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Marking Criteria:
 We expect the learners to write minimum one well expressed point in three lines against each allocated mark. This means one needs to write 15 lines with 5 well expressed points to get high grades for a 5 marks question.
For high grades use examples and illustrations where appropriate. 
	Please insert your completed assignment ( in word format)  here:

1. 
 i. Two - tier Mudarabah Model of Islamic finance
A type of mudarabah in which the bank (receiver of funds) acts as an intermediary between depositors and the bank’s clients who need financing. The Islamic bank serves as rab al-mal (capital provider or financier) in its relationship with clients and mudarib (investor, entrepreneur) in its relationship with depositors. Schematically, the bank obtains funds from the public on the basis of mudarabah and to supply funds businessmen on the same basis.

ii. Difference between one - tier and two - tier modes of Mudarabah finance
One tier-mudarabah, is a type of mudarabah whereby someone deposits money in an Islamic bank for the purpose of receiving a return on his fund, without involving a third-party. In other words, in the one – tier mudarabah, only the customer and the bank are involved. The bank serves as fund manager for the money deposited. 
In contrast, with a two-tier Mudarabah, the bank acts as an intermediary between the depositor and the bank’s client to whom it provides money. This approach is used when the bank does not have the capacity to serve as the investor (rab ul mal).
iii. Important features of a Mudarabah Contract.
A Mudarabah is a partnership between two or more parties usually to conduct business or trade. 
· The financier or the Rabb al Maal provides all the investment capital for the business;
· The mudarib provides the investment management expertise;
· The investment manager or the Mudarib is entrusted with the Rabb al Maal’s capital, invests it in a Shariah-compliant project and takes full management responsibility;
· The Rabb al Maal and Mudarib share profit based on pre-agreed ratios;
· No debt is accepted as capital contribution;
· Both parties can appoint agent on their behalf;
· A mudarabah contract could be terminated, unilaterally except when a term has been agreed by both parties, in which case the mudarabah could only be prematurely terminated by mutual agreement. In addition, if the mudarib has already started the business in the mudarabah contract it becomes binding until actual ou contractive liquidation is a trust based contracts;
· The mudarib is not liable for losses except in case of negligence or misconduct. Guarantees against negligence or misconduct could be taken;
· The contract should specify whether the mudarabah instrument unrestricted or restricted;
· The rabul mal (capital provider) has no right to interfere in the day-to-day work of the manager;
· The mudarib is not allowed to commit the mudarabah business for any sum greater than the capital contributed by the rabb al mal;
· All normal expenses related to mudarabah business, but not the personal expenses of the mudarib, can be charged to the mudarabah account; 
· No profit distribution can take place (except as an ad hoc arrangement, and subject to final settlement), unless all liabilities have been settled and the equity of the rabb al-mal restored.

iv. Difference between a Bay-al –murabahah Contract and Murabahah Contract
Bay-al –murabahah contract is basically a two party buying and selling contract with no financial intermediation involved. It refers to a sale in which the seller declares his actual cost and the parties agree on adding a specific profit margin. In contrary, Murabahah Contract is a mode of finance adopted by Islamic banks, which combine the concepts of bay mu’ajjal and bay al-murabahah. Thus, we have financial intermediation. The client requests the bank to purchase a certain item for him. The bank does that for a definite profit over the cost (mark-up) which is stipulated in advance.

v. Difference between financial lease and operating lease
The lessor is himself the real owner of the leased asset and therefore bears all the risks and responsibilities of ownership. The lease is not for the entire useful life of the leased asset but rather for a specified short-term period (for a month, a quarter, or a year) unless renewed by mutual consent of both the parties.
In contrary in financial lease generally, the lessor acts only as an intermediary between the supplier and the lessee and plays the role of a financier, with ownership of the asset being nothing more than a legal device to provide security for repayment of the loan and legal protection in case of default. In addition, the lease period in that case is long enough (usually the entire useful life of the leased asset) to enable the lessor to amortize the cost of the asset with profit.
To be acceptable as far as Sharia concerned, the lessor must bear the risks of leasing by being the real owner of the leased asset and should be responsible for all the risks and responsibilities related to ownership. 

vi. Basic rules of Salaam Sale
Salam is a sale where the price of the subject matter is paid in full at the time of the contract’s execution while the delivery of the subject matter is deferred to a future date. It is not necessary that the subject matter exist, and be owned and possessed by the seller at the time of the Salam’s execution as is the customary requirement of a standard sale, provided it meets the other criteria specific to it. 
· A Salam may be executed for homogeneous commodities but not for specific commodities and mediums of exchange. 
· 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 the contract of salam. An example is precious stones.
· Goods can be sold only by specifying the attributes. They cannot be particularized to a given farm, factory or area.
· The exact date and place of delivery must also be specified.

