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Exposure Draft Islamic Financial Accounting Standard 4 
 
DIMINISHING MUSHARAKA 

 

1. Scope  
 

This Standard shall apply to Diminishing Musharaka for Shirkatul - Milk carried out by an 
Islamic financial institution and does not include the following: 

 
i)  Constant Musharaka 
ii)  Mudaraba and 
iii) Zakat on Musharaka funds 
iv.) Shirkatul Aqd 

 

2.  Definitions 
 

The following terms are used in this Standard with the meanings specified: 

 
Constant Musharaka means a Musharaka in which the co-owners’ shares in the capital 
remain constant throughout the period as specified in the contract. 

 
Diminishing Musharaka (Shirkatul Milk) Diminishing Musharaka is a form of co-
ownership in which two or more persons’ share the ownership of a tangible asset in an 
agreed proportion without intention to engage in common business with respect to such 
assets and one or more of the co-owners undertake to buy in periodic installments the 
proportionate share of the other co-owner(s) until the ownership / title to such tangible 
asset is completely transferred to the purchasing co-owner(s). Legal title may rest with 
either party or may be held jointly. 
 

Fair value is the amount for which an asset could be exchanged, or a liability settled, 
between knowledgeable, willing parties in an arm’s length transaction.  

 
Financial period means any period for which the co-owners (including a financial 
institution) determine to prepare the financial statements or any shorter period for which 
profit and loss is determined for distribution including PLS depositors. 

 
3.    Accounting treatment by Institutions offering Islamic Financial Services (IIFS)  
 

3.1 Recognition and Measurement at the time of contracting 
 
3.1.1 Advance paid against Diminishing Musharaka should be recorded and presented 

as ‘Advance against Diminishing Musharaka’ under Islamic Financing and Related 
Assets’. 

 
3.1.2 The IIFS’s

 
investment in Diminishing Musharaka capital (cash or kind) shall be 

recognized when all the following conditions are met: 
 

i.) An agreement for Diminishing Musharaka is executed between the parties; 
 
ii) When the funds are made available or paid to the Diminishing Musharaka co-

owner  on account of the Diminishing Musharaka and; 
 
iii) Risk and rewards of asset which is subject matter of the transaction is vested 

with the co-owners. 
 

Explanation: “Provided till the time these three conditions are not met any payment 
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made in this account will be recorded as Advance against DM.” 
 
3.1.3 This shall be recorded in the IIFS’s books of account under a “Diminishing 

Musharaka  asset Account” of a Diminishing Musharaka  co-owner and it shall be 
included in the financial statements under the heading “Diminishing Musharaka  
asset”. 

 
3.1.4 The IIFS’s share in the Diminishing Musharaka capital provided in cash shall be 

measured by the amount paid or made available to the co-owner on account of the 
Diminishing Musharaka. 

 
  3.1.5 The IIFS’s share in Diminishing Musharaka capital provided in kind shall be 

measured at value of the assets to be mutually agreed between the co-owners 
having regard to the fair value and if the valuation of the assets results in a 
difference between agreed value and carrying value (book value), such difference 
shall be recognized as profit or loss to the IIFS itself as follows loss shall be 
recognized immediately and gain shall be recognized proportionately alongside 
sale of proportionate share to the customer. 

 
 3.1.6  Expenses of the contracting procedures incurred by one or both parties (e.g. 

expenses of feasibility studies and other similar expenses) shall not be considered 
as part of the Diminishing Musharaka capital unless otherwise agreed by both 
parties. 

 

3.2  Subsequent Measurement  
 

3.2.1 The IIFS’s
 
share in the Diminishing Musharaka shall be measured at the end of a 

financial period at cost less unit(s) sold less accumulated impairment, if any. 
 

3.2.2  Each periodic payment shall constitute a separate transaction of Sale. 
            

Diminishing Musharaka units are sold by the IIFS to the co-owner, the amount 
recovered in respect of the IIFS’s share shall be credited to the IIFS’s Diminishing

  

Musharaka  asset account and any resulting proportionate profit or loss namely 
the per unit difference between the outstanding amount in the Diminishing 
Musharaka  asset account and the recovered amount, shall be recognized in the  
IIFS’s

 
profit & loss account. Each Periodic payment for unit purchase shall 

constitute a separate transaction of Sale. 
 

3.2.3 If losses are incurred in a Diminishing Musharaka due to a co-owner’s misconduct 
or negligence, the responsible co-owner shall bear the other co-owner’s share of 
such losses. Such losses shall be recognized as “receivable” from the co-owner. 

 

3.3 Recognition of Rental Income   
 

3.3.1 The periodic rentals or the IIFSs’ share of rentals (including supplementary rentals 
if any, by whatever name called) and related expenses for any period shall be 
recognized in its accounts for that period on accrual basis unless another 
systematic basis is more representative of the time pattern in which benefit of use 
derived from the Diminishing Musharaka asset is diminished. 

 

 Explanation: Ijarah contract shall be considered a single contract and rental 
income shall be recgonised according to the outstanding amount at the end of the 
period. 
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3.3.2 Contingent rentals shall be recognised in the period in which the right to receive the 
same is established. 

 
3.3.3 A provision shall be made for these receivables if they are doubtful. 

 
3.4    Disclosure requirements 

         
3.4.1 Diminishing Musharaka   asset shall be disclosed in the IIFS’s balance sheet 

under appropriate head. 
 

