases the savings at the bank to provide liquidity or participate in more profitable
projects. Also, the Central bank raises the investor’s Musharakah to spur the funds
demanded to investment.

The Central bank can influence the structure of economic activity, as well as the
allocation efficiency of resources by using the return rate ofMusharakah. If the allocation of
resources for public sector less efficient, the Central bank can reduce Musharakah ratio of
the bank and raises Musharakah ratios for both depositors and investors. This lead to
increasing the money supply for savings and increasing the funds demanded to investment,
as well as increase the growth rate of the private sector. Vice versa, if the allocation of
resources for the public sector more efficient, the Central Bank can increase theMusharakah
ratio of the bank and reduce theMusharakah ratios of depositors and investors. That raises
available funds of the banking system and the provision of liquidity, to finance the public
sector, through the public sectorMusharakah.

Zakat has a positive impact on Musharakah financing, as well as in influencing the
economic activity. Whereas, it prevents the retention of money idle due to the contraction by
zakat. Also, it reduces the money for speculation, which gets a negative return rate
equivalent the rate of zakat.
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