


Forward 

The "Wednesday Seminar" is annually published book, containing the 
research paper, discussion paper and working papers presented at the 
Islamic Economics Institute (IEI) weekly seminars. These seminars have 
been going on since 1985, though the book series started in 2007.  

I am pleased to present to the readers the 8th book of the 
Wednesday Seminars that were held during the academic years 
2012/2013-2013/2014, which is also electronically available on the IEI 
website: 

http://ierc.kau.edu.sa/Pages-A-NHiwar.aspx. 

In this year, 2014, the Islamic Economics Institute presents this book 
in a new  format. Where a separate section is assigned for papers written 
in English. These papers are the outcome of the monthly seminar held by 
the "Chair for Ethics and Financial Norms". This Chair has been created 
in collaboration between IEI and University Paris 1 Pantheon Sorbonne.  

I hope the respected reader of the "Wednesday Seminar" book finds it 
beneficial and useful. 
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Dr. Abdullah Qurban Turkistani 
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Abstract. Islamic economics is based on a corpus of principles 
that were established and fixed in a period of time anterior to the 
development of capitalism. That is why many characteristics of 
Islamic Finance focused mainly on commercial and trade 
activities instead of production activities. After the 18th century, 
Islamic thoughts including economy had to face the harsh 
intrusion of the western civilization. The main question was 
double: How to resist or compete with the West by renovating 
Islam? That is why for example, Islamic finance has invented 
new financing instruments. The second question was: How to live 
inside an invading Capitalist World and at the same time keep 
alive and respect Islamic obligations for individuals that were 
continuously connected with globalized market? This second 
question: How to be Muslim in a capitalist World became more 
and more important with the huge revenues provided by gas and 
oil discovered in the Arab World in the 20th century.  

The point that will be discussed is then the following. Till yet 
Islamic economics is mainly defensive in front of the 
development of capitalism. It tries to accommodate, to adapt 
Islamic thoughts with the growing pregnancy of capital 
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development. This defensive point of view is limiting the score 
and the possibilities for Islamic thoughts to participate in the 
international debates on the deep Crisis of Capitalism.  

Our point of view is that Islamic Moral Economy could 
participate in an “ethical” response to Capitalism Crisis. It 
would be necessary to elaborated an autonomous Islamic critic 
of Capitalism (autonomous from socialist critic of capitalism 
and autonomous from a global critic of the West). By re-
interpreting the Islamic principles of economy, Islamic thoughts 
could become an Islamic wisdom useful for the whole mankind 
and then, Islamic economy could be a more active player in the 
debates about “ethic Finance”. 
 

Section 1. Introduction 

The title of the paper deals with an important issue: Are Moral Islamic 
Economics an answer to the global Crisis? When we look at the 
Literature, academic or not, we don’t have too much to say to answer this 
question. It is first very rare to have a negative answer. Muslim 
academics or economists would not answer negatively. And those who 
think such a way will not publish their view. 

 
Positive answers can be found but once again they are often 

partisan answer based on the a priori that Islam is the solution for 
everything(1). If Islam is a solution, then logically Islamic Finance is the 
solution for the Financial Crisis and Islamic charity is the solution for 
poverty, Islamic ethic concerning the Creation is an answer to the 
Climate Change, etc. Such a partisan point of view is of short interest. 

 
Trying to go further, one can noticed that Islamic thought (I.e. 

understand the Islamic knowledge theories, controversies which are very 
rich) was not really heard outside the closed circle of Islamic issues(2). It 
is true that Islamic finance cross the boarder of Muslims preoccupations 
especially concerning the global financial Crisis(Chapra, 2008) but my 
position or my intuition is that the Heritage of Islam could be much more 

																																																								
(1) A recent work of the King AbdelAziz Univerity succeed in having a balanced and a 

scientific approach on that issue: (Islamic Economic Research Center, 2009) 
(2) In this study for example, no mention is made of the islamic microfinance even 

though it gives answers to the issues developped in the paper:  (Roy Mersland, Bert 
D’Espallier, & Magne Supphellen, n.d.) 2012, unpublished. 
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than that and strongly participate to the present debate on the global 
Crisis. The question is then Why Moral Islamic Economics doesn’t 
participate much more in the debates about sustainable development 
though a few but old work were made?(Ahmad, A. and Hashim, M.H.A. 
and Al Hachim, G., 1997; Denny, F.M., 1988) 

 
My presentation will be organised in three parts: After this short 

introduction (section 1), I sum up some elements of the current Crisis 
relevant for Islamic thought (section 2). I give then some elements that 
show how the History of Islamic thought was embedded in the History of 
Muslim countries (section 3). Third I try to open the discussion 
presenting some hypothesis about the relative silence of Islamic Thought 
in front of the challenges of the Global Crisis (section 4). 
 
Section 2. The Crisis of Globalized Capitalism 

It is not necessary to insist too much on the current Crisis of Globalised 
Capitalism. It is well documented and largely discussed. The Crisis 
surrounds us. We have heard of subprimes, Credit-crush, Default credit 
Swap, real estate bubble,… For us, as European, the crisis of Euro is of 
main importance. Crisis is one of the main subjects discussed in the 
media and in the recent economic Literature. 

 
At the same time, the issue of Crisis is not new in the History of 

Capitalism. We can say that Crisis is a characteristic of Capitalism. 
Without going back to old history, we remember the Wall Street crash in 
1929, more closer to us the Wall street crash in 1987, the Asian crisis in 
1997, the dot.com Crash in 2000, etc. Capitalism functions with period of 
boom and bust and with erratic cycles. Crisis are also crucial period for 
economic History to create new paradigms. It was the case for Keynesian 
economics and also the institutionnalist turn in the late 90’s. 

 
But the current crisis seems much more serious than the others. It is 

said to be worse than the crisis in 1929. It appears as the biggest crisis the 
history of capitalism ever met. It is not only a economical crisis but also a 
more global civilisation crisis. The idea of “continuous progress” has 
reached a limit. It is clear that to keep on the track western civilisation 
has followed will not be sustainable or even possible. But we don’t have 
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yet any alternative. And we feel harmless also because of the world 
swing, i.e. the fact that the BRIC overcome the old developed countries. 

 
It is important to focus on some of the elements that are relevant 

for Islamic thought. 
 

Debt: Debt is The Nightmare of the 21st Century. 

In 2011, the debt of the US reached 360% of the US GDP. It was only 
250% in 1929! Current US debt represent 13 400 Trillions of Dollars. In 
2011, new debt reach 1300 Trillions and the growth was of 280 Trillions. 
It means more and more debts are necessary for less and less growth. It is 
difficult to assess the potential debt of the Credit Default Swaps but some 
analysts evaluate it around thousands trillions dollars. Debt is of course 
an historical condition for the development of capitalism but the current 
financialized capitalism can survive only by being fuelled by new huger 
and huger debts. It concerns public debt as well as private debt. and the 
main concern in Europe is now to manage the public debt in Greece, 
Italy, Spain and even France. 
 
The Second Feature of The Current Capitalism is Greed. 

Capitalism was possible with an ideology and a set of values that support 
efforts, saving, industry, and development as M. Weber demonstrated 
(Weber, 2001). But this utilitarian attitudes move to a greedy ethicalness 
behaviours strongly denounced by K. Marx in his description of the 
workers conditions in England in the beginning of the 19’s century. For 
many traders, and hedge funds organisation, the only purpose is to make 
money whatever the consequences for human beings. During the 
subprime crisis, many bankers and traders resigned from the big banks as 
JPMorgan or Golden Sachs and denounced the inner ideology of the 
banks. Several act against the interest of their own clients. For example, 
they were selling Subprime and speculated at the same time to the fall of 
the papers. On another hand, the recent fail of the Doha meeting on 
Climate Change shows the reluctance of the main developed countries to 
achieve a sound economical program. Greed, acquisitiveness, became an 
accepted value, a recommended behaviour. 
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Another Characteristic is The Dual Economy 

This is due to the hypertrophy of the financial sphere. The economy of 
the 20th century was based of the development of real world: goods, 
housing, land, and factories. But the 21st century appears as a new 
economy that consist of tradable papers submitted to erratic and violent 
rises and falls. This new economy is also based on the development of 
derivatives markets which was evaluated at 500 trillions, this means 12 
times more than the entire real world economy. The financial sphere now 
dominates the real economy instead of being under its control. Big banks 
are more powerful than many states. Even inside the European Bank, 
Mario Draghi is for example an ex-member of the Golden Sachs Bank. 

Speculation 

This new economy opens huge places for speculation. Of course, 
speculation is an old story and has existed for a very long time. It was 
strongly criticised by Islamic thought and all traditional thought. 
Speculation in the 20th century could be acceptable as a way to give a 
counterpart to many real operations and cover risks. But in the last 
period, speculation became one of the main occupation of the financial 
sphere. The new means of communications and the globalisation of the 
financial markets and the deregulation make possible the creation of new 
financial instruments and the diffusion of mathematical models. This 
fostered mimetic behaviours and instability of the system as a whole. 

 
The different elements we previously mentioned are related to the 

Economic crisis, which started at the very end of 2007. But this crisis lies 
in a much more global one which can be described as a crisis of 
civilization. For economists, many dogmas were strongly contradicted: 
the efficiency of the open financial market, the positive impact of open 
financial market on growth. 

 
But more generally this crisis means also a tragic lack of 

perspectives for the future. Growth seems to be the only solution to 
escape debt. But it is clear also that Growth is synonymous to the 
destruction of natural resources. We must face climate change, peak oil, 
destruction of the planet. Stephan Hessel and Edgar Morin said: “our 
societies must now choose: metamorphosis or death”(Hessel & Morin, 
2011). 
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Whatever the way the incumbent crisis can be overcome, it can 
avoid a need for a massive change in the world economic system. 
Financial globalised capitalism is not sustainable. Everybody feels or 
understands that a major turn or a reform must be undertaken. But at the 
same time, no alternative models are available. We must do something 
but we don’t know what. We don’t even know who could do something. 

But capitalism cannot also address major challenges as poverty, 
access to water, hunger. A child is starving every 6 seconds, many of 
them in the arms of their mum or their dad. How can we accept that? One 
sixth of mankind is suffering from hunger. Millions of people have 
doubts when they drink water. It is said sometimes that we live in a same 
global village. I don’t think in the history as a whole that a village let die 
one sixth of their community in the most complete lack of concern. 

The present situation leads to a deep pessimism with the 
destruction of ethics values and moral obligation. Capitalism seems to be 
a divinity against which the power of the society can’t do anything and in 
which every body is enmeshed.   

Our portray of the current capitalism gives little place to solution. It 
stresses the point on the necessity for a change and indicates the stakes of 
the role Islamic thought as other major civilizational message could play. 

 
Section 3. From Islamic thought to Islamic Economics 

The question is: How Islam could address the crisis?  How the long 
history of Islamic thought could participate in the general debate, which 
must be launched to operate the “great transformation” we need(Polanyi, 
2005). But before reaching that point, I will sum up some elements of the 
long history of Islamic thought to remind how rich is this history.  

 
The history of Islamic thought is an ocean, which has produced 

many interpretations, many theories, debates, and controversies. Islamic 
thought is very rich and was able to address the problems met by Islamic 
societies. I want to insist on one point in particular. Islamic thought 
always mirrored the challenges Islamic societies had to face. Islamic 
thought has been clearly connected to the contemporary problems 
Muslims intellectuals had to deal with. This point is important because it 
shapes the possibilities for present-day Islamic thought to address the 
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Crisis of Capitalism. Let’s go back first to the different phases of the 
Islamic thought’s history. 
 
The First Phase 

In the first phase during the 19th century, the crucial question was: How 
to reform traditional Islamic societies to compete or resist the Western 
cultural and material domination? 

As noticed in Abdel Rahman el Jabarti, who were describing the 
invasion of Napoleon in Egypt, The West was not a dominant power by 
the technology only but also by a vision of the World(Al-Jabarti, A.R., 
1975). It means a set of fundamental assessments, which underpin 
capitalism. Many Muslim intellectuals understood that reforms would 
need a change in the general vision or ways to apprehend reality. Old 
vocabulary which insists on “otherness” of the West (for ex. Al ifranj, 
rum, kafir, could not longer serve to understand the transformation. New 
conceptions and new vocabulary were necessary. For example, the very 
term ummah which refers to the community of Muslims was not relevant 
describing either the emerging nations (Egyptian, Syrian,;) nor the very 
concept of society. Islamic thought had to describe “societies” 
functioning in its inner logic. Changing a society needs to view it as a 
social device and to understand its logic. So many questions arose. For 
example, one of the question was: How to change property structure in 
order to foster efficiency? How to introduce a part of private property 
especially in rural societies in order to improve the production but at the 
same time respect the rulings of sharia and the idea that land is a resource 
given by God as a trust? 

Another important problem was concerning the educational system. 
It was clear that the innovative transformations needed new skills and 
competences. But Education had to be also a bulwark against all the 
dangers of the rationales behind the capitalist transformation. This would 
counteract the disintegrative tendencies of modernity.  

 
It is interesting to see that both property and educational issues 

participated in the construction of the individual as a central category of 
thinking and also in practice. It means that Jabarty’s thought is 
elaborating on one of the main characteristic of modernity, i.e. 
individualism. 
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If some intellectuals were very attached to the tradition and mainly 
worried by the compliance of new rules with the Sharria, many others 
considered that the development of Muslims countries and the material 
well being of Muslims would be the main criterion for reforming the 
society. It is the case for example of Jamal Ed-dine al Afghani (1838-
1897). In some case the benefit of the Muslim community as a whole was 
considered as much important as the strict respect of the rulings of Sharia. 

 
So the first phase of Islamic thought during the nineteen-century 

was mainly devoted to create a new set of concepts and even a new 
vocabulary to adapt the traditional Islamic society and to challenge the 
intrusion of the West. 
 
The Second Phase 

The second phase, at the end of the 19th Century took place in the 
emancipation process of the Arab world. The question was: How to imagine 
an alternative and portray an Islamic society in the wave of decolonisation. 
The opportunity was given not only imagine but implement an Islamic 
society in practice independent from the Western Power.  

 
The first fear during that period focused on the disintegration of 

moral values embedded in the development of capitalism and the 
pressure for accumulation and commodification. Sayyid Qutb wrote for 
example after visiting the United States:  
 

“Americans are like machines swirling round madly, 
aimlessly into the unknown...That they produce a lot 
there is no doubt. But to what aim is this mad rush? For 
the mere aim of gaining and production. The human has 
no place if their life is neglected… Their life is an 
everlasting windmill, which grinds all in its way: men, 
things, place and time….”(3) 

 

																																																								
(3) Sayyid Qutb, « Humanity needs us, (in English, tr. M. Hafez, al-muslimum 3/2 

(December 1953, pp. 3-4, quotated in Tripp C., Islam and the Moral Economy, The 
Challenge of Capitalism, Cambridge University Press, 2006, p. 230. The present 
article has a debt toward the very detailed work of Charles Tripp who presented the 
evolution of Muslim Thought in 
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This quotation indicates, that the idealistic Islamic society would 
then present a set of characteristics very different from materialistic-
oriented capitalism. Values as social solidarity, cooperation, 
redistribution, attention to the poor had to restraint from the excess of a 
set of values shaped by individual interest and lack of concern to the 
community. 

 
Of course, the State appeared as the main institution, which could 

at the same time undertake deep changes in the organisation (property, 
education), resists with military means, destroys the old social order 
based on traditional authorities and finally organises a welfare state. The 
State appeared to be able to shape a society, which conforms to Islamic 
values, and respond people demands. That is why endeavours to define 
an Islamic socialism articulated with the welfare state were so pregnant. 

  
The solution advocated by many writers was to establish a “true 

Islamic socialism” based on brotherhood and collaboration modelled on 
the example of the Prophet Muhammad. Contrary to the western 
socialism, solidarity in an Islamic state would be based on the acceptance 
for all individuals of their position in the society. Solidarity means that 
everyone can pretend a place in the society but following the order 
decided by God. Islamic socialism is far from egalitarian thought of the 
Western socialisms and must understood in the framework of a 
conservative society. It could then appear as a “third way”: “which 
strikes a perfect balance between the claims of the individual and the 
community-moderating the extremes of capitalism and communism, 
respectively”(4). 

 
For Mohammed Abdu Islamic socialism would prevent from the 

excesses of both capitalism and western socialism. Islamic socialism tries 
to affirm Islamic values of share and redistribution but avoided at the 
same time the secular models implemented in the communist countries. 
Islamic socialism appeared as a third way but it turns more to an Arab 
socialism that was clearly secular and more and more reluctant to use the 
Islamic rhetoric except for cosmetic reasons. 
  

																																																								
(4) Tripp, 2006, p.98 
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The Third Phase: Islamic Economics 

By the early 70s, it was obvious that the kind of Welfare state promised 
by centralised states based on nationalist ideology was disappointing. It 
didn’t reach a level of development that would bridge the gap with 
Western countries. State control of the economy led to a fall in 
productivity, unemployment and inability to raise the technological level. 
On the contrary conflicts and defeats with Israel demonstrate how weak 
Arab countries were. But from an Islamic point of view, the project of 
Islamic socialism turns to a nationalist socialism and authoritarian 
populism. The price Islamic values had to pay to accept secular-oriented 
states was much too high. 

 
That is why a new body of ideas appeared in the 50s with the 

notion of “Islamic economics”. It was the device to develop an 
alternative order, founded on Islamic principles, which would not depend 
on a socialist state but rather on individual entrepreneurship. The aim 
was to insist both on Islamic ethic and at the same time on efficiency and 
material progress. The figure of the “Islamic business man” emerged as a 
model of success: a person that could at the same time be successful in 
his material life, doing business and also be successful in his spiritual 
life. One may also consider that material success were the sign of a 
divine agreement. This has been remarquably illustrated by Patrick 
Heanni in his describtion of new Islamic predicators as Amr Khaled in 
Egypt (Haenni, 2005). 

 
But this focus on individual entrepreneurship relies on the 

importance of accepting the rules of sharia. That is why a large effort of 
interpretation of the traditional laws on trade, finance, property, and 
interest occurred at that time. The problem was, how to prevent growing 
economic transaction from unleashing force of human nature that would 
lead to acquisitiveness. That is why the main topic became the Sharia 
compliance. The new deal was: to make money and business is 
acceptable only if rules that guaranty the halal lawfulness or the legality 
of the transactions are respected. 

 
It means that “Islamic economy” reconcile what was previously 

antithetic: What was not acceptable until the 50s for Islamic intellectuals 
was the fact that material private interests were the driving force of 
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human behaviours.  This ideology that began with Adam Smith was 
revolutionary at his time and strongly criticised even in Europe. It was 
the same for the Islamic thought for a long time. That is why “Islamic 
economics “represents a turning point in the 70s. It makes compatible 
was not compatible previously. This must be linked with the raising 
revenues allowed by the oil price rise in the 70s. First of all, it balanced 
the power between some of the Arab countries and the West. But it 
fuelled also the need for an organised banking system, which will be able 
to manage the petro dollars. It is why the Islamic Finance became a 
predominant issue in the Islamic economics. 
 
Section 4. Islamic Thought : The Spirit of The Time. 

It would be a mistake to think that the history of Islamic thought was 
disconnected from the course of the history as a Whole. Islamic 
intellectuals always tried to address the problems of their time.  
 

To sum up, in the first period, the problem was to resist to the choc 
the West operated on traditional economies. All reforms tried at first to 
implement Western technologies without importing the ideology behind 
it. To resist and to compete was the point. In the second phase, as we 
noticed, the problem was to imagine a new future in the new countries 
liberated from the Western domination. It was clear that welfare state 
was the main answer as only a strong state could solve the problems of 
the transformation of the society and mainly through reforms in the 
property system and also the foundation of a new educational system. 

 
But this period of time is connected with the Keynesian turn that 

occurred after 1929. Everywhere in the world, Capitalism was under the 
supervision of strong states that controlled the economy. Islamic 
socialism was connected with the spirit of the time. The period of the 
emergence of Islamic thought is also connected with the neo-liberal turn 
in the 80’s. It begins with the assessment that the State can’t be the 
solution. Freeing private sector from regulation, limiting tax pressure, 
was in the same mood as the new Islamic interest for private 
entrepreneurs. The huge interest in finance is also related to the 
development of Finance after the 80’s. 
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These short elements are enough to demonstrate how Islamic 
thoughts is related to the general course of the ideas and the global 
dynamics of the World economy. Islamic thought is very modern in that 
sense and was always the mirror of the time. 
 
3) How Islamic thought can participate to the global debates on 

the “great Transformation?” 

One may think that Islam has not much to say on the Crisis of Capitalism 
because the corpus underpinning the Islamic thought: The Coran and the 
Sunnah were established long before the development of capitalism. 
Islamic economy would be then adapted to Pre-capitalist societies. Zakat 
may be useful to undeveloped society and prohibition of Riba may be 
convenient only with traditional economy based mainly on trade. One 
can stand that Islamic thought is not convenient for developed capitalism 
and for modern societies. The history of Islamic economics proves the 
contrary. 

 
But from the inner point of view of Islam, Islam is said as the last 

revelation, the last religion. The understanding of the present Crisis must 
the be connected with the Islamic eschatology. I don’t want to insist but 
the Modern world was described in the hadith relative to the end of the 
time. And we may find in these hadith the very characteristic of the 
present time: greediness, exclusive interest for material life, poverty, and 
abundance of money…. 

 
From another point of you, we can notice that the Capital became a 

kind of divinity. As Karl Marx demonstrated, the Capital creates many 
illusions: commodities seem to have inner property to exchange; and this 
was denounced by Marx as the “fetishism of the commodity”; Profit 
appears as a property of the Capital to create value. It is the form under 
which hides the surplus value. To resume Capitalism creates the illusion 
that the Capital can generates Capital. “Money can generate money”. But, 
says Marx, it is an illusion that hide an extortion of the surplus value from 
the working force by the capitalists. But even without going so far, the 
money that generates money was strongly condemned by Aristotle when 
he stressed the difference between “economy” and “chrematistic”.(5) 

																																																								
(5) Aristote, Politique, I, 9, p. 59. 



 Are Moral Islamic Economics an Answer to the Global Financial Crisis?        15 

	

This illusion now is a very common topic. For everybody, it seems 
very natural that Money is a Capital and that it can create Money. 
Everybody is invited to make its money yield a profit. It is expected that 
an amount of money should naturally generate money. It looks like a 
kind of magic power. It is a divinity that seems to have by itself the 
power to create something. We can add that the Capital as Gold is 
something that is worshipped. From an Islamic point of you, it is a kind 
of idol, a golden Calf. As can be said in Arabic, it is a taghut, a ilah. 

 
From this perspective it is easy to understand why the prohibition 

of interest and the risk sharing is so important in Islam. The one who 
perceives interest does not take any risk. It means that he doesn’t support 
any uncertainty for the future. As this uncertainty depends on God’s will, 
the interest holder behaves as if he wanted to escape from the will of 
God. But obeying God and be submitted to His will is the very essence of 
Islam. The one who perceive interest is taking the symbolic place of God 
and refuse to accept divine Will. It is a very a kind of hidden shirk (i.e. to 
deify anything except God) and it is considered as the greatest sin.  

 
If Capital is a divinity, if the interest holder associates himself to 

God by escaping His will, it is very understandable that prohibition of 
interest remains a strong pillar of Islamic economy. The first pillar of 
Islam is the chahada, the testimony that there is god except God: La 
ilaha illallah. 

 
Before to conclude let us try to answer the question: How Islam 

could play a role in the debates around the big Transformation we need? 
 
Following what I have said, I think that we have entered a new 

period of time that can be labelled “post-industrial capitalism”. This new 
period is difficult to figure out, or to define because we are in a transition 
period. Many authors try to design new paradigms. For example: rent-
capitalism, or cognitive-capitalism, post-fordist capitalism. Other authors 
insist on the need for an alternative model. It seems obvious that the free 
market neither the Welfare State cannot challenge sustainable 
development issues. The new challenges can only be address by an 
international governance including a large set of organisations from 
individuals to International organisations: civil societies, NGO, 
enterprises, foundations, political parties, administrative local or global 
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organisations, Forum, i.e. a new multi-level governance that must be 
created.  

 
About the problem of sustainable development, climate change, of 

ethical finance many and many initiatives, forum NGO’s are launched. 
There are thousand of discussions on new initiatives. For example in 
France, there was an Initiative for a so-called “positive economy” 
launched by Planet Finance, the NGO of Jacques Attali in September 
2012. This movement insists on social and environmental 
responsibilities. The slogan is: “an Economy where profit is a mean and 
not the end”. 

 
It is indeed an Islamic slogan. But the people participating in this 

Forum don’t know this fit precisely with an Islamic approach of the 
Economy. Most of the new forum on global governance, Climate change 
or needs for a new ethic in Capitalism, think that Christianity or Jewish 
tradition have something to say about these topics. But they hardly 
consider that Islam is relevant. 
 
Section 5. Conclusion 

We have shown in the first section that the Global Crisis of Capitalism is 
very connected with important topics of the traditional Islamic Thought. 
In the second section we made obvious that the different phases of the 
Islamic Though were always a mirror of the spirit of the time, and 
connected with the contemporary challenges Islamic societies had to 
face. That is the case for the last period of time when “Islamic 
economics” focused mainly on banks, banking systems and finance. Why 
Islamic Thought doesn’t participate enough in the global discussions on 
an alternative model became clear. 

 
Three reasons can explain this situation. First of all: “Islamic 

economics” developed in the last forty years is closely linked with the 
neo-liberal turn of Capitalism in the 80’s, based on huge oil revenue. But 
this time is over. We are entering a new post neo-liberal phase and whose 
problems are sustainable development and social responsibility based on 
new forms of governance. A new Islamic thought should then emerge 
around the concept of “Islamic governance”. Second: the huge recent 
development of Islamic economics focused on sharia compliance. It 
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means how to comply Capitalism with Islam but without contesting the 
fundamental assumptions that undermine Capitalism. The problem now 
is not to adapt Islam to Capitalism. The Problem is to transform 
Capitalism and find an alternative system and Islamic thought has a lot to 
say on that issue. Last reason. Islamic Economics focused mainly on 
Islamic societies and Islamic problems. It was interesting when the 
World economy was split in different regions. But Islamic world is now 
integrated in the World system. And so Islam might have something to 
say to the World as a Whole.  
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September 15, 2012 (28 Shawal, 1434) 

 
أن .المستخلص مانه  احث إ  على یرتكز االقتصاد اإلسالمي أكد ال

ادئ سها التي تم مجموعة من الم ةنائها في و  تأس ة زمن  فترة تارخ
قة ل ة.سا ز سبب هذا هو تطور الرأسمال ل العدید من محاور تر  التمو

ة والتجارة أساًسا على اإلسالمي  أنشطة بدًال من األنشطة المال
عتقد .اإلنتاج ون نـِدً أ االقتصاد اإلسالميأن على  وقال إنه   ان 
ة.  ومواجًها احثلتطور الرأسمال  اإلسالمي االقتصاد أن یر ال
حلول األخالقي ساهم  ن أن  ة و م ة"ِقـَمـِ ةلألزمة  "أخالق ، الرأسمال
التالي ون  و  مستقل إسالمي نقد وجود من الضرور  فإنه س

ة ة االشتراكي النقد عن ، مستقالللرأسمال  النقد ومستقًال عن للرأسمال
تحق ذلكللغرب  العالمي ادئ وأصول  تفسیر إعادةمن خالل  و الم

ن أن. عندها االقتصاد اإلسالمي ح  م ارتص ة األف أطر  اإلسالم
مة شرةو للمسلین  مفیدة وقواعد ح عد ذلك، لها، لل ن أن و  م

اً  االقتصاد اإلسالميون   حول في المناقشات أكثر نشاطا الع
ة خالقألا"  ."المال
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Abstract. The first bank was established in Egypt during the 
mid-19th century. For the people it appeared less exploitative 
than the local usurers. However, the Muslim scholars of the 
time expressed their anxiety on the practice of interest by 
Western banks. Some of them kept silent. Some others like al-
Tahtawi, al-Tunisi, Bayram al-Khamis and al-Kawakibi 
expressed their dislike of interest-based banking. But no one 
accepted permissibility of interest. Thus, Saba Yared’s 
statement that the Arab scholars “did not relate interest earned 
in these institutions with the prohibited riba" is not correct. 
There is also no truth in what is generally claimed that Mufti 
Muhammad Abduh permitted the interest offered by the post 
office on investment deposit. We could not trace such a direct 
statement by him. 
 
 

 

The context of the present Discussion 

The context of the present Discussion is Nazik Sabayared's assertion that: 
"They [Arab-Islamic scholars] did not relate interest earned in these 
institution [i.e. banks and post offices] with the prohibited riba" (1979, p. 
98).  Another reason is the undocumented claims of many writers that 
Mufti Muhammad Abduh allowed interest earned from the investment in 
saving fund of post offices. The present writer finds that both statements 
are not supported by the history of the period. In this respect the paper 
briefly examines opinions of some leading scholars of the 19th century. 
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Usurious practices in Yemen, Syria, and Egypt 

There is no doubt that usurious practices were very common in Yemen, 
Syria, and Egypt during the period. For example: Al-Shawkani states that 
riba which is clearly prohibited, is practiced openly in Yemeni territories. 
The governor is surrounded by usurers from whom he borrows money on 
interest and its burden is shifted to the public. Describing the existing 
situation in Syria, al-Kawakibi observes: it is not easy to accumulate 
wealth in a just government system. It becomes possible only by usurious 
exploitation of downtrodden.” 

 
In Egypt Harrat al-Yahud was infamous for usurious transactions. 

According to Ali Mubarak, in Egypt especially Jewish bankers were 
engaged in this business. Their rate of interest, termed by them as “al-
fart” (excess), reached up to 4 percent per month. Mostly they advanced 
loans against collateral or pledges. In case the borrower failed to repay 
the loan in time, it was transformed into a new loan with a new and harsh 
term, till it ended at the sale of the collateral and dispossession of what he 
owned. A usurer in Egypt gives the needy person loan after loan. Stops 
lending when it reaches 1/4 or 1/3 of borrower’s property. Finally the 
usurer confiscates the property of the indebted. The minimum rate of 
interest in Egypt is 12 percent per annum, while in France the rate is 
generally between 4 to 6 percent and in England 2 to 3 percent. It hardly 
reaches 4 percent.  

 
Abduh illustrates the borrowing and indebtedness situation in 

Egypt as follows: 

The local or domestic banking and finance had been in the clutches 
of minorities especially Jews in early decades of 19th century.  If the 
trader advanced a loan of 60 just 20 days before the harvest, he charged 
100 at the harvest, which meant monthly about 100 percent. Some of the 
lenders doubled their loaned amount in four months – a simple rate of 25 
percent per month.  The bank charged 10 percent per month. 

 
In early 19th century, al-Shawkani’s approval of bay` al-raja’ and 

Ibn Abdin’s approval of bay`al-wafa are two very controversial issues. It 
seems that they permitted them as a way out of usurious practices of their 
time. Ibn Abidin is explicit when he says: that bay‘ al-wafa is permissible 
due to people’s need for it to avoid riba.  
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Muslim scholars come across modern banking institution 

First time Muslim scholars became aware of the banking system through 
their visits of Europe when it was open up for them after Napoleon’s 
invasion of Egypt and later establishment of cultural and educational 
relations with European countries by Myhammad Ali and his successors. 
Up to the middle of the nineteenth century there was no bank in any 
Muslim country. The Ottomans waited for banking till 1850. In Egypt the 
first bank was established in 1855. Tunis saw the first bank in 1873.  

 
Rifā‘ah Rāfi‘ al-Tahtāwī 

Rifā‘ah Rāfi‘ al-Tahtāwī (1216-1290/1801-1873) an Azharite from Tahta  
in Egypt, in 1824 was appointed as the religious instructor in the army.  
In 1826 he was deputed as the chaplain of an educational mission to 
Paris. Teaching, preaching, and religious guidance was his assignment. 
He mastered the French language and studied their culture and sciences. 
He supervised translation activities and himself translated a number of 
works from French to Arabic. 

  
Rafa`ah al-Tahtawi observes: “People in France can deposit with 

the bank whatever they want to deposit, and take the legally fixed profit 
which is not considered by them as riba (usury) unless it exceeds the 
limit fixed by the law.” This means that al-Tahtawi considered it riba and 
prohibited in Islam. He further says: “Had their earning not been mixed 
with interest (riba), they would have been the best people from earning 
point of view.” 

  
As a solusion al-Tahtawi’s suggested establishment of bank to 

finance projects and calls it Jama’iat al-Iqtiradat al-Umumiyah (General 
Borrowing Society). However, he does not elaborate its modes operandi. 
He also suggests that the rich community of his country should establish 
commercial establishments based on the principle of “al-salam” to 
facilitate economic transaction and abolish riba and relieve the needy 
persons from borrowing on interest. This also he leaves without 
explanation. Had he done so, he might have been considered the pioneer 
of the idea of Islamic banking in the modern period. 
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Khayr aI-Din al-Tunisi 

We have another scholar of the 19th century, Khayr aI-Din al-Tunisi 
(1225-1308/1810-1890), a Circassian origin, brought up in the palace of 
Ahmad Bey (1253-1271H.) the ruler of Tunisia where he was brought in 
1840.   From 1873 to 1877  he served as prime minister of Tunisia and in 
Constantinople Ottoman grand vizier in 1878 and 1879.  Then he retired 
to private life and spent his final years in Constantinople. He wrote 
Aqwam al-Masalik fi Ma`rifat Ahwal al-Mamalik 1867. Al-Tunisi 
emphasizes significance of Banks and joint-stock companies in Europe as 
evidences of cooperation and joint work. Banks are capable of mobilizing 
large quantities of productive resources and enduring over time. Al-
Tunisi considers bank as an important institution for development. The 
Banque de France in 1800 had a capital of 30 million francs, in 1848 it 
reached the figure of 91 million francs. In 1857 the bank requested the 
state to renew its franchise for 40 years, and this was granted on 
condition that it doubles its specie until it would become approximately 
200,000,000 francs. However, he does not mention riba in its 
functioning.    

 
Muhammad Bayram al-Khamis 

We have another Tunisi scholar Muhammad Bayram al-Khamis al-Tunisi 
(1256-1307/1840-1889) Editor of the official gazette, Al-Ra'id al-Tunisi, 
and head of the Hubus(waqf) administration. He left for Makkah in 
1296/1879,  lived in Constantinople for four years, came to Egypt in 
1884, where he spent the rest of his life.  Bayram visited Europe in total 
three times. Safwat al-I‘tibar is a full account of these visits. Bayram 
authored a treatise in the form of a questionnaire regarding permissibility 
of buying debt papers which were issued by the Muslim countries so that 
their wealth remained within the country and it was not drained. He 
opined that people should not refrain from them just on the basis of doubt 
of riba which, in his opinion, was not applicable in that case (Safwah, 
vol. 5:164). It is not known what was the nature of the paper – the present 
day sukuk  or something else. 

 
Bayram writes about the Western banking: "Individual or groups 

who have savings but cannot engage personally in investment activities, 
deposit them in banks and receive riba (interest). Banks pays 6 percent 
interest to the depositors and charge 10 percent from the borrowers, and 
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the difference is their gain." It may be noted that his use of the word riba 
for the extra money which the banks offer on deposits or charge on 
borrowing indicates that he does not think it permissible for Muslims. He 
does not use the word fa'idah (interest).  

 
Ali Pasha Mubarak 

Ali Pasha Mubarak (1239-1311/1823-1893), a most distinguished 
product of the institution established by Muhammad Ali. He played 
leading role in awakening the Arab mind in nineteenth century. He had 
been ministers several times. Ilm al-Din is an educational encyclopaedia 
in the form of a novel. His other works are: Nukhbat al-Fikr fi Tadbir 
Nile Misr and al-Khitat al-Tawfiqiyah al-Jadidah. 

 
Ali Mubarak devotes a full episode in his book Ilm al-Din on banks 

and financial papers. As banking was not very common in Egypt in the 
nineteenth century, the main character of the novel Ilm al-Din expresses 
his ignorance about banks and shows his eagerness to know about it. At 
this his western companion (al-Khuwaja) explains him the nature and 
functions of banks, He also gives history of the development of banking 
in Europe from its early days.  After listening to the whole account, Ilm 
al-Din does not express his desire to have similar banking system in his 
own country. His only reaction is his acknowledgment of European 
genius how wonderful is their innovation and how useful technique they 
have invented to carry out their trades.  He sighs for weak currency 
system of Egypt while applauding the strength and wide acceptability of 
European currencies. He expresses his grief that lenders in his country 
exploit the needy people and over burden them with riba (interest). “It is 
astonishing that interest is prohibited in Islam, still hardly any person – 
rich or poor is safe from this. It is so common as if it is something 
permissible”.  

 
Abd al-Rahman al-Kawakibi 

Abd al-Rahman al-Kawakibi (1265-1320/1848-1902) did not study any 
European language but benefited from its translation. He served as an 
editor al-Furat during the latter half of the 1870s.  In 1878, he issued the 
weekly al-Shahaba'. In 1879 he started another journal al-I‘tidal. Taba’i‘ 
al-Istibdad wa Masari‘ al-Isti‘bad and Umm al-Qura, are his two famous 
works. 
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According to al-Kawakibi, riba (usury and interest) is charging 
something without a counter material value created. It has the meaning of 
usurpation and taking something without work. This endears idleness 
which spoils morals; it also has the sense of without undertaking the risks 
involved in trade, agriculture and properties. Riba creates gap between 
the rich and the poor.” He criticizes various policies of Ottoman sultans. 
About Sultan Abd al-Majid (d. 1861), he says that he legalized many 
prohibited things, riba being one of them, to strengthen administration of 
his government. Perhaps he means establishment of Western type of bank 
based on interest during the reign of Sultan Abd al-Majid in 1850. 

 
Muhammad Abduh 

Last but not the least is Muhammad Abduh (1266-1323/1849-1905), an 
Azharite scholar a harbinger and precursor of Islamic modernism. He 
taught history at Dar al-`Ulum in 1878. In 1879 Al-Afghani was exiled 
due to his radical ideas. His student Abduh met the same fate when in 
1882 and spent few years in Paris. 

 
In addition to his fatawa, notes, and articles, following are his two 

most important works: Risālat al-Tawhīd and Commentary on the Qur'an 
published as Tafsir  al-Manar.  

 
In his commentary on ayat al-riba, Abduh seems to be rejecting all 

kinds of riba without mentioning the bank interest.  No approval of bank 
interest is found anywhere in his writings.  However, he is allegedly 
referred to by many writers as having permitted the bank interest. 
Ironically this is based on a story narrated by his famous student and 
friend Sayyid Muhammad Rashid Rida. In reply to a query about 
Abduh’s opinion regarding depositing in investment fund and taking its 
profit, Rashid Rida observed: 

  
“If there is any official fatwa of ustadh imam (Muhammad 
Abduh) regarding investment fund, then it must be in collection 
of his fatawa with Ministry of Justice. It can be obtained from 
there. I have not seen his any fatwa in this respect. However, I 
heard him saying in the context of his fight with Khedive, the 
substances of which is:  "The Government has established saving 
fund in the post office department through a royal decree, to 
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facilitate for the poor to deposit their savings, so that it could be 
invested for them. It has been known that about 3000 poor 
depositors did not withdraw their profit accrued to them 
according to the decree. So the Government enquired from me: Is 
there any Shariah way to make this profit valid (halal), so that the 
poor would not be committing any sin by profiting from it ? ” “At 
this I [Abduh] orally replied that it would be done by observing 
Shariah rules of mudarabah partnership in investment of money 
deposited in the saving fund, thus the chief superintendent talked 
to the Khedive regarding modification of royal decree and its 
Shariah compliance. At this, his highness expressed his 
amusement. But when the chief superintendent told him that he 
has consulted the Mufti, he turned very angry and said,” How can 
the Mufti validate riba? I must consult other scholars on this 
issue”. “Thus, his highness called an assembly of the ulama of al-
Azhar in al-Qubbah Palace and asked them to prepare a Shariah 
way for the saving fund. His intention was to show the public that 
he was protector of the religion and implemented the project 
according to Shariah, and that the Government was about to force 
the Muslims on devouring riba with the assistance of the Mufti 
had he not intervened. "The ulama prepared a project which they 
presented to the experts of financial administration. The finance 
administrator presented to me that project for approval. I found 
that it was based on what I had said to the government orally.” 
(Majallat al-Manar (1917), vol. 19, No. 9). 
 

Criticism on Rida’s Narration 

Rashid Rida could not present any clear cut opinion of his teacher in 
black and white on permissibility of interest.  It was an oral statement 
narrated 13 years after Abduh’s death.  Abduh’s suggestion was “to 
invest on the basis of Mudarabah”.  It was approved by a committee of 
Al-Azhar Ulama.  Abduh’s above suggestion was accepted.  

 
Concluding remarks 

From the preceding lines it is clear that in spite of the strict prohibition of 
riba in Islam, business of usurers flourished during the 19th century and 
usurious exploitation was very common in the period. It has been 
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complained by al-Shawkani of Yemen, Abduh and Mubarak of Egypt, 
and al-Kawakibi of Syria.  

 
Al-Shawkani's permission of bay` al-raja and Ibn Abidin's 

validation of bay` al-wafa seem to be as a way out from this difficulty, 
although the former is silent about it, the latter is explicit. The other 
writers do not present any solution. It seems that some of them did not 
pronounce any judgement against the Western banking system because it 
was less exploitative in their views as compared to local usurers.  
However, their silence cannot be taken as their permissibility of interest. 
But the majority of them expressed their objection on the practice of 
interest by Western banks too.  

 
It has been frequently stated that Mufti Muhammad Abduh 

permitted interest earned from the deposits in post offices and so the 
bank’s interest. All such opinions have no authentic proofs except a story 
narrated by his student Rashid Rida which has many flaws. 
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 آراء العلماء المسلمین في المصارف 
 والفائدة خالل القرن التاسع عشر

 
م إصالحي  أ.د. عبدالعظ

معهد   اإلسالمي االقتصاد احث 
ة –جدة  –عبدالعزز  الملك جامعة  ة السعود   المملكة العر

 
 م٢٠١٢ سبتمبر ٢٦ المواف هـ١٤٣٣ذوالقعدة  ١٠ األرعاء

  
تم إنشاء أول بنك في مصر خالل منتصف القرن التاسع  .المستخلص

ان شعور الناس عمومً  ة من المرابین أا عشر. و نه أقل استغالل
المحلیین. ومع ذلك، أعرب العلماء المسلمین في ذلك الوقت عن قلقهم 

عض أ من  اینت توجهاتهم فال ة وممارساتها. وت عمال المصارف الغر
، والتونسي، بیرم عض اآلخر مثل الطهطاو  منهم لزم الصمت، وال

ة  راهیتهم للمصرف القائمة على أساس الخامس والكواكبي أعروا عن 
  الفائدة. ولكن ال أحد قبل بجواز الفائدة. 

