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1. Multiple Choice Questions: (3)
i. In Arabic, a game of chance is known as:
b. Maysir

ii. ‘Gharar’ refers to contracts where:
a. Full contract implications are not known to the parties.

iii. A Mudaraba Contract is settled between an Islamic bank and a client as follows:
c. The bank provides capital and the client provides her efforts


2. Which of the following are Islamic investment vehicles? And which of these are conventional investment vehicles. Make two separate columns for the two types of investment vehicles

	Islamic investment vehicles
	conventional investment vehicles

	d. Stocks- income derived from dividends and capital gains
	a. Saving account- income derived from undetermined profit.


	e. Bonds – income derived from buying & selling.

	b. Bonds – income derived from interest.

	f. Stocks- income derived from dividends and capital but with the exception that the company must be sharia’ compliance.

	c. Saving account- income derived from fixed interest






3. Short Questions: (14)
i. What is the difference between ‘ Mudharaba’ and ‘ Murabaha’ investment contracts?

Mudaraba is essentially an agreement between a financier and an entrepreneur 
Mudaraba is a partnership where capital is provided, in cash or assets (no debt is accepted) by one party - the fund provider - and labour is provided by the other party - mudarib.

Murabaha is a method of Islamic financing, where an intermediary buys a property with free and clear title to it. The intermediary and prospective buyer then agree upon a sale price (including an agreed upon profit for the intermediary) that can be made through a series of installments, or as a lump sum payment. 
Murabaha is not an interest-bearing loan, which is considered riba (or excess). Murabaha is an acceptable form of credit sale under Sharia (Islamic religious law). Similar in structure to a rent to own arrangement, 




ii. Define Takaful.
Takaful is a type of Islamic insurance, where members contribute money into a pooling system in order to guarantee each other against loss or damage

iii. Outline the principles of Islamic Finance.

Islamic finance is a financial system that operates according to Islamic law (which is called sharia) and is, therefore, sharia-compliant. 
The Islamic financial system is founded on the absolute prohibition of the payment or receipt of any predetermined, guaranteed rate of return. This closes the door to the concept of interest and precludes the use of debt-based instruments. The system encourages risk-sharing, promotes entrepreneurship, discourages speculative behavior, and emphasizes the sanctity of contracts. 

Based on the core concepts of Islamic economics, Islamic finance institutions adhere to certain principles that distinguish them from conventional finance:
In Islam, economic activity are conducted according to sharia is, itself, an act of worship. Muslims believe they will be granted rewards or merits for sharia-compliant economic activities just as they’re rewarded for worshipping Allah 
A Muslim is expected to consider society in general when enjoying the bounties granted to her by Allah. These considerations include promoting justice in all economic activities, remembering that all people have mutual responsibility for all others, and using the earth’s resources wisely.
A core concept of Islam is that the owner of all wealth in the world is Allah and that humans are merely its trustees. Therefore, humans must manage wealth in a way that promotes justice and prohibits certain activities.
Islam allows for a free-market economy where supply and demand are decided in the market, but at the same time, Islam directs the function of the market mechanism by imposing specific laws and ethics that promote social justice.
To promote justice related to the distribution of wealth, Islam imposes a property tax called zakat. Every Muslim who meets certain criteria regarding the accumulation of wealth must pay zakat, which is distributed to people in need. 
Islam prohibits interest-based transactions.
Islamic finance encourages risk-sharing in economic transactions. 
Islam requires Muslims to avoid transactions that are uncertain or ambiguous.
In Islam, both the acquisition of wealth by chance (not by effort) and games of chance are prohibited because they’re based on uncertainty.
The Islamic prohibition against transactions that involve gambling prevents Muslims from purchasing conventional insurance products because conventional insurance is a gamble, and the outcome, whether the buyer ends up using the policy or not, is unjust: 
Islam prohibits industries that it considers harmful to society and a threat to social responsibility. These industries include alcohol, prostitution, pornography, weapons of mass destruction, pork, tobacco, and illegal drugs. 

Islamic finance may be viewed as a form of ethical investing, or ethical lending, except that no loans are possible unless they are interest-free.


iv. What replaces interest rate mechanism in an Islamic framework?

Central to Islamic finance is the fact that money itself has no intrinsic value; it is simply a medium of exchange. A Muslim is not allowed to benefit from lending money or receiving money from someone. This means that earning interest (riba) is not allowed – whether you are an individual or a bank. To comply with these rules, interest is not paid on Islamic savings or current accounts, or charged on Islamic mortgages.

