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Foreword

This book highlights the strong synergies between the current thinking in
development economics and an Islamic economic and finance approach to devel-
opment based on the inherent inclusivity of Islamic financial instruments; the
two share a common goal of balanced and equitable growth.

Following a description of the conceptual similarities in principles and
approach, including income distribution and redistribution, financial inclusion,
and growth, the book suggests possible lessons from Islamic economics and
finance for policy makers and development economics researchers.

It challenges readers to learn from Islamic capital market instruments in a
global context, arguing that the risk-sharing approach of Islamic finance is more
stable than conventional capital markets’ practices, which are inherently unsta-
ble because of their bias toward leverage-creating debt-based instruments.

Questions of distribution of wealth are very much at the forefront of today’s
social and economic debates. The authors of this book point to ways in which the
Islamic economic system approaches these issues. The book introduces new
theoretical ground based on the analysis of John Maynard Keynes on employ-
ment, interest, and money, which inadvertently provides the best rationale for
some of the basic precepts of Islamic economics. The book also explains how the
emphasis of Keynesian analysis on profit and loss sharing encourages investment,
which contributes to growth and full employment, as does its emphasis on
redistribution of wealth.

This book establishes an excellent link between finance and economic devel-
opment. It highlights poverty eradication as the principal objective of an
Islamic economic system; thus, institutions providing financial services can play
an important role in achieving this goal. It also shows how redistribution
elements in the Islamic financial system, such as Zakat (alms giving),
Qard al-hassan (benevolent loans), and Wagf (charitable endowment), can be
integrated into Islamic inclusive finance to resolve problems of outreach and
sustainability. This is in addition to serving as complementary vehicles to
poverty alleviation efforts.

I would like to commend the work of Professor Abbas Mirakhor and
Dr. Zamir Igbal, as well as the contributions of the distinguished team of authors,
for this addition to the literature on the application and use of Islamic finance
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and economic theory in development economics. They have made a timely
contribution to current debates on financial regulation, inclusion, and
development.

Dr. Mahmoud Mohieldin
President’s Special Envoy
The World Bank
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Overview

Over the last three decades, the concepts of Islamic finance and Islamic
economics have captured the attention of researchers. The growing market for
transactions compatible with Islamic law (Shari’ah) is further evidence of grow-
ing interest in this mode of finance. Although Islamic finance is one of the fastest
growing segments of emerging global financial markets, it is often stated that the
market is far below its true potential. At the same time, the concepts of Islamic
finance are not fully explained and exploited—especially in the areas of economic
development, inclusion, access to finance, and public policy. Against this back-
ground, this volume is a humble attempt to highlight some of the key features
of Islamic finance relevant to economic development. The objective of the
volume is to improve understanding of the perspective of Islamic finance on
economic development, social and economic justice, human welfare, and
economic growth.

We are grateful to all the contributors of the volume, who worked with great
dedication and commitment on their assigned topics. We hope that readers will
benefit from the experience and knowledge of the contributing authors in deep-
ening their appreciation and understanding of core principles of Islamic teaching
concerning economics and finance. We also hope that the ideas presented in the
volume are equally beneficial to researchers and the policy makers interested in
both Islamic and conventional literature.

Although the principles of Islamic finance go back several centuries, and
Islamic finance has been practiced in some form since the inception of Islam, its
practice in modern financial markets became recognized only in the 1980s, and
began to represent a meaningful share of global financial activity only around the
beginning of this century. Over the last two decades, by some estimates, the total
volume of Islamic financial assets has grown by 15-20 percent a year and now
exceeds $1.3 trillion (Ernst & Young 2012). Following on from the significant
developments that have occurred in what we view as the core area for this
market—the predominantly Muslim countries—we are now witnessing the
globalization of Islamic finance. In recent years, significant interest in Islamic
finance has emerged in the world’s leading conventional financial centers,
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including London, New York, and Hong Kong, and Western investors are increas-
ingly considering investment in Islamic financial products.

The growth of this market has been driven by the high demand for Shari’ah-
compliant products, as well as the increasing liquidity in the Gulf region due to
high oil revenues. Table O.1 shows the growth trend in Islamic finance for the
banking sectors by different regions, with estimates of total Islamic banking assets
reaching $1.8 trillion by the end of 2013 (Ernst & Young 2012). Figure O.1 shows
how the growth of the Islamic financial sector in the 2006-10 period surpassed
the growth of the conventional financial sector in all segments of the market,
ranging from commercial banking, investment banking, and fund management to
insurance in several Muslim-majority countries (Deutsche Bank 2011).

One of the recent developments in Islamic finance is the introduction of
Islamic bonds, or sukuk, which are structured as a securitized product. The key
feature of sukuk is that they are structured following the principle of linking the
financial return to a real sector activity. As a result, the bonds are backed by real
assets or projects, and the investors’ return is based on the performance of under-
lying assets. Figure O.2 shows the total number of sukuk and their volume over
the last ten years, which is testimony to the rapid growth of this market, and its
quick recovery during the global downturn. The sukuk market has been used by
both the public (sovereign and quasi-sovereign) sector and corporate sector to

Table 0.1 Total Islamic Banking Assets

S billion

Global Islamic banking assets, 2011 1,334

Growth estimates by region through 2013
Southeast Asia 89
Gulf Cooperation Council (GCC) countries 131
Rest of the world 257
Global Islamic banking assets (2013, est.) 1,811

Source: Ernst & Young 2012.

Figure 0.1 Growth of Islamic Banking and Conventional Banking Assets in
Selected Countries, 2006-10
Percent

50 -
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30 A

mn

Malaysia  Indonesia  Turkey Saudi  United Arab  Qatar Median
Arabia Emirates

M Islamic banking B Conventional banking

Source: Deutsche Bank 2011.
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Figure 0.2 Total Sukuk Issuance, 2002-12
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mobilize finance. Although the size of the sukuk market relative to conventional
bonds market is very small, there is great potential for further expansion, devel-
opment, and innovation of this market, which could unleash the true potential
of Islamic finance.

Views on Economic Development

A world view—a conception of how the world works—will determine the values
and preferences that determine actions and decisions. In the realm of economics,
finance, and development, the underlying world will also stimulate the actual
behavior of economic agents. There is an important difference in the world view
and nature of the norms assumed by modern conventional economics and those
in Islamic economics.

Modern economic theory describes the ideal pattern of behavior of people in
commercial endeavors, to which they should strive to conform in order to
achieve economic growth and development. The ideals follow certain norms and
are shaped by a world view that is motivated by rationality and act in conformity
with the maximization principle.

The Islamic view of economics, finance, and development has an added
dimension in the form of moral and spiritual values (see box O.1). In order to
appreciate the concept of the Islamic economic theory of development, it is use-
ful to examine the Western or conventional concept of economic development
to provide the context and benchmark for this discussion.

In a conventional system, the concept of economic development is centered
mainly on the pursuit of personal gain, in the form of satisfaction, utility, or
profit. The motivation that conditions the economic conduct of the people
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Box 0.1 Basic Principles of an Islamic Economic and Financial System

Prohibition of interest. The central tenet of the system is a prohibition of riba, a term literally
meaning “an excess” and interpreted as “any unjustifiable increase of capital whether in
loans or sales!” More precisely, any positive, fixed, predetermined rate tied to the maturity
and the amount of principal (guaranteed regardless of the performance of the investment)
is considered riba and is prohibited. The general consensus among Islamic scholars is that
riba covers not only usury but also the charging of “interest” as widely practiced. The direct
implication of prohibition of interest is the prohibition of pure debt security with a predeter-
mined interest rate.

This prohibition is based on arguments of social justice, equality, and property rights. Islam
encourages the earning of profits, but forbids the charging of interest because profits, deter-
mined ex post, symbolize successful entrepreneurship and creation of additional wealth,
whereas interest, determined ex ante, is a cost that is accrued irrespective of the outcome of
business operations and may not create wealth in the event of business losses. Social justice
demands that borrowers and lenders share rewards as well as losses in an equitable fashion
and that the process of wealth accumulation and distribution in the economy be fair and rep-
resentative of true productivity.

Risk sharing. Because interest is prohibited, pure debt security is eliminated from the sys-
tem. Therefore, suppliers of funds become investors instead of creditors. The provider of
financial capital and the entrepreneur share business risks in return for shares of the profits
and losses.

Asset-based transactions. The prohibition of debt and encouragement of risk sharing
suggests a financial system where there is a direct link between the real and the financial sec-
tor. As a result, the system promotes the “materiality” aspect, which requires linking financing
directly with the underlying asset so that the financing activity is clearly and closely identified
with the real sector activity. There are strong linkages between the performance of the asset
and the return on capital used to finance it.

Money as “potential” capital. Money is treated as“potential” capital: that is, it becomes actual
capital only when it joins with other resources to undertake a productive activity. Islam recog-
nizes the time value of money, but only when it acts actively as capital, not when it is “potential”
capital.

Prohibition of speculative behavior. An Islamic financial system discourages hoarding and
prohibits transactions featuring extreme uncertainties, gambling, and risks.

Sanctity of contracts and preservation of property rights. Islam upholds contractual obliga-
tions and the disclosure of information as a sacred duty. This feature is intended to reduce the
risk of asymmetric information and moral hazard. Islam places great importance on preserva-
tion of property rights; defines a balance between rights of individuals, society, and the state;
and strongly prohibits encroachment of anyone’s property rights.

Source: lgbal and Mirakhor 2011.
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within this system is the promotion of self-interest, which is seen as eminently
rational. This motivation relies solely on logical and scientific reasons and the
concept of natural order. Profit maximization is one of the focal points of this
motivation. The pursuit of self-interest in a conventional economy may not nec-
essarily lead to improvements in the general well-being of society. Monopolistic
situations may develop; price distortions, speculation, and hoarding of goods may
ensue, and can result in certain segments of the society being deprived in favor
of others with more influence in the market. It follows that in a conventional
economy, the well-being of the society as a whole is not central in the pursuit of
economic development.

The conventional world view separates the worldly and spiritual affairs of life.
Thus, the concept of economic development is devoid of any spiritual values.
Absolute freedom is granted to individuals in their economic pursuits, which in
most circumstances focus on the material interest alone. Any incentive structures
or sanctions put in place to guide human behavior in the economy are based on
man-made rules and are subject to discretionary changes and influence.

Traditionally, in a conventional system, the process of economic development
is centered on the quest for increasing economic prosperity, as evidenced by early
discussions on economic development following World War II, which focused
mainly on the structural transformation of economies toward increasing the level
of productivity and per capita income. Over time, the Western approach to eco-
nomic development has started to recognize the wider dimension of human
development. Human solidarity, belonging, well-being, sharing, concern for oth-
ers, basic human entitlements, and modest living are some of the dimensions
increasingly being emphasized (Mirakhor and Askari 2010).

Adam Smith, a leading explicator of the self-interest motive, has often been
quoted in terms of his views on rules of market behavior. What have not been
widely quoted are his views contained in the Theory of Moral Sentiments (1759),
in which Smith emphasizes the moral foundations of economic relations, such as
belief in the One Creator, accountability and compliance to the rules prescribed
by the Creator, and internalization of the rules by being consciously aware of the
ever-presence of the Creator—moral foundations that share much with Islam
(Mirakhor and Askari 2010). Smith believed that justice and fairness are embed-
ded in the rules of the Creator and are achieved by fully complying with these
rules. Crucially, the moral values emphasized in an Islamic economic system are
not alien to conventional economics, but are a neglected feature that is gaining
renewed interest among conventional economists.

The Islamic Concept of Economic Development

The concepts of economic and human development in Islam are not time-
dependent, as Islam is an immutable rules-based system. The rules of behavior
for humans and society to achieve material and nonmaterial progress are
grounded by the rules prescribed in the Qur’an. The Islamic concept of develop-
ment covers three interrelated dimensions: individual human development,

Economic Development and Islamic Finance - http://dx.doi.org/10.1596/978-0-8213-9953-8



Overview

physical-material development, and development of the human collectivity
(Mirakhor and Askari 2010). The first dimension is the most important, and
specifies a dynamic process of the growth of individuals toward realizing their
full potential given by the Creator. The second dimension refers to the utiliza-
tion of natural resources provided by the Creator to meet the material needs of
individuals and society. The third dimension refers to the progress of the human
collectivity toward full integration and unity. The first dimension—which starts
from an intense awareness of oneself and the Creator, such that every action is
taken in compliance with the rules prescribed by the Creator—will lead to
harmony and unity with the rest of humanity and creation. Failure for the three
dimensions to proceed in tandem leads to harmful distortions.

The achievement of the three dimensions is reflected in the principal teaching
of Islam, which is justice and equity. Every rule in Islam enjoins activities that
serve to remove obstacles from the path of humans toward individual and col-
lective well-being and spiritual fulfillment, in line with the Creator. Consequently,
the development in the human collectivity and the physical-material realm will
be achieved as the actions and decisions of humans are taken in consonance with
the well-being of the society and the environment, as well.

Islam has given humans a unique position among all creation as Allah (swt'’s)
vicegerent on earth, which confers on them responsibilities toward their own
individual well-being and development, as well as that of the rest of creation.
Concurrently, humans are to create a just and moral social order on earth. Similar
to the conventional economic system, there will be reward and retribution for
rule-compliance and rule violation: however, the rules are divine and absolute.
Rules in the Islamic economic system lead to actions that embed the interest of
society and the rest of Creation, as well as humanity’s own self-interest, in
conformance with the will of the Creator.

The Qur’an is the fountainhead of all Islamic thinking, including thoughts that
relate to the structure and operations of an ideal Islamic economy and its finan-
cial system. Scholars provide further elaboration of the rules in Islamic jurispru-
dence within the framework of the Qur’an and Sunnah (the sayings and the
practices of the Beloved Messenger). From these sources, the rules relating to the
conduct of participants in an economy are derived, including the rules relating to
contracts, property rights, trusts, cooperation, consultation, justice, distribution,
and redistribution.

Contracts and Trust

Islam forcefully anchors all socioeconomic relations in contracts. Constant aware-
ness of the ever-presence of the Creator will encourage faithfulness to the con-
tract with the Creator, as the rules of the Creator become internalized in the
individual’s every action and decision. The Qur’an encourages individuals to
fulfill their contracts and render the trusts given to them. Faithfulness to con-
tracts and fulfillment of their terms is essential to ensure transparency and
unhindered flow of information. Compliance to contractual obligations provides
certainty in the formation of expectations, prevents conflicts, coordinates actions,
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promotes social cohesion, and strengthens social order. It is through the condition
of trust that contracts can be fulfilled. Without trust, contracts become difficult
to negotiate and conclude, and hence costly to monitor and enforce. When trust
is weak, administrative mechanisms are needed to enforce contracts, and these
mechanisms can be complex and expensive. In such cases, transaction costs
become high; as a result, there is less trade and fewer market participants.
Faithfulness to contracts requires commitment, which in turn requires a high
sense of diligence toward complying with the rules of the Creator. When all
humans act in accordance with the prescribed rules, then all transactions will be
completed according to contractual expectations. Under such a system, regula-
tions will be kept to a minimum.

Cooperation and Consultation

Achievement of trust among participants facilitates cooperation and smooth run-
ning of the economy. Through cooperation, there will be mutual consultations in
matters pertaining to human relations. In a series of verses in the Qur’an, Islam
urges humans to establish a collective, unified, and successful social life, under-
take cooperative social action, and maintain social solidarity within society. Islam
discourages working in isolation, which can lead to social disunity. Instead,
humans are encouraged to make decisions through a shura (collective consulta-
tion). Through consultations, impulsive behavior and reactions can be kept
in check.

Property Rights

The rules relating to property rights hinge on the principle that the ultimate
property rights to everything in this world belong to Allah. These rights include
all the value added to the store of wealth, as the human’s capabilities that
made these additions possible also belong to Allah. As the vicegerents of Allah,
humans are acting only as the trustees to natural and created wealth. Humans are
able to gain legitimate property rights only through their own creative labor or
through transfer (such as exchange, trade, gifts, or inheritance). Therefore, gaining
instantaneous claim to property rights without commensurate effort is prohib-
ited unless the property is acquired through gifts and/or inheritance. Once the
wealth is acquired, there are obligations for it to be used for lawful purposes and
not to be wasted, squandered, or used opulently or ostentatiously.

Additionally, the Creator provides sustenance to all Creation without
discrimination, implying that all humans have equal opportunity and rights to
the resources created. It is only the differences in individual human abilities
and capabilities that lead to differentiated results. Therefore, income inequality
is bound to exist. However, the rights of the less able to the wealth of the more
able remain intact. By recognizing the fact that created resources are available
equally to all and the rights to these are immutable, any amount of wealth that
is amassed that exceeds an individual’s moderate needs is the right due to other
individuals who are less able. These rights to the less able must be redeemed
through redistributive transfers, such as zakat, infaq fi sabil Allah, and sadaqah.
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Those who are unable to work should be given adequate income to cover their
basic needs, irrespective of the level of their productive effort, as explicitly
stated in the Qur’an. In Islam, collective humanity has priority rights over the
created resources. Therefore, while individual possession of wealth is allowed,
protected, and preserved, it should not come into conflict with humanity’s col-
lective interests and well-being. The rules of property rights as a distinct feature
of the Islamic economic system lead to the rules of distribution and
redistribution.

Distribution and Redistribution

The issues of poverty and distributive justice are directly related to economic
growth and human development (Naqvi 2003). Therefore, one of the central
concerns of Islamic economics is to bring about distributive justice and maximize
social welfare. Inequality, brought about by the different capabilities of humans
to access and work with the created resources, if not corrected, will pass from one
generation to the next and lead to wealth accumulation by a few at the expense
of poverty and misery for a large part of the society. In a truly Islamic economy,
such a situation will not be allowed, as Islam places great importance on the
preservation of human dignity. Every human has the right to live a decent life in
order to carry on his or her work and responsibilities toward his or her family,
society, and the Creator. Accordingly, there must be a mechanism to ensure that
the dignity of the less able is preserved. The Qur’an has made provisions for
income and wealth to be shared among the members of the society through the
rules of distribution and redistribution.

The rules of distribution and redistribution are the most important
economic institutions in Islam for achieving social justice. These rules seek to
achieve development in the human collectivity and create a balanced society
that avoids excessive wealth and extreme poverty. The governing rule of dis-
tribution requires that each is paid according to the contribution to what the
society is able to produce. The rule governing distribution and redistribution
ordains that the more economically able redeem the rights of the less able in
the form of sadaqah. To motivate this transfer, incentives structures are put in
place in the form of multiple returns, implying that the income and wealth of
the giver will not diminish but increase as a result of this giving. To ensure the
distribution of wealth to the next generation, Islam prescribes the rules of
inheritance, which distribute the wealth of a person to his/her heirs on his/her
passing, thus ensuring that the wealth is shared among the progeny. The objec-
tive of the rules of distribution and redistribution is to ensure that the wealth
is circulated within the society. The flow of wealth and resources is needed for
the growth of the economy.

These features of an Islamic economy frame Islam’s position on economic
progress, which places great emphasis on societal implications—and starts from
faithfulness and active awareness of the Supremacy of the Creator and internal-
izing the rules aimed at achieving social solidarity and unity.
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Characteristics of an Islamic Economic System

After examining the conventional and Islamic concepts of economic develop-
ment, the characteristics, structure, and logic of an Islamic economic system can
be understood. While much of the next section focuses on the ideal system, such
an ideal does not exist today. Instead, different countries have adopted various
features of the ideal system. These can be referred to as “hybrid” systems. Such a
system has characteristics of the Islamic and capitalistic market systems. Thus,
the hybrid system recognizes the interdependencies between the individual’s
self-interest and that the interests of society. It utilizes the institution of the state
to regulate the economy so as to align the interests of the individual and society.
It is a market-based economy similar to a capitalist economy, but with an empha-
sis on social welfare measures adopted by the state. It modifies the capitalist
system by moving from a system that is usurious to a system that shares risks
among the participants in the economy. At the same time, it recognizes the indi-
vidual’s right to own property. In this economy, features of an Islamic system
coexist with policy and institutional frameworks that are features of market capi-
talism. The aspiration to move toward full compliance to the rules as prescribed
by the Qur’an also is present. This is a system in transition from a capitalistic
economy toward becoming an ideal Islamic economic system.

An Islamic economic system is a rule-based system. It does not treat economic
activity independent of values prescribed by the Qur’an and Sunnah. The central
aim of Islam is to establish a just, moral, and viable social order through the
agency of man (Al Hasani and Mirakhor 2003). Under such a system, economic
activities are built on foundations of justice, where everyone is given what is
rightly due to them and everything is put in its rightful place. The rights on
wealth bestowed on individuals are given with the condition that the use is con-
ducted in accordance with the rules of Allah (swt). Honoring contracts and
agreements is obligatory in all circumstances. As a result, there is great transpar-
ency in the market, where participants must disclose full information to avoid
harm, disputes, or damage arising from any trade or market activities. Reduced
uncertainty makes it easier to make informed market decisions. Transparency
increases coordination and makes behavior predictable. Coordination also arises
from reciprocity and the high level of trust among participants, which will also
promote cooperation. Cooperation is the basis for the concept of sharing, which
reduces the risk for individuals and spreads it among participants.

The organizing principle of Islamic finance in an Islamic economy is transac-
tion based on exchange, where real asset is exchanged for real asset. Hence trans-
actions are based on the real economy. When it comes to finance, no dealings with
riba (interest) are allowed. The epistemological roots of risk sharing as an organiz-
ing principle of the Islamic financial system are discernible from verse 275 of
chapter 2 of the Qur’an, which decrees that all economic and financial transac-
tions are conducted via contracts of exchange (al-Bay") and not through interest-
based debt contracts (riba). According to this verse, requiring contracts to be
based on exchange constitutes a necessary condition, and “no-riba” as the
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sufficient condition in an Islamic financial system. By focusing on trade and
exchange in commodities and assets, Islam encourages risk sharing, which pro-
motes social solidarity. The prohibition of interest-based transactions stems from
the fact that interest-based debt contracts are instruments of risk shifting. In such
a contract, the creditor acquires a claim on the property rights of the debtor with-
out losing the claim on the property rights to the money lent, regardless of the
outcome of the contract. Another important implication of risk sharing is the rate
of return to financing is determined ex post (after the investment has been made)
by the rate of return on real activity.

The features of an Islamic economy will also change the behavior of society.
There will be greater consultation; hence there will be no impulsive-compulsive
reaction in financial dealings. At the same time, the labor force in an Islamic
economy will work under a rule of trust and full understanding of contracts and
obligations. Workers also share in the gains achieved through the risk, based on
their own productive efforts, which is a better incentive system than a fixed
wage. Workers will be treated with respect, which reflects the importance of
human dignity in Islam.

Summary of Chapters

In chapter 1, Abbas Mirakhor and Wang Yong Bao discuss the epistemological
roots of conventional and Islamic finance. (Epistemology deals with the question
of what we know about a phenomenon and how we know it.) Given that an
economic system determines the features of a financial system, the origin of a
financial system is better understood by knowing the epistemology of its
economic system. The epistemology of the contemporary conventional economic
system is usually traced to Adam Smith’s conception of an economy, which is
embedded in his view of a moral-ethical system that gives rise to the competitive
market economy envisioned in the Wealth of Nations (1776). Kenneth Arrow and
his principle co-authors, Gerard Debreu and Frank Hahn, attempted to provide
an analytically rigorous proof of what they saw as the vision of Smith for
an economy.

The authors argue that the work of Arrow-Debreu-Hahn is fundamentally
about optimal risk sharing in a decentralized market economy. It addresses the
question of how best to allocate risk in an economy; the answer is that risk should
be allocated to those who can best bear it. The economy-finance nexus defined
by the Arrow-Debreu-Hahn general equilibrium models were risk-sharing con-
ceptualizations in which securities represented contingent financial claims on
the real sector. Comparing the origin of the conventional financial system, the
authors make the case that risk sharing is the objective of Islamic finance. The
essential function of Islamic financial instruments is spreading and allocating risk
among market participants, rather than allowing it to concentrate among the
borrowing class. The authors discuss the roots of risk sharing in the tenets of
Islam and how compliance with and commitment to a set of rules—among them,
property rights, contracts, trust, virtues of prudence, concern for other people,
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justice, and benevolence—can insure social order and cohesion. Islamic finance
provides the risk-sharing mechanism across the financial system in three main
ways: through risk-sharing instruments in the financial sector; redistributive risk-
sharing instruments that the economically more able segment of the society
utilize to share the risks faced by the less able segment of the population; and the
inheritance rules, by which the wealth of a person at the time of death is distrib-
uted among current and future generations of inheritors.

The authors conclude that stock markets are an effective instrument of inter-
national risk sharing, as well as a tool of individual and firm risk management.
Therefore, active involvement of governments in creating a vibrant and efficient
stock market, and their participation in that market by financing a portion of
their budget with equity, can create the incentives and motivation for further
development of more effective risk-sharing instruments of Islamic finance. The
chapter suggests that government can enhance the credibility and appeal of the
stock market by financing part of its budget by issuing equity shares that would
be traded in the market. Government can also mount a public information cam-
paign to educate the population regarding the risk-sharing characteristics of the
stock market. This strategy was adopted in the United Kingdom, with consider-
able success. Such an enhanced stock market could serve the high end of the
time-risk-return profile of the transactions menu.

In chapter 2, Andrew Sheng and Ajit Singh provide a perspective of conven-
tional modern economists who seek to relate the concepts of Islamic and conven-
tional finance, and to examine certain important questions that arise from the
interaction between these systems. The chapter discusses the main tenets of
Islamic finance, as well as those of modern economics, including the implications
of interest rates and those of Modigliani and Miller theorems. One of the notable
observations of the chapter is that John Maynard Keynes’ analysis of employ-
ment, interest, and money provides, inadvertently, the best rationale for some of
the basic precepts of Islamic finance.

An economic system where capital is rewarded according to its earning
capacity could be entirely adequate for achieving sufficient savings and invest-
ments for economic growth, and for allocating them efficiently. The main
proposition of Islamic finance is that the return to capital is determined after
the investment period is concluded (ex post) and should be based on the return
to economic activity in which the capital was employed. Savings and invest-
ment should be determined by this ex post rate of return on capital. Indeed,
research has shown that the Islamic system can be based entirely on equity
capital, without debt, and is therefore often more stable than the conventional
system based on debt. This discussion raises an important question for conven-
tional economists: whether an economic system requires an ex ante interest
rate to function efficiently. Sheng and Singh endorse the argument by Mirakhor
(2011) that the Arrow-Debreu-Hahn system of general equilibrium, together
with its welfare properties, does not have a predetermined (ex ante) interest
rate in the analysis. This system is totally viable, and is indeed the crowning
glory of modern economics.
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With respect to economic development, the authors challenge any unsubstan-
tiated claims that Islamic principles are counter-growth. They argue that the
traditional Islamic emphasis on profitability encourages investment, which con-
tributes to growth and full employment, as does its emphasis on redistribution
of wealth. Interpersonal redistribution, rather than being a negative force for
accumulation and economic development, becomes, in the current era, a positive
force for maintaining aggregate demand for achieving full employment. It is
therefore arguable that Islamic finance in general does not necessarily have nega-
tive consequences for economic growth, but rather quite the opposite.

Finally, Sheng and Singh conclude that there is no inevitable conflict between
the two systems, and cooperation between them is eminently desirable and fea-
sible. Islamic finance has long represented a distinct approach to economic think-
ing and financial practice and provides a potentially complete system. One can
envisage a future in which the two systems—the Western and the Islamic—each
with its distinct characteristics, run in parallel, offering individuals and businesses
open choices between the two. The conventional and Islamic finance could coop-
erate and even compete to produce the best outcome for common projects, such
as the provision of cheap banking for the world’s poor or for investment in envi-
ronmental undertakings. There is wide consensus that the world’s poor should
have wider access to finance, and this may be more appropriate under the Islamic
finance system because of its more ethical basis.

In chapter 3, S. Nuri Erbas and Abbas Mirakhor provide a brief taxonomy of
the foundational Islamic market principles and evaluate them in the context of
institutional and behavioral economics in the context of Knightian uncertainty.
In the normative sense, the chapter interprets preferred economic behavior as
moral behavior, while in the objective sense, the authors interpret preferred eco-
nomic behavior as such behavior that reduces uncertainty and increases indi-
vidual and social welfare, in the same way the concept is understood in welfare
economics. The authors skillfully develop a robust analytical context to analyze
the economic impact of religion on the basis of three fundamental factors that
play a role in economic development: incentives, uncertainty, and justice. It
appears this is the missing context underlying the search for a testable causality
going from religion to economic development.

There is a need to examine the market principles embedded in a specific
religion and their particular influence on preferred economic behavior. Among
the Abrahamic traditions, an example par excellence is Islam, because the
Qur’an and the Traditions of the Messenger specify a comprehensive set of
rules relating to economic incentives, uncertainty, and justice. Those rules cover
contracts, property rights, market organization, moral behavior in the face of
uncertainty, and redistribution of wealth. Islamic principles protect property
rights, ordain adherence to contracts, and provide incentives for investment and
growth. The chapter argues that Islamic rules for moral market behavior are
economically substantiated in the context of uncertainty; moreover, observance
by procedurally rational decision makers can reduce uncertainty and aversion
to ambiguity.

Economic Development and Islamic Finance - http://dx.doi.org/10.1596/978-0-8213-9953-8



Overview

In addressing uncertainty or Knightian uncertainty, Erbag and Mirakhor argue
that human economic behavior, whether based on rationality or morality, cannot
be reduced to prespecified probability distributions that trivialize uncertainty as
a random walk. With perfect information and foresight, errant or immoral intent
can be terminated and sanctioned before it becomes behavior. But humans must
submit that capacity to the highest authority. The economic function of moral
behavior and the social trust it generates is analytically meaningful in the context
of substantive uncertainty emanating from unknown and unknowable contingen-
cies and human responses to them over space and time.

The chapter argues that it is in the context of Knightian uncertainty that the
economic function of beliefs, norms, rules, institutions, and their transmittal from
generation to generation becomes substantiated. Faith-based rules may also
reduce economic uncertainty by establishing behavioral reference points and by
promoting social trust, cooperation, and solidarity—and thus generating positive
externalities. The chapter proposes that a fundamental analytical context in
which to explore the correlation between religion and economic progress is
human decision behavior in the context of substantive uncertainty, and the scrip-
tural guidance that religion provides to reduce it.

The authors conclude that the foundational Islamic moral principles and insti-
tutional structures are market-oriented. They incentivize economic progress and
reduce uncertainty by providing guidance for preferred market behavior. They
can also achieve a significant measure of economic justice without undermining
incentives and property rights. For much of their economic history, Muslims
structured their markets in accordance with the rich legacy of the market institu-
tions in the traditions of the Qur’an and the Messenger. Those institutions were
rule-based, market-oriented, and innovative. History gives proof that Islamic
societies thrived, and some grew into global economic powers. That rich legacy
was not sustained, resulting in a state of underdevelopment relative to the West
in the last two centuries and relative to other countries that have made great
strides in economic development more recently. The historical reasons for the
decline are complex, including warfare, devastating invasions, geography, decline
of scientific thought, moral and institutional decay resulting in erosion of social
trust, internecine power struggles and despotic rule, and predatory taxation to
finance wars and indulgence.

Finally, the authors observe that social trust is built on society’s belief in jus-
tice in general and economic justice in particular. Lack of economic justice
undermines trust and incentives to invest in human and physical capital and
takes the form of predatory competition; corruption; risk of expropriation;
upward mobility based on arbitrary social position (ascription) rather than
achievement; restricted access to markets, financing and education; and wide-
spread poverty. Economic justice is a fundamental moral issue that emanates
from uneven accumulation of wealth through market-based economic progress,
even though progress may improve the welfare of nearly all income classes.

In chapter 4, Murat Cizakca accounts for finance and development in Islam
from a historical perspective and examines how the classical principles of Islamic
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finance and economy, together with the institutions that applied these principles,
have led to economic development. He poses the key question: Is there any
historical evidence of sustained and significant economic development in the
Islamic world?

The author postulates that the economic and financial principles enshrined in
the classical Islamic sources undoubtedly point to a vibrant capitalist system, but
with a blend of Islamic moral and ethical principles. All the legal and institutional
prerequisites for financing and administering production and exchange in a capi-
talist framework were in place in the Islamic world long before the Europeans
started utilizing them in full. Such institutions were highly efficient because of
lower transaction costs.

First and the foremost, the author addresses the question of how the prohibi-
tion of interest was observed and, by implication, how the different factors of
production were combined. The simple answer is the classical principles of an
Islamic economy were applied in real life through various economic, financial,
and social institutions. For example, sharing profits, risks, and losses between the
capitalist and the entrepreneur was made possible by the institution of business
partnerships; through these partnerships the capital owned by the capitalist
could be deployed to the entrepreneurs. Thus sharing risks, profits, and losses
replaced the notion of lending capital at a predetermined rate of interest.
Innovative application of partnership-based instruments, particularly mudarabah
(agent-principal partnership), became essential for financing an entrepreneur.
This concept was incorporated into the various instruments in Europe, where it
came to be known as commenda. It is generally agreed that commenda was the
most important business partnership of medieval Europe and that it played a
crucial role in triggering the “commercial revolution.”

Another historical development in the Muslim world was expansion of inter-
national trade, which could not have been possible without a sophisticated mari-
time law. Cizakca notes that the institution of maritime law was originally
provided by Muslims, and this Islamic law of maritime trade was transferred to
Europe through various compilations. It was expansion of international trade that
necessitated a whole spectrum of new financial instruments, such as bills of
exchange, letters of credit (suftaja), promissory notes, ordinary checks, and
double-entry book keeping—all known to the Muslims. Historians are in general
agreement that medieval Europe simply borrowed these instruments from the
Muslims. Without these financial instruments, long-distance trade would simply
have been impossible.

Despite modest government revenues, important social services to the society
were made possible by wagf (endowments). Wagf establishes, finances, and main-
tains the most essential services any civilized society needs—often for centuries.
Foremost among them are the institutions of learning and health: in short, insti-
tutions that enhance human capital.

In chapter 5, Hossein Askari discusses the evolution of the concept of
economic development—from a concern for social order, to the role of civil
society, culture, and state, to development as material well-being, with ethics,
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freedom, development of the self, income equality, environmental preservation,
and sustainability factored in. The three rules that new institutional economics
considers crucial to economic growth—protection of property rights, the enforce-
ment of contracts, and good governance—are emphasized in Islam. However, the
network of rules in Islam that guarantees development goes further.

While Western economic thinking on development has changed over the last
60 or so years, basically rediscovering Adam Smith and recognizing the central
importance of human well-being to the development process, Islamic thinking
on development finds strong roots in rules prescribed by the Qur’an. Islam is a
rules-based system with a prescribed method for humans and society to achieve
material and nonmaterial progress and development grounded in compliance
with rules and effective institutions. The Islamic concept of development has
three dimensions: individual self-development; the physical development of the
earth; and the development of the human collectivity, which includes both. The
first specifies a dynamic process of the growth of the human toward perfection.
The second specifies the utilization of natural resources to develop the earth to
provide for the material needs of the individual and all of humanity. The third
concept encompasses the progress of the human collectivity toward full integra-
tion and unity. Together they constitute the rules-based compliance system,
which is intended to assure progress on the three interrelated dimensions
of development.

The three dimensions of development are closely interrelated, to the point
where balanced progress in all three dimensions is needed to achieve develop-
ment. The four basic elements of the Western concept of development—scarcity,
rationality, and the roles of the state and of the market—are perceived somewhat
differently in Islam. All three dimensions of Islamic development assign heavy
responsibility to individuals and society—with both held responsible for any lack
of development. Balanced development is defined as balanced progress in all
three dimensions. Progress is balanced if it is accompanied by justice, both in its
general (ddl) and in its interpersonal (gist) dimension. The objective of such
balanced development is to achieve progress on the path to perfection by
humans, through compliance with rules. Enforcement of the prescribed rules is
accomplished by an internal and an external mechanism. The love of humans for
one another is a part of their adoration of the Creator, and each human is respon-
sible for ensuring that others are rule-compliant. It is also the duty of the state
and its apparatus to enforce rule-compliance. The governance structure envis-
aged in Islam requires full transparency and accountability by the state and the
full participation of all members.

In chapter 6, Zamir Igbal and Abbas Mirakhor provide an Islamic perspective
on financial inclusion and argue that the core principles of Islam place great
emphasis on social justice, inclusion, and sharing of resources between the haves
and the have-nots. Islamic finance addresses the issue of financial inclusion from
two directions: one by promoting risk-sharing contracts that provide a viable
alternative to conventional debt-based financing, and the other through specific
instruments of redistribution of the wealth among the society. Risk-sharing
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financing instruments and redistributive instruments complement each other to
offer a comprehensive approach to enhancing financial inclusion, eradicating
poverty, and building a healthy and vibrant economy. They help reduce the
poor’s income-consumption correlation. In other words, the poor are not forced
to rely on their low-level income (or even absence of income) to maintain a
decent level of subsistence living for themselves and their families.

Conventional finance has developed mechanisms such as microfinance, small
and medium enterprise (SME) financing, and microinsurance to enhance finan-
cial inclusion. Conventional techniques have been only partially successful in
enhancing the access and are not without challenges. Islamic finance, based on
the concept of risk sharing, offers a set of financial instruments promoting risk
sharing rather than risk shifting in the financial system. In addition, Islam advo-
cates redistributive instruments such as zakat (obligatory tax for social welfare),
sadagah (voluntary charity), and Qard-al-hassan (benevolent loans), through
which the economically more able segment of the society shares the risks facing
the less able segment of the population. Such instruments of wealth redistribu-
tion are used to redeem the rights of the less able by means of the income and
wealth of the more able. These are not instruments of charity, altruism, or benefi-
cence, but are instruments of redemption of rights and repayment of obligations.
In addition, the inheritance rules specify how the wealth of a person is distributed
among current and future generations of inheritors.

Igbal and Mirakhor remind us that access to finance is hampered by informa-
tional asymmetries and market imperfections that need to be removed before
financing may be enhanced. When it comes to Muslim developing countries
where the financial sector is not very developed and the formal financial sector
is underdeveloped, it is important to pay attention to improving institutions
critical for financial sector development. Improved access to finance in many
developing countries is constrained by underdeveloped institutional framework,
inadequate regulations, and lack of specialist supervisory capacity. Policy makers
need to take steps to enhance key institutions, such as the legal, informational,
and regulatory bodies in the country.

The authors conclude that Islamic finance provides a comprehensive frame-
work to enhance financial inclusion by promoting microfinance, SME financing,
and microinsurance structured on the principles of risk sharing, and through
Islam’s redistributive channels, which are grossly underutilized in Muslim coun-
tries. Redistributive instruments need to be developed as proper institutions to
optimize the function of such instruments. Institutionalizing of these instru-
ments would require improving the enabling environment, strengthening the
legal framework, and making collection and distribution of Islamic redistributive
instruments more transparent. Applications of financial engineering can devise
innovative ways to develop hybrids of risk-sharing and redistributive instruments
to enhance access to finance to promote economic development.

In chapter 7, Habib Ahmed addresses financial inclusion, but from a different
angle. His focus is on organizational formats, products, outreach, and sustainabil-
ity of Shari'ah-compliant solutions. Ahmed focuses mainly at the micro-level
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organizational features and identifies some regulatory issues affecting their
operations. He looks at the issues from six dimensions: (1) organizational formats,
by examining the legal status of the organization; (2) the regulatory regime,
which defines the scope of Islamic financial products that different organizations
can offer and also determines the conditions under which certain financial prod-
ucts are permitted; (3) the sources of funds, which will vary depending on the
organizational format and type of business; (4) products and services offered for
financial inclusion through savings opportunities, financing, and insurance for the
poor; (5) outreach, in terms of both width (the number of clients served) and
depth (the proportion of poor served); and finally, (6) sustainability, indicating
the ability of the financial institution to sustain its activities without subsidies.

Ahmed highlights the trade-off between outreach and sustainability, since
both are closely related to the organizational features used to deliver the financial
services to the poor. Typical organizational structures include commercial firms,
nongovernmental organizations (NGOs), mutuals or cooperatives, and the
community-based organizations (CBOs). The chapter provides a very useful
survey of Shari'ah-compliant microfinance and microinsurance organizations
with varying structures, to indicate the factors contributing to their success.
These include an NGO, Rescue, based in Bangladesh; a cooperative in Trinidad
and Tobago, Takaful T&T Friendly Society (TTTFS); a nonprofit organization,
Peramu Foundation, based in Indonesia; a commercial bank (Islamic Bank
Bangladesh Limited, IBBL) with a Rural Development Scheme (RDS), based in
Bangladesh; a rural bank, Bank Perkerditan Rakyat Syari’ah (BPRS), in Indonesia;
and a cooperative bank, Bank Rakyat’s ArRahnu Programme, in Malaysia.

Provision of different Islamic financial services by various organizations pres-
ents interesting perspectives on the various issues. The chapter finds that orga-
nizations that have a poverty alleviation approach are able to fulfill outreach
much better than the organizations with commercial approaches. Specifically, in
terms of depth of outreach, all three nonprofit organizations in the sample
(Rescue, TTTFS, and Peramu) have a ranking of good, while the commercial
organizations (BPRS and Bank Rakyat [BR]) have a ranking of poor. In terms of
the ranking of sustainability, the commercial organizations perform better than
organizations with a poverty alleviation approach. One key feature related to
access to funds is that the commercial organizations depend on their own funds
(particularly deposits), while the poverty-focused organizations depend on
donations or subsidized funds. Thus, lack of availability of funds can be a con-
straint to expanding the scale of operations in poverty-focused organizations. In
terms of provision of services, outreach and sustainability, and use of zakah
(plural of zakat)/awqaf (endowments), the results indicate that nonprofit orga-
nizations appear to serve the poor better than for-profit organizations. However,
nonprofits face problems of sustainability partly because they serve the poor
and partly because they do not have access to funds.

The chapter concludes that eradication of poverty is considered an important
objective of an Islamic economic system; thus, institutions providing financial
services can play an important role in achieving this goal. Examination of six
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organizations providing inclusive Islamic financial services documents the
trade-off between the outreach and sustainability. The results show that non-
profit organizations adopt the poverty approach and rank well on outreach, but
have problems with sustainability. For-profit organizations are sustainable but
rank low in terms of outreach. Zakah and awqaf can be integrated in Islamic
inclusive finance to resolve the outreach and sustainability problems. While the
nonprofit organizational models appear to serve the poor better than the for
profit organizations, the weakness of the former is sustainability. This can partly
be resolved by using zakat and wagqf as additional complementary funds to
support their activities. For-profit organizations can expand outreach by using
funds from these sources to cover provision of financial services to the poor.

In chapter 8, Kamaruddin Sharif and Wang Yong Bao provide insight into
Islam’s perspective on social safety sets and social insurance. The chapter notes
that Islam views poverty not only as a social disgrace but also an avenue to apos-
tasy, against which the poor need protection. Despite the fact that all Muslims
are to believe in Qadha-o-Qadr (the Divine Decree and the Will of God), they
must look for ways and means to mitigate risk and to avoid misfortunes and suf-
ferings wherever possible and to minimize their financial losses should such
disasters occur.

Islam always links social safety and security with two subsystems. The first is
the distribution system based on the individual’s capacity; hence Islam urges or
obliges the members of society to struggle to ensure their own adequacy inde-
pendently. By doing so, the members will simultaneously enjoy their rights as
well as fulfill their duties toward the distribution. However, there are members
of society who are not independent, such as those who are disabled, orphaned,
widowed, or unemployed; they need to be looked after collectively by the com-
munity at the local and international levels. The second subsystem is the property
ownership system in Islam, which encourages private possessions but prohibits
extreme consumption and conditions that could lead to exploitation. Although
the ownership system is considered private, it is bound by social rights as pre-
scribed by the Qur’an. Islam has ordained another dictum, which requires soci-
ety at large to meet the public needs that the state should undertake: that is,
social safety and security. This includes helping those who are unable to work or
are unemployed with a legitimate excuse and have no one to depend on.

Social security has been further fortified and consolidated through the imple-
mentation of Islamic rules of inheritance. These rules underscore the interdepen-
dent dimensions and measurements among the members of a society by
obligating them to apportion the inheritances and patrimonies of the deceased
among the inheritors in accordance with the degrees or levels of kinship or rela-
tionship to the deceased. The notion of “neighborhood” is a firmly interdepen-
dent relationship that has been expanded to three categories: a neighbor who is
a relative; a neighbor who is a stranger; and a casual or temporary neighbor with
whom one interacts temporarily for a certain time. All of them deserve respect
and kind treatment, regardless of their religion, race, or color. Islam requires
showing consideration toward neighbors. Therefore, the responsibility for social
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safety and security that the Islamic state had undertaken in the past was not only
restricted to its citizens, but also included all residents (even those living tempo-
rarily in the Islamic state).

The authors highlight application of two fundamental approaches that could
become instrumental in expanding social security in the Islamic society: Takaful
(cooperation and solidarity) and ta'min (a collective insurance contract based on
Takaful). The Takaful system normally refers to social security in the Muslim
world, but has a wider significance in Islam. Recently, the concept of Takaful has
been applied as ta'min and is being operationalized quite similarly to a commer-
cial insurance company. It is a collective insurance contract, whereby subscribers
are committed to pay a specific amount of money as a donation to indemnify the
victims on the basis of Takaful when the risk actually occurs. Its insurance opera-
tions are borne by a specialized company as a wakil (agency), ajir (employee), or
mudarib (one who provides his time and skills) for a fixed fee. Such a company
is ready to provide insurance services and manage the funds for the benefit of
participants in a specific form of contract.

In chapter 9, Obiyathulla Ismath Bacha and Abbas Mirakhor examine Islamic
capital markets in a global context and argue that since conventional capital
markets that are heavily biased toward debt and debt-based instruments are
inherently unstable, a risk-sharing friendly capital market as advocated by Islamic
finance will lead to renewed stability. Risk-sharing financing, which is the basis
of the Islamic capital market, promises inherent stability. Since risk is being
shared and spread, the logic of this stability is clear. In a risk-sharing arrangement,
there are self-correcting mechanisms that would ensure the avoidance of several
excesses witnessed in the debt market. Risk-sharing finance raises the threshold
of scrutiny, thereby avoiding bad/wasteful projects, which translates directly into
improved resource allocation and economic efficiency. More importantly, the
nature of risk-sharing finance in avoiding excessive leverage minimizes the vul-
nerability of economies to financial crises and the resulting boom-bust cycles.
Development has a better chance of taking root when stability is prevalent.

The authors claim that implementing an Islamic capital market or a risk-
sharing framework will require nothing extraordinary. Strengthening the rule of
law, minimizing corruption, enhancing property rights, and similar steps would
improve existing markets while also enabling increased risk-sharing. The easiest
and least resistant means to increasing risk-sharing within an economy would be
by expanding equity markets by deliberately reducing reliance on debt markets.
Creating a level playing field for debt and equity by eliminating the tax shelter
on interest rates would be a good beginning. Educating the public on the need to
share rather than transfer risks would be necessary.

For risk-sharing systems to work, it is critical that investors be made to bear
only the risks of the underlying asset/business. They should not also bear other
risks, like political and regulatory risks. Failure to keep such risks in check would
lead to an inevitable relapse to debt-based financing. One could make the case
that fixed rate debt financing is popular not because investors want to avoid busi-
ness risk but because of all the nonbusiness risks that are typically associated with
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the businesses. Once again, rule of law and sanctity of property rights and
contracts as well as their enforcement would have to be paramount for a
risk-sharing system to work.

In chapter 10, Andrew Sheng and Ajit Singh examine the problems of primary
and secondary aspects of the conventional stock markets and their critiques of
corporate governance, and explore how Islamic stock markets should avoid these
defects. The relationship between the legal system and the stock market and the
relationship between corporate finance and the stock market are salient to any
assessment of the role of the stock market in economic development. The chapter
presents a nuanced and balanced view of the feasibility and desirability of the
Islamic stock market. It suggests that the Islamic stock market can compete effec-
tively against conventional stock markets by improving on corporate controls and
serving the real sector by helping SME:s raise capital. This requires the creation of
a class of intermediaries that nurture SMEs before they access capital markets.

The authors argue that to be compatible with Shari’ah laws, an Islamic stock
market will need to eliminate short-termism, speculation, and strategic pricing
by stock market participants among other practices. The authors make reference
to the famous UK. Equity Market (Kay) Report, which recommends a funda-
mental change in the conduct of the stock markets and calls for long-term rela-
tionships among all participants in the equity chain: relationships that are based
on respect and trust and involve notions of stewardship and mutual respect. The
report also suggests that the entire ethos of the stock market should change to
permit the exercise of appropriate values of trust, stewardship, and honesty. The
authors further argue that the proponents of the Islamic stock markets will find
it easier to implement Kay’s reform program for the stock market than their UK.
counterparts. The strong ethical basis of the Islamic stock market gives it a deci-
sive edge in meeting the requirements of the Kay review. The UK. stock market
may well learn from the experience of the Islamic stock market, with its strong
ethical underpinnings.

Finally, the authors are of the view that the advocates of Islamic stock markets
should regard the project of establishing Islamic stock markets a long-term com-
mitment that may take two to three decades to complete. They should begin by
concentrating on the financing needs of the excluded, particularly SMEs, and by
implementing the spirit of the Kay Report, which is very much in accord with
Islamic ethics.

In chapter 11, Hossein Askari and Scheherazade Rehman give a realistic view
of the current state of affairs in OIC (Organization of Islamic Conference) coun-
tries and examine a very critical question: whether Islam has been supportive or
detrimental to economic development and growth in Muslim countries. While it
may be tempting to answer this question by simply assessing the performance
of countries that are classified as Muslim, that would be a mistake. The impact
of Islam on development and growth can be correctly determined if, and only if
countries are first classified by their adoption and adherence to Islamic teachings
and only then assessed for the contribution of all factors in the context of a com-
plete (not partial) model, including religion, to their development and growth.
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Askari and Rehman examine the broad economic performance of OIC
countries to see how they have adhered to, and fared in, the economic dimen-
sions that are important in Islam. They assess the broad economic performance
of OIC countries relative to other regional and country groupings and investigate
whether the OIC countries have delivered broad-based and sustained develop-
ment and growth. In addition to analyzing a 30-year trend of the United Nations
Human Development Index as a broad-based measure for overall longitudinal
development and growth, they also investigate the specific areas of education,
gender, health, income (wealth), inequality, poverty, and environment/
sustainability—important elements stressed in an Islamic economic system.

While these indicators confirm the generally held belief that the economic
performance of OIC countries has been sub-par for the last 30 years, there is no
credible correlation to Islamic teaching or any other religion. It is evident that
these countries have not followed Islamic teachings, as these comparative results
would indicate for economic dimensions stressed in Islam: human development,
excellence in education, health care provision, economic prosperity, poverty
eradication, equality and justice, and environmental preservation for future
generations.

Results are preliminary, but they indicate that the majority of Islamic coun-
tries have not fully adhered to core Islamic principles. The average ranking of the
56 Islamic countries is 139, well below the average ranking of the 208 countries
measured. If the Islamic countries (OIC) are compared with OECD (Organisation
for Economic Co-operation and Development) countries, the disparities are even
more pronounced. It could be argued that a fairer comparison would be to the
group of non-OECD or middle-income countries. However, even then the
Islamic countries do not perform well as a group.

The authors strongly conclude that there is little evidence to attribute the
sub-par economic performance of Muslim countries to Islamic teachings. To the
contrary, they note that Islamic teachings are fully supportive of sustained
growth and prosperity: These teachings underscore the central role of efficient
and sound institutions, free markets, market supervision, sound governance, equal
opportunity, sanctity of honestly earned income and wealth, rule enforcement,
transparency in all business dealings, the importance of education and good
health, poverty eradication, financial stability (by embracing equity as opposed
to debt financing), admonitions against corruption and hoarding, and so on.
Islamic teachings on economic development and growth are similar to the foun-
dational elements of capitalism as espoused by Adam Smith, which are the
evolving recommendations of modern economic development theories, but with
a strong dose of social justice.

In chapter 12, Azura Othman and Abbas Mirakhor address key economic
policy challenges in the context of the Islamic economic and financial system.
The recurrent financial and economic crises and the high incidence of poverty
demonstrate the need for macroeconomic policies that strengthen economic
fundamentals and stability of the financial system. The weaknesses in the current
system can be pinned down to policies and practices that encourage excessive
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creation of debt and pay little attention to income disparity and the social and
ethical aspects of market practices. The existence of “rentiers,” which thrive on
such policies, widens the divergence between the financial and real sectors of the
economy. Therefore, policy tools that provide incentive structure for closing the
gap between the financial and real sectors and at the same time enhance social
solidarity through sharing of risks and return are needed to achieve economic
justice. One of the main challenges to “reform” the current policy structure is
steering out of the “path-dependency” (entrenched patterns and incentives) cre-
ated by the element of interest ingrained in the financial system in the
economy.

As a consequence of the recent crisis, there is renewed drive for governments
around the world to strengthen their supervisory and regulatory roles to watch
for imminent future crises. Policies must be put in place and regulations must be
tightened to ensure that history does not repeat itself. The appropriate public
policy must maintain a balance between self-interested behavior and moral asser-
tions. Attention must be focused on ways and means of expanding collective risk
sharing. The view toward risk has evolved from a perception that risk is mostly
an individual responsibility to a view that envisions risk management as a collec-
tive, social, and moral opportunity to strengthen solidarity.