ذا ف ا ن دعو ومقولة نازكإوه قرنوا س أن العلماء العرب لم   ارد 
الرا المحظور هو رأ غیر  فائدةال الناتجة من معامالت هذه البنوك 

أن 'المفتي محمد عبده' قد سمح  ذب  ضا افتراء و ح. هناك أ صح
قة الفائدة الت اتب البرد على الودائع االستثمارة. وحق ي تقدمها م

ن من  ع أنحن لم نتم اشر منه.أ أ تت   ثر م
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Abstract. The writer stress that “We know that the root cause of 
the Eurozone crisis is excessive debt. The economic rule for 
individuals, corporations and the countries alike is living within 
their means. This does not mean that there is absolutely no role 
for debts. Debt is a double edged sword. There are 
circumstances when debts may become unavoidable”. This 
paper make an effort to present an alternative view on the role 
of state in the area of debt-creation as well as the wealth 
creation potential of debt and its appropriate limits. We believe 
that the concept of so called “Welfare State” needs to be 
revisited. One reason of Eurozone Crisis is that governments 
have created vested interests and pressure groups that do not 
allow them to reduce their budget deficits. A good part of these 
deficits may be feeding ‘economic parasites’ that unnecessarily 
developed dependencies on welfare benefits. In this respect, we 
will examine the economic role of state from an Islamic 
perspective. 
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Eurozone Crisis Viewed From Islamic Finance Perspective 
Short Version 

In a lecture at this very forum in May 2012 entitled, “Creditor-Debtor 
Relations: Some Issues, Some Proposals”, we had a brief section on ‘A 
digression on Sovereign Debt’. We take up that ‘digression’ as the focal 
point of this paper, with special attention to the ongoing Eurozone crisis.  
This is a sizzling issue at the moment. In this paper we will study the 
Eurozone crisis in some detail and attempt to provide an Islamic Finance 
perspective on the issue. 

 
We know that the root cause of the Eurozone crisis is excessive 

debt. The economic rule for individuals, corporations and the countries 
alike is living within their means. This does not mean that there is 
absolutely no role for debts. Debt is a double edged sword. There are 
circumstances when debts may become unavoidable. Furthermore, if 
used in ‘moderation’ and ‘wisely’, it may have some benefits. For 
example, it can improve future incomes under specific conditions. In 
general there are two reasons for incurring debt: 

 
(i) In case of extreme need (mostly in cases of personal debt, but 

governments have also borrowed in emergencies such as wars). 

(ii) If a future stream of income or assets, is expected and fairly 
assured, such that it will enable the debtor to pay off past debts.  

 
These two rules apply to consumers, corporations and governments 

alike. In case of governments a third reason for incurring debt is the 
potential ‘growth enhancing’ role of debt. This last reason is the one 
most cited as a justification of sovereign debt. We will attempt to 
evaluate it in case of Eurozone debt.  As a general rule, in case of 
government debt discipline and governance structures are most 
important. These can be, and in many cases have been, legislated. The 
problems arise when those laws and rules are flouted.  

 
As we have stated, the economic justification for governments to 

borrow is the growth-boosting potential of debt. In this paper we will 
examine how far the sovereign debt in general and Eurozone debt in 
particular has generated growth. On preliminary examination, it seems 
that many rich countries have exhausted that potential.  With ageing 
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populations and shrinking workforces, their economies may grow more 
slowly than they have done in the past. The pile up of huge governmental 
debt appears to be largely a political affair. In dictatorial regimes, the 
rulers, in general, have been exploiting their people throughout the 
human history. In democracies, voters can ‘punish’ and discipline the 
rulers. Recent evidence from European elections shows that voters did 
‘punish’ many governments. Already, 11 governments have fallen in 
Europe, partly due to their election platforms on the issue of debt. 
Unfortunately, it seems doubtful if the new governments stepping in have 
been ‘disciplined’. 

 
It is interesting to note that in the Corruption Perceptions Index 

(CPI), prepared annually by the Transparency International, many 
Eurozone countries, particularly those affected by the financial crisis, 
including Greece and Italy, are doing worse and worse. Many of the 
lowest-scoring European countries are those hardest hit by the financial 
and debt crises.  

 
Besides tackling corruption, the need for fiscal reform is a major 

issue in US, Europe and other countries around the globe. Reducing 
budget deficits is the most important issue in elections in the US and 
European countries including France. Political parties; Right, Left and 
Center, all agree on the need to reduce budget deficits in the shortest 
period of time.  French President Nicolas Sarkozy, seeking re-election 
went to the extent to promise that he intended to insert the “balanced 
budget” rule into the French constitution, subject to approval by French 
electorate in a referendum on the issue. Even though, possibilities of 
budget deficits are not completely ruled out, there are calls for austerity 
measures and fiscal discipline. Talking of the recent Europe’s fiscal pact, 
German Chancellor, Ms Merkel has said that the pact, which binds 
eurozone countries to keeping their deficits below 3pc, was “non-
negotiable” and would “last forever”. This author believes that that is 
wishful thinking. With growth prospects not very bright, it will require 
either more taxation or austerity measures. Both are unpopular 
measures with voters. Sarkozy’s defeat makes him the 11th euro-zone 
leader who fell prey to sovereign-debt crisis as Francois Hollande won 
the French Presidency on an anti-austerity platform. To this author, it 
seems very difficult that he will be able deliver on his election promise.  
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Across the Atlantic, worried about the reaction of the electorate 
who consider budget deficit to be their top worry, both front runners, 
Barak Obama and Mitt Romney, are trying to lure voters promising to cut 
the Federal deficit, though through different plans.  They were forced 
into this by a public outcry after Standard & Poor’s downgraded the US 
credit rating and raised the fears that the United States may default on its 
obligations. If that can happen to a “currency issuer”, who pockets 
billions of dollars annually in ‘seigniorage’, simply by running the 
printing press, the other countries are much more vulnerable.  

 
Election promises aside, balancing the budget in present situations 

of these countries is easier said than done. It requires austerity measures 
that the electorate cannot digest after they have got used to public 
supports. Dissenting voices are already being heard, because of political 
expediencies, rather than economic fundamentals. From an economic 
point of view budget deficits, except in very special cases and for short 
periods of time, are bad economics. However, the shackles of debt once 
on, are not easy to break out from. Strong lobbies are created as is 
evident in most Western countries. American President, and the author of 
‘United States Bill of Rights’, James Madison, once said, “I go on the 
principle that a public debt is a public curse, and in a Republican 
Government a greater curse than any other”.  Today the US national debt 
stands at $16 trillion.  The Democrats hold Republicans responsible for 
the massive increase and blame them to be big ‘spenders’, but the fact 
remains that total Federal debt has grown by about US$5 trillion under 
Obama’s regime.  Everyone knows it has not grown for economic 
reasons. The average American citizen, who shares around US$ 50,000 
in the national debt is crying, “It is the War, Not the economy”.  

 
Governments may have borrowed from the future, using debt to 

provide a standard of living to the populace that is unsustainable; simply 
to improve their parties’ vote bank. According to Leigh Skene of 
Lombard Street Research, which studied the relationship between debt 
and growth in US for the period 1956-2010, each additional dollar of 
debt is associated with less and less growth.  This is shown in the 
following chart: 
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Chart 1 

 
 

The situation is not different in other countries. From early 2007 
onwards there were signs that most Western economies were reaching 
the limit of their ability to absorb more borrowing. Political expediencies 
prevented them to return to economic fundamentals. The debt pile up 
went on too long. A survey by the McKinsey Global Institute found that 
average total debt (private and public sector combined) in ten mature 
economies rose from 200% of GDP in 1995 to 300% in 2008.  

 
Chart 2 

Debt/GDP Ratio By Composition 
  

 
 Source: McKinsey Global Institute 
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The debt of European countries including Greece, Spain, Italy and 
several others is preventing a faster recovery after the Global Financial 
Crisis. It has changed the trajectory of growth for all humanity. Global 
economy is growing at about 1% now compared to three times higher 
growth rates we witnessed in the past.  

 
Austerity or debt-propelled growth is one of the top concerns of 

electorates on both sides of the Atlantic. There is almost consensus 
among politicians and economists that the present levels of budget 
deficits are unsustainable and must be drastically reduced. The debate is 
about how to do it; whether through the use of the claimed growth-
enhancing potential of debt or through cutting expenditure by adopting 
austerity measures. The divide between Merkel-Sarkozy and Hollande-
Obama election platforms will remain a hot economic, social and 
political issue in the years to come. Whether the European Fiscal 
Compact, which aims at bringing more financial stability and 
sustainability in public finances, will be endorsed by member countries 
appears to be rather doubtful to this author. To me, the very existence of 
Eurozone seems to be at stake. At the very least, fundamental changes in 
the level and ways of financing government expenditure would be 
necessary. 

 
In this background, we believe that the world needs a different 

approach to the whole issue and is ready to consider alternative solutions. 
Our understanding of Islamic rulings about debt and Islamic finance 
inspires us to suggest that Islamic finance can be of some help in 
determining the proper role of debt and help avoiding situations like the 
debt crisis of 2008-09 and the ongoing Eurozone economic crisis (2011-
date).  

 
In the, Wealth of Nations, Adam Smith speaking of public debts 

stated, “When national debts have once been accumulated to a certain 
degree, there is scarce, I believe, a single instance of their having been 
fairly and completely paid. The liberation of the public revenue, if it has 
ever been brought about by bankruptcy; sometimes by an avowed one, 
but always by a real one, though frequently by a pretended payment”(1). 

                                                 
(1) Smith, Adam, The Wealth of Nations, Book V, Chapter 3, p. 481, 
      www.econlib.org/library/Smith. 
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Though the measures given in the legal package generally do not 
apply to governments, the six principles given in this paper equally apply 
to governments as they do to individuals and corporations. It is 
interesting to note that in the Corruption Perceptions Index (CPI), 
prepared annually by the Transparency International, many Eurozone 
countries, particularly those affected by the financial crisis, including 
Greece and Italy, are doing worse and worse. Many of the lowest-scoring 
European countries are those hardest hit by the financial and debt crises.  

 
Besides tackling corruption, the need for fiscal reform is a major 

issue in US, Europe and other countries around the globe. Reducing 
budget deficits is the most important issue in elections in the US and 
European countries including France. Political parties; Right, Left and 
Center, all agree on the need to reduce budget deficits in the shortest 
period of time.  French President Nicolas Sarkozy, seeking re-election 
went to the extent to promise that he intended to insert the "balanced 
budget" rule into the French constitution, subject to approval by French 
electorate in a referendum on the issue. Even though, possibilities of 
budget deficits are not completely ruled out, there are calls for austerity 
measures and fiscal discipline. Talking of the recent Europe’s fiscal pact, 
German Chancellor, Ms Merkel has said that the pact, which binds 
eurozone countries to keeping their deficits below 3pc, was "non-
negotiable" and would "last forever". This author believes that that is 
wishful thinking. With growth prospects not very bright, it will require 
either more taxation or austerity measures. Both are unpopular measures 
with voters. Sarkozy’s defeat makes him the 11th euro-zone leader who 
fell prey to sovereign-debt crisis. Francois Hollande won the French 
Presidency on an anti-austerity platform. He has pledged to pursue efforts 
to trim the country’s budget deficit to avoid fueling the euro-zone 
sovereign-debt crisis. However, once his honeymoon in power ends, he 
will have to face the tricky balance between appeasing the tax payers and 
the benefit seekers. If he stands firm on his election platform, this author 
suspects that it could be the end of eurozone. With France’s sluggish 
economy, the eurozone’s second-largest after Germany, running short of 
growth-stimulating power of its own, he plans to seek help from the 
European Central Bank. This author doubts that Germany will let that 
happen easily, at least not on a level that would help Hollande balance 
the budget any time soon.  
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Across the Atlantic, worried about the reaction of the electorate 
who consider budget deficit to be their top worry, both front runners, 
Barak Obama and Mitt Romney, are trying to lure voters promising to cut 
the Federal deficit, though through different plans.  They were forced 
into this by a public outcry after Standard & Poor’s downgraded the US 
credit rating and raised the fears that the United States may default on its 
obligations. If that can happen to a “currency issuer”, who pockets 
billions of dollars annually in ‘seigniorage’, simply by running the 
printing press, the other countries are much more vulnerable.  

 
Election promises aside, balancing the budget in present situations 

of these countries is easier said than done. It requires austerity measures 
that the electorate cannot digest after they have got used to public 
supports. Dissenting voices are already being heard, because of political 
expediencies, rather than economic fundamentals. From an economic 
point of view budget deficits, except in very special cases and for short 
periods of time, are bad economics. However, as we hinted above, the 
shackles of debt once on, are not easy to break out from. Strong lobbies 
are created as is evident in most Western countries. American President, 
and the author of ‘United States Bill of Rights’, James Madison, once 
said, “I go on the principle that a public debt is a public curse, and in a 
Republican Government a greater curse than any other”.  Today the US 
national debt stands at $15.7 trillion.  The Democrats hold Republicans 
responsible for the massive increase and blame them to be big ‘spenders’, 
but the fact remains that total Federal debt has grown by about US$4.6-
trillion under Obama’s regime.  Everyone knows it has not grown for 
economic reasons. The average American citizen, who shares around 
US$ 50,000 in the national debt is crying, “It is the War, Not the 
economy”. 

  
In this paper, we make an effort to present an alternative view on 

the role of state in the area of debt-creation as well as the wealth creation 
potential of debt and its appropriate limits. We believe that the concept of 
so called “Welfare State” needs to be revisited. One reason of Eurozone 
Crisis is that governments have created vested interests and pressure 
groups that do not allow them to reduce their budget deficits. A good part 
of these deficits may be feeding ‘economic parasites’ who unnecessarily 
developed dependencies on welfare benefits. In this respect, we will 
examine the economic role of state from an Islamic perspective. Title 
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The paper will also discuss the relationship between excessive debt and 
economic stability. In this respect, we will present seven axioms, which 
we call “Iqbal’s Axioms on Economic Stability”. These are:  

 
Seven Axioms on Economic Stability 

Axiom 1. Economic instability is result of a delink between production 
of credit and production of physical wealth. We call it M-R 
delinkage. [Delink between Monetary and Real Sectors] 

Axiom 2. The level of economic instability is inversely related to M-R 
delinkage. 

Axiom 3. Incentive-compatible sharing contracts for production of 
wealth are ‘superior’ to debt contracts. 

Axiom 4. Governments’ provision of welfare services must be linked to 
availability of ‘resources’ to public exchequer. We call it R-S 
Linkage. [Resources-Services Linkage] 

Axiom 5. Participation of ‘Society at Large’ in promoting ‘Public 
Welfare’ must be made a central objective of public policy. 
We call it PPPW [Public Private Partnership for Welfare] 

Axiom 6. Sovereign Debt Crisis (SDC) is directly related to ignoring R-S 
Linkage and PPPW.   

Axiom 7. In order to circumvent SDC, constitutional provisions must 
define the ‘prerequisites’, ‘level’, duration, and conditions of 
continuity of budgetary deficits. 

The full paper will discuss these axioms in some detail. 
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 أزمة منطقة الیورو

ل اإلسالمي  من منظور التمو
 

ال ملك   أ.د. منور إق
معهد   اإلسالمي االقتصاد احث 

ة –جدة  –عبدالعزز  الملك جامعة  ة السعود  المملكة العر
  

ر  ١٣ المواف/ ه١٤٣٤ذو القعدة  ٢٧ األرعاء  م٢٠١٢أكتو
 

  
ًعا للسبب  .المستخلص احث في هذه الورقة معرفتنا وعلمنا جم د ال یؤ

لة تفاقم الدیون.  ة في منطقة الیورو، وأنها مش األساسي لألزمة المال
ات والدول  ة نفسها سارة على األفراد والشر وتظل هذه القاعدة االقتصاد

عني أنه ال یوجد على  على حد سواء ضمن اتها. وهذا ال  ان حدود إم
اإلطالق دور إیجابي للدیون. فالدین له حدین. وهناك ظروف عندها 
م وجهة نظر بدیلة  ح الدیون أمرًا ال مفر منه. هذه الورقة تحاول تقد تص
عن دور الدولة في خل الدیون، فضال عن أثر نمو الدین على الثروة 

ع ة.  حتاج وحدوده المناس سمى بـ 'دولة الرفاه'  احث أن مفهوم ما  تقد ال
اب أزمة منطقة الیورو هو أن السطات  إلى إعادة النظر، وأن أحد أس
ة أنشأت أصحاب مصالح وجماعات ضغط والتي ال تسمح للدولة  النقد

ون جزء  بخفض عجز ة موازنتها. وقد  ه تغذ بیر من هذا العجز سب
ات االقتصاد  لـ ة' والتي نمت دون داع أو حدود مما زاد من 'الطفیل

ة. وفي هذا الصدد، سوف  ة االجتماع االلتزامات على استحقاقات الرعا
 .ندرس دور الدولة االقتصاد من منظور إسالمي
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Abstract. This paper provides an analytical review of about 
fifteen theoretical investigations that had examined the stability 
of the Islamic Financial System (IFS) vis-à-vis its conventional 
interest-based counterpart system. The research aims at 
discussing the main findings and conclusions that the reviewed 
literature arrived at. A brief account of how financial stability 
has been defined, in the conventional literature, has also been 
explored.  

Results indicate that there is an almost a general ‘consensus’ 
among these treatises on the financial stability’s ‘superiority’ of 
an Islamic financial system based on ‘pure’ equity and 
participatory modes of financing. To what extent are these 
claims robust? And what are the underlying assumptions behind 
the development of such syntheses? These and other important 
related questions form the basis of the discussion and analysis 
in this paper.  

Keywords. Islamic finance, financial stability, flagility,  
interest-based system. 

                                                            
(*) This work is part of a research (i.e. reviewing the whole literature) in progress by the 

author and his colleagues: Dr. Chaouki Bourakba of Imam Muhammad Bin Saud 
University (Riyadh) and Dr. Karima Saci of Effat University (Jeddah). 
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1.  Introduction 
In 1985, the Federal Reserve Bank of San Francisco (FEBSF) convened a 
two-day conference that had gathered some leading financial experts, 
policy makers and academicians(1) to address the financial stability (FS) 
issue of the conventional financial system (CFS) from different angles 
and perspectives. The proceedings of the conference were published in a 
special volume titled ‘The Search for financial Stability: the Past 50 
years’. After about a quarter of a century, in 2007-2008 the World was 
hard hit, by far, the deepest financial crisis that the World has ever seen 
since the inflictions of the Great Depression of the late 1920s and early 
1930s. The far-reaching magnitude and consequences of the crisis has 
brought, once again, to the forefront the prolonged and thorny issue ‘the 
search for financial stability’. Pro-founding questions, similar to the ones 
that had been addressed in the 1985 conference, have been on the surface 
in a more pressing manner; what is financial stability? Why is it that 
important? What should, be done, or what can be done to ensure its effect 
and to benefit from its ‘fruits’? Last but not the least, why it has not been 
possible to attain such an ‘elusive’ goal despite ‘the great moderation’(2) 
                                                            
(1) Like Robert Holland who have spent twenty five (25) years at various positions in 

the Federal Reserve System (FRS or the Fed), and the distinguished classical 
historian of financial crises; Charles Kindleberger. In his opening remark Mr. 
Holland asserts that the ‘instability’ is deeply rooted in the prevailing system, ‘I do 
not believe that financial instability is born of bad management or lousy regulation. 
It is inherent in the kind of financial system we have built and seem to like’, 
(Holland, 1985: 1).  

(2) This was the title of the speech that Ben Bernanke, the then Governor of the Fed and 
its current chairman, delivered at the meetings of the Eastern Economic Association 
in Washington, DC on February 20, 2004. Bernanke started his remarks by noticing 
that: ‘One of the most striking features of the economic landscape over the past 
twenty years or so has been a substantial decline in macroeconomic volatility’. Why 
was it possible to attain such a feature? Three factors have been identified in 
Bernanke’s speech; ‘… structural change, improved macroeconomic policies, and 
good luck. Explanations focusing on structural change suggest that changes in 
economic institutions, technology, business practices, or other structural features of 
the economy have improved the ability of the economy to absorb shocks …The 
increased depth and sophistication of financial markets, deregulation in many 
industries, the shift away from manufacturing toward services, and increased 
openness to trade and international capital flows are other examples of structural 
changes that may have increased macroeconomic flexibility and stability’. After this 
brief touch upon this factor, Bernanke devoted much of his speech to ‘the 
"improved-monetary-policy"’ as the prime factor that provides an ‘explanation for 
the Great Moderation’, (Bernanke, 2004).  
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that was proclaimed by the ‘disciples’ of the deregulation in 2004; three 
years prior to the crisis’s eruption? And are there any ‘effective 
remedies’ and/or ‘greatly moderated structural changes’ that can be 
pursued to overcome the instability impasse? 

  
In the midst of this heated debate, Islamic financial institutions 

(IFIs) and the principles that govern their operations received a great deal 
of attention to examine the ground reality of their stability as proclaimed 
by their advocates. Nonetheless, it has to be acknowledged that 
discussion surrounding the stability of the IFS is not new; the available 
literature suggests that such discussion can be traced back to the early 
1980s. However, most if not all pre-crisis studies have been theoretical 
conducted on an ‘abstract model’ assumed to be purely based on equity 
and participatory modes of financing. The crisis’s eruption has triggered 
empirical inquiries that have tried to capture the ground reality of the 
Islamic financial institutions. 

 
This research aims to provide an account and a critical review of 

some theoretical investigations that have been carried out in this area. To 
meet the intended objectives the study will address the following 
questions: 

 
 What is FS and why is it so important? 

 What are the main findings and conclusions of the reviewed 
literature?  

 How robust and conclusive are these findings and conclusions? 

 What are the main methods and arguments used to support the 
obtained results? 

 What are the policy implications of the findings? 

The rest of paper is structured as follows: Section II explores the 
definition of FS and its importance. In section III, the literature is 
critically reviewed and examined. Section IV concludes with few 
remarks. 
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2. Financial Stability: What Is It and Why? 

Since its first adoption as a policy objective by a major central bank (i.e. 
the Bank of England in 1994), FS is receiving a great deal of a ‘special 
attention’ as a distinct issue from price stability and the efficient 
functioning of the financial system (Allen and Wood 2006). Several 
initiatives have been taken at the national, regional and international 
levels by different players; policymakers, financial analysts and 
academicians alike to unveil the complexities surrounding the term and 
to design the appropriate measures and/or policies that can be implanted 
to enhance the resilience of contemporary financial systems. In spite of 
all the tremendous efforts that have been devoted to this issue, a 
comprehensive and an established definition has not been developed yet. 
This veracity makes the answer to the ‘what’ question a cumbersome 
exercise. In fact, most of the major central banks that have started, over 
the past few years, producing financial stability reports (FSRs) do not 
provide a definition altogether or they provide a sort of ‘un-official 
working definitions’ (Oosterlooa and Haan 2004). 

 
The segment of the literature that looked into how the term can be 

defined come to the conclusion that the term is very complex to have it 
defined clearly and comprehensively, and it is even more difficult to 
measure (Allen and Wood 2005, Schinasi 2007, and Gadanecz and Jayaram 
2009). As a result, three main routes have been pursued to overcome this 
stalemate: (i) to ignore the definition altogether, (ii) to define it through its 
antithesis (i.e. financial instability) and finally (iii) some sort of a definition 
that follows certain route and fulfills special purpose.  

 
Following the latter approach there is a general consensus that FS 

should reflect ‘the smooth functioning of a complex nexus of 
relationships among financial markets, infrastructures and institutions 
operating within the given legal, fiscal and accounting frameworks.’(3), 
(Čihák, 2006; Oosterlooa and Haan, 2004 and Gadanecz and Jayaram, 
2009). However, when it comes to putting such a general consent into a 
well-defined and policy useful definition, the views differ significantly. 
These differences have been manifested into the emergence of at least 

                                                            
(3) In fact even those who ignore the definition issue or those who define instability 

instead may, at the practical level, agree with this reflection. 
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three main spectrums: the broad, the narrow, and what I may call the 
‘listing’ postulation. The broad definition concentrates on the system-
wide assessment. The attempt, in this regard, is to capture the stability 
aspects of the entire system rather than singling out an individual 
component of it (e.g. depository institutions or financial markets) as is 
the case under the narrow approach. Below are two illustrative examples 
of the narrow and the broad definitions of FS: 

 
 In planning for the aforementioned 1985 conference the 

organizers defined FS as: “the soundness of depository institutions 
involved in the provision of monetary assets”. According to this view, 
‘the important criterion was not the numbers of bank failures per se, but 
the degree to which liquidity and solvency crises would reverberate 
beyond individual institutions’ (FRBSF, 1985).  It should be noted here 
that the very long historical record of financial crises reveal an 
established fact about banks and the banking industry. This type of 
financial intermediaries has been at the heart of almost all financial 
turbulences that the conventional system has suffered from. Besides, the 
banking industry is a key player in the transmission mechanism through 
which monetary policy affects the economy’ (Oosterlooa and Haan 
2004). For this reason the banking industry has been singled out from 
other components of the financial system, as noted by Allen and Wood 
(2006), “for many years, until the issue faded from view after the Second 
World War, central banks were concerned with the stability of the 
banking system. The Bank of England and La Banque de France had both 
accepted this duty well before the end of the 19th Century, and the Banca 
d’Italia accepted it explicitly in its report and accounts for 1905. 
Furthermore, a major reason for the founding of the Federal Reserve was 
the concern over the stability of the US banking”. It is, therefore, not 
surprising that most of the policy and empirical literature have devoted 
much of their efforts to the stability of the banking industry. 

 
 As for the broad definition, the Reserve Bank of Australia (the 

Australian Central Bank), for instance, defines FS as a situation in which 
“financial intermediaries, markets and market infrastructure of the financial 
system facilitate the smooth flow of funds between savers and investors and 
by doing so, helps promote growth in economic activity”, (Alawode and Al 
Sadek 2008). 



62                                                    Ahmed Belouafi 

The ‘listing’ approach can be viewed as an extension or an 
elaboration of the broad definition of FS. The main rationale behind such 
an elaboration has been to overcome some of the shortcomings of the 
narrow approach and the difficulties that surround the development of an 
encompassing broad definition. The authors who have followed this route 
identified a number of elements and/or desired features which they 
consider as important ‘raw materials’ for the make-up of a ‘good’ 
definition. Among the aspects pointed out (Allen and Wood 2006, and 
Schinasi 2004) are the following: 

 
 The definition should be broad in nature. Thus, it should 

encompass the different aspects of the financial system: infrastructure 
(including the legal system and official frameworks for financial 
regulation, supervision, and surveillance), institutions, and markets. 
Some advocates of this view went beyond the financial system to 
emphasize the importance of encompassing shocks that hit the real 
sector, but have dire consequences on the functioning of the financial 
system.  

 The definition should not limit the FS scope of the financial 
system to resources and risks allocation, mobilizing savings, and 
facilitating wealth accumulation, development, and growth; it should also 
imply that the systems of payment throughout the economy functions 
smoothly. 

 The FS concept should relate not only to the absence of actual 
financial crises but also to the ability of the financial system to limit, 
contain, and deal with the emergence of imbalances before they 
constitute a threat to itself or economic processes. In a well-functioning 
and stable financial system, this occurs in part through self-corrective, 
market-disciplining mechanisms that create resilience and prevent 
problems from festering and growing into system-wide risks. 

 FS to be thought of as occurring along a continuum. The concept 
of a continuum is relevant because finance fundamentally involves 
uncertainty, is dynamic (meaning both inter-temporal and innovative), 
and is composed of many interlinked and evolutionary elements 
(infrastructure, institutions, markets). Accordingly, ‘FS is expectations-
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based, dynamic, and dependent on many parts of the system working 
reasonably well’. 

 The definition should give an observable state of affairs to the FS 
issue, so that those who are responsible for maintaining FS can know 
whether they are succeeding in instating it or not. 

 Soundness of the different segments of the financial system or a 
particular component of it (e.g. depository institutions). Thus specific 
risks and exposures; be it liquidity, maturity-mismatch, leverages…etc., 
should be incorporated in the definition, so that properly designed risk 
management policies and tools are in place. 

 Monetary policy and its role in the triggering of financial crises. 
This is an element that should not be left out to address two important 
questions: does a sound regulatory framework exist and an effective 
enforcement of banking supervisory measures is in place? 

 Contagious and the ‘domino’ effects of the failure of a component 
of the system on its smooth functioning are also of prime importance that 
needs to be reflected in the definition in one way or the other. 

Despite the intellectual efforts of the above elaboration, two 
important observations can be made: 

 First, it is very difficult, to say the least, to encompass and/or 
accommodate all such vital and very delicate aspects in a single all-
inclusive definition. Furthermore, the difficulty becomes even more 
difficult when the development of an empirically testable model is to be 
designed based on such a comprehensive definition. After his long 
involvement in academia and in the monetary policy and FS issues at 
various Central Banks, Goodhart (2004) observed the absence of such an 
inclination of a model, “I have become increasingly of the view that what 
needs to be done is to construct an underlying model that can act as an 
intellectual backstop to the systemic FS function, analogously to the way 
that macro-forecasting models provide the intellectual backbone to the 
MPC’s interest rate decision”. Given the difficulty that surrounds such 
an exercise, Goodhart emphasized that ‘there is a long way yet to travel 
[in this road]’. 
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 Second, there are other important elements that have not been 
emphasized enough in the long ‘listing’ approach. Among these is the 
factor relating to the property of a given financial system; does such a 
property dampen and contain financial shocks, or does it, rather, amplify 
and exacerbate them? In other words; does a given financial system have 
‘special’ characteristics or devices that make it crises’ ‘prone’ or crises’ 
‘immune’? This is a so vital issue as the reoccurrence of financial crises 
is becoming a phenomenon that has accompanied the progress and 
development of the conventional financial system for over a very long 
period of time in different continents and countries. Such persistency 
may indicate a fundamental flaw and/or flaws that have to be addressed 
first and foremost before the suggestion of any remedial policies and 
reforms.  

On the basis of the aforementioned discussion and given the nature 
of the reviewed literature, it might be appropriate to give a particular 
attention to the property element to assess the ‘inherent’ stability or 
otherwise of a given financial system. If such a task is successfully 
completed it might be appropriate to identify the internal ‘device (s)’ that 
strengthen the stability or feed its antithesis. 

 
Finally as for the ‘why’ question the inflictions of FCs are well 

known in terms of the huge financial and economic costs, the increased 
frequency and magnitudes of their appearance, the exponential growth of 
financial transactions in comparison to the sluggish growth of the real 
economy (i.e. the financialization phenomenon), the increased 
opaqueness of new instruments and products (Čihák  2006). 

 
If the indirect costs like the rapidly growing number of financial 

stability reports (FSRs) published by central banks over the past few 
decades or so and other initiatives are taken into account, the ‘invoice’ of 
such turbulences will be so enormous for the present and future 
generations. Therefore, there is no disagreement that FS is a vital issue, if 
not addressed properly and its antithesis is not tackled correctly, the 
inflictions of coming crises will be more severe than the ones we have 
witnessed in the recent past. On the basis of this agreement, some experts 
are calling for FS to be recognized as “a state of affairs which is 
conducive to the public’s welfare”, or “an important social objective –a 
public good-” (Allen and Wood 2006, and Schinasi 2007). 
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3. The literature: Analysis and Discussion 

Table (1) below presents a summary of the main findings and 
conclustions of the reviewed literature. The table, also, highlights the 
utilized methods of analysis, the smaple and/or observations that form the 
basis upon which these findings and conclusions rest. It is apparent from 
the last culumn, on the right, that almost all studies( 4 ) claim the 
‘superiority’ and the inherent stability of the IFS over that of its 
conventional counterpart. What are the bases of such claims? And how 
robust these assertions are? 

 From a careful examination of those treatises I found that, the 
authors’ elaborations have been based, implicitly or explicitly, upon the 
following assumptions and arguments: 

1. Debt and leveraging are the main sources of fragility in the current 
system, Askari (2012). These two features are the prime result, to a large 
extent, of the existence of an ex-ante predetermined rate of return in the 
form of ‘interest’ (‘Riba’ or ‘Usury’) in the current practices of the 
conventional financial system. According to the literature, many renowned 
conventional economists, since the beginning of the 19th century till now, 
have observed a number of common features that precede the occurrence 
of financial crises (FCs) (Askari et al. 2012). Among the features relating 
to the existence of ‘interest’ are the following(5): 
                                                            
(4) There are two exceptions to this general trend; one is explicit the other is implicit. 

The explicit is represented by Dr. Naqvi (1981, p. 127) who holds the view that a 
wholly equity-based system “will be highly unstable”.  This is because, according to 
Naqvi, equity-financing, contrast to interest-financing makes the return on 
investment “a function of business conditions in general and of the efficiency with 
which the enterprise is being run. Hence an element of uncertainty is introduced into 
the investor's expectations. Hence, to hedge against the probability of a loss, ways 
and means must be found, through some kind of deposit insurance scheme, to 
guarantee . . . the normal value of deposits. [Otherwise] . . . not only the banking 
system, but the entire economy will become highly unstable”, (Naqvi 1981: 136). 
The implicit view is that of El-Gamal (1997). His study departed from the prevailing 
theoretical framework to construct a model based on ‘close-to-reality’ postulation as 
he portrays. 

(5) It has to be noted that we are not denying or underestimating the contribution of 
other factors in triggering or worsening FCs, like the lax regulations it is a 
methodological consistency that forced us to limit the discussion to factors relating 
to interest. 
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 An extended period of low interest rates in the pre-crises aras as 
was the case in the subprime financial crisis of 2007-2008( 6 ). This 
‘easiness’ relaxation in monetary policy has led to the huge growth of a 
non backed expansion of credit. Soros (2008) noted “when money is free 
[or quasi-free], the rational lender will keep on lending until there is no 
one else to lend to” (Askari et al., 2010). This situation has been 
attributed to the development of another axiom; it is the fact that ‘too 
much money is chasing too few assets’. Under such a scenario there is no 
other way that this ‘too much money’ can be absorbed except through the 
appearance of a buble(s) that will grow without any economic 
foundations. The appearance of a bubble or bubbles will feed the 
expension of the unbacked credit, and the vicious circle continues until 
the bubble (s) burst. If such a situation arose, the huge volume of the non 
backed credit will meltdown, as it was no more than mere promises that 
were sought to be validated at a certain point in the future. Thereafter, 
another  cycle of the bail-out programmes, from the tax payers money, 
and the cheap money sophisticated mechanisms like zero-interest rate 
policy (ZIRP), quantitative easing and other measures will come out from 
‘the conventional box’ of policy makers to the rescue of the ‘too-big-to-
fail’ institutions and to fix other financial and economic distortions. 

 The unique status and sensitivity of interest as a ‘price’ makes the 
maintenance of its ‘appropriate’(7) level a very difficult, if not impossible 
task to attain. Moreover, since its payment is to be made sometime in the 
future; the validation of this payment is not guarateed, Stiglitz (1989) 
explains “the interest rate is not like a conventional price. It is a promise 
to pay an amount in the future. Promises are often broken. If they were 
not, there would be no issue in determining credit worthiness… raising 
the rate of interest may not increase the expected return to a loan; at 
higher interest rates one obtains a lower quality set of applicants (the 
adverse selection effect) and each of one's applicants undertakes greater 

                                                            
(6) Yet these low or even zero-rates are suggested as remedies in the aftermath of FCs. 

This paradox indicates the puzzling dilemma of the interest rate itself. 
(7) A level that makes the economy grew, for quite a lengthy period of time, without 

booms and busts. It should be noted, here, that the concern is not normal business 
fluctuations relating to the ups and downs of the real economy, but rather the 
‘abnormal’ episodes that the economies suffer from as a result of the financial 
turbulences. I found this distinction very important as noted by the French 
Economist Paul Leroy-Bealieu (1843- 1916). 
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risks (the adverse incentive effect). These effects are sufficiently strong 
that the net return may be lowered as the bank increases the interest rate 
characterized by credit rationing”. Buiter (2009) went further by stating 
that “debt, characterized by fixed financial commitments, can be a poor 
financing choice in a risky, uncertain world where the private and social 
costs of default are high…”. Thus guarateeing the payment of this 
‘return’ in an uncertain world of economic activities goes against the 
common sense logic. 

 Minsky (1993), whose work is well known in this field, departed 
from the mainstream posture of the Efficient Market Hypothesis (EMH) 
to propose the Financial Instability Hypothesis (FIH) instead, has been 
cited in various instances in the reviewed literature. Minsky’s extensive 
work, in the study and analysis of financial crises, that has been carried 
out for about forty years(8) led him to conclude that there is a fundamental 
flaw in the conventional capitalis economic systems. This flaw is related 
to the type of financing regime and the contractual arrangements that 
develop over time(9); during booming era in particular "a fundamental 
property of all capitalist economies is the existence of a system of 
borrowing and lending based upon various margins of safety… a debt 
instrument or a lease provides for payments to be made on account of 
both interest and principle. An equity liability has only a contingent 
commitment to make payments, dividends need to be paid only if earned 
and declared, and there is no contractual need to repay principle. For 
any given cash flow, from operations or from the fulfillment of owned 
contracts, the greater the share of equity financing in a balance sheet the 
greater the margin of safety that protects the owners of the non-equity 
liabilities".  

It is, therefore, apparent that based on the above arguments and 
observations, the authors of the reviewed investigations, share Chapra’s 
view that market indiscipline in the current system is the primary cause 
of FCs, and this indiscipline is, inter alia, the result of the risk-shifting 
paradigm under the ‘interest-bearing’ mechanism and the absence of risk-
sharing as is the case under equity and participatory modes of financing; 

                                                            
(8) His first work appeared in 1957, and the last 1996; the year he passed away. 
(9) Minsky believes in the variety of capitalist systems. 
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“the primary cause [of FCs] in our view is the inadequate market 
discipline in the conventional financial system. Instead of making the 
depositors and the bankers share in the risks of business, it assures them 
of the repayment of their deposits or loans with interest. This makes the 
depositors take little interest in the soundness of the financial institution. 
It also makes the banks rely on the crutches of the collateral to extend 
financing for practically any purpose, including speculation… the ability 
of the market to impose the required discipline thus gets impaired and 
leads to an unhealthy expansion in the overall volume of credit”, (Chapra 
2007). Thus to restore market discipline to the system, according to this 
view, a shift has to take place from the heavy reliance on debt financing 
based on interset-bearing instruments, to more of the like of equity 
financing and this will take us to the next point; the nature of financial 
intermedation in an IFS according to the views of the authors of the 
reviewed lwork.  

2. The IFS framework and/or model utilized in the analysis of the 
treatises is the one that is built on  ‘total’ or ‘pure’ equity and  PLS 
participatory modes of financing. This model has been derived on the 
basis of the authors, explicit or implicit, convictions that this is the 
‘Islamic’ system that ought to be sought according to the requirements 
stipulated in the basic sources of Islam. For instance, some authors assert 
that “the Qur’an prohibits debt based contracts”, and “Islam offers a 
system that prohibits all debts” as evidence to support their view. To 
further strengthen this argument, these authors claim that the sort of the 
‘IFS’ they envisage goes in ‘spirit’, if not in line, with the reforms spelled 
out by of some prominent conventional economists in the aftermath of 
major financial turbulences. The Chicago plan of the 1930s and Limited 
Purpose Banking (LPB) of Chamley and Kotlikoff (2009) have been 
referred to as illustrative examples. Futhermore, there have been other 
explicit reference to IF principles by other economists in the light of the 
unfolding inflictions of the 2007-2008 financial crisis. Buiter (2009), for 
instance, states that if ‘too much debt is part of the problem’, reducing 
that level through equitization is part of the solution. This has led him to 
propose “the application of Islamic finance principles, in particular a 
strong preference for profit and loss-sharing and risk-sharing 
arrangements and a rejection of ‘Riba’ or interest-bearing debt 
instruments” (Buiter, 2009) as a possible policy that can be pursued to 
reduce the fragility that the financial system suffers from.  Two years 
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later Rogoff (2011a) echoed a similar tone, “we need to recognize that 
the real problems [in the financial system] are rooted in excessive 
concentrations of debt.. If G-20 governments stood back and asked 
themselves how to channel a much larger share of the imbalances into 
equity-like instruments, the global financial system that emerged just 
might be a lot more robust than the crisis-prone system that we have 
now”. He went further to point out that “Western policymakers and 
economists often portray Islamic financial systems, with their 
emphasis on shared risk and responsibility in lending, as less efficient 
than western systems that put no strictures on debt. 
Yet one can equally argue that Western financial intermediation is far 
too skewed towards debt, and as a consequence generate many 
unnecessary risks”, Rogoff, 2011b: 3). Chong and Ming-Hua (2009), also 
pointed out that the profit and loss sharing system subjects interest-free 
banks to greater market discipline. 

The above  points (1 and 2) are the two fundamental assumptions that 
the authors have relied upon in their analysis to support the FS 
superiority of the IFS over that of its conventional counterpart.  
Nonethless, it has to be noted that these sort of studies tend not to give 
due consideration to very fundamental issues. Among these are: the 
application of the ‘aspired model’ is, at the end, bound by the strong and 
proper adherence of ‘humans’ to the Islamic rules on one hand, and the 
laws and regulations that prevail at the time of the application, on the 
other. Both factors are determinetal in success or otherwise of the ‘ideals’ 
that are presumed in these researches. Some authors did acknowledge 
these facts by highlighting the tax and regulatory ‘biases’ of most, if not 
all jurisductions, towards debt instruments, particularily interest-based 
modes. Others have pointed out to the ‘heterogeneity’ reality of 
economic agents under an applied IFS, where the whole Islamic system 
is not fully applied. Therefore, they questioned the ‘realisticity’ of the 
presumption that “Muslims always practice Islam and abide by its 
teachings in financial activities and daily life” (El-Gamal, 1997 and 
Hassan and Kayed, 2010). The degree of such an adherence varies 
considerably. Moreover, ‘adherent’ or ‘practicing’ Muslims are not 
leaving in an ‘isolated’ village. Their societies, their economic and 
financial dealings do interact with economic agents of other faiths and 
cultures. Such reality will affect the sort of the ‘possible’ and probably 
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‘plausible’ financial model for that society or community. In the light of 
these and other factors some Muslim economists have gone further by 
acknowledging the ‘inaccuracy’ proposition of the ‘pure’ equity 
financing regime under the Islamic system to be the ‘only inclusive’ 
model.  For instance, in an unpublished note Zarqa(10) (2012)  states, “I 
asserted [in the 1983 article] that in an Islamic system... all business 
financing must be based on various forms of equity… I realized later that 
this assertion is not justified neither by Islamic Shari‘ah nor by the 
reality of Muslim economies past or present… This being the case, it 
becomes important to further examine the stability implications of 
Islamic debt(11) vs. conventional debt.’(12).  Hence, it is a gross error to 
rule out debt and debt instruments completely from an Islamic financial 
system, as some have suggested. This would neither be feasible nor 
possible.  

