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Foreword

The last decade has seen an unprecedented growth not only in the practice of Islamic banking
and finance but also in the literature on Islamic finance. This book, however, is not merely
another addition to the available literature. It has a marked distinction. It not only places
theory and practice in one place along with SharTah (Islamic law) underpinnings, but also
provides an objective assessment of conformation of the practice to the theory. A good
coverage of recent innovation in Islamic financial products is also a distinguishing feature
of this book.

Islamic finance is a subject that has now been recognized as a distinct academic discipline
to be included in the curricula of economics, business, finance and management faculties
of institutions of higher learning. There are several universities and institutions, both in
Muslim and other countries, that are teaching courses on Islamic banking and finance. These
teaching programmes, however, have been seriously constrained by the non-availability of a
standard textbook to be followed. I can say with confidence that this book carries the status
of a textbook to be prescribed in the senior levels of undergraduate programmes as well as
in graduate programmes in the relevant faculties.

Islamic finance is still a new subject. There is great interest in conducting research on
different aspects of its theory and practice in the contemporary set-up. Students of economics
and finance keenly look for topics of research in this field. The analytical approach adopted
in this book is conducive to bringing to light potential areas of research. Thus, research
students in the area of Islamic finance should find this book a must read.

The author of the book has a long experience of research in the State Bank of Pakistan
(the central bank of the country), which has played, during the last decade, a significant
role in promoting Islamic finance in the country. By virtue of his position in the research
department of the State Bank of Pakistan, he has a very valuable insight into the operations
of Islamic banks as well as their feasibility to survive in competition with the conventional
banks in the country. His approach in presenting the material in this book is very pragmatic.
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The book, thus, is a useful guide to all those who would like to establish an Islamic bank or
would like to work in Islamic financial institutions.
I congratulate the author as well as the publisher in bringing out this useful book.

M. Fahim Khan

Division Chief

Islamic Research and Training Institute
Islamic Development Bank

Jeddah, Saudi Arabia



Preface

Islamic scholars have been critically examining the modus operandi of modern commercial
banks ever since their establishment in the Muslim world in the last decade of the nineteenth
century. As time passed, the consensus emerged among the scholars that the system was
against the principles of SharTah, mainly because of paying/charging returns on loans and
debts. Keeping in mind that direct or indirect intermediation between resource surplus and
resource deficit units was necessary to fulfil the growing needs of human societies and for
the development of business and industry, Islamic scholars and economists started offering
conceptual models of banking and finance as a substitute for the interest-based financial
system by the middle of the twentieth century.

Institutions offering Islamic financial services started emerging in the 1960s in isolation,
but the movement of Islamic banking and finance gained real momentum with the estab-
lishment of Dubai Islamic Bank and the Jeddah-based Islamic Development Bank in 1975.
In the evolutionary process, the initial theoretical model of two-tier Mudarabah developed
into a versatile model enabling the Islamic financial institutions (IFIs) to conduct trading
and leasing business to earn profit and pass on a part of the same to the savers/investors. To
complete the cycle of Islamic finance, institutions offering Takaful services started emerging
in 1979 as a substitute for the modern insurance system.

While the increasing involvement of the SharTah scholars, creative work by research
institutions like the IRTI (IDB) and the issuance of Shariah Standards by the AAOIFI
(Bahrain) provided a critically needed base to the emerging financial discipline, participation
of the world’s top banking institutions like HSBC, BNP Paribas and Citigroup in the 1990s
provided a driving force to transform it from a niche discipline to a global industry. The
establishment of the Islamic Financial Services Board (IFSB) in 2002, as a standard-setting
institution, also paved the way for making Islamic finance a globally acceptable proposition.
It provided impetus for the promotion and standardization of financial operations of Islamic
financial institutions (IFIs), involving consultations among the relevant regulating authorities
and the international financial institutions. The emergence of Sukuk as investment and
liquidity management instruments in the last six years not only tended to complete the
investment cycle in the emerging financial structure, but also provided a powerful driving
force for its development, with huge potential ahead.
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The above progress reveals that the Islamic finance industry has crossed the significant
milestone of having increasingly wider acceptance at a global level. The amazing develop-
ment so far, the present state of affairs and the challenges ahead give rise to some crucial
considerations for the experts, policymakers and practitioners in Islamic finance. First, the
rapid growth of the industry over the last decade has enhanced the demand for committed,
devoted and professionally trained personnel for Islamic banking operations. Second, the
industry, as it has emerged, is facing a credibility challenge on the grounds of lack of aware-
ness among the public and also due to the general perception that Islamic banks’ present
framework, with a reliance on debt-creating modes like Murabaha, might not be helpful in
realizing the objectives that its pioneers had visualized for transforming the interest-based
financial system to a system compatible with the tenets of the SharTah.

Bankers, the business community, industrialists, SharTah scholars and the general public
need to know what Islamic finance is, what its features are and how it works. In particular,
students of business and finance, the product developers for the emerging industry and the
personnel involved in operations need to have proper knowledge of the principles of Islamic
finance, the essential requirements of different Islamic modes of financing and how they can
be applied to various operations and services of banks and financial institutions. Accordingly,
the availability of any comprehensive book, covering both theory and practical aspects of
Islamic finance, is regarded a prerequisite for promoting Islamic banking and finance.

In the above scenario, I was asked by John Wiley & Sons to produce a write-up that
could serve as a textbook for students, bankers and all others who want to understand the
philosophy, modes, instruments and operations of Islamic banking and financial institutions.
I accepted the challenge and worked on the outline, covering Islamic economics as the basis
of Islamic finance, principles of Islamic finance, the main features of Islamic commercial
law, modes, products and procedures to be adopted by Islamic financial institutions and the
role Islamic finance can play in the development of the financial system and economies.
The book contains discussion on the basic modes, followed by the procedures that IFIs are
using or may adopt to fund a variety of clients, ensuring SharTah compliance. Practical
and operational aspects covering deposit and fund management by Islamic banks involving
financing of various sectors of the economy, risk management, accounting treatment and the
working of Islamic financial markets and instruments have been discussed in suitable detail.

The external reviewer of Wiley, while giving his expert opinion on the original manuscript,
suggested adding a chapter on appraisal of common criticism of Islamic banking and finance.
Although such discussions were there in scattered places in the book, covering all criticism
and misconceptions about the principles and operations of Islamic banks in one chapter in
the final manuscript will hopefully help readers to remove confusion, besides adding value
to the book.

In preparing the book, I have benefited from the traditional books of Islamic jurisprudence,
the literature available so far on Islamic banking and finance, resolutions of the Islamic Figh
Council of the OIC — the highest body representing SharTah scholars of all major Islamic
countries, the Shartah Standards developed by the AAOIFI and rulings of the Shartah boards
of some Islamic banks. As such, it reflects the consensus/mainstream viewpoint relating to
principles of the Islamic financial system, modes of financing and their essential SharTah
requirements that are recognized on a wider scale and are the bases for Islamic banking
practices in the Middle East and other parts of the world. In places, the minority view in
respect of some products has also been included to give a measure of dissent.
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Among those who accept the prohibition of interest, there are two approaches: according
to the mainstream approach, IFIs can use both categories of Islamic modes, while some
believe that Islamic banking, in letter and spirit, means only Shirkah-based transactions.
The latter perception is that Islamic finance, which was originally conceived as a two-tier
Mudarabah, has shifted to debt-creating modes that are almost similar to the interest-based
products of the banks, and as such, Islamic banks’ business also yields fixed returns as in the
case of the interest-based system. According to the mainstream approach, however, the issue
of mode selection is one of a preference for some over others and not one of prohibition of
debt-creating/fixed-return modes, and hence IFIs can use both categories of modes subject
to observance of the SharTah rules relating to trade and lease transactions and keeping in
mind the risk profile of the savers/investors and the nature of business, profitability and cash
flow of the entrepreneurs seeking facilities from the Islamic banks.

The message this author intends to convey is that IFIs need to carefully observe the
principles of Islamic finance with Shartah inspiration while using any of the permitted modes.
It is, however, a fact that an important factor determining the integrity of their operations,
besides Shariah compliance and the professional competence of their incumbents, is the
possible impact of Islamic banks’ operations on the clients and the society or economy.
A common question faced by the practitioners is whether the Islamic banking in vogue will
be able to remove distortions created by the interest-based system, even in the long run. It
requires, on the one hand, that the role of partnership modes and equity-based capital in
Islamic banks’ operations needs to be enhanced and, on the other hand, the stakeholders need
to be educated and apprised that all Islamic modes can play a positive role in development
and capital formation, if used by banks observing the Shartah rules. Further, banking is only
one part, though the most strategic one, of the overall system of finance and economics.
Fiscal, credit and monetary policies of the states have a crucial impact on the financial
business in any economy. This would require the creation of real-asset-based money only
and promoting retail and corporate financial services on the basis of fair play and risk-
sharing. Therefore, for sustainable and all-pervasive development of economies and the
welfare of human beings as a whole, the real-asset-based system of finance with care for
socio-economic ethics needs to be introduced gradually on a wider scale.

I hope that the work in hand will prove to be a useful source material for understanding
the principles, modes and operations of Islamic finance for all those who want to have such
knowledge, especially those who intend to apply it for providing Shartah-compliant solutions
to investors and fund users.

I pray to the Almighty to accord His acceptance to this effort, made solely to spread
knowledge about and promote observance of the injunctions of the SharTah in economic
and financial dealings, and make this book a means of disseminating the concept of Islamic
banking and finance, forgiving me for any inadvertent errors and omissions.

Muhammad Ayub

Director

Training, Development and Shariah Aspects
Institute of Islamic Banking and Insurance (IIBI)
London
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Introduction

1.1 ECONOMIC SCENARIO IN THE NEOCLASSICAL
FRAMEWORK

Since the failure of the centralized economic system of the East in the 1980s, the efforts
of economists, experts, policymakers and governments around the world have been focused
on strengthening market forces to achieve optimal economic growth and sustainable devel-
opment at national and global levels. However, despite some trivial development, market
forces have failed to achieve balanced and equitable growth, not only at individual countries’
level but also regionally among both developed and developing countries.

While the capitalist system, canonized at Bretton Woods in 1944, allowed a free hand
to the capitalist countries and within them the firms and individuals to maximize their
profits with minimal consideration of the human aspects, norms and ethics, the post-Bretton
Woods system, based on excessive creation of monies, particularly the US Dollar, resulted
in “oceans” of poverty around the world.!

Communism was the opposite of capitalism as far as the capitalization of resources
was concerned, while ownership was hypothetical and control was centralized. Due to this
extremist unbalanced behaviour, it had to go after completing its short cycle of less than a
century.

Capitalism does not monopolize all resources directly but through several diversified
media with different levels and distribution controls, like a master—slave set-up. Due to
strong political and institutional support at international level, effectively giving veto to big
powers over the activities of the IMF and the World Bank, neocapitalism has taken a longer
time cycle, but as all limits have been crossed, it could at any time lead to collapse, inflicting
heavy losses on the global economy.

“Greed” — the unbridled pursuit of wealth — has become the most popular slogan of
individuals and particularly of the corporate world, leaving the masses to misfortune. Money
created out of nothing has strengthened the exploitation mechanism and widened the gap
between the haves and the have-nots. The resultant economic scenario has led to the following
concerns for mankind:

! The gold standard remained in practice in some shape up to 1944, when the Bretton Woods agreement was signed by the then
35 sovereigns, linking all currencies with the US Dollar in a fixed ratio and declaring them redeemable at one ounce of fine gold
for 35 dollars. But in 1971 even the gold—currency link was abolished. Gold, instead of being a unit of account for determining
the prices of all other currencies, became a normal commodity whose worth was expressed in terms of units of account or paper
currency. All currencies depreciated, followed by the Dollar’s depreciation. But the Dollar, being a reserve currency, was used as a
blatant tool for exploitation of the whole world with the support of the main international financial institutions. See Perkins, 2004,
pp. 212-213.
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human behaviour guided only by self-interest — no concern for behavioural aspects;
no discipline in the creation of high-powered money, leading to unjust and exploitative pay-
ment systems and illegitimate control over the resources of weaker individuals and nations;
e contradictory policies — leaving the crucial functions of providing health, education and
the basic needs of the masses to a market characterized by forces like “self interest”,
liberalization and deregulation, under the banner of alleviating poverty and increasing
literacy levels, etc. is clearly contradictory;
no or dubious concern for human dignity and rights;
no care for the weak and the oppressed classes;
no concern for justice, fair play and equity;
the influential and the elite exploiting the weak — leading to a phenomenal concentration
of wealth together with large-scale hunger and poverty;
e unhindered unethical practices like deceitful advertisements to allure consumers, leading
to hefty salary packages for the marketing “experts” and leaving the real contributors to
national and global production and the consumers at the mercy of market forces.

The following remarks of Keynes about harmony between private and social interests
aptly sum up the actual situation in the world and lend support to the above view:

“The world is not so governed from above that private and social interests always coincide. It is
not so managed here below that in practice they coincide. It is not a correct deduction from the
principles of economics that enlightened self-interest always operates in the public interest. Nor is it
true that self-interest generally is enlightened; more often individuals acting separately to promote
their own ends are too ignorant or too weak to attain even these.” >

1.2 CONVENTIONAL DEBT: A RECIPE FOR EXPLOITATION

The grim situation briefly portrayed above is not limited to the poor or the least developed
countries in Africa, Asia and other areas of the planet. Inequity has become the hallmark
and the most serious problem facing mankind in all societies. Masses of people in almost
all emerging/developing, Islamic and non-Islamic, and even developed and industrialized
economies are facing the same fate. The interest-based financial system is a major hurdle
in achieving distributive justice. It is creating unrepayable debt — making a class of people
richer and leaving others poorer and oppressed.

Excessive debt and its servicing are the striking features of the interest-based mechanism:
yesterday’s debt can be repaid by taking out more debt today. It is not only stifling economic
growth but also crippling the efforts made by the World Bank, IMF and other donors to
reduce poverty in poor countries. It also distorts the payments systems, on account of which
the concern for just and fair incomes and earnings is being accorded the least consideration.
No one cares who is going to pay the debt: which future generations and from where? This
kind of behaviour — avoiding the payment of currently owed debt — is not acceptable under
any divine religion. In Islamic Shari’ah, debt liability is subject to strict accountability on
the Day of Judgement.