The role of the state through the institution of government has been shown
to be no less important in achieving the desired justice and equity in economy
and society. Challenges of implementation abound, but the solutions are practi-
cable so long as everyone comes together in good faith to make them happen.
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CHAPTER 1

Epistemological Foundation of
Finance: Islamic and Conventional

Abbas Mirakhor and Wang Yong Bao

Simply stated, epistemology deals with the question of what we know about a
phenomenon and how do we know it. For precision, it is helpful to clarify terms
used currently in discussions of Islamic finance. Practitioners use the term
“Islamic finance industry” to refer to their activities in designing and trading ways
and means of financing acceptable to Muslims. Taxonomically, industries in an
economy belong to a sector, and sectors belong to subsystems that in turn belong
to a larger system. For example, airplane manufacturing firms belong to the
airline industry, which in turn belongs to the transportation subsystem, within an
overall economic system. Similarly, a bank belongs to the banking industry, which
belongs to the financial sector, which belongs to the financial subsystem, which
belongs to the larger economic system, which, finally, belongs to an overall socio-
political-economic system. What then of the Islamic finance industry? It was the
conventional finance subsystem that gave birth to the current “Islamic finance
industry.”

Before the inception of the Islamic finance industry, there was what could be
called a “market failure” in the conventional financial system. There was substan-
tial unmet demand for financial products in compliance with Islamic belief. The
Islamic finance industry grew out of the conventional finance subsystem to meet
this demand. Muslim scholars’ writings since the 1970s on the theory of Islamic
finance had envisioned a financial system based on risk sharing in which there
would be no interest rate-based debt contracts. Practitioners, most of whom had
been operating in the realm of conventional finance, however, were interested in
developing ways and means of finance that, while avoiding the appearance of
interest-based debt, would nevertheless be familiar to and accepted by market
players in conventional finance. The former emphasized profit-loss sharing
(PLS); the latter focused on traditional methods of conventional finance,
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centered on risk transfer and risk shifting. In doing so, all financial instruments of
conventional finance became subject to replicating, retrofitting, and reverse
engineering of conventional financial instruments.

This chapter argues that there are two ideal financial systems based on risk
sharing, conventional and Islamic, and one actual conventional system focused
on risk transfer. There are two industries within the actual system: the conven-
tional and Islamic finance industries. The chapter then proceeds to discuss the
epistemology and the main characteristics of each of the two ideal systems.
Finally, the chapter discusses the current state of Islamic finance, challenges it
faces, and prospects for the future.

An Ideal Conventional Financial System

An overall socio-political-economic system gives rise to an economic system out
of which grows a system of financing to facilitate production, trade, and exchange.
The idea of the contemporary conventional economic system is usually traced to
Adam Smith’s conception of an economy as envisioned in his book, the Wealth
of Nations (1776). What has been ignored until recently, however, is the fact that,
from an epistemological point of view, Smith’s vision of the economy is
embedded in his vision of a moral-ethical system that gives rise to the economy
envisioned in the Wealth of Nations. That moral-ethical system was well described
in Smith’s book, The Theory of Moral Sentiments (1759), which preceded his
Wealth of Nations by some 17 years.

Whereas conventional economics considered Smith’s notion of the “invisible
hand” as a coordinator of independent decisions of market participants, in both
The Theory of Moral Sentiments and in the Wealth of Nations, the metaphor refers
to the design of the Creator, “who arranged the connecting principles such that
the actions of all those seeking their own advantage could produce the most
efficient allocation of resources, and thus the greatest possible wealth for the
nation. This is indeed a benevolent designer” (Evensky 1993, 9). Smith contended
that the objective of the Divine Design must have been the happiness of humans
“when he brought them into existence. No other end seems worthy of that
supreme wisdom and divine benignity which we necessarily ascribe to him...”
(Smith [1759] 2006, 186-89). Smith’s major contribution in his Theory of Moral
Sentiments is to envision a coherent moral-ethical social system consistent with
the Creator’s design and show how each member of society would enforce
ethical principles. Recognition of human frailties led Smith to recognition of the
need for an organic coevolution of individual and society in a stage-wise process
of accumulation of ethical system of values from one generation to next. While
it is possible for any given society to move forward or stagnate and even regress,
the benevolence of the invisible hand of the “Author of nature” guides the totality
of humanity in its movement toward the ideal human society. Compliance with
and commitment to a set of values—virtues of prudence, concern for other
people, justice, and benevolence—would insure social order and cohesion
(Mirakhor and Askari 2010; Mirakhor and Hamid 2009; Smith [1759] 2006).
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Adam Smith and Kenneth Arrow

It was not until the second half of the last century that attempts were made to
present a particular conception of Smith’s vision of the economy. This conception
saw the economy as a market system guided by the “invisible hand” that led to
smooth functioning, coordinating “autonomous individual choices in an interde-
pendent world” (Evensky 1993). Two such attempts were the works of Arrow
and Debreu (1954) and Arrow and Hahn (1971), which sought to show “that a
decentralized economy motivated by self-interest” would allocate resources such
that it “could be regarded, in a well-defined sense, as superior to a large class of
possible alternative dispositions ...” (Arrow and Hahn 1971, vi-vii). These
attempts focused primarily on Smith’s idea of a decentralized market economy,
but in the process they abstracted from the well-spring of his thoughts,
represented by the societal framework emphasizing moral-ethical values
envisioned in The Theory of Moral Sentiments.

The work of Arrow and Debreu (1954) is fundamentally about optimal risk
sharing in a decentralized market economy. It addresses the question of how best
to allocate risk in an economy. The answer is that risk should be allocated to
those who can best bear it. The work abstracted from the underlying institutional
structure envisioned by Adam Smith in The Theory of Moral Sentiments and the
Wealth of Nations. It appears that Arrow-Debreu took for granted the existence
of such institutions as property rights, contracts, trust, rule of law, and moral-
ethical values. Two key assumptions of this work were complete contracts and
complete markets. By “complete contracts,” it was meant that it was possible to
design contracts such that all contingencies were covered. By “complete markets,”
it was meant that there was a market for every conceivable risk. Crucially, all
future payoffs were contingent on specific outcomes. The Arrow-Debreu model
did not include fixed, predetermined rates of interest as payoffs to debt
contracts.

Following his seminal work with Debreu, Arrow made it clear that, while not
stated explicitly in his work with Debreu and with Hahn, he envisioned it was
“possible that the process of exchange requires or at least is greatly facilitated by
the presence of several ... virtues (not only truth, but also trust, loyalty and
justice in future dealings).... The virtue of truthfulness in fact contributes in a
very significant way to the efficiency of the economic system ... ethical behavior
can be regarded as a socially desirable institution which facilitates the achieve-
ment of economic efficiency in a broad sense” (Arrow 1971, 345-46). For
example, if the institution of trust is strong in an economy, the universe of com-
plete contracts can be replicated by simple contracts entered into by parties
stipulating that terms and conditions of the contracts would be revised as contin-
gencies arise. Arrow himself was to place emphasis on trust as the lubricant of
the economy (Arrow 1974). Despite Arrow’s attention to some important
elements of the institutional structure that were integral to Smith’s vision of an
economy, such as its value system, the economics profession developed its own
vision of that economy, focusing primarily on two concepts of “invisible hand”
and “self-interest.” The first was mentioned only once in the Wealth of Nations
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(see Smith [1776] 1976, 456) and the manner in which the second was used
by economists has been referred to by Vivian Walsh (2000, 6) as a “vulgar ...
misunderstanding” of what Smith meant by “self-interest.” This narrowing of
Smith’s view has been subject to rather sharp criticism by Amartya Sen (1982,
1987), who suggests that ignoring much of Smith’s views of humans, as
expounded in The Theory of Moral Sentiments, led to a substantive deficiency in
the formation of contemporary economic theory.

A careful reading of The Theory of Moral Sentiments and the Wealth of Nations
provides immense support for Sen’s position. Even beyond Sen’s spirited
criticism of economists’ misunderstanding of Smith’s self-interest motive is
Smith’s own insistence on the need to comply with “general rules of conduct.”
Smith explains, these rules “are the commands and laws of the Deity, who will
finally reward the obedient, and punish the transgressor of their duty.”

When the general rules which determine the merit and demerit of actions comes
thus to be regarded as the laws of an all-powerful being, who watches over our
conduct, and who, in a life to come, will reward the observance and punish the
breach of them—they necessarily acquire a new sacredness from this consideration.
That our regard to the will of Deity ought to be the supreme rule of our conduct
can be doubted of by nobody who believes his existence. The very thought of
disobedience appears to involve in it the most shocking impropriety. How vain, how
absurd would it be for man, either to oppose or to neglect the commands that were
laid upon him by infinite wisdom and infinite power. How unnatural, how impi-
ously ungrateful not to reverence the precepts that were prescribed to him by the
infinite goodness of his Creator, even though no punishment was to follow their
violation! The sense of propriety, too, is here well supported by the strongest motive
of self-interest. The idea that, however, we may escape the observation of man, or
be placed above the reach of human punishment, yet we are always acting under
the eye and exposed to the punishment of God, the greatest avenger of injustice, is
a motive capable of restraining the most headstrong passions, with those at least
who, by constant reflection, have rendered it familiar to them. (Smith [1759]
2006, 186-89)

Consideration of the above quotation, as well as the rest of The Theory of Moral
Sentiments, leads to at least three observations. First, this is the Smith that has
been ignored by the economics profession. The Smith of economics is the author
of the self-interest motive that is the basis of utility and profit maximization at
any cost to society, including the impoverishment and exploitation of fellow
human beings. Even his most ardent of supporters, Amartya Sen, has ignored the
Smith of the quotation above. Second, Smith makes clear in his Theory of Moral
Sentiments that compliance with the rules prescribed by the Creator and with the
rules of the market was essential to his vision. Third, it is also clear that Smith
considers the internalization of rules—being consciously aware of the ever-
presence of the Creator and acting accordingly—as crucial to all human conduct,
including economics. Smith succinctly and clearly shares some of the fundamen-
tal institutional scaffolding of Islam: belief in One and Only Creator; belief in
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accountability of the Day of Judgement; belief in the necessity of compliance
with the rules prescribed by the Creator; and belief that justice is achieved with
full compliance with rules. To paraphrase Sen, no space need be made artificially
for justice and fairness; it already exists in the rules prescribed by the Law Giver.

The Arrow-Debreu Economy

An economy in which there are contingent markets for all commodities—
meaning that there are buyers and sellers who promise to buy or sell given com-
modities “if any only if” a specified state of the world occurs—is called an
Arrow-Debreu economy. In such an economy, it is the budget constraint of the
participants that determines how much of each contingent commodity at prices
prevailing in the market they can buy. Since these commodities are contingent
on future states, they are risky. Therefore, the budget constraint of individuals
determines the risk-bearing ability of each market participant. Arrow himself
recognized that requiring such a market is unrealistic, as the extensive spectrum
of securities required for such a market does not exist. But he suggested that in
contemporary market economies there are instruments or securities that can be
used as substitutes (Arrow 1971). Such securities, referred to as Arrow Securities,
whose payoffs could be used to purchase commodities, would reduce the num-
ber of markets required while replicating the efficiency of risk allocation of
complete contingent markets. Associated with complete markets are complete
contracts. These are agreements contingent on all states of nature. In the real
world, not all contracts can cover all future contingencies. Therefore, they are
said to be incomplete contracts and may indicate inefficiencies in exchange.
However, as suggested above, optimal contracts can be devised provided there is
mutual trust between the parties to the contract. This could be a simple contract
with provisions for modification of terms and conditions should contingencies
necessitate change.

A compelling case can be made that insofar as the financial instruments are
Arrow Securities (their payoff is contingent on the “state of nature’—that is,
dependent on the outcome, not fixed or predetermined—and represents the
reward to risk sharing), this ideal system would share many characteristics of an
ideal Islamic system (Mirakhor 1993). However, not all Arrow Securities would
satisfy Islamic requirements, as some may well represent contingent debt
contracts to deliver a fixed predetermined amount of money if a given state of
world occurs. Thus these may not represent an ownership claim, either. Shares of
common stock of open corporations do meet these requirements. They are
residual ownership claims and receive a return contingent on future outcomes;
they are “proportionate claims on the payoffs of all future states” (Fama and
Jensen 1983, 328). These payoffs are contingent on future outcomes. Stock
markets that are well organized, regulated, and supervised are efficient from an
economic point of view because they allocate risks according to the risk-bearing
ability of the participants. In essence, this is the contribution of the Arrow-
Debreu model of competitive equilibrium (1954; see also Arrow 1971), accord-
ing to which, efficient risk sharing requires that the risks of the economy are
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allocated to market participants in accordance with their “respective degree of
risk tolerance” (Hellwig 1998, 607-611).

From Ideal to Actual: Conventional Finance

As mentioned, what Arrow-Hahn and Arrow-Debreu set out to do was
analytically and rigorously demonstrate the proposition that an “imposing line of
economists from Adam Smith to the present have sought to show that a
decentralized economy motivated by self-interest...would be compatible with a
coherent disposition of economic resources that could be regarded, in a well-
defined sense, as superior to a large class of possible alternative disposition...”
(Arrow and Hahn 1971, vi-vii). But, as Evensky suggests, “the Smithian story
told by Arrow and Hahn—and they are representative of modern economists—is
an abridged edition. The spring that motivates action in Smith’s story has been
carried forward, but much of the rest of his tale has been forgotten” (Evensky
1987, 12). It can be argued, as Arrow himself seems to imply (1971), that the
“rest of [Smith’s] tale” would have been his vision of the institutional
infrastructure (rules of behavior) that is envisioned in The Theory of Moral
Sentiments. As such, abstracting from them would be unlikely to change the
outcome of the mathematical analysis of Arrow-Debreu or Arrow-Hahn or both.
Furthermore, had actual finance developed along the trajectory discernible from
these works—steps taken toward completion of markets and of contracts,
keeping in mind the overall institutional framework for the economy as
envisioned by Adam Smith—the result might have been emergence of conven-
tional finance different from the contemporary system. That system would
instead be dominated by contingent, equity, risk-sharing financial instruments.

Perhaps the most influential factor in derailing that trajectory is the existence
and the staying power of a fixed, predetermined rate of interest, for which there
has never been a rigorous theoretical explanation. All so-called theories of
interest from the classical economists to contemporary finance theories explain
interest rate as the price that brings demand for and supply of finance into equi-
librium. This implies that interest rates emerge only after demand and supply
forces have interacted in the market, and are not ex ante prices. In fact, in some
theoretical models, there is no room for a fixed, ex ante predetermined rate of
interest. For example, introducing such a price into the Walrasian or Arrow-
Debreu-Hahn models of general equilibrium (GE) leads to the collapse of the
models, as they become over-determined (Cowen 1983, 609-611).

Even though no satisfactory theory of a positive, ex ante fixed rate of interest
exists, all financial theory development following Arrow-Debreu-Hahn assumed
its existence in the form of a risk-free asset, usually Treasury bills, as a benchmark
against which the rates of return of all other assets—importantly, equity
returns—were measured. These include theories such as the capital asset pricing
model (CAPM), modern portfolio theory (MPT), and the Black-Scholes option
pricing formula for valuing options contracts and assessing risk. For all practical
purposes, the assumption of a risk-free rate introduced an artificial floor into the
pricing structure of the real sector of the economy, and into all financial
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decisions. It can be argued that it is the existence of this exogenously imposed
rate on the economy that transformed the Arrow-Debreu vision of a risk-sharing
economy and finance. The resulting system became one focused on transferring
or shifting risk, rather than sharing it. Such a system needed strong regulation to
limit the extent of both. However, further developments in finance theory
provided analytic rationale for an ideologically aggressive deregulation. One such
rationale was the Modigliani-Miller Theorem of neutrality of capital structure of
firms. In essence this theorem asserted that the value of a firm is independent of
its capital structure. This implied that since firms want to maximize their value
and since Modigliani-Miller showed that the value of the firm is indifferent to
whether the firm debt finances or equity finances its capital structure, firms
would prefer to incur higher debt levels for the firm rather than issue additional
equity. Hence, the risk of additional debt would be shifted to other stakeholders
(Jensen and Meckling 1976).

Another rationale was the development of the efficient market hypothesis
(EMH), which claimed that in an economy similar to that of Arrow-Debreu,
prices prevailing in the market contained all relevant information, such that there
would be no opportunity for arbitrage. The implication was that if market
efficiency is desirable, then markets should be allowed to move toward comple-
tion, through innovation and financial engineering, in order to create a financial
instrument to allow insurance against all risks. For this to happen, it had to be
demonstrated that it is possible to develop such a wide array of instruments, and
that regulation had to become passive or even regressive to allow an incentive
structure to induce innovation. Such a regulatory stance was initiated in almost
all industrial countries in the 1980s and continued with an accelerated pace until
the 2007-09 crisis. The former had already been demonstrated by the theory of
spanning developed in late 1960s and early 1970s showing that one basic
financial instrument could be spanned potentially into an infinite number of
instruments (see Askari and others 2009). These developments, coupled with the
high magnitude of leverage available from a money-credit creation process char-
acteristic of a fractional reserve banking system, represented an explosive mix
that reduced the vision of Adam Smith to the rubble of post-crisis 2007-08. The
Arrow-Debreu vision of an economy in which risk was shared was first trans-
formed into an economy in which the focus became risk transfer but that quickly
transformed into one in which risks were shifted, ultimately, to taxpayers

(Mirakhor and Krichene 2009).

An Ideal Islamic Finance System

The ideal Islamic finance system points to a full-spectrum menu of instruments
serving a financial sector embedded in an Islamic economy in which the institu-
tional “scaffolding” (rules of behavior as prescribed by Allah (swt) and operation-
alized by the Noble Messenger, including rules of market behavior prescribed by
Islam) is fully operational (Chapra 2000; Igbal and Mirakhor 2012). The essential
function of that spectrum would be spreading and allocating risk among market
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participants rather than allowing it to concentrate among the borrowing class.
Islam proposes three sets of risk-sharing instruments:

o Mu’amelat (transactions) risk-sharing instruments in the financial sector;

¢ Redistributive risk-sharing instruments through which the risks facing the less
able segment of the population are shared by the economically more able
segment of the society; and

¢ The inheritance rules specified in the Qur’an, through which the wealth of a
person at the time of passing is distributed among present and future
generations of inheritors.

As will be argued here, the second set of instruments is used to redeem the rights
of the less able through the income and wealth of the more able. These are not
instruments of charity, altruism, or beneficence. They are instruments of redemp-
tion of rights and repayment of obligations.

The spectrum of ideal Islamic finance instruments would run the gamut
between short-term liquid, low-risk financing of trade contracts to long-term
financing of real sector investment. The essence of the spectrum is risk sharing.
At one end, the spectrum provides financing for purchase and sale of what has
already been produced in order to allow further production. At the other end, it
provides financing for what is intended or planned to be produced. In this spec-
trum, there does not seem to be room provided for making money out of pure
finance, where instruments are developed that use real sector activity only as a
veil to accommodate what amount to pure financial transactions. There are dayn
(debt) and Qard-al-hassan (no-interest-based loan) used to facilitate real sector
transactions in terms of consumption smoothing for those who have experienced
liquidity shock. This is a case when a financier shares liquidity risk with the firms
or consumers for whom an idiosyncratic risk has materialized or who use non-
interest borrowing as an insurance against liquidity shocks.

It may be argued plausibly that in a modern complex economy, there is need
for a variety of ready-to-use means of liquidity, and so long as instruments are
deemed permissible, where is the harm? Usually, this argument starts with the
reasoning that financial instruments that serve short-term, trade-oriented
transaction contracts, such as murabahah (short-term, risk-sharing instruments),
are permissible. From there, the argument goes that any instrument with a
connection, no matter how tenuous, to the real sector transactions is also permis-
sible. It is worth noting that transaction contracts permissible in Islam and the
financial instruments intended to facilitate them are not the same thing. Islamic
real sector transactions contracts (Uqud) that have reached us historically are all
permissible. However, it is possible that a financial instrument designed to facili-
tate a given permissible contract may itself be judged nonpermissible. As the
proliferation of derivative instruments in the period of run-up to the global
financial crisis demonstrated, the number of financial instruments that have
some relation, even if only nominal, to a real sector transaction is limited only by
the imagination of financial engineers. This is the essence of the theory of
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spanning developed in finance in the late 1960s and early 1970s, which led to
the design and development of derivatives (see Askari and others 2009). It is
possible that a financial instrument may have weaker risk-sharing characteristics
than the Islamic transaction contract it intends to serve.

Since Islamic finance is all about risk sharing, then the risk characteristics of a
given instrument need to become paramount in decisions. One reason, among
others, for nonpermissibility of interest-based debt contracts is surely due to the
fact that this sort of contract transfers all, or at least a major portion, of risk to
the borrower. It is possible to imagine instruments that on their face are
compatible with the non-interest rate-based debt requirement, but are
instruments of risk transfer and, ultimately, of shifting risk to taxpayers. An
example would be a sovereign ijarah sukuk (rent-based financial instruments
either backed or based on real assets) based on the assets subject to ijarah but
credit-enhanced by other means, say collateral. All costs taken into account, such
a sukuk may well be more expensive and involve stronger risk transfer character-
istics than a direct sovereign bond (see Mirakhor and Zaidi 2007). Clearly, a
judgment call needs to be made by the financiers and financial engineers when
they design and develop an instrument to consider its risk-sharing characteristic.
This is a call with which religious scholars alone should not be overburdened.
Financiers and financial engineers should specify the risk-sharing characteristics
of instruments they present to scholars for approval. In the long run, however,
religious scholars’ knowledge will have to catch up with modern finance as well
as with the intricacies of risk and uncertainty.

It appears that at the present, the energies of financiers and financial engineers
are focused on the design and development of instruments to accommodate the
low end of risk-return, liquid transactions. Without effort at developing long-term
investment instruments with appropriate risk-return characteristics, there is a
danger of path-dependency, by which the market will continue to see more of the
same: that is, more short-term, liquid, and safe instruments—albeit in greater
variety. This possibility should not be taken lightly. As mentioned, since the early
1970s, finance has been quite familiar with the theory of spanning. According to
this idea, an infinite number of instruments can be “spanned” out of a basic instru-
ment. This is what led to the explosion of derivatives, which played an influential
role in the recent global financial disaster. It has been estimated that in 2007, the
total financial instruments, mostly derivatives, in the world was 12.5 times larger
than the total global gross domestic product (GDP) (Mirakhor 2002). Recently,
Rogoff (2011) has suggested that there is roughly $200 trillion of financial paper
in the international system, of which $150 trillion is in interest-based debt instru-
ments. At the same time, the global GDP that must validate this debt is at most
$63 trillion. Given the differential rates at which these two sums are growing, it
is difficult to see how the underlying global GDP can ever grow at a rapid enough
pace to validate the debt. Similar developments could be awaiting Islamic finance
if the ingenuity of financial engineers and the creative imagination of religious
scholars continue to serve the demand-driven appetite for liquid, low-risk, and
short-term instruments. In that case, the configuration of Islamic finance would
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have failed to achieve the hopes and aspirations evoked by the potential of the
ideal Islamic financial system.

Epistemology of an Ideal Islamic Finance System

The fountainhead of all Islamic thought is the Qur’an. Whatever the theory of
Islamic knowledge may be, any epistemology, including that of finance, must find
its roots in the Qur’an.

The starting point of this discussion is therefore verse 275 of chapter 2 of the
Qur’an, particularly the part of the verse that declares contracts of Al-Bay’
(risk-sharing—based transactions) permissible and contracts of Al-Riba (interest-
rate-based debt contracts) nonpermissible. Arguably, these few words can be
considered as constituting the organizing principle—the fundamental theorem,
as it were—of the Islamic economy. Most translations of the Qur’an render
Al-Bay’ as “commerce” or “trade.” They also translate Al-Tijarah as “commerce”
or “trade.” However, there is substantive difference between Al-Bay’ and
Al-Tijarah, according to major lexicons of Arabic (such as Lisan Al-Arab,
Mufradat Alfaz Al-Qur'an, Lane’s Arabic Lexicon, and Al-Tahquiq fi Kalamat
Al-Qur’an Karim, among others). Relying on various verses of the Qur’an (such
as 2:111,2:254,35:29-20, 61:10-13), these sources suggest that trade contracts
(Al-Tijarah) are entered into in the expectation of profit (riba). On the other
hand, AlBay’ contracts are defined as “Mubadilah Al-Maal Bi Al-Maal’:
exchange of property with property. In terms of contemporary economics, this
phrase would be rendered as exchange of a property rights claim. These sources
suggest a further difference in that those who enter into a contract of exchange
expect gains but are cognizant of probability of loss (Khisarah).

It is also worth noting that all Islamic contractual forms, except spot exchange,
involve time. From an economic point of view, time transactions involve a com-
mitment to do something today in exchange for a promise of a commitment to
do something in the future. All transactions involving time are subject to uncer-
tainty, and uncertainty involves risk. Risk exists whenever more than one
outcome is possible. Consider, for example, a contract in which a seller commits
to deliver a product in the future against payments today. There are a number of
risks involved. First, there is a price risk for both sides of the exchange; the price
may be higher or lower in the future. In that case, the two sides are at risk, which
they share once they enter into the contract agreement. If the price in the future
is higher, the buyer would be better off and the price risk has been shed to the
seller. The converse is true if the price is lower. Under uncertainty, the buyer and
seller have, through the contract, shared the price risk. There are other risks that
the buyer takes, including the risks of nondelivery and substandard quality. The
seller faces additional risks, including the risk that the price of raw material, and
cost of transportation and delivery, may be higher in the future. These risks may
also be lower. Again, these risks have been shared through the contract. The same
argument applies to deferred payment contracts.

Second, it may appear that spot exchange or cash sale involves no risk. But
price changes can change after the completion of spot exchange is completed.
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The two sides of a spot exchange share this risk. Moreover, from the time of
the classical economists, it has been recognized that specialization through
comparative advantage provides the basis for gains from trade. But in special-
izing, a producer takes the risk of becoming dependent on other producers
specialized in production of what he needs. Again, through exchange, the two
sides to a transaction share the risk of specialization. Additionally, there are
pre-exchange risks of production and transportation that are shared through
the exchange. It is clear that the contracts at the other end of the spectrum—
mudarabah and musharakah—are risk-sharing transactions. Therefore, it can be
inferred that by mandating Al-Bay’, Allah (swt) ordained risk sharing in all
exchange activities.

Third, it appears that the reason for the prohibition of Al-Riba contracts is the
fact that opportunities for risk sharing do not exist in this type of contract. It may
be argued that the creditor does take on risk—the risk of default. But it is not risk
taking per se that makes a transaction permissible. A gambler takes risk as well,
but gambling is not permitted. Instead, what seems to matter is opportunity for
risk sharing. Al-Riba is a contract of risk transfer. As John Maynard Keynes
emphasized in his writings, if the interest rate did not exist, the financier would
have to share in all the risks that the entrepreneur faces in producing, marketing,
and selling a product (see Mirakhor and Krichene 2009). But by decoupling his
or her future gains, by loaning money today for more money in the future, the
financier transfers all risks to the entrepreneur.

Fourth, it is clear that by declaring the contract of Al-Riba nonpermissible, the
Qur’an intends for humans to shift their focus to risk-sharing contracts of
exchange.

It can be inferred from the preceding discussion that there are two types of
contracts involving time:

¢ Contracts over time (or on the spot) involving trade in which there is expecta-
tion of gain (riba); and

¢ Contracts over time involving exchange in which there is expectation of gain
or loss (Khisarah).

The latter must also refer to contracts of investment with uncertain outcome in
terms of gain or loss. This, of course, does not mean that mudarabah and
musharakah could not be used for longer-term trade in expectations of profits to
be shared and for long-term investment, as was the case for centuries in the
Muslim world, as well as in Europe, in the Middle Ages. Borrowed from Muslims
and known as commenda in western Europe, mudarabah became quite popular
as a means of financing long-term trade and investment (Brouwer 2005; Mirakhor
1983; Fischel 1933; Udovitch 1967, 1970a). Lopez (1976) suggests that there is
a consensus among medieval historians that the commenda was of the highest
importance and contributed greatly to the rapid growth of trade and investment,
which led to great economic change and growth in Europe. The contribution of
commenda to the industrial development of the Ruhr Valley in Germany and in
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building railroads throughout Europe were particularly pronounced (see
Mirakhor 1983).

Therefore, the distinction that needs emphasis is that Al-Bay’ covers long-term
investment contracts that allow the growth of employment, income, and expan-
sion of the economy. The focus of Al-Tijarah and all its financing instruments is
trade of commodities already produced. In effect, Islam meets the financing
needs of trade, as well as the requirements of resource allocation, investment,
production, employment, income creation, and risk management.

Major economic implications follow from the points discussed. First, as the
definition of Al-Bay’ indicates, it is a contract of exchange of property. This
means that the parties to the exchange must have property rights over the
subjects of any contract that preceded the exchange. Second, parties must have
the freedom not only to produce what they wish but also the freedom to
exchange those products (goods and services) with whom they wish. Third,
parties must have freedom to contract. Fourth, there must be means of enforcing
contracts. Fifth, exchange requires a place for the parties to complete their trans-
actions, meaning a market. Sixth, markets need rules of behavior to ensure their
orderly and efficient operation. Seventh, the contract of exchange requires trust
among the parties as to their commitments to perform according to the terms
and conditions of exchange. Eighth, there must be rules governing the distribu-
tion of proceeds. Ninth, there must be redistributive rules and mechanisms to
correct for inequitable patterns of distribution that emerge out of market perfor-
mance. These are rules that govern the redemption of the rights of those who are
not parties to the contract directly but who have acquired rights in the proceeds
because, one way or another, they or their properties have contributed to the
production of what is the subject of exchange. These implications are discussed
below.

Property Rights
Briefly, the principles of property rights in Islam include the following:

o Allah (swt) has created all property and Allah (swt) is the ultimate owner.

® Resources created by Allah (swt) are at the disposal of all humans to empower
them to perform duties prescribed by the Creator.

¢ While the ultimate ownership is preserved for the Creator, humans are allowed
to combine their physical and intellectual abilities with the created resources
to produce means of sustenance for themselves and others.

e The right of access to resources belongs to all of humankind universally.

e Humans can claim property rights over what is produced through their own
labor or transfers through gift giving, exchange, contracts, inheritance, or
redemption of rights in the produced property.

¢ Since created resources belong to all humans, the inability of a person (because
of physical or mental limitations or other circumstances) to access these
resources does not negate the individual’s right to these resources.

Economic Development and Islamic Finance - http://dx.doi.org/10.1596/978-0-8213-9953-8



Epistemological Foundation of Finance: Islamic and Conventional

e These rights must be redeemed; this establishes the rule of sharing with the
less able.

¢ Sharing is implemented through redistributive mechanisms, such as zakat,
which are redemption of rights and not charity.

e Since work and transfers are the only legitimate sources of property rights
claims, all sources of instantaneous creation of property rights, such as theft,
bribery, gambling, and riba, are prohibited.

e Unlike the conventional system of property rights, Islam imposes strict limits
on the freedom of disposing of property; there is no absolute freedom for the
owner to dispose of property, as there are rules against extravagance, waste,
destruction of property, or its use in prohibited transactions.

e Property rights must not lead to accumulation of excessive personal wealth, as
wealth is considered the life blood of the society, which must constantly circu-
late to create investment, employment, income, and opportunities for
economic growth.

¢ Once the principles governing property rights are observed, particularly the
rule of sharing, the owner’s right to the remaining property, cleansed of others’
rights, is inviolate.

It is through its rules of property rights that Islam envisions economic growth
and poverty alleviation in human societies. The task of reducing poverty is
accomplished through the discharge of the obligation of sharing derived from
the property rights principles of Islam, which envision the economically less able
as the silent partners of the more able. In effect, the more able members of
society are trustee-agents in using resources created by Allah (swt) on behalf of
themselves and the less able. In contrast to the property rights principles of the
conventional system, property rights in Islam are not means of exclusion but of
inclusion of the less able in the income and wealth of the more able, as a matter
of rights that must be redeemed. In the conventional system, the rich help the
poor as a demonstration of sympathy, beneficence, benevolence, and charity. In
Islam, the more able are required to share the consequences of the materializa-
tion (incidence) of idiosyncratic risks—illness, bankruptcy, disability, accidents,
and socio-economic disadvantages—for those who are unable to provide for
themselves. The more able members of society diversify away a good portion of
their own idiosyncratic risks, using risk-sharing instruments of Islamic finance.
The economically well-off are commanded to share the risks of those who are
economically unable to use the instruments of Islamic finance. It can be plausibly
argued that unemployment, misery, poverty, and destitution in any society are
prima facie evidence of violation of property right rules of Islam, or nonimple-
mentation of Islamic instruments of risk sharing, or both. In Islam, the risks that
would face the future generations are shared by the current generation through
the rules of inheritance. These rules break up accumulated wealth as it passes
from one generation to another to enable the risks of a larger number of people
to be shared.
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Contracts and Trust

Basically, a contract is an enforceable agreement. Its essence is commitment.
Islam anchors all socio-political-economic relations on contracts. The Shari'ah
itself is contractual in its conceptualization, content, and application. Its very
foundation is the primordial covenant between the Creator and humans (see
7:172-173). In an unambiguous verse (6:152), the Qur’an urges the believers to
fulfill the covenant of Allah. This is extended to the terms and conditions of all
contracts through another clear verse (5:1) in which believers are ordered to be
faithful to their contracts. They are ordered to protect faithfulness to their
covenants and what has been placed in trust with them as a shepherd protects
sheep (32:8; also 2:172, 16:91-92, 17:34). Thus, believers do not treat obliga-
tions of contracts lightly; they will take on contractual obligations only if they
intend fully to fulfill them. Hence, their commitments are credible.

Contracts are means of coming to terms with future risks and uncertainty.
They allocate risks by providing for future contingencies and set obligations for
each party and each state in the future, as well as remedies for breach of
contracts. Generally, there are four motives for entering into a contract: sharing
of risk; transfer of risk; alignment of incentives; or minimization of transaction
costs. Mudarabah, musharakah, and the purchase of equity shares are examples
of risk sharing. Entering into an insurance contract is an example of transferring
risks for a fee to those who can better bear them. Risk shifting occurs when the
risks of a transaction or a contract between two parties are shifted to a third
party. This concept was discussed by Jensen and Meckling (1976) in the
context of corporate managers resorting to debt finance instead of issuing addi-
tional equity, thus shifting the risk of debt burden to other stakeholders. To
align incentives, one party (usually the principle) enters into a contract with
another (an agent), through which incentives are created for the latter to
take actions that serve their objective to maximize joint surplus (Hart and
Holstrom 1987). Contracts that are designed to reduce transaction costs are
usually aimed at establishing stable, long-term relationships between parties in
order to avoid ex ante information, search, and sorting costs, as well as ex post
bargaining costs.

There is an organic relationship between contract and trust. Without trust,
contracts become difficult to negotiate and conclude and costly to monitor and
enforce. When and where trust is weak, complicated and costly administrative
devices are needed to enforce contracts. Problems are exacerbated when, in
addition to lack of trust, property rights are poorly defined and protected
(Sheng 2009). Under these circumstances, it becomes difficult to specify clearly
the terms of contract since transaction costs—that is, search and information
costs, bargaining and decision costs, contract negotiations, and enforcement
costs—are high. Consequently, there is less trade, fewer market participants, less
long-term investment, lower productivity, and slower economic growth.
Weakness of trust creates the problem of lack of credible commitment, which
arises when parties to an exchange cannot commit themselves or do not trust
that others can commit themselves to performing contractual obligations.
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Empirical research has shown that where the problem of lack of commitment
exists and is significant, it leads to disruption in economic, political, and social
interaction among people. Long-term contracting will not be possible and
parties to exchange opt for spot market or very short-term transactions (see, for
example, Keefer and Knack 2005).

Considering these issues, one can appreciate the strong emphasis that the
Qur’an—as well as the Messenger (pbuh)—has placed on trust, trustworthiness
(see 4:57; 8:27), and the need to fulfill terms and conditions of contracts,
covenants, and the promises one makes. These rules solve the problem of credible
commitment and trust, and thus facilitate long-term contracts.

To illustrate the importance of trust, consider the role of complete contracts
in the neoclassical theory of competitive equilibrium (Arrow 1971). A complete
contract fully specifies all future contingencies relevant to the exchange. In the
real world, a vast majority of contracts are incomplete. This requirement,
therefore, is considered too stringent and unrealistic. Not only ignorance about
all future contingencies make writing complete contracts impossible, even if all
future contingencies are known, but it would be nearly impossible to write a
contract that can accommodate them all. However, if the parties to a contract
trust each other, they can agree to enter into a simple contract and commit to
revising its terms and conditions as contingencies arise.

Markets

A major reason for contract of exchange is that the parties to the contract wish
to improve their own welfare. For this to happen, parties must have the freedom
to contract. This, in turn implies freedom to produce, which calls for clear and
well-protected property rights to permit production and sale. To freely and
conveniently exchange, the parties need a place to do so: that is, a market. To
operate efficiently, markets need rules of behavior and clear, unambiguous rule-
enforcement mechanisms to reduce uncertainty in transaction. Markets also need
free flow of information. To reinforce the efficiency of market operations, trust
must be established among participants, transaction costs must be minimized,
and rules must be established to internalize externalities of two-party transac-
tions. Andrew Sheng (2009, 9) suggests that “successful markets all share three
key attributes: the protection of property rights, the lowering of transaction costs
and high transparency.” To achieve these attributes, preconditions and
infrastructures are needed, including:

e Freedom of market participants to enter and exit the market, to set their own
objectives within the prescribed rules, to employ ways and means of their own
choosing to achieve their goals, and to choose whomever they wish as their
exchange partner;

¢ An infrastructure for participants to access, organize and use information;

e Institutions that permit coordination of market activities;

e Institutions to regulate and supervise the behavior of market participants; and

® Legal and administrative institutions to enforce contracts at reasonable costs.
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Both the Qur’an and Sunnah (body of knowledge based on the Messenger’s
words and deeds) place considerable emphasis on the rules of behavior. Once
instated in Medina as the spiritual and temporal authority, the Messenger (pbuh)
exerted considerable energy in operationalizing and implementing the property
rights rules, the institutions of the market, and the rules of exchange and
contracts, as well as rules governing production, consumption, distribution, and
redistribution. He also implemented rules regarding the fiscal operations of the
newly formed state, as well as governance rules. Specifically regarding markets,
before the advent of Islam, trade had been the most important economic activity
in the Arabian Peninsula. A number of dynamic and thriving markets had devel-
oped throughout the area. Upon arrival in Medina, the Messenger of Allah orga-
nized a market for Muslims structured and governed by rules prescribed by the
Qur’an, and implemented a number of policies to encourage the expansion of
trade and strengthen the market. Unlike the existing markets in Medina and
elsewhere in Arabia, the Prophet prohibited imposition of taxes on individual
merchants, as well as on transactions. He also implemented policies to encourage
trade among Muslims and non-Muslims by creating incentives for non-Muslim
merchants in and out of Medina. For example, traveling non-Muslim merchants
were considered guests of the Muslims, and their merchandise was guaranteed by
the Prophet against (nonmarket) losses. The market was the only authorized
place of trade. Its construction and maintenance was made a duty of state. As
long as space was available in the existing market, no other markets were con-
structed. The Prophet designated a protective area around the market. No other
construction or facility was allowed in the protective area. While trade was
permitted in the area surrounding the market in case of overcrowding, the loca-
tion of each merchant was assigned on a first-come, first-served basis, but only
for the duration of the trading day (Mirakhor and Hamid 2009).

After the conquest of Mecca, rules governing the market and the behavior
of participants were institutionalized and generalized to all markets in Arabia.
These rules included no restriction on interregional or international trade,
including no taxation on entering into or exiting out of markets, and on imports
and exports; free movement of inputs and outputs between markets and
regions; and no barrier to entry to or exit from the market. Information
regarding prices, quantities, and qualities were to be known with full transpar-
ency. Every contract had to fully specify the property being exchanged, the
rights and obligations of each party to the contract, and all other terms and
conditions. The state and its legal apparatus guaranteed contract enforcement.
Hoarding of commodities was prohibited, as were price controls. No seller or
buyer was permitted to harm the interests of other market participants: for
example, no third party could interrupt negotiations between two parties in
order to influence the outcome in favor of one or the other party.
Short-changing—not giving full weights and measure—was prohibited. Sellers
and buyers were given the right of annulment, depending on circumstances.
These rights protected consumers against moral hazard of incomplete, faulty,
or fraudulent information. Interference with supply before market entrance
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was prohibited, as it would harm the interests of the original seller and the final
buyer. These and other rules—such as trust and trustworthiness, as well as
faithfulness to the terms and conditions of contracts—substantially reduced

transaction costs and protected market participants against risks of transactions
(Mirakhor and Hamid 2009).

Achieving the Ideal: Uncertainty, Risk, and Equity Markets

Uncertainty is a fact of human existence. Humans live on the brink of an
uncertain future. Uncertainty stems from the fact that the future is unknown and
therefore unpredictable. If severe enough, uncertainty can lead to anxiety, deci-
sion paralysis, and inaction. Lack of certainty for an individual about the future
is exacerbated by ignorance of how others behave in response to uncertainty. Yet
individuals must make decisions and take actions that affect their own as well as
others’ lives. Making decisions is one of the most fundamental capabilities of
humans; it is inexorably bound up with uncertainty. Facing an unknown, and
generally unknowable future, individuals make decisions by forming expectations
about payoffs to alternative courses of action. They can do so using subjective
estimates of payoffs to actions based on personal experiences. Alternatively, indi-
viduals can use known probability techniques to form an expectation of returns
to an action. Either way, the expected outcomes will form an expression in terms
of probability of occurrence of consequences to an action. In other words, uncer-
tainty is converted into risk.

Risk, therefore, is a consequence of choice under uncertainty. Generally, “even
in the most orderly societies the future is by no means certain. Even if an
individual or organization has defined goals they must reflect their attitude
toward risk. In some cases risk may be evaluated statistically ... [When] a popu-
lation is large enough, some odds can be calculated with fair accuracy as is
exemplified by some calculations in life insurance area. In general, however,
many of the aspects of uncertainty involve low probability or infrequent events”
(Shubik 1978, 124). This makes decisions difficult and actions risky. Risk exists
when more than one outcome is possible. It is uncertainty about the future that
makes human lives full of risks.

Risk can arise because the decision maker has little or no information regard-
ing which state of affairs will prevail in the future; he or she, nevertheless, makes
a decision and takes action based on expectations. Risk can also arise because the
decision maker does not or cannot consider all possible states that can prevail in
the future. In this case, even if the decision maker wants to consider all possible
states of the future, there is so much missing information that it is impossible to
form expectations about payoffs to various courses of action. This situation is
referred to as “ambiguity.” If severe enough, this type of uncertainty also leads to
reluctance or even paralysis in making decisions. People adopt various strategies
of “ambiguity aversion.” One strategy is to exercise patience and postpone mak-
ing decisions until passage of time makes additional “missing” information avail-
able. The Qur’an has many references to the need for patience: so much so that
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in a number of verses it is said that, “Allah is with those who are patient,” and
“Allah loves those who are patient.”

Questions may arise as to how the existence of uncertainty and its over-
whelming influence in human life can be explained within the context of
Islamic thought. Why is life subject to so much uncertainty, necessitating risk
taking? Since Allah (swt) is the Creator of all things, why create uncertainty?
A full discussion of possible answers is beyond the task of this chapter. Suffice
it to say that in a number of verses, the Qur’an makes reference to the fact that
this temporary existence is a crucible of constant testing, trials, and tribulations
(see, for example, 2:155 and 2:76). Not even the believers are spared. In verse
2 of chapter 29, the Qur’an asks: “Do humans think that they will be left alone
when they say, ‘We believe,’ and they therefore will not be tested?” The fact that
this testing is a continuous process is reflected in verse 126 of chapter O:
“Do they not see that they are tried every year once or twice? Even then they
do to turn repentant to Allah, not do they remember” (see also chapter 2, verse
155). To every test, trial, and tribulation in their lives, humans respond, and in
doing so, they demonstrate their measure of self-awareness and consciousness of
Allah. If the response-action is in compliance with the rules of behavior pre-
scribed by the Supreme Creator, that is, it is “Ahsanu ‘Amala,” the “best action”
(11:7), meaning it is completely rule-compliant; then the trial becomes an occa-
sion for self-development and strengthened awareness of Allah (swt). Even
then, uncertainty remains. No one can be fully certain of the total payoff to
one’s life within the horizon of birth to eternity. It is recommended that
Muslims never assume they are absolutely certain of the consequences of their
actions. They are to live in a state of mind and heart suspended between fear
(khawf) of consequences of their actions and thoughts, and the hope (raja”) in
the Mercy of the All-merciful Lord Creator. All actions are risky because the full
spectrum of future consequences of action is not known. The Qur’an refers to
this idea of uncertainty by suggesting that “at times you may dislike a thing
when it is good for you and at times you like a thing and it is bad for you. Allah
knows and you do not” (2:216).

Risk Sharing

It follows from the preceding discussion that it would be difficult to imagine
that the crucible of testing can proceed without uncertainty and risk. Statistician
David Bartholomew, in his book, God, Chance, and Purpose (2008), asserts that
“it could be plausibly argued that risk is a necessary ingredient for full human
development. It provides the richness and diversity of experience necessary to
develop our skills and personalities” (Bartholomew 2008, 230). He speculates
that “the development of human freedom requires that there be sufficient
space for that freedom to be exercised. Chance seems to provide just the flex-
ibility required and therefore to be a precondition of free will” (Bartholomew
2008, 200). Further, he suggests that “we value our free will above almost
everything; our human dignity depends upon it and it is that which sets us apart
from the rest of the creation. But if we are all individuals free, then so is
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everyone else, and that means the risks created by their behavior, foolish or
otherwise, are unavoidable. To forgo risk is to forgo freedom; risk is the price we
pay for freedom” (Bartholomew 2008, 239-40).

While life and freedom are gifts of the Supreme Creator to humans, and
uncertainty and risk are there to test and try humans to facilitate their growth
and development, humans are not left unaided to face the uncertainty of life to
suffer its consequences. Books, prophets, and Messengers have brought guidance
as to how to best make decisions and take actions to mitigate the risks of this life
and to improve the chances of a felicitous everlasting life. Islam, in particular, has
provided the ways and means by which uncertainties of life can be mitigated.
First, it has provided rules of behavior and a taxonomy of decisions—actions and
their commensurate payoffs—as stated in the Qur’an. Complying with these
rules reduces uncertainty. Clearly, individuals exercise their freedom in choosing
to comply with these rules or not to comply.

That rules of behavior and compliance with them reduce uncertainty is an
important insight of the new institutional economics. Rules reduce the burden
on human cognitive capacity, particularly in the process of decision making
under uncertainty. Rules also promote cooperation and coordination (Mirakhor
2009). In particular, Islam has provided ways and means by which those who are
able to do so mitigate uncertainty by sharing the risks they face by engaging in
economic activities with fellow human beings through exchange. Sharing allows
risk to be spread and thus lowered for individual participants. However, if a
person is unable to use any of the market means of risk sharing because of
poverty, Allah (swt) has ordered a solution here as well: the rich are commanded
to share the risks of the life of the poor by redeeming their rights derived from
the Islamic principles of property rights. Islam’s laws of inheritance provide
further mechanism of risk sharing.

Individuals in a society face two types of risks. The first is the result of the
exposure of the economy to uncertainty and risk due to external and internal
economic circumstances of the society and its vulnerabilities to shocks. How well
the economy will absorb shocks depends on its resilience, which will in turn
depend on the institutional and policy infrastructure of the society. How flexibly
these will respond to shocks will determine how much these risks impact
individual lives when they materialize.

The second type of risk that individuals face relates to the circumstances of
their personal lives. These include risks of injuries, illness, accidents, bankruptcy,
or even change of tastes and preferences. This kind of risk is referred to as
idiosyncratic. When idiosyncratic risks materialize, they play havoc with people’s
livelihood. This is because often the level of consumption that sustains them is
directly dependent on their income. If their income becomes volatile, so will
their livelihood and consumption. Engaging in risk sharing can mitigate idiosyn-
cratic risk and allow consumption smoothing by weakening the correlation
between income and consumption such that should these risks materialize, and
the shock reduce income, consumption and livelihood of the individual do not
suffer correspondingly.
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It is important to note a nuanced difference between risk taking and risk
sharing. Risk taking is an antecedent of risk sharing. The decision to take risk to
produce a product precedes the decision about what to do about the risk in
financing the project. The decision to share the risk in financing does not increase
the inherent risks of the project, but it does reduce the risks for individuals
involved in financing it, as it is spread over a larger number of participants.

It should also be noted that the Islamic contract modes that have reached us
are all bilateral real sector contracts. Contemporary Islamic finance industry has
made two big contributions. First, it has made bilateral contracts multilateral,
as the contracts move from the real sector to the finance sector. Second, it has
employed instruments of risk transfer available in conventional finance, but
made them compatible with Shari’ah.

Instruments of Islamic finance allow risk sharing and risk diversification,
through which individuals can mitigate their idiosyncratic risks. On the other
hand, mandated levies, such as zakat, are means through which the idiosyncratic
risks of the poor are shared by the rich as an act of redemption of the former’s
property rights in the income and wealth of the latter. Other recommended levies,
beyond those mandated, such as sadagat (plural of sadagah) and Qard-al-Hassan,
play the same role. They help reduce the poor’s income-consumption correlation.
In other words, the poor are not forced to rely on their meager income (if they
even have an income) to maintain a decent level of subsistence living for them-
selves and their families.

It is possible that at some point in time, even these levies can be instrumental-
ized to be included in the full-spectrum menu of instruments of Islamic finance
for risk sharing. In the face of risk, Islamic finance functions as a risk manager of
society. Its instruments of risk sharing will help blunt the impact of economic
shocks, disappointments, and suffering on individuals by dispersing their effects
among a large number of people. Islamic finance will have instruments available
for all classes of people to allow them to reduce their idiosyncratic risks and
smooth their consumption. It will ensure that innovators, entrepreneurs, and small
and medium size firms have access to financial resources without the need to take
all risks on themselves, or abandon productive projects altogether. It will have
instruments of insurance that not only provide protection against health and acci-
dent risks but also insure against risks to livelihood and home values to protect
people’s long-term income and livelihood. Such a full-spectrum Islamic finance
can then truly be said to have “democratized finance” without transferring risks of
any venture to a particular class or to the whole society. This would be in sharp
contrast to the results of the “democratization of finance” project which led to the
recent global financial crisis of the conventional system, in which the risks of
financialinnovationswereshiftedawayfromfinanciers. While the gainsofthis“democ-
ratization of finance” project were privatized, its pain was socialized (Sheng 2009).

The Stock Market
If there is validity to the conclusion that Islamic finance is all about risk sharing,
then the “first-best” instrument of risk sharing is a stock market, “which is
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arguably the most sophisticated market-based risk-sharing mechanism” (Brav,
Constantinides, and Geczy 2002). Developing an efficient stock market can
effectively complement and supplement the existing array of other Islamic
finance instruments, as well as those to be developed. It would provide the means
for business and industry to raise long-term capital. A vibrant stock market would
allow risk diversification necessary for managing aggregate and idiosyncratic risks.
Such an active market would reduce the dominance of banks and debt financing,
where risks become concentrated, making the financial system more fragile
(Sheng 2009).

Idiosyncratic risks impact the liquidity of individuals and firms when they
materialize. With an active stock market, individuals can buffer idiosyncratic
liquidity shocks by selling equity shares they own on the stock market. Firms can
also reduce their own idiosyncratic and liquidity risk through active participation
in the stock market. They can reduce risk to the rate of return to their own opera-
tion, such as productivity risk, by holding a well-diversified portfolio of shares of
stocks. Thus incentives are created for investment in more long-term, productive
projects. Importantly, by actively participating in the stock market, individuals
and firms can mitigate the risk of unnecessary and premature liquidation of their
assets due to liquidity and productivity shocks (Pagano 1993). Moreover, an
active and vibrant stock market creates strong incentives for higher degrees of
technological specialization, through which the overall productivity of the
economy is increased. This happens because without sufficiently strong risk
sharing in the financial system through the stock market, firms avoid deeper
specialization, fearing the risk from sectoral demand shocks (Saint-Paul 1992).
The reason stock markets are such effective tools of risk sharing is because each
share represents a contingent residual equity claim.

It can be argued that the actual operation of the Islamic finance market differs
from its ideal. It essence, there is a market failure: missing markets in equity shar-
ing. Strong government policy action can create an incentive structure for the
Islamic finance market to complete the spectrum of its instruments. The market
has developed an array of short-term, liquid, and reasonably safe instruments that
are considered compatible with the teachings of Islam. This was not the case
some 30 years ago. Then too, there was a missing market for Islamic instruments
for which there was substantial demand. It took considerable commitment of
resources and credibility on the part of governments, notably the government of
Malaysia, to organize this missing market to meet existing demand.