Moreover, the assertion that Islam ‘prohibits’ debt is an imprecise 
interpretation of the Islamic view point. One, but strong evidence may 
unveil that claim. It is the fact that the longest verse in the Qur’an is the 
verse of debt (Chapter 2, Verse 282). Ironically, this verse came straight 
after the latest and the strongest verses that prohibited and condemned 
Riba in a very explicit and comprehensive manner. The verse provides 
detailed measures and procedures that can be utilized and implemented to 
safeguard the interest of the parties entering into debt contacts, including 
deferred and installment sales. As a result, throughout the history of the 
Muslim societies and states dealing with debt instruments have been 
practiced. Indeed, there are ‘discouraging’ statements in the basic sources 
of Islam against the use of debt(13), but that does not make it ‘illicit’ or 
‘impermissible’. There has to be a clear understanding and distinction 
between the two stances. Moreover, the practice of the Islamic banking 
shown insignificant presence of PLS mechanism on the assets side of 

                                                            
(10) We are thankful to Zarqa for this and sending us a soft copy of his 1983 article. 
(11) While accepting the possibility of establishing an accepts an IFS based on debt 

Zarqa noted that : “(a) re - financing of old debt by issuance of new debt and (b) 
selling of debt to third parties, are both strictly prohibited”, under such a system. 

(12) We are thankful to Prof. Dr. Zarqa for providing us with this note along the 
original 1983 article as it was published at that time.  

(13) See Al-Suwailem (1999). ‘Mawqif As-Shari‘ah Al-Islamiyah Mina Ad-Dayn (The 
Stance of Shari‘ah on Debt)’. Reprinted in Al-Suwailem (2011). ‘Qadayah Fil 
Iqtisad Wa At-Tamweel Al-Islami (Issues in Islamic Economics and Finance). 
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these institutions. For instance, Al-Shubaily (2011) found that PLS 
modes of financing on the asset side of twelve Saudi banks constitute no 
more than three per cent of the total assets of these intermediaries. In 
Malaysia, the situation is even worse. According to Chong and Ming-
Hua (2009) ‘only 0.5% of Islamic bank financing is based on the PLS 
paradigm of Mudarabah (profit-sharing) and Musharakah (joint venture) 
financing’.  

On the liabiliy side in the Malaysian case ‘Mudarabah (profit-sharing) 
deposits, which account for 70% of total Islamic deposits, are more 
predominant’ (Chong and Ming-Hua 2009). But this ‘theoretical’ 
arrangement has to be treated carefully as Chong and Ming-Hua (2009) 
have shown in their work that ‘Islamic deposits are not really interest-
free, but are very similar to conventional-banking deposits’.  

In spite of the above reservations, it has to be acknowledged that IBs 
have shown relative stability to the first wave of the last global financial 
crisis of 2007-2008. As a result, their ‘theoretical’ proposition of pure 
equity or ‘superficial’ link of financing to real activities may bring more 
discipline to the financial system. And this takes us to the asset-backing 
principle that govern the operation of IFIs. This principle has not been 
discussed thoroughly in the reviewed theoretical studies. Discussion of 
the effect and impact of  such a principle is left to the empirical part of 
the ‘parent’ research.  

Finally the essetienl message that the authors would like to make 
centers around the greater role that should be given to risk-sharing 
paradigm in the World of finance as opposite to risk-shifting paradigm 
that dominates the current practices of the financial system, “whether the 
reforms implemented are called the Chicago Plan, Limited Purpose 
Banking, or Islamic finance, the message is unified: the world needs a 
financial system that reduces risk-shifting and debt financing in favour of 
risk-sharing and equity financing in order to create a financial system 
that promotes growth and minimizes instability” (Askari,  2012).  It 
seems that this plea is gaining some support and recognition from 
renowned conventional economists as well; like Rogoff and Buiter as we 
have seen before. 
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I think there is a strong case  for this message and in the analysis and 
argument of these authors. This plea deserves due consideration if policy 
makers and economists would like to widen the prospects beyond the 
‘tool boxes and policies’ of the conventional wisdom.  

Table (1). Summary of the Findings and Conclusions of the Reviewed Investigations. 

Author (s) 
and 

Publication 
year 

Sample Method of Analysis Main Findings 

Zarqa, M. A.  
(1983) 

 Tentative remarks; e.g. Agreement 
of  Many conventional economists  
that debt financing is a major factor 
destabilizing investment in capitalist 
economies,  the speculative demand 
for money is a source of instability in 
the Keynesian system, the view held 
from corporate finance that an 
increase in debt-financing (as opposed 
to equity-financing) of a firm 
increases its risk of insolvency and 
magnifies the relative fluctuations, 
“hot money” movements are a 
destabilizing factor, and strict 
prohibition of interest  eliminates the 
loan market, and implies that all 
business financing must be based on 
various forms of equity.

 Equity financing is intrinsically 
more stable than one based on 
interest. 

Chishti , S. U. 
(1985) 

 The relative stability of 
investment under the two systems 
of fixed and flexible returns to 
capital is examined through 
qualitative general model of two 
differential equations to express 
financing conditions and investment 
behaviour. 
 The model put forth here is 
closely related to Minsky's 
approach of analyzing the 
inherently unstable character of a 
financially developed and 
sophisticated capitalist economic 
system. 
 The added wrinkle to Minsky’s 
model is to interpret the fixity of 
financing terms, vis-a-vis the 
uncertainty of profits to be mainly 
responsible for the gap between cash 
flows and payment commitments.

 The spread between cash-flows 
(i.e., profits) and payment 
commitments (i.e., interest 
payments) which is the main source 
of instability in investment. 
 The real source which generates 
the abovementioned gap is the 
fixity of the dated payment 
commitments versus the uncertainty 
of cash flows. 
 IF has a built-in stabilizer to 
reduce the volatility of investment. 
 Islamic financing facilities make 
the payment commitments a 
function of cash flows. 

Khan, M.   
(1986) 

 Theoretical aggregate 
macroeconomic model is used to 
study the behavior of the Islamic 
banking system. The framework is 
based upon the model developed by 
Meltzer (1951) and extended by 
Fernandez (1984).  

 The Islamic banking model; 
based on equity and participation 
bears resemblance to proposals 
made in the literature on the 
banking reform in many countries, 
especially USA. 
 The IB model may prove to be 
better suited to adjusting to shocks 
resulting from crises (i.e. shocks to 
assets are absorbed by liabilities). 
 The real values of assets and 
liabilities in this model would be 
equal at all points in time. 
 The banking system discussed in 
the paper is a ‘two-window’ model; 
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Author (s) 
and 

Publication 
year 

Sample Method of Analysis Main Findings 

one window for demand deposit 
(100% reserve + no return or 
interest to be paid), the other for 
investment purposes based on PLS 
or equity mechanisms (no 
guarantees on principal and return + 
no official reserve requirements). 
 Many eminent western 
economists (e.g. Fisher (1945), 
Simons (1948), Friedman (1969)) 
Western economists have argued 
that the current (one-sided liability) 
interest-based financial system is 
fundamentally unstable.  

Mirakhor, A. 
and Zaidi, I. 
(1991) 

 Development and use of a simple 
general equilibrium model for an 
open-economy to compare the 
stability of an interest-free PLS –
based or an equity-based economy 
vis-à-vis the prevailing interest-
based system. 
 The study is an extension of 
previous researches that have been 
based on a closed-economy 
presumption (e.g. Khan (1986). 

 The IFS has the capacity for a 
better adjustment to 
macroeconomic disturbances that 
require the shifting of resources 
from traded to the non-traded sector 
than does the conventional interest-
based system. 
 The IFS would be based on a 
‘two-tier Mudarabah’, or the ‘two-
windows model’; 100 per cent 
reserve for demand deposits (i.e. 
deposits of this category are 
regarded as Amanah (safe-keeping), 
and a PLS arrangements for 
investment deposits.

Zuberi, Habib 
A. (1992) 

Time-
series data 
covering a 
period 
from 1973 
to 1989 on 
Pakistan 
were used. 

 A modified version of the 
Keynesian type demand function 
for money has been applied 
 Separate estimates were made for 
the velocity of circulation of 
money. 
 The hypothesis: public’s demand 
for non-interest bearing money 
tends to be stable relative to the 
interest-bearing demand for money. 
 

 The velocity of circulation of 
money has been stable. 
 The desired demand for real 
money is positively related to real 
GDP and negatively to interest rate.  
 The active support by the 
government in the operations of the 
banking industry can bring about 
the desired results. 
 The results do not support the 
hypothesis that the publics’ demand 
for money tends to be more stable 
in the absence of interest-bearing 
financial assets.

 El-Gamal, 
M. (1997) 

 The stability of the institution of 
Islamic banking from a micro-
economic point of view, where the 
survival of this institution depends 
on its ability to maintain sound 
financial positions for its customers 
(devout Muslims, and others). 
 An evolutionary game-theoretic 
model of the dynamics of Islamic 
banking in the existence of other 
interest-based financial institutions. 

 ‘The necessary and sufficient 
condition for Islamic banking to 
survive in the long run is the 
existence of agents who are willing 
to interact symmetrically with the 
Islamic and the interest-based parts 
of the economy, and that those 
agents deal amongst themselves in 
an Islamic way’. 
 The Malaysian experiment of a 
dual-system that support and 
regulate the two ‘tiers’ may support 
the author’s finding. 
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Author (s) 
and 

Publication 
year 

Sample Method of Analysis Main Findings 

Chapra, M. U. 
(2005) 

Observati
ons about 
recent 
crises. 
Examples 
: The US 
stock 
market 
crash of 
1987, the 
bust of the 
Japanese 
stock and 
property 
market 
bubbles in 
the 1990s, 
the 1992-
93 ERM 
breakdow
n, the 
Mexican 
crisis of 
1995 .

 Systemic and intellectual 
analysis based on observing the 
recurrence of financial crises over 
the past few decades. 
 Arguments and analysis of some 
conventional economists and 
institutions about the imbalances 
created by interest-based 
instruments. 

 ‘Interest’ creates market 
indiscipline because of the 
assurances given to a depositor or a 
banker to claim a return without 
participating in the risks of the 
banking business. 
 Greater role for equity and risk 
sharing instruments to bring market 
discipline and stability to the 
financial system.  

Chapra, M. U. 
(2008  & 
2009) 

Observati
ons about 
recent 
crises. 
Examples 
: 

he US 
stock 
market 
crash of 
1987. 

he Asian 
crisis 
1997-98 

he Long-
Term 
Capital 
Managem
ent 
(LTCM) 
collapse in 
1998. 

he 
‘dot.com’ 
bubble 
burst in 
2000. 

he US 
sub-prime 
mortgage 
crisis of 
2007. 
 

Intellectuel analysis and arguments 
based on:  
 The ‘impossibility’ of designing 
a new financial architecture without 
first determining the primary cause 
(s) of the crisis or crises.   
 The work of eminent Western 
economists ; e.g. Fisher,  Simon, 
Galbraith, Minsky and Rogoff with 
regard their analyisis of the 
recurrence of Financial crises (FCs) 
and their ‘call’ for Greater reliance 
on equity financing’. 
 The absence of the ‘risk-sharing’ 
element in financial practices 
created the ‘market indiscipline’, 
and thus the culmination of the 
abnormalities of ‘debt explosion’, 
‘high leverages’, and speculation. 

 The false sense of immunity 
from losses introduces a fault  line 
into the system. 
 One of the major causes of these 
crises is the absence of risk-
sharing, ; Risk-sharing along with 
the availability of credit for 
primarily the purchase of real goods 
and services = greater market 
discipline + reduction in instability. 
 Greater role for equity financing, 
but debt still has a role to play. 
 The widening of the ‘housing 
finance cooperative’ schemes to 
cater for the needs of the like of the 
‘sub-primers’. But the pool of 
money sources should be extended 
to include: banks, corporations and 
rich individuals. 
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Askari et al.   
(2010) 

Sequence of analysis and arguments 
to conclude the inherent stability of 
the IFS vis-à-vis the inherent 
instability of the CFS. The analysis 
has been based on: 
 Deduction of the common factors 
that led to FCs to draw the general 
pattern of the identification and 
sequence of these factors.  
 The factors that led to the crises 
are absent in the IFS. 
 The proposed plans to eliminate 
crises factors from the financial 
sector like the Chicago plan and 
Limited purpose banking (LPB) 
proposed after the INFC are of 
equity nature of the financial claims 
and obligations. These proposals 
resemble the IFS which is an 
equity-based system.   
 A theoretical model to prove the 
inherent stability of the IFS. This 
model is based on the classical 
assumption of full employment 
equilibrium. Besides, total 
preclusion of debt and debt trading. 

 The general pattern displayed by 
the historical record of FCs reveals 
that ‘each episode was preceded by 
rapid credit expansion, a 
speculative boom and excessive 
price volatility in one or more asset 
classes. This boon is then followed 
by a burst of that asset. This in turn 
leads to asset price deflation and 
banking failure’. 
 ‘Conventional banks (CBs) fail 
to meet inherent stability conditions 
even in the presence of prudential 
regulations’ [p. 209]. 
 ‘The instability of the 
conventional finance is not limited 
to the role of commercial and 
investment banks’. 
 ‘The credit multiplier notion is 
irrelevant for IF. The corresponding 
notion is savings multiplier’. 
 The main principles of IFS like 
the prohibition of interest contribute 
to its inherent stability. 
 IBs do not create and destroy 
money through the credit multiplier 
as is the case under CBs. 
 ‘The classical model, based on 
full employment, is representative 
of an Islamic economy where 
interest is precluded’. 
 ‘An IFS is a PLS equity-
participation system’. 
 The equity-based system is not 
an alien to the Western thinking in 
financial intermediation. 
 Under the IFS maturities of 
assets and liabilities are assumed to 
be matched.

Iqbal, Z. & 
Mirakhor, A.  
(2011) 

 Systemic and intellectual 
analysis of the prolonged episodes 
of financial turbulences and some 
of the proposals that have been 
suggested by some eminent 
conventional economists. 
 The Chicago plan, the limited 
purpose banking (LPB), and the 
analysis of conventional economists 
like Fisher, Allais & Minsky have 
been referred to as a proof for the 
inherent instability of the 
conventional financial system. 
 Besides the reference to the 
credit multiplier and money 
creation under the conventional 
system as endogenous features that 
feed the persistent instability of the 
conventional system. 

 ‘Only a financial system along 
Islamic principles is immune to 
instability’. 
 ‘For a given regime of financial 
institutions, the lesser the weight of 
debt refinancing, the greater the 
stability of the system to be’. 
 ‘The Islamic system would not 
be expected to experience deep 
boom and bust cycles’. One of the 
reasons for this feature; ‘IBs do not 
create and destroy money’. Besides 
financing is tied to real activities, 
no speculation, gambling and the 
like’. 
 The ideal IFS would be based on 
‘two-window’ model of 
intermediation; 100 per cent reserve 
for demand deposits, and a PLS 
mechanism for investment deposits. 
This last feature will eliminate the 
rigidity of the interest-based system 
in its guarantees of principals and 
‘returns=interests’ in isolation from 
the performance of real activities.   
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Hassan, M. K. 
and Kayed , 
R. (2009) 

 Systemic analysis of the causes 
of the crisis and measuring these 
causes against the intrinsic 
principles of the Islamic financial 
system. 
 
 The resilience of the IFS is seen 
through the absence of the factors 
that led to the sub-prime crisis; 
‘Such crisis would not have 
occurred under an Islamic financial 
system – due to the fact that most, if 
not all, of the factors that have 
caused or contributed to the 
development and the spread of the 
crisis are not allowed under the 
rules and guidance of Shariah’. 

 ‘Government bailouts of existing 
banking system neither present long 
term solution to the problem nor 
give assurance that similar crises 
will not happen in the future’. 
 ‘Evidence at hand strongly 
suggests that IF is well endowed to 
deliver noteworthy contributions 
towards a more healthy and stable 
international economy’. For 
instance, ‘the principle of, ‘no pain, 
no gain’ embedded in the Islamic 
financial structure … [can] help 
introduce greater discipline into the 
financial system’.  
 Theoretically, it would be 
impossible for a crisis resulting 
from the factors that triggered the 
like of the subprime mortgage crisis 
to take place in the Islamic capital 
markets sector’. This is due to 
several reasons; among them are: 
ban on interest, ban of selling what 
one does not own or possesses, ban 
‘to sell a debt against a debt, IF is 
based on equity capital rather than 
debt. 
 The above results are based upon 
many assumptions. The foremost 
among them is ‘Muslims always 
practice Islam and abide by its 
teachings in financial activities and 
daily life’.  
 ‘There is no absolute assurance 
that IF, once mature, will weather a 
similar financial crisis in the future 
unless it commits itself to being 
Shariah-based (the substance) rather 
than Shariah-compliant (the form)’. 
Therefore, only ‘an honest 
implementation of Islamic theory of 
finance is potentially capable of 
solving, and in all probability 
averting, such crises from happening’. 

Askari, H. 
(2012) 

 The analysis has been based upon 
the following arguments: 
 The assertion that ‘The Quran 
prohibits debt based contracts (p. 
5)’ and ‘Islam offers a system that 
prohibits all debt (p. 8)’ 
 ‘An Islamic bank is assumed to 
match deposit maturities with 
investment maturities’. 
 Stability of the IFS is seen 
through the ‘lenses’ of the 
instability of the conventional 
system. The analysis is based ‘debt 
prohibition or elimination and its 
associated characteristic ‘risk-
shifting’ to ‘equity and 
participatory financing’ with ‘risk-
sharing’ as its main instinct. Use of 
some recent financial turbulence, 

 ‘The absence of debt and 
leverage, financial failure is 
localized and prevented from 
infecting the entire financial 
system’ 
 ‘Commercial banks to restrict 
their mandates to two activities: (i) 
cash safekeeping (100% reserves 
against checking deposits), and (ii) 
investing client money in a mutual 
fund. 
 ‘Full government monopoly in 
the issuance of currency. 
Commercial banks are barred from 
‘money creation’’. 
 ‘The tax bias against equity 
finance must be removed, if 
policymakers want to eliminate 
recurring of financial crises’. 
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such as the US subprime as an 
evidence for that. 
 ‘Conventional banking is based 
on a fractional reserve system that 
creates money and encourages 
borrowing and leveraging’. Assets 
and liabilities mismatch has become 
a chronic feature of such a system. 
 Proposals to reform CFS close the 
IIFS are neither new nor alien in the 
West (e.g. the Chicago Plan and LPB).

 ‘Policy makers must discourage 
excessive borrowing, leveraging, 
and risk-shifting and instead 
encourage risk-sharing and equity 
finance’. 
 

Shafique et al. 
(2012). 

The research is based on a 
descriptive framework by extracting 
important information and 
conclusions about IB performance 
from various reports and studies 
during the recent financial crisis of 
2008.  

 ‘Performance of Islamic banks 
during the global financial crisis is 
better than conventional banks’. 
Thus they are ‘more stable’. 
 ‘Risk in IBs is less than their 
conventional counterparts, because 
of their interest free nature’. 
 ‘Because of global financial 
crisis there is increasing demand of 
Islamic Financial system in 
Western world’.  
 ‘It is proved from all reports, 
past records, famous authors and 
experts views that there is a less 
impact of global financial crises on 
Islamic banking system’. 

 

4 - Concluding remarks.  

This paper has reviewed and analyzed about fifteen IEs and finance 
literature that have examined the stability of the IFS vis-à-vis its 
conventional counterpart. Based upon this analysis and thorough 
discussion, the following remarks can be made: 

 Despite the tremendous efforts that have been devoted to financial 
stability over the recent past, the world is still in ‘the search’ for its 
attainment.  

 Given the interdependence and the complex interactions of 
different elements of the financial system among themselves and with the 
real economy FS proves to be a very difficult term to be accurately 
defined. As a result, the construction of a useful model that encompasses 
these delicate aspects is even harder to obtain. But it might be a 
worthwhile exercise to devote some effort to overcome some of the 
stalemates that surround this thorny issue.  



78                                                    Ahmed Belouafi 

 It seems that under the capitalist financial system that has evolved 
over the years there are financial arrangements that breed its stability and 
others that feed its instability. The reviewed literature indicated that the 
interest-bearing modes are the prime source that feed instability, and the 
like of equity financing may help the system to enhance its immunity to 
financial shocks and turbulences.  

 If the IFS prove to be inherently stable, theoretically and 
empirically, I think the two fundamental ‘devices’ behind that are: risk-
sharing and asset-backing principles. This by no means should be 
interpreted as an underestimation or unimportance of other tenets of IF. 

 The current regulatory, supervisory and tax framework proved to 
be biased towards interest-bearing debt instruments. This fact has been 
pointed out, not by the authors of the reviewed literature but by other 
prestigious institutions like the IMF, the EU and other conventional 
economists.  Therefore, if policymakers incline to achieve certain degree 
of stability, a shift has to be made to provide a ‘level playing field’ for 
equity modes of financing. 

 Dr. Chapra and the ‘IMF-World Bank Muslim economist 
professionals’ have been the most proactive researchers in this aspect of 
the IFS. Their work has been persistently carried out from mid-1980s till 
now. As a result, can an ‘Islamic’ hypothesis that pin-point to the ‘cause 
of all causes’ of FCs, be developed out of these rich analyses and 
literature? 

 Though debt is discouraged under the IFS, this should never be 
equated to a ‘total’ ban of debt instruments and arrangements. Therefore, 
there is a dearth need for the ‘revisiting’ of ‘Islamic theorems’ of 
financial intermediation to assess their relevance and practicability. Thus, 
there might be a variety of models to cater for the various needs and to 
adapt to certain impediments. 

 History has shown that the regulatory and supervisory financial 
framework is a prerequisite for the successful implementation and 
safeguarding of financial systems. The IFS is not an exception in that. 
Hence, to exalt the system’s optimality, an enabling environment for its 
nourishment needs due consideration. 
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ل اإلسالمي واالستقرار المالي:  التمو
ة ات النظر   مراجعة األدب

 
 د. أحمد مهد بلوافي

  معهد االقتصاد اإلسالمي –احث 
ة –جدة  –جامعة الملك عبدالعزز  ة السعود   المملكة العر

  
قارب  المستخلص. الدراسة والتحلیل نتائج ما  تستعرض هذه الورقة 

حثًا تناول  مسألة االستقرار المالي للنظام المالي خمسة عشرة 
حث إلى  . یهدف ال اإلسالمي، في مقابل النظام التقلید الرو
حاث  استخالص أهم النتائج والخالصات التي توصلت إلیها تلك األ

ها.  ل  –وتتعرض الورقة  للتعرف على مد صالبتها وتماس ش
ة االستقرار المالي في  -مختصر ة. لتعرف وأهم ات التقلید األدب

ه إجماع  إلى أن  - من الدراسات الُمَراجعة –أظهرت النتائج وجود ش
ة، وأدوات    النظام غ حقوق الملك المالي اإلسالمي القائم على ص

غ  ة أكثر استقرارًا من النظام المالي التقلید القائم على ص المشار
ة وتماسك هذه النتائ ة. ما مد صال ج؟ وماهي األسس المداینة الرو

ات التي ُبنیت علیها؟ مثل هذان السؤاالن وغیرهما من   والفرض
  األسئلة ذات الصلة محور النقاش والتحلیل في هذه الدراسة.
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Most analyzes of the financial crisis have focused on the 
responsibilities of the actors, and the report of the Commission of Inquiry 
established by Barack Obama and the U.S. Congress in 2009 to examine 
the causes and course of the financial crisis takes a similar approach. It 
ended with the observation that: “[t]he crisis was the result of human 
action and inaction, not of Mother Nature or computer models gone 
haywire.” Besides the fact that the notion of a model is reduced here to 
its computing aspects, this conclusion completely ignores a phenomenon 
which is nevertheless easy to understand: financial management – and 
therefore human actions – are instrumented professional practices. That 
is to say they are equipped with technical and mental tools whose 
linkages are assumed to be rational (Chiapello and Gilbert, 2009). These 
various tools clearly shape professional behavior, to the extent that the 
relationship between effective management, management tools and the 
managers that use them has been described as “management technology” 
(Gilbert, 1998). Many studies have shown that there is a real influence of 
management tools on behavior and the principles of organizational 
standardization (Berrebi-Hoffmann and Boussard, 2005). Even if the 
analysis stresses human choice – perverted by greed, or power 
(management boils down to competition between men) – the fact remains 
that those who decide, those who have power, those who command are 
also equipped with technical and mental tools. It is therefore important to 
investigate how the command structures and human action are equipped. 
For example, are such technical or mental tools made up of: job 
structures, performance evaluation systems, compensation rules, methods 
of performance evaluation, calendars, timelines etc.? It has been shown 
that modern finance should be treated as a real scientific and industrial 
sector risk (Armatte, 2009), that is an activity which simultaneously 
implements ideas, theories, models, mechanisms and institutions. The 
actors’ decision-making equipment in this area is constituted in particular 
of representations of risk. Vigilance concerning the components of this 
equipment is therefore necessary in the case of financial supervision. 

 
This article presents and stresses the importance of the inclusion of 

these technical and mental tools of representing risk within the area of 
vigilance to be implemented in the ethics of finance. For this, the 
research here uses the notion of the performation of professional 
practices by financial theory, through the channel of management 
measures for financial institutions – the technical and mental tools of 
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professionals in these institutions, but also regulators and standard 
setters. Part I presents the notion of performation in the way management 
tools shape professional finance and in this sense constitute a true 
“invisible technology” (Berry, 1983), which is all the more dangerous as 
it is ignored. Part II proposes the main outlines of a program of 
supervision for financial activities, by extending the scope of monitoring 
to the technical and mental tools of risk representation by professionals. 
 
The financial logos and calculative rationality  

Technical and mental tools fix the formats of action, and create a unity of 
action among groups which sometimes have conflicting interests: they 
produce a sort of organized action. It is certainly a unified vision of the 
company, presented as an organization oriented to a clearly defined 
purpose. This is a sociological perspective that removes all conflicts and 
any lack of coordination between different departments, as well as 
internal power issues. It can therefore be regarded as not being especially 
realistic (Cyert and March, 1963). However, regardless of specific 
situations or internal conflicts, management actions and tools are 
responsible for things which remain unified and finalized in a company. 
The strategy of a company is marked by a system of management and 
information (e.g., integrated Enterprise Resource Planning or ERP). On a 
daily basis it creates management actions and decisions embodying a 
management philosophy in technical measures (Hatchuel and Weil, 
1992). Persons responsible for management can thus be considered as 
“servants of a rational rule” (Boussard, 2005). From this point of view, 
companies are part of the historical trend to the rationalization of 
modernity described by Max Weber, in the sense that the project 
manager is rational and technical. The intention of rationality by the 
project manager has been accentuated in contemporary mathematical 
finance, whose rationality is essentially computational. This promotes the 
automation of decision-making, with transaction programs in high-
frequency trading being the latest illustration of this approach. 

 
The three dimensions of the project for management, control, 

performance and rationality have together been called the “manager 
logos” (Boussard, 2008), that is to say, both an organizing principle of 
professional practice and a discourse supporting these practices. This 
discourse is composed of three kinds of productions: written (such as the 
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formalization of rules for investment or risk dispersion), oral (e.g., the 
discourse on what should be the proper financial management of a 
pension fund or an investment bank) and technical (e.g., the methods of 
calculation of risk or equity). This notion is applied and extended here to 
the financial sphere, characterized by an exacerbation of calculative 
rationality, and term “financial logos” is introduced. The financial logos 
is a structuring discourse which is incorporated into the financial 
management arrangements of banks, insurance companies, asset 
management companies and into the practices of monitoring and 
controlling financial activities. 

 
This structuring discourse concerns in particular representations of 

risk, a specific risk culture controlled by the epistemic authorities of 
financial standardisation (Lebaron, 2009; Vanel, 2010), that is to say a 
sharing of mandatory knowledge. Financial logos stems from a school of 
thought on risk, based on setting simplistic probabilistic measures in 
situations of uncertainty. It has had the effect of contracting time to the 
most immediate short-term (profitability, solvency) and contaminating 
prudential and accounting standards in a hegemonic way. Today, despite 
the crisis, the financial logos continues to “talk” and continues to 
influence the ideas at work in attempts to overhaul the economic system. 
To understand how the financial logos structures professional activities 
(financial praxis) requires understanding how it is incorporated into the 
systems and tools for managing professional finance.  

 
A Dangerous but invisible Technology 

Management technology has two main functions (Berry, 1983). On the 
one hand, the reduction of complexity: to respond to the complexity of 
the situations and the need for action, professionals rely on “abstracts of 
truth” and “abstracts of good” (in the form of statements that become 
vernacular thought such as “the expected return on equity is 15%”), 
shortcuts that save time, “portable gospels” (William, 2002), or “simple 
ideas” (Lordon, 2000). On the other hand, the introduction of automatic 
behavior: for dealing with most urgent issues and optimizing the 
judgments of them, professionals rely on organizational routines. These 
are routines that lead them to make choices beyond their control, or even 
consciousness. 
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In the common understanding of management technology, tools are 
traditionally apprehended only through their technical dimension, 
confined in a world of pure rationality. Technical and mental tools are 
seen as neutral, as the means of transmitting objectives and decisions 
taken at the top, down through the hierarchy. Management tools are a 
kind of transmission belt of senior executives’ wishes without defects, as 
a means to safely applying what their users want. According to this 
understanding of the action of senior executives and management tools, 
the manager is seen as an engineer of the economy who must choose the 
right tools corresponding to the problems needed to be solved.  The 
management team is viewed as the crew of a ship that is steered using the 
best navigation procedures to move forward in the right direction. 
Management tools are perceived as loyal servants at the hands of their 
directors’ wishes: “let’s decide correctly, and stewardship will follow”. 
The economic laws of the market include various constraints which may 
extend to the non-financial sphere (the environment, social issues, ethical 
considerations etc.). These constraints may be met by appropriate tools 
implemented by people who make management decisions. In this 
mechanistic view of the financial world, management sciences are to 
decision-makers what ballistics are to gunners (Berry, 1996): effective 
methods for achieving a specific goal by calculating the best path. The 
intended effect (as in ballistics) is obtained if the choice of the tool and 
its use are correct. This is why the U.S. report underlines the aspirations 
and responsibilities of leaders: as soon as financial management tools are 
seen as neutral, then only desire corrupted by avarice and greed can 
explain the collapse of the financial system. 

 
The danger in such a technical approach to management approach 

is that it does not see how this technology guides players in a direction 
they do not necessarily want to take. It does not sense the financial logos 
in the technical tools. Several reasons have been advanced to explain this 
blindness (Berry, 1983). First, the idea that decisions follow 
mechanically from the effects of the instruments set up by humans – a 
direction that was not originally intended and according to a logic that 
can escape them – seems to be an interference with the exercise of free 
will and can hurt feelings of human dignity. Second, the mechanism of 
decision dehiscence (or opening up and implementing decisions) by 
routines emanating from the technical tools is not visible to those 
executing decisions or to decision-makers. Neither group perceives the 
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hidden determinism of the management tools, nor do they seek to 
challenge them: the former because they accommodate themselves all the 
better to such tools which give them areas of freedom (especially as the 
more simplistic a management tool is, the greater the margin of 
maneuver left to the user), and second because it is not in their field of 
strategic concern. They are occupied by other issues, or lack time to think 
about it what such tools do (“it is a matter for technicians; see it with the 
experts”). Finally, the theoretical knowledge necessary for the practice of 
management usually ignores questions about the impact of the tools on 
the functioning of organizations. A framework of thinking is created for 
senior executives in which the inertia of management devices is denied. 
This is a mechanistic approach which corresponds to an epistemological 
position dating from the nineteenth century (Hatchuel, 2010). 

 
The Performativity of the Financial Logos 

This technology is particularly dangerous because it is invisible and as its 
effects are “all the more formidable when left to play in the shade” 
(Berry, 1983, p. 4). It is therefore of primary importance to the ethics of 
finance to drop the mechanistic view of the 19th century and to 
understand that not only does stewardship not follow management 
decisions, but that in some cases it even betrays them. Analyzes of the 
crisis based purely on considerations of good conduct and which offer 
explanations based on arguments of irrationality or greed that corrupt 
actors' decisions are incomplete. They overlook the impact of technical 
and mental tools of risk representation (taken from financial theory) 
which are used in decision-making. This is the intellectual or material 
equipment that promotes disastrous decisions or prevents the right 
decisions from being taken, due to a formatting of cognitive judgment 
categories. For example, if one considers that the likely loss of a market 
position is in the order of 100, while another calculation would show a 
more reasonable order of magnitude of 500, then the representation of the 
world using tools with the 100 loss does not encourage the financial 
institution to be prudent in taking risk. Indeed, in the case where an 
envelope of the equity is invested, it may lead to additional arguments to 
increase exposure further (the behavior is seen as safe because it remains 
within possible limits). This 1 to 5 gap is exactly the difference in the 
level of actual and calculated risk for “subprime” mortgages. These had 
been undervalued by this order of magnitude using a simplistic 
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representation of default risks, calculated in the models of the credit 
rating agencies (Le Courtois and Quittard-Pinon, 200x). To characterize 
this dimension of actors being swept along by technical and mental 
equipment, it is possible to speak of a “theory effect” (Bourdieu, 1982). It 
describes this particular phenomenon in which a theory becomes a social 
force as soon as it changes professional practices. More generally, 
inclusive notions of performativity and performation are used today. 

The terms “performativity” and “performation” were first 
employed in economics by Michel Callon (1998) and to describe and 
generalize the phenomenon whereby the effects of reality are produced 
by a scientific activity. These words stem from the old French 
“parformer”, meaning to put into format, and refer to the shaping of 
professional practices by theories underpinning them. The potential of a 
theory to shape practices, material and concrete devices is called the 
performativity of theory, while performation refers to the effective 
shaping action. These terms are derived from the philosophy of language 
and the theory of speech acts, acts called “performative utterances” 
(Austin, 1962). Unlike statements of observation (“it is beautiful”), 
descriptive (“this house has three floors”), prescriptive (“you must leave 
the eggs three minutes in boiling water for them to become hard”) and 
normative (“you must follow the rule of the written investment 
instructions in the Fund”), the performative utterances produce an effect 
on the social world. They build social phenomena (“I now pronounce you 
husband and wife”). A creative word here produces a social effect. By 
extension to this linguistic sense, the performativity of economics (or 
finance) means taking the role of theories in practical training in the 
precise sense that “scientific theories and models are not statements of 
findings; they are actively engaged in the construction of the reality they 
describe” (MacKenzie, Muniesa and Su, 2007). Paraphrasing Psalm 32, it 
could be said that “the financial logos speaks and what it says happens.” 

It has been possible to verify the relevance and fruitfulness of the 
study of performation by  highlighting the role of finance theory in 
several cases: the social construction of contemporary financial markets 
(Muniesa, 2000; MacKenzie, 2003; MacKenzie and Millo, 2003); the 
role of portfolio insurance in the crash of 1987 (MacKenzie, 2004); 
establishing the legal framework for pension funds in the United States 
(Mountain, 2006); or the imposition of notion of benchmarks in asset 
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management (Walter, 2005). Three examples of the performative action 
of the financial logos stemming from this last field can be given. A 
portfolio manager who uses a computer routine for calculating the 
efficiency frontier to obtain the optimal composition of securities 
according to a risk/return standard mobilizes Markowitz’s theory for 
determining the weight to assign to each security. A manager of a 
pension fund presenting reporting activity to members of its Board, using 
the risk premium/volatility ratio, brings Sharpe’s theory to non-
specialists. A financial, actuarial consulting firm which prepares the bids 
for the management of its assets/liabilities by demanding performance 
criteria relative to a benchmark favors performative index management. 
These three examples show how a theory can be mobilized, not in a 
doctrinaire way, but through the use of the management tools it draws on. 

 
In emphasizing the material nature of the performative effect, and 

to distinguish it from the intuitive view that “ideas rule the world,” it is 
possible to talk of “device management” (Boussard, 2008) or “socio-
technical adjustment” (Callon and Muniesa, 2009). Both of these 
expressions signify the incorporation of ideas into material management 
systems, so that users do not have to know the theory to apply it properly. 
Professional players are driven by technical tools whose conceptual 
foundations they no longer perceive, like Monsieur Jourdain in 
Beaumarchais’ The Marriage of Figaro, who speaks prose without even 
being aware of it. Furthermore, the players especially do not know what 
prose they speak. When this prose was related to the representations of 
risk, and these representations were simplified to the extreme by 
modeling Brownian fluctuations, it led to the financial meltdown of 
2007-2008 (Walter, 2009). Performation thus leads to a simple 
operational conclusion: it is not possible to think about professional 
practice without thinking sociologically about its contribution to practice. 

 
To reiterate: the financial crisis will not be solved by a change in 

behavior. The codes of conduct and ethics (or their consequentialist 
variant) cannot terminate the hubris of finance. This approach to ethics in 
finance can be summarized as “regulate the use of instruments by writing 
a proper code of usage (a mathematical code of good conduct), and all 
will be well in the best of all financial worlds.” There is no reason to 
think that this is right. Such a recommendation has an air of being a 
moral paradox. Ideally, every financial professional should learn to be an 
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autonomous moral agent with tools whose neutral effects are not in 
doubt. However, while the models are not ethically neutral, each 
professional will be led in spite of himself/herself by fashions in financial 
practices that draw him/her onto the path of excess that is to be avoided. 
The inconsistency of this moral position is that it assumes the ethical 
neutrality of mathematical models, which is wrong because of the 
performativity of financial theory. 

 
Taking performation into consideration is necessary for ethical 

finance, which is otherwise limited to codes of conduct with no practical 
effect. On the one hand, these examples show how an analysis of 
management tools is inseparable from the work on the organization: 
management arrangements appear as ways to set professionals 
boundaries (Boussard, 2005). Performation highlights the importance of 
change in management tools to improve professional practices in order to 
correct malfunctions (Moisdon, 1997). On the other hand, performation 
has a very important consequence for politics: as soon as the performed 
nature of a financial reality is highlighted, theories can be publicly 
debated. This promotes the reappropriation of technical issues in the 
public debate (Callon, Lascoumes, Barthes, 2001; Leclerc-Olive, 2010). 
It is then possible to question the nature of the elements that have been 
assembled to show that other layouts or organizations are possible, which 
in turn must follow a long process of performation. 

 
It is therefore of primary importance to the ethics of finance to 

initiate research on the performativity of financial theories at work in the 
causes of the 2007 crisis. The expected results of this work program are 
twofold: to describe how the mechanism of performation functions in the 
case of finance, and expand the field of ethical management tools in 
identifying the adverse effects of mental representations which are 
erroneous or dangerous concerning risk. The next section outlines such a 
program based on taking performativity into consideration. 
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Outline of a program on the ethics for financial techniques 

Documenting Mediation Chains 

The first stage of the program would seek to understand how professional 
practice is immersed – or embedded – in theoretical models that are often 
unknown, but are mobilized in technology management, organization or 
data recording. In other words, to describe how financial theory performs 
or shapes professional practices. In particular, the aim is to identify the 
assumptions of financial theory which include the faulty behavior of 
professionals: i.e., to identify those assumptions which have significant 
defects, then to remove them and replace them by more suitable 
assumptions for building new tools and new standards of management, as 
well as institutional norms (a new financial regulation). To this end, the 
chain of mediation which links theories from academia to the knowledge 
of professional practices must be documented. In other words, it is 
necessary to identify the social or cognitive processes by which the 
dominant representation is formed, within academia first, and then within 
the professional community (market actors), followed by market 
supervisors and finally within international networks of expertise that 
have legitimized this representation as the only valid one in financial 
standards. It is also necessary to characterize the systems of forces that 
secure a dominant representation. It is finally important to identify 
vectors through which the transmission and circulation of representations 
operate, in order to determine what factors or levers could change 
practices when the dominant representation is modified by another. 

 
In the case of representations of risk, the aim is to establish the 

relationship between probabilistic modeling of uncertainty in financial 
theory and mathematical professional behavior, and to identify the 
harmful effects of excessively simplistic representations of risk. This 
work has been started by examining the social impacts of the Brownian 
representation of risk (and Pracontal Walter, 2009). It should be 
continued and extended to other representations used by professionals. 
One of the expected benefits of this research is the ability to change 
instruments: i.e., to develop new management tools, new ways of 
exercising control, a new system of institutional norms or management 
standards. In short, the goal is the performation of another representation 
of financial risk, which is better able to take care of the nature of the 
uncertainty of the world economy, particularly the intrinsically erratic 
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nature of economies. The difficulties of such a program are at the level of 
its objectives: the complexity comes from its interdisciplinary nature, 
since it is necessary to investigate both the mathematical content of ideas 
and their meaning: social processes allow their distribution to be taken 
into account. Another problem arises for aspects of research relating to 
the mathematical content of models. It is necessary to consider two 
questions: why such a theory was adopted – a study of success; and why 
others were rejected – a study of the failures. So there are two kinds of 
difficulties which are mathematical and sociological. 

 
Complementing Existing Work 

Many studies already exist in the different disciplines which have 
examined these tools, especially in the two streams of research 
mentioned in the sociology of management and the sociology of finance. 
At first, work in the sociology of management was not applied to the 
financial sector, due to the extensive use of mathematics in financial 
theory. The latter creates a real potential barrier to classical sociological 
analyzes (Brian, 2002), because it is necessary to go into the technical 
details of management tools which take a scientific form in the case of 
mathematical finance. For this reason, economic sociology (Steiner and 
Vatin, 2009) has drawn on the sociology of science and technology 
(Pestre, 2006) to enter into the world of modern finance and create a 
sociology of financial markets (Godechot, 2009). The study of the 
performation then also draws on the anthropology of science and 
technology to get to economic sociology and the sociology of science. In 
fact, the research mentioned in the sociology of finance addresses in 
detail the question of the social construction of markets by theories, and 
specifically establishes mediations implemented in certain situations. 

 
However, in some cases there is still an aspect that has not been 

completely elucidated by studies in the sociology of finance: the 
existence of an endogenous effect in financial mathematics that leads to 
the spontaneous production of new instruments or concepts: this is a kind 
of proliferation of mathematics which draws professionals into using new 
practices. I have begun to examine this effect in my own work, which 
complements research in this sociology of finance through 
epistemological analyzes where such analyzes are needed to understand 
the evolution or change of professional practices. The initial results have 
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been encouraging. An endogenous effect of mathematics has been 
highlighted in the following cases: the shaping of the concept of the 
informational efficiency of markets based on the development of random 
walks (Walter, 1996); the emergence of the idea of indexed management 
drawing on econometric tests of the value-added by managers undertaken 
by Alfred Cowles in the 1930s (Walter, 1999); and the design of a beta 
coefficient of the equilibrium model of financial assets based on the 
development of Lagrangian equations in Markowitz (Walter, 2004). It 
seems interesting to pursue this promising line of work and investigate 
other situations in which financial mathematics develop endogenously, to 
become gradually an element of systemic risk (Bouchaud, 2010). 

 
To draw financial ethics out of the conceptual impasse in which it 

is trapped by the sole recourse to codes of conduct, and to allow ethical 
discourses to really enter professional practices and modify them, it is 
necessary to use epistemology. This is because finance is based, as we 
have seen, on representations of uncertainty that become sediments in a 
social organization. Epistemology is a vector of access to the scientific 
content of models, to the detail of probabilistic techniques implemented 
in the markets, in order to understand why and how these probabilistic 
models construct finance, as well as the social, political and symbolic 
consequences they imply. 

