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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. 
	1. Multiple Choice Questions:

i. In Arabic, a game of chance is known as: b. Maysir.

ii. ‘Gharar’ refers to contracts where: a. Full contract implications are not known to the parties.

iii. A Mudaraba Contract is settled between an Islamic bank and a client as follows: c. The bank provides capital and the client provides her efforts.

2. Which of the following are Islamic investment vehicles? And which of these are conventional investment vehicles. Make two separate columns for the two types of investment vehicles.

	Islamic investment vehicles
	Conventional investment vehicles

	Savings account – income derived from undetermined profit.
	Savings account – income derived from  fixed interest.

	Bonds – income derived from buying & selling.
	Bonds – income derived from interest.

	Stocks – income derived from dividends and capital but with the exception that the company must be sharia’ compliance.
	Stocks – income derived from dividends and capital gains. 



3. Short Questions:

i. What is the difference between ‘Mudharaba’ and ‘Murabaha’ investment contracts?

The difference between Mudharaba and the Murabaha is that the former is used to finance projects while the latter is used to finance purchase of assets and goods.

Mudharaba is a form of partnership where Islamic Bank, on behalf of itself or on behalf of its depositors (referred to as mudarib), provides the capital for the purpose of financing a project, which is then fully managed by the customer (rabb al-mal). The profits are shared between the financier and the customer according to a fixed, predetermined ratio. 

Murabaha on the other hand, is a type of contract where a bank purchases an asset or goods from a third party, and then resells them to its client with a mark-up. The mark-up is charged for the services that the bank provides. The major difference between Murabaha and interest-based lending is that in Murabaha, the mark-up does not increase in case of missed or late payment, whereas in normal interest-based lending, the bank would charge the customer late payment fee. Also, the risks are carried by the bank as it owns the goods between the two sales. (Introduction to Islamic Banking & Finance, 2017).

ii. Define Takaful.

Conventional insurance business carries uncertainty in dealings and investment in interest-bearing assets, the two aspects that are non-compliant with Sharia’ law by which Islamic Banking is guided. Takaful is commonly referred to as Islamic Insurance that complies with the Sharia’ and so has been approved by Muslim scholars. 

In line with Sharia’ law, it is widely agreed by Muslim jurists that insurance used by Muslim communities should be based on principles of mutuality and co-operation and all parties involved in the policy should share responsibility. Hence in Takaful the ownership is passed to the policyholders who are joint investors with the insurance vendor (the takaful operator), who acts as a mudarib – a manager or an entrepreneurial agent for the policyholders. Both profits and losses are shared between the policyholders. There is no legal guarantee for a positive return on policies, as any fixed profit guarantee would be regarded as receiving of interest (or riba in Arabic) which is prohibited in Islam and Islamic banking transactions. The most common kinds of Takaful plans available now are general, health and family (life) insurance. (Institute of Islamic Banking and Insurance, 2017).

iii. Outline the principles of Islamic Finance.

Islamic Finance is a way of finance that complies with the Sharia’ law and hence is a desirable substitute to Conventional Finance for Muslim communities across the globe. Islamic Finance models are dedicated to the elimination of the payment and receipt of interest (riba) in all forms as well as uncertainty, deception and risk (referred to as gharar). It is this that makes Islamic banks and other Islamic financial institutions different in principle from their Western counterparts. The fundamental sources of Islam are the Holy Qur’an and the sunna (the teachings and traditions of the Prophet Muhammad). Both of these sources treat interest as an act of exploitation and injustice and as such it is inconsistent with Islamic notions of fairness and property rights. (Elgar, 2007).

The figure below illustrates how Islamic Banking and Conventional Banking models function.



Figure 1. Difference between Islamic Banking and Conventional Banking




(Academy for International Modern Studies (AIMS), 2017).

iv. What replaces interest rate mechanism in an Islamic framework?

In Islamic finance, interest-bearing contracts are replaced by partnerships that are return-bearing contracts. Islamic banks provide savers with financial instruments such as Mudaraba and Musharaka. In these lending arrangements, profits are shared between the investors and the bank on a predetermined basis. The profit-and-loss sharing concept implies a direct concern with regard to the profitability of the physical investment on the part of the creditor (the Islamic bank). The Islamic bank has to focus on the return on the physical investment, because its own profitability is directly linked to the real rate of return unlike with interest-based system where such concerns are non-existent. (Introduction to Islamic Banking & Finance, 2017).