The late 1970s and early 1980s represent the beginning of the age of Muslim
awakening to the possibilities of applicability of Islam finance in contemporary
economy. Perhaps with the passage of time, the private sector would have orga-
nized the missing market of Islamic finance on its own. It appears likely, however,
that progress may not have been as rapid as it has been with government inter-
vention. By far the most successful has been the Malaysian paradigm. This
paradigm was characterized not only by the top-down push by the government,
but also other ingredients that had to be put in place for the venture’s success.
The most important of these ingredients were human capital, a regulatory
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structure, and a financial infrastructure to allow the emergence of Islamic banks.
One of the most important regulatory devices that encouraged the development
of Islamic finance in Malaysia was the “no leakage rule.” This rule required that
the financial resources mobilized by the Islamic banking window had to be
utilized solely to finance Islamic contracts.

The success of the Malaysian paradigm in a relatively short span of three
decades recommends it strongly as an appropriate framework for future progress.
Specifically, this paradigm would suggest that the same kind of intense dedica-
tion and commitment could successfully generate the ways and means of pushing
the agenda of Islamic finance forward in terms of developing medium- to long-
term instruments of risk sharing. In this way, governments’ commitment of
resources and credibility could energize innovations and development of the
needed instruments. In this context, one strategy would be for governments to
develop the long-term, high-return, riskier end of the spectrum of instruments
of risk sharing: specifically, the stock market. This would create the needed incen-
tive for the private sector to design and develop instruments in between the
short-term, liquid end of the market and the stock market.

Advantages and Disadvantages of Stock Markets

A large number of theoretical and empirical studies in recent decades have
focused on the investment-employment-growth benefits of stock markets (see
the reference list in Askari and others 2010). When risk is spread among a large
number of participants through an efficient stock market, closer coordination
between the financial and real sectors is promoted, and the benefits of economic
growth and financial system stability are better shared. Risk transfer through debt
instruments, in contrast, along with high leverage, weakens the link between the
financial and real sectors, thus posing a threat to the stability of the financial
sector. As the growth of pure financial instruments—those with little connection
to real assets—far outpaces the growth of the real sector activities, a phenome-
non called decoupling (Menkoff and Tolksdorf 2001) or financialization (Epstein
2006; Palley 2007) emerges, whereby finance no longer is anchored in the real
sector. The result is financial instability, leading to frequent bouts with crises.
Reinhart and Rogoff, in their book This Time Is Different: Eight Centuries of
Financial Folly (2009), have recently demonstrated the high frequency of crises
in the history of the conventional system. Aside from the fact that all crises have
been debt crises, all too often financial sector crises have required large
government interventions and massive bailouts. Thus, while private financiers
enjoy the gains of robust pure financial innovations that ultimately lead to
decoupling, society at large suffers the pain of saving the real sector from the
vagaries of financial sector crises. This is what Andrew Sheng (2009) called priva-
tizing the gain, socializing the pain.

Aside from the fact that through risk sharing, stock markets become an
effective instrument of financing long-term investments, they have an added
benefit of being an instrument that individuals and firms can use to insure against
liquidity and productivity shocks. While some individual idiosyncratic risks can
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be mitigated through the purchase of insurance policies, such as health, life, and
accident insurance, there are potentially a large number of unforeseen, and
therefore unpredictable, personal or family risks that are not as of yet insurable
and for which no insurance policy can be purchased, such as risks to a person’s
livelihood. An individual can buffer against uninsurable risks by buying shares of
stocks in good times and selling them when and if he or she experiences a liquid-
ity shock. Similarly, stock markets can be used to diversify the risk of shock to
asset returns. Firms can also use the stock market as a buffer against liquidity and
productivity risks. These insurance functions of stock markets create motivation
and incentives for investing in projects that have higher returns (are more
productive) but lower liquidity.

Empirical studies have demonstrated that countries with robust stock markets
rely more on equity and long-term financing and less on banks and short-term
debt. Firms place greater reliance on external capital than on internal funds. With
a strong stock market, venture capitalists can recoup their capital investment in
a project through initial public offerings, thus promoting faster rollover of
venture capital to make it available more frequently to finance other productive
real sector projects. Not only can individuals and firms benefit from the existence
of a vibrant and robust stock market that provides opportunities to share risk, but
countries can benefit from risk sharing with one another. A large body of empiri-
cal research in recent years in the area of international risk sharing has
demonstrated that there are gains to be made by countries when they trade in
one another’s securities. For example, a 2005 study shows the welfare gains to be
made by the ten East Asian countries by sharing risk among themselves, and
separately with the member-countries of the Organisation for Economic
Co-operation and Development (OECD). The study (Kim, Kim, and Wang
2005) considered risk sharing in the case of these countries between 1970 and
2000 and found low levels of risk sharing among the countries themselves and
between them and the OECD. Indonesia and Malaysia had the lowest level of
risk sharing and therefore the largest potential welfare gains from improving the
sharing of risk between them and other East Asian countries. The magnitude of
gains was even higher through increased risk sharing with OECD member-
countries. These results could likely be replicated in other areas and regions.

Given these advantages, the question arises as to why international risk
sharing is so low. This question is one researchers have been trying to explain in
recent years, along with another related puzzle called the equity premium
puzzle that has been attracting attention since it was first formulated in 1985
by two researchers, Mehra and Prescott. It refers to a significant differential
existing between stock market returns and the rate of interest paid on a safe
bond (U.S. Treasury bonds) over an extended period of time. Economic theory
would assert that the differential should not exist. Capital should have left debt
instruments and moved into equities until the rates equalized. Hence, the
puzzle to be explained is: why does this high differential persist? Over the years,
the study, originally using U.S. data, has been replicated in a number of coun-
tries with the same results (Mehra 2003, 2006). The differential cannot be

Economic Development and Islamic Finance - http://dx.doi.org/10.1596/978-0-8213-9953-8

47



48

Epistemological Foundation of Finance: Islamic and Conventional

explained by the existing theory of behavior under risk. Researchers have used
varieties of utility functions and risk characteristics, but the puzzle remains
largely unexplained. Similarly, there have been attempts to explain the low
international risk-sharing puzzle, but formal modeling has not been fruitful. It
is suspected that the reasons that explain low participation in the domestic
equity market—and hence the emergence of the equity premium puzzle—are
the same factors that could explain the low international risk-sharing puzzle.
The prime candidates are the low level of trust, and a related factor, the cost of
entering the market.

Equity markets that are shallow also have limited participation. Empirical
evidence (Erbas and Mirakhor 2007; Guiso, Sapienza, and Zingales 2005) sug-
gests one reason for low participation of the population in the stock market is the
fact that people generally do not trust stock markets. The low level of trust, in
turn, is explained by institutional factors and education. Moreover, high transac-
tion costs—especially information and search costs, as well as the high cost of
contract enforcement—are crucial factors inhibiting stock market participation.
These factors also stem from the institutional framework in the economy (rules
of behavior). Stiglitz (1989) suggests that disadvantages of equity finance stem
from two informational problems:

® An adverse signaling effect, which leads good companies not to issue as many
equity shares for fear that it may signal poor quality; and

¢ An adverse incentive effect problem, which suggests that equity finance weak-
ens the incentive for the entrepreneurs to exert their maximum effort for the
highest possible joint return.

This happens because once the project is financed, the entrepreneur knows that
net returns must be shared with the financier and therefore may not be moti-
vated to work as hard as when the returns would not have to be shared. While
the idea has intuitive appeal, empirical evidence does not support it.

Allen and Gale (2007), on the other hand, suggest a more plausible and
empirically stronger reason why stock market participation is limited. They argue
that it is because of the costs involved. These include information costs; enforce-
ment costs; and costs due to the weak governance structure of firms and markets.
Their analysis concludes that if these costs are prohibitively high, firms leave the
equity market and resort to debt financing through banks (101-15). But banks
are highly leveraged institutions that borrow short (deposits) and lend long. This
maturity mismatch creates potential for liquidity shocks and instability. And
perhaps to different degrees, even in the case of banks, there are information
problems that lead to market failures, such as credit rationing, which paralyzes
the opportunity for risky but potentially highly productive projects because they
are rationed out of the market.

There are two conflicting views of the behavior of banks in financing of proj-
ects. Stiglitz (1989) suggests that to protect their financial resources, banks
generally discourage risk taking. Therefore, there is an inherent agency conflict.
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The entrepreneur (agent) is interested in the high end of the risk-return distribu-
tion. By contrast, the bank (principle) is interested in safety, and thus is con-
cerned with the low end of the risk-return distribution. This, Stiglitz asserts, “has
deleterious consequences for the economy” (1989, 57). He further suggests that
“from a social point of view, equity has a distinct advantage: because risks are
shared between the entrepreneur and the capital provider the firm will not cut
back production as much as it would with debt financing if there is down turn
in the economy” (1989, 57). In contrast to Stiglitz’s assertion that banks concen-
trate on the lower end of the risk-return distribution for reasons of safety,
Hellwig argues that there is an oft-neglected informational problem of banks,
which he refers to as “negative incentive effects on the choice of risk inherent in
the moral hazard of riskiness of the lend strategy of banks” (1998, 335). This risk
materialized dramatically in the period leading up to the recent financial crisis

(see Askari and others 2010; Sheng 2009).

Conditions for a Vibrant, Robust Stock Market

Allen and Gale (2007) suggest that a successful, deep, and active stock market
requires that information, enforcement, and governance costs be eliminated or at
least minimized. Once this happens, the cost of entry into equity market
becomes low and “there is full participation in the market. All investors enter the
market, the average amount of liquidity in the market is high, and asset prices are
not excessively high” (115). As mentioned, if the Islamic rules of market
behavior—such as faithfulness to the terms and conditions of contracts, trust, and
trustworthiness—are in place in a society, the informational problems and trans-
action costs, governance, and enforcement issues either would not exist or would
be at such low levels as not to deter stock market entry.

There is, however, a paradigm gap between what Islam teaches and the actual
behavior in the market. For this reason, actions governments take and the institu-
tions they create to remedy the deficit in informational, enforcement, and gover-
nance behavior to reduce the cost of participation in stock markets must be
stronger and more comprehensive than exist today. These policies, actions, and
institutions should have the competence, efficiency, and enforcement capabilities
to elicit the kind of behavior and results that replicate or closely approximate
those expected if market participants behaved in compliance with Islamic rules.
These would include:

e Policies to create a level playing field for equities to compete fairly with debt-
based instruments; this means removing all legal, administrative, economic,
financial, and regulatory biases that favor debt and put equity holding at a
disadvantage;

¢ Creating positive incentives for risk sharing through the stock market;

¢ Investing in massive public education campaigns to familiarize the population
with the benefits of stock market participation: the kind of campaign that
Prime Minister Thatcher’s government ran in the United Kingdom, which sub-
stantially increased stock market participation in a short span of time;
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¢ Investing in human capital to produce competent, well-educated, and trained
reputational intermediaries—lawyers, accountants, financial journalists, and
religious scholars—which means investing in the creation of world class busi-
ness and law schools;

¢ Limiting short sales and leverage (including margin operations) of nonbank
financial institutions and the credit-creation ability of banks through pru-
dential rules that effectively cap the total credit the banking system can
create;

¢ Developing a strong and dynamic regulatory and supervisory system for stock
exchanges that not only continuously monitors the behavior of markets and
participants but stays a few steps ahead of those with a penchant and motiva-
tion to use regulatory arbitrage to get around rules and regulations;

¢ Finding ways and means of regulating and supervising reputational intermedi-
aries, or at least mandating that they become self-regulating to ensure that
false reporting or misreporting, or both, are minimized, under threat of liability
to market participants;

¢ Ensuring completely transparent and accurate reporting of the day’s trade by
all exchanges; and

o Instituting legal requirements for the protection of the rights of minority

shareholders.

These policies and actions are by no means exhaustive, but even this incom-
plete list would help reduce the cost of market participation, invest the market
with credibility, and reduce reliance on debt financing. Black (2000) asserts that
just one element of the above list, legal protection of minority shareholders’
rights, gives countries large stock market capitalization, larger minority share-
holder participation in the stock market, more publicly listed forms relative to
the total population, less concentrated ownership, higher dividend payout, and
lower cost of capital. Black also believes that a country will have the potential
to develop a vibrant stock market if it can assure minority shareholders that
they can obtain good information about the true value of businesses the listing
companies are engaged in, and that there is sufficient legal, regulatory, and
supervisory protection against company self-dealing transactions, such as insider
trading.

Lack of good information about a firm’s true value and the possibility of
company self-dealing create the problems of moral hazard and adverse selection.
Both problems can be addressed by legal rules and procedures, as well as by the
existence of efficient and credible public and private institutions that monitor
the stock market and companies listed on the stock exchange. These laws and
institutions can assure investors of the honesty of dealings by firms and of the
full transparency and accuracy of reporting and information. Extensive laws
regarding financial disclosure—along with securities laws with strong sanctions
for imposing the risk of liability (to investors) on accountants, lawyers, firms’
insiders, and investment bankers in retaliation for false reporting, fraudulent

Economic Development and Islamic Finance - http://dx.doi.org/10.1596/978-0-8213-9953-8



Epistemological Foundation of Finance: Islamic and Conventional

misleading information, or faulty endorsements—can be powerful tools of
dissuading all concerned from the temptation of defrauding investors with false
reporting and misleading information. Requiring reputational intermediaries to
be licensed by regulators, and revoking licenses or imposing heavy fines and
initiating criminal proceedings against misbehavior, weakens the incentive struc-
ture for abuse of reporting, endorsing, and information processes. Strong listing
standards that stock exchanges enforce fully through imposition of heavy fines
or even delisting of companies that violate disclosure rules would discourage
false information from reaching investors. Existence of an active, dynamic, well-
informed financial press can be valuable in creating a culture of disclosure. A
strong, independent, and dynamic regulatory agency is needed to monitor and
supervise the stock market and behavior of its participants and aggressively
promote a culture of transparency by requiring prompt and accurate reporting
on all trades in the market. Finally, it bears repeating that government must
invest considerable resources in developing world class business and law schools
to ensure a competent source of supply of human capital to act as reputational
intermediaries.

While these policies and institutions are crucial for reducing the cost of
participation in stock markets and thus promoting widespread risk sharing,
governments need to do more; they must lead by example. They could become
active in markets for risk sharing. Generally, governments do share risks with
their citizens and organizations. They share risks with individuals, firms, and cor-
porations through tax and spending policies; they are silent partners. They also
share the risk of the poor and disadvantaged through social expenditure policies.
They share the risk of the financial system through monetary policy and deposit
guarantees. They could choose to finance part of their budget, at least develop-
ment spending, through risk sharing and direct ownership of development
projects with their citizens. In this way, they would reduce the debt burden on
the budget. This reduction in government borrowing would reduce the burden
on monetary policy as well. Governments undertake public goods projects
because the characteristics of these goods—notably, indivisibility and nonexclu-
sivability—prohibit their production by the private sector. However, their social
rate of return is substantial, and much higher than private rates of return. These
projects could be undertaken jointly with the private sector through public-
private partnerships. The proposal has a number of problems that must be
resolved: market distortion, informational, and governance problems are just

three of these (see Choudhry and Mirakhor 1997).

Government Finance and Risk Sharing

Financing a portion of government’s budget through the stock market has many
advantages, fifteen of which are summarized here. First, it can energize a stock
market—provided that all preconditions, in terms of human capital, and the
legal, administrative, and regulatory framework are met—and help strengthen
the credibility of the market. Second, it can deepen and broaden the stock
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market. Third, it can demonstrate that stock markets can be used as a tool of risk
and financial management. Fourth, it can reduce reliance of the budget on
borrowing, thereby imparting greater stability to the budget, and mitigate the
risk of “sudden stops.” Fifth, it can have positive distributional effects because the
financial resources that would normally go to servicing public debt can now be
spread more widely among the public as returns to the shares of government
projects. Sixth, it can enhance the potential for financing a larger portfolio of
public goods projects without the fear of creating an undue burden on the bud-
get. Seventh, it can make the task of monetary management simpler by limiting
the amount of new money creation and limiting the number of objectives of
monetary policy. Eighth, it can promote ownership of public goods by citizens,
and thus have a salutary effect on maintaining public goods, as it can create an
ownership concern among the public, and to some extent mitigate “the tragedy
of commons.” Ninth, it can have the potential to strengthen social solidarity.
Tenth, it can also have the potential to promote better governance by involving
citizens as shareholder-owners of public projects. Eleventh, it can provide an
excellent risk-sharing instrument for financing of long-term private sector
investment. Twelfth, it can also be an effective instrument for firms and
individuals to use to mitigate liquidity and productivity risks. Thirteenth, by
providing greater depth and breadth to the market and minimizing the cost of
market participation, governments can convert the stock market into an instru-
ment of international risk sharing, as other countries and their citizens and other
investors can invest in the domestic stock market. Fourteenth, it can change the
basis of monetary expansion from credit to equity as economic expansion in the
real sector maps onto the financial sector. Finally, it can help demystify Islamic
finance and create an environment of cooperation and coordination with inter-
national finance.

The design of risk-sharing instruments to be issued by governments is not
difficult. These instruments can be traded in the secondary market if the share-
holders experience a liquidity shock. Their rate of return can be structured as
an index of return tied to the rate of return to the stock market. If the domes-
tic stock market is not deep, then an index of regional or international stock
market returns, or both, can be included. The argument is that since the social
rate of return to public goods is much higher than the return to privately
produced goods and services, the investment in public goods should have a
rate of return at least as high as the return to the stock market to promote
efficient resource allocation. Of course, since governments are usually less
risky, the rate of return to government-issued shares must be adjusted
downward to take account of governments’ risk premiums. Depending on the
country and the interest rate its government pays on borrowed money, it is not
likely that the rate of return it would pay to holders of equity shares it issues—
adjusted for the credit rating of the government reflected in lower risk—would
be any higher than the interest rate it would pay to borrow. Even in the
unlikely event that a few more basis points higher must be paid, the tradeoff
is worthwhile, considering the positive contributions the instrument would
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make to the economy and the society (see Choudhry and Mirakhor 1997; Ul
Haque and Mirakhor 1999).

Summary and Conclusion

This chapter has sought to trace the epistemological roots of conventional and
Islamic finance. The reason for interest in the two fields is that the current
Islamic finance industry evolved over the past three decades from conventional
finance to address a market failure in conventional finance in terms of unmet
market demand for Islamic finance products. Most practitioners of Islamic
finance were bankers and market players well-versed and often well-established
in the conventional finance sector. Their focus was, and is, to develop financial
instruments familiar to the conventional finance market, albeit with religious
compatibility as an objective. Their ingenuity, combined with the active and
creative imagination of leading religious scholars, has led to the development of
a rich array of synthetic and structured products, all of which, in one form or
another, are replicated, retrofitted, or reverse engineered from conventional
finance. This vast array—ranging from simple instruments such as lease-purchase
to exchange traded funds (ETFs) to leveraged buyouts (LBOs)—are Islamic
insofar as an attempt is made to ensure that fixed interest rates are avoided.

This chapter contends, however, that this, at best, is only meeting the second
half of the part of verse 275 of chapter 2 of the Qur’an, in which Allah (swt) first
ordains exchange contracts and then prohibits Al-Riba contracts. The chapter
argues that this approach has further entrenched the current Islamic finance
industry within the conventional financial system, rendering the Islamic finance
industry a new asset class within the conventional system. The Islamic
finance industry could have taken a different course, as a number of pioneering
scholars had defined a trajectory for its development based on risk sharing
(profit-loss sharing, or PLS). In any event, it was conventional finance that gave
Islamic finance industry its take-off platform, thus making the study of the
epistemology of conventional finance relevant.

This chapter has argued that it is an economic system that gives rise to a
financial system. Therefore, to understand the origin of a financial system, one
needs to understand the epistemology of its underlying economic system.
Economists trace the epistemology of the conventional economy to Adam Smith.
It was the genius of Kenneth Arrow and his principle co-authors, Gérard Debreu
and Frank Hahn, to attempt to provide an analytically rigorous proof of what
they saw as the vision of Smith for an economy. However, a number of contem-
porary scholars, including Amartya Sen, consider the neoclassical understanding
of Smith’s vision as distorted and an inadequate representation of Smith’s works.
This chapter argued that Smith’s vision of the institutional infrastructure of the
economy—that is, the moral-ethical rules governing behavior prescribed by “the
Author of nature”—echoes some of the important rules prescribed by Allah
(swt) in the Qur’an and operationalized by His Beloved Messenger. There is
some tantalizing evidence from Arrow in the mid-1970s that suggests that he
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thought that those ethical-moral rules are crucial to the efficient operation of the
economy.

The economy-finance nexus defined by Arrow-Debreu-Hahn GE models
were risk-sharing conceptualizations in which securities represented contingent
financial claims on the real sector. Equity share claims represent first-best
instruments of risk sharing and satisfy characteristics required of Arrow Securities.
It would appear that had the financial markets in industrial countries developed
their financial sector along the lines suggested by the Arrow-Debreu-Hahn
model, they could have had much more efficient risk sharing, and perhaps
avoided the crises that have plagued the conventional financial system.

A number of post-mortem analyses of the recent crisis have developed con-
structive insights that may help steer the conventional system away from high
credit, high leverage, and high debt, which are the ultimate causes of all financial
crises (Reinhart and Rogoff 2009). Almost all of the many recommendations for
reform of the conventional system—from The Stiglitz Report (Stiglitz 2010), at
one end of the spectrum of thought among financial-economic scholars and
practitioners, to The Squam Lake Report (French and others 2010), at the other
end—include some form of control, whether direct or indirect, on credit, debt,
and leverage within the financial system, including higher capital adequacy
requirements. Some analysts have gone beyond these recommendations and have
suggested reform of the fractional reserve banking system and deposit insurance
(Kotlikoff 2010). It is likely that if such reforms are implemented, reliance on
debt-creating flows within the conventional system would decline in favor of
greater equity. Basil III has already taken steps—although not as significant as
scholars such as Stiglitz or Hellwig have demanded—to enhance capital adequacy
requirements, impose limits on leverage, and curtail proprietary trading of the
banks. Whether these changes will be sufficient to induce the conventional
system to move away from its overwhelming dominance on interest-based debt
contracts, risk transfer, and risk shifting or whether it will take more severe bouts
with crises before it does so remains to be seen.

A healthy debate is in progress regarding the future direction of Islamic
finance. This chapter suggests a way forward that all countries would have to
follow in any event to develop an effective financial system. The chapter has
argued that risk sharing is the objective of Islamic finance. Theoretical and
empirical research has shown a robust link between the strength of the financial
system and economic growth (Askari and others 2010). This research has also
demonstrated the crucial role that stock markets play in underpinning the
strength of the financial system. Stock markets are also an effective instrument
of international risk sharing, as well as a tool of individual and firm risk manage-
ment. Therefore, developing countries are working toward organizing stock
markets as part of their effort at financial development. This chapter argues that
active involvement of governments in creating a vibrant and efficient stock mar-
ket, and their participation in that market by financing a portion of their budget
with equity, can create the incentives and motivation for further development of
more effective risk-sharing instruments of Islamic finance.

Economic Development and Islamic Finance - http://dx.doi.org/10.1596/978-0-8213-9953-8



Epistemological Foundation of Finance: Islamic and Conventional

The progress of Islamic finance over the last three decades is well recognized.
In the course of its evolution thus far, the market has developed an array of short-
term, liquid, low-risk instruments. While instruments of liquidity are needed in
the market, so are instruments of long-term investment. What is of concern
is that very little or no effort is being spent in developing instruments that can
serve the long-term, less liquid, higher-return investments that have greater
potential for generating employment, income, and economic growth. There is a
strong perception that Islamic finance is focusing on developments of relatively
safe instruments with debt-like characteristics promising maximum return with
minimal risk in the shortest possible time. It is thought that this is what is driving
Islamic finance. Currently, this is a major apprehension. Concentrating market
energies on these types of instruments has possible detrimental effects. There is
the possibility of repeatedly reinventing the same short-term, liquid, safe instru-
ments, with only a small difference in finetuning, slicing, and dicing risk for
purposes of product differentiation. The theory of spanning, which provided the
analytic basis for the development of the derivatives market, assures that this
process can be never-ending. The theory argues that one basic instrument can be
spanned into an infinite number of derivatives. If the resources of the market are
taken up by investment in these types of instruments, the economy will be
deprived of financing for long-term investment on a risk-sharing basis.

There is a perception that the demand-driven market values safety and this is
the reason why longer-term riskier Islamic finance instruments are not being
developed. While the market should have instruments to meet the demand for
short-term, low risk, and liquid trade financing, it would be unfortunate if the
future evolution of Islamic finance focuses only on short-termism at the cost of
neglecting the longer-term investment needs of the real sector. While instruments
developed so far emphasize safety, the recent crisis in the conventional system,
as well as the turmoil in the sukuk market, demonstrate that no one instrument
is immune to risk and that it is unrealistic to perpetuate a myth that safety with
high returns in financial markets is possible. There is always risk. The question is
how to allocate it to those who are in the best position to bear it and how to
build a system resilient enough to absorb shocks emanating from the materializa-
tion of risk. The answer must surely lie in a system that provides a full-spectrum
menu of risk-sharing instruments.

A related concern is that by focusing solely on short-termism, there is the
possibility of encouraging the emergence of path-dependency. Economic changes
generally occur in increments. Growth of markets and capital formation are
path-dependent. That is, later outcomes are partly a function of what has inspired
the earlier rounds of economic and financial exchange (Sheng 2009). Once path-
dependency sets in, change becomes difficult. At times, path-dependency is
exacerbated by the insularity and silo mentality generated by a perception that
all is well with established ways of doing things, and therefore no change is
required. There is a concern that such path-dependency may well emerge that
conveys a message that short-termism, safety, and liquidity, as well as no riba, are
all there is to Islamic finance. The thrust of this chapter is that this is not so.
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Islamic finance is more about risk spreading and risk sharing. This chapter
suggests that, for those who are able to participate in the financial sector, Islamic
finance provides risk sharing through transactions. For those unable to utilize
instruments of Islamic finance to mitigate risk because of poverty, the financially
able are commanded to share the risks of the less able through the redistributive
instruments prescribed by Islam. Thus the financially more able must share the
risks to the life of the poor—not as an act of charity but as a duty of redeeming
a right of the less able: a right that is a direct result of the property rights prin-
ciples of Islam. Inheritance laws are also a means of risk sharing.

One must not lose sight of the fact that Islamic finance is a new industry. After
centuries of atrophy, it has begun operating at a noticeable level of commercial
significance only recently. In the process, it is competing against a path-dependent
financial system that is centuries old. It is making a serious attempt to return to
its roots, but systematically and within the framework of the current economic,
social, and financial reality. This would suggest that in time, Islamic finance can
and will develop a full-spectrum menu of instruments to serve all risk-return
appetites. This chapter, without contradicting this argument, suggests a way
forward by arguing for government intervention to develop a vibrant and active
stock market that can energize and accelerate progress. This can be justified on
many grounds. Among the most compelling, empirical evidence has shown a
strong and robust relationship between financial development, including an
active stock market, and economic growth.

Arguably, the stock market is the first-best instrument of risk sharing.
Developing an active and efficient stock market can promote international as
well as domestic risk sharing that can make the economy and its financial system
more resilient to shocks. Moreover, this chapter suggests that lack of available
equity instruments within the menu of Islamic finance instruments is akin to a
market failure, creating a strong ground for government intervention. Additionally,
the chapter suggests that the introduction of Islamic finance at the global level
represents a remedy for the failure of financial markets to meet a strong demand
for Islamic instruments. It took a top-down, government commitment, dedication,
and investment of resources, particularly in the case of the government of
Malaysia, to correct this market failure.

Government intervention can remedy the current failure of the market to
develop long-term, riskier, higher-return equity instruments. Some 65 years ago,
Domar and Musgrave (1944) suggested that fuller participation of government
in sharing the private sector’s gains and losses would encourage a greater amount
of risky investment (see also Stiglitz 1989). This governments could do by
developing a stock market with low costs of entry to ensure the widest possible
participation by investors. In doing so, governments could also ensure that stock
markets would have limitations on short selling and leverage operations by estab-
lishing market-based regulatory measures. Creating such a stock market would
represent a leap forward by providing an effective instrument for domestic and
international risk sharing and long-term equity investment. This chapter suggests
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that governments can enhance the credibility and appeal of the stock market by
financing part of their budgets by issuing equity shares that would be traded in
the market. Government could also mount public information campaigns to
educate the population regarding the risk-sharing characteristics of the stock
market. This strategy was adopted in the United Kingdom, with considerable
success. Islamic finance has developed instruments to serve the low end of the
time-risk-return profile of its transactions menu. Such a stock market would
serve the high end. The intermediate space of the menu could then be left for
the private sector to complete.
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CHAPTER 2

Islamic Finance Revisited:
Conceptual and Analytical Issues
from the Perspective of
Conventional Economics

Andrew Sheng and Ajit Singh

Introduction

Islamic finance has come of age. Islamic banking and finance have been growing
at a very fast rate, despite apparent serious setbacks (such as interruption of
payments in Abu Dhabi in 2009, the Great Recession in Western countries
between 2008 and 2010, and the recent turmoil in Middle Eastern countries).
The industry, which was valued at a mere $150 million in the 1990s, has
increased to nearly $1 trillion. Although it is still a niche market and its share in
world finance is quite small, it is nevertheless poised for further rapid expansion
as economic development proceeds, particularly in the Muslim world. The
current composition of Islamic finance consists of roughly $800 billion in Islamic
banking funds; $100 billion in the sukuk (Islamic bonds), and another $100 billion
in Takaful (Islamic insurance), Sheng (2011) estimates. According to data
recently released by Standard & Poor’s, in the first quarter of 2011, $32.4 billion
of sukuk, were issued, compared with $51.2 billion raised in all of 2010. The
engine of the global market up to now has been Malaysia, which accounted for
58 percent of funds raised in the first quarter.

However, the situation may be changing, with the big Western banks such as
Goldman Sachs and HSBC deciding to enter the Islamic bond market. This is
partly due to the current financial difficulties of the Euro Area banks and con-
ventional debt markets. HSBC’s Middle East unit became the first Western bank
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to issue a sukuk in May 2012; it was worth $500 million and carried a maturity
of five years. The French Bank Credit Agricole has said it is considering issuing
an Islamic bond or creating a wider sukuk program that could lead to several
issues. However, the big recent event in the Islamic bond market has been the
controversial decision of Goldman Sachs to raise $2 billion from this market. The
controversy is due to the fact that several Shari’ah law scholars have argued that
the Goldman Sachs’ sukuk does not meet requirements of Shari’ah law. However,
the merchant bank denies the charge of noncompliance and appears to be stick-
ing to its decision to go ahead with the sukuk (Reuters 2012).

The rapid growth of Islamic finance, however, has not been a spontaneous
event but one carefully prepared and helped by Islamic governments and their
central banks. The Central Bank of Malaysia (Bank Negara Malaysia) has been in
the forefront of these efforts, and has assisted the growth of Islamic finance by
establishing an institutional framework for a clear understanding and propagation
of the laws of Islamic finance (see Mirakhor 2010). This is no mean achievement,
as Islamic scholars disagree on many crucial aspects of Shari’ah laws. The
Malaysian government’s chief objective has been to help establish regulatory and
monitoring institutions that will provide an internationally accepted and
unambiguous conception of laws relating to Islamic banking and financial
organizations. The International Monetary Fund (IMF) has also been helpful in
these and other respects, together with a number of other Islamic governments
(including those of Bahrain, Pakistan, and Sudan). Apart from the IMF, a number
of non-Islamic financial centers have also recently taken steps to encourage
Islamic banking and finance. Tax laws have been revised to facilitate
Shari’ah-compliant financial instruments, such as the long-term sukuk bonds
mentioned above. A notable recent entrant in this field has been the non-Islamic
center of Singapore, which has started doing business in Islamic finance. A num-
ber of non-Islamic countries in Europe, including the United Kingdom, have also
taken legal action to facilitate Islamic banking, as these countries want a slice of
this fast-growing market. By contrast, there are other jurisdictions where many
people would like to ban Shari’ah law. A recent example is Oklahoma. But the
U.S. courts have ruled out anti-Shari’ah law legislation on constitutional grounds.

The reasons for expecting rapid expansion of Islamic finance lie not only in
the increasing incomes of Islamic populations, but also in the fact that the basic
infrastructure for Islamic finance has now been laid with the establishment of the
Accounting and Auditing Organisation for Islamic Financial Institutions (AAOIFI)
and the Islamic accounting standards authority, the Islamic Financial Services
Board (IFSB), the international Islamic financial regulatory standard-setting orga-
nization. The Institute for Education in Islamic Finance (ISRA) also provides an
invaluable website that is increasingly the transparent source for Shari’ah inter-
pretations on what is considered acceptable under Islamic law (Sheng 2011).

The Islamic Finance Global Stability Report, which was jointly produced by a
number of organizations in 2010, presents a comprehensive overview of the
global financial architecture—and the cooperation and collaboration mechanisms
among IFSB members—needed to promote a competitive, resilient, and stable
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Islamic finance industry (IFSB, IDB, and ITRI 2010). The Islamic Financial
Stability Forum that has resulted from this report, and the International Islamic
Liquidity Management (IILM), provide Islamic finance with a wider range of
tools and instruments, as well as a road map leading toward a vision of an inte-
grated and sound global Islamic financial industry (Ahmed and Kohli 2011, xxvii).

Against this empirical background, this study now turns to its main purpose,
which is theoretical and conceptual. It seeks to relate the concepts of Islamic
finance to those of conventional finance and to examine certain important
economic questions that arise from the interactions between the two kinds of
theories. The study is written self-consciously from the perspective of conven-
tional (or modern) economics.! It identifies similarities and dissimilarities between
these two systems of thought and speculates on the extent to which the differences
can be resolved. The central conclusion of the study is an optimistic one: namely,
that each of the two paradigms of thought has its own strengths and weaknesses,
but can nevertheless coexist with the other without any serious difficulties.

World Bank economists Thorsten Beck, Asli Demirgiic-Kunt, and Ouarda
Merrouche (2010) have recently observed that while there is a large literature
for practitioners on Islamic finance in general, and specifically Islamic banking,
there are few academic papers. This study is intended to help fill that gap.

The Central Tenet of Islamic Finance: Absolute Prohibition against
Interest Rates

In the 1970s when the subject of Islamic finance was first raised in a serious way,
its central tenet of the absolute prohibition of interest payments on debt was
severely criticized by mainstream economists. It was alleged that such a
prohibition was incompatible with modern economic analysis and would result
in a gross misallocation of resources. It was dubbed as a zero interest system in
which there was no return to capital. Professor Abbas Mirakhor (2009) reports
that the BBC and the Wall Streer Journal regarded the system as being totally
nonviable and derived from “voodoo” economics.

Apart from these popular criticisms of Islamic injunctions against any interest
payments, there were also serious academic objections. Professor Mirakhor (2010)
summarizes the main points of these criticisms:

e Zero interest meant infinite demand for loanable funds and zero supply.

® Such a system would be incapable of equilibrating demand for and supply of
loanable funds.

e With a zero interest rate, there would be no savings.

¢ This meant no investment and no growth.

¢ In this system, there could be no monetary policy, since no instruments of
liquidity management could exist without a fixed predetermined rate
of interest.

e This all meant that in countries adopting such a system, there would be one-
way capital flight.
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It should be noted that, ironically, all the above criticisms would also today apply
to countries that practice zero interest rate policies under quantitative easing.

Cost-Benefit Analysis, Time Preference, and Shari‘ah Law

In contrast with Islamic economic analysis, conventional economists widely use
the notion of interest rates in their work. In terms of their paradigm, they have
legitimate use of zero interest rates, negative interest rates, and positive interest
rates in examining real world economies. To illustrate with a difficult case, one
commonly used concept in both theoretical and applied conventional economics
is that of the cost-benefit analysis of a project, or of a development policy, or the
choice of a particular technique of production. To take a simple specific example
of a project to build a bridge across a river, the cost-benefit analysis would
involve estimating the time series of respective costs and benefits that
would accrue during the time span of the project. The costs and benefits would
normally differ not only in their magnitudes but more importantly in their
respective time profiles. In order to assess whether the proposed project is viable,
one needs to systematically compare the two time series. This is done in cost-
benefit analysis by taking the net present value of each of the series—the latter
being determined by deflation by a common rate of discount. This rate of
discount, which is normally taken to be the market interest rate, is supposed to
reflect society’s preference between consumption or utility today and consump-
tion or utility tomorrow. If the two are equally valued, this may be regarded as
the case of Islamic finance, with a zero discount or interest rate.

Interestingly, in conventional economics in the classic work of Arthur Pigou
(1920) and F.P.Ramsey (1928) on thissubject, itis also strongly argued that this time
preference should be zero, the purpose in this case being the achievement of
intergenerational fairness. A positive discount rate or interest rate would greatly
favor the current generation at the expense of future generations. Pigou consid-
ered it as ethically wrong to discount future consumption or utility just because
it takes place in the future. He argued that discounting was basically due to
myopic behavior. Pigou and Ramsey took the view that a zero rate of discount
would promote equity by preventing the current generation from acting selfishly.
They regarded a non-zero rate of discount as necessarily implying an unfair
advantage for the current generation.

Thus Pigou and Ramsey’s ethical judgments coincided with those of Islamic
finance on this particular issue. However, there is a more significant argument in
favor of a non-zero discount rate or a positive time preference, which is based on
the fact that the society tomorrow is likely to be richer than it is today because
of economic growth. In these circumstances, a social rate of time preference has
a sound ethical justification. Summarizing a huge literature on optimal growth
theory, Marini and Scaramozzino (2000, 644) rightly note, “Under endogenous
productivity growth, the optimal social discount rate must be equal to the
marginal social product of capital ... Positive social time preference, far from
discriminating against future generations, is essential for an equitable inter-
temporal allocation of resources.”

Economic Development and Islamic Finance - http://dx.doi.org/10.1596/978-0-8213-9953-8



Islamic Finance Revisited: Conceptual and Analytical Issues from the Perspective of Conventional Economics

It is a moot point whether a non-zero discount rate in cost-benefit analysis
accords with Shari’ah law. Nevertheless, it may be useful to observe that the
non-zero discount rate arises here entirely from the fact of greater production in
the subsequent time periods. Therefore, it is different from the case of money
earning interest without any effort. Here the non-zero rate is associated with
economic growth.

Interest Rates, Savings, and Financial Liberalization

Another, more straightforward example of the use of positive interest rates in
conventional economics is provided by the work of R. I. McKinnon (1973) and
E. S. Shaw (1973), which has played a major role in financial liberalization in
developing countries since the 1970s. In this research, high interest rates are
viewed extremely positively. As this work of the so-called Stanford School has
had a wide impact, it will be useful to examine it a little more fully. Writing in
the 1970s, McKinnon and Shaw attributed the poor performance of investment
and growth in developing countries to “financial repression,” as expressed in
interest rate ceilings, high reserve ratios, and directed credit programs.

The Stanford economists, therefore, argued strongly in favor of financial
“derepression.” They suggested that the liberalization of the financial system
would lead to higher interest rates and thereby to greater savings, to greater quan-
tity as well as quality of investments, and to growth. This work is controversial,
however, and its conclusions are contrary to much of mainstream economics as
well as the foundations of Islamic finance.?2 The main testable hypotheses of the
Stanford economists were (a) high interest rates would yield higher savings;
(b) higher savings would lead to higher investment; and (c) high interest rates will
also improve the productivity of investment and thereby lead to faster growth.

All these assertions are debatable, at a theoretical level as well as empirically.
It is not the purpose here to provide a detailed analysis of these propositions.
Suffice it to say, very briefly, that mainstream modern economists—the Keynesian
economists, in particular—contest the McKinnon and Shaw hypotheses on the
ground that their underlying model assumes that savings determine investment.
Savings are, however, done by one kind of economic agents (individuals and
households), and investments are carried out by other groups, such as firms and
entrepreneurs. The different kinds of agents have different motivations, and there
is no reason why savings should determine investment.? Critics also point out
that McKinnon and Shaw assume there is always full employment of resources.
Moreover, they suggest that whether or not higher interest rates in the formal
sector following liberalization will increase aggregate savings depends on the
savings behavior of the losers and gainers from this process. To the extent that
the personal sector (individuals and households) finances the investments of the
corporate sector—which are often highly geared in developing countries—higher
interest rates may reduce corporate profits and retained earnings. The central
point is that, although the rise in interest rates will increase personal income, if
the savings propensity of the personal sector is lower than that of the corporate
sector (which is likely), it will lead to a decline in total savings (Akyuz 1991).
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More importantly, whether for the above reasons or others, empirical evidence
from many countries that liberalized their credit markets in the 1980s and 1990s
and increased real interest rates—particularly Asian countries—shows that there
was no systematic rise in aggregate savings in these countries. This was also the
conclusion reached by Cho and Khatkhate (1989) in their influential analysis of
Asian countries. Akyuz (1991) reached the same conclusion with respect to
aggregate savings in relation to Turkey’s liberalization experiment during the late
1970s and in the 1980s.

As for the effects of credit market liberalization on the efficiency of the
investment allocation process, leaving aside the disastrous consequences of such
liberalization in the Southern Cone countries in the 1970s, many successful
economies have used subsidies—indeed, negative interest rates—for long periods
of time as an important part of their industrial policies during the course of
economic development. This has certainly been true of Japan, which provided
negative real interest rates to its favored corporations for much of the postwar
period of its most rapid industrialization (1950-73) (see Amsden and Singh
1994; Singh 1995). Subsidies and directed credit were also central features of the
Republic of Korea’s highly successful industrial policy during the previous two
decades, as Amsden (1990) notes.

To sum up, there is enough evidence to indicate that, contrary to the Stanford
School, a high-interest rate policy based on financial derepression was apparently
not regarded as being suitable by many developing countries. The most successful
economies in East Asia did not follow such policies. Policymakers in developing
countries ordinarily try to maintain low interest rates in order to encourage invest-
ment and growth. In that sense, there is unlikely to be much difference at a practi-
cal level in the performance of Islamic and non-Islamic countries in the real world.

However, at a conceptual level, the difference between the two paradigms is
huge. Islamic scholars do not find any justification for positive interest rates.
Nevertheless, the fundamental flaw in the mainstream strictures against the zero
interest rate policy of Islamic finance was that it failed to take into account the
fact that although the policy did not reward financial investment with interest
payments, profits on capital and enterprise were fully allowed, and indeed encour-
aged. Finally, in addition to zero and positive interest rates, conventional econom-
ics also employs negative interest rates. These often arise from the government’s
industrial policy, where the government wishes to encourage certain industries
and is therefore willing to “socialize” the risks involved for the individual firm; in
other words, the government subsidizes the relevant activities of the firm.

Keynes and Zero Interest Rates

As discussed, the Stanford School expectation that high interest rates would
generate high savings and investments is not only incompatible with empirical
evidence but is also regarded as being theoretically erroneous by many modern
economists. Most significantly in the context of this study, John Maynard Keynes,
in his magnum opus, The General Theory of Employment, Interest, and Money
(1936), provided a powerful defense of zero interest rates and condemned usury,
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historic or contemporary. Usury was strongly opposed both by Islam and the
Christian Church in medieval Europe and elsewhere. Although Keynes did not
set out to do so, his analysis, in our view, provides the best rationale for some of
the basic principles of Islamic finance. In The General Theory, Keynes wrote:

There remains an allied, but distinct, matter where for centuries, indeed for several
millennia, enlightened opinion held for certain and obvious a doctrine which the
classical school has repudiated as childish, but which deserves rehabilitation and
honour. I mean the doctrine that the rate of interest is not self-adjusting at a level
best suited to the social advantage but constantly tends to rise too high, so that a
wise Government is concerned to curb it by statute and custom and even by invok-
ing the sanctions of the moral law. (351)

Keynes went on to observe:

Provisions against usury are amongst the most ancient economic practices of which
we have record. The destruction of the inducement to invest by an excessive
liquidity-preference was the outstanding evil, the prime impediment to the growth
of wealth, in the ancient and medieval worlds. And naturally so, since certain of the
risks and hazards of economic life diminish the marginal efficiency of capital while
others serve to increase the preference for liquidity. In a world, therefore, which no
one reckoned to be safe, it was almost inevitable that the rate of interest, unless it
was curbed by every instrument at the disposal of society, would rise too high to

permit of an adequate inducement to invest. (351)

Thus, Keynes made common cause with Christian scholars and the medieval
church in denouncing usury, and raised issues with those modern economists
(the neo-classicals) who believed that free markets would automatically generate
interest rates that would ensure full employment. In the context of the economic
problems of his day, Keynes thought that it was evident that the market magic
was not working. A nonmarket but low or zero interest rate was therefore the
right policy stance.

Keynes believed that only a very low or zero interest rate could ensure con-
tinuous full employment in a modern economy. From a Keynesian perspective,
there are two essential issues concerning the determination of interest rates and
employment. The first is the question of the level of interest rates. The second is
the issue of marginal efficiency of capital. It is important to note in the context
of this study that Islamic finance addresses both these concerns. By religious
injunction, interest rates are kept at zero. At the same time, Islamic laws encour
age circulation of money, rather than keeping it locked up and unused. Islamic
finance, indeed, encourages the union of capital and enterprise in order to meet
society’s needs.

Keynes also opposed high interest rates on the grounds of equity. He wrote:

The justification for a moderately high rate of interest has been found hitherto
in the necessity of providing a sufficient inducement to save. But we have shown
that the extent of effective saving is necessarily determined by the scale of invest-
ment and that the scale of investment is promoted by a low rate of interest,
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provided that we do not attempt to stimulate it in this way beyond the point which
corresponds to full employment. (375, emphasis in the original)

Keynes further noted:

Interest today rewards no genuine sacrifice any more than does the rent of land. The
owner of capital can obtain interest because capital is scarce, just as the owner of
land can obtain rent because land is scarce. But whilst there may be intrinsic reasons
for the scarcity of land there are no intrinsic reasons for the scarcity of capital. (376)

Minsky [1975] (2008) provides a valuable analysis of Keynes' thinking on
these matters concerning full employment and more equal distribution of
income. It is worth quoting in full the relevant passages:

Keynes’ vision that the euthanasia of the rentier, as a necessary outgrowth of the
accumulation process, will radically decrease, if not eliminate, income from the
ownership of scarce capital resources requires the prior achievement of a state of
disciplined wants, a stable population, and a lifting of the burdens of war. None of
these conditions have been fully satisfied—and of these conditions, it may well be
that the disciplined-wants requirement is furthest from sight.

Keynes advanced two reasons why capital income should and would decrease as
a proportion of total income. There was no need for high incomes to decrease the
propensity to consume. In fact, a low propensity to consume is counterproductive,
for it decreases the inducement to invest. Furthermore, in a short space of time, full
investment could be achieved if full employment were maintained and if wants
were disciplined. Once such full investment had been achieved then a new social
order could emerge, for (as Keynes himself argued), “All kinds of social customs and
economic practices, affecting the distribution of wealth and of economic rewards
and penalties, which we now maintain at all costs, however distasteful and unjust
they may be in themselves, because they are tremendously useful in promoting the
accumulation of capital, we shall then be free, at last, to discard.” (Minsky 2008,
155-56, citing Keynes [1931, 1963], 329)

In order to put Keynes'’s analysis of usury in perspective, it may be interesting
to see how modern economic historians view this phenomenon. Rubin (2011)
provides an alternative interpretation to the conventional ones regarding the
incidence and magnitude of usury over the ages and spells out its implications for
underdevelopment of the Muslim world compared to the Christian world.
Rubin’s basic argument is that the political authorities of the Muslim world
required more help from the religious authorities in order to legitimize their
regime. He puts this forward as a main explanation of why the Islamic usury laws
were more stringent than those of Christianity in the Middle Ages, although
before 1,000 A.D. it was the other way around. Only time and further research
will tell whether Rubin’s analysis is valid. We note, however, that Rubin regards
any freedom to practice usury as a positive aspect, without considering the nega-
tive aspects that Keynes outlined above. He does not call attention either to the
question of marginal efficiency of investment or the relationship between the
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latter and interest rates. This brief historical perspective on Islamic finance raises
important further questions, which will be discussed in the final session.

Economic System and Usury: A Summing-Up

Building on the historical perspective on usury, this study takes up further ana-
lytical issues concerning the role of interest rates and their abolition in diverse
economic systems. An economic system where capital is rewarded according to
its earning capacity could be entirely adequate for achieving sufficient savings
and investments for economic growth, and for allocating them efficiently. The
main proposition of Islamic finance is that the return to capital is determined
after the investment (ex post) and would be based solely on the return to eco-
nomic activity in which the capital was employed. Savings and investment would
be determined by this ex post rate of return on capital. Indeed, subsequent
research showed that the Islamic system can be based entirely on equity capital,
without debt, and is therefore often more stable than the conventional system
based on debt. This question will be discussed further in the fourth section,
where the Modigliani and Miller (MM) theorems and their implications for opti-
mal financial structure for firms will be analyzed. This discussion raises an impor-
tant question for conventional economists: whether an economic system requires
an ex ante interest rate to function efficiently. Here, Professor Mirakhor (2011)
has reminded us that the Arrow-Debreu-Hahn system of general equilibrium,
together with its welfare properties, does not have an ex ante interest rate in the
analysis (see Arrow and Hahn 1971; and chapter 1, this volume). This system is
totally viable and is indeed the crowning glory of modern economics. Adding an
extra variable such as the interest rate would overdetermine the system and
would be difficult to interpret.

It is also interesting to note that because there is competition between conven-
tional investors and investors in Islamic banks, there is not likely to be much dif-
ference in the rates of return earned by the two groups: interest, in the case of
conventional banks; and share of profits, in the case of retail Islamic profit-loss
sharing (PLS) accounts. This hypothesis is confirmed by a recent IMF study that
compares the rate of return from the two kinds of banking institutions in Malaysia
and Turkey from January 1997 to August 2010 (Cevik and Charap 2011).

The data reveal, as expected, a high degree of correlation between conven-
tional deposit rates and the rate of return on retail PLS accounts in Malaysia and
Turkey. A correlation of one-year term conventional bank deposit rates and the
rate of return for PLS accounts was 91 percent for Malaysia and 92 percent for
Turkey for the study period. Further econometric analysis by these authors pro-
vides strong evidence of cointegration between conventional bank deposit rates
and PLS returns over the long term. The authors then use Granger causality
analysis and error correction methodology to explore the direction of causation
between conventional deposit rates and the rate of return on PLS accounts, both
with respect to the levels of the variables and first differences.#

An important result of the authors’ analysis using this methodology indicates
that the null hypothesis (that changes in PLS returns do not “Granger-cause”
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changes in conventional deposit rates) cannot be rejected for either Malaysia or
Turkey. But the null hypothesis (that changes in conventional deposit rates do
not Granger-cause changes in PLS returns) can be rejected (Cevik and
Cherap 2011).

In broad terms, an Islamic banking system is essentially an equity-based system
in which depositors are treated as if they are shareholders of the bank. There is
thus no fixed payment to the depositors for their money, but they are entitled to
a share of the profits of the bank. In this equity-based system, corporate gover-
nance is rather different than in the conventional system. It will be argued below
that this leads to problems of moral hazard for the Islamic bank. It will be sug-
gested further that the redistributive stance of Islamic laws leads to the problems
of moral hazard for the depositor. This requires either strong ethics or very strong
regulation, or both, for the resolution of these difficulties. In view of their signifi-
cance for the theory and empirics of Islamic finance, these points will be exam-
ined more fully in the next section.

Ethical Foundations of Islamic Finance

The rejection of interest payments is an essential element of Islamic finance.
These and other ethical principles contained in Islamic commercial jurispru-
dence are derived from the Qu’ran, Sunnah (sayings of the Prophet), and legal
reasoning by Shari'ah scholars, and in their entirety constitute the basis for
Islamic finance (Ahmed and Kohli 2011, 1). Ethical principles guiding Islamic
finance emphasize the avoidance of Gharar in the sense of deliberate ambiguity.
Principles of Islamic finance are implemented through contracts. Shari’ah law
covers conditions of contracts and rights and freedoms of the contracting parties,
among other matters.

Importantly, there is a strong redistributive element in Islamic finance. As
Professor Mirakhor (2011) notes, in the conventional system:

[The] rich help the poor as a demonstration of sympathy, beneficence, benevo-
lence and charity. In Islam, the more able are required to share the consequences
of the materialization of idiosyncratic risks—illness, bankruptcy, disability, acci-
dents and socioeconomically disadvantaged—for those who are unable to provide
for themselves. The economically well- off are commanded to share risks of those
who are economically unable to use the instruments of Islamic finance. In Islamic
finance, the risks that would face the future generations are shared by the present
generation through the rules of inheritance. These rules break up the accumulated
wealth as it passes from one generation to another to enable sharing risks of a larger

number of people. (15)

To illustrate with a simple example from an element of the Islamic banking
code, consider the case of a mortgagee with an Islamic bank. In Islamic finance,
the normal mortgage contract carries an implicit and explicit assurance that if the
mortgagee is unable to pay his mortgage, the contract will entitle him for help
from the bank. Some economists argue that this will create a moral hazard for
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the mortgagee. However, opinions differ. Other scholars suggest that if the
mortgagee does not obey the Islamic ethical code outlined above, he or she will
be subject to severe sanctions from members of the community. Similarly, Khan
and Mirakhor (1994) argue that the banks have direct and indirect control over
the agent-entrepreneurs through both explicit and implicit contracts. This is the
case because banks could refuse further credit or blacklist the agent-entrepreneur
and put at stake his/her credibility and respectability. This brings in a strong
deterrent to irresponsible behavior. However, V. Sundararajan observes that this
argument does not change the fact that the bank has no legal means to intervene
in the management of the current enterprise while it is done by the agent entre-
preneur (see Ahmed and Kohli 2011, 56).

