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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. 
	

The Philosophy of Islamic Finance

Question 1)
i) The term ‘Interest free Banking’ was mainly used as an alternative option to the conventional interest based system. 

ii) The ‘Islamic banking’ has a wide spread term which covers many areas for example to avoid Gharar which is also prohibited, along with others.

iii) At the time of providing loan, the Islamic bank are allowed to request the clients for a security deposit this would be as good as a  guarantee from the client that the client will convey the commodity as agreed upon on the agreed date. 


The other type of financing method used is within PLS modes, where the bank may ask for security against non-performance of contract. Although the banks have a hold over security they cannot enforce the collateral if the loss in business was caused without any misconduct or negligence on the part of the client partner.

One of the reasons for this is because the bank’s loan from small amounts to large amount of sum, therefore to make sure that the client stays within the agreed terms also able to monitor as often the length on these loans can be lengthy. 

iv) According to Shari’ah Law pre- fixed returns on investment is allowed According to Shari’ah Law pre- fixed returns on investment is allowed as long as it complies with shariah and if the investments generate a pre- determined fixed return, then this work not be allowable. The concept of interest is regarded as unfair in Islamic law.
For an investment to be valid and compliant under Sharia law, this means that there can be no guaranteed return.

Loans by Trustees to beneficiaries, apart from interest free loans, would not be permitted, since if interest is charged, the profit element of the investment is considered haram. Also Loans to 3rd parties on an interest basis as a means of a trust investment, lastly Currency options are usually not permitted.
The below options are compliant with shariah law when wanting to invest.

· 
Leasing (Ijar) – a leasing agreement by Islamic banking institutions, the most common form is a hire-purchase agreement. Goods are delivered immediately, with the lessee paying for the goods in installments, the property being transferred to the lessee upon the agreed final installment (no interest is charged though on any of the installments).

· A type of futures contract known as salam whereby a pre-determined price is paid for goods either sold or bought which are to be delivered on a certain date in the future.

· Unit Trusts – such an investment is favoured by Islamic banks. An investor, in investing in a unit trust invests his capital together with other individuals without any guarantee of a fixed return on that capital. Although the value of each unit may go up it may also go down. It is this element of risk without a guaranteed return which makes any profits made on such an investment halal, and therefore, Sharia compliant.


· Equities – the investing in stocks and shares directly is Sharia compliant. The profits derived from the investment in shares, dividends and a rise in the value of each share, re both in keeping with Sharia law principles. Dividends are by their very nature not guaranteed, being at the discretion of the company’s board and can fluctuate in value. Likewise, an investor is not guaranteed to make any capital gain on the initial equity investment, since the value of shares may fluctuate up or down. Any profit from shares is therefore, in principle, halal since the investor in making the investment is not guaranteed a fixed or predetermined share of the profits and puts his equity at risk.

· A form of business financing known as mudarabah which is almost identical to common forms of venture capital financing. Here equity is provided to a business in return for a share of the profits which the business will generate, such share being determined between the parties. Once again, the investor is putting his capital at risk and is not guaranteed a fixed or pre-determined share of any profits. The profit is clearly halal. 

· Joint Venture Vehicles – known as musharaka, unlike mudarabah, the investor gets involved in the running of the business. Here investors each contribute capital to a business, sharing the profits in proportion to their original investments. As with venture capital financing, the fact that the investor is not guaranteed a return and risks losing his capital makes any profits derived from this form of investment halal.


v) The basics of philosophy of Islamic finance are mainly based on avoiding any type of interest on any return resulting from a loan or debt as a profit. Therefore the financial transactions must representative of real transactions or the sale of goods/ services. 

The Islamic principles are followed: 

	Avoiding Interest

	To avoid any interest or extra return from a loan or a debt, also commonly known as Riba.

	Avoiding Gharar 

	When one enters into a contract with unlimited risk or uncertain what the outcome maybe, usually when the party does not have full contract explained.

	Avoiding Gambling & Games of Chance 
	Under Shari’ah this type of doings are also prohibited such as bonds, lottery and gambling, as these are all based upon chance and unknown of the end outcome. 