The economic problems of underdeveloped countries (UDCs) have emanated largely from
their excessive debt accumulation. The cost incurred in the form of interest has to be paid by

2 Keynes, 1926. Also see Chapra, 1992, pp. 53-54.
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successive governments through increasing rates, taxes and charges on consumption goods
and utilities. For servicing the debts, governments raise taxes without providing any socio-
economic amenities or quid pro quo. Their foreign exchange earnings, including export
proceeds and remittances of expatriates, are also consumed by debt servicing.

This has led to an ever-increasing share of risk-free capital, vis-a-vis risk-based capital
and business, resulting in business failures, unemployment and, ultimately, gross inequalities
of income and wealth. It has exerted disastrous effects by reinforcing the tendency towards
wealth accumulation in fewer hands together with large-scale hunger and poverty. The
unproductive and wasteful spending both by individuals and governments, which the interest-
based mechanism and easily available credit have the tendency to promote, has led to a
decline in savings, real investments and employment opportunities. The system, combined
with inflation, becomes a recipe for economic instability and chaos. This affects the poor
and the middle class, who together comprise the major part of the population, and thereby
the level of national savings, leading the economies into a vicious circle of poverty and
gross injustice.

So-called debt relief packages have failed to resolve the real issue of poverty alleviation.
In the recent past, debt relief has been provided to 27 countries, most of which are from
Sub-Saharan Africa. According to a World Bank report, the debt stock of these countries
has been reduced by two-thirds.> Due to such efforts, the external debt burden of developing
countries as a group has decreased to some extent (from 45 % of GNI in 1999 to about
40 % in 2003) but that has not been universal and there are many countries that have not
been provided any relief. In addition, the aggregate declines in external indebtedness of
developing countries have been offset by rises in domestic debts, exposing them to enhanced
risks with regard to the scale of the overall debt burden arising from higher interest rates on
domestic borrowing in almost all developing countries. Further, trade barriers imposed by
developed countries on the products of poor and developing countries have not been lifted,
which smacks of an exploitative approach on the part of the rich nations.

Leaving aside the poor and developing countries, even the developed countries have
become accustomed to the bane of debt. On account of the continued and repeated current
account deficits of the United States, it has been transformed from a significant international
investor in the 1970s to the world’s largest debtor country. As of today, only US nationals
are apparently immune from the devastation of debt and that is by dint of the US Dollar
being the major reserve currency, despite the fact that it has become a zero-saving nation
with unparalleled individual, institutional and national debt. In 2004, while the US deficit
was $668 billion, or 5.7 % of GDP, its net external liabilities were estimated at over $2.7
trillion (23 % of US GDP, or 7.5 % of world GDP). In 2005 it jumped to $805 billion and
is likely to hit 12 % of GDP by the end of the decade.* American national debt has passed
$9 trillion. The late eminent columnist Art Buchwald termed it “The $9-trillion heist”.>

The real story of modern empire, writes John Perkins, is that it “exploits desperate people
and is executing history’s most brutal, selfish and ultimately self-destructive resource-grab.”

3 World Bank, 2005, p. 25.

4 The Economist, 18th March, 2006.

5 Daily Dawn, Karachi, 20th April, 2006. In a survey of the world economy, The Economist (London) asks, “Why did American
investments abroad perform so much better than foreign investments in America? The main reason is the Dollar. It is the world’s
reserve currency, and America — unlike many other debtors — can issue bonds in its own currency. Virtually all America’s foreign
liabilities are denominated in dollars, whereas around 70 % of its foreign assets are in foreign currencies.” (24-30th September,
2005).
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The empire that spends trillions of dollars created out of thin air on wars and for bribing the
corrupt has not been able to spend the mere 40 billion dollars that, as per United Nations
estimates, would be sufficient to provide clean water, adequate diets, sanitation services and
basic education to every person on the planet.® “Part of America’s current prosperity is based
not on genuine gains in income, nor on high productivity growth, but on the borrowing from
the future”, states The Economist under the caption of “Danger time for America” in its
issue of 14th February, 2006.

The system has generated inequality at alarming levels, even in developed countries like
the US and Britain. As a national objective, therefore, GDP growth no longer makes such
obvious sense.’” In the US, inequality has increased since 1973, as demonstrated by the Gini
coefficient — a measure of inequality of income distribution in an economy. It increased
from 0.394 in 1970 to 0.408 in 1990 and to 0.462 in 2000. The current value of the Gini
coefficient in the US resembles its value in developing countries. The same is the case
in Britain. Emerging economies like China are also facing the same problem of inequity
and a widening gap between the haves and the have-nots, despite the highly impressive
performance of macroeconomic indicators.

Financing of the huge deficit with the fragile global politics could seriously destabilize
the international markets and economies. Up until now the system has worked because the
US has the right to print dollars. As long as the world accepts the Dollar as the standard
currency, excessive debt does not pose a serious problem. However, if another currency
comes along or any of the US creditors like Japan or China decide to call in their debts, the
situation may become out of control.®

Since the collapse of the Bretton Woods system in 1971, the central focus of the IMF
policies has been to safeguard the US interests, whatever her policies,” which has created
so much vulnerability that now its critics are not only the protesters against globalization in
various parts of the world, but also senior officials of the IMF in Washington. In the wake
of US financial imbalances that placed the global economy at risk, the IMF criticized US
economic policies during their spring meetings in 2006, but the US response was to tell the
Fund to mind its own business.!°

1.3 GROWTH PER SE MAY NOT LEAD TO SOCIO-ECONOMIC
JUSTICE

For about half a century, the major objective of economic policy has been to promote growth
in the overall pursuit of development and happiness of the population. However, it has
been observed that because of rising inequality, growth alone is not a reliable indicator of
socio-economic development. Despite growth in many parts of the world, a large number

© Perkins, 2004 pp. xii, 216.

7" Ahmad, 2005. Also see Daily Dawn, 14th April, 2006; The Economist, Special report on inequality in America, 17-23rd June,
2006, pp. 25-27 and on Japan, pp. 31, 32.

8 Perkins, 2004, pp. 212, 213.

° A hazardous policy decided jointly by the US Treasury, IMF and the World Bank in the early 1990s and implemented by the
latter two for the benefit of the former, commonly known as the “Washington Consensus”, aimed at trade and capital market
liberalization. The countries that followed had to suffer. China and India did not follow and devised their own policies; both of
them are now the fastest growing economies in the world. Malaysia was also able to control the crisis of the late 1990s as it adopted
its own policies without taking advice from the IMF and the World Bank.

10 See The Economist, 22-28th April, 2006, pp. 12, 14, 69, 70.
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of people are unemployed, half-fed and ill-treated as a result of unhindered market forces.
Steady-state growth models and “trickle-down” theory have demonstrated conclusively that
they enhance inequalities of asset distribution by enabling the powerful and better-endowed
groups to grow at an even faster rate than which they were growing before, leaving the
masses in deeper misery.'!

John Perkins, in the preface to his book, Confessions of an Economic Hitman, while
analysing the dangerous world situation, writes: “The idea that all economic growth benefits
humankind and that the greater the growth, the more widespread the benefits, . . . is of course
erroneous . . . It benefits only a small portion of the population. . . may result in increasingly
desperate circumstances for the majority . . . When men and women are rewarded for greed,
greed becomes a corrupting motivator.” He also points to the problems arising from fallacious
concepts about economic development.'?

A number of emerging economies are showing impressive growth rates. But economic
growth under neoliberalism is not serving the welfare function; rather it is enhancing poverty
because the benefits do not trickle down by themselves, due to distortions created by
vested interests in a free market functioning without proper surveillance, disclosure and
transparency that, in truth, reinforces skewed income distribution patterns. China, one of the
fastest growing economies with a growth rate in double digits, is facing the same problem.
The lot of the country’s poor, particularly in rural areas, has got worse, as the previous
communist system guaranteed certain basic needs including food, health care and primary
education. The support systems have collapsed due to the shift to a market-based economic
system.'3

In cases where the wealth and assets are concentrated in big business and industrial
segments in urban areas and the countryside is feudalistic, even the impressively high
growth rate of the economy and sectors like industry and agriculture will not lead to better
income distribution and poverty alleviation. As such, experience has proved that poverty does
not reduce even by governments spending on health, education or infrastructure, because
the basic tools of exploitation continue to work and such spending is not directed to the
fulfilment of the basic needs of the masses. The resultant large-scale poverty is a hurdle
to industrial investment and growth, as it lessens the consumers’ demand for manufactured
goods due to high inequitous income distribution. There must, therefore, be a revolutionary
redistribution of assets and income prior to stabilization if the growth is desired to reduce
asset distributional inequalities.

The deepening imbalances in external payments in developing and emerging economies
and financing needs associated with those imbalances have created serious concerns in
global policy circles and the capital markets. This may affect the external finance and
commodities in which emerging market economies operate.'* Any abrupt and disorderly
adjustment of the exchange rate of major currencies or rises in interest rates may disturb all
major economic indicators in these economies. This would have serious consequences for
developing countries.

1" For details on poverty in the world’s richest countries see Chapra, 1992, pp. 127-129.

12 Perkins, 2004 pp. xii, 216, 222.

13 The Economist, 11th March, 2006.

14 Among the emerging market economies are: China, Hong Kong, India, Pakistan, Malaysia, Indonesia, South Korea, the
Philippines, Thailand (in Asia), Egypt, Saudi Arabia, Israel (in the Middle East), Argentina, Brazil, Chile, Mexico, Peru, Venezuela
(Latin America), South Africa and Bulgaria, Czech Republic, Estonia, Hungary, Poland, Russian Federation and Slovakia (Eastern
Europe).
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While it is a fact that there is no short cut method of relieving poor individuals and
nations of past debt, policymakers will have to make concrete efforts to change the basis and
the procedure of fund mobilization, both from internal and external sources. The solution
lies in replacing risk-free with risk-related capital and making efforts to ensure inflow of
foreign resources in the form of direct and portfolio investments. Borrowed funds are mainly
squandered and it is imperative to replace them with asset and risk-based investments through
fully thought-out and long-term proactive policies.

1.4 SOCIAL WELFARE ACTIVITIES OF THE STATES

Almost all present governments spend huge amounts of money on social security nets, but
that expense does not tend to mitigate the ill effects of the injustice inflicted by the tools
of conventional economics and finance and the resultant inequitous distribution of income
and resources by unhindered market forces. Imbalances created by the system as a whole
cannot be corrected only by a government’s selective spending; it rather leads to moral
hazard in a number of socio-economic directions. Compared with the problems created by
the system, such social welfare activities cannot cater to the needs of the millions of poor
or the vulnerable groups in any society.”> In addition to strengthening, restructuring and
expanding the social safety nets to provide support to the deserving segments of society,
there must be a big change in the system at a broader level so that weaker groups can get
their due share at the stage of production and distribution of wealth and assets among various
factors of production.

That is why, despite heavy spending by governments and high levels of technological and
industrial development, even the countries with massive resources have been unable to realize
their normative goals, due mainly to the fact that there is a conflict between the operative
tools of conventional economics and their normative goals. The interest-based system of
creation and allocation of funds and market-based monetary policy have been viciously anti-
poor and an important cause of unemployment and asset and income distributional injustice
at national and global levels. Governments and central banks are becoming more and more
passive to the fate of the masses in all economies, facilitating profit maximization by the
corporate sector and those who are already rich.

1.5 THE MAIN CULPRIT

Obviously, there has been a long list of factors responsible for the failure of the global
economic system in amicably solving the economic problems of mankind and ensuring
justice, equity and fair play. However, the main two factors are the inefficient modus
operandi of economic management with practically no concern over poverty or exploitation
of the weak, and the functioning of money, finance and the financial markets that play the
most strategic role in creating, distributing and transferring resources and wealth at national
and global levels. Governments, in a bid to allow free interaction of market forces, have not
been properly fulfilling their overseeing function with the objective of protecting the main

15 Charity, on whatever scale, cannot solve the problem. This is why “Billanthropy” by the biggest charitable foundations (see
report by The Economist, 1st July, 2006, pp. 69-71) has not been able to make a dent on poverty.
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stakeholders and vulnerable segments of society. As a result, vested interests have been
creating distortions in the markets to artificially control and determine the supply of goods
and transfer of resources to the privileged classes.

As the major tool in the hands of governments is money, one factor that has to be taken
care of to realize the overall objective of equitable and sustainable economic growth for
welfare of mankind is the area of money and finance. The institution of interest, on the basis
of which governments and the public and private sector corporations borrow funds, creates
parasites in society and thereby the gap between the rich and the poor keeps on widening.
According to the late Yusuf Ali (the eminent translator of the Holy Qur’an into English):
“Whereas legitimate trade or industry increases the prosperity and stability of men and
nations, dependence over usury would merely encourage a race of idlers, cruel bloodsuckers
and worthless fellows who do not know their own good and therefore are akin to madmen”
(translation of verse 2: 275). It is a ground reality that the interest-based system, irrespective
of the rate, is creating “idlers” and “cruel bloodsuckers”.

The prohibition of interest in all revealed religions that we shall discuss in the following
chapters essentially implies that there can be no gain without risk-sharing, which implies
that if someone wishes to get a return, he must also be liable for the loss, if any. “No risk,
no gain” is actually the basic juristic principle of SharT’ah and a normative rule of justice.
The liability to bear a possible loss can motivate investors to be more careful in making their
investments. This can help remove the moral hazard that is associated with risk-free gains
on financial investments and, thereby, inject greater discipline into the financial system.

1.6 THE NEED OF THE HOUR

There are many opinions about the ultimate cause of the crisis. However, sensible people
have long been calling for comprehensive reform of the financial system to help prevent
chaos and spread of financial crisis, or at least minimize their frequency and severity. A vast
majority of Muslim jurists and scholars believe that the ultimate cause lies in disregarding
the prohibition of interest, which is an important teaching of all major religions.

