[image: BOLC_Logo]                                                                  
 (
   
Assignment Cover Sheet
)



	Student Name:
	Yassine ben Ali Oubay

	Student Number:
	6823

	Course:
	Diploma in Islamic Banking & Finance (Level4)

	Assignment NO:
	08



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. 
	1. short answers:
 
i. Musawamah (bargaining sale/negotiated sale) is a type of sale in which the seller and buyer negotiate a selling price of a subject-matter or a commodity to be traded without reference by the seller to either costs or asking price.

ii. Murabaha sale (sale on mutually agreed profit) is a contract of sale in which the seller declares the purchase cost and the profit mark-up of certain commodity required by a buyer.

iii. Commodity Murabaha or Tawarruq (or reverse Murabaha) is a Murabaha-based, short-term placement operation that involves the purchase and sale of commodities in the international markets, e.g. London Metal Exchange (LME). Islamic banks buy raw materials (for example metals) from a broker A, to resell them then to broker B on deferred payment for profit. Subsequently, the broker B sells the asset to a third party for cash at price less than the deferred price with the aim to receive cash. The purpose of the above arrangement is to obtain immediate cash and not for the purpose of acquiring the asset or benefiting from the commodity. Therefore, in view of many scholars, this transaction is considered as a deception that may damage the Islamic banking industry in the long run.

iv. Murabaha to Purchase Order (MPO) (Murabaha lil ‘amri bil Shira or ‘Murabaha li Wa‘da bi Shira) is a sale of specified goods at acquisition cost plus an agreed profit markup based on promise (wa’d) to purchase given by the purchaser. The general structure of this variant of Murabaha is the following:
(1) Customer places an order with Islamic bank to purchase goods with the promise to buy it.
(2) Islamic bank purchase and pays for the goods from the vendor.
(3) Islamic bank executes a murabaha contract of sale with customer and delivers the goods.
(4) The customer pays for the goods on an installment basis to the bank.

v. Rollover in Murabaha means a repricing of Murabaha goods which ensues default by the purchaser of such goods. The bank, in a case of default on the Murabaha receivable, enter into another Murabaha and extend the period of payment on an additional mark-up charged from the client which practically means that another separate Murabaha is booked on the same commodity. The roll-over in Murabaha is explicit interest (Riba) because it is an arrangement to charge an added amount on the debt created by the Murabaha sale.

vi. Following are some various issues involved in a Murabaha contract:
- The promise to purchase (Binding or Non-binding): Most of the Islamic banks treat the promise to purchase as an obligation vis-à-vis the client. Other jurists are of the opinion that the obligation does not apply to the customer. The customer even after having given the order and paid, may request the cancellation of the contract. The most important risk related to the Murabaha emanates from this diversity of apprehension of the legal nature of the promise. 
- Avoiding buy-back : The borrower and the lender sell and resell an object between them, once for cash and then for a higher price on credit; however this is considered prohibited because it includes Bai‘ al ‘Inah, so the bank should make sure that the client does not already own the commodity.
- Khiyar option to rescind the sale: If goods are not satisfactory, khiyar is available for the client who can reject the good  before the execution of Murabaha. as a result, the bank will be carrying a much larger risk. To avoid it in practice, banks are making the customer the agent (the bank can get a performance guarantee that the client will be responsible in respect of the quality of the goods).
- Time of executing Murabaha: Murabaha has to be executed only after the bank has taken possession and the good exists; however, there are references in some edicts to sale occurring before that. This might create a credibility problem for Islamic banking.
- Defaults by the clients: Another issue with Murabahah is that if the client defaults in payment of the price at the due date, the price cannot be changed nor can penalty fees be charged. Banks require in the contract that clients should pay to charity in case of default.
- Rebates on early payments: Sometimes the debtors want to pay early to get discounts. However, the majority of Muslim Scholars consider this to be Haram. However if the Islamic bank or financial institution gives somebody a rebate on its own, it is not objectionable especially if the client is needy. 
- Rollover in Murabaha: Murabahah transaction cannot be rolled over for a further period as the old contract ends.
- Murabaha through shares: Banks can purchase shares through an agent client and sell them to other clients through Murabaha. However, banks should make payments directly to the brokers and the bank has to take the risk of price for three days (time required for settlement).
- Commodity Murabaha: The bank purchases an item from broker A and sells it to the client on deferred payments. The client then sells the commodity to broker B with immediate payment. However, this does include interest plus the brokerage cost makes the product less competitive.

vii. The available options for conducting Murabaha trading are:
1) Direct trading by Bank Management:  This technique could lead to a lot of managerial problems because it is not possible for banks to train all staff in trading required for Islamic banking practices. However, this issue can be resolved through the introduction of internal controls. 
2) Bank purchases through a third party: After purchase from the supplier, banks stand liable if anything goes wrong until handing the asset over to the Murabaha clients. The risk of transportation of the goods is guaranteed by the owner, which is the bank. ) or the latter arrangement, the package would include:
- an agreement to sell, which is the client(s request and promise that he will  purchase the specified commodity from the bank 
- the sale price, that will include the cost price, the contract price and the  payment date
- the sale deed executed at the time when the commodity is in the ownership and risk of the bank 
3) Murabaha through the client as agent 
This is the safest way for banks to avoid commodity-based risks and related problems. However, this requires extra care to keep it Shar’i compliant. The first requirement is that goods come under the ownership and risk of the bank.

