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	Q.1. Give short answers for the following questions: 

I. Define Musawamah.

Musawamah is a general and regular kind of sale in which the price of the commodity to be traded is bargained between the seller and the buyer without any reference to the price paid or cost incurred by the former.

.

II. What is Murabaha sale?

Murabaha, a “cost-plus sale”, in which parties bargain on the margin of profit over

the known cost price. The seller has to reveal the cost-incurred by him for acquisition of the goods and provide all cost-related information to the buyer.

III. What is commodity Murabaha?

It refers to a short term placement mechanism involving purchase and sale of commodities in the international markets, e.g. London Metal Exchange (LME). The banks use Tawarruq and appoint a broker to purchase any metal and then sell the same on deferred payment to any third broker on the same date.

IV. What is Murabaha to Purchase order (MPO)?

It is an arrangement wherein the bank, upon request by the customer, purchases an asset from a third party and sells the same to the customer on a deferred payment basis.
V. What is meant by the term ‘roll-over in Murabaha’?

It is the booking of another Murabaha against receivables of any previous Murabaha, payment in respect of which has not been made by the client. Further mark-up is added to the receivable in default by a client. This is explicit Riba, as the bank is not entitled to any amount over and above the debt created in a Murabaha transaction, as a result of which ownership of the sold goods had already been transferred to the client.
VI. What are the various issues involved in Murabaha contract?

· Avoiding Buy-back

· Khiyar (Option to Rescind the Sale) in Murabaha

· Time of Executing Murabaha

· Defaults by the Clients

· Rebates on Early Payment
Avoiding Buy-back :Bai‘ al ‘Inah, commonly known as “buy-back”, is a double sale by which the borrower and the lender sell and then resell an object between them, once for cash and again for a higher price on credit, with the net result of a loan with interest. As such, it is a legal device to circumvent the prohibition of Riba and therefore prohibited.
Khiyar (Option to Rescind the Sale) in Murabaha: any lack in the quantity of the goods or specification remains the liability of the seller. This latter case results in the sale price being reduced by an amount proportionally corresponding to the missing goods, with the buyer having the right to rescind the contract. In this case the onus is on the seller to ensure that specifications are met.

Time of Executing Murabaha: The requirement in this regard is that a Murabaha contract should be conducted only after the bank gets ownership and possession and becomes responsible for any loss or any defects therein.
Defaults by the Clients: In the conventional banking system, a delinquent customer has to reschedule his debt, usually at a higher rate. The additional interest cost to the customer may motivate him to pay on time. But the nature of an Islamic Bank prohibited this, but the way out is for the Bank to stipulates in the Murabaha agreement that in the case of a customer’s delay in payment without any genuine reason, all remaining instalments will become due at once; thus, the customer will try to be more disciplined. In addition there had been a general consensus that Bank s are authorized to impose late fees on delinquent clients (this means that the clients that are really unable to pay will not be charged any such penalty).But the proceeds of such penalties are to be used for charitable purposes.

Rebates on Early Payment: Depending upon the cash flow, some clients may wish to pay earlier than the due date and demand a prepayment rebate as in the case of conventional banking. However, the majority of contemporary Shar¯ı´ah scholars do not allow remission for earlier payment in Murabaha operations by banks.

VII. Discuss the various options available for conducting Murabaha trading.

Trading and other real sector business activities require specific expertise, which bankers May or may not have. With the benefit of hindsight the bank can adopt any of the following options:

· Direct Trading by Bank Management
· Bank Purchases through a Third Party/Agent

· Murabaha through the Client as Agent
Direct Trading by Bank Management: The bank officials is the most ideal option with respect to fulfilment of the Murabaha essentials, but involving the bankers in retail trading business could lead to a lot of managerial problems and open the floodgates to corruption. This issue can be resolved through the introduction of effective internal controls. In the absence of such controls, this structure could be used only in cases of selected specific assets, wherein banks could purchase any high value asset or specific goods with trademarks in bulk for building inventory and sell to its clients on a cost-plus basis. 

Bank Purchases through a Third Party/Agent: Another option is to purchase goods through a third party agent to maintain inventory or to purchase according to clients’ requests for Murabaha operations. This structure of Murabaha is most likely to accomplish the Shari’a requirement of taking possession and commercial risk by the bank for the period between the purchase of the assets from the supplier and their sale to the client on Murabaha. After purchase from the supplier, banks stand liable if anything goes wrong until handing the asset over to the Murabaha clients. The customer cannot guarantee the risk of transportation of the goods because the safety of the goods is the responsibility of the owner, that is, the bank.  

