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Towards an Islamic Financial System.**

M. U CHAPRA®

1  INTRODUCTION

A developed and efficiently operating financial system is indis-
pensable for an expanding economy. It serves as the hub of the
overall economic system by facilitating the transfer of financial
resources from surplus units to deficit units. The ease of transferability
not only ensures liquidity for holders of financial assets, thereby
reducing the volume of idle balances in the economy but also
enables the optimum use of savings for long-term productive activity.
It thus helps sustain economic growth and prosperity at a higher
level. What is therefore important for the efficient operation of a
financial system is the use by one party of the liquidity held by
another. However, the purposes for which the liquidity is used and
the mechanism through which this takes place are also questions
of crucial importance, because the answers to these questions deter-
mine in essence the overall efficiency of the financial market in
helping actualise the goals of an economy. Since financial markets
are equally indispensable for Muslim countries, the question that
automatically arises in the mind is : What will be the impact of
Islamic injunctions on the efficiency of financial markets and on
the nature and mechanics of financial institutions and instruments?
This paper tries to answer these questions. Firstly, it deals with the
likely effect of Islamic teachings on efficiency, and subsequently
addresses the issues related to institutions and instruments.

2  THE EFFICIENCY

In the conventional interest-based capitalist system, efficiency
of a financial market is measured by the criteria of liquidity and

*The author is Economic Advisor to the Saudi Arabian Monetary Agency,
Riyyadh.

**The paper was presented al the International Seminar on Islamic Economics
held in Kuala Lumpur, 6-9 July, 1987.
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transferability - both of which indicate the case, promptness and
economy with which the flow of funds is arramged between the
surplus and the deficit sectors, thus facilitating the payments and
investments needed to promote economic growth and prosperity. It
15 assumed that the free interaction of market forces would establish
a market clearing rate of imtebest snd this would automatically
bring about an efficient aocation of financial resources. No gquestions
are raised about realizing sociv-economic justice through need
fulfilment and equitable distribustion of income and wealth because
this would involve value judgesents, which are comsidered to be
out of bounds for a secudarim socicty. Islam however, has an
economic system which gives wimost weight to the realisation of
magqasid (goals of) al-shorfah, inchading socvio-scomomic justice.
Hence, it considers value judgeihents not as anathema but rather
indispensable. All systems and sil activities in the economy must
converge towards the gosl of secio-economic justice. The uitimate
efficiency of the financial system must also be messured by the
extent this goal is realised. :

2.1 Justice, Distribution and Ecenomic Activity.

Justice in the Islamic valug systemn requires that the financier,
like the entrepremeur, must participate in the risks of business by
sharing in the ultimate outcoms: of ‘business, whatever it be, profit
or loss. He canmot be given the right to have a predetermined
positive rate of return (interest or riba) irrespective of the net
outcome of the business. It is an unflinching conviction of Muslims
that putting the emtire risk of bukiness on the entreprencurs do not
only vitiate the Islamic normas of justiee, but also tends to promote
concentration of wealth and to vielste: long-term comm:tmmt of
funds for productive investmesnt.

The undeniable fact is thst interest rates are mot determined
anywhere by the free interaction of market forces. Administrative
fiat, including central bank policy, kas a great desl to do with
interest rates. Moreover, the M&'ﬁufiq rate of interest exists
in the imaginary ideal world of ecomomists.' In reality there is a
host of short and long-term M reies with sizeable differences
in their levels.?

IMALINVAUD, E.. “Interest rates in the allocation of resources” in F.H. Hahn
and F.D.R. Brechling, The Theory of Msterest Rases, Mew York: St. Martin's Press,
1963, p. 215.

See MAYER, Thomas, The Structure of Monetarism, New York: W.W. Norton,
1978, p. 10; and alse G. Santeni and C. Stome, “Nevigating through the Interest
Rate Morass: Some Basic Principies”, Facdersl Reserve Bank of 5t. Louis, Review,
March. 1981, p. 11.
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Even if the market forces did determine freely a market
clearing rate of interest, an ‘“‘efficient” allocation of resources
would take place only if there was an equitable distribution of
wealth in society. However, given the substantial inequalities of
wealth that are actually prevailing, there is little chance of an
allocation of resources that would fulfill the needs of all and
reduce inequalities of income. Firstly, the rich are able, by the
sheer weight of their wealth and the votes they can cast in the
market place, to get substantial resources diverted to the production
of luxuries, leaving inadequate resources for the production of
needs. '

Secondly, in an interest-based system with substantial inequalit-
ies of wealth, the perfectly logical tendency on the part of a
lender, who does not share in the risks of business, is to lend
mainly to the rich. This is because only the rich are able to offer
collateral, which carries a preponderant weight among the criteria
for ‘credit-worthiness’, and which the lender demands to assure
himself of the repayment of principal along with interest. This
tends to accentuate concentration of wealth in society.” If however,
the lender shares in the risk, he would be concerned more about
the nature and profitability of the business, in which case even a
poor but promising entrepreneur would stand a chance and ownership
of businesses would tend to become decentralised.

However, it is not just the amount of credit which favours
the rich; it is also the rate of interest which reflects price discrimination
in favour of the rich, the more ‘credit-worthy’ a borrower is the
lower is the rate of interest he pays. The result is that big business
gets more funds at a lower price because of its ‘higher’ or ‘favourable’
credit-rating. Thus those who are most able to bear the burden
because of their bigness or higher productivity bear the least burden.

E. §. Mishan has rightly observed that, “Given that differences in weslth are

substantial, it would be irrational for the lender to be willing to lend as much to
the impecunious as to the richer members of the society, or to lend the same
amounts to each”. MISHAN, E. 8., Cost Benefit Analysis: An Introduction, New
York: Praeger, 1971, p. 205.
The greater flow of credit to the rich in an interest-based system is a widely
acknowledged fact. Galbraith, for example, says, “The large corporation of the
planning system, when it must borrow, is a favoured clieat of the banks, insurance
companies and investment banks”. GALBRAITH, John Kenneth, Economics and
the Public Purpose, New York: New American Library, 1975, pp. 186-187. See also
p. 297 where he says, “Those who least need to borrow and those who are most
favoured are in the planning system. Those who most rely on borrowed funds, or
are least favoured, are in the market system”. See also MOFFITT, Michael, The
World's Money: International Banking from Bretion Woods to the Brink of Insolvency,
New York: Simon and Schuster, 1983, pp. 210-211.
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‘According to a sady conducted by Michigen Stete Usiversicy, mmall firan in the
industrial sector consisteittly generste nosre otpa: per wait of capital than do their
larger scale counterparts. Baperience has gleo shiablinked the impressive: losn repayment
record or micro-emerpriss. Sce, Banking for the Poor: Allevieting Poverty Through
Credit Assistance to the Posrest Micro-Emreprencwrs in Daveloping onmiries., Ruport
of the Select Committee on Hunger, U.S. Hous of Repressntatives, Washington:
U.S. Government Printing Office, (986, pp. 4-7, paiticulily Chart 2 e p. 5.
*LEHBLING Herman, gvsmmwmmmm Jume
- 1982, p. 3. '
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requires the perennial maintenance of justice and balance between
financiers and entrepreneurs. It would be realistic to assume the
abolition of riba, reliance on equity-financing and ensuring an
equitable sharing of profits (profit + interestofthe capitalist
system) among financiers and entreprencurs cam provide such a
climate and lead to a substantial and steady rise in the demand for
risk capital. Moreover, the discipline introduced by the need to
‘participate’ in risk should tend to shift resources from ‘speculative’
loans to ‘productive’ investments and thus exercise a healthy influence
ON eCONOmIC activity in general.