There are other alternative financing principles which are used by Islamic banks today with many sought out techniques to do their business, often combining more than 1 together. Below is a list of the alternatives:
1. Mudarabah – formation of partnership where 1 party provides capital, other party provides the skills.
2. Musharakah – PLS arrangement, permanent equity investments
3. Murabaha – purchase goods on customers demand
4. Salam – providing funds against the onward purchase 
5. Ijarah – leasing assets and receiving rental
6. Istisna – engaging person who maybe a financing agent to manufacture

vi) According to the Shariah Compliance the following items could be leased:

1. House 
2. Ship 
3. Motor Vehicles
4. Shop 


Question 2)
Conventional banks who deal in money, the public gives money as a loan and gain interest over time, then the bank will use that loan to assist the people who require advances or companies such as Startup Company or expanding, through this again interest is charged.
The Islamic banks deal in goods and documents, not in money. The use of money would still be used for transactions such as purchasing the goods or exchanging which is then leased or sold onwards. 
The Islamic banks also are a middle party for saver, investors and also for the fund user making sure all the goods or documents are representing ownership of the real estate. 
The Islamic bank has to also make sure that all sales and leasing contracts are in line with the Shariah law guidelines. Some examples listed below:

	Ijara
	· Works as a leasing arrangement: the bank buys something for a customer and then leases it back to them. Different forms of leasing are permissible, including those where part payment goes toward the final purchase. For example help you buy a car or to help a business buy equipment.

	Murabaha
	· 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. For example to provide a mortgage on a property. The property is registered to the buyer from the start.


	Musharaka
	· 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
	· 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 shariah-compliant trading activities to generate a target profit for them.





Question 3)
Time value of money in Islam is a basic investment concept used in the conventional theory of finance. Shariah does consider and does not prevent any growth in a loan given to cover the price of a product/service in any sale contract to be paid at a future date. 
However addition to the price once agreed is prohibited because of any delay in its payments. This is because once the product/service is sold, its generated debt in the buyers name and therefore the seller cannot re-price after.
Difference between cash and credit prices of product/service may be considered if there is a genuine market place, for example product sold for £50 in 1 part of the town during the peak times and same product sold for less late that evening.
 The concept of time value of money follows the rules under Shariah prohibiting mutual exchange of gold, silver, monetary values unless done at the same time.
Since it falls as a primary principle of finance, the time value of money can be applicable to both conventional as well as Islamic finance.
Shariah also requires that a loan be due in the same currency in which it was given. The value of paper currencies varies due to changes in many variables over which the two parties of a loan contract usually have no control. 

Case Study

A) [bookmark: _GoBack]In what sense is a car Ijara interest-free?
Ijara is an Islamic mode of finance adopted by Islamic banks.  Ijara (leasing) is a medium to long-term method of financing capital equipment or property.  A contract is formed where the customer select the equipment or property to be financed by the bank and the bank then purchases the assets from the dealer or supplier and leases it to the customer for an agreed time.   In some cases, the customer can have the option to buy the asset at agreed price depending on it value and condition.
Car Ijara is a sharia compliant car leasing scheme.  It is interest FREE, it is simply a rental agreement.
The car remains under the ownership and at the risk of the bank and the customer only pays the rental whilst he is using it, (same like living in a rented house).
Leasing was not originally a mode of financing but it became an alternative to conventional car financing.  The leasing mode should be based on fixed conditions and not be used to substitute “interest”.  To maintain differentiation there must be a significant difference between leasing and an interest bearing loan. 
However, the main difference is in the form of the contract.  An Islamic structured contract will be in accordance with the Islamic jurisdiction, displaying sharia compliant conditions, anything relating to Riba will not be visible in the contract. 


B) What is the difference between a Conventional lease and an Islamic lease?
The main difference between the two is that under the Islamic lease the asset/property remains under the banks ownership for the duration of the agreement.  Meaning, leasing a car directly from a car dealer or manufacturer maybe allowed, if all the conditions are sharia compliant.  
However, it worth investigating as most dealers use banks/financial intermediaries to provide loans for the present value of the lease and then charge the customer interest (Riba) on the given loan.  This would therefore be in contradiction with the Islamic leasing principles.
Below are the main differences between the conventional and Islamic leases:

	Conventional Lease
	Islamic Lease

	
Financial agency gives a loan for the customer to buy a car and charges interest (Riba) based on the borrowed amount and the duration it’s borrowed for.  The loan repayment amount can be unpredictable as it depends on the banks base rates.

	
Financial agency buys the car/asset for the customer and then rents it out to the customer for a fixed time and amount.  

	
Customer owns the car/property from day one


	
Financial agency owns for full duration of the lease 

	
Customer is responsible for the maintenance and repairing the asset/property.

	
The financial agency is responsible for the maintenance and repairing the asset property.

	
100% responsible for risk and loss as the ownership is in customer’s name.
	
Customer is only liable for losses caused to the asset due to mis-use or negligence.  In some cases for excessive wear and tear.

	
Customer must insure the asset as customer owns it.

	
Financial agency will insure the asset as it’s under their ownership.
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