 3.4.2 Total rentals earned on Diminishing Musharaka transactions during the period shall 
be disclosed in the notes to the financial statements separately disclosing 
supplementary and contingent rentals. 

 
3.4.3 Gain or loss on disposal of Diminishing Musharaka units during the period shall be 

disclosed separately. 
 

3.4.4 An  IIFS shall disclose expected future rentals and expected amount of sale of 
units at the end of the reporting period for each of the following periods: 

 
(i)  not later than one year; 
(ii)  later than one year and not later than five years; 
(iii)  later than five years and not later than ten years: 
(iv)  later than ten years 

 
3.4.5  A general description of the IIFS’s material Diminishing Musharaka arrangements 

shall be disclosed in the notes to the financial statements including a brief about 
the products offered and their salient features, particularly the mode of purchase of 
units. 
 

3.4.6 ‘Receivables due from the co-owner as rental and  against termination / liquidation 
shall be shown under ‘Islamic Financing and Related Assets’ and disclosed 
separately in notes to the financial statements. 

 
3.4.7 Provision for doubtful receivable due from the co-owner / impairment for the period 

and movement of provision shall be disclosed   in notes to the financial statements. 
 
3.4.8 Any advance received against sale of units or rent that is due on a future date shall 

be recognised as a liability by the IIFS and disclosed separately. 
 
 

4.   Accounting treatment by the customer (co-owner)  
 

4.1.  Recognition and Measurement at the time of contracting 
 

   4.1.1    The DM asset shall be recorded in the books of the customer at total value of 
transaction. 

 
4.1.2 The IIFS’s share shall be recorded as redeemable capital.  

              
4.1.3   Diminishing Musharaka assets shall be recognized, measured and presented 

according to approved Accounting Standards as applicable in Pakistan. 
 

4.2 Subsequent Measurement 
 
Each periodic payment shall constitute a separate transaction of Purchase. 
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                 When the Diminishing Musharaka units are sold by the IIFS to the customer, the 
amount paid in respect of the IIFS’s share shall be debited to the IIFS’s 
redeemable capital account and any resulting proportionate profit or loss namely 
the difference between the outstanding amount in the redeemable capital account 
and the paid amount, shall be recognized in the customer’s

 
profit & loss account. 

 
4.3  Recognition of Rental Expense   

 
4.3.1 The periodic rentals or the IIFS(s)’ share of rentals (including supplementary rentals 

if any, by whatever name called) and reimbursement of related expenses for any 
period shall be recognized in the customer’s books for that period on accrual basis 
unless another systematic basis is more representative of the time pattern in which 
benefit of use derived from the Diminishing Musharaka asset is diminished. 

 

 
4.4.  Disclosure requirements 

 
4.4.1  Total rentals paid on Diminishing Musharaka transactions during the period shall 

be disclosed separately in the notes to the financial statements. 
 
4.4.2   An entity shall disclose separately the expected future rentals and expected 

amount of purchase of units at the end of the reporting period for each of the 
following periods: 

 
(i)  not later than one year; 
(ii) later than one year and not later than five years; 

            (iii) later than five years and not later than ten years: 
            (iv) later than ten years. 

 
4.4.3  Investment received from an IIFS on Diminishing Musharaka accounts shall be 

shown in the balance sheet of customer as ‘Redeemable Capital’ after equity 
and revaluation surplus, if any. 

  
4.4.4    In case of termination or liquidation of Diminishing Musharaka, the customer 

shall transfer unpaid share of the IIFS from ‘Redeemable Capital’ account to 
‘Payable   to IIFS’ in its financial statement.   

 
4.4.5   The ratio of share of ownership of each Diminishing Musharaka co-owner shall 

be disclosed separately at the end of each period. 
 
4.4.6   The Diminishing Musharaka asset shall be disclosed in the notes to the financial 

statements separately from owned assets and assets subject to finance lease for 
each category of assets. 

 

5.  Sale and Leaseback Transactions under Diminishing Musharaka 
 

5.1.1.  A sale and leaseback (Ijarah) transaction under Diminishing Musharaka involves 
the sale of an asset by the vendor to an IIFS and the leaseback (Ijarah) of the 
same asset under Diminishing Musharaka to the IIFS by the vendor. 

 
5.1.2.  If a sale and leaseback (Ijarah) transaction results in Diminishing Musharaka, 

any excess of sales proceeds over the carrying amount shall not be immediately 
recognised as income by a co-owner. Instead, it shall be recognised as deferred 
revenue to be released at the rate of depreciation. 
 
For sale and leaseback (Ijarah) resulting in Diminishing Musharaka, recording of 
a loss equal to the amount of the difference between the carrying amount and 
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fair value is not necessary unless there has been an impairment in value, in 
which case the carrying amount is reduced to recoverable amount in accordance 
with IAS 36. In all such situations it can be construed that there is a substantive 
indication of possible impairment hence adequate impairment testing should be 
performed.   
 

 

6. Effective date 
 

An  IIFS shall apply this standard in its annual financial statements for periods beginning on 
or after………………  Earlier application is permitted. If an IIFS applies this standard in its 
financial statements for a period before ……………., it shall disclose that fact. 
 
It is also clarified that this Standard will be required to be followed on those Diminishing 
Musharakas which commence after the above-mentioned effective date. However financial 
institutions who have entered into Diminishing Musharaka agreements before the effective 
date of this standard will have the option for early compliance with the requirements of this 
before the effective date. 
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