To the mainstream economist, it seems very unlikely that adherents of Islamic
finance will be able to live up to such high moral standards. Conventional eco-
nomics invariably assumes that human beings are selfish and analyzes their
activities on the basis of that postulate. If the same assumption of selfishness is
made in relation to the participants in Islamic finance, it will lead to a huge moral
hazard problem on the side of the debtor.

There is also the possibility of moral hazard on the side of the bank. This arises
from the unrestricted mudarabah contract, where the bank manages the deposits
at its own discretion.® This increases the moral hazard for a bank, as it may
indulge in more risk taking, without adequate capital. As Sundararajan notes,
investment depositors in Islamic banks do not enjoy the same rights as equity
investors in conventional investment companies but do share the same risks (see
Ahmed and Kohli 2011).

For these reasons, Islamic finance poses considerable pressure on the Islamic
finance management to manage their investment risks to avoid moral hazard. It also
poses considerable pressure on financial regulators to monitor investment and
agency (bank intermediary) behavior to avoid passing all risks ultimately to the
depositor. A third unknown factor is the certainty of the Shari’ah bankruptcy
courts to enforce disputes over contracts that show clear signs of moral hazard
(or shirking by borrower/investee to avoid his repayments).

The most recent empirical research by World Bank economists Beck,
Demirgii¢-Kunt, and Merrouche (2010), referred to earlier, suggests that conven-
tional and Islamic banking are more alike than previously thought. As they argue:

Differences in business models—if they exist at all—do not show in standard indi-
cators based on financial statements information. Other differences, such as cost
efficiency, seem to be driven more by country differences than by bank type differ-
ences. Finally, the good performance of Islamic banks during the recent crisis
appears to be driven by higher precaution in liquidity holdings and capitalization,
but no inherent difference in asset quality between the two bank types .... (3)

Although based on rather different data and a different definition of the ana-
lytical problem, the World Bank economists’ conclusions from their empirical
study support the findings of the IMF economists, Cevik and Cherap (2011), as
discussed in the previous section.
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Although as noted in the first section, Islamic finance has expanded very fast,
it still has a small share of world finance and is still in a niche market (Tan 2009).
Some respected commentators argue that the market has concentrated on the
development of safe, short-term financial instruments and ignored the long-term
market. These scholars fear that because of path-dependency, which is charac-
teristic of many economic events, the Islamic finance industry may simply con-
tinue to operate on the short end of the market. Indeed, these well-wishers of
Islamic finance would like to take a major step forward and develop an Islamic
stock market to meet the needs of the Islamic investors for investments with
long-term horizons. This important question will be examined in detail in the
fifth section.

Modigliani and Miller Theorems

Having examined the two basic tenets of Islamic finance, the discussion now
moves on to consider a fundamental tenet of modern economics: the MM
theorems concerning the optimal financial structure of firms. The discussion also
analyzes the feasibility and desirability of establishing stock markets based on
Islamic rules to assist the growth of Islamic finance.

Since the late 1950s and until recently, the modern neoclassical view of finance
has been dominated by the so-called “irrelevance theorems” associated with
Modigliani and Miller (1958, 1963). In seminal contributions, starting with their
pioneering 1958 paper, Modigliani and Miller put forward two central proposi-
tions about the theory of finance. They showed that in fully developed capital
markets, under fully idealized neoclassical assumptions of perfect competition, no
transaction costs, no taxation, and no bankruptcy, even in a world of uncertainty,
the stock market valuation of the firm is independent of its financing or dividend
payout decisions. On the basis of certain further restrictive assumptions about
expectations and the nature of uncertainty (such as uniformity in expectations
held by all investors concerning the stock market), they established that the mar-
ket would value the firm’s shares entirely on the basis of its earnings prospects;
share prices would be invariant to the capital structure of the firm or to the extent
to which it resorts to internal or external sources to finance its investment plans.

Miller (1991, 269) provides an intuitive explanation for the MM theorems
with the help of an analogy. “Think of the firm as a gigantic tub of whole milk.
The farmer can sell the whole milk as it is. Or he can separate out the cream, and
sell it at a considerably higher price than the whole milk would bring. The
Modigliani-Miller proposition says that if there were no costs of separation, (and,
of course, no government dairy support program), the cream plus the skim milk
would bring the same price as the whole milk.” Villamil (1992) elaborates on this
explanation in the following terms:

The essence of the argument is that increasing the amount of debt (cream) lowers
the value of outstanding equity (skim milk)—selling of safe cash flows to
debt-holders leaves the firm with more lower valued equity, keeping the total value
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on the firm unchanged. Put differently, any gain from using more of what might
seem to be cheaper debt is offset by the higher cost of now riskier equity. Hence,
given a fixed amount of total capital, the allocation of capital between debt and
equity is irrelevant because the weighted average of the two costs of capital to the
firm is the same for all possible combinations of the two. (1)

At a deeper level, the MM theorems suggested a dichotomy between
finance and the real economy: corporate growth and investment decisions
were dictated completely by “real” variables such as productivity, demand for
output, technical progress, and relative factor prices of capital and labor.
Finance in this paradigm is always permissive and simply facilitates the
investment process.

As in the case of neoclassical economics, the normal Keynesian perspective
on the role of finance in investment and economic growth also assumes well-
developed capital markets. However, this perspective does not postulate perfect
capital markets in the sense that the relevant information on costs, reliability,
and other aspects of the transaction is not available on equal terms to all the
participants in the market. According to the Keynesian view, corporate invest-
ment is essentially determined by “animal spirits,” by business people’s confi-
dence, by expected demand, and by the cost of capital. The latter variable in
practice is regarded as being relatively insignificant compared with demand
factors.

As they do not accept the assumption of perfect capital markets, Keynesian
economists do not generally believe that the Modigliani and Miller proposi-
tions are operational in the real world. These neoclassical irrelevance theorems
also run contrary to the traditional conception of a firm’s investment and
financing decisions. The traditional view was a so-called “pecking order” theory
of finance (Donaldson 1961; Fazzari, Hubbard, and Peterson 1988; Myers
1984), which suggested that firms always preferred internal to external
finance—and, if they had to use external finance, they would prefer to employ
debt, and only as a last resort, equity finance. The firm'’s capital structure and
its dividend payout decisions, in this analysis, were important variables that had
an independent influence on its share price. More generally, the nonavailability
of the appropriate kind of finance could constrain a firm’s growth or invest-
ment plans: this suggestion was often incorporated in the postwar microeco-
nomic investment models in the Keynesian spirit. Meyer and Kuh (1957) and
Meyer and Glatiber (1964) are classic references. These issues have been care-
fully examined in Stiglitz (2005).

Paradoxically, the above traditional theory of finance has been resurrected and
revalidated by a number of theoretical developments in the last two decades
that attempt to relax some of the highly restrictive assumptions of the Modigliani
and Miller propositions. With respect to the latter, it was noted at the simplest
level that if taxation and the possibility of bankruptcy and financial distress are
introduced into the analysis, this would produce an optimal capital structure for
the firm and thus invalidate the Modigliani-Miller irrelevance theorems. Many
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corporate tax systems, for example, allow interest to be deducted as a cost,
which provides a significant tax advantage to the use of debt finance. There is,
however, a trade-off, since too high a level of debt increases the risks of
bankruptcy or financial distress in an economic downturn. This simple trade-off
model leads to an optimal debt-equity ratio for the firm, which maximizes its
stock market valuation.

More complex considerations and theoretical developments involving
asymmetric information between insiders (managers) and outsiders (creditors or
shareholders), problems of adverse selection, moral hazard, agency costs, signal-
ing, and transaction costs lead to different costs of the various forms of finance,
but can be shown to be broadly compatible with the “pecking order’-type theory
outlined above. (The classic reference here is Myers and Majluf 1984.) In general,
this far richer and more complete analysis of the issues points to the significance
of the corporate capital structures and the financial decisions for the real econ-
omy. At the very least, the new models of the firm suggest that “finance” is not
simply a veil, but that there are very important interactions between corporate
finance and the real economy. Thus, unlike the neoclassical investment models
(see in particular the widely acknowledged and valued contributions by
Jorgenson, Ho, and Stiroh [2005] that dominated the profession in the 1960s and
1970s), many economists subsequently in the light of the new interpretation of
MM theorems, particularly the post-Keynesian ones, came to regard “cash flow”
and corporate retained earnings as being a significant constraint on a firm’s
investment decisions.

However, the main concern in this study is not so much with corporate
investment decisions, but with the question of the financial structures of
Islamic and non-Islamic firms. Stiglitz (1988) establishes that under most con-
ditions, if there is no bankruptcy, then the theorems would continue to hold.
This suggests that under the neoclassical assumptions of MM theorems, any
financial structure for Islamic firms is optimal, including that of all equity and
no debt. However, if these strict assumptions are relaxed, particularly when
there is a real possibility of bankruptcy, the firm valuation will depend on its
debt-equity ratio. Thus, for any specific firm, there will be a corresponding
optimal debt-equity ratio. There is no reason to believe that Islamic firms would
attempt to achieve or would have achieved their respective optimum financial
structures in terms of debt-equity ratios. Does this make Islamic firms less effi-
cient? The answer is not necessarily so because the question of optimality in the
above analysis is considered only from the perspective of an individual firm and
not from that of society as a whole. Suppose all Islamic firms are 100 percent
equity-financed. This may violate the results of the optimality tests of the MM
theorems, but from the point of view of the society as a whole, such a capital
structure may have considerable macroeconomic benefits, such as more stable
GDP growth.

The fundamental point is that if all Islamic finance contracts are equity con-
tracts, then it is vital for the banks to ensure that the investee/borrower is not too
highly leveraged. The higher the leverage of the borrower, the higher the risks
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assumed by the Islamic finance investor. By definition, the lower the leverage of
the borrower, the safer the financial system is on the whole.

Risk Sharing, Risk Shifting, and the Risks of Bankruptcy

From the perspective of conventional economics, there is another way of inter-
preting the differences between the Islamic and non-Islamic borrowing individu-
als and firms, as well as the lending banks. This involves the question of the
relative costs and efficacy of bankruptcy in the two systems. So it is not just a
matter of whether or not there is provision for bankruptcy or insolvency in a
model of corporate finance, but what are its costs and who is expected to bear
them, in law and in practice.

In terms of conventional finance, the real issues are those of information
asymmetry, principal-agent (contract), and insolvency. Conventional finance
assumes that one can shift the risks between two parties based upon contract. In
Islamic finance, one starts with risk-sharing between the borrower and the bank.
But in all contracts, there is an inherent information asymmetry when the
borrower or investee does not know when they will enter economic insolvency
(this being dependent on whether banks are willing to lend and the rate of
interest). Most companies that are in trouble may still be solvent in terms of
accounting, but economically insolvent, depending on the market-to-market
price of assets, which also depends on the discount rate. In other words, the com-
pany may not know when it becomes insolvent (nor does the Islamic finance
institution know). When the company becomes insolvent, the losses are auto-
matically shared among its shareholders and holders of its obligations.

Hence, there is essentially no difference between the non-Islamic finance
lender and the Islamic equity contract in these respects. Conventional lenders
protect their own risks and shift these by contracting with the borrower, to
include collateral and guarantees. If the real interest rate rises, however, the
discounted cash flow value of the borrower’s assets declines and the real value of
liabilities increases, and the borrower may go into economic insolvency. At the
same time, the collateral value of the lender’s holdings of collateral also declines
(especially if they are land or equity). Thus, at higher real rates of interest, espe-
cially during a crisis, the borrower moves into economic insolvency and therefore
(nontransparently) transfers the insolvency risk to the lenders and holders of his
or her paper. This risk-reversion is identical in form for Islamic finance or
non-Islamic finance firms.

There is a further cost of bankruptcy (transactions cost in time, legal fees, and
the like), which the borrower or investor may have to invest in so as to recoup
his or her loan or investment. Thus, if both Islamic finance and non-Islamic
finance contracts involve involuntary risk-sharing, then the only real distinguish-
ing feature between the two systems is whether the bankruptcy laws are strong
enough and efficient enough for enforcement.

In the Islamic finance contract, there is a moral or nontemporal sanction
on the borrower, in the hopes that this “soft power” will be more effective
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than “hard power’—legal or other means of enforcement—to force the
borrower to repay. The reason is that there is information asymmetry
between the borrower’s true solvency and the lender/investor. The borrower
may engage in lying or hiding his or her true solvency in order to pass as
much of the losses as possible to the lender and/or investor. It cannot be
determined a priori whether the soft power of Islamic finance is necessarily
better than the legal power of debt enforcement. This depends on the cir-
cumstances of the case, the legal powers in a country, the effectiveness of the
courts, and the like.

To put it clearly, all debt or risk-sharing contracts suffer from moral hazard. If
they are not enforced against cheating or free-riding, then risks will pass to the
solvency holder/lender. In simple utility terms, when the marginal benefit to
borrowers is higher than the cost of sanctions, then they will not pay. An important
question is therefore whether sanctions are real enough for the borrowers to make
the necessary adjustments so that if they cannot pay today, they shall at least pay
tomorrow.

It is arguable that the costs of bankruptcy to the borrowers in terms of
conventional finance are lower for the Islamic finance borrower than for the
non-Islamic finance borrower. In the case of the latter, there are not only the laws
relating to bankruptcy, but also daily court judgments implementing the law. This
will tend to make the loan contract more transparent, and probably more painful
in case of default. It is worth noting that the basic laws on bankruptcy differ
greatly between advanced countries, notably the United States and the United
Kingdom. In broad terms, the UK. law is less user-friendly to the borrower than
the U.S. law, which has Chapter 13 provisions allowing the firm to continue as a
going concern for a longer period than would normally be permitted by English
receivership arrangements. It may also be observed that because of the novelty
of Islamic finance, there may be nonuniform implementation of the bankruptcy
laws for Islamic firms. It is not clear how many cases of bankruptcy in Shari’ah
law are ever settled by Shari’ah courts. It is also not clear whether the judgments
of these courts are accepted more generally by the public and by non-Islamic
courts.

The conclusion of this section is that whether Islamic or non-Islamic
finance is more effective in avoiding moral hazard would depend on the entire
financial infrastructure of risk management systems, regulatory systems, and
court systems. If Islamic financial systems end up with lower debt/equity as a
whole than non-Islamic systems, then the Islamic finance system is likely to be
able to cushion shocks as a whole. However, this is a question of practice, not
one of theory.

The Stock Market and Islamic Finance

Islamic economists greatly favor the establishment of a stock market based on
Islamic principles in order to further the expansion of Islamic finance. Long ago,
Professor Mokhtar Metwally (1984) observed:
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In an Islamic economy where interest bearing loans are prohibited and where direct
participation in business enterprise, with its attendant risks and profit sharing, is
encouraged, the existence of a well-functioning Stock Exchange is very important.
It would allow for the mobilization of savings for investment and provide means for
liquidity to individual shareholders. However, existing Stock Exchanges in
non-Islamic economies have many drawbacks. They generate practices such as
speculation and fluctuations in share prices which are not related to the economic
performance of enterprises. These practices are inconsistent with the teachings of

Islam. (19)

Professor Abbas Mirakhor, a leading scholar of Islamic finance, has recently
urged government intervention to develop stock markets in Islamic countries. In
his view, the stock market is not only a principal means of risk sharing, but is
probably the best available instrument. The establishment of stock markets on a
sound basis can benefit international and national risk sharing and thereby make
the whole system much more stable. The stock market would thus be a useful
addition to complete the Islamic sequence of markets to enhance economic
efficiency.

However, the merits and demerits of stock markets have long been the sub-
ject of acute controversy in mainstream economics, with John Maynard Keynes
(1936) a leading critic of stock markets. This is a large controversial subject on
which both authors of this study have written before (see Sheng 2009; Singh
1992, 1995, 1997, 2012). Nevertheless, in this context, we simply note that
Islamic stock markets would be very helpful if they could be organized to obey
the Islamic precepts. The main difficulty arises from the fact that since it is
virtually impossible to distinguish between speculative and nonspeculative
investment strategies, it would be difficult to establish a stock market in which
Islamic ethics and nonspeculative strategies are followed by all players. In our
next paper, we intend to explore how in the real world, the conventional and
Islamic stock markets could deal with the fundamental problems of primary
fund raising for corporations and the price discovery/valuation of secondary
market listed stocks.

Interim Summary of the Main Findings and Two Further Questions

As this chapter has ranged over several fields of conventional and Islamic
economics, it will be useful to summarize the main theoretical and empirical
findings. The study first examined the central tenets of Islamic finance from the
perspective of conventional economics. It started with the question of absolute
prohibition under Islamic finance of interest payments in any form. The main
conclusion is that it is possible to run an efficient economic system of the
Islamic kind, which has no interest payments, but which allows profits on capi-
tal and enterprise. Such a system, based totally on equity finance, is completely
viable and may, in fact, be more stable than a part-debt financed conventional
system.
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A salient finding of this study is that the best rationale for zero interest rates
is provided by John Maynard Keynes in The General Theory. Keynes was not writ-
ing specifically about Islamic finance, but he endorsed the thinking of medieval
Christian scholars and others who fundamentally objected to usury. Keynes
sought to rehabilitate these scholars, whom the conventional economics of the
nineteenth and twentieth century (for example, the Classical School) considered
to be irrelevant and beyond the pale. He regarded high interest rates as the root
cause of the problem of unemployment, and favored zero or low interest rates in
order to achieve continuous full employment. He found no evidence, or any
reasonable theory, that could show that the market system automatically
generated interest rates that lead to full employment. He sought to lower interest
rates, and to raise the marginal efficiency of investment (expected profitability)
to achieve this important objective. Basic Keynesian doctrine fits in well with the
Islamic emphasis on zero interest rates and the combination of capital and enter-
prise to produce social output.

However, it is generally recognized that conventional economics legitimately
uses interest rates—zero, negative, and positive—for its analysis of various
economic issues. There is little evidence, however, to support the McKinnon and
Shaw hypotheses that financial liberalization necessarily leads to high interest
rates, which in turn generate high savings, investment, and economic growth. The
highly successful East Asian countries employed low, even negative, rates rather
than high interest rates during their industrialization.

This study also considers from the perspective of Islamic finance the technique
of cost-benefit analysis widely used in conventional economics. This involves the
discussion of time preferences between generations and the rate of discount used
in cost-benefit analysis: should it be zero or a positive number? There are reason-
able arguments that suggest that both these discount rates may be compatible
with Shari’ah law. It is up to Shari’ah scholars, however, to determine the merits
of this argument.

As developing country policy makers are prone to use low but positive
interest rates to encourage investment and growth, there is very little difference
between conventional and Islamic (zero interest rate) paradigms in practical
terms. The rates of return on deposits in conventional banks and those of profit-
sharing accounts in Islamic finance tend to be highly correlated and broadly of
similar magnitude.

An analysis of the second major tenet of Islamic finance—namely, its
ethical system—indicates that if human beings strictly adhere to the require-
ments of Islamic ethics, there would be few moral hazard problems in Islamic
banking. However, since total adherence to the Islamic ethical system is
unlikely for most individuals and institutions, important moral hazard issues
loom large, both on the side of the depositors in Islamic banks as well as on
the side of the Islamic banks themselves. These would need to be resolved in
the real world by extensive regulation. It is a moot point whether such
far-reaching regulation of ethical behavior, particularly of individuals, is at all
feasible or desirable.
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Turning to the relevant chief tenets of conventional economics, we find that
there is no straightforward application of MM theorems to Islamic firms and
banks. This is because the assumptions underlying these theorems of no transac-
tions costs, perfect markets, no taxation, and no bankruptcy have relevance to
real world entities, whether Western or Islamic. If these assumptions are relaxed
to conform more to the real world, then one would get an optimal capital
structure: that is, some particular debt-equity ratio for a specific firm. However,
this is looking at the question of optimality from the point of view of the firm
rather than that of society as a whole. Further, it will be difficult to reach the
judgment that Islamic firms have nonoptimal capital structures on the basis of
MM theorems alone.

Although for MM theorems, the concept of bankruptcy is important, in the
real world it is its costs and who pays these costs that are significant factors in
distinguishing between the two systems. The real issues are information
asymmetry, principal-agent problems, and insolvency costs—and whether or not
the practical application of these concepts leads to a “hard” or “soft budget
constraint” for the borrowing firms, which do not wish to pay and aim to shift
the burden to the lender. In the Islamic finance contract, there is an additional
implicit sanction against this type of moral hazard affecting the borrower, which
may be called “soft power.” In some instances, this may be more effective than
the “hard power” of bankruptcy laws, but it is difficult to imagine that it will be
so every time or in most cases.

This chapter also considers very briefly the desirability of establishing stock
markets in Islamic finance systems, in order to further the completion of these
systems and to help with their expansion. It concludes that a conventional stock
market (that induces speculative behavior) would not be useful for Islamic
economies because speculation is prohibited under Shari’ah law. Yet the search
for an ethical stock market must continue.

In the light of the above findings on Islamic and non-Islamic finance, it would
be useful to consider two further important and relevant issues at least briefly.
The first is whether Islamic finance promotes economic development. The
second is whether this type of finance poses a challenge to the current dominant
theory and practice of finance.

Islamic Finance and Economic Development

Regarding the first question, this study has argued that Islamic finance, because
of its rejection of interest rates and debt, is a force for stability in the national and
international economy. However, this raises the question whether, apart from
leading to stable economic development, this type of finance also promotes
higher economic growth. This is where economic history becomes highly
relevant. Important recent contributions by Kuran (2011) and Chaney (2011)
bear on this issue. Kuran (2011) suggests that the reason for the success of
Western Europe and the decline of Islam since the Middle Ages has been due to
the Muslim world’s inability to adopt institutions that facilitate the accumulation
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of capital and impersonal exchange. Capital accumulation was handicapped by
the redistributive character of Islamic inheritance laws, for example. In contrast,
Western Europe institutional development encouraged both impersonal markets
and capital accumulation.

Although most economists would accept the basic idea that economic
growth is facilitated by appropriate institutions and retarded by inappropri-
ate ones, Kuran's analysis is not entirely helpful. In contrast to Kuran,
Harvard economic historian Chaney (2011) argues that, in the final analysis,
it was the long-standing political equilibrium in the Middle East rather than
Islamic law that held back the region. He argues that “Islamic law as
interpreted in each period by Muslim religious leaders may have been largely
endogenous to the incentives and constraints this (the ruling) group faced.
Had the Middle East’s political equilibrium changed, the religious leaders’
interpretation of Islamic law would have also changed. Alternatively, these
leaders could have lost political power and Islamic law might have ceased to
be enforced” (1469).

Turning from history to the current era, in many Muslim countries a
fundamental change has occurred in the institutional arrangements that
facilitate economic progress. Not only are banks, large and small, encouraged
and other savings institutions allowed, but so are a number of new financial
instruments that meet the requirements of Shari’ah law. Similarly, the tradi-
tional Islamic emphasis on profitability encourages investment that contrib-
utes to growth and full employment, as does its emphasis on redistribution of
wealth. Interpersonal redistribution, rather than being a negative force for
accumulation and economic development, becomes, in the current era, a
positive force for maintaining aggregate demand for achieving full employ-
ment. It is therefore arguable that Islamic finance in general does not neces-
sarily have negative consequences for economic growth, but rather quite the
opposite.

The Real Challenge of Islamic Finance®

A second general question regarding Islamic finance relates to the issue of
competition between Islamic and non-Islamic finance. Will fast-growing Islamic
finance eventually seriously challenge the current Western approach of finance?
As noted, from humble beginnings in the 1990s, Islamic finance has become a
trillion-dollar activity. The global consensus is that Islamic finance has a bright
future, owing to favorable demographics and rising incomes in Muslim
communities.

The real challenge posed by Islamic finance for the Western world arises not so
much from its prohibition on interest rates but rather from the second major
tenet of Islamic finance, which holds that if people adhered strictly to its ethical
requirements, there would be fewer moral hazard problems. Moral hazard exists,
however, in all systems in which the state ultimately absorbs the risks of private
citizens.
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The extent to which any particular system is efficient in avoiding moral
hazard is a matter of practice rather than of theory. Many would agree that,
historically, Christian morality played an important role in the rise of Western
capitalism. Secular capitalism, however, has recently experienced an erosion of
values, whereby the financial sector has put its own interests above those of the
rest of society. If the ethical values in Islamic finance—grounded in Shari’ah reli-
gious law—can further deter moral hazard and the abuse of fiduciary duties by
financial institutions, Islamic finance could prove to be a serious alternative to
current models of derivative finance.

Indeed, the basic tenets of Islamic finance force us to rethink the ethical basis of
monetary arrangements under the current Western financial system, particularly
financial and economic globalization in the context of an international reserve
currency system founded on fiat money. In the past, gold was the anchor of mon-
etary stability and financial discipline, though at times it was deflationary. The
test of any alternative financial system depends ultimately on whether it is—or
can be—more efficient, ethical, stable, and adaptable than the prevailing system.
For now, there is no Islamic global reserve currency, no Islamic central bank, and
hence no Islamic lender of last resort. But the Islamic world is the custodian of
huge natural resources that back its trading and financial activities.

As the Islamic world grows in stature and influence, Islamic finance could
become a formidable competitor to the current dominant financial system. The
world would have much to gain if the two systems were to compete fairly and
constructively to meet people’s needs for different types of finance.

Conclusion

The Western system has been dominant until now, but of late it has shown itself
to be less than perfect. In these circumstances, it would be eminently sensible if
there were an alternative economic and financial system.

In the last two decades, because of the excesses of the IMF (Washington
Consensus policies, structural adjustment policies in Africa, and the IMF’s neo-
liberal agenda for much of the period), demand has been growing around the
world for an alternative to the IMF, including the important function of lender
of last resort.

In the context of the Asian crisis, for example, there were serious demands for
regional financial systems that would better serve local needs for national and
international finance to promote regional development. In Latin America, there
was strong support for the establishment of a regional central bank.

Islamic finance has long represented a distinct approach to economic thinking
and financial practice and provides a potentially complete system. One can envis-
age a future in which the two systems—the Western and the Islamic—each with
its distinct characteristics, run in parallel, offering individuals and businesses open
choices between the two.

Cooperation between these two systems is eminently desirable and feasible.
The conventional and Islamic finance could cooperate and even compete to
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produce the best outcome for common projects, such as the provision of cheap
banking for the world’s poor or for investment in environmental undertakings.
There is wide consensus that the world’s poor should have wider access to
finance. This may be more appropriate under the Islamic finance system because
of its more ethical basis.

Notes

1. The words conventional and modern economics are used interchangeably throughout
this chapter.

2. The second and fourth sections draw on and update the material in Singh and Hamid
(1992) and Singh (1995). See also Singh (1997).

3. In advanced countries, despite the stock markets, most firms finance their investment
from their retained earnings. There is relatively little resort to the stock markets.
However, the corporate motivation for increasing or decreasing retained earnings, is
not the same as that of individual households. In developing countries, the motiva-
tion for savings and investment are somewhat different. Strangely enough, despite
the relatively low development of stock markets in developing countries, these coun-
tries rely more on the stock market than the advanced countries. This is known in
technical literature as the Singh-paradox. See Singh (2003); Gugler, Mueller, and
Yurtoglu (2003).

4. The question of causation is an extremely complex one in all social sciences. One
cannot assume that if an event A takes place after another event B, that B cannot cause
A. The economists have provided a definition of causality based on this idea. But it is
accepted that not everybody will accept this idea of causation. In order to make clear
the specific way in which the economists use the notion of causation, the term
Granger-causality is used.

5. Mudarabah is a “partnership where one provides the capital and the other the entre-
preneurial expertise with the profits being shared” (UBS web definition; see also
Ahmed and Kohli 2011, 275).

6. This section is based on the authors’ op-ed column published in April 2012 by Project
Syndicate (Sheng and Singh 2012). See also Sheng (2010).

References

Ahmed, J., and H. S. Kohli, eds. 2011. Islamic Finance: Writings of V. Sundararajan. New
Delhi: Sage Publications India Pvt. Ltd.

Akyuz, Y. 1991. “Financial Liberalisation in Developing Countries: A Neo-Keynesian
Approach.” UNCTAD Discussion Paper 36, United Nations Conference on Trade and
Development (UNCTAD), Geneva.

Amsden, A. H. 1990. “Why Isn’'t the Whole World Experimenting with the East Asian
Model to Develop? Review of the East Asian Miracle.” World Development 22 (4):
627-33.

Amsden, A., and A. Singh. 1994. “The Optimal Degree of Competition and Dynamic
Efficiency in Japan and Korea.” European Economic Review, Elsevier 38 (3—4): 941-51.

Arrow, K. J,, and F. Hahn. 1971. General Competitive Analysis. San Francisco, CA:
Holden-Day.

Economic Development and Islamic Finance - http://dx.doi.org/10.1596/978-0-8213-9953-8



Islamic Finance Revisited: Conceptual and Analytical Issues from the Perspective of Conventional Economics

Beck, T., A. Demirgiic-Kunt, and O. Merrouche. 2010. “Islamic vs. Conventional Banking:
Business Model, Efficiency and Stability.” Policy Research Paper 5446, World Bank,
Washington, DC.

Cevik, S., and J. Charap. 2011. “The Behaviour of Conventional and Islamic Bank Deposit
Returns in Malaysia and Turkey” IMF Working Paper WP/11/56, International
Monetary Fund, Washington, DC.

Chaney, E. 2011. “Islamic Law, Institutions and Economic Development in the Middle
East, Review Essay.” Development and Change 42 (6): 1465-72.

Cho, Y-J.,, and D. Khatkhate. 1989. “Lessons of Financial Liberalization in Asia: A
Comparative Study.” World Bank Discussion Paper 50, World Bank, Washington, DC.

Donaldson, G. 1961. Corporate Debt Capacity. Cambridge, MA: Harvard University Press.

Fazzari, S. M., R. G. Hubbard, and B. C. Peterson. 1988. “Financing Constraints and
Corporate Investment.” Brookings Paper on Economic Activity 1 (1): 141-206.

Gugler, K., D. Mueller, and B. Yurtoglu. 2003. “The Impact of Corporate Governance on
Investment Returns in Developed and Developing Countries.” Economic Journal,
Royal Economic Society 113 (491): F511-309.

IFSB, IDB, and ITRI (Islamic Financial Services Board, Islamic Development Bank, and
Islamic Training and Research Institute). 2010. Islamic Finance Global Stability Report.
http://www.ifsb.org/docs/IFSB-IRTI-IDB2010.pdf.

Jorgenson, D., M. S. Ho, and K. J. Stiroh. 2005. “Growth of U.S Industries and Investments
in Information Technology and Higher Education.” In Measuring Capital in the New
Economy, 403-78. Cambridge, MA: National Bureau of Economic Research.

Keynes, J. M. (1931) 1963. Essays in Persuasion. New York: W. W. Norton & Co. Citations
are to the 1963 edition.

. 1936. The General Theory of Employment, Interest, and Money. New York:

Harcourt, Brace and Company.

Khan, S. M., and A. Mirakhor. 1994. “Monetary Management in an Islamic Economy.”
Journal of King Abdulaziz University: Islamic Economics 6: 3-21 (1414 A.H./1994 A.D.).

Kuran, T. 2011. The Long Divergence: How Islamic Law Held Back the Middle East.
Princeton, NJ: Princeton University Press.

Marini, G., and P. Scaramozzino. 2000. “Social Time Preference.” Journal of Population
Economics 13 (4): 639-45.

McKinnon, R. 1. 1973. Money and Capital in Economic Development. Washington, DC:
Brookings Institution Press.

Metwally, M. M. 1984. “The Role of the Stock Exchange in an Islamic Economy.” Journal
of Research in Islamic Economics 2 (1): 19-28.

Meyer, J. R. and R. R. Glatiber. 1964. “Investment Decisions, Economic Forecasting and
Public Policy.” Research Division, Department of Business Administration, Harvard
University, Cambridge, MA.

Meyer, J. R., and E. Kuh. 1957. Investment Decision: An Empirical Study. Cambridge, MA:
Harvard University Press.

Miller, M. H. 1991. Financial Innovations and Market Volatility. Cambridge, MA: Blackwell
Publishers.

Minsky, H. P. (1975) 2008. John Maynard Keynes. New York: Columbia University Press.
Reprint, McGraw-Hill Professional. Citations refer to the McGraw-Hill edition.

Mirakhor, A. 2009. “Recent Crisis: Lessons for Islamic Finance.” SC-UM Visiting Scholar
Programme Public Lecture, Suruhanjaya Sekuriti, Malaysia, September 29.

Economic Development and Islamic Finance - http://dx.doi.org/10.1596/978-0-8213-9953-8



920 Islamic Finance Revisited: Conceptual and Analytical Issues from the Perspective of Conventional Economics

. 2010. “Hopes for the Future of Islamic Finance.” Presentation to the Institute of
Islamic Banking and Insurance, London.

. 2011. “Keynote Address.” Foundations of Islamic Finance Conference Series,
Epistemological Foundation of Finance: Islamic and Conventional, March 8-10.

Modigliani, F., and M. Miller. 1958. “The Cost of Capital, Corporate Finance and the
Theory of Investment.” American Economic Review 48: 261-97.

. 1963. “Corporate Income Taxes and the Cost of Capital: A Correction.” American
Economic Review 53: 433-43.

Myers, S. C. 1984. “The Capital Structure Puzzle.” Journal of Finance 39 (3): 575-92.

Myers, S. C., and N. S. Majluf. 1984. “Corporate Financing and Investment Decisions
When Firms Have Information That Investors Do Not Have.” Journal of Financial
Economics 13 (2): 187-221.

Pigou, A. C. 1920. The Economics of Welfare. London: Macmillan.
Ramsey, F. P. 1928. “A Mathematical Theory of Saving.” Economic Journal 38: 543-59.

Reuters. 2012. “Goldman Sachs in New Flap over Islamic Bond.” January 11. http://blogs.
reuters.com/faithworld/2012/01/11/goldman-sachs-in-new-flap-over-islamic-bond-
suspected-to-be-not-100-halal/.

Rubin, J. 2011. “Institutions, the Rise of Commerce and the Persistence of Laws: Interest
Restrictions in Islam and Christianity.” The Economic Journal, Royal Economic Society

121 (557): 1310-39.

Shaw, E. S. 1973. “Financial Deepening in Economic Development.” Working Paper 233,
The Hebrew University of Jerusalem.

Sheng, A. 2009. From Asian to Global Financial Crisis. New York: Cambridge University
Press.

. 2010. “Is Islamic Finance the New Challenge to Wall Street?” Commentary,
The China Post, November 7.

. 2011. “Finance Cannot Be Left to Free Markets: An Asian Tribute to Minsky.”
20th Hyman P. Minsky Conference, Levy Institute, Bard College, New York, April 15.

Sheng, A., and A. Singh. 2012. “The Challenge of Islamic Finance.” Project Syndicate,
Op-Ed column, April 17.

Singh, A. 1992. “Corporate Takeovers.” In The New Palgrave Dictionary of Money and
Finance, edited by J. Eatwell, M. Milgate, and P. Newman, 448-86. London: Macmillan.

. 1995. “Corporate Financial Patterns in Industrialising Economies: A Comparative
International Study.” IFC Technical Paper 2, International Finance Corporation,

Washington, DC.

. 1997. “Financial Liberalisation, the Stock Market and Economic Development.”
Economic Journal 107 (442): 771-82.

.2003. “Corporate Governance, Corporate Finance and Stock Markets in Emerging
Countries.” Working Paper 258, Working Paper Series, Centre for Business Research,
University of Cambridge. A revised version of this paper was published in the Journal
of Corporate Law Studies 3 (1): 41-72.

. 2012. “Financial Globalisation and Human Development.” Journal of Human
Development and Capabilities, Taylor and Francis Journals, 13 (1): 135-51.

Singh, A., and J. Hamid. 1992. “Corporate Financial Structures in Developing Countries.”
IFC Technical Paper 1, International Finance Corporation, Washington, DC.

Economic Development and Islamic Finance - http://dx.doi.org/10.1596/978-0-8213-9953-8



Islamic Finance Revisited: Conceptual and Analytical Issues from the Perspective of Conventional Economics 91

Stiglitz, J. E. 1988. “Why Financial Structure Matters.” Journal of Economic Perspectives
2 (4): 121-26.

. 2005. “Modigliani, the Modigliani-Miller Theorem and Macroeconomics.” Paper
presented at the Franco Modigliani and Keynesian Legacy Conference, New School
University, April 14-15.

Tan, E. C. 2009. “Review of Islamic Finance Principles and Practice, by Hans Visser.”
University of Malaya, Kuala Lumpur.

Villamil, A. P. 1992. “The Modigliani-Miller Theorem.” In The New Palgrave Dictionary of
Money and Finance, edited by P. Newman. Palgrave Macmillan.

Economic Development and Islamic Finance - http://dx.doi.org/10.1596/978-0-8213-9953-8






CHAPTER 3

The Foundational Market Principles
of Islam, Knightian Uncertainty, and
Economic Justice

S. Nuri Erbas and Abbas Mirakhor

Introduction

For whoever would profess, as I have heard at one time or another, that religion is merely
‘an aspect of economics’ would do well to close these pages without further ado and

devote himself exclusively to the study of economics.
Jean Bottéro (Birth of God, 2000, 161)

There are two main approaches to the possible correlation between religion and
economic development.! The secularization hypothesis tests whether economic
development and improvement in living and education standards results in less
religiosity. The second approach explores whether religion has an impact on
economic development. The latter is along the lines of Max Weber’s insight that
the Protestant Ethic—exhorting honesty, trust, a work ethic, and thrift—has
promoted development of entrepreneurial capitalism and industrialization in the
West. Some studies also note that nonmarket activities, including social network-
ing through religious channels, have market value because they create positive
externalities by enhancing information, relationships, and solidarity, such as
finding employment or getting business through friends and acquaintances who
belong to a network. Moreover, such activities have hedonic value because they
increase life satisfaction. Underlining the importance of faith relative to network-
ing through religious channels, McCleary and Barro (2006, 51) subscribe to the

S. Nuri Erbas was a visiting professor at the International Centre for Education in Islamic Finance (INCEIF),
Kuala Lumpur, Malaysia. Abbas Mirakhor is a professor at INCEIF. We thank INCEIF for funding and our
colleagues there for the collegial research environment they provided. We thank Mr. Hew Dundas
(Arbitration International, the United Kingdom) for his guidance on arbitration data and interpretation,
Mr. Peter Clark (IMF Research Department, retired) for his insightful questions and comments, Prof. John
Wallis (Department of Economics, University of Maryland College Park) for an inspiring discussion, and
Dr. David Eddy for his steadfast encouragement. Without implications, their input greatly improved this
paper. The authors are solely responsible for all views expressed and any remaining errors.

Economic Development and Islamic Finance - http://dx.doi.org/10.1596/978-0-8213-9953-8

93



94

The Foundational Market Principles of Islam, Knightian Uncertainty, and Economic Justice

view that “believing in religion relative to belonging to a religion is the main
channel through which religion matters for economic and other outcomes.” If so,
then faithful adherence to market principles exhorted by religion has economic
significance. This is the main point that motivates this study in relation to the
foundational Islamic market principles.

There is an absence of expository discussion in the literature of the scriptural
predisposition of a religion toward investment and growth. This scriptural dislo-
cation is the reason why quantitative investigations (based on rather tentative
indicators) of the correlation between religion and religiosity and economic
performance appear to be disjointed and somewhat ad hoc trial runs to be taken
only at face value (see Mitchell’s similar observations in Barro and Mitchell
2003). Regression analysis may also be misleading because the selection of some
quantifiable indicators of religiosity is not substantiated in the scriptural context
of a religion. Among the indicators based on survey results, spiritual incentives
and disincentives appear to be significant. McCleary and Barro (2006) find that
fear of damnation is more significantly correlated with economic performance
than belief in salvation. As McCleary (2007) observes in the Islamic context,
indeed there are graphic and corporeal descriptions of heaven and hell in the
Qur’an. However, in Islam how and why one merits salvation in heaven or
deserves damnation to hell is at the ineffable judgment and mercy of Allah. The
Qur’an excoriates rote belief. It is not sufficient to believe in salvation or
damnation. Humans do not easily understand the path to salvation or damnation,
but exercising free will in obeying or disobeying the ordained rules of Islam
shows that path at the final judgment of the merciful Allah. As for mosque atten-
dance as an indicator of religiosity, collective prayer is exhorted to reinforce social
bonding among the faithful. Individual observance is flexible: for example, it is
possible to make up for missed prayers in private and out of the time schedule
punctuated by the call to prayer five times a day. Even a bed-ridden invalid, if he
were conscious, could do his prayers with his eyes or in his mind and fulfill one of
the ordained Five Pillars of Islam, and he would be judged as observant toward
salvation. If covering of women were taken as an indicator of religiosity, it might
be vulnerable to the possibility that such behavior could be the result of cultural
orthopraxy rather than religious orthodoxy, and it might not have much to do
with the foundational principles of Islam.2

Furthermore, many studies exhibit a contextual vacuum because they exclude,
or address only in passing, the insights from institutional and behavioral econom-
ics. The discussion is not placed within the analytical framework of those
disciplines. This seems most conspicuous where there is no historical perspective
on institutional change. Happenstance and its unpredictable effects on economic
performance need not be significantly correlated with religiosity or the
foundational principles of a given faith. Historical factors also twist and turn
economic performance over time. Historical evolution of market institutions
originating from religion (Kuran 2011, with Cizak¢a 2011 providing a
counterpoint), institutional strengths and weaknesses (Rodrik, Subramanian, and
Trebbi 2002), culture (Harrison and Huntington 2000; Harrison 2006), and
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identity (Akerlof and Kranton 2010) are as fundamental as faith in determining
economic performance—if not more so.

For example, we examined the correlation between equity premium and
social trust using a confidence index we constructed based on World Values
Survey data on the degree of confidence in various social and political categories
(Erbas and Mirakhor 2010).3 For a sample of 45 countries, including 7 countries
where Islam is the predominant religion, we found a statistically significant
positive correlation between the equity premium and trust, including religion
(confidence in church), whereas we had expected a negative correlation.# But
excluding religion, the equity premium was not significantly correlated with our
confidence index. However, selective World Bank Worldwide Governance
Indicators (World Bank 2008) and some indicators of financial development
were statistically significant and negatively correlated with the equity premium,
as expected. For the Muslim countries, our confidence index indicated signifi-
cantly higher trust, including religion, but equity premiums were also significantly
higher than in the non-Muslim countries. But when we excluded the factor of
religion from our index, the average index value (higher value indicating higher
confidence) for the Muslim countries dropped by 21 percent.> On the other
hand, according to the Governance Indicators, on average, the Muslim countries
ranked significantly below the average for industrial countries. The same was true
for selective indicators of financial development. Evidently, other factors (such as
government effectiveness, credit to the private sector, and equity and bond mar-
ket capitalization) are more significant than religion in explaining the high equity
premium in both Muslim and non-Muslim countries.

Therefore, we think that the analysis of the impact of religion on economic
performance begs for an analytical context in which it can be substantiated.
Religion being as old as human history and so intricately intertwined with it, it is
no doubt a daunting task to control for historical factors while testing for
statistically significant correlations between economic performance and religion.
However, institutional and behavioral economics provide a rich and manageably
focused context for analyzing the possible impact of religion on economic devel-
opment.® The core insight of new institutional economics is that rules and
compliance with them provide economic incentives (protection of property
rights, contract enforcement) and reduce uncertainty (predictable rules responses).

Concerning incentives, religion as an institution may have a scriptural predis-
position to incentivizing market-based enterprise and wealth accumulation. This
appears to be the crux of Weber’s point about the Protestant Ethic. Barro (2006)
and Harrison (2006) observe such a predisposition in the various evangelical
denominations in the United States, which also seem to be taking a hold in
mostly Catholic Central and South American countries.

Concerning uncertainty, as far as we know, the literature has not paid
enough attention to the role of secular institutions or of religion as an institu-
tion in reducing economic uncertainty. Here, we mean Knightian uncertainty
(discussed further below). Human economic behavior, rational and moral,
cannot be reduced to prespecified probability distributions that trivialize
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uncertainty as a random walk. With perfect information and foresight, errant or
immoral intent can be terminated and sanctioned before it becomes behavior.
But humans must submit that capacity to the highest authority. The economic
function of moral behavior and the social trust it engenders is analytically
meaningful in the context of substantive uncertainty emanating from unknown
and unknowable contingencies and human responses to them over space and
time. It is in the context of Knightian uncertainty that the economic function
of beliefs, norms, rules, institutions, and their inheritance from generation to
generation becomes substantiated. Faith-based rules may also reduce economic
uncertainty by establishing behavioral reference points and by promoting social
trust, cooperation, and solidarity, and thus generating positive externalities. We
propose that a fundamental analytical context in which to explore the
correlation between religion and economic progress is human decision behavior
in substantive uncertainty and the scriptural guidance that religion provides to
reduce it.

We further observe that social trust is built on society’s belief in justice in
general and economic justice in particular. Lack of economic justice—in the form
of predatory competition; corruption; risk of expropriation; ascription-based as
opposed to achievement-based upward mobility; restricted access to markets,
financing, and education; and widespread poverty—undermines trust and
incentives to invest in human and physical capital. Economic justice is a funda-
mental moral issue that emanates from uneven wealth accumulation through
market-based economic progress, even though progress may improve welfare of
nearly all income classes. Emergence of social safety net schemes in industrial
countries cannot be attributed only to self-serving efforts of the rich to co-opt
and pacify the threat of class warfare, although history has born witness to such
conflicts frequently enough. The undeniable success of market economies inevi-
tably brings with it the moral dilemma between economic progress and income
inequality reflecting the innate human predisposition to justice for all fellow
humans. Religion may provide scriptural guidance to achieve a measure of
economic justice, in line with the Abrahamic traditions that exhort moral market
behavior, fairness, and charity.

Thus, a robust analytical context emerges in which we can analyze the
economic impact of religion on the basis of three fundamental factors that play
a role in economic development: incentives, uncertainty, and justice. It appears this
is the missing context underlying the search for a testable causality going from
religion to economic development. There is a need to examine the market
principles embedded in a specific religion and their particular influence on
preferred economic behavior.Z Among the Abrahamic traditions, an example par
excellence is Islam because the Qur’an and the Traditions of the Messenger specify
a comprehensive set of rules relating to economic incentives, uncertainty, and
justice. Those rules cover contracts, property rights, market organization, moral
behavior in uncertainty, and redistribution of wealth (Mirakhor 2010). Among
them, the ordained fulfillment of contracts and proscription of interest-based
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contracts are fundamentally central as the defining characteristics of an economy
based on Islamic principles.

For much of their economic history, Muslims structured their markets in
accordance with the rich legacy of the market institutions in the traditions of the
Qur’an and the Messenger. Those institutions were rule-based, market-oriented,
and innovative. History gives proof that Islamic societies thrived and some grew
into global economic powers. That rich legacy was not sustained, resulting in a
state of underdevelopment relative to the West in the last two centuries and
relative to other countries that have made great strides in economic development
more recently. The historical reasons for the decline are complex, including
warfare, devastating invasions, geography, decline of scientific thought (Reilly
2010), moral and institutional decay resulting in erosion of social trust,
internecine power struggles and despotic rule, and predatory taxation to finance
wars and indulgence (Chapra 2010). In addition, Kuran (2011) argues that
Islamic law may have played an unintended but incrementally determining role
as a hindrance to adaptation of Islamic economic institutions and contractual
forms, in contrast to the innovations in the West that facilitated large-scale
industrial organization and unprecedented growth and prosperity. Any one of
those factors is a bona fide topic of voluminous analysis. For the purposes of this
chapter, a more limited focus is necessary. Our specific focus is the broad
foundational principles of Islam that guide economic behavior and market orga-
nization. This might put to rest at the outset possible impatience arising out of
justified questions about the reasons behind the decline and the current state of
the economies of the predominantly Muslim countries. Our narrow focus is not
a nostalgic harkening back to a real or imagined past that most Muslims indelibly
remember as a golden age. It is an attempt—perhaps a rather impossible one—at
abstracting our analysis from the twists and turns of history that ineluctably have
had a major impact on the economic decline, regardless of the foundational
economic principles of Islam.

The Foundational Islamic Market Principles

Property Rights
The Qur’an sanctifies private property (2:275). Central to the functioning of
Islamic finance, the Qur’an proscribes interest-based contracts, borrowing, and
lending. The implications of this fundamental Islamic tenet will be discussed at
length later.

The parties to exchange must have property rights for the goods and services
being exchanged. The Islamic principles governing property rights are the
following:

e Allah has created all things in the universe and the Creator is the ultimate

owner of property. Resources created are placed at the disposal of all humans.
While ultimate ownership is reserved for the Creator, humans are to combine
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their abilities with created resources to develop the earth and produce means
of sustenance for themselves and others.

e Property rights must not lead to wealth accumulation in the form of hoarding,
as wealth is considered the life-blood of the economy, which must constantly
circulate to create investment, employment, income, and economic growth
opportunities. Property must not be wasted.

e Right of access to all created resources belongs to all humankind. Humans can
claim property rights over what they produce through their own labor and
voluntary transfers.

¢ Since all humans are entitled to all created resources, the inability to access
resources does not negate the individual’s initial rights to resources. These
rights must be redeemed through a rule that ordains sharing, which cleanses
the property of the rights of others and renders the property claims of the
owner inviolate and sacred.

e Post-exchange sharing and distribution of property claims must be imple-
mented in line with contractual commitments. Such transfers are not charity,
but redemption of an original right.

e Unlike the conventional system of property rights, Islam imposes limits on the
freedom to dispose of property. There is no absolute freedom for owners to
dispose of property as they choose, and the impact of disposing of property on
third parties must be considered, among other things. There are rules against
waste, such as destruction of property and its use in prohibited transactions.

¢ Since work and voluntary transfers are the only legitimate source of creation
of property rights, all sources of windfall property rights, such as theft, bribery,
gambling, and usury are prohibited.

® Property rights of a person terminate at the point of death. Property is then
divided among the network of survivors according to strict rules prescribed by
the Qur’an. This rule then becomes an instrument of redistribution to affect
intergenerational justice.

Market Rules and the Messenger’s Implementations

Trade was the most important economic activity in the Arabian Peninsula before
Islam. A number of dynamic and thriving markets had developed throughout the
area. The Messenger was no stranger to markets. Being a trader for decades from
childhood until he received the Revelation, he had an intimate familiarity with
markets.® That experience reflected on the market principles and institutions he
established with the guidance of the Qur’an. Once installed in Medina in 622 as
the spiritual and temporal authority, the Messenger organized a market and
implemented a number of policies to strengthen markets and encourage the
expansion of trade. The rules governing market operations the Messenger imple-
mented included the following:

® Freedom of exchange: Freedom for agents to set their own objectives and
choose partners for exchange under the prescribed market rules, employing
ways and means of their own choosing to achieve their economic goals.
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e The market as the venue of exchange: Infrastructure was created for market
participants to access information and coordinate economic activity. Informa-
tion regarding quantities, qualities, and prices of products was to be made
available to market participants with full transparency. Shortchanging—that is,
not complying with full weights and measures—was prohibited.

¢ Free markets: Unrestricted interregional or international trade, with no taxa-
tion of imports and exports; free movement of inputs and outputs between
markets and regions; no barriers to market entry and exit; price controls and
speculative hoarding of commodities were prohibited.

e Contract rules: Every contract had to specify fully the property claims being
exchanged and the rights and obligations of each party under the contract. All
other terms and conditions had to be registered transparently. Depending on
the circumstances, sellers and buyers were given the right of annulment of
contract.

e Fairness in exchange: No buyer or seller was allowed to harm the interests of
other market participants. For example, no third party could interrupt negotia-
tions between two parties to an exchange in order to influence the outcome in
favor of one or the other party to the negotiations. Interference with supplies
before market entrance was prohibited to protect the interests of the original
suppliers and the final consumers.

¢ Distribution of profit and loss according to the stipulations of contract and its
performance: The distribution of proceeds between parties to exchange must
honor pre-contract commitments and post-contract performance. These rules
also cover the redemption of the rights of those who may not have been
directly parties to exchange but who have acquired rights in the proceeds
because, one way or another, they or their properties have contributed to the
production of the products subject to exchange.

¢ The role of the state and the legal apparatus was defined to guarantee contract
enforcement: Market supervisors were appointed and charged with the duty
of ensuring compliance with rules.

These rules, known as the Medina market rules, evidently served as strong incen-
tives for trade and growth in and outside Arabia with the advent of Islam (Sadr
1996). The foundational rules protect property rights and contracts, provide
economic incentives, and reduce market uncertainty. They have universal and
enduring qualities, so far as we understand the preconditions for a robust free-
market economy today.