 
At this point, it might be objected that the moral behavior of 

professional actors has been cast aside too quickly. In reality, this 
dimension of financial ethics is not neglected, but it is argued here that 
epistemology is the vector which is currently lacking in this ethical 
approach, because of the double performativity (technical and cognitive) 
of probabilistic financial modeling. The view here is that this lack of 
epistemology is responsible for the fact that professional finance is 
impervious to ethical discourses. It is armored against any attacks on its 
foundations, and the thickness of its armor corresponds to the technical 
barrier of its mathematical content: the “cost of entry” into the discipline 
use to Bourdieu’s terminology. If those who claim to formulate ethical 
principles for rational moral agents are unable to grasp the social and 
anthropological issues of mathematical modeling in finance, then their 
recommendations will remain inadequate to meet their purposes. Each 
moral discourse existing in a vacuum merely testifies to the failure of 
attempted ethical constructions which do not take into account the 
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scientific content of the technical and mental tools of finance 
professionals. That is why it is argued here that in the required 
epistemological deconstruction, the (bary)center of a finance-science-
ethics triangle (shown below) would be the Archimedean point of ethical 
finance. 

 
A geometric diagram can illustrate this proposal. The triangle’s 

three vertices represent the three disciplines: finance, science and ethics. 
The situation today can be summed up by the autonomous existence of 
three pairs of vertices of the triangle, but with no overall linkages. The 
science-ethics side of the triangle is widely explored: for example, in the 
domains of biomedical ethics, and medicine. But finance is absent for the 
reasons we seen above. The finance-ethics side of the triangle is also the 
subject of numerous studies and seminars. But the exclusion of the 
“science” vertex reduces ethical questions to the issue of codes of 
practice (when this is not just some sort of spiritual reflex). On the 
science-finance side, scientific research is developing in finance, with its 
performative effects. But it is devoid of any ethical concerns. As science 
progresses, so will society (CHECK companies)... following financial 
markets. Epistemology is thus the centroid of the triangle, and issues of 
financial ethics are located in this point. 

 

financescience

éthique

x
épistémologie

 
 

Conclusion 

Given the lack of consideration of mathematically modeled 
representations of uncertainty and their performativity, it follows that 
financial ethics is deprived of an essential component of its effectiveness. 
The commonly held view is that these issues are not questions of ethics 
but of mathematical or financial techniques, which are only tools (to 
help, or not, with decision-making, as they say). In contrast to this view, 
it is argued here that the choice of a mathematical model is not ethically 
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neutral because the mental equipment which is transferred from the 
model to the user leads to a worldview that encourages or discourages 
certain behaviors more than others. It may therefore be considered that, 
in finance, any preference in mathematics is also preference in ethics. It 
is hardly surprising that those who confine ethics to behavior do not see 
that the question of the scientific-technical tools is important, because the 
reduction of ethics to codes of conduct is the corollary of the reduction of 
science to scientism: the intellectual position in which scientific tools are 
axiomatically neutral, only their actual use is not. We have seen how the 
current controversies on the role of mathematics in the financial crisis 
and consequently the ethical debates on research responsibility are 
marked by a scientistic conception of science. Instead, an epistemological 
position on contemporary science makes it possible to go beyond codes 
of conduct and include the technical and mental tools which form the 
basis of the daily reality of finance professionals in the field of financial 
ethics. 

In conclusion, we can say that ethics cannot ignore the financial 
impact of management tools, particularly those which contain a 
representation of risk. As a real machinery for finance professionals, 
management tools with a representation of risk have an impact which is: 
organizational (control procedures), institutional (international regulatory 
standards), technical (evaluation methods), and cognitive (ways of 
thinking about uncertainty and so to prepare for it). It is therefore of 
utmost importance to extend the ethics of codes of conduct to the ethics 
of technology and to management tools. This requires a better 
understanding of the role played by performation in the 2007-2008 
financial crisis. 
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You can get along with people who do not speak the same 

language, but you cannot get along with people to whom words do not 
bear the same meaning 

  
These words of the French biologist Jean Rostand can be 

appropriate in certain situations and inappropriate in others, to the extent 
where the difficulty of communication could provide an opportunity to 
know the other better, if is accompanied by listening effort. Listening to 
the other is not only hearing out his/her conversation and seizing the 
sense of it. It is taking into account the different possible meanings of the 
used words, their interaction with the social, cultural, symbolic and 
affective aspects. 

After reading the most contributions that have been made so far to 
the chair 'Ethics and financial norms' and listening to the debates they 

                                                            
* This text is a draft of a paper presented at the Chair 'Ethics and Financial Norms' of 
the University of Paris 1 in February 9, 2013. The views expressed are those of the 
author and do not necessarily reflect the views of King Abdulaziz University, nor the 
Chair 'Ethics and Financial Norms'. 
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have generated, it appears, sometimes, difficult to share the same 
universe of meanings and the same forms of expression of these 
meanings. Hence, the legitimate question: “What are we talking about?” 
which intervenes, regularly, in many fields of knowledge, both among 
specialists from different disciplines, and between scholars from the 
same knowledge field. The goal is not to deny the differences, but to use 
them wisely for opening paths of hope. Evoking the informal 
conversations he had with the King Faisal between 1919 and 1920, Louis 
Massignon (1952, p. 17) said he was trying to make him understand that 
his system of ideas was not entirely his own, but that, nevertheless, 
through the exchange of ideas, “there could be elements of common 
hope” between Saudi Arabia and France. 

As part of this Chair objectives, the exchange of ideas and views is 
an act of openness and discovery favoring the development of 
complementarities. The interaction between French thought, deemed 
particularly critical compared to the Anglo-Saxon thinking, and the 
Islamic thought, sometimes perceived as fundamentally related to 
principles1, may raise new questionings and open new routes of research 
through a dynamic pendulum movement (Goody, 1999) or two way 
process (Wilson, 2007). 

The article is structured as follows: the first part is devoted to the 
establishment of the Chair. The second part explores the barriers to 
communication. The third part discusses the interaction between ethics, 
norms and finance to outline an appropriate questioning framework. The 
last part summarizes and discusses the main findings before proposing 
several routes for reflection. 

I. Establishment of the Chair 

The analysis of the establishment of the Chair is crucial in the sense that 
it allows to place the topic in its original context and, therefore, to better 
exploit different activities of the Chair. 

                                                            
(1) The originality of thinking based on principles is to connect parts of a basic 

principle. This methodology allows putting an order in ideas, developing priorities 
in accordance with the purpose intended (Guenon, 1987, p. 157). For classical 
Muslim scholars, "the thorough knowledge cannot be acquired without the study of 
fundamentals" (Al-Saadi, 1998, p. 193). 
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The financial crisis of 2008 has stimulated the debate on the ethics 
in finance so that is not exclusively focused on the return on capital. The 
French interest in Islamic finance has appeared in this context 
(Gueranger, 2009, pp. 1-2). As indicated by Gérard Mestrallet, President 
of Paris Europlace responsible for enhancing the competitiveness of the 
Paris financial centre, expressed in the beginning of the year 2009: "The 
global financial crisis calls into question the development models of 
conventional finance. This major upheaval gave Islamic finance 
momentum that it did not have a few months ago"2.  

Moreover, the financial crisis has placed the accounting and 
prudential rules of finance on the bench of the accused. In view of the 
magnitude of the disfunctionments revealed by the crisis, it has appeared 
necessary to rebuild the financial norms through a multidisciplinary 
reflection. A seminar titled "Refoundation of the financial norms", has 
been organized in this perspective, jointly by the Fondation Maison des 
Sciences de l'Homme (Foundation of the Sciences of Man) and the 
University Paris 1 Panthéon - Sorbonne, on 27th November 2009(3).  

The holding of the Franco-Saudi forum for the dialogue of the 
civilizations at the University Paris 1 Panthéon - Sorbonne, from 15th to 
16th March 2010, has launched the idea of the creation of the Chair, 
following a session devoted to Islamic finance in the context of the 
worldwide financial crisis and the increasing interest in Islamic finance 
in Europe, particularly in France(4). After fruitful exchanges, the 
President of the University Paris 1 Panthéon - Sorbonne signed a 
Memorandum of Undestanding with the Saudi Minister of Higher 
Education, on 8th January 2011, establishing a framework agreement of a 
Chair in collaboration with King Abdulaziz University in the field of 
ethics and financial norms5. The Islamic finance, which makes the object 
of research (Couret, 2010, p. 13) and teaching (Merbouh et Pradier, 2012, 
pp. 229-231) at the University Paris 1 Panthéon - Sorbonne, constitutes 
one of the major subjects of the Chair. 

                                                            
(2) Preface of Jouini and Pastré (2009, p. v). 
(3) From this workshop resulted a collective book in French titled "New financial 

norms, to organize facing the crisis" (Walter, 2010). 
(4) See the Second recommendation of the forum (2010, p. 106). 
(5) http://cenf.univ-paris1.fr/accueil/presentation/ 
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The theme of the Chair fits in a particular context of an 
unprecedented crisis in the financial sector and subscribes to an 
interpretation of the financial crisis in terms of ethical deficit, assuming 
that global finance has no aspect that could be considered ethical, and 
expresses a genuine for reflection beyond the classic theme “ethical 
finance” and it induced classifications, such as the fact of considering 
Islamic finance as a compartment of ethical finance. The adoption of 
such approach reduces the scope of the alternative finance by 
assimilating its products and services as if they were interest-based 
instruments. 

The confrontation of the approaches aims, moreover, to exceed the 
formulas in fashion “to moralizing finance” or “introduce ethics in 
finance”, because such formulas presupposes that there is no ethics yet in 
finance and that the conceptual tools and techniques of finance are 
ethically neutral. Beyond moralizing the finance and linking it to real 
economy, it is to getting financial activities back to the rightful place6 
and, therefore, to be free from the influence of the financial ethos. 
Through his saying “I do not write to make a living, I make a living to 
continue writing”, the Spanish writer Juan Goytisolo reminds that the 
sense of moderation, is a universal art of living which transcends 
languages and cultures. 

II. The eventual obstacles to the communication 

The debates of the Chair reveal sometimes communication difficulties 
whose examination has identified four key areas. The first is 
traductodologic, the second definitional, the third legal and the fourth is 
linked to the classical opposition between the positive and the normative 
that needs to be revisited. 

II.1. Traductologic aspect 

The original title in French of the Chair is “Ethique et normes de la 
finance”. It can be understood for francophones in two ways: the first: 
“Ethics of finance” and « norms of finance”; the second: “Ethics” and 
“financial norms”. 
                                                            
(6) The Arabic equivalent to the word « economy », i.e. “iqtisad” (اقتصاد), means « 

moderation”, “middle position” (Ibn Abd Al-Salam, 1990, p. 339). It invites to an 
art of live for the practice of the measure in all things, including spiritual practice. 
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It is the same for the Arabic translation adopted by the Chair 
“akhlaqiyat wa dhawabit al-tamwil » (أخالقیات وضوابط التمویل). It 
sometimes appears in certain medias under the form “akhlaq wa 
dhawabit al-tamwil” (األخالق وضوابط التمویل), which literally means “moral 
and financial norms”.       

The English translation seems more explicit in the sense that it only 
leaves a single possibility “Ethics and Financial Norms”, otherwise it 
would have taken the form “Financial Ethics and Norms ». This 
confirms that the subject of the Chair is to explore the interactions 
between ethics and finance beyond the common expression “financial 
ethics” and “ethical finance”. 

The word “ethics” is usually translated into Arabic by “akhlaq” 
 whose equivalent in French is the term moral. The translation by (أخالق)
“akhlaqiyat” (أخالقیات), adopted by the Chair, seems more suitable. 

In general, the Arabic literature on Islamic finance does not 
distinguish between ethics and moral. This leads to confusion in the 
interpretation of the debate on ethical finance by assimilating it to a 
question of morality. 

This confusion leads sometimes to the conclusion that ethical 
finance reflects an interest for religious values.  However, the ethical 
finance movement has experienced three generations: the screening 
based on certain religious injunctions, then the activist approach and, 
finally, the funds based on social and environmental responsibility. 

The word “finance” has been translated in the past by « maliyah” 
 was then (تمویل) ”The translation by “tamwil .(Sidiqqi, 1998, p. 47) (مالیة)
gradually imposed, especially since the financial crisis when he has as an 
equivalent the word “financing” (Reig, 1989, No.5228).      

 Lastly, the word “norms” is generally translated by “ma'ayir” 
 or rules and, sometimes, by (قواعد) ”qawa'id“ ,(ضوابط) ”dawabit“ ,(معاییر)
“ahkam” (أحكام) or injunctions. Thus, Jacques Berque (1993, p. 79) noted 
that the word « hukm” singular of  “ahkam”: "Despite its large extension, 
this term is what I think of more appropriate to match the French word 
“norme”. The English equivalent, i.e. “standard”, often means dominant 
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norm or which is intended to be a dominant norm. The table below 
summarizes the translations discussed above. 

Table (1). Summary of main translations related to the title of the Chair. 

Arabic English
ضوابط norms
قواعد rules
معاییر standards
تمویل finance

أخالقیات ethics
أخالق moral

 
The English and Arabic translations pose apparently no particular 

problem. They are limited to the terminological aspect and, so to speak, 
resisted to the temptation of ideological translation. The question, 
however, is whether or not the translated words have the same meaning 
for the participants. This leads to the exploration of the definitional 
aspect, i.e. “What are ethics?”, “What are norms?”, “What is finance?” 
as in the French financial literature than in the Islamic finance literature. 

II.2. Definitional aspect 

In the French financial literature, the word ethics is rarely defined. The 
use of formulas, such as “descriptive ethics”, “normative ethics”, 
“analytical ethics”, «empirical ethics”, “casuistic ethics” and 
dichotomies, such as “deontological ethics / teleological ethics” or 
“ethics of conviction / ethics of responsibility”, reflects more to a 
difficulty to identifying the object than a progress in thought. When it is 
specifically related to finance, ethics refers to the idea of financing 
economic activities corresponding to what is supposed to be good. In this 
context, it is better to talk about the field of ethics, which plurality of 
practices that guide the action is opening out, rather than ethics in the 
singular. 

The notion of financial norms "refers both to the accounting 
standard system, the framework of prudential activities, and the 
governance that legitimate professional practices" (Rodarie et al., 2010, 
p. 1).  
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The word finance, originally associated with money, bill of 
exchange, currency exchange and loan with interest, refers today to all 
the activities that make possible and organize the financing of economic 
agents, which need capital by agents with a surplus of fund. It therefore 
applies to research funding, to research by the owners of surplus of 
capital investment and, finally, to all those who organize the convergence 
between these two types of actors such as banks and financial markets(7). 

In Islamic finance literature, the word “norms” (ضوابط) refers to the 
idea of “rules governing” the financial activities which claim to be 
Shari'ah-compliant(8). 

The concept of “ethics” is assimilated with principles, values, and 
moral sentiments like human brotherhood and well-being for all (Chapra, 
2009, p. 7). 

The concept of “finance” covers either the profit sector as the third 
sector or non-profit sector which includes, particularly, the funds of 
Zakat (alms giving) and Waqf assets (Al-Suwailem, 2011, p. viii).   

The definitional formulations cause a questioning of whether or 
not, ethics and norms are mandatory. This requires the exploration of the 
legal aspect. 

II.3. Legal aspect 

In the contemporary French philosophical thinking, modernity boasts of 
having kept as a criterion for deciding between the licit and illicit acts, 
only the consent of individuals (Mazarno, 2008). It is up to each 
individual to decide what is good for him, i.e. to define his own ethics, 
without referring to a moral authority marked by obligations and 
prohibitions. In finance, ethics is therefore not obligatory; it is a matter of 
the consent of individuals, and so a voluntary act. The French funds of 
the last generation, emphasizing the notion of socially responsible 

                                                            
(7) http://www.vernimmen.net/html/glossaire/definition_finance.html 
(8) It should be noted that in the literature on Islamic jurisprudence (fiqh), most classical 

scholars use the words rule and norm in the same meaning. In the recent centuries, 
the scholars distinguish the two words: the rule includes subsidiary questions in 
different fields, while the norm includes subsidiary questions relating to the same 
domain (Nadwi, 2011, pp. 67-71). 
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finance, stand out from the American approach, which often reduces to 
mutual funds excluding certain sectors with reference to moral or 
religious injunctions. Norms are generally voluntary and are therefore, 
different from regulation, which is mandatory.      

In finance, the norms may be mandatory as they may be preferential. The 
standard-setters work to establish acceptable norms at the international 
level and to promote their use, under the pretext that they offer 
companies the possibility to provide standardized financial information, 
comparable and reliable to investors. The most commonly used 
accounting and prudential norms are those developed respectively by the 
International Financial Reporting Standards (IFRS) elaborated by the 
International Accounting Standards Board (IASB)9 and the Basel 
Committee on Banking Supervision located at the Bank for International 
Settlements in Basel10.  

Concerning the harmonization of Islamic finance norms, two major 
institutions operate in complementary areas: the Accounting and 
Auditing Organization of Islamic Financial Institutions (AAOIFI) based 
in Manama and the Islamic Financial Services Board (IFSB) 
headquartered in Kuala Lumpur. The AAOIFI establishes standards for 
compliance with Islamic law, accounting, audit and governance11. The 
action of the IFSB is focused on prudential norms(12). 

In the research community on Islamic finance, ethics, generally 
addressed from a legal view point, is sometimes seen as optional and 
sometimes mandatory. It is, therefore, sometimes distinguished from 
moral and sometimes assimilated to it (Chapellière, 2009). This leads to 
clarify the epistemological presuppositions of ethics and moral concepts 
(Belabes, 2012a), and to develop thinking beyond the strictly legal 
framework (Ahmed, 2011; Nienhauss, 2011). Ethics, moral and law 
cover areas that intersect without overlapping completely as shown in the 
Venn diagram (Figure 1).     

  
                                                            
(9) http://www.bis.org/bcbs/about.htm 
(10) http://www.ifrs.org/The-organisation/Pages/IFRS-Foundation-and-the-IASB.aspx 
(11) http://www.aaoifi.com 
(12) http://www.ifsb.org 
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Figure 1. Interaction between ethics, moral and law 

  

 

 

 

 

If the rules of law are mandatory, however, the respect of the law 
does not make a financial practice moral or ethical. This requires a 
critical reflection on the meaning of behaviors as well as the principles 
and values made by the members of a given community to guide and 
regulate their actions. The usefulness of a complex and hybrid regulation 
system, combining a plurality of actors, linking the local with the 
national, regional and global, the public economy with the private sector 
and the social economy, the voluntary with the mandatory, seems 
increasingly inevitable (Capron, 2003, p. 57). This is why voices rose up 
to prohibit certain financial instruments, such as "short-selling" 
speculative operations (Ciminello, 1996, p. 330) or the gambling on the 
bankruptcy of the states (Dupré et al., 2012). 

The financial norms, often associated with the injunctions of 
Shari'ah, do not necessarily require an obligatory statement because the 
Islamic law typology distinguishes five statements: the obligatory 
(wajib), the recommended (mandub), the permissible (mubah), the 
disliked (makruh) and the unlawful (haram). The first three statements 
refer to the maximization of benefits (masalih), while the last two 
statements refer to the minimization of disadvantages (mafasid). This 
shows how the Shari'ah aims to maximize the benefits and keep the 
inconveniences, as factor to conflicts and harms, to a minimum (Ibn Abd 
Al-Salam, 1992, p. 32). 

In terms of governance, Islamic finance introduces a kind of 
partnership governance, striving to reconcile the governance standards 
with the injunctions of Shari'ah, by adding specific themes mainly 
related to the Shari'ah Supervisory. 

Ethics

LawMoral
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The legal aspect seems to be problematic in the French economic 
field after it was liberated from the authority of law(13). This illustrates 
the difficulty to conceive the legal as a component element of economic 
analysis and to associate sometimes the first to the normative or “what 
must be done”, and the second to the positive or “what is”. Thus, for a 
French economist, it is not always easy to distinguish in a number of 
interventions which is the domain of normative (i.e., describing what 
should be the behavior of a good Muslim in finance) from what belongs 
to analysis of facts. What is the share of religious belief and that of 
analysis? Is it to describe what is allowed or to analyze the principles and 
practices? The authors emphasize the religious values or the academic 
classical values? (Pras, 2007). 

II.4. The « Positive / normative » dichotomy  

Since John Neville Keynes (1890 1999, p. 22) economists make the 
distinction between two approaches: the positive approach and the 
normative approach, which have been progressively associated, explicitly 
or implicitly, to other dichotomies (Table 2). For those defending this 
distinction, the positive approach describes, analyzes and explains the 
facts and economic behaviors, while the normative approach involves 
value judgments. This opposition seems today artificial when the social 
and environmental consequences of economic activities raises more than 
ever the question of purposes and values (Passet, 2003; Marshall, 2006). 
In reality, the interaction between facts and values is permanent; they are 
constantly intertwined and entangled (Putnam, 2004). Generally, as 
                                                            
(13) As recalled by Denis Clerc (2006, p. 2), "the teaching of economics in France was 

very late. If the first teaching chair in political economy, entrusted to Jean-
Baptiste Say, was created in 1820 at the Conservatory of Arts and Crafts, the 
University opened very weakly (at the Faculty of Law of Paris) to this new 
discipline in 1864. However, economics was then, in the words of Pascal Le 
Merrer, « confined to the rank of auxiliary discipline of law”; and it was not until 
1957 that law faculties become « faculty of law and economics”. The bachelor 
degree in economics was established in 1959, and it is in 1968, in the wake of the 
autonomy law of universities, there appeared the units of teaching and research 
(UER) in economics distinct from the units of teaching and research in law. It has, 
therefore, taken a century for this discipline to acquire an adult stage and decide 
to emancipate itself from the legal family, which had sheltered it for many years. It 
is perhaps this late emancipation that explains the direction taken by the higher 
education in economics. As often, divorces leave deep scars, even when they are 
pronounced amicably".  
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mentioned by Bernard Guerrien (2004, p. 109), “in addressing a 
problem, whatever it is, economist has always an idea of what should be, 
of what he believes to be the “right» solution - in fact, that is, almost 
always, his main motivation, even if it is not clearly expressed (or even if 
he isn’t really conscious, so it's solution seems for him obvious)”. 

More specifically, the distinction between science and religion, in 
the field of financial economics, seems increasingly untenable. As it was 
recently described in The Basel Manifesto on the Economic 
Enlightenment, "we went from a society with a market economy to a 
society of finance dedicated to the worship of an idol: the self-regulating 
market. The market economy involves making trust to the productivity 
resulting from the contractual freedom, opportunities for action and 
responsible behavior, but does not signify precisely believing, in a 
fundamentalist way, that the “invisible hand » of the market governs all 
beautifully, with a divine wisdom, because it ensures the equilibriums" 
(Chesney et al., 2011, p. 2). Some scholars go further by assimilating the 
current practices of global finance to archaic religions. Thus, according 
to the philosopher Fabrice Midal (2006: 54), "financial markets wrongly 
designated as a place of perfect rationality actually obey in reality to the 
influences of beliefs, fanciful emotiveness, or even superstitious that 
recalling the credulity of archaic religions". This leads to reconsider the 
limits of « what is religious” and « what is not” and the need to renew the 
methods and theories of apprehension and understanding of dichotomies 
associated with them, like “authenticity / modernity » or “tradition / 
modernity”. What seems problematic, it is not so much the use of the 
normative dimension that the weight that it takes sometimes at the 
expense of analysis of facts which can, indeed, be explored from 
individual behaviors, or from the global context that takes into accounts, 
particularly, the norms and rules of societies. 
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Table 2. Dichotomies associated to the dichotomy "positive / normative" 

Positive approach Normative 
approach 

What it is What ought to be 
Means Purposes 
Facts Values 

Descriptive Prescriptive 
Objective Subjective 
Rationnal Irrationnal 

 
III. Interactions between ethics, norms and finance 

The exploration of the interactions between these three concepts aims to 
identify some ways of thinking for future discussions. The use of binary 
code, allows calculating the number of possible combinations of the three 
variables (E = Ethics, N = Norms, F = Finance) as follows: 3 variables  
23=8 combinations (Table 3). Among these eight possibilities, four 
combinations are within the scope of the Chair as follows: 

 The interactions between norms and finance; 
 The interactions between ethics and finance; 
 The interactions between ethics and norms;  
 The interactions between ethics and financial norms. 

 
Table 3. The different combinations between ethics, norms and finance 
 

E N F 
0 0 0 
0 0 1 
0 1 0 
0 1 1 
1 0 0 
1 0 1 
1 1 0 
1 1 1 
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III.1. The interactions between ethics and norms  

Investigating the interactions between ethics and norms, is equivalent to 
assuming that the norms are exogenous to ethics, that ethics cannot be 
turned into norms, or that there are no ethical norms. This assumes that 
ethics is independent of the legal rules, religious injunctions and social 
customs commonly accepted. However, does ethical questioning make 
sense if it categorically differs from norms or if it is previously the 
reflection of a normative consensus? 

The contemporary emergence of ethical questioning in finance 
finds its justification when the “more” of exchange in the financial 
markets, does not turn out to be synonymous with “better”, to become a 
serious threat for socio-economic stability to the point where some 
financial experts come to advocate the prohibition of certain practices of 
global finance. "When financial practices, they say, have no disruptive 
effects on the socio-economic balances, two cases arise. Or society 
considers them legitimate or useful to the economy and, in this case, the 
State supervises them, ensures the reliability of transactions and levies a 
tax. Or indeed the society considers them as illegitimate or as the simples 
gambles between speculators without beneficial effect to the real 
economy, and decides that its courts will not have to be encumbered with 
possible conflicts between bettors" (Chesney et al., 2012, p. 2). Ethical 
questioning can so lead, in case of imperious necessity, to obligatory 
norms. However, it should distinguish two key issues in the close 
relationship between ethics and norms. On the one hand, ethics needs 
norms to exist in a society because without a stable normative framework 
that fosters trust of society, the realization of the ethical questioning will 
be difficult to sustain in the long term. On the other hand, ethics goes 
beyond the normative framework, because it is, in essence, a reflection of 
individual questioning both on the theoretical models and the practical 
applications as their normative framework. 

III.2. The interactions between ethics and finance 

The interaction between ethics and finance can lead to three variants at 
the input and / or output levels:  

 Integrate at the output level some human, social and environmental 
norms in the functioning of global finance, without affecting the input by 
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prohibiting, for example, usury or stock market speculation that 
resembles to a casino game. 

 Integrate at the input level some moral norms such as the 
prohibition of usury, without affecting the output, i.e. without giving any 
consideration to criteria which can be human, social, or environmental in 
nature. For example, two Muslim agents could using a commercial 
transaction, via a Murabaha contract, without bothering if a number of 
standards, relating to respect for human rights, social rights and the 
environment, have been observed at all levels of the chain of production 
and distribution 

 Develop a method of financial intermediation that differs from 
global finance both at the input and output levels. This leads to looking 
beyond the purely deontological ethical approach indifferent to 
consequences, and the consequentialist approach with which the 
consequences of a given action that should form the basis of ethical 
judgment against it. That is to submit the deontological principles to the 
consequences of agent behaviors (Sen, 1992, p. 283). 

III.3. The interactions between norms and finance 

The interaction between norms and finance concerns the accounting 
normalization system, the prudential framework and governance. It takes 
the form of a pre-eminence of private norms on public norms, imposing 
its conception of the subject- and conditions of the financial activity, 
without making explicit the founding principles of the produced norms 
and the theoretical process of their elaboration, which are not limited to 
research a solution to a technical problem, but tend to impose a particular 
rationality. Beyond the conception that the accounting, prudential and 
governance norms are soft power instruments of the global finance, some 
researchers attempt to examine the cognitive processes that lead to the 
development of financial norms, through an epistemological questioning 
involving several disciplines: Why some models seduced the financiers 
expense of others? How they structure their unconscious? What vision 
promotes their adoption? For example, the accounting norms, far from 
being neutral, help shape economic practices and social relationships. 
The management practices of businesses are fundamentally changed, in 
which they are forced to a competitive management leading to short-term 
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strategies in the pursuit of maximum profit (Capron, 2005). Other 
researchers have explored the role of financial mathematics in the 
doctrine of international regulations, such as Basel 3 for banks or 
Solvency 2 for insurance companies. However, these mathematical 
models, based on Brownian motion14, allocate to markets more regularity 
than they do, this situation leads to an underestimation of the real risk 
(Walter, 2010b). 

III.4. The interactions between ethics and financial norms  

The institutions claiming to religious, ethical or socially responsible 
finance are not taken into account by the accounting and prudential 
standards, established respectively by IFRS and Basel Committee, and 
should not expect to be treated differently or more favorably than 
conventional institutions. This situation justifies somehow the choice of 
the title of Chair which distinguishes ethics from financial norms. The 
rise of this emerging variety of finance can be interpreted in the context 
of the reorganization of regulation centers, driven by social actors who 
are trying to reinvent collective action, in such a way as to shape to a 
regulation of a third type beyond state regulation and that of market 
(Gendron and Bourque, 2003, p. 61). This trend has increased with the 
financial crisis as summarized by David Weitzner and James Darroch 
(2009, p. 6): "The lesson of the crisis is that regulation will never be 
sufficient enough without reforming ethics". This shows the limits of the 
regulation of financial activity both by the “the whole state » and “the 
whole market”. In view of the contemporary epistemological analysis of 
science, it is clear that the exploration of the interactions between ethics 
and financial norms cannot be limited to traditional ethics approach, 
which covers a deontological dimension and a teleological dimension. 
This leads to extend the debate on the ethics of Islamic finance beyond 
the dichotomies “injunctions (ahkam) / objectives (maqasid)”, “form 
(chakl) / substance (madmun)”, to include technical and mentally tools 
that form the backdrop of daily financial practice. The goal is to 
understand why and how these instruments build finance and which 
social repercussions they involve, particularly in terms of representation 
of uncertainty reduced, according to the Anglo-Saxon conception, to a 

                                                            
(14) As noted by Christian Walter (2010b, p. 10), "the Brownian virus is that disease of 

thought that attacks our conceptions of uncertainty, leading us to believe that the 
risks are manageable, controllable, calculable and as result voidable". 
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calculation of probabilities. However, all aspects of human life cannot 
bend to the probabilistic computation (Pradier, 2005). The 
epistemological exploration leads finally to refute the conception that the 
notion of risk, based on a rational approach of the dangers by 
probabilistic computation, was inconceivable before the eighteenth 
century. In view of those developments, the history should be revisited 
for opening the world of risk to all cultures. 

IV. Conclusion 

At the end of this paper, it appears that the English and Arabic 
translations of the theme of the chair are not of themselves problematic. 
However, in the field of Islamic finance, the words ethics and morals are 
often thought as synonymous, which pose some difficulties in 
interpretation and presentation. The definitional analysis reveals both the 
polysemy of the words ethics and norms and their interaction with the 
legal field. But what seems to be a problematic, it is not so much the use 
of the legal aspect than the weight that sometimes it takes at the expense 
of factual analysis. In this case, researchers are required to better define 
their epistemological posture and use wisely the different approaches. If 
the awareness that the way to send and receive a message enhances a 
better understanding of each other, the overcoming of dichotomies, such 
as “tradition / modernity”, and imagined fractures, such as “East / West” 
(Corms, 2002), perpetuated by the lack of contact and the 
compartmentalization of knowledge, represents another additional 
challenge. The opening of new research ways can only come from an 
independent reflection and critical thinking. The overview for 
understanding the scope of the Chair topic, the identification of its 
challenges and the opening of new avenues for the research requires the 
contribution of all researchers. If the Chair is taking place in the context 
of financial crisis that has spread to the euro zone debt, its real challenge 
is to improve knowledge about the interactions between ethics and 
financial norms through a multidisciplinary approach beyond the fields of 
financial and legal analysis. In terms of research avenues, here some 
suggestions: 

• Translate key concepts accurately 

Most active researchers in the Chair work in one or more languages 
(Arabic, English, French, Urdu, Spanish). If that multilingualism has led 
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to the choice of English, the language of business, as working language, 
the translation of the key concepts must be based on the original 
language to limit as much as possible the loss of meaning15.  For 
example, in the direction of the translation “French – Arabic”, it is 
necessary to translate the word ethics to “akhlaqiyat” (أخالقیات) not to 
“akhlaq” (أخالق) or moral. In addition, the word “usury” should be 
translated to “excessive interest” (الفائدة الفاحشة) not by “riba” (ربا). Lastly, 
the word “rationality” should be translated to “معقولیة » instead of “رشد”, 
synonym of maturity, majority, and adulthood.    

In the direction of the translation “Arabic – French”, it is necessary 
to translate the term “gharar” (غرر) by “alea » (Al-Masri, 2012, p. 29). 
The existence of the alea does not necessarily imply a risk, because this 
requires that there are elements of conflict. No conflictuality, no risk 
(Belabes, 2010, p. 106). The addition of the adjective ‘excessive’ or 
‘inevitable’ is necessary, because in term of business contracts, Islamic 
law does not prohibit alea, but excessive or inevitable alea. It is the same 
for the word “maysir” that should be translated to “gambling”, not to 
“risk”. The translation of the word “maysir” by risk implies inevitably 
that Islam prohibits the taking of risk in the economic activities. Contrary 
to a common misconception (Al-Sadr, 1983, vol. 2, p. 256; Rodinson, 
1966, p. 161), Islamic law does not prohibit the risk for itself but for its 
connection with the gambling. In this regard, many classical jurists, 
consultants and historians have praised the risk-taking behavior in trading 
activities (Ibn Taymiyyah, 1997, p. 700-701, Ibn Al-Qayyim, 1994, vol. 
3, p. 263; Ibn Khaldun, 1978, p. 396; Ibn al-Azraq, 1977, vol. 2, p. 319, 
Ibn al-Jawzi, 1978, p. 43). 

• Deepen and clarify key concepts 

The deepening of key concepts through comparative approaches is 
necessary. For example, in contemporary French literature, the words 
moral and ethics are often opposed16. In Islamic jurisprudence, it is not 
                                                            
(15) In this regard, it should be noted the approach of Paris Europlace which held, in its 
translation of the AAOIFI standards, to return to the original texts written in Arabic.  
(16) The most common oppositions between moral and ethics are the following: 

• Moral is imposed from the outside while ethics corresponds to a voluntary personal 
approach. 

• Moral refers to the right and wrong while ethics refers to what is good. 
• Moral has a religious connotation while ethics has a secular connotation. 
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necessarily the case since the nobility of character; the good morality 
may be innate as it can be acquired through the individual experience. 

In addition, some researchers believe that Islamic finance is based 
on a model of zero interest banking intermediation (Jouaber-Snoussi, 
2012). Such formulation can be misleading and lead to erroneous 
deductions (Belouafi et al., 2010), because the fixing of interest at zero 
does not imply the purely and simply deletion of the rate: 

"r = 0 ⇒ r take the value 0" ⇏ "r no longer exists" 

As is noted by Maurice Allais (1947, p. 558), "a clear distinction 
must be made between the suppression of interest and the cancellation of 
its rate". One of the consequences of this fundamental distinction is that 
the interest-free loan (qardh hassan) is not intended to finance productive 
projects (Belabes, 2010a, pp. 30-31). It is more akin to the gift economy 
which takes a form of philanthropy. 

• Addressing financial practices by critical approaches 

Some funds “associated » or “claiming » to a moral, ethical or religious 
referent does not necessarily constitute real alternatives to the global 
finance. The quoting of expressions 'associated' or 'claiming' is not 
fortuitous, because the terms “ethics”, “moral” or “religious” refers to 
both, a framework, dimension, intent, legitimacy a marketing argument. In 
this sense, the said funds can play the game of system vis-à-vis which are 
supposed to differentiate themselves, by providing it a new legitimacy. 
Cohabitation or marriage between ethics and capitalism? The question 
needs to be seriously explored (Vermersch, 2007, p. 25). It seems to be 
determined for some researchers as Etienne Perrot (2003, p. 47) which 
says in an article dedicated to ethical investments: "The capitalist system 
shown here, as before, its adaptability; he assimilates social critics by 
converting them to its logic, through a superficial accommodation that 
accompanies its transformation". Islam is not immune to such 
instrumentalization (Haenni, 2005), in particular in France(17).  

                                                                                                                                                  
• Moral refers mainly to religious texts while ethics is based only on reason. 
• Moral is often seen as a set of ideal rules of conduct while ethics corresponds to 

practice; for a critical study, see Belabes (2012a). 
(17) A PhD. thesis on this subject is recorded, since 16 December 2008, at the University 

of Aix-Marseille 3, under the direction of Raphael Laugier. The author is Khadija 
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• Exploring historical experiences input oriented 

The case of France might be instructive. In the Islamic Economics 
Research field, Maurice Allais became famous for his critics of the 
current system of credit based on "the exchange of promises to pay to a 
given term against promises to pay to a further term upon payment of 
interest" (Allais, 1989, p. 178). Its purpose is, sometimes, taken out of 
context by suggesting that he supported the prohibition of interest18. 
However, if he consider the existence of the interest as "an inevitable 
phenomenon" (Allais, 1989, p. 62), the mechanism of credit is for him "a 
source of plundering, injustice and demoralization. Generator of 
imbalances, it gives birth to a unhealthy racketeering and unbridled 
speculation, and lead societies that use it or tolerate it, from crisis to 
crisis" (Allais, 1989, p. 183). He does call into question the interest, but 
the fact of borrowing on short-term to lend on long term. Through such a 
mechanism, new payment methods are constantly being created, leading 
to the creation of purchasing power without any effective counterpart 
other than promises to pay in the future and, ultimately, to enrich some at 
the expense of others (Allais, 1989, p. 248). Hence, his proposal for 
reform of banks and financial intermediation institutions to avoid the 
major disadvantages of the current credit system, by suggesting in 
particular borrowing on long-term for lend on short-term upon payment 
of interest (Allais, 1989 p. 202).  

Other French economists and social reformers who have more 
decisive positions vis-à-vis the interest remain to this day almost 
unknown, even though they deserve the attention for more than one 
reason. For example, the economist and sociologist Joseph Proudhon 
(1809-1865) founded in 1849 the People's Bank based on free interest19. 

                                                                                                                                                  
Boudine, the title is "The Islam of market and the merchandization of Islam in 
France. The emergence of a new player on the capitalist scene: The Muslim 
consumer (between ethics and new socio-economic and political challenges)", 
information collected from the website of the PhD. Thesis prepared in the French 
higher education institutions: http://www.theses.fr, in January 20, 2012. 

(18) See the Foreword of the conference of Maurice Allais (1993, p. 10) presented at the 
Islamic Development Bank in 1993. 

(19) See the PhD. thesis of Pierre Haubtmann, Pierre-Joseph Proudhon, sa vie et sa 
pensée 1809-1849 (Pierre-Joseph Proudhon, his life and his thought 1809-1849) 
presented to Sorbonne University in 4 March 1961, and published under the same 
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The economist Constantin Pecqueur (1801-1887) considers that the 
interest is not a work that adds its human and religious dimension to an 
object20. For Lucien Herr (1864-1926), "there will come a time when the 
interest will be considered as a doctrinal error as gigantic as slavery" 21. 

In the former French colonies, some initiatives remain, so far, 
unexplored despite their interest for historical research. In North Africa, 
specifically in the Maghreb region, the social reformer Ibrahim Abu Al-
Yaqdhan (1928, p. 2) launches, at the end of the twenties, a call for the 
creation of a bank based on the rules of Islamic jurisprudence in one of 
the major cities of Algeria. A few months later, his appeal was echoed 
through the launch of an "Algerian Islamic bank" project by a group of 
Algiers-based businessmen, led by Omar Bouderba. But the French 
colonial authorities at the time did not give him a positive response under 
the pretext that "its time had not come yet" (Al-Madani, 1977, p. 115). 
Consequently, in the history of France, the idea of creating a bank that is 
not based on the interest and efforts for its realization does not date from 
the current financial crisis. This aspect of the history of France as a 
whole, incorporating the metropolis and the former colonies before their 
independence, has not yet attracted the interest of researchers. It would 
be suitable to explore in particular factors, both endogenous and 
exogenous, which brought scholars from different social and economic 
doctrines, to a condemnation of interest, as well as obstacles to the 
opening of banks without interest in France since the Proudhonian 
project of People's Bank. Such insights could help to alleviate the debate 
on Islamic finance in France, by taking out of oblivion that the 
condemnation of interest and projects of creation of free interest bank are 
not specific to Muslim customers. They allow, furthermore, the 
correction of the misconception that the idea of Islamic banking is 
imported from the Gulf region. It is, therefore, foreign to the Maghreb 
region (Jouahri, 2008, p. 2). 

                                                                                                                                                  
title in Beauchesne Editions at Paris, chapter XXX, Banque du people (People's 
Bank), 1982, pp. 987-1014. 

(20) See Zouaoui (1964, pp. 87-91). 
(21) Cited by Haubtmann (1982, p. 998). 
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• For more knowledge interactions 

The literature on Islamic finance generally states five principles: the 
prohibition of Riba, alea, gambling, and certain sectors (drugs, sexual 
tourism, etc.); the asset-backing and the profits and losses sharing. Other 
principles, no less important, still almost unexplored, as the ones stated 
by the Prophet Muhammad when he speaks to one of his companions 
Hakim Ibn Hizam: "Do not sell what you do not possess”22. More than 
fourteen centuries later, Maurice Allais (1989, p. 209) states that "the 
principle of credit and currency generation is mainly based on the 
possibility to lend money that one does not possess”. Thus, the French 
Nobel Laureate in Economics condemns the current system of credit, 
which consists of making trade with money that one does not possess. 
This association of knowledge has the merit of showing that the revealed 
and the rational are not necessarily mutually exclusive, if we take a step 
back from the Cartesian approach, which in erecting barriers between 
disciplines has virtually sacralized the separation of knowledge. The 
problem is not so much the religious and the rational as 
misrepresentations of both. The most important thing is to get a deeper 
understanding about the other rather than to exploit knowledge for 
ideological ends. At the Harvard Islamic Finance Project Workshop, 
hosted in the London School of Economics on 26 February 2009, Frank 
Vogel said that he had grasped the scope of Islamic finance principles 
like the prohibition of Riba. However, he had some difficulty to 
understand the scope of the Prophetic word "do not sell what you do not 
own". The last financial crisis helped to a certain degree in overcoming 
this difficulty in the sense that the short selling is charged for some to 
feed speculation, for others to make stock prices down23. It seems that the 
remark of Frank Vogel pushed Willem Buiter (2009), who attended the 
workshop, to devote an article on the subject "Should you be able to sell 
what you do not own?" in The Financial Times.   

                                                            
(22) Hadith (in this case, saying of the Prophet Muhammad) mentioned by Al-Tirmidhi 

(No.1232), Al-Nassaï (No.4613), Abu Daoud (No.3503), Ibn Maja (No.2187), 
Ahmed (No.14887) and authenticated by Al-Albani in his book "Irwa al-ghalil" 
(No.1292). 