v. Write short notes on the following:

a. Ijara

Ijara is equivalent to conventional term of leasing. It is the sale of the right to use goods (manfa’a) for a set period of time. In practical terms, in Ijara, the bank buys and leases out an asset or equipment required by its client (a lessee) for a rental fee. The responsibility for maintenance and insurance is taken by the lessor (the bank) who also has all the rights to the ownership. To ensure that the rental remains in line with the market leasing rates and the residual value of the leased asset, the lessor has the right to renegotiate the terms of the lease payment at agreed intervals. It is not possible for the lessee to purchase the asset during or at the end of the lease term. However, this can be done through a different type of contract called Ijara Waiqtina. (Introduction to Islamic Banking and Finance, 2017).
             
b. Istisnaa

Istisnaa means asking someone to construct, build or manufacture an asset. In Islamic finance, Istisnaa is generally a long-term contract whereby a party undertakes to manufacture, build or construct assets, with an obligation from the manufacturer or producer to deliver them to the customer upon completion. In practical terms, the benefit of using Istisnaa for a customer is that payments can be made in installments linked to project completion, at delivery or after project completion.

Some good examples of Istisnaa are infrastructure projects such as construction of power plants, factories, roads, schools, hospitals, building and residential developments. The parties involved in an Istisnaa dealing are: the producer or manufacturer, the financier (bank) and the customer (purchaser of goods). 

In order for the Istisnaa to be valid, the price must be fixed from the beginning. In the event of any unforeseen event that causes a delay in delivery the price of Istisnaa can be amended, if it is mutually agreed. After the manufacturer has started the work, the contract cannot be cancelled. (Islamicbanker.com, 2017).

The below diagram illustrates how Istisnaa works:





Figure 2: Istisnaa Model
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(Islamic Banking and Finance, 2009)

c. Riba

Riba is best translated today as paying or receiving of any interest. This means money earned on the lending out of money itself, for example compound interest that is so known in the west. Islam holds a belief that money is only a medium of exchange, a way of defining the value of a thing and so it has no value in itself, and therefore should not be allowed to give rise to more money, via fixed interest payments, simply by being put in a bank or lent to someone else. (Islamic-banking.com, 2017).

Riba (or usury) is mentioned in the Holy Qur’an several times. The following is one of the examples: “but God has allowed trade and forbidden usury. Whoever, on receiving God’s warning, stops taking usury may keep his past gains- God will be his judge- but whoever goes back to usury will be an inhabitant of the Fire, there to remain. God blights usury, but blesses charitable deeds with multiple increase: He does not love the ungrateful sinner” (Abdel Haleem, 2010, p46.).

One of the most important reasons why interest is prohibited is because it is unfair (or zulm in Arabic). A contract based on interest can involve injustice to one of the parties, either the lender or the borrower. The following example illustrates how riba can be unjust to the borrower. Let’s assume John takes a loan and uses it in his business. Unfortunately the business is not making enough money and John eventually makes a loss. Through all efforts he has lost his labour and now also has to pay interest and the capital to the lender. The lender however, in spite of the fact that the business has ended up making a loss, gets his money as well as his interest, therefore it is unjust. (Introduction to Islamic Banking & Finance, 2017).

The burden of interest and suffering that irresponsible lenders have inflicted on individuals and societies can easily be seen in modern societies. A personal finance reporter, Brian Milligan, talks about debt in UK in his BBC News article. According to this article – an average UK household debt has reached £13,000. The results presented are based on figures from the Office for National Statistics (ONS) for the three months to the end of September 2016. According to the ONS, total unsecured debt hit an all-time high of £349bn at that point. (B. Milligan, 2017).

Interest based loans have become so widely accepted and used in modern economies that it is almost impossible to believe that there are financial institutions that refuse to enter into any transactions that involve interest.

d. Bai bi-thamin ajil

Bai bi-thaminajil involves a credit sale of goods on a deferred payment basis. At the request of its customer, the bank purchases an existing contract to buy certain goods on a deferred payment schedule, and then sells the goods back to the customer at an agreed price. The bank pays the original supplier upon delivery of the goods, while the bank’s customer can repay in a lump sum or make installment payments over an agreed period. (Introduction to Islamic Banking & Finance, 2017).

Case Study

Mr. Muhammad Adel is working full-time as a teacher and is based in the UK. He intends to buy a house but is interested in obtaining an Islamic Mortgage. The bank offers two types of Islamic mortgages – ‘Ijara’ and ‘Murabaha’. After getting information about both, he decides on the latter and wants to pay back in installments. He has been successful in getting the house finances.

Regarding the case above, answer the following questions:

a. What is the difference between ‘Ijara’ mortgage and ‘Murabaha’ mortgage?