vii. Distinguishing features of Islamic Banking
Some of the distinguishing features of Islamic banking are:
· Risk-sharing
The most important feature of Islamic banking is that it promotes risk sharing between the provider of funds (investor) and the user of funds (entrepreneur). By contrast, under conventional banking, the investor is assured of a predetermined rate of interest, all the risk is borne by the entrepreneur. Whether the project succeeds and produces a profit or fails and produces a loss, the owner of capital gets away with a predetermined return. In Islam, this kind of unjust distribution is not allowed so, in Islamic banking both the investor and the entrepreneur share the results of the project in an equitable way. In the case of profit, both share this in pre-agreed proportions. In the case of loss, all financial loss is borne by the capitalist and the entrepreneur loses his effort or labour.
· Emphasis on productivity as compared to credit-worthiness
Under conventional banking, the dominant consideration is the credit-worthiness of the borrower. Under profit-and-loss sharing (PLS) banking, the bank will receive a return only if the project succeeds and produces a profit. Therefore, an Islamic bank will be more concerned with the soundness of the project and the business acumen and managerial competence of the entrepreneur. This feature has important implications for the distribution of credit as well as the stability of the system.
· Moral dimension
In the Islamic system all economic agents have to work within the moral value system of Islam. As such, Islamic banks cannot finance any project which conflicts with the moral value system of Islam. For example, they will not finance a wine factory, a casino, a night club or any other activity which is prohibited by Islam or is known to be harmful to society. 
· Closer links between the monetary and real sectors
Another important feature of Islamic banking is that even in the case of fixed return modes that create debt, such as interest-based financing, there is a crucial difference. Debt creation in Islamic finance is generally not possible without the backing of goods and services, and the resultant debt instruments are not tradable except against goods and services. Monetary flows through Islamic financial modes are tied directly to the flow of goods and services, so there is little room for a sudden and mass movement of such funds as compared to the flow of interest-based short-term funds. Hence destabilizing speculation is expected to be significantly curtailed.
· Wider set of products
An important point to be noted in the way Islamic banking works is that it offers a wider choice of products. In addition to some fixed-return modes that can serve necessarily the same functions that interest serves in conventional banking, Islamic banks can use a variety of innovative profit-sharing financing techniques.


2. Basic rules of complying with a ‘Musharakah’ financing contract.
A Musharakah is a partnership that is set up between two or more parties usually to conduct business or trade. It is created by investing capital or pooling together expertise or goodwill. Its basic rules can be summarize as follows:
Musharakah capital
· All Shariah–compliant items of material value may be used as capital in a Musharakah. It may be in the form of cash or it may be in kind, for instance contributing assets to the business in which case it is necessary to ensure the assets are valued at the time of Musharakah execution.
· Partners’ capital investment ratio must be determined at Musharakah inception or before the business generates profit.
· Debt may not constitute Musharakah capital.
Musharakah Management
· All partners possess the right to be involved in the administration of the business.
· Partners who opt for limited partnership are silent partners. Since they do not participate in the business unlike the working partners, according to Shariah, they cannot be allocated a profit share greater than their capital contribution ratio.
· The working partner is responsible for running the Musharakah but cannot receive separate remuneration for his services although he may receive an increased profit share as a reward for his management role.
· Unlike for the silent partner, the working partner’s profit share may exceed his capital contribution ratio.
· In case an individual who is not a business partner serves as business manager, he is paid a fixed wage for his services but does not share business profit or loss.
· The business manager is liable for loss in case of his proven negligence.
· If the business manager invests in the Musharakah business by means of a separate contract, his capacities of manager and partner are independent of one another. He earns remuneration for his managerial role and shares profit and loss based on his business partnership.
Musharakah Profit and Loss
· Profits are not fixed in absolute terms, such as a number, or as a percentage of the invested capital or the revenue.
For instance, $5,000 of profit cannot be stipulated as a fixed number at the time of the contract’s execution because the profit itself is not yet known.
In addition, profit rates cannot be set as a percentage of the revenue either as if there’s no revenue; how can there be any profit? And what if the revenue is unexpectedly high; why should investors be denied higher profits?
In a Musharakah:
· Each partner whether minority or majority shareholder must be allocated a profit share.
· One partner cannot guarantee any part of the profit or capital of another partner.
· During the Musharakah, a partner may surrender all or part of his profit share to another provided doing so is not agreed at the time of Musharakah execution.
· Profit sharing mechanism and profit ratios must be clearly determined at Musharakah inception.
· Musharakah may only announce an expected return for the business; actual returns are declared only after they are known.
Profit Calculation
· Profit is calculated by subtracting costs and expenses from revenue.
· Loss can only be shared by capital contribution ratios.
Musharakah Termination
· If partners have not agreed on a Musharakah term, one of them may terminate his partnership unilaterally at any time.
· Alternatively, a condition may be stipulated at contract execution that no partner can terminate the contract without the consent of the other partners.
· In case of Musharakah termination, if assets are realized as cash, they are distributed based on partnership ratios. In case a profit has been earned, it is distributed based on predetermined profit ratios.
Tangible assets may be liquidated by granting them to existing partners in exchange for the profit they have earned or they may be sold in the market and the income from them distributed.

Case Study
a) Determination of the profit and loss 
	COSTS
	Amount
	INCOME
	Amount

	Purchases
	325, 000
	Sales
	450, 000

	Admin and overheads
	145, 000
	Loss
	20, 000

	TOTAL
	470, 000
	TOTAL
	470, 000



Profit or loss = Total Income – Total costs
		= 450, 000 – 470, 000
		= (20, 000)
The activity of the mudarabah generates a loss.

b) client wages’

Nothing since loss occurred in this business. The client as mudarib loses his labour and effort, (if he is not negligent).
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