Most interest-based modern-day economies, experience erratic
movements in interest rates. These are primarily due to speculative
forces and not due to changes in economic fundamentals which do
not vary from hour to hour, or even from week to week. However,
the erratic movements in interest rates inject an additional but
unnecessary and unhealthy dimension of uncertainty in economic
calculations and drive borrowers and lenders alike from long term
end of the debt market into the short-term end. This has an
adverse impact on the allocation of resources between users, sectors
of the economy and countries. Since the share of the entrepreneur
in the venture or enterprise keeps on fluctuating with every change
in the rate of interest (not only in absolute but also in percentage
terms), it becomes difficult to make long-term investment decision
with confidence. This has no doubt serious implications for economic
growth and stability.

The abolition of interest and its replacement by profit-sharing
according to a fair ratio betwen the financier and the entrepreneur

VOLCKER, Paul A., Chairman of the Board of Governors of the US Federal

Reserve Systemn, while testifying before a Congressional sub-committee on May 21,
1980, remarked that, in the recent silver specuiation, the Fed. had been worried
that transactions financed by credit had costributed to speculation, had diverted
financing from more productive uses and had been excessive. The use of credit in
this way couid ultimately threaten the safety and soundness of financial institutions.
P. A. Volcker further remarked that the recent speculation in the gold and silver
markets had contributed to inflation and other such speculation could do likewise.
BIS Press Review, May 23, 1980, p. 2.
The Bank for International Settlements, a highly reputed international insiitution,
rightly observed in its 1982 Annual Report, op. cii, that “increased volatility of
short-term interest rates may have added another sort of uncertainty premium to
long-term rates” (p. 5). The Report further observed that “The greater volatility of
both interest rates and the monctary aggregatles, at the same time, have joined
forces with the budget to push real long-term rates upwards” (p. 5). Later on the
Report made a stronger statement saying “... extreme volatility in interest rates can
contribule to sharp fluctuations in economic activity and may lead to structural
problems in the economy and in the financial system” (p. 89).
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should remove one of the major sources of uncertainty and injustice
and be more conducive to growth. It must be sppreciated that the
entrepreneur is the primary fores behind all investment decisions
and removal of one of the basic seurces of uncertainty and injustice
is bound to bave & favourable éffect on his decision making. By
turning “savers into entrepreneurs”, uking the words of Ingo Karsten,
the risks of busimess can be meec equitably distributed, thereby
improving the investment climats. Mbreover, the involvement of
the savers as well as the finamcial institutions in the success of the
entrepreneur’s business, may make greater expertise available to
the entrepreneurs, leading to sn nprovement in the availability of
information, skills, efficiency and: profitability. Higher productivity
and more entrepreweurship carries:the potentisl for increased invest-
ment and higher growth.” -

2.2 Health of Fimamcial Instititions

An equity-bssed system sheould alwo be able to promote the
development of healthier financisl institutions. In the interest-based
system, banks operatc under the assumptions that their loans will
be repaid with imerest because they do not share in the risk of
business. Hence, their concentraion is more on the collateral and
less on the quality of the projost fimenced. Thus, the quality of
loans suffers. Even though the binks require cotlatersl and do not
theoretically participate in the sisk of busimesses financed, there
are loan losses. Deposits have severtheless to be repaid with interest.
Hence the nominal value of bamk aseets and liabilities may not
always be equal due to reatised or impending loan losses.’

This divergence between basmk assets and liabilities and the
uncertainty about when and how it is to be corrected carries the
potentiality for instability. In the Islassic system, since all time and
fixed (but not demand) depositors, like sharcholders, also participate
in the risks of benking, the nominal value of lhsbilities to such
depositors will always be equal 10 the aseets held agninst them.
The imperative of risk-sharing will slso induce depositors to be
cautious about the institutioms (the quality of their management,
assets, past records, reserve position and future prospects) with
which they place their deposits. It will also make the banking
institutions more careful in seloctihg projects for investrment because
it is the quality ‘of their investments which will build their reputation,

'KARSTEN, Ingo, “Islam and Piaancial Intermedistion”, IMF Staff Papers,
March {982, p. 131 as well as pp. 128136,

'See KHAN, Mohsia S., “Islamic laterest-Froe Banking: A Theoretical Anslysis”
IMF Staff Papers, March 1986, p. 19.
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make it possible for them to attract funds and depositors and
enable them to survive. Weak institutions, with poor management
and unhealthy investment policies, will have a hard time getting
ahead on the crutches of deposit insurance, which will be available
only for demand deposits in the Islamic system, and the backing
of collateral, which can have erosion in value with the slide in
£CONOMIC Prospects.

In the absence of ceilings oun interest rates payabie on deposits,
banks tend to compete aggressively for deposits and loans. They
offer higher rates to depositors and accordingly seek larger spreads
by choosing the higher credit risk, lending to low quality borrowers
who are willing to pay larger front-end fees and higher rates.
There is hence a deterioration in the quality of many depositor
institutions loan portfolios. According to Lowell L. Bryan, Direcior
of McKinsey Company, many of the United States depository
institutions are “full of poor quality debt to farmers, real estate
developers, independent oil producers, Third World countries, subser-
vient grade corporations, and free-spending consumers, and as a
result, their problem loans are far too large for their earnings and
capital”.? This position is true for not only “weaker” institutions
but also for some of the most prestigious American banks, the
impending losses on whose loans to Third World countries are far
in excess of their capital and reserves.

Imposition of ceilings on interest rates payable by banks on
deposits, however, create problems of a different nature. Controlled
lower interest rates tend to be at the expense of depositors, particularly

_the smaller ones who suffer from a lower return on their meagre
savings. While this discriminates against the depositors, it may not
necessarily improve the quality of loans. Interest rate ceilings may
only provide the banks with an opportunity to widen the spreads
without exerting a significant influence on the quality of their
loans. In fact the ability to build higher reserves for loan losses
may tend to reduce the pressures for attaining better quality loan
portfolios.'” Healthy institutions more concerned with the quality
of their loan portfolios may thus stand at a disadvantage if they
have to operate in a competitive environment.

The equity-based system would not put healthy institutions
at a disadvantage. The return they have to pay will depend on
their ex-post performance and the weaker institutions will not find
1t possible to out-bid the healthier ones on an ex-ante basis. The

*BRYAN, Lowell L., "The Credit Bomb in Our Financial System”, Harvard
Business Review, January-February 1987,
10See ibid.
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depositors will also be more caniful and not be sisguided by the
exmpmmmofthem--m This will help inject
hoalth into the whole system.

Itmmthmverbcmumm%
make financial intermediation s more challenging tesk for banks.
Financial institutions will have sot omly to evaluste projects and
project managers but also momitor the progress of projects financed.
Unless thc financial mst:tutmm&eemm{«
tohelpﬂmmttnstﬂ Mﬂn@thﬂwmm
chalienge cffectivaly. _

2.3  Resource Mobilization

Capital formation 1smﬂfwaﬂmbmm
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togetammd&wsamhww&ommm
thus immobilizing savings? The possibility of suffering a lose hes
not deterred savers from either itwesting in their own businessss or
purchasing the shafes of joint stosk companies and mutual (eguity-
based) funds. Henoe there is no valid ressom to believe that the
prohibition of ribe will discoursge visk taking.

