Chapter 13 Raising Short and Long Term Finance through Islamic Financing
Answer 1

(a)
The following are the main principles of Islamic finance:

· All investments must be made according to the rules of Shariah (Islamic Law).

· No transaction must be carried out for goods that are not halal, e.g. alcohol, gambling, drugs, etc.

· The risk relating to a transaction must be shared. The entities investing funds and the entities managing the funds share the business risk in return for a share in profit.

· The following are prohibited:

· Riba, i.e. payment or receipt of interest

· Masir, i.e. speculation or gambling

· Gaharar, i.e. uncertainty regarding the subject of sale or the terms of the contract. A person must not trade in things that they do not own.

(b)

The word “riba” means excess, increase or addition. Under Islamic laws it is prohibited because it refers to any excess compensation without due consideration. The ban on riba means that interest cannot be charged under Islamic finance. Due to this, suppliers of funds under Islamic finance use profit sharing or fee based approach for obtaining returns on the funds provided by them.

(c)

Ijara is a leasing contract that allows an entity to obtain an asset on lease for a specific time and cost. Under ijara, the lessor acquires an asset and leases it out for a rental fee. The rental fee consists of the capital cost of the asset and the profit margin of the lessor.

(d)
The features of sukuk are:

· They are asset-backed securities.

· There is an active secondary market where they can be traded.

· Their holders obtain a proportional beneficial ownership in the underlying assets.

· They are entitled for a share in the revenues earned from the sukuk assets.

· A share from the realization proceeds of the sukuk assets is paid to the sukuk holder.

Answer 2

(a)
Rizwan has entered into a conract with Hamza that is attributed to a future date. Such contracts are not allowed under Islamic finance and hence it is invalid.
(b)
Islamic finance prohibits a person from entering into contracts for selling goods that they do not own. Hence, a contract to sell goods that one does not own is void under Islamic finance.

(c)
According to Islam, money has no intrinsic value, i.e. it is only a measure of value. Hence, under Islamic finance money has no value for itself and there should be no charge for using it.
(d)
The difference between murahaba and musharaka is that under murahaba there is no obligation on all the partners/shareholders to invest in the business.

Answer 3
(a)

The following are the differences between Islamic finance and conventional finance:

	
	Islamic finance
	Conventional finance

	Religious principles
	Adheres to the principles of Islam
	Does not follow rules of any religion

	Debt capital
	Receipt and payment of interest is prohibited. Hence, debt securities cannot be issued.
	No prohibition on debt securities.

	Hybrid securities
	Cannot be issued because they are part debt.
	No prohibition. They are used to raise capital.

	Speculation
	Is not allowed
	Is allowed

	Halal goods
	Only supports businesses in halal goods.
	Trading in all types of goods is allowed as long they do not violate any applicable law.

	Trading in nonexistent goods
	Void
	Allowed

	Ownership of the subject of the trade
	Required
	Not required

	Possession of the subject of sale
	Physical or constructive possession is required
	Not required

	Sale at future date
	Prohibited
	Allowed

	Conditional sale
	Allowed only when the condition according to the usage of trade is recognized as a part of the transaction
	Allowed. Frequently used in real estate transactions.


(b)
Murahaba is a contract of sale between a financer and its client for financing the acquisition of assets by the client. The price consists of the cost the asset and premium (profit margin agreed between the financer and its client). There are two ways for the client to pay the bank for the asset:

· Deferred payment

· Repayment in instalments

Steps involved in Murahaba

Step 1: an agreement is signed between the financer and its client that from time to time the financer will sell assets, the client will require and purchase them. The assets will be sold at a premium to the client. The margin of premium and repayment schedule will be mentioned in the agreement.

Step 2: when the client requires an asset, the financer will appoint the client as its agent to purchase the asset.

Step 3: the client will buy the asset as the financer’s agent and will take possession of the asset.

Step 4: the client will inform the financer that the asset has been purchased by it as the financer’s agent. The client will immediately give an offer to the financer to buy the asset.

Step 5: the financer will accept the client’s offer and will sell the asset at a premium to the client. The client will pay for the asset as determined according to the agreement signed in step 1.