(23) Reported by Ahmed Belouafi (2012, pp. 126-127) who presented a paper in this 
workshop. 
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• Extend the Field of Ethics beyond Behaviors 

The extension of the field of ethics in finance seems today as an obvious, 
insofar as it contributes to build a world economy that is both more stable 
and more balanced. In his study of world history, Arnold Toynbee (1978, 
p. 589) notes that the Muslim world, by adopting European technique, 
was inevitably confronted with the matter of neutrality of means or, in 
other words, the impossibility of separating the instrument of the system 
of thought that generated it, so that one thing leads to another. This 
question is asked with insistence during a debate on Islamic financial 
intermediation that led to the following question: Is the bank a neutral 
institution? Some consider that the bank after all, is only a means, All 
depends on the use that one makes of it; that is possible to achieve a 
critical and selective integration of techniques in conventional financial 
by subordinating them, as means, to the purposes of Islam. For others, 
the bank is a child of interest credit(24). The first posture can lead to 
passive adaptation to global finance, while the second invites to develop 
new forms of financing.  

Nobody could imagine that the issue of neutrality of means and 
techniques may one day arise in the old continent, particularly outside the 
field of philosophy. The historical analysis of the facts and the 
epistemological reflection coincide on this point and shows that the 
understanding of finance cannot be limited to the theoretical dimension. 
Into financial market research, the former president of the French 
Association of Financial Economics had pointed out that by their scope 
and their effect, modern applied to the financial world are not ethically 
neutral (Ploix, 1993, p. 301). We must examine the heart of technical 
models to decrypt their representational matrix: how do they perceive 
humans, economic equilibriums, production system, and relationship to 
uncertainty? (Walter, 2012b). After an epistemological exploration based 
on the works of several disciplines, it turned out that financial 
mathematics are not ethically neutral. Neutrality is not to take sides in the 
choice of values and determination of purposes. However, the modern 
technique has a proper finality, competitiveness, which is imposed on its 
user as the value of its action. According to Riccardo Petrella (1987, p. 
98), "competitiveness is only a means, the purpose is the wealth of an 
                                                            
(24) See the volumes 10 (1998) et 13 (2001) of the Journal of King Abdulaziz 

University: Islamic Economics hat can be accessed via the Internet. 
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economy, it is often observed that when a society has no purpose, it 
raises the means to the rank of purpose". This reflects a feeling of doubt 
and loss of meaning that invites vigilance rather than condemnation of 
technique. It follows, as rightly pointed out Simone Manon (2008), that 
"as any means, the technique is only as good as the purpose it serves, 
and it is urgent to understand that the determination of purposes is 
outside the competence of the technique. Purposes and values concern 
are within the competence of politics and moral, and the rational order 
wants that the moral and politics are subordinated to the techniques”. 
However, the thesis of ethical neutrality of mathematical models in 
finance is a positivist epistemological posture, dating from the late 
nineteenth century, which appears to be completely obsolete today. It 
ignores the progress of research in the sociology of science, which 
emphasize the importance of socio-technical devices in the 
representations of the world and the interaction between humans and 
technical instruments. In fact, mathematical models are not limited to the 
description of the professional finance, they realize it, causes it, create it; 
this ability is called "performativity" by the sociology of science (Walter, 
2012b). 

• Ethical Questioning Beyond the Ouput 

Ethics in finance makes sense in societies where the activity described as 
« financial » is sufficiently detached from other aspects of life. The 
financial crisis has highlighted the reflection on the need to subject 
finance to ethics prevailing in the society, i.e. to end the ethical 
extraterritoriality of finance. This led to the idea that it is impossible to 
count on the voluntary nature of ethics and it will need to go through the 
right to prohibit financial practices that disrupt the socio-economic 
equilibriums (Jorion, 2012). But regulatory measures remain insufficient, 
if they are not accompanied by a significative change in attitudes through 
an ethical education. The ethical issues should not only focus on the 
output to limit the excesses of the system, but also cover the input of 
process to develop distanced financial practices, as participatory 
financing, which are not, moreover, based on a theory of communicating 
vessels that alternative financing would progressively replace 
conventional financing. In this perspective, Kenneth Rogoff (2011, p. 2) 
invites to look at the positive ideas of Islamic financial practices that may 
perhaps inspire policymakers. In conventional finance, not everything is 
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black or white; there are some nuances, as there are distanced reflections 
such as "sterilization of the interest rate", based on the understanding 
that "financial transactions whose sole purpose is to generate wealth by 
trading in the monetary or financial market should no longer exist" 
(Ciminello, 1996, p. 329). The process to adopt could take the following 
guidance: "Every investment must, first, turn to physical or productive 
activity. Then If financial investments, profit from the interest rate or the 
famous capital gain must be sterilized, i.e. it should be reinvested in 
operations with real content or reused in public projects to improve the 
living conditions of a society" (Ciminello, 1996, p. 329). 

Moreover, according to the universal principle of moderation, the 
ethical question should cover both the ravages of finance and its success. 
Finance is at least as devastating by its successes as well as by its 
failures. Success: according to what criteria and at what cost? The 
challenge for the religious, ethical and socially responsible finance is not 
to be more competitive than conventional finance by offering competing 
products, but by addressing the issue of human purpose without which 
finance would be meaningless. In other words, it is the man who gives 
value to finance and not the reverse. This requirement must be addressed 
as a resource and an opportunity rather than a constraint. In the light of 
these developments, the teaching of ethics in the financial educational 
programmes must interact with all the courses and should not be isolated 
in a module taught by an ethicist. Ethics crosses all subject area offered 
in the learning curricula, including research methodology, by making the 
learners aware, not only to the dangers of plagiarism, which goes against 
the goal of the research by publishing new ideas, but also to use 
quantitative methods and computational tools wisely. 
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Abstract. Islamic equity investments have been growing at a 
steady pace in the past decade. However, amidst this relative 
success some criticisms regarding the fulfilment of its 
underpinning social objectives draw our attention and push us to 
investigate the social tenets of Islamic investment. In this paper 
we explore the compatibility of Islamic ethical principles with 
Socially Responsible Investment (SRI) practices and examine 
their complementarities. Drawing similarities from SRI 
screenings this study focus on the integration of Environmental, 
Social and Governance (ESG) criteria into a Shariah-compliant 
investment. Based on KLD social ratings, the study constructed 
and evaluated a panel of self-composed shariah-compliant 
portfolios that differ in ESG performance. Our results report no 
adverse effect attributed to ESG screens with a substantially 
higher performance for our portfolio with positive performance in 
governance over the 2008-2011 period. This outperformance 
could not be explained by differences in market sensitivity or 
investment style. Interestingly our study reports significant 
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outperformance for portfolios with negative performance in 
community and human rights domains. 

Keywords: Socially Responsible Investment (SRI), Shariah-
compliant investment, Corporate Social Responsibility (CSR), 
ESG ratings, self-composed portfolio. 

Introduction 

Introducing ethics into investment is a challenging task. The difficulty 
remains in the inability to define social investing in a way that fits with 
its diverse components. Faith-based investment styles share common 
roots with Socially Responsible Investment (SRI) and are often 
associated with Corporate Social Responsibility (CSR) movement. 
Islamic investment is a faithbased investment style. Its practises are 
based on total adhesion to Islamic law referred as the Shariah(2). The 
expressed willingness of Muslim investors to invest their capital in 
financial products that do not conflict with their religious beliefs 
triggered the development of Shariah compliant investment. Similarly 
SRI investors choose to screen out companies that do not meet their 
ethical values while pursuing their financial objectives. They uphold that 
implementing CSR guidelines into managerial decisions could reduce 
cost impact, mitigate risk, and increase firms’ economic efficiency 
(Schaltegger and Burritt, 2005; Mackey, Mackey and Barney, 2007; 
Epstein and Roy, 2001; Heal, 2005). The main distinction of Islamic 
financial system can be found in the general condemnation of all interest-
based transaction. Common stocks are a legitimate form of instrument in 
Islam, but many of the practices associated with stock trading are not. 
The principal sources of Islamic law are the Qur'an, the immutable 
collection of revelations received by the prophet Muhammad and 
Sunnah, which is custom sanctioned by tradition, particularly records of 
the actions of the prophet. Hassan and Kayed (2009) explain that the very 
basic principle of the Islamic financial system is based on profit-and-loss 
sharing perceived as the best efficient way of ensuring equitable 
distribution of wealth and income among the different stakeholders. 
Furthermore, risk sharing offers both entrepreneurs and investors 
incentives to be truly engaged in productive economic activities while 

                                                            
(2) Shariah is usually referred as Islamic Law but it embodies a more global meaning 

that encompasses all the ethical moral and legal principles governing all aspects of 
a muslim's life. 
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fostering long term profitability and avoiding excessive speculation, 
strictly prohibited in Islam. The appropriate implementation of such 
partnership contracts injects more discipline into financial markets by 
reducing excessive lending. The prohibition of Riba has a much wider 
definition than simply referring to interest. 

It encompasses all forms of exploitation and excessive charges in 
business dealings. Current stock trading instruments lends itself to 
practices that can be viewed as a form of excessive charges imposed on 
misinformed participants. For instance, the problem of asymmetric 
information, where one investor has superior information on a specific 
risk to another, may create situations where that information is used to 
the disadvantage of the other party. Confidentiality and the use of 
superior information for gain are generally acceptable in conventional 
financial market provided it is not privileged price sensitive information 
being used by insiders. Conventional markets typically treat insider 
trading as an illegal practice (Naughton and Naughton, 2000). 

The general aims of ethically/religiously concerned investments 
can be found in the fact that in both cases investors aim at a more 
sustainable and equitable economic system. In an Islamic framework, an 
individual not only lives for himself, but the range of his activities and 
responsibilities extend beyond him to the welfare and interests of society 
at large. In the case of SRI, the final aim is a sustainable economic 
system toward the integration of ESG issues. Islamic scholars stress this 
similarity. Elgari (2000), for instance, includes Islamic funds in the 
family of ethical funds, stating that the basic concept of Islamic 
investments is ethical. Even though these ideas are intriguing, the 
inclusion of faith-based Islamic funds in the SRI family is not 
straightforward, since its screening approach reveals some potential 
drawbacks regarding the filters imposed on the portfolios (Miglietta and 
Forte, 2007). 

Moreover, the lack of clear Shariah-based legal statements or 
fatawa regarding corporate social responsibility has resulted in legitimate 
criticisms from scholars, practitioners and observers within both Islamic 
and western world. Their arguments question the capacity of Shariah 
compliant stock screening methodology to address efficiently 
contemporary ESG issues. 
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This study builds upon the principles of SRI to observe the 
financial implication of adding ESG criteria into Shariah-compliant 
investment. 

The paper is structured as follows: Section 1 provides a definition 
and description of Shariah compliant investment. In Section 2, after a 
brief review of Islamic investment and SRI performance literature, we 
discuss some of the current issues exposed by the authors from the 
Islamic perspective. We then investigate the effect of reconciling SRI 
practices and Islamic investment. Section 3 describes the methodology 
and the data used for the empirical study. 

Section 4 presents the results and in Section 5 we check the 
robustness of our result. The last section summarizes the principle 
findings. 

1. The definition of Shariah-compliance 

Islamic equity investment criteria can be classified into three distinct 
classes, all ruled by religious prescription: portfolio asset allocation, 
instruments and trading strategies, and income distribution and 
purification (Miglietta and Forte, 2007). 

In portfolio asset allocation, the starting menu of stocks is to be 
screened according to religious prescriptions. There is no single set of 
standardized screening methodology available for Shariah-compliant 
investment style(3). Precisely asset managers, banks, institutions and 
index providers form their own Shariah jurists that decide the Shariah 
compliance of investments. Since Islamic sources do not explicitly state 
the acceptable thresholds for financial analysis, the Shariah jurists 
determine these according to interpretative effort. This makes Shariah 
compliance subject to critical discussion with regard the rigorousness of 
the screening process at variance across Shariah boards, depending on 
their degree of Islamic liberalism. The manager sets up industry and 

                                                            
(3) Although there are international bodies such as Accounting and Auditing 

Organization for Islamic Financial Institutions (AAOIFI) and Islamic Financial 
Services Board (IFSB), which set governance guidelines for Shariah advisory 
boards (mainly for financial institutions), there is no central regulatory body that 
provides unified screening rules for Shariah compliant finance. 
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financial ratio screens to ensure the final portfolio’s compliance to 
Shariah. The industry screens relate to the main activity of a company 
and its revenue allocation. 

First, its main activities must be permissible or halal. All banks and 
insurance companies whose activities are interest based are screened out, 
as well as all companies involved in alcohol, tobacco, armaments 
manufacturing and trading, and the adult entertainment business. 

Secondly, even if they are part of legitimate sectors, companies 
involved in different activities are examined on the basis of their revenue 
allocation and the revenue generated from prohibited activities. For 
example, in relation to the type of business activities that are prohibited, 
some jurists argue that an investment in a hotel or a restaurant that serves 
alcohol is prohibited, whereas others argue that if alcohol sales are 
marginal as compared to the revenue of the hotel or the restaurant, then the 
investment may still be considered Shariah-compliant. The reason for this 
permissibility and tolerance comes from the absence of a fully Shariah-
compliant firm in the world (Derigs and Marzban, 2008). It is also dictated 
by economic efficiency since the risk of imposing strict exclusion of firms 
that derive insignificant proportion of haram income can reduce 
considerably the investment universe and increase financial risk. 

After these sector-oriented filters are applied, all remaining stocks 
are screened on the basis of three financial ratio related to debt, interest-
bearing securities, and receivables and cash. 

Another disagreement revolves around the choice of the denominator 
of the financial ratios, which is meant to represent the total value of the 
firm. Some Shariah scholars suggest that it should be market capitalization 
so as to be consistent with debt, which is based on market value. 

Others suggest total assets since all transactions in Islamic finance 
must be asset-backed. They further argue that market value is more 
volatile and often does not reflect the fundamentals of the firm(4). The 

                                                            
(4)  This point appears relevant given the recent financial turmoil where we witnessed the 

market capitalization of firms becoming very volatile and departing from their 
financial fundamentals. The unintended consequence is that a firm that is considered 
Shariah-compliant one day could be considered haram the next day, simply due to 
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emphasis placed on debt, interest-bearing securities, and receivables 
clearly stems from the avoidance of riba(5). The prohibition of hoarding, 
however, is the basis for the condemnation of excessive cash (Elgari, 
2002)As for the instruments and trading strategies, once it is decided 
which companies can be included in the portfolio, the fund manager must 
comply with the rules related to the portfolio management activity. For 
example, certain practices associated with stock trading are not 
permitted, such as short selling and margin trading. Furthermore, some 
instruments, such as preferred stocks and interest-based bonds, are 
forbidden. In addition, dealing in foreign exchange is strictly prohibited. 
The use of derivatives faces severe restrictions as well , since forward 
contracts, standard future contracts on commodities and on stock indices, 
are not permitted. 

The third category concerns income purification process, which is a 
singularity of Shariah-compliant investment. Unlike other types of ethical 
funds, Shariah-compliant investments also include two separate elements 
of income “purification”. One is a form of obligatory charitable 
contribution called Zakat, where the act of supporting the less fortunate is 
considered a spiritual purification. The other is the donation of impure 
(haram) profits. When included in portfolios, partially interest-
contaminated balance figures are to be “cleansed”. In the purification 
process fund managers have to identify the prohibited part of the earning 
or “unlawful income” and deduct it from the returns distributed to 
investors. The collective opinion of Shariah scholars is to allow 
investments in stocks with a tolerable proportion of revenues from 
prohibited activities, usually set at less than 5% of total revenue. 

2. Background 

The last two decades have seen an increasing number of empirical studies 
quantifying the economic and financial benefits of Corporate Social 
Responsibility. However, despite multiple attempts, no definitive 

                                                                                                                                                  
large fluctuations in its market capitalization. This has led index providers such as 
Dow Jones and S&P to change their screening methodology during 2009 from using a 
12-month moving average market capitalization to using a 24-month and 36- month 
window respectively to smooth out the effects of severe fluctuations. MSCI Islamic 
index still use the 12- months average market capitalization. 

(5)  It refers here to interest. 
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conclusions have been made about the performance of socially 
responsible investment. Many reasons where highlighted for this lack of 
consensus. Several metaanalysis studies (Orlitzky and al., 2003; Revelli 
and Viviani, 2013) highlight the multiple methodological biases of 
empirical researches as the reasons of the contradictive conclusions. 

Among those methodological biases, the authors point out the fact 
that SRI funds’ investments are based on a mixture of different SRI and 
non-SRI criteria, which render SRI panel analyses inappropriate. 
Moreover, a cautious look at SRI funds screening methodology 
highlights the inconsistency of using aggregated scores to rank 
companies based on their social performances. 

The current practices of SRI rely mostly on CSR rating and fund 
managers delegate the stock rating part to ad-hoc rating agencies. Most 
of them select their criteria based on Environmental, Social and 
Governance (ESG) issues. However, there is no international standard for 
CSR rating methodology which differs according to local regulations and 
preferences. 

To facilitate fund managers’ portfolio allocation a set of indexes was 
launched that use SRI screening: the Dow Jones Stoxx sustainable index, 
the KLD Social investing index, and the FTSE4Good index. Similarly, 
demand for Shariah compliant stock pushed up the emergence of 
international indexes, the principal ones are Dow Jones Islamic Market 
indexes, MSCI Global Islamic indices, FTSE Global Islamic Index Series. 

2.1- The performance of Shariah-compliant investment 

In contrast to SRI, empirical studies concerning Islamic investment 
performance are rare and provide mitigated results. Hussein and Omran 
(2005) compared the Dow Jones Islamic Index and the FTSE Global 
Islamic Index to their conventional counterparts. They measured the 
performance of the four indexes over several periods to account for 
changes in market conditions6. The results show no adverse effect on the 
performance of Islamic indexes by the application of Shariah screens. 

                                                            
(6)  Dec 1993 – Dec 2004, bull period (1) from Dec 1993 – Dec 2000, bear period from 

Dec 2000- Sept 2002, bull period (2) from Sept 2002 to Dec 2004. 
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Hakim and Rashidian (2002) studied the statistical attributes of the 
Dow Jones Islamic Market Index in comparison to the Dow Jones 
Wilshire 5000 index. The Islamic Index was found to have slightly better 
standard deviation of 22% as compared to 24% of the Wilshire 5000. The 
most astonishing contrast between the indexes was in the Sharpe ratio: 
118% for the Islamic Index as compared to 194% for the Wilshire 5000. 
The study further suggests that the diversification value is enhanced since 
the Islamic index was influenced by factors independent from the broad 
market or interest rates7. Same conclusions where draw back by Guyot 
(2011), confirming the absence of inefficiency cost linked to Shariah 
compliance in portfolio allocation. 

His econometrical study of Islamic indexes efficiency suggests that 
Islamic indexes do not present a lower degree of efficiency as compared 
to unrestricted indexes and procures additional diversification benefits 
triggered by the absence of co-integration over the long run betweens 
pairs of Islamic indexes. Moreover Guyot (2011) argues that World 
Islamic Index exhibits higher levels of informational efficiency than its 
unrestricted counterpart. This study followed the pioneering work of 
Hassan (2005) who was the first to demonstrate the high degree of 
efficiency of the Dow Jones Islamic Market index slightly contrasted by 
a certain increase in volatility. 

Additionally, the study conducted by Girard and Hassan (2008) 
finds no convincing performance differences between Islamic and non-
Islamic indexes from January 1999 to December 2006. The following 
paragraphs list some of the recent issues discussed in SRI performance 
literature and provide the critical insights extracted from Islamic sources. 

2.2- SRI performance debate 

According to Modern Portfolio theory, as described by Markowitz 
(1952), limiting the investment universe (as seen in applying screens) 
will result in an inefficient portfolio. To date, a large body of literature 
has investigated the relationship between social and financial 
performance. 

                                                            
(7) The ban of interest bearing money market instruments from Shariah compliant 

securities is one of the factors that explains the low sensitivity of Islamic indexes to 
interest volatility. 
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Wagner (2001) identifies studies that used stock returns as the 
financial performance measure into three categories: portfolio studies, 
event studies and multiple regression studies. Portfolio studies typically 
compose mutually exclusive portfolios based on various corporate social 
performance indicators and investigate the portfolios’ return differences 
over some investment horizon (Derwall and al. 2005). For instance, Diltz 
(1995) studied daily returns for a variety of portfolios constructed on the 
basis of several ethical performance indicators. 

Other studies used price-to-book ratio as a measure of financial 
performance. A study conducted by Dowell, Hart, Yeung (2000) show 
that between 1994 and 1997, U.S. multinational corporations with high 
global environmental standards tended to have higher price to book ratios 
than companies adopting local environmental standards, suggesting that 
environmental consciousness is positively valuated by investors as an 
intangible asset. 

The financial indicator dilemma 

Galema and al. (2008) showed that SRI results in lower book-to-market 
ratios. This concurs with evidence suggesting that market capitalisation is 
a good indicator of corporate social responsibility. As a consequence 
companies with low book-to-market ratios may suffer from exclusion 
from Shariah-indices albeit more socially responsible. Specifically, since 
Islamic indices methodologies may differ with regard to the type of 
divisor used to appreciate a company’s economic value (i.e. market 
capitalization vs. book value), Islamic indexes that use book value may 
exclude firms with the best ESG standards. Thus, the evidence that social 
performance is priced by markets is an argument for the use of market 
capitalization as a proxy for a company’s value in Shariah-compliant 
screening methodology. Arguably, socially conscious Islamic investors 
should favour the use of market capitalization over book value in their 
screening process. Users of book value indicator base their counter-
argument in the fact that the use of market capitalization leads to 
unnecessary volatility in the screening process. This ongoing debate 
raises a challenging and critical issue for socially responsible Islamic 
investors regarding the financial appreciation of intangible social value in 
a company’s valuation. 
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ESG indicators heterogeneity 

Diltz (1995) used a sample of 159 American firms from 1989 to 1991 
and found that in contrast to others forms of ESG indicators; 
environmental one was associated with significantly higher performance. 
Alternatively, Reneboog, Horst and Zhang (2008) note that corporate 
governance and social screens have a positive impact on the risk-adjusted 
returns(by 2.1% per annum) while other types of screens, such as 
environmental ones, reduce the alpha by 1.6%. 

More recently, Derwall, Guenster, Bauer, and Koedijk (2005) 
analyzed the impact of ecoefficiency on an unbalanced sample of 450 
American companies using an 8-years period sample from 1995 to 2003. 
According to their results, a high eco-efficiency portfolio would earn 
excess returns amounting to 3.98 percent. In a similar attempt, Gregory, 
Whittaker, and Yan (2010) argued that the extent to which 
environmentally proactive managers successfully gain market shares and 
hedge against reputational and regulatory risks implies a change in cash 
flows. The literature let appear that the heterogeneity of ESG indicators 
effects on firms value may be differentially assimilated by markets. 

While there is no general consensus among SRI practitioners 
regarding the order of importance link to each ESG indicator, from the 
Islamic perspective the importance attributed to ethical issues does not 
appear to be straightforward. According to Beekun and Badawi (2005) 
Islam's approach to the stakeholders' perspective can be easily seen in 
how the firm relates primarily to its direct stakeholders 
(shareholders/owners and employees), and additionally its derivative 
stakeholders (suppliers, buyers/customers, debtors, competitors and the 
natural environment). 

Similarly, Dusuki (2008) highlights the primary importance of 
specific ethical considerations such as human dignity, free will, equality 
of rights, trust and accountability. Arguably, the integration of ESG 
indicators by Islamic investors should be subject to a hierarchical 
preference order in favor of firms’ primary stakeholders. 
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The frontier of social responsibility/irresponsibility 

The United Nations Environment Program Finance Initiative’s (UNEPFI) 
conducted in 20098

 looked at the economic implications of eco-efficiency 
from a different perspective. This program attempted to quantify the 
financial consequences of environmental damage caused by large 
companies. 

A major recording from the report highlights that the biggest 3,000 
companies in terms of market capitalization were responsible for about 
$2.15 trillion in environmental damage in 2008. Observers concluded 
that without any change in the industrial and production process, the 
monetary value of annual environmental damage could reach $28.6 
trillion by 2050. 

Moreover, the report explains that the value of large portfolios 
would be negatively affected through higher insurance premiums, 
environmental taxes, inflated input prices, higher capital market 
volatility, and lower cash flows to the economy (Lagoarde-Segot, 2011). 

Islam provides a framework to address and shape environmental 
responsibility. Islamic principles prohibit firms from inflicting injury or 
causing grief to others (Sarker 1999, Zuhrah 1958). Should injury or 
pollution of any kind take place, the guilty party must then be responsible 
either of cleaning up after himself or of removing the cause of the 
problem9. Hence, from both ethical and financial risk perspectives a 
Shariah-compliant strategy should seek to disengage from companies 
proven to be involved in serious environmental damages while reducing 
their exposition from controversial firms to anticipate future costs. 

The effect of screening intensity 

An argument for the merit of multiple-screening approach could be found 
in the empirical study conducted by Barnett and Salomon (2006), in 
which the authors investigate the relationship between screening 
intensity(10)

 and mutual funds performance. The study demonstrates that 
despite the classical argument suggesting that the application of 
                                                            
(8) Retrieved from http://www.unepfi.org/fileadmin/documents/universal ownership.pdf 
(9)  Al Majalla, serial no. 2497, paragraph 126. 
(10) Proxied by the number of screening applied by the fund. 
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screenings would result in a lower diversification potential due to a 
reduction of the stock universe, the relationship between screening 
intensity and financial performance describes a curvilinear function with 
a U-shaped pattern. This finding suggests that performance is negatively 
affected by a low screening intensity but positively affected by a high 
screening intensity (i.e., as the number of social screens used by an SRI 
fund increases, financial returns decline at first, but then rebound as the 
number of screens reaches a maximum). Similar conclusions were also 
observed by Capelle-Blancard and Monjon (2011) who focused on 
French SRI mutual funds. In addition they also found that higher strategy 
distinctiveness11 is associated with better financial performances and that 
transversal screen’s negative impact is less significant than sectorial 
screens. This finding provides an argument for Shariah-compliant funds 
manager to include transversal screens in their investment process. 

The use of aggregate scoring for social performance measurement 

A recent study by Barnett and Salomon (2011) states that most of the 
studies on corporate social performance that use KLD data actually 
measure the performance using an aggregate measure that summarise a 
firm’s overall level of social responsibility. Some studies pointed out the 
problems associated with the use of an aggregate measurement 
(Brammer, Brooks & Pavelin, 2006). Sharfman (1996) for instance notes 
that a simple addition of positive ratings and subtraction of negative 
ratings across screens using KLD data does not give an accurate picture 
of social responsibility since some screens are more important to socially 
responsible investors, and suggests that weightings should be used to 
determine a company’s social responsibility. 

Addressing the “Greenwashing” phenomena, some authors found 
that big market capitalizations are more sensitive to public opinion that 
could negatively impact their market valuation. 

Consequently, large firms may proactively communicate their 
social reporting in a way that would impact directly on their ratings in 
order to balance expected controversies whereas smaller firms less 
exposed to public opinion would not invest in a CSR communication 

                                                            
(11) Mesured by the Strategy Distinctiveness Index propose by Sun, Wang and Zheng 

(2011).  
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strategy. This argument is sustained by Dravenstott and Chieffe’s (2010) 
findings, suggesting that perceived “responsible” companies seems larger 
in terms of market capitalization than “irresponsible” companies. 

According to their observations, it appears that a company’s rating 
intensity is largely a product of its size. 

Furthermore some authors argue that aggregate measurements of 
social performance may confound existing relationships between 
individual dimensions of SRI and returns (Galema, Plantinga and 
Scholtens, 2008). According to them the aggregation over different 
dimensions that have confounding effects potentially explains why the 
empirical literature yields few significant relations between SRI and 
expected returns. For instance, positive news on the recycling policies of 
a firm may be positively related to expected returns, whereas news 
pertaining to good employee relations is negatively related. Similarly, 
from an ethical perspective aggregation of positive and negative 
dimension may appear irrelevant because of their different consequences 
from a legal or human welfare perspective. For example, it seems 
inappropriate to group into a single measure corporate practises that bear 
legal constraints (i.e., involvement in widespread or egregious instances 
of bribery, tax evasion, insider trading, accounting irregularities) and 
practices that are not legally binding (i.e. quality of a firm’s reporting on 
its corporate social responsibility). 

Islamic principles provide an adequate framework to address the 
degree of priority with which to assess contemporary ESG issues. Similar 
to all form of mundane activities investment planning must be achieved 
according to the ultimate purposes of Islamic law or maqasid al- Shariah. 
Jurists have defined the fundamental purpose of the Shariah as the 
welfare (maslaha) of God’s creatures. Islamic law prescribes however 
that the permissibility of a conduct should be assessed according to both 
its benefits (masalih) and its prejudices (mafasid). It states that in case of 
both prejudices and benefits are present, the elimination of prejudices 
should prevail on the attainment of benefits12. Scholars usually use this 
juristic device to infer rulings regarding contemporary matters that lack 
sound references in primary sources (Quran and Sunna). Therefore we 

                                                            
(12) We refer to the legal maxim Dar’u al mafasid awla min jalb al masalih ( The 

repelling of prejudices prevails on the attainment of benefits)   
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argue that the inclusion of social issues into Shariah-compliance process 
should be based on a balanced assessment of the overall benefits and 
prejudices linked to each specific issue. Therefore to be Shariah-
compliant, an SRI rating methodology should takes into consideration the 
level of importance of each ESG criteria from a masalih/mafasid 
perspective. Accordingly the use of aggregate scoring in SRI screenings 
seems in contradiction with Islamic law. 

2.3- Reconciling Shariah-compliant and SRI 

Forte and Miglietta (2007) discuss a quantitative and qualitative 
comparison between Shariah compliant and SRI funds’ investment style 
and also perform a co-integration analysis. Their study finds that Islamic 
and SRI funds exhibit different characteristics in terms of asset 
allocation, econometric profile and sector exposure. Therefore the 
experimental combination of these two investment practices with 
opposing trends in style should bring insightful observations. 

In addition, Hoepner and McMillan (2009) argue that a positive 
screening investment strategy leads to significant expected added value 
due to low idiosyncratic risk resulting from deeper analysis. Accordingly, 
we formulate our first hypothesis as follow: 

- Screening for ESG good practices in addition to Shariah-
compliant filters do not alter the financial performance of 
portfolios (H1). 

Empirical studies reveals that Islamic indices are growth and small-
cap oriented (Zaher and Hassan, 2001; Girard and Hassan, 2008; Guyot, 
2011) while SRI indices are found to be relatively more value and large-
cap focused (Forte and Miglietta, 2007). Therefore, we propose to test a 
second hypothesis: 

- Screening Shariah-compliant stocks based on ESG good practices 
directs Islamic portfolios toward value and big-cap stocks (H2). 

Given the fact that Shariah-compliant screening favour small-sized 
companies that are less liquid than companies with higher market 
capitalization, additional information based on ESG criteria should bring 
valuable identification tool to assess their risk/return profile and increase 
portfolio liquidity. 
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Another assumption was developed by Merton (1987) who 
highlights a stock selection bias: investors only acquire stocks insofar as 
they can identify them. This implies that not only are they able to collect 
the relevant information about companies but they can also process it. 
Hence, investors have to assume identification cost due to incomplete 
and/or expensive information. In this context, adding ESG analysis to 
Shariah-compliant screening can represent a positive identification signal 
for investors. 

In contrast, financial theorists who believe in CAPM generally 
argue that SRI portfolios are likely to underperform over the long term 
because they are subsets of the market portfolio. Markowitz (1952) 
explains that under market efficiency assumption investors owning a 
subset of the market portfolio must incur a diversification cost. Fama 
(1972), however, stresses that, by actively selecting securities that are 
undervalued, portfolio managers give up part of the diversification 
potential of their portfolios. We formulate our third hypothesis as 
follows: 

- Imposing ESG screens to a shariah-compliant market index incur a 
diversification cost (H3) 

Originally developed by Moskowitz (1972), Derwall and al. (1997) 
and Galema and al. (2008) uphold the argument that the information 
effect may explain why SRI strategies outperform the market. If market 
players underprice socially responsible stocks because of their inability to 
measure the impact of current social performance on future earnings 
social performance is not efficiently assimilated in prices. Accordingly, 
we test whether a stock picking strategy based on good ESG records lead 
to positive net selectivity as a result of underpricing. The following 
section describes the experimental approach used to test the hypothesis 
formulated above. 
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3 - Methodology 
3.1- Data 

We obtain ESG ratings from KLD Research & Analytics that recently 
change their denomination for MSCI ESG Research in 2010. We retrieve 
financial data from Mint. Other researchers have used KLD database too 
when investigating the relationship between financial performance and 
SRI (e.g. Galema and al., 2008; Kempf and Osthoff, 2007). KLD uses 
screens to monitor SRI and it has expanded its universe of coverage over 
the last five years. In the 1990s, it covered the S&P500 Index and the 
Domini 400 Social Index. In 2001 the database was extended to include 
all constituents of the Russell 1000. In 2003 the database was further 
extended to include all stocks from the Russell 2000 as well. KLD does 
not have historical ratings data for non-US companies, unless it is a 
member of the S&P500. 

Since KLD agency is the property of MSCI, we thought that MSCI 
indexes stock coverage is more likely to match KLD ratings universe, 
therefore we decided to compose our Shariah compliant universe from 
MSCI indexes. We then extracted the list of assets included in the MSCI US 
Islamic index from its inception year in 2007 till December 201113. KLD 
evaluates the companies according to multiple criteria and discerns between 
two broad categories: qualitative and exclusionary criteria. The qualitative 
criteria are used for the positive and the best-in-class screening policy. The 
exclusionary screens reflect company involvement in controversial business 
areas. They are used for the negative screening policy. 

We use seven core domains: community, governance, diversity, 
employee relations, environment, human rights, and product. For each 
domain KLD evaluates multiple criteria. 

Each domain is divided into two dimensions, strengths and 
concerns. These dimensions group several evaluation criterions receiving 
either a zero/one score. The presence of strength or a concern is indicated 
by one, the absence of strength or a concern is indicated by zero. Our 
approach diverges from previous studies (Galema and al., 2008) in the 
fact that our portfolio formation takes into consideration the scale of 
rating and not only its sign (i.e. positive/negative). 

                                                            
(13) Our KLD ratings coverage goes till the end of 2010. 
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3.2- Descriptive analysis of KLD scorings 

From the original KLD database composed of social ratings of almost 
2912 firms, we analyse the major trends in terms of ratings by examining 
size determinant. From the original KLD dataset we were only able to 
retrieve market capitalization data for 1270 stocks using our financial 
database. We use a correlation analysis to test whether size affects the 
likelihood of being assessed by KLD ratings. For each company we 
record the number of ratings, composed of both positive and negative 
ratings. The average rating volume per company is 3.6 with a standard 
deviation of 3.8. Table 1 describes the effect of size on ratings for three 
market capitalization categories, namely large, mid and small 
capitalizations. 

 

 

 
The largest number of ratings is obtained by IBM Corporation (22 

positive and 11 negative). We find that the likelihood of receiving social 
ratings is significantly correlated to firm size for big capitalizations 
category. Our finding confirms Dravenstott and Chieffe’s findings 
(2010). 

Company’s having either positive or negative ratings is largely a 
product of its size. 

Additionally we report the number of firms per score range as figured 
in the following table. 
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Table 2 shows that despite the reported CSR engagement documented 
in publicly available information some companies appear to be 
substantially involved in ESG controversies. Precisely our analysis of 
concerns rating reveals that among of the 18% companies reporting no 
single ESG controversie(14)

 almost half (44%) are not engaged in any 
CSR activity. 

Similarly, we observe that among the 72% companies that are not 
severely involved in controversies the large majority (77%) are only 
partially committed to CSR(15). 

We found that the four more controversial companies are actively 
committed to CSR with high positive ratings. 

When looking at best ESG practices, we find that the three companies 
that are the most committed to CSR are parts of the top-tier (28%) 
controversial companies(16). Finally our correlation test reveals that 
contrarily to common expectation strengths and concerns scoring are 
positively correlated at a 0,421 level(17). The conclusion of our descriptive 
analysis is in line with the “Greenwashing” phenomena. 

                                                            
(14) With an ESG concerns score equal to 0. 
(15) With an ESG strengths score below 3. 
(16) With an ESG concerns score above 3. 
(17) At 0,01 significance level as reported by Pearson’s correlation test. 
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To explain for such paradox one could underline the fact that CSR 
policies verification are done based on companies self-reporting whereas 
ESG controversies recordings are mostly provided by external sources. 
One could question the reliance on self-reporting and argue that big firms 
are primarily driven by reputation issues. 

However to tackle this size effect, MSCI ESG Research18
 has 

streamlined the ratings methodology for small capitalization companies 
in order to better reflect the lower availability of ESG management and 
performance data. Therefore we base our analysis of the assumption that 
KLD ratings reflect the real degree of implication in CSR of companies. 

3.2- Performance measurement models 

To assess the effect of KLD scores on financial performance, we perform 
two complementary analysis. First, we use scores for each ESG domains, 
dimension and scoring rank to form portfolios and assess their 
performance using the four-factor model developed respectively by Fama 
and French (1993) and Carhart (1997). Second, we perform Fama’s 
(1972) diversification and selectivity test. 

a. Four-factor model 

We employed a set of factors designed by Fama and French (1993) and 
Carhart (1997) in our performance measurement approach. The model is 
composed of the traditional excess market return factor (Rm-Rf) 
motivated by the CAPM, the two factors SMB and HML that set 
respectively for size and value effect as introduced by Fama and French 
(1993) and the momentum effect factor MOM developed by Carhart 
(1997). Formally, the approach to performance assessment entailed the 
following equation: 

Ri,t−RFt = αi+βi[RM(t)−RF(t)]+siSMB(t)+hiHML(t)+miMOM(t)+ε(it) (2.1) 

where Ri,t is the return on portfolio i, constructed as explained above, 
RM(t) is the return in month t on a value-weighted market proxy, RF(t) is 
the return in month t of a one-month treasury bill extracted from Kenneth 
and French Data Library, SMB(t) is the difference in monthly return 
between a small and large-cap portfolio, HML(t) is the difference in 

                                                            
(18) The new denomination of KLD research analytics. 
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return between a value and a growth portfolio, and MOM(t) is the 
monthly return on a portfolio long on past one-year winners and short on 
past one-year losers. The momentum factor is designed to capture the 
risk due to the momentum found in stock returns by Jegadeesh and 
Titman (1993). 

Controlling for investment style effect is particularly important in 
light of mounting evidence that the returns on style investment strategies 
account for a considerable portion of SRI portfolio performance (Bauer 
and al., 2005). 

The summary statistics of the portfolios and factors are reported in 
table 3. The portfolios are grouped into four panels representing 
engagement and non-engagement in CSR and implication and non-
implication in ESG controversies. 
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In addition to testing the returns on the individual portfolios, we 
also test the return on a differenced portfolio (see Derwall and al., 2005; 
Galema and al., 2008) using the following equation. 

R(i,t,p)–R(i,t,n)=αi+βi[RM(t)−RF(t)]+siSMB(t)+hiHML(t)+miMOM(t)+ε(it) 
        (2.2) 

where R(i,t,p) is the return on one of the seven strength portfolios with a 
score superior or equal to one and R(i,t,n) is the return on its 
accompanying strength portfolios with a nil score. The independent 
variables are similar to those in (2.1), except for αi, which is now the 
differential excess performance. 

b. Industry-adjusted seven-factor model 

DiBartolomeo and Kurtz (1999) provide evidence that sector exposures 
drives SRI portfolio returns to a great extent. We investigate whether our 
portfolios return are industry sensitive. In testing for industry sensitivity, 
we used an approach similar to that of Jones and Shanken (2004) 
previously applied on SRI funds by Geczy and al (2003). This approach 
was also used by Derwall and al. (2005) in their self-composed SRI 
portfolios analysis and involves the construction of a factor model 
composed of the four investment style regressors and three industry 
factors orthogonal to the primary factor. To derive these regressors, we 
performed a principal components analysis on the portion of Fama and 
French's excess industry-sorted portfolio returns that cannot be explained 
by the four-factor model (i.e., the model's intercept and the residual 
series). In our model we only use the following 7 industry-sorted 
portfolios: Consumer, Manufacture, Energy, High-Technology, 
Telecommunication, Shops, Utilities and Others, as we consider 
irrelevant to keep the exhaustive industry-sorted portfolios list composed 
by French. Figure 1 shows industry exposure of MSCI US Islamic index. 
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Subsequently we keep the first three components that capture the 
most remaining industry return variation and add them to the four-factor 
model. The resultant model takes the following form: 

R(it)−RF(t)=αi+βi[RM(t)−RF(t)]+siSMB(t)+hiHML(t)+miMOM(t)+ 
piIP1-3(t) +  ε(it)        (2.3) 

where IP1-3(t) represents three factors (principal components) capturing 
industry effects. After performing this regression, we obtain industry 
bias-free alpha estimates. 

c. Fama’s diversification model 

Following Fama’s model (1972), we investigate how portfolios’ 
diversification and selectivity can be impacted by our simple passive 
portfolio composition approach. 

We measure the added return necessary to justify any lost due to 
improper diversification and the additional return from selecting under 
valuated securities net of additional cost for incomplete diversification 
using the following equations: 

Diversification j,t =[ (σj,t / σm,t) – βj,t] * (Rm,t − Rf,t )     (3.1) 

Net Selectivity j,t = (Rj,t − Rf,t ) - σj,t / σm,t (Rm,t − Rf,t )                (3.2) 

Selectivity (α) = Diversification + Net Selectivity = (Rj,t − Rf,t ) - βj 
(Rm,t − Rf,t )        (3.3) 



154                                                  Erragraguy Elias 

where σj,t is the standard deviation of portfolio j over period t and σm,t is 
the standard deviation of the benchmark returns for period t, βj,t 
represents portfolio j’s market sensitivity. Rj,t − Rf,t and Rm,t − Rf,t 
represent respectively portfolio j and market index risk adjusted return 
for period t. 

If socially responsible investors bear an additional cost of investing 
in a reduced stock universe (i.e. selectivity is negative) compared to 
conventional investments, it is possible to determine how much of that 
cost comes from the strategic inability to select under-valuated stocks 
(net selectivity) by subtracting diversification from selectivity. As our 
study in based a simple buy-and hold strategy, it is interesting to test 
whether the different types of ESG screens have different impact on 
diversification cost and selectivity. 

In our case positive net selectivity implies that besides Shariah-
compliance requirement a simple passive strategy strictly motivated by 
social constraints is able to produce positive return from screening-in 
undervalued securities. Negative net selectivity implies that Islamic 
socially responsible investors should bear a cost of passive SRI strategy. 
Thus, the true cost of investing using SRI strategy is the selectivity, 
which is comprised of SRI strategy’s stock selection indirect benefit (net 
selectivity) and the cost of foregoing the benefits of full diversification 
(diversification). Theoretically, since the cost of inappropriate 
diversification results from using social screens, it can be viewed as a 
conscious contribution to social responsibility cause. 