The state of affairs in the global economy and glaring inequalities both at inter and
intra national levels necessitate the evolution of a system that could lead to a balanced,
sustainable and equitable economic order in the world at large. This requires economists and
policymakers to develop an economic system based on the ideals of socio-economic justice
and fair play. By fulfilling this mission they would be giving to humanity the message of
peace, happiness, welfare and prosperity.

In particular, the economists who have been working on Islamic economics for the last
few decades and trying to conceive a model that could lead to balanced and equitable growth
that benefits individuals as well as societies must undertake the job with dedication and
fervour. While doing this, one thing that they should take seriously is that justice/fair play
is the raison d’etre of any economic system that is to be sustainable in the long run, and in
the Islamic worldview, it cannot be given up for any other consideration whatsoever.

The major element creating injustice is “interest”’. Replacing this with a risk-related capital
and investment mechanism could help solve many socio-economic ills. There are a number
of other benefits that can be derived from the prohibition of interest. Among these are the



10 Understanding Islamic Finance

injection of a moral dimension into the financial system along with greater equity and market
discipline to make the financial system more equitable, healthier and stable.'®

1.7 ECONOMICS AND RELIGION

Economists have been debating the impact of religion on economic performance for many
years. This aspect will be discussed in detail in the next chapter. Here, a brief introduction
will suffice.

Whether economics should be mixed with religion is a significant question these days.
More specifically, can Islam be helpful in economic development or it is a drag on economic
growth? Any detail on this aspect is not within the remit of this book, which has to focus
on finance, the most strategic part of any economic system. A large number of scholars
have blamed the relative poverty of Muslims today on their religious beliefs. But Marcus
Noland, an eminent economist, maintains that this long-standing view is wrong: “There is
nothing inherent about these [Islamic] societies that they have to perform poorly,” says the
economist with the Institute for International Economics in Washington, “If anything, Islam
promotes growth . .. .17

While discussing the role of religion in economics one must distinguish economics as a
science from an economic system. An economic system has to be discussed as a thought
based upon any ideology, while economic science should be considered as a science which
deals with the creation of wealth. An economic system relates to management of wealth
distribution in a society that tends to solve economic problems of various groups by enabling
or restricting them from utilizing the means of production and satisfaction. Thus, the system
comprises the following three main elements:

1. Ownership of property, commodities and wealth.
2. Disposal of ownership.
3. Distribution of wealth among the people.

Commodities are possessed for their benefits, which represent the suitability of a commodity
to satisfy any human need. Goods/assets are possessed as a result of work, inheritance,
purchasing/obtaining property for sustenance, governments granting possession of something
to the citizens and transfer payments or goods granted as gifts (without giving anything in
exchange). From this perspective, the Islamic economic system is different from the other
systems only to the extent of ownership and distribution of resources among the factors of
production and various groups of society, with a defined role of the State to ensure that
injustice is not done to any of the individuals, parties or groups.'®

Islamic economics, in fact, can promote a balance between the social and economic
aspects of human society, the self and social interests and between the individual, family,
society and the State. It can effectively address issues like income distribution and poverty

16 For a discussion of the socio-economic benefits of an interest-free system of financial intermediation, see Chapra, 2000a. See
also Siddiqi, 1983; Mills and Presley, 1999, pp. 58-72 and 114-120.

17 http://www.csmonitor.com/cgi-bin/encryptmail.pl?

8 The term “commodity” includes everything possessed for utilization through buying, leasing or borrowing, whether by con-
sumption, such as an apple, or by usage, such as a car; or through utilizing it like borrowing machinery or leasing a house. Property
(Mal) is anything that can be possessed and includes money, such as gold and silver, commodities, such as clothes and foodstuffs,
immovable properties, such as houses and factories, and all other things which are possessed. Human effort is a means to obtain
the property or its benefit. Therefore, wealth is the property (Mal) and the effort together (Nabhani, 1997, p. 47).
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alleviation, which capitalism has not been able to address. At the global level, it may be
helpful in eliminating the sources of instability, thus making the world a happier place with
harmony among followers of various religions.

In the contemporary world, we have macro-level evidence of distributive justice and
development. The trickle-down theory (TDT) adopted in Malaysia during 1957-1970 failed
miserably and resulted in the tragedy of 13th May (1969) race riots in the country. Then the
Malaysian government adopted a policy which applied the core value of Islam, i.e. justice
with fairness, that has contributed significantly to the country’s miraculous achievement
in the last three decades. Although the government could not fully apply the Shari’ah
principles, it adopted a pragmatic policy (New Economic Policy) that had the twin objectives
of eradicating poverty and restructuring society to ensure justice with fairness. This policy
of higher growth with distributive justice emerged as a direct response to the failure of the
growth alone development policy (TDT) pursued during the 1960s. Success at the macro-
level did act as a contributory factor to compensate the failure of some institutions and
values at the micro-level.

Based on the principles laid down in the Holy Qur’an and the Sunnah of the Prophet,
Muhammad (pbuh), the Islamic system played a strategic role in the development of human
society from the second half of the seventh to the tenth century AD. The early Muslims
excelled in all the fields of knowledge of their times, besides understanding and practising
the tenets of Islam.

The period from the Pious Caliphate after the demise of the holy Prophet (pbuh) up to
the 11th century AD represented the zenith of Muslim glory. Muslims were able to develop
and extract wealth from their lands and through their world trade, strengthen their defence,
protect their people and guide them in the Islamic way of life.

As the expanding frontiers of the Islamic State gave birth to monetary issues, mercantilism,
urbanization and socio-economic problems, they developed the system and theories to resolve
the emerging issues. A large number of individual scholars and thinkers of the Middle Ages
developed a number of branches of knowledge, including economic principles, that could
be considered as the basis of the modern political economy and economic thought. As such,
the Medieval Age was considered the golden period of Muslim history."”

With intellectual regressiveness, the Muslim civilization began to wither, becoming more
and more preoccupied with minor issues. The Industrial Revolution was totally missed. This
regressiveness continued until the British and French instigated rebellion against Turkish
rule and brought about the downfall of the Ottoman Empire, the last Muslim world power,
replacing it with European colonies. It was only after World War II that these colonies
became independent.

1.8 ISLAMIC PRINCIPLES CAN MAKE THE DIFFERENCE

The above discussion implies that problems have emanated from

1. The unchecked creation of money.
2. A reliance on market forces without any ethical limits.

19" For details on the contribution by Islamic jurists to economics, see Chapra, 2000a, pp. 145-172. The assumption made by Joseph
Schumpeter in his book History of Economic Analysis (1954) and reference to it by the Nobel Laureate, Douglas North (in his
December 1993 Nobel lecture) that the period between the Greeks and the Scholastics was sterile and unproductive and the theory
of the “Great Gap” based on this assumption is false and lacks credibility.
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3. An emphasis on growth and profit per se without regard to the distribution aspect.
4. The negative role of the State and the regulators in allowing the pursuit of greed and
unchecked profit.

Islamic principles of economics and finance provide checks for all these factors. They focus
on clarity and lack of ambiguity, just and fair treatment for all and care for the rights
of others. But these principles are necessarily ethical and, as a ray of hope, some senior
policymakers have been witnessed talking about ethics. These principles need to be adopted
for the relief of mankind.

Market mechanisms, private property and enterprise, self-interest and competition are
integral parts of Islamic economics, just as in the case of a free-market system. After the
goods are produced, these are consumed or used in the process of further production through
the two main contracts, namely sale/purchase (trading) and leasing, that can be entered
into by individuals, partnership firms and corporations. For undertaking these transactions
properly, Islamic jurisprudence provides other contracts/subcontracts along with detailed
rules.

The fundamental feature of Islamic economics and finance is socio-economic and dis-
tributive justice. It also has a comprehensive system of ethics and moral values. It does not
allow the destruction of output by, say, dumping into the oceans or burning, to force up
or to maintain prices fictitiously at a higher level. Under the effective supervision of the
government, markets can function freely under a competitive price mechanism, transparency
and disclosures, subject to the condition that they are not distorted by the influential and
stronger segments of a society. Within this overall framework, individuals have the right
of ownership and freedom of enterprise, and can get return or profit by creating additional
value and sharing gains and losses. The State has to undertake an overseeing role so that
a closer linkage between real economy and finance can contribute to growth and evenly
shared income.

The Islamic economic system prohibits commercial interest, excessive uncertainty, gam-
bling and all other games of chance and emphasizes a social welfare system based on mutual
help, character building, behavioural changes, the system of Zakat (the religious obligation
of every Muslim who has wealth in excess of his consumption needs at the nonprogressive
rate — generally 2.5 % of net wealth or 5 or 10 % in the case of agricultural produce above
a minimum limit — Zakat money has to be distributed among the have-nots and the needy
as per the tenet of the Holy Qur’an given in verse 9: 60) and care and dignity for the poor.
It accepts the right of capital to enjoy a just return with the condition that it also bears the
liability or risk of any loss. Any entitlement to profit or return comes from value addition
and bearing the business risk, the nature of which will be different in different business
contracts or transactions based on partnership, trading or leasing.

The main principle governing permission to trade/exchange, subject to fulfilment of certain
rules, and prohibition of Riba (interest), games of chance or gambling and other illegal
contracts is that all gains and receipts in exchange transactions must be accompanied by any
consideration stipulated with free will and mutual consent of the parties. Contracts covering
various transactions have been classified as commutative and noncommutative (Ugood-e-
Mu‘awadha and Uqood Ghair Mu‘awadha — discussed in Chapter 5). While profit or return
is valid in the case of the former, like the contracts of sale and leasing, no return can be
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taken in respect of the latter, as in the case of gifts, guaranteeszo and loans, as loaning,
guaranteeing or gifting are considered by Islamic Shari“ah as gratuitous and benevolent acts.
Loans are granted for timely help of the needy and the debtor cannot be charged any amount
over the amount of loan or debt. However, a loan has to be repaid one way or the other
until the creditor gives relaxation or the debtor is declared insolvent. Accountability of loans
or debts in the Hereafter remains intact, even in the case of insolvency, until the creditor
waives the amount of debt.

1.9 REGULATING TRADE AND BUSINESS

Islam recognizes the role of markets and freedom of individuals in business and trade. Trade
and business practices have contributed a lot to the development of the economies of Europe,
the East and Far East. As expressed by Gordon Brown, the then Chancellor of the UK’s
Exchequer: “It was mainly through peaceful trade that the faith of Islam arrived in different
countries”.?! Islamic finance, by offering trade-based models of financial intermediation, can
provide an opportunity for closer interaction between Muslim and non-Muslim communities
and enhance social cohesion among various societies. It may bring nations and countries
closer through trade based on ethical values and some standards of justice and fair play.
However Islam also recognizes the possible adverse impact of totally unregulated businesses
on the various sections of society, particularly the poor and the disadvantaged.

All of this implies that economists and policymakers should concentrate mainly on two
areas to streamline the global economic system and place it on a sound footing. First, the role
of government, which has been a highly contested issue between the neoclassical/liberals and
the conservatives over the last few decades. In view of the bitter experience of capitalism,
with a passive government role resulting in growth for only a few individuals and groups
and leaving the majority of human beings in utter poverty, economists should consent as a
group that governments must perform an active role, not for conducting various businesses,
but for ensuring the proper and smooth functioning of market forces with accountability
and transparency, so that vested interests cannot manipulate through their malpractices.
Concepts that have emerged in conventional economics and finance in recent years, like
ethical finance, green funds and socially responsible investments, tend to imply a closer link
between the desirable objectives of any economic system caring for human beings and the
world as a whole.

The second area is that of money, banking and finance — financial instruments, institutions
and the markets. Islamic finance requires that all financial transactions and the instruments
must be represented by genuine assets and business transactions as per their respective rules
and norms relating to fair play, transparency and justice. It is true that the gold standard
cannot be adopted again, but there must be some foolproof criteria for the creation of money.
The principles of Islamic finance — that all financial assets must be based on real assets (not
necessarily gold or silver) on the one hand, and that the time factor in business transactions
has value only through the pricing of goods and their usufructs on the other — provide the best

20 Guaranteeing a financial obligation for a price involves Riba, which is prohibited. The guarantor is, however, allowed to recover
out-of-pocket expenses incurred for providing the guarantee (not including the opportunity cost of the funds for securing the
contingent obligation) (council of the Islamic Figh Academy, 2000, Resolution No 12(12/2), p. 18.

21 Brown, 2006, p. 10.
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such criteria. This could provide a paradigm shift for financial services by seeking a moral
compass for the system based on market forces by linking them with the real economy. The
only requirement is that the economists and the people at the helm of affairs start thinking
seriously without any preconceived biases and prejudices.

Creating financial assets out of nothing and putting others at undefined risk is tantamount
to cheating and fraud, which should no longer be allowed if peace, tranquility and human
dignity are the objectives, as the so-called super powers, human rights organizations and
other democratic groups often proclaim. There has to be some sound basis for the creation
of money, because the absence of such a basis has resulted in injustice and imbalances in the
global system and economies. The piling up of fictitious assets without any real economic
activity and the unjust transference of risk to others should not be acceptable to minds
concerned with human rights and dignity. As such, all financial assets must be based on real
assets and business activities.

If the financial system at national and global levels, along with its tools and instruments,
was based on a just and equitable foundation, governments could easily formulate and
implement policies for the proper functioning of market forces, leading to fair distribution
of income and allocation of resources. This would be accomplished indirectly through
fiscal, taxation and monetary policies and directly through control over rogue forces to
facilitate smooth market functioning. Therefore, economists should proceed to suggesting a
proactive facilitative role for regulators and governments. This is particularly required for
the functioning of the financial system, as it is like a heart in the human body and the
major tool for efficient and balanced flow of resources among various groups in society.
It is pleasant to read the then Chancellor of the UK’s Exchequer Gordon Brown quoting
a Hadith of the holy Prophet (pbuh) relevant to this discussion: “The Ummah, the Muslim
global community, is like the human body, when one part feels pain, the other parts must
reflect the pain — a truth of relevance in and beyond the Muslim world that emphasizes our
duty to strangers, our concern for outsiders, the hand of friendship across continents”.??