Knightian Uncertainty and the Islamic View of Uncertainty

Knightian Uncertainty

Rational expectations hypothesis has dominated the contemporary economics
and finance literature in recent decades. It generally embraces the implicit
assumption that economic structure is stationary over time, or possible
structural changes are somehow anticipated. Economic agents not only
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anticipate the future values of economic variables subject to random errors
with prespecified distributions, but they also anticipate the impact on
economic variables of changes in the economic environment and structure,
presumably also subject to other error terms. The implication is that there
are errors on errors (probabilities on probabilities) in forming expectations.
For the dynamic theory to be valid in essence, complex randomness of
economic prospects over time needs to be reducible to simple error terms at
the initial point in time.? This is the equivalent of the reduction axiom of
expected utility theory.

As the time horizon is extended, the assumption that uncertainty is reducible
to known distributions at present loses credibility. In reality, possible payoffs and
associated probabilities to economic enterprise are not known with precision,
especially over time. There is Knightian uncertainty, or, ambiguity, as distinct
from measurable risk.1? Frank Knight, who lends his name to distinguishing
uncertainty from risk, is the first contemporary economist to substantively
address the impact of uncertainty on economic decision-making, entrepreneur-
ship, investment, and social progress. His landmark contribution is Risk,
Uncertainty, and Profit ([1921] 2002).1 Knight argues:

Our dogma ... is the presupposition of knowledge ... that the world is made up of
things, which, under the same circumstances, always behave in the same way ... but
workable knowledge of the world requires much more than the assumption that
the world is made up of units which maintain an unvarying identity in time ... In
addition, we have to make the still more questionable assumption that the situation
elements or fundamental kinds of object properties upon which we fall back for
simplicity (practical finitude) in view of the unmanageable number of kinds of
objects as wholes, are unvarying from one “combination” ... to another .... The
ordinary decisions of life are made on the basis of “estimates” of a crude and super-
ficial character. In general, the future situations in relation to which we act depend
upon the behavior of an indefinitely large number of objects, and is influenced by
so many factors that no real effort is made to take account of them all, much less

estimate and summate their separate significance. (197-232)

The Islamic View of Substantive Uncertainty
Do humans think that they will be left alone when they say, ‘We believe, and they
therefore will not be tested?

Qur’an 29:2

How is the existence of uncertainty and its overwhelming influence in human
life explained by Islamic thought? For believers, Allah is the creator of all
things. Why does the Creator subject life to so much uncertainty? The answer
appears in the Qur’an under the concept of testing, also shared by the other
Abrahamic traditions. The Creator tests humans by the decisions they make in
uncertainty. The main reason is to motivate humans to use their free will
for self-improvement and for spiritual growth (Mirakhor 2009, 2010).
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Human growth is not possible without being tested by confrontation with
uncertainty.12

The Qur’an makes clear that humans lack perfect information and they are
cognitively limited in their understanding of Allah and the universe He created in
its entirety. Consequences of human actions and their collateral influence on
others now or over time are known fully by the Creator alone (2:30-33; 2:216;
7:89;24:11;49:16-18; 65:12). Humans are given free will in making decisions and
taking actions, but they are not left unaided in facing life’s uncertainties. There are
ordained rules for decisions and actions in uncertainty. Compliance with the rules
of the Law Giver is the only way to ensure that decisions and actions are benefi-
cent and efficient and that they entail low costs (4:46; 4:59; 4:66; 4:77; 11:84;
17:35; 47:33; 48:16; 49:14). The rest of life is governed by human freedom to
choose (called ‘ibaha, meaning permissibility). But with the ordained rules
supporting limited human cognitive abilities, decision making in uncertainty
becomes a less difficult task for the believer and the rules reduce anxiety in the
face of life’s ambiguities, inducing greater happiness.!3 The test becomes an occa-
sion for self-development and strengthened consciousness of the Creator.

Risk sharing by rule adherence allows risks to be spread and reduced for
market participants. Those who are able can mitigate uncertainty by sharing risks
with fellow humans in market exchange. If some individuals are unable to
participate in risk sharing through market exchange because of poverty, or, in
general, for lack of sufficient resources for market access, the more able are
ordained to share risks of the less able through compliance with the redistribu-
tive rules. Following the ordained rules reduces substantive (ontological and
epistemological) uncertainty and enables humans to make rational as well as
moral decisions. We interpret this “reduction” in the same sense as Frank Knight’s
and Herbert Simon’s observations on economic decision-making in uncertainty
within the “practical finitude” of available and utilized information and with
“procedural rationality” of limited human cognition (Knight 2002; Simon 1976).

Institutional Development, Trust, and Uncertainty

Institutional Development, Behavioral References, and Uncertainty

Knight's examination of “Structures and Methods for Meeting Uncertainty
(2002, chapter VIII) can be summarized as increasing accumulation of data
(sampling) and scientific knowledge (modeling), along with consolidation and
specialization through large-scale organization of economic activity. Consolidation
of economic activity in large corporations, in which hierarchical production
decisions can be exercised more efficiently and effectively, reduces uncertainty
and transforms it into measurable (and therefore, priceable) risk, so new markets
are created. Similarly, uncertainty is consolidated and its costs are diversified
through integrated (grouped) and specialized markets and business organizations
(insurance, banking, financial investment markets); thus, decision makers “shift”
uncertainty by transferring it to specialists. Central to this process of reducing
uncertainty are legal guarantees for private property and contractual freedom

”
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that improve the prospects for control of resources (wealth) over time. Of
course, consolidation, specialization, and systemic control of economic decisions
and resources are the main underlying characteristics that define robust market
institutions. Knight's main thesis is that such market institutions emerge mainly
to deal with uncertainty. Reducing uncertainty through institutional grouping is
at the core of social and economic development. It is progress.

Douglass North and others have posited that institutions serve two basic
functions. First, they provide the right incentives to invest with appropriate
protections (property rights). Second, institutions help reduce uncertainty in the
Knightian sense by excluding many possible events, or by restricting their range
(inconsistent and arbitrary rules responses). Oliver Williamson also underscores
the role of institutions in shaping and regulating human behavior in uncertainty,
implied by incomplete contractual situations. Nevertheless, substantive uncer-
tainty persists, although reduced by institutional development. Martin Shubik
(1978) emphasizes that uncertainty (especially about low probability events) is
pervasive even in most orderly societies with strong institutions.

Robert Sugden (1989) stresses that human behavior, guided by norms and
conventions, goes well beyond the predictions of game theory. Human behavior
is the result of an evolutionary process that establishes successful common
strategies, based on common experience for rules and conventions or moral,
social, and institutional heuristics.14 Psychological and behavioral evidence indi-
cates that trust, reputation, cooperation, fairness, referencing, or anchoring to
beliefs matter in decision making significantly, both at the reflexive and reflective
levels.t> As Herbert Simon (1976) suggests, “decision processes, like all other
aspects of economic institutions, exist inside human heads” (146). On human
cognition and rational behavior in uncertainty, the psychologist Gerd Gigerenzer
(2007) argues: “Intelligence means taking bets, taking risks” (42). On the role of
morals, Gigerenzer leans on the Chomskian interpretation: “Humans have an
innate capacity for morals just as they do for language... Moral grammar... can be
described by rules-of-thumb” (185). Along Sugden’s lines, Gigerenzer (2007)
underlines that “good intuitions must go beyond the information given, and
therefore, beyond logic” (103). At this juncture, we suggest that a fundamental
factor that lies beyond logic is faith.

In this light, a basic function of institutions and behavioral references is reduc-
ing uncertainty by instilling and preserving social trust. Cultural values and mor-
als matter significantly in shaping institutions, market interactions, and economic

performance.1¢

The Role of Rationality and Morals in Uncertainty

From the point of view of ethics, immoral economic behavior in an environment
of certainty poses little philosophical challenge. With perfect foresight, economic
circumstances and decision outcomes would be known perfectly, including intent
for behavior deemed immoral by the standards of prevailing and enforced social
mores. Immoral intent, now or in the future, would be caught and prevented
before it would become immoral behavior. Thus, moral behavior would be
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ensured over time and, in the spirit of neoclassical dynamic optimization models
with perfect foresight, it would be possible to attain an efficient and moral
economic equilibrium. But in uncertainty, immoral intent is not known ahead of
time to be corrected and sanctioned before intent becomes behavior. Economic
agents’ behavior cannot be known with precision or may even be unknowable.
Information becomes a commodity that can be hoarded and not shared. It is
therefore possible for immoral economic agents to acquire a competitive advan-
tage to reap rents from imperfect knowledge and asymmetric information. The
role of morals in economic interactions becomes analytically substantiated in
uncertainty.

How do morals fit in the analysis of human economic behavior in uncertainty?
It turns out that homo economicus is not only the self-serving robot, as usually
assumed in neoclassical theory. Behavioral evidence about his or her nature is
gaining increasing acceptance in economic analysis. She dislikes uncertainty,
thinks in terms of narratives she constructs, and uses fallible heuristics to make
decisions. She has passions; needs moral, social, and institutional references and
guidance; and has a sense of justice.” In that light, homo economicus is also homo
ethicus—but this is not a Dr. Jekyll and Mr. Hyde type of personality. The two
aspects of her character coexist, but not to the detriment of each other: they are
symbiotic; they complement each other. Axiomatically accepting only the
economicus aspect of human economic behavior is the fundamental heuristic bias
peculiar to neoclassical economics that renders the decision maker an inhuman
robot. Her behavior is precisely defined in order to obtain precise equilibrium
solutions, but at considerable expense of realism (Frydman and Goldberg 2007;
Sargent 1993). The question is not whether the economicus aspect of human
nature explains observed economic behavior and outcomes better than the
ethicus aspect. It is whether both the economicus and ethicus aspects explain
more—perhaps in that order.

The red line neoclassical economics draws between rationality and morality is
often blurred in reality. Itzhak Gilboa, Andrew Postlewaite, and David Schmeidler
(2009, 289-90) note: “One may adopt an a priori axiomatic approach, subscrib-
ing to a set of rules that by definition dictate the ‘right’ thing to do, moral or
rational.” But it is impossible for individuals to be consistent in adhering to those
moral or rational rules in all circumstances. A given set of circumstances that has
led to one decision or another is never replicated over time, so adherence to both
moral and rational rules is compromised by sometimes violating them.
Consequently, decision dilemmas may arise where “benevolence” might yield a
code of behavior that is acceptable, “or at least a step in the right direction.” We
take the liberty of interpreting right as moral.

Compromising moral and rational rules of behavior is an inevitable consequence
of limited human cognitive abilities, limited information, and substantive
uncertainty. Faith-based rules cannot muster uncompromising moral economic
behavior in obeying the rules and eliminate decision uncertainty in all circum-
stances. However, moral behavior that faith exhorts is not an altruistic reification
of human behavior that guarantees complete commitment to rules. The Ten
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Commandments are not in denial of human proclivity for immoral behavior but
in recognition of it. But trust in moral behavior is a part of everyday life in
exchange and contracts, no matter how simple or sophisticated markets may be.
Thus, faith-based rules have a market function. We interpret the economic role
of Islamic rules as rather a frame of reference that guides moral market behavior
than one that can actually achieve it completely. But those rules have a claim to
pointing the way to gains from moral economic behavior, to the extent that
humans can stay committed to them, perhaps beyond logic.!® Given human
frailties and proclivity for temptation by greed, faith-based rules, with their
millennia-old traditions and deep hold on the human mind, urge decision makers
to pursue moral market behavior in the face of uncertainty. There is economic
value to a moral frame of reference.

Evidence from behavioral economics is not entirely encouraging about the
wisdom of economic decisions of average individuals. This appears to be
especially true for decisions made in uncertainty over time (Tversky and
Kahneman 1999). Humans display persistent biases in not making the “best”
decisions over and over again. There are repeated decision patterns that are
flawed, and they create negative externalities for the society as a whole (low
savings, low health insurance coverage, excessive debt). As Thaler and Sunstein
(2008) extensively document, some paternalistic “nudges” help in inducing
better preferences with long-term consequences (such as a nudge to choose a
higher savings plan for retirement, and higher health insurance coverage for old
age). Nudges appear to reduce decision uncertainty by appropriately framing
choice alternatives and steering decision makers away from errors in decision
making when choices must be made with limited information and often in
ignorance. Thaler has coined the term “libertarian paternalism” for policies that
provide such guidance but also offer alternatives to give the individual freedom
of choice. Ultimately, the determining factor for the individual’s decision is his
trust in the wisdom of paternalistic nudges made in good faith. Faith-based
rules can be interpreted similarly, even though they often urge rather than
nudge, and sometimes narrow down decision alternatives to one. This is not
strictly in the libertarian spirit. But as for trust in the wisdom of guidance, the
notion of God as a father or a mother figure or a shepherd is not without foun-
dation in uncertainty.

Trust and Contacts in Uncertainty

Explicit contracts codified under the law guide economic behavior by defining
the relationship and obligations of the parties involved, by enforcing commitments,
and by sanctioning errant behavior. In addition, established goodwill and reputa-
tion play a fundamental role in structuring contracts. But in modern economies,
contracts are generally impersonal, signed between parties who are not intimately
familiar with each other, and they are executed on the faith that the governing
contract law will treat possible disputes fairly under the impartial cloak of
anonymity. It is not a coincidence that even third parties prefer committing to
contracts and resolving disputes under the contract laws of countries that have a
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justified reputation for impartiality and for strong and expeditious enforcement
that reduces uncertainty surrounding legal outcomes.1?

Furthermore, economic agents, consciously or unconsciously, also rely on
numerous implicit contracts on a daily basis—some as quotidian as buying food
on the goodwill that it is uncontaminated or the scale is not rigged. From an
institutional point of view, a strong regulatory environment reduces uncertainty
about outcomes of implicit contracts, along with established good reputation.
But implicit contracts, like explicit contracts, ultimately rest on trust in moral
behavior of the parties engaged in economic exchange. In the final analysis, no
contract is complete. Moral behavior and trust make the epoxy that fills the holes
and makes contracts more complete.

It can be argued that social norms that serve as decision frames, faith-based or
not, are malleable with respect to individual interpretation and opportunism.
Norms do not provide a well-defined legal context that prescribes clearer—or at
least less ambiguous—rules. However, the law is also an incomplete contract, and
social norms and morals make it more complete. Rules codified by law are unam-
biguous to the extent they engender trust among those who are subject to it.
Without well-functioning and trusted legal institutions, laws can be and are
applied arbitrarily and opportunistically. Trust in independence of courts from
political and other influence is a valued social asset, and lack of it creates great
ambiguities. Contracts being incompletely defined and enforced by law, an estab-
lished moral code—by norm, convention, and faith—that is shared by contract-
ing parties is of paramount importance to urge preferred economic behavior.

Contracts, Islamic Market Principles, and Uncertainty
O you who truly believe! Fulfill all contracts!

Qur’an 5:1

Observing the ordained rules of moral market behavior embedded in the
Abrahamic traditions can mitigate uncertainty. Moral market behavior is a fun-
damental exhortation of Islam. The fundamental prescriptions and exhortations
in the tradition of the Qur’an and the Messenger serve to reduce uncertainty.
Among them, commitment to contracts is central. The strong emphasis the
Qur’an places on the need to fulfill the terms and conditions of covenants can be
appreciated better when trust is viewed as social capital.

Contracts are procedural means of coming to terms with uncertainty. They
allocate risks by specifying the obligations of each party in anticipated future
states and remedies for breach of contract. Generally, there are three motives for
entering into contracts: sharing of profit and risk, alignment of incentives, and
minimizing transaction costs. To align incentives, one party (principal) enters into
a contract with another (agent) through which incentives are created for the
agent to take actions that serve to maximize the joint surplus of the contracting
parties.20 There is an organic economic relationship between contracts and trust.
When and where trust is weak, complicated and costly administrative devices are
needed to enforce contracts (cost associated with search for information,
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bargaining, contract negotiation and renegotiation, enforcement). Without trust,
especially long-term contracting becomes limited, and parties to exchange opt
for the spot market or short-term transactions and investments. Consequently,
there is narrower market exchange, less market participation, less long-term
investment, and lower economic growth (see Cizakca 2011 for a historical
review in the Islamic context).

Islam anchors all social, political, and economic relations on contracts. The
fabric of Islam’s institutional structure is contractual in its conceptualization,
content, and application. According to the Islamic law, the essence of a contract
is commitment to its terms and conditions as prescribed by the Qur’an. The very
foundation of contractual obligations is the primordial covenant between
the Creator and humans (7:172-73). The Qur’an urges the believers to fulfill this
covenant (6:152). The believers are ordered to be faithful to their covenants,
contracts, and promises, and to what has been placed in trust with them as the
shepherd protects his flock (2:172; 16:91-92; 17:34; 32:8). The believers are not
to treat obligations of contracts lightly. They will take on contractual obligations
if and only if they intend to fully honor them (Mirakhor and Hamid 2009).
Moral hazard is addressed, as each and every party to a contract is ordained to
remain faithful to the obligations assumed under the contract.

Islamic Contracts and Risk Sharing

The starting point of this discussion is the most important verse of the Qur’an
from the economic point of view (2:275). It establishes what can be referred to
as the fundamental principle of an Islamic economy. The verse ordains the pro-
hibition of interest-based debt contracts, and instead prescribes exchange-based
contracts.

Exchange-Based Contracts and Risk Sharing
Interest-based debt contracts do not involve exchange of full property claims.
They create a property claim for the lender on the property claims of the bor-
rower in the amount of principal and interest, whether or not repayable ex post.
Exchange-based contracts create a property claim on the principal and a portion
of profits of the borrower before and after profits or losses are realized. Thus, in
exchange-based contracts, the contracting parties share the risks of the transaction
not only ex ante but also ex post. This is the basic principle of Islamic finance.
The lender is affected by bad outcomes ex post in interest-based contracts, as
well. In the event of default, the lender loses money ex post; however, the
lender’s initial claim on the borrower continues. Bad debts can be settled through
renegotiation of the terms, as is often the case. But this is a costly process because
it involves renegotiation and litigation costs and risk of bankruptcy for both
the lender and the borrower. For example, as housing values plummeted in the
United States during the recent financial crisis, many mortgagors (even wealthy
ones) defaulted on purpose.2! They had a strong economic incentive to do so
because the collateral value of their property had fallen significantly below the
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discounted mortgage loan value. Post-contract events made forcing foreclosure
by the borrower economically sensible. Contracts that would have incorporated
ex post market conditions might have averted or reduced such collateral costs by
enabling ex post risk sharing between lenders and borrowers: for example, by
incorporating as a rule the terms of adjustment of the mortgage loan obligation
(both in the principal and interest) in relation to the realized value of the
property.2

In exchange-based contracts predicated on risk sharing ex ante and ex post,
both the lender and the borrower are entitled to the realized profit or liable for
the realized loss according to their shares specified in the contract. Islamic con-
tracts are also in the realm of Knightian uncertainty ex ante, but contractual
obligations for risk sharing continue after the outcomes are realized and uncer-
tainty is resolved. Thus, risk sharing is not truncated at the point of contracting.

This arrangement may have some fundamental beneficial effects. First, it may
reduce uncertainty aversion because benefits and costs of unanticipated out-
comes are shared between parties after the resolution of uncertainty. Second,
because of reduced uncertainty aversion, many new areas of investment may
become profitable and new markets are created to the benefit of entrepreneurs
and the society. Third, such contracts may reduce transactions costs involved in
ex post contract enforcement. Fourth, economic volatility may be reduced
because investments discontinued in the event of a shock may be continued; for
example, many mortgagors may prefer servicing lower principle and interest pay-
ments, instead of opting for foreclosure, with beneficial collateral effects on hous-
ing maintenance and other household services, schools, and shops—and by and
large, on happier neighborhoods and happier lives. Fifth, it may reduce predatory
lending, observed amply in the case of subprime mortgages that triggered the
2008 crisis. Similarly, profligate consumer credit at rates verging on usurious in
some cases—especially for the cash-constrained poor—may be curtailed.Z®
Finally, such contracts may be more parsimonious because they reduce the need
for creating complex instruments such as derivatives for ex ante and ex post risk
sharing (hedging), which might increase risk exposure because of their
complexity.

We see no reason that conventional financial instruments cannot be designed
to accommodate to some extent ex post losses and gains that are unanticipated
ex ante.? In general, such contracts would be Islamic in nature, provided that
they are based on direct property claims. Derivatives, at least in theory, are
contracts that facilitate broader risk diversification by hedging ex ante against
possible outcomes ex post. The recent financial crisis teaches us that derivatives
are vulnerable to speculation reflecting increasing complexity created by many
generations of derivatives of derivatives and marketing to a fractal of counterpar-
ties. In the absence of a clearing house, it is difficult if not impossible to know
who owes what to whom. Counterparties have little understanding of derivative
asset values, much less knowing who owes what to whom. Thus, intrinsic values
of derivatives become ambiguous, or at least hard to price. In the process—
borrowing the term from Karl Marx—"“fictitious capital’ is created, representing
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only putative property claims far removed from the original direct claims on real
goods and services. This results in a decoupling of the financial and real sectors
and increases ambiguity of risk exposure. The chain reaction resulting from
diminished trust in one link quickly cascades into financial panic and abruptly
deflates derivative asset values. On the upside, derivatives diversify risk on a
broader scale; on the downside, their complexity and the associated ambiguity of
their market value increase risk exposure.

Complexity and Risk

Complexity is unavoidable in the modern economy, but simplification of con-
tracts can make them less ambiguous, more transparent, and easier to understand
and to act on. Vito Tanzi (2007) goes further to argue that there is a trade-off
between progress through increased complexity and the cost of systemic failures
arising out of complexity. For example, a nuclear reactor is a very complex
system that produces energy at low cost but, even with a small probability, its
systemic failure can create insufferable social costs. Complexity also facilitates
obfuscation by insiders for self-gain and exploitation of asymmetric information
to reap economic rents. As the old Turkish proverb goes, “The wolf likes murky
weather.” Asset managers can exploit complexity in the assessment of asset val-
ues. As manager compensation appears to be in increasing but not in decreasing
proportion to asset values, the “it is what I say it is” approach to pricing complex
assets seems to serve managers very well. Unsophisticated investors can take risks
they do not understand because of their complexity. Simpler financial instruments
are likely to reduce uncertainty, although at the cost of less risk diversification.
But benefits from risk diversification by complex financial instruments need to
be weighed against great costs of systemic failures they can cause.

The relative advantage of the parsimonious simplicity of Islamic risk-sharing
contracts becomes clearer when they are juxtaposed against derivatives. A simple
contract predicated on direct claims on real goods and services is less ambiguous
for both the lender and the borrower because the parties know first-hand who
owes what to whom and how claims and obligations will be adjusted to realized
outcomes according to the rules. Islamic rules prohibit derivatives because they
are not predicated on direct claims on real goods and services. If further risk shar-
ing is desired, more parties may be involved directly in the contract subject to
the same rules, and each party knows the claims and obligations of other parties.
The clearinghouse is the contract.

The stock market is an example. While large and impersonal, the stock market
pools adequate information about the distribution of direct claims on assets
representing real goods and services. Listed companies, subject to shareholder
approval, can issue more stock or reduce outstanding stock and adjust dividend
payments as it suits their profitability and risk diversification purposes. Risks are
directly shared ex ante and ex post. Participation in the stock market is not
prohibited under the Islamic rules, and there are active markets in most
predominantly Islamic countries.
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Economic Development, Financial Stability, and Contractual Forms:

A Historical Perspective

Kuran's (2011) remarkable thesis about the historical inadaptability of Islamic
contractual forms deserves due attention. Kuran asserts that, following the matu-
ration of Islamic contractual forms to accommodate large-scale exchange and
trade along with the expanding global reach of Muslim countries, those forms
exhibited little evolution for centuries. Islamic contractual forms remained
personal in nature, unable to outlive the original investors, which deterred long-
term capital accumulation on a large scale. Shari’ah-based inheritance laws, pro-
viding for division of accumulated capital between many heirs and claimants,
became a hindrance to more permanent capital accumulation. In short, those
contractual forms were unable to adapt to perform the basic function attributed
to strong institutions of providing incentives for capital accumulation and
investment. In contrast, in the West, new contractual forms (such as corporate
law) and inheritance laws were developed to facilitate innovative techniques of
industrial organization that accommodated and incentivized impersonal and
large-scale risk pooling, long-term capital accumulation, and investment. This
path-dependent “long divergence” led to the less developed state of Muslim
economies relative to the West as an unintended but incrementally cascading
consequence of Islamic law over many centuries.

Kuran's thesis invites a counterpoint. Impersonal contractual and organizational
forms appear to be intrinsically prone to economic crises by creating informational
requirements that cannot be resolved even by the most advanced information
flows in modern markets. The history of Western economies based on contractual
forms that have enabled growth is replete with frequent and disastrous crises.
Kuran marks the beginning of modern economic growth around 1750.
Accordingly, a reasonable conjecture is that industrialization in the West emerges
as of the beginning of the nineteenth century and the economic rise of the West
relative to the predominantly Muslim countries gains momentum around 1800,
with that disparity growing well into the twentieth century. On the history of
banking crises, Carmen Reinhart and Kenneth Rogoff (2009, appendix A.3,
344-47) report the data summarized in table 3.1.

From 1800 to 1914, all banking crises are in non-Muslim countries and mostly
in those that now make up the top list of high-income Western industrial
countries (others include the remaining Western European industrial countries of
today and Canada). The top five high-income non-Muslim countries are the
largest Western economies, where impersonal contractual forms and large-scale
industrial organization were developed early on. The United States scores
10 crises (every 12 years), the United Kingdom scores 9 crises (every 13 years),
and France scores 7 crises (every 16 years). Germany, a relatively late bloomer in
industrialization, scores 3 crises (every 11 years) from 1880 to 1914. Another
late bloomer, Japan, scores 3 crises (every five years) from 1901 to 1914.
Including other high-income countries, there were 55 crises from 1800 to 1914.
On average, that corresponds to a crisis about every two years (25 months).
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Table 3.1 Banking Crises in Predominantly Muslim and Non-Muslim Countries, 1800-2008

Numberof Numberof Numberof Number Number Number Number of
crises crises crises of crises  of crises  of crises crisesP
Historical periods 1800-2008 1800-1979 1800-1914 1915-29 1930-69 1970-79 1980-2008
Years in period 209 180 115 15 40 10 29
Total 285 137 73 23 32 9 148
Muslim? 25 1 V] 1 V] 24
High-income 0 0 0 0 0 0
Middle-income 14 1 0 1 0 13
Low-income 1 0 0 0 0 11
Non-Muslim 260 136 73 23 31 9 124
High-income 124 89 55 14 16 4 35
France 9 8 7 0 1 0 1
United
Kingdom 15 1 9 0 1 1 4
United
States 12 10 10 0 0 (0] 2
Germany 6 6 3 1 1 1 0
Italy 10 6 1 2 0 1
Japan 6 5 3 2 0 0 1
Other 66 40 17 10 11 2 26
Middle-income 100 41 16 7 14 4 59
Low-income 36 6 2 2 1 1 30
Average number of months between crises
Historical periods 1800-2008 1800-1979 1800-1914 1915-29 1930-69 1970-79 1980-2008
Months in period 2,508 2,160 1,380 180 480 120 348
Total 9 16 19 8 15 13 2
Muslim? 100 - - - - - 15
High-income - - - - - - -
Middle-income 179 - - - - - 27
Low-income 228 - - - - - 32
Non-Muslim 10 16 19 8 15 13 3
High-income 20 24 25 13 30 30 10
Middle-income 25 53 86 26 34 30 6
Low-income 70 360 690 920 480 120 12
In percent of total
1980-2008 Average  World Bank
Number of Number of Number Number percapita Governance
crises crises Number of of Number of income, Index,
Historical periods 1800-2008 1800-1979 crises countries of crises  countries 2008° 20084
Total 100 100 100 100 12,500 49
Muslim? 9 1 16 17 100 100 3,114 33
High-income 0 0 0 0 0 0 - -
Middle-income 5 1 9 8 54 47 5,693 38
Low-income 4 0 7 9 46 53 793 28

table continues next page
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Table 3.1 Banking Crises in Predominantly Muslim and Non-Muslim Countries, 1800-2008 (continued)

In percent of total
1980-2008 Average  World Bank
Number of Number of Number Number  per capita Governance
crises crises Number of of Number of income, Index,
Historical periods 1800-2008 1800-1979  crises countries  of crises  countries 2008° 20084
Non-Muslim 91 929 84 83 100 100 14,439 52
High-income 44 65 24 27 28 33 36,895 83
Middle-income 35 30 40 32 48 38 5,527 45
Low-income 13 4 20 24 24 29 1,039 27

Sources: Reinhart and Rogoff 2009, appendix A.3, 344-47; World Bank; Organization of Islamic Cooperation for percentage of Muslim population
in total; and authors' calculations.

a. Countries with a Muslim population of 60 percent or more in total. For both Muslim and non-Muslim countries high-, middle-, and low-income
categories are based on the following World Bank definition: high income is greater than $12,276 per capita; middle income is between $1,006
and $12,275 per capita; and low income is less than $1,005 per capita.”~" indicates zero or near zero crises during the period.

b. Excludes two high-income countries (one Muslim, one non-Muslim) that are oil producers with small populations from the total number of
crises; each had one crisis, so their exclusion does not appreciably bias the results.

c.In current US. dollars."~"indicates that available data are not presented because no crisis is reported for a high-income Muslim Country during
the periods examined.

d. Higher number indicates better quality; simple average of six governance categories: voice and accountability; political stability; government
effectiveness; regulatory quality; rule of law; and, control of corruption.”~"indicates that available data are not presented because no crisis is
reported for a high-income Muslim country during the periods examined.

When the non-Muslim low- and middle-income countries that inherited or
adopted Western contractual forms and market institutions (no doubt in varying
degrees of effectiveness) are included, the number of crises rises to 73, corre-
sponding to one crisis every 19 months. A predominantly Muslim country,
Turkey (classified as middle-income then), makes its debut in 1931, after adopt-
ing most Western financial and contractual forms following the foundation of the
Republic in 1923 and even earlier in the decades before by the Ottoman Empire.
The picture is essentially the same during the 1800-1979 period. Nearly
100 percent of bank crises occur in non-Muslim countries, with high-income
countries accounting for 65 percent of them.

But the picture changes dramatically from 1980 to 2008. There were 24 crises
in low- and middle-income Muslim countries, which accounts for 16 percent of
the total number of crises, corresponding to one crisis every 15 months. This is
the period when banking sector reforms and liberalization were undertaken by
Muslim countries through integration with the Western financial markets and
consolidation of the Western banking standards and practices. During that
period, non-Muslim low- and middle-income countries score 89 crises, which
accounts for about 60 percent of crises, corresponding to one about every four
months. For these countries as well, this was the period of financial sector reform
and liberalization and integration with mature financial markets. Mature
markets—high-income non-Muslim countries—also had their share of woes
during this period. They score 35 crises, amounting to 24 percent of total, or one
crisis every 10 months.

On the scale of World Bank Worldwide Governance Indicators, mature
markets display by far the highest institutional quality compared to Muslim and
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non-Muslim middle-income countries from 1980 to 2008. The same is true for
some indicators of financial development. Nevertheless, mature markets’ share in
crises is higher than the Muslim countries’ share.2> It appears that mature
markets also have some reforming to do to improve financial stability, including
reforms to correct some flaws in the prevalent contractual forms that govern
modern financial markets, as observed in the course of the financial reforms
undertaken in the United States following the 2007-09 financial crisis.

The data are not controlled for many important factors, such as the degree
of banking sector liberalization, capital mobility, exchange rate stability, fiscal
and external balances, oil-rich Muslim countries’ ability to avert banking crises
with their vast financial resources, and so on (Reinhart and Rogoff provide a
brief background). But the data permit an informed judgment: The high
frequency of banking crises points to a systemically crisis-prone nature in
impersonal large-scale financial institutions and underlying contractual forms
that have evolved in the West and have subsequently been adopted by Muslim
countries. Living dangerously has its rewards and punishments, as Muslim
countries learned later.

From 1980 to 2008, Muslim and non-Muslim countries’ shares in crises and
in the country count are not appreciably different. Again the caveat applies that
this comparison is unrefined because it does not control for many other factors
that underlie banking crises. But it strongly suggests that religion has not been a
significant factor in banking crises in the last three decades. The cause of crises is
institutional. Financial practices and institutions developed in the West have been
adopted or inherited by both Muslim and non-Muslim low- and middle-income
countries in varying degrees of effectiveness in the course of their economic
development. In the last two to three decades, those countries have become
much more integrated and consolidated their financial arrangements and
instruments with mature markets. Consequently, active financial markets in both
middle-income Muslim and non-Muslim countries have emerged, attracting
significant financial capital from global markets. Many of the middle-income
Muslim and non-Muslim countries in the sample are emerging markets. Evidently
those countries have also inherited or adopted something else: financial instabil-
ity. The impersonal nature of financial markets and underlying contractual forms
that enable large-scale risk and capital pooling and hence economic development
appear to be systemically prone to financial crises in both predominantly Muslim
and non-Muslim countries.

Broadly, the data point to a trade-off between benefits from the development
of complex financial instruments and underlying contractual forms and great
costs of the systemic failures they can cause. Innovations in modern contractual
forms based on Islamic principles that exhort ex ante and ex post risk sharing and
personal liability—at least at the managerial level—may help improve financial
stability and decrease moral hazard in making high-risk bets with other people’s
personal money entrusted in impersonal fiduciary responsibility and due
diligence. Such innovations may have global economic value.
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Risk Sharing Rules and Financial Crises
Predatory competition in financial markets is not a barbaric relic of the past. The
financial crisis that erupted in 2007-09 shows how in various ways—previously
unimagined, much less predicted—economic agents, and even regulators, were
fooled by those who had asymmetric information. The belatedly well-known
examples are creative bookkeeping to mask off-balance sheet liabilities; collusion
between the rated and rating agencies; oblivious indifference of regulators to
fulfilling their public fiduciary responsibilities and mandated duties; outright
fraud; and, last but not least, the outright failure of market professionals and their
sophisticated methodologies to assess derivative risks associated with complex
financial products and their reckless marketing, taking advantage of investors’
trust. A fundamental cause of the 2007-09 financial crisis is the negligent,
immoral, even criminal behavior of some actors. This is a breach of fiduciary
responsibility and trust, with obvious disastrous consequences. It is not compat-
ible with the commonly shared morals that guide economic behavior across
many cultures and faiths. A lot of valuable social capital was lost in that financial
crisis. 28

Industrial organization in the form of corporations shields shareholders and
managers from personal liability under bankruptcy laws. In Knight's sense,
“grouping” through corporate organization “shifts” uncertainty to specialists and
promotes informed risk taking and investment. But most corporate shareholders
are passive participants, and they are not knowledgeable in managing the large
entity in which they are invested. Does the corporation also promote excessive
risk taking by managers with other peoples’ money??Z Can a measure of ex ante
and ex post personal liability for managers be an effective safeguard against crises
and lower their frequency? There are compelling arguments for self-regulation in
financial markets and against government regulation whose unintended conse-
quence may be stifling financial innovation, apparently reflecting public
regulators’ inability to keep apace with market developments. If so, can contrac-
tual forms of ex ante and ex post risk sharing be more effective and less costly in
ensuring economic stability than top-down regulation and ex post litigation?

Such questions have been widely debated following the recent crisis in the
process of formulating the sadly ex post financial reform legislation in the United
States. The fundamental themes include: letting financial firms bear the costs of
bankruptcy and liquidation instead of bailing them out with taxpayer money,
since taxpayers are not direct participants to failed investments; discouraging
excessive (fictitious?) financial expansion before it becomes too big to fail;
limiting the increasing complexity of financial instruments that obfuscates the
value of direct claims on investment; transparency and accountability for deriva-
tive trading to prevent managers from making enormous bets with other peoples’
money; claw-back of manager compensation in the event of egregious failure of
judgment in risk taking in order to shift performance evaluation focus from
short-term reward for short-term profit to long-term reward for long-term
success in ensuring growth and stability; directly bearing at least a minimum
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margin of credit risk (5 percent or more) for marketing asset-backed securities to
third parties; and prohibiting bank participation in third-party investments using
the money of depositors who are not direct parties to such investments (the
Volker Rule). The main thrust of those themes is urging direct ex post liability
and accountability for risks taken ex ante.

Moral Commitment to Contracts and Arrow-Debreu Securities

If contracts could prespecify terms to mitigate all future contingencies by means
of Arrow-Debreu type of risk-sharing securities (see chapter 1), then risks would
be allocated efficiently among market participants in accordance to the risk-
bearing ability or risk preference of each participant (Arrow 1971). We observe
an interesting theoretical convergence between the economic function of moral
commitment to contracts and Arrow-Debreu securities. Moral commitment pro-
vides a normative solution for resolving uncertainty, while the Arrow-Debreu
conjecture provides a positivist solution to the satisfaction of the axioms of the
utilitarian paradigm. It can be argued that derivative Arrow-Debreu securities
can be created to eliminate risk on risk of breach of contract on contract, and so
on, ad infinitum. We think such a conjecture of a fractal of contracts on contracts
to cover risks on risks is not simply a technical matter that can be resolved by
taking the limit to infinity in order to establish a theoretical equilibrium in
uncertainty. In reality, Zeno makes it to the end of his run. Economic agents
strike incomplete contracts, and the economy moves on within the practical
finitude of assessing future contingencies in finite time. Ultimately, as incomplete
as it may be, it is trust that reduces substantive uncertainty to a practical level
that can be resolved by procedural rationality.28

Decision Flexibility and Uncertainty

The economic value of flexibility in investment decisions has been recognized in
the literature. Koopmans (1964) notes that, in real life, a sequential decision
problem is never realized in full detail as a completely spelled-out program.
Future opportunity sets cannot be anticipated in full detail because of uncertainty.
An early discussion of economically significant benefits from flexibility is by
Marschak and Nelson (1962). They argue that flexibility comes at a cost, such as
the cost of accepting lower payoffs or the cost of delaying some payoffs into the
future. They propose a measure of flexibility in decision making according to
which the more the decision maker expects to learn from each decision outcome,
the more she values flexibility. Sequential decision programs are ambiguous over
time, and more so as the time horizon becomes longer. Along those lines, Kreps
(1992, 1999) points out that learning from the consequences of a particular
decision may diminish ambiguity over time.

Dixit and Pyndick (1994) emphasize that most investments take considerable
time to implement and investment decisions are often irreversible: at least,
significant costs are associated with reversal that may exceed the cost of waiting.
Furthermore, multistage investments cannot be implemented all at once, and
such investments may stall at least for a time or even be abandoned. Investments
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are compound prospects. Splitting multistage investments, or implementing
them as segmented decisions over time, as opposed to once-and-for-all decisions
with an ex ante commitment for the entire time horizon, gives investors the
option of continuing or halting or abandoning an investment to hedge against
uncertainty over time, and decision makers may be willing to pay for such
flexibility. Flexibility has option value. Those authors conclude with the provoca-
tive observation that investment may be much less sensitive to interest rates and
taxes than to uncertainty in the economic environment over time. We take the
liberty of extending that conclusion by emphasizing that investment may be
much less sensitive to interest rates and tax policies than to trust.

We have already referred to Kuran’s (2004a) observations on decision flexibil-
ity in business contracts under Islamic law. Islamic contractual forms with ex ante
and ex post risk sharing allow for decision flexibility and a formal framework for
renegotiation in the face of unanticipated outcomes, as uncertainty is resolved.

Economic Justice in the Islamic Context and Uncertainty

Environed as we are by risks and perils, which befall us misfortunes, no man of us is in
a position to say: I...am sure... I shall never need aid and sympathy.” At the very best,
one of us fails in one-way and another, if we do not fail altogether. Therefore the man
under the (falling) tree is the one of us who for the moment is smitten. It may be you
tomorrow, and 1 the next day. It is the common frailty in the midst of a common peril,
which gives us a kind of solidarity of interest to rescue the one for whom the chances of
life have turned out badly just now.

William Graham Sumner (What Social Classes Owe Each Other, 1883, 158)%2

We observe an interconnection between Knightian uncertainty and the veil of
ignorance conjecture advanced by John Rawls in his seminal work, A Theory of
Justice (1972). Rawls’s core argument is the following: Given an initial stratum
of income distribution (the “original position”) in which income is distributed
unequally between members of the society, under the veil of ignorance—
uncertainty about one’s relative position in the original income stratum—rational
self-seeking individuals will vote unanimously to establish the lexicographic
redistribution rule. That rule stipulates that income of those at the highest rung
of the stratum is to be distributed to those at the lowest rung until income of all
individuals is equalized. Unanimous vote is the result of rational behavior, with
freedom of choice to the satisfaction of the utilitarian paradigm.

Rawls’s conjecture has been critiqued along three main lines3Y First, some
individuals might surmise to some extent that they are at the higher rungs of the
initial income stratum even under the veil of ignorance. If a modicum of such
information exists, real or imagined, those individuals must be extremely
risk-averse to vote for the lexicographic rule. Second, the rule violates fundamen-
tal property rights on which the free enterprise system is based, and those rights
cannot be subject to popular vote on moral and constitutional grounds. Finally,
equalization of income according to the rule may create severe incentive effects
that stifle economic growth and progress. Those critiques provide a framework
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for our discussion of the fundamental prescriptions of the Qur’'an concerning
economic justice.

Extreme Risk Aversion

The veil of ignorance conjecture should be evaluated not in the context of
prespecified risk but in the context of Knightian uncertainty or even of complete
ignorance (Hogarth and Kunreuther 1997). In the static sense, unless voters
are somehow completely erased of the memory of their original relative income
position, the veil of ignorance is an unrealistic conjecture. But in the dynamic
sense, that conjecture gains credence because voters face ambiguity about their
relative position in states that are far in the future. Theoretically, it seems imma-
terial how far the future is because the lexicographic rule will presumably apply
forever, if adopted. The usual assumption in dynamic optimization models is that
agents care as much for their descendents’ welfare as theirs. Descendants of the
aristocracy, even descendants of defunct royal dynasties, sometimes join the ranks
of the working classes. Presumably, the extreme risk aversion critique is in refer-
ence to some knowable probability distribution of the relative income positions
of voters, now and into an indefinite future. This is unrealistic in Knightian uncer-
tainty. In the dynamic context, that critique is not well placed. The issue is not
risk aversion but ambiguity aversion, which can explain some economic behavior
without resorting to an extreme degree of risk aversion that is difficult to justify
(such as the equity premium puzzle).3! Therefore, the veil of ignorance conjec-
ture can be better substantiated in reference to Knightian uncertainty.

The lexicographic rule is the fundamental and arguably the intemporal
covenant of Rawls’s theory of economic justice. But motivating the unanimous
vote for that rule on the basis of self-seeking rational behavior puts a wedge
between rational and moral aspects of human decision-making. If humans have
an innate capacity for morals, as Gigerenzer (2007) argues, the evolution of that
capacity likely reflects uncertainty about who might need whose charity and
justice now or in the future. If this “moral grammar” can be described by rules-
of-thumb, those rules-of-thumb can be described to a significant extent by rules-
of-faith ordained by Islam and other religions. Islam ordains commitment to
charity and justice. That is the intemporal covenant of economic justice accepted
by the faithful. From their perspective, the individual’s and his descendents’
future economic positions are knowable only to Allah. But uncertainty is reduced
by moral behavior in reference to the Islamic rules under the covenant that char-
ity will meet with charity in this life or in the afterlife.

Redistribution of Wealth as a Violation of Basic Property Rights

According to the Islamic rules, a rather strong but flexible framework emerges to
define economic justice in juxtaposition to property rights. All individuals are
entitled to the resources and riches created by the Law Giver, who is the ultimate
owner. Wealth and property must not be hoarded or wasted, but must be used
in the service of society through investment and circulation in the market.
Temporal wealth is to be shared through voluntary transfers (sadagah) in general
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and the specifically ordained transfers (zakat). Compliance with the rules
governing property rights, particularly sharing, cleanses the property of the rights
of others and renders property claims inviolate and sacred. Thus, redistribution
of wealth according to the prescribed rules does not violate property rights under
Islamic law. The rules of property rights and redistribution are not negotiable and
cannot be subject to vote by the faithful under Islamic prescriptions, much like
Nozick’s (1974) critique that fundamental property rights cannot be subject
to vote on moral and constitutional grounds. Islam leaves free will in the hands
of the individual to accept or decline the prescribed rules for redistribution of
wealth at her own merit or peril at the final judgment of Allah.

Adverse Incentive Effects of Wealth Redistribution

The Qur’an implicitly exhorts that an economic system should generate
growth and prosperity. In application, the Messenger’s implementations were
designed to facilitate that purpose. But the objective of an Islamic system is
first and foremost social and economic justice served by full rule-compliance.
The ordained rule for wealth redistribution is zakat, which is not charity but
one of the Five Pillars of Islam that must be observed by all believers. Zakat
prescribes that social insurance be extended to all members of society, regard-
less of familial, tribal, ethnic, or religious affiliation.32 In this manner, the risk
of reversals of fortune is more broadly shared. Paying for expenses that enable
the needy to earn a living counts toward zakat (education of underprivileged
children; medical expenses of those who cannot afford them; seed money to
start a business for those who cannot access financing; paying for food for the
needy; voluntary work). It bears repeating that wealth transfers through
sadaqah in general and zakat in particular redeem the rights of the needy in
the income and wealth of the economically more able as a corollary of the
Islamic principles of property rights.

Prescribed for all faithful of means, zakat may well be the first of its kind as
an institutionalized form of social insurance at a time when none other than
familial and tribal association provided security for the individual, excluding
charity at the mercy of others. Before the advent of Islam, those insured by tribal
affiliation benefitted from the mutuality of such insurance, but it might not
reliably extend to the indigent who did not belong to a tribe or to those who
were excommunicated. Zakat may even be interpreted as a flat-rate social secu-
rity tax earmarked for redistribution of wealth. Schiller (2003) and McCleary
and Barro (2006) note that zakat was a rudimentary but novel form of social
insurance at the time the Messenger received the revelation. Kuran (2003) argues
that zakat may have been a functional social safety net in an economic system
based on personal exchange to the extent the system was in the Messenger’s
time. Kuran further argues that contemporary market economies are based on a
system of impersonal exchange, and redistribution is carried out through large-
scale and impersonal social safety nets established through legislation and
financed by taxation. Thus, zakat is not an effective institution of income redis-
tribution on a large scale in modern economies.
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Interpretation of zakat as charity rather than an ordained instrument of wealth
redistribution is one reason for the stagnation of its historical evolution as an
effective social safety net in contemporary economies. However, if zakat were
properly considered as a tax earmarked for redistribution of wealth based on the
doctrinal principle of Islam, it could mobilize resources on a large scale similar to
a social security tax (Kahf 1997). Islamic rules by no means prohibit large-scale
organization of income redistribution and poverty relief by the hand of the state
utilizing taxation, welfare payments, health care assistance, subsidies, and other
transfers. At present, such institutional arrangements exist in most Muslim
countries. However, impersonal welfare institutions, while by-and-large functional
under legal sanctions, do not seem to inspire a personal spirit of sharing, perhaps
precisely for the reason that they are impersonal. Taxpayers appear reluctant to
pay personally for impersonal transfers. Donors to charity appear more motivated
by causes for which they have a personal concern, notwithstanding the appeal of
tax deductions that lower their marginal tax rates in many cases. But adherence
to zakat motivated by faith can perform an important function at the personal
level in contemporary Muslim countries. This function of zakat can be ignored,
as much as charity can be ignored in modern economies, although zakat is not
charity but is ordained.33

Market economies predicated on private property and free enterprise cannot
thrive without protections for property rights and without rewards to individual
effort and entrepreneurship. As wealth is redistributed, the collateral impact on
incentives for innovation and investment may be so adverse that the society ends
up with more equally distributed but less total wealth over time. We are
reminded of the failure of command economies ostensibly aiming at income
equality, while creating very little incentive for hard work and innovation. Islam
does not prescribe that temporal wealth is to be divided equally between the rich
and the poor. From the point of view of the donor, this view addresses the prob-
lem of adverse incentive effects that curb wealth accumulation. As noted, wealth
is to be shared not only through prescribed and voluntary giving but also by
enabling those who are not able to access resources or work or education. So, the
rules also address disincentives to work effort by encouraging and enabling work
and enterprise to overcome deprivation and poverty. In this sense, zakat has a
“workfare” aspect. This view of economic justice appears to be incentives-based,
aiming at harmonizing economic justice with incentives. That harmonization is
one of the fundamental issues that preoccupy the contemporary public finance
and labor economics literature, as well as the political discourse on taxation,
welfare, health care, and other transfer schemes.

Research Agenda for Islamic Economics: A Proposal

The broad consensus in Islamic economics is that the Islamic economic principles
are conducive to economic development and they can establish a moral market
order, if applied. However, a cacophony of divergent views on operational specif-
ics has directed the focus of critique of Islamic economics to the applicability of
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some Islamic market principles in modern markets.34 The debate reflects literalist
reading of the codex of market rules instituted during the Messenger’s time
based on guidance from the Qur’an, as well as of the catechisms attributed to the
Messenger by tradition (figh). But undue focus on literalist views makes for liter-
alist critique. There may be some merit to literalist critique because it may serve
to disabuse some students of Islamic economics of the notion that literalist views
must be strictly applicable in modern markets. On the other hand, literalist
critique narrows the scope of comparative analysis of alternative market rules
and institutional arrangements by utilizing the tools of modern economics. An
analogy is the role of quantum physics in enabling a better understanding of the
origins of the universe—but one wonders to what extent quantum physics can
concern itself with the literalist views of creation. Literalist critique of literalist
views of creation by flagging the so immodestly named “God particle” (Higgs
boson) cannot be fruitful. At the literalist level, there can be no meaningful
debate that enhances either the philosophy of science or the philosophy of
religion. Similarly, literalist debate cannot contribute to robust research in Islamic
economics by the standards of the modern discipline.

The burden of critical research utilizing the tools of modern economics falls
on the discipline of Islamic economics, if it is to make contributions to economic
literature with universal appeal. There is an acute need for critical focus on spe-
cific questions that challenge the Islamic economic principles in modern markets
at the analytical level. A critical approach will also be instrumental in developing
institutions that are operational in modern markets and in harmony with the
Islamic principles. It is likely that innovations suggested by critical analysis will
meet with resistance from the literalists. But it is also likely that such innovations
will find wide acceptance among those who subscribe to the Islamic market
principles and wish them applied in modern markets. It is even possible that
some lessons emerge to serve as innovations that can improve conventional mar-
ket arrangements.

At various junctures in this study, we have proposed some areas of research,
including experimental examination of economic behavior in reference to reli-
gion, the significance of faith-based references in decision making in uncertainty,
and efficacy and stability of Islamic contracts based on direct property claims
with ex post and ex ante risk sharing. We think those areas, and myriad others
that have not occurred to us, make for important testable hypotheses for research
that can enhance the corpus of Islamic economics and teach lessons to improve
Islamic market arrangements.

Concluding Remarks

A general case can be made for the economic relevance of faith-based rules. In
particular, the foundational Islamic market principles provide a rule-based
institutional framework that is conducive to economic development. They pro-
tect private property rights and freedom of exchange. They address uncertainty
by ordaining adherence to contractual obligations and other rules for preferred
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market behavior. The rules for ex ante and ex post risk sharing address the
vulnerability of incomplete contracts to unpredictable events and they may
guard against financial instability. The rules aim at harmonizing incentives
with economic justice by ordaining wealth sharing and enabling market access by
the poor.

The fundamentals of economic decline in Muslim countries are richly varie-
gated in their vast complexity and uniqueness in different historical contexts.
Our line of analysis suggests moral and institutional decay as a significant reason
for the decline. There are supporting hypotheses. Chapra (2010) suggests that a
significant cause of the economic decline is path-dependency originating from
violations of the Islamic rules in the first century following the Messenger’s
death. Kuran (2011) also emphasizes path-dependency as shaped by various
historical circumstances that hindered the adaptation of the foundational Islamic
market principles. Scheherazade Rehman and Hossein Askari (2010) have devel-
oped an index of adherence to the foundational principles. They find a low level
of adherence in Islamic countries. Moreover, they note that their index indicates
a higher level of adherence to those principles in the predominantly Christian
developed countries (see chapter 11 in this volume).

The nature and causes of decline of wealth of Islamic nations have long preoc-
cupied historians. That inquiry is likely to be on the research agenda for a long
time to come. We hope for the welfare of the world that answers will inspire
solutions.

Notes

1. Jannaccone (1998) provides a comprehensive review. More recent work includes
qualitative studies by Kuran (2004a, 2004b, 2011) and McCleary (2007); and
quantitative explorations by Barro and Mitchell (2003), Barro (2006), and McCleary
and Barro (2006). Works on Islamic economics by other authors will be cited in the
discussion that follows.

2. The Qur’an explicitly exhorts modesty in clothing. But the extent to which Muslim
women are covered in different Islamic societies greatly varies from a modest heads-
carf to complete covering of hair and body; such variations from society to society
indicate that orthopraxy may have a greater influence on covering than faith. This
may also reflect variations in the interpretations of Islamic exhortations reflecting
cultural differences between societies. Moreover, such orthopraxy is observed in both
religious and secular behavior, such as the signature clothing of the Hassidic Jews, the
business suit and tie, and fashionable clothing and hairstyles of mode de jour.