Nevertheless, it may be argued that afl savers do not wish to
take risk and do not have the alillity or the time to evaluste risk,
It should not however be difficult for the Islamic financial system
to provide financial assets involving varying degrees of risk aad
maturity so as to provide investraent opportunitiss even for those
savers who wish 1o minimise tisk. This could be dome by ensuring
the development of a large metwork of well-menaged,
reguiated, and healthy financist imstitutions with a sulfficiently
sified portfolio of assets to ispire the comfidence of savers,
network of such imstitutions mmy also help provide the
institutionsl framework for thost who arc ot abie,
wish, to evaluate the risks of business themséives. Severs wh

not willing to take any risk must remain satisfied with the nominal
value of their finsaces, which must be guamnised (oaly in nominal
terms) if they prowvide these o commercial banks in the form of
demand deposits. There is no possibifity within the ismic system
forafmamtomnamcnﬂnmwmhmmddn
positive rate of retern.

33!,53
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The conventional financial institutions have been unable to
penetrate a predominant part of the rural as well as urban population
in practically all Muslim countries because of a number of factors,
an important one being the aversion of the Muslim masses to
interest-based banking institutions. The establishment of Islamic
institutions may help draw the masses into the fold of the banking
system and thus contribute richly to capital formation. Hence, the
greater the success of Islamic financial institutions in mobilising
savings, the greater will be the service they will be able to render
to the Ummah. This may also help reduce the need for freezing
savings in unproductive assets like gold and jewelery, which are at
present the main available outlets other than land and real estate
for savings. As Dr. V. Nienhaus has rightly pointed out, the
“Islamic banks can be an instrument for the integration of the
vast majority of the population into the financial system”, and
“the probable impact of well-designed Islamic banks for the initiation
of a self-supporting process of capital formation can hardly be
overestimated™.'!

The levy of zakat on all net worth, including financial assets,
should help discourage the holding of idle currency balances. The
absence of any return on demand deposits should also have a
similar effect. Demand deposits, being withdrawabie on demand
and also fully insured, would not be entitled to any return because,
according to the Shariah, a share in profit is not permissible
without a share in risk. Hence, balances held in demand deposits
would, like currency balances, tend to be not more than transactions
and precautionary needs. It would hence be logical to assume that
if the Islamic values are revived and healthy Islamic financial
institutions are established, savings would tend to move into equity
and mudharabah deposits, thus enlarging the availability of savings
for investment and making a significant contribution to economic
growth, reduction of unemployment and need fuifilment.

It may however not be passible to induce people to get into
equity until a larger volume of shares is made available and unless
there is confidence that corporations will give a reasonable return
on savings. Requiring the corporations to reduce their debt by
increasing equity and large partnerships to coavert into corporations
may help expand the volume of shares available in the market,
thus providing the needed depth to the securities market and
increased investment opportunities to savers. The performance of
joint stock companies with respect to dividends has not been very

'"NIENHAUS, Volcker, “Isiamic Banks - Philosophy, Performance and Policy”,
an unpublished paper, p. 7.
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encouraging in many Muskim tountries. Due to corruption, the
return to sharcholders, historicilly has not been very attractive.
The tax system has also been gartly responsible for this. Unless
corporations are reformed, propesty regalated and effectively audited,
manipulation of accounts may be difficult to prevent.

Similarly, fimancial institutions will need to be regulated and
reformed so that mudharabaok depositors are able to get an honest
reward, This is a0t a probiem in interest-onented fimancial institu-
tions, or even in Islamic institutions as long as they operate on the
basis of mwrabahah and bay® wh-rai'mjjal’® bocswse the depesitor
knows in advanee what retarn he will earn. Once the Islamic
system of risk participation comes into foroe, depositor’s confidence
in the integrity of financial institutions -will be indispensable for
mobilising mudherabah deposits. While market foroes will take
care of this problem in the long-run, social and economic reform
to ensure greater honesty in rsansgement and suditing are also
essential. o

There gre however uses of funds where the sharing of risk
and reward may not be feasilie, as in leasing, instatment and hire-
purchase. It would be necessary $6 provide financing even for such
purposes, without violating Islamic norms. Isiam, being a realistic
faith, has allowed a fixed chargt on real assets (like machimeries,
vehicles, buildings) even thomgh ‘it has not allowed a fixed return
on financial aseets. This is besMuse by comverting financial into
real assets, the financier has almady taken the risk. Neverthelem,
some fugaka believe that this cemcession or relaxation shouid be
used with caution and preferatsly, only where profit and loss sharing
is not possible, as otherwise there is a possibility that it may lead
to interest indirectly. Relaxation Bas also been made in the case of
instalment purchases by allowing a difference between cash and
instalment prices to cover the m#iditional costs and risks of such
sales because profit and loss sharitig may not be pessibie.

Hence, even though the Islamic system carries & great positive
potential it may not be able o bear fruits uniess the Muslim
countries make a satisfactory tamtitutional arrangement to enable

2 Bay* at-nu'ajjol: Sale against deferred payment, either in lump sum or instslmentts,

The Council of Islamic Ideciogy (Pakistai) has, however, used it in the same yense
as murabahgah.
Murabahah. Sele at a specified profit mitrgin. The term is, however, now umd to
refer to a sale agreemient whereby - the seller purchases the goods desired by the
buyer and sells them at an agreed marked-up price, the pryment being settied
within an agreed time frame, cither in instalments or Jump sum. The seller undertekes
all the management needed for the purchass snd also bears the risk for the goods
until they have been dalivered to the buyer.



Islamic Financial System/Chapra 11

funds to flow “efficiently” from the surplus sectors to the deficit
sectors regardless of whether the savers are risk takers or risk
averters. The system should aiso provide a sufficiently large stock
of financial assets which are readily transferable, so that anyone
- with surplus funds can buy them and anyone needing liquidity can
readily sell them. Thus the institutional arrangement should ensure
a high degree of liquidity and transferability. Given a proper
institutional arrangement it may be rational to expect that the
Islamic equity-based system would not only be more conducive to
socio-economic justice, but would also carry a greater potential to
contribute positively to better economic performance through a
more efficient allocation of resources, increased investment, higher
growth and lower unemployment.

3  THE INSTITUTION

The above discussion has clarified the goals and the criteria
for efficiency of an Islamic financial system. Since the financial
institutions would be the agents through which the goals of the
system would be realised, it is necessary to discuss the reorganisation
of the conventional money and capital market institutions to enabie
them to serve the socio-economic objectives of Islam.

An efficient financial system can bring together savers and
investors in two principal ways. The first is via the traditional
intermediation process whereby the financial institution makes loans
and investments with the funds it has generated through deposits
and other sources of funding. The financial institution makes the
investment decisions and also bears the risk. A pattern of faulty
investment decisions will ultimately jeopardise its capacity to raise
and retain funds. The second mechanism is via the securities markets
wherein investment instruments are sold directly to investors. The
financial institution passes the risk to the buyer of the instrument.
The stability and viability of the system requires that the decision-
making process be rigorous enough to screem out investments
without making it too difficult, time-consuming and costly for
entreprencurs with productive and profitable investment proposals
to raise funds. The system should enable the absorption of losses
in an orderly way since some losses, particularly in a risk/reward
framework, are an inevitable part of financing and development.

Both these forms are possible within the Islamic system.
These methods include a number of techniques available within the
framework of the Shariah. The most important and unanimously
agreed upon forms of financing are mudharabah, musharakah and
the acquisition of shares of joint stock companies.

In the case of mudharabah, the financial institution does not
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participate in the management of the business financed. It can,
however, exercise adequate supervision to ensure that the fends
are being used in accordence with the mudhsrobak agreement. Of
the total finencing agreed betwoss the financial institution and the
mudarib, a part may be provided for the emtire period agreed,
while 2 part may be available for short periods to offset the
nudaribsfmdsnatransxtor&oﬁcmofmﬂmunfm
shortages of liquidity.