When economists, even many of those sitting in Washington and London, deem the
imbalances a huge threat to world development, peace and prosperity, they may call for the
application of a system according to which all financial assets have to be based on some
real assets and economic activities conducted on the basis of such assets. Applying these
principles to the supply and demand of money and management of savings, investments and
financial assets could lead to sustainable and equitable growth and development, leading to
the happiness of mankind as a whole.

The allocation of funds on the basis of interest needs to be replaced by risk-related
placement under the principle of partnership and other contracts based on genuine and
valid trading and leasing activities, implying that the fund owners should share both the
risk and the return with the users of the funds. All parties to a contract have to undertake
respective liabilities for entitlement to profit and the deciding factor is the nature of the
transaction. The parties owning risk and reward at various stages in the process of undertaking
transactions will charge differently in business activities based on trading, leasing or the
Shirkah (partnership) principles. But the risk will have to be borne one way or the other,
which can be mitigated but not totally eliminated if profit generated from such a transaction
has to be legitimized.

2 Brown, 2006, p. 12.
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1.10 ISLAMIC FINANCE PASSING SIGNIFICANT MILESTONES

Islamic principles of economics and finance, briefly laid down above, have already proved
their ability to attract policymakers and practitioners from all over the world to develop the
edifice of an efficient financial system on this basis. From the dawn of the 21st century,
Islamic finance has been developing so vigorously that it has evolved from a nascent industry
to a global market, where Muslim and non-Muslim are working together and learning from
each other for the development of relevant products and services. It has passed the significant
milestones of existence, recognition by the global financial authorities and most recently
in delivery of sophisticated and lucrative financial services with competitive pricing and
sufficient care for Shari’ah compliance.

All of this was achieved within just 25 years. Until the early 1970s, Islamic banking was
an academic dream, of which few people were aware, even educated Muslims; now it has
become a widely known practical reality. It made headway in the 1980s as a new system
of financial intermediation, in spite of an unfavourable environment and without the help of
the auxiliary or shared institutions needed for its successful operation.

Its recognition around the world relates to its workability and viability. It has also attracted
the attention of mega international financial institutions, regulators like the Federal Reserve
Board, FSA of England, international financial institutions like the IMF and the World Bank
and prestigious centres of learning like Harvard and Rice Universities in the United States
and the London School of Economics, Loughborough and Durham Universities in Britain,
International Islamic Universities in Malaysia and Pakistan and a number of other institutions
in Saudi Arabia and Egypt.

Islamic banking and finance is being practised in over 75 countries around the world, with
about 550 Islamic financial institutions in the field. A number of international institutions
and regional financial centres are playing a crucial role in the standardization of Islamic
finance products and thus enhancing its credibility. Almost all multinational conventional
finance groups are offering Islamic financial products through specially created subsidiaries
or windows. It is a healthy sign of good and ethical business in future that will increase the
prosperity and peace of mind of millions of people who were previously either keeping away
from the conventional banking system or feeling guilty due to the involvement of interest in
their transactions, otherwise prohibited in all revealed religions.

The development of standard-setting bodies and global facilitators like the Accounting
and Auditing Organization for Islamic Financial Institutions (AAOIFTI), the Islamic Financial
Services Board (IFSB), the International Islamic Financial Market (IIFM) and the Liquidity
Management Centre (LMC) is providing recognition for Islamic finance and enhancing its
credibility to both customers and regulators. Bahrain, Malaysia, Saudi Arabia and Dubai
have been serving as its hub for about the last two decades. Now, London and Singapore
are also striving to become centres for Islamic finance. Britain’s then Chancellor of the
Exchequer Gordon Brown told the Islamic Finance and Trade Conference held in London
in June 2006 that he wants to make London a global centre for Islamic finance by offering
regulatory and tax regime measures to support the creation of Islamic finance products.?

Demand for Islamic finance is on the rise, both in Muslim majority and Muslim minority
countries. In the UK, for example, the Islamic Bank of Britain (IBB) is working as a

B Brown, 2006, pp. 11, 15.
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full-fledged Islamic bank with seven branches (planned to increase to 12 branches by
the end of 2007). The first customer to open an account in the Leicester branch of IBB
was a non-Muslim who travelled over 100 miles because of the ethics and transparency
offered by an Islamic bank.** Besides this, the European Islamic Investment Bank (EIIB),
HSBC Amanah, Alburaq (a subsidiary of Arab Banking Corporation), Lloyds TSB, ABC
International Bank Bristol & West Building Society, KPMG, Clifford Chance, Norton
Rose, Dawnay Day and 1st Ethical are among those offering services also to non-Muslim
customers. In Malaysia, about 40 % of Islamic banks’ clients are non-Muslims. In the US
and North America, a large number of institutions are providing Islamic financial services,
mainly to the Muslim community.

Prospects for the future are expected to be better, particularly if the instability that now
prevails in the international financial system continues to accentuate and leads to a realization
that it cannot be removed by making cosmetic changes in the system but rather by injecting
into the system greater market discipline. This discipline is ingrained in Islamic finance
principles.

1.11 COULD IT WORK TO ACHIEVE THE OBJECTIVES?

The question is: will Islamic economics and finance theories sooner or later reach a point
where they provide a better alternative to the world at large? The question is quite a complex
one; it has many dimensions to think over and requires courage to fix the targets. Economics
is the most strategic part of everyday life — given much emphasis in Islam due to its social
implications — but unfortunately it is not being developed and implemented anywhere at State
level. Unless the policymakers, regulators and central monetary bodies take solid steps for
Research & Development, followed by practical application, any selective and half-hearted
application by individual IFIs might not be able to provide a better alternative for governing
global finance and economies.

Now the foundations have been laid, if the majority of the world’s 1.2 billion Muslim
population chose to abide strictly by the tenet of the Shari“ah, i.e. charging or paying interest
is forbidden, many of the Islamic governments, investment institutions and ultimately the
bulk of global commerce would transform to the natural instruments of business based on fair
play and justice. If the human rights groups and those believing in ethics also joined hands
and worked together for the cause they proclaim, many serious issues including hunger,
poverty and social conflict could be resolved and the countries and the people could come
closer, making the planet a more peaceful place to live.

But the point worth consideration by the experts in Islamic finance is that the system
has to be developed to make it not only legally or formally Shari’ah compliant, but also
to change its basis and the mindset of the stakeholders and the market players in such a
manner that it could be helpful in realizing the objective proclaimed by the pioneers of
Islamic finance theory. The message this author wants to convey is that Islamic financial
institutions which look at the products offered by the conventional system and mould them
to see how they can formally or legally fit in the Islamic perspective without regard to their
impact on various segments in society can only undermine the integrity of the Islamic theory

24 Piranie, 2006, p. 24 (paper presented at the IFTC, 2006).
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of finance. Compliance to principles should be Shari“ah inspired and must, therefore, be the
foremost consideration before the product developers, implementers and regulators.

Good ethics, which play an important role in the functioning of Islamic finance theory,
are missing in present human society, including Islamic countries. In this area, governments,
academicians and other opinion makers will have to do a lot of work to persuade the
policymakers and educate the masses not to compromise on the rules of fair dealing and
justice, both at national and international levels. It may take a long time, but we have to
move in the right direction if the objective is to be realized sooner or later.

Keeping in mind the low ethical standards in almost all present societies, it will be a
challenging task, but if conducted with dedication and effective coordination on a large
scale, it is not impossible. Islamic countries have to set the precedent by applying the system
in line with its principles vehemently and vigorously so that others have no choice but to
follow it. In addition to raising risk-based capital at national levels, inflow of borrowed
capital needs to be replaced with direct and portfolio investment. Governments will have to
do a lot in this regard, especially by playing a facilitation role while ensuring that vested
interests do not exploit the masses in general and the weak and the poor in particular. There
has never been a “perfect” society in all respects, and there will not be in future. Always
there have been elements creating distortions. It is the State that has to save the masses and
society from such rogue elements or vested interests.

1.12 ABOUT THIS BOOK

This book relates to one part of the agenda prescribed above and that is deliberating upon
the principles and the practices of Islamic finance. A financial system provides operating
tools and instruments to an economic system, on the basis of which it tends to achieve
its objectives. Likewise, Islamic finance is only one, but the most effective, part of the
overall Islamic economic system and not the all-conclusive part. Its importance as the most
effective part, however, has to be recognized because the flow of money, and thus transfer
of resources, to various segments in a society is controlled by the banking and financial
system, which, at its current stage of development, works like the blood circulating in the
human body.

As regards the interpretation of the tenets of the Shari“ah, the book represents the main-
stream view of Islamic finance for the reason of its recognition at a wider scale and also
because it is the basis for Islamic banking practices in the Middle East and other parts
of the world. The Shari“ah principles, accounting, risk management and other performance
standards as being developed by the standard-setting institutions like the AAOIFI and the
IFSB, are also based on the mainstream view. This should not be taken as a big problem for
readers or the system, as practices based on the minority view in respect of a few concepts
are in the process of transformation to make them compatible with the mainstream view and
philosophy.

The challenges facing Islamic finance include educating and creating awareness among
the stakeholders on a large scale and convincing people that the theory of Islamic finance is
workable on a sustainable basis. A number of myths occupy peoples’ minds about the Islamic
financial system. Removing those myths and promoting Research & Development is crucial
in promoting the system. Policymakers, bankers, the business community, industrialists,
Shari“ah scholars, students of business schools and the people at large need to know what
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Islamic finance is, what its features and philosophy are and how it works. In particular,
the product developers, those responsible for implementation and also the financial experts
need to be familiar with the essential requirements of different Islamic modes of business,
enabling them to provide financial services relating to retail, corporate and government
sectors ensuring Shari’ah compliance and the best operating procedures. This book is an
effort in this regard to make available a textbook-type resource to students, bankers, the
business community and the general public. Hopefully it will be useful in providing a sound
understanding about the principles of Islamic finance and how they work to form a viable
system.

The nature, scope, objectives and main features of the Islamic economic system are
discussed briefly, just to lay a foundation for discussion while studying and understanding the
Islamic financial system. The main body of the book is devoted to explaining the philosophy
and concepts of Islamic finance, how it has to be applied at the micro-level and what its
prospects and challenges are. The book comprises three parts, each part spanning a number
of chapters.

Part I discusses the need for, basis and overall structure of Islamic economics, presenting
a framework under which the Islamic financial system is supposed to work. It explains the
philosophy and the main features of Islamic finance that form the basis of operations for
Islamic financial institutions (IFIs). The major prohibitions that IFIs are required to observe
are also discussed in this part. As the prohibition of Riba is the least controversial issue,
more emphasis in discussion has been given to the connotation of the term Riba and how it
encompasses various forms of present-day business and finance.

Part II provides an overview of the Islamic law of contracts and elaborates upon basic
requirements of various transactions to be undertaken by IFIs, enabling readers to understand
what the nature of various contracts is. While conventional banks’ main function is loaning,
Islamic banks’ activities pertain to trading, leasing and other real sector business through a
number of business structures. Rules of trading and loans and debts are, therefore, crucial
for Islamic banking practitioners. Spanning three chapters, this part explains the components
of major contracts like those of sale, loans and debts and some related subcontracts like
Hawalah (assignment of debt) Kafalah (guarantee/surety) and Rahn (pledge).

Part III, the most strategic part, gives an overview of financial products in conventional
and Islamic perspectives and discusses the main Islamic modes of business and investment
and how they have to be used by IFIs as modes of financing. Explanations of the concepts
of credit and forward sales (Murabaha—Mu‘ajjal, Salam and Istisna‘a), leasing of assets and
services (Ijarah), partnership-based modes like Musharakah, Mudarabah and Diminishing
Musharakah are followed by the procedures that IFIs could adopt for respective modes to
facilitate a variety of clients, ensuring Shari"ah compliance.

Chapter 13 discusses some accessory contracts that could be used by IFIs (along with other
main contracts) like Wakalah (agency), Tawarruq (acquiring cash through trade activities),
Ju‘alah (stipend or reward for doing any defined job) and Istijrar (repeat sale/purchase or
supply contract).

Chapter 14 contains some guiding principles on the application of the system on both the
deposit and the asset sides, the issues involved in product development, deposit management
and financing of specific areas.

Chapter 15 discusses the most vital and recently emerging topics in Islamic finance —
Sukuk and securitization, elaborating upon the concepts and discussing the procedures. It
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explains how the concept of Sukuk can be used to realize the huge potential of Islamic
finance.

Chapter 16 is devoted to the concept, practice and potential of Takaful — the Islamic
alternative to insurance — the development of which is necessary to complete the cycle of
Islamic banking and finance.

Islamic banking theory, as well as practice, is subject to a large number of objections and
criticism, not only by those who have doubts about the prohibition of modern commercial
interest, but also by those who visualize an ideal and absolutely “pure” system having socio-
economic benefits within a given timeframe. Chapter 17 is devoted to the appraisal of such
criticism.

Chapter 18 — The Way Forward — concludes the book by discussing the prospects, issues
and challenges facing the Islamic finance movement and how and to what extent it can play
its role for the socio-economic development of societies.






2
Distinguishing Features of the Islamic
Economic System

2.1 INTRODUCTION

The global economic scenario as described in Chapter 1 necessitates the evolution of a
system that could lead to a balanced, sustainable and equitable economic order in the world
at large for the benefit of individuals and societies. Islamic economic principles can become
a basis for promoting a balance between the social and economic aspects of human society,
the self and social interests, and between the individual, family, society and the State. At the
global level, it could be helpful in eliminating sources of instability, thus making the world
a happier place with harmony among followers of various religions.

Although the aspects directly related to the subject of this book pertain to banking and
finance, it is worthwhile to discuss the overall framework of Islamic economics within which
the Islamic financial system is supposed to work. Accordingly, this chapter will discuss the
fundamentals of the Islamic economic worldview having a direct or indirect impact upon
the business of Islamic financial institutions and the markets.