To be on the saver side the bank can appoint qualified suppliers as agents for purchase according to their inventory creating plans or as and when required by their clients. It should be noted that, the agreement between the bank and the client may include clauses about the security/collateral, description and quality of goods and the way out in case of defect in the goods and nonpayment by the client at the due date(s). According to the AAOIFI Standard, a promissory note or other guarantee can be obtained from the customer at the promise stage also. Of course, it is better that promissory notes be obtained after execution of the sale, because these generally contain the wording “against value received”.

Murabaha through the Client as Agent: The structure of trading through a client as the bank’s agent is the safest way for banks to avoid commodity-based risks and related problems. But this arrangement is more likely to make Murabaha transactions a back door to interest and, therefore, requires extra care to keep it Shari’a-compliant. The foremost requirement is that goods come under the ownership and risk of the bank. Further, the customer should explain to the supplier about his agency status. If the bank does not purchase and own the items and only makes payment for any goods directly purchased and received by the client from the supplier/vendor under “Murabaha”, that will be a remittance of the amount of money on behalf of the client, which shall be nothing but a loan to him and any profit on this amount shall be nothing but interest.

VIII. Explain the various factors which help to develop the need for MPO?

· The nature of Commercial banks, and likewise Islamic banks, do not normally undertake business where they might be maintaining inventories of various goods; they do not want to become grocers or traders because inventory storage, space and holding costs might be expensive.

· It may not be possible for Islamic banks to purchase all items in advance for Murabaha to their clients because the list of goods could be very long and there could be continuous additions to the list.

· The client’s specification in terms of the quality goods, which the banks might not be even aware of the source of their availability and if banks keep similar items in inventory, these might not be acceptable to the clients.

· Regulatory restrictions: Regulators/central banks normally do not allow the banks to undertake trading as their core business, with the dual purpose of keeping them liquid/saving them from the asset and market risks related to goods and to avoid cartels and monopolies in the commodity market.

2. Discuss Prerequisites for the various stages of MPO. 

The following are the various stages of MPO:

· Pre-Promise Stage – Facility Approval
· Promise Stage – Master Murabaha Facility Agreement
· Purchase Requisition

· Agency Stage

· Purchasing Stage

· Acquisition of Title and Possession of the Asset

· Execution of Murabaha Stage – Offer and Acceptance

· Security/Collateral against Murabaha Price
Pre-Promise Stage – Facility Approval: it is essential that the transaction between the bank and the client must be genuine, involving the trade of goods. Murabaha cannot be used for providing liquidity or for cash financing. At the time of facility approval, banks should ensure that the client needs some goods. Further, this should exclude any prior contractual relationship between the client and the supplier whom the client is indicating for supply of the goods. It is not permissible to transfer a contract that has already been executed between the client and the supplier because this is tantamount to Bai‘ al ‘Inah, which is prohibited. However, if any such prior understanding has not been finalized, the bank can enter into an Murabaha arrangement. The bank must also ensure that the supplier or the party from whom the item is being purchased is a third party and not the customer, his agent or any entity with more than 50% ownership by the customer. The nature of the required commodity should be in the scope of valid Murabaha. Commodities that are subject to the rules of Bai‘ al Sarf, like gold, silver and currencies, are not valid for Murabaha, because in such commodities and monetary units, exchange has to be hand to hand. The bank should also analyse the nature of goods from a risk management point of view, their marketing, any uniqueness that could affect their profitability and the cash flow and risk profile of the client.

The nature of the required commodity should be in the scope of valid Murabaha.

Commodities that are subject to the rules of Bai‘ al Sarf, like gold, silver and currencies, are not valid for Murabaha, because in such commodities and monetary units, exchange has to be hand to hand. The bank should also analyse the nature of goods from a risk management point of view, their marketing, any uniqueness that could affect their profitability and the cash flow and risk profile of the client. The nature of the required commodity should be in the scope of valid Murabaha.

Commodities that are subject to the rules of Bai‘ al Sarf, like gold, silver and currencies, are not valid for Murabaha, because in such commodities and monetary units, exchange has to be hand to hand. The bank should also analyse the nature of goods from a risk management point of view, their marketing, any uniqueness that could affect their profitability and the cash flow and risk profile of the client.

Promise Stage – Master Murabaha Facility Agreement: After the initial analysis of the customer’s request, the bank will enter into a master Murabaha facility agreement, or MoU, in which the limit of the facility, the nature of the commodity, the profit margin to be taken by the bank, the schedule of payment, the security to be submitted by the customer and other terms and conditions will be mutually stipulated. On the basis of one MoU there could be a number of consignments for purchase of the asset from time to time under sub-Murabahas. The MoU should also include specimens of purchaser equisition, a delivery report, a promissory note and the nature of collateral required. If both parties agree, the agency agreement can also be signed at this stage.