However, a negative net selectivity results from poor portfolio 
selection capacity, not from the ESG screening constraint. 

Therefore, if our panel of socially-oriented self-constructed portfolios 
exhibit negative net selectivity, Islamic SRI investors bear an additional 
cost of investing in a passive way beyond the social premium paid. 
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3.3 - Empirical Implementation 

The concerns dimension identifies the indicators that measure the 
severity of controversies that a firm is facing. This dimension can include 
for instance indicator such as: controversies regarding climate change 
related policies and initiatives; recording of fines/sanctions for causing 
environmental damage; violations of operating permits, emission of toxic 
chemicals; negative environmental impact of a firm’s products and/or 
services; poor employee union relations; abuses of supply chain 
employee labor rights – including forced labor, etc. 

The strengths dimension identifies indicators that measure the 
positive ESG engagement of a firm’s products/services, management, 
policies and operations. It includes for instance indicators such as: non-
carbon air emissions mitigating methods, water discharges and solid 
waste from its operations; the use of recycled materials in its 
products/services; the establishment of prominority and/or local 
community involvement policies (e.g. indigenous peoples near its 
proposed or current operations); the set-up of a cash profit-sharing 
program benefiting its workforce; strong health and safety programs; the 
development of different employee benefits or other programs addressing 
work/life concerns(e.g., childcare, elder care, or flextime); etc. 

Each indicator has a zero/one score. The presence of strength or a 
concern related to one indicator is indicated by one, the absence of 
strength or a concern is indicated by zero. KLD does not aggregate the 
scores of the indicators to obtain an overall score for the related criterion. 
We maintain the scoring appearance. Accordingly the resulting scoring 
reflects the ranking of the concerns from one side and the ranking of the 
strengths from the other side. We then form the portfolios based on the 
raking for each of these two dimensions. 

For the construction of our portfolio we used a simple passive 
value-weighted methodology to avoid any effect link to managers’ stock 
picking skills in order to measure the most genuine effect attributed to 
strategic allocation based on ESG criteria. 

In order to analyze the effects of social screens on portfolio 
performance of the MSCI US Islamic index, we use disaggregated 
scorings and construct for each ESG domains five distinct portfolios 
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representing: (1) the two dimensions of the screening (strength/concerns) 
and (2) the three score rank (score of 0, score of 1 and score superior to 1) 
to capture for different level of engagement or controversies implication. 
We identify the three ranks as follow: score of 0 stands for no engagement 
(or controversies implication), score of 1 stands for partial engagement (or 
partial controversies implication) and score above 1 stands for significant 
engagement (or significant controversies implication). 

However due to the absence of scoring above 1 for some domains 
we obtain a shorter panel. The final panel contains a baseline of 28 
portfolios (7 domains x 2 dimensions x 2 score ranks) plus a subset of 6 
portfolios corresponding to score above 1 for limited number of domains. 

Most of the empirical studies on SRI use aggregate scoring for each 
ESG domains. 

In this study we voluntarily decide to avoid this type of 
classification to overcome the potential methodological bias that comes 
from the naive aggregation of sub-scores but we decide to construct an 
additional subset of portfolios using aggregate scoring for comparative 
purpose. We consider that subtracting strengths score by concerns is not 
meaningful because of the distinct nature of their underlying criteria and 
therefore we decide to compose and alternative method defined by the 
following formula: 

Total ESG scoring=(total strengths scorei+0.5)/(total concerns 
scorei+0.5)             (6) 

Where total strengths scorei and total concerns scorei represent 
respectively the sum of strengths and concerns attributed to firm i for the 
7 domains. Since we need to obtain a scoring for all firms, we add two 
constants in the second part of the formula to avoid zero-score trap in 
both divisor and dividend. 

We explain how we form the portfolios. At the end of year t-1, KLD 
reports the rating of the stocks. Based on this rating we form our portfolios 
at the beginning of year t and hold these portfolios unchanged until the end 
of year t. Then, the new ratings are published and the portfolios are 
restructured for year t+1. This leads to a time series of monthly returns 
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from the year 2008 to 2011. The period limitation is due to the historical 
inception of the MSCI Islamic index which started from 2007. 

Table 3 gives descriptive statistics for the 39 value-weighted 
portfolios and the proxy used for market return, namely the MSCI US 
Islamic index. 

 
4 - Results 

4.1- Four-factor model 

4.1.1- SRI distinct portfolios 

In part 1 of table 4 our portfolios are grouped into four categories 
representing CSR engagement and implication in controversies different 
levels. Panel A (respectively B) is composed of firms that are partially 
engaged (respectively non-engaged) in CSR and panels C (respectively 
D) is composed of firms that are not involved (respectively partially 
involved). We exclude from our interpretation the results of Human right 
portfolio in panel A considered as an outlier due to its small size (i.e. the 
portfolio contains less than 20 stocks throughout the period of 
observation) which bias stock weightage and leads to extreme sensitivity 
to one specific stock. As detailed in the table 4, estimates of our four 
factors exhibit significant differences across our panels. We report 
significant alpha only for 5 portfolios out of the 39 that constitute our 
overall panel. Our observations reveal that the portfolio composed of 
companies with a positive scoring in Governance outperform slightly 
(α=0.40 at 5%) its peer index (MSCI US Islamic) over the period of 
observation. Surprisingly when looking at ESG controversies we observe 
that two portfolios composed of firms with respectively a positive 
scoring in Community concerns and a positive scoring in Human Rights 
concerns outperform their peer index (with α=0.49 and α=0.45 both at 
5%). These results suggest that a passive stock picking strategy targeting 
firms with ESG concerns in one of these two domains leads to a higher 
performance as compared to peer index. 

Thus (1) the results do not provide evidence of positive effect of CSR 
engagement across all ESG domains except for Governance screen; (2) 
the results show positive effect of negative social performance (i.e. 
implication in controversies) for two specific domains: Community and 
Human Rights. 
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Besides ESG screen effect, the results bring an interesting insight 
with regard to engagement level sensitivity. Indeed when looking at 
panel E and F representing firms that are significantly engaged in CSR 
(i.e. strengths score >1) or significantly involved in ESG controversies 
(concerns score >1) we observe noticeable differences as compared to 
partially engaged (or partially involved) portfolios (panels A, B, C and 
D). The results shows that the portfolio composed of firms with 
significant positive engagement in Diversity outperform peer index 
(α=0.36 at 10%). In opposition the results show that portfolio composed 
of firms with significant involvement in Governance controversies 
outperform peer index (α=0.57 at 5%). These results suggest that for 
Diversity and Governance issues the intensity of CSR engagement or 
controversies involvement have a significant effect on firms’ financial 
returns. One of the possible interpretations can be linked to governance 
misconduct effect and more specifically in the fact that accounting 
irregularities may mislead investors' perception of future performance by 
increasing the demand. 
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Part 3 of table 4 presents the results of the four-factor regressions for the 
five portfolios ranked based on firms aggregate ESG scores. Apha 
estimates are not significant suggesting that using a screening 
methodology based on firms’ global ESG score does not produce 
significantly different returns and confirms the possibility of opposing 
effect with regard to ESG screen. When looking at investment style 
effect we find a negative exposure to small size effect for Bad ESG 
portfolio suggesting that this portfolio is more oriented toward big caps. 
Moreover the loadings for HML factor show a significant negative 
exposure to value stocks for worst ESG portfolio and a significant 
positive exposure to value stocks for Good ESG portfolio suggesting that 
firms’ book value is positively correlated with firm global ESG 
performance. 

4.1.2- Performance of differenced portfolios 

Looking at the difference between socially engaged and not engaged 
portfolios and controversial and non-controversial portfolios has the 
benefit of reducing the dimensionality of our panel next to be able to 
assess the difference in factor exposure. It allows for estimating the 
differential performance of CSR engagement strategy from one side and 
a controversies disengagement strategy from the over side. The results 
from table 5 bring additional comparative insights pertaining to CSR 
engagement and controversies disengagement. The estimates show no 
significant difference in return for CSR engagement but report a 
significant negative alpha for Community relationship and Human rights 
controversies disengagement (with respectively -0.58 and - 0.55 at 10% 
level) suggesting that a strategy based on exclusion of companies 
involved in Community relationships and Human rights controversies 
have a negative impact on portfolio return. 

The absence of significant positive alpha in the difference portfolio 
related to Governance suggests that a strategy based the inclusion of 
companies with positive governance records have no significant impact 
on portfolio return. 
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The Size effect 

Panel B shows that three out of the seven difference portfolios have a 
significant exposure to SMB factor suggesting that disengaging from 
controversial companies leads to select more smallsized firms. The 
estimates show that portfolios with no community, governance, 
employee, environmental and human rights controversies are more 
sensitive to small size effect (i.e. stocks with low market capitalization) 
than their accompanying controversial portfolio. This result is in line 
with our initial findings observed in the descriptive analysis whereby the 
level of implication in ESG controversies of a firm is found to be 
determined by its size. 

A contrasting trend is observed for panel A whereby two out of the 
six(19)

 difference portfolios representing the relative performance of 
Governance and Environmental screens show a significant negative 
exposure to SMB factor suggesting that a SRI strategy targeting good 
corporate governance and environmentally friendly behavior leads to 
promote big firms over small ones. 

 

                                                            
(19) Human rights strengths portfolio was dropped from the original panel. 
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The Growth/Value effect 

Ultimately, the results from panel A of table 5 show that the difference 
portfolio representing engagement in Governance have a significant 
higher exposure to HML factor, suggesting that a SRI strategy targeting 
good corporate governance behavior leads to favor value oriented stocks. 

Based on the latter results we partially accept hypothesis H2 and 
reformulate our conclusion accordingly: 

- Screening Shariah-compliant stocks based on governance good 
practices directs Islamic portfolios toward value and big-cap firms. 

4.1.3- Industry-adjusted seven-factor model 

The results of industry-adjusted regression provide robust unbiased 
estimates reported in table 6. 

The loadings recorded for industry-adjustment variables cannot be 
interpreted with respect to specific industry exposure but provide 
significant evidence of industry effects as revealed by pvalue coefficient 
and the slight increase in R² for the regressions performed on the 8 
portfolios that obtained a significant alpha in the classical four-factor 
model. The results confirm the robustness of our original alpha estimates 
with a noticeable increase in the level of significance for portfolio 
composed of companies significantly engaged in Diversity (10% to 5% 
level). 
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4.2 - Diversification and selectivity 

Table 7 shows the estimation results for both the original Fama’s 
diversification specification and the extended specification of net 
selectivity. We find that both inadequate diversification costs relative to 
peer index benchmark and net selectivity are economically small (i.e. 
between -0.21% and 0.35% per annum) for all portfolios regardless of 
ESG domains and level of engagement/implication. We conclude 
accordingly that imposing ESG screens to a Shariah compliant index do 
not incur a diversification cost, and reject hypothesis H3. However in 
order to compare diversification effect across portfolios we isolate from 
Fama's model the measure of net risk-return exposure differential 
expressed by the term: (σi/σm)-βi. 

As Fama's diversification cost is given as a proportion of market 
return and since our period of observation includes both negative and 
positive returns, isolating risk-return exposure changes instead of the 
financial value gives a more relevant measure of the relative 
diversification effect. 

Positive (respectively negative) net risk-return exposure differential 
expresses a higher (respectively lower) sensitivity to risk resulting from 
ESG screening. The results of net selectivity provide little evidence of 
specific impact linked to ESG domain and engagement level. We report 
that except for Environmental screen CSR engaged portfolios exhibit a 
positive net selectivity suggesting that socially responsible stocks may be 
potentially underpriced. When looking at net risk-return exposure 
differential, we find that only three out of the seven ESG controversial 
portfolios show an increase in risk exposure whereas it concerns four out 
of the six ESG engaged portfolios. Thus although the results show that 
SRI screening do not impose welfare costs to investors in terms of 
inadequate risk diversification they suggest that ESG controversies 
screens bring more benefit in terms of diversification. However as 
compared to monthly observations, annual observations are not relevant 
to draw statistically significant conclusions. Our main conclusion 
remains consistent with the classic view that a well-diversified portfolio 
does not require a large number of stocks, and implies that SRI 
constraints have little influence on the diversification of idiosyncratic 
risk. 
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5. Robustness 

To check the robustness of our results, we performed some additional 
analyses using panel data techniques. We investigate whether as 
observed in our study the performance is not significantly sensitive to 
ESG screen type nor score level. To do so we look at the presence of a 
fixed effect linked to portfolios heterogeneity. Panel data models are 
helpful to identify the impact of individual specific characteristics using 
the features of cross-section and times series regressions. For our 
investigation we compose three models using different sets of dummy 
variables in addition to Carhart four-factor model. We construct three 
distinct models for statistical efficiency purpose to avoid reducing the 
degree of freedom consequent to the use of a single model. The first 
model controls for the presence of time effect. The underlying equation 
contains four group specific intercepts as follow: 

Ri–Rf(t)=β[Rm(t)−Rf(t)]+sSMB(t)+hHML(t)+mMOM(t)+α1-4Y1--4(t)+ ε(it) 
           (4.1) 

where Y1--4(t) are four dummy variables that identify the period of return 
observation. The second model investigates the effect of score ranking. 
The equation is given by: 

Ri–Rf(t)=β[Rm(t)−Rf(t)]+sSMB(t)+hHML(t)+mMOM(t)+α1-3Score1--

3(i)+ ε(it)          (4.2) 

where dummies Score1--3(t) represent the three score rankings: 0, 1 and 
above 1. 

Model 3 focuses on ESG screen type effect. The model is described by 
the following equation: 

Ri–Rf(t)=β[Rm(t)−Rf(t)]+sSMB(t)+hHML(t)+mMOM(t)+α1-7ESG1-7(i)+ε(it) 
           (4.3) 

where ESG1-7(i) dummies represent the 7 ESG domains identified by 
KLD. 

Table 8 shows the results of the three Least Square Dummy Variable 
(LSDV) regressions.  
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The results confirm our previous observations and report the presence of 
significant small size effect across our portfolio sample. Results from 
Model 1 report significant positive alpha in year 2 (0.42 at 5%) and in 
year 3(0.33 at 10%) suggesting the presence of significant exposure to 
time effect in these two periods. More importantly, the F test statistic 
suggests the presence of fixed effects at individual portfolio level. 
Results reported from Model 2 and 3 regressions confirm our previous 
results and reveal no homogeneous effect linked to score ranking nor 
screen type. 
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Conclusion 

A cautious study of the tenets of Shariah law shows that the majority of 
the ESG criteria used by SRI funds are globally in perfect accordance 
with the very principles of Islamic law ethics and objective. In a real 
effort to reconcile shariah-compliant investment with CSR movement, 
we use KLD ESG scorings to extract from MSCI US Islamic index 
universe a panel of self-constructed SRI portfolios. We share the view 
that Islamic fund managers should mitigate the transaction cost attributed 
to accounting information collection as a tool for the identification of 
valuable companies with sustainable competitive advantage. 

In this study we set out to investigate the combining effect of 
socially responsible investment (SRI) and shariah-compliant screens. We 
used a singular portfolio composition approach to capture effect linked to 
scoring intensity used as a proxy for ESG engagement level. We used 
both mutually exclusive and non-mutually exclusive portfolios and 
explore the return of differences in mutually exclusive portfolios. Our 
results report a genuine effect of good governance practices in financial 
performance. However the significant outperformance of portfolio with 
significant implication in governance controversies balance our 
conclusion and suggest potentially that although good corporate 
governance may be a possible determinant of higher financial returns, the 
presence of governance controversies does not impact negatively on 
financial performance. Interestingly our study reports positive financial 
effect of negative social performance (i.e. implication in controversies) in 
both returns and diversification costs. The result of our robustness check 
limits the scope of these findings due to the presence of time effect in our 
period of observation. Future studies should seek to enlarge timeframe by 
reconstituting MSCI US Islamic index prior to inception date. 

Additionally in analyzing stock returns using the four-factor model 
defined by Fama and French (1993) and Carhart(1997), we found 
evidence of firms’ size effect. Precisely, the study reports that good 
corporate governance and environmental responsibility are more present 
among big firms and that small firms are less involved in controversies. 
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Ultimatly, our investigation shows that ESG constrains does not 
increase risk from improper diversification as assumed in classical 
modern portfolio theory. 

As highlighted by Galema and al. (2008) another limit of our study 
can be found in the use of HML factor as a measure of the sensitivity of a 
stock to the return difference of stocks with high and low book-to-market 
ratios. They argue that capturing book-to-market value effect may affect 
the determination of SRI performance measurement since it was found 
that social performance effect may actually be captured by a lower book-
to-market ratio. 

As a conslusion this paper illustrate the necessary step forward that 
Islamic finance industry has to make in order to set up SRI screening 
strategies that meet the legal and conceptual definition of social 
responsibility from Islamic perspective. Precisely, if good governance is 
identified as a major corporate social responsibility, the positive effect 
observed by governance screen in this study provides an additional 
argument for Islamic funds to develop SRI strategies in accordance with 
Shariah framework. 

Ultimatly and from a conventional perspective, SRI analysts should 
revisit their ratings methodologies to avoid the ongoing “Greenwashing” 
critics. 
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ة: ة االجتماع  أداء استثمار المسؤول

عة اإلأدلة من األ ةسهم المتوافقة للشر  سالم
اس تاب أیراجراجا إل  "" 

ابیل  .د اردجانتر    الن
ارس    انتیون  السورون  ١بروفسور في جامعة 

 
ة بوتیرة مطردة في العقد  .المستخلص نما االستثمار في األسهم اإلسالم

عض  الماضي. ومع ذلك، وفي خضم هذا النجاح النسبي  فهناك 
اهنا  ة مما استرعي انت فائه لألهداف االجتماع شأن است االنتقادات 

ة في االستثمار ودفعنا للتحقی في  ادئ االجتماع فاء الم  اتمد است
ة  ادئ األخالق ة. في هذه الورقة نستكشف مد تواف الم اإلسالم

ا  ة مع االستثمار المسؤول اجتماع ة تطبی هذه  (SRI)اإلسالم ف و
ما بینها.  ه بین أن تحدید إالممارسات ودراسة أوجه التكامل ف وجه التشا

ا واالستثمارات اإلاالستثمار المسؤول  یز اجتماع ة یجعل التر سالم
ا على  ة أ منص مة ورطها إهم ة والحو ة واالجتماع براز الدراسات البیئ

ة مات . معاییر االستثمار المتوافقة مع الشرعة اإلسالم استنادا إلى تقی
(KLD) ة ف ة إاالجتماع ناء مجموعة من المحافظ المال نا قمنا بدراسة و
وناتها والتي قم ار م اخت این معایر أنا  ة أنفسنا وتتمیز بت دائها البیئ

مة فیها. نتائجنا  ة وخواص الحو  ألى عدم وجود إشارت أواالجتماع
مة مع  ة والحو ة واالجتماع تأثیر سلبي نسب إلى فحصنا للعوامل البیئ

أداء  ثیر لـمحفظتنا  م. ال ٢٠١١- ٢٠٠٨یجابي في الفترة إأداء أعلى 
ة السوق أو م ن تفسیر هذا األداء المتفوق من خالل اختالف حساس

ا داء متفوقً أوضحت أن دراستنا أنمط االستثمار. ومن المثیر لالهتمام 
انت مؤشرات األداء فیها سلبً  ابیرً  ة التي  ا في مجاالت للمحافظ المال

ة وحقوق اإلنسان    .الخدمة االجتماع
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Profit, Dividend and Financial Compensation: 
Empowering Shareholders, A Proposal 

 
Dr. Kaleem Alam 

 
Abstract. Recent crisis and failure of some major corporation 
that shook the business world was inspiration for this paper. 
This paper proposes to link top executives and as well as the 
employees of the firm to the profit generated by the firm. It 
proposes to empower the shareholders to approve debts 
application of the firm and fixing the bottom most salary. Being 
a shareholder is being the owner of the firm and hence the 
shareholder must have first claim over the profit, so the paper 
recommends mandatory annual distribution of profit’s portion 
as dividend. The paper produces a chart and tables to further 
simplify and substantiate the idea. 

Keywords. Profit, Dividend, Compensation, Empowering 
Shareholders   

 
 
Today and in past, many well-known and lesser known shareholding 
companies have failed. Failure is not necessarily due to decisions taken 
but it could be due to multifaceted factors. It could be the right decision / 
product but the wrong marketing; it could be due to changes in political 
preferences, or due to changes in the business environment or due to new 
invention / technology. With failure comes a financial consequence 
which effects shareholders’ positions, and, in the case of closure, the 
employees and other stakeholders being affected as well. Recent failures 
that shook the largest economy of the world and created ripples in the 
world economy included companies tagged as “too big to fail”. The 
companies that failed or were bailed out by the leading capitalist 
countries (Laissez-faire) were companies such as Enron, ABN Amro, 
Royal Bank of Scotland, GM, MG Rover,  JP Morgan Chase, Goldman 
Sachs, Lehman Brothers, AIG, Wachovia, etc..  These were dream 
companies, which every executive wished to join. These companies 
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compensated their executives very well especially the senior ones, but 
then one should ask why? Why did some companies pay their top 
executives and CEO’s so highly  and yet those companies failed? The 
fact that the companies go bust or incur losses in spite of the presence of 
these well rewarded CEOs is  a matter of concern.  
 

This paper proposes to link the compensation of the CEO and the 
general employees to profit. Engaging all stake holders, especially the 
employees, would yield a better profit. The higher the company’s profit 
the higher would be the pay for their employees from top to bottom. The 
‘benefits’ to the employees should be declared from net profit in a fixed 
ratio.  
 
Profit  
The profit we are referring to here is accounting profit, which is defined 
as “the revenue realised in a given period after providing for expenses 
incurred ……  . The accountant deducts explicit costs from the revenue 
in order to determine profit.”(1) When a profit is made the biggest 
claimant of this profit should be the shareholders. When there is a profit 
in a firm, a percentage of the profit must be shared with the employees 
and shareholders of the firm. There are number of studies and practices 
that indicate that profit sharing is in the interest of the company. 
According to John Gennard and  Graham Judge “these schemes aim to 
increase employee motivation and commitment by giving employees an 
interest in overall performance of the enterprise. In this way management 
hopes to raise employees’ awareness of the importance of the profit to 
their organization and to encourage team working by demonstrating that 
it rewards acumen from cooperative effort even more than individual 
effort. Profit sharing schemes ensure that employees benefit from the 
organization making profits.”(2) Jason Riley(3) thinks profit-sharing plans 
in small firms can help to enhance employee commitment and increase 
the job related performance of the individuals. 

 

                                                            
(1) TR Jain & OP Khanna (2010), Business Economics, p. 349. 
(2) John Gennard and Graham Judge (2005), Employee Relations, p. 195. 
(3) Jason Riley, "The Election Choice: Union" The Wall Street Journal, October 27, 

2008, A19. 



   Profit, Dividend and Financial Compensation: Empowering Shareholders    177 

 

The profit sharing concept has the support of many scholars such as 
Albert Gallatin, John Stuart Mill, William Stanley Jevons, Linda Bell(1), 
Douglas L. Kruse(2), Martin Weitzman(3), John V .Duca  David D. Van 
Hoose(4), and others.  This mechanism gives the feeling that the company 
is making profit because of its employees. In the words of A. C. 
Fernando, “Profit sharing motivates the individual worker to put in his 
best as his efforts are directly related to the profits of the organization, in 
which he gets a share.”(5) The study conducted by Hua Wang concludes 
that “The regression results show that the profit sharing plan has a 
significant negative effect on a firm's exit hazard, which means the 
adoption of profit sharing will help a firm live longer. The results are 
consistent across different measurements of profit sharing.”(6) The most 
significant importance of the profit-sharing principle is given in the 
words of Scott A. Snell and George W. Bohlander, “profit sharing plans 
are intended to give employees the opportunity to increase their earnings 
by contributing to the growth of their organization's profits.”(7) Indeed, 
the increase in the earning of the employees would also result in the 
increased earning of the shareholders.  

 
The primary reason why anyone invests in any business is to earn 

extra income. The shareholders are actually the owners of the firm; hence 
they must have the upper hand / say on the strategic affairs of the 
company. The strategic error done by the firms ‘Typically, the percentage 
of the profit distributed to employees is set by the end of the year before 
distribution’(8). To achieve the benefit attributed above to the profit-sharing 

                                                            
(1) David T. Ellwood (2000), A Working Nation: Workers, Work, and Government in 

the New Economy,  p. 82. 
(2) Douglas L. Kruse (November 1993) , Does Profit Sharing Affect Productivity?,  

NBER Working Paper No. w4542 
(3) Weitzman M.  (1985;December ), The Simple Macroeconomics of Profit Sharing. 

American Economic Review. 
(4) John V. Duca & David D. VanHoose (November 1997), Goods-Market Competition 

and Profit Sharing: A Multisector Macro Approach, Federal Reserve Bank of Dallas. 
(5) A.C. Fernando  (2006), Corporate Governance: Principles, Policies and Practices,  p. 172. 
(6) Hua Wang  (2006), The Effects of Employee Stock Ownership and Profit Sharing on 

Firm Survival, UMI, p. 83. 
(7) Scott A. Snell, George W. Bohlander (2011), Managing Human Resources, 16th ed., 

p. 455. 
(8) Robert L. Mathis and John Harold Jackson (2010), Human Resource Management, 

p. 408. 
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mechanism, the firm must commit the profit sharing mechanism in 
advance for all employees, mangers, board of directors, etc.  

 
Strains on Profits 

The profit made through the serious combined efforts of the employees, 
management and board, gets eroded due to some decisions taken, thought 
to enhance business but sometimes just out of greed to expand beyond 
ones capacity/capabilities. In either case it is borrowing on interest, 
except if it is done by way of equity expansion. Companies expanding 
through interest based borrowing have to cough up interest on the 
borrowing, even if the firm has not yet benefited from this borrowing. 
And, if the business environment turns to be unfavorable, it further 
compounds the problem. Serving debt (interest/usury) has always put 
considerable strain on the profit of the firm and ultimately affects the 
returns to shareholders.  Professor Ndikumana’s research confirms the 
negative relation between debt and profit of firm.  He concludes “The 
results in this paper (Debt service, financing constraints, and fixed 
investment: evidence from panel data) establish a negative relation 
between investment and debt service beyond the fact that debt service 
reduces cash flow. The findings support the hypothesis that cash payment 
commitments reduce the ability of a firm to sustain investment in the 
case of a squeeze on profits and sales.”(1) Some of the large firms try 
acquisition and hostile takeovers by excessive borrowing at high interest 
rates. These aggressive purchase / takeover / acquisition are mostly done 
through aggressive borrowing in the market. There are many researches(2) 

                                                            
(1) Leonce Ndikumana (1999), Debt service, financing constraints, and fixed 

investment: evidence from panel data, Journal of Post Keynesian Economics, Spring 
99, Vol. 21 Issue 3, p. 455. 

(2) A. Schleifer and R.W. Vishny, Takeovers in the 60s and 80s: Evidence and 
implications,"Strategic Management Journal December 1991, p. 51. R. Roll, 
Empirical Evidence on Takeover Activity and Shareholder Wealth", Knights, 
Raiders and Targets, 1989, p. 112. R.E. Caves, Merger, Takeovers, And Economic 
Efficiency, International Journal of Industrial Organization July (1998) p. 151. T.H. 
Brush Predicted changes in operational synergy and Post Acquisition Performance 
of Acquired Business", Strategic Management Journal, v 17-1, January, 1996, p. 1. 
T. Loughran and A.M. Vijh, Do Long Term Shareholders Benefit from corporate 
Acquisitions? Journal of Finance, 5 1997, p. 1765. M.C. Jensen and R.S. Ruback, 
"The Market for Corporates Control: The Scientific Evidence," Journal of Financial 
Economics, November (1983) p. 5. 
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suggesting that acquisitions fail to increase the profitability of the 
acquiring company and may result in losses(1). Another study suggest that 
company's market value and profitability declines, rather destroys the 
value of the company instead of creating(2). According to Vadapalli, 
“Debt servicing costs can reduce earnings performance directly. Since 
Acquisitions are associated with high debt levels, it is an uphill battle to 
make them profitable. High levels also increase the likelihood of 
bankruptcy, which can lead to a downgrade in the firm’s credit rating 
from rating agencies.”(3) Servicing debts naturally reduces the profit of 
the shareholder (dividend) in words of Gabriel, “Debt can eat away at 
shareholder equity and overall value of the business.”(4) I am not 
suggesting that there has to be zero debt only. But, unnecessary debt 
must be avoided. It is wise to expand prudentially at one’s own cost or 
through interest-free mechanisms, if possible. Gabriel Wisdom puts it in 
following words; “The best debt-to-equity ratio, of course, is zero. But I 
might shy away from a company with debt-to-equity ratio higher than 25 
percent.”(5) 

 
While Shariah complaint Muslim investors are required to invest in 

a firm that firstly meets the Shariah requirement of not being in Haram 
(prohibited) business and debt to equity(6) or Asset(7) ratio not exceeding 
33%. This is the accepted standard adopted by AAOIFI (Accounting and 
Auditing Organization for Islamic Financial Institutions)(8); the Shariah 

                                                            
(1) Charles W. L. Hill, Gareth R. Jones (2012),  Strategic Management Theory: An 

Integrated Approach, p. 365. 
(2) D.J. Ravenscraft and F.M. Scherer (1987), Mergers, Sell-offs, and Economic 

Efficiency, Washington: Brooking Institution. 
(3) Ravinder Vadapalli (2007), Mergers Acquisitions and Business Valuation, p-148. 
(4) Gabriel Wisdom (2009), Wisdom on Value Investing: How to Profit on Fallen 

Angels, p. 21. 
(5) ibid 
(6) Rasem N. Kayed & Kassim M. Mohammed (2009), Unique Risks of Islamic Modes 

of Finance: Systemic, Credit and Market Risks, Journal of Islamic Economics, 
Banking and Finance, Volume-5 Number-3, p. 12 

      Marwan Al-Turki, Debevoise & Plimpton (June 2007), Shariah-compliant Private 
Equity Funds: What Private Equity Managers Need to Know, 
http://www.eurekahedge.com/ 

(7) Natalie Schoon (2010), Islamic Banking and Finance, p. 117. 
(8) http://www.aaoifi.com 
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standard 21(1) states the standard that deals with Financial papers (Shares 
and Bonds). These restrictions are indeed needed and are important for 
protecting the firms, shareholders and employees. Perhaps that is the 
reason why Islamic investments have proven to be more resilient(2) to 
crisis and have fared well(3) during the financial crisis. Shareholders must 
have a say when firms want to enter debt deals beyond or equal to 3%  
Debt to Asset or equity ratio. A simple majority must approve it. 
Similarly, if a company wishes to exceed a Debt to Equity/Asset ratio 
above 15% it must get the approval of two third of the shareholders. But, 
it should not cross the 33% Debt to Asset / Equity Ratio. These are 
conservative and best approach to safeguarding the interest of the 
shareholders and all employees. 
 
Compensations 

Financial Compensation paid to employees from top to bottom has to be 
structured in such a way that it meets the average market standard; it 
retains the needed staffs and compensates them annually for their 
achievements. Many firms tend to pay in excess to their employees 
simply in order to retain them. Retention is good but not the blackmail, as 
some employees express their intention to leave at a crucial time. 
Excessive payments to such disloyal employees are unfair. And the 
compensation package developed by large corporations for their senior 
managements and CEOs actually eats away shareholders’ profits(4). There 
is indeed a need to check the level of direct compensation paid to 
executives and top management; a few years back it was reported in The 
Economics Time that former corporate affairs minister of India  Salman 
Khurshid had said “companies should avoid paying their top executives 
what he termed 'vulgar salaries'”(5). Earlier than that, the prime minister 
of India,  Manmohan Singh, was reported as  “exhorting top executives 

                                                            
(1) 
http://www.irti.org/irj/go/km/docs/documents/IDBDevelopments/Internet/English/IRTI/
CM/downloads/Distance_Learning_Files/Spring2009/AAO-Standard%2021-1E.pdf 
(2) Islamic Banks: More Resilient to Crisis?, (Global Economic Crisis), IMFSurvey 

Magazine: IMF Research, October 4, 2010 
(3) John Graham and Scott B. Smar (2011), Introduction to Corporate Finance, 3rd ed. 

(ch 13 Characteristics of Long-Term Debt Financing). 
(4) Lucian A. Bebchuk and Jesse M. Fried (2006), Pay Without Performance: The 

Unfulfilled Promise of Executive Compensation, p. 63. 
(5) The Economics Times, September 7 2010. 
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to show some moderation in executive pay”(1). During the financial crisis, 
MSNBC (2009)  reported: “President Barack Obama imposed a $500,000 
cap on senior executive pay for the most distressed financial institutions 
receiving taxpayer bailout money and promised new steps to end a 
system of “executives being rewarded for failure.”(2) In June 2012, The 
Guardian (UK) carried the following headline “French finance minister 
says cap on top pay is 'moral issue' (with following subheading)  Pay 
squeeze delivers on a campaign promise by France's Socialist president 
François Hollande.”(3) The French Finance Minister put a cap of € 
450,000(4) on top executives. The fixed excessive pay has become 
outrageous and hence it must be brought down and equated with 
performance. Hence I believe it would be prudent that top executive’s 
fixed pay must not exceed 12 times(5) that of the lowest paid employee of 
that firm including full time contracted employees. Hence the 
shareholders should have the right to fix the salary of the bottom most in 
the firm and the maximum cap for the top most is a known (12 times the 
bottom most).  

 
Dividend 

“'Dividend' generally means distributions of profits to the shareholders of 
a company as a return on the capital that the shareholders have made 
available to the company as its shareholders.”(6) Dividends are distributed 
after tax (and interest) deduction from gross profit. The company can 
‘retain’ the profit after tax or distribute the profit to shareholders as 
‘dividend’ or both. Dividend incomes are taxed in some countries and not 
in others  to avoid double taxation as dividend is declared from profit 
after tax which is net profit. The countries that charges tax on dividend 
must abolish these taxes. The very purpose behind the common man 
becoming a shareholder is to primarily make money; hence it should be 
made mandatory for the companies to pay dividends whenever they have 
profit after taxes (and interest). The minimum annual declaration of the 
dividend should be 35% of the net profit and not exceeding 70%. The 

                                                            
(1) The Telegraph, May 10, 2011. 
(2) Msnbc.com, 2/4/2009. 
(3) The Guardian, 13 June, 2012. 
(4) ibid. 
(5) A suggestion for medium size firms. 
(6) Marjaana Helminen (2010), The International Tax Law Concept of Dividend, P. 97. 
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rest can be used as retained income, bonus, CSR, etc.  The following 
should be an ideal distribution of the net profit.  Dividend =35%, Retain 
=35%, employees (top to bottom) = 22%, Board of Directors = 3.5%, 
CEO = 2%, and CSR (corporate Social Responsibility) = 2.5%. In this 
proposal, if the CEO’s compensation is moderate and linked to profit, 
then he has his share of 2% + share in the Board of Directors and + Share 
with  employees. Of the 22% share in profit reserved for employees, 50% 
of it should be distributed equally among employees and the remaining 
50% should be salary based.  A chart below explains the distribution. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 

 

 

  

Employees Share of profit/ Bonus
22% 

Uniform pay 
50%

Salary based pay 
50%

CSR 
2.5% 

Retained Income 
35% 

CEO 
2% 

Board of Directors 
3.5%

NET PROFIT 

Shareholders (owners) 
35% 

Reserve 
65%

Net Profit Distribution
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To simplify,  an example is given: 

Shareholders decide that the full time receptionist which is lowest level 
in hierarchy of the company ‘KA Technology’ would be receiving annual 
remuneration of $ 36,000. Hence the maximum the CEO can receive as 
his compensation is $ 432,000 (12 times the lowest Pay). If KA 
Technology is to make a net Profit after paying interest and taxes is $ 5 
million, then in the following manner the Net profit would be distributed: 
 

Table (1). Profit Distribution 

Profit Dividend Retain Employees 
Board of 
Directors

CEO CSR 

  35 % 35% 22% 3.5% 2% 2.5% 

$ 5,000,000 $ 1,750,000 $ 1,750,000 $ 1,100,000 $ 175,000 $ 100,000 $ 125,000 

 

(uniform) 
50% 

(salary Based)
50%  

$ 550,000 $ 550,000 

 
KA Technology has 23 employees including the CEO and has 7 Board of 
directors (including the CEO). In the following manner the employees’ 
share to net profit would be calculated. Receptionist, basic salary is 
$36000 as given in table 2, as recommended above that 50% of the 22% 
share of employee in profit to be distributed uniformly to every 
employee, hence, the receptionist and the CEO would receive the same 
amount of $23,913.04. The other 50% of the shares  would be salary 
based/linked; here the receptionist would receive $10,153.85 as his/her 
share while the CEO would receive $121,846.20 as his share of profit. In 
Table 3 comparison of the pay between the CEO and the Receptionist is 
given.  The annual salary of the receptionist is $36,000 but due to sharing 
mechanism s/he receives $70,066.88 almost double of annual basic Pay. 
This mechanism entitles employees to receive more pay if the net profit 
is higher. 
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 Table (2). Salary based employee share in Profit (50% of 22% employees share) 

Employees  
pay 

scale/month 
Annual 

Pay 
percentage 

share 
Employees 

Receptionist 1 3,000 36,000 0.018461538 10,153.85 

Programmers 15 5,000 900,000(1) 0.030769231(2) 16,923.08(3) 

Design Supervisor 1 7,000 84,000 0.043076923 23,692.31 

Program supervisor  1 7,500 90,000 0.046153846 25,384.62 

Network Engineer 1 8,000 96,000 0.049230769 27,076.92 

Media Manager 1 8,500 102,000 0.052307692 28,769.23 

HR Manager 1 8,500 102,000 0.052307692 28,769.23 

Marketing Manager 1 9,000 108,000 0.055384615 30,461.54 

Founding CEO 1 36,000 432,000 0.221538462 121,846.2 

Total Employees 23 
Total Cost to 

Firm 
(Annual) 

$ 1,950,000 
Additional Cash 

benefit to 
employees 

$ 550,000 

 
 

Table (3). Comparative annual pay 

 CEO Receptionist 

Basic pay 432,000 36,000 

Uniform share 23,913.04 23,913.04 

Salary based share 121,846.15 10,153.84 

CEO Share 100,000 -------- 

BOD(4) Share 25,000(5) -------- 

Total Pay 702,759.19 70,066.88 
 

  

                                                            
(1) Annual pay of individual programmer is 5000x12= 60,000 and for 15 programmer it 

would be 60,000x15=900000. 
(2) Annual Salary based percentage of each programmer. 
(3) Annual Salary based share of employee on profit per programmer. 
(4) Board of Director. 
(5) 175,000/7=25,000 for each member of the board.  
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Make distribution of dividend legally binding 

Making dividend distribution legally binding in case of profit, would 
have multifaceted positive effect. First and foremost the protection of 
minority shareholders, secondly it would encourage more long-term 
shareholders and finally less stock market volatility. Ultimately it would 
be empowering the normal citizens with cash in hand to spend or invest, 
which is again good for economy.  
 
Expected outcome 

The shareholder is a member of public; the proposed regular dividend 
empowers him/her financially. It would limit volatility of stock markets 
and embolden the shareholder to hold on to their stocks longer. 
Ultimately if people are educated about stock markets it would be 
another way to make extra money without speculating for the general 
public. 
 

Conclusion 

Shareholders who are the actual owners of the firm must be empowered 
to approve issues which could affect their future returns (dividend). This 
paper proposes that shareholders must be empowered to approve or dis-
approve the loan. This paper also proposes a minimum of 35% of the net 
profit must be declared as a cash dividend by the profit making firm, in 
fact this paper is proposing it to become legally binding on the firms. 
Employees, being important member of the firm must have a claim on 
the profit. The CEO’s remuneration should also be linked to profit 
performance and hence the pay must not be exorbitant. The shareholders 
must decide the lowest acceptable pay for its employees and maximum 
should not exceed 12 times the lowest pay (proposed for Small & 
Medium industry). All employees are bound to benefit from such a profit 
sharing mechanism; the better the financial performance the better would 
be their return.  
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Abstract. Neuroeconomics is a relatively new interdisciplinary 
field of economics dealing with microeconomics issues such as 
choice, preferences, utility through exploring the underpinning 
brain interactions behind human decisions. With the recent 
development in functional neuroimaging, the field provides a 
unique opportunity to unlock the black box of human nature and 
understand human behaviors through mapping and measuring 
certain brain activation in respect to particular stimulus. 
Currently, many top universities such as Duke, NYU, 
University of Pennsylvania, George Mason, and Stanford have 
research centers on neuroeconomics. This paper discusses 
promises and pitfalls of neuroeconomics for both conventional 
and Islamic economics.  It particularly examines the potential 
use of neuroimaging to test economic axioms and hypotheses 
from Islamic perspective. It also covers two ongoing Islamic 
neureconomics research projects conducted by Dr. Aydin in 
collaboration with Dr. Brewer from Yale University, on 
meditation and gratitude using fMRI. 
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1. Introduction 

Understanding more about human brain for sure will help us to better 
understand decision making and behavior. How significant the help 
would be? That is a matter of debate among experts. Some argues that 
neuroeconomics already made a significant contribution to conventional 
economics while others argue that we should wait and see.  

With the recent development in functional neuroimaging, 
neuroeconomics provides a unique opportunity to unlock the black box 
of human nature and understand human behaviors through mapping and 
measuring certain brain activation in respect to particular stimulus. In this 
paper, I will first review promises and pitfalls of neuroeconomics 
conventional. Then, I will present Islamic economics as an alternative 
economic paradigm with Tawhidi paradigm with its distinctive economic 
axioms and goals. Finally, I will discuss the promise of neuroeconomics 
for Islamic economics sharing our ongoing research project, in 
collaboration with Dr. Brewer from Yale University, on meditation and 
gratitude using fMRI. 

2. Defining Neuroeconomics 

Neuroeconomics is a relatively new interdisciplinary field of economics 
dealing with microeconomics issues such as choice, preferences, utility 
through exploring the underpinning brain interactions behind human 
decisions. The field pursues an integrative approach to study human 
behaviors through collaborative works of psychology, economics, and 
cognitive neuroscience (McCabe 2002; Glimcher and Rustichini 2004). 
Economists are interested in neural activities behind human choice and 
preferences while neuroscientists are interested in biological structure, 
connections, and activities of neurons which produce/support cognitive 
skill. Both neuroeconomists and neuroscientists use brain stimuli and 
response mechanism to capture brain activities. However, they differ in 
terms of their interest in and inferences of these activities (McCabe 
2008). Neuroeconomists want to measure activities themselves while 
neuroscientists want to measure messages supposedly carried through 
those activities. Likewise, neuroeconomists want to understand subject 
strategies from the presumed messages, while neuroscientists want to 
understand neural mechanism behind neural activation.  
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Particularly, with the recent development in functional 
neuroimaging, the field provides a unique opportunity to unlock the black 
box of complex human decisions through mapping and measuring certain 
brain activation in respect to particular stimulus. Currently, many top 
universities Duke, NYU, University of Pennsylvania, George Mason, and 
Stanford have research centers on neuroeconomics. 

