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	1 Give short answers for the following questions:

I. What are the alternatives of foreign loans in Islamic banking?
1) Portfolio investment through stock markets

2) Floatation of Various kind of Sukuk

· Musharakah

· Ijarah Sukuk

Public as well as private enterprises can issue Musharakah and Ijarah Sukuk to finance projects, especially development projects. Sukuk can be denominated in foreign as well as domestic currencies and carry a predetermined proportion of the profit earned by their respective projects. The Sukuk issued can be restricted to a particular project or earmarked to a group of projects.

3) Direct investment by foreigners

Various funds can be established to finance the economic activities of public and private enterprises on equity, partnership, leasing, Salam and mixed asset pool bases. Funds can be established to finance a specific sector, for example, agriculture, industry or infrastructure; a particular industry, for example textiles, household durables, etc.; or general types of projects.

II. What are the various types of Islamic financial market instruments in terms of their nature and flow of return?

Islamic financial market instruments are of two types in terms of their nature and flow of return:

1. Fixed/quasi-fixed (stable) income securities. A bank can securitize or sell a pool of

assets or offer certificates of deposit (CODs) against a fund composed of pooled

Ijarah and some Murabaha and Istisna‘a contracts. It will offer the investors/depositors a defined stream of cash flow constituting the return on the pooled assets. Such securities would accommodate risk-averse investors like widows, retired people, etc. and generate new resources for additional intermediation and income flow to the banks.

2. Variable income (Shirkah-based) securities. For such securities, banks can securitize a pool of Musharakah and Mudarabah contracts that are part of their asset portfolio. Such securities will offer the investors a stream of variable income with potential for growth, based on the strength of the underlying projects – profit and risk both would be higher than in the case of stable income securities. These would accommodate risk-taking investors with the commensurate possibility of a higher income.

III. How are commercial banks different from investment banks?

Commercial banks undertake the intermediation function between the saving surplus and the fund user units and entities and provide checking facilities to the savers/investors. NBFIs normally do not provide checking facilities to the savers and facilitate the raising of funds for business and industry directly from the saving surplus units/households. On the other hand Investment banks are included in the NBFIs. Investment banks derive their income primarily from fee-based activities or profits from trading in securities rather than from a margin between the borrowing and lending costs. The services provided by these banks take many forms, including securities underwriting, stock and bond trading, facilitating mergers and acquisitions, arranging and funding syndicated loans and providing financial advice to companies needing funds.

IV. What are the various types of deposits managed by Islamic banks?

In the fast-developing world of finance, Islamic banks are obliged to innovate a set of techniques to mobilize deposits, keeping in mind the priorities and risk preferences of various categories of depositors. They will also have to cater for safeguarding the depositors from loss on PLS deposits.The kind of deposit they offer are as follows:

· Current Deposits

· Savings Deposits/Investment Deposits/ Term Deposits

The current deposits is such that no return is given on current accounts on the grounds that such deposits take the form of loans given to Islamic banks and the loans cannot carry any return. They are kept as Am¯anah; but if the proceeds of such accounts are used by banks in their business, they are treated as loans that have to be paid back without any increase or decrease. Banks shall guarantee the principal amount of deposits. Subject to agreement, banks may have the option to use such accounts at their discretion in permissible business activities. The relationship of debtor and creditor between the bank and the depositor will continue. The bank and the depositor shall agree at the time of account opening whether the bank is allowed to use the money in its business or not. There will be no need to develop and implement a weight age system for this type of account.

On the other hand, Savings Deposits/Investment Deposits/ Term Deposits stipulated that all remunerative deposits in Islamic banks, including saving deposits against which banks provide a free checking facility, shall be accepted on a profit and loss sharing (PLS) basis. The ratio of profit distribution between the bank and the depositor shall be agreed at the time of account opening subject to the condition of the Shari’a that a partner may agree on a ratio of profit which is different from the ratio of capital but losses have to be shared strictly in the ratio of capital.

V. What are the various modes of financing in trade, agriculture and industry? And how they work?

· Murabaha

· Salam

· Istisna‘a

Murabaha, instalment sale, leasing and Salam are particularly suitable for trade, while Istisna‘a is especially suitable for industry. More specifically, in trade and industry, financing is needed for the purchase of raw materials, inventory (goods in trade) and fixed assets as well as some working capital, for the payment of salaries and other recurrent expenses.

Murabaha can be used for financing of all purchases of raw materials and inventory. For procurement of fixed assets, including plant and machinery, buildings, etc., either

instalments sale or leasing can be used. Funds for recurrent expenses can be obtained by the advance sale of final products of the company using Salam or Istisna‘a.

VI. What are the principles of Islamic finance relating to stocks?

Since investment in stocks of joint stock companies is the core business of Islamic investment banks and other NBFIs, the principles of Islamic finance relating to stock are as follows:

1. Trading in stocks of companies:

· Since the essential thing about transactions is the nature of their business, the

establishment of a joint stock company with un prohibited purposes and activities is permissible.

· Trading in stocks of companies whose main purpose is a prohibited activity, such as transactions with Riba, production of, or dealing in, prohibited products is prohibited.