2.2 ISLAMIC SHARI’AH AND ITS OBJECTIVES

Before we discuss economics and economic aspects of human beings in the light of Islamic
Shari“ah (Shart ah in brief) we should explain what Islamic Shari“ah is and what its objectives
(Magqasid) are. This is because all business and financial contracts in the framework of
Islamic finance have to conform to the Shari“ah rules with the objective of helping to achieve
Magqasid al Shari“ah. Shari“ah refers to a code of law or divine injunctions that regulate the
conduct of human beings in their individual and collective lives. In addition to some general
rules there are some specific branches of these injunctions which are: Aqaid, or matters of
belief and worship; Akhlaqg, or matters for disciplining one’s self; Ahkam, or socio-economic
and legal systems; Fraidh, or obligations; and Nawahi, or prohibitions. Islamic economics
directly or indirectly deals with all these disciplines.

2.2.1 Sources of Shari’ah Tenets

The primary source of the divine law is the revelation — the Holy Qur’an and Sunnah of the
holy Prophet (pbuh) (Muslims believe in terms of Qur’anic injunctions that an established
Sunnah of the prophet is based on the revelation).! Accepting the revelation as the source of
tenets and information requires complete submission to SharT ah rules. According to Islamic

I See, for example, verses 3 and 4 of Surah 53 of the Holy Qur’an.
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belief, the Qur’an is the last revealed book from the Almighty, free from any tampering
until the Hereafter (Qur’an; 15: 9); obedience to the injunctions contained in it is considered
necessary by all Muslims, at least conceptually. The Sunnah, which consists of the sayings
of and the actions done and/or approved by the holy Prophet (pbuh), is an equally important
source of information in Islamic law. The importance of sticking to the Sunnah is obvious
from the following verse of the Holy Qur’an: Allah says, “Indeed you have in the Messenger
of Allah an excellent example for the one who hopes in Allah and looks to the Last Day”
(33: 21). The Exalted also says: “So if you obey him (i.e. Muhammad, pbuh), only then you
will be guided” (24: 54). Almost all Muslims believe that obedience to the orders of the
holy Prophet is necessary for being a Muslim.

The other sources of Shari“ah tenets are Ijma‘a (consensus) and Qiyas (analogy), which
are based on Ijtihad. Ijtihad, the mental effort of scholars having juristic expertise to find
solutions to emerging problems and issues, and Qiyas, or finding solutions through analogy
in the light of the text of the Qur’an and Sunnah, are the secondary sources for derivation
of rules and regulation for any upcoming events or issues. [jma‘a of the Companions of the
holy Prophet is considered by the overwhelming majority of Muslims an important source
for the derivation of laws subsequently. The general welfare/interest (Maslaha-e-Mursalah)
of human beings and ‘Urf (prevalent practice) are also important tools in the hands of
Islamic jurists that are kept in mind for deciding the Shari“ah position of various contracts
and activities without compromising on the basic tenets contained in the Qur’an and Sunnah.
The jurists, Shari"ah scholars, SharT“ah boards of Islamic banks and other institutions dealing
with SharT’ah matters are required to suggest solutions and issue edicts regarding various
activities on the basis of the above sources of Shari“ah.

Shari“ah rules can be divided into Dos (orders to undertake any act) and Don’ts (prohibition
from some acts), which can further be divided into the rituals (matters of worship) that are
considered as rights of Allah (SWT) and the matters for disciplining human life that constitute
the rights of human beings. While the former acts (rituals or matters relating to belief and
worship in the form of Fraidh or obligations) have to be accomplished strictly according to
the SharT"ah tenets, the latter matters that pertain to socio-economic rights and obligations
are governed by the rule of “General Permissibility” (Ibahatul Asliyah), which means that
all acts and things which have not been expressly prohibited by the original sources of
Shari’ah are permissible. It is pertinent to observe, however, that while Allah (SWT) may
like to forgive any of the lapses by Muslims in respect of His rights (first category), lapses
in respect of the rights of human beings would have to be forgiven only by the aggrieved
person(s). Further, it is a cardinal principle of Islam that everyone is accountable for his acts
and the accountability is individual, both in rituals and in socio-economic contracts.

2.2.2  Objectives (Maqasid) of Shari’ah

The study of objectives is significant, as they reflect the spirit of the Shari“ah and help jurists
in determining the prohibition or permissibility of any matters on the basis of Ijtihad and
Qiyas. Catering to the well-being of the people in the worldly life as well as in the Hereafter
or relieving them of hardship is the basic objective of Shari“ah. Islam takes a positive view
of life considering man as the viceroy of God. Virtue does not mean abandoning the beauties
of life, but enjoying those while remaining within the framework of the values through
which Islam seeks to maximize human welfare. It requires living a morally responsible life,
earning only by fair means and considering wealth as a stewardship for which account is to
be rendered to Allah Almighty.
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According to conventional economics, livelihood is the fundamental problem of man and
economic development is the ultimate goal of human life. According to Islamic economics,
livelihood is necessary and indispensable but is not the true and the only purpose of human
life; the life hereafter is the real factor to be taken care of. This way, Islam also caters for
the welfare of man in the Hereafter. Wealth in all its possible forms is created by Allah, it
belongs to Allah; He has delegated the right of property to man for use and He has the right
to demand that man subordinates his use of wealth to the commandments of Allah. “He it
is who made you vicegerents in the earth” (6: 165) and “does the man think that he will be
just left to himself” (75: 36). Wealth has to be used in such a way that it ensures success in
this world and the world hereafter.

The overall objective of SharT“ah behind these injunctions is the happiness and well-being
of human beings in this world and the world hereafter. The concept of happiness from
the Islamic perspective is different from the concept of pleasure — the major objective of
positive economics. Accordingly, everything which guarantees well-being and fulfils the
supreme interests of mankind is included in the objectives of Shari“ah. These objectives
have been identified by jurists like Ghazali, Shatbi and subsequently by Tahir ibne Ashoor
by an inductive survey of the Holy Qur’an and Sunnah. The objectives can be divided into
primary and secondary objectives.

Primary Objectives
The primary objectives that SharT ah tends to realize are the protection and preservation of:

Religion.

Life.

Progeny — family unit.
Property.

Intellect.

Honour.

AN O

The protection of religion means achieving the purpose of worship of Allah (SWT). In
Islam there is a comprehensive system of beliefs and Shari’ah makes it the responsibility of
the State to implement SharT ah requirements in respect of beliefs.

The protection and preservation of human life refers to the sanctity of life as emphasized
in the Qur’an and Sunnah. There is the law of Qisas to punish those who cause any harm
to human life. This objective also refers to the provision of basic necessities to all human
beings.

The protection of progeny or the family unit relates to marriage and the family institution,
whose purposes are: procreation, protection against lack of chastity and the proper upbringing
of children, enabling them to become good human beings and Muslims and to bring peace
and tranquility to society. Means to realize this objective are the promotion of the marriage
contract, tenets relating to family life and the prohibition of adultery.

The protection of wealth and property refers to the sanctity of the wealth of all members
of society, with an emphasis on valid (Halal) earning and discouragement of a concentration
of wealth leading to a vast gap between the poor and the rich and the inability of the former
to meet their basic needs of food, health and fundamental education. For this purpose, Islam
provides a comprehensive law governing Mu‘amalat or transactions among members of a
society.
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The promotion of human intellect refers to acquiring knowledge, thus enabling people to

differentiate between good and bad and to play their part in enhancing the welfare of human
society as a whole.

The protection of human honour and dignity refers to the prohibition of false accusations,

the right to privacy and the sanctity of private life.?

Secondary Objectives

The above primary objectives of Shari’ah lead to a number of secondary objectives,
which are:

1.
2.

bt

The establishment of justice and equity in society.

The promotion of social security, mutual help and solidarity, particularly to help the poor
and the needy in meeting their basic needs.

The maintenance of peace and security.

The promotion of cooperation in matters of goodness and prohibition of evil deeds and
actions.

The promotion of supreme universal moral values and all actions necessary for the
preservation and authority of nature.

Relating the objectives of Shari’ah with human welfare, Muhammad Umer Chapra, an

economist at the Jeddah-based Islamic Development Bank (IDB), contends:

“However, if well-being were to be defined in a way that rises above the materialist and hedonist
sense and incorporates humanitarian and spiritual goals, then economics may not be able to avoid
a discussion of what these goals are and how they may be realized. These goals may include
not only economic well being, but also human brotherhood and socio-economic justice, mental
peace and happiness, and family as well as social harmony. One of the tests for the realization of
these goals may be the extent to which social equality, need fulfilment of all, full employment,
equitable distribution of income and wealth, and economic stability have been attained without a
heavy debt-servicing burden, high rates of inflation, undue depletion of nonrenewable resources, or
damage to the ecosystem in a way that endangers life on Earth. Another test may be the realization
of family and social solidarity, which would become reflected in the mutual care of members of
society for each other, particularly the children, the aged, the sick, and the vulnerable, and absence,
or at least minimization, of broken families, juvenile delinquency, crime, and social unrest.”

He adds:

“The spiritual and humanitarian goals stated above are of equal, if not of greater importance . . . The
material and the spiritual aspects of well-being are not, therefore, independent of each other. They
are closely interrelated. Greater family harmony may help raise better individuals to operate in
the market, and better social harmony may create a more conducive environment for effective
government and accelerated development. If this is true, then the emphasis on serving self-interest
and maximizing wealth and consumption may have to be toned down to some extent to serve social
interest and optimize human well-being. Some uses of resources that serve self-interest and fit well
into the hedonist framework may have to be reduced to fulfil the needs of all individuals in society
and thereby promote family and social harmony.”3

2 For further details, see Chapra, 2000a, pp. 115-125 and Mansoori, 2005, pp. 11, 12.
3 Chapra, 2000a, pp. 4-8. (Also published in The Journal of Socio-economics, 29, pp. 21-37).
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Hence, from the study of the Qur’an and Sunnah, some basic socio-economic rights of
human beings have been identified. These rights are:

The right to safety.

The right to be informed.

The right to choose.

The right to be heard.

The right to satisfaction of basic needs.
The right to redress.

The right to education.

The right to a healthy environment.

NN R LD =

Islam requires rulers and various regulators in the system to protect the masses from harm
and hardship caused by unscrupulous factors in society through strong and effective laws,
and they should be respected in the sense of fulfilment of all socio-economic rights. The
State must also curb institutional and other malpractices.

2.3 WHY STUDY ISLAMIC ECONOMICS?

A cursory look at the above objectives will reveal that economic aspects or matters relating
to the sustenance of human beings command a central place in the realm of Shari“ah. Man
is largely concerned in his life with two main aspects, namely material resources/means of
sustenance and religious beliefs. Studying economics is important for the dual purpose of
having better sustenance and religious imperatives. Islam does not like the concept of the
“pious person” as distinct from the “worldly person”. It enjoins a system of devotions/worship
as well as guides on the economy, political affairs and international relations. Regarding this
integrated approach, the Holy Qur’an says:

It is not righteousness that ye turn your faces towards East or West; but it is righteousness to
believe in Allah and the Last Day, and the Angels, and the Book and the Messengers; to spend of
your substance, out of love for Him, for your kin, for orphans, for the needy, for the wayfarer, for
those who ask, and for the ransom of slaves; to be steadfast in prayer, and practise regular charity,
to fulfil the contracts which we have made; and to be firm and patient, in pain (or suffering) and
adversity, and throughout all periods of panic. Such are the people of truth, God fearing. (2: 177)

Professor Dr Anis Ahmad explains beautifully the implications of the above verse of the
Holy Qur’an by saying:

“While the verse begins with a reference to spending substantially for one’s kin, it immediately refers
to orphans, the needy, travellers and others who may fall in to the category of strangers.... An
objective analysis of the Qur’anic teachings informs us about the social and human dimensions of
the Qur’anic message. A book which does not want any human being to be enslaved politically,
economically, culturally and educationally, is relevant for all human beings. Muslims and others
should directly undertake an unbiased, critical and objective analysis of the Qur’an so as to
understand its message to humanity. The ethic-centric approach of the Qur’an makes its teachings
valuable and relevant for all who are concerned with the future of humanity. It offers the most
reliable way of building a sustainable and peaceful world order.”*

4 Ahmad, Anis, 1997.
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Thus, Islam emphasizes fair and equitable distribution of resources and meeting the
needs of economically feeble people as part of devotion, worship and faith. It induces its
followers to relate their piety (Taqwa) with social realities. It persuades a person to share
the blessings and bounties of Allah with others as a matter of obligation by declaring that
Taqwa encompasses not only the love of Allah, but also the love of fellow human beings,
who should be treated as part of an extended human family. This refers in a way to the need
to study the economic aspects of mankind.

M.A. Mannan has indicated seven reasons or socio-economic imperatives for the study of
Islamic economics, which are broadly covered by the above two factors. These imperatives
are ideological, economic, social, ethical, political, historical and international. To him:

“The significance of the study of Islamic economics lies in its balanced focus on the production of
goods and services as well as other determinants of the ‘quality of life’ for which value judgement
may be needed within the Islamic value framework. Accordingly, Islamic economics being an
integrated body of knowledge does overlap with other disciplines such as religion, sociology,
political science in a much more significant way than secular economics. The fact is that Islamic
economics cannot remain neutral between different ends. It is concerned with what is and what
ought to be, in the light of the SharT’ah. Therefore, it involves the study of social, political, ethical
and moral issues affecting the economic problems directly or indirectly.””

The Islamic world as a whole is underdeveloped and backward when compared to the
Western developed countries. Some Muslim economists have been emphasizing for many
years the study and development of Islamic economics to help the underdeveloped countries
come out of the vicious circle of poverty, ignorance and illiteracy. But the backwardness and
underdevelopment of the Muslim world is not the only imperative for the study of Islamic
economics. The global socio-economic situation in the world, which indicates the failure of
all secularist systems, also calls for finding any better alternative for solving the problems
of massive underdevelopment and injustice in the world, where the rich and the affluent,
both in the developed and the developing world, have increasingly become accustomed to
“hyper-consumption”, leaving billions of human beings starved, illiterate and lacking any
socio-cultural position. This luxurious and conspicuous/lavish consumption has led to a
general trend of spending to enhance social status as well as to get pleasure.®

As a direct result of this trend, “Trickle-down” and all other economic theories that referred
to automatic care of the poor when the growth rate or national income rises have failed. The
Western concept of the welfare state has now been replaced by “the least government is the
best government”. The market is now the engine of economic growth and State intervention
in removing income disparities between households and various groups in society is more
of a myth than a reality. This system is producing poverty.