3. How Do We Measure Brain Activity? 

Neuroscience currently provides three tools to explore brain activities 
related to economic decisions: Positron Emission Tomography (PET), 
Electroencephalography (EEG), and functional Magnetic Resonance 
Imaging (fMRI).  

PAT scan captures images of the brain activities through the 
absorbed radioactive “tracers” in the bloodstream. These tracers are 
attached to compounds like glucose which is used at higher rate when 
certain part of brain is activated. The PAT images capture the activated 
parts of brain as subjects go through experiments.  

EEG is the recording brain electrical activity (voltage fluctuations 
due to ionic current flows within neurons) along the scalp. Multiple 
electrodes are placed on the scalp of subjects for usually 20-40 minutes 
to capture electrical activity. Even though it is widely used for the case of 
epilepsy, it is also good tool for research involved in brain activity. Its 
advantages over the PAT and fMRI scans include low-cost and relatively 
higher tolerance to subject movement during experiment. On the other 
hand, it has relatively low spatial resolution and less penetration to deep 
level neural activity.  

fMRI scan capture brain activity by the changes in blood 
oxygenation and flow that happen when certain part of brain is activated. 
This is due to the fact that greater brain activity requires greater 
consumption of oxygen which is delivered by hemoglobin. fMRI 
scanning is used to reveal activation maps in line with certain mental 
process.  Hemoglobin gains greater magnetic property when oxygenated. 
Thus, fMRI scan captures the Blood Oxygen Level Dependent Response 
(BOLD response) by measuring changes in magnetic resonance signals 
due to the changes in oxygenation level. Generally, the change is 
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measured as BOLD differences in two slightly different stimulus-
response experiments to examine brain activation in relate to certain 
activity. The spatial and temporal data are subsequently analyzed using 
the General Linear Model.  Currently, most standard whole-body 
scanners produce 1.5 to 3 teslas magnetic field to capture brain activity. 
Recently reported that a new generation of MRI scanner with 11.75 teslas 
will come out within a year1. Current MRI scanners cover about 10K 
neurons with a spatial resolution of nearly 1 mm while the new MRI 
scanner will cover about 1K neurons with resolution of 0.1 mm. The new 
scanner can capture changes as fast as one tenth of a second.  

 Even though fMRI is safer to use, PAT scan provides great flexibility 
in experiment design. It is important to note that PET scan and EEG are 
increasingly used alongside with fMRI to capture more reliable data.  

4. (How) Can Neureconomics Help Conventional Economics? 

Neuroeconomics potentially can offer a great help to conventional 
microeconomics particularly, behavioral economics, experimental 
economics, and game theory. However, the work is still in progress. The 
magnitude of contribution is a matter of debate, at least for now.  This is 
partly because neuroeconomics is less than fifteen years old, and partly 
because the complexity in modeling and capturing neural computation 
behind complex human decisions. The ultimate usefulness of 
neuroeconomics will be determined by our knowledge of human brain 
which is perhaps the most complex machine in the universe in terms of 
how we measure its functions and relates to human decisions. The 
current pace of technological advancement might eventually lead us to 
reveal the nature of human preferences includingoptimal decision 
making, inter-temporal choice, risk taking, reward, motivation, altruism, 
and utility. 

Neuroeconomics deals with several issues at the heart of economic 
studies. Textbook definition of economics is that it is the study of scarce 
resources to meet unlimited human wants (both needs and desire). This 
suggests that economics is interested the source, expression, and 

                                                            
(1) http://spectrum.ieee.org/biomedical/imaging/the-worlds-most-powerful-mri-takes-

shape, accessed on November 10, 2013 
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fulfillment of wants through limited resources. For that matter, any help 
to better understand human wants shall be welcomed.  

4.1 Contributions to Behavioral and Experimental Economics 

Economics as a field began with assumption that we are rational and self-
interested. Thus, we decide on the best options to maximize our interest. 
Economists long gave up this idea accepting that we are not always 
rational. Indeed, recent studies in behavioral economics reveal that we 
are predictable irrational. Neuroscience might shed light on how why we 
make irrational decisions. It might also help us how to reshape our 
preferences.  

Neuroeconomics adds another layer to experimental studies which 
have made major contributions to the understanding of economic 
decision making. Particularly experimental design in neuroeconomics 
greatly benefits from game theory which aims to understand how people 
maximize their interest among competing strategies given the fact they 
face tradeoffs/opportunity cost no matter what they choose. 
Neuroeconomics seek to find those strategies through brain activities 
assuming that they are encoded in the brain (McCabe, 2008). 
Particularly, when an economic theory fails to predict consumer 
behaviors, deep knowledge of decision making would help to refine the 
theory.  

Neuroeconomics could be helpful particularly to game theory 
which studies strategic decisions behind goal-directed human behaviors. 
Facing opportunity costs for every action, human beings engage in 
coordinated emotional and cognitive activity to decide on a goal-
maximizing choice. Neuroscientists explore neural activities during goal-
directed decisions. For instance, in monkeys, Schultz et al. (1997) report 
positive correlation between the release of midbrain dopamine neurons 
and goal-directed learning. Once the reward is linked to a stimulus, the 
dopamine release begins when the stimulus introduced not when the 
reward is given. O’Doherty et al. (2004) confirmed the findings in human 
subjects by observing activation of same brain regions through BOLD 
response when subjects either received or anticipated to get juice 
rewards. Knutson et al. (2000, 2001) came up with similar findings for 
monetary reward.  
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McClure et al. (2004a) examined the influence of brand names on 
product selection. They first conducted blind test of two soft drinks 
(Coke and Pepsi) by giving subjects the drinks in an unlabeled cup. The 
subjects were likely to say the preferred Pepsi to Coke which 
contradicted with their claimed preferences. They put same brand drink 
in two cups one with label and the other without, they were much more 
likely to say they preferred the labelled Coke compared with the 
unlabeled Coke. Then, they put subjects in the scanner to see brain 
activity during decision making process. In the first session, they gave 
subjects soft drink through a plastic tube following a colored light (one 
for each brand). In the second session, they replaced the light for Coke 
with its picture. In the first session, they found the reward region of brain 
being activated. In the second session, when the subjects were shown the 
Coke image, additional areas of the brain were activated. The researchers 
interpreted the difference as the area which is activated for bias 
preferences with brand name information. 

McClure et al. (2004b) study BOLD activations in making 
intertemporal choices between immediate (money today) and distant 
monetary reward (money in the future). They found that the limbic 
system is activated when choosing immediate reward. On the other hand, 
when the distant reward is preferred, the lateral prefrontal and parietal 
areas of the brain got more activated.  

4.2 Contributions to Game Theory: Rational vs. Moral Agent 

Experiments such as dictator, ultimatum, and investment games in game 
theory provide great insight about human decision making. In the dictator 
game, there are two players, the proposer who decide on how to allocate 
endowment such as cash prize and the responder who is passive recipient 
of the prize given by the proposer. Thus, the proposer is the sole decision 
maker.  He is expected to keep the full prize for himself. Ironically, it 
seems like this is not the case. For instance, Forsythe et al. (1994), in an 
experiment, gave $10 to the proposers in room A and asked them to split 
with anonymous subject in room B. They were told they could decide to 
give all or none as they like. Their decision would be the final. 
Surprisingly, only 21% of the proposers kept the whole money for 
themselves while 21% of them shared evenly. Overall, the proposers kept 
77% and sent 23% to the responders in room B.  Then, why the proposers 
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negate rational expectation? Neuroeconomics might shed some light on 
such issues by revealing neural activity difference in those who share 
verses those who act selfish. Indeed, Spitzer et al. (2007) found out that 
the brain activation of dictators who are likely to be punished is much 
greater than that of those who would not.  

Fairness Studies 

The ultimatum game single shot game between two players who are 
given certain endowment to share as they like. The first player proposes 
how to divide the endowment while the second player can accept or 
reject the offer. If the second player rejects the offer, both players would 
not receive anything. If the second player accepts the offer, the money 
would be split according to the proposal. Many studies (Guth et al. 1982, 
Forsythe et al. 1994) confirmed that the proposal would likely include 
even split of money between the two players due to the power of second 
player to reject the proposal completely. Irrespective of the monetary 
amount, any offer less than 20% of the total has about 50% chance of 
being rejected. This is counterintuitive because no matter how small the 
amount is it is still better than getting nothing.  

Why do rational people prefer nothing over something? It is clear 
that they are acting to punish their counter players who engage in major 
unfair behavior. In a fMRI study, Sanfey et al. (2003) scanned 19 
subjects who were in the role of the responder in the Ultimatum Game. 
They wanted to see whether the brain activation is different when the 
responder faces unfair offers. They played 10 rounds of one-shot play 
with ten human partners via computer interface and 10 rounds with 
computer partners. In each round, the players were given $10 to split. 
Half of offers by both human and computer partners was fair (split the 
money even) while the remaining half was unfair offers. The behavioral 
patterns were similar to general findings in Ultimatum Game 
experiments.  Responders accepted all fair offers while rejecting unfair 
offers from human partners at a significantly higher rate. They found that 
unfair offers activate anterior insula (responsible for emotion) and 
dorsolateral prefrontal cortex (responsible for cognition). Furthermore, 
they observed greater activation in the emotion area for rejected unfair 
offers. Rilling et al. (2004) conducted a similar study and confirmed the 
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different response when subjects received unfair offers from computer 
partners rather than human partners.  

In another related study, when researchers interrupted dorsolateral 
prefrontal cortex activity through Transcranial Magnetic Stimulation 
(TMS), the responders were more likely to accept unfair offers (Knoch et 
al., 2006). A similar study which allowed responders to express their 
angers during the game found that it is more likely for responders to 
accept unfair offers when they express their anger at their partners (Xiao 
and Houser, 2005). This means that responders consider rejection of 
unfair offers as a form of expressed anger at and punishment of their 
partners. It also shows that people value fairness even more than 
monetary gain. Rabin (1993) even developed “fairness equilibrium” on 
the basis of findings from economics that people are willing to sacrifice 
their wellbeing to return kindness and punish unkindness. Singer et al. 
(2006) explore gender difference in responding unfair offers. They found 
out that even though both genders equally punish unfairness, men enjoy 
punishing more than women as revealed by higher activity in the reward 
area of the brain.  

Trust Studies 

The Trust Game (also known as the Investment Game), designed by Berg 
et al. (1995), is the experiment in which two players are given certain 
amount of money to share. The player one is told that he should send 
whatever the amount he decides to the paired anonymous second player. 
He can decide to keep all the money and send nothing. However, he 
chooses to send money, the experimenter will triple the amount and give 
it to the second player. Then, the second player will be told to decide 
how to share the money. He can also keep all or share as he likes. The 
initial transfer to the second player is called “trust” while the transfer 
back to the first player is called “trustworthiness”. According to the 
rational choice theory, the self-interested first player should keep all 
money because there is no reason for rational reason for the second 
player to send money back to him. The experiment results have 
consistently negated the rational economic prediction. In the original 
Trust Game involved thirty two game shots, Berg et al. found that thirty 
of them were contradicting standard economic theory. Many subsequent 
studies (McCabe and Smith, 2000; McCabe et al. 2003) confirm that first 



Neuroeconomics: Promises and Pitfalls for Islamic Economics              195 

 
 

players generally share the money and the second players return the 
amount even greater than originally sent.  

Kosfeld et al. (2005) and Zak et al. (2005) conduct a trust game to 
see whether oxytocin has any leverage in trust relationships among 
players. They found out that subjects who inhaled the oxytocin were 
more likely to trust their partners and sent money (invest) in the game. 
Zak et al. (2007) also reported positive correlation between oxytocin and 
generosity.  

In a study by King-Casa et al. (2005), researchers scan subject’s 
BOLD responses during the repeated trust game. They found out the 
causdate nucleus of the second player was greatest when the first player 
sent even more money in response to trusty response from the second 
player during the first round of the play.  Krueger et al. (2007) further 
explore the brain activation during the trust game.  They argue that two 
different brain parts might be involved in the development of trust, 
paracingulate cortex (cognitive) and the septal region (oxytocin receptor). 

4.3 Contributions to Wellbeing Studies 

While economists care about what individuals choose between 
competing alternatives, psychologists assess the impact of such choice on 
subjective wellbeing, doctors tell its health impact of choice, 
philosophers and religious scholars debate its moral dimension. They all 
contribute to our understanding of subjective wellbeing when we make a 
certain choice.   

Utility in modern economics gain extended meaning. Some 
researchers measure utility through  revealed preferences in the form of 
choices made by individuals (Hausman and MacPherson, 2009).  This 
form of utility is known as “decision utility”. Some researchers measure 
it as hedonic experience reflecting experienced pain and pleasure. This is 
known as “experienced utility” (Kahneman, 2000). The second type is 
divided into three categories: instant utility, remembered utility, and 
anticipated utility. For that matter, it does not really care about the black 
box behind choices assuming that people choice what is best for their 
wellbeing. At least, their preferences show predictable consistency.Even 
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though revealed preferences provide good information about wellbeing, it 
is hard to say it tells the whole story.  

Indeed, it seems like people can consistently make bad decisions 
because they frequently fail to predict the full outcome of their choices 
(Kahneman and Sugden, 2005). Binmore (2007: 111) argues that modern 
economics make some assumptions about choice without knowing its 
true nature: “The modern theory of utility makes no attempt to explain 
choice behavior. It assumes that we already know what people choose in 
some situations and uses this data to deduce what they will chose in 
others – on the assumption that their behavior is consistent.” This is 
where neuroscience might contribute. Neuroscience can reveal additional 
layer of picture to better understand how we make decisions to maximize 
our wellbeing. Indeed, this is the third form of utility known literature as 
“neural utility”.  From this perspective, utility can be defined as neural 
desirability signal which can be measured through activation of relevant 
part of brain (Camerer et al., 2004, Glimcher 2009, Kable and Glimcher 
2009). A meta-analysis of recent fMRI studies revealed that the sub-
regions of the ventromedial prefrontal cortex/orbitofrontal cortex encode 
decision values for multiple reward types (Levy and Glimcher 2012).  

In short, although neuroimaging is not a panacea for determining 
true utility, it certainly provides helpful complementary data for better 
understanding of utility. 

5. Promises of Neuroeconomics 

Considering ample recent evidence on irrational decisions we make, 
neuroscience might help us to ourselves, our decisions as well as others. 
It might help us learn how we could better control ourselves one comes 
to irrational choices.  Economists began with speculation about why 
people do what they do. Then, we moved to observation stage trying to 
understand human behaviors based on observable evidence. Then, we 
began conducting experimenting to better understand complex decision 
making. With the help of neuroscience, we are now directly scanning 
brain to read minds of individuals as we can. In other words, economic 
methods of gaining information about human decisions have gone 
through four stages: speculating, observing, experimenting, and scanning.  
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An advantage of laboratory with scanning is that extraneous 
aspects of an experience can be controlled, and the unique effect of a 
stimulus on individuals’ experiences can be evaluated. Participants will 
be exposed to an experience, such as being exposed to loud noises or 
watching a film clip. They will be provide a continuous indication of the 
hedonic quality of their experience in real time by manipulating a lever 
that controls a marker on a scale, which is usually defined by extreme 
values such as very pleasant and very unpleasant and by a neutral value. 
The participants in such experiments generally respond to the stimulus in 
a reasonable way and provide profiles that are similar, both in level and 
in shape. The results of these kinds of experiments grant opportunities to 
see difference between experienced and remembered utility; that is, the 
way people feel about experiences when it happens and the way they 
remember their experiences after they are over. The results can be 
measured through brain activity in addition to already available means. 

In an article titled as “how neuroscience can inform economics”, 
Camerer, Loewenstein and Prelec (2005) argue that neuroscience 
provides “entirely new set of constructs to understand economic 
decision-making” (p.10).  They argue that neuroscience would not just 
provide additional data for existing economic theories, it would reveal 
and repair some of its shortcoming. They mention how we could modify 
our understanding of want and like through findings of neuroeconomics:  

“Economists usually view behavior as a search for pleasure (or, 
equivalently, escape from pain). The subfield of welfare economics, and 
the entire ability of economists to make normative statements, is 
premised on the idea that giving people what they want makes them 
better off. But, there is considerable evidence from neuroscience and 
other areas of psychology that the motivation to take an action is not 
always closely tied to hedonic consequences. Berridge (1996) argues that 
decision making involves the interaction of two separate, though 
overlapping systems, one responsible for pleasure and pain (the “liking” 
system), and the other for motivation (the “wanting” system). This 
challenges the fundamental supposition in economics that one only 
strives to obtain what one likes.” (p.37) 
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Camerer (2008) argues neuroimaging might provide three 
contributions to economics. First, it might only provide mental image of 
already known theory such as rational choice theory. Second, it might 
help us to decide which mathematical representation of human behaviors 
is likely to be accurate. For instance, it might support data for two 
competing theories such as expected utility theory and prospect theory. 
The neuroscientific studies might be used to abandon certain 
microeconomic models as neurobiologically impossible. Third, it might 
inspire us to find new determining factors behind human decisions 
including willpower, emotion, belief, etc. 

Caplinand Dean (2008) argue neuroscience can provide 
“fundamental economic insights” (p.669) by revealing neural map of 
decision utility. Levy and Glimcher (2012) argue the neural signals 
related preferences can set “a neurobiological foundation for standard 
economic theory” (p.1).  

Yokum and Rossi (2009) predict that neural data will provide 
another constraint to any theory related to human behavior. Once the 
field is established, theories of decision making cannot be set just with 
behavioral observation; they have to overlap with relevant brain activity. 
Furthermore, neural data might reveal unknown motivation behind 
certain behavior such as charity. Indeed, many studies already measured 
brain activity during charitable activity (Moll et al. 2006 and Harbaugh et 
al. 2007) 

Smith (2007) makes the following prediction about the future of 
neuroeconomics: “Neuroeconomics will not achieve distinction in a 
focus confined to correcting the ‘errors’ believed to pervade professional 
economics of the past, an exercise of interest to a narrow few. Nor will 
notoriety likely stem from better answers to the traditional questions. 
Rather, neuroeconomic achievement more likely will be determined by 
its ability to bring a new perspective and understanding to the 
examination of important economic questions that have been intractable 
for, or beyond the reach of, traditional economics. Initially new tools 
tend to be applied to the old questions, but [. . .] their ultimate importance 
emerges when the tools change how people think about their subject 
matter, ask new questions, and pursue answers that would not have been 
feasible before the innovation. Neuroeconomics has this enormous 
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nonstandard potential, but it is far too soon to judge how effective it will 
be in creating new pathways of comprehension.” 

6. Pitfalls of Neuroeconomics 

The main shortcoming of neuroeconomics comes from our limited 
understanding of brain activity at this stage. To improve our 
understanding of how the brain processes information, more knowledge 
about the interactions of activated brain areas, that is, functional 
integration is needed. A model-free approach to study integration is to 
investigate the correlation between measured time courses of different 
brain areas, which has been referred to as functional connectivity. 
However, functional connectivity is ambiguous with respect to the 
underlying directed interactions that generate the observed correlations. 
Effective connectivity defined as the influence one neuronal system 
influences over another attempts to resolve this ambiguity by defining 
explicit statistical models of directed neuronal interactions.   

Several concerns have been raised by economists as well as 
neuroscientists in terms of using neuroimaging data to understand human 
preferences. For instance, Coltheart (2004) argue that studying brain 
images can tell us nothing about information processed within: “The 
assertion is that this aim, i.e., the aim of using neuroimaging data to test 
between cognitive models, is impossible to achieve in principle, because 
facts about the brain do not constrain the possible nature of mental 
information-processing systems.” (Coltheart, 2004: p.22). This is a 
typical mind and matter question. Critics of neuroeconomics argue that as 
we cannot understand algorithm behind complex software by studying 
hardware, we cannot understand mind by studying brain. Marr (1982) 
uses the following analogy to make point about the misleading inference 
from neuron:   

“Trying to understand perception by studying only neurons is like 
trying to understand bird flight by understanding only feathers: It just 
cannot be done. In order to understand bird flight,we have to understand 
aerodynamics; onlythen do the structure of feathers and the different 
shapes of birds’ wings make sense.” (p.27) 
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Gul and Pesendorfer (2008) strongly deny any contribution of 
neuroeconomics arguing that positive economics is based on preferences 
irrelevant to physiology or process of the brain. Since in conventional 
economics what matters is preferences, not the underlining neural 
process, neuroscience cannot add anything to economic understanding. In 
other words, economists do not really care about what is going in the 
brain, they care about revealed preferences. Afterall, Gul and Pesendorfer 
argue, economics has grown into prestigious field without any reference 
to brains.  

Gul and Pesendorfer (2005) goes much further in their criticism 
arguing that neurobiological activities provide no useful information to 
economic understanding of rational behaviors: “Rationality in economics 
is not tied to physiological causes of behavior and therefore the 
physiological mechanism cannot shed light on whether a choice is 
rational or not in the sense economists use the term” (Gul and 
Pesendorfer 2005, p.24) Thus, since economics understand and model 
human behaviors from the observed choices, there is no need for neural 
data. Revealed choice data are perfectly sufficient. 

Harrison (2008) raises sample size problem in neuroeconomics 
studies.  He argues that it is hard to generalize the findings when sample 
size is less than ten or rarely exceeds a dozen. Furthermore, he maintains 
that “the unit analysis is not actually the brain: it is a spatial location in 
the brain firing per unit of time. So we end up with a data set in which a 
few brains contribute many observations at each point in time, and in a 
time-series.” (p.312)  Harrison (2008) believes that neuroeconomists do 
not add insight to “already-confused experimental designs”, but “just 
covered up those confusions and promoted one plausible story over 
another” (p.339).  

Harrison (2008) also argues that epistemological basis of 
neuroeconomics is very weak. He disputes the findings of such studies 
claiming they are built on poor experimental and statistical foundations 
rather than providing actual substance. One comes to welfare, Harrison 
argues that economists do not and should not care about neural utility, 
but welfare based on revealed preference.  



Neuroeconomics: Promises and Pitfalls for Islamic Economics              201 

 
 

7. Islamic Economics as a New Paradigm, not Old Capitalism 

The difference between Islamic economics and free market capitalism is 
not limited to the prohibition of interest and haram activities. It is not 
instrumental; rather it is fundamental factors requiring Islamic economics 
to be a new economic paradigm. As Gregory and Stuart rightly states “in 
order to distinguish one economic system from another, we need to focus 
on and compare their fundamental elements.”2 In my view, defining 
Islamic economics as a new economic paradigm, we first need first start 
with maqasid-i Qur’an. Second, we need to outline Tawhidi paradigm 
based on maqasid-i Qur’an with its ontological, epistemological, 
anthropological, and teleological worldviews. Third, we need outline 
axioms of Islamic economics, maqasidi iqtisad with its economic theories 
and policies. Fourth, we need to define the ultimate desired outcome of 
Islam and the path to its realization, that is insan-i kameel (perfected 
human). In other words, the Quran and Sunnah are the guide to the 
human excellence intellectually, morally, spiritually, socially, and 
physically. Given the dual nature of human being, Islam provides taqwa 
to restrain the negative side, and amal saleeh (good deeds) to flourish the 
positive side of human nature.  

Nursi (1996) defines the four essential goals of Qur’an as follows: 
divine unity (al-tawḥīd), prophethood (al-nubūwwah), the resurrection of 
the dead (al-ḥashr), and justice (al-adālah).Tawhid means the oneness of 
God with His works, names and adjectives. He is the One behind 
everything. He is the Real and source of reality. Prophets have been sent 
since the first person to convey message from God to humanity 
informing them about their Divine mission and setting best example on 
how to fulfill such mission. Al-hashr is eternal life in which people will 
be rewarded or punished according to their deeds in this life. Finally, 
adalah is to be just in our relations with each other and with God. In other 
words, adalah  is to give everyone their rights whatever they might be. In 
Nursi’s view, worship is part of adalah because it is paying the rights of 
God.  

                                                            
(2) Gregory, P. R. and Stuart, R. C. (1985).Comparative Economic Systems. Houghton: 

Mifflin, p.12. 
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8. The Tawhidi Paradigm and Islamic Economics(3) 

Free market capitalism did not emerge in vacuum. It is the product of the 
western materialist worldview. In order to identify any differences 
between Islamic economics and its counterparts, it is important to 
understand the Islamic worldview which is based on the Qur’an, Hadiths, 
and views of Muslim scholars. Islam is not a marginal religion dealing 
with dealing spiritual life alone. It is a religion providing guidance and 
well-being for both this life and the hereafter. Therefore, the word falāh 
(real well-being) and its derivatives have been used in the Quran many 
times. In the five time daily azan (call to prayer), people are also invited 
to falāh. Islam aims to achieve its goal through its value-based and God-
centered moral and spiritual worldview(Aydin, 2014a, 2014b, 2013a, 
2013b, 2013c).  

Is there objective reality? What is this? Is there objective truth? 
What is the purpose of life? Is there universal characteristics of human 
nature? Answers to those questions in Islam are central around the 
concept of Tawhidi, the existence of one God. According to the Tawhidi 
paradigm, God is not the product of human imagination; He is necessary 
existence behind the existence of everything.  The knowledge about God 
is the highest objective truth verified by both revealed books and the 
book of the universe. Human is not a random product of evolutionary 
process, he is God’s greatest project.  

1) Tawhidi Ontology 

Ontologically speaking, God is real and the source of reality. We know 
about His existence through his words and works. For that matter, 
knowing God is different than believing in the existence of God. While 
the latter is a form of belief in the existence of God, the former is much 
more than belief in God. It is to getting to know God. In this context, 
belief is a means which “connects man to the All-Glorious Maker”.  In 
other words, belief is not acceptance, “it is a relation” (Nursi, The Words, 
23rd Word, p.319). It connects human to God. In contrast, “unbelief 
severs the relation”, it leaves human alone in the universe. Nursi follows 
                                                            
(3) This part is based on the following forthcoming book chapter: “Tawheedi Paradigm 

and “Moral Market” from Nursi’s Perspective”, Brill Companion to Said Nursi 
Studies, Edited by David J. Goa and Bilal Kuspinar, Brill Academic Pub, 
forthcoming. 
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Islamic tradition not talking about the nature of God because it is beyond 
the comprehension of human mind in this world. However, Nursi details 
essential quality (shu’unat), attributes (sifaat), and names (isim) of God 
who is one, eternal, necessary existent, self-sufficient, all-good, all-
knowing, all-powerful, all-wise, most-merciful, most-kind, etc. Nursi 
argues that the reality of everything in the universes are the Divine 
names. The names come from the Divine attributes and the Divine 
attributes come from the Divine quality (shu’unat).  

2) Tawhidi Epistemology 

For the Tawhidi paradigm, objective truth does exist.  God is Truth and 
source of Truth. While the secular paradigm relies on the light of human 
mind alone in its ontological and epistemological worldviews, the 
Tawhidi paradigm relies on both reason and revelation. Islam does not 
ask people to shut down their minds and blindly follow the Divine 
revelation. Indeed, it is important to note that the very first message from 
God to the Prophet Muhammed (pbuh) (and humanity) was not 
“believe!” or “worship!”. It was “iqra (read!)”. In other words, the 
prophet (and humanity) was not asked to accept the ontological reality 
regarding God. He was first asked to pursue epistemological reality 
through using reading.  

From an Islamic point of view, it can be said that God makes 
Himself known to humanity through His words and works. If we listen to 
the Divine Revelations and read His works in the universe, we will know 
His attributes. We should begin our reading from the self because the 
knowledge of the self will help us to know God. Once we understand that 
we are absolutely impotent and needy, we will realize that nature could 
not produce anything on her own. Everything from an atom to galactic 
systems is the works of God and under His control at every moment. He 
is not the god of gaps. He is the God of everything at every moment 
according to the Quran. Therefore, becoming a believer is nothing more 
than the recognition of and participation to the universal submission. In 
this regard, belief is not a blind acceptance; it is an affirmation and 
bearing witness (shahadah) to the manifestation of God.  
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3) Tawhidi Anthropology 

From the Islamic perspective, knowing self is even more important, as 
the Prophet says, “he who knows himself knows his Lord.” In other 
words, knowing self is the key to know God. However, as Gazhali points 
out, knowing self is not an easy job. Human nature is composed of 
complex characteristics. It contains animal character in terms of eating, 
drinking, sleeping, and reproducing. It contains beast character like 
harming others for his benefits. It contains Satanic and angelic 
characters. Each of these potential characters is developed through 
certain nutrition: “Each one of these qualities has its own distinct food 
that nourishes it, sustains and promotes it’s growth, resulting in the 
promotion of goodness and the approved behavior.” (Ghazali 2001, p.2) 
In other words, human conveys propensity to become animal, Satan, and 
angel. Animal are two kinds, good and bad ones. If a person only pursues 
animal desires, he would be like a good animal. If he pursues his interests 
at the cost of others, he will become like beast. The goal is to become 
like angels “to behold the glory of Allah” and to be “freed from immoral 
sensual pleasures and arrogant anger on your fellow men.” (Ghazali 
2001, p.4) Every person has a potential to become like animal, beast, 
Satan, or angel.  

Inspired largely by the writings of some Muslim scholars such as 
Al-Ghazali and Nursi, I recently developed a new theory of human 
nature: “A Grand Theory of Human Nature (GTHN)”, using the palace 
and resident metaphors that follow (Aydin 2012). If we compare the 
human body to a luxury recreational vehicle (RV), the following 
elements of human nature would be the companions on this vehicle: 
King, Judge, Wazir, Elephant, Showman, Dog, and, Driver.The King is 
the spiritual heart that is the source of love and inspirational knowledge. 
The Judge is the conscience that is the source of positive feelings after 
performing “good things” and negative feelings experienced after doing 
“bad things”. The Wazir (prime minister) is the mind. The Elephant is the 
animal spirit, which is the source of animalistic desires. The Showman is 
the self-centric ego that pursues power and possession to show its 
importance to others. The Dog is an inner drive for protection of personal 
belongings with potential to oppress others for their possessions. The 
Driver is the deciding self (free will) that drives that the vehicle under 
the influence of the residents.  
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From the perspective of the Tawhidi anthropology, we cannot talk 
about our needs and desires with a singular voice. They are originated 
from six different sources. Our authentic happiness depend on how fulfill 
the needs and desires of the key elements of our nature. From the Islamic 
perspective, we could not reach happiness by pursuing the interests of 
animal soul and self-centric ego. Rather, we should give priority to our 
spiritual, intellectual and moral needs. We should learn the ways to 
control our animal and egoistic desires. 

4) Tawhidi Teleology 

From the Islamic point of view, as everything in the universe is created 
for certain purposes, human being is also created for certain purposes. 
The main purpose of human is not to boost the self, turning him to an 
inner god. The purpose is also not to serve the elephant, as becoming his 
slave. Rather, the purpose is to understand our nature embedded with 
infinite impotence and poverty, and act accordingly. It is to disclose our 
almost infinite potential by relying on the Divine power and mercy 
through understanding our true nature. In other words, the purpose is to 
excel spiritually, intellectually, and morally and be “insan-ikamil (perfect 
human) by disclosing our human potentiality as much as we can.  

The Qur’an clearly states the purpose behind the creation of human 
beings: “I have not created the jinn and humankind but to (know and) 
worship Me (exclusively).” (The Quran, 51:56) As described by Ghazali, 
the transcendental achievement would be possible through God-centric 
life: “The purpose of life is to reach the ‘Martaba’ the status of tawhid 
(oneness of Allah), understand it, inculcate it in his being to follow His 
dictates to reach the pedestal of the AkhlaqeAlaia (the grandeur of 
conduct). It would mean a singular achievement of transcending from the 
Bashari’at’(Being a human being: fallible) to the ‘MaqameHaqiqat’ i.e. 
the position of verity and the truth sublime.”(Ghazali 2001, p.747) From 
the Qur`anic perspective, human being is a (perhaps the) major project of 
God. The Islamic worldview is built upon this project. In short, from the 
Tawhidi teleology, the purpose of life is to pursue God’s pleasure by 
fulfilling our mission as desired and designed rather than pursuing self-
pleasure. However, from the Islamic perspective, well-being in this life 
and in the hereafter will be realized as byproduct of God’s pleasure.   
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5) Tawhidi Axiology 

From an Islamic perspective, human mind itself is not sufficient to 
determine what is good and what is bad. God with His infinite 
knowledge, wisdom, and mercy knows better what is good and what is 
bad.  Morality is not relative to person or culture. It is universal given the 
commonality in human nature.  God’s ordain is the only measure of what 
is good and what is bad given the fact that He has the absolute 
knowledge of good and bad. Since God is absolutely good, He will not 
misguide us in terms of doing something which is ultimately not good.  
The Quran and sunnah clearly draw the line between good and bad. The 
Prophet Mohammed (pbuh) is presented the moral example for entire 
humanity.  

Nursi makes a strong argument against theodicy problem from an 
Islamic point of view. He argues the creation of evil is not evil, the 
choice of evil is evil. Thus, nothing is bad, unless we choose to do so. 
Even Satan is not bad for humans unless they choose to follow him. 
Furthermore, whatever God does is either good its immediate or long-
term outcome. Therefore, the Qur’an clearly states that the source of evil 
to us is nothing that our own choice: “whatever good, (o man) happens to 
thee, is from Allah, but whatever evil happens to thee, is from thee (own) 
soul” (the Qur’an, 4:79) 

6) Redefining Islamic Economics 

Islamic economics has been a key subject matter among diverse pool of 
Muslim scholars such as commentators of the Quran, jurists, historians, 
and social, political, and moral philosophers. In a recent paper, I define 
Islamic economics based on the Tawhidi paradigm, particularly its 
ontological, epistemological, and teleological differences from the 
materialist worldviews as follows: “Islamic economics foresees an 
economic system based on the Islamic worldview aiming to realize 
spiritual, moral, intellectual, social, and material well-beings of 
individuals in this life and the hereafter through allocation and 
distribution of scarce resources in a morally guided market 
system.”(Aydin 2013a, 1-34) Thus, the answers to the core questions 
could be as follows: what to produce? Produce goods and services which 
help human beings to excel spiritually, intellectually, morally, and 
socially. What to produce? Produce the basic goods and services for 
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everyone, but others for those who could afford. Accumulate spiritual, 
moral, and social capital in addition to physical and financial capital. 
How to produce? Produce through efficient and fair market mechanism. 
Likewise, Islamic financial instruments should be based on the Tawhidi 
paradigm. Their sharia compatibility should not be defined only 
according to riba, haram, gambling, and speculation. Rather, they should 
be assessed based on their ultimate outcome in terms of their contribution 
to human moral, intellectual, and spiritual excellence.  

9. Fundamental Axioms of Islamic Microeconomics 

Islamic microeconomics shall be based on axioms originated from the 
Tawhidi paradigm. I would like to discuss six essential axioms which can 
set a foundation for Islamic microeconomics.  

First axiom is that the ultimate end (goal) for consumers is not 
“self-pleasure”, but “God’s pleasure”. Thus, the utility maximization 
based on pursuing self-pleasure is not proper from Islamic perspective. 
Indeed, Muslims are required to give up pursuing pleasure of eating and 
drinking one month every year to obtain God’s pleasure. Self-pleasure is 
not the direct goal, rather, byproduct of God’s pleasure. Thus, a Muslim 
is not supposed to maximize his own pleasure, rather pursue God’s 
pleasure.   

Second axiom is that wealth is not necessary means, but preferred 
indifference in pursuing God’s pleasure. Thus, the success and happiness 
is not measured by material possession, but rather with sincere intentions 
and actions. As stated in a hadith, what really matters is the deeds, not 
wealth: “Certainly God looks not at your faces or your wealth; instead, 
He looks at your heart and your deeds” (Muslim, v.4, p.1987:34). Even 
though wealth can help to gain good deeds, it is not necessary. One can 
be virtuous and perfectly happy without being wealthy.  

Third axiom is that human nature is not driven by single self, rather 
by multiple selves. In other words, human has multiple dimensions with 
competing interests. Therefore, Adam Smith’s famous axiom of “freely 
pursuing self-interest” is not right from an Islamic perspective. That is 
because of duality of human nature which is source both good and bad 
desires. Thus, authentic happiness is in restraining animal soul and ego 
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while fulfilling spiritual, intellectual, moral, and social interests in a 
balanced manner. In a recent paper, Aydin (2014b) shows that Pareto 
optimality is not same in individualistic and altruistic society. He argues 
that in altruistic society envisioned by Islam, selfless individuals would 
gain even higher pleasure by spending for others rather than engaging in 
lavish consumption for self-pleasure.  

Fourth axiom is about the absence of duality between this world 
and the hereafter. Working for livelihood is considered to be a form of 
worship as long as it is in line with the Divine guidance outlined the 
Qur’an and Sunnah. Even spending for family members is a counted as 
charity. Indeed, one can argue that all worldly efforts will contribute to 
the wellbeing of believers in the hereafter as stated in the following 
hadiths: “when a Muslim plants a plant or cultivates a crop, there is no 
bird or human being eats from it without its being accounted as a 
(rewardable) charity for him.” (al-Bukhari and Muslim) “when a Muslim 
plants a plant, anything eaten of it or stolen from it, until the Day of 
Ressurection, is accounted as a charity for him.” (Muslim) 

Fifth axiom is about duality of human desires. From an Islamic 
perspective, not all human desires are good. The Tawhidi anthropology 
reveals dichotomous human nature as source of both good and bad 
desires. As argued by Nursi, ultimate goal of Shariah is to guide human 
in restraining his negative side while flourishing the positive side. 
Indeed, from an Islamic perspective, we are our own greatest enemy. We 
shall be aware of our inner enemy of animal soul and ego more than any 
other external enemy. Thus, we shall not follow our desires without 
knowing whether they are ultimately good or bad to our aspiration of 
reaching intellectual, moral, and spiritual excellence.  

Sixth axiom is that we are predictably irrational. While free market 
capitalism assumes that people make rational decisions in maximizing 
their interest, Islamic anthropology predicts irrational decisions due to 
the influence of animal soul and ego. Indeed, from an Islamic 
perspective, when animal soul and/or ego are ignited, mind (rationality) 
might fall into silence. Indeed, Islam provides certain guidance to follow 
heart, mind, and conscience while controlling the influence of animal 
soul and ego in decision making. 
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10. Maqasid-i Iqtisad (MI) in Islamic Economics 

Islamic moral economy and free market capitalism both use free market 
as a tool to reach productive and allocative efficiency. However, they 
differ significantly in term of several essential goals (maqasid).  

First, Islamic economics aims to accumulate social, moral, 
intellectual, and spiritual capitals. Due to its anthropological perspective, 
Islamic economics gives great importance to the fulfillment of 
intellectual, moral, and spiritual needs as much as physical ones.  

Second, Islamic economics requires moral and spiritual filters for 
free market. That is due to difference in understanding of freedom. From 
an Islamic perspective, real freedom requires the removal of influence 
from the internal as much as external oppressors. Thus, supply and 
demand driven by animal soul and ego at the cost of other human faculty 
are supposed to shape the market players. Moral and spiritual filters are 
needed to prevent the oppressive desires from within.  

Third, Islamic economics curbs conspicuous consumption rather 
than urging for. As stated in Suratul Takaathur, the Qur’an perceives 
material indulgence as a great danger for believers: “Rivalry in worldly 
increase (seeking and then boasting of the acquisition of things, wealth, 
pedigree, and posterity) distracts you (from the proper purpose of life), 
until you come to the graves.” (The Qur’an, 102:1-2). Another surah also 
explicitly warns about the ultimate price of material indulgence: “O you 
who believe! Let not your wealth nor your children (distract and) divert 
you from the remembrance of God. Those who do so, they are the 
losers.” (The Qur’an, 63:9). 

Fourth, Islamic economics differs from free market capitalism in its 
human ideal. While in free market capitalism, human is nothing but a 
lucky product of evolutionary process, in Islamic economics, human is 
the best of creation in terms his potential. Human is God’s most 
important project. Thus, the ultimate goal of economics is to help human 
to fulfill his Divine mission through moral, intellectual, social, spiritual, 
and material excellence. Indeed, one can argue that capitalism leads 
individuals toward alienation and animalization, rather than ideal 
humanization as desired in Islam. 
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11. (How) Can Islamic Neuroeconomics Help Islamic Economics? 

Islam places a major emphasis on human nature (fitrah).  Knowing self is 
essential to know both God and His creation. Aydin (2012) recently came 
up with a grand theory of human nature from an Islamic perspective. He 
argues that we have multiple selves with competing interests. Thus, 
unlike conventional economics which assume unified self pursuing self-
interest, Islamic economics assumes divided multiple selves pursuing 
competing interests. Neuroimaging provides a unique opportunity to test 
Islamic economic theories including the one on human nature. Indeed, 
findings from neuroscience already support that we have multiple brain 
systems involved in our decision making (Cohen, 2005). 

For centuries, economists rely on observations to understand 
human behaviors. It is first ever we have opportunity to actually get of 
inside of brain and read the mind. Even two decades, it was beyond 
human imagination that we could track every single individual on the 
planet, now it is a reality though it is killing privacy while providing 
valuable information. Likewise, in the near future, we might have 
portable mind-reading machine scanning mind of people while they are 
making thinking. It is not surprising to see great marketing business has a 
great interest in neuroeconomics. They hope to use the findings of 
neuroeconomic studies to redesign their marketing strategies to appeal 
the mind for their products.  

We all derive pleasure (utility) from eating and drinking. Islam 
considers food and drink as special gift from God. With the help of 
neuroscience we could test the Divine gift effect on personal utility. If we 
find greater activation in the part of brains associated with reward and 
pleasure, we can present it as scientific evidence to support our utility 
hypothesis from Islamic perspective. Of course, similar study can be 
done through survey as well. However, considering biasedness among 
mainstream scholars toward religious subjects, neuroimaging evidence 
might be more compelling. Furthermore, there could be multiple reasons 
for our choice. Neuroimaging might reveal the contribution of each cause 
trough measuring brain activation (Jamison, 2008). In short, 
neuroimaging provides a great opportunity to test many Islamic 
economic axioms related to human happiness and decision making. 
Particularly, the tool is powerful in measuring neural evidence of 
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spiritual, moral, intellectual, and sensual experience. Below, we provide 
two exemplary neuroeconomics studies currently under progress.  

11.1 Exemplary Two Experimental Studies of Islamic Economics 
using fMRI 

In recent years, researchers have come to better appreciation of 
multidisciplinary study to understand human experience due to 
complexity of human nature. We have seen increasing collaboration 
between psychologists, economists, and neuroscientists. They have 
realized that only by combining the mathematical rigor and behavioral 
precision of economics with the biological inferences drawn from 
neuroscience can behavior be understood. Particularly, the use of 
functional imaging (fMRI) has allowed for the measurement of brain 
activation associated with discrete cognitive experience such as decision 
making and reward evaluation. fMRI is a great tool for observing brain 
activation in response to certain stimulation such as sounds, visual, 
touching, even drinking.   