3. See http://www.worldvaluessurvey.org/.

4. Our expectation was formed along the lines of Guiso, Sapienza, and Zingales (2005),
who found that trust in institutions and law had a favorable impact on some economic
and financial outcomes in industrial countries.

5. Apparently in some support of the secularization hypothesis, for industrial countries
(all non-Muslim), the index values including and excluding religion did not differ at
all. Our finding for Muslim countries is not necessarily attributable to preference
falsification by avowing false fealty to religion for purposes of social and political
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10.

11.

12.

correctness, motivated by, for example, potential gains from networking (Kuran
1995). The Islamic attitude to be content with whatever Allah has granted to indi-
viduals in His ineffable wisdom may be playing a significant role in the survey results
concerning trust. An examination of this widely held Islamic attitude in relation to
entrepreneurial behavior and risk taking might produce interesting results. In a
recent study, Benjamin, Choi, and Fisher (2010) report experimental results on the
impact of religious identity on risk behavior; among other things, they find that
Catholicism decreases risk aversion. The set of religious identities they use does not
include Islam.

. For brevity, only the widely known seminal works and compilations in this area are

cited here: on institutions, North (1991, 1993, 1994); on incomplete contracts,
Williamson (1979, 1985, 2002); on behavior in uncertainty, Kahneman and Tversky
(2000); Kahneman, Slovic, and Tversky (1999); on behavioral finance, Thaler (1993,
2005).

. In the normative sense, we interpret preferred economic behavior as moral behavior. In

the objective sense, we interpret preferred economic behavior as such behavior that
reduces uncertainty and increases individual and social welfare, in the same way the
concept is understood in welfare economics. In the latter sense, Heiner (1983) argues
that the source of predictable behavior is uncertainty; behavioral rules arise because
of uncertainty of distinguishing more preferred from less preferred behavior in market
exchange. Such rules therefore have economic value.

. In contrast, lannaccone (1998, 1474-75) notes that some authors have argued that

early Protestant theologians did not seem to understand markets; however, most were
averse to credit and interest.

. Arrow (1990) notes that rational expectations models are a stochastic variant of the

neoclassical perfect foresight models. For a recent comprehensive critique of rational
expectations hypothesis, see Frydman and Goldberg (2007); those authors underline
that rational expectations hypothesis further assumes implicitly that the expectations
technology of rational agents is not subject to innovation over time. We should add
that rational expectations hypothesis seems to defer knowledge of only the final
outcomes of human behavior in different ages and social contexts to the highest
authority but, with a considerable measure of audacity, it assumes that the distribu-
tions of random error terms are known.

We will refer to Knightian uncertainty as uncertainty or ambiguity, and to simple mea-
surable risk as risk. The term ambiguity, used by Ellsberg (1961), has a hold in the
literature and will be familiar to most readers. The term vagueness is also used in
philosophy, usually in reference to the impossibility of cognitive completeness.
Uncertainty should be distinguished from ignorance, which implies complete lack of
knowledge about possible future events; see Hogarth and Kunreuther (1997).
Uncertainty falls between precisely known probabilities and ignorance.

The following excerpts are from Knight (2002, chapter 2), “Meaning of Risk and
Uncertainty.”

The statistician Bartholomew, in his book God, Chance, and Purpose, (2008, 200-30)
notes: “The development of human freedom requires that there be sufficient space for
that freedom to be exercised. Chance seems to provide just the flexibility required
and therefore to be a precondition of free will. ... It could be plausibly argued that risk
is a necessary ingredient for full human development. It provides the richness and
diversity of experience necessary to develop our skills and personalities.”
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This observation is supported by recent research in neuroeconomics (Camerer,
Loewenstein, and Prelec 2005; Zweig 2007); psychology (Gigerenzer 2007); and
brain science (Linden 2007).

Evolutionary economics literature supports those observations (the seminal reference
is Nelson and Winter 1982). The core argument is that broadly competitive market
systems can emerge (but not necessarily) as a result of social and institutional evolu-
tion within the context of historical conditions, while procedurally rational economic
agents can devise innovative means of exchange to improve efficiency without claim
to the neoclassical axiom of universal rationality and Pareto optimality. Economic
institutions evolve, but not necessarily in a progressive manner. Their evolution also
reflects the evolution of human beliefs, preferences, norms, and practices.

For a review of the evidence from behavioral economics, see Camerer, Loewenstein,

and Rabin (2004).

On various views on the impact of cultures on economic behavior and performance,
see Harrison and Huntington (2000) and Harrison (2006). La Porta and others (1998)
examine a fundamental institutional factor for the protection of equity holders: legal
rules and their historical origins and enforcement. They provide evidence of a negative
correlation between the concentration of equity ownership and investor protection,
based on a sample of mature and emerging markets. Guiso, Sapienza, and Zingales
(2005) define trust as the subjective probability of being cheated by equity issuers
(corporate boards and managers) and by institutions that facilitate and regulate stock
market participation (brokerage houses, hedge funds, regulatory and supervisory bod-
ies). Subjective probability is partly determined by the characteristics of the financial
system, including the quality of investor protection and its enforcement. Evidence
indicates that low trust significantly accounts for low equity market participation and
a low share of wealth invested in equity. In a more recent study, Algan and Cahuc
(2010) find that inherited trust is a very significant determinant of per capita income,
and evolution of trust also has an “economically tremendous” impact on income dif-
ferences between industrial countries.

An example is the “ultimatum game.” It involves one party sharing a monetary reward
with another party. Broadly, fair sharing (in the range of 40-50 percent) is the most
common result from experiments that prevails across cultures and between parties
who do not know or are not likely to ever see each other again. Evidently, there is a
human tendency for fairness. Faith-based rules elaborate on that tendency. On behav-
ioral game theory, see Camerer (2003).

This is similar to motorists’ observance of traffic rules facilitating efficient traffic flow,
albeit incompletely, while sometimes violating them opportunistically, as much as
they might not always be able to reason with many of those rules (the authors readily
admit they do not understand the rationale behind many traffic rules).

Rees (2007) reports that 63 percent of International Chamber of Commerce (ICC)
arbitration cases were settled in five countries (France, Singapore, Switzerland, the
United Kingdom, and the United States) in 2004. In a remarkable historical parallel,
Kuran (2004a) notes that before the eighteenth century (that is, before the evolution
of contractual forms in adaptation to industrial and financial development in the
West), non-Muslims living in the countries where Islamic law applied preferred con-
tracts under Islamic law, even though they had the option of resorting to the ecclesi-
astic law of their denominations. This reflected, among other things, the more reliable
contract enforcement and flexibility under Islamic law, which allowed for business
partners to decide on profit shares and renegotiate terms of business contracts any
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21.

22.

23.

24.
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26.

time during the partnership as events unfolded. The economic significance of decision
flexibility in uncertainty is discussed below.

Here, only the broad Islamic rules for contracts and contractual behavior are outlined
in relation to the basics of contemporary contract theory. Review of specific Islamic
contractual forms is outside the scope of this study. The general outline above borrows
from Hart and Holmstrom (1987), Kenney and Klein (1983), and Goldberg (1985).
Madsen (1999) provides a comprehensive review of the main issues in modern con-
tract theory.

The New York Times, “Biggest Defaulters on the Mortgages Are the Rich,” July 8, 2010,
http://www.nytimes.com/2010/07/09/business/economy/09rich.html?
pagewanted=all.

Schiller (2008) points out that insurance against decline in housing values is scant.
There is a missing market; if it existed, it might prevent decline of neighborhoods. A
significant reason why such insurance markets are missing might be market failure
because the price of the financial instrument cannot be determined ex ante in ambi-
guity. See Kunreuther and others (1995) on underwriter behavior in ambiguity. Erbasg
and Sayers (2006) provide evidence that non-life insurance coverage in a cross-section
of countries is very significantly correlated with institutional quality as a proxy for
uncertainty.

A report by the Joint Economic Committee of the U.S. Congress (2009) documents
various predatory lending practices, including large late payment penalties (reported
at an estimated $20.5 billion in 2009 by CreditCards.com), the high cost of switching
from high interest to low interest credit cards, and arbitrary rate increases of as much
as 8-20 points higher than the current rate the card holder is paying. The recent
financial sector reform delegates supervision of such practices to the Consumer
Financial Protection Bureau. According to The Survey of Consumer Finances,
2004-2007 (U.S. Federal Reserve Board 2009) in 2007, credit card debt made up 3.5
of total consumer debt. With increasing bankruptcies due to the recession, default risk
has risen, passed on to debt holders in good standing by charging them higher rates,
on average. The national Annual Percentage Rate (APR) currently stands at about 15
percent, rising to nearly 25 percent for borrowers with bad credit histories. A survey
by Garcia and Wheary (2011) shows that, in 2008, low-income to middle-income
family median credit card debt was $5,000 and mean debt was $9,800; more than 50
percent of such families had been late or missed a payment and had experienced an
increase in their credit card debt relative to three years earlier.

For example, there are futures contracts that enable ex post risk sharing by specifying
a range of exchange rate deviation from the strike rate.

This is surprising to us and calls for more in-depth research than we can provide here.
Some financial development indicators are significantly correlated with Worldwide
Governance Indicators (Erbag and Mirakhor 2010; Erbas and Sayers 2006). As table
3.1 shows, the level of economic development, as measured by per capita income, is
also significantly correlated with those indicators.

The columnist David Brooks tells of (and we hope he does not foretell) a doomsday
scenario in which economic malaise persists despite recapitalization and fiscal spend-
ing by the U.S. government at unprecedented levels. The scenario has it that the
psychology of uncertainty results in a shift from a high-trust to a low-trust society. In
this dystopian world, economists and policy makers are helpless because they can
think only in terms of “economic models with primitive views of human behavior”
(The New York Times, Op-Ed, February 13, 2009).
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The U.S. Financial Crisis Inquiry Report (National Commission 2011) relates many
cautionary tales from the recent crisis about managerial behavior; in particular, see
chapter 10, entitled “Madness.”

Arrow (1972) argues: “It [is] possible that the process of exchange requires or at least
is greatly facilitated by the presence of several...virtues (not only truth, but also trust,
loyalty, and justice in future dealings).” Arrow goes on to discuss the impact of those
virtues on economic efficiency through creation of positive externalities. “The virtue
of truthfulness in fact contributes in a very significant way to the efficiency of the
economic system...Ethical behavior can be regarded as a socially desirable institution
which facilitates the achievement of economic efficiency in a broad sense”
He continues: “The price system is not, and perhaps in some basic sense cannot be
universal. To the extent that it is incomplete, it must be supplemented by an implicit
or explicit social contract” (345-57). Arrow’s observations become more substanti-
ated in Knightian uncertainty, in which even efficient price discovery might not be
possible without moral market behavior and social trust—hence the missing markets.
Against conventional wisdom, it seems ironic that social capital in the form of trust
that is so difficult to price is so critical in price determination.

Quoted in Dryzek and Goodwin (1986).

There is a vast body of literature on Rawls’s theory of economic justice. For an early
exposition, see Phelps (1974). A well-known comprehensive critique is by Rawls’s
contemporary, the philosopher Nozick (1974), who first articulated these main lines
of critique.

Ambiguity aversion is documented in various behavioral and neurological experi-
ments; some related studies have already been cited. Erbas and Mirakhor (2010) argue
that ambiguity aversion can explain the equity premium puzzle without resorting to
extreme degrees of risk aversion.

For similar Judaic teachings on just economic order, see chapter 4, “Justice:
Commitment to a Culture of Justice and a Just Economic Order,” in Kiing and
Homolka (2009).

In 2011, total federal expenditures in the United States on education, health care
(Medicare), income security (welfare), and veterans benefits was budgeted at
$1,178 billion and realized outcome was estimated at $1,267 billion (White
House 2011). Total revenue and disbursements of the top 200 charities were
respectively estimated at $84 billion and $77 billion (Forbes.com). The ratio of
those charities’ total revenue to total budgeted federal expenditure is 7.1 percent;
the ratio of charities’ total disbursements to total estimated actual federal expen-
diture is 6.1 percent. The share of federal expenditure in gross domestic product
(GDP) is 8 percent and share of charity in GDP is 0.5 percent; charity’s share is
modest but significant. Those charities include Jewish and Christian charities that
have about a 17 percent share in the total, so religion plays a significant motiva-
tional role in giving. The political and ideological polemic surrounding zakat not-
withstanding, it can also play a significant role in income redistribution and
poverty relief. It should be noted, however, that Kuran (2003) observes that zakat
plays a negligible role in poverty alleviation in Muslim countries. Whether this
reflects low compliance, an unaccounted share of private giving, or less effective
public and private solicitation is unknown to us. We do not anticipate zakat tele-
thons soon. However, there are Islamic-oriented networks that privately raise
substantial sums on the basis of zakat.
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34. For example, Kuran (2003) pertinently observes that divergent interpretations of
Islamic economic rules create ambiguity to the detriment of market development, in
the same sense as we have used the concept of ambiguity in this study. Our profes-
sional experience suggests that there is indeed some concern in financial markets
about the ambiguity created by divergent judgments on the Shari’ah compliance of
financial instruments being developed. The market for Islamic financial instruments is
relatively new, but it is in the process of maturing in response to large demand. We
observe an increasing convergence of injunctions on the fundamentals, such as injunc-
tions on the operational design of exchange-based financial instruments and on the
types of real assets against which those instruments may be collateralized.
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CHAPTER 4

Finance and Development in Islam:
A Historical Perspective and a Brief
Look Forward

Murat Cizakca

Introduction

Islamic finance is generally considered to be a new discipline, which by implica-
tion also makes its impact on economic development a new phenomenon not yet
fully understood. This way of thinking begs a huge unanswered question: if
Islamic finance is, indeed, a relatively new discipline, how have Muslims managed
their financial affairs from the time of the Prophet until the present? Alternatively,
do those who argue that Islamic finance is a new discipline seriously imply that
Muslims of the earlier centuries did not have any idea about finance?

Nothing could be further from the truth. Indeed, Islamic finance is as old as
Islam itself and constituted an inseparable part of an entire economic system.
This was basically an ethical, commercial, preindustrial capitalist system, which
antedated Western capitalism by a millennium. Between the tenth and the
fourteenth centuries, the West borrowed many of the principles and institutions
of Islamic capitalism (Cizak¢a 1996, 2006). Medieval Europe even practiced a
stringent prohibition of the rate of interest. But then between the sixteenth and
the eighteenth centuries, first with the“Reformation”and then the “Enlightenment,”
the prohibition was relaxed, and equally importantly, the ethical constraints were
compromised. In the process, the original ethical capitalist was replaced by the
rational homo economicus who was an invention of the positivist mind, devoid of
all ethical and religious concerns enshrined in holy texts. Thus, a new set of laws
governing the behavior of homo economicus had to be invented. As Abbas
Mirakhor has argued, ever since Adam Smith’s The Wealth of Nations, Western
economic theory has been busy trying to do just this (Mirakhor and Hamid
2009, 21-25).

Murat Cizakga is a professor of Islamic finance and comparative economic history at the International
Centre for Education in Islamic Finance, the Global University of Islamic Finance, Kuala Lumpur, Malaysia.
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By contrast, Muslims, who were not burdened by a highly centralized church
and its ruthless Inquisition, never felt the need to discard the basic teachings of
their religion (Baigent and Leigh 2000). Consequently, their economic reasoning
has always been shaped by the classical sources of Islam. The discussion now
turns to the basic characteristics of Islamic economics and finance, the outcome
of this reasoning.

Basic Characteristics of an Islamic Economy and Finance

Islamic finance and economic development obey certain rules and principles,
which originate in the basic teachings of Islam. The best known of these princi-
ples is the prohibition of interest. The immediate consequence of the prohibition
is the problem of combining the factors of production. Put differently, if

Q=f(K,L,N,E,...) is a simple production function, 4.1

where Q is production, K is capital, L is labor, N is natural resources, and E is
entrepreneurship, then combining these factors becomes a conditio sine qua non
for production. Indeed, unless a way is found to combine these factors, each
owned by different persons, no production can take place.

In conventional economies, the capitalist is compensated for the use of his or
her capital with interest, and the entrepreneur with profit. In an Islamic econ-
omy, however, since interest is prohibited, the system of rewards becomes more
complicated. The capitalist cannot be rewarded with the rate of interest any-
more, and the capitalist’s capital cannot be transferred to the entrepreneur in
conventional ways. The problem is solved by also rewarding the capitalist with
profit. Put differently, the capitalist and the entrepreneur begin sharing the prof-
its. But there is a further complication: since profits are generated by taking risks,
this means that risks are also shared. Since some risks inevitably lead to losses,
this means that losses too must be shared.

Thus, when the capitalist is rewarded not by interest but by profits, the capi-
talist and the entrepreneur end up sharing not only the profits, but risks and
losses, as well. As a result, the economy changes its character, and what can be
called a “share economy” emerges. In this way, the sharing of risks, profits, and
losses is the most essential trait of an Islamic economy.

Another very important principle of the Islamic economy concerns profits.
Unlike the conventional economy, where profit maximization, pure and simple,
prevails, in an Islamic economy, constrained maximization is the rule. Muslim
business people try to maximize their profits subject to ethical considerations
imposed by their religion. Thus, providing profits are generated through helal,
legitimate means, there is no upper limit imposed on them. It has been argued
that Islam first equips a Muslim with ethical principles and then leaves him/her
free to compete (Zaim [1976] 1994, 103).

Only a few taxes are mentioned in the Qur’an, leading some Islamic econo-
mists to wonder how additional taxes can be imposed. But this is missing the
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point. The message of the Qur’an should be obvious: in an Islamic economy,
taxes should be few and the tax burden should be light. With government
revenue thus limited, assuming a balanced budget, expenditures must be limited,
as well. Since national defense constitutes the most important and inelastic gov-
ernment expenditure, which cannot be compromised, this means that the bulk
of tax revenue must be earmarked for defense, leaving other important social
services such as health and education inadequately funded. Ottoman budgets
from the sixteenth century demonstrate that this was indeed the case (Barkan
1953-54).

The resulting gap in the provision of services was filled by the wagf system.
Known as charitable or philanthropic foundations in the West, wagfs were vol-
untary endowments provided by high net-worth individuals in order to finance,
organize, and maintain in perpetuity the most important services needed by the
society. That this was not just a theory but found widespread application in the
Islamic world is attested to by the magnificent architectural monuments all over
the Islamic world, from the shores of the Atlantic to the ends of the Indian
Ocean. But architecture represents just the tip of the iceberg. The predominant
role wagfs played in Muslims’ lives has been explained by the historian Bahaeddin
Yediyildiz, who argued that “a person could be born in a house belonging to a
wagqf, sleep in a cradle provided by that wagf, be educated in the school of the
wagqf and read the books provided by it, become a teacher in the wagf’s school,
earn a wagqf-financed salary and at his death be placed in a wagf-provided coffin
for burial in a wagf cemetery.”!

Implementation

The reader may wonder at this point whether and how the theoretical model of
an Islamic economy very briefly presented above has ever been actually imple-
mented. Considering the question “whether” is not a new question at all. Western
historians of Islamic economic/social history have long debated whether the
principles mentioned above were purely theoretical and were confined to law
books. It was another Western historian, Abraham Udovitch, who brought the
debate to a conclusion. Referring particularly to the interest prohibition,
Udovitch was able to demonstrate that by and large the prohibition was observed
in real life (1970, chapter 1; see also Goitein 1971).

This brings us to the question, “How?” How, indeed, was the prohibition
observed and, by implication, how were the different factors of production
combined? The simple answer is, through institutions. It was through various
institutions that the classical principles of an Islamic economy were applied in
real life. To give just a few examples: sharing profits, risks, and losses between the
capitalist and the entrepreneur was made possible by the institution of business
partnerships. It was through these partnerships that the capital owned by the
capitalist could be transferred to the entrepreneur. Thus sharing risks, profits, and
losses replaced the rate of interest. Moreover, despite modest government reve-
nue, wagqfs made provision of important services to the society possible.
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There were serious efforts to maximize government revenue throughout the
centuries by continuous reforms of public finance institutions, but these primarily
aimed at financing ever-rising military expenditures, leaving services financed
primarily through wagfs more or less untouched (Cizakca 1996, chapter 5).

All of this brings us to the next vital question, which constitutes the essence
of the present volume, Islamic Finance and Economic Development. Namely, have
the classical principles of Islamic finance and economy, together with the institu-
tions that applied these principles, ever led to economic development? Is there
any historical evidence of sustained and significant economic development in the
Islamic world? The discussion now turns to these questions.

Historical Evidence

For obvious reasons, we cannot resort to the types of data used by modern econo-
mists, such as gross national product (GNP) or income per capita. Instead, we
must rely on indirect evidence. Notwithstanding this, there is powerful historical
evidence that from the early eighth century onward, Muslims acquired a core
position from where they were able to link the two most important economic
zones of the world at the time, the Mediterranean and the Indian Ocean. Andre
Wink (1991, 10) has argued that by establishing an Islamic superstructure on
“the rich urbanite substratum of late antiquity and by fusing the formerly rival
Byzantine and Sasanid commercial circuits and forcing links between the two
zones, the Islamic Caliphate from the eighth to the eleventh century achieved an
unquestioned economic supremacy in the world.” Muslim impact and economic
might did not remain limited to the two seas. Vast swathes of not only northern
India but even Europe were incorporated into the Islamic world-economy.
Historians now even speak of the “economic Islamization of early medieval
Europe” (Wink 1991, 36).

Substantial evidence has been found in Arab navigation manuals that circum-
navigation of Africa, from east to west, was first achieved by Muslims. Thus the
European “discovery” of the Cape of Good Hope was simply the discovery of the
already discovered” (Abu-Lughod 1989, 19, 209)12

Post-Roman Europe, utterly destroyed by the Vilkerwanderung, was drasti-
cally demonetized and desperately needed Islamic coinage.® Trade was the only
way coins could be obtained. Not being able to produce the goods that Muslims
needed, Europeans began to sell primarily furs and lumber. Muslims paid for
these products with their coins. Fifty-four finds of Islamic coins have been dis-
covered all over the Carolingian empire and even in distant Scandinavia—the
land of the Vikings. McCormick (2001, 344-54) provides solid and irrefutable
evidence about the monetary might of the Muslims. It is thanks to these coins
that post-Roman Europe was able to remonetize its economy.

These successes were achieved by applying the principles of Islamic capitalism
enshrined in the Qur’an and the prophetic traditions, Sunnah, with the help of
specially designed, Shari’ah-based institutions. Consider, for instance, money
itself, the most fundamental building block of any economy. Why, indeed, were
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Muslim coins found all over medieval Europe and from where did this monetary
power come? For this, we need to look into the way Muslims monetized their
commerce. Put differently, we need to understand how Muslims were catapulted
from the age of barter to the age of money.

Indeed, in the absence of money, barter is the only other known method of
commerce. Yet barter necessitates a double coincidence of wants. That is to say,
what merchant A wants to exchange should be needed by merchant B, and what
B wants to exchange should be needed by A. Moreover, it is also necessary that
both these individuals personally come together in a market. By contrast, in mon-
etized trade, A can sell his merchandise to third persons and with the money he
receives he can travel to another market and there purchase B’s goods in exactly
the amount he wishes. Furthermore, since it is possible to send money over long
distances, he does not even have to travel himself and can have the transaction
completed by correspondence. The commercial advantage of trading with money
over barter is obvious. Finally, since it is nearly impossible to measure the exact
value of the goods exchanged in barter, any such transaction may involve an ele-
ment of unjustified enrichment. It is probably based upon such concerns that
Prophet Muhammad discouraged barter while encouraging monetized trade.

This policy is revealed in two Prophetic statements, ahadith, one clear and the
other subtle. The former is narrated in Malik’s Muwatta (the famous treatise by
Imam Malik ibn Anas):

Someone brought some excellent dates to the Messenger of God as a gift. The
Prophet asked “Are all dates of Khaybar like this?” The man said, “No, Messenger of
God! We take a sa’ of this kind for two sa’s, or two sa’s for three.” Upon this, the
Messenger of God said: “Do not do that. Sell the assorted ones for dirhams (coins)
and then buy the good ones with the dirhams.”

In this hadith, the Prophet clearly disapproves of barter and orders Muslims
to resort to trade instead (Ibn Ashur 2006, 288-90). In the next hadith, narrated
by al-Bukhari and Muslim on the authority of Ubadah ibn al Samit, the Prophet
takes a dramatic step further and declares barter a form of riba—that is,
interest—and condemns it.4

Gold for gold, equivalent for equivalent; silver for silver, equivalent for equivalent;
dates for dates, equivalent for equivalent; salt for salt, equivalent for equivalent;
barley for barley, equivalent for equivalent, and whoever exceeds or asks for excess,
he practiced al-riba. Sell gold for silver as you wish if it is hand to hand (prompt
delivery), and sell barley for dates as you wish if it is hand to hand.

The wisdom behind this hadith is not easy to understand. Even today,
more than 1,400 years after it had been actually stated, some important scholars
admit they do not really understand it.> The reason they do not understand it is
because they consider the hadith from a legal perspective and ignore the histori-
cal circumstances in which it had been stated. With this hadith, the Prophet
clearly makes barter almost impossible and encourages monetized trade. This is
because if the merchants wish to barter like objects—say, dates for dates—they
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are ordered to do so exactly equivalent for equivalent, with total disregard to
quality differences—in actuality, a near impossibility. Indeed, they are told that
when doing this particular case of bartering, if one of them does not obey the rule
“equivalent for equivalent” and asks for his higher quality dates a higher amount
of the lower quality dates from the other party, he would be committing riba. In
short, merchants who wish to barter like-objects are not allowed to take quality
differences into consideration and are restricted severely to barter only exactly
“equivalent for equivalent.” While with this particular hadith, the Prophet does
not prohibit the barter of like objects outright but makes it entirely unpractical
and almost meaningless, with the previous one, he teaches the merchants how to
trade like-objects by utilizing a medium of exchange: that is, dirhams, or coins.

Bartering objects of the same genre—say, silver for gold—is less strict: it is
permitted subject to prompt delivery. It has been argued that the wisdom behind
this insistence on prompt delivery is the possible change in the relative values of
the goods in question if deferred payment is allowed. Since this would lead to an
unjustified enrichment for one of the parties, the condition of prompt delivery is
imposed (Al-Qusi 1981-82, 149). While this is certainly possible, I would argue
that the real wisdom must be sought in the entirety of the hadith. What the
Prophet has done here is to apply a hierarchy of restrictions, with the purpose of
gradually but surely leading merchants from barter to monetized trade. Indeed,
while the barter of like-objects (gold for gold) is most severely restricted, the
barter of objects of the same genre (silver for gold, or barley for wheat) is permit-
ted subject to prompt delivery. Finally, the exchange (sale) of precious metals for
commodities—say, gold for wheat—is not even mentioned in the hadith, imply-
ing that it is entirely unrestricted. To sum up, by progressively relaxing the
restrictions, the Prophet has catapulted Islamic community from the age of
barter to the age of monetized exchange.b

This progress from barter to monetized trade must have been the conditio sine
qua non for the establishment of an intercontinental trade system from the
Atlantic to the Pacific, which Muslims came to dominate soon after the birth of
Islam. If the gradual elimination of barter and its replacement by monetized
trade was the conditio sine qua non for the establishment of an intercontinental
trade network, the conditio sine qua non for the monetization of trade must have
been the very existence of money. Indeed, the transition from barter to mone-
tized trade could not possibly have materialized without a massive increase in
the supply of money.

In a bimetallic (gold and silver) system, which dominated world trade in this
era, an increase in the supply of money was possible only with a corresponding
increase in the supply of silver and gold. Under normal circumstances, a drastic
increase in the supply of these precious metals is not possible. But in the seventh
to eighth centuries, circumstances were by no means normal. For this was the
period when Islam expanded at the expense of the two great empires of the
period: the Byzantine and the Sasanid. What dramatically changed world eco-
nomic history with the conquest of the Byzantine and Sasanid territories was the
capture of massive amounts of hoarded gold and silver in the Byzantine churches
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and Sasanid temples.Z The gold and silver treasures hoarded by these institutions
were melted down and then minted. Aggregate money supply increased in this
way, and a new economic system, based upon monetized trade and dominated
by the Muslims, could thus become a reality (Wink 1991, 34).

A closer look at the radical increase in the money supply reveals that this was
achieved in two steps. First, the coins of the conquered Byzantine and Sasanid
territories continued to be the legal tender in the Islamic empire. Since Byzantine
coins were gold and Sasanid coins were silver-based, this meant a de facto bime-
tallic system. The tolerance toward these earlier coins meant that the now much-
enlarged economy of the Islamic community experienced minimum disruption.
Second, when it was decided to mint new Islamic coins, the precious metal
content of these new coins was kept deliberately lower than the earlier coins.
Apparently, it was understood that the bad money would drive away the good
money, and in this way Islamic coins came to replace the earlier Byzantine and
Sasanid coins. That bad money replaces good money and the latter comes to be
hoarded and taken out of circulation is, of course, known as the Gresham’s Law.
Muslims apparently understood the principle behind it almost a millennium
before Gresham (Orman 2001, 28).

To sum up, Muslim coinage not only replaced the earlier imperial coins but
also spread rapidly and dominated the economies of Europe and the Middle East,
as well as India.2 Herman Van Der Wee, an eminent Belgian economic historian,
also confirms that remonetization of Europe after the Vélkerwanderung, and the
rebirth of the European banking system owe much to the flow of Muslim
coinage to Europe (van der Wee 1994, 74).

International trade would not have been possible, however, without a sophis-
ticated maritime law. A well-known French historian, Daniel Panzac (2002), has
shown that this institution was also provided by Muslims. This originally Islamic
law of maritime trade was transferred to Europe through various compilations.

The three most important compilations were made during the eleventh to
twelfth centuries. These were the Maritime Laws of Rhodes, Oleron, and the
Consolato del Mare. It is now definitively established that the first one, previously
considered to be a derivative of the Roman-Byzantine digests, was in fact based
on Al-Mudawwana al-Kubra by Sahnun Ibn Sa’id al Tanukhi (d. 854). It was
commented upon by Ibn Rushd (known in the West as Averroes, d. 1198) and
drafted in Sicily or southern Italy, both Muslim territories during the ninth to
eleventh centuries. The second was authored by the Court of the Crusader
Kingdom of Jerusalem in order to harmonize trade relations between occidental
and oriental Christians as well as Muslims. This compilation was brought to
Europe partly by Eleanor of Aquitaine and partly by her son Richard the
Lionheart. The contents of the Oleron compilation are identical to the Muslim
laws of the ninth to tenth centuries. Finally, the Consolato del Mare was written
in Spain. The document originates in the Muslim Middle Eastern texts of the
eighth to ninth centuries and was later brought to Andalusia. It was translated
during the reign of King Alphonse in thirteenth century Castille as part of the
great works of translation from Arabic (Panzac 2002, 351-58).
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One of the most important components of the maritime laws transferred to
Europe was the law of partnerships, or more specifically, the Islamic mudarabah.
Italian merchants doing business in the Middle East encountered this particular
form of partnership, so essential for financing entrepreneurship. It then became
a custom among them, and as such was incorporated into the various compilations
just mentioned, which facilitated the diffusion of mudarabah to Europe, where
it came to be known as commenda. It is generally agreed that commenda was the
most important business partnership of medieval Europe and that it played a
crucial role in triggering the “commercial revolution.”?

An equally important institution that was borrowed by the medieval
Europeans from the Muslims was the wagf. As is well known, wagf establishes,
finances, and maintains the most essential services any civilized society needs,
often for centuries. Foremost among these services are the institutions of learning
and health: in short, institutions that enhance human capital. There is now
definitive evidence that once borrowed, wagf played an enormously important
role in the borrowing civilization. To give a highly dramatic example, one of the
earliest colleges of Oxford (Merton College) was established in the form of an
Islamic college (madrasa) and its endowment deed was practically identical to an
Islamic wagqf deed (Cizakga 2000, chapter 1).

International trade soon necessitated a whole spectrum of new financial instru-
ments. Indeed, the invention of other business instruments facilitating monetary
transactions did not have to wait very long. Bills of exchange, letters of credit
(suftaja), promissory notes, ordinary checks, and double-entry bookkeeping were
all known to the Muslims. Historians in general agree that medieval Europe sim-
ply borrowed these instruments from the Muslims and could not improve upon
them! (Braudel 1993, 472; Sayous 1929, 132-33; Wink 1991, 12). Without these
financial instruments, long-distance trade simply would not have been possible.

Economic/financial principles enshrined in the classical sources undoubtedly
point to a capitalist system. This was Islamic, ethical capitalism, which preceded
that of the West by a millennium.1? It is now well established that all the legal
and institutional prerequisites for financing and administering capitalist
production and exchange were in place in the Islamic world long before the
Europeans started using them (Abu-Lughod 1989, 224; Cizakca 1996; Udovitch
1970, 261).

It appears that these institutions were highly efficient. The fact that they were
borrowed by the West shows that they must have operated at lower transaction
costs.l1 This is because the direction of institutional borrowing between two
civilizations is from the low cost one to the higher cost one. Put differently, the
civilization with the high cost institutions ends up borrowing the lower cost
institutions of the other (Cizak¢a 2006). All of this was confirmed by the French
historian Sayous (1929, 132-33) long ago: “The Muslims had, during tenth to
eleventh centuries incontestably more perfect commercial methods than those
of the Europeans...The Christians of Europe could not improve upon them.”

Application of the economic/financial principles enshrined in the Qur’an and
the Sunnah by efficient institutions, accompanied by the conquest of vast areas
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of the formerly Byzantine and Sasanid empires, created massive wealth.12 The
economic integration of new territories was achieved by merchants, particularly
the so-called Karimi merchants, who connected the Indian Ocean to the
Mediterranean via the Republic of Yemen. Karimis were operating as early as
Fatimid times (909-1171), and their fabulous wealth is well known (Ashtor
1956; see also Labib 1965; Abu-Lughod 1989, 227-29).

Wealth made possible massive investments in education and research through
the wagf system. The magnum opus of Fuat Sezgin (2003) provides a detailed and
most impressive account of the scientific advances achieved by Muslims in this
period.

Finally, the relentless attacks by Crusaders from the West and Mongols from
the East attest strongly to the relative wealth of the Islamic world. After all, these
attacks basically aimed at plunder, and it is the wealthy who attract plunderers.

Stagnation and Decline

A cursory look at the Islamic world today would suffice to indicate how far this
region has declined from its original glory, described above. There is an ongoing
debate about the causes of decline of the Islamic world. Most recently, Timur
Kuran’s arguments (2011) have become very popular. Although he has made
quite convincing arguments, the initial enthusiasm with which the scholarly
community welcomed his views is now waning (Boogert 2009). This is because,
while he has boldly accused Islamic jurisprudence with weak evidence, more
refined arguments have been made (Cizakca 2012a; Cizak¢a and Kenanoglu
2008), which were supported by solid archival research (Boogert 2009).
Moreover, his theoretical arguments have also been criticized (Cizak¢a 2011b,
2011c; Zaman 2010).

In a nutshell, new research has suggested that rather than the alleged rigidity
of Islamic jurisprudence, the culprit for the decline of the Islamic world should
be sought in a variety of factors. Of these, the increasing centralization and mili-
tarization of the region that occurred in response to the massive pincer attacks
by the Crusaders and the Mongols appears to have been the most important. The
degree to which this militarization occurred and led to the rise of a garrison state
has been indirectly quantified by Maya Shatzmiller (1994, 258), who showed
that from the eighth—eleventh centuries to the twelfth-fifteenth, the military/
bureaucratic occupations in the Islamic world increased by 200 percent.13

Moreover, since the pincer actions did not cease (Mongols, though temporarily
defeated in 1258, were still attacking in 1394, as were the Crusaders in 1403 and
even later), the centralization/militarization must have intensified in the long
run. Indeed, the decline of the famous Karimi merchants in the fifteenth century
is attributed to the ever-increasing demands for funds of the central Mamluk
government (Ashtor 1956, 53). The Mamluk government played an important
role in transforming the very structure of the spice trade from the traditional
competitive one to increasing government monopolization. Thus, competitive
markets and entrepreneurship were steadily choked by the ever-increasing taxes,
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price-fixing, and monopolies that transformed classical Islamic capitalism into
something new (Abu Lughod 1989, 228-29). Monopolization of the spice trade
reached a zenith in 1429-34 and brought the Karimi era to a decisive end. After
establishing a government monopoly over the pepper trade in 1429, Sultan
Barsbay prohibited the Venetian merchants from disembarking in the harbor of
Alexandria. Finally, in 1434, Barsbay forbade all contacts between the Venetians
and the Karimis and then completely cornered the pepper market, later expand-
ing his monopoly to other items (Abu-Lughod 1989, 246, fn. 22).

Although this transformation of the Arab Republic of Egypt and the Syrian
Arab Republic into a garrison state allowed these states to regain and then pre-
serve their territorial independence, it did so at the cost of gradually weakening
the classical Islamic capitalism and replacing it with the ever-increasing state
control of the economy.

Evidence pertaining to the evolution of the Egyptian sugar industry supports
this argument. During the thirteenth and the early fourteenth centuries, this
industry was able to satisfy both prodigious local demand and export large
quantities to Europe, and was described as “capitalistic,” in the sense that big
trusts were systematically pushing aside the smaller enterprises. However, the
capitalists themselves appear to have been eventually pushed aside by Mamluk
officials.!4 Penetration of the Mamluks into this industry proved to be disastrous
for the Egyptian economy in the long run: not only did these officials pay lower
taxes than the capitalist plantation owners, but they could also mobilize peasants
through corvée (forced labor). Eventually, during the fourteenth and particularly
the fifteenth century, they even began to force merchants to buy their own and
the sultan’s sugar at inflated prices, and took full advantage of their oligopsony
powers to purchase the products of civilian producers at depressed prices. Such
market distortions and property rights violations undoubtedly caused the tech-
nological stagnation observed in the Egyptian sugar industry during the fifteenth
century, precisely when the European sugar refining techniques began to
improve substantially (Abu Lughod 1989, 232-33, 236).

These developments were by no means specific to Mamluk Egypt. They were
observed in varying degrees in other Islamic empires as well, and culminated in
the emergence of the so-called Ottoman proto-quasi socialism.!2 Thus, it can be
argued that the constant warfare and the instinct for survival transformed the
once capitalistic Islamic economies into proto-quasi socialism.1é This argument
has been supported by research conducted in the Ottoman archives, which has
revealed widespread, consistent, and long-lasting price and profit controls, limita-
tions on property rights, and even confiscations—all socialist traits.lZ The latest
ongoing research by Mehmet Geng (forthcoming) in the Ottoman archives has
also revealed powerful government monopolies, lending further support to this
argument.

The centuries-long shift from the classical Islamic capitalism toward
quasi-socialism had disastrous consequences—all the more so because Europe
vigorously continued along its own capitalist path. Supported by the discovery of
vast new continents, exploitation of huge deposits of precious metals, the
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financial revolution that enabled governments to borrow vast sums at very lost
cost from the public, and finally the industrial revolution, Western capitalism
financed European imperialism. Colonization and impoverishment of the bulk of
the Islamic world by this Western juggernaut was inevitable. The latest research
by Hossein Askari and Scheherazade Rehman (chapter 11 in this volume) pro-
vides quantitative evidence. They have shown that even in the late twentieth
century, between 1980 and 2011, the gross national income of the members of
the Organization of Islamic Countries (OIC), measured in terms of purchasing
power parity (PPP), was a mere fraction of that of the member-countries of the
Organisation for Economic Co-operation and Development (OECD) (see
figure 11.5). Moreover, they have concluded that poverty levels as measured by
the percentage of the population that lives on $1.25 (PPP) or less per day over
the last 30 years has not only been persistent but appears to have increased
(figure 11.7).

The impact of divergence from classical Islamic capitalism was also reflected
in another platform: the wagf system. The centuries-old tradition of wealthy
Muslims voluntarily providing essential services to society was gradually replaced
by state provision. Two developments played a crucial role in this: Western pres-
sure and the indigenous modernists. The story of how these two cooperated and
how they undermined the wagf system during the nineteenth to twentieth cen-
turies is well-known (Cizakca 2000). With the wagf system weakened, and in
some countries even destroyed, and the state incapable of substituting for it
adequately, education and health services suffered. Askari and Rehman'’s chapter
provides quantitative evidence. They have followed the 30-year educational prog-
ress of the OIC as measured by the UN Education Index and have found that
OIC performance has been consistently well below the world average. In matters
of health, their finding is similar. To conclude, the diversion from classical Islamic
capitalism and the undermining and destruction of the wagf system have together
hit human capital: the most important component of economic development.

Relevance for Today: What Needs to Be Done?

If the above conclusion about the proto-quasi socialism and its long-lasting
impact on the Islamic world is correct, then it should be possible to come up
with a policy recommendation. Muslims inhibited for centuries by proto-quasi
socialism should rediscover their own ethical capitalism, with all its principles
and institutions enshrined in the classical sources of Islam. The new Islamic eco-
nomics should focus primarily on the rediscovery of the classical economic prin-
ciples and their implementation through institutions. Put differently, rather than
mimicking the West, where very special circumstances prevailed and the need
was felt to discover new laws of economics, Islamic economists should focus
instead on the rediscovery of the major financial/economic principles and institu-
tions of their own past and their adaptation to current needs.

Actually, this process has already started! The first building block, Tabung
Haji, was laid down in 1959 by Ungku Aziz, a member of the royal family of
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Johor and at the time an economist at the University of Malaya, when he submit-
ted a memorandum to the Malaysian Parliament, which aimed at financing and
organizing the modern pilgrimage. Ungku Aziz was able to transform the process
of preparation for the pilgrimage into a powerful financial institution. Initially,
the total number of depositors was recorded at 1,281, which increased to more
than 5 million as of 2009. The original depositors had paid in RM 46,610, which
increased to RM 897.1 million as of 2008.18 In recognition of the enormous
services he has rendered to Malaysia, the Royal Professor Ungku Aziz was offered
the highest honorific title “Tun” by three different Prime Ministers, as well as the
prestigious Royal Award for Islamic Finance, but declined to accept all as a
matter of principle. It is to be expected that the Tabung Haji will be emulated by
the rest of the Islamic world.

Still another success story occurred in the field of banking. This pertains to the
classical mudarabah partnership and its successful modernization. As is well-
known, the mudarabah partnership is a true profit-and-loss-sharing partnership
originally practiced by the Prophet. The problem with this partnership, however,
was that it was practiced in history usually by two partners: a rab al-mal and a
mudarib. This meant that the capital entrusted to the agent remained quite
limited. A mechanism by which the savings of thousands of people could be
entrusted to a powerful agent did not exist in the early history of Islam.

The crucial step for this purpose was taken by Dr. Ahmad al-Naggar in 1963.
This was the establishment of the first ever Islamic bank in Mit Ghamr in Egypt.
This bank was envisaged as a multiple mudarabah with hundreds of depositors/
investors entrusting their hard-earned savings to it acting as the mudarib, agent.
Today, Islamic banks are flourishing all over the Islamic world, even in non-
Muslim countries, collecting the savings of hundreds of thousands of Muslims
and non-Muslims and channeling them for profitable projects. Islamic banks have
transformed Muslim countries from being non-bank societies to banking societ-
ies. This modernization of a classical Islamic partnership is not an achievement to
be underestimated.

But in this context it is important to remember that one of the most impor-
tant goals of Dr. al-Naggar—enhancement of entrepreneurship through these
banks—has not materialized. Had Dr. al-Naggar’s original plan of applying the
mudarabah not only at the liability side but also at the asset side been followed,
the goal would have been fulfilled and Islamic banks would have been able to
create thousands of entrepreneurs.? But as is well known, the asset side of
Islamic banks is dominated by murabaha sales—not the most useful instrument
to enhance entrepreneurship. Islamic banks preferred to utilize the murabaha
primarily because they were worried about their commitments to pay back their
depositors. Because mudarabah is a long-term and risky instrument, there were
serious concerns about the mismatch of funds. Murabaha, by contrast, provided
fixed returns that could be paid back to the depositors easily.

All of this indicates that, as far as encouraging entrepreneurship is concerned,
the task is not yet completed. Scholars are now actively searching for other
historical instruments that can be modernized so as to provide both fixed returns
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to the depositors, while at the same time also enhance entrepreneurship through
equity finance. In short, there is an urgent need for the development of hybrid
instruments.

One of these is esham, originally utilized by the Ottoman Caliphate back in
1775 to borrow large Shari’ah-based funds from the public in order to pay a huge
war indemnity to the Russians.2® A research team at International Centre for
Education in Islamic Finance (INCEIF), the Global University of Islamic Finance
in Kuala Lumpur, has identified esham as a true profit-loss sharing instrument,
which also yielded fixed returns (Cizakca forthcoming). Thus, the battle to
develop Shari’ah-based profit-and-loss-sharing funds that not only enhances
entrepreneurship but also yields fixed returns to the investors has now reached
a new level. The INCEIF team is convinced that esham can be used for govern-
ment borrowing. Some team members also believe that it can be used by the
central banks of Islamic countries for open market operations, as well as for small
and medium enterprise financing.

A close look at sukuk (Islamic bonds), on the other hand, has revealed that
this instrument also represents the modernization of not one but two historical
instruments: cash wagfs, and once again, esham. To what extent the financial
engineers who designed the sukuk were aware of these historical instruments is
not yet clear; at least one engineer has claimed that he was. Be that as it may, the
sale-lease back-repurchase method so often used in most sukuk was originally
utilized in the Ottoman cash wagfs. The special purpose vehicle, the crucial part
of any sukuk, is but a simple cash wagf. As for securitization—that is, the idea of
dividing a revenue stream into equal parts to be sold to the public—this was first
used in 1775, as explained above. In short, sukuk, which is currently the most
popular instrument of borrowing in the Islamic world, whether sovereign or
private, is also a highly successful example of financial engineering using histori-
cal instruments.

Still another successful modernization occurred in the field of insurance lead-
ing to Takaful. This involved the modernization of the age-old al-Agilah, a tribal
custom among the Arabs going back even to the pre-Islamic era.2!

In short, the revival of historical financial instruments to enhance contempo-
rary Islamic finance is well on its way. This is taking place either by an economist
redesigning an ancient tradition (Tabung Haji and the Mit Ghamr Bank); or
financial engineers, not aware of historical instruments, rediscovering them with-
out realizing their origins (sukuk); or more deliberately and systematically, by
economic/financial historians informing financial engineers and Shari’ah scholars
about certain historical instruments and reviving them together in a joint effort
(esham). The latter is the method used by INCEIF.

Conclusion

Islamic economics is unique in the sense that while one subbranch of it—
finance—has developed by leaps and bounds, the discipline itself has by and
large stagnated. This lopsided development of the field has generated
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expectations that Islamic finance almost singlehandedly will lead to economic
development. But no financial system, no matter how perfect, can generate eco-
nomic growth without the rest of the economy following—and the rest of the
economy cannot follow the financial sector unless certain preconditions are
satisfied.

These preconditions are, in a nutshell, the rule of law, the democratic package,

the basic freedoms, and the avoidance of sectarian violence. A detailed analysis of
these concepts and their compatibility with the Shari’ah, however, would be well
beyond the confines of this chapter.22

Notes

1.

2

10.
11.

Yediyildiz, quoted in Babacan (forthcoming).

. If Muslims did not use this route despite their knowledge about circumnavigation of

Africa, this was because they had better and shorter routes through the Red Sea and
the Gulf at their disposal.

. Vélkerwanderung refers to the “barbarian” attacks on the late Roman and post-Roman

settlements and cities. It was one of these attacks in the year 476 AD that led to the
conquest of Rome and brought the Western empire to an end. The attacks and the
resulting mass migrations lasted for at least two centuries.

. Malik, Book 31 (Business Transactions), hadith 31.12.21, www.imaanstar.com. A sa’

was an ancient measure of weight. See also Muslim, Book 10 (Book of Transactions),

hadith 3861, and discussion in Al-Qusi (1981-82, 144).

. Consider the following interview conducted with Sheikh Esam M. Ishaq, a board

member of the Discover Islam Centre in Bahrain and Shari’ah advisor to several
Islamic financial institutions. “If I am going to exchange with you one bushel of a
certain quality of rice with a bushel of lesser quality of rice, and if this is consensual
and based on spot, people ask ‘Why is this forbidden?’ T can try to extrapolate a
reason, but this will be purely deductive. Outwardly, I can’t give you a single reason
or explanation, but I know that it is there explicitly in the theological text” (Parker
2009, 160-61).

. That the Prophet has condemned unequal barter exchange, encouraging instead mon-

etized trade, has been acknowledged by Igbal and Lewis (2009, 83), as well.

. Substantial amounts of treasury became available very early on. When Hayber was

captured only seven years after the Hejrah, massive booty became available. When
Bahreyn began to send regular revenue the next year, some 80,000 dirhams became
available per year (Kallek 1992, 82-83). So, the advance into the Byzantine and
Sasanid territories must have compounded an already favorable conjuncture.

. On Islamic coins dominating European economies during the ninth century, see

McCormick (2001, 332, 334-35, 340, 344). On their spread to India, see Wink (1991,
30-34).

. On the debate about the origins of the commenda and its vast importance, see Cizakca

(1996).
For more on this, see Cizak¢a (2011a, chapter 2).

For evidence and detailed discussion of Western borrowing of Islamic economic/finan-
cial institutions in the eighth to thirteenth centuries, see Udovitch (1969); Cizakca
(1996, chapter 2); Cizakca (2000, 8-13); Cizakca (2006, 671-98).
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12. On the question of how an Islamic economy redistributes aggregate income, and the
institutions used for this purpose, as well as their evolution, see Cizakca (2011a,
chapters 6-8, and 10). The relatively equitable distribution of wealth in this period is
confirmed by the relatively small numbers of beggars in Ottoman Istanbul in
comparison to Paris. See Geng (2008).

13. Shatzmiller has actually confirmed the earlier observation of Abu-Lughod (1989,
147).

14. Mamluks were Turkic boys bought as slaves and raised to form the backbone of the
Egyptian military.

15. “Proto,” because the socialism practiced first by the medieval Islamic states and then
the Ottoman empire antedated Marxist socialism by centuries; “quasi,” because it was
not based upon Marxist principles and class conflict, but—on the contrary—aimed at
creating harmony between all citizens, thus following the Qur’anic notion of
“ummatan wasatan,” a society of the middle. However, in doing so, it went to the other
extreme and choked private enterprise.

16. For a full treatment of the concept of “proto-quasi socialism,” see Cizakca (2012b).

17. Geng (2002). Pamuk (2009) is more cautious, and argues that Ottoman intervention-
ism was selective rather than comprehensive.

18. For a detailed account of Tabung Haji, see Cizakg¢a (2011a, chapter 12).

19. Mudarabah protects the entrepreneur by shifting all the pecuniary loss to the capital-
ist. It is therefore truly a profit/loss-sharing contract. The agent loses only his time and
effort. Its closest Western equivalent is venture capital, which triggered the revolution
in information technology in the United States.

20. For details on esham, based on the historical research of Mehmet Geng, see Cizakga
(2011a, 71-74, 165, 178, 180).

21. See Cizakca (2011a, 195-96). Al-Agilah was a tribal custom designed to avoid vendet-
tas by compensating the victim’s family (belonging to another tribe) with cash
collected from all the members of the tribe of the murderer.

22. For further discussion, see Cizakca (2011a, part 5).
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CHAPTER 5

Economic Development in Islam

Hossein Askari

Whenever I think about economic development, my thoughts invariably revert
to my university days as a student in the 1960s. Economic development, or the
study of countries that are underdeveloped, had become a distinct field in the
years following World War II. Development was envisaged as an increase in gross
domestic product (GDP) per capita to levels enjoyed by the industrialized
countries and structural transformation from an agrarian to an industrial econ-
omy. A few economists did question whether development would necessarily
increase human well-being, but it was not exactly a hot button issue. The major
impediments to development were seen as insufficient domestic savings, foreign
exchange, and technology; shortsighted policies; and the inability to benefit from
economic externalities and economies of scale. New theories were popping up
to alleviate these constraints. In essence, the outlook for the transformation
of underdeveloped economies to developed status was relatively optimistic, if
only resources and better policies were forthcoming; and financial assistance

Hossein Askari is the Islamic Republic of Iran Professor of International Business and International Affairs
at the George Washington University. This chapter is taken from and is based on a number of coauthored
studies that contain much more detail. Please refer to those studies, and to the reference list in the 2010
work | coauthored with Abbas Mirakhor, Islam and the Path to Human and Economic Development, for refer-
ences to other works noted in this chapter. First and foremost, | am grateful to Abbas Mirakhor, to whom
| owe a big debt of gratitude for being my teacher, and for his guidance and patience with my learning
process; this collaboration has expanded my appreciation of the process of development. | have taken
from our 2010 book but have had to limit the number of footnotes and references because of limitations
of space. My collaborative work with Scheherazade Rehman on “Islamicity” indexes, although preliminary,
has demonstrated that in many ways Western countries, such as Sweden and Norway, may be pursuing a
more Islamic economic and social agenda and policy path than Muslim countries (see also, chapter 11,
this volume). My work on Islamic finance and banking with Zamir Igbal, Noureddine Krichene, and Abbas
Mirakhor has for me demonstrated that Western thinkers have largely ignored the importance of morality
so central to Adam Smith’s prescription. | believe that the author of The Theory of Moral Sentiments would
stress that his market-based system of The Wealth of Nations, built on effective institutions, is truly hollow
if it does not incorporate a heavy dose of morality, humanity, compassion, generosity, and charity. While |
am seriously indebted to my coauthors, | am responsible for the views expressed here and for any and all
errors and shortcomings.
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(foreign aid) and enlightened policy advice from the industrialized countries
could provide the necessary inputs and ingredients for success.

This relatively doable transformation from underdeveloped to developed
status seemed rather simplistic to me, a young man from the Middle East who
had seen intrigue and the destructive effects of power and money first hand. My
closest friend in graduate school, a budding brilliant macroeconomist from Latin
America, did not share my suspicions. We used to debate about what was the
binding constraint to development; he stressed inconsistent macroeconomic
policies, while I argued in favor of political reform. Upon leaving graduate school,
I saw a slow but steady transformation of the development field. Human devel-
opment and well-being took on increasing importance; the foundational contri-
butions of institutions were rediscovered (from Adam Smith); and the significant
contribution of political reform to human and economic development became
recognized. Most recently, the opportunity to work on economic development
concepts of Islam has expanded my appreciation of the many dimensions of
human and economic development.

While Western economic thinking on development has changed over the last
60 or so years—basically rediscovering one of Adam Smith’s two books while at
best paying only lip service to the other, and recognizing the central importance
of human well-being to the development process—Islamic thinking on develop-
ment has not changed with time because Muslims believe that the Qur’an is the
divine and immutable word of God. The foundations of human and economic
development in Islam were laid down centuries ago in the Qur’an and practiced
by the Prophet Mohammad. Islam is a rules-based system with a prescribed
method for humans and society to achieve material and nonmaterial progress
and development grounded in rule-compliance and effective institutions.
Unfortunately, today’s Muslim countries have not embraced and adopted Islam’s
foundational elements (much less supervised rule-compliance) to support
human and economic development (see chapter 11 in this volume).

This chapter is organized along the following lines. The next section sum-
marizes the evolution of Western thinking on development to provide the
background for comparing and demonstrating the convergence of modern
thinking on development with Islamic teachings (its foundational framework,
its dimensions, and its rules), which is explored in the subsequent section.
The final section provides a summary and a few thoughts to explain why
development has not flourished in Muslim countries: namely, not because
they have, but because they have not, followed the teachings of Islam on
development.

The Evolution of Western Thinking on Development

The concept of modern development owes its origin to the eighteenth-century
writers of the Scottish Enlightenment, especially Adam Smith, who formulated
the first systematic idea of economic development, starting in his seminal work,
The Theory of Moral Sentiments (1759). Adam Smith believed that through
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effort and cooperation, motivated by self-love tempered by the moral value of
“sympathy” for others, there would be continuous material improvement.
Sympathy is the quality that each individual would take to the market as a
mechanism that would translate the self-love, or self-interest, of each market
participant into love for others. If individuals entering the market were devoid of
sympathy and cooperation, progress would be undermined. The dimension
of the self that is a reflective judge of a person’s own actions and sense of duty
would create an appropriate balance between the interests of the self and those
of others. This guidance by an “invisible hand” would lead to positive economic
and social change. The separate self-love of all individuals would be galvanized
toward the benefit of all, leading to a stable social order.

Driven by self-love and regulated by sympathy, each individual would be
directed to the most productive economic activity. Labor would be one of two
major inputs for increasing the “wealth of nations.” At the same time, the profit
motive would increase capital accumulation, the other major input. Increasing
labor productivity would finance investment in machinery and equipment, with
increasing returns based on the division of labor providing the basis for Smith’s
optimism. Labor productivity could either be increased through the expansion
of skills and dexterity, or through the adoption of new technology and the
deployment of new machinery and equipment. Smith emphasized the limited
but critical role of the state to guarantee the sanctity of property, to create the
conditions enhancing free and voluntary exchange, and to ensure that
commitments generated from contracts of exchange are honored. Under such
circumstances, the only limit to continuous material progress would be the size
of the market; this limit could be removed through trade among nations,
which would in turn result in global peace and tranquility (Smith [1759]
2006, 128-50).

But it was not until World War II, and especially in the postwar era, that
economists took special interest in the problems of underdeveloped countries,
focusing on policies that might relax the constraints to sustained growth and
development. In 1943, my teacher Paul Rosenstein-Rodan was one of the earliest
economists to do so. He saw industry, with its strong backward and forward link-
ages to other industries, with a higher productivity than agriculture, and with its
increasing returns, as the vehicle for rapid economic growth. To benefit from
these linkages, a “big push” was needed and would have to be initiated by govern-
ments, because the scale of these strategic investments would be too large for the
nascent private sectors. Following Rosenstein-Rodan in the 1950s, Ragnar Nurkse
believed that the problem of developing countries was low productivity because
of an insufficient level of capital, which, in turn, was the result of low capital
accumulation, itself a consequence of low investment caused by low savings. To
create a large enough impetus for the economy to break out of the vicious circle,
governments would have to undertake large-scale investments in a sufficiently
wide spectrum of industries. Arthur Lewis saw industrialization, with higher
returns and savings, as the way for underdeveloped countries to break out of
their low-level (income) equilibrium trap. As long as surplus labor existed in the
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agricultural sector, the real wages of labor (relative to food) in the industrial
sector would not increase, affording industry expansion prospects without
increasing labor costs. For Lewis and a number of other economists, developing
countries that had a colonial past were presumed to have an enclave economy,
where colonial policy promoted the growth of sectors that were owned and
controlled by the colonial powers and left the remaining sectors neglected,
resulting in a two-sector, or “dualistic,” economy. Lewis considered the migration
of rural or traditional workers to the industrial sector a positive factor, but
Gunnar Myrdal believed that any stimulus to growth, which would mean higher
wages and income in the nontraditional sector, would attract the more able and
productive out of the traditional sector, leaving only the very young and the less
productive workers behind. This would initiate a dynamic of ever-worsening
income inequality in the country. An important contribution of Myrdal to the
evolution of thinking on economic development was the role of institutions. He
believed that the existence of a strong efficient state in most industrial countries
was a major underpinning of their development.

While Albert Hirschman agreed with the essence of “big push” strategy, he
believed that the resources required to successfully implement such strategies
were beyond the reach of a typical developing country. Instead, Hirschman
advocated a focus on a few key industries with critical strategic linkages to the
rest of the economy. In the priority sector, where the key industries were located,
excess capacity would be created, thus reducing the price of products while
creating shortages in the rest of the sectors. Such a process would also create new
industries, further expanding employment, income, and growth. Another of my
teachers, Walt Rostow, saw the growth of developing countries from a traditional
society to sustained high growth as consisting of five stages: (1) the traditional
society; (2) the stage of precondition for take-off; (3) the take-off stage; (4) the
drive to maturity; and (5) the age of mass consumption. During this process, each
stage provides the preconditions for the next.

All these economists, who wrote during the 1950s, saw economic growth as
synonymous with economic development. In 1957, Robert Solow, another
teacher, decomposed the output-input relations to obtain the contribution of
each element of the production process to the growth of output—the contribu-
tions of labor and capital—and what could not be attributed to these, the resid-
ual, was attributed to technology, or total factor productivity (TFP). Growth
accounting performed over a large number of countries over a number of
decades has provided convincing evidence that TFP is the major reason for dif-
ferential growth rates across countries. In 1986, Paul Romer developed a growth
model with an endogenous growth of technology or knowledge. While each
individual firm would still face diminishing returns to investment in knowledge
generation, society as a whole would experience increasing returns to knowledge.
Romer argued that while the growth of output depends on factor inputs—
namely, labor and capital—it also depends on the stock of knowledge, which has
beneficial externalities and generates opportunities for innovation that, in turn,
expand the range and availability of products, increasing growth. The mechanism
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for society to increase the stock of knowledge is research and development
(R&D): the higher the level of current investment in R&D, the larger the stock
of future knowledge. The externality, or the spillover effect, of past investments
in R&D reduces its cost over time.

In the latter part of the twentieth century, in a throwback to Adam Smith,
economists began to attribute some of the differential in economic performance
to the quality of institutions. This explanation for economic performance had its
more recent roots in the last decades of the nineteenth and the first few decades
of the twentieth century in the writings of scholars who rejected many of the
assumptions and the methodology of neoclassical economics. The new institutional
economics (NIE) view of economic development is that in addition to factor
endowment, human capital, and technological progress, institutional structure
plays a significant role in development. Empirical analysis based on this model
has produced results with significant policy implications. The starting point
of why institutions matter in economic development is why countries with
considerable resource endowments and access to finance are, nevertheless, eco-
nomically (and politically) underdeveloped. While differences in capital per
worker, investment in human capital, and technology may explain differences in
the level of per capita income across countries, these cannot be considered a
fundamental reason for the underdevelopment of many countries. This is
particularly important in the age of globalization since capital is mobile and
should move to countries where its rate of return is higher. Moreover, investment
in human capital should have higher returns in countries with low investment in
education. However, if the institutional structure of a country is weak, its ability
to mobilize, organize, and finance growth is constrained.

Neoclassical growth theory implicitly assumed that economies have institu-
tions that provide political stability, guarantee and enforce property rights, and
protect and enforce private contracts and the rule of law. In addition to assuming
that the countries had efficient markets, it was assumed they also had the finan-
cial, legal, accounting, and regulatory apparatus that ensure transparency,
accountability, and good governance. Douglass North (1995, 2003) has over the
years argued that while the growth of advanced economies is explained by
productivity increases from division of labor, specialization, technical progress,
and the competitive market, the key to their performance is low transaction
costs, resulting from the institutional structure that developed over the last
250 years. Conversely, it is the existence of prohibitive transaction costs that was
the main obstacle to development. A modern economy relies on impersonal
relationships that, by their very nature, involve a great deal of uncertainty.
Efficient institutions reduce uncertainties and related costs.

Much of the intellectual effort of major thinkers in the eighteenth and
nineteenth centuries was focused on the search for appropriate ways of establish-
ing social order in the face of rapid industrialization and resulting socioeconomic
dislocations as disorder increases uncertainty, decreases confidence and increases
transactions costs (North 2003). North argues that after a period of disorder
resulting from radical changes and crises, whether social order will be established
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quickly depends on the stability of the institutional structure of society, with
those having such stable institutions recovering more rapidly. The collectivity of
institutions provides society with the social capability to establish a stable order
by reducing uncertainties or ambiguities. The institutional structure of a society
is composed of constitutions, laws, and rules of governance; its government, its
finances, economy, and politics; written rules, codes, and agreements that govern
contractual relations and exchange and trade relationships; and commonly shared
beliefs, social norms, and codes governing human behavior. The clarity of rules,
social norms, and enforcement characteristics are important to the degree
of compliance exhibited by the members of a society. The higher the degree of
rule-compliance, the more stable the social order and the lower the transaction
costs in the society. For example, social norms that prescribe trust, trustworthi-
ness, and cooperation have a significant impact on encouraging collective action
and coordination (North 2003, 115-30).

North believes that poor performance is due to path-dependencies resulting
from past institutional structure, reflecting a belief system that is difficult to
change either because the needed changes that improve economic performance
run counter to the belief system or these changes pose a threat to existing political
or business leaders. While acknowledging that needed changes to improve eco-
nomic performance may be slow to materialize because of cultural factors and
path-dependency, North nevertheless envisions an ideal political-economic insti-
tutional structure that has potential for achieving good economic performance
and societal well-being as a framework of (a) an institutional matrix that defines
and establishes a set of rights and privileges; (b) a stable structure of exchange
relationships in economic and political markets; (c) a government that is credibly
committed to a set of political rules and enforcement to protect individuals, orga-
nizations, and exchange relationships; (d) rule-compliance as a result of internal-
ization of norms as well as coercive enforcement; (e) a set of economic institutions
that create incentives for the members of society and organizations to engage in
productive activities; and (f) a set of property rights and an effective price system
that lead to low transaction costs in production, exchange, and distribution.
Contrasted with this ideal institutional structure, North argues that the institu-
tional framework of poorly performing economies does not provide the right
incentive structure for activities that can improve productivity because of vested
interests that resist change and because factor and product markets are ineffective
in getting relative prices right. A prerequisite to successful actions to improve
economic performance is “a viable polity that will put in place the necessary eco-
nomic institutions and provide effective enforcement” (North 2003, 157). In
2009, North, Wallis, and Weingast argued that countries do not develop when
rulers and their cronies establish a rent-seeking coalition to limit the access of the
majority to both the political and economic systems. Most recently, Acemoglu and
Robinson (2012), following in the footstep of North, have essentially confirmed
that institutions are important for growth and that the political environment in
turn determines the form and quality of institutions; effective institutions require
a supportive political system. Their contribution includes a number of historical
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episodes that they claim confirms that when the political system creates private
gains for those in power (confiscating the rightful gains of others), society loses
and the country becomes impoverished. In the case of the Middle East, they con-
clude that religion has nothing to do with the underdevelopment of the region.

On a parallel track, during the 1970s, the intellectual and practical field of
development changed its focus to human beings, both as the means and the end
of the development process. In the late 1970s and early 1980s, economists,
inspired by the contributions of Mahbub ul Haq and Amartya Sen, began to
question the popular definition of economic development and the path for its
achievement. They argued that development was much more than an increasing
level of per capita income and a simple structural transformation. For the first
time, human development—including education, health care, poverty eradica-
tion, a more even income distribution, environmental quality, and freedom—was
seen as an integral component of the economic development process. Thus, it has
been through the passage of time that economists have come to see the process
of economic development as much more than the quest for increasing average
per capita income, as reflected in the United Nation’s initiation of a Human
Development Index in 1990. Although man needs bread to live, man does not
live by bread alone! Following these footsteps, a number of academics have
introduced additional components of human well-being: sharing with the less
advantaged, belonging to a group, the avoidance of opulent living, and sustain-
ability and natural resource management to benefit current as well as future
generations.

In assessing human well-being in Sen’s framework, capabilities represent the
real opportunities individuals have to lead or achieve a certain type of life.
Functionings, on the other hand, represent the actual life they lead. Defining
development as a process that promotes human well-being would then mean
expansion of capabilities of people to flourish. In this framework, freedom is “the
real opportunity we have to accomplish what we value” (Sen 1994). Consequently,
progress is assessed primarily in terms of whether freedoms are enhanced.
Ananta Kumar Giri (2000) argues that Sen neglects the development of the
“self” maintaining that self-development is a crucial aspect of societal develop-
ment, without which Sen’s approach would not succeed. John Cameron (2000)
criticizes Sen for focusing only on the poor and lower levels of income, while
ignoring or neglecting the upper levels of income and the impact of income
inequality on the development of capabilities; he argues that in so doing, Sen
deemphasizes the need for radical income distribution that would correct the
patterns of functionings in society. Thomas Pogge (2001) argues that affluent
functionings damage human well-being and that the behavior of the affluent is a
direct cause of the underdevelopment of poor countries.

This discussion has traced the evolution of the concept of economic
development—from a concern for social order, the role of civil society, culture,
and state to development as material well-being, with ethics, freedom, develop-
ment of the self, income equality, environmental preservation, and sustainability
factored in. It should be stressed that Smith is the basis of Western thinking on
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development; however, the author of the Wealth of Nations, stressing the self-
interest motive that is the basis of utility and profit maximization for the
individual consumer and producer at any cost to society, including the
impoverishment and exploitation of fellow human beings, is very different from
the author of The Theory of Moral Sentiments. Smith makes clear in his less cited
book that while compliance with the rules prescribed by the Creator is a must,
compliance with the market, an instrument for achieving the greatest good, is
also a necessity. Smith succinctly and clearly shares some of the foundational
scaffolding of Islam: belief in the One and Only Creator; belief in the account-
ability of the Day of Judgment; belief in the necessity of compliance with the
rules prescribed by the Creator; and belief that justice is achieved with full
compliance with rules. To paraphrase Sen, no space need be made artificially for
justice and fairness; it already exists in the rules prescribed by the Law Giver.
Smith considers the internalization of rules—being consciously aware of the ever-
presence of the Creator and acting accordingly—as crucial to all human conduct,
including economics. Rules reduce uncertainty and transaction costs and promote
coordination, making collective action possible and promoting social solidarity.
All of these elements have been directly emphasized or strongly implied by the
Qur’an and in the traditions of the Prophet.

Economic Development in Islam

Today, the Western concept of development is focused on efficient institutions; a
political system that nurtures institutions and prohibits rent-seeking activities
and the confiscation of legitimate wealth; and a social outlook that embraces
human development, including education, health care, poverty eradication, a
more even income distribution, sustainability, and freedom. This is akin to the
Islamic view—with one big difference and one small one. Islamic teachings (not
the practice of Islam today) embrace heavier doses of social and economic justice,
morality, humanity, compassion, generosity, and charity; and Islam places more
emphasis on rules and rule-compliance.

Foundational Framework of Development in Islam
The essential framework for individual and collective human progress is
presented in the Qur’an, and is, in turn, made operational by the traditions of the
Prophet Mohammad. The Prophet, who implemented in Medina the institu-
tional structure specified in the Qur’an, provides the ultimate frame of reference
for the implementation of the Qur’anic prescription. An important aspect of
Prophet Mohammad’s interpretation is that it operationalized and, to an extent,
localized the conditions necessary for development specified in the Qur’an. The
Qur’an provides the framework and specifies rules (institutions) that are, to a
degree, abstract, while the traditions of the Prophet articulate the operational
form of these rules.

The Qur’anic concept of development has three dimensions: individual self-
development; the physical development of the earth; and the development of the
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human collectivity, which includes both. The first specifies a dynamic process of
the growth of the human toward perfection. The second specifies the utilization
of natural resources to develop the earth to provide for the material needs of the
individual and all of humanity. The third concept encompasses the progress
of the human collectivity toward full integration and unity. Together they
constitute the rules-based compliance system, which is intended to assure prog-
ress on the three interrelated dimensions of development. Fundamental to all
three is the belief that the Supreme Creator has provided the ways and means to
facilitate the achievement of all three dimensions of development.

The three dimensions of development are closely interrelated to the point
where balanced progress in all three is needed to achieve development. The four
basic elements of the Western concept of development—namely, scarcity,
rationality, and the roles of the state and of the market—are perceived somewhat
differently in Islam. All three dimensions of Islamic development assign heavy
responsibility to individuals and society—with both held responsible for any lack
of development. Balanced development is defined as balanced progress in all
three dimensions. Progress is balanced if it is accompanied with justice, both in
its general (adl) and in its interpersonal (gist) dimension. The objective of such
balanced development is to achieve progress on the path to perfection by
humans, through rule-compliance. Enforcement of the prescribed rules is accom-
plished by an internal and an external mechanism. The love of humans for one
another is a part of their adoration of the Creator, and each human is responsible
for ensuring that others are rule-compliant. The governance structure envisaged
in Islam requires full transparency and accountability by the state and the full
participation of all members.

There are four fundamental concepts supporting the foundational justification
for the rule-based system that is Islam. The first is walayah, the unconditional,
dynamic, active, ever-present Love of the Supreme Creator for His Creation,
manifested through the act of creation and the provision of sustenance.! For
humans, this means sufficient resources to sustain life and divine rules enabling
humans to sustain and flourish on this plane of existence. Each human recipro-
cates His Love by extending His love to other humans and to the rest of creation.
Second is the concept of karamah, human dignity. The Qur’an considers humans
to be the crowning achievement of His Creation for whose personal and collec-
tive development everything else has been created. Humans are endowed with
intelligence to know their Creator, to recognize and appreciate the universe and
everything in it, and to understand that the reasons for their own existence are
contingent upon the Will of their Creator. The third concept is the meethaq, the
primordial covenant in which all humans were called before their Supreme
Creator and asked to testify that they recognize in Him the One and Only
Creator and Sustainer of the entire Creation and all other implications flowing
from this testimony. The concept of meethaq, in turn, unfolds into three basic
principles: (1) Tawhid, the One-and-Onlyness of the Creator, which unfolds into
the one-and-onlyness of the created and its unity, including above all the unity
of humankind; (2) Nubuwwa, the continuous chain of humans appointed by the
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Creator to remind, warn, cleanse, teach, and induce humans to bring about and
uphold justice within the created order through their position of agency-trustee
assigned and empowered by the Supreme Creator; and (3) Ma’ad, the return of
creation to its origin and the accountability of humanity (individually and col-
lectively)—success and failure in achieving, establishing, and upholding justice
toward their selves, toward others of their kind, and toward the rest of creation.
The fourth concept is that of khilafah: agent-trustee relationship. Jointly, walayah
and karamah provide the basis for khilafah. The Love of the Creator endows
humans with dignity and intelligence so as to manifest walayah through the
instrumentality of khilafah. Khilafah is the empowerment of humans by their
Creator as agent-trustee to extend walayah to one another, materially through
the resources provided to them by the Creator and nonmaterially through the
manifestation of unconditional love for their own kind, as well as for the rest of
creation.

The Qur’an uses two words for justice: gist and ddl. The first is the chief
characteristic of appropriate human relations and of human relations toward
the rest of creation. It is a human phenomenon; it is not a divine trait. Adl, on
the other hand, is a feature of Allah’s Actions that manifests itself in the per-
fect balance of the cosmos; it characterizes the Action of Allah to place every-
thing in its rightful place. Any injustice perpetrated by the individual against
other humans and against the rest of creation is ultimately an injustice to the
self; Allah loves justice; it is a central part of His Universal Walayah. The
response of creation to Universal Walayah must mirror the Justice of Allah.
Qist and ddl manifested by humans is a fundamental manifestation of positive
walayah oriented toward Allah. The core activity of walayah is love manifested
through knowledge and the upholding of justice. Therefore, walayah is (a) a
powerful unifying force by means of which every aspect of Islam can be either
defined and placed in context, and (b) a criterion for determining the degree
to which any given phenomenon is Islamic—that is, to what degree it is in
harmony with the essence of Islam. In recognition and acknowledgment of
their dignity, the Supreme Creator has endowed humans with freedom of
choice. The autonomy provided by the freedom of choice is exercised through
compliance with rules (institutions). The agent-trustee office requires the acti-
vation of the nonmaterial gifts from the Creator that empower humans to
perform their responsibility. To this end, however, a self-cleansing and purifica-
tion process is required.

The importance of knowledge is also emphasized in Islam. The knowledge of
rules describes the path from Islam to iman (belief) in its various stages and
characteristics such as gratitude, patience, righteousness, honesty, justice, struggle,
and forbearance. Much of becoming intimately and experientially familiar with
the knowledge of just duty relates to the progress of the self. It empowers and
strengthens the working of the spirit gifted to humans. For individuals, Islam is a
process governed by “just duty,” the second type of knowledge named by the
Prophet. The knowledge of just duty—an intimate knowledge of the rules of
behavior—and the implementation of that knowledge result in inner harmony.
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Dimensions of Development in Islam

One of the important tests for humans comes about when some individuals and
groups experience conditions of plenty while others are faced with scarcity. The
rules prescribed by Allah specify the appropriate response to these tests, which
are considered by the Qur’an to be signs for the true believer. The wealthy are
the ones who reject the messages of sharing and giving that have been brought
to them by the messengers of Allah. Those who share and spend their wealth in
the way prescribed are the adorers of Allah and He recompenses them for their
spending aimed at pleasing Him. These humans recognize that the source of
their blessings of bounty is the Creator and not their own doing. There are those,
however, who, when faced with an adverse trial, turn to their Creator for help,
but once they achieve success they attribute it to themselves.

In stark contrast to conventional economics, scarcity in Islam is not a binding
constraint at the level of humanity. It is only a constraint at a micro-individual
level; at this level it is a test both for the person who is constrained and for the
person who is not constrained. For the constrained, it is a test of the strength of
belief that has been experientially revealed to the person and is a light shining on
the strength and weakness of the self. For those economically better off; it is a test
of their recognition of the real source of their wealth and the strength of their
rule-compliance in helping remove economic constraints: namely, barriers from
the path to perfection of those in need of help. There is recognition and an
important role for legitimate authorities, those who have Walayah/walayah,
Rububiyyah/iibudiyyah relationships and are fully familiar with and adhere to the
prescribed rules. Such persons are referred to in the Qur’an as ululamr. The
important point is that it is the strength of the rule-compliance of these people,
not their cunningness, physical or military prowess, or other worldly advantages,
such as riches, that legitimizes their authority to oversee the implementation of
the prescribed rules. It is clear that the strength of belief for those who will be
vested with legitimate authority must surpass that of a representative believer.

The traditions of the Prophet invest the legitimacy of leadership of the
community with another dimension, that of bay'ah, a contract between the
person who is deemed worthy of accession to the office due to demonstrated full
compliance with prescribed rules and acceptability by the members of the
community. The manner in which the Prophet organized the first community as
specified in the Qur’an constitutes legitimate political authority, and he sought
acceptability among the multireligious population of Medina. The central term
of the contract between the ruler and the ruled is understood clearly: full compli-
ance with the prescribed rules by the legitimate authority. The community and
its members commit to following and obeying the legitimate ruler so long as he
is rule-compliant. The legitimate ruler commits not only to complying with all
the prescribed rules, among which is the imperative of consultation, but also to
ensuring the preservation, cohesion, and well-being of the community in
accordance with the duties of the trusteeship-agency office. The strength of its
legitimacy is derived from the enforcement of the rules. No authority has any
legitimate basis for creating new rules that contradict those specified in the
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Qur’an and practiced by the Prophet. No political authority selected on the basis of
this framework could retain legitimacy in the face of noncompliance with or violation
of the rules. As history shows, governments that violated rules retained power
only by force. But such an event is simultaneously and concurrently a failure of
rule-compliance by the community being ruled by force. Commanding others to
rule-compliance is part of the cognizance of the love-bond between the Creator
and the created since rule-compliance is the necessary and sufficient condition
for staying on the path to perfection. No political authority can violate the
prescribed rules and retain legitimacy, and no community can claim that it has
remained a believing community while being ruled over by an authority that
is noncompliant with and in violation of the prescribed rules. In short, it is the
noncompliance with rules that leads to the emergence of unjust, dictatorial, and
totalitarian authority.

Commanding what is good and forbidding what is evil is a duty incumbent on
individuals as well as on the whole community. It is a promoter of solidarity and
achievement, and a preserver of social order in the community. The very existence
of oppression, corruption, massive inequality, and poverty in a community is prima
facie evidence of noncompliance with or outright shirking of this duty on the part of
the group’s members. Given the strength of the emphasis on rule-compliance by
the individual, even the existence of a legitimate political authority does not
absolve a human being from the necessity of performing the duty of command-
ing rule-compliance and forbidding rule-violation. Coupled with the prescribed
rule of consultation, this duty gives every member of society the right, and
imposes on him or her the duty of participating in community affairs. And since
the primary responsibility of the legitimate political authority is to enforce
rule-compliance, the more active the individuals’ role in assuring that their own
behaviors and those of others in the community are rule-compliant, the more
limited the need for interference of the authority in the socioeconomic life of the
community.

Turning to rule-compliance in economic transactions, the Qur’an acknowl-
edges the existence of markets and places great emphasis on contracts of
exchange (bay’) and trade (tijarah). Bay’ refers to any contract of exchange,
including the exchange of commitments of fidelity to prescribed rules by a leader
and by followers. A contract of exchange is needed for the trade of goods and
services and for other economic transactions, and is therefore more general than
trade. In other words, bay’ is a contract between two participants to exchange,
while tijarah is an action involving, specifically, buying and selling. In bay’, the
two sides of the contract share the risk contained in the agreement to exchange.
On the other hand, tijarah refers to trade: buying in order to sell with the
intention of making a profit. The Qur’an makes a distinction between a debt
contract (dayn), a contract of exchange (bay’), and trade (tijarah). Debts must
be repaid on the date specified in the contract, and contracts must be written and
witnessed. The Qur'an commands that trade must be based on mutual consent.
A contract of pledge of political allegiance is called mubaya’ah, and is also based
on a contract of exchange.
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Replacing interest rate-based debt contracts with exchange has significant
economic implications. First, before parties can enter into a contract of exchange,
they must have the property rights in what they are going to exchange.
Second, the parties need a place or a forum to consummate the exchange: a
market. Third, the market needs rules for its efficient operation. Fourth, market
rules need enforcement. Exchange facilitates specialization and allows the parties
to share production, transportation, marketing, sales, and price risk. Therefore,
exchange is above all a means of risk sharing. From an economic standpoint,
therefore, by prohibiting interest rate-based contracts and ordaining exchange
contracts the Qur’'an encourages risk sharing and prohibits risk transfer, risk
shedding, and risk shifting. Islamic finance is basically a financial system struc-
tured on risk sharing and the prohibition of debt financing (leveraging).2 The
central proposition of Islamic finance is the prohibition of transactions that
embody rent for a specific period of time as a percentage of the loaned principle
without the transfer of the property rights claims, thus shifting the entire risk of
the transaction to the borrower. The alternative to debt-based contracts, namely
mutual exchange, where one bundle of property rights is exchanged for another,
allows both parties to share production, transportation, and marketing risks. In
order to fit into this framework, financial intermediation and banking in the
Islamic financial system (and more generally in a risk-sharing system) has been
proposed as having two tiers. The first is a banking system that accepts deposits
for safekeeping without accruing any return and requiring 100 percent reserves,
thus protecting the payment system of the economy while concurrently limiting
the credit-creating ability of the banking system and thus obviating the need for
a deposit guarantee, as in the conventional fractional reserve system. The second
tier is an investment component that functions as a classical financial intermedi-
ary, channeling savings to investment projects, and where deposits in investment
banks are considered as equity investments with no guarantees for their face
value at maturity and subject to the sharing of profits and losses. Depositors are
investors in the pool of assets maintained by the bank on the assets side of its
balance sheet.

It is important to recognize—though it may be difficult, given our mindsets—
that there is nothing magical about the recent historical prominence of debt
financing. Before the rise of debt financing, equity financing was preeminent. But
a host of factors and developments catapulted debt financing to the forefront.
Risk-sharing finance is trust-intensive, and trade financing during the Middle
Ages was based on risk sharing, which, in turn, was based on mutual trust.
Upheavals of the late Middle Ages in the fourteenth and fifteen centuries, includ-
ing the Black Death, strife within the Church and between the Church and
hereditary rulers, and general economic decline, contributed to the breakdown of
trust in communities and among their members. While risk-sharing techniques
continued to prevail in Europe until the mid-seventeenth century, beginning in
the mid-sixteenth century, the institution of interest-based debt financing also
began to be used more widely and extensively. The catalyst for debt financing
was primarily the breakdown of trust, in Europe and elsewhere, and the adoption
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of securitization in finance. Over time, government deposit insurance schemes,
tax treatments, rules, and regulations have all heavily favored debt-based con-
tracts over risk-sharing contracts. Thus, risk sharing is still at an early stage of
development in all countries, to say nothing of its even more modest interna-
tional practice. These developments have helped perpetuate a system that a
number of renowned economists, such as Keynes, have deemed detrimental to
growth, development, and equitable income and wealth distribution. More
recently, a growing literature and proposed reforms have argued that the stability
of a financial system can be assured only by limiting credit expansion and lever-
aging; this, in turn, requires the elimination of implicit and explicit subsidies that
fuel moral hazard, such as subsidized deposit insurance schemes and guarantees
that support institutions that are deemed “too large to fail.”

The Qur’an makes it clear that prescribed rules require that economic transac-
tions be based on freedom of choice and freedom of contract, which in turn
require property rights over possessions to be exchanged. While the historical
evidence strongly suggests that markets already existed in Arabia, it was the
Prophet who created the first market that was structured with operations in
accordance with the prescribed rules of conduct for justice to prevail in exchange
and trade. He appointed a market supervisor to promote full compliance with
the prescribed rules of market behavior. While the legitimate authority has the
obligation of supervising and enforcing rule-compliance, market participants are
rule-compliant as long as they are free from further interference. The history of
the market created by the Prophet in Medina underlines the importance and
centrality of the market and rules.

As stated earlier, the Qur’an and the traditions of the Prophet envision devel-
opment as composed of three interrelated and interdependent dimensions, and
the most important of all these is individual human development, without which
the other two would not progress as envisioned. The process of human self-
development is referred to in the Qur’an as rushd, which is the opposite of ghay,
meaning deep ignorance. When the process of rushd strengthens, the person is
said to becoming rasheed: that is, someone who is making progress on the path
to perfection. This stands in stark contrast to Western economic thought, as it was
only in the last three decades of the twentieth century that professionals looked
at a broader concept of development beyond the growth of physical capacity to
produce goods and services: namely, that economic growth is only an element of
the overall progress of human beings and that humans should be the ends, rather
than the means, of development. Even in the most sophisticated of concepts—
Sen’s development as freedom—the imperative of self-development as the pre-
requisite for a comprehension of the substantive meaning of freedom has
received little attention. If development means freedom and functioning, then
what guarantee is there that without self-development, doing what one values
will not lead to fully self-centered, selfish outcomes? These selfish outcomes
include massive poverty and misery for a large segment of humanity side by side
with incredible opulence and wealth accumulation for a few. Some minimum
level of income is doubtless necessary to avoid destitution and absolute poverty
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before one is able to reflect upon one’s action-decision choices. But beyond that,
self-development becomes an imperative for humans to recognize the responsi-
bilities of their Khalifal state and to develop the earth so as to remove economic
barriers and minimize the pain of material paucity for all humans.

Much of the concern with the early formulations of development focused on
achieving and maintaining social order. The Islamic concept places great emphasis
on the need to focus human energy on the achievement of social solidarity and
unity. In turn, that unity is firmly grounded in the purpose of creation, the
Walayah of the Creator for and over humanity, which invested high dignity in the
human state and the responsibilities implied by that state. The Khalifal functions
of each human can be meaningful only in collectivity with other humans. Islam’s
emphasis on the social dimension is so great that there is not one act of adoration
and worship that is devoid of societal implications. The success of each human is
dependent on patient and tolerant interaction and cooperation with other
humans. The idea is that mutual support and social solidarity bring about a more
tolerant and patient response to individual and collective difficulties, heighten
cognizance and consciousness of the Creator and of the commonalities of human-
ity, intensify adoration of Allah through mutual service to others and the rest of
the creation, and ease the path to perfection. Complete success is possible only
through appropriate social interaction. Even if it were possible for a human to
achieve a degree of felicity individually and in total isolation from the human
collectivity, this verse (chapter 3, verse 200) would suggest that such success is far
from complete. The Qur’an repeatedly urges humans toward social solidarity and
a just social order; they must follow the prescribed rules that serve to purify the
self and to create social cohesion: namely, the rules that position both individuals
and society on a straight path. The fundamental objective is to create a society in
which individuals become cognizant of all their capabilities, including the
spiritual. When humans realize these capabilities, a life the Qur’an refers to as
Hayat Tayyibah, the good life—a life free of anxiety, fear, and regrets—becomes
possible; a life of full awareness of the beauty of the creation and Creator; a life

of solidarity with other humans and the rest of creation; and a life lived in the full
Grace of Allah.

The Rules and the Practice of an Islamic Economy
The Prophet Mohammad has provided the foundational structure of a Tawhid-
centered society. Rules of governance, accountability, and transparency; rules
regarding property ownership and protection; rules regarding the formation and
the structure of the market; rules concerning the role of the state vis-a-vis the
market; rules of behavior by market participants; rules regarding distribution and
redistribution; rules related to education, technological progress, and society’s
infrastructure; and, finally, rules regarding sources of government income and its
expenditures, were all promulgated during the 13 years the Prophet spent in
Medina.

The central framework and operation of these rules is justice. The Prophet
understood the essential objective of his selection, appointment, and message to
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be to encourage and insert justice in human societies, as emphasized in the
Qur’an. The Prophet taught the responsibility of the individual, the collectivity,
and the state. He particularly emphasized the equality of individuals before the
law, and that all rules that are incumbent on individuals and their collectivity
must be more strictly observed by those in positions of authority. Thence the
famous saying attributed to him: “Authority may survive disbelief but not injustice.”
Insistence on justice became the hallmark of the institutional scaffolding of
governance, a structure with full transparency and accountability. It was in
Medina where the Prophet was able to put into operation and implement
important rules. The first and the most important of the Prophet’s efforts was the
formation of a society based on Islamic teaching; this he achieved with the
assistance of the critical mass of his followers who had migrated with him to
Medina. It was first necessary to create peace, social stability, and the means of
defending the nascent society from external threats. The social contract with the
inhabitants of Medina constituted agreed-upon procedures for administering
society. Given that Muslims who had migrated with him were either poor or had
lost their wealth fleeing persecution in Mecca, he initiated a contract of mutual
support. Next, the Prophet clarified rules of property rights over natural
resources. Those who had property at the time they entered Islam were given full
rights over their properties.

Humans, in their collectivity, are entrusted with the responsibility of
agent-trustee of the resources Allah has gifted them to remove economic
obstacles created on the path to perfection of individual humans, who other-
wise face the scarcity of these resources. Before enumerating the rules regarding
property rights, it is useful to understand what property means. It is a bundle
of rights, duties, powers, and liabilities embodied in an asset. In the Western
concept, private property is considered the right of an individual to use and
dispose of, along with the right to exclude others from access to and use of that
asset. Even in the evolution of Western economies, this is a new concept of
property that is thought to have accompanied the emergence of the current
form of free market economies. Before that, however, property rights did not
include the right to dispose of an asset or to exclude others from its use. It was
thought that the free market economy required a revision. In Islam, however,
limitations on the disposal of an asset are retained without diminishing the role
of the market.

The first of eight principles of property rights in Islam acknowledged the
permanent, constant, and invariant ownership of all property by Allah. The
second principle acknowledged transfer by Allah of the right of possession to all
of mankind. The third principle mandated equal opportunity of access by all to
the natural resources provided by the Creator, to be combined with their labor
to produce goods and services. The fourth rule recognizes only two ways in
which individuals gain legitimate property rights: (1) through their creative labor,
and/or (2) through transfers—exchange, contracts, grants, or inheritance—from
others who have gained the property rights title to an asset through their own
labor. Thus work is the basis of the acquisition of right to property. Work,
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however, is not only performed for the purpose of satisfying one’s desires, but
also considered a duty and an obligation of all.

The fifth rule forbids gaining instantaneous property rights without working
to earn them. The exception is lawful transfer. This rule also prohibits property
rights gained through gambling, theft, earning interest on money lent, bribery, or
generally from sources considered unlawful. Just as work is a right and obligation
of all humans, access to and use of natural-physical resources provided by the
Creator for producing goods and services are also every human’s right and
obligation. All humans are ordained to apply their creative labor to these
resources to produce what society needs. If an individual, for whatever reason,
lacks the ability to work, it does not deprive him or her of his or her original right
to resources granted to every human by their Creator.

The rule of the “immutability of property rights” constitutes the sixth rule of
property relations. This rule sanctifies the duty of sharing by transferring it into
the principles of property rights and obligations. Before any work is performed on
natural-physical resources, all humans have an equal right and opportunity to
access these resources. When individuals apply their creative labor to resources,
they gain a right to priority in the possession, use, and exchange of the resulting
product without nullifying the original property rights of the Creator or the rights
He granted to all humans in the final product or the proceeds from its sale.

The duty of sharing the product or the income and wealth proceeding from
its sale constitutes the seventh rule of property relations, which relates to prop-
erty ownership rights as a trust. This rule is made operational through the
ordained duties imposed on income and wealth, which must be paid to cleanse
income and wealth from the rights of others. This is perhaps the reason why the
Qur’an refers to these duties as zakat, from the root word meaning cleansing and
purification. These duties are likened to tree pruning, which simultaneously rids
the tree of its undesirable parts and allows its further growth. Although the
Qur’an acknowledges that in His Wisdom the Lord has created humans with
differences, it also emphasizes that these differences are only apparent and that
all humans are the same. The real difference between them, the one that
ultimately counts, is the degree of awareness of Allah-conscious. No other
difference matters.

In a society in which there is poverty amidst plenty, the roots of inequality
must be traced to distortions in the pattern of resource endowments, in the
workings of the exchange and/or distribution mechanisms, and/or in the redis-
tributive framework. The most fundamental among these is the pattern of
resource endowment. When one is granted the mental-physical capacity by the
Creator to access more of these resources, it means others less able or unable to
use these resources are in fact one’s partners, whose rights in the final post-
production, post-market proceeds must be redeemed. The Qur’an affirms that
because these are rights to be redeemed rather than charity, extreme care must
be taken of the recipient’s human dignity.

The eighth rule of property relations imposes limitations on the right of
disposing of property—a right that is absolute in the Western concept of property
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rights. In Islam, individuals have an obligation not to waste, squander, or destroy
property, or to use property for opulence or unlawful purposes. Once the speci-
fied property obligations are appropriately discharged, including that of sharing in
the prescribed amount and manner, property rights on the remaining part of
income, wealth, and assets are held sacred and inviolate and no one can force their
appropriation or expropriation. While the above rules strongly affirm mankind’s
natural tendency to possess—particularly products resulting from individual
labor—the concomitant property obligations promote interdependence and cohe-
sion among the members of society. Private initiative, choice, and reward are
recognized as legitimate and protected but are not allowed to subvert the obliga-
tion of sharing.

To ensure the property rights of all members of society, property rights over
natural resources (such as mines) were placed in trust of either the state, to be
used for the benefit of all, or in the hands of society at large as commons (for
example, surface and underground water).® A clear distinction was made
between the right of ownership and the right of possession, particularly in the
case of land. Any individual could combine labor, capital, and available land to
produce a commodity over which the person would have full property rights.
The land would remain in the person’s possession as long as the land was in
production. However, if the land was not used for continuous production (for a
designated period, such as three consecutive years), the person would lose the
right of possession, and another producer would have the right to take possession
of the land to use labor and capital to produce a commodity.

To protect the interests of society and maintain social order and stability, the
Prophet enunciated rules, based on those already prescribed by the Qur’an, to
give priority to the rights of society over those of the individual. These include
the rule of no harm or injury, the prohibition of the waste and destruction of
resources and products, of extravagance and opulence in production and
consumption, of individual behavior that could create instability in the system,
and of illegal, immoral, and unethical sources of income and wealth. These rules,
while general, tangentially relate to property rights in that while these rights for
the individual are recognized and protected, they are not allowed to harm the
interests of society. The Prophet focused attention of producers and consumers
on the social costs and benefits of their action-decisions rather than on their
private costs. This would induce greater efficiency in the use of resources to
benefit society. The rule of no harm, no injury was promulgated by the Prophet
based on the Qur’an to ensure that there is no adverse impact of private
economic behavior on third parties or on society. The purpose of this rule
appears to be to promote the convergence of the private and social costs of
economic activity. The Prophet, in accordance with prescribed rules, prohibited
theft, bribery, interest on money, the usurpation of the property rights of others
by force, and other ethically and morally forbidden activities as sources of income
and wealth. These activities create instantaneous property rights without
commensurate exertion of labor in production and are socially unproductive and
harmful.
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Before the advent of Islam, trade had been the most important economic
activity of the Arabian Peninsula. A number of thriving markets had developed
throughout the area. Upon his arrival in Medina, the Prophet organized a market
that was structured and governed by rules based on the Qur’an. He implemented
a number of policies to encourage the expansion of trade and the market.
The Prophet prohibited the imposition of taxes on individual merchants, as well
as on transactions. He also implemented policies to encourage trade among
Muslims and non-Muslims by creating incentives for non-Muslim merchants in
and outside of Medina. After the conquest of Mecca and the rest of Arabia, these
and other market rules were institutionalized and generalized to all markets.
These rules included, in addition to those mentioned above, no restrictions on
international or interregional trade (including no taxation of imports and
exports); the free spatial movement of resources, goods, and services from one
market to another; no barriers to market entry and exit; free and transparent
information regarding the price, quality, and quantity of goods, particularly in the
case of spot trade; the specification of the exact date for the completion of trade
in instances when trade was to take place over time; the specification of the
property and other rights of all participants in every contract; guaranteed
contract enforcement by the state and its legal apparatus; the prohibition of the
hoarding of commodities and of productive resources for the purpose of pushing
up their price; the prohibition of price controls; a ban on sellers or buyers
harming the interests of other market participants, for example, by allowing a
third party to interrupt negotiations between two parties in order to influence
the negotiations to the benefit of one of the parties; and a ban on the shortchang-
ing of buyers, for example, by not giving full weight and measure. Moreover,
sellers and buyers were given the right of annulment of a business agreement: (a)
before leaving the location in which it was taking place; (b) in the case of a buyer
who had not seen the commodity and after seeing it found it unacceptable; (c)
if either the seller or the buyer discovered that the product had either been sold
for less than, or bought for higher than, it was worth; (d) if the buyer discovered
that the quality of the product was not as expected; (e) if side conditions were
specified during the negotiations which were left unfulfilled; (f) if a delivery
period was specified but the product was not delivered on time; and (g) when
the subject of the negotiations were pack animals, the buyer had the right to
return the animal up to three days after the deal was finalized. The moral-ethical
foundation of market behavior prescribed by the Qur’an and implemented by
the Prophet ensured the minimization of risk and of uncertainty for market
participants and increased the efficiency of exchange, and intended to reduce
transaction costs. Moreover, rules specified in the Qur’an regarding faith to the
terms of contracts and the knowledge of their enforcement increased certainty
and reduced transaction costs. Another important rule promulgated by the
Prophet was the prohibition of interference with supply before entrance into
the market. From the earliest period of operation of the Medina market, the
Prophet appointed market supervisors, whose job was to ensure rule-compliance,
which in turn would result in markets that are just. The Prophet advised the
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participants to go beyond mere rule-compliance and to treat their fellow humans
with beneficence. The Prophet strongly encouraged market participants to
accept the duty of “commanding the good and forbidding evil” by engaging in
self-regulation.

The Prophet lived modestly, commensurate with the standard of living of the
poorest among his followers. Litigations before him were settled quickly and
fairly, with influence from the rich or powerful playing no role in his decisions.
He consulted with experts in every affair in accordance with the rule of
consultation. His insistence on the participation of all members of society in its
affairs, his strong encouragement of education, and inducements for the adoption
of technologies from neighboring states and people are evidenced in biographies
about him, as are his efforts to promote the expansion of social infrastructure.
His emphasis on health and hygiene was so strong that he considered it a
religious duty. He emphasized productive work and, while he would use the
public treasury to alleviate destitution and poverty, he strongly discouraged lazi-
ness and reliance by the able-bodied on handouts. To encourage work, one of his
policies was to enforce risk-reward sharing in production and/or trade projects.
He encouraged those among his followers who were better off to provide
interest-free loans to the needy and to invest in public projects to benefit society
instead of hoarding their wealth.

In Islam, property is considered a gift from the Creator, a source of wealth
creation and a means of communal support. Property rights are assigned to
humans by their Lord as a trust for the betterment of all members of society and
to establish justice. The wealthy, pampered, and opulent are those who did not
redeem the rights of others in their wealth. Their behavior led to their destruc-
tion. There are historic accounts of how the economic behavior of the rich and
powerful becomes a major source of injustice, which, in turn is the major source
of political and social injustice. In practical terms, the Qur’an is clear that justice
means creating a balanced society that avoids extremes of wealth and poverty, a
society in which its members recognize that property is a blessing afforded by
the Creator for the sole purpose of providing support for the life of all members
of society. It is not possible for a society to have numerous rich people without
that same society simultaneously creating a mass of economically deprived and
destitute humans. On the one hand, the rich consume opulently and, on the
other, the poor suffer from deprivation because their rights in the wealth of the
rich and powerful are not redeemed. Islam prohibits the accumulation of wealth
and imposes limits on consumption through its rules against overspending and
waste, and ordains that what is left after one has reached a modest living standard
must be returned to the less able members of society. Therefore, while Islam
ordains hard work, the development of the earth and natural resources provided
by the Creator, and the use of proceeds for the satisfaction of the needs of all
humans, it prohibits the concentration in the hands of a few.

Douglass North believes that cognition plays a central role in belief formation,
which, in turn, affects preference formation, rational decision making, and
institutions. Institutions (rules) have a reciprocal effect on cognition. Beliefs
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constitute what North refers to as a “mental model” (North 1995, 15-26).
However, whereas North believes that institutions “are clearly an extension to the
mental constructs the human mind develops to interpret the environment of the
individual,” in Islam, rules (institutions) are provided by the Law Giver. For a
believer, the “mental model” is formed by these rules (institutions), which reduce
uncertainty for individuals and society, and in turn reduce transaction costs. Above
all, the entrepreneurs engaged in production are subject to the rules of economic
behavior that stress not cheating, not wasting (itlaf) or overusing (israf), and not
causing harm to anyone in carrying out production. The Prophet said: “There are
two characteristics above which there are no other in evil: associating partners
with Allah and causing harm to the servants of Allah (other humans)”; “The
person who defrauds a Muslim is not of us”; and “Whoever shortchanges the
wages of a laborer, his place will be in fire” (Al-Hakimi, Al-Hakimi, and Al-Hakimi
1989, vol. 5, 367). The exploitation of hired labor, particularly short-changing
their wages or refusing to pay labor wages commensurate with their productivity,
was the subject of admonishments by the Prophet: “Whosoever mistreats a
laborer in repaying for the work done, Allah will render his own work fruitless and
Allah will forbid him the perfume of the Garden” (Al-Hakimi, Al-Hakimi, and
Al-Hakimi 1989, vol. 5, 366-70).

The next set of rules to be understood and internalized by individuals are
those governing contract and trust. Islam forcefully places all social-political-
economic relations on a contractual footing. More generally, the whole fabric of
Divine Law is contractual in its conceptualization, content, and application. Its
very foundation is the primordial covenant between Allah and humans—the
meethaq. That covenant imposes on humans the duty of remaining faithful to the
affirmation of humanity: humans recognize the Supreme Creator as their
Cherisher Lord and their Wali (Protector/Guardian). That recognition, in turn, is
an affirmation of the duty of rule-compliance, which serves the best interests of
humans and is a contractual obligation, linking humans to their Creator and to
one another. Justice demands rule-compliance as a demonstration of faithfulness
to the terms of the primordial covenant. The contractual foundation of the Law
in human behavior is not only with respect to the Creator but is also toward
other humans. Not only will performance be judged in the carrying out of con-
tractual obligations but also the essential attributes of intending with which a
party enters into a contract. These attributes are sincerity, truthfulness, and the
strength and rigor of the loyalty of the fulfillment of obligations a person is
intending to take on by entering into the contractual relationship.

As Habachy suggests, Islam'’s strong emphasis on the strictly binding nature of
contracts covers private and public law contracts as well as international treaties.
Moreover, “every public office in Islam, even the Imamate (temporal and spiritual
leadership), is regarded as a contract, an agreement (dqd) that defines the rights
and obligations of the parties. Every contract entered into by the faithful must
include a forthright intention to remain loyal to performing the obligations
specified by the terms of contract” (Habachy 1962). The highest office of the
leadership of the society, Imamate or Khilafat, is inaugurated by Mubaya’ah
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(from the word bay’), which is a contract between the ruler and the community
stating that the leader will be rule-compliant in discharging the duties of the
office. This provides a strong accountable basis for governance (Al-Hakimi,
Al-Hakimi, and Al-Hakimi 1989, vol. 2, 448-59). Throughout the legal history
of Islam, a body of rules, based on the Qur'an and on the traditions of the
Prophet, has constituted a general theory of contracts. These rules covering all
contracts has established the principle that any agreement not specifically pro-
hibited by law was valid and binding on parties and must be enforced by the
courts in a fair manner to all parties.

It should be noted that there is a strong interdependence between contract
and trust; without trust, contracts become difficult to negotiate and conclude,
and costly to monitor and enforce. When and where trust is weak, complex and
expensive administrative devices are needed to enforce contracts. Moreover,
it is generally recognized that unambiguous contracts—ones that foresee all
contingencies—do not exist, as not all contingencies can be foreseen. As McMillan
suggests, trust is an important element of a well-designed market. “For a market
to function well, you must be able to trust most of the people most of the time
Y your trust in your trading partner rests on both the formal devices of the law
and the informal device of reputation” (McMillan 2002, 10-11). When and where
property rights are poorly defined and protected, the cost of gathering and analyz-
ing information is high, and trust is weak, it is difficult to clearly specify the terms
of contracts and enforce them. In these cases transaction costs—that is, search and
information costs, bargaining and decision costs, contract negotiation and enforce-
ment costs—are high. Where and when transaction costs are high, there is less
trade, fewer market participants, less long-term investment, lower productivity,
and slower economic growth. As North has pointed out, when and where there
is rule-compliance and enforcement, there is an increase in the likelihood that
property rights will be protected and contracts honored. Under such conditions,
individuals are more willing to specialize, invest in long-term projects, undertake
complex transactions, and accumulate and share technical knowledge.