There are several ways that banks can structure accounts so that they are sharia-compliant.
Ijara works as a leasing arrangement: the bank buys something for a customer and then leases it back to them. 
Murabaha works by the bank supplying goods for resale to the customer at a price that includes a margin above the costs, and allows them to repay in installments. 
Musharaka is a joint venture in which the customer and bank contribute funding to an investment or purchase and agree to share the returns (as well as the risks) in proportions agreed in advance.
Wakala is an agreement that the bank will work as the individual's agent. If a saver enters into this type of agreement, the bank can use their cash to invest in sharia-compliant trading activities to generate a target profit for them.
Banks can profit from the buying and selling of approved goods and services. The principal means of Islamic finance are based on trading, and it is essential that risk be involved in any trading activity, so banks and financial institutions will trade in sharia-compliant investments with the money deposited by customers, sharing the risks and the profits between them.
Although they cannot charge interest, the banks can profit from helping customers to purchase a property using a ijara or murabaha scheme. 

v. Write short notes on the following:

a. Ijara
Generally, the Ijarah concept refers to selling the benefit of use or service for a fixed price or wage. Under this concept, the Bank makes available to the customer the use of service of assets / equipment such as plant, office automation, motor vehicle for a fixed period and price.

b. Istisnaa
Istisna (Manufacturing Finance) is a process where payments are made in stages to facilitate the work of manufacturing / processing / construction. Istisna helps use of limited funds to develop higher value goods/assets in different stages / contracts.
c. Riba
The word "riba" literally means “excess" or "addition”, and has been translated as interest, usury, excess, increase or addition. According to Shariah terminology, it implies any excess compensation without due consideration.

d. Bai bi-thamin ajil
This concept refers to the sale of goods on a deferred payment basis at a price, which includes a profit margin agreed to by both parties. Interest payment can be avoided as the customer is paying the sale price which is not the same as interest charged on a loan. 

Case Study
Mr. Muhammad Adel is working full - time as a teacher and is based in the UK. He intends to buy a house but is interested in obtaining an Islamic Mortgage. The bank offers two types of Islamic mortgages - ‘Ijara’ and ‘Murabaha’. After getting information about both, he decides on the latter and wants to pay back ininstalments. He has been successful in getting the house financed.

Regarding the case above, answer the following questions:

a. What is the difference between an ‘Ijara’ mortgage and ‘ Murabaha’ mortgage?
Murabaha (deferred sale finance)
For this kind of mortgage, the buyer is required to finance a percentage of the property upfront - typically up to 20 per cent. This option is therefore best for people who are starting out with some capital behind them. The key benefit of Murabaha mortgages is that from day one, the property officially belongs to the buyer.
Ijara (lease to own)
Ijara mortgages have proven to be the more popular product available, as there is no requirement for a large initial payment or deposit, and it is a slightly more flexible arrangement.
The main difference between Ijara and Murabaha is that with an Ijara mortgage, the property will not immediately be registered as belonging to the buyer. Instead, he will essentially rent the property from the lender. In addition to the agreed monthly repayment amounts, he will also pay monthly rent to the bank.

b. What is the difference between conventional house finance and ‘Murabaha’ house finance?

Housing finance/Mortgages is the more secured form of financing for both conventional banks and Islamic ones.
Murabaha is one of the most popular financing modes used by Islamic banks and financial institutions. It is type of sale (ba'i) in which the seller reveals to the buyer the cost of the underlying commodity and amount of profit in the form of a mark-up. In this sense, murabaha is not an interest-bearing loan (conventional loan or in Arabic qardh ribawi), but rather it is a sale of a commodity for a price equal to its original cost plus a given mark-up. Under a murabaha agreement, the bank sells a commodity for profit where both the original cost and the profit are disclosed to the buyer. On the other hand, advancing loans and credit and charging interest thereupon is pure interest-based transaction which Islamic shari'a outspokenly forbids.
the key differences between murabaha and interest-bearing loans
	Aspect
	Conventional loan
	Murabaha

	Subject matter
	Amount of money
	Commodity

	Parties
	Lender and borrower
	Financier and finance and/or expertise seeker

	Rollover
	Typically applicable
	Impermissible

	Collateral 
	Put up before the loan is processed
	May be posted but after the commodity is purchased

	Cost transparency 
	Not a condition
	Stipulated/ a condition

	Compensation
	Interest
	Profit

	Ownership
	The lender remains the owner of funds, while the borrower becomes liable for the amount of loan in addition to interest (repayment plus interest)
	The purchaser becomes the owner of the commodity, and at the same time becomes liable for its full price (cost plus profit)



c. On this mortgage, if he misses out some payments how will the bank react?

Murabaha is not a loan given on interest. The bank cannot charge additional profit on late payments; the asset remains as a mortgage with the bank until the Murabaha is paid in full; and there must not be any reference to the time of payment by the buyer to keep the transaction free from interest. In the case of default by the client in the payment on the due date, the price selling price cannot be increased. 
