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1. Give short answers to the following questions:
i. What is two-tier Mudarabah model of Islamic finance? And how does it work?

In two-tier mudarabah, investors pool their funds with an intermediary who subsequently deals with entrepreneurs.

In two-tier mudarabah, a bank is organized as a joint stock company with the shareholders supplying the initial capital. It is managed by the shareholders through their representation on the board of directors. Its main business is to obtain funds from the public on the basis of mudarabah and to supply funds to businessmen on the same basis. Gross income comprises the share in the actual profits of the fund user, in accordance with an agreed ratio of profit sharing. That income, after deducting the expenses in managing the funds, is distributed on pro-rata on share capital as well as deposits. The bank retains, if favor of its shareholders, part of the profits accruing to deposits in accordance with the predetermined profit-sharing ratio. 

ii. What is the difference between one-tier and two-tier modes of mudarabah finance?
In one-tier mudarabah agreement, investor deals directly with the entrepreneur where as in two-tier mudarabah investors pool their funds with an intermediary who then deals with entrepreneur.

iii. Outline the important features of Mudarabah contract.

· One of the important features of Mudarabah contract is that It replaces interest by profit sharing on both the liabilities and the asset side of the bank’s balance sheet. It brings lot of positive effects for the efficiency, equity & stability of the banking system. 

· In Mudarabah, depositor, who is the owner of the capital places a specified sum of money with the bank, who acts as the entrepreneur for the purpose of participating in the profits made from the utilisation of the fund. 

· Profit is distributed between two parties in accordance with ratio that they agreed upon at the time of the contract. Financial loss is borne by the capital owner, the loss to the manager being the opportunity cost of his own labour which failed to generate any income.

· In mudarabah, provider of capital has no right to interfere in the day-to-day work of the manager. The mudarib (manager) is expected to act with utmost honesty otherwise he is considered to have committed a grave sin.

· All normal expenses related to mudarabah business, but not the personal expenses of the mudarib can be charged to mudarabah account.

· The contract of the mudarabah can be terminated at any time by either of the two parties on giving a reasonable notice. 

· No profit distribution can take place unless all liabilities have been settled and equity of the rabb-al-mal restored.

iv. What is the difference between mudarabah contract and Bay-al-murabahah contract?

Bay-al-Murabahah refers to a sale in which the seller declares his actual cost and parties agree on adding a specific profit margin. It is basically a two-party buying and selling contract where no financial intermediation is required. 

Major difference in Bay-al-Murabahah is that profit is known before the transaction and also a specified payment data and mode of payment (instalment or one-off), whereas in Mudarabah profit at start of transaction is not known. The only thing known is the ration of profit to be distributed if profit is made.  

As stated above, no financial intermediation is required in Bay-al-murabahah where as it is often required in Mudarabah, specifically two-tier mudarabah.

v. What is the difference between financial lease and operating lease?

In operating lease, the lessor is himself the real owned of the leased asset and therefore bears all the risks and responsibilities of ownership apart from day-to-day maintenance and normal repairs of the leased asset. As entire risk in operating lease is borne by the lessor so there is a danger if misuse. So financial lease makes the lease period long enough which enable the lessor to amortize the cost of the asset with profit. The financial lease is not cancellable before the expiry of the lease period without the consent of both parties.

The operating lease is not for entire useful life of an asset. They are usually for a specified short term (month, quarter or a year) unless renewed by mutual consent of both the parties. Financial lease is for a long periods and usually it is for entire useful life of an asset.

In financial lease, leased asset serves as security and in case of default on the part of lessee, lessor can take possession of the equipment without a court order. This is not possible in operating lease.

vi. What are the basic rules of Salaam sale?

Salaam is a sale contract in which the price is paid in advance at the time of contracting against delivery of the purchased goods/services at a specified future date. It is usually applied to fungible commodities only. Some basic rules of it are as follows:

· The price should be paid in full at the time of the contract.

· Goods whose quality or quantity cannot be determined by specification cannot be sold through contract of Salaam.

· Goods can only be sold by specifying the attributes.

· The exact date and place of delivery must also be specified.

vii. What are the distinguishing features of Islamic Banking?

a. Risk Sharing

Islamic Banking promotes risk sharing between the provider of funds and the user of funds. In conventional banking, all risks is borne by entrepreneur.

b. Emphasis on productivity as compared to credit worthiness

In conventional banking, all matters to banks is its loan and interest paid on it, So their main consideration while lending is credit worthiness of the borrower. In Islamic Banking, bank will receive a return only if project succeeds and produces a profit. Therefore Islamic bank is more concerned with soundness of the project and business acumen and managerial competence of the entrepreneur.

c. Moral dimension

Islamic banks have to work with in moral values of Islamic system so they cannot finance a wine factory, casino, night club etc.

d. Wider set of products

Islamic banks offer wider products. It can offer fixed return products which are similar to conventional banking but it also can use a variety of innovative profit sharing financing techniques.

2. Discuss the basic rules of complying “Musharakah” financing contract?

Some of the basic rules of complying Musharakah contract are as follows:

· Profits of enterprise can be distributed in any proportion by mutual consent. However it is not possible to fix a lump sum profit for some one.

· In case of loan, it has to be shared strictly in proportion to the capital contribution.

· It is possible for any partner to be exempted from contributing management/labour. In that case, the share of profit of a sleeping partner has to be in strict proportion to his capital contribution.

· The liability of all partners is unlimited.

Case Study ( On following page

CASE STUDY:

Mudarabah contract is settled down between an Islamic bank and a client. Islamic Bank provides a capital of 100,000 SR and client provides his efforts. Activity of the mudarabah is trading in food for one year. Profits will be divided as 60% for the bank and 40% for the client. There is no pay for the client in business activities. The result of the activities are as follows:

Sales income = 450,000 SR

Purchase cost = 320,000 SR

Admin cost and overhead = 145,000 SR

Please answer the following:

a. Determine the profit & loss in the above case?

Sales income

= 450,000

Purchase cost
 
= 325,000

Admin cost & overhead
= 145,000

So profit = sales income - purchase cost – admin & overhead cost



  = 450000-325000-145000



  = -20,000 i.e. Loss of 20,000 S.R.

As part of mudarabah contract, loss of 20,000 S.R. will bear by the Bank as it is the financier.

b. How much the client will be paid as his wages?

Client will not be paid any thing as wages as there is no pay for the client as per mudarabah contract. If there would have been a pay then as the contract has been in loss so it wouldn’t have paid the wages.
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