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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. 
	

Islamic Finance – Product and Procedures

Question 1)
i) The alternatives for foreign loans in Islamic banking contain various categories of stock market, Sukuk and direct investment which are used by many foreigners. Public as well as private enterprises can issue Musharakah and Ijarah Sukuk to finance projects. It is also highly mentioned that Sukuk can be denominated in foreign as well as domestic currencies and carry a predetermined proportion of the profit earned through their projects. Sukuk can also be restricted to a particular project.

ii) The Islamic financial market instrument in terms of their nature and flow of return are very much alike conventional, but the instrument and procedures are laid out slightly different to incorporate the main Sharia rule which is free from interest, this is achieved by combining the jurists and the economist. 

The Islamic financial market instrument can be of 2 types in terms of their nature and flow of return:

Fixed / quasi-fixed income securities - a bank can secure or sell a pool of assets or even offer certificate of deposit against funds composed of pooled Ijarah and some Murabaha/ Istisna contracts.

Variable income securities – a bank can secure a pool of Musharakah & Mudarabah contracts which are part of their asset portfolio, offering variable stream of income also potential of growth, based upon the projects and its strengths. 

iii) There isn’t much difference between Islamic Investment banking and conventional investment banking as both provide same service and products, but within Islamic investment the service and products are tailored according to the Sharia ‘a. Islamic investments manage for corporate clients, institutions as well as high net worth individuals. 

The below are opportunities for Islamic asset management:

· Open & closed-end mutual funds
· Equity benchmark
· Leasing companies involved in asset-backed financing

Fund management is mostly conducted by both commercial and investment banking, due to the asset based nature of Islamic finance. Fund management refer to where investors pooling large sums towards a purchase of shares in a property or business, which otherwise would not be able to individually. 

iv)  Within the Islamic banks its is obliged to set clear techniques to manage deposits, keeping in mind the priorities and risks and safe guard the depositors from loss on PLS deposits. In the fast developing finance world Islamic banks have alongside general categories started to offer commodity funds, leasing funds, Mudubarah funds and COI’s. Majority authors allow 3rd party guarantee to depositors to the extent of nominal amount, this is why highly encouraged to follow Takaful scheme to avoid any scares. The main 2 categories are explained below:

Current Deposits – 
No return is given on current account on the grounds that such deposits take the form of loans given to Islamic banks and the loan cannot carry and return, usually kept as Am anah but if the amount is used by banks for their business then treated as a loan which later will be paid back without an increase or decrease. The bank and depositor agrees at the time of opening account whether the bank is allowed to use the money in its business or not.
Saving Deposits/ Investment Deposits/ Term Deposits – 
The remunerative deposits in Islamic banks are the above against which the banks provide a free checking facility, shall be accepted on profit and loss sharing basis. Usually the ratio of profit distribution between the bank and depositor is agreed upon at the time of opening account, taking into consideration term and conditions under Sharia law.

Investment and financing made by banks from their own capital from money raised from PLS accounts shall form “earning asset base”


v) There are various modes of financing in trade, agriculture and industry, such as the list below most commonly used for trade:


· Murabaha
· Installment sale
· Leasing
· Salam

Istisna’a is more suited for industry. In trade and industry financing is mainly required for purchase of raw materials, inventory and fixed assets and not the least some capital for payment towards wages and other expenses.

Murabaha can be used for financing of all purchases of raw materials and inventory, for procurement of fixed assets, as well as plant and machinery, buildings etc. Any expenses can be obtained by advanced sales of final product of the company under Istisna’a or Salam.

vi) The principles of Islamic finance relating to stocks consists of 5 main categories:

Trading in stock of companies – 
· The most important thing about transactions is the nature of their business, the establishment of a joint stock company with un prohibited purpose is permissible.
· Trading in stocks of companies, with purpose of prohibited transaction such as Riba is prohibited.
· Trading on stocks of companies that deal at times in prohibited activities, but their main activity are not based on prohibited business is permissible.

Underwriting – 
This is best described as an agreement made up of various establishment of a company with someone who will undertake and guarantee a sale of all or part of shares being issued. 

Object of the contract in the sale of shares – 
This action maybe used in the case of an unidentified portion of the company’s assets, (known as Musha’a) and shares certificate is a document attesting entitlement to the said portion.

Preference shares – 
It is not permissible to issue preference shares with financial characteristics that involve guaranteed payment of the capital or from the profit; however it is permissible to give certain shares related to the procedural or administrative matters.

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 the broker or any other 3rd party against pawning of the shares because it involves Riba, also not permissible to sell shares that the seller doesn’t possess but has received as pledge from the broker. 


Question 2)

Liquidity management is best described as the bank having sufficient funds available and ensuring a smooth run and able to meet expectation for short-term financial obligations. This also includes the following and making sure all are dealt with economic manner.

· Invest surplus funds
· Match maturity of assets/liabilities 
· Accommodate decreased in deposit/liabilities
· Increase in assets

Islamic banks may also agree to an agreement with the central bank to serve as a lender of last resort, 1 option is financing on Mudarabah basis. In the case of Mudarabah, the following process can be applied:

1. A Mudarabah relationship created 
2. Funds received allocated into a pool
3. Weight ages will be assigned periodically, based on different categories
4. Profit earned to be allocated according to weight ages
5. Bank will charge a pre-agreed Mudarib fee of the realized profit.
6. The investor will bear loss unless it arises from misconduct or negligence of the Mudarib

Sukuk are very important for liquidity management because an investor gets returns based upon ownership instead of interest. Ijarah sukuk is much more common method used and issues against assets for rental.

Question 3)
Various financial instruments used on the asset side of Islamic banks, mainly Musharakah/Mudarabah are recommended to be used for short term, medium and long term projects such as financing, import financing, reshipment export financing as well as working capital financing and single transactions.

The banks use diminishing Musharakah for purchase of fixed assets like houses, transport, machinery, on the other hand Murabaha can be used for purchase and sale of automobiles, consumer durables and trade financing, acquisition and holding of stock and inventory, raw material, semi finished good but buy back and rollover are not allowed in Murabaha.

Musawamah can be used for the financing of larger single transactions; Salam has potential in financing the productive activities in areas such as agriculture, agro based industries and the rural economy as a whole.

Banks’ subsidiaries as trading and leasing can also trade in the market as long as they are compliant with Shari ‘a rules – 

· Instruments representing real physical assets and usufructs are negotiate at market price 
· Certificate and Sukuk issues by Musharakah/Muarabah and Ijarah are covered under this category
· Instrument representing debt and money are subject to the rules of Hawalah (assignment of debt) and Bai al Sarf (exchange of monetary units)
· Instruments representing a pool of different categories are subject to rules relating to dominant category.
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