· Trading in stocks of companies that deal at times in prohibited things, such as Riba, etc., but their main activities are not based on any prohibited business is permissible.

2. Underwriting: underwriting is an agreement made upon establishment of a company with someone who undertakes to guarantee the sale of all or part of the shares being issued, i.e. to undertake to subscribe for shares that remain unsubscribed by others. There is no Shari’a objection to this provided that the obligee subscribes to the shares at nominal value without any compensation for the commitment per se, though the obligee may receive compensation for work other than the underwriting – such as making feasibility studies or marketing of shares.

3. Object of the contract in the sale of shares: the object of the contract in the sale of

shares is the unidentified portion of the company’s assets (known as Musha‘a in Islamic jurisprudence) and the share certificate is a document attesting entitlement to the said portion.

4. Preference shares: it is not permissible to issue preference shares with financial

characteristics that involve guaranteed payment of the capital or of a certain amount of profit or ensure precedence over other shares at the time of liquidation or distribution of dividends. It is, however, permissible to give certain shares such characteristics as are related to the procedural or administrative matters.

5. Borrowing on interest for investment in shares: it is not permissible to purchase a share with an interest-bearing loan offered to the purchaser by a broker or any other party against pawning of the share, as this involves Riba. Nor is it permissible to sell a share that the seller does not possess but has received as pledge from a broker, since such a deal falls within the framework of sale of something that the seller does not own. The prohibition shall be more categorical if the deal is conditional upon payment of the share price to the broker, who would then benefit by depositing this price at interest in order to obtain compensation for the loan.
2. What is liquidity management? How an Islamic bank uses the following instruments for liquidity management? 

Liquidity management means ensuring that the bank has sufficient liquid funds available for a smooth running of its operations and to meet short-term financial obligations as and when due. It has to invest surplus funds, match maturity of assets and liabilities, accommodate decreases in deposits/liabilities and increases in assets in an efficient and economic manner.

a) Mudarabah: this has to do with the direct placement of fund.The deficit bank agrees to give a share of its profits according to a Mudarabah ratio that can either be negotiated according to the market conditions or recommended by the central bank, for the duration of the contract. In respect to the above, the following process can be adopted:
1. A Mudarabah relationship will be created.

2. Funds received will be allocated to pools.

3. Weight ages will be assigned periodically, based on different tiers/categories.

4. Profit earned will be allocated according to weight ages assigned at the beginning of the period.

5. The bank will charge a pre-agreed Mudarib fee as a percentage of the realized profit; the bank can pay additional profit from its own share.

6. The investor will bear a loss unless it arises from misconduct or negligence of the Mudarib.

Islamic banks may also agree to an arrangement with the central bank serving as a lender of last resort. One option is financing on a Mudarabah basis; the central bank may agree to provide liquidity for, say, a three day grace period with ceilings, followed by a Mudarabah with profit-sharing ratio heavily favouring the central bank to discourage the Islamic bank from resorting to the central bank’s funds for longer periods.

 b) Sukuk: This has to do with Capital Market instrument that is Sharia compliant and they are very important for liquidity management. In Sukuk, an investor gets returns on the basis of ownership rather than interest. Ijarah Sukuk are more common instruments in this regard and are issued against assets for rental. To generate liquidity, Sukuk can be sold/purchased in the secondary market. If the regulatory structure allows, Islamic banks can sell the Sukuk to the central bank to generate liquidity. Sukuk can be structured on an amortizing or bullet maturity basis.

3. Discuss the various financial instruments used on the asset side in Islamic banks. 

Islamic financial institutions (IFIs) also serve as intermediaries between the saving surplus and the deficit units/households. However, the instrument of “interest” is replaced by a number of instruments. While conventional banks mainly pay and charge interest in their operations, Islamic financial institutions have to avoid interest and use more than one key instrument as the basis of their intermediary activities. The striking difference is that risks in Islamic banking remain with the ownership, as a result of which, IFIs share profit or loss arising on investments and earn return on their trading and leasing activities by dint of the risk and liability taken and adding value in real business activities.
In order to properly manage the risk, the banks should manage diversified portfolios and select the proper modes/instruments. The volume of investment deposits determines banks’ investment strategies– if depositors are risk-averse, banks should also be risk-averse – investing in less risky modes. The following should through more light on the asset side:

· Musharakah/Mudarabah

· Murabaha

· Musawamah

· Salam

· Ijarah

Musharakah/Mudarabah can be used for short-, medium- and long-term project financing, import financing, reshipment export financing, and working capital financing and financing all single transactions. Banks use Diminishing Musharakah for purchase of fixed assets like houses, transport, machinery, etc.

Murabaha on the other hand can be used for the purchase and sale of automobiles, consumer durables and trade financing, acquisition and holding of stock and inventory, spares and replacements, raw material and semi-finished goods. Buy-back and rollover in Murabaha are not allowed.

While Musawamah, can be used for the financing of huge single transactions. Salam has a vast potential in financing the productive activities in crucial sectors, particularly agriculture, agro-based industries and the rural economy as a whole for financing agriculturists/farmers, commodity operations of public and private sectors and other purchases of homogeneous goods. Ijarah, or leasing, is best suited for financing of automobiles and machinery.
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