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the risk of loss arises if the supplier delays or cannot
delivers the asset in prescribed time frame.

Risk management:

» Since the supplier is selected by the customer
therefore; it is permissible that Islamic financial
institution may take undertaking / guarantee of
supplier behavior from the customer in his personal
capacity (not as an agent) and to make the loss good
to the Islamic financial institution if it is suffered due
to the supplier delay or miss commitment in respect
of delivery of the asset.

. The Islamic financial institution may obtain
Himesh Jiddiyah (security deposit) from the
customer for any loss suffered by the Bank in
respect of supplier behavior, if required.

¢) Ownership risk and transportation risk:

Since the Islamic finance deals with handling,
managing and trading of the asset therefore; it is
mandatory in Murabaha that the Islamic financial
institution takes the ownership of the asset
purchased from the supplier. By virtue of ownership,
the institution acquires the risks and rewards of the
purchased asset irrespective of the time factor which
maybe for a shorter period of time or otherwise.
Similarly transportation risk is another event which
may cause harm to the interest of the Islamic
financial institution if the ownership title lies with
institution. The institution suffers the loss, in case of
any damage caused in transportation of asset which
is purchased from distant destination. The Islamic
financial institution is exposed to risk during the
entire period of ownership of the asset.

Risk management:

e The Islamic financial institution may take the
measures to shorten the time frame of the ownership
by transferring the ownership title to the customer at
earliest.

 The institution may send the Officials to represent
the Bank in execution of sale of asset to the
customer to the nearest place of delivery from where
the asset is purchased.

* The institution may seek Takaful or insurance
services (if Takaful services are not available) if
convenient.

d) Benchmark Risk:

The mark up charged in Murabaha is based on two
indicators; first, the bench mark rate with which the
rate of return is attached and second the risk
premium which is added to the bench mark rate.
There is no Shari’ah issue to attach the benchmark
rate with LIBOR or any other well defined financial
indicator. The nature of a Murabaha financial instru-
ment is as such that the mark-up is fixed for the
duration of the contract. Hence, in case of any
fluctuation of bench mark, the price of the Murabaha
commodity (cost of acquiring and mark up) cannot
be re-adjusted afterwards. This phenomenon may
add on to an opportunity loss to the financial institu-
tion.

Risk management strategy:

* In order to mitigate the benchmark risk in
Murabaha financing, the tenure of Murabaha is
required to be at lesser side such as three months, 6
months or not more than year.

Written by: Ali Mushtaq
Islamic Banking Professional
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any significant decline of price of commodity may
affect the intentions of the customer to withdraw
from his decision / commitment under Master
Murabaha Agreement. In such a case the financial
institution is left with no option but to sell the
commodity on the same low price in the Market and
is exposed to suffer losses.

Risk management strategy:

» Strong contractual obligations needs to be
enforced which restrict the customer to stand to his
commitment.

* The Financial Institution may obtain Himesh-
Jiddiyah (security deposit) for any loss suffered by
the Bank in  respect of  customer’s
miss-commitment, if required.

d) Exchange risk:

It has to be kept in mind that the profit on
Murabaha can only be charged subsequent to the
sale carried out with the customers. There might be
instances that the price of commodity is credited to
supplier and the delivery of commodity may take
place a day or few. In this instance the profit
charging takes place at the time/after the sale
process between the Bank and the customer. The
financial institution is exposed to exchange risk, if
the payment is made in foreign currency to supplier
residing out of the country and the customer has
been extended with Murabaha financing in local
currency. It is due to the fact that the currency
exchange took place at one rate at the time of credit-
ing supplier’s account and the exchange rate may
differ at the time of sales declaration.

Risk management strategy:

» Risk premium in terms of exchange rate fluctua-
tion, considering the historic developments, is to be
added on in the cost of acquiring commodity.

» Financial institution may extend the financing in
same currency of trading, if convenient or consider-
ing the open position of the Bank.

ii. Pre-sale risk profile of Murabaha:

In MPO, there are risks factors which are predomi-
nant particularly before the execution of sale of
Murabaha asset to the customer which are distinc-

v

tively unique in nature and relates to handling and
managing of assets along with complying with the
commitments and behavior of associated parties.

a) Customer’s commitment risk:

The Islamic financial institution undertakes a
Master Murabaha agreement (MOU) with the
customer to purchase a desired asset for the financ-
ing customer with added profit margin. Since the
Murabaha asset is not under ownership or posses-
sion of the Bank at the time of signing the MOU,
therefore; the institution promises to buy the asset
from supplier and the customer promises to
purchase the asset from the institution through
Murabaha sale agreement. The risk originates in
case the institution buys the asset from the supplier
but the customer breaches the terms of MOU and
shows his unwillingness to buy the asset through
Murabaha sale agreement. Subsequently, the cash
flow of the Bank is effected and the Bank is left
stranded with the asset which may be sold in the
Market. In this scenario the Bank may suffer loss in
two angles. Firstly the time factor which comes into
play if the asset is sold in the open Market and
secondly the institution may not be able to get the
desired price of asset in the Market.

Risk management:

» Strong contractual obligations will be enforced
which restrict the customer to stand to his commit-
ment.

» The Islamic financial institution will purchase the
desired asset after satisfying all the requirements in
respect of collateral obligations.

e The Islamic financial institution may obtain
Himesh Jiddiyah (security deposit) for any loss
suffered by the Bank in respect of customer’s
miss-commitment, if required.

b) Supplier Behavior risk:

In MPO the supplier behavior is significant which
may expose the institution to risk of loss due
delayed delivery of asset and which results in
negative impact on cash flows of the institution.
Since the bank often pays to the supplier for the
ownership of the asset before the delivery therefore;
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Murabaha concept. The product version is amended
and updated in a way that it corresponds to the need
of the customer of Islamic banking as well as
keeping its Shari’ah parameters intact. In MPO, the
Bank appoints the customer as an agent and author-
ize him to conduct a purchase of asset which is
ultimately sold to the customer on credit terms.

It is worth to mention that being a sale based transac-
tion the customer is indebted by the Bank and is liable
to repay the Murabaha price which includes profit to
the Bank. Subsequent to the sale of asset to the
customer in MPO and transfer of possession and owner-
ship, the Credit risk status is deemed to be the same as
a loan advanced to a customer in conventional credit.
Therefore, in MPO the credit risk is almost at par with
the credit risk of any loan of a conventional after the
execution of sale of asset by the bank.

The risk profile of Murabaha can be divided into two
categories:

 Post-sale risk profile of Murabaha.
* Pre- sale risk profile of Murabaha.

i. Post-sale risk profile of Murabaha:

In Murabaha the post-sale risk of the financing is
almost equal to the credit risk as defined above. As it is
sale based transaction and the customer after the
purchase of the asset is indebted by the Bank in the
same way and manner as in case of conventional loan.
However, there are additional and unique risks which
are different and need to be identified and managed in
this case.

a) Delay in payments of installments:

It refers to delay in installment by the customer in

pursuance of the agreed Murabaha payment schedule.
In such a case the Bank may inflict a penalty to the
customer same as the conventional lending but the
amount of penalty is channeled to charity account as
mutually agreed in the agreement instead of recognized
income of the financial institution.
The Islamicfinancial institution suffers the shortfall of
cash inflow which is not compensated by the customer
as the penalty amount is channeled to Charity account
of the Bank.

Risk management strategy:
* The financial institution may add / inflict a penalty

clause mutually agreed by both parties or may take an
undertaking from the customer to credit the Charity
account of the Islamic financial institution in case of
default of payment in order to create deterrence for
delayed payment.

» The contractual obligations may be strongly spelt in
the agreement, keeping in view the legal and Shari’ah
aspects, to ensure compliance by the customer in
payment of installment.

b) Default in payment of Murabaha at the
time or after maturity of facility:

In MPO, the Islamic financial institution is not
allowed to charge the customer with additional
payment unlike conventional Banks. The price of the
asset at the time of sale in MPO cannot be increased
even if the facility period is matured. Hence, the
customer cannot be charged for the days above the
maturity period in case of default. It is also not permissi-
ble to arrange e re-structuring / role over of Murabaha
facility by the Bank in order to be compensated for the
delayed period.

Risk management strategy:

e The Islamic financial institution may add a penalty
clause mutually agreed by both parties or may take an
undertaking from the customer to credit the Charity
account in case of intentional or unintentional default
by the customer in order to create deterrence against
miss using the features of Murabaha product.

e The alarming indicators may be conducted by
monitoring the business of the customer after
disbursement and to get the updated information and
status of the customer business.

» The contractual stipulations may be embedded to
initiate early recovery process in order to save time
and avoid opportunity losses.

¢) Commodity price risk:

As mentioned earlier that Islamic Banking deals in
assets therefore; the risk of managing and handling
of assets are additional risk indicators to be consid-
ered. A commodity price risk arises as a result of the
bank holding commodities or durable assets at the
time between the taking of ownership and posses-
sion of the commodity from supplier till selling of
the same to the customer. Since the financial institu-
tion holds the ownership in the mentioned interval,
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RISK PROFILE OF MURABAHA FINANCING
AND RISK MITIGATION TOOLS

Risk is a probability of occurrence of an event
which may have negative impact on profitability of
the organization. Risk, in Islamic Banking, entails
both vulnerability of asset values and opportunities
of income growth. Islamic Banking is unique due to
the fact that it involves inherent features of manag-
ing and handling of asset which exposes the financer
to additional risks besides usual financing risks in
conventional Banking. Each Islamic Banking
financial product carries unique product profile risk
that emanates from the structure and the process
flow of the Islamic financial product. In order to
manage the risk profile of different products, it is
mandatory to understand and identify the additional
risks of each Islamic product.

Islamic banks perceived to face two types of risks
firstly, risks that are similar to those confronted by
conventional lending products and risks that are

unique owing to their compliance with the shari’ah.
Islamic financial products are a little complicated in
their entirety due to completely different individual
characteristics of each product along with their
terms and conditions of applicability unlike conven-
tional concept of money versus money.
Murabaha is one of the widely used product in
building asset portfolio of the Banks. Since
Murababha is a sale based product, the profit return is
fixed and is presumed to have same risk profile as a
conventional loan. However, the risk profile of
Murabaha financing is multidimensional and is not
as same as it is perceived.
Identification and management of
additional/ UNIQUE risk in Murabaha
financing

Murabaha to the Purchased Orderer (MPO) is an
Islamic banking financing product based on
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