In the case of musharakah, thm-lmmmMa
pates directly in the management of the businesms. The financial
institution and the entreprencur peol their talents sad expertise for
furthering the business. However, since finsncial institutions may
not be adequately equipped with the haman infre-structure needed
for this purpose, the musharsbol participation may be possible in
only a few busidesses. A major part of the fisamcing, will of
necessity, have to be in the form of mudbaradeh.

Investment in the stocks amd shares of joint stock companies,
whether pubdic or private, should be an attractive avenue for the
employment of funds by financisl institutions. Inﬁct,themmh
of well-cstablished and high-dividind yiclding compenies may serve
as an altermetive for interest-baaring government ummtm and
bonds of private companies. With the presence of a well-organised
and properly regulated stock market, the financial institutions maay
be able to transfer such stocks wikenever they desive, thus ensuring
kquidity - an advantage MMOI‘MM
may not be able to offer.

A number of other alternative fimancing arrsngements within
the general framework of Islsmic walwes, have betn supgested in
the literature on Islamic banking. Fhe major alternstives recomm
ed arc yamh(leung)andwm(hm-m),bay‘d-
ma'ajjal or bay murabahak, sad bay’ al-salam.”? There is however

a difference of opinion abowut the permiseibility of some, though
not all of these alternative Fema.“ The general peinciple which is

UBay al-salam: a forward sale of sposified 'fwgibh (waninty, agricultural) goods
for which full adveste payment is mailé by the buyer againet an obligation to
deliver the specified poods on an agpeed futuee date. Thie sale &t not the seme as 2
speculative forward sale because full, and Wt just mergin, peymsost is required.

“For a discwssion see CHAPRA, M. U, Towwrds a Just. Monciary System.
(Leicester, U.K. : The Idamic Foundation; 1985), pp. 166-173.

Dr. Ziauvddin Ahmsd makes the foliowing obmervation sbout these techmicques:
“though far simpler to operate compared o profit/lom sharing, cansot be commended
for widespread use a3 they canmot de of any mawrial assistance in achicviag the
socio-economic objectives of an lstmmic- economy. The fact that replacement of
interest by Bay* al-mu'sjjal (mark-up), for example, does not represent any substantive
change becomes apperent if ome views it in the pemspective of the philosephy
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beyond disputc as being the criterion for determining the per-
missibility or otherwise of any method of financing is that the
financier cannot avert the taking of risk if he wishes to derive an
income. To put this in the form of an adage, one could state with
- respect to all financing operations: “no risk, no gain”. As already
indicated above, this requirement to share in the risks of business
will compel financial institutions to be more careful in financing.

The fundamental change in the nature and objectives of inter-
mediation will naturally demand a significant transformation in
the nature and responsibilities of all financial institutions in an
Islamic economy. They will have to undergo a significant reform
and even though they may outwardly appear to be the same, they
will be significantly different. The institutions whose reform will be
needed will include the central bank as well as all money and
capital market intermediaries - the commercial banks, the auxiliary
institutions and the stock market.

4 CENTRAL BANK

The central bank cannot remain a passive onlooker in the
process of Islamisation of the financial system. It must play a
pivotal role. Without its conscientious and creative effort, the
Islamic financial system cannot achieve its self-actualisation. It has
to play an important role in four different areas of its responsibility
- training, stability in the value of money, development and strength-
ening of the financial system, and handling of liquidity crisis.

Training is crucially important because of the lack of general
understanding in even the Muslim elite about the nature and

behind the prohibition of interest. As mentioned ecarlier, the interest system is
disallowed by Islarn because intrinsically it is a highly inequitable system. The
feature that makes the interest system inequitable is that the provider of capital
funds is assured a fixed return while all the risk is borne by the user of these
capital funds. Justice, which is the hallmark of the Islamic system, demands that
provider of capital funds should share the rigk with the entrepreneur if he wishes to
earn profit. It is easy to see, therefore, that the mark up system, and for that
matter zll other devices which involve a fixed predetermined returm on capital, are
no real substitutes for interest.”

ZIAUDDIN, Ahmad, Concept and Models of Islamic Banking: An Assessment,

paper presented ai the Seminar on Islamisation of Banking held in Karachi on 27-29
November 1984 under the auspices of the iInstitute of Bankers in Pakistan,
published by the International Institute of Islamic Ecomomics, Islamabad, 1984, p.
11.
For some other views on the subject, see MIRAKHQR, Abbas, Short-term Asset
Concentration and Islamic Banking, unpublished paper, pp. 2-6. Dr. Mirakhor refers
to these techniques as “weakly” and argues thalt “even in the transition to full
Islamic banking, the policy of heavy reliance on weakly Islamic measures as a
means of minimising risk may not be optimal”, p. 6.
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functioning of an Islamic finsucial merket. Not only their own
staff but also the staff of other Hnaucial institutions and the public
at large will need to receive an orientation in the goels and aature
of Islamic economy and finundial system and the change in the
role that the cemtral bank i reguired to play in it. Central banks
in all Muslim countries are wsed to arranging training programmes.
But what is needed for an Islasiic system is traisimg of a different
nature and this cannot be prowided in & vacuum. Proper training
mtenaiwﬂ}hwetobedwﬁpdtomhmmof
what is invoived.
Slmmmymt&mofmhmwwof
Islam, the centrst bank will have o take off powible measures to
ensure that monetary cxpansion $oes aot lead to isfiation. However,
without the wilting and wholeissrted support of the goversment it
unotposnﬂefuthemuhnkwmﬂﬂmm
goal of price stability.
Theomtrdbankwiﬂﬂwmwphyuwm:n
the development and strengthening of an Islemic fimancial market.
Businesses will have to be geadunily induced to resent to more and
more equity financing and to rethuce their dopendnce on interest-
based loans. This goal canmot Rowever be actualissd withomt the
transformation of commercial baitks and the development of neceee-
ary auxiliary institutions. The emtral m will have to phy an

reconstituted in the light.ofﬁhﬂ*c teachings to reflect the different

proﬁt-and«ioumnngfm the bank may aot be able to
withdraw its equity-oriented low until the projt or the venture
has reached a swecessful fruition. Hemce su appropriste framework
must be designed to help banks t& overcome their Niquidity shoriages.
In the interest-based system, it is possibie for basks to

the money market or the cemiral benk. Aocess to the money
muketmynotn!waysbepﬁ&bmmof&cmdtyof
profit-sharing in isolated lown twmmsactions undertsken mainly for
arranging liquidity. Interestdirec access to the ceatral bank maey
lead to a misuse of the facility while mudharabak lending by the
central bank may be available only within an sgreed framework
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determined by the extent of the economy‘s need for high-powered
money to attain a given monetary expansion and not necessarily
when banks run short of cash.

Three alternative arrangements may be made to solve this
dilemma. First, banks should reach ap understanding with other
banks for mutual credit facilities, as is the usual practice of conven-
tional banks, but within the profit-and-loss sharing framework.
Second, there should be an interbank cooperative arrangement to
extend reciprocal accomodation to each other on condition that
the ner use of this facility is zero (mutual borrowings cancel out
mutual lendings) over a given period. Third, the banks should
create a common fund at the central bank as a part of the
statutory reserve requirement to provide mutual accommodation.
Of course, banks which have more frequent recourse to each other
for funds would be better off having a mutual profit and loss
sharing arrangement. It would help banks to place surplus funds
and to balance their short-term assets and liabilities. In a crisis
situation, when all banks face a liquidity squeeze, or the individual
banks are unable to get enough assistance through all the three
altematives indicated above, the central bank would be the only
recourse left and should act as lender of last resort with appropriate
penalties and warnings accompanied by a specially-tailored corrective
programme.

It may be argued that all the three methods would make a
smaller overall contribution to the Islamic banks® funds than is the
case with conventional banks. This should in fact be healthy and
make banks more reliant on their own resources and have access
to other banks only when it is necessary. Excessive reliance on
funding from other banks is a weakness of the conventional banking
system which gains limelight whenever there is a banking crisis.
“How extra-ordinary it is”, remarks Michael Lafferty, “that banks
do not take the same precautions when they lend to other banks’,
and that they do not even bother to “take the trouble to look up
a set of the banks’ published accounts”'® This laxity leads to an
abuse of the interbank facility in an interest-based environment.

LAFFERTY, Michael, “Why Banks’ Financial Information May Contribute to
their Crisis"', The Financial Times, |0 September, 1982, See also MONTAGNON,
Peter, “A Jolt to be Remembered”, in The Fimancial Times, 1 March, 1983,
According to Moffitt, “A major point of vulnerability is the banks' heavy reliance
on borrowed funds”, which come “primarly by borrowing from each other”, In
1981 these borrowings funded more than helf of the major assets of American
commercial banks, up from 45 per cent five years ago. MOFFITT, Michael, The
World's Money: International Banking from Bretton Woods to the Brink of Insolvency,
New York: Simon & Schuster, 1983, p. 225.
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The limitation and discipline of %ln interbank merket within the
profit-and-ioes sharing arrangement should exert a hesithy influence.

5  MONEY AND CAPITAL MARKETS

The abolition of riba and the sbeence of any possiblity of an
interest-based intermediation will change the nature of all money
and capital market institutions including the commercial banks,
auxiliary institutions and the seick market. New challenges will
have to be faced and innovative devices found, not only to solve
the problems they may face but alees to help reslise the socio-economic
objectives of Isiam, bymm:mnlwlfanm:n
financial intermediation.

5.1 Commercial Banks -

- The commercial basks in sb Islamic economy will have to
play the role of a cross-breed of vommercial and imvestment banks,
investment trusts snd investment managoment institutions. A spec-
trum of other reforms must shso Be introduced in the organisation
and operation of commercial basks to eschew their excesses and
imbalances which promote imequalities, conspicuovs consumption
and unhealthy monetary expansion. It would be necessary to convert
all the conventional intcrest-based bamks into Islmmic institutions,
irrespective of whether they are of domestic or foreign origin.
Exempting any of the banks even though foreign, wouid be tanta-
mount to sabotaging the wholg system. People with no meoral
conviction would tend to shift their sllegiance between Islamic and
conventional banks dependiag on the level of interest rates and
profit expectations, thus weakening both types of institutions.

It would be necessary that a substantial part of the resowrces
of all commercial banks, as of all other financial institutions,
should come out of equity capitill. There is no rmson why in the
essentially equity-oriented Islamic systom, banks, like other businees-
¢s, should not have a substantial #quity base. Safety of the demand
depositors’ funds also requires higher equity. Moreover, savers
would also like to have a grester opportunity to invest in the
shares of financial institutions.

It would also be necessary that the conversion starts with a
clean slate - without past encunbrances. All possible measures
should be taken to recover or write off totally or at least substantially
the heavy burden of non-performsing loans that some private and
almost all nationalised banks are now carrying on their books in a
number of Muslim countries due to inefficiency, corruption or
political pressures. The extent of such loans is so high in some
cases that even if the equity and asctwmulated reserves are written



Islamic Financial System/Chapra 17

off completely, a substantial amount would still remain uncovered.
It would be highly unjust to write off such loans out of the profits
accruing to mudharabah depositors. In case the banks continue to
be in the public sector, the Government should provide fresh
- equity to the banks to provide the necessary capital base. In the
case of private banks equity should be raised substantially to
provide the banks with a stronger and more widespread equity
base.

5.2 Deposit Insurance and Loss-offsetting Reserve

Even after the non-performing loans have been recovered or
written off, it may be necessary to reassure depositors that their
savings placed with the Islamised banks will not be eroded by any
losses that the banks may suffer on their mudbarabah financing. It
would be desirable to educate them that under normal circumstances,
an efficiently managed Islamic bank with a properly diversified
portfolio of mudharabah investments is not likely to suffer a net
loss. While the banks may suffer losses on some of their investments
they will make profits on others, such that they may have a net
profit. Nevertheless, two measures could be adopted to provide a
further reassurance to depositors.

With respect to demand deposits, which would give no return,
the reassurance could be provided through a system of deposit
insurance, guaranteeing the safety of demand deposits from any
losses that the banks may suffer. Even according to the Shari‘ah it
is perfectly legitimate for the depositors to demand such an assurance,
because, since they do not share in the profits, they camnot be
required to share the risk of losses.

With respect to mudharabah deposits, which would share in
profits or losses, the reassurance could be provided by requiring
the Islamic banks to build a loss-offsetting reserve from their
annual profits. An objection could be raised against the above on
equity grounds - why should the present mudharabah depositors
provide for the losses that may be incurred in the future. Such a
reserve could however be defended on the principle of public
interest which plays an important role in figh discussions., The
public’s confidence in the health and viability of Islamic financial
institutions would depend on the ability of these institutions to
absorb losses in an orderly manner. Hence the small sacrifice that
the depositors would be required to make from their profits should
be acceptable.!®

'The Shari‘ah recognises the infliction of a smaller loss to prevent a bigger loss
(see Article 27 of the Hanafi figh Compendium Majallah al-Ahkam al-Adliyyah), the
bigger loss in this case is the weakening of the Islamic banking system which can
cause a significant damage to the Islamisation process.
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5.3 Socio-economic Justice thwough Financing

Since bank financing coms out of funds belonging to the
public, it is natural to expset that its benmefit, ke that of other
public goods, should permeste to a3 large a proportion of the
population as is possible. Hemce the mere abolition of riba would
not be sufficient for the Ishemidation of the finamcial system. It
must also help im the realisation of socio-econemic goals. This
may be done by ensuring that bank resowrces finamoe an optimvum
number of busimisscs in socisty t0 renlise & wideepresd ownersbip
of businesses and lead to an optimum production sad distribution
of goods and services ncoded by the misjority.

_ No other sysiem in the 20Smomty curries as gremt a potentisl
for creating a broad-based cwnirsip of businesses snd indwatries
as the financial systemn. Unfortusatély, as the Report of the Select
Committee on Henger has rightly pbinted out, the conventional
financial institutions “do net recogmise the visbility of incorme-
generating mterpriscs ownod by the poor”. They “‘prevent the
poor from gaining access to Jugnl credit through extemsive collutersl
requirements and difficult repaysient schedules” even w the
provision of “small amounts of credit to micro-smterprises in the
informal sector economy can sighificantly raise the living standards
of the poor, increase food secweity and bring about sustsinable
improvements in local economies”.!” Mence it is desieable to create
a mechanism which would hwip divert a siguificent proportion of
the resources of commereial banks to the financing of small and
micro-enterprises m harmony with'the imagasid al- Sherf ah.

The reason normally givest by the commercial banks for
diverting & very small proportion of tiwir funds to small - and
medium-sized businesses is the greater risk and expense invoived in
such financing. Hence small fitms are sither unabie to get financing
from banks or do so at highly unfavourable terme (cost as well as
coflateral) compared with their Infiper counterparts. Thus the growth
and survival of small firms is jeopardised even though they carry a
great potentiai for increased employment and output and improved
income distribution. It would thérefore be desirable to reduce the
risk and expense of such financing for Banks.

5.4 Risk ond Expense

Thenlkmybelvdmdbyw:m
schemne underwritten partly by the government and partly by
commercial banks. In the case of Islamic banks, the

1

:

""Report of the Select Committee on Masghr, op. ¢ir, pp. | sad v.



Isismic Financial System/Chapra 19

scheme cannot guarantee the repayment of loan with interest as is
the case in the conventional system. The scheme should, however,
relieve the bank of the need to ask for collateral in the case of
small businesscs whose general credentials have been registered
- with or certified by the guarantee scheme. The scheme would do
this after a proper investigation of the firms concerned. It will also
arrange to train the businesses to maintain proper accounts and to
have them properly audited.

The loan guarantee scheme should not operate just at the
peripheries as is the case in the capitalist countries where it has
been introduced. The scheme should be implemented extensively
with at least as much priority given to its objective as to national
defence - to enabile a fairly large number of small and micro-enterprises
to get financing for the production of needs-satisfying goods and
services without being able to offer the collateral required. The
bank will receive its money back in case of moral failure of the
business. The scheme may also be made to include most non-
commercial risks desired to be covered for increasing the availability
of funds to small and micro-enterprises. In case of market failure
and the resultant loss, the bank will of course share the consequences
with the business in proportion to the financing provided by it.

This should not create any apprehensions about the viability
of the loan guarantee scheme due to heavy loan losses. The experience
of the International Fund for Agricultural Development (IFAD) is
that credit provided to the most enterprising of the poor is quickly
repaid by them from their higher earnings."* The report of the
Select Committee on Hunger also indicates that the : “‘Micro-
enterprise projects have recorded significant and impressive loan
repayment rates”'? Testimony from the Grameen Bank in Bangladesh
indicates a constant repayment rate of 99 peroent since the bank’s
inception.? Other micro-enterprise credit programmes have yielded
similar results. Hencesthere is no need to be unduly apprehensive
about loan losses from such financing.

The additional expense incurred by the commercial banks in
evaluating and financing small businesses should be partly or wholly
offset by the Government depending on the nature of the case and
the objectives to be served. The cost to the Government exchequer
arising from the above two schemes is justifiable in the larger
interest of the goals of the Islamic economy. After all, large

"See Ecomomist, 16 February, 1985, p. 15,

*Report of the Select Committec on Hunger, op. cit, p. 7.

®Se¢ YUSOF, Muhammad, Group Based Sovings and Credit for the Rural Poor,
Grameen Bank, Dhaka, Bangladesh: November, 1983,
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businesses have been subsidised %y Muaslim governments for decades
through various ways including tax isoentives, concessionary financ-
ing, import licenses, overvalued cutvencies, snd subsidised inputs.
There is no resson why the bajance should not now be tilted in
favour of small and micro-emtesprises whon the promotion of such
businesses i in conformity with the magasid al-Sharfah. Nevertheless,
if it is felt that the cost would be s homvy burden on the public
exchequer, it could be partly or fully offeet through a share in the
pmﬁtseamd&mnsmm“hytiuh&mdtheml
busincsses.

5.5 Auxtliary Iastitutions _

The participation of financiers in the risks of business will, as
indicated earlier, require & fundumental change in the whole prooess
of financisl intermediation. Sswers, finsnciers, entreprencurs and
even financial imstitutions will all weed the services of different
types of investment manmgemsent institutions, consulting firms and
auditors. If such services are mot available the task of equity
t‘mancmg may be rather more difficult.

One set of such instituitions will e the nos-bank financial
institutions which will basicaily provide investment-management
and consulting services to savers and entrepreseurs. They will abso
act like investment trusts or mutual funds snd uee the funds they
have received to acquire equity in other businesses and {o provide
financing in any of the seversl Ivesmic finencing methods. They
will also act as intermediaries to bring together financiers and
entreprencurs. They, along with other cormmercial banks, will make
it possible for savers to attsin the nweded diversification in their
investments, thus minimising the risk that equity investment involves.

For the sake of better moficy management these institutions
should not be allowed to actept demand deposits. Their resources
should come out of equity, muiharabah depolits and special funds
placed with them for short, médium, or long-terw managesnent.
They should be properly reguladed, fike the commerciat banks, to
ensure healthy financing practiges, fairness in their deslings aad
safety of the mudharabah depositors’ funds.

Since such institutions will be umder a market cempulsion to
declare a competitive rate of retien on their shares and mudharabah
deposits, there wilt be a natursl srge on their part to demand from
the users of their equity and muuharabah financing 2 high rate of
efficiency in the use of funds. Thus it is not realistic to assume
that in an interest-frec banking system the mudwribe or entrepreneurs
will cheat the fimancial institutions by declaring lower rates of
profit. If any mudarib reserts to such practice he will likely deprive
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himself of future mudharabah. financing. Since such financing may
be an important source of funds for most traders, agricultural and
industrial entrepreneurs, they could hardly be expected to resort to
such a self-defeating policy.
' Government-sponsored specialised credit and investment insti-
tutions have been playing a pioneering role in the development of
industry, agriculture, housing and exports in many Muslim countries.
Their activity should be continued, but within the framework of
Islamic teachings. It may also be desirable to promote properly-
regulated and efficiently-operating cooperative societies among small-
scale businesses to enable them to make mutual arrangements for
their short-term financing needs, organise bulk purchases and sales
of their inputs and outputs, and solve their other problems mutually.

An equity-based financial system would also need the services
of consulting firms to evaluate the feasibility of projects suggested
for mudharabah or musharakah participation. Institutions may also
have to be established to collect and provide data on the trustworth-
iness of individuals and businesses. This task may however be
taken over substantially by the loan guarantee scheme after its
establishment. _

In the Islamic financial system where the investor is not
assured of a predetermined positive return, it is important for the
investors to have confidence that they will get a fair share in the
profit of the company in which they have invested or of enterprises
to whom they have provided financing, Such an assurance may be
provided by the proper regulation and organisation of audit firms
so that they are able to determine the fair level of profit. It may
be helpful if an investment audit corporation (IAC) is established
under government umbrella to audit the accounts of mudaribs who
have obtained mudharabah financing or equity funds from others
directly or through commercial banks and non-bank financial institu-
tions. Since it is not possible to carry out the audit of all the users
of mudharabah funds, the IAC may carry out the audit of a
random sample of mudaribs or those specifically referred to it by
financiers, financial institutions or investors. Such audit will keep
the users of equity and mudharabah. funds on their guard and
create a deterrent to under-reporting of profits, thus safeguarding
the interests of financial institutions, depositors and equity holders.

The creation of IAC would save the individual financial
institution the need to hire a large staff of auditors. It will thus
create a substantial economy in expenses for all financial institutions,
It will also provide an assurance to investors who provide their
funds directly to businesses that, in case of need, they will be able
to have the accounts properly examined by a qualified, impartial
institution. The creation of IAC would answer the major, though
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invalid criticism against the lsltamic besking system, that it would
requirc each banking institution to Mre a inrge saff of auditors
and would make bank mensgemint very expemsive. In the absence
of such staff, it is argued, mmm&mmwwm

wouidfurthuumard theMol'hvmn

5.6 The Stock Market

Thcdwdoﬂentofapﬁyuntﬂm‘ht,u&fﬁuﬂttf
an cfficient secondary market is aot developed simmltancously. The
mndarymrkdprovidutﬂim_mthcmthnhe

can ‘liquify’ his investments whoh he wishes to do so. While the
financial intermediarics should be able to arrmuge the sale of
mudharabah musharakah end other closed-ended investments,
stock exchange will provide a mechanism for the exchange of
shares.

If the existimg joint stock companics are required to issue
- additional shares to replace thelr interest-based borrowings, the
value of shares availabie in the market will rise and provide a
broader base for stock market tfanssctions. However, the existing
stock markets with erratic movesments in stock values and risk of
substantial capital loss msy serve as a deterrent for investors. The
investor is sttracted to buy sheees if (i) the shares pay a fair
dividend to the sharcholder in kesping with the ecosomic opportuni-
ties enjoyed by the corporation, #nd (i) their prices are relatively
stable and do not change in response to speculstive forces but to
underlying cconomic conditions. Hence it is importast to reform
the stock market as well as the joint stock compenies to bring
about a rational behaviour in stowk prices and to easure a fair rate
of dividend to imspire the inwestors’ confidence in stocks and
shares.

A number of factors generaty crratic and unhealthy movements
in stock prices. One of the most mportant of theee is destabilising
speculation, which consists (i the forward purchesss or sale) of
stocks without the intention of taking or making actusl delivery.
The scller does not possess the stocks sold and the buyer makes
only a margin payment. Both intend to make an offeetting purchase
or sale before the maturity of the contract to strike a profit or
settle the loss. mfommmmm«mmw
commodities or of manufactured geods perform an economic function
by allowing a sufficient time period to produce or imiport the

goods, thus providing the producers as well &s the users the assurance
that they can sell or receive the goods when ready or needed, the

¥
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forward market in shares performs no such function. The quantity
of shares is constant and the forward seller has no role to play. He
sells “something he cannot consume or use in his business, upon
which he performs no work and to which he adds no value™*!

Similarly, the ability to make margin purchases creates unneces-
sary heat in the market by providing the speculator with a high
degree of leverage and enabling him to make a larger purchase
with a smaller amount. Thus speculative sales combined with margin
purchases bring about an unnecessary expansion or contraction in
the volume of transactions and hence contribute to fluctuations on
stock prices without any change in the fundamentals. Variations in
margin requirements and interest rates tend only to add a further
dimension of uncertainty and instability into the stock markets.
Hence it would be desirable not to allow forward sales and margin
purchases in the stock market. Even banks should not be allowed
to extend credit for the purchase of shares.

The reduction as well as the dampening of fluctuations in the
turnover through the abolition of speculative sales and margin
purchases would help maintain sanity in the stock markets and
enable stock prices to reflect underlying economic conditions. Largay
has concluded, on the basis of his analysis of 71 New York Stock
Exchange and 38 American Stock Exchange stocks placed under
special margin requirements during 1968-69, that “The empirical
results support the ‘a priori’ hypothesis that banning the use of
credit for transactions in individual issues is associated with a
‘cooling off* of speculative activity in these stocks”? Bach has also
observed that “if rising stock prices have been financed by borrowed
- money, a downturn in the market may precipitate a major collapse
in stock prices, as lenders call for cash, and may place serious
financial pressure on banks and other lenders. A.market based on
credit is thus far more vulnerable than a cash market and is more
likely to be a cyclically destabilising force”>

According to the Majma al-Fighi, forward purchases and
sales of shares and commodities in the stock and commodity
markets are not permissible because these involve the sale of items
the seller does not have and the Shari‘ah has prohibited such
sales.?* Furthermore, the Shariah does not allow a forward purchaser

2IRIX, M. S., Stock Market Economics, London: Pitman, 1965, p. 204.

2Reported by Irwin Friend in his paper “Economic Foundations of Stock Market”
in BICKSLER, James L., Handbook of Financial Ecomomics, Amsterdam: North
Holland, 1979, p. 156,

BBACH, G. L., Economics: An Introduction to Analysis and Policy, %th ed.,
Englewood Cliff, N.J. : Prentice Hall, 1977, p. 182

#{darah al-Majma’ al-Fighi of the Rabitah al-Alam al-Islamiyah, Makkah, “Suq,
al-Awraq al-Maliyyah wa al-Badai (al-Bursah)”, p. 5.
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to sell until hc has acquired formal possession of the goods.
Forward sales and purchases unstcesarily inflate the total volume
of business through a chain of transections starting from the first
seller who sells items he does not have and the swbsequent buyers
sefling without scquiring possissien of the shares or commodities.
Such transactions create an unnelSseury “hest” in the market and
generate erratic flactuations in-pridys.

The Majma ai-Fighi hes siso rmied, and rightly so, that
although the Sharfah aliows forward sales in the form of sslam
speculative sales in the stock or commuodity markets are not in the
nature of salam because in a salm sale the purchieser is required
to make full payment for his forward parcisse while in a speculative
forward purchase the purchaser makes only a3 margin payment.
The wisdom behind the comstrsint imposed by the Sheri‘eh is
rational and understandable butause such a constraint would prevent
an artificial expansion (or conteaction} in the volume of transactions
and considersbly reducce the smplitede of price instability in the
stock and commodity markets.

The abolition of ribe from the hilamic economy would itself
tend to minimise stock market gpechlation based on mergin purchases
because when the lending bask is-awsre that it has to share in the
risk of specuiative busincss, it will tend to be extrs careful in its
lending for speculative purchases. Newertheions, kowding against the
collateral of stocks to purchmse stocks is an unhealthy practice. It
breeds speculation and needs- to be discouraged. The purpese of
credit should be to finance prodisctive investments for supplying
need-satisfying goods and services and not to encourage speculative
‘buying or hoarding. Federal Resstve Chairman, Paul Volcker, in a
letter 10 the chief exccutives of all member banks, warned agminst
speculative loans, loans made to retire stocks, losms to finance
takeovers, and loans involving sy extraordinary flmancing “‘except
as they may clearly involve the imppovement in the nation’s productive
capabilities”.?* This warning of Mr: P. Voicker may romain unhesded
under capitalism because the systom is mot tuned to its accoptance. ™
In the Isiamic system, howewer, every effort should be made to
mn:mmmemofmmm&mhnﬂm
purposes.

The abolition of riba and speculative sales slong with the
introduction of & system of omly cash purchases in the stock
market shoudd undoubtedly help Bring about an orderly behaviour
of stock prices, and protect inwestors. Nevertheless, some other

2 Fortune, 17 December 1979, p. 110,
%See the view of Prof. Horvits foBowing Viickers warning, thid. -
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reforms would also have to be introduced in the light of Islamic
teachings to eliminate all those unhealthy practices which create
destabilising conditions in the stock market and hurt public interest.
These should include: requirement of full disclosure of all material
- facts on stocks and shares sold in the primary and secondary
markets; curbing of unfair trading practices; amd elimination of the
manipulation of share prices by brokers and jobbers, and directors
or large stock holders, on the basis of their insiders’ knowledge of
the stock market or company affairs. Directors of companies and
management of trusts should not be allowed to levy a fixed initial
or annual charge because their role is in the nature of mudaribs
and a mudarib is not allowed a fixed remuneration by the Shari‘ah.
They should be allowed only a share in the profit as a reward for
their services. If there is a loss they get no reward. The linking of
the reward to performance should tend to have a salutary effect
on the performance of directors of companies and the management
of trusts. The securities market should also be well regulated to
ensure fair play and to remove speculative transactions. Short sales
and forward purchases against margin have to be prohibited if
speculative heat is to be removed.

6 FINANCIAL INSTRUMENTS

The most challenging issue facing the process of creating an
Islamic financial system is the development of rigk-return bearing
instruments that can provide the investors a sufficient degree of
liquidity, security and profitability to encourage their holding. The
conventional financial markets have two types of instruments: open-
ended equity-based instruments for indefinite periods and closed-

- ended interest-based instruments for definite (long, medium or
short) periods. Since there is no possibility of recourse to interest-
based instruments in the Islamic financial market, it is necessary to
provide closed-ended Islamic instruments of different maturities to
cater to the need of both savers and entrepreneurs.

For supplying a larger stock of open-ended securities, existing
joint stock companies will have to be encouraged to reduce their
debt by expanding their equity. Large partnership companies may
also have to be induced to convert into joint stock companies to
enable them to reduce the debt portion of their financing. While
the greater availability of shares of joint stock companies will
provide depth to the market, it will not help small savers to
diversify their stock holdings. The creation of investment trusts
and mutual funds would thus be essential. These, along with
financial institutions, would help savers diversify their risk and
increase the possibility of getting a positive return on the diversified
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portfolios of suek institutions. The esse of selling or redemption of
such securities would also sk them relatively more liquid. The
lower risk due to diversification snd the emse of transferability
would make their shares sttractive even for risk-averters and those
who are uncertain about how loug they can invest their funds,

In addition to shares of joint stock compenies and of investment

trusts, mutual funds and finsacial institutions, profit-and-loss sharing
investment certificates of varying degrees of risk and maturity
could play an important role #a an Islemic finamcial market for
mobilising funds for investment. These may inclade mudharabah,
musharakah and murabahah mﬁmm, lexsing certificates and de-
posit certificates.
' Inshoﬂmelshmicﬁmmm&oﬁdhe:ﬂem
satisfy the needs of investors with different attitades towards risk
and varying needs for liquidity. Thus the mobilisation of surplus
funds for investment by deficit sectors should not be a problem in
an Isiamic financial market. '

Wmhﬂwmmngofm«ﬁtﬂwﬁdbmmmﬂu
normal manner, access to closeden could be handied
morceﬁ'mﬂymththehlpofwm This is
because they wotlld be better equipped then most individual investors
to evaluate investment projects in & profit-and-loss sharing frame-
work. Commercial banks and non-bask financial institutions would
thushavewphyacmalmhmﬂ!emwyadmww
of an Islamic economy.

As far as the secordary market is concerned, it is very likely
that open-ended and medium and long-term instruments may tend
0 be more liquid in an Isiamic financial merket than short-term
instruments (other than those for mumdharobok and leasing). This is
because the price of securitiss depends on the capital as well as the
prospective income. Whereas in the osse of medium and iong-term
instruments, the past performense of the company and the futere
prospects are of importamce and can ensble the determination of a
price by market forces. in the ense of short-term mandharabak and
musharakoh instruments income wowld be unkmown while pest
performance and future prowpects may be of little relevance. Income
on short-term imstruments is determined by inemediate factors and
it would require substantial resmirch on the part of the buyers to
know the mature of the praject: or the consignowest in which the
company i$ using the funds and the prospects for income. Simoe
the issuing company may keow this better them aayone ehe, it
may be the only agency able to redesm short-termn securities.
Hence short-term mudharabak and mwsharakeh instruments may in
general have to be held by the investor until maturity, if not
redeemed by the issuing comapany. In contrast with this, short-term
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murabahah and leasing instruments may tend to be relatively more
liquid because the rate of return on these would be known. Neverthe-
less, since there are risks associated even with these methods of
financing if the conditions laid down by the Shari‘ah are abided
by, even these instruments may, in general, tend to be less liquid
than some short-term interest-based instruments. Hence investors
who are not sure of their liquidity may have to seek the longer
rather than the shorter end of the securities market.

It must however be borne in mind that even in the conventional
market, the liquidity of short-term commercial papers is not necessar-
ily assured and banks generally hold such instruments until maturity.
There is- however the market for treasury bills where short-term
employment of funds is possible and the liquidity is assured. The
conventional system also has the interbank market where banks
can borrow if they wish to tide over their liquidity shortages or
lend if they wish to profit from surplus funds available for a short-term
period. The absence of the treasury bills market and the interbank
market may pose difficulties unless a viable alternative is found.

While it may be possible for business firms, investment and
unit trusts and non-bank financial institutions to remove their
liquidity shortages by making an arrangement with banks within
the framework of profit-and-loss sharing, what could be done by
banks to get liquidity in case they need it? Since banks are exposed
to different types of risks, they may fall short of liquidity against
their expectations. The banks could of course maintain a substantial
amount of liquidity; this would reduce their profitability. Therefore
some alternate arrangement must be made.

Hence it is necessary to create an alternative for the interest-
based treasury bills market and the interbank market. Development
of a short-term treasury bills market may be difficult within the
profit-and-loss sharing framework because the government need
not necessarily use the funds mobilised through the sale of treasury
bills to finance a profit-oriented project or consignment. The govern-
ment could however issue treasury bills on the basis of the ‘normal’
or the ‘representative’ rate of return in government enterprises or
the economy as a whole. The concept of a ‘normal’ or ‘representative’
rate of return would however not be able to pass the test of the
Shari‘ah and would thus not be acceptable. Hence the three
alternatives to the inter-bank market already suggested under the
role of the central bank would be of great importance to provide
short-term liquidity to banks when they need it.

The problem however is that the proposed interbank arrange-
ment is not possible in most Muslim countries except Iran and
Pakistan because there are very few Islamic banks, generally only
one or two, in these countries. These banks are moreover small in
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terms of their resources and may not be able to provide sufficient
accommodation to other kslamic bunks, Exchange osntrols prevailing
in most Muslim countries rule out the poesibility of the Isiamic
banks being able to create any internntional arrangement for mutual
assistance. The central bamk lence remaine the only hope for
Islamic banks in casc they ave in difficuity. The central banks in
Muslim countries should thesefost provide the necesssry assistaace.
H they do not do this, they wilkhust the cause of Islemic banking
because the failure of even otlé Jslemic bank will be a great
setback to the movement. While the central banks should be ready
to provide such assistance, they shoeld keep the Islamic banks
under close examination to ensiire that the mansgessent is sound
and the banks are operating slsng hoslthy line.

The proper regulation of joist-stock companies, investment
trusts and mutual funds, non-bank fineacial institutions and commer-
cial banks and also auditing fiems would be crucial for reslising
efficiency and fairness in an equity-based Jelamic securities market.
It would also be desirable to chinge the tax regulations in such a
way that compawies are enceursiged to resort more and more to
equity in place of interest-based financing. The present tax structure
encourages interest-based finsncing by allowing interest paid to be
tax-deductible whereas dividends paid are taxsble,

7 ~ CONCLUSION

The goals of socio-econpmis Jum and equitable distribution
of income and weaith command a place of such overriding importance
among the magasid al-Sharah that valess they sre actuslised, the
true manifestation of the ethos of Islmmic economic system cannot
be said to have taken place. But how to actualise them? Islam
offers a package, which if implernented, can help realise them
without going to the extremte of abolishing property rights or
regimentation of the economy. One of the primary elements of the
package is a revolutionary change in the philosophy, organisation
and operation of the entire finatial system (0 make the financiec
share the risks of business, to brilig sbout a broad-besed ownership
of means of production, and to promote an optimum production
of goods and services that satisfy the needs of all.

Even though a number of Islamic banks have been established
in several Muslim countries, the crestion of an Islamic finsncial
market committed to the realisation of the magund of-Sharfoh
remains a fond dream. The Isiamic banks that have been established
over the last decade are smaif, still in their infancy, and have thes
not been able to create a perteptibie impact om the financisl
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