Ijara Mortgage is the type of mortgage which can be described as “lease to own” while in the Murabaha Mortgage – lender resells house to borrower. In the UK for example, Ijara-based mortgages are by far the most popular and affordable unlike Murabaha mortgages. This is mainly due to the fact that Murabaha Mortgage requires a large amount of available capital.

This is how Ijara Mortgage works. First the buyer finds a property that he likes to purchase and agrees on a sale price with the seller. The buyer then agrees to take out a mortgage from his Islamic lender, agrees on amount required and the Islamic lender purchases the property for the customer. The buyer then agrees to pay back the purchase price of the property in fixed monthly installments. In addition to that, the buyer pays an agreed amount of rent each month (this is where the lender’s profit, that is legitimate under Sharia, comes from). The rent is set annually and decreases each year in line with buyer’s gradual repayment of the purchase price of the property. When the purchase price has been fully repaid to the lender, ownership of the property is fully-transferred from the lender to the buyer. Customers can borrow as much as 90% of the purchase price of the property using this system. (mortgagesorter, 2017).

With Murabaha Mortgage, the initial process is similar, except the buyer has to provide around a 20% deposit at the time of taking out the mortgage. The lender then buys the property and immediately resells it to the buyer for a higher price. This markup is considered to be Sharia’ compliant profit that the Islamic lender makes.
The buyer then pays back the lender the resale price in fixed installments until he fully owns the property. 
As mentioned above, a very large initial amount of capital is normally required by the borrower to take out a Murabaha Mortgage, hence why it is not as popular as Ijara. On top of that, because the lending term is typically no more than 15 years, monthly repayments tend to be quite high, making this type of mortgage less attractive and less affordable to most buyers. (mortgagesorter, 2017).

b. What is the difference between conventional house finance and ‘Murabaha’ house finance?

The difference between Murabaha house finance and conventional house finance is that the former is very transparent while the latter is not and this is why. 

With Murabaha mortgage the Islamic lender buys the property and resells it to the buyer with markup. The cost of the property to be sold as well as the profit on the sale is known to both parties as they must be clearly stated at the time of the sale agreement.

With conventional mortgage, lenders charge their customers interest that is either fixed or variable. If a customer opts in for the variable interest rate, he may end up paying higher interest if the rates do go up. This increases risk for the customer. On top of that, should the buyer not be able to keep up with the monthly mortgage payments, the lender will charge him late payment fees and the account will be in arrears. This can put a lot of stress on customer’s shoulders.

It is also important to mention that in Murabaha housing finance the exchange takes place between two different commodities: money is first exchanged for goods purchased and then goods are sold for money, while conventional banks lend their customers money and require them to pay back a greater value of money than what they borrowed. (Financial Islam – Islamic Finance, 2017).

On this mortgage, if he misses out some payments how will the bank react?

The reaction to Muhammad Adel’s missed payment will depend on his individual bank, as policies can differ from one financial provider to another. It is very likely that his bank will not charge him late/missed payment fee and Muhammad Adel will not face any major pressures from his mortgage provider as a consequence, given that he is able to keep up with the payments in the near future.

Initially Islamic Banks didn’t charge additional profit on late/missed payments in their Murabaha Mortgages. (Financial Islam- Islamic Finance, 2017). Many still follow the same path but some have already started looking into ways to introduce security measures in the form of such fees, in order to protect themselves. Policies where Islamic lender does not charge late/missed payment fees put banks at risk of being abused by delinquent customers. As a result, some financial advisory bodies and banks started taking action. The following example illustrates this point.

According to Islamic Bankers Resource Centre, BNM (Bank Negara Malaysia, the Central Bank of Malaysia), has came out with a comprehensive guide on how Islamic Banks in Malaysia can charge late payments on default accounts. Previously, BNM has only approved a 1.0% p.a. compensation on arrears. This was to cover the costs involved in managing non-performing accounts.  Non-Islamic Banks, in contrast, have been charging the usual loan interest rates as well as the penalty rate of 1.0% for delinquent accounts. For example, if the interest rate for the loan is 4.40%, non-Islamic Bank will charge 5.40% p.a. on the arrears. Until recently, non-Islamic Banks were also charging this based on a compounded basis. (Islamic Bankers: Resource Centre, 2017). 

It can be concluded that, as Islamic banks have to comply with Sharia’, it is very likely that even if slightly changed, late/missed payment fees will not reach same levels in Murabaha Mortgages as those being charged at conventional banks. Therefore customers who use Islamic Mortgages will be dealt with in a fairer manner and not face stressful consequences as a result of their financial difficulties. In the case of Muhammad Adel, he also will be better off with his Murabaha mortgage as opposed to conventional mortgage, should he face financial difficulties.
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