Purchase Requisition: As per the MoU, the client will submit a requisition to the bank to purchase the commodity as per his specifications. The requisition will contain details of the goods required to be purchased from the bank and if possible the name of the supplier, cost price and the expected date of delivery. Also at this stage, the bank should ensure that the goods are not already owned by the client, otherwise the Shari’a advisor might ask the bank to credit the income from this transaction to the Charity Account. The customer will also give an undertaking to the bank that he will buy the goods which the bank will acquire on his request. Normally, a purchase requisition contains this promise. If the supplier is nominated by the client himself, the bank may demand a performance bond or guarantee for good performance to the effect that the goods provided by the supplier indicated by the client will be acceptable to him.
Agency Stage: An agency agreement can be signed side by side with the signing of an MoU. But it should invariably be before the purchase of goods by the client. If the client purchases the goods before the agency agreement, it would mean the goods are already owned by him and the transaction would become Bai‘ al ‘Inah, which is prohibited. An agency agreement could be “specific agency”, when the purchase of the commodity is not of a consistent nature, or“general”, when the purchase of the commodity is of a consistent nature.
Purchasing Stage: The client should purchase the goods as the agent of the bank and as per the specifications already decided. A number of situations could evolve at this stage. If the cost price is already given and the supplier gives some rebate, it should be passed on to the client at the time of execution of the Murabaha sale by reducing the cost of sale. If there is a rise in prices and the amount escalates from the amount agreed in the Murabaha limit, the bank or the principal must be informed in order to make a decision on whether to accept it or not. The bank has the right to reject the purchase if made at other than the agreed price. If the goods to be purchased are different from those given in the agency agreement, the change of commodity can be made with mutual consent. Normally, banks indicate a time within which purchase has to be made and if there is a delay, the bank may ask the client to refund the cost of goods without any opportunity cost.
Acquisition of Title and Possession of the Asset: For Shari’a compliance, it is necessary that the bank takes ownership and actual or constructive possession of the goods before the execution of Murabaha. The forms of taking possession of items differ according to their nature and customs. The requirement from the Shari’a angle is that the goods must come under the responsibility and risk of the bank. “Just as the possession of commodities may be physical, by taking the commodity in one’s

hand or measuring or weighing the eatables, or by transferring or delivering the commodity to the premises of the buyer, the possession may also be an implied or constructive possession, which takes place by leaving the commodity at one’s disposal and enabling him to deal with it as he wishes. This will be deemed a valid possession, even though the physical possession has not taken place. As for the mode of possession, it may vary from commodity to commodity, according to its nature and pursuant to the different customs prevalent in this behalf”. The time when the risk of the item is passed on from the supplier to the bank, and subsequently from the bank to the customer, must be clearly identified.

Execution of Murabaha Stage – Offer and Acceptance: After the customer acquires possession of the goods, as an agent, he should give a possession report and make an offer to purchase the goods acquired by him on the bank’s behalf. The bank will accept the offer and the transaction will be completed. All the terms of the Murabaha transaction, such as contract price (cost plus profit), due date or schedule of payments, etc. must be mentioned in the bank’s letter of acceptance. Upon execution of Murabaha, the relationship of buyer and seller between the customer and the bank changes into the relationship of debtor and creditor. After this, the bank will not be liable for any harm to the goods. Having taken delivery of the goods as per the purchase requisition, the customer should confirm that the goods have been examined and are satisfactory in respect of quality and suitability for his use. He should also relieve the bank from any loss or third party liability in respect of the goods sold to him.
Security/Collateral against Murabaha Price: The bank can ask the customer to furnish security to its satisfaction for timely payment of the deferred price. It is also permissible that the sold commodity itself is given to the bank as a security, provided possession is once given to the customer. In such a case, the customer would own the risk and reward of the goods. The bank can obtain any of the following types of security, depending upon the amount of facility, nature of business and credibility of the customer: a hypothecation charge on assets, a pledge of goods and/or marketable securities, a lien on deposits, a mortgage charge on movable and immovable properties, bank guarantees, personal guarantees or any other security mutually agreed between bank and client.

3. Describe various techniques used for mitigating risk in Murabaha contract. 

In Murabaha, Islamic banks have to face additional asset risk, greater fiduciary risks, greater legal risk and the Shar¯ı´ah compliance risk.

· To mitigate the legal risk, special care has to be given to completing documentation for various contracts under the guidance of the bank’s legal department.

· Adherence to the AAOIFI’s Shar¯ı´ah Standards would enable the bank to get Shar¯ı´ah compliance.

· An Islamic bank must strengthen its internal Shar¯ı´ah control and risk management departments.

· Promise to purchase the ordered goods is obtained from customers. 

· Also,Hamish Jiddiyah may be taken, from which the bank can cover its actual loss.

· Make direct payment to supplier through DD/PO. of invoice should not be earlier than the date of agency agreement and not later than the declaration or offer to purchase.

· In addition to invoice, obtain any other evidence, e.g. gate pass, inward register, entry in stock register, truck receipt.

· Physical inspection of goods.
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