Even the normative part in modern capitalist economies is the outcome of the Enlight-
enment movement, the worldview of which was basically secularist. It considered all the
revealed truths of religion as “simply figments of the imagination, nonexistent, indeed at
the bottom priestly inventions designed to keep men ignorant of the ways of Reason and
Nature”. This weakened the hold of religion and the collective sanction it provides to moral
values, and thus deprived society of morally-oriented filtering, motivating and restructuring
mechanisms.”

5> Mannan, 1984.
6 The Economist, London, 24th December—6th January, 2006, pp. 66, 67.
7 Chapra, 1996, p. 14.



Distinguishing Features of the Islamic Economic System 27

As the main theme of the Islamic economic system revolves around care for the poor
and socio-economic justice, studying Islamic economics should be a strategic activity for
economists and policymakers. The Islamic economic system can be studied properly only in
the context of the Islamic way of life as a whole. The Holy Qur’an gives broad principles
of values regarding the economic aspects of man’s life, like an owner’s attitude towards
his property, society’s attitude towards the needy, the cooperative basis of the economic
relationship and the bias against a concentration of wealth. The individual must be mindful
of other ends while planning for economic ends. He has to subject each and every activity
to thorough scrutiny, avoiding all those forms which are injurious to social interest.

2.3.1 The Role of Islamic Economists

The early Islamic jurists mainly advised individuals and rulers on behaviour in economic mat-
ters and economic policies. In the later period, they also analysed such economic thoughts as
trading, prices, money, profit-sharing, taxes, development, etc. They gave special importance
to ethics and moral purposes and focused on justice, need fulfilment, efficiency, freedom,
growth and development. Those who did work of outstanding nature included Imams of
juristic schools of thought like Abu Hanifa, Malik, Shafii, Ahmad ibn-e-Hanbal, Zaid bin
Ali, and others like Muhammad bin Hasan al Sheibani, Abu Yusuf, Yahya bin Adam, Abu
Ubaid, Qudama bin Jafar, Ali ibn Muhammad Al Mawardi, Nizamul Mulk Tusi, Nasiruddin
Tusi, Abu Hamid Muhammad Ghazali, Ibn Taymiyah, Ibn Qayyim, Ibn Khaldun, al Maqrizi
and Shah Waliullah. The contributions from a few of the jurists are briefly given hereunder:

e Ibn Khaldun’s® empirical social inquiry gave him the unique perception of causal inter-
dependence of political and economic power as well as pressures which are generated by
vested interests in an organized society.

e With regard to the activity of public and private sectors in an economy, it may be
relevant to point out that Ibn Khaldun, in his Mugaddamah (literally an “Introduction to
History”, which has been described by the renowned historian Professor Arnold Toynbee
as “the greatest work of its kind that has been created by any man in any time or place”)
strongly supported free private enterprise and advocated that “capitalists amongst the
inhabitants of cities need rank and protection”. He was against government meddling with
the market mechanism by inequitable taxation or by direct participation in production
and distribution. He believed that a State monopoly in commerce and agriculture ruins
the economy.

e [bn Khaldun anticipated Adam Smith in his theory of labour value; Malthus for the
theory of population and Keynes for a normative role for the State. He also presented
a coherent theory of economic growth. As such, he can be treated as the founder of
economic science. His ideas on the market system, production, exchange and consumption
of wealth, macroeconomics, taxation, role of the government, money, labour, etc. provide
a valuable study of economic thought and the system.

e [bn Khaldun states: “The finances of a ruler can be increased and his financial resources
improved only through the revenue from the taxes. The revenue from taxes can be

8 Abu Zayd, Waliyuddeen *Abdur Rahmaan Ibne Muhammad, popularly known as Ibn Khaldun — the greatest Muslim social
scholar of the Middle Ages (AD 1332-1406). For his contribution to economics, see Boulakia, 1971. Also see a note on him at
http://www.islamicissues.info/essays_others.html.
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improved only through the equitable treatment of people with property and regard for
them. .. other means taken by the ruler, such as engaging in commerce and agriculture,
soon turn out to be harmful to the subjects, to be ruinous to revenue and to decrease
cultural activities”. Also, like Adam Smith, Ibn Khaldun noticed that productivity depends
on the extent of the market, division of labour and specialization.

e With his profound historical, political and economic insight, Ibn Khaldun warned that
the growth of absolute power in the State is the cause of decline of economic prosperity.
For, according to him, absolute power has to be preserved by expanding bureaucracy,
the army and the police, which have to be supported by increased taxation, confiscation
and, worst still, by direct interference of the State in economic activity by engaging in
commerce and industry.

e Ibn Taymiyah® discussed the concepts of Thaman-e-mithl (normal/market price or wage),
economic freedom, pricing in the market, the role of the ombudsman and the functions
of the government in the development of a smooth and just socio-economic order.

e The thirteenth century Memorandum of Nasiruddin Tusi laid down guidance for the
Mongol kings on the financial administration of the then Iran.

e Shah Waliullah discussed basic principles on production and exchange of wealth.'

With regard to the contribution of the Islamic world to trade and economics in the Middle
Ages, Maurice Lombard, in his book The Golden Age of Islam (originally published in 1971
in French and translated into English in 1975) writes:

“The Muslim East provided the driving force behind economic and cultural life; the West was a
Void — an area in which all commercial and intellectual activity had ceased after the decline and
fall of Rome and the subsequent barbarian invasions. . .. Great ports provided the Muslim World
with ships, dockyards, and seafaring populations. There were three enormous complexes: first,
shipping in the Persian Gulf and the Red Sea, which Arab and Persian sailors opened up towards
the Indian Ocean and which was complemented by the river-boats of the Euphrates and Tigris;
next, the ports of Syria and Egypt, foremost of which was Alexandria, backed by the river-boats
of the Nile; finally, the ports on the Sicilian Strait and the Strait of Gibraltar, supported by the
river-boats on the Guadalquivir. Caravan towns also possessed transport systems which dominated
the Mesopotamian routes (running westwards towards Syria and eastwards towards Iran and central
Asia), the Arabian routes, and the Berber trading routes crossing the Sahara. (p. 8)

The centre of the Muslim World was situated in the Isthmus region, bounded by the Persian Gulf,
the Red Sea, the Mediterranean, the Black Sea, and the Caspian Sea. It was, therefore, set at the inter-
section of two major economic units: the Indian Ocean area and the Mediterranean area. These two
territories, united in Hellenistic times but later split into two rival worlds, the Roman-Byzantine and
the Parthico—Sassanian, were now reunited by the Muslim conquest, so as to form a new, vast terri-
tory which was economically one. This unity rested on large-scale trading relations along caravan and
maritime routes, on one main currency, the Muslim Dinar, and one international commercial language,
Arabic. . . . Finally, the unity mentioned above was helped by the reintroduction into world trade of
the great consumer markets of the western Mediterranean . .. ” (p. 9)

With regard to the growth of money in the Islamic economy in the 10th century, he says:

“Finally, monetary economy was important, and was expressed in an abundant minting of dinars
made possible by the influx of new gold and the development of credit, which doubled the circulation

° For the contribution of Ibn Taymiyah, see Ahmad, 1961.
10" For details on the contribution by Islamic jurists to economics, see Chapra, 2000a, pp. 145-172; Siddiqi, 2002.
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of currency. In the ninth century, ... the growth of wealth and commercial transactions was so
great that actual cash could be seen changing hands in the smallest townships where, hitherto,
simple barter had been the only method in use. And so the enlarged area of money circulation was
matched by a greater power wielded by town over country.”

Referring to the fall of the Muslim world he says:

“(it) received a mortal blow in the form of the crises, the disturbances, the invasions of the second
half of the eleventh century. They impeded the powerful flow of trade, thereby provoking the
decline of the cities. Henceforward the Muslim World was not a united whole, but divided. There
was a Turkish Islam, a Persian Islam, a Syrian Islam, an Egyptian Islam, and a Maghreb Islam.
Gone was the single Muslim civilization and in its place was a resurgence of regional particularisms,
embodied in a number of different Muslim civilizations. (pp. 10, 11)

However, even during its economic decline, the Muslim World long continued to influence the
world in the realms of science, medicine and philosophy. It played a conspicuous part in medicine
especially, not only during the Renaissance but right up to the nineteenth century.” (For detail, see
pp. 236-239).

After the start of the Renaissance movement in the late 19th century, Islamic economics
started re-emerging as an intelligent academic pursuit. Scholars like Syed Qutab, Syed Abul
A’ala Mawdudi, Hifzurrehman Sweharvi, Muhammad Yusufuddin, Syed Baqgar Sadre, and
Dr Hameedullah can be considered pioneers and scholars of the first generation in the
Modern World who initiated the process of defining modern economic thought in the light
of the principles of Islam. Formal work on Islamic economics in the modern world that has
led to a vigorous revival of Islamic economic thought has been done by a large number of
economists, notable among which are Anwar Igbal Qureshi, Ahmad al Najjar, Nejatullah
Siddiqi, Sheikh Mahmud Ahmad, Mahmud Abud Saud, Muhammad Umar Zubair, Monzar
Kahaf, S.M. Hasanuz Zaman, Anas Zarqa, M.A. Mannan, Mohamed Ali Elgari, M. Umer
Chapra, Abbas Mirakhor, Mohsin S. Khan, Fahim Khan, Munawar Igbal, Khurshid Ahmad
and many others.

Contemporary Islamic economists (of the second and the third generation) have discussed
almost all areas of modern economics including market forces, production, distribution,
consumption and allocation of resources, efficiency, scarcity, choice and opportunity cost,
the role of money, individual-society—State relationships, individual self-interest, the welfare
economy, mutual help (social welfare function), ethics and, last but not least, government
budgeting and finance and the economic responsibility of the State.

Considerable work has been done by well-known economists including Mohsin Khan,
Abbas Mirakhor, Zuber Igbal, Nejatullah Siddiqi, Anas Zarqa, Monzar Kahaf and other
Islamic economists of the second and third generations, as mentioned above, on various
segments of economic management. These works largely pertain to interest-free banking
and interest-free investment and production. Also, a good deal of work has been done on
fiscal policy, Zakat, auditing and accounting, banking regulations and supervision.

But all of these are segments and have not been put together into a comprehensive model.
These segments (with variations) are being practised/implemented in several countries.
However, even in the contents and implementation of these segments, there is a lack of
uniformity. This is yet another problem which needs to be addressed both at scholarly and
operational levels.

The work is being done in different areas. But, Islamic economics in the form of a
complete model and a welfare function may take a longer time. It is obvious that where value
judgements are involved, quantification, and hence uniformity, is not possible, with clear
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implications for both the formulation and implementation of policies. Before this is done,
Islamic economics can be introduced in parts only. This choice rests with individual countries.

2.4 ISLAMIC ECONOMICS: WHAT SHOULD IT BE?

To understand the possible structure of Islamic economics, enabling a society to realize the
objectives identified above, we may first of all discuss the concepts of economics proper
and normative economics. Economics proper, which is also called positive economics,
is concerned exclusively with the scientific explanation of behaviour under conditions of
scarcity. It is a science, value neutral and is concerned with empirical and not normative
aspects. Even where it deals with values and purposes, it deals with them objectively as
facts, which, along with other relevant data, determine what is or may be, but not what
should be. It describes, but does not prescribe. The definition of “Economics” by Lionel
Robbins is an example of positive economics.'!

The second kind of economics is normative or welfare economics, which is sometimes
called “political economy”. In the case of normative economics, policy recommendations
must involve some value judgements. The Islamic approach is that economic development
and creation of abundant wealth are means to satisfy human needs and support society.
These are not sought for boasting or spending in offence, arrogance or oppression. Linking
this world with the Hereafter, Islam enjoins Muslims to seek the Hereafter through what
they earn and not to forget their share of the worldly life. The Holy Qur’an says:

“And seek the abode of the Hereafter in that which Allah has given you, and do not neglect your
portion of worldly life, and be kind as Allah has been kind to you, and seek not disorder/corruption
in the earth”. (28: 77)

Therefore, Islamic rules of economics make it binding for human beings not only to abide
by the Shari“ah tenets relating to dos and don’ts but also to keep in mind the impact of
their activities on others and society as a whole. To realize the goal, the State should try to
control the wants of the people through a filtering process, motivate the people to abstain
from activities injurious to others and restructure the socio-economic system for the transfer
of resources from one use/sector to others to ultimately realize the dual objective.'?

It is the welfare content which makes normative economics different from positive eco-
nomics. Broadly, welfare economics comprises the aims, goals and aspirations of society
and these are reduced into the utilitarian principle of greatest satisfaction of the maximum
number of people in society. Islamic economics tries mostly to remove injustice and inequal-
ity for promoting progress. To realize the objective, it accepts the basic concomitants of
the system of market economy, like the innate right of ownership, freedom of enterprise
and the competitive environment in business and industry. However, the vision of Islam in
this regard is different from the role models of present market systems which have become
outdated with the march of events. The Shari“ah indicates the directions of transformation
towards a social order of justice, well-being, security and knowledge, but it does not impose
these laws. It tends to provide equal chances to all for earning a livelihood leading to equi-
table, not equal, distribution of income and wealth, just like blood in the human body that

T Robbins, 1962.
12 Chapra, 2000a, pp. 357-369.
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is not distributed among various organs of the body equally because of the different nature
of the jobs rendered by each organ.

It is also because of the noncoercive nature of Shari’ah that the market is relied upon as a
natural phenomenon of ethical human transformation. The holy Prophet (pbuh) categorically
discouraged intervention for price fixation as long as price fluctuations occurred due to
market forces alone. But when undue monopolistic and unjust pricing, production and
distributional practices were existent, Al-Hisbah (the institution of the ombudsman) was
empowered as a social regulatory body to check these imbalances for purposes of re-
establishing a better semblance of market-driven exchanges in the light of the just order that
Shari“ah aims at in society at large.

2.4.1 Islamic Economics Defined

Islamic economics has been defined differently by different economists/scholars, keeping
in mind specific aspects of human life. To Ibn Khaldun, economics meant the desire for
food and other requirements and efforts to obtain them; and a science which deals with
management of households and cities in accordance with dictates of reason as well as ethics,
so that the masses may be directed towards a behaviour that leads to the preservation and
performance of their species.

Mohsin S. Khan, a senior economist at the IMF, says:

“Broadly speaking, the term ‘Islamic Economics’ defines a complete system that prescribes a
specific pattern of social and economic behaviour for all individuals. It deals with a wide-ranging
set of issues, such as property rights, incentive system, allocation of resources, types of economic
freedom, system of economic decision-making and proper role of the government. The over-riding
objective of the system is social justice and specific patterns of income and wealth distribution and
consequently economic policies are to be designed to achieve these ends.”

S.M. Hasanuz Zaman, an IDB Laureate in Islamic economics, has critically examined
definitions by a number of scholars and given his own definition:

“Islamic Economics is the knowledge of application of injunctions and rules of the Shari“ah that
stop injustice in the acquisition and disposition of material resources in order to provide satisfaction
to individuals and enable them to perform their obligations to Allah and society.”"?

This implies that Islamic economics is a social science which studies the economic
problems of people in the light of the values of Islam. One way of looking at Islamic
economics would be the use of resources for the welfare of the people within the framework
of Shari’ah. Once a framework of the Shari’ah has been adopted, it will determine various
aspects of economic management like the contents of production, trade, finance, distribution
and many other things.

Islamic economics deals with issues like how to create, distribute, own and enhance
property and wealth, how to spend and dispose of it for the benefit of individuals as well
as societies. The means of production of goods are almost the same for all nations, as
economic science is universal for all nations. As such, an Islamic economy would also be
producing/providing all goods and services required for the “welfare” of mankind. But the
economic system that determines how to distribute the wealth and how to possess, spend or
dispose of it, is different for different nations depending upon their ideology, and here lies

13 Hasanuz Zaman, 2000.
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the difference between the Islamic economic system and the capitalistic or the socialistic
systems.

The integrated model of the Islamic social framework is based, among other things, on the
following criteria, which provide a positive motivation for economic activities, steered by the
concept of a fair balance between material and spiritual needs and between the individual’s
and social needs:

Equilibrium between work and worship.

Human equality.

Mutual responsibilities in society.

Distributive justice.

Balanced and beneficent use of the “bounties of God”.

Limited sovereignty of individuals in terms of “self interest” for the benefit of fellow
beings and society.

The principle of co-existence.

8. The freedom of conscience.

A

=~

2.5 PARAPHERNALIA OF ISLAMIC ECONOMICS

The objective of the Islamic economic system, like any other economic system, is the real-
ization of efficiency and equity in allocation and distribution of resources, for which it
recognizes the role of market forces and the freedom of individuals. But it also recognizes
the possible adverse impact of the totally unregulated market on various sections of society,
particularly the poor and the disadvantaged. The pure materialistic “positive” approach has
never been capable of serving social interests and realizing such goals. The “invisible hand”
of market forces, as contended by Adam Smith, has failed to fulfil the social obligations
required for the ultimate socio-economic outcome of human actions. Hence, Islamic eco-
nomics provides ample room for State intervention to achieve an optimal mix of functioning
of market players guided by individual self-interest and serving the social interest by the
State’s facilitation and overseeing activities.

The urge for maximization of wealth by individuals without taking care of its impact
on the well-being of others or society as a whole cannot generate long-term sustainable
growth and well-being of individuals or societies. Therefore, both positive and normative
objectives are to be realized through market functioning supported by State facilitation and
intervention aimed at realization of socio-economic goals like need-fulfilment, an optimum
and stable growth rate, equitable distribution of income and wealth with class and ecological
coherence.

As indicated above, an economic system has to be discussed as a thought based upon
any ideology, while economic science should be considered a science which deals with the
creation of wealth. An economic system relates to the management of wealth distribution
in a society and enables or restricts its members from utilizing the means of production and
satisfaction. Production of goods and services and their distribution among various groups
in society, sources of funds for the State and their spending were the main areas of Islamic
economics and the system up to the Middle Ages. Commercial activities of that period
depicted a number of techniques of production, distribution, trade, payment and mobility of
money and credit.

Thus, the system comprises the following three main elements:
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1. Ownership of commodities and wealth.'*
2. Transfer of the ownership.
3. Distribution of wealth among the people.

The variables and thoughts used in economic analysis include the determinants of the level of
income and employment, money and banking, fiscal and monetary policies, national income
accounting, economic growth, demand and supply of money and stability. Details may also
include expenditure, the savings—investment relationship, the savings—income relationship,
consumption and investment functions, the potential level of output, employment, labour
force and profit as aggregate variables. All these determinants will correspond to principal
Islamic values and tenets.

The abolition of interest (Riba), promotion of trading and other real business activities,
establishment of profit-sharing as a tool, the application of Zakat and avoidance of wasteful
consumption (Israbf) along with an effective overseeing role of the State constitute the
key macroeconomic features of an ideal Islamic economy. Study of these variables would
indicate the state of any Islamic economy, its stability, weaknesses and strengths and various
relationships among producers and users of resources.

2.5.1 Ownership of Resources and Property Rights

Islamic economics, based on the paradigm of socio-economic justice, takes its roots from
the belief that all resources in the world belong to its Creator, One God; human beings are
holding these resources in trust. Behaving as vicegerent of the Creator, they are free to earn
and spend the wealth according to His orders given to mankind through His Messengers.
Man has to enjoy and use wealth under Allah’s command. Islam has given the individual
the freedom to earn a livelihood. Likewise, Islam has given every individual the right to
enjoy whatever wealth he has earned by legal means and whatever wealth he has received
through the Islamic law of inheritance.

Ownership by man is thus Divine permission for utilizing the goods and assets. The Holy
Qur’an says: “And give them from the Mal of Allah, which He gave to you.” (24: 33). It
also says: “And spend from what He put you in charge of ” (57: 7). As such, Islam has set
the limits and the means through which individuals, groups, the public and the State can
possess property in such a way that acquisition in varying degree is within reach of all the
people, despite disparities in their abilities. These limits are in terms of the quality or the
means of acquiring and not in terms of quantity of wealth, as this resists human beings’
strife to work diligently. Limits in terms of quality are necessary, otherwise human greed
could corrupt the economy and cause chaotic relationships in society. It also conforms to
human nature so as to satisfy their basic needs and enable people to benefit from comforts.

The following are the means of possessing goods: work, inheritance, purchasing/obtaining
property for sustenance, properties granted as gifts and the State granting possession of
something to the citizens. To facilitate the acquisition of property and wealth, Islam has
indicated legal means of ownership and its transfer through a variety of contracts. General

14 The term commodity includes everything possessed for utilization through buying, leasing or borrowing, whether by consumption,
such as an apple, or by usage, such as a car, or through utilizing it, like borrowing machinery or leasing a house. Property (Mal) is
anything that can be possessed and includes money, such as gold and silver, commodities, such as clothes and foodstuffs, immovable
properties, such as houses and factories, and all other things which are possessed. Human effort is a means to obtain the property
or its benefit. Therefore, wealth is the property (Mal) and the effort together. (Nabhani, 1997, p. 47).
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rules for these contracts have also been defined in detail with the possibility of resolving any
contemporary issues through Ijtihad, subject to observance of allowed limits. These rules
allow man to utilize the resources by consuming them, benefiting from them or exchanging
them via a number of contracts like sale, loan, lease or gift. Rules pertaining to investment
of wealth/property have also been laid down.

Along with property rights, income and profit entitlement are established in Islamic
economics. This must occur through the effort, work or taking responsibility (Dhaman)
and distribution by means like partnership, trade, joint ventures, loans, various vehicles of
transfer incomes like grants and Zakat and the control of waste. Hence, the Islamic economy
has a linkage between the market functions of productive involvement and growth and the
institutional functions of policy and control.

2.5.2 Islamic Welfare Approach

The concept of welfare in Islam is neither exclusively materialistic nor absolutely spiritual.
It has rather dovetailed the spiritual and material aspects of life so that they may serve as a
source of mutual strength and as the foundation of true human welfare and happiness.

Study of the teachings of the Holy Qur’an and Sunnah leads us to some basic principles
of the economic system of Islam, which encourage human beings’ development, enforce
justice, stop exploitation and tend to set up a contented and satisfied society that can be
termed a real welfare society. In addition to achieving optimum produce in both public
and private sectors, allocation and distribution of resources and produce must take a course
that fulfils the basic human needs of all, irrespective of the colour, race and/or creed of
the people. The fulfilment of basic needs makes society tranquil, comfortable, healthy and
efficient, and able to contribute properly towards the realization and perpetuation of human
welfare. On account of the crucial importance of need fulfilment, it needs to be discussed
in detail.

As indicated above, the economic system of Islam tends to ensure the satisfaction of all
the basic needs (food, clothing and housing) of every individual, without any distinction, and
to provide resources to enjoy from living in a particular society. So individuals and society
are both important to make a contented and happy economy and society. All individuals are
linked with one another by certain relationships in social and economic dealings. Therefore,
the standard of living in an Islamic society has to be raised by securing the basic rights
for every individual in terms of need fulfilment side by side with enabling them to secure
comforts and prosperity.

In order to meet the basic needs of each and every member of a society, Islam urges all to
earn and seek the provisions for use by mankind. Islamic economy achieves this objective
by obliging each capable person to work, enabling him to fulfil his and his dependents’
basic needs. A number of verses of the Holy Qur’an and traditions of the holy Prophet
(pbuh) reveal that Islam obliges individuals to earn and use the wealth so as to develop
the economy for the betterment of society. It is the State’s responsibility to take measures
and adopt policies to enable those who are willing to work and anxious to work to find
employment.

The principle backed by self-interest alone as a secular core value is in direct conflict
with the core Islamic value of “moderation”, which would mean necessities of life together
with some comforts aimed at minimizing the hardships of life. Hence, items of luxury and
conspicuous consumption are not encouraged in the Islamic worldview of development.
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If some individuals are unable to earn and fulfil their needs, Shari"ah obliges their fellow
beings — depending upon the nature of the relationship like neighbours, relatives, etc. — to
support them in fulfilling their basic needs. If there is nobody to support such people, Islam
obliges the State to be responsible for the support of all citizens, particularly mentally or
physically disabled people and the destitute. The holy Prophet has said: “The Imam (ruler)
is incharge (Ra‘iee) and he is responsible for his citizens.”

As regards basic needs, there is total agreement among Islamic economists that it is the
most important objective of the Islamic distributive policy. However, there may be some
difference of opinion as to which needs should be guaranteed and how these should be
fulfilled. Nevertheless, maximization of Falah (welfare in this world and the Hereafter) has
firm relevance with the Islamic concept of development, which can be achieved through
obedience to Allah (SWT) in worship (Ibadat) as well as Mu‘amalat, including all kinds
of economic activities related to production, consumption, exchange and distribution. As
long as seeking the pleasure of Allah is set as the final goal, the latter will be in perfect
conformity with the former.

This describes the contents of the Islamic welfare function, incorporating a collection
of value judgements covering all noble things in life. However, by going beyond material
welfare and for a reward in the world hereafter, these elements of the welfare function are
virtually impossible to quantify. That is what constitutes the greatest challenge for Islamic
economists. As pointed out by Umer Chapra:

“There is, however, no theoretical macroeconomic model that would show how the Islamic values
and institutions, and different sectors of the economy, society and polity would interact to help
realize the vision. . . . The field where very little progress has been made is microeconomics. It has
not been possible to establish the relationship among the macroeconomic goals and the behaviour of
different economic agents and the kind of socio-economic and political reform that the realization
of goals may require.”'

2.5.3 The Factors of Production

The Qur’anic injunctions on distribution of wealth help a lot in introducing a broader basis
of the distribution of income and wealth and require that in the process of distribution, none
of the factors of production is deprived of its share nor does it exploit any other. Land, labour
and capital jointly create value. As a result, the land-owner, the labourer and the owner of
capital should jointly share the produce. The distinctive feature of the Islamic system is that
capital has to bear the loss, if any. In addition to this, Islam compulsorily retains a portion
of the produced wealth as Zakat for those who are prevented from contributing their share
in production due to any social, physical or economic handicap.
Capitalism has four factors of production:

—_—

Capital — the produced means of production — its compensation is “interest”.

2. Land that includes all natural resources — things which are being used as means of
production without having previously undergone any process of human activity — its
compensation is the rent.

3. Labour — any effort or physical exertion on the part of human beings — its compensation

is wages.

15 Chapra, 2000b, pp. 21-37.
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4. The entrepreneur or organization — which brings together the other three factors, makes
use of them and bears the risk of profit and loss in production — its compensation is
“profit”.

The factors of production in Islamic economics are:

1. Capital — includes those means of production which cannot be used in the process of
production until and unless they are either wholly consumed or completely altered in
form during the production process; it cannot fetch any rent. “Profit” is compensation
of capital in the Islamic framework, but it comes with responsibility or liability. So the
profit on any capital is the residual revenue of a business conducted with that capital after
making payment to all other parties; if the residual is negative, the capital owner has to
suffer a loss that is the shortfall in the principal employed in the business.

2. Land — all such means of production which are used in the process of production in
such a way that their corpus and original form remains unaltered. Their compensation
is rental; these can be lent or leased. For example, an owner of a factory would claim
rent of land and that of the installed machinery and plant; similarly, owners of houses,
vehicles, machines, etc. are entitled to rent.

3. Labour — that is, human exertion, whether physical or mental and also includes organi-
zation and planning. Its compensation is wages.