viii. The need for MPO arises from:
- Banks do not normally undertake business where they might be maintaining inventories of various goods because they do not want to become grocers because of inventory storage (holding costs might be expensive).
- It may not be possible for banks to purchase all items in advance because there could be continuous additions to the list.
- The bank might not be aware of the source of availability of the best quality goods the clients need.
- Central banks want to save banks from the asset and market risks related to goods/ as a result, banks purchase only those goods for which they receive requisition from their clients.


2. Prerequisites of the various stages of MPO are discussed below: 
1) Pre-promise stage
Murabaha cannot be used for providing cash financing, and commodities that are subject to B'ai al Sarf are not valid because exchange has to be hand to hand. banks should insure that the client needs some goods. It is not possible to transfer a contract that has already been executed between the client and the supplier.
2) Promise stage
The master Murabaha facility agreement (MoU) should be signed (the limit of the facility, nature of commodity, profit margin, schedule of payments and other terms are mutually stipulated). It also includes a promissory note.
3) Purchase Requisition
[bookmark: _GoBack]The client will submit a requisition to the bank to purchase the commodity (contains details the goods and delivery). The client will also give an undertaking that he will buy the good. If the supplier is nominated by the client, the bank may demand a performance bond or guarantee for good performance. Hamish Jiddiyah can also be demanded from the customer to assess his sincerity. It is advisable that the bank makes payment directly to the supplier/ advanced payment can also be made, in this case the bank would charge a higher profit margin.
4) Purchasing stage
The client should purchase the good as the agent of the bank. If the cost price is already given and the supplier gives a rebate, it should be passed onto the client at the time of execution of the sale by reducing the cost. If there is a rise in the price, the bank must be informed in order to make a decision whether to accept it or not.
5) Acquisition of title and possession of the asset 
It is necessary that the bank take ownership of the good before execution of Murabaha. Also, the good must exist at the time of the execution of the Murabaha. The time when the risk is passed on from the supplier to the bank and from the bank to the client should be clearly specified. All ownership-related expenses like Takaful until this point need to be paid by the bank.
6) Execution of Murabaha stage
The client should give a possession report and make an offer to purchase the good acquired by him. All the terms of the Murabaha transaction (contract price, due date and schedule of payments) should be mentioned in the letter of acceptance provided by the bank. buyer and seller become debtor and creditor/ after this, the bank will not  be liable for any harm to the goods.
7) Security against Murabaha Price
The bank can ask the customer to furnish security to its satisfaction for timely  payment of the deferred price (such as a lien on deposits, a mortgage charge on  properties, bank guarantees etc.)


3. In Murabaha, Islamic banks have to face additional asset risk, greater fiduciary risks, greater legal risk and the Shari’a 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. 
To reduce counterparty risks related to the contract of Murabaha, the payment of an upstream important Commission has become a common practice. To avoid the risk of refusal of goods sponsored by the customer, we can make the proposal that the execution of the contract Murabaha is compulsory for the customer and not for the bank. This implies that the bank, as an institution, will honor to these contractual commitments by funding the operation of purchase of goods, even if the contract does not acquire a mandatory character toward it. Also, Hamish Jiddiyah may be taken, from which the bank can cover its actual loss.
However, various techniques used for mitigating risk in Murabaha contract are described below:
1) Pre-Sale Risks Mitigation: 
- Loss/Damage of good before delivery: Before delivery, the good is bank’s responsibility
Risks mitigated by: Minimize the period of holding (time between purchase and sale). If time is long insurance can be bought.
- Refusal of the Buyer to take Delivery: The bank is left with the good
Risks minimized by: The bank purchases the good with a right to return it within a specified time. The bank sells the good and client pays the difference between cost and sale price. 
- Market (price) risk: Risk of changes in price prior to delivery of good to client.
Risks mitigated by: Minimizing the holding time by selling immediately after buying.
2) Post-Sale Risks Mitigation:
- Latent Defects in Goods: It is possible that the good supplied by the supplier is defective.
Risks minimized by: transferring the liability to the vendor/supplier (through warranty).
- Settlement (credit) Risk: The risk that the client will not pay his/her dues on time or default
Risk minimized by: The bank can ask for a guarantee (sign a guarantee agreement), Ask for a security or collateral—can sell the collateral if debtor defaults, Impose penalty for delinquency problem. 
- Market (benchmark rate) risk: The risk that the returns of the bank will be affected if the benchmark rate changes.
Risks minimized by: The contracts are usually of short-run duration.
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