Throughout the ages, one of the most important questions confronting man-
kind has been: what criterion should determine the distribution of economic
resources? The answer depends on the underlying concept of justice and fairness,
which, in turn, depends on the belief system. Islam considers justice an important
attribute of the Creator manifested in His Creation. The concept of justice for
humans is simple and unambiguous: justice is obtained when all things are placed
where intended by the Creator! How are humans to know where the right (just)
place is for everything? The answer is: follow the rules prescribed by the Creator
(Al-Hakimi, Al-Hakimi, and Al-Hakimi 1989, vol. 2, 2-25; vol. 6, 324-451; Qutb
1953). By the instrumentality of His Walayah, the Loving Creator has provided
all that is necessary for humans to develop and achieve perfection of the human
state. He has also designated the path to perfection and has marked it with rules
of behavior in all facets of human life. Rule-compliance assures justice. In turn,
justice assures balance for individuals and for their collectivity. Compliance with
rules, however, does more than create balance; it guarantees that humans draw
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near to their ultimate objective, namely, their Creator. Morality is a result of just
behavior. In contrast, nontheocentric thought considers justice “an important
subclass of morality in general, a subclass which generally involves appeals to the
overlapping notions of right, fairness, equality ...” (Arthur and Shaw 1991, 4).
These systems must find ways in which a consensual agreement is reached on the
concept of justice and fairness according to which goods and services produced
can be distributed. To do so, they must first devise moral theories that provide
reason to justify a particular distributional system. One such theory is utilitarian-
ism, which puts forth a distributional system that avoids justice but is instead
based on morality. An action is considered justified if it increases utility, or hap-
piness, of all. Accordingly, there is only one moral issue involved in a course of
action or social policy: does it achieve the greatest aggregate happiness? This is a
criterion by which not only individual and social actions are judged but one
according to which various societies are compared. There is much criticism of
utilitarianism. Two stand out. It permits the sacrifice of innocent individuals
and their interests if it means increasing the happiness of the whole, thus
serving totalitarian objectives; and it assigns equal weights to happiness of all
individuals.

In principle, in economics, it is assumed that a free market that operates on
the basis of the self-interest of its participants promotes the general interest of
all. Based on a utilitarian concept, welfare economics developed the analytic
position that in such a system, in which prices were determined by the free
interplay of supply and demand, all factors of production would receive rewards
commensurate with their marginal contribution to the production of goods and
services. It is important to note that here, too, initial resource endowments as well
as the preferences of individuals are taken as a given. Unhappy with utilitarian-
ism, Rawls searched for an alternative principle of distribution by relying on the
concept of the social contract. Equating justice with fairness, Rawls attempted to
find principles of just distribution with which members of society, with different
concepts of good and just, all agree.

To Rawls, distributive justice is a matter of public rather than private choice,
although he assumes that citizens are just. Therefore, his principle of justice
applies only to social institutions he refers to as the “basic structure.” He uses the
device of “a veil of ignorance” to ensure fair results. Assuming that people in
society are ignorant of all of their particularities, including race, color, creed, or
social status, they would come together to choose a rule of distribution that
would then govern all members of society. Rawls concludes that people would
choose a rule according to which all “social values—liberty and opportunity,
income, wealth, and the basis of self-respect—are to be distributed equally unless
an unequal distribution of any, or all, of these values is to everyone’s advantage”
(Rawls 1971). From this principle, referred to as “the difference principle,” two
other principles are deduced. First, that each individual in society has “equal right
to political liberty; freedom of speech and assembly; liberty of conscience and
freedom of thought; freedom of the person along with the right to hold
(personal) property; and freedom from arbitrary arrest and seizure, as defined by
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the concept of the rule of law. These liberties are all required to be equal by the
first principle, since citizens of a just society are to have the same basic rights”
(Rawls 1971). The second principle requires that if there are to be inequalities,
they are (a) to everyone’s advantage, and (b) “attached to positions and offices
open to all.” These principles are to apply sequentially to the “basic structure” of
society. Sequential order is necessary for Rawls to rule out the possibility that a
departure from the first principle of equal liberty could or would be compensated
by greater economic advantages. Under the “veil of ignorance,” a fair allocation of
primary goods would be the one that members would agree on before they know
where they would land in the outcome.

These ideas on distributive justice afford a perspective on Islamic notions
position of just distribution. An important central difference between Islam’s
position and those above is the role of the market. All the above ideas apply to
“market economies.” Markets also play a crucial role in Islam, but with one major
difference. Epistemologically, the difference is one of the concept of the market
as an ideology and the concept of the market as an instrument. This difference is
profound. In societies known widely as “market economies,” market norms are
central to social relations. In turn, market norms are determined by self-interest,
which dictate “rational” behavior as maximizing what interests the self, narrowly
labeled as satisfaction (utility or profit). Market norms, in turn, determine the
pattern of preferences of individuals. As Gomberg (2007) argues, market norms
and preference patterns are individualist, not communal. They have self-seeking
orientations.

In Islam, by contrast, the market is an instrument. It is not an organism that
determines the rules and norms of behavior, not even those of its own operation.
Rules that determine the pattern of preferences of participants are determined
outside the market. Participants internalize them before entering the market. The
behavior of consumers, producers, and traders, informed by their preferences, are
subject to rules determined outside the market. In a market where there is full
rule-compliance, the price that prevails for goods, services, and factors of produc-
tion is considered just. The resulting incomes are considered justly earned.
Therefore, the resulting distribution is just. However, participants will not be
allowed to keep their full earnings simply because their income was justly
earned. There are rights and entitlements of others in the resulting post market
distribution of income and wealth that must be redeemed. This is the function
of post market redistribution, which is governed by its own set of rules. Any
remaining wealth that is accumulated is broken up at the end of the person’s life
and distributed among a large number of beneficiaries spanning at least four
generations, according to rules specified in the Qur’an to avoid the concentration
of income and wealth in the hands of a few.

As we have said numerous times, justice is at the heart of an Islamic society.
Who is ultimately responsible for establishing a just society? The state’s role is
one of administrator, supervisor, and protector of society. It is the members of
society who ensure that justice prevails. It can be argued that there is no topic
more emphasized in Islam than poverty and the responsibility of individuals and
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society to eradicate it. The Prophet said that poverty is near disbelief and that
poverty is worse than murder (Al-Hakimi, Al-Hakimi, and Al-Hakimi 1989,
vol. 4, 278-468; Qutb 1953). Thus in any society in which there is poverty, this
is sufficient evidence that Islamic rules are not being observed. It means that the
rich and wealthy have not redeemed the rights of others in their income and
wealth and that the state has failed to take corrective action.

Concluding Comments

In Islam, development has dimensions of self-development, of the physical devel-
opment of the earth, and of the development of society. The first is the process
of the growth of the human toward perfection; the second specifies how natural
resources are to be used for developing the earth to provide for the material
needs of humanity; and the third dimension encompasses the progress of the
human collectivity toward full integration and unity. Together they constitute the
rules-based compliance system to assure progress on the three interrelated
dimensions of development.

While Islam attaches great importance to development and the means for its
attainment, it should be evident from our discussion that the underdevelopment
of many Muslim societies has nothing to do with Islam. Back in time, foreigners,
under colonial rule, plundered many of these countries. After the emergence of
these lands from the yoke of colonialism, autocratic rulers with the support of
foreigners grabbed the reins of power and exploited ethnic and sectarian divides.
In most Muslim societies, efficient institutions, rules, and rule-compliance to
promote development were not embraced and practiced. As a result, in many
countries that profess Islam and are labeled as Islamic today, we see injustice and
underdevelopment. This state of affairs, as shown in chapter 11, is not represen-
tative of core Islamic teachings. If a country displays characteristics such as
unelected, corrupt, oppressive and unjust rulers, inequality before the law, unequal
opportunities for human development, absence of freedom of choice (including
that of religion), opulence alongside poverty, and above all injustice of any kind,
it is prima facie evidence that it is not Islamic. While all along, Islam is, and has
been for centuries, the articulation of the universal love of Allah for His Creation,
its Unity, and all that it implies for all-encompassing human and economic devel-
opment. There is thus a disconnect between Islamic teachings and its practice in
many communities that today profess Islam. Their underdevelopment is largely
due to the absence of the institutional scaffolding recommended in Qur’anic
teachings and practiced by the Prophet.

Notes

1. There are about 220 verses in the Qur’an referring to Walayah and related concepts.
A 2010 book (by His Royal Highness Ghazi bin Muhammad bin Talal, based on his
PhD thesis written and approved at Al-Azhar University) most forcefully establishes
and acknowledges the concept of Walayah, or the “Love of Allah.”
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2. For further details, see Askari and others (2011).

3. Western economists have long addressed the issue of natural resource depletion and
intergenerational equity. Solow (1974, 41) reached the conclusion that “the finite pool
of resources (I have excluded full recycling) should be used up optimally according to
the general rules that govern the optimal use of reproducible assets. In particular,
earlier generations are entitled to draw down the pool (optimally, of course!) so long
as they add (optimally, of course!) to the stock of reproducible capital.” This is essen-
tially the Islamic prescription.
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CHAPTER 6

Islam’s Perspective on Financial
Inclusion

Zamir Igbal and Abbas Mirakhor

Financial development and improved access to finance (also referred to as
financial inclusion) is likely not only to accelerate economic growth but also to
reduce income inequality and poverty in a country, a growing body of evidence
indicates. Despite the essential role played by financial services in the progress of
efficiency and equality in a society, 2.7 billion people (70 percent of the adult
population) in emerging markets still have no access to basic financial services,
and a great many of the them come from countries with predominantly Muslim
populations (Demirgiic-Kunt, Beck, and Honohan 2007).

In conventional finance, financial access is especially an issue for the poorer
members of society, including potential entrepreneurs. They are commonly
referred to as “nonbanked” or “unbankable,” and in the case of potential entrepre-
neurs, they invariably lack adequate collateral to access conventional debt
financing. While access to finance may be important for economic growth, the
private sector may not be willing to provide financing to some areas or some
segments of the economy because of the high cost associated with credit assess-
ment and credit monitoring and because of the lack of acceptable collateral.

Although the linkage of financial development with economic development
exists, a high degree of the financial development in a country is not necessarily
any indication of alleviation of poverty in the country. There is growing
realization that in addition to financial development, the emphasis should be to
expand the accessibility to finance and the financial services that can play a more
positive role in eradicating poverty. Development economists are convinced that
the goal should be improving access and making basic financial services available
to all members of the society in order to build an inclusive financial system.
Enhancing the access to and the quality of basic financial services such as

Zamir Igbal is the Lead Investment Officer at the World Bank. Abbas Mirakhor is the First Holder of the
Islamic Finance Chair at the International Centre for Education in Islamic Finance, Malaysia. The views
expressed in this chapter do not represent the views of the management and Executive Directors of the
affiliated institutions.
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availability of credit, mobilization of savings, insurance, and risk management can
facilitate sustainable growth and productivity, especially for small and medium
enterprises (SMEs).

Conventional finance has developed mechanisms such as microfinance,
SME finance, and microinsurance to enhance financial inclusion. Conventional
techniques have been partially successful in enhancing access, but are not
without challenges. This chapter provides Islam’s perspective on financial inclu-
sion. Islamic finance, based on the concept of risk sharing, offers a set of financial
instruments that promote risk sharing rather than risk shifting in the financial
system. In addition, Islam advocates redistributive instruments such as zakat
(a 2.5 percent tax for the welfare of the less fortunate segment of society);
sadagqat (voluntary charitable contributions), and Qard-al-hassan (loans with no
expectation of repayment), through which the economically more able segment
of the society shares the risks facing the less able segment of the population. Such
instruments of wealth redistribution are used to redeem the rights of the less able
in the income and wealth of the more able. These are not instruments of charity,
altruism, or beneficence but are instruments of redemption of rights and
repayment of obligations. In addition, the inheritance rules specify how the
wealth of a person is distributed among current and future generations of
inheritors.

This study argues that the core principles of Islam place great emphasis on
social justice, inclusion, and sharing of resources between the haves and the
have-nots. Islamic finance addresses the issue of financial inclusion from two
directions: one by promoting risk-sharing contracts that provide a viable
alternative to conventional debt-based financing; and the other through specific
instruments of redistribution of wealth in society. Both risk-sharing financing
instruments and redistributive instruments complement each other to offer a
comprehensive approach to enhance financial inclusion, eradicate poverty, and
build a healthy and vibrant economy. With these instruments, the poor are not
forced to rely on their low-level income, or cope with an absence of income, as
they endeavor to maintain a decent level of subsistence living for themselves and
their families. Increasing access to financial services holds the promise of helping
to reduce poverty and improve development outcomes by enabling the poor to
smooth consumption, start or expand a business, cope with risk, and increase or
diversify household income.

Islamic finance provides a comprehensive framework to enhance financial
inclusion by promoting microfinance, SME financing, and microinsurance
structured on the principles of risk sharing, and through Islam’s redistributive
channels, which are grossly underutilized in Muslim countries. The chapter
argues that redistributive instruments should be developed as proper institutions
to optimize the function of such instruments. Institutionalizing these instru-
ments would require a better enabling environment, a sound legal framework,
and transparent collection and distribution. Applications of financial engineering
can devise innovative ways to develop hybrids of risk-sharing and redistributive
instruments to enhance access to finance to promote economic development.
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Instruments offered by Islam have strong historical roots and have been
applied throughout history in various Muslim communities. Islam offers a rich
set of instruments and unconventional approaches, if implemented in a true
spirit, and can lead to reduced poverty and inequality in Muslim countries
plagued by massive poverty. Therefore, policy makers in Muslim countries who
are serious about enhancing access to finance or “financial inclusion” should
exploit the potential of Islamic instruments to achieve this goal.

What Is Financial Inclusion and Why Is It Important?

Many poor families in the developing world have limited access to formal
financial services, including credit, savings, and insurance. They rely instead on a
variety of informal credit relationships with moneylenders, relatives, friends, or
merchants. Traditionally, banks and other formal financial service providers,
including insurance companies, have not considered the poor a viable market,
and penetration rates for formal financial services in developing countries are
extremely low.

The concept of financial inclusion initially referred to the delivery of financial
services to low-income segments of society at affordable cost. However, during
the past decade, the concept has evolved into four dimensions: (1) easy access to
finance for all households and enterprises; (2) sound institutions guided by
prudential regulation and supervision; (3) financial and institutional sustainabil-
ity of financial institutions; and (4) competition between service providers to
bring alternatives to customers (Demirgiic-Kunt, Beck, and Honohan 2007).
Typical indicators of the financial inclusion of an economy are the proportion of
population covered by commercial bank branches, number of Automatic Teller
Machines (ATMs), and sizes of deposits and loans made by low-income house-
holds and SMEs. However, availability of financial services can not necessarily be
equated with financial inclusion because people may voluntarily exclude
themselves from financial services for religious or cultural reasons, even though
they do have access and can afford the services (Demirgiic-Kunt, Beck, and
Honohan 2007).

What distinguishes the use of financial services from access to financial
services? To what extent is the lack of use a problem? The users of financial
services can be distinguished from nonusers, who either cannot access the finan-
cial system or opt out from the financial system for some reason. Within the
group of nonusers, first, there is a subgroup of households and enterprises that
are considered unbankable by commercial financial institutions and markets
because they do not have enough income or present too high a lending risk.
Second, there might be discrimination against certain population groups based
on social, religious, or ethnic grounds. Third, the contractual and informational
infrastructure might prevent financial institutions from reaching out to certain
population groups because the outreach is too costly to be commercially viable.
Finally, the price of financial services may be too high or the product features
might not be appropriate for certain population groups. In addition, there could
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be a set of users who voluntarily exclude themselves from the system due to
conflicts with their religious or ethical or moral value system.

Understanding the linkage of financial inclusion with the economic
development is important. There is voluminous literature in economics and
finance on the contributions of finance to economic growth and development.
The main reason why “finance” or “financial inclusion” or “access to finance”
matters is that financial development and intermediation has been shown
empirically to be a key driver of economic growth and development. Development
economists suggest that the lack of access to finance for the poor deters key
decisions regarding the accumulation of human and physical capital. For
example, in an imperfect financial market, poor people may find themselves in
the “poverty trap,” as they cannot save in harvest time or borrow to survive star-
vation. Similarly, without a predictable future cash flow, the poor in developing
countries are also incapable of borrowing against future income to invest in
education or health care for children.

Given the significance of financial inclusion, a developed financial sector in a
country can play a critical role in promoting growth and in reducing poverty by
enabling the poor to borrow to finance income-enhancing assets, including
human assets such as health and education, and to become microentrepreneurs
to generate income and ultimately move out of the poverty (DFID 2004).
In addition, financial sector development could enable the poor to channel
savings to the formal sector: that is, to maintain bank accounts and other saving
schemes and insurance, which would allow the poor to establish a buffer against
future shocks, thus reducing their vulnerability and exposure to adverse events
that otherwise would put undue strain on future income prospects.

Modern development theories analyzing the evolution of growth, relative
income inequalities, and economic development offer two tracks of thinking.
One track attributes imbalances in redistribution of wealth and income in the
economy as an impediment to growth, while the other track identifies financial
market imperfections as the key obstacle (Demirgii¢-Kunt, Beck, and Honohan
2007). Proponents of the redistribution of wealth claim that redistribution can
foster growth, and a focus on redistributive public policies in areas such as land
or education reform targeting schooling, saving, or fertility changes that can lead
to reduction in income inequalities and poverty.

The other school of thought traces the obstacle to growth to market failures
and imperfect information leading to financial market frictions (Stiglitz and
Weiss 1981). Financial market frictions can be the critical mechanism for
generating persistent income inequality or poverty traps. Financial market imper-
fections, such as information asymmetries and transactions costs, are likely to be
especially binding on the talented poor and the microenterprises and small
enterprises that lack collateral, credit histories, and connections, thus limiting
their opportunities and leading to persistent inequality and slower growth.

The main problems in delivering credit are linked to risks arising out of infor-
mation asymmetries and the high transaction costs of processing, monitoring, and
enforcing small loans, leading to an increase in the break-even interest rates for
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these loans. These asymmetries can result from adverse selection (the inability of
the lender to distinguish between high-risk and low-risk borrowers) or from
moral hazard (the tendency for some borrowers to divert resources to projects
that reduce their likelihood of being able to repay the loan, and the inability of
the lender to detect and prevent such behavior). Depending on the specific
information asymmetry and the ability of potential borrowers to pledge
collateral, lenders may try to use the interest rate or a combination of the interest
rate and collateral as a screening and sorting mechanism. If collateral is not
available, lenders are forced to rely only on the interest rate, but in doing so, they
risk excluding, or crowding out, safe borrowers.

There is growing evidence identifying the linkage between economic develop-
ment and financial inclusion. Galor and Zeira (1993) and Banerjee and Newman
(1993) imply that financial exclusion not only holds back investment, but results
in persistent income inequality, as it adds to negative incentives to save and work
and leads to vicious cycles of income inequality across generations in a society.
Empirical studies by Demirgiic-Kunt and Levine (2008) show that countries
with deeper financial systems experience faster reductions in the share of the
population that lives on less than one dollar a day. Almost 30 percent of the
cross-country variation in changing poverty rates can be explained by variation
in financial development.

Issues with the Conventional Approach to Financial Inclusion

Although the tension continues between the two approaches of either
redistribution policies or financial market frictions, there is realization that the
evolution of financial development, growth, and intergenerational income dynam-
ics are closely intertwined. Aghion and Bolton (1997) point out that an approach
centered on redistribution policies may create disincentives to work and save. By
contrast, Demirgiic-Kunt and Levine (2008) argue that focusing on financial sec-
tor reforms and reducing financial market imperfections to expand individual
opportunities creates positive incentive effects—not negative ones. They further
conclude that building a more inclusive financial system also appeals to a wider
range of philosophical perspectives than redistributive policies can: redistribution
aims to equalize outcomes, whereas better functioning financial systems serve to
equalize opportunities.

The approach to remove financial market frictions to enhance financial
inclusion consists of two tracks. First, the emphasis is on developing the overall
financial sector infrastructure, targeting the banking, capital markets, and insur-
ance sectors by promoting enhanced regulations, supervision, and transparency.
This is in addition to building economic and legal institutions, which are deemed
necessary for the efficient functioning of any economy. The second track focuses
primarily on expanding credit to micro, small, and medium enterprises (MSMEs).
For example, in the past three decades, access to microcredit has expanded dra-
matically and has brought formal financial services to the poor, reaching nearly
200 million microborrowers by some estimates (see Bauchet and others 2011).
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The experience with microcredit or microfinance has been mixed, as there is
growing consensus that the expectations were overestimated and there are seri-
ous challenges in achieving sustainable impact on poverty alleviation. The key
challenges facing the microfinance industry are summarized below:

® High interest rates. Conventional microfinance institutions (MFIs) are often
criticized for charging very high interest rates on loans to the poor. These high
rates are justified because of high transaction costs and the high risk premium.
However, this imposes undue stress on the recipient to engage in activities that
produce returns higher than the cost of funding—which may not be possible
in many cases.

® Recognizing that not every poor borrower is a microentrepreneur. Merely making
capital accessible to the poor is not the solution, without realizing that not
every poor person or recipient of microcredit has the skills set or the basic
business sense to become an entrepreneur. There is need to provide proper
training, skills building, and institutional support to promote entrepreneurship
among the poor. Building such capacity requires funds that often are not
readily available.

e Diversion of funds. The possibility exists that the funds will be diverted to
nonproductive activities, such as personal consumption. In some cases, micro-
credit may lead the poor into a circular debt situation, where borrowing from
one mircolender is used to pay off the borrowings from another lender. Poor
households clearly have other needs, such as school fees, risk mitigation against
adverse events such as illness, disability, or failed crops, and even personal
consumption.

o Large-scale fund mobilization. While some of MFIs have had a significant impact
on poverty, others have been less successful. MFIs generally cannot mobilize
funds on a large scale and pool risks over very large areas in the way that more
traditional, formal financial institutions can. In addition, most MFIs have only
limited coverage and are reaching only a minority of the bankable population

(DFID 2004).

® Product design. The financial services needs of poor households may require dif-
ferent product features with different payment and delivery structures than
typical debt-based lending to microborrowers. A more suitable product targeted
to match the needs of the poor may prove to be more welfare-enhancing.

o Absence of private sector participation. As mentioned, the effectiveness of MFIs is
often compromised because of limitations on the supply of funding, coverage,
mix of products, and funding by the informal, semi-formal, and noncommercial
sectors. There is a need to move toward a market-based or private sector-based
solution within the formal financial sector or capital markets. Without partici-
pation by the private sector, some of the core issues may not be overcome.
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It is worth looking at the evidence on the effectiveness of mircolending. Recent
experimental evidence from three randomized impact evaluations suggests
that while increasing access to credit does not produce the kind of dramatic
transformations expected by earlier literature, it does appear to have some
important—though more modest—outcomes. There is some evidence of a
shift away from nonproductive activities in favor of productive ones, but it is
not drastic enough to result in significant improvement in the poverty levels.
This suggests that microloans help some households reprioritize their expen-
ditures and smooth consumption—a valuable function for poor households

that suffer from irregular and unpredictable income streams (Bauchet and
others 2011).

The Concept of Financial Inclusion in Islam

The central economic tenant of Islam is to develop a prosperous, just, and
egalitarian economic and social structure in which all members of society can
maximize their intellectual capacity, preserve and promote their health, and
actively contribute to the economic and social development of society. Economic
development and growth, along with social justice, are the foundational elements
of an Islamic economic system. All members of an Islamic society must be given
the same opportunities to advance themselves: in contemporary terms, there
must be a level playing field, which in the Islamic view includes access to the
natural resources provided by God. For those for whom there is no work and for
those that cannot work (including the handicapped), society must afford the
minimum requirements for a dignified life by providing shelter, food, health care,
and education.

The concept of development in Islam has three dimensions: individual
self-development, the physical development of the earth, and the development
of the human collectivity, which includes both (Mirakhor and Askari 2010).
In Islam, all three dimensions of development assign heavy responsibility to
individuals and society—with both held responsible for any lack of development.
Balanced development is defined as balanced progress in all three dimensions.
Progress is balanced if it is accompanied by justice, both in its general (d4dl) and
in its interpersonal (gist) dimension.2 The objective of such balanced develop-
ment is to achieve progress on the path to perfection by all humans, through
rule-compliance. The first dimension specifies a dynamic process of the growth
of the human being toward perfection. The second dimension addresses the
utilization of natural resources to develop the earth to provide for the material
needs of the individual and all of humanity. The third dimension refers to the
progress of the human collectivity toward full integration and unity. Happiness
and fulfillment in a person’s life is not achieved by a mere increase in income but
by full development of a person along all three dimensions. At the same time,
economic progress and prosperity are encouraged in Islam, since they provide
the means by which humans can satisfy their material needs and thus remove the
economic barriers on the path to their spiritual progress.
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I[slam emphasizes financial inclusion more explicitly. However, two distinct
features of Islamic finance differentiate its path of development significantly
from conventional financial models the notions of risk sharing and redistribution
of wealth.

Individuals face two types of risks. The first is the result of the exposure of the
economy to uncertainty and risk due to external and internal economic circum-
stances of society and its vulnerabilities to shocks. How well the economy will
absorb shocks depends on its resilience, which will in turn depend on the
institutional and policy infrastructure of the society. How flexibly these will
respond to shocks will determine how much these risks impact individual lives
when they materialize. The second type of risk that individuals face relates to the
circumstances of their personal lives. These include risks of injuries, illness,
accidents, or bankruptcies.

This kind of risk is referred to as idiosyncratic, and when idiosyncratic risks
materialize, they play havoc with people’s livelihood. This is because often the
level of consumption that sustains them is directly dependent on their income.
If theirincome becomesvolatile, so will their livelihood and consumption. Engaging
in risk sharing can mitigate idiosyncratic risk and allow consumption smoothing
by weakening the correlation between income and consumption so that should
these risks materialize, and the shock reduce income, the consumption and liveli-
hood of the individual do not suffer correspondingly.

In a society, risks can be shared among its members, between its members and
the state, or even internationally. In both industrial and developing economies,
people find ways and means of sharing risks to their livelihood. In particular, they
use coping mechanisms to decrease the variability of their income relative to
their consumption. In more developed financial systems, the coping mechanism
is investing in financial assets or in acquiring insurance to mitigate against
personal risks. In developing countries with weak financial markets, people rely
on informal insurance, borrowing, or saving to cope with idiosyncratic risks.
In such societies, theory suggests that perfect informal insurance is possible if
communities fully pool their incomes to share risks.

According to Islamic perspective, risks are mitigated in various ways. First,
the economic system is a rule-based system, which has provided rules of
behavior and a taxonomy of decisions: actions and their commensurate payoffs
based on injunctions in the Qur’an. Complying with these rules reduces
uncertainty. Clearly, individuals exercise their freedom in choosing to comply
with these rules—or not. That rules of behavior and compliance with them
reduce uncertainty is an important insight of the new institutional economics.
Rules reduce the burden on human cognitive capacity, particularly in the pro-
cess of decision making under uncertainty. Rules also promote cooperation
and coordination (Mirakhor 2009). Second, Islam has provided ways and
means by which those who are able to, mitigate uncertainty by sharing the
risks they face by engaging in economic activities with fellow human beings
through exchange. Sharing allows risk to be spread and thus lowered for indi-
vidual participants. However, if a person is unable to use any of the market
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means of risk sharing because of poverty, Allah (swt) has ordered a solution
here as well: the rich are commanded to share the risks of the life of the poor
by redeeming their rights derived from the Islamic principles of property
rights (Igbal and Mirakhor 2011; Mirakhor 1989). Islam ordains risk sharing
through three main venues:

e Contracts of exchange and risk-sharing instruments in the financial sector;

e Redistributive risk-sharing instruments through which the economically more
able segment of the society shares the risks facing the less able segment of the
population; and

¢ Inheritance rules specified in the Qur’an, through which the wealth of a per-
son at the time of death is distributed among current and future generations of
inheritors.

Islamic finance is based on the belief that such a system facilitates real sector
activities through risk sharing. It has its epistemological roots firmly in the
Qur’an—specifically chapter 2, verse 275 (Mirakhor 2011a; Mirakhor and Smolo
2011). This verse, in part, ordains that all economic and financial transactions are
conducted via contracts of exchange (al-Bay’) and not through interest-based
debt contracts (al-Riba). Since in the verse, the contract of exchange appears first
and the stipulation against riba follows, it is reasonable to argue that requiring
that contracts be based on exchange constitutes a necessary condition of a per-
missible contract. Based on the same logic, the requirement of “no riba” (no inter-
est) constitutes the sufficient condition of contracts. The necessary condition
(al-Bay’) and sufficient condition (no riba) must be met for a contract to be
considered Islamic. Classical Arabic lexicons of the Qur’an define contracts of
exchange (al-Bay') as contracts involving exchange of property in which there
are expectations of gains and probability of losses (Mirakhor 2010), implying
that there are risks in the transaction.

One reason for the ban on interest-based contracts (al-Riba) is surely due to
the fact that this type of contract transfers all risk, or at least a major portion of
it, to the borrower. It is possible to imagine instruments that on their face are
compatible with the no-riba requirement, but are instruments of risk transfer,
and ultimately shift risk to taxpayers.

By entering into contracts of exchange, parties improve their welfare by
exchanging the risks of economic activities, thus allowing division of labor and
specialization. Conceptually, there is a difference between risk taking and risk
sharing. The former is antecedent to the latter. An entrepreneur must first
decide to undertake the risk associated with a real sector project before seeking
financing. In nonbarter exchange, it is at the point of financing where risk sharing
materializes or fails to do so. The risk of the project does not change as it
enters the financial sector seeking financing. Not clarifying this distinction has led
to a confusion that the two concepts are one and the same. In the contempo-
rary economy, at the point of financing, risk can be shared, but it can also
be transferred or shifted. The essence of financial intermediation is the ability
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of financial institutions to transfer risk. All institutional arrangements within the
financial sector of contemporary economies are mostly geared to facilitate
this function. One of the chief characteristics of the 2007-09 global crisis was
the fact that many financial institutions shifted the risk of losses, but internal-
ized the gains of their operation. Hence, the concept of “privatized gains and
socialized losses” (see Sheng 2009).

Arrow (1971) demonstrated that in a competitive market economy, in which
markets are complete and Arrow Securities—whose payoffs are state-contingent—
are available, it would be Pareto optimal for the economy if its members were to
share risk according to each participant’s ability to bear risk (Mirakhor 2010).
In the absence of complete markets, which include all possible future contingen-
cies, the efficiency of risk-sharing mechanisms will depend on the institutional
structure, the degree and intensity of informational problems, and the effective-
ness of policies designed to render the economy resilient to shocks.?

To summarize, the Islamic system advocates risk sharing in financial
transactions, and a financial system based on risk sharing offers various advantages
over the conventional system based on risk shifting. Use of risk-sharing instru-
ments could encourage investors to invest in sectors such as MSMEs, which are
perceived as high-risk sectors. Given an enabling environment, investors with an
appetite for taking on such higher risks will be attracted to providing capital for
these sectors. This argument can be supported by growing the market for private
equity. If funds for these sectors become more available, financial inclusion in the
system could be expected to increase.

Redistributive Instruments of Islam

The second set of instruments meant for redistribution are used to redeem the
rights of the less able in the income and wealth of the more able. Contrary to
common belief, these are not instruments of charity, altruism, or beneficence but
instruments of redemption of rights and repayment of obligations.

The Qur’an makes clear that wealth is a blessing provided by the Creator for
the sole purpose of providing support for the lives of all mankind. Thus, in practi-
cal terms, creating a balanced society that avoids extremes of wealth and poverty
is desirable. The Islamic view holds that it is not possible to have many rich and
wealthy people who continue to focus all their efforts on accumulating wealth
without simultaneously creating economically deprived and destitute masses.
The rich consume opulently while the poor suffer from deprivation because their
rights in the wealth of the rich and powerful are not redeemed. To avoid this,
Islam prohibits wealth concentration, and imposes limits on consumption
through its rules prohibiting overspending (israf), waste (itlaf), and ostentatious
and opulent spending (itraf). It then ordains that the net surplus, after moderate
spending necessary to maintain a modest living standard, must be returned to the
members of the society who, for a variety of reasons, are unable to work; hence
the resources they could have used to produce income and wealth were utilized
by the more able.
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The Qur’an considers the more able as trustee-agents in using these resources
on behalf of the less able. In this view, property is not a means of exclusion but
inclusion, in which the rights of those less able in the income and wealth of the
more able are redeemed. The result would be a balanced economy without
extremes of wealth and poverty. The operational mechanism for redeeming
the rights of the less able in the income and wealth of the more able are the
network of mandatory and voluntary payments such as zakat (a 2.5 percent
levy on asset-based wealth), khums (a 20 percent levy on income), and payments
referred to as sadaqah (voluntary charitable contributions).

The most important economic institution that makes the objective of
achieving social justice in Islam operational is the distribution-redistribution rule
of the Islamic economic paradigm. Distribution takes place after production and
sale, when all factors of production are given what is due to them, commensurate
with their contribution to production, exchange, and sale of goods and services.
Redistribution refers to the phase after distribution, when the charges due to the
less able are levied. These expenditures are essentially repatriation and redemption
of the rights of others in one’s income and wealth. Redeeming these rights is a
manifestation of belief in the Oneness of the Creator and its corollary, the unity
of creation in general and of mankind in particular. It is the recognition and
affirmation that Allah (swt) has created the resources for all of mankind, who
must have unhindered access to them. Even the abilities that make access to
resources possible are due to the Creator. This would mean that those who are
less able or unable to use these resources are partners of the more able.

The expenditures intended for redeeming these rights are referred to in the
Qur’an as sadaqat, which is the plural of the term sadagah, a derivative of the
root meaning truthfulness and sincerity. Their payments indicate the strength of
the sincerity of a person’s belief (Qur’an, 2:26; 2:272). The Qur’an insists that
these are rights of the poor in the income and wealth of the rich; they are not
charity (2:177; 17:26; 19:51; 38:30; 70:25). Therefore, the Qur’an asks that
extreme care be taken of the recipients’ human dignity—of which the recipients
themselves are fully aware and conscious, to the point that they are reluctant to
reveal their poverty. The Qur’an consequently recommends that payment to the
poor be done in secret (2:271-273). Moreover, the Qur’an strictly forbids that
these payments be made either with reproach or accompanied by ill treatment
of the recipient, or with any annoyance displayed by the person making the
payment (2:262-265).

Sadagqat are a very important redistributive institution in Islam for two reasons:
first, they operationalize the truthfulness of one’s belief in Allah (swt) in volun-
tarily giving of one’s income and wealth. Second, the importance of this institu-
tion derives from the fact that the receiver is not the person to whom sadagat is
given, but Allah (swt). In two verses of the Chapter of Repentance, it is noted that:

Of their goods (wealth) take sadagat, so that you might purify and sanctify them;

and pray on their behalf. Indeed, your prayers are a source of security for them: and
Allah (swt) is One Who Hears and Knows. (9:103)
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Do they not know that Allah (swt) accepts repentance from His servants and
Receives their sadaqat, and that Allah (swt) is indeed He, the Oft-Returning, Most
Merciful. (9:104)

Zakah is considered a component of sadagat, but it has been given a special
status in the Qur’an because it is ordained with obligatory prayer in at least
20 verses (see, for example, chapter 2, verse 110). Moreover, its collection was
enforced by the governments in early Muslim history following the passing of the
Messenger.

Qard-al-hassan is a loan mentioned in the Qur'an as “beautiful” (hassan),
probably because in all the verses in which this loan is mentioned, it is stipulated
that it is made directly to Allah (swt) and not to the recipient (see, for example,
Chapter 64, verse 17). It is a voluntary loan, without any expectation by the
creditor of any return on the principal. In addition, while the debtor is obligated
to return the principal, the creditor, of his own free will, does not press the debtor
for an exact timing of its return. Allah (swt) promises multiple returns to the
“beautiful loan.” Unfortunately, the full potential of this institution to mobilize
substantial resources for the empowerment of the economically weak or dispos-
sessed has not been realized. Much has been written about microfinance and its
potential to reduce poverty. However, it is an irony that institutions of microfi-
nance are growing rapidly in Muslim countries, but it is seldom realized that
Islam’s own institution of Qard-al-hassan is a more effective means of providing
credit to those who cannot access formal credit channels.

Very early in the history of Muslim societies, the institution of wagqf appeared,
through which individuals could contribute the third of their wealth over which
they are allowed by Shari’ah to exercise control at the time of their death.
A wagfis a trust established when the contributor endows the stream of income
accruing to a property for a charitable purpose in perpetuity. This institution has
already been partially instrumentalized—although not in the sense intended in
this discussion—since the legality of cash wagf (endowing the future income
stream of a cash trust instead of a physical property) has been recognized in most
Muslim countries. This instrument also offers substantial potential to mobilize
large amounts of financial resources through instrumentalization of this institu-
tion by a globally credible Islamic financial institution.

The third dimension of distributive justice in the institutional scaffolding of
an Islamic society is the institution of inheritance, which is crucial in the inter-
generational justice framework envisioned by the Law Giver. Rules governing
production, consumption, and distribution assure conservation of resources for
future generations. Rules of redistribution ensure that those unable to benefit by
participating directly in production and consumption in the market, through a
combination of their labor and their right of access to resources provided by the
Supreme Creator for all humans, are redeemed their rights through zakah,
khums, sadaqat, waqf, and other redistributive mechanisms. Once these rights
have been redeemed out of the income and wealth of the more economically
able, the latter’s property rights on the remaining income and wealth are held
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inviolable. These rights, however, expire at the point of passing of a person. At
death, the person loses the right to allocate his/her wealth as he/she pleases
except on one-third of income, which believers can use to make wagf, sadaqat,
or other transfer contributions as the person wishes. The remainder is broken up
and must be distributed among a large number of persons and categories
according to strict rules of allocation specified in the Qur’an (see 4:1-13).

Public Policy Implications

Analysts suggest that public policy and strengthened institutional framework in
developing countries can go a long way to enhancing financial inclusion.
Examples of policy improvements include better corporate governance, including
supervision, monitoring, and management, which can reduce damage to house-
holds due to economic and financial mismanagement; achieving and sustaining
economic and political stability; and developing the financial sector. In terms of
the institutional framework, clear and secure property rights; contract enforce-
ment; and the securing of trust among people and between government, citizens,
and other institutions can reduce risk, uncertainty, and ambiguity; strengthen
social solidarity; bring private and public interests into closer harmony; and
ensure coordination to improve risk sharing (Mirakhor 2009, 2010). Public
policy could also help in mobilizing savings of poor households and thus reduce
their vulnerability to income shocks.

With regard to microfinance, as discussed, there is empirical evidence suggest-
ing that while these contracts help reduce poverty in low-income countries by
providing small, uncollaterized loans to poor borrowers, there is no evidence to
suggest that those contracts allow businesses to grow beyond subsistence. High
interest rates can reduce available resources. Moreover, the structure of typical
microfinance contracts has features that can create tension between risk taking
and risk pooling, such as peer monitoring and joint liability designed to reduce
the risk of moral hazard risk. Risk pooling allows greater opportunity for informal
risk sharing due to repeated interaction among the borrowers. Joint liability and
peer monitoring are common to most microfinance programs; small groups of
borrowers become responsible for one another’s loan, and all members are held
responsible for the consequences of one member’s failure to repay the loan but
do not reward other members in case of success. This arrangement can have the
unintended effect of discouraging risk taking and dampening the development of
entrepreneurial impulses among borrowers (Armendariz De Aghion and
Morduch 2005; Chowdhury 2005; Fischer 2010).

In addition to mobilizing savings and encouraging microfinance, better access
to the financial sector by developing microcredit and insurance markets in rural
and poverty-stricken regions are promising ways by which public policy can
assist the development of risk sharing to allow households to cope with risk.

There are powers available to a government that the private sector does not
have. For one thing, in its capacity as the risk manager of the society and as its
agent, government can promote risk sharing broadly. It can reduce information
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problems, such as moral hazard and adverse selection, through its potentially
vast investigative, monitoring, and enforcement capabilities. Through its power
of implementing civil and criminal penalties for noncompliance, a government
can demand truthful disclosure of information from participants in the econ-
omy. It can force financial concerns that would attempt to appropriate gains
and externalize losses by shifting risks to others to internalize them by imposing
stiff liabilities or taxes. Using its power to tax and to control money supply,
a government has the significant ability to make credible commitments on cur-
rent and future financing issues. It can use its power to tax to create an incentive
structure for intergenerational risk sharing whereby the proceeds from taxation
of the current income-earning generation is redistributed to reduce risks to
human capital of the youth of current and future generations. Without govern-
ment intervention, individuals are unable to diversify the risk to their most
valuable asset: their human capital. The young have significant human capital

but insufficient financial capital. For the old, the opposite is the case.?

Government as the Risk Manager Promoting Risk Sharing?®

It could well be argued that in contemporary societies, risk management is the
central role of government, and therefore, government is the ultimate risk
manager in a society. In most economies, governments play a major role in
bearing risk on behalf of their citizens. For example, governments provided social
safety net measures and insurance for a variety of financial transactions. The his-
tory of economic explanation for government’s role in the economy spans more
than a century, as economists have attempted to justify the role as being neces-
sitated by the divergence between public and private interests. Some six decades
ago, Arrow and Debreu (1954) focused on finding precise conditions under
which public and private interests would converge, as envisioned in Adam
Smith’s conjecture of the invisible hand. The result was an elegant proof that
competitive markets would indeed have a stable equilibrium, provided some
stringent conditions were met. It was clear, however, that even under the best of
actual conditions, markets did not perform as envisioned either by Smith or
Arrow-Debreu. Consideration of violations of the underlying conditions spawned
a voluminous body of literature on the theory and empirics of market failure. This
concept became the starting point of analytic reasoning that justifies government’s
intervention in the economy to protect the public interest (Stiglitz 1993).

The reason that contemporary societies implement social safety nets, such as
social security, health care, and public unemployment insurance programs, is that
individual households face substantial risk over their life span, such as mortality
risk, wage and other income-wide risks, and health risks. Because private
insurance markets do not provide perfect insurance against all risks, there is said
to be a market failure, and government intervention is called for to correct it.
What has become clear in the wake of the global financial crisis is that even in
the most advanced industrial economies, existing social safety nets have become
incapable of coping with the adverse consequences of the crisis. Not only has the
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crisis shaken previous levels of confidence in markets, but nearly all analyses of
its causes attribute it to market failure in one dimension or another. This has
intensified calls for government interventions to counter the adverse effects of
the crisis on income and employment, to strengthen the social safety nets, and to
reform the financial sectors. The most important lesson of the crisis has been that
people at large carry too large a risk of exposure to massive shocks originating in
events that are beyond their influence and control. Hence, attention has been
focused on ways and means of expanding collective risk sharing.

Before the recent subprime crisis, it was assumed that government interven-
tion, in the form of activities such as providing social safety nets, public goods,
and deposit insurance, was solely for the purpose of addressing various kinds of
market failure. While this is a crucial justification for intervention, there is an
important dimension of government’s role that has not attracted much attention.
Many of the steps to provide a social safety net, from a minimal amount in some
countries to substantial amounts in welfare states, are also about collective risk
sharing. This dimension has been particularly neglected in the analysis of govern-
ment provision of social insurance and services, in which the sole focus has been
on the issue of trade-off between equity and efficiency: the issue at the heart of
debates about the roles of the state versus the market.

Need for Developing a Supportive Institutional Framework

As discussed, access to finance is hampered by informational asymmetries and
market imperfections, which need to be removed before one can think of
enhancing finance. When it comes to developing countries, where the financial
sector is not very developed and the formal financial sector is underdeveloped, it
is important that attention be paid to improving institutions critical for financial
sector development. Improved access to finance in many developing countries is
constrained by an underdeveloped institutional framework, inadequate regula-
tions, and lack of a specialized supervisory capacity. Policy makers need to take
steps to enhance key institutions such as the legal, informational, and regulatory
institutions in the country.

Regulators should make financial inclusion a priority. Despite the significance of
financial inclusion, it is still not a priority for financial regulators in most of the
57 member-countries of the Organization of Islamic Cooperation (OIC). OIC
countries need to develop a regulatory and supervisory framework that supports
wide financial inclusion based on sound risk management and with sufficient
consumer protections. Financial inclusion should be considered as a goal
alongside prudential regulation and financial system stability. The survey of
financial regulators worldwide concerning financial access (CGAP 2010) found
that regions that include financial access in their strategies and mandate their
financial regulators to pursue such agendas are also the countries that reform the
most. Regulators with a financial inclusion strategy are more likely to have more
financial inclusion topics under their purview and more resources and staff dedi-
cated to working on these matters (Pearce 2010).
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Priority should be given to improving financial infrastructure, especially the current
credit information system. Core components of the financial infrastructure such as
credit information, investors’ rights, and insolvency regimes are essential, irre-
spective of the type of financing: whether conventional or Islamic. Deficiencies
in financial infrastructure are one of the major obstacles blocking further
SME lending in the Middle East and North Africa (MENA) region.® Sharing bor-
rower information is essential to lowering the costs of finance and overcoming
information constraints. Lack of access to credit information and the fact that
only a small portion of the population has established a credit history (low cover-
age ratio) are two main features that contribute to financial exclusion in OIC
countries, especially for SME financing. Muslim countries interested in enhancing
financial inclusion need to improve their financial infrastructure, which will entail
expanding the range of collateral, improving registries for moveable assets, and
improving enforcement and sales procedures for both fixed assets and movables.
Public credit registries should be upgraded. More importantly, private credit
bureaus should be introduced; they are capable of significantly expanding cover-
age and the depth of credit information (Rocha and others 2011). Improvements
in financial infrastructure will reduce the information asymmetry that constrains
access to credit and raises the costs and risk of financial intermediation.

Infrastructure conducive to products compliant with Shari’ah should be developed.
The growth of Islamic microfinance will depend to a large degree on whether
financial institutions can develop sufficiently attractive financial products and
services that are competitive with conventional products in terms of pricing,
transparency, processing time, and burden on the client. Shari’ah-compliant
microfinance and SME financing is limited in its scope and scale because of lack
of knowledge concerning Shari’ah products, absence of accounting and regula-
tory standards for Shari’ah-compliant microfinance, and adequate monitoring
and supervisory setups.

Integrating Shari’ah-compliant products and customer information into the
formal financial sector will not only enhance access, but will also help integrate
Islamic finance with conventional finance. For example, by bringing borrowers’
information to credit bureaus, financial institutions of all types could extend
access to new customers, while managing risks and costs more effectively. This will
also help Shari’ah-compliant financial institutions expand their funding source
and enhance their risk-sharing mechanisms, as institutions with their clients’
credit information available to the public can establish their reputation much
more easily than institutions with a system based on informal credit histories.

Microinsurance should be developed and promoted. There is evidence of a posi-
tive causal relationship at the country level between insurance penetration and
economic growth. At the individual level, the policyholder benefits from
increased access to a wider range of products with increased coverage and greater
sustainability, and the partnering insurance company has access into a new
market without taking on extensive marketing, distribution, or administration
costs. More importantly, the partner-agent model facilitates the pooling of risks
between the formal and informal sectors.
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Despite the success and rapid growth of Islamic insurance (Takaful) and the
contribution of microinsurance to poverty reduction, microTakaful institutions are
still significantly underdeveloped in OIC countries. Like low-income individuals,
SME:s are also less covered by insurance services in poorer OIC countries. In the
MENA region, 34 percent of SMEs in Gulf Cooperation Council (GCC) coun-
tries have the access to insurance services, compared to only 19 percent of the
SMEs in non-GCC countries (Rocha and others 2011). One major reason for the
slow expansion of microTakaful may be linked to the fact that MFIs in populous
Muslim countries are less likely to offer insurance services that are Shari'ah-
compliant (Kwon 2010).

If the policy makers in Muslim countries wish to promote Islamic microfi-
nance and SMEs, these measures need to be complemented by promotion of
microTakaful by designing adequate regulatory frameworks and by providing
incentives to insurance carriers to enter into this market. A study by the Islamic
Development Bank rightly suggests that Qard-al-hassan funds could be used to
develop microTakaful capacity in a country in addition to credit guarantee
systems (Obaidullah 2008). Similarly, zakat funds can be utilized to cover the
default risk of microenterprises run by poor microentrepreneurs, to build
capacity and skills, and to reduce operating costs of microfinance and microinsur-
ance. Implementation of such ideas and innovations require development of
institutions that support transparent governance to ensure the effectiveness of
such mechanisms.

Engagement by the formal sector should be encouraged. Based on the experience
of microfinance, the development community is shifting the emphasis away from
microcredit institutions to an array of other financial institutions, such as postal
savings banks, consumer credit institutions, and—most importantly—the banking
system, with the view that this broader approach can lead to overall financial sys-
tem efficiency and outreach to the entire population. Widening of financial
services to the poor and small enterprises by private sector institutions (particu-
larly commercial banks) in the formal financial sector requires proper incentives
and removal of regulatory barriers, without sacrificing promotion of stability or
security of the financial system (DFID 2004).

Institutionalization of Islamic Redistributive Instruments

As discussed, Islam provides a set of redistributive instruments that could play a
critical role in enhancing financial access and reducing poverty. Given Islam’s
emphasis on social and economic justice and the eradication of poverty, Islamic
instruments that address inequity, such as zakat, khairat (charitable donations),
wagqf, and Qard-al-hassan, could be expected to play an important role if the
required institutional structures are developed.” Therefore, there is a need to
formalize or institutionalize Islamic redistributive mechanisms designed to
empower the economically weak segments of society.®

By institutionalization, we mean building nation-wide institutions and the
related legal infrastructure to maximize the effectiveness of these redistributive
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mechanisms. This institution-building exercise can take place in three steps. The
first step is the development of institutions. An institution is nothing more than
the legalization of the rules of behavior, and therefore, would require crafting
rules pertaining to these instruments as envisioned by Shari’ah. The second step
would be to establish these institutions and to integrate them with the rest of the
economic and financial system. In this process, either existing channels of
distribution, such as banks and post offices, can be utilized to interact with the
customers, or new means can be introduced, leveraging new technologies. Finally,
there should be mechanisms to ensure enforceability of rules through transparent
means.

The objective of institutionalization of redistributive instruments is to formal-
ize and standardize the operations to facilitate each instrument. For example, for
zakat, khairat, and Qard-al-hassan, a formal network of institutions needs to be
developed to collect, distribute, and recycle the funds in the most efficient and
the most transparent fashion.2 In some countries, point of sale mechanisms such
as ATMs or cash-dispensing machines are used to give the customers the choice
and to make it easier for them to make donations or contributions on the spot.
The financial institution can collect and aggregate funds and then disburse them
to needy through selected channels.

The use of Qard-al-hassan for the microfinance sector should be exploited
further. Many of the characteristics of the Qard-al-hassan-based funds could be
shared by MFIs. Therefore, the infrastructure of the latter can be utilized to effec-
tively achieve the objectives of the former. While it is difficult to explain why
this very important Islamic redistributive institution is so underutilized in the
Islamic world—and requires some research effort by sociologists and economists
to investigate the behavioral causes—one can speculate that lack of knowledge,
in the first instance, and concerns about safety and security of the contributed
principal, in the second, may be important factors. The latter could be addressed
by a credible Islamic financial institution by issuing financial instruments that
would provide safety and security to the contributors. The Islamic financial insti-
tution could also instrumentalize the asset side of its balance sheet. Furthermore,
it could provide Qard-al-hassan resources to existing MFIs to reduce the burden
of their interest rate charges on their borrowers. How would such an Islamic
financial institution cover its administrative costs? There are two possible sources.
The first is by investing a fraction of the mobilized resources. The second is
through profit-sharing via Qard-al-hassan resources. The Islamic financial institu-
tion could invest in productive investment projects of young entrepreneurs that
have no access to formal credit markets.

Policy makers need to pay attention to this set of tools to enhance access. They
should encourage development of such institutions through development of the
legal framework to protect the institutions, donors, and stakeholders, and to
ensure transparent governance. With well-developed redistributive institutions,
supplemented by formal and semi-formal sector financial institutions, a more
effective approach to poverty reduction could be undertaken.
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Financial Engineering

Financial innovation and financial engineering have changed the face of the
global financial landscape in the last three decades. Although some of
the innovations have been criticized and have been the source of volatility in the
markets, their positive contribution cannot be denied. There is no reason why
financial engineering cannot be used in the area of financial inclusion and to
enhance financial access. One way would be to securitize assets generated by
microfinance and SMEs. Sukuk (Islamic bonds) are a successful application of
securitization. Along the same lines, a marketable instrument could be intro-
duced to provide funding for much-needed microfinance and SME financing.
With the introduction of securitization of microfinance and SME financing,
financial institutions would be able to pool their assets and issue marketable
securities. In this way, they could share risks with the market, as well as free up
the capital for further mobilization of microfinance and SME financing.

Several researchers have suggested ways to formalize and institutionalize
Islamic modes of redistribution through an integrated approach by applying finan-
cial engineering and by combining different modes (see Mohieldin and others
2011 for details). These approaches include establishing a nonprofit financial
intermediary based on the Qard-al-hassan model or establishing MFIs based on a
hybrid of zakat, awqaf, and sadaqat. The institution of awgqaf (trust or endow-
ment) was once a very well-established institution in Muslim societies, but with
gradual decline, the institution has lost its effectiveness. Policy makers need to
encourage revival of these institutions and should encourage financial engineering
to create hybrid solutions whereby Islam'’s redistributive instruments are mixed
with market-based instruments to address the issue of sustainable development.

Consider an example of financial engineering where a market-based solution
is combined with a redistributive instrument to strengthen its viability in the
market. As argued, securitization could be used to securitize assets in the MSME
sector and to mobilize funding from the market. However, given the perception
of high risk for such undertakings, and the lack of credit en