We are currently conducting experimental studies to measure and 
compare different kinds of experienced pleasures while being stimulated 
during the MRI scanning. We control for other relevant variables while 
measuring the impact of a particular factor in the laboratory setting. 
Subjects will be exposed to certain stimulus for pleasure such as 
drinking, watching, contemplating, listening, reading, etc. A functional 
model of brain activity will be defined and correlated to certain 
pleasures. Ultimately, a biopsychosocial approach to happiness will be 
defined using the hierarchy of pleasures as the model. Levels of 
happiness can affect multiple biological systems from the nervous to the 
cardiovascular system. There are neuroanatomical changes demonstrated 
in hedonic hot spots in the brain such as the accumbens and pallidum 
(Burgdorf&Panksepp, 2006). These same spots interact with other brain 
structures that can result in increased well-being. 
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Experiment Design and Topics 

Subjects: Subjects will be chosen from practicing Muslims who pursue 
spiritual as well as moral and sensual pleasures. We might have same 
subjects for two related experiments. Having same subjects will allow us 
to compare the findings across experiments. 

The experiment protocol: The subjects will be given instruction about 
the nature of the study and health consequences of being scanned by 
fMRI. They will be assured about their privacy right and protection of 
their identity. They will be asked to sign a consent form before taking 
part in the experiment.  

Pro-and post-experiment surveys: The subjects will be given pre- and 
post-surveys to control for certain variables affecting the 
experiment. They will be given proper instruction before the experiment.  

Proposed experimental studies: We will conduct the following several 
experimental studies. We will review the similar experimental studies 
and set up several meeting among team members including the 
consultants to come up with proper experiment design.  

 Measuring Spiritual Pleasure: The subjects will be asked to listen 
to the Qur’an in contemplative state while going through the scanning. 

 Measuring the Divine Gift effect in sensual pleasure: The 
subjects will be given their favorite drinks and asked to consider it as 
Divine Gift while drinking during the scanning. 

11.2 Experiment 1: Measuring Spiritual Pleasure in Contemplative 
Listening of the Qur’an 

We will conduct several interconnected experiments. We would like 
provide detail information about one of those experiments as an example. 

Hypothesis:  Listening to the Qur’an in contemplative manner makes 
believers to enter into khushu’ and experience spiritual pleasure. In the 
Islamic literature, khushu’  means “to be captivated by the thing one is 
facing so much that he/she will go unaware of his/her existence.” In the 
state of khusu, believers find the tranquility of the heart and the calmness 
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of the organs. The Qur’an describes believers as follows: “They are those 
(the mu’minun – believers) who enter into khusu’ in their prayers.”  

Subject Selection: Following the subject selection criteria and procedure 
mention in this proposal, we will choose subjects for the spiritual 
pleasure experiment among practicing Muslims who recite the Qur’an 
frequently and claim to enjoy listening to the Qur’an in contemplative 
manner. 

The experimental design: The experiment will be designed in a way to 
capture khushu’ while going through the scanning.  The experiment will 
consist of the following steps: 

Outside the scanner: 

1. Mental preparation for the experiment: the subjects will be 
given 30 minutes reading and reflection materials on khushu’ before 
starting the scanning. 

Inside the scanner: No more moving!!! 

2. Anatomical/Structural scan (10 min.), eyes open / closed, as 
subjects prefers 

3. Experiment, 3 conditions: 

a. control 1: resting mode (blank screen, doing and thinking 
nothing, just looking with eyes open!) 

b. control 2: listening news clip (neutral news clip, not emotionally 
arousing -: The emotional effect of news clip will be tested before the 
experiment with some subjects  to make it is neutral one) 

c. test condition: listening surahs from the Qur’an (control after the 
experiment: asking subjects what emotions they felt during listening the 
surahs: positive –  less positive - neutral –  a bit negative - negative. Was 
there one of their favorite surahs? One of their least favorite surahs? etc.) 

Duration: 45 min, 5 min each block (each condition 3 times, in 
randomized order!) 
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Stimuli: control 1: none, blank screen control 2: 3 different neutral 
audio news clips (presented in randomized order, the order should change 
for each subject!) test condition: 3 different audio Quranicsurahs 
(Presented in randomized order) 

4. Analysis: 

i. Comparison control 2 vs. control 1 (c1 < c2), results should show 
areas engaged in listening (audial but no limbic structures) 

ii.  Control 1 vs. test condition (c1 < test) Probably a lot of limbic and 
subcortical structures but also audial areas! 

iii. Control 2 vs. test condition (c2 <  test) results should show no 
audial areas since during both conditions the subjects have been 
listening. we will get rid of the audial areas which cover the real 
interesting activation: 

iv. results will show the emotional engagement of the brain during 
Khushu’  

We can perform the analysis above in at least two ways: 

1. Comparison control 1 vs. control 2 (c1 < c2) :  results show the 
stronger activation during control 1 compared to control 2 

OR 

2. Comparison control 2 vs. control 1 (c2 < c1): results show the 
stronger activation during control 2 compared to control 1 

11.3 Experiment 2: Measuring the “Divine gift” effect in sensual 
pleasure 

Hypothesis:  Perceiving food and drinks as special Divine gifts 
increase one’s sensual pleasure from eating and drinking. 

Subjects: Subjects will be chosen from practicing Muslims who 
believe that food and drinks are God-granted special gifts. 
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The experiment protocol: The subjects will be given instruction 
about the nature of the study and health consequences of being scanned 
by fMRI. They will be assured about their privacy right and protection of 
their identity. They will be asked to sign a consent form before taking 
part in the experiment.  

The experiment design: The subjects will be asked to come to the 
experiment with full-stomach. They will be given water to drink before 
scanning to control for thirst. They will be given their favorite drink 
while going through the scanning. The experiment will consist of the 
following steps: 

 They will be given their favorite drink while watching news clip. 
For the control block, they will be shown blank screen to get to the 
resting state. For the experiment block, they will be asked to slip their 
drink while watching the news clip. Each block will last 50 seconds with 
the total of ten blocks in total. 

 Mental preparation: the subjects will be given 30 minutes 
reading and reflection materials on the Divine gift and thanksgiving 
before starting the scanning. 

 There will be second scanning. This time, they will be given their 
favorite drink while watching and thinking about the Divine gift. For the 
control block, they will be shown blank screen to get to the resting state. 
For the experiment block, they will be asked to slip their drink while 
watching the presentation and thinking about the Divine gift. Each block 
will last 50 seconds with the total of ten blocks in total. In the second 
block, they will be shown a brief presentation about the Divine gifting of 
drinks and asked to drink by saying bismillah at the beginning , then 
thinking about the value of the gift, and offering appreciation from the 
heart to the Gift Giver.  The PowerPoint presentation will help the 
subjects to think that drinks are specially made for them by God. They 
could not be made by anyone else because it requires almost infinite 
knowledge and power. They are granted by God not because He owes us 
or needs to do so, it is only because of His Kindness and Mercifulness. 
We could not survive without drinks. Therefore, they are not just 
ordinary gifts, they are absolutely needed gifts. Thinking this manner 
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should lead a whole-hearted appreciation and thanksgiving. The 
presentation will also show harmony between tongue and taste, vitamin 
and body need,  color and eyes, and smell and nose, flesh and teeth. It 
will compare human gift with God’s gift in terms of its package, color, 
name, content, etc. 

 We will compare the results from the step one and three to test 
our hypothesis. 

12. Conclusion 

When first emerged, experimental economics encountered major 
resistance from mainstream conventional economists. Over time, it 
moved to the core economic field and recognized its importance through 
Nobel Prize. Neureconomics currently faces similar challenges and 
promises. With the development of more powerful fMRI scanners, it 
might lead to groundbreaking studies and produce next generation Nobel 
Laureate. The eventual success of neuroeconomics will be determined by 
its help to understand and even predict human decisions under certain 
circumstances. 

It is important to note the pitfalls of neuroeconomics as well. First of 
all, it is not right to reduce complex human decisions to neural activation 
in the brain. Furthermore, it is hard to claim that we will eventually 
locate “utility center” in the brain accurately measuring subjective 
wellbeing. It is also not right to suggest that we should drop out revealed 
preferences and consider neuroimaging data alone to understand human 
behaviors. Rather, we think that neuroeconomic data, if incorporated 
with the findings of conventional microeconomics, might help us to 
better understand decision making.  

Neuroeconomics could particularly be promising for Islamic 
economics as an alternative paradigm. Even though free market 
capitalism has been very successful in the use of scarce resources, the 
ultimate outcome of capitalism is not progress toward human excellence 
as projected by the God’s human project in the Qur’an, rather it is regress 
toward animality. This is why the system has failed to bring authentic 
happiness. Indeed, the more progress it makes, the more it takes us away 
from such happiness. Islamic economics could be a viable alternative if it 
is developed on holistic Islamic worldview.  
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It is important to note that despite few decade works, scholars of 
Islamic economics still have a long path to go in order to present Islamic 
economics as a new economic paradigm. Furthermore, recent rise of 
Islamic finance is moving toward “disguised capitalism” rather than the 
new economic system based on Islamic values. There are many tasks 
ahead of those who work to develop Islamic economics and finance into 
an alternative economic paradigm. First, they need to go beyond the 
existing secular paradigm and create an alternative one with its 
ontological, epistemological, anthropological, teleological, and 
axiological perspectives. Then, they need to define maqasid-i sharia and 
maqasid-i iqtisad based on Islamic economics axioms. Second, they 
particularly need to develop Islamic microeconomics based on Tawhidi 
anthropology and teleology. They need to establish “a separate theory of 
consumer behavior and a separate theory of firm in the context of Islamic 
economics.”4 Third, they need to review the existing empirical and 
theoretical economic studies to gather evidence supporting Islamic 
economic axiom and theories. Fourth, they need to conduct experimental 
and empirical studies to gather data and test economic assumptions and 
models from Islamic perspective. Most of existing papers on Islamic 
studies do not offer any scientifically acceptable evidence for their 
arguments. Therefore, they are more rhetorical, rather than scientific. 
Scholars of Islamic economics now have more measurement tools to 
gather qualitative data in order to test concepts, assumptions, and models 
from the Islamic economics. Neuroimagining is such a powerful tool to 
test Islamic economic theories and models. Finally, they need to 
comparatively study the impact of materialist versus spiritual and moral 
values to provide evidence regarding virtuous and moral life being the 
path to happiness in this world as well. It is even to possible to use 
functional MRI to examine the brain activities of people with different 
life styles to see the impact of moral and spiritual values on subjective 
well-being.  

 

                                                            
(4) Ahmad, Khurshid, “Problems of Research in Islamic Economics with Emphasis on 

Research Administration and Finance,” in IRTI (1986), p.79. 
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Abstract. The aim of this article is to expand the idea of 
mandatory voting concept in case of such regulators in different 
jurisdictions may have the intention to apply in listed 
companies. It further highlights the supporting and opposing 
views and several arguments based on existing acts and 
regulations. Conventional current banking and financial 
practises whether they are regulated or not show that some 
major difficulties may arise. Then, suggested framework driven 
from the essence of Islamic finance may solve such issues and 
make this concept operative. Otherwise, with no change or 
improper changes, this concept might be used against its 
purpose and would be misused by market players. 
 
 

Introduction 

Over the past few years, the Millennium started with several major 
corporate collapses such as Enron and WorldCom in the U.S.A., 
Parmalat in Italy, and many more. These famous recent events 
highlighted one common problem, which was the failure in their 
corporate governance structure(1). 

                                                            
(1) Galaia Dan, Wiene Zvi r, “Stakeholders and the composition of the voting rights of 

the board of directors”, Journal of Corporate Finance 14 (2008) 107-117 
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These recent financial scandals gave momentum to the corporate 
governance debate and led to the adoption of the Sarbanes-Oxley Act in 
the United States in 2002 and an action plan called “Modernising 
Company Law and Enhancing Corporate Governance in the European 
Union – A Plan to Move Forward” in 2003(2). Other laws were also 
enacted such as the Stewardship Code in 2006, the EU Directive on the 
Exercise of Certain Rights of Shareholders in Listed Companies in 2007, 
the Saudi Corporate Governance Act 2006 and the Dodd Frank Act in 
2010 as well as new rules been added to existing regulations as of the 
Investment Advisor Act of 1940 and so on. 

Unfortunately, all of these regulations and most of the literature 
review did not address explicitly whether the mandatory voting may 
enhance the level of corporate finance or not; however, some of them 
will be very helpful in providing a general overview and some concepts 
that would be beneficial to understand the difficulties surrounding this 
issue, and whether it is too close to mandate voting or it would take a 
very long time to implement new rules or to remove some existing 
barriers.  

Based on the above brief discussion, this article will address in part 
one the meaning of the voting, the relationship with the mandatory 
concept and the application of voting in general meetings. Part two will 
talk about the institutional and individual investors' behaviours towards 
the concept of voting with common problems done by some investors. 
Part three will highlight the existing regulations and recent efforts from 
non-profit organization to enhance the voting concept. Part four will 
conclude the article and provide recommendations about the 
improvement of mandatory voting concept.  

  

                                                            
(2) Schmolke Klaus Ulrich (2006), “Institutional Investors' Mandatory Voting 

Disclosure: The Proposal of the European Commission against the Background of 
the US Experience”, European Business Organization Law Review, null, pp 767-815 
doi:10.1017/S1566752906007671. 
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Part One 

Shareholders Voting and Some Related Concepts 

1. Meaning of Corporate Governance 

The areas of shareholder rights and shareholder voting are vital features 
of a sound corporate governance system. It is considered as the internal 
structure under which corporations operate(3). Schmolke (2006) borrowed 
another commonly used definition which views corporate governance as 
“the process and structure established to direct and manage the business 
and affairs of the corporation with the objective of enhancing shareholder 
value(4)”. 

The Organisation for Economic Cooperation and Development 
(OECD) Principles of Corporate Governance (2004) state that “the 
corporate governance framework should protect and facilitate the 
exercise of shareholders’ rights and amongst these shareholder rights are 
the right to relevant, timely and regular information about the company; 
the right to participate and vote in shareholder meetings; the right to elect 
and remove members of the board; and the right to share in the 
company’s profits(5). 

2. The Difference Between Individual and Institutional Investor 

A shareholder, who has the right to vote, can be either an individual or a 
legal person, who acts on behalf of others. The question of defining an 
individual is easy since he/she has the direct ownership of such shares in 
a company; however, it is crucial to our analysis to know who is 
considered as a substantial shareholder or a qualified shareholder. The 
Saudi Capital Market Law 2003 (CML) has distinguished between a 
regular shareholder and a substantial shareholder as a person holding 
(5%) or more of the class of shares of the issuer(6).  
                                                            
(3) Janis Sarra, “Convergence Versus Divergence, Global Corporate Governance at the 

Crossroads:  Governance Norms, Capital Markets & OECD Principles for Corporate 
Governance” (2001-2002) 33 Ottawa L. Rev. 177. 

(4) Ibid 2. 
(5) Mallin Chris and Melis Andrea, “Shareholder rights, shareholder voting, and 

corporate performance”, Published online: 11 May 2010 @ Springer Science+ 
Business Media, LLC. 2010. 

(6) Glossary of defined Terms Used in the Regulations and Rules of the Capital Market 
Authority, 2004 Based on the Capital Market Law issued by Royal Decree No. M/30 
dated 2/6/1424H and Amended By Resolution of the Board of the Capital Market 
Authority Number 1-4-2012 Dated 22/1/2012G, available at: 
http://cma.org.sa/En/Documents/Glossary.pdf, accessed on 5 November 2013 
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In the US, the SEC's proposed amendments to rules 14a-8 and 14a-
11 with a new concept called qualified shareholder. This shareholder who 
has owned, individually or as part of a shareholder group, at least 3% of 
outstanding shares for the previous three years, would be able to 
nominate a nominee for the board of directors to be included in the 
company's proxy materials, subject to certain limitations such as certain 
disclosures in advance, as well as promise to hold their shares through 
the annual meeting. This qualification of ownership stake would ensure 
that only significant shareholders with financial interests in the company 
exercise this option with much greater leverage to veto management 
nominees for the board by offering alternative candidates for the board of 
directors against management's nominees according to Kang (2010)(7). 

On contrary, the meaning of an institutional investors or 
shareholders has not been defined clearly. CMA has stated only the 
meaning of institution as “1) any company which owns, or which is a 
member of a group which owns, net assets of not less than 50 million 
Saudi Riyals; 2) any unincorporated body, partnership or other 
organisation which has net assets of not less than 50 million Saudi 
Riyals…”(8) Other regulations in the US(9) and UK do not include specific 
or clear meaning. The Institutional Shareholders' Committee “ISC” in its 
Responsibilities of Institutional Investors Code(10) has meant by 
institutional shareholders for the purpose of this code pension funds, 
insurance companies, and investment trusts and other collective 
investment vehicles and any agents appointed to act on their behalf. 
Further, the code will be applicable on overseas investors, including 
sovereign wealth funds.   

                                                            
(7) Kang, Michael S. (2013) “Shareholder Voting as Veto,” Indiana Law Journal: Vol. 

88: Iss. 4 Articles 9.  Available at:  
       http://www.repository.law.indiana.edu/ilj/vol88/iss4/9 
(8) Ibid 6. 
(9) Ibid 2. 
(10) Available at: 

http://www.ivis.co.uk/ISC_CodeResponsibilitiesInstitutionalInvestors.aspx,   access 
date 03 November 2013. 
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In the literature review, Brankato's institution definition (1991)(11) 
includes pension funds, open and closed-end mutual funds, insurance 
companies, bank-managed trusts and foundation and endowment trusts. 
Black (1990)(12) has criticized it as an incomplete definition of institution. 
Chandler (1999)(13) attempts to give a broad definition for them as those 
stock and debt holding groups or entities that actively invest on behalf of 
others. From these broad aspects, we can see why some regulators may 
ignore to categorize them intentionally or non-intentionally in the 
existing regulations or to cover them in proposed laws.  

For example, there is a raised criticism from some institutions 
outside the SEC’s jurisdiction like bank trust departments, pension plans 
and insurance companies since they face no obligation to disclose their 
votes (Stewart, 2003)(14). Schmolke (2006)(15) said that the European 
Commission also wishes to address when referring to disclosure 
requirements for institutional investors the meaning of this concept 
before a mandatory disclosure rule can be adopted. Thus, in its 
explanatory text to the proposal states that fostering the role of 
institutional investors with regard to the governance of the companies in 
which they invest will require amendments to a series of existing legal 
texts  (relating to insurance companies, pension funds, mutual or other 
investment funds…).  

 
3. Voluntary vs. Mandatory Concepts in the Corporate Governance 

Context 

Mandatory and voluntary, which are used in corporate governance arena, 
should be discussed due to its significant in our article. Some countries 
are applying the concept of mandatory rules and structure like the United 

                                                            
(11) Brancato Carolyn K., “The Pivotal Role of Institutional Investors in Capital 

Markets: A Summary of Economic Research at the Columbia Institutional 
Investor Project”, in Arnold W. Sametz, et al., eds., The Fiduciary Responsibilities 
of Institutional Investors (1991). 

(12) Black Bernard S., “Shareholder Passivity Reexamined”, 89 Mich. L. Rev. (1990) p.  
520. 

(13) Chandler III William B., “On the Instructiveness of Insiders, Independents, and 
Institutional Investors”, 67 U. Cin. L. Rev. (1999) p. 1083. 

(14) Stewart Brian D., “Disclosure of the Irrelevant? – Impact of the SEC’s Final Proxy 
Voting Disclosure Rules”, 9 Fordham J. Corp. & Fin. L. (2003) p. 233. 

(15) Ibid 2. 
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States, while other common law jurisdictions adopted the concept of 
apply or explain as in the UK, Canada and Australia, which makes 
compliance with best practices guidelines on voluntary basis but 
disclosure regarding compliance is mandatory(16) or between as in Saudi.  

Anand (2005)(17) thinks that in the context of corporate governance, 
the term mandatory means legally mandated with penalties imposed on 
those who fail to comply with the legal rule, while voluntary denotes a 
firm’s adoption of corporate governance practices or standards in the 
absence of a legal requirement to do so. The same concept would expand 
to the meaning of mandatory and voluntary voting system that regulators 
intend to apply. 

 
4. How Voting Rights Can Be Acquired? 

Voting rights as stated in the Saudi CML is “all the voting rights 
attributable to the shares of a company which are exercisable at a general 
meeting(18)”. As it can be seen, these votes only used at a general meeting 
whether it is in an Annual General Meetings or in an Extraordinary 
General Meetings.  

There are two ways to acquire a voting right in a stock: by buying 
the share, which gives the purchaser both a voting stake in and positive 
economic exposure to the company or by borrowing it, which leaves the 
borrower with only a voting stake since a shareholder has negative net 
economic exposure to movements in that stock’s price(19). 

 
Furthermore, Rose (2012)(20) has shed the light of the Hu and 

Black's study in 2006(21) of the concept of empty voting, where a 

                                                            
(16) Anand Anita I, “VOLUNTARY VS MANDATORY CORPORATE GOVERNANCE: 

TOWARDS AN OPTIMAL REGULATORY FRAMEWORK”, American Law & 
Economics -Association Annual Meetings, Paper 44, Year 2005 Available:  

         http://law.bepress.com/cgi/viewcontent.cgi?article=1537&context=alea 
(17) Ibid 16.                                                                                                                                                    
(18) Ibid 8. 
(19) Cohen, Jonathan, Negative Voting: Why it Destroys Shareholder Value and a 

Proposal to Prevent it (2008). Harvard Journal on Legislation, Vol. 45, No. 1, 
2008. Available at SSRN: http://ssrn.com/abstract=1260007 

(20) Caspar Rose, “The new European shareholder rights directive: removing barriers 
and creating opportunities for more shareholder activism and democracy”, Journal 
of Management and Governance, Springer, vol. 16(2), pages 269-284, May2012. 
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shareholder may have a significant power to vote while having zero or 
negative economic ownership, and this practice by hedge funds are 
always hidden from public eye and is largely untouched by current law 
and regulation. Easterbrook and Fischel (1991)(22) gave an example of a 
shareholder who owns 20% of a firm’s shares but 100% of its votes. 
They described that this shareholder will not have adequate incentive to 
invest effort in improving the firm because the shareholder will gain just 
one-fifth of the value of those improvements.  

This example is similar to Rose (2012)(23) when she interpreted 
article 4 in the new European shareholder rights directive which states 
“The company shall ensure equal treatment for all shareholders who are 
in the same position with regard to participation and the exercise of 
voting rights in the general meeting.” In her words, the statement does 
not mandate shareholder equality, only for those who are in the same 
position. She then has questioned whether investors should be given the 
same rights as those who are keen for the long term value creation that 
also benefits the firm’s stakeholders as well as the society e.g. in France, 
the voting rights are doubled after 2 years of ownership, but whether this 
is sufficient to ensure “responsible” shareholders. 

5. The General Purpose of Voting Rights 

de Jong et al. (2006)(24) describe the various areas that may be decided upon 
at a company’s general meeting in the Netherlands. These include approval 
of the annual accounts, which may, depending on the country, imply a 
discharge of management board members and supervisory board members 
from liability for the performance of their duties; distribution of profits; issue 
of shares and pre-emptive rights; share repurchase; amendment to articles of 
association; reduction of share capital; appointment of external 
accountant/auditor; remuneration of board members; appointment and 
dismissal of board members; and takeover defences. 
                                                                                                                                                  
(21) Hu Henry T.C. and Black Bernard, “The New Vote Buying: Empty Voting and 

Hidden (Morphable) Ownership”, 79 S. CAL. L. REV. 811, 844–45 (2006). 
(22) Asterbrook Frank H.E. and Fischel Daniel R., “The Economic Structure of 

Corporate Law”  73 (Harvard Univ. Press 1996) (1991). 
(23) Ibid 20. 
(24) de Jong, A., Mertens, G., and Roosenboom, P. (2006), “Shareholders’ voting at 

general meetings: Evidence from the Netherlands”. Journal of Management and 
Governance, 10(4), 353–380. 
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6. Can a Shareholder Lose his/her Voting Rights? 

The right to vote in securities lending could be lost by the investor by 
virtue of contractual agreements, whereby the voting right passes to the 
borrower. For example, in Germany, investors who hold depositary 
receipts representing shares do not usually hold the voting rights attached 
to the shares since they are held by the depositary. Thus, the voting right 
may be transferred to the depositary (the bank) if the shareholder does 
not vigorously announce that he/she wants to maintain the voting 
right(25). Understanding these practices are very crucial when we discuss 
the impact of negative voting in case of borrowing or lending a share at 
later stage.  

Lastly, some countries may have different voting procedures 
according to their different legal backgrounds and the presence of 
different types of instruments like registered and bearer shares in some 
countries (Hölz 2012)(26). He distinguished between them since registered 
shares are entered in the share register of the issuer, which means that in 
general the issuer knows the identity of its shareholders and is able to 
contact them directly for a general meeting. In contrast, bearer shares are 
shares for which the issuer maintains no record of ownership and is 
transferred by buying the shares, where a custodian handle the purchase 
and know the identity of a shareholder. Thus, a custodian is exclusively 
able to provide shareholders with their confirmation of share ownership 
for a general meeting. If the shareholder does not ask about, he/she might 
also lose his/her right to vote. 

                                                            
(25) Ibid 20. 
(26) Hölz Christiane, “Barriers to Shareholders Engagement: Report on Cross-Border 

Voting”, Eurofinus, 2012 available at: 
http://www.eurofinuse.org/fileadmin/user_upload/documents/Research_Reports/FI
NAL_Barriers_to_Shareholder_Engagement.pdf, access date 06/11/2013, Access 
Date 6 Nov 2013. 
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Part Two 
Individual and Institutional Investors' Behaviours Towards 

the Concept of Voting with Some Practical Issues 

1. Individual Investors Behaviours 

Individual investors are seen in different views. Some argue that they are 
important in taking their voting rights seriously, while others believe that 
they are not willing to be involved in the corporate business. 

A. Against Shareholders Activism 

Bainbridge (2006)(27) has emphasized that voting rights are problematic 
to non-institutional shareholders due to their lack of sufficient incentives, 
necessary information or knowledge to make firm value-increasing 
business decisions and even if they did, shareholders may not cast their 
votes strategically. He also argues that getting information is costly, and 
then the returns to the individual shareholders for improving corporate 
performance, are distributed pro rata, therefore, shareholders rarely have 
individual economic incentive to engage more than casually on questions 
of corporate management.  

So, in their nature, shareholders tend to be rationally apathetic in 
letting management of the company and deferring to their 
recommendations in the usual course of things (Choi & Guzman, 2001) 
28. Other opponents of shareholders activism such as Antabawi (2006)(29) 
and Lipton et al. (2003)(30) share the same view because they think that 
shareholders lack both the information and the incentives necessary to 
make sound decisions and thus are rationally ignorant voters who would 
be better offsetting authority in management’s hands. 

 
 

                                                            
(27) Bainbridge Stephen M., “The Case for Limited Shareholder Voting Rights”, 53 

UCLA L. REV. 601, 623-24 (2006). 
(28) Choi Stephen J. and Guzman Andrew T., “Choice and Federal Intervention in 

Corporate Law”, 87 VA. L. REV. 961, 985 (2001). 
(29) Anabtawi Iman, “Some Skepticism About Increasing Shareholder Power”, 53 

UCLA L. REV. 561 (2006). 
(30) Lipton Martin and Rosenblum Steven A., “Election Contests in the Company's 

Proxy: An Idea  Whose Time Has Not Come”, 59 Bus. LAW. 67 (2003). 



232                                                 Sultan Abdulsalam 

B. Shareholders Activist 

Recently, advocates such as Kahan and Rock (2011)(31) who see the 
SEC's current reform efforts of shareholder's vote as the biggest change 
relating to corporate governance and Roe (2013)(32) by describing these 
efforts of proxy reform as possibly revolutionizing American corporate 
governance, so they are pushing for a major growth in shareholder 
authority via shareholder voting and proxy access that would give 
shareholders greater ability to influence corporate management. 
Furthermore, Bebchuk (2007)(33) also called for increased shareholder 
voting rights, such as the recent Securities and Exchange Commission 
(SEC) proposals and majority  voting  rules as a means for restoring 
accountability  to shareholders. 

Kang (2013)(34) has argued with his opponents and has been in the 
shareholder’s side. He believes that even though shareholders of such a 
company are often willing to defer to management's leadership and to its 
recommendations on shareholder votes, they became rationally ignorant 
in the sense that they are unlikely to possess ex ante sophisticated 
information or detailed affirmative preferences about the best course of 
company action.  Moreover, this is how those shareholders can monitor 
their company's performance at low cost with reference to modest proxy 
like share price, so they need not to have well-developed affirmative 
preferences about company direction in any specific sense to know when 
management is performing poorly and may need to be thwarted because 
their focus is limited to maximizing the company’s value.  

Thompson and Edehnan (2009)(35) think that individual shareholders 
are able of exercising a degree of ex post accountability through 
retrospective voting, despite their rational ignorance by keeping a running 
tally about management's competence and informed in large part by the 

                                                            
(31) Kahan Marcel and Rock Edward B., “The Insignificance of Proxy Access”, 97 

VA.L.  REV.  1347, 1350 (2011).  
(32) Roe Mark  J., “The  Corporate  Shareholder's  Vote  and  Its Political  Economy,  in 

Delaware  and  in  Washington”, 2  HARV.  BUS.  L. REV.  1, (2013). 
(33) Bebchuk Lucian A., “The Myth of the Shareholder Franchise”, 93 VA. L. REV. 

675732 (2007). 
(34) Ibid 7. 
(35) Thompson Robert B. and Edehnan Paul H., “Corporate Voting”, 62 VAND. 

L.REV. 129, 149 (2009). 
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company's share price, which serves as a reliable heuristic about whether 
to defer to  management  on  the  separate  binary questions presented  to  
them. 

In case it’s management less justifies the current situation and the 
company’s direction changes, shareholders can exercise negative 
preferences by a veto against poor management's recommendation, 
whenever it is necessary(36). Therefore, Kang (2013)(37) has emphasized 
that the empirical literature is strong that companies are much more 
likely to face a proxy contest to challenge the incumbent board when 
their recent performance  lags  behind  the  industry  standard or becomes 
weaker. 

Others like Thomas and Palmiter (2012)(38) think that shareholder 
voting given by the Dodd-Frank Wall Street Reform and Consumer 
Protection Act on say on pay is on its strongest ground when it supplies 
shareholders' limited attention and economized approach to voting as a 
veto decision in response to management. Under these constraints, 
shareholders manage to apply their veto wisely when they can, but they 
sometimes find insufficient opportunities to apply it at all. They are 
likely to perform well in evaluating executive compensation and less 
likely to interfere unduly with corporate management, especially given 
that these say on pay votes are purely advisory.       

2. Institutional Shareholders Behaviour 

The behaviour of this category is varying significantly according to the 
types of activities practiced. Some of them work for the benefit of pool of 
investors such as mutual funds and others solely work for themselves and 
gain profit with no real purpose like hedge funds and in between other 
institutional investors such as pension funds and insurance companies. 
Not only that but also their investment plans might be for long or for a 
short period of time, thus, their behaviours are not the same and 
completely uneasy to discover. To emphasize, no easy conclusion can be 
                                                            
(36) Bebchuk Lucian A., “The Case for Increasing Shareholder Power”, 118 HARV.L. 

REV. 833, 862 (2005). 
(37) Ibid 7.                                                                                                                                                     
(38) Thomas Randall S., Palmiter Alan R. and Cotter James F., “Dodd-Frank's Say on 

Pay: Will It Lead to a Greater Role for Shareholders in Corporate Governance?”, 
97 CORNELL L.REV.  1213, 1216 (2012). 
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driven within the complexity of financial regulations and existing 
practices. I attempt to provide general view that might lead to better 
understanding in the Institutional Shareholder’s behaviour towards voting 
mechanism.  

In supporting the above introduction, Lord Myners speaking 
shortly after the banking crisis in 2009(39) in an interview has described 
institutional investors as “absentee landlords.” He also related his subject 
to the nature of such a share in corporation when he states, “a share 
certificate is a right and entitlement of ownership which carries with it 
certain responsibilities. It’s not a piece of paper to be traded, to be bought 
and sold Companies are too important.”   

Moreover, he suggested that differential-voting rights could be 
presented whereby shareholders who hold their shares for longer than a 
specified period would be granted additional rights, or their votes would 
be accorded more weight(40). Others have gone further and supported the 
view that short-term institutional investors should not be afforded any 
voting rights at all.  Several organisations such as PIRC and TUC in 
response to the FRC’s consultation on the Stewardship Code stated that 
they were open to voting rights being dependent upon the length of 
investment(41). 

Keasey and Short (1997)(42) have written a remarkable article at this 
time, which has addressed the issue of mandatory voting, then, no one 
explicitly wrote about it thus far according to our knowledge. They 
emphasized the increasing need for institutional shareholders to take a 
more active role in the governance of the companies in which they invest 
particularly their weak level of voting at annual general meetings, and 
many commentators argue that institutions such as pension funds should 

                                                            
(39) Lord Myners,  “Association  of   Investment  Companies”  (April  2009),  available  at: 

http://webarchive.nationalarchives.gov.uk/20091207163737/http://hm-
treasury.gov.uk/speech_fsst_210409.htm, accessed on 7 November 2013. 

(40) Roach Lee, “The UK Stewardship Code”, Journal of Corporate Law Studies, 
Volume 11, Number 2, October 2011, pp. 463-493(31). 

(41) Ibid 40. 
(42) Keasey Kevin and Short Helen, “Institutional Voting in the UK: Is Mandatory 

Voting the Answer?”, Corporate Governance: An International Review, 1997, vol. 
5, issue 1, pages 37-44. 
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have a fiduciary duty to exercise their voting rights on behalf of their 
beneficiaries. Thus, they could use their concentrated voting blocks to 
affect the outcome of corporate votes to the benefit of shareholders in 
general. 

On the other hand, public action may focus attention on the 
activities of a company in question and may risk a reduction in that 
company's share price, damaging the investing institution itself, and there 
might be clearer advantages in pressuring such a corporation behind the 
scene.i.e. private talk(43). However, according to Keasy and Short(44), 
there is no guarantee to stop institutions from choosing to exit rather than 
using voice option, unless they take on much larger equity holdings in the 
outstanding companies and would find that selling shares in those 
companies would be more difficult and then would force institutions to 
take a longer term view of the performance of the companies in which 
they invested. Therefore, the imposition of obligatory voting can only 
produce benefits if it increases the costs of highly diversified portfolio 
investment and forces institutions to review their investment policies in 
this respect. 

According to Schmolke (2006)(45), Institutional investors play 
major rule in targeted companies, and some may argue against mandatory 
voting disclosure for example. Their arguments comprise concerns about 
securing access to information, a preference for behind the scenes 
negotiations and fears from becoming pressure sensitive by revealing 
their voting behaviour. Their argument by pointing to mutual fund 
managers’ unparalleled access to corporate information despite growing 
activism in addition to constraints on retaliation because corporate 
managers fear to drive institutional investors away because of their stock 
options(46)(47).  

 

                                                            
(43) Ibid 42.                      
(44) Ibid 42.       
(45)  Ibid 2.                                                                                                                                                     
(46) Black Bernard S., “Agents Watching Agents: The Promise of Institutional Investor 

Voice”, 39 UCLA L. Rev. 811 (1992). 
(47) Rock Edward B., “The Logic and (uncertain) Significance of Institutional 

Shareholder Activism”, 79 Geo. L.J. 445 (1991). 
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Another example envisages how large institutional investors, such 
as the California Public Employees' Retirement System (CalPERS), 
could pressure companies to adopt majority voting rules for board 
elections. Given the difficulty of challenging the board's nominees, 
institutional investors argued that a majority-voting rule is essential in 
uncontested elections to ensure that unhappy shareholders are able to 
veto the election of disfavoured candidates(48). 

Others think that they only in comparison with non-institutional 
investors should be under compulsory voting disclosure due to their 
fiduciary duties towards their clients and usually face the sort of conflicts 
of interest the disclosure rule intends to address although the deviation of 
economic ownership and voting control is typical. Thus, no institutional 
investor can rely on his voting behaviour staying a trade secret. 

With no doubt, the conflict of interest issue should be the main 
focus to get attention even if we accept the advanced mandatory voting 
disclosure step taken by the US regulators, however, this is not the case 
elsewhere as in Europe. The business relationships between Institutions 
and portfolio companies appear to be a main source of conflict of 
interests since these financial conglomerates offer multiple financial 
services, for example, insurance, lending, investment banking, asset 
management, etc. Since these European financial conglomerates play a 
major role on their domestic financial markets as well as across Europe 
with some of the biggest coming from the United Kingdom, France and 
Germany, the potential conflict of interest is real. 

Addressing the conflict issue can be seen on the proposed 
HP/Compaq merger, when the SEC in 2003 imposed a fine of $750,000 
on the investment advisory unit of Deutsche Bank for failing to disclose 
to its mutual fund investors a material conflict of interest with regard to 
its vote(49). The merger’s success relied on a majority vote of HP 
shareholders, of whom 57 per cent were institutional investors(50).  
                                                            
(48) CalPERS, Graco Share Owners Back CalPERS Proposal for Majority Vote in 

Board Elections (Apr. 30, 2012), available at 
http://www.calpers.ca.gov/index.jsp?bc=/about/press/pr-2012/april/graco-backs-
calpers.xml. 

(49) Available at: http://www.sec.gov/news/press/2003-100.htm, acceded on 2 
November 2013.     

(50) Kehoe Louise and Morrison Scott, “Fiorina Comes a Step Closer to Making the 
Connection: Shareholders Face Big Decision on Deal”, Financial Times, 7 March 
2002, at p. 26.  
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3. Some Practical Issues Caused By Specific Types of Institutional 
Investors 

Cohen (2008)(51) has highlighted effect of entities allowance in using 
large negative voting to benefit from decreases in share price that they 
helped to arrange. He described it as the nightmare of corporate 
governance for its results in a complete misalignment of voting and 
economic interests. This is one of the downsides of the expansion of the 
derivatives and stock loan markets, which has given investors a great 
deal of flexibility in structuring their voting rights and economic 
ownership. Current U.S. securities laws permit entities to establish large 
negative voting positions without disclosure. 

Liptone & Rosenblum (2003)(52) have criticized the prolonged proxy 
access for shareholders because it would place too much leverage in the 
hands of a few major shareholders who can exploit their integrated control 
and the diffusion of the remaining market capitalization. Anabtawi and 
Stout (2008)(53) raised their worry from activist hedge funds that are 
willing to take large positions in a company and use that power to take 
over corporate policy. Their motivation in sponsoring proposals under 
expanded proxy access given by current reforms, which benefit their 
narrow interests rather than shareholders as a class. Hence, they may 
require new legal inventions like fiduciary duties for activist shareholders. 

Skeel (2005)(54) provided a practical solution to disqualify/ban the 
votes of any shareholder who had launched into a contract that protected 
him from changes in the price of the stock he voted i.e. hedged shares. 
He also suggests that its success in controlling vote buying would rely on 
additional disclosure requirements and on whether courts are willing to 
disqualify conflicted votes in short time. Otherwise, billion dollar deals 
often hinge on the outcome of shareholder votes and  if  lengthy  post 
vote  court  battles became a real risk, merger activity would suffer 
accordingly (Cohen, 2008)(55).   
                                                            
(51) Ibid 19. 
(52)  Ibid 27. 
(53) Anabtawi Iman and Stout Lynn A., “Fiduciary Duties for Activist Shareholders”, 

UCLA School of Law, Law-Econ Research Paper No. 08-02 Stanford Law 
Review, Vol. 60, 2008.  

(54) Skeel David, “Behind the Hedge”, LEGAL AFFAIRS, Nov.–Dec. 2005, available 
at:http://www.legalaffairs.org/issues/November-December-
2005/feature_skeel_novdec05.msp, access date 5 Nov, 2013 

(55) Ibid 19 
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Another ban should be established on voting borrowed shares. 
Hermes is one of the largest British pension fund managers, Hermes, has 
requested from regulators to prohibit all voting by borrowers of shares 
because such a ban would make both negative voting and non-negative 
empty voting more difficult because it would remove one of the two 
means by which entities can acquire voting power (Scannell, 2007)(56). 
Hu and Black (2006)(57) thinks that a restriction on share lending for what 
is called “record date capture” borrowing right before a vote, voting, and 
returning the shares is already the informal norm in the United Kingdom.  

This ban, however, would do little to prevent negative voters from 
voting with purchased shares. A negative voter could still buy shares to 
establish voting power and obtain net negative economic exposure to the 
stock price through the use of derivatives. In fact, negative voters can 
replicate the borrowing of shares by buying shares and entering into a 
forward sale agreement, which is the approach Perry Capital used to 
obtain Mylan votes as discussed below(58).  

Perry bought 26.6 million shares, or 9.9%, of Mylan, but arranged 
to sell those same shares a few weeks later at the same price it had paid. 
Since the vote on the merger was to be held after the share purchase but 
before the share sale, Perry acquired the right to vote those shares in 
favour of the merger just to ensure that Mylan shareholders would 
approve the merger(59). 

There are also other several means for acquiring negative economic 
exposure to a stock. The most straightforward is selling borrowed shares, 
or shorting the stock, and derivatives markets provide numerous further 
options, including buying puts, selling calls, selling combos, selling 
single-stock futures, and executing equity swaps(60).  

                                                            
(56) Scannell Kara, “How  Borrowed  Shares  Swing  Company  Votes”,  WALL ST . 

J., Jan. 26, 2007, at A9. 
(57) Hu Henry T.C. and Black Bernard, “The New Vote Buying: Empty Voting and 

Hidden (Morphable) Ownership”, 79 S. CAL. L. REV. 811, 844-45 (2006). 
(58) Ibid 19. 
(59) Skeel David, “Behind the Hedge”, LEGAL AFFAIRS, Nov.–Dec. 2005, available at: 

http://www.legalaffairs.org/issues/November-December-
2005/feature_skeel_novdec05.msp, access date 5 Nov, 2013 

(60) Ibid 19  
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Part Three 

Existing Regulations and Recent Attempt from Non-Profit 
Organization to Improve the Voting Concept 

1. The Role of Non Profit and Private Organizations 

Recently, a major rule in the area of corporate governance is expected 
from this category due to their important role in protecting the public in 
addition to their clients. Thus, a brief discussion would bring their 
continuing influence on listed corporations. 

In PIRC (2010)(61) response to the FRC regarding the Stewardship 
Code, it encouraged the FRC to consider the impact of one technical 
obstacle to application, which may result in disenfranchising beneficial 
owners. It explains the certain pooled funds do not permit clients to 
exercise pro rata voting instructions. This means that the asset owners 
whose assets are held within such vehicles are unable to vote all their 
shares in accordance with their wishes and may have to wait some time 
to find out their notional exposure was voted. This definitely limits 
meaningful participation on the part of end-clients. We consider that it 
should be a best practice condition for such pooled funds to allow voting 
decisