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(Musgrave, 1981). He classified assumptions into three types: negligi-
bility assumption, domain assumptions, and heuristic assumptions.

A. NEGLIGIBILITY ASSUMPTIONS

When some aspects of reality have little or no effect on the phe-
nomenon under investigation, we can ignore them without losing our
theory's realism. The number of green leaves on mulberry trees would
not influence figs' demand and supply. However, they would influence
the supply of mulberries in their season. Therefore, when the fig mar-
ket is studied, we can ignore mulberry trees, although they may have a
very indirect and roundabout effect, which can be assumed negligible.

Another example, favored by Milton Friedman’s (1953), is of a
heavy ball being dropped near the earth, which would fall in almost
the same place as if it had been dropped in a vacuum. In this case, our
theory would still maintain its realism if it ignores air friction. The im-
pact of air friction upon where the ball would fall would be negligible.
However, air résistance cannot be assumed away when dropping a
feather in the same manner.

Some go even further to claim a dialectical proposition that the more
significant the theory, the more unrealistic its underlying assumptions. Mus-
grave objects to such a claim.

B. DOMAIN ASSUMPTIONS

A domain assumption specifies the conditions under which theory
would apply. If domain assumptions were not fulfilled, the theory
would not be valid. In a country where potatoes are considered a good
substitute for bread, e.g., Ireland, a rise in the price of bread would
lead to a higher demand for potatoes. However, an increase in the
price of bread would not lead to a higher demand for potatoes, where
it is not a good substitute for bread, e.g., the GCC countries. Therefore,
we can say that an increase in bread price would lead to a higher de-
mand for potatoes if and only if potatoes are considered a good substi-
tute for bread.

C. HEURISTIC ASSUMPTIONS

A heuristic assumption is an assumption that is known to be false.
However, it is made as a first step to be replaced later on at the follow-
ing stage of analysis to reach a more general theory. It happens when
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economists use pure models. They can start with a pure barter model
(no medium of exchange), or a pure production model (no trade), and
so on, hoping to move forward in the next stage of analysis towards us-
ing more complicated (and therefore realistic) models.

The neoclassical economists started with a pure centralized ex-
change model without a medium of exchange to construct their theory
of value. Many expected to see exchange being decentralized and mon-
ey being introduced. However, they are still waiting.

Allan Musgrave gives the example of Newton’s assumption that the
solar system consisted only of the sun and the earth. It gave rise to the
theory that planets would follow elliptical orbits (which is a reasonable
medium-term guide to actual planetary orbits in our solar system).

In general, a heuristic assumption must be abandoned in the fol-
lowing stage to reach a better theory. Keeping heuristic assumptions
without further changing means the theory has not yet been devel-
oped. The neoclassical centralized-exchange general-equilibrium theory
is a good example. Since Leon Walras has been developed, it still has a
centralized exchange framework and is devoid of the medium of ex-
change.

VIII. CAN WE JUDGE A THEORY BY ITS ASSUMPTIONS?

Theories can be judged and evaluated by their assumptions. Using
Allan Musgrave’s classification of assumptions above, we can conclude
that theory may benefit from unrealistic assumptions if the theoretician
asserts from the beginning while providing correct arguments that
some factors are unimportant in determining the phenomena under
investigation. Still, they are included in the heuristic assumptions as a
first stage, to be abandoned later. The negligibility assumptions must
specify the domain of the theory, about which analysis must be directly
concerned. If the real-world phenomena are outside that domain, the
theory would not explain its domain phenomena. Even if it did, it
would have no relevance to reality.

Furthermore, unrealistic assumptions may be justified only as heu-
ristic devices used to simplify the process of deriving a more general
theory. It often happens in physical sciences. However, when critical
students complain about the many unrealistic assumptions in intro-
ductory economics courses, neoclassical economists often claim that
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such assumptions are dropped in more advanced courses. It, of course,
portrays the unrealistic assumptions as heuristic tools. Meanwhile,
such assumptions are never dropped in favor of more realistic assump-
tions.

IX. INSTRUMENTALISM VS SCIENTIFIC REALISM

Scientists have viewed their theories as an honest description of real-
ity, which would enable them to derive scientific laws that are not only
applicable to reality but also verifiable by reality. Philosopher J. R
Brown (2002) describes the success of physical sciences' current scien-
tific theories in three headings. First, they have organized and unified a
great variety of known phenomena. Second, they have been able “to
systematize the empirical data more extensively than previous theories.
Third, they get more correct predictions right than mere guessing
does*. Brown takes such success as evidence proving that any conclu-
sion derived from true premises must itself be true. In other words, the
realism of the underlying assumptions explains the success of their
theories. Realism, as Brown claims, quoting Hilary Putnam (1975a), is
the only explanation of the success of science. The alternative and per-
haps ludicrous explanation that it would be a miracle.

Meanwhile, in economics, Milton Friedman (1953) espoused in-
strumentalism, or what Samuelson sarcastically called the F-Twist. He
claimed that a theory could not be judged by its assumptions but only
by the accuracy of its predictions. Such a claim makes stargazers out of
scientists and allows science itself to be far removed from reality. It
confuses negligibility assumptions that ignore some minor details with
domain assumptions, determining the range of applicability of a given
theory.

Allan Musgrave argues most scientists reject an instrumentalist view
of science in favor of scientific realism. He considers a common belief
that theories should not merely predict reality but should, in some
sense, represent it. Ironically, Keen (2011) argues that this is the belief
of most economists about economic theory. However, this only im-
plies that neoclassical economists consider their theory's underlying as-

46 Obviously and perhaps enviously, we cannot say the same about neoclassical eco-
nomics.
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sumptions to conform to scientific realism. Instrumentalism is a
smokescreen to hide behind when facing a class rebellion.

Neoclassical economics students notice that the neoclassical theory
repeatedly uses the same small class of assumptions. It includes rational
utility-maximizing individuals, profit-maximizing firms, and ancillary
assumptions built on these foundations. Nonetheless, neoclassical
economists deeply believe that their assumptions introduce the essen-
tial elements of reality into the analysis. Should they be excluded, their
theory would be deemed wunrealistic. Furthermore, Keen (2011) claims
that even economic journals filter out papers that do not make this
core set of assumptions.

X. FURTHER DISCUSSION ON INSTRUMENTALISM

How long does it take a rock to reach a surface when dropped from
a certain height? Physicists answer by assuming the rock is falling in a
vacuum, despite the presence of air that rubs against the stone and
slows it down. If the effect of air is sufficiently small, assuming it away
will not influence the answer. Assuming away the impact of the at-
mosphere is a simplifying assumption when reasonably realistic. Econ-
omists also use simplifying assumptions. Whether assumptions should
be realistic or not has been subject to an argument among economists.

Milton Friedman, regarded by some as an instrumentalist (Hoover,
2004), claims that economic theories are to be judged by their predic-
tions and not by the realism of their assumptions. Friedman’s instru-
mentalist methodology asserts that assumptions' realism is far removed
from the validity of a theory. It contrasts with the Keynesian argument
that realistic assumptions can generate realistic theories.

Samuelson (1963, pp. 232-233) interprets Friedman’s opinion as
that theory is accepted if one or more of its consequences is shown as
empirically valid to a useful degree regardless of the realism of its as-
sumptions. However, Hoover (2004) takes pain in rereading Friedman
to conclude that Friedman’s Methodology of Positive Economics advo-
cates causal realism while suppressing causal language in economics.

Crotty (2011) considers Friedman’s positivist methodology claiming
that assumptions realism has no bearing on a theory's validity as fun-
damentally flawed. He sides with Keynes’s argument that only realistic
assumptions can generate realistic theories. Crotty contrasts Keynes-
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Minsky's financial market theory based on realistic assumptions con-
cluding that unregulated financial markets are inherently unstable and
dangerous. The neoclassical efficient market hypothesis calls for lightly
unregulated financial markets to obtain optimal security prices and
risk levels and prevent booms and busts. The latter theory has proven
incorrect, thanks to its unrealistic assumptions®.

Mayer (1998) tries to strike a compromise between Friedman and
Keynes by claiming that each theory has a restricted domain, within
which its conclusions can be justified. Attempts to apply such findings
outside the domain will not work. The realism of assumptions deter-
mines the validity domain.

The domain of the rationality assumption covers all household trade
and production decisions. Judged by realism, the assumption is hardly re-
alistic. Judged by the results of the underlying theory, it is still a failure.

XI. CETERIS PARIBUS & THE IMPOSSIBLE EXPERIMENT
Every economic variable subjected to an investigation is first con-
sidered a dependent, endogenous variable. Like most economic varia-
bles, many independent, exogenous variables are influenced to varying
degrees. As an example, the quantity demanded of a commodity is in-
fluenced by:
o Its price
« prices of substitutes
« prices of complements
« Change in income, tastes, technology, etc.
« Price expectations
It is difficult to analyze all variables at once. However, if we started
exploring the relationship between quantity demanded and price, we
cannot, even if we wanted to ignore income. We must be careful to
keep income and the prices of complements and substitutes constant.
The problem is that as the price of the commodity concerned is low-
ered, real income rises and the quantities demanded of the commodity
in question, its complements, and substitutes, change. It makes the
derivation of the demand function very complicated, if not impossible.
A similar case is found when income distribution changes. When a
commodity's price is lowered, big spenders on this commodity become

4 Both theories will be compared later in detail.
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relatively richer than small spenders. The former gains much more in
real income than the latter. Income distribution between the two
groups changes. The demand relationship becomes distorted.

Neoclassical economists postulate a negative relationship between the
quantity demanded and the price, assuming that income distribution
remains the same. Unfortunately, when the price of the commodity in
question is reduced, different people are affected differently. If the
commodity were a luxury, a reduction of its price affects the relative in-
come of higher income brackets. Such an income group would become
relatively richer than before the price decline. The effects on the quantity
demanded has already been influenced by new income distribution.

The ability to analyze the relationship between the quantity de-
manded and the price depends on the ability to run an experiment in
which only these two variables change. If the change in price influ-
ences other independent variables, the experiment fails. The assump-
tion of ceteris paribus cannot be useful. Much of microeconomic anal-
ysis is built around this impossible experiment.

While the relationship between the dependent variable and each
independent variable is analyzed separately, all independent variables'
total effect must be registered in the final analysis. Otherwise, our re-
sults are inconsistent or impossible to verify empirically.

XII. PARTIAL VERSUS TOTAL ECONOMIC ANALYSIS

Macroeconomics looks for general rules that require building theo-
ries based on assumptions regarding aggregates behavior. For this pur-
pose, economists use the concept of "representative” agents, who are
only vaguely connected to individual actions. However, unlike microe-
conomics, the representative agent's concept can be done without
macroeconomics. The latter faces the dilemma of choice between par-
tial and total analysis.

Total analysis, in principle, should render theories that provide
comprehensive explanations. It means that the theory would explain
most of the changes in the variables relevant to a specific economic
phenomenon through interrelationships between all relevant variables.
It seems to be impossible for two reasons. The first is that considering
all variables involved would make the analysis rather too complicated
to manage. Additionally, when everything depends on everything else, it is
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challenging to set simple policy rules whose design is the ultimate ob-
jective of economic analysis.

The second reason is that economic data itself is provisional. Finan-
cial data is not as absolutely fixed as the physical phenomena (Shliche,
1985). One example is that the supply behavior of firms is influenced
by their strategies and technological conditions. Since strategies and
technological conditions change from time to time, the data on supply
behavior will reflect provisional elements that hinder total analysis.
Another example is that household demand is influenced by income
and preferences, subject to change. The data on household demand
will equally contain provisional elements.

The solution could be to incorporate firm strategies and technologi-
cal conditions in our firms' supply analysis. Similarly, we can include in-
come and preferences when analyzing household demand. But even if
we aimed to incorporate such variables within our analysis, we will fail
to predict, e.g., how technology or preference will change in the future.

Schlicht (1985) quotes Jevons (1976) on the difficulty of proving the
benefits of trade for a country. Even if we isolated all factors in such a
country while introducing free trade, technology and preferences would
continue to change during our experiment. The introduction of free
trade would be associated with some benefits, which may come from
free trade, while other parts would come from technological changes,
improvement in infrastructures, etc. Jevons suggests that we accept the
proposal that trade is beneficial because had we been able to design an
experiment where all other factors would be fixed, we would conclude.

What are the requirements to be met by those factors we take as da-
ta of our analysis? Let us consider this question.

XII. CREED OR DOCTRINE

Different schools of thought in economics draw from different
creeds. Classical economics draws from the Christian creed. Socialist
economics draws from materialism, which is also a creed. Neoclassical
economics takes off from the concept of hedonism, which is also a creed.

Therefore, we can say that Positive or amoral analysis is a myth.
One’s perception of the universe will depend on one’s position, on
which planet and the galaxy one is standing with his/her telescope.
Therefore, we can say, without being apologetic or feeling more biased
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than other schools of thought, that Islamic economics is based on the
Islamic creed.

XIV. HUMAN REASONING AND CRITICISM

Qur’an and Sunnah provide the main principles forming the legal
and institutional environment within which agents manage their re-
sources in a world of scarcity. Such principles provide a general percep-
tion of an economic system that finally translates into a human inter-
pretation that provides institutional structures that embody the princi-
ples themselves. Such structures are human interpretations that depend
on the state of knowledge in Shari’ah and Islamic economics and not a
divine revelation. They are interpretations that can be subject to debate and
differences of opinion. The resolution of such a discrepancy would de-
pend on economic reasoning and analysis.

Therefore, Islamic economics is not divine; it can be discussed and
evaluated using the scientific approach. Islamic economists, as well as
Shari’ah scholars, are neither divine nor saints. They are not infalli-
ble, nor they receive revelation from God. They are merely human in-
tellectuals whose opinions can be proven wrong. The source of falsely
imagined divinity comes from Shari’ah and economists' relationship.
Some well-intentioned scholars have propagated among Shari’ah
scholars that their judgments carry their signature as agents or repre-
sentatives of God. While we disagree with the implication of divinity
in any discipline, including Figh, we dismiss it entirely in Islamic
economics®.

Creed introduces harmony among the different parts of the disci-
pline, enabling it to present an economic system capable of being test-
ed and used to design policies.

MATHEMATICS AND NEOCLASSICAL ECONOMICS
Many economists blame mathematics as a cause of failures in eco-
nomic theories. They argue that excessive formalism is against eco-

“ It comes from Ibn Qayyim al-Jawziyyah A’laam al-Muwaqqi’een ‘an Rabbil-
Aalameen (1292-1350). The name of the book can be translated into “Who’s Who in
Signatories for God.” He means that Shari'ah scholars issue rules in the name of
God, as if they have been authorized to sign for him. He certainly did not mean that
those scholars are not human or they are infallible.
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nomics's inherent nature, namely its social science. However, a sound
knowledge of mathematics would expose severe neoclassical mistakes.

I. ASSUMPTIONS CONTRADICTING OTHER CONDITIONS

There are three levels to look at why conventional economic theo-
ries are not sound. The first level is that economists assume contradic-
tory conditions to build their models. Thus, the theory is built on a
mathematical error. The second level is that conventional economic
theory applies wrong mathematical tools to analyze dynamics. It uses
complicated comparative static equilibrium analysis tools, forgetting
that dynamic systems analysis is more appropriate and less laborious.
The third level, which is a more profound level, is that conventional
economics does not recognize mathematics limitations.

In particular, economic theorems based on fallacious mathematic
propositions can be looked at in more than one way. First, they suffer
from a logical contradiction. It is built upon assumptions that contra-
dict what the theory wants to show. A case in point is the economic
theory of consumer behavior. It theory assumes that it is possible to
aggregate individual demand curves to derive a market demand curve,
implying that the market demand curve has the same characteristics as
an individual’s demand curve.

Meanwhile, economists have proved that this is only possible if two
conditions are applied. The first condition is that all consumers have
the same preference map, which means only one consumer in the
market. The second condition is that all goods are homothetic, i.e., the
proportion of income spent on each does not change with income. It
ultimately means that there is only one commodity. It contradicts the
basis provided by the theory for aggregation.

II. OMITTED VARIABLES

The most important variable omitted by neoclassics as viewed by its
critics is time. Good mathematical economics includes time as an es-
sential aspect of reality, leading to a different perception and results.
Other important omitted variables include uncertainty and expecta-
tions under uncertainty, money, and debt.

III. FALSE EQUALITIES
If something is extremely small in a neoclassical economic argu-
ment, it can be treated as zero. Neoclassical economists are so used to
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presume that an infinitesimal amount is equivalent to zero. They don’t
realize that they violate one of the fundamental rules of mathematics.

IV. UNEXPLORED CONDITIONS

Unexplored conditions refer to the fact that neoclassical economists
do not explore their economic theories' logical foundations. When neo-
classical economists prove a theory, they leave behind many logical
flaws. It is unscientific. Moreover, neoclassical economics utilizes absurd
assumptions that do not appear worthy of a scientific research program.

Thus, mathematics is not to blame for the defects of neoclassical eco-
nomics. Instead, it is a bad mathematical practice by neoclassical econ-
omists. Another aspect of the neoclassical use of mathematics is that
modern mathematics has limits that are usually ignored by neoclassical
economics. The most outlandish example is that neoclassical economics
is probably the only field of applied mathematics that still believes that,
with an accurate enough model of the universe and accurate enough
measurement today, the universe's future course could be predicted.
However, for mathematicians, the future could be predicted if only the
present were known to absolute accuracy, which is impossible.

V. ECONOMICS AND LINEARITY

Neoclassical economists have persistently applied equations that are
predominantly straight lines to solve economic problems. However,
linear mathematical models are appropriate for only a very tiny part of
the real-world system. It is rather excessive to use such models useful
for only a small subset of problems, which are too narrow to include
proper economic analysis. The appropriate mathematical model for
economic problems is dynamic equations or nonlinear differential
equations. Most of these equations cannot be solved. If more than
three equations interact, they become impossible to solve.

Therefore, we can see those neoclassical economists do not appreci-
ate the nonlinear analysis. Besides, they have so far ignored chaos and
complexity theory. The reason is that chaos and complexity theory
does not share the neoclassical economics concern with equilibrium.

Furthermore, some nonlinear relationships between variables had
been treated as a straight line. The reason is that neoclassical econom-
ics believes that society is only the sum of its parts. Thus, to calculate
the whole, we just need to add the parts up. It implies that the interac-
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tions between the parts are either zero or negligible. Such notion com-
pletely excludes interactions where one variable is multiplied by an-
other. For example, a firm’s revenue equals one variable (the number
of units it sells) multiplied by another variable (the sale price).

However, this cannot be allowed if neoclassical economists consider
society equal to the sum of its parts. To solve this issue, economists
then assume that the price that a competitive firm faces is constant.
Thus, the firm’s revenue is a constant price time a variable (quantity).
What makes it worse is that neoclassical economists want the entire
industry's price to be a variable. Still, the individual firm's constant
price ignores competition among the firms. However, such notions
can’t happen in mathematics. neoclassics force such a situation by
making an invalid assumption, treating the price, which should be a
variable as a constant. That’s why there are always straight lines in neo-
classical economics.

In conclusion, we cannot develop economics without fully appreci-
ating the limitations of mathematics. If economists acknowledged the
limits of mathematics and used computers to help construct models,
meaningful economics will be developed.

SCIENCE AND MODERN SOCIOLOGICAL THEORIES

Steve Keen (2011) uses the eyeglasses of modern sociological theo-
ries to look through neoclassical economics. Such theories argue that
science is a society, meaning a collection of scholars in science who
share a perspective on what defines their discipline and what consti-
tutes scientific behavior. Science is ultimately an intellectual discipline,
with core beliefs that cannot be challenged or altered by a member of
its society without losing group membership and his/her status as a sci-
entist. Such challenges would imply the rejecting, in some crucial
sense, the scientific foundations.

Any science's core beliefs are surrounded by ancillary beliefs rela-
tively more flexible. They act as a protective belt for the core beliefs. Be-
sides, science has a set of analytic techniques and a pipeline of unsolved
problems under consideration. The ancillary beliefs and techniques are
expected to solve the outstanding issues and increase their science's ex-
planatory power. Should they fail, the ancillary beliefs would be sub-
ject to serious review and adjustment.
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If this does not work, the core beliefs must be reconsidered. When
problems become rather challenging and intractable, core beliefs will
be abandoned. It can happen through the formation of a new school of
thought or the ascendancy of an existing rival school. A science gains a
progressive scientific research program when a school of thought ex-
pands the range of explainable phenomena using its core beliefs either
by experiments that confirm its predictions or extensions of its theories
to novel areas. If experimental results contradict its predictions, and its
theories are adjusted to rationalize failures, it becomes degenerative
with a negative heuristic.

Keen then claims that the sociological description of science fits the
historical record of economics. At the beginning of the current centu-
ry, economics had at least five schools of thought. The neoclassical
school was dominant. Competing schools included the (i) post-
Keynesian, (ii) Marxian, (iii) Austrian, (iv) Sraffian, (vi) Complexity
theory and Econophysics, (vii) institutional school, (viii) evolutionary
school, and (viii) Islamic economics school. Each develops its approach
to explain similar phenomena. The neoclassical school ignores the oth-
er schools, while the other schools criticize the neoclassical school.

Economics display some similarities with physics. Each has some al-
ternative perspectives. However, those suppressed in economics is far
greater than in physics. Neoclassical economics started as a progressive
school, at the time when its main rival, the classical school, was degen-
erate. When the works of Jevons, Menger, and Walras came together
in one school in the 1870s, the classical school was in crisis.

It had difficulty explaining the relation between value and prices
but insisted that value was fundamental to price determination A prob-
lem accentuated by the last classic Karl Marx.

At the turn of the 19th century, neoclassical economists found con-
fidence that their science's explanatory power would be continuously
expanding. It appeared as a progressive scientific research program.
However, after two major crises and several in-between, neoclassical
economics is becoming increasingly degenerate. A contemporary con-
cern is not the expansion of its discipline’s explanatory power, but it is
to adjust its protective belt of ancillary beliefs to defend the increasing-
ly threatened hard-core beliefs.



CHAPTER VI: ISSUES IN ISLAMIC ECONOMICS
METHODOLOGY

THE RISE OF MODERN ISLAMIC ECONOMICS

The application of Islamic economics is as old as Figh itself. How-
ever, modern Islamic economic literature flourished only in the last
half of the twentieth century. Islamic economics, pioneered by Abu
Yusuf (731-798), Al-Asfahani (1108), Al-Mawardi (972-1058), and Ibn
Khaldun (1332-1406), and many others; applied before colonialism,
until Muslims imported Western systems. The institutional setup used
in the early years gave way in the last two centuries to the current
structure inherited from the West. It evolved over several centuries into
the everyday interest-based banking and financial system. The Islamic
economic system's theoretical analysis must carry out institutional evo-
lution through an intellectual process. There is no Islamic economic
system, reflecting an Islamic economics theoretic structure.

Modern concern with Reba was preceded by a decline in Zakah and
Awaqaf's practice. In the middle of the last century, precursors of Islam-
ic economics appeared in Eissa Abdu's (1982) writings, al-Fanjari
(1972), Maudoodi (1963/1969), and Baqir Al-Sadr (1982). The first two
were academicians, while the last two were not professional econo-
mists, but rather authors using Figh and historical analysis while they
echoed public concern regarding general religious deprivation. Their
writings took two directions. The first was to criticize serious inade-
quacies in both capitalism and socialism. It was a relatively easy task, as
both systems leave a lot to be desired®. Second, provide textual support
to an Islamic economic system's basic features. As Figh is full of differ-
ences of opinions and conflicting interpretations, it was challenging.
Fortunately, as those pioneers had some basic training in Figh, the
challenge has been successfully met. However, certain parts of the Is-
lamic economic system remained to be clarified, as the pioneers lacked
the economic tools of analysis to discover many subtleties. Sifting
through writings in Islamic economics, we can put our finger on an es-

4 While they have criticized Capitalism and Socialism, they rarely ventured into criti-
cizing neoclassical and Marxist economic theories, because they were non-
€conomists.
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sential issue in its methodology, which we must settle before we go
deeper into the discipline.

AUTHENTICATION OF THE TEXT OF QUR’AN

Islamic economics requires the ability to carry out the economic
analysis and the knowledge of Figh rules related to economic activities.
Figh is a textual discipline that carries out its analysis in several steps.
The first step is gathering of Qur'an and Hadith or Sunnah texts that
are directly relevant to the subject. The second step is to use deduction
to derive Shari’ah rules from the authenticated text. However, the de-
duction must not be carried out too far, as it must be limited by the di-
vine text.

Qur’an has been scribed during the life of Prophet Muhammad .
Its full text has been memorized by heart by him and his companions.
The oral version of the Qur’an continues to be handed from memory
to memory by Qur’anic students. The first Caliph formed a committee
to compile the Qur’an from its numerous transcripts. The committee
checked each verse on the existing transcripts against two other rec-
ords. The first was the memories of each member of the committee.
The second was to review the text by the other prominent experts. The
compiled copy of the verified text was entrusted to the Prophet’s wife,
Hafsa.

About 15 years after the first compilation, with the fast spread of Is-
lam, authenticated copies of the Qur’an were required in different
population centers in Muslim areas. The chairman of the same compil-
ing committee (Zaid ibn Thabit, the Prophet’s primary scribe) was
charged with preparing authentic copies. He formed a committee that
sought each verse's corroboration in Hafsa copy with at least two other
written records kept by reputable individuals. It is reported that this
comparison was successful for all verses. Seven manuscripts were then
prepared and authenticated. One was given to the third Caliph him-
self. Reference copies were assigned to Madinah, Makkah, Kufah, Da-
mascus, and other major cities.

Qur’anic verses require no authentication. The existing copies are

the same as those revealed to Prophet Muhammad #.
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HADEETH AUTHENTICATION
I. RECORDING

Hadith is the record of the Prophet Muhammad’s # saying, deeds,
and confirmations. Some count more than 100,000 persons who en-
countered the Prophet ¢ and narrated his words or his deeds. There is
a claim that the prophet & while ordering instant recording of the
Qur’an, has disallowed recording of his Hadith. Perhaps he may have
wanted to keep them apart. Such a claim is easy to dismiss for several
reasons.

They claim that the Prophet & prohibited Hadith recording ignores
the radical difference between the literary structures of Qur’an and
Hadith that makes both texts easily distinguishable. It also ignores that
the Prophet may have gradually permitted the recording of Hadith af-
ter the Quranic revelation process, and its inscription has become regu-
lar.

Claims that the Prophet & prohibited recording Hadith are en-
countered by narrations that he allowed it. Hadith scribes included the
Prophet’s companions, like Ali, Abu Bakr, Abdullah Ibn Umar, Abdul-
lah Ibn Amr ibn Al-A’ss, and others.

The false claim that Arabs were generally illiterate applies only to
Bedouins who were generally illiterate. Urbanized Arabs in Yemen, Hi-
jaz, Iraq, Najd, and the rest of the Arab peninsula were literate. The
verse Aljum’a, 2: Y52 u\_..&l g & §;jl 3a Refers to religious not lan-
guage illiteracy.

The Prophet & set a ransom for war prisoners to teach 10 Madinah
children how to read and write. It indicates that non-Muslim Arabs
were literate. Furthermore, the Prophet & strived to increase literacy

among Muslims.

II. VERIFICATION

For the authentication of Hadith, Fuqaha’ developed a methodolo-
gy under the name of the science of Hadith*’, which included the ap-
proach to authentication and a classification system of all Hadiths ac-
cording to their degree of authenticity.

SO Lyl ole
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Authentication depends entirely upon evaluating the chain of nar-
rators reporting Hadith as a universal first step. The authenticity of the
text of Hadith is an occasional second step. The chain of narrators must
fulfill five criteria: continuity, integrity; infallibility; retention; free-
dom from hidden defects; and safety from any aberrance. The last two
standards also apply to the text authentication but were occasionally
used. The reason is that Hadith verification, based on the first three cri-
teria, reduced the need to apply the last two.

The number of Hadiths suspected of being fabricated runs into
thousands. One of the ways to discover fabricated hadiths is to examine
their text. Most of the fabrication took place during the Fourth Caliph
Ali Ibn Abi Taleb's struggle to defend Shura against his political oppo-
nent Mua’wiyah. Fabrication took place to support the position of each
faction against the other. Besides, hypocrites, like Ibn Saba’ who
feigned Islam outwardly but harbored enmity within, manufactured
numerous narrations to spread wrong ideas and sedition. In summary,
hadith scholars' job is far more complicated than imagined.

The work of Hadith scholars has produced six books of rigorously
authenticated Hadith. Rigor is reflected in assuring the quality of nar-
rators and the text. They are:

o Sahih al-Bukhari

o Sahih Muslim

o Jami® at-Tirmidhi

« Sunan Nasai, or Al-Sunan al-Sughra
« Sunan ibn Majah

 Sunan Abu Dawood

The consensus of Fuqaha’ is that these books, together with Al-
Muwattaa of Ibn Malek and several others as a trustworthy compila-
tion of Hadith. Each narrator has been intensely investigated while as-
suming no infallibility in any of them. Some Muslims still accept had-
ith recorded in other books, based on the narrators' assumed infallibil-
ity. However, such infallibility enjoys only limited acceptance and
credibility among Muslim scholars.

Advances in information and communication technology have, on
the one hand, facilitated gathering and comparing Hadiths. On the
other hand, the same tool has been used to spread manufactured Had-
iths. Furthermore, even unauthentic versions of the Qur’an have been
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placed on suspicious websites to tarnish Islam in a campaign of misin-

formation. Some scholars have been able to provide information sys-

tems to sieve out bogus versions of the Qur’an. However, the spread of

manufactured Hadiths continues. But easily accessible electronic rec-

ords facilitate comparison.

RANKS OF HADITH AUTHENTICATION
1. Sahib: authentic, fulfilling the following conditions (Ibn Hajar,

2001)
1.1.
1.2.

1.3.

1.4.

1.5.

Each narrator is trustworthys;

Each narrator is reliable, capable of preserving the narration
in memory, or, by writing it when he heard it;

The chain of narrators must be connected (muttasil); each
narrator in the chain was capable of having received the
hadith from a predecessor;

freedom of ‘illah (hidden detrimental flaw or flaws), e.g.,
the establishment that two narrators, although
contemporaries, could not have shared the hadith, thereby
breaking the isnad.)

freedom of irregularity, meaning that it does not contradict
another hadith already established (accepted).

2. Hasan: a Hadith whose authenticity is not as well-established as that

of Sahih Hadith, but sufficient for use as supporting evidence.

2.1.
2.2.

The competence of one of its narrators is less than complete.
It may rise to the level of being Sahih if it is supported by
numerous Isnad (chains of narration).

3. Musnad: a Hadith that has a chain of narrators successively ending

with a companion of the Prophet #.

3.1.

3.2.

3.3.
3.4.

A Hadith was reported by abadith scholar, based on
his teacher’s narration.

The teacher has heard the hadith at a conducive age from his
teacher.

Each previous teacher as in turn heard from his teacher,
until the Isnad reaches a well-known Companion, and then
the Prophet .

4. Muttasil: consecutively connected from its latest narrator to the

previous one.
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4.1. It a continuous chain of narration
4.2. Each narrator has heard that narration from his teacher.
5. Da‘if: a weak Hadeeth, due to:

5.1. Discontinuity in the chain of narrators. The omission of a
narrator at different positions within the Isnad.
Discontinuity has several degrees.

5.2. A narrator suffers from some disqualifying criticism.

5.3.  Spurious by the confession of their inventors.

5.4. Mawdu‘: narrations are recognized by external evidence
related to a discrepancy found in the dates or times of a
particular incident.

ECONOMIC ANALYSIS

In Islamic economics, we leave the monumental job of collecting
the relevant divine text and authenticating it to religious scholars. We
naturally must focus on our specialization, which is to derive rules that
apply to economics from the divine text and provide analysis within a
discipline that uses economics methodology.

Economics is a social science that attempts to Develop theories
about human behavior towards scarcity. Islamic economics derives
such rules under the assumption that Shari’ah principles are effectively
applied. Besides, the rules of Shari’ah themselves are analyzed to dis-
cover their effects and rationale, to formulate policies that would en-
sure receiving their benefits while genuinely applying them. The deri-
vation of principles is followed by empirical tests to verify their hy-
potheses.

THEORIES: CONSTRUCTION, TESTING, AND REPLICATION
I. THEORY CONSTRUCTION AND TESTING

Theory starts with axioms; assumptions then postulates logically de-
rived from axioms and assumptions. Some variables are assumed to be
fixed to facilitate analysis with some simplifying assumptions before
adding more variables to provide a more comprehensive theory. It is
where most analysts could fail. Keeping some variables fixed could be
impossible. An example is the attempt to keep real income and income
distribution fixed in deriving the market demand curve. Theories can
sometimes be cast into mathematical equations to use mathematical
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logic for clearer exposition and more straightforward proofs of theo-
rems.

Conclusions are derived logically with or without mathematics.
Their mathematical structure comes in handy at the stage of turning
them into testable hypotheses. It is usually done by gathering data to
test the theory using econometric methods. Contrary to econometrics'
common use, testing hypotheses must render replicable results. The
inability to produce the same results from the data used discredits the-
ories.

II. REPLICATION

Hubbard and Vetter (1996) analyzed the content of 18 leading
business journals covering 22-year from 1970 through 1991. They
found that published replication and empirical research extension are
uncommon in business disciplines, including accounting, economics,
and finance. Such research constitutes less than 10% of published em-
pirical work for the journal content and during the period surveyed in
the three disciplines. It also constituted 5% or less in the management
and marketing fields. Perhaps this could be explained by the fact that
the results usually conflict with existing findings when such work is
undertaken. Therefore, it is legitimate to express serious apprehension
about how limited the value of these areas' empirical results is. In eco-
nomics, the results of this study expose the unsuitability of the existing
theory and practice of economics to guide the development in this
field. Hubbard and Vetter suggested establishing strategies for instil-
ling the tradition of research replication to facilitate knowledge devel-
opment in economics and other business disciplines.

Martin and Clarke (2017) found several replication problems in
psychology. Most remarkably, they argue that there is a substantial
publication in favor of publishing original and positive results and
against publishing negative and replications results. They argued that
such biaswas one reason for replication failure. However, little empiri-
cal research exists to demonstrate that journals explicitly refuse to pub-
lish replications. They reviewed the instructions to authorsand the
published aims of 1151 psychology journals and whether they indicated
that replications were permitted. They compared editorial practices
among different journals and differed between low and high impact
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journals. They found that only 3% of the journalsstated that they ac-
cepted replications, with no difference between high and low-impact
journals. No journal in clinical, forensic, health or evolutionary psychology explicit
ly accepted replications.

Reid, Rotfeld, and Wimmer (1982) find that only 50 percent of
original authors would positively respond to potential replicators by
providing the necessary information and materials in the field of con-
sumer behavior. They propose imposing sanctions on journals whose
original authors balk at cooperation and increasing researchers’ aware-
ness of the necessity of collaboration.

Therefore, we must ensure that journals publishing articles in Is-
lamic economics demand detailed information regarding empirical
papers' data and methodology and stand ready to supply them to po-
tential replicators. It would ensure the continuous advancement of the
discipline.

III. BETWEEN FIQH AND ECONOMICS

It is important to note that there is no false claim to positivism or
the absence of moral judgment in Islamic economics, unlike neoclassi-
cal economics. Axioms and assumptions must be both realistic and
morally justifiable.

It seems at the outset that no one can handle both Figh and eco-
nomics simultaneously. The differences between the methodologies of
both are so drastic. Fuqaha' cannot carry out sophisticated economic
analysis, as they are not equipped with the necessary tools. Fortunately
for economists, learning Figh rules related to economic activities is
made easy because the relevant material is of a manageable size and can
be self-taught to economists in a reasonable time. Therefore, and as a
rule, economists carry the primary responsibility for the discipline.
Meanwhile, Shari’ah scholars can make useful contributions in special-
ized areas, using Figh methodology, which professional economists
can use.

INTELLECTUAL FREEDOM & SCHOOLS OF THOUGHT

Scientific disciplines are human, not divine. As it considers think-
ing and use of intellect as a religious duty, Islam teaches intellectual
freedom to open the door to derivate scientific principles. We have al-
ready explained that intellectual thinking is every Muslim's duty, as
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Muslims are ordained to think and not imitate. Qur’an states the gen-
eral principles that are invariable with time; it leaves the changeable
details to be filled out and modified by humans according to changing
circumstances.

While intellectual freedom is prescribed under Islam, only opinions
widely accepted among scholars would have a good chance of applica-
tion by the whole society. It means that everyone is entitled to his/her
opinion but, when it comes to issues of social interest, one must con-
vince the majority of his/her opinion while accepting the majority rule.

As each Muslim is commanded to learn the basics of his/her reli-
gion®' and not be so uninformed that he/she must imitate some trust-
worthy mentor, Muslims would be entitled to apply their understand-
ing to their purely personal practices. As an example, if one prays at
home, he/she can follow his/her understanding. However, if one prays
in a mosque, he/she should follow consensus in the neighborhood
mosque. Therefore, schools of thought should stop at social activities
in which Muslims of several ways of thinking take part. Islamic eco-
nomics, therefore, cannot limit itself to the interpretations of one
school and must advocate some consensus.

It resolves the issue of having multiple schools of thought in Islam,
whose number now amounts to eight®’. Any school of thought cannot
be considered by itself as a religion. It is bound by most scholars' opin-
ions on social issues, including political and economic issues. Fur-
thermore, advances in information technology have made all the
Prophet’s Hadiths available electronically. The authenticity of each can
be evaluated. It leaves little room for holding opinions outside the con-

51 The bases of Islam, as found in the Qur’an include the arguments and evidence of
the existence of God, the alternative approaches developed by unbelievers (includ-
ing atheists, agnostics, believers in a middle way between divisibility and multiplici-
ty of God, like trinity, believers of limitations in God’s powers, etc.) to render di-
vine teachings irrelevant or ineffective and how the revealed truth can be properly
understood. In other words, the Qur’an offers a wholly integrated intellectual cul-
ture that the basis for educating believers.

32 The eight does not include groups considered to espouse radically different beliefs.
Those are truly different religions and not schools of thought within Islam, like:
Qadyani (mistakenly known as Ahmadiyyah), Baha’i, Ismailia, Nusairiyyah (Ala-
wites) and the like. It does not dismiss the possibility of reasonable dialogue with
such religions for the sake of reaching common grounds with Islam. It does not de-
ny their rights to their own beliefs.
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sensus represented by the majority opinion. Besides, Muslim scholars
from every country gather periodically under the International Figh
Academy's umbrella, whose resolutions represent a broad consensus.

Rules derived by jurists and gaining consensus are derived through
human ijtibad or due diligence. Such human effort bears being right or
wrong and cannot be taken as divine. It opens Islamic economics to
discussion among Muslims and non-Muslims. The discipline is made
by humans and is subject to human judgment.

COMMON MISCONCEPTIONS:
I. DIVINE ISLAMIC ECONOMICS VS MAN-MADE CONVENTIONAL
ECONOMICS.

According to the divine text in which Muslims believe, God did not
reveal a specific economic system. He revealed behavioral rules for
economic activities, like the prohibition of Reba (interest or debt-
trade), in addition to ordaining the payment of Zakah obligation, and
the encouragement of the establishment of Awqaf.

Therefore, humans configure the Islamic economic system to im-
plement the divine rules. It is based on the human perception of such
rules and how they can be implemented in real life. It Depends on
human-developed institutions, technologies, and policies.

Therefore, we can say that rules are divine, but systems and policies
are human-made. Both conventional and Islamic economics stand on
equal footing in this respect. They are both open to discussion. One ex-
ception, the rules upon which Islamic economics is based are divine,
while value judgments found in conventional economics are worldly
values. The latter are open to the discussion while the former is not.

II. NO SCARCITY IN ISLAMIC ECONOMICS?

Economics studies peoples’ behavior towards scarcity. Similarly, Is-
lamic economics studies peoples’ behavior towards scarcity while
committed to the rules of Shari’ah. Without scarcity, people do not
need to match limited resources with unlimited wants. There would,
therefore, be no need for economics (Islamic or conventional) as a so-
cial science. Different schools of thought in economics offer different
perceptions of limited resources and wants. In Islamic economics, the
concept of scarcity can be different depending on how both resources
and wants are visualized. Therefore, we can expect to develop a differ-
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ent perception of scarcity and different approaches to solving its prob-
lem. Market economies offer a market-based solution. Totalitarian
economics provides a solution based on centralized allocation and dis-
tribution. Islamic economics has its unique solutions.

There are many verses of the Qur’an that state that on earth, God
provided humanity with limited (carefully measured) resources, as it is
a place to test followed by reward or punishment in the hereafter. In
Paradise, there is no scarcity. It is not a place for testing but a place for
rewarding those who successfully pass the test and for punishing those
of fail. Had there been no scarcity on earth, humans would not have
needed to strive. There would be no need to allocate resources between
consumption and investment. Therefore, we can say that the idea of no
scarcity runs contrary to reality and religious texts.

Some of those who deny the existence of scarcity in Islamic eco-
nomics visualize the Islamic economic system as divine and ideal. The
question of the divinity of the system has been handled above. Since, as
we argued, the system is human-made, it cannot be ideal. Furthermore,
it is natural to expect scarcity to be handled differently in Islamic eco-
nomics. Wants would be perceived differently under the rules of Sha-
ri’ah, and means would also be differently viewed.

III. THE ECONOMIST AS A SCHOLAR

Economics approaches questions in a fashion that is somewhat, but
not completely, similar to physical sciences. They build theories, col-
lect observations, and use evidence to test their hypotheses for ac-
ceptance or rejection.

The scientific method is the common denominator between eco-
nomics and physical sciences. Its seminal beginning is found in the
works of Ibn Rushd (1126-1198)> , who is the leader of Muslim ration-
alists and is considered, together with Ibn Tufail (1110-1185), to be the
most influential intellectuals of Cordoba (Ghazanfar, 2011). Ibn
Rushd's ideas of rational thinking were a natural result of being a stu-

33 Ibn Rushd most influential book on philosophy, “Commentaries” on Aristotle was
translated into Latin and Hebrew. Super-commentaries on his commentaries ap-
peared later by Latin scholars. In his rebuttal of Al-Ghazali's arguments (Tahafut al-
Tahafut, or Incoherence of the Incoherence), he stated that the “Denial of cause im-
plies the denial of knowledge and denial of knowledge implies that nothing in the
world can really be known.” (Ghazanfar, 2011).
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dent of the Qur’an, which teaches belief based on observation and in-
tellect implementation. In Aristo’s philosophy, he found the same fla-
vor that enticed him to espouse his ideas. However, Islamic Figh had
already been established as a textual discipline. Divine text is first col-
lected and authenticated, then interpreted to derive Shari’ah rules. Ob-
servations and deduction are used by Fuqaha' in two places: authenti-
cation of Hadith (Prophet’s traditions) and the derivation of Shari’ah
rules from all relevant divine text. While this methodology continued,
Fuqgaha' took exception to Ibn Rushd, as they feared that their textual
discipline would be wholly transformed into a science-based on ration-
ality. That is why they may have ignored or even suppressed Ibn
Rushd’s contribution. It is somewhat surprising, as the Islamic creed it-
self, belief in one God (universal, vast and unlimited by form, space,
and time), angels, prophets, and revealed books (in their authentic ver-
sions) could be easily justified by logical reasoning. Only mystical be-
liefs require blindfolded acceptance. According to most Islamic schools
of thought, the Islamic creed's core does not include any such beliefs.
Mysticism would lie beyond Islam's essence, used by people who claim
perception of the divine that Transcends logic and rational thinking
and associated with some mysteries.

Understandably, Christian and Jewish theology had their mysteries
that cannot be explained logically. In particular, Christian theologians
were most apprehensive about Ibn Rushd's ideas as applied to theolo-
gy. Thomas Aquinas championed the fight against rationalism. Ironi-
cally, he sought help in Imam Al-Ghazali's theses (1058-1111), whose
relationship with philosophy came through his mystical writings, par-
ticularly Tahafut Al-Falasifah (The Incoherence of Philosophers). We
cannot claim that Al-Ghazali’s writings were against the rationalist
school outright, as he applied logic, reasoning, and observations to his
theological discourses. We can interpret his attack on philosophy as an
attempt to protect the core of Figh from transforming into a discipline
based on rational thinking. It, I venture to say, was not intended by
Ibn Rushd, who was himself a faqih. Besides, in al-Ghazali's writings,
one can sense his justifiable apprehension of assuming too much ra-
tionality in social sciences. Its particular point had already proven use-
ful when considering neoclassical economics.
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Ibn Rushd Commentaries on Aristotle were translated into Latin and
Hebrew. Religious scholars of Islam joined those of Christianity and Ju-
daism in their stand against Ibn Rushd to protect the sanctity of their
ideas in Judaism and Christianity and to protect Figh methodology in Is-
lam. It was so, even though the Islamic creed itself appears to be most ra-
tional in its being based on the idea of a universal God who possesses 99
well-defined attributes of excellence but remains unlimited by form,
time, and space. Concepts like the original sin, Trinity, and that God fa-
vors certain people to others are all strange to Islam. The dialogue be-
tween Al-Ghazali, the mystic, and Ibn Rushd, the rational, echoed in
Christian thinking as Christians saw in Ibn Rushd's thesis on rationality
as a threat to their creed. However, Jewish and Christian apprehensions
towards the scientific method of Ibn Rushd have ultimately subsided.
Ibn Rushd's methodology had already entered classrooms everywhere,
while mystical religious beliefs have taken backstage®.

Another essential principle we learn from Ibn Rushd is that there is
no inconsistency between reason and faith. It is one postulate that we
accept in the discipline of Islamic economics. We will not fall back hes-
itantly, lest economic analysis shows that some Islamic economics's
underlying rules can lead to undesirable effects. We initiated this text-
book based on our desire to show that an Islamic economic system, ad-
equately constructed and honestly implemented, will fulfill the eco-
nomic objectives of any society.

IV. EXPERIMENTS AND OBSERVATIONS
The contribution of Ibn Tufayl is both significant and subtle. In his
story, Hayy Ibn Yaqdhan Ibn Tufayl’s main character uses reasoning
throughout. His journey, reflecting the modern scientific method. It
has been forcefully expressed through certain events, like Hayy’s dissec-
tions of animal cadavers, to understand the ‘principle of life (Malik,
Ziermann, and Diogo, 2016). The philosophical story of Hayy includes

5% Tt is ironic that Muslems, whose creed can be logically justified ignored and sup-
pressed Ibn Rushd, while Christians whose creed has a significant mystical content
ultimately adopted his ideas. The acceptance of Ibn Rushd scientific approach in
Western classrooms promoted sciences. meanwhile, it remained outside the church
and did not significantly influence its creed. In the Muslim world, suppression of
Ibn Rush’s ideas did not help scientific development. The rational Muslim creed
did not succeed to filter into classrooms.
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his creation from clay or born and then left to his destiny in a floating,
tightly sealed ark. The current took him to an equatorial island, where
a deer raised him. He lived on the island until he met two other men.
Being alone provides him a chance to contemplate and to discover life.

Predating Robinson Crusoe (Defoe, 1719) by centuries, this story
makes many philosophical points. Most importantly is that man is ea-
ger to learn. He can do so through observation and experiments. West-
ern interpreters miss some of the salient points made by ibn Yaqzan.
First, man is created either from clay or by birth to a woman. Second,
man is both body and soul, which man dies upon leaving the body.
God does not incarnate himself into a human body or anything else, as
this is not becoming of Him. Ibn Tufayl has not entertained such a
third alternative, common among pagan religions and Christianity.
Man is not created with a blank soul. He is naturally inclined to dis-
cover God and directly connect to Him. When Hayy’s deer mother
died, he searched for her soul in her body through dissection. He
found nothing but claimed that her soul resided in an empty section of
her heart. Once gone, she was dead. Therefore, Ibn Tufail comple-
ments Ibn Rushd's ideas of logical deduction with empiricism.

A falling apple guided Isaac Newton to the theory of gravity. Irving
Fisher (1933) observed a phenomenal rise in debt before the major cri-
ses of the Great Depression. He also experienced suffering the loss of
his savings in the financial markets. It motivated him to develop the
ingenious but largely ignored debt-deflation theory. In each case, a
theory is formed to tie both phenomena. Evidence is collected later for
empirical tests. If no relationship were found between monetary ex-
pansion and inflation, the theory would be rejected. If a relationship
were found, the theory would not be rejected.

V.SHART'AH RULES AND MAQASSED,

Economic activities must not violate any of the six mandates, objec-
tives, or Maqassed of Shari’ah, namely, the promotion of (i) creed, (ii) self
or life, (iii) lineage or progeny, (iv) honor, (v) intellect and (vi) wealth.

In economics, this is translated into:

1. Economic efficiency,

Economic efficiency is necessary for self and life, leading to more
abundance in commodity supplies and wealth promotion. Further-
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more, efficiency is a sign of economic success, which assures the faith-
ful of their creed. It makes life more comfortable with more survival
means. As efficiency means more resource availability, it facilitates hav-
ing children and supporting them

2. Social justice or equity

In Islamic economics, social justice and equity are reached by avail-
ing the poor more productive capital to increase productivity and have
more commodities to satisfy their needs.

3. Full employment

Full employment goes beyond protecting dignity, as it helps indi-
viduals be self-supporting and more capable of protecting their and
their families’ lives.

4. Sustainable and balanced growth

Sustainable growth guarantees the protection of the environment,
which makes it possible for development to be sustainable. Such sus-
tainability enables individuals to promote life, lineage, intellect, and
wealth.

5. Economic stability

Economic crises imply a loss of economic resources and a decline in
the standard of living for a large proportion of the population. There-
fore, stability would make people more capable of promoting life, prog-
eny, and wealth, as they can better avoid hardships associated with crises.

VI. SOCIAL PRIORITIES:

Provision for basic needs, starting with necessities*’, meaning food,
clothes, shelter, and marriage; then merit wants*®, meaning health ser-
vices and primary education; then ameliorative wants’’ , meaning
communications, transportations, in-house climate control, household
appliances, etc.

VII. EXAMPLES OF TRANSACTIONS CONFLICTING WITH MAQASSED:
A. SELLING BEFORE POSSESSING

Some actions are correct in principle, i.e., when considered in isola-
tion of Maqassed. However, once their consequences compared to
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Maqassed are evaluated, they may be found to infringe on one of the
Shari’ah objectives. An obvious example is to accept a minority Sha-
ri’ah’s opinion of allowing to sell Salam goods before possession, may
appear legitimate at first sight. However, when this sale is used as part
of complex transactions that serve like derivatives through pure-risk
trading, it would render the economy unstable.

B. FINANCE OF SPECULATIVE ACTIVITIES

Another example is the finance of speculative activities. When a
supplier of funds advances finance to carry out speculative activities in
the financial markets, it is commonly practiced under the name of
“shares Murabaha,” where the financed uses the funds to purchase
stocks on the condition that he/she sells them in a few days. It is also
equivalent to what some economists call the “Ponzi Scheme.” Such
speculative activities harm the economy, causing instability and conta-
gion.

C. CREATION OF UNSUSTAINABLE DEBT

The debt created in an economy must be in balance with repayment
capacity. When leverage is overused, the economy may face growth
blockage or debt overhang. The economy would suffer ailments that
inhibit its potential. To maintain debt sustainability, Islamic econom-
ics provides measures to keep debt within sustainable limits. The most
important measure is to prohibit debt trading. It puts an end to nego-
tiable debt instruments, particularly bonds, that allow for the multipli-
cation of debt. Another measure is to mandate free rescheduling when
debtors face unexpected insolvency, preventing them from payment of,
e.g., Murabaha debt installment. People should not be allowed to in-
cur debt beyond their capacity to repay. A limit can be set as one-
quarter of household income as an example.

Moreover, Islamic finance contracts include debt- and non-debt-
creating modes. The exclusive use of debt-creating modes of finance,
like Murabaha and Bai’ Bethaman Ajel, by Islamic banks and financial
institutions would be against Maqassed. However, the balance between
the sale and other modes of finance is a matter of policies for econo-
mywide implementation. For example, some banks and financial insti-
tutions might specialize in (domestic and international trade finance)
through Murabaha and Bai' Bethaman Ajel. Additionally, other finan-
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cial institutions might specialize in financing asset acquisition through
[jarah and Istisna'. Such specialization must not be hindered. Instead,
policymakers should open the door for other institutions that would
provide finance through equity modes to balance debt and equity fi-
nance.

Besides, all Islamic contracts provide finance through partnership,
Wakala, or the use of commodity markets in cases when commodities
are desired for themselves. When fictitious sale finance is used to cam-
ouflage Reba, as in “'Eina” and “Tawarrug,” debt can easily become un-
sustainable. When a debtor borrows through Tawarruq faces insolven-
cy, his/her debt can be “repaid” using a loan provided through a new
layer of Tawarrug. Multi-tier Tawarruq would become a symptom of
unsustainable debt.

VIIL PARTNERSHIP OF FUQAHA’ & ECONOMISTS

Despite some Shari'ah boards' opinions, Fugaha', Shari’ah scholars,
must respect the economic Maqassed. They must also consider the con-
sequences of transactions on Maqassed as identified by economists.
While Fugaha' are in complete agreement with Maqassed, some may
fail to recognize the ultimate consequences of transactions as violating
Magqassed. The three cases above are good examples. In most cases, the
reason is that to identify the violation of Maqassed correctly requires
training in economics, which is unavailable to many Fuqaha'. There-
fore, they must continuously refer to qualified economists' views for a
final judgment.

Furthermore, Islamic economists find themselves equipped through
their discipline to figure out the consequences of actions and whether
they contradict Maqassed or not, without having to refer to Shari’ah
scholars. It gives economists the upper hand in judging transactions'
permissibility. Therefore, Shari’ah scholars should not singly issue Is-
lamic economics rules without economists' leadership and participa-
tion. Rules must be derived through the joint efforts of both.

While Shari’ah rules must be obeyed, the Islamic economic system
must contain incentives for their following. Once Shari’ah rules are
embodied in the system, incentives should be automatically present
and properly applied and enforced. For example, Islamic finance
should pay higher rates of return on investment accounts than conven-
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We can, therefore, conclude that in a world of Islamic banking, where
universal banking is practiced, and especially in the case of financing the
purchase of assets and durables, the transactions costs of CP tend to be
lower than that of borrowing then purchase, namely dv": < v,

Comparing the interest payment on borrowing, ra, , in the case of

borrowing followed by cash purchase, BAP, with the markup on CP,
would be more complicated. The interest rate is charged for delivering
present money in return for future money. Meanwhile, markups are
charged for providing commodities and assets, also in return for future
money. Both interest rates and markups would vary with loan maturities
and borrowers' creditworthiness. Markups may also vary with
commodities and assets.

There is an essential difference between the interest rate and the CP
markup. The interest rate is an administered price set by the monetary
authorities as a monetary policy tool. The markup is market-determined.
It depends on the commodity and the buyer in question. It is market-
determined and directly influenced by price-searching activities.

Meanwhile, a bank's interest rate to a customer’s transaction is set
based on the monetary authority's base rate. The financial market where
the money is loaned against future payment is imperfect. The premium
added by the bank to the base rate for any customer is customized to each
loan. It can be floating or fixed.

Besides, there are hidden costs in interest-based lending. First, there is
an extra cost in how interest due in the loan is calculated, and whether it
is compounded, daily, monthly, or less commonly quarterly and yearly.
The inability to repay installments because of temporary insolvency is
met with penalty rates. The borrower would be uncertain of the final
settlement amount, mainly when a variable interest rate is applied and
repayment is temporarily interrupted. In the latter case, the penalty rate is
often applied to the loan's remaining balance and not just to the unpaid
installment.

In contrast, in credit purchase, the markup is applied to the principle
to set the amount of repayable debt from the very beginning. It makes it
predictable. Temporary insolvency for justifiable reasons is handled with
free rescheduling. The debt would not be subject to an increase in
amount. Only in delinquency cases, when the debtor fails to pay for no
excusable reason, a penalty is set as a payment to some charity, not to be
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used by the bank®. It is a fact that markups would reflect the rate of time
preference on commodities. In contrast, and due to the reasons
elaborated above, the rate of interest cannot reflect by any measure the
rate of time preference on commodities,

Therefore, we can conclude that the cost of borrowing at the rate of
interest would tend to exceed the cost of financing credit purchase, CP.

So far, we have compared the transaction costs of a CP contract with
making a loan of equal value. Adding the transactions costs of using the
loan proceeds to make a cash purchase to the transactions costs of
borrowing. That of purchasing the commodity directly from the supplier,
and noting (24) above, we obtain:

dvi}.;+bv??<:(lf'k+lfi}.’] .................................... (25)

It implies that comparing the conditions under which credit purchase
is carried out in an Islamic economic system with the way borrowing and
then purchasing in a conventional economy, the purchase on credit, CP
is more efficient than borrowing followed by cash purchase of the same
commodities, BAP.

VII. NOMINAL TRANSACTIONS AND REAL OUTPUT
We can investigate how nominal transactions affect output from sev-

eral angles.

1. At the outset, nominal transactions provide liquidity to those who sell
nominal assets, which they could use to carry out real transactions
type I. To the extent that this could #ot be done through credit
purchases, nominal transactions could influence real output through
stimulating real transactions type I. As we have seen above, people will
find it cheaper to carry out credit purchases in one step than to do it
in two steps, borrowing and then purchasing, in an economy where
banks are allowed to sell on credit.

2. We can then ask why people would resort to borrowing to finance
their purchases when credit purchase arrangements are available,
despite the former's higher transactions costs. One reason would be
incomplete information. The calculus of transaction costs may not be

% Remember, we have assumed from the beginning that the rules of Islamic finance are
honestly applied and no ruses are used to mimic conventional finance. It is a critical
assumption, without which the markup on credit purchase would be subject to the
same factors influencing, or even tied to the rate of interest.
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as simple and straightforward to many households. However, this
would not continue in the long run, as traders would gradually gain
more information through the exchange.

3. It is important to note that nominal transactions are not available in
an Islamic economic system. As previously mentioned, banks follow
universal banking and can trade, do equity, and profit-sharing finance.
In parallel, in a conventional economic system, banks are not allowed
credit purchase arrangements, especially in the countries that strictly
follow the commercial banking style. Therefore, the comparison
above is made only for theoretical reasons. Countries pursuing retail
banking and countries allowing for conventional universal banking
would benefit from introducing Islamic finance (properly applied).
The benefits would be cashed in as improvements in efficiency and
savings in transaction costs.

COMPARING ECONOMIES WITH AND WITHOUT BORROWING

Let us assume two closed economies of equal resources, one conven-
tional and another Islamic. The aggregate output of each can be divided
between consumption, investment, and transactions costs according to
the following identity:

Y=CH+T+V.iiiiiiiiiiiiiiiiiiiiiiiiecienneen ( 26)

The aggregate transactions costs in a conventional economy, with no

credit purchasing, CP arrangements through banks, would be composed

of the cost of borrowing (selling monetary assets), the cost of spot pur-
chase of commodities:

V= VAF VL eeeeeeceececereeeve e eeeenens (27)

In an economy with CP arrangements through the banking system,

like an Islamic economy, aggregate transactions costs would be composed

of the cost of credit purchase through banks and the cost of a cash pur-
chase of commodities by banks from suppliers:

Vo= Vi+ Wi ( 28)
As shown in (27) above, the total of CP and cash purchase
V, = W+ Wy
transaction costs of credit purchase, CP, through banks) in (10) would
be less than the corresponding total of borrowing and cash purchase
transactions costs (by individuals) in (9). It implies that
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C*+ P > CH T e (29)

Therefore, we can conclude that economies with CP arrangements

through banks would have relatively more resources available for con-
sumption and investment under the above assumptions.

CAMOUFLAGING NOMINAL TRANSACTIONS

Islam, Christianity, and Judaism have been understood to prohibit
nominal transactions. Islam indeed prohibits both debt and pure risk
trading. There is some evidence that both Judaism and Christianity ban
debt trading (interest-based finance). However, the three religions'
followers observed that some of their religious scholars had developed
rationales to allow for debt trading. Moslems have witnessed ruses that
nominal camouflage transactions make them appear real transactions.

The common approach to this involves sandwiching a nominal
transaction between two real transactions. Consider two sale contracts:
one is a deferred-payment sale (Bai’ Muajal), which sells a commodity to
be delivered now, for a price to be paid later in one or more installments
at some predefined future dates. If such a commodity bought for deferred
payment is sold instantly to its original seller ('Eina) or a third party
(Tawarruq), a minority of religious scholars (mostly members of Islamic
banks’ Shari’ah boards) would consider both contracts combined as
lawful. It means that such Shari’ah scholars, who are by no means
economists, do not notice the nominal transaction implicitly sandwiched
between the two-sale contract. Such nominal transactions are cleverly
hidden so that both contracts combined to appear as real and not a
nominal transaction. It is admittedly a clever camouflage that could seem
persuasive to non-specialists but should not deceive the expert eye.

Pure risk trading has been challenging to camouflage in Islamic
finance by Shari’ah scholars. There is, however, one exception. When
financial assets, even equity-based like stocks, Sukuk, and fund shares, are
sold in credit, it becomes an easy way to gamble on their prices or return
rate. Such credit purchase of financial assets should be prohibited, based
on the fact that their ultimate consequence is a gamble. However,
Shari’ah-board members allow this transaction, refusing to look far
enough to see the ultimate result. While such ruses are prohibited in
principle, there is no room for this type of prestidigitation in economics.
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VIII. CONCLUSION

The above analysis's main conclusion is that open market-access, pur-
chase on credit costs less than borrowing to finance spot purchases.
Some observed market behavior confirms that result. Suppliers of dura-
ble goods sometimes join banks to offer financing packages to their cus-
tomers, which combine borrowing and spot purchase in one deal, mim-
icking credit purchase arrangements in an Islamic economic system.

Islamic banks usually offer credit purchase deals to their customers.
In most countries, conventional banks are not allowed to use similar fi-
nance modes, while entry to the Islamic banking market is severely re-
stricted. Some Islamic banks in such countries can take advantage of
such a monopolistic edge by charging markups, which would be higher
than market rates of interest, presumably by the expected savings in
transactions costs.

Therefore, we can conclude that a policy that lifts entry barriers facing
Islamic banks and allows conventional banks to combine commerce with
banking activities contributes to social welfare, provided that Islamic
banks apply the Islamic finance paradigm honestly without ruses.

IX. SWAPPING DEBT AGAINST REAL ASSETS

Conventional economies have integrated credit markets. The implica-
tions of this on efficiency and stability need to be further explored. In an
Islamic economic system, debt created through purchase on credit is un-
salable against money, i.e., it is not marketable in the usual economic
sense. However, it can be swapped against real assets under some institu-
tional arrangements. We ignored the effect of such swapping on debt li-
quidity and social welfare requirements because we have no record that it
happens on a large scale. Furthermore, perhaps an alternative institu-
tional arrangement for debt swapping could be considered. In any case,
we can say that debt in an Islamic economy is of limited marketability.

A further complication relates to the pattern of behavior toward li-
quidity in economies with limited marketability debt. In such econo-
mies, money defined broadly would contain a shorter list of quasi-
monetary assets. Besides, credit purchase should have satisfied some
“monetary needs” the resulting debt would satisfy some more, albeit
within a limited scope. Analysis of the financial market in such an econ-
omy would need to consider the full menu of financial assets to see to
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what extent people who wish to maintain a certain degree of liquidity can
do so.

Finally, we have assumed that borrowing would be made exclusively
to purchase commodities and real assets. It is possible, though, that peo-
ple would borrow to finance nominal assets' purchase. It would be main-
ly for speculative purposes. Here we need to know how such transactions
would affect output on the one hand and whether it would have some
bearing on economic stability.



CHAPTER XV: WHAT IS WRONG WITH INTEREST RATES
THEORIES

This chapter confronts the basis of interest rate theories, which econo-
mists have unquestionably accepted. Irving Fisher (1936) and the previous
work by Bohm-Bawerk (1921) have been considered a basis for the neoclassi-
cal capital theory. While the bases of interest-rate theories have been taken
for granted, interest-rate determination theories have been subject to active
debates between the neoclassics and Keynes. We will provide a briefly anno-
tated list of the alternative interest rate theories, leaving their macroeconom-
ic implications to the book's second volume. Then, we will discuss the bases
of these theories, to show that their claims are erroneous, particularly their
allegation for the existence of an equilibrium interest rate.

ALTERNATIVE INTEREST RATE THEORIES

There are five common theories of interest (Wray, 1992). The neoclas-
sical loanable fund theory and its neoclassical siblings are inspired by the
neoclassical macroeconomic model, or what has been termed the neo-
classical consensus. In contrast, Keynes’ theory is an integral part of
Keynes’ macroeconomic model. We will look into those models in the
second volume, as we compare each to our Islamic macroeconomic mod-
el. We will focus in this chapter on how the interest rate is determined.
Since these theories are based on the concept of time preference, we will
direct our critical analysis to show that the link between interest and time
preference is missing.

I. THE NEOCLASSICAL LOANABLE FUNDS,

Irving Fisher’s theory of interest has been passed on to us as part of the
“neoclassical model of interest-rate determination” (Baumol 1977, p.
648), in which the interest rate is one element in the array of prices that
emerge from the general competitive equilibrium. Thus, Fisher's interest
theory has become part of microeconomics principles derived from using
optimization techniques and applying them to a representative firm or
consumer. Conard (1959, p. 47) made the direct connection between the
two writers even more apparent: “The two major elements in Bohm-
Bawerk’s (1921) theory, time preference and the productivity of capital
provide Fisher's first two approximations”.
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The neoclassical theory of loanable funds emphasizes real investment
and saving flows as the determinants of the interest rate (Wray, 1992). It
implicitly assumes that investment is financed at least significantly
through borrowing. However, we notice that there are alternatives to fi-
nance investment. First, the sale of common stock. The second is a part-
nership for direct investment. A good part of finance goes to speculation
based on debt- and pure risk-trading.

II. KEYNES'S LIQUIDITY PREFERENCE,

Keynes defined interest as a reward for not hoarding money, thereby
rejecting the theory of orthodox loanable funds (Keynes, 1973B, p. 214)%.
Keynes emphasized a monetary determination of interest rates. It implied
that Keynes took money as an aggregate of expenditures on goods and
services, reflecting an aggregate rate of time preference that summarizes
the intertemporal choice. We will return to this critical assumption later
and show whether it is the same with neoclassical theories.

Keynes's considered money as a real phenomenon that affects prices
via the rate of interest. According to his model, the liquidity preference
determines nominal prices. The ultimate result is that when liquidity
preference changes, nominal prices change even without a change in
money supply (Kregel, 1988, p. 237).

By introducing the flow demand for and supply of loans, Robertson
and Hicks accepted a monetary determination. Keynes insisted that the
neoclassical theory maintained the old loanable funds approach in mak-
ing the interest rate a real, not a monetary factor, which is the main dif-
ference between Keynes and the neoclassics. (Keynes, 1937, p. 244). In
contrast, Keynes made the “equilibrium rate of interest a result of the
equilibrium between the demand for hoards and the stock of hoards,
while hoarding to Keynes remained a chariot of expectations. Such is a
stock equilibrium of the interest rate.

III. THE HICKSIAN NEOCLASSICAL IS-LM SYNTHESIS,
The IS-LM model (Hicks, 1937) has been claimed in its beginning to
be that of Keynes. Later it was found to be a Hicks’ construction of the

%5 Had Keynes lived to see our Islamic economics model, he would have considered that
placing money in an interest-earning deposit can be viewed from the Islamic vantage
point as hoarding.
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neoclassical model that unsuccessfully attempted to wear the garbs of
Keynes, but later Hicks confessed to its neoclassical roots (Hicks, 1980). It
is a genuinely neoclassical construction that is far removed from Keynes’.
Therefore, we must keep in mind that the IS-LM is exclusively neoclassi-
cal and cannot represent the ideas of Keynes. In this model, the interest
rate is determined when the goods, bonds, and money markets are simul-
taneously in equilibrium, both flows and stocks.

IV. BASIL MOORE’S HORIZONTALIST (OR ENDOGENOUS MONEY)

Some post-Keynesians subscribe to the endogeneity of money object
to the theory of liquidity preference. They argue that if the money stock
always accommodates the demand for money, the interest rate cannot be
determined by the supply and demand for hoards (Moore,1988). In this
case, the LM curve would be horizontal. They are called horizontalists,
hence. They have adopted a markup approach to interest rates, in which
the central bank determines the wholesale rate, and a markup sets other
short-term rates over this 'prime cost' (Moore, 1988). Banks then meet all
demand for credit at this markup rate by expanding the money supply.

It will not agree with the Keynesians, who accept the basic principles
set forth by Keynes. The liquidity preference theory is one of the General
Theory's major components. It plays a more fundamental role than just
determining the interest rate. Replacing liquidity preference with a neo-
classical markup would crumble other General Theory parts. A case in
point, the liquidity preference theory and the money multiplier are two
sides of the same coin. Arguing that the level of income is determined by
equating savings and investment through the multiplier is just the same
as saying that the degree of liquidity preference determines the rate of in-
terest' (Kregel, 1988,p. 239). Wray adds endogenous money as a third
component of the Keynes theory (Wray, 1992). The three components
together determine the equilibrium levels of output and prices.

V. IS THE EQUILIBRIUM INTEREST RATE EQUAL IN ALL FOUR MODELS?
The equilibrium interest rate determined in an IS-LM model will be
equal to that of a loanable funds model only under certain conditions
(Tsiang, 1956, 1980; Harris, 1981; Kregel, 1988). furthermore, a liquidity
preference model with imperfect foresight in which the (stock) equilibri-
um is defined for the beginning of the period will establish an equilibri-
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um interest rate that is different from that which comes out of a loanable
funds (flow) model (Foley, 1975).

VI. THE QUESTION OF THE ENDOGENEITY OF MONEY

Institutionally, the money supply appears to be exogeneous. The mon-
etary authority exogenously determines the monetary base for policy rea-
sons. The rest of the money supply is determined by banks' creation of
derivative deposits, which depends on the value of the legally imposed
required reserve ratio. Keynes, meanwhile, has a different concept for the
endogeneity of money. He theorized a demand for money function. He
claimed the supply of money would always adjust to the money demand.
It surpasses the institutional set up for issuing money to an implicit inter-
action between the demand for monetary hoardings and the continuous
self-adjustment in money supply.

Post-Keynesians mostly subscribe to the endogenous approach to
money, according to which the money supply fully accommodates mon-
ey demand. Under the Hicksian neoclassical model, the LM curve would
be horizontal, and the IS-LM equilibrium becomes a flow equilibrium.
Since many post-Keynesian claims that money demand is a function of
expected expenditures, the Hicksian IS and LM curves are not independ-
ent. The endogenous money approach, therefore, contradicts the IS-LM
analysis.

VII. THE ESSENCE OF INTEREST-RATE THEORIES

But, how did Fisher's theory of interest evolve? Fisher examined the re-
lation of the income stream over time to the interest rate, the literature
has emphasized the connection of Fisher's to Bohm-Bawerk’s interest
theory. The neoclassical theory of interest emphasizes Bohm-Bawerk as its
chief progenitor. Meanwhile, Fisher is credited with formulating a more
advanced model based on Bohm-Bawerk’s ideas.

TIME PREFERENCE MISUNDERSTOOD

A rather fundamental but difficult question is whether there is
justification for the conventional system, which is interest-based. The
neoclassics developed a scheme for intertemporal choice within their
theory, in which consumers' goods are dated. Using the concept of time
preference, they justified a premium or an agio for present over future
commodities. However, although the neoclassical model is a barter
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model, they preferred to discuss the concept of time preference in the
context of money rather than commodities, without realizing the big
jump from the former to the latter. Along the way, they caused their
theory irreparable damage.

Bohm-Bawerk (1891) used the concept of time preference, initially
developed by Carl Menger under the title of impatience, as one of the
bases of the theory of interest. Then, he jumped into the monetary world
by claiming that expressing the interest rate in terms of money did
depend upon the monetary standard employed. It means that he believed
in some imaginary direct mapping from the barter world of impatience
or time preference to the monetary world of the rate of interest. Bohm-
Bawerk (1890) justified interest by the presence of time preference and
the production time.

Time preference, as could be understood from Bohm-Bawerk, brings
to mind the urgency of consumption. It can be a natural result of the fact
that humans are mortal. An individual’s life can end at any moment. The
present is, therefore, more certain than the future. Such an idea can be a
mixture of both “need” and income level. At certain levels of income, the
homo ordinarius finds that specific basic needs, like bread, rice, potatoes
have a higher urgency than meat, fruit, and transport. As income rises,
the relative urgency of basic needs changes in favor of other
commodities, like meat, transportation, entertainment, etc.

Intuitively, given the level of real income, we can state that each
individual would have a different rate of time preference for each
commodity. Besides, different individuals would have different rates of
time preference for various commodities. In other words, the
heterogeneity of individuals concerning their intertemporal preferences
and commodities in relationship to their urgency seems to be axiomatic.

Bohm-Bawerk relationship between the time spent producing a good
and its time preference is extra subtle. Taking the example of Turkish
black olives. They are cured in salt for a period that ranges from 3-6
months. The longer the period, the better the taste. Given the olive
quality itself, we can intuitively accept that better-tasting olives are more
expensive. When ripe olives become ready to eat after six months, they
may be further improved by reducing saltiness. It would take even more
time. Therefore, the best tasting black olives command the highest price,
based on low or no bitter taste and lower sodium. Commanding a higher
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price would reflect the time involved in the production. However, we can
consider each olive of a certain quality (taste plus other features) as a
different commodity. It would help ignore this complication.

While Bohm-Bawerk's theory has been used by Irving Fisher (1908) to
construct a theory of intertemporal choice, and later by Keynes (1936)
and the neoclassics in their theories of interest, we take a strong exception
in its basic premise. To justify a premium between the present and future
consumption of a commodity, based on both factors, cannot be
automatically used to justify a premium between the gift and future
money. What is required to accept such a jump from commodities to
money is to treat money as an aggregate representing expenditures on
commodities.

Market prices hardly reflect the rates of time preference for
commodities. We can find highly expensive commodities with low rates
of time preference and vice versa. Compare the urgency of going from
home to the airport in a regular, modestly priced car to go to the same
destination by a luxury car. At the same time, the price of the former is
lower than that of the latter. The urgency of both is probably equal.

Moreover, the size of productive contribution per unit of a
commodity would differ from one individual to another. It even differs
for the same individual, from one use to another. Therefore, aggregating
a set of heterogeneous commodities, using their prices or even their
contribution to production as weights, would not yield a meaningful
aggregate to compare over time. In other words, there is no way we can
discover a single rate of time preference to be used for the intertemporal
allocation of such a group of commodities for a single individual. The
same is true for a group of individuals.

To hypothesize a rate of time preference aggregated both over
individuals and commodities and attach it to a quantity of money,
representing perhaps expenditures on commodities is therefore flawed.
Even if we were to consider money as an asset, we could not claim that
the relationship between present and future quantity of money measures
the same between a combination of goods available now and the same
variety available next period, purchased, using money. Given the
commodity combination in question, they may be purchased for
different amounts of money. It is what the neoclassical theory of the rate
of interest, based on loanable funds and Keynes liquidity preference, have
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done. The common mistake is to assume a well-defined mapping from a
set of commodities, each with a unique rate of time preference
ununiformly used by a set of individuals to a monetary aggregate. Some
heroic assumptions regarding commodity homogeneity and individuals
preference similarity must be swallowed to allege such mapping.

AGGREGATION ANATOMY
The obvious aggregation problem can be further explained. In a world
of (n) commodities and (m) individuals, we have a set of commodities

X":(x%:i=1,2,...,n:j= 1,..,m) 30
AXIOM I: People are mortal with unpredictable life spans, making
present consumption more certain than future consumption. Individuals

have a parallel set of rates of time preference:
A= (al; i=1,2,..,m; j = 1,..,m), 31
Where each rate of time preference is defined by (35) below.
AXIOM 2: Every individual has a different rate of time preference for
each commodity, so that:
Qjj 2 Apk, forany k = i and k= j 32
AXIOM 3: The rates of time preference change with income and
relative prices.

ﬂn[-j-

ﬂn[-j-

— #0 ;

dy; p;
Where (y;) is the real income of the j® individual and (p;) is the

#0 33

relative price of the i® and (a;;), is the time preference for the ith

commodity's jth individual.
AXIOM 4: the rate of time preference for any commodity is different
for different individuals, or:

Qjj 2 ke, foranyj=k 34
Now let us define the rate of time preference as a premium demanded
a unit of a present good (a;;), at (t) concerning a unit of the same good in

the next period (t+1).
. r . . . . . t+1
The quantity x 5 s time-equivalent to the higher quantity x i > S0

that

[kt gt
at =ty _TU 35

i Ic[.j.
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We can now look at the commodities matrix (X), the time preference
matrix A, and the price matrix (P). Each has dimensions of (m individuals
times n commodities). At any moment, the amount of money spent on
commodities by all individuals is equal to

M=PX 36
It can be related to the outstanding money supply through the
quantity equation:
M* V= PX 37
Where (M*) is the supply of money, and (V) is the velocity of
circulation.
We can define for each commodity (x%;) a weighted average of its time

preference for all individuals, which would be equal to:

t'l = E 1['11_; ij )./E _1.17 38

In a system with Islamic finance, where banks offer finance through
sale contracts, Murabaha would sell commodities against future payment.
The sale price would be equal to the cash price plus a markup. If Islamic
banks were competitive, i.e., allowed to bid against each other in a freely
accessed market’, the markup on selling the commodity (x; ) against a

price deferred for one year should approach the average rate of time
preference on this commodity, or (af).

People purchasing (x;) for deferred payments would pay a premium.
Its premium would approach the average rate of time preference (af)
under free market access, but should be equal or less than (ﬁf; ) for the j*

individual. In other words:

t t
my~a; < a,} 39

We need to extend this setup to a structure that explains the monetary
interest rate that evolves in the liquidity preference theory and the
neoclassical theories related to loanable funds. As a first step, let us
assume an economy without credit. Households purchase their needs
against spot payments. Their total expenditures would be equal to:

1,.m

=E-:1 .« PijXij= PX 40

% Let us keep in mind that we are dealing with a price-search model, where the concept
of perfect competition has been abandoned. Competition here is limited to free mar-
ket access.
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Let us introduce credit, assuming that some households purchase their
needs in the current period (h individuals) against deferred payment. We
can rewrite equation (40) as:

j=1..k j=h+1...m
E i=1... n[pij' +aij')‘xl_i|'+ Ei 1,..1t I_]"xij 41

Where [(p;; + a;;)] is the deferred price of (x;; ).
Equation (41) can be rewritten as

E51=[P1+A1)X+P2X 42
We can replace the rates of time preference of commodities purchased

on credit in equation (42) with the rate of interest. It gives us the
following equation:

E52=E1+T)P1X+ PzX 43

Comparing equations (42) and (43), we can conclude that for Ey = E;3,
the following conditions are required.

First, r would be an exact reflection of A. It means that we can identify
a mapping from the average rate of time preference for each commodity
to the monetary rate of interest. Interestingly, no neoclassical theory has
provided us with such mapping. However, we can show that if everyone
had the same time preference of each good, so that time preference itself
is independent of both individuals and commodities, the “social rate of
time preference” would be one for all commodities. Its assumption is
equivalent to having an economy with one household and one commodi-
ty.

We conclude that there is no market rate of interest, no matter in
which theory of interest you believe. The rate of interest found in an
economy is merely an administrative price, which the central bank sets,
or a club of banks (as in LIBOR) and imposed on the economy as a part
of the conventional banking and finance system.






CHAPTER XVI: THE RATE OF INTEREST &
INEFFICIENCIES

In chapter XV, the interest rate theories have been discredited by
showing the alleged link between the rate of interest on money and the
rates of time preference on commodities has never been established. The
surprising conclusion is that our financial system's current interest rate is
not an equilibrium rate that can be charged with clearing the money
market and reign supreme as an efficiency indicator. The prevailing rate
of interest is only an administered price of either loanable funds or li-
quidity. Like the United States, the monetary authority sets the rate of in-
terest in some countries. Like the UK, a consortium of private lenders set
the rate of interest in other countries. As an administratively imposed
price, it should cause some macroeconomic inefficiencies. That is what
this chapter will try to show.

This chapter takes one further step to consider the inefficiencies result-
ing from interest-based lending in a price-search model. It starts with
questioning the internal logic of the interest rate theories, based on the
Bohm-Bawerk concept of time preference and later developed by the clas-
sics, neoclassics, and Keynes. Then, the chapter introduces the problems
associated with conventional debt. It takes the 2008 International Finan-
cial Crisis, otherwise known as the Great recession, as an example of the
serious economic problems caused by conventional debt. It provides an
example of how such crises would have been handled, if it ever occurs, in
an Islamic economic system. It leaves the reader with the difference be-
tween subsidizing lenders, which customarily occurs in a capitalist econ-
omy, and subsidizing debtors, which would rule in an Islamic economic
system.

After a brief explanation of Islamic finance, the chapter looks into
how money is introduced in the economic theory to investigate efficiency
issues. It explains two significant efficiencies that may arise in a monetary
economy with search costs. First is the Friedman-Samuelson inefficiency
manifested in the substitution of real resources for money, when the pur-
chase of present for future money carries a premium. The second type of
inefficiency, named after Hosios, results from price-searchers' inability to
internalize their search cost.
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This chapter's surprising result is that Islamic finance helps eliminate
Samuelson-Friedman’s inefficiency. It also brings down the Hosios ineffi-
ciency to a much lower level.

DOES CONVENTIONAL FINANCE CAUSE INEFFICIENCIES?

The use of the classical loan contract, which amounts to the trade of
present against future money at a premium and is equivalent to debt and
pure risk trading, is associated with serious inefficiencies. The first is
Samuelson-Friedman’s inefficiency. The payment of a positive (interest)
rate of return on money, with guaranteed principal and return. Motivates
traders to economize on the use of cash in transactions. The substitution
of real resources for cash would reduce output below optimum. The sec-
ond is Hosios inefficiency, resulting from externalities in search activities
by agents. Failure to internalize such externalities would reduce the vol-
ume of transactions below optimum.

The chapter argues that the switch to Islamic finance removes both in-
efficiencies and other advantages regarding price stability.

INTEREST, RELIGION, RUSES, AND THE ECONOMY

Muslims do share the hatred of Reba or interest with almost all reli-
gions. However, other religions have been less forceful in prohibiting
Reba. Followers of older religions instead of articulating how such pro-
hibition should be enforced produced arguments and caveats that practi-
cally made such prohibition appear archaic and irrelevant. They have
used what Muslim Fuqaha’ call “heelah” or ruse. The earliest ruse we
know of was when Jews found ways to fish on Saturdays. Since then, rus-
es continued to chip away from religious teachings everywhere.

When conventional finance was transplanted into our economies, ei-
ther by the influence of colonialism or by making Muslims themselves,
some Muslim intellectuals wondered how to apply Islamic economics.
All ruses and arguments presented to change the Muslim mind regarding
Reba failed. It happened despite several prestigious names in the religious
hierarchy attempting to lend credence to accepting the interest-based
economic system.

The repeated failures of the capitalist market economy have worked as
essential pointers to remind Muslim intellectuals of two things. First, the
received economic doctrine is not credible and requires fundamental re-
formulation. Second, the current institutional arrangement is incapable
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of reaching the economic objectives that we all cherish: full employment,
balanced and sustainable growth, stability, and equity.

At first, we notice that the classical loan contract has taken hold of our
economies. Conventional economies are simply lending-based. Looking
everywhere, one will find that all economic processes are based on lend-
ing. Money is issued to be lent to the government and banks. Financial
resources are allocated based on the ability to pay, a lending criterion. Fi-
at or paper money, which has no intrinsic value, is traded in the so-called
money markets. Spot money is purchased against future money or debt
in organized bond markets and at the counters of conventional banks.

Basing economic processes on lending has vacated our economies
worldwide from efficiency, which is one of the ultimate goals of econom-
ic organizations. Besides, debt markets have expanded through synthetic
securitization to include pure-risk trading side by side with debt trading.
Financial markets that were supposed to be outlets to finance production
and trade turned into gambling casinos. They became an attraction to hot
money, which finally made them a source of economic instability and
contagion. In other words, by insisting upon using Reba, our economies
have lost efficiency and stability in one shot.

PROBLEMS WITH REBA-BASED ECONOMIES

We can safely say that the most conspicuous yet ignored characteristic
of the conventional economy is crisis-prone. We can count at least 49 cri-
ses witnessed by Western economies until the International Financial
Crisis, otherwise called the great recession, which continued from 2008
to 2012.

Reba-based economies suffer from a ‘broad dichotomy between the
financial and real sectors. Finance is mostly provided through loans,
based on collateral, and far removed from the funds' expected returns. It
facilitated transferring astronomical amounts of resources to debt and
risk trading in financial markets. It enforced the gambling nature of such
markets and augmented their size to reach many folds the size of the real
economy.

Islamic economics has started to focus on contrasting the investment
and productivity-based economic processes, which can only be present in
a Reba-free economy, with the lending-based processes. Its effort leads di-
rectly to debunking conventional macroeconomics based on Keynesian-
ism or neoclassical concepts.
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Once the interest rate and the classical loan contract are removed, an
Islamic economic system would automatically become investment- and
productivity-based. The classical loan contract would be replaced with at
least 20 Islamic investment and finance contracts in addition to numer-
ous finance products. Imagine, if money is issued, not to be lent to the
government, but to be invested, if financial resources are provided, based
on the return from using finance, not just the ability to pay, all debt and
risk trading would disappear. All radical changes in the economic system
structure would bring about equally radical changes to the economic sys-
tem. The benefits are enormous, as full employment would be reachable,
and the concept of “a natural rate of unemployment” would be aban-
doned. We would no longer have to cope with continuous inflation, even
at low rates. The problem of poverty would be handled by making the
poor more productive. People would take control of most health and ed-
ucation services and relieve governments from the necessity to keep tax-
ing the population.

HOW WOULD ISLAMIC ECONOMICS HAVE HANDLED THE IFC?

How would an Islamic economist have advised President Obama
when he was replacing President Bush to handle the International Finan-
cial Crisis? First and foremost, grant free rescheduling to debtors. It
would protect banks from failure and prevent a drastic reduction in ag-
gregate demand. If the $2 trillion which has been spent on bailing out
big banks and financial institutions were used in providing debt relief to
debtors, which they could subsequently repay to the government, the cri-
sis would not have started.

However, to prevent such a crisis from recurring, which is an eventu-
ality in the current system, we must introduce institutional changes to
every economic system to transfer it from being lending-based to invest-
ment-based.

The Muslim contribution of Islamic economics is coming at an oppor-
tune time. The bread and butter of humanity are at stake. The current
economic structure is faulty. We have parted with the last crisis, but we
wondered when the next one would be. While this book is on its way to
the publisher, the Covid 19 crisis is still simmering. Before it had started,
there was an economic crisis in the making. Muslims have the honor to
bring forth effective medicine. Islamic economics is ready to be taken in
full dozes and save humanity from its current predicament.
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ISLAMIC VS. CONVENTIONAL FINANCE

Conventional finance is based on the classical loan contract: to trade
present money against future money at a premium. Islamic finance uses
profit and product partnerships, leasing, and investment agency contracts
instead. Time preference is recognized and apparent in commodities.
Commodities are sold for a lower price when payment is spot and a high-
er price when payment is deferred. Since there are no instances of trading
present against future money, time preference cannot be claimed to man-
ifest itself in a money market.

Finance is provided in the form of money in return for equity or
rights to share in future business profits or products, in addition to the
form of goods and services delivered in return for a commitment to repay
their deferred prices or through spot payment against the future delivery
of goods and services.

HOW MONEY CAN BE INTRODUCED INTO ECONOMIC THEORY

During the last three centuries, the Western World has evolved the
current finance system around one cornerstone, namely, interest rate.
Massive amounts of debt and risk trading in national and international
financial markets are concluded every working hour, exceeding in few
days the gross domestic products of many countries. Since then, lending
at a rate of interest has become a household practice worldwide.

Despite repeated economic crises, including the Great Depression of
1930, and the Great recession of 2008, it seemed to many, especially, neo-
classical economists that no wrong could be found with the system.
Meanwhile, crises occurred at short intervals. The American economy has
witnessed about 35 crises before the Great Depression. Therefore, it ap-
pears surprising to find economists shocked by the extent of the Great
Depression of 1930 and how it brought American and European econo-
mies to a standstill. Perhaps economists have become used to repetitive
downturns, which they made part of their theory of business cycles.

Nonetheless, the market economy of today seems to be crises prone.
One should not be surprised when a crisis takes place. Instead, one
should ask when the next crisis will be.

On the practical side, the Great Depression has been confronted with
the Roosevelt New Deal, which included expansionary fiscal policies.
Furthermore, major proposals of reform have been advanced to immun-
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ize the Capitalist system from crises through the Chicago plan presented
by Simons (1936) and Fisher (1936).

The Chicago plan revolved around narrow banking and the switch to
total reserves. The Keynesian school that was relatively more involved in
policymaking during the Roosevelt era focused on the banking system's
failure to increase credit to the real sector (Alacevich, Asso, and Nerozzi,
2015).

The Keynesian revolution helped advance economics mature as a so-
cial science while being dominated by two schools of thought that com-
peted for both intellectual and political influence, namely that of Keynes
and the neoclassics. Economists considered the rate of interest as a price.
Specifically, it is the relative price of present money to future money.
You could rarely find an economist who would call for a zero price of
anything, as prices serve as essential tools in resource allocation and a co-
ordination force among decision-makers in the economy.

The theory of value has been developed in a world without money. To
construct an economic model where money can justifiably serve as a
means of exchange, i.e., a monetary model, economists discovered that
they must add friction that becomes the raison d'étre of money. Several
models with friction sprang out for this purpose”.

OPTIMALITY IN SEARCH ECONOMIES
A. THE HOSIOS TYPE INEFFICIENCY

Monetary models use frictions in the goods market to justify the exist-
ence and the use of fiat money. Search monetary models (Kiyotaki and
Wright, 1991, 1993) use decentralized exchanges as frictions (Kocherlako-
ta, 1998). Due to such frictions, agents cannot execute all socially desira-
ble trades.

In a monetary economy, where the money is actually and justifiably
used, the information would be costly, and searching by economic agents
would be a necessary outcome. Buyers and sellers would search for the
best match. However, gains from search would be unevenly distributed
between trading partners. Those who spend more resources on search
and gain more information about the counterparties have no way of in-
ternalizing such externality through selling some of it to other traders.

*7 (Kiyotaki and Wright, (1991, 1993) and Kocherlakota (1998)
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Any two trading agents have either asymmetric bargaining powers or
asymmetric demands for the goods each wishes to exchange with the oth-
er. The lack of double coincidence of wants can be manifested in the
form of asymmetric demands, but not necessary to justify the use of
money in a search model, Engineer and Shi (1998, 2001) and Berentsen
and Rocheteau (2001).

Money facilitates exchanges in asymmetric matches. Money can be
justified based on facilitating exchange and improving social welfare
where the two agents have only a single coincidence of wants. Monetary
equilibrium in such models suffers from two types of inefficiency.

First, buyers in each match are constrained by the available real money
balance. As money is costly to obtain, they cannot purchase the optimal
amount; the quantity of goods in each trade is less than efficient. It is
called the Friedman-Samuelson inefficiency (Samuelson, 1958; Friedman,
1969), which results from a positive monetary rate of interest, where the
money is costly to obtain.

Second, traders' search improves their partners’ matching probabili-
ties. The more they search, the more they interact with trading partners,
and the higher the likelihood of other patterners encountering them and
trading with them. More search would be a benefit to partners, but ex-
ternal to traders. Traders are likely to ignore such externalities. They will
stop searching before benefiting all potential partners. The number of
trades would be less than efficient. It is called the Hosios type inefficiency
that results in a search economy (Hosios, 1990).

B. THE FRIEDMAN-SAMUELSON INEFFICIENCY

The Samuelson- Friedman inefficiency related to the positive interest
rate was discovered earlier before introducing search models. Monetary
economists found that a zero nominal interest rate is necessary for the op-
timal allocation of resources (Samuelson, 1958; Friedman, 1969).

The reason is simple. In a world with fiat money, adding one margin-
al unit of real balances costs no real resources to the community. There-
fore, imposing a positive price on the use of money would lead traders to
economize on the use of money in transactions in their pursuit to mini-
mize their transaction costs. They would, therefore, use some real re-
sources instead of money in transactions.

However, when the rate of interest is zero, traders will have no incen-
tive to substitute real resources for money. Additional real resources can,
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therefore, be released for consumption and investment. When this mat-
ter was investigated within general equilibrium models, it was found that
a zero-interest rate is both a necessary and sufficient condition for alloca-
tive efficiency (Cole & Kocherlakota, 1998; Chari & Kehoe 1996; Wilson,
1979).

Though these theoretical results are dependent on some simplifying
assumptions, they are robust in various models (Correia and Teles, 1997).
They imply that the long-forgotten Christian and Jewish teachings and
those of Islam, Buddhism, and Hinduism that prohibit the charge of in-
terest on loans are not an aberration. It is incredible to see such religious
teaching valid after being ignored for so many centuries.

Milton Friedman suggests steadily contracting the money supply at a
rate equal to the representative household time preference (Friedman,
1969, p. 34 quoted by Ireland, 2000).

Accordingly, economists continued to search for monetary policies
that would bring interest rates to zero, to reach an optimal allocation of
resources. They depended on the relationship known as the Fisher hy-
pothesis, which decomposes (in the terms used by St. Amant, 1996) the
nominal interest rate as the sum of the expected inflation rate and ex-ante
real interest rate:

i,=r,+E(m,) 44

where i, is the nominal interest rate at time t. 7, is the ex-ante real inter-

est rate, as defined by Cole and Kocherlakota (1998): the rate of return on

the real (physical) capital net of depreciation or the rental rate on capital

goods. E(m), is the expected inflation rate at time t for a specified future
period.

Setting 7 equal to zero implies that the rate of deflation is equal to the

real rate of interest 7; . Therefore, it appears that deflating the economy at
a rate equal to the real rate of interest would automatically set the (nomi-
nal) rate of interest to zero. It would be the optimal monetary policy rule
that ensures that financial resources are allocated efficiently.

Such a policy rule implies that the optimal rate of inflation is negative.
However, Central bankers would never seriously advocate a long-run de-
flation policy (Wolman, 1997)%%.

%8 Economists also recommended the application of 100 percent required reserve ratio.
However, policy-makers have not been impressed, despite the obvious benefits.
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Deflating the economy would bring with it several problems both
conceptually and practically. Conceptually, economists would naturally
worry about the existence of a liquidity trap when the rate of interest is
zero (Uhlig, Harald, 2000). Another conceptual problem is the volume of
money supply shrinking over time. Practicalities mandate that such vol-
ume would be (numerically) sufficient to carry out transactions at the
current price level. Economists, as they often do, assume divisibility.
Therefore, money can be used in infinitesimally small denominations so
that a dollar can be broken into cents and cents can be split into smaller
parts, and so on. It may go on and on until money vanishes.

Several economists suggest deflationary policies to be exercised only
asymptotically to apply Friedman’s Rule (Cole and Kocherlakota, 1998).
Asymptotic behavior of deflation is a claim that can conflict with the rule
that it should be equal to the real rate of return. It is not perceivable in a
growing economy to have a real rate of return that behaves asymptotical-
ly.

Some claim that even if the asymptotic conditions are not fulfilled,
short-term monetary policy constraints can do the job (Ireland, 2000).
Others may worry that when the rate of interest becomes very low, mone-
tary authorities have less leeway with adjusting it downwards in the face
of recession. Meanwhile, some economists respond by proposing alterna-
tive ways to overcome the zero-bound on interest rate policy (Good-
friend, 2000). Another conceptual problem is that deflation has efficien-
cy problems parallel to inflation, even at very low-interest rates (Lucas,
1994). However, the welfare cost of implementing a zero rate of interest
has been found negligible (Wolman, 1997).

Many economists appear to dismiss the practical and conceptual prob-
lems involved with zero interest rates. Nonetheless, monetary authorities
are not yet impressed. So far, no monetary authority has come forward to
adopt the optimal monetary policy rule.

Without following Friedman’s rule, the availability of money through
the classical loan contract, i.e., the purchase of spot money for future
money at a premium, causes both types of inefficiency. Samuelson-
Friedman’s inefficiency is assured because of the positive interest rate.
Hosios inefficiency exists too because the process of finance does not in-
terfere with asymmetric matches.
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WOULD ISLAMIC FINANCE REMEDY BOTH INEFFICIENCIES?

The shift to Islamic finance would have to involve a few institutional
changes:

First, banks would give up the use of the classical loan contract in fa-
vor of 20 or investment and finance contracts that can be grouped into
four categories of equity, profit and product sharing, agency investment,
and sale finance. Second, all money issued by the central bank would be
placed in investment accounts with banks, called central deposits or CDs,
while total reserves are observed. Third, the central bank issues central
deposit certificates, CDCs whose proceeds would be placed in CDs. The
central bank would conduct monetary policy by changing the money
supply by adding or withdrawing from CDs. Fine-tuning would be done
through open market operations in CDCs. The rate of return on CDCs,
or RCDC, would become the opportunity cost of holding money and
would approach the real rate of growth.

The optimal monetary policy rule would equate the rate of monetary
expansion with the rate of growth, which is either approximated by or es-
timated, based on the RCDC. Absolute price stability would be the natu-
ral result of such a policy.

Conventional finance stipulates an administratively determined rate of
interest on loans, while the classical loan contract guarantees principal
and interest. Under Islamic finance, the RCDC is market-determined and
paid on Mudaraba deposits whose principle and return are not guaran-
teed. The incentive to economize on real balances in transactions would
be eliminated, and the Samuelson-Friedman inefficiency would conse-
quently disappear.

The availability of finance through the 20 Islamic financial contracts,
i.e., through equity, profit and product sharing, investment agency, and
sale finance, can positively affect the process of trading. On the demand
side, people would not use banks to finance small-scale transactions, like
buying groceries. Better candidates for finance would include household
appliances, transport, furniture, plant and equipment for businesses,
commodities imported or locally purchased by wholesalers in bulk, and
the like. Suppliers would be anxious to provide price offers to banks un-
der standby arrangements to boost their sales on the supply side. Other
suppliers and businesses which require finance would rely on banks to
finance their purchases, which are usually made in large quantities. Banks
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would, therefore, finance large size deals, where gains in information
searching are the most.

In providing sale finance, banks join both buyers and sellers in their
search and price bargaining. Their wide contacts on both the demand
and supply sides help them acquire a comparative advantage relative to
individual traders in information collection, benefiting from scope econ-
omies. They conduct their search in each market globally, covering all es-
sential trading opportunities.

Such comprehensive search affords banks significant information
benefits that can be easily transferred to their finance customers in better
matching opportunities and lower prices due to total prices searching and
quantity discounts.

Traders obtaining finance from and suppliers providing commodities
to banks would enjoy an improvement in matching possibilities. They
would receive or supply their commodities at much better prices than if
they did the searching themselves. The banks’ gains in the search would,
therefore, be internalized. It would be sold to its finance users on the
demand and supply side. Furthermore, they would obtain favorable trade
deals with finance.

By providing sale finance, banks play a catalytic role in matching buy-
ers and sellers. They internalize all price-search externalities by improving
buyers' and sellers' match opportunities.

When equity finance is carried out, banks' participation in capital sub-
scription provides a signal to other investors that a sufficient amount of
due diligence has been done to avoid the lemon problem. It would be in-
strumental in attracting other equity investors to the same venture. The
same applies to Mudaraba, Wakala, and Ijarah's finance.

Such finance deals would also supply banks with more information
that supports their global search in each market for matchings and prices.
They strengthen their role as partners in profit and product. Their mem-
bership on boards of directors would be supported by such information
in playing their leading role in improving their business partners' gov-
ernance and operating efficiency. In particular, their financing activities,
using ljarah, Istisna' and Salam, would immerse them in essential mar-
kets and offer them rare expertise to add to their information pool. More
would be available to be transferred to their finance customers as inter-
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nalized benefits, whether they are equity partners, Mudaraba or Wakala
partners, or ljarah, Istisna' and Salam partners.

Indeed, the bulk of information accrued through the multi-faceted fi-
nance activities of banks, which is gained mainly through large scale
deals, would be available to be transferred to customers as real benefits.
Undoubtedly, banks would sell such externalities for a price. However,
keeping open access to markets, including the bank sector, would keep
the prices of such services competitive and below what the individuals
and businesses can obtain without accessing bank finance.

CONCLUSIONS

Switching from interest-based finance to Islamic finance would serve
two purposes simultaneously. First, money would have no positive rate of
return, and consequently, traders have no incentive to economize on
money in transactions. The volume of real balances used in transactions
would reach its optimum. Second, all search externalities related to sig-
nificant trading deals would be internalized to trading partners through
banks providing Islamic finance,



CHAPTER XVII: ISLAMIC FINANCE CONTRACTS &
INSTITUTIONS

This chapter offers a complete arsenal of Islamic finance contracts. It
starts with partnership finance modes, encompassing partnership in prof-
it and product. The latter type of contracts has been ignored, as it has
been mistakenly thought to be limited to agricultural finance. Their rela-
tionship with financing agriculture and forestry is not denied. However,
they can be equally effective in the financing industry and trade. It is a
field that requires a good measure of creativity.

Another aspect of creativity is product structuring, which means mix-
ing and matching finance contracts to reduce information asymmetry
among contracting parties and their associated risks of adverse selection
and moral hazard. The variety of Islamic modes of finance is a vast bridge
to the Islamic finance products. While the conventional finance kitchen
has only one ingredient upon which to base its menu, Islamic finance has
a richer collection of ingredients that offers a vast range of financial
products.

The chapter also provides details regarding deposit products and the
especially beneficial features of securitization to produce Islamic financial
instruments. It enumerates the common types of Islamic financial in-
struments. The chapter examines the trading rules for Islamic financial
markets where Islamic financial instruments are traded.

The appendix of the chapter lists all twenty Islamic finance contracts.
Such a list cannot be considered exhaustive but remains open to more
additions by those who can take advantage of the wide range of financial
innovation available in Islamic finance.

ISLAMIC BANKS

Islamic banks operate in ways that differ from their conventional
counterparts. They mobilize financial resources through Mudaraba
(profit and loss sharing, PLS) on the liability side. The fund owner allows
the bank to invest his/her funds in return for a pre-agreed share in the
profits.

Funds can also be mobilized through Wakala, or agency contract,
where the bank acts as the customer’s agent in investing the funds in re-
turn for a paid commission regardless of the results of that investment.
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On the asset side, Islamic banks can provide funds to customers
(households and business enterprises) through 20 contracts or finance
modes elaborated below.

ISLAMIC MODES OF FINANCE

In place of the classical loan contract, an Islamic bank can use 20 con-
tracts to mobilize or place resources in investment. They are known as
“the Islamic modes of finance.”

Islamic modes of finance can be grouped into three categories: (i)
partnership in profit and product, (ii) commodity finance, and (iii) leas-
ing, (iv) Agency Agreement.

I. PARTNERSHIP IN PROFIT:

The bank can advance funds based on Mudaraba, where only profit
and loss are shared, but management remains with the finance user.
Funds can also be advanced through Wakala (agency agreement), re-
stricted or unrestricted.

Partnership in profit and product is a form of equity finance. It en-
compasses two forms: Musharaka and Mudaraba. Musharaka entails
sharing in both management, profits, and losses. Musharaka can be di-
minishing, meaning that it can be made for a certain number of years,
during which the bank’s share in the joint venture would be extinguished
every year.

1. Meanwhile, Mudaraba finance implies that finance providers would
provide finance for a profit share only but not in management. It
usually takes place not for the financed enterprise's whole life, as in
Musharaka, but for a shorter period, as in working capital finance.
Mudaraba can be unrestricted (bearing no preconditions) or restricted,
e. g., by type or place of investment. Hence, a partnership in profit
includes the following forms: Unrestricted Mudaraba,

2. Restricted Mudaraba,

3. Musharaka,

4. Diminishing Musharaka,

II. PARTNERSHIP IN PRODUCT
Partnership in a product is designed to be used in financing agricul-
tural activities and include:
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1. Mozart’s bank tills the land for its owner in return for an agreed part
of the produce. The bank will, therefore, finance the process of
cropping.

2. Mussaqah is an agreement in which the owner of a garden shares its
produce with s person in a pre-determined ratio in return for the
latter's services in irrigating the garden. Mussaqah is also applicable to
trees used for purposes other than fruits like wood, oil, and rubber. It
can also involve crop enterprises besides orchards/trees.

3. Mugharassa is an agreement in which a property owner gives his bare
land to the bank to plant fruit trees in return for a share in the trees or
fruit. In this case, the bank provides all finance for planting the trees.

4. Investment Wakala or Agency: The bank advances funds to an
investor to invest in return for a commission, while all profit is gained
and the bank bears all loss. The bank may provide an incentive, a
portion of the profit over and above a certain hurdle rate.

4.1. Unrestricted Wakala: The bank provides investors with funds
to invest without restrictions.

4.2. Restricted Wakala: The bank provides investors with funds to
invest with certain restrictions, usually a group of dos and
don’ts.

III. COMMODITY FINANCE:

Financing commodity purchases can be made through sale contracts
that take several forms. First, the bank may purchase such commodities
and sell them against deferred payment, usually done in installments.
One way to conclude such a sale is through Murababa, a procedure where
the customer provides a self-binding promise to purchase commodities at
cost plus a markup. Based on this promise, the bank purchases and takes
possession of such commodities signs a sale contract that sets the pay-
ment schedule, and delivers the commodities to the customer.

Alternatively, the bank may have acquired certain goods, e.g., con-
sumers’ durables, vehicles, etc., and placed them in showrooms. It offers
them directly to customers against deferred payment, Bai’ Bethaman Ayel.
Second, the bank may advance the value of commodities, e.g., agricultur-
al products, to finance their crops. Commodities would be delivered at a
predetermined future date. Such a contract is called Salam.

Another form of sale is Istisna', which means a command to manufac-
ture. Such a contract is useable with commodities with known specifica-
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tions but must be manufactured. The customer signs an Istisna' contract
with the bank to manufacture, e.g., passenger planes. In turn, the bank
signs a parallel Istisna' contract with the actual manufacturer to produce
the aircraft. The bank pays the manufacturer according to verified stages
of production, while the customer pays for the planes in installments.

Alternatively, the bank can purchase assets or command their manu-
facture and sell their usufruct to customers, i.e., lease the assets under an
operating Ijarah (lease contract). It can also lease such assets based on Ija-
rah Muntahia Bettamleek (lease that ends with title transfer or financial
lease).

Commodity finance implies that the financing institution provides
goods and services for spot delivery in return for a debt instrument that
promises the payment of their value at a specified future date. That value
differs from spot prices by a certain margin called mark-up.

The debt instrument is not negotiable. In temporary insolvency, the
debtor is granted an extension with no increase in maturity value. Only
delinquent debtors with no valid excuses can be subjected to penalties.
Alternatively, the financing institution can pay the value of the goods and
services spot and get them delivered at some specified time in the future.
In this case, the debt instrument would be written in terms of goods and
services.

Some may think that this type of sales finance is no different from in-
terest. They may say that trading present against future money involves
an explicit part, while trading goods against future money may involve
hidden interest. While interest, as explained in a previous chapter, does
not reflect time preference, markups do. Furthermore, there are several
differences between the rate of interest and sale finance markups®. First,
the nominal value of the debt involved in sales finance cannot grow by it-
self. The value of debt is set at the time of sale and cannot be increased.

In contrast, interest is set as a compound rate per unit of time, allow-
ing the nominal value of debt to grow until it has been repaid. Second,
finance is provided in conjunction with acquiring and subsequently us-
ing a commodity. It has serious implications concerning the relationship

92 This explanation has been mentioned in a published paper and credited to one of the
two anonymous referees. [ reiterate my thanks to the referee who have contributed to
improving that paper.
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between the real and the financial sectors, which will be taken up further
below.

Commodity finance also involves Ijarah or leasing. In turn, it can take
the form of operating lease finance in which the financing institution
purchases a durable asset and leases it to a customer. The rental is paid
regularly, reflecting the cost of holding, maintaining the asset, and trans-
ferring the title to the asset from the financing institution to the finance
recipients. It can take the form of a financial lease, i.e., a lease that ends
up with a title transfer to the lessee.

Therefore, commodity finance modes include:

1. Murabaha,

2. Bai’ Bethaman Ajel,

3. Salam,

4. Istisna',

5. Operating Ijarah, and

6. Operating Jjarah and Musharaka Mutanaqessa

Therefore, we can expect Islamic banks to hold equity in corporations
and sit on their boards of directors. They use the information obtained
from their vantage point to reduce risk from information asymmetry and
to fine-tune their finance directed to the same corporations. Further, they
can trade in goods and services, provide Islamic insurance, and operate in
financial markets. In other words, they operate like universal rather than
commercial banks.

IV.  BANK DEPOSITS IN ISLAMIC BANKING

In addition to demand deposits, which are guaranteed but earn no re-
turn, Islamic banks also take investment deposits for specific maturities.
Investment deposits are either general or restricted. General investment
deposits are pooled with bank shareholders' equity in one pool and in-
vested in several ways. Each earns a proportional share of the net profit
of the pool. Restricted investment deposits are placed in specific invest-
ments chosen by respective depositors and earn a proportionate share of
their investment profit.

In all cases, Islamic banks use the deposits they obtain to provide fi-
nance in the modes outlined above and get a proportion of the profit or a
commission as a fee.

Islamic banks get a proportion of the profit in compensation for their
efforts; the profit-sharing ratio between each bank and depositors must
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be set at the outset. However, the actual rate of return eventually paid
out on Investment deposits is not predetermined. It is closely linked to
the real economy's performance, as finance modes are generally directed
to finance trade in goods and services and the actual production process-
es. It also depends on individual banks' performance concerning the
choice and investment management investment.

ISLAMIC NON-BANKING FINANCIAL INSTITUTIONS

Various non-banking financial institutions collect funds without tak-
ing deposits and using Islamic finance modes to provide finance to entre-
preneurs. They mobilize funds by selling stocks, mutual shares, and vari-
ous instruments with a wide choice of risk-sharing and maturities.

Non-banking financial institutions have greater flexibility to deal with
equity and partnership than universal banks, as they are not encumbered
with guaranteed demand deposits. Therefore, the advantages of financ-
ing working capital requirements to enterprises holding equity can be
more pronounced than in universal banking.

More light can be shed on how Islamic banking and financial institu-
tions operate when explaining Islamic finance modes.

TAKAFUL

Being on Islamic economics, this book had to say something about
Takaful. Takaful can better be handled in a book fully dedicated to Islam-
ic finance. However, we thought it would be useful to list briefly some of
the issues discussed by Takaful.

After almost half a century of development, the Takaful industry still
struggles with standardized practices and regulations (Olorogun and Az-
man, 2014). More attention from academics and practitioners needs to be
directed towards operational issues, e.g., underwriting and rating, critical
to the industry.

Compared to conventional insurance life span exceeding five centu-
ries, Takaful is relatively new.

I. FUNDAMENTAL ISSUES IN TAKAFUL

conventional insurance is similar to the pre-Islamic Arabian system of
mutual prudence, which was used in murder cases to prevent further
bloodshed (Hussain & Pasha, 2011). When a man from a tribe killed an-
other man from another tribe, the killer’s tribe pays a ransom to the other
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tribe. Islam approved such practice as an act of life preservation, one of
Magqassed al-Shari’abh. While such semblance is controversial (Olorogun
and Azman, 2014), it has been used as an argument to justify the agency,
investment, and the combined agency-investment models of Takaful
(Olorogun, 2013). Such models, however, still raise serious doubts about
their applicability. Although conventional insurance is protection, not an
investment industry, it is quite different from takaful Al-Qari (2009), and
Al-Suwaylim (2009) considers takaful as a cooperative or mutual system.
It is just an example of a difference of opinions regarding Islamic insur-
ance's fundamental theory.

II. AGENCY AND INVESTMENT AS OPERATIONAL MODELS OF TAKAFUL

When the contract is based on agency, the participants become the
“principal” or the owners of the Islamic insurance funds, while the taka-
ful operators become the “agent” employed to manage the funds on be-
half of the principal (Al-Suwaylim, 2009). The principal in English law
and Shari’ah possesses the right and power to dictate the terms of the
contract and agency fees. However, the Takaful operator can fix each par-
ticipant's contribution and judge its qualifications to be accepted into a
certain pool of funds (Olorogun, 2013). The operator has a free hand in
using the funds (Olorogun, 2013). Similarly, the “investment model”
raises questions regarding the objectives of Takaful (Olorogun, 2013).
They are bearing in mind that this industry intended to eradicate or
compete with conventional insurance. Mohd Noor (2009) argues that
takaful participants need more than protection, as Rating agencies worry
regarding considering participant’s contributions as “donation (charity).”

Meanwhile, Al-“‘Anzi (2009) and Al-Dawsari (2009), who are critical of
Islamic insurance, raise serious objections to many of the writings and
Takaful practices, to the extent that the former claims that there is no dif-
ference between takaful and conventional insurance. He explained that
this disturbing state of affairs was due to the lack of proper deliberation
and sound academic research, which led to Islamic insurance failure. Al-
Jurf (2009) questions the legitimacy of a gift, wondering whether some-
one can be given a gift from his personal property.

The arguments are numerous, and Takaful's topic bears more theoret-
ical and empirical investigation.
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ISLAMIC FINANCIAL INSTRUMENTS

Financial instruments play an essential role in reducing transaction
costs for both savers and investors. As they can be tailored to both par-
ties' tastes and requirements, they can drastically reduce the cost of nego-
tiating terms related to size, maturity, profit-sharing formula, and other
relevant conditions.

Financial instruments increase financial institutions' reach to fund
suppliers and users, enabling institutions to deal with large numbers of
customers and thus realize significant economies of scale. Its reach factor
manifests itself through trading instruments in primary and secondary
markets. We can find two advantages of Islamic financial instruments
over their traditional counterparts in this regard.

First, in pricing their services, Islamic financial instruments' issuers
have wider latitude. When dealing with savers and investors, they negoti-
ate a profit share between zero and 100. Meanwhile, conventional securi-
ty issuers are bound to arrange a small cut within the much narrower dif-
ferential between the borrowing and lending rates. Wider latitude ena-
bles Islamic banks and financial institutions to be more effective in mobi-
lizing resources on the one hand and attracting investors on the other.

In a conventional economy, when Islamic banks and financial institu-
tions raise the rate of interest to mobilize more savings, they have to
charge investors correspondingly higher rates of interest. In Islamic fi-
nance, Islamic banks and financial institutions can mobilize more savings
by offering higher profit-sharing rates to savers; the profit here would be
obtained from investment net of all costs, including finance costs.
Meanwhile, they can entice more investment by offering investors a
higher profit share, which would lower finance costs. In other words, at-
tracting more savings draws more investment in Islamic finance. There-
fore, Islamic finance can be said to have the consistency of purpose missing
in conventional finance.

It is rather interesting to conclude that financial intermediation in the
non-banking sector would imply lower transaction costs and mobilize
both savings and investment more effectively than conventional finance.

BENEFITS OF SECURITIZATION

Securitization requires a separate chapter. However, we will take this
opportunity to mention that Islamic financial products' securitization is
an essential tool, as it provides such products more liquidity. The securit-
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ized products can be traded in secondary markets as they are titles to
common shares in assets. Negotiability of Sukuk, investment deposit cer-
tificates would be instrumental in providing quick access to investment
outlets by purchasing such instruments while providing quick exit to
those who want to switch to more liquid assets.

Besides, securitization of deposits can produce financial assets that can
be used as money-market tools. It particular aspect would be taken up
later on in the second volume of the book when we discuss the Islamic
monetary and financial structure.

FORMS OF FINANCIAL INSTRUMENTS CAN
I. SHARES IN COMPANIES:

Shares in companies represent undivided common shares in the com-
pany's net assets. For the company to be “Shari'ah-compliant,” it must be
established for a lawful purpose. It should not trade in or produce un-
lawful goods (goods prohibited by Shari’ah), like tobacco, alcohol, nar-
cotics, pork and pork products, illegal weapons, and products that harm
the human, animal, or plant life or the environment. The company must
not deal with conventional debt.

Since such companies are rarely found in contemporary economies,
Shari’ah scholars have set some guidelines or standards to screen compa-
nies. As a transitory measure, standards tolerate specific percentages of
impermissible activities. Guidelines are considered transitory and modi-
fiable as more Shari’ah-compliant companies are established.

I1. SUKUK

Sukuk are undivided common shares titles to real assets, usufruct,
goods, and services. They can be issued to securitize a bunch of assets,
such as leased real estate, machinery, or equipment. Sukuk holders are
considered as owners of common shares in the securitized bunch. The
securitized basket can also include receivables from Shari'ah-compliant
activities, debt created through commodity finance, and cash. However,
a specific limit on the percentage of such monetary assets included in se-
curitization must be observed.

Sukuk can also be issued to finance projects. Sukuk holders would
own undivided common shares in the project's net assets securitized.
Sukuk can be issued to securitize one or more projects, e.g., finance the
government investment budget, a collection of infrastructure projects, or
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a group of development projects. They can also be issued to finance trade
or any type of short- or long-term investment.

III. OTHER ISLAMIC FINANCIAL INSTRUMENTS

Shari’ah-compliant funds can be established, and fund certificates can
be issued against them. Shares in syndicated finance can also be sold in
the form of certificates. Generally, any Shari’ah-compliant investment
can be securitized into credentials and traded, provided it does not in-
volve interest or the sale of the present against future money.

RULES OF TRADING IN FINANCIAL MARKETS
The sale and purchase of financial instruments are subject to the same

Shari’ah rules applied to the sale contract.

1. Each sale contract must have several pillars, the buyer, the seller, free
will of both, the price, and the sold item. Most importantly, the sold
item must be legitimate property, i.e., property considered lawful by
Shari’ah. It means that the sale of liquor, tobacco, etc., would be
void®.

2. In a sale contract, you can postpone one of the two counter values
(payment of price and delivery of goods), but not both. In other
words, you can take delivery of goods and pay later, as in deferred
payment sales. Alternatively, you can pay the price and get delivery
later, as in Salam. However, to postpone both, as in futures contracts,
is strictly prohibited.

3. Trading of risk is strictly prohibited. Sale contracts involving risk
trading are called by Shari’ah scholars Gharar contracts. They are
considered void. Examples in financial markets are derivatives,
including puts, calls, swaps, etc.

APPENDIX TO CH. XVI: FINANCE CONTRACTS AND PRODUCTS
I. INVESTMENT AND FINANCIAL CONTRACTS

The following is a list of Islamic investment and finance contracts

briefly described.
A. COMPREHENSIVE PARTNERSHIP

1007 jquor is considered legitimate to own and trade by non-Muslims, unless their religion
(according to their interpretation) prohibits that. For example, breaking a bottle of
liquor possessed by a Muslim requires no compensation. However, if a Muslim breaks
a bottle of liquor possessed by a Christian, compensation is enforceable.
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1. Musharaka (partnership in profit, loss, and management)
1.1. Equity finance entails;
1.1.1. profit and loss sharing,
1.1.2. sharing in management,
1.1.3. free from information asymmetry,
1.1.4. profit distributed in agreed proportion,
1.1.5. loss is distributed in proportion to capital subscription,
2. Musharaka Mutanaqessa (diminishing partnership in profit, loss,
and management)
2.1. Same as Musharaka, except it is done for a specific period and
extinguished gradually every year.

B. LIMITED PARTNERSHIP
3. Mudaraba, Unrestricted (unconditional limited partnership)

3.1. It entails a share in profit and loss but not in management.

3.2. Limited time horizon, after which it is liquidated,

3.3. Suffers from information asymmetry,

3.4. The investment agent (Mudareb) presents a feasibility study
regarding the proposed investments, with an estimate of the
indicative rate of return,

3.5. Requires “limited partnership guidelines” that enforces the
Mudareb (investment agent) to
3.5.1. Present a feasibility study, estimating expecting returns,
3.5.2. Hold regular bookkeeping,

3.5.3. Present regular reports

3.5.4. Channel all inflows and outflows through an account jointly
controlled by the bank and the investment agent,

3.5.5. Guidelines must be applied to place the burden of proof on
the investment agent's shoulders (Mudareb) in negligence and
breach of contract cases. In particular, when the rate of return
falls below the indicative rate.

4. Restricted Mudaraba (conditional limited partnership)

4.1. Limited equity investment

4.2. Based on profit and loss sharing

4.3. The investment agent is bound by explicit restrictions that could
be related, among other things, to investment formulas, sectors,
and geography,
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4.4. It is subject to information asymmetry. However, guidelines may
reduce the extent of the risks involved.
4.5. Require limited partnership guidelines,
5. Unrestricted Mudaraba Mutanaqessa (unrestricted diminishing
limited partnership in profit and loss)
5.1. Limited equity investment
5.2. Based on profit and loss sharing
5.3. The investment period is set from the very beginning.
5.4. The total value of finance is extinguished gradually every year by
transferring title from financier to investment agent
6. Restricted Mudaraba Mutanaqessa (restricted diminishing limited
partnership in profit and loss)
6.1. Limited equity investment
6.2. Based on profit and loss sharing
6.3. The investment period is set from the very beginning.
6.4. The total value of finance is extinguished gradually every year by
transferring title from financier to investment agent
6.5. The contract sets conditions related to the type, subject, and other
details of the investment
7. Unrestricted Investment Wakala (unrestricted investment agency)
7.1. The investment expert submits a feasibility study regarding
proposed investment activities, with an estimate of indicative
returns
7.2. A contract is signed by a fund owner and an investment expert.
7.3. The investment agent gets a fixed fee for investment services.
He/she can be offered a percentage of the profits over and above a
specific hurdle rate as an incentive
7.4. This contract is exposed to information asymmetry
7.5. Guidelines must be applied to place the burden of proof on the
shoulders of the investment agent in cases of negligence and breach
of contract, and when the rate of return falls below the indicative
rate
8. Restricted Investment Wakala (restricted investment agency)

C. PARTNERSHIP IN PRODUCT
9. Muzara’a (A joint agricultural venture, based on partnership in
agricultural produce)
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9.1. It is a form of partnership that is free from information
asymmetry

9.2. One partner is a proprietor, and the other is a farmer

9.3. The proprietor provides arable land, and the farmer provides
farming labor

9.4. Working capital (seeds, fertilizers, etc.) can be provided by either
party or both in agreed proportions.

9.5. The product is also shared in an agreed proportion.

10.Mugharassa (partnership in jointly managed plantation fruit or

lumber)

10.1. One party is a proprietary who provides land.

10.2. Another party is an expert in horticulture, who plants the land
with fruit and lumber trees

10.3. Inputs are shared between the two or provided by one party, as
agreed.

10.4. The planted land is divided between the original owner and the
horticulture expert in agreed proportions.

11.Mussaqah (partnership in fruit and lumber in return for managing a

plantation)

11.1. One party is a proprietor that owns a plantation.

11.2. Another party is an expert in horticulture

11.3. The second party takes care of the trees until they bear fruit,
through pruning, fertilizing, etc.,

11.4. The fruit harvest is divided as agreed

D. SALE FINANCE
12.Bai' Bethaman Ajel (deferred payment sale)
12.1. Itis a sale contract,
12.2. The delivery of commodities is done spot.
12.3. The payment of the price is deferred.
12.4. The deferred price is higher than the spot price to reflect time
preference in the sold commodity.
13.Murabaha (cost-plus markup sale upon a promise to purchase)
13.1. A sale contract on cost-plus markup
13.2. The buyer signs a unilateral binding promise to purchase
commodities stating the markup and payment terms
13.3. The buyer usually pays a deposit or down payment as proof of
seriousness
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13.4. Retracting the promise makes the buyer liable for actual
damage, which is equal to the difference between the purchase cost
to the bank and the sale price to a third party

13.5. Not subject to information asymmetry

13.6. It can be used as a camouflage for a conventional load,
especially when the bank appoints the buyer as its agent to
purchase commodities

14.Ijarah Tashghiliyah (operating lease)

14.1. The bank owns or leases an asset from its owner

14.2. The bank leases or subleases the asset to a customer.

14.3. The customer makes regular rental payments that cover
usufruct.

14.4. The customer is responsible for regular maintenance, while the
bank is responsible for major maintenance

14.5. Destruction of the leased asset terminates the lease.

15.Ijarah Muntahia Bettamleek (financial Ijarah, where the title to the
leased asset is gradually transferred in tranches to the lessee)

15.1. The bank acquires an asset

15.2. It leases the asset to a customer, based on operating lease, with a
stipulation that the customer purchases part of the title to the
property every period until the title is wholly transferred to the
customer within a specific date

15.3. Every period, the customer buys a prescribed part of the asset for
an agreed price and pays for it

15.4. A title is transferred in part every period, but the asset remains
mortgaged to the bank until the final payment

15.5. In case of default, the part-owned by the customer is sold to a
third party for its market price. The lease of the remainder could be
transferred to the new buyer

16.Ijarah Tashghiliyah Fil Zimmah (Forward Ijarah, where the asset to
be leased would be constructed or manufactured and Ijarah

Tashghiliyah or Muntahia Bettamleek would start once the asset is

ready for use)

17.Ijarah Muntahia Bettamleek Fil Zimmah (Forward Ijarah, where
the asset to be leased would be constructed or manufactured and

Ijarah Tashghiliyah or Muntahia Bettamleek would start once the asset

is ready for use)
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17.1. The bank acquires an asset

17.2. It leases the asset to a customer, based on operating lease, with a
stipulation that the customer purchases part of the title to the
property every period until the title is wholly transferred to the
customer within a specific date

17.3. Every period, the customer buys a prescribed part of the asset for
an agreed price and pays for it.

17.4. The title is transferred in part every period, but the asset remains
mortgaged to the bank until the final payment.

17.5. In case of default, the part-owned by the customer is sold to a
third party for its market price. The lease of the remainder could be
transferred to the new buyer.

18.Ijarat Alkhadamat (service Ijarah)

18.1. The bank contracts with service suppliers, like educational
institutions, medical clinics, and travel agents on certain supplies of
services to be made available to the bank for sale to its customers

18.2. The bank provides the services to its customers at cost plus
markup.

19.Istisna’ (command  to manufacture goods on
specifications)

19.1. A customer commands the bank to manufacture an asset with a
detailed list of specifications as a prelude to negotiating a price and
terms of delivery. The price can be paid before, during, or after
manufacturing

19.2. Once the price and delivery terms are agreed, the bank
approaches a manufacturer with an Istisna' subcontract

19.3. Manufacturing is divided into stages. Each stage is verified
through a consultant or the customer. Once a stage is confirmed,
an agreed part of the price is disbursed by the bank

19.4. After manufacturing is complete, the asset is handed down to
the customer

19.5. This mode is free from information asymmetry and could be
used in project finance and conjunction with BOT contracts

20.Salam (deferred delivery sale, where the price is paid upfront)

20.1. A sale contract where the price is paid upfront and the
commodity delivery is deferred
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20.2. It is useful for financing agricultural produce when the farmer
requires finance of cropping.

20.3. The mode is subject to information asymmetry, as money is
given to the customer without further control from the bank’s side

20.4. When a bank uses Salam as a finance mode, it must arrange for
selling the commodities before they are received

1. CUSTOMERS DEPOSITS IN ISLAMIC BANKING

In addition to demand deposits, which are guaranteed but earn
no return, Islamic banks also take savings and investment deposits.
While the former can be augmented and withdrawn on short
notice, the latter is provided for specific maturities. Investment
deposits are either general or restricted. The former is grouped
with bank equity in one pool and invested in several ways. Each
earns a proportional share of the net profit of the pool. The latter
are placed in specific investments chosen by respective depositors
and earn a proportionate share of their investment profit.

In all cases, Islamic banks use the deposits they obtain to provide
finance in the modes outlined above and get a proportion of the
profit or a commission as a fee.

Islamic banks get a proportion of the profit in compensation for
their efforts; the profit-sharing ratio between each bank and its
depositors must be set at the outset. It is naturally determined by
competition among banks, investment opportunities, and
alternative investment outlets available outside banks. However,
the actual rate of return eventually paid out on Investment deposits
is not predetermined. It is closely linked to the real economy's
performance, as finance modes are generally directed to finance
trade in commodities and the actual production processes. It also
depends on individual banks' performance concerning investment
choice and management.

III. ISLAMIC NON-BANKING FINANCIAL INSTITUTIONS
There can be a variety of non-banking financial institutions that
mobilize funds without taking deposits while using Islamic finance
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modes to provide finance to entrepreneurs. They mobilize funds
by selling stocks, mutual shares, and various instruments with a
wide choice of risk-sharing and maturities.

Non-banking financial institutions have greater flexibility to
deal with equity and partnership than banks, as they are not
encumbered with guaranteed demand deposits. Therefore, the
advantages of financing working capital requirements to
enterprises holding equity can be more pronounced than in
universal banking.






CHAPTER XVIII: HEDGING IN ISLAMIC FINANCE

Risk is the probable exposure to losses due to unexpected and
unplanned incidents. Exposure is being vulnerable to pecuniary and non-
pecuniary losses. Sometimes, risk means being exposed to events leading
to probable losses known in advance and for which one is prepared to
face. It would be a sort of calculated risk. Meanwhile, the risk may mean
exposure to events leading to unexpected and unassessed losses so that no
measures can be taken to confront them before they take place. Such
would be an uncalculated risk. As risk is an inseparable part of business,
businesses must resort to risk management, which entails taking the
measures necessary to avoid or mitigate possible expected risks. Risk
management includes risk analysis, measurement, assessment to identify
how to mitigate or reduce risks, and to develop strategies for this
purpose.

Hedging lay in the heart of finance. Consequently, it should be
thought of as a finance topic. However, we have chosen to include
Islamic finance economics in this book to provide a complete treatment
of Islamic finance, taken from an economics perspective. Hedging is the
prevention or protection from risks, i.e., shielding the wealth by
protection from loss, diminishing, and damage.

In this chapter, we focus on hedging. Sometimes statements lacking
verification and scientific support have been made from time to time to
the effect that hedging is hardly possible within the system of Islamic
finance. It chapter goes beyond providing a counter-argument to provide
logical rationales for hedging against investment risks.

After establishing the justification of hedging, the chapter clarifies
some basic concepts. One example is the difference between business risk
and uncertainty. Another is the difference between capital protection and
capital guarantee. A detailed analysis of risk mitigation tools and
mechanisms is then provided. It includes the major contracts that are
used for hedging, including the use of Takaful.

The chapter then moves to provide alternatives to derivatives that are
customarily used for hedging but prohibited in Islamic finance. The
forms of hedging in assets and currencies are detailed, including how to
cover foreign exchange risks during the period preceding payment for the
import values denominated in foreign currencies. Besides, hedging by
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exchanging deposits and loads is explained. Finally, the chapter lists the
liquidity-hedging instruments.

Therefore, it is clear that this chapter would be beneficial for Islamic
finance practitioners who wish to hedge against the many risks they
encounter daily. Consequently, it can be a part of a course in Islamic
finance. Yet, it will become handy when we study macroeconomics in
volume II, as we sometimes assume some hedging activities of the nature
presented in this chapter.

In previous chapters, we have seen that debt and pure-risk trading
have been banned in Islamic finance. Hedging has been predominantly
dependent on these two types of transactions. It has left the impression
that hedging cannot be possible under Shari’ah rules.

The need for hedging within Islamic banks and financial institutions
stems from their commitment to adhere to the general objectives or
Magqassed of Shari’ah, including protecting wealth. The management of
Islamic banks and financial institutions is entrusted with shareholders
and investment account holders' resources to invest and earn an
acceptable return. Hedging would be necessary to protect such resources,
and there is no way that such resources can be channeled into charity or
non-return making placements. The administrators of these institutions
realize that they receive, through the contracts of Wakala or Mudaraba,
the funds of both the shareholders and the investment fund managers to
make profits. Besides, the administration of funds is implemented on a
trust basis. Therefore, fund managers cannot be held liable for the loss, if
any, unless in the cases of misconduct, negligence, or breach of the
investment agreement. However, if safeguarding funds is one of the fund
managers’ duties, the means to achieve this, which is through hedging,
becomes a duty in itself. The basic concepts and definitions have been
listed at the end of the chapter.

RISK AND UNCERTAINTY IN BUSINESS

There is a common misconception that Islamic investors, whether in-
dividuals or institutions have no hedging tools due to the Shari’ah prohi-
bition of debt and pure risk trading. Contrary to such misconception, in-
vestors interested in the effective and efficient management of their risks
will find various instruments and mechanisms that are Shari’ah-
compliant. Mitigating risk through hedging requires risk management,
which starts with investment risk analysis, intending to identify potential
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risk types, investigate their sources, and estimate their magnitude. An ap-
propriate approach would be chosen to mitigate risk to its minimum lev-
el possible based on risk analysis.

In general, hedging is permitted, provided that the related risks are
not caused by the nature of the transactions. In other words, some trans-
actions are risky by nature. Mitigating their risk would not be logical. For
example, making a gamble is risky by nature. Such risk can only be elim-
inated by desisting from gambling.

Once the nature of the transaction does not cause risks, such risks can
be eliminated or isolated from their related assets and eventually convert-
ed into financial products used for risk trading.

The presence of relative risks in business transactions is indispensable
for these transactions' legitimacy. Business risk is therefore required for
such business transactions to be acceptable. There are two related Figh
maxims in this context. First, “profits and risk-taking are interdependent”
(al-kbaraj bi-al-daman). Therefore the one who bears the risk of loss
associated with a transaction reaps its potential profits. The second is that
profit accompanies the risk of loss” (al-ghunm bi al-ghurm). These two
maxims establish one of the fundamental principles of Shari’ah in
economic activities, namely that one must accept the risk of loss to earn
legitimate profits.

Although all transactions involve such risks, they can be of varying
degrees depending on the nature of their respective transaction or the
contract. Some risks invalidate their associated transactions, like excessive
uncertainty (Gharar Fahish), significant ambiguity (Jabala Fahishab), or
interest (Reba). Now, we can move on to present an exhaustive list of
risks.

RISK TYPES
I. CURRENCY OR EXCHANGE RATE RISKS:

Currency and exchange rate risks are associated with an investment in
assets denominated in currencies that differ from the funds mobilized or
used for investment. Foreign exchange risks are usually related to the
value of revenues, costs, payables, and receivables from others upon their
reception or delivery in foreign currencies during the repayment period.
In debt-based monetary and financial regimes, currencies tend to
strengthen with positive trade balances and capital and financial
balances. The monetary and financial system can be restructured on an
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investment basis, which would allow less exposure to currency
weaknesses. However, given that the debt-based monetary and financial
structure is the current status quo, with no possibility of change, we have
to cope with the possibility of currency weaknesses and consequently be
ready to cover exchange-rate risks.

II. RETURN RISKS

Companies working for profit consider their profit realization and
dividend distribution a positive sign of success. Such companies' inability
to distribute a competitive return to depositors would indicate the failure
to achieve the expected returns on their investment. Such risk can be
remedied by management upgrading and policy improvement, and profit
stabilization reserves.

RISK TYPES AS TO THEIR SOURCE:

III. ASSET AND INVESTMENT RISKS

Asset and investment risks include the following:

1. Non-performing or low-performing assets

After being acquired, assets may defy expectations and become non-
performing or low performing. Depending on their share in the
investment portfolio, they may lead to a serious reduction in the
enterprise's overall rate of return. The first step is to try to improve the
performance of the assets. When assets are in the form of a company's
subsidiary or a venture in which a bank is a shareholder, the decline in its
return call for either troubleshooting to improve performance or total
liquidation when improvements are not possible.

2. Assets that are difficult to liquidate when necessary

As a result of low- or non-performance, and in the cases where the
improvement of efficiency is not possible, asset liquidation may be the
only solution. When such a course of action is not possible, the market
value of the asset can turn to be very low. The risk of a total loss on the
asset value would become real and inevitable.

IV. CREDIT RISKS:

Business enterprises must do everything possible to match their
payables with receivables. It would enable the enterprise to make all
payments on due time without delay. The failure to match payables with
receivables increases the probability of failure to fulfill financial
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commitment on time. It can result in a delay in debt repayment in cases
of (temporary) insolvency. A business enterprise must leave a comfortable
margin when synchronizing between payables and receivables if some
receivables fall with unexpected delays, leading to the inability to meet
some payables on time. A reserve to fulfill obligations in such cases can
help mitigate such risks.

V. MARKET RISKS

Market risks can result from price fluctuations, especially in deflation
and inflation. Another type of market risk results from exchange rate
fluctuations, especially when they are manifested in the assets traded in
financial markets.

Market risks also arise from the loopholes left in contracts, leading to
losses. Sometimes, they are associated with the characteristics of the
contract, like information asymmetry between the bank and the client, in
the cases of Mudaraba or investment agency. Besides, in sales or lease
contracts, the assets leased or sold must be valid as securities to guarantee
repayment. Otherwise, alternative arrangements must be made.

VI. MORAL HAZARDS RISK

When assets are invested on behalf of others in contracts involving
information asymmetry between the bank and the finance user, the
investment may suffer from the risk of moral hazard. The investment
manager in Mudaraba and investment Wakala may take unduly high risk
in investment, beyond what the asset owner would accept. It would be a
common cause of moral hazard.

When the Mudareb or the investment agent risks the finance
providers' assets contrary to their expectations, the trusted turn
untrustworthy. It is more common in Mudaraba and investment agency
contracts. Mitigation of this risk can be found through the use of
restricted Mudaraba and setting particular guidelines to reduce
information asymmetry, as will be explained below. Furthermore,
Mudaraba can be safeguarded against information asymmetry by
representing investment account holders in the boards of directors of

Islamic banks in the proportion of their funds to the total funds managed
by each bank.
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VII. OPERATIONAL RISKS

Operational risks can result from inadequate or weak management. It
fails to realize market-competitive profits. It is most serious when it leads
to Shari’ah non-compliance risk, discouraging clients, ruining the
institution’s reputation, and spreading skepticism about the Islamic
finance industry. It results from disregarding the Shari’ah rules,
disobeying the Shari supervisory board's instructions, or the disregard of
the Shari’ah board itself of the consensus of Shari’ah scholars as expressed
by the International Figh Academy. It often leads to the invalidation of
contracts and the disposal of the profit earned by channeling it to charity.
Shari'ah governance plays an essential role as the primary cause of
Shari'ah non-compliance. In particular, when Shari'ah boards lack the
knowledge and expertise to identify the ultimate economic consequences
of actions.

VIIIL FINANCE RISKS

Business enterprises hold and sometimes issue financial instruments to
place or to mobilize funds. Such instruments may include Sukuk, fund
certificates, shares, and investment certificates. Each of such instruments
can have its unique risk-return profile. Financial risks are caused by the
failure to adopt the appropriate methods to measure the risk involved in
each financing instrument and to take the necessary precautions to
mitigate them.

IX. CAPITAL INVESTMENT RISKS:

Each investment involves placing capital in some risky business
ventures. Capital investment risk results from the failure to adopt the
proper strategies and to apply the right measures for risk management,
appropriate assessment, and exiting from the investment when necessary.

X. CREDIT-RECEIVING RISKS:

Since investment account holders' representation in Islamic bank
management is yet to be recognized, their preferences towards
investments and their associated risks have been ignored. Credit-receiving
risks refer to the risks of not laying down the proper foundations to
identify the invested funds, their revenues, costs, and profits in a manner
commensurate with the institution’s shareholders' responsibility towards
the investment account holders, given their total absence from the
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decision-making process. Such risk is also called “movable risks” due to
the need to support the profits of investment accounts. The
representation of investment account holders in the banks’ management
would avoid such risks altogether.

XI. ECONOMIC RISKS:

The currently dominant form of market capitalism is prone to crises
due to the economic system itself, policy errors, and external shocks.
Economic risks are associated with changes in the overall economic
conditions surrounding domestic investment in locally placed foreign
investment in another country. Examples are Exchange rate sudden and
unexpected fluctuations, changes in legal and regulatory rules, and
political  upheavals. Their mitigation requires policies of
multidimensional  investment diversification. Reforming market
capitalism along Islamic economics rules could go a long way in
mitigating these risks.

XII. LEGAL RISKS:

The legal environment in which Islamic finance operates lacks many
elements in different countries. Those practicing Islamic finance may
find themselves surrounded by either non-enabling or even hostile legal
environment. The risks emanating from legal changes narrowing or
widening the scope of Islamic economic activities and changes in taxation
are essential sources of legal risks. Reforming the legal environment to
become more hospitable to Islamic finance goes a long way towards
mitigating these risks.

AAOIFI AND IFSB HEDGING-RELATED STANDARDS:

The Accounting and Auditing Organization for Islamic Financial
Institutions (AAOIFI) issued two hedging Shari’ah standards; No. (5) on
“Guarantees” and No. (45) on “Capital and Investment Protection.”
Furthermore, the Islamic Financial Services Board (IFSB) refers to its
rules'™ as Shari’ah-compliant hedging. An investment made into Islamic
banks involves risk-taking. It is a simple application of the Shari’ah
axioms of al-ghunm bi al-ghurm and al-kbaraj bi-al-daman. Profits earned
by Islamic banks are supposed to balance such risks.

101 Tn particular, par. 249 of the amended standard on “Capital Adequacy”
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RISK MITIGATION OF ISLAMIC BANKS OPERATIONS

Entrusting Islamic banks with investment accounts and shareholding
funds under the contracts of Mudaraba and Wakala is legitimate, per se.
However, the legitimacy of profits accruing to such funds depends on
Islamic banks' operations' legitimacy. Islamic banks involved in ruses,
like "Eina, Tawarruq, international Murabaha, as well as similar semi-
conventional operations, render their accrued profits Shari'ah-
impermissible. The acquisition and trading of their corporate shares and
placing investment accounts with them would not be Shari'ah compliant.

Since the amount of investment accounts funds is usually a multiple
of shareholding funds, the possibility of moral hazard in Islamic banks'
investments is significant. Investment account holders must be
represented on the boards of directors of Islamic banks in proportion to
their funds. Such an arrangement would reduce the possibility of moral
hazard in Islamic finance. It is especially important when Islamic banks
decide to apply their paradigm honestly and without ruses. It would
safeguard against taking too much risk with investment account holders'
money and rationalize Islamic banks' operations.

REDUCING INFORMATION ASYMMETRY

Risk-taking must be associated with all Shari’ah-compliant
investment, implying investors’ liability for the total/partial loss or the
depreciation in assets values. The use of Shari'ah-permissible measures to
mitigate risks remains possible. Sale finance may include deferring one of
the two contract counter values. Prices are usually deferred in Murabaha,

Istisna', and Ijarah, often with deferred installments. Besides, when

Mudaraba or Musharaka result in a profit, the Mudareb or Shareek may

fail to deliver. When investment plans are impeded and financial flows

blocked, the loss of capital due to delinquency and default on deferred
payments can happen. The settlement failure of Mudaraba and

Musharaka profits discourages partnership finance. On the other hand,

the use of partnership finance can be made much safer when the

following guidelines are observed to reduce information asymmetry:

1. Mudareb and Shareek must present a feasibility study that includes
three scenarios: an optimistic, a moderate, and a pessimistic scenario.
The principal-agent is bound with the figures and results of the
moderate scenario. He/she must accept his responsibility for all related
statistics and calculations. In case they are not materialized, the
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burden of proof remains on the shoulders of the principal-agent that
he did not commit negligence or breach of contract.

. In cases of Musharaka through shareholding, the investor himself

must carry out due diligence, including a feasibility study in the case
of a new company or financial analysis in the case of an existing one.

. Follow-up reports must be submitted monthly/quarterly by the

principal-agent, to troubleshoot any problem in time. Provisions must
be added to the finance contracts to deal with any discrepancies.

In the case of shareholding, the shareholder’s administration must
submit a follow-up report regarding shareholding's financial results to
its management.

. It is preferred in cases of Musharaka that the Musharaka share would

be sufficiently large to permit participation in management through
membership in the board of directors or any other equivalent role.
Islamic banks' investment departments must include officers with
expertise in investment due-diligence, business management, and
troubleshooting.

COLLATERAL CONTRACTS
Collateral contracts can protect creditors, including Kafalah, Rahn,

and Hawala. These contracts commit the third party to discharge the

debtor’s obligation to pay the debt in case of delinquency or default. For

example:

1.

Kafalah adds the liability of one or more persons to the debt in
addition to the original debtor. Therefore, Debt becomes payable by
both the debtor and the Kafeel.

. Rahn or mortgage provides the creditor with a superior claim on an

asset that is enforceable with priority over to all other ordinary
creditors at the time when debt repayment becomes due.

Hawala transfers the debt settlement obligation from the insolvent
debtor to another solvent creditor.

CAPITAL PROTECTION VERSUS CAPITAL GUARANTEE:
Capital protection involves specific measures to reduce the possibility

of loss. However, such measures are not fail-proof. Criminals may be able

to overcome measures to prevent theft and damage. Guarantees, absolute

or conditions, regardless of the means and methods are taken by the

guarantor or the guarantee seeker, can be arranged to avoid losses.
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Shari’ah requires that investment managers (Mudaraba fund manager,

Musharaka, or investment Wakala managing partner) use hedging to

protect the funds they manage. Such managers guaranteeing their funds

except under misconduct, negligence, or breach of contract is strictly

prohibited.

HEDGING GUIDELINES
Hedging aims to distribute risk among partners in proportion to their

capital shares. Hedging tools must be Shari'ah permissible.

The following must be observed when using Murabaha as a hedging

instrument:

the actual or constructive possession of the commodity must be the
real purpose, target, and final result of each purchase or sale of
commodities. In no case can fictitiously camouflaging other
purposes should be allowed.

Commodities sold must be in the actual or constructive possession
of their seller in a way that makes actual delivery possible. Delivery
must conclude each sale. The seller should never attempt to sell
what is not in his/her actual or constructive possession.

The purchase and subsequent sale of Murabaha commodities by
finance providers and users must be handled directly and never
through delegating a third party, including the original supplier.
The buyer should not be the original commodities’ supplier, nor
should he/she own more than one-half of the commodities
concerned. It is to avoid 'Eina.

Future liabilities should not be incurred in currencies different
from the investment currency to avoid exchange-rate risk.

Multiple contracts used in hedging should not be associated or
made contingent upon one another. Care must be taken to keep
them independent. Contract independence ensures that each
remains valid on its own. Dependent contracts, however, would all
become void once one of them is found impermissible.

The promising party that does not fulfill its promise shall be liable
for all actual costs and losses incurred by the promised party,
resulting from selling the asset to a third party for a lesser value.
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HEDGING INSTRUMENTS & MECHANISMS
I. PERSONAL GUARANTEES

Personal guarantees can be offered through the following means:

. To combining liabilities as in the case of Kafalah, letter of credit and

documentary credit;

. To transfer the obligation of debt payment to a third party, Hawalat

al-Dayn.

. To establish the right to demand debt payment to a third party that

replaces the creditor, Hawalat al-Haq, with another.

II. IN-KIND GUARANTEES
In-kind guarantees take the following forms

. Rabn,

holding assets sold for cash until the price is paid.

. Mortgaging assets are sold for deferred payment until the price is

ultimately settled. The mortgaged part of the asset declines by the
value of successive payment settlements.

III. DOCUMENTARY GUARANTEES
It includes pledging debt securities and rights, such as
debt bonds,
checks,
promissory notes,
asset freezing
merchandise documents.

IV. INDEPENDENT GUARANTEES,
Independent guarantees include

. securities provided by third parties,

Takaful against default

. the creation of an investment-risk reserve.

V. CONTRACTUAL GUARANTEES
Contractual guarantees are exercised through triggering specific claus-

es in investment contracts, like

1.
2.

stipulating early settlement of debts before their maturity
the revocation of the contract in case of default/delay in payment of
installments.
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VI. COMPOUND MECHANISMS OF HEDGING
Such mechanism includes:

1. long-term Murabaha with multiple Murabahas. It method serves to
assure the seller and the purchaser of a long-run relationship to
guarantee sale on the one hand and supply commodities on the other
side.

2. Mutual promises to purchase or sell with different suppliers; examples
of how to hedge against changes in income, prices, and exchange rates
will be given below.

Its mechanism can be an alternative to conventional derivatives.

PROCEDURES AND CONTRACTS FOR RISK-HEDGING:
SPECIAL CONTRACTS AND PROCEDURES:
A. MORTGAGE:

A property (physical, monetary or financial assets) is provided as
security against payments due to the creditor. In case of failure to repay,
the creditor liquidates the property and deducts the debt from the sale
value. The creditor’s right has seniority over ordinary creditors; it extends
to the debtor’s mortgaged assets in possession of others. Examples include
the Mortgage of durable physical assets (like real estates, means of
transport, and durable equipment), financial instruments, and
supporting merchandise documents. Mortgage rights can also be
established over securities, promissory notes, other debt instruments, and
cash balances in frozen accounts. The debtor’s right to receiving profits
can be kept separate or added as mortgage to the original amounts.
Mortgage can also include preference rights to some permitted benefits,
like the entitlements of the public treasury and creditor’s right to receive
sold objects when found in the property of the bankrupt debtor, as well
as the liquidator and the official receiver’s fees.

B. HOLDING THE SOLD OBJECT
When cash payment is instantly required in cases of spot sale, the
seller can refrain from delivering the sold object until actual payment.

C. KAFALAH

Kafalah adds the debt to the liability of the Kafeel or guarantor.
Kafalah includes the right to recourse with or without the debtor’s
request or knowledge. Kafalah can be unrestricted but limited to the
secured debt or restricted to a specific debt owed by the debtor to a third
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party. Kafalah could be hierarchal when the creditor has to claim his debt
from the debtor first and then from the guarantor. It can be non-
hierarchal, by which the creditor can demand his debt from both.

D. HUWALAT AL-HAQ

Huwalat al-Haq is the transfer of the right to receive a debt from one
creditor to another. It enables the creditor to settle his payment, using
payable entitlements due to the debtor against others, such as salaries and
compensations, and the Takaful compensations.

E. HUWALAT AL-DAIN

Huwalat al-dain is the transfer of a debt from one liability to another,
commonly a more solvent person, to increase the chances of a favorable
settlement.

VII. HEDGING CONTRACTUAL OPTIONS
A. KHIYAR AL-SHART

Khiyar Al-Shart is the right to terminate the contract within a
specified period. It can be added to give one or more contract parties to
terminate the contract under certain conditions and within a certain
period.

B. KHIYAR AL-NAQD

An option that gives the seller the right to terminate the contract if the
buyer fails to pay the price during a specified period set and agreed in the
option.

C. KHIYAR OF URBUN SALE

When a down payment or Urbun is to be made, the right to cancel the
contract within a certain period makes the down payment the seller’s.
Otherwise, the down payment remains a part of the price.

VIIL CONDITIONS AND UNDERTAKINGS:
A. REMAINING DEBT INSTALLMENTS BECOMING DUE:

Such a condition takes effect when one or more due installments are
not paid. It usually sets a certain number of installments before a warning
notification is triggered. The notification period's length is stipulated be-
fore the condition takes effect. Should overdue installments be settled,
they should not carry any penalty for payment delay.
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Furthermore, this condition can be strengthened by a Stipulation to
revoke the contract if overdue installments are not paid within an agreed
period. Such addition is the same as “Khiyar alNagd” (cash option), which
is usually provided by the law.

B. PENALTY CLAUSE:

A clause to stipulate penalty payment in cases of delivery delay can be
added to all financial contracts except for debt-creating contracts. Exam-
ples include Istisna' supply contracts and labor-lease contracts. However,
the delay caused by compelling or uncontrollable factors cannot be pe-
nalized. The sum of the penalty must be justifiable by the actual losses re-
sulting from the delivery delay.

C. LETTER OF GUARANTEE:

At the beneficiary's request, a client may instruct his bank to issue a
commitment to pay a certain sum of money within a certain period. The
period may be extended upon the request of the client. Whether the ex-
tension request is granted or not, the bank remains liable to pay the full
amount to the beneficiary as per the guarantee.

D. DOCUMENTARY CREDIT:

A client (buyer) may instruct his bank to commit to a beneficiary’s
(seller’s) bank to pay a certain amount within a certain period. Such
payment would be conditional on the delivery of documents represent-
ing the merchandise as instructed. When a documentary credit is issued
in the context of international trade, e.g., importing goods from abroad,
care must be taken in writing the letter of credit to include all the infor-
mation necessary.

IX. DIRECT FORMS OF HEDGING
A. INVESTMENT-RISK RESERVE:

A part of the investment profit can be set aside as a risk reserve to cov-
er the invested capital loss, and when sufficient, to cover any possible
overall loss. Yield should be calculated exclusive of the investment man-
ager’s share, whether provided as a Mudareb profit-share or an invest-
ment-agent commission. The reason is that the investment manager,
whether a Mudareb or Wakeel, should not guarantee the investment cap-
ital or profit, except in cases of negligence, contract breach.
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The AAOIFI Accounting Standard no. (11) on “Provisions and Re-
serves” regulates this type of reserve.

B. THIRD-PARTY GUARANTEE

It is a guarantee provided by a third party as a donation, in Mudaraba
and investment Wakala, to cover the losses suffered by a partner or a fund
provider. It is merely a commitment to donate money to cover the loss if
it takes place. An investment or a fund manager cannot provide such a
guarantee. The guarantor has no right of recourse to the fund manager
for repayment. Should the third-party guarantee turn ineffective, the
beneficiary has no right to recourse to the investment or fund manager.

C.  WHY WOULD A THIRD-PARTY VOLUNTEER A GUARANTEE?

A third-party guarantee must be provided gratis. It can happen only ei-
ther as an act of charity or of government policy. When a wagqf (public
foundation) wishes to encourage a particular activity that lied within the
wagqf objectives. Examples include low-cost school lunches, homeless
shelters, professional training for the unemployed, health services. In
such cases, the waqf would be interested in promoting social benefit eco-
nomic activities and would have resources to cover some of the losses in-
curred.

Governments may wish to encourage investment in a particular pro-
ject for policy purposes. Such investment may not attract funds unless a
specific rate of return is guaranteed. After reviewing the due diligence as-
sociated with the investment in question, the government steps in. Its
guarantee would mean it is certifying that the claimed rate of return
would be realized, thereby assuring investors to put forward their funds.

D. THE BURDEN OF PROOF & INVESTMENT MANAGERS

When the manager (the Mudareb, the managing partner, or the in-
vestment agent) claims that the damage or loss of the invested assets has
happened for reasons beyond his/her control and the fund provider de-
cides to reject such claim, the manager bears the burden of proof. The
manager is then obliged to prove that the loss was not caused by negli-
gence or breach of contract.
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E. PROMISE TO PURCHASE MUDARABA ASSETS

The manager can promise to purchase the Mudaraba or the Wakala-
investment assets only at fair value, the net value, or the market value.
The fulfillment of such promise is conditional upon the assets remaining
unchanged from their initial state at the time of the promise.

F. GUARANTEE AGAINST MISCONDUCT OR NEGLIGENCE

The investment contract can stipulate the liability of the fund manag-
er for capital loss as well as the actual undistributed profits misconduct,
negligence, or breach of the agreement is proved.

» When the assets placed in the Mudareb, fund, or investment man-
ager's hands are destroyed or damaged, the manager’s possession of
the assets instantly changes from a trust-based to a liability-based
possession. The manager becomes a usurper for not returning the
Mudaraba, partnership, or agency-in-investment assets as stipulated
in the contract.

« Liability for the asset value commences on the day when his posses-
sion has changed from trust to usurpation.

= When the manager’s misconduct, negligence or misconduct, causes
the damage, he/she must return their equivalent or their value,
even if considerably higher,

» Capital growth due to business success and capital appreciation
must be included in the value to be returned.

TAKAFUL
Invested assets can be insured through Takaful against attrition or
damages.

ALTERNATIVES TO CONVENTIONAL HEDGING
I. DERIVATIVES AND ALTERNATIVES:
A. FUTURES ALTERNATIVES:

A fundamental principle in Shari'ah-compliant transactions is that on-
ly one of the counter values in a sale contract can be deferred. Deferment
of both counter values, as in futures contracts, is disallowed as it involves
Gharar. Their alternatives include:

> credit sale (Murabaha or Bai' Bethaman Ajel): merchandise de-
livered spot while the price is deferred. The deferred price
would expectedly exceed the spot price. It can be used to hedge
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against a possible decline in commodity prices for sellers and a
potential increase in commodity prices for buyers.

» Salam and Istisna' sale is where the price is paid in advance, and
the delivery of the well-described merchandise is deferred.
Salam and Istisna's price would be lower than the price of spot
goods. It is useful as a hedge against future price rises in com-
modities, as well as future rises in demand.

B. ALTERNATIVES TO OPTIONS

» Urbun sale: the buyer makes a down payment of the price in re-
turn for the right to cancel the deal within a certain period, in
return for forfeiting the down payment. Such requests can be
transferred to other parties only once. It can hedge against a fu-
ture rise in prices for buyers and a future decline in prices for
sellers.

> A sale with Khiyar al-Shart. The buyer or the seller, or both, re-
serve their right to cancel the deal during a specified period. It
option is non-negotiable. It can be used to hedge against unfa-
vorable price changes, whether up or down. When prices move
in a favorable direction, Khiyar al-Shart can be activated.

> The binding commitment to sell by an asset owner and the
binding promise to purchase by a potential buyer. Such com-
mitment must be free of charge and non-negotiable. The com-
mitment to sell can be used as a hedge against a price decline.
The binding promise to purchase can be used against price rise.

C. SWAPS ALTERNATIVES: BILATERAL PROMISES
Bilateral self-binding promises are independent promises to purchase
different commodities at different currencies. Examples that mimic the
swap transactions include:
> One self-binding promise to purchase some goods on Murabaha
basis and pay in a particular currency, and the other self-binding
promise to buy goods in a different currency. The two promises
can be used to hedge against exchange rate risk.
> A self-binding promise to buy goods at cost plus a fixed markup
and the other self-promise to buy goods at cost plus a variable
profit. The two self-binding promises can be used to hedge
against income changes.
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II. INDICES
A. UNLAWFUL USES OF INDICES

> uses of indices for trading
It is Shari'ah-impermissible to carry out sales and purchases based on
the change in the values of indices available in the stock markets. Pay-
ments or receipts for the mere shift in index values are impermissible
without actual trading of commodities.
> Options on indices or their multipliers
Contracts contingent upon the values of a certain index is unlawful.
Linking the value of monetary debts, at the time of the debt initiation,
to some price index as a way of hedging against possible changes in the
value of the debt-underlying currency is impermissible.

B. HOW TO MAKE USE OF INDICES
> Indices as a measure of change can be used to measure:

o the change of some values in a particular market, i. e.,
measuring tools.

o The performance of the professional fund and investment
managers, by comparing the profits they achieve against the
change in some indices for their evaluation.

o The performance of a portfolio and evaluate its regular risks
instead of observing the performance and risks of each
stock independently.

> Predictions and benchmarks, the index can be used as:

o a measure of the market trend and an indicator of its poten-
tial changes.

o A benchmark for investment funds and Sukuk,

o an indicator to determine the fund managers’ incentive in a
contract like an investment agency or Mudaraba.

> in the absence of a market-determined indicator that directly
measures Islamic investment profitability, price indices can be
used as benchmarks to determine'*:

o the profit rate in the Murabaha-based promise. Once the
profit is set and stated in the contract of Murabaha, it can-
not be changed

102 This is to be done when Islamic finance is applied in a conventional economic system.
When the economic system is Islamic, there would be much better benchmarks.
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o The ratio of the obligatory donation to a specified charity
in case of default on repayment

o The part of the variable rent in Ijarah Muntahia Bettamleek
contracts

o to restrict investment-managers actions (the Mudareb or
the investment agent) so that if the agreed index reaches a
certain level, the manager will have to sell the investment
assets or buy a certain amount of goods at the market price
market prices.

o As an onset condition for the execution of the binding
promise to sell or buy an asset

ALTERNATIVES TO CONVENTIONAL INDICATORS

The use of interest rates (e.g., LIBOR) and conventional indices have
been allowed on Islamic finance, based on necessity. Islamic finance has
been practiced in a predominantly conventional environment devoid of
Islamic investment indicators that can be used as benchmarks. It necessi-
tated the use of conventional indicators instead. Therefore, Islamic fi-
nance can benefit from developing such indicators in two areas. First,
some money- and financial-market instruments can be developed. Sec-
ond, after setting some standards to distinguish Islamic from convention-
al financial instruments, indices can be built from such instruments and
then used as benchmarks.

A. MONEY-MARKET INSTRUMENTS

The monetary authority can issue a central deposit certificate, CDC to
be sold to banks and the public. Its proceeds can be used to establish in-
vestment accounts in all banks (or just Islamic banks), provided that they
would be invested by each bank, using one or more of the twenty Islamic
investment and finance contracts. The assets created through such in-
vestments would be like a Mudaraba pool, which would be tradable, as
long as the investments are Shari'ah-compliant. Trading CDCs would
produce a rate of return on economy-wide Islamic investments. Such a re-
turn rate can be used as a benchmark for Islamic investments. It is ex-
plained in another chapter how to use the RCDC as a monetary policy
tool.
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B. FINANCIAL-MARKET INSTRUMENTS

Standards can be set for shares in Shari'ah-compliant companies,
Sukuk, and Shari'ah-compliant funds. It opens the door to establish Is-
lamic investment indices for specialized and widely diversified indices.
The rate of return on such indices can be used as benchmarks for Islamic
investment.

C. ISLAMIC INDICES PROPERTIES
The use of currently available indices in Islamic finance has been mo-
tivated by Islamic investment indices. We can, therefore, recommend the
construction of such indices while observing the following guidelines:
o The index should reflect the projected results of the Islamic in-
vestments at different maturities.
« All Shari’ah and technical requirements regarding components and
usages must be observed.
o The index must reflect the performance of genuinely Shari'ah-
compliant investments, excluding those evolved through ruses, like
Tawarruq, international Murabaha, debt sale, and the like.

FORMS OF CURRENCY HEDGING
I. USE OF COMMODITY TRADING

1. To extinguish debts by actual repayment or through a swap. It
removes the need to hedge.

2. Murat, a Turkish investor, must make a payment in US dollars,
which is due in, e.g., three months. He wants to be covered
against exchange rate risk. Murat purchases merchandise in
local currency on three months deferred payment from A. He
obtains a promise to purchase the same merchandise in dollars
on Murabaha from B to be paid in three months.

3. Meanwhile, care is taken to set the number of dollars to be
received in three months equal to the debt value.

4. Suppose Murat commits to receive a future payment in Turkish
liras in three months and wants to cover against the exchange
rate risk. Murat can purchase a commodity for Turkish liras at a
deferred price to be paid in three months. Care would be taken
to set the number of Turkish liras to be paid in three months
equal to the amount to be received,
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II. OTHER FORMS OF CURRENCY HEDGING:

Trading commodities in different currencies can be used in mitigating
exchange-rate risks. It has been made evident by the previous examples.
International and domestic trade deals can be arranged to cover such
risks. Offsetting deals can also be set to increase the effectiveness of risk
coverage.

III. COVERAGE DURING A GRACE PERIOD

e Suppose a Turkish bank has issued a letter of credit that obliges it
to pay $1 million in six months to the exporter’s bank in a foreign
country. To cover its exchange rate risk between the dollar and
the Turkish lira, it can sell the same merchandise on Salam to a
domestic customer against cash payment, then use the Turkish li-
ra proceeds to purchase dollars and invest them for six months.

e The bank purchases a commodity for a deferred dollar price, pay-
able in six months. It can sell the same merchandise in the local
currency, Turkish lira, to its Murabaha customer. in quoting the
Murabaha price, the bank may include the possible increase in
the dollar exchange rate in the Murabaha cost.

e Another alternative is to sell the merchandise spot and use the
proceeds to buy merchandise and then sell it in dollars, based on
Murabaha and payable in 6 months.

e Another alternative is that the bank obtains a unilateral binding
promise to buy Turkish liras for US dollars in quantity required
after six months at a specific exchange rate determined in the
pledge. When the payment time comes, the bank concludes the
exchange contract with the promisor through a spot exchange in
the two currencies. The promisor may have made the promise to
sell the dollar amount that he/she is expected to receive in six
months, intending to cover the exchange rate risk.

e The bank may buy a particular commodity in Turkish lira from a
specific party. It possesses the commodity physically or construc-
tively and sells it at a deferred price in dollars, for the same term
of the first sale. It delivers it to its buyer so that the latter can
physically or constructively possess it. The bank may repeat this
transaction whenever it has certain currencies and needs another
currency. So long as buying this currency at its payment due date
exposes the bank to the risk of exchange rate appreciation.



320 Economic Analysis: An Islamic Perspective

IV. EXCHANGE OF DEPOSITS AND LOANS

The bank that is required to pay a sum in dollars in the future can
buy the needed sum and deposits it with another bank for six
months. In return, the other bank makes a parallel deposit of an
equivalent amount of liras. Each bank invests the deposit with
which it is entrusted. After six months, the bank takes back its
dollar deposit and uses it for payment without being exposed to
exchange rate risk.

The bank may ask the client to conclude a Murabaha deal in the
same currency used by the bank to purchase the commodity on
credit from its supplier. It would render the coverage of the ex-
change rate risk unnecessary.

Alternatively, the bank may increase the Murabaha price (cost
plus markup) by a margin covering the possible appreciation in
the bank's currency payable to the supplier.

Should the client refuse to conclude the Murabaha deal in the
same currency or accept a higher profit margin, the bank, in this
case, may now buy the currency payable later to the supplier and
invest it until its payment due date.

The bank has purchased a commodity on credit in a foreign cur-
rency to sell it to its Murabaha client in local currency. It may
agree with the client to consider while determining the Muraba-
ha profit the possible change in the exchange rate and choose the
profit margin given the two currencies' overall exchange rate av-
erage. In this case, the bank will not have to engage in any future
currency exchange to protect its position.

V. USING SALAM FOR LIQUIDITY HEDGING:

Salam enables the seller to set the price in advance and deliver the
goods in the future.

Leasing assets on a forward-lease basis and receive the rentals up-
front.

Forming a portfolio whose tangible assets satisfy a dominance ra-
tio of the total assets, the rest being Istisna’ and Murabaha debts,
so its units can be sold to obtain liquidity.



CHAPTER XIX: THE ECONOMICS OF ISLAMIC FINANCE

This chapter about the economics of Islamic finance tries to give a di-
rect answer to a question that many Muslims think it should not be asked
in the beginning. After all, Islamic finance rules have been stated in the
sacred text unequivocally. There is no way that they can be interpreted
differently. While we admit that our Creator's obedience is mandatory,
He also mandated that we use our intellect. It is a religious duty that can
be exercised to know how and why.

The chapter makes a simple but concise survey of what we have
learned in mainstream economics related to Islamic finance. Then it con-
cludes the justification of this system that appears to be radically different
from conventional finance.

We must assume that Islamic finance is appropriately applied in an
economic system to understand it in the proper context. Such an assump-
tion runs contrary to the current experience where Islamic finance is
practiced in a conventional economic system. The chapter summarizes an
Islamic economic model developed by the author in the early eighties for
this purpose.

When scrutinized in this context, Islamic finance was found to have
precious advantages that set it far apart from conventional finance. It
even makes Islamic finance a candidate for a reform plan to the interna-
tional economic order.

Policy recommendations are quite serious and require special atten-
tion. Besides, since Islamic banks are supposed to operate as a universal
bank, an appendix about universal banking issues has been appended to
the chapter.

There is one question whose answer is postponed to the next volume
of the book. It is well known that Islamic finance has not been appropri-
ately applied in most countries. It cannot be explained against the many
significant advantages of Islamic finance found in this chapter. The rea-
sons for misapplication will be placed in a chapter when the regulation
and supervision of Islamic finance are discussed in the following volume.

INTRODUCTION
Conventional finance, based on the classical loan contract, has been
practiced in the ancient world for centuries. It has been institutionalized
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in banks only in the seventeenth century as we know it today. Mean-
while, interest-free Islamic finance has started with Islam's dawn, based
on several investment and finance contracts. Yet, despite its continued
application, it has not taken the form of banking until 1975 (Chachi,
2005). The long experience with conventional finance and its wider-
ranging prevalence raises questions regarding Islamic finance's economic
rationale.

Islamic jurisprudence offers little in this regard beyond the concept of
justice underlying interest prohibition. There is a need to present Islamic
finance as a choice or alternative to conventional finance economics.
Such a need becomes more evident as Islamic finance involves higher
contractual and transaction costs. Instead of using one standardized con-
tract, as the classical loan contract, it uses up to twenty contracts with the
possibility of mixing and matching in some financing transactions.

It chapter uses results drawn from price, monetary, banking, and fi-
nance theories to compare both conventional and Islamic finance to as-
certain whether the latter has substantial advantages for the single bank
and the macroeconomy to justify its use. The chapter lists certain eco-
nomic advantages that make Islamic finance a better choice. However,
this does not mean that Islamic finance will automatically become the
choice of banks and financial institutions. First, individual banks cannot
capture its advantages, as they are mostly external to the individual deci-
sion-making units. Without ways to internalize such external effects,
banks will find little incentives to seek macroeconomic benefits that bear
only indirectly on their financial statements. Second, policymakers must
be sufficiently convinced of the existence of such advantages before sanc-
tioning the use of Islamic finance. The regulation and supervision of Is-
lamic finance are more involved than its counterpart. Regulators must
watch out for certain peculiarities to effectively regulate Islamic finance.

Using a hybrid banking system, where both Islamic and conventional
finance are allowed to compete freely, is one solution. However, we point
out a few hurdles that must be surmounted.

Finally, the chapter lists some policy recommendations for the mone-
tary authorities and financial regulators to benefit from Islamic finance.

This chapter starts with the details of what we can learn from mone-
tary, banking, and finance theories related to Islamic finance. Some of
these theories do not use the appropriate set up for studying money. We
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are therefore careful to ignore some of their wanting results. The second
section lists Islamic finance's advantages based on these theories. The
third section discusses the problems associated with a mixed banking and
finance system and how they can be surmounted. The last section draws
policy recommendations.

The chapter builds on the authors' earlier contributions on the sub-
ject, particularly, Al-Jarhi 1981 and 2004.

WHAT WE CAN LEARN FROM ECONOMIC ANALYSIS
A. THE RATE OF INTEREST

Islamic finance starts with one fundamental concept: to avoid trading
present for future money. Finance is provided in the form of money in
return for equity or rights to share proportionately in future business
profits. Finance is also offered as commodities delivered in return for
commitments to repay their value at a future date. It is further provided
against a commitment to deliver or manufacture commodities.

Can we find anything in economics that justify apprehensions about
trading present against future money at a premium, which is the rate of
interest?

Until the middle of the twentieth century, it seemed to everyone that
no wrong could be found with the system of market capitalism. Howev-
er, in search of optimal monetary policies, economists stumbled on the
relationship between the rate of interest rate and the optimality of re-
source allocation. Monetary economists found that a zero nominal inter-
est rate is a necessary condition for the optimal allocation of resources
(Samuelson, 1958; Friedman, 1969)'%.

The reason is simple. In a world of fiat money, adding one marginal
unit of real balances costs no real resources to the community. Therefore,
imposing a positive price on the use of money would lead traders to
economize on the use of money in transactions in their pursuit to mini-
mize their transaction costs'®. However, when the rate of interest is zero,

103 Paul Samuelson (1958) reached a similar conclusion earlier than Friedman, using a
consumption-loan model.

104 1f a supermarket were faced with an increase in interest rates, it would attempt to col-
lect cash faster from its tellers and rush it more often to the bank, using more labor
(people who collect cash as well as security guards) and capital (armored cars). Obvi-
ously, the withdrawal of real resources from production into transactions reduces total
output and efficiency (Al-Jarhi, 2016.
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traders will have no incentive to substitute real resources for money. Ad-
ditional real resources can, therefore, be directed to consumption and in-
vestment.

It has also been found in general equilibrium models that a zero-
interest rate is both necessary and sufficient for allocative efficiency (Cole
and Kocherlakota, 1998; Wilson, 1979). These theoretical results are de-
pendent on some simplifying assumptions. Yet, they are robust in a varie-
ty of models (Correia and Teles, 1997).

Milton Friedman proposed his rule to reach an optimum quantity of
money, to deflate the economy at a rate that brings interest down to zero.
In other words, the Friedman rule suggests steadily contracting the mon-
ey supply at a rate equal to the representative household time preference
(Friedman, 1969, p. 34; Ireland, 2000).

Such a policy rule implies that the optimal rate of inflation is negative.
However, Central bankers would never seriously advocate a long-run de-
flation policy (Wolman, 1997).

One problem with such a policy is the liquidity trap when the interest
rate is zero (Uhlig, 2000). Some economists indicate that deflationary
needs only to be exercised to apply Friedman’s Rule (Cole and Kocherla-
kota, 1998). Even if the asymptotic conditions are not fulfilled, short-
term constraints on monetary policy can do the job (Ireland, 2000). An-
other problem is that when the rate of interest becomes very low, mone-
tary authorities have less leeway with adjusting it downwards in the face
of recession. Some economists propose alternative ways to overcome the
zero-bound interest rates (Goodfriend, 2000). Still, such a problem ap-
peared to be more challenging than previously thought few years after
the onset of the International Financial Crisis of 20072012. Another
problem is that deflation has efficiency problems parallel to inflation,
even at very low-interest rates (Lucas, 1994). However, the welfare cost of
implementing a zero rate of interest is claimed to be negligible (Wolman,
1997).

Many economists appear convinced that practical and conceptual
problems involving zero interest rates are surmountable. Nonetheless,
monetary authorities are not yet impressed. So far, no monetary authori-

ty has come forward to adopt the optimal monetary policy rule'®.

105 Economists also recommended the application of 100 percent required reserve ratio.
However, policy-makers have not been impressed, despite the obvious benefits.
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B. RISK-SHARING AND MARKET STRUCTURE

Risk sharing is an essential feature of the Islamic economic system. In
the financial sector, households provide their funds to Islamic banks and
financial institutions on a profit-and-loss sharing, PLS, basis. Islamic
banks and financial institutions supply funds to their users partly on PLS
and partly on a sale-finance basis. Islamic finance is sometimes likened to
a participatory sport in contrast to conventional finance, which is likened
to spectators’ sport (Al-Jarhi, 2004).

It would be an interesting proposition to test whether the relative pre-
dominance of risk-sharing in an economy increases its efficiency. Despite
difficulties, Kalemli-Ozcan et al., 1999) have developed an interesting
scheme to fulfill the same purpose.

They find a positive and significant relationship between the degree of
specialization of individual members of a group of countries, provinces,
states, prefectures, and the amount of risk shared within the group. Their
regressions confirm that risk-sharing facilitated by a favorable legal envi-
ronment and a developed financial system is a direct causal determinant of
industrial specialization.

Therefore, risk-sharing furthers specialization, thereby raising the effi-
ciency of the economy as a whole. In Islamic economic systems, risk-
sharing goes beyond the capital market's mere integration. It should be
more prevalent through the financial market structure, producing more
specialization and greater overall efficiency.

The conventional finance sector is almost void of risk-sharing. Fund
owners provide their financial resources based on the classical lending
contract on the resource-mobilization side. Accordingly, banks taking
deposits would guarantee both principal and interest on their customers’
deposits. On the resource use side, conventional banks provide finance
on the same basis. Banks would not enter into risk-sharing arrangements
with entrepreneurs. Instead, they take risks only on collateral and not on
entrepreneurial activities. Generally, banks do limited monitoring of
their borrowers to minimize default risks.

Similarly, in the bond market, bond issuers guarantee principal and
interest payment, while bondholders do not share in the business risk of
bond issuers. Bondholders meanwhile do not monitor bond issuers.
Trading bonds in an open market provides information collected and an-
alyzed by bondholders. Monitoring a particular bond's market appears to
be less expensive than monitoring borrowers by banks. That is why
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bondholders are willing to accept lower interest rates than banks. Conse-
quently, Corporate bonds as a share of total credit market instruments
averaged 58 percent between 2013, compared to 10 percent to bank loans
in the US (Contessi et al., 2013).

Therefore, we can conclude that most of the financing in conventional
economies is conducted in the financial sector's unmonitored section,
namely the bond market. However, banks still provide some resources.

Risk sharing is found only in the stock market, where shareholders
presumably share the firm's profit and loss whose stock they hold.

C. BANKING AND FINANCE THEORIES, INFORMATION ASYMMETRY & THE
LEMON PROBLEM

According to banking theory, those who obtain debt finance (finance
users) are better informed about the use of funds they obtain than finance
providers. Therefore, debt finance can be riddled by information asym-
metry leading to default. In parallel, equity finance providers can be ex-
posed to investing in a losing venture. Equity finance, therefore, may be
riddled by losses.

In such a world, an entrepreneur who is more informed than the sup-
plier of funds would use internally available funds to invest in the firm.
He would also prefer to use debt finance when more funds are required
(Razin et al., 1998). The reason is that using equity finance would be in-
terpreted as a belief that the stocks of the firm are overvalued. It remains
to show how investors handle the lemon problem or the risk of loss in
equity finance and how the fund provider handles information asym-
metry.

Usually, information asymmetry in debt finance is reduced through
monitoring. However, complete monitoring of fund users would be ex-
tremely costly. To do any effective monitoring, banks will have to raise
the lending rates of interest to cover the extra monitoring costs. Handling
the lemon problem is much easier by conducting and reviewing feasibil-
ity studies.

Since debt and equity finance has its problem, the former has the in-
formation asymmetry problem, and the latter the lemon problem, the
relative use of each will depend on the relative ease each of the two relat-
ed problems can be attenuated.

Two tools can be used to handle the lemon problem of equity finance.
The first is feasibility studies for new projects or financial analysis for ex-
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isting firms. The second is governance. In particular, the second tool has

106 a5 they take equity in companies to influ-

been used by universal banks
ence their governance and ensure their profitability. Information asym-
metry can be handled through extensive monitoring, which could be ra-
ther costly. Universal banks have used an innovative and less expensive
approach to take equity in a company and provide it with debt finance.
In this manner, universal banks simultaneously solve lemon and infor-
mation asymmetry problems.

We can now turn to some issues raised concerning universal banking.
The starting point is that universal banking eliminates information
asymmetry and the associated risks of adverse selection and moral hazard.

Adverse selection can be avoided by careful screening of finance appli-
cants. When a bank provides equity and debt finance simultaneously, it
will have more access to information than when only debt finance is pro-
vided. Therefore, we can conclude that screening would be more effec-
tive and adverse selection less probable with universal banking.

Reducing the possibilities of moral hazard requires monitoring the
firm that obtains finance. All three ex-ante, interim, and ex-post moni-
toring must be exercised to be effective (Aoki, 2013). Equity finance pro-
vides the bank with access to information necessary to practice monitor-
ing at all intervals. That explains why the research of Dewenter and Hess
(1997) supports the idea that relationship (universal) banks are more ef-
fective monitors than transactional (commercial) banks.

Equity finance also reduces firm incentives to substitute riskier for saf-
er assets. Meanwhile, debt finance would reduce firm incentives to hide
its profits. Furthermore, when the firm faces problems, the bank will
help protect its investment as an equity holder.

In summary, banking theory indicates that universal banking would
be exposed to lower moral hazard levels and adverse selection. Besides,
by sitting on the firms’ board of directors, banks could influence corpo-
rate governance in the whole productive sector, leading to economic per-
formance improvements.

106 Universal banks are defined as “large-scale banks that operate extensive networks of
branches, provide many different services, hold several claims on firms (including eq-
uity and debt), and participate directly in the corporate governance of the firms that re-
ly on the banks as sources of funding or as securities underwriters, “(Calomiris, 2000).
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Empirically, it has been found that using a combination of debt and
equity finance by banks seems to carry several advantages to both banks
and firms, confirming theoretical findings. The banking theory would
indicate that banks would be relatively more exposed to adverse selection
during economic upturns and moral hazard during downturns. Applied
research has found that universal banks face lower risk than commercial
banks during upturns and downturns. Besides, the risk differential be-
tween universal and commercial banks gets broader and more significant
during downturns (Dewenter and Hess, 1997)'%.

TRANSACTIONS CLASSIFICATION

Another contribution in price and monetary theories is the distinction
between nominal, real, and semi-real transactions (Al-Jarhi, 2002). Nom-
inal transactions have two nominal (monetary) counter values. One ex-
ample of a nominal transaction is when spot money is traded against fu-
ture money. Another example is when a gamble price is paid as present
money against the gamble's payoff, which is usually paid in the future, as
in the case of derivatives. When both counter values are deferred, market
authorities set safeguards to ensure that both parties to the gamble will
pay their obligations. Whether nominal transactions are carried out in an
organized financial market or a gambling casino, their ultimate results
are distributional between gambling parties.

The macroeconomic effects of nominal transactions take two forms.
In the first form, the growth in nominal transactions volume will en-
courage investments in the gambling industries and associated services.
More investment would also be directed to accounting, clearing mecha-
nisms, strategic trading mechanisms, and enforcement mechanisms usu-
ally associated with this type of transactions in the financial markets.

The redistribution of wealth would affect the consumption pattern in
the economy and motivate the reallocation of resources that caters to the
tastes and preferences of the social group that gains wealth against the
rest of the society.

The critical result is that trading present for future money is always
done through nominal transactions. Whether a debt instrument or a risk
associated with some gamble is traded in the financial market, the related
transaction has two nominal counter values, one on each side.

107 For an exposition of the main issues regarding universal banking, see Appendix II
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Real transactions have only one nominal or monetary counter value,
while the other is always a commodity. Such transactions provide essen-
tial indicators for the allocation of resources. When the rate of monetary
expansion increases, more money is available for spending either directly
or through the increase in finance availability. Spending would increase
on commodities as well as on debt and risk trading.

An increase in spending on commodities is done through real transac-
tions, which become the chariot of the transmission mechanism from the
changes in money supply to commodity markets directly. The more
spending increases go through real commodities, the faster commodity
markets respond with new prices and quantities that serve as signals to
producers to adjust their output. However, the more spending is directed
to debt and risk trading, the greater the leakages as spending on com-
modities would await the conduct of financial market games and the re-
sulting payoffs. Those gaining wealth would, after some delay, increase
their commodity purchases by carrying out more real transactions. Such
uncertainty and leakages to nominal transactions slow the speeds of
commodity markets' adjustments.

Therefore, the effect of policy actions leading to an increase in mone-
tary expansion on commodity markets would depend on how much of
the money supply rise goes into nominal versus real transactions.

Semi real transactions can be defined as exchanging one currency for
another currency, where both counter values are paid. Trading currencies
against each other, where one or both counter values is deferred, would
be considered a nominal transaction. Spot trading of currencies would be
to pay for commodities across the borders. They, therefore, have the same
effects as real transactions. Meanwhile, currency trading with deferred
payments would be for debt or risk trading.

A CONCISE ISLAMIC ECONOMICS MODEL
I. GENERAL FEATURES

Reba's prohibition entails an institutional structure that remains based
on the market mechanism but has features that replace interest-based fi-
nance with interest-free finance. The institutional structure should be suf-
ficiently comprehensive to encompass money creation and allocation, as
well as monetary and fiscal policies (Al-Jarhi, 1981)
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II. ISSUING MONEY AND ALLOCATION OF FINANCE

Drawing from Al-Jarhi, 1981, the Islamic monetary system will have a
central bank and member banks. Money is issued in the form of central
bank investment deposits, CDs with banks, placed based on profit and
loss sharing, PLS. the return on CDs will flow back to the central bank as
seigniorage for the government's budget ultimate benefit.

Furthermore, we want to do away with a well-guarded monetary tool
to fulfill the Islamic economic rule that wealth redistribution must be
justifiable. It would also provide the central bank with full, exclusive, and
direct control over the money supply. Moreover, it would avoid using
monetary policy tools to lead to drastic changes in the money supply. All
these goals can be reached by replacing the fractional reserve system with
total reserves.

The central bank would issue a new money-market instrument. Its
proceeds would be added to the central deposits. It is called central de-
posit certificates or CDCs. Such an instrument would be negotiable in a
secondary market and available to banks and the public for investment.

Like the central bank, the public places their fund in investment ac-
counts based on PLS. the public can also hold CDCs. Furthermore, they
can place demand deposits with banks used for transactions services and
earn no return. On the fund-use side, people can finance their activities
based on one of sixteen contracts listed in Appendix .

What happens to the government budget deficit? First, the govern-
ment finances its income-generating activities through banks. Even infra-
structure projects can be made income-generating to attract finance on
market terms. Second, citizens could be encouraged to establish Awqaf or
public foundations to provide public services, especially education and
health'®. To the extent such Awqaf are encouraged, the government will
limit its activities to set standards for education and health services.

Redistribution in favor of the poor is done outside the market mecha-
nism, through the collection of Zakah. Banks become custodians and au-
thorized to use the proceeds to finance micro-projects whose titles are
transferred to the poor to make them self-employed and self-sufficient.

108 Private foundations are considered to be perpetual after-life charity, that earn rewards
from God while their founders are dead. That is why Muslems have been keen to es-
tablish them. In the past, most of health and education services were provided through
private foundations.
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There will be no integrated debt market, nor will risk trading be al-
lowed. The central bank, having an exclusive power to control the money
supply, can gauge the

monetary expansion rate to the rate of growth to target absolute price
stability.

EFFICIENCY OF ISLAMIC FINANCE
I. MACROECONOMIC EFFICIENCY
A. EFFICIENCY AND ECONOMIZING ON CASH IN TRANSITIONS

At the macroeconomic level, Islamic finance avoids the use of interest-
based lending. The rate of interest is replaced by the rate of profit on
partnership and PLS finance, markups on credit-purchase finance, and
rental rates on leasing finance'”. They reflect the time-value of commod-
ities.

The Friedman optimal monetary policy rule (to deflate the economy
at a rate equal to the real rate of interest) is to prevent agents from substi-
tuting real resources for money in transactions, as this would reduce total
output below the optimum level. Those who deposit their money in
banks do so in the form of saving and investment accounts based on PLS. in
this case, the rate of return would be uncertain. Neither the principal nor
the return on such accounts or deposits is guaranteed. There would be no
incentive to reduce the use of cash in transactions to gain more income
with certainty, as in the classical loan contract.

B. EFFICIENCY & FINANCIAL RESOURCE ALLOCATION

Conventional finance allocates financial resources with paramount re-
gard for borrower’s ability to repay loans, both principal and interest. In
the modes of Islamic finance based on equity and PLS, the focus would
be on the profitability and return of the concerned investment. Its type
of finance can direct financial resources to the most productive invest-
ments. It would increase the efficiency of the financing process and rein-
force efficiency in the real sectors.

We assume that Islamic finance modes based on commodity acquisi-
tion are used in an open-access market with sufficient competition
among fund users. Unlike the rate of interest, which is an administered

109 Such rates of return must be somehow related. They are all market determined and
should not be subject to price-setting by policymakers.
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t "% is market-

price that reflects policymakers’ views, the finance cos
determined. The open market accessibility is sufficient to allow for com-
petitive price search. Fund users will shop around banks for the best fi-
nance terms. Banks would negotiate with customers their markups. The
market would produce markups that reflect customers’ and banks’ time
preferences and the relative importance (value in use) of financed com-
modities. Resource allocation would again be optimal. No finance would

be provided for debt or risk trading'''.

STABILITY

On the one hand, a conventional bank has liabilities that include de-
mand, time, and saving deposits, which the bank guarantees. On the
other hand, it has assets that are mostly composed of debt instruments,
each of which has a quality that depends on the corresponding debtor's
ability to repay. If it happens in a significant proportion, default on the
asset side will imply the inability to meet the bank’s obligations on the li-
ability side. Such default can be expected at times of crisis, be it of macro-
economic nature or caused by circumstances specific to the bank. One
bank's insolvency could cause a bank-run, threatening the whole banking
system.

According to Islamic rules of finance, a bank operating has liabilities
of different nature. Only demand deposits are guaranteed. Meanwhile,
saving and investment deposits are placed on a PLS basis. When a bank
faces macroeconomic or bank-specific crises, investment depositors au-
tomatically share investment and default risk on the asset side. The bank
is less likely to fall, and a bank run is less probable. Therefore, it can be
said that an Islamic banking system is relatively more stable compared to
conventional banking (Khan, 1986).

There is an integrated debt market in conventional finance that has
grown immensely in size and scale of integration. As lately manifested in
the International Financial Crisis (2008-2012), many experiences have
shown that integrated debt markets are sources of both domestic finan-
cial instability and contagion. Some economists have come forward with
proposals to place restrictions on capital movements. It would be contra-

110 Markup rates and rental rates.
"1 Let us remember that we have already argued for the missing link between the rate of
interest and the rates of time preference.
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ry to what has been considered in economics as the received neoclassical
doctrine.

In contrast, debt is created in Islamic finance by selling commodities
on credit. Resulting debt instruments are negotiable only at face value.
There is a credit market for each commodity in which the demand and
supply to buy it on credit determines a mark-up rate''* for it, resulting in

13 The absence of sudden and mass

fully segmented credit markets
movements of funds and risk trading rules out instability and contagion.

We have noted above that Islamic finance never provides present
money for future money. All Islamic finance modes involve money on
the one end and commodities'*. Monetary flows through Islamic finan-
cial modes are directly tied up with commodity flows. In other words, Is-
lamic finance removes the dichotomy between financial and real activi-
ties. It leaves no room for excessive credit expansion, as each finance ex-
tended is automatically earmarked for specific uses.

Changes in the supply of money by policymakers would automatically
be translated into changes in excess demands and supplies of commodi-
ties, causing quantities of output produced to respond more quickly to
market forces. In other words, markets are more likely to operate effi-
ciently and smoothly. Therefore, it is interesting to note that Islamic fi-
nance, though being non-conventional, supports market forces and
mechanisms more than conventional finance.

INFORMATION ASYMMETRY

Assuming no regulatory hindrances, Islamic banks, like universal
banks, can carry out both investment and commercial banking activities.
Therefore, Islamic banks would be allowed to provide finance through a
combination of modes, enabling them to mix contracts free from infor-
mation asymmetry with others suffering from it. Like universal banks, Is-

112 The mark-up rate is the difference between the spot price and the deferred price as a
percentage of the spot price.

113 At maturity both countervalues, viz., debt and its nominal value would be spot and
equal in amount, thereby fulfilling the necessary conditions for trading money in Is-
lam. Meanwhile, debt can be swapped against tangible goods or services (according to
Imam Malik and Ibn Taymiah, but not for cash.

114 It meaning includes all sale finance. Partnership and investment agency finance can be
considered as money advanced for shares in future income resulting from commodity-
related activities.
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lamic banks can hold equity in the firms they finance. In this respect,
they bear a resemblance to universal banks. They can be thought to han-
dle the problems of moral hazard and adverse selection better than con-
ventional (commercial) banks (Al-Jarhi. 2003).

FINANCE AND DEVELOPMENT
A. OPERATING AS UNIVERSAL BANKS

Some economists believe that universal banking that combines all fi-
nance phases can be credited to industrial development and economic
growth in Germany and Japan. Universal banking has yielded economies
of scope and greater efficiency, providing more finance at lower costs,

thereby promoting industrial investment '

. In particular, German
banks have been perceived to maintain close, long-term relationships
with industrial firms, which influenced banks' attitudes towards multi-
period optimization (Fohlin, 1998). Its opinion is supported by Terrin
(1998) but opposed by Fohlin (1998) as well as Miwa and Ramseyer
(2000).

The ability to act like universal banking by Islamic banks put their fi-
nancing activities right in the center of the development process. In this
case, Bankers become both partners and financiers of entrepreneurial ef-
forts to develop the economy.

Empirical findings seem to confirm this about universal banks. Calo-
miris (2000), through his study of pre-World War I Germany, has found
that universal banking served to reduce the cost of financing industriali-
zation in Germany relative to its corresponding level in other countries
where commercial banking is prevalent. He also found that the financial
sector reached a higher level of allocative efficiency in the former than in
the latter. Therefore, we can rest assured that Islamic banks operating as
universal banks give better support to development efforts.

B. FUND MOBILIZATION

Many followers of religions that abhor interest (Hinduism, Buddhism,
Judaism, Christianity, and Islam) hold their funds outside the banking
and financial sector, thereby placing their financial resources outside the
development process. Islamic finance opens the door to mobilizing such

115 For a theoretical analysis of the relationship between finance and growth, see, e. g,, 22.
Nyankomo (2015), Greenwood and Smith (1997) and Vaona (2005).
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resources, especially in many Islamic countries where they would be oth-
erwise kept idle. Islamic financial products would be both interest-free
and ethical''®. It makes Islamic finance even more effective in resource
mobilization to the groups of people interested in both: the avoidance of
interest and moral investment involvement.

ADJUSTMENTS TO POLICY SHOCKS

By understanding the prohibition of interest, we find that trading the
present against future money at a premium is prohibited. One would dis-
cover that the ban on interest amounts precisely to the prohibition of
nominal transactions (Al-Jarhi, 2016).

We can, therefore, interpret the prohibition of Reba from the eco-
nomic perspective as the prohibition of trading present nominal (mone-
tary) values against future nominal

(monetary) values. It is equivalent to the prohibition of all nominal
transactions, encompassing both debt and risk trading.

In an economy with Islamic finance, when the supply of money in-
creases, spending increases directly and through more financing. In Is-
lamic finance, both spending and finance are channeled exclusively
through real transactions. Direct spending means direct cash flows to the
commodity sector. Financing would also boost both supply and demand.
The quantity and price speeds of adjustment get full throttle, as no cash
balances leak to nominal transactions. The transmission mechanism from
monetary expansion to spending is direct. In such an economy, the
speeds of adjustments are swift, and the market mechanism is fully sup-
ported.

In contrast, monetary expansion in a system with conventional fi-
nance transmits more slowly into the real sector. On the one hand, sub-
stantial leakage from monetary expansion flows into nominal transac-
tions, vz, debt, and risk trading. The final effects on the commodity sec-
tor will not emerge until the payoff of gambling games in the financial
market reaches winners' pockets. The first effect of the financing di-
rected to commodity sectors would go to the demand side first. Price

116 One cannot help but notice that the word “Islamic” in this context could have two
meanings. The first refers to the quality of the financial product, viz., that it satisfies
the Islamic requirements for lawful contracts. The second is that it satisfies ethical
standards as defined by religion. In this sense, Islamic finance is equally Christian,
Jewish, Buddhist and Hindu.
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speeds of adjustment would be higher while quantity speeds of adjust-
ments would lag. Inflation would be the ultimate result, even when the
economy is below full employment.

Ultimately, with conventional finance, we have slower speeds of ad-
justment, biased towards price adjustments. The market mechanism
would limb slowly to economic adjustment, without ever settling down.

We can conclude that by prohibiting nominal transactions, Islamic fi-
nance boosts speeds of adjustment, as they would also be balanced be-
tween quantity and price speeds. The market mechanism is ultimately
strengthened.

SYSTEMIC INTEGRITY

Risk (meaning business risk) is an important ingredient in investing.
In conventional finance, investment is financed through equity (stock
market) or debt (borrowing from banks and issuing bonds). Banks accept
only collateral risk. They always avoid bearing the risks of investment
failure. Corporate bondholders follow the same rule, and their debt car-
ries seniority over shareholders’ rights. The result is that risk is left to be
borne by a few specialists, who are either entrepreneurs or shareholders.
Such a minority of risk bearers shoulder the brunt of investment failure.
Although the per capita risk for society may be low, risk concentration
on a small group could be unbearable. The commodity sector would be
far removed from the finance sector, as each goes its way. In other words,
the system would be disjoint.

In Islamic finance, banks and financial institutions advancing funds
share risk with those receiving finance, including producers, traders, and
the like. Islamic finance with proper corporate governance would allow de-
positors some influence on banks' investment decisions to share in the
decision-making process by sitting on the boards of directors of firms re-
ceiving funds. It changes that we have proposed would extend risk and
decision sharing to both the asset and liability sides of banks (Aljarhi,
2014).

Therefore, we can notice that risk and decision-making are spread over
a much larger number and a wider variety of concerned people. It allows
for broader involvement in economic activities so that people will even-
tually feel they are partners rather than spectators.

The benefit of wider involvement goes beyond the mere feeling, add-
ing to banks' stability. The finance sector would be closely tied to the
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commodity sector. It affords the economic system compactness and in-
tegrity between its different parts.

EQUITY

By themselves, Islamic banks and financial institutions cannot reduce,
let alone eradicate poverty. However, if given the right tools, they can
contribute to society's efforts in that regard.

Islam prescribes a tax-subsidy approach to reducing poverty. A levy
called Zakah is paid out by those whose wealth exceeds a certain mini-
mum level in proportion to their property or income.

Zakah proceeds are earmarked for several uses, including income and
wealth maintenance for the poor. Income maintenance is provided provi-
sionally to the poor until wealth maintenance is restored. Zakah proceeds
would be earmarked to finance micro-projects whose titles are given to
the poor. Its method of poverty reduction can be closely intertwined
with that of economic development, as redistribution is mostly directed
towards making the poor more productive, which in turn contributes to
economic development.

Islamic banks can help by acting as custodians of Zakah proceeds and
in their disbursement. Islamic banks are also mandated to have special
accounts for the Zakah due on their shareholders’ equity. They can even
accept direct payments of Zakah and other donations on behalf of depos-
itors and other donors. Banks can then use their Zakah funds for the
poor's income and wealth maintenance.

Conventional lending gives utmost attention to the ability to repay
loans. To ascertain such ability, it depends overwhelmingly on the provi-
sions of collaterals and guarantees. Thus, those already rich would have
the most access to finance. In contrast, Islamic finance providing funds
on equity or profit-sharing basis would be more concerned about profita-
bility and rate of return and less concerned about collateral as the prima-
ry consideration. Those who are not wealthy, but have worthy invest-
ment projects, would have more access to finance.

DEBT SUSTAINABILITY

Conventional debt has specific characteristics that could place debtors
in difficulties if circumstances do not allow them to repay in time. Inter-
est is usually calculated on the outstanding balance of debt, usually com-
pounded annually and sometimes at shorter intervals. Debtors who fail
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to pay an installment on time are automatically considered delinquent,
whether they have an excuse or not. They are often subjected to penalty
rates of interest, which are higher than regular rates. It is not uncommon
to find borrowers who pay debt service that is many folds the original
principal they borrowed. It is particularly symptomatic credit-card and
developing-countries debt, as they continue to face debt problems that
sometimes reach crisis levels. Debtors frequently seek debt relief through
bankruptcy procedures. Developing countries appeal their cases with
creditors clubs in London and Paris.

Conventional debt generally lacks sustainability that has been demon-
strated at times of crises, when attention is usually directed to bail out
lenders (banks) and not borrowers.

The debt created through Islamic finance has characteristics that make
it sustainable. The total value of debt, which includes the spot value of
commodities purchased on credit and an implicit mark-up, is set from
the very beginning'".

When debtors face unavoidable circumstances that would make them
temporarily insolvent, Shari’ah rules mandate that they are granted free
rescheduling and grace periods to help them bring their finances back to
order. No penalty fees can be levied in this case.

Due to the information asymmetry associated with conventional fi-
nance, moral hazard leads to using borrowed funds for non-prescribed
purposes, leading to default. In contrast, the absence of information
asymmetry and moral hazard from Islamic finance, like universal banks
and mixing contracts, mandates that the advanced funds are used for
their prescribed purpose. Therefore, default resulting from improper use
of funds would be most unlikely.

REFORM AGENDA FOR CONVENTIONAL FINANCE

Conventional finance has shown exposure to instability and conta-
gion. The latest International Financial Crisis of 2008 was accompanied
by widespread bank failure confronted by expensive bank bailouts, in ad-
dition to a serious recession that lingered for four years after the onset of
the crisis. Some economists advanced reform proposals revolving around

17 During the International Financial Crisis, had the authorities directed their attention
to support debtors instead of creditors, the crises would have stopped without an ensu-
ing serious depression.
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tighter regulation. Others suggested that capital movements should be

curtailed. An interesting opinion goes back to the Chicago plan submit-

ted during the Great Depression.

Given the above analysis regarding Islamic finance, we can perceive
that it contains a prescription to contemporary market economies' prob-
lems following institutional changes.

1. Replacing the classical loan contract with the 20 Islamic finance
contracts,

2. An exclusive monopoly of the issuing of money through a
government-owned central bank,

3. All issued money is to be placed in PLS investment accounts
with banks,

4. The central bank issues central investment certificates, to be
held by banks and the public and traded in an open market as
an interbank and monetary policy instrument,

5. Debt trading, as well as the use of all risk-trading contracts, is
prohibited in financial markets,

6. Debtors would be granted free rescheduling in case of
temporary illiquidity but penalized in case of delinquency.

Its prescription has been taken directly from the features that make Islam-
ic finance enjoy stability and less prone to crises.

MIXED SYSTEMS HURDLES

The eight advantages of Islamic finance appear to be externalities that
accrue to the system as a whole but do not accrue directly to any Islamic
bank or financial institution in particular. It creates an incentive prob-
lem; Islamic bankers would not be sufficiently motivated to follow the Is-
lamic finance paradigm to the letter. The incentive problem can be
solved through some method of internalizing external benefits.

In hybrid systems with the absence of internalization, Islamic bankers
have to compete with conventional bankers who use the classical loan
contract, which is more straightforward, requiring fewer procedures and
less documentation than the 16 Islamic finance modes. Strict following of
the Islamic finance paradigm would greatly benefit Islamic banks and fi-
nancial institutions and higher profitability. However, Islamic bankers
being conventionally trained and working in a conventional environ-
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ment may still prefer to mimic traditional finance. Experience has shown
that they can convince their Shari’ah boards to develop the necessary rus-
es for imitating.

To maintain their competitive position, they either switch to outright
conventional finance or maintain their nominal brand name and mimic
conventional finance. It enables them to streamline procedures and doc-
umentation to conform to the pattern to which they have grown accus-
tomed.

CONCLUSIONS AND POLICY RECOMMENDATIONS

Using macroeconomic, banking price, and finance theories, we have
demonstrated that Islamic finance, when applied according to our para-
digm (Al-Jarhi, 1981), would have distinct advantages. Moreover, it pro-
vides a justifiable prescription for reforming the contemporary market
economy.

The advantages of Islamic finance formulated above, although note-
worthy, are not sufficient to induce Islamic bankers to be true to Islamic
finance. The reason is that such advantages are mostly external and can
only induce behavior after being internalized. An important policy im-
plication is that such internalization is left to banking and finance regula-
tors. Only when Islamic banking's license is strictly enforced by the mon-
etary regulators would Islamic bankers stop mimicking conventional fi-
nance.

Our main policy implications are only one headline that requires a
more detailed explanation, which could be found somewhere else (Al-
Jarhi, 2014). Furthermore, some Islamic finance contracts require particu-
lar guidelines to reduce the information asymmetry associated with them.
Certain modifications have to be introduced to Islamic banks' corporate
governance, especially in allowing investment account holders to be rep-
resented on their boards of directors.
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Ch. & Verse No.

Verse Text
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Al-Baqara (44) Do you order the people's righteousness and forget yourself
while you recite the Scripture? Then will you not reason?
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Al-Baqara (73)

So, We said, "Strike the slain man with part of it." Thus does
Allah bring the dead to life, and He shows you His signs that
you might reason.
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The example of those who disbelieve is like that of one who
shouts at what hears nothing but calls and cries cattle or sheep -
deaf, dumb, and blind, so they do not see reason.
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Al-Baqara (242)
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Thus, does Allah clarify to you His verses that you might use
reason?
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Al-Baqara (269)
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He gives wisdom to whom He wills, and whoever has been

given knowledge has certainly been given much good. And
none will remember except those of understanding.
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It is He who has sent down to you, [O Muhammad], the Book;
in it are verses [that are] precise - they are the foundation of the
Book - and others unspecific. As for those in whose hearts is
deviation [from truth], they will follow that of it which is
unspecific, seeking discord and seeking an interpretation
[suitable to them]. And no one [proper]
interpretation except Allah. But those firm in knowledge say,
"We believe in it. All [of it] is from our Lord." And no one will

knows its

be reminded except those of understanding.

(olee J) (144)
(Al-Imran) (190)
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Indeed, in the creation of the heavens and the earth and the
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alternation of the night and the day are signs for those of
understanding.
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And when you call to prayer, they take it in ridicule and
amusement. That is because they are people who do not use
reason.
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Allah has not appointed [such innovations as] bahirah or
sa'ibah or wasilah or ham. But those who disbelieve invent
falsehood about Allah, and most of them do not reason.
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Indeed, the worst of living creatures in the sight of Allah are the
deaf and dumb who do not use reason.
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There was certainly in their stories a lesson for those of intellect.
Never was the Qur'an a narration invented, but a confirmation
of what was before it and a detailed explanation of all things
and guidance and mercy for a people who believe.
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And on earth are neighboring plots and gardens of grapevines
and crops and palm trees, [growing] several from a root or
otherwise, watered with one water; but We make some of them
exceed others in [quality of] fruit. Indeed in that are signs for
people who reason.
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Then is he who knows that what has been revealed to you from
your Lord is the truth like one who is blind? They will only be
reminded who are people of understanding -
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It [Qur'an] is a notification for the people that they may be
warned thereby and that they may know that He is but one God
and that those of intellect will be reminded.
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Indeed in that are signs for those who discern.
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Then, has it not become clear to them how many generations
We destroyed before them as they walk among their dwellings?

Indeed in that are signs for those of intelligence.
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So have they not traveled through the earth and have hearts by
which to reason and ears by which to hear? For indeed, it is not
eyes that are blinded but blinded are the hearts that are within
the breasts.
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And of His signs is [that] He shows you the lightning [causing]
fear and aspiration, and He sends down rain from the sky by
which He brings to life the earth after its lifelessness. Indeed in
that are signs for people who use intellect.
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[It is] a blessed Book which We have revealed to you, [O
Muhammad], that they might reflect upon its verses and that
those of intellect would understand.
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And We granted him his family and a like [number] with them
as a mercy from Us and a reminder for those of understanding.
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Is one who is devoutly obedient during periods of the night,
prostrating and standing [in prayer], fearing the Hereafter and
hoping for the mercy of his Lord, [like one who does not]? Say,
"Are those who know equal to those who do not know?" Only
they will remember [who are] people of understanding.
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Who listen to speech and follow the best of it. Those are the
ones Allah has guided, and those are people of understanding.
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And [in] the alternation of night and day and [in] what Allah
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sends down from the sky of provision and gives life thereby to
the earth after its lifelessness and [in His] directing of the winds
.are signs for a people who reason

(el (1)
(Al-Hashr) (14)
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They will not fight you all except within fortified cities or
behind walls. Their violence among themselves is severe. You
think they are together, but their hearts are diverse. That is
because they are a people who do not know reason.
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APPENDIX TO CH. XVIII: ISSUES RELATED TO UNIVERSAL BANKING
The following lists major pro and con arguments related to universal
banks’ ability to deal with moral hazard and adverse selection.

I. ALTERATION OF CORPORATE CAPITAL STRUCTURE IN FAVOR OF DEBT
AND AGAINST EQUITY

Universal banks can facilitate access to information about firms. German
universal banks are described as financial supermarkets providing commer-
cial banking, securities underwriting, and brokerage, holding positions on
joint-stock companies' supervisory boards, voting equity shares in proxy for
customers, and sometimes taking short-term stakes in companies (Fohlin,
2000b). Theoretically, universal banking and the resulting bank attachments
with corporations could give some firms more access to external finance,
thereby motivating them to change their preferences regarding debt finance.

Fohlin (2000b) found that universal banking is not associated with
different leverage nor debt maturity structure. While older firms contin-
ue to have lower leverage and short-term debt, bank attachment is not as-
sociated with earlier than average reductions in leverage as firms mature
or alter short-term debt use predictors. The findings offer little support
for the idea that formal bank-firm relationships altered German industri-
al firms' financing options or choices.

II. COMBINING BANKING WITH TRADE

Barth, Caprio, and Levine’s (2000) empirical study highlight the nega-
tive implications of imposing regulatory restrictions on commercial
banks' activities. Specifically, regulations that restrict banks' ability to (a)
engage in securities activities and (b) own non-financial firms are closely
associated with greater banking sector instability. Moreover, their anal-
yses suggest no countervailing positive benefits from restricting the mix-
ing of banking and commerce or restricting banks' activities in the areas
of investment banking, insurance, and real estate.

III. BANK RELATIONSHIP AND FIRM PROFITABILITY

Under universal banking, firms deal with one bank, which is also one
of its shareholders. Some economists suspect that such a single firm-bank
relationship could be less profitable.

Degryse and Ongena (2000) empirical work suggests that the profita-
bility of Norwegian publicly listed firms with bilateral bank relationships
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is higher than the profitability of firms with multilateral relationships. Its
result is quite robust. It holds, controlling for firm age, size, debt, asset
intangibility, and Tobin’s Q, and in a variety of specifications. The result
seems to confirm the implication of Yosha (1995) and von Rheinbaben
and Ruckes (1998). If firms disclose proprietary information to creditors,
firms using bilateral financing achieve higher sales profitability than
those using multilateral financing.

IV. THE ORGAN BANK HYPOTHESIS

The “Organ Bank Hypothesis,” advanced first by the Japanese Econo-
mist T. Kato and tested later by Okazaki and Yokoyama (2001), claims
that the bank-firm relationship could reflect negatively on the efficiency
and stability of the banking system. Okazaki and Yokoyama have found
that in prewar Japan, interlocking directorship and auditing between
banks and non-banking companies were very pervasive in large-sized
banks. They also found that interlocking negatively influenced banks' li-
quidity performance and profitability, which played a role in increasing
bank closures during the Showa Financial Crises of 1927.

In contrast, when studying the German universal banking system in
the pre-World War I period, compared with the banking system prevail-
ing in the UK and the USA, Fohlin (2000a) finds a different perspective.
Her results indicate that universality does not lead to appreciable market
power. Concentration in the German banking industry does not in itself
produce anti-competitive behavior.

Therefore, we can conclude that other reasons may explain the Japa-
nese case, and the Organ Bank Hypothesis is by no means generally valid.

V. THE CONSISTENCY OF INTEREST HYPOTHESIS

Gorton and Schmidt (1996) consider universal banking an alternative
mechanism to the stock market for risk-sharing that could provide in-
formation to guide investment. In Germany, the stock market has been
historically small. Universal banks hold equity and proxy voting rights
over their customers’ stock holdings. They lend to firms and sit on their
corporate boards simultaneously. If German banks were acting as substi-
tutes to the stock market, their behavior would improve corporate per-
formance. Alternatively, banks could benefit from the inside infor-
mation they gather about the firms they lend while exercising monopo-
listic power over access to external finance. It would lead to interest be-
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tween banks and other shareholders, particularly those who have delegat-
ed their voting proxy rights.

Gorton and Schmidt (1996) test the consist-of-interest hypothesis be-
tween German banks during the 1970s and 1980s. They find that Ger-
man banks improved the performance of firms they finance to the extent
of their equity holdings. No evidence was found on the consist of inter-
est concerning the use of proxy votes. It was the case in their sample of
1974. In 1985, German security markets became more developed. While
banks continued to affect corporate performance, their influence could
not be distinguished from that of non-bank shareholders. Gorton and
Schmidt's study appears to cast substantial doubt on the consist-of-
interest hypothesis.

Gorton and Schmidt (1996) investigate the potential of interest in the
issuance of public securities when the underwriting of the initial offering
is done by an investment bank that holds equity in the concerned firm
who would be similar to a universal bank. The evidence in their study
suggests that interest exists, i. e., the underwriting bank can utilize the
superior information it obtains through its affiliation with the firm. Yet,
the interest effects are fully discounted, as all market participants fully an-
ticipate them. In this regard, Gorton and Schmidt find that initial public
offering underwritten for a firm by its affiliated investment bank per-
forms as well or better than issues of firms in which no investment bank
holds a prior equity position.

VI. BANK CONCENTRATION AND CONCENTRATION IN THE INDUSTRIAL

SECTOR

In the European experience, concentration in universal banking was
often associated with a concentration in the industrial sector. Da Rin and
Hellmann (2001) consider that in their big-push model, the issue of con-

centration'!®

. They theorize that universal banks start with financing pi-
oneers in their industries. Then, they continue to finance incumbents.
They conclude that large and powerful banks have a vested interest in
preserving industrial monopolies. However, universal banks need to be

robust and large to limit entry into the financial market. They also need

118 For other models on the ills of market power in financial markets, see Hart (1983) or
Aghion, Dewatripont and Rey (1997).
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either the outright support of government translated into regulations or
at least their acquiescence.

VII. CORPORATE GOVERNANCE

The fact that universal banks sit on boards of firms they finance and
have a power that may exceed what would be commensurate with their
equity holdings could create problems of corporate governance. First, to
internalize the privileges usually accorded to board members, universal
bank management would tend to appoint representatives to boards from
within the narrowest circle of top management. Eventually, the few
members of top management find themselves overloaded with the job of
monitoring the performance of too many banks. That would make mon-
itoring much less effective.

Second, universal banks' top management members may not have the
necessary knowledge and skills to exercise monitoring effectively. Third,
as they are full management members, their reporting on the board meet-
ings they attend may turn to be too brief and non-technical for techni-
cians whose job is limited to desk-type follow-up to draw the right con-
clusions at the right time.

Regulations and supervision would easily avoid all the above prob-
lems. Simple rules setting the proper qualifications of bank representa-
tives on the boards, putting a ceiling on the number of board members,
and perhaps prohibiting top management from taking board members
outside their banks would ease the situation.
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This Directory presents a comprehensive and detailed practical study of
the Islamic financial products. It defines every product and elaborates
on its applications and Shariah issues to serve as a guide and a reference
for all those who are willing to study and understand Islamic finance,
including researchers, academics and Shariah scholars. By so doing,
Islamic finance shall be able to have more expertise resources to help
develop the industry further. It is hoped that this Directory should help
provide a straightforward platform to structure Islamic financial
products in the right way and to streamline the way of application and
implementation of these products.

The Directory should also function as a manual for individuals and
clients of Islamic financial institutions, since it educates them about
their products and answers the questions they may have about them,
including their Shariah foundations a legitimacy, especially those
products whose Shariah compliance has been debated or whose ways
of implantation have differed.

This Directory is also a guide to the fatwa bodies and those in charge of
managing the Islamic financial institutions, to help streamline the
application of Islamic banking products, and to provide an independent
Shariah assessment of their Shariah compliance and highlight the errors
that may occur during implantation.
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