Profit, according to Islamic theory, is the result of the productivity of capital that an
entrepreneur has invested or a reward for his workmanship or for shouldering responsibility.
It is not a reward for capital or for enterprise per se. An entrepreneur who, for example,
brings together factors like land, labour, machinery and uses his own financial resources
(money capital), has to pay wages and rental for the use of land or machinery as per agreed
terms; he will make a profit on his capital or reward for his entrepreneurship only if there is
some residual after payment of the rental, wages and other expenses on raw materials, etc.

If the money capital is taken as a loan, the entrepreneur is bound to repay the same amount
of loan without any addition or shortfall, irrespective of the fact that he earned a profit or
incurred any loss in the business. In a case where the whole or a part of the money capital is
taken from anyone else who wants a profit on it, and the business suffers a loss, the money
capital would pro rata reduce and the provider of the capital would be obliged to accept the
shortfall or erosion of the whole amount. Therefore, a capital provider or an entrepreneur
is not entitled to profit simply by virtue of being a capital owner or an entrepreneur. All
participants in a joint business have similar rights and liabilities according to the nature of
the activity or the terms of the agreement.

The above discussion is suggestive of five factors of production, namely: land, capital,
labour, management and responsibility/liability. While land as a factor of production includes
all nonconsumable assets that can be rented, the concept of capital requires some detail.
This is so because of a different treatment of capital in the conventional economic theory
which narrows down the concept by restricting capital to borrowed money; hence its claim
on interest, which is discarded by Islam. Money itself is not recognized as capital and as
such it cannot earn a profit in itself. It cannot claim the rent as it is consumed and its
form changes when it is used. As the provider of funds is liable to loss, if any, he is an
entrepreneur as well. He will get a profit/loss for his capital and wages/remuneration for his
entrepreneurship/labour. If he does not manage the business himself and provides capital to
any other individual/group of individuals for any business, he will have a share in the profit
while the manager of the business will get “wages” in the form of a share in the profit. But
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if the business suffers a loss, the capital owner will bear the loss while the manager’s labour
will be wasted.

The responsibility to get a job done is also a factor; it may be taken by a single person
or a group of people joining together as business partners. A number of financers may join
together to contract a partnership and pursue any business of their choice, themselves or
through hired managers. They may also get the job done by signing subpartnerships with
other contractors or companies. They would all share the profits of such business. They may
also assign the job to big business organizations and firms to complete different jobs on an
offered bid price. The reward for taking the responsibility to coordinate the services and
supplies and get the work done according to the terms of the contract is also profit.

2.5.4 Restrained Individual Freedom

The “laissez faire” that is the basis of conventional economics has a built-in possibility
of distortions in the smooth functioning of the market economy, mainly on account of the
unbridled “profit motive” leading to a focus on enrichment without any care for the impact on
others or society. Even though the Great Depression and the resultant Keynesian revolution
tended to undermine this faith in the efficacy of market forces, the recent disenchantment
with a large government role in the economy has restored it and there is a call for liber-
alism or return, as early as possible, to the classical model with “minimum” government
intervention. '

State intervention with a secular approach cannot produce long-term solid results for
society either. This is because the “profit motive” in the absence of any ethical norms,
finds loopholes for misdeeds, injustice and corruption. Even socially undesirable professions
like gambling and sex-related industries become part and parcel of public policy, leading
to socio-economic problems as most capitalists invest their money in lucrative unhealthy
practices and not in socially desirable sectors like education, health, housing and commodity
producing sectors including agriculture and industry.

Islamic economics is not devoid of money matters, because those form the greater part
of any economy. However, it maintains a balance between production and consumption and
cares about distribution. It draws a line of demarcation between good and evil or lawful and
unlawful. The overall message that we derive from the literature on the philosophy and the
nature of the Islamic economic system is that it is a means to achieve development in terms of
complete human personality from all dimensions — material, world and ethical, of individuals
and of society as a whole. It pays due attention to causes, effects and consequences of
actions.

There are certain curbs and some checks imposed by Shari“ah on consumers’ behaviour.
Individuals are not at large to exercise their own will in terms of choice. Some basic rules
have been laid down to govern intensity of wealth-gaining and income-consuming activities
of society. It does not stand neutral as regards ends and means. It is religion-based, valuation-
oriented, morality-judged and spiritually-bound. It is positive and normative science, as it
links materialistic and moralistic requirements of changing nature. Thus, the scope of Islamic
economics is the administration of scarce resources in human society in the light of the
ethical concept of welfare in Islam.

16 Chapra, 1992, p. 17.
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All types of work except those leading to indecency or socio-economic loss to other
individuals and society are permissible. A basic principle of the Islamic legal system is that
an activity or a commodity that is not prohibited through the Shari“ah texts is permissible.
Thus, man has to observe the prohibitions only. Islamic economics would mean undertaking
all activities individually or collectively that are not prohibited and that could add to the
welfare and happiness of human beings.

The most important prohibitions in the field of economics are the prohibition of interest,
hazard and gambling due to their extremely harmful impacts on society. Such limitations
are necessary for the fulfilment of the overall objectives of the Shari“ah for making society
happy and satisfied, both materially and spiritually.

2.5.5 Liberalism versus State Intervention

The individual self-interest of conventional economics leads to maximization of wealth and
want satisfaction, independent of its impact on the rest of society. The concept of “positive-
ness” has been expressed in terms of unrestrained individual freedom, making economics
“entirely neutral between ends”. Further, it is believed that market forces will themselves
create “order” and “harmony”, and lead to “efficiency” and “equity”. The government should
hence abstain from intervening.

The concept of Pareto efficiency in conventional economics is based on the assumption
that the market will automatically take care of “equity” and that the market equilibrium will
be a Pareto optimum, leading to realization of normative goals at least in the long run. It
leads to the common belief of modern economics that any intervention in the framework of
Pareto optimality would lead to less efficient results. This framework is, however, based on
some assumptions like harmony between individual preferences and social interest, equal
distribution of income and wealth, a true reflection of the urgency of wants by prices and
perfect competition. Since no real world market is likely to satisfy these assumptions, there
is a considerable distortion in the expression of priorities in the markets. Hence, the Pareto
efficiency or Pareto optimality concept that generates conflict in society does not fit properly
in the philosophy of Islamic economics. It reflects a built-in bias against the realization of
normative goals if reliance is placed primarily on prices for allocation and distribution of
resources.'’

Society is for the individuals who are responsible for their actions and accountable to the
one creator for their conduct. The individual has a right to participate in economic activities
for his sustenance and the tasks relating to social well-being, subject to the limitations and
injunctions of the Qur’an and the Sunnah. The crucial involvement of individuals for the
collective benefit of society has been aptly described by the holy Prophet (pbuh) in a parable,
as reported by Imam Bukhari in his “Sahih” and as given below:

“Those who accept and abide by the limits ordained by Allah and those who transgress may be
likened to two groups sharing a boat; one group occupying the upper deck and the other the hold.
Whenever those in the hold required water they had to go up to draw it. So they thought among
themselves; why not have a hole in the bottom and thus save inconvenience to those in the top?
Now if those on the top do not dissuade and prevent them, all are lost. If they do, all are saved.”

17" Chapra, 2000a, pp. 67, 68.
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This shows that society cannot remain as a silent spectator to any harmful act of individuals
and individual freedom does not imply unrestricted power to endanger the health of society
as a whole. Social authority in the form of the State is recognized by Islam for the prevention
of exploitation and moral degeneration as well as for the promotion of the material and
spiritual interests of men and women. The Holy Qur’an says: “O ye who believe! Obey
Allah, obey the Messenger and those of you who are in authority.” Thus, a purposeful
relationship based on goodwill and cooperation is found in the individual-State relationship.
The rulers cease to deserve obedience should they transgress the Shari“ah. The holy Prophet
has said: “Obedience, (to rulers) is not valid where a disobedience to Allah is involved”.

As such, Islamic economics requires balanced growth in any society encompassing both
material and spiritual satisfaction of the individual as well as society. Material wealth, indus-
trial inventions, technological development, etc. are important factors in Islamic economics,
but the spiritual and social aspects like the patterns of relationships amongst human beings
and between man and God and the emerging perceptions about affairs of life are equally
important factors, leading to optimal realization of the objectives of the Islamic Shari“ah.
The State can introduce necessary laws to ensure social justice and to put an end to economic
exploitation and oppression and the Holy Qur’an gives the Islamic State the necessary legal
authority to do so (see Qur’an; 22: 41).

The Islamic economic system gives an important overseeing role to the State and regulators
in order to create harmony between individuals and social benefits. Freedom available to
individuals for undertaking economic activities does not mean that anyone can engage in
trade and business that is harmful to society. Belief in one God and accountability in the life
Hereafter is the central point of all human activities, which can mainly be divided into the
rights of the Creator and the rights of fellow beings. All human beings are accountable to
Him in the Hereafter with regard to both types of rights and will be rewarded or punished
according to the individuals® deeds without any injustice.!®

In an Islamic economy, the State is bound to take measures not to allow forces with vested
interests to distort the functioning of market forces.'” A large number of references from the
Holy Qur’an and the Sunnah reveal that Islam has accepted the law of demand and supply
as a principle but has subjected it to some limitations to avoid any moral and social ills and
problems. The ultimate objective of an Islamic economy is to establish social justice. The
other objectives, such as best use of resources, freedom of work and business, meeting the
requirements of the deprived and establishing human dignity, etc. are only there to assist in
achieving the ultimate objective. Therefore, it is not lawful to allow the operation of such
economic activities that might disturb the balance and real and genuine economic and social
justice.

The literature on Islamic economics emphasizes four types of action by government in
economic life. These are:

1. Ensuring compliance with the Islamic code of conduct by individuals through education
and, whenever necessary, through compulsion.
2. The maintenance of healthy conditions in the market to ensure its proper functioning.

18 See Holy Qur’an, 2: 281.
19 See Chapra, 2000a, pp. 69-72.
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3. Modification of the allocation of resources and distribution of income affected by the
market mechanism by guiding and regulating it as well as direct intervention and partic-
ipation, if needed, in the process.

4. Taking positive steps in the field of production and capital formation to accelerate growth.

The Islamic State can impose some limitations with a view to avoiding distortions and
keeping in mind the well-being of society as a whole. All members of a society, regardless
of differences in gender and religion, are allowed to undertake any of the permissible (Halal)
businesses, but this is subject to the condition that it should not harm others. Once the
Pious Caliph, Umar Farooq (Allah be pleased with him) asked a person who was selling a
commodity at a much lower price than the market price to increase the price/rate or to leave
the market.

Ibnul Qayyim has explained the functions of an Islamic State in the following words:

“Allah has sent down Prophets and revealed Books to establish justice which is the fundamental
and basic objective of the whole creation. Everything revealed by Allah proves that the ultimate
goal of revelation is the establishment of a just and balanced way of life. In whatever way the law
may be made it must aim at establishing justice and fair play. The most important thing is the
purpose and objective of law and not how it has been derived or enacted. But Allah, by giving us a
number of laws, has set examples and reasonable basis for framing and enacting laws. The lawful
government policies and directives are, therefore, considered a part of SharT’ah and not a violation
of it. To define them as government policies is only a matter of terminology, but these are, in fact,
a part of Shari’ah; the only condition is that such government policies and directives must be based
on justice and fair play.” (Ilamul Muwaqqi’in)

It is, therefore, established that the responsibility of the government is to maintain a
balance of economic activities and services. If the balance is distorted by economic agents
with vested interests, the State has to restore the balance. Qur’an’s disapproval of the
concentration of wealth (59: 7) and emphasis on justice (14: 90) is beyond any doubt. On
account of this, one of the important duties of an Islamic government will be to recover
wealth usurped through illegal means and return it to its genuine owners or to deposit it
with the State exchequer. For checking all irregularities, Islamic economics introduces the
institution of “Hisbah” that must be run by people of high integrity.

Umer Chapra has listed the following functions of the State in the field of economics and
finance:*

1. Eradication of poverty, maintaining law and order, ensuring full employment and achiev-
ing an optimum rate of growth.

2. Economic planning.

3. Ensuring social and economic justice.

4. Stability in the value of money. This is vitally important not only for the continued
long-term growth of an economy but also for social justice and economic welfare. The
Holy Qur’an says: “And give full measure and weight with justice” (6: 152). “So give
full measure and weight without defrauding men in their belongings and do not corrupt
the world after its reform” (7: 85; see also, 11: 84-85, 17: 35 and 26: 181). Money
being a measure of value, any continuous and significant erosion in its real value may be
interpreted in the light of the Qur’an to be tantamount to corrupting the world because of

20 Chapra, 1979, pp. 12-20.
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the adverse effect this erosion has on social justice and general welfare, which are among
the central goals of the Islamic system. In the mutually interdependent global economy
of today, it may not be fully possible for the small and open economy of an individual
Muslim country to achieve the desired stability. However, what it does imply is that an
Islamic state should itself be clear about its role with respect to price stability and should
be determined to contribute whatever it can to the attainment of that goal.?!

5. Harmonizing international relations and national defence. The Islamic State should
encourage and support any constructive move towards peace, and should honour all
treaties and agreements to which it is a partner. Nevertheless, it should do its utmost
to strengthen its defence so as to prevent or frustrate any aggression against its faith,
territory, freedom and resources.??

As a corollary, governments and the central banks/monetary authorities would be required
to ensure that banking and non-banking financial institutions function smoothly and the
interests of all stakeholders, particularly small savers and the masses in general, were
protected and the cartels and monopolies did not exploit them. Regulators would also ensure
that the institutions did not get involved in antisocial activities injurious to individuals,
society and human beings at large.

Leaving the most strategic sector of money and finance to market forces without any
effective overseeing role is bound ultimately to generate disastrous effects for the long-term
health of economies. Governments/regulators must devise and adopt fiscal and monetary
policies in their respective ambits in such a way that an expected rate of return emerging
from real sector business in the economies becomes the benchmark and an effective signal
for the efficient allocation of funds to various sectors.

2.6 SUMMARY

Banking and finance are parts of economics or the economic system, as the rules governing
activities of banks and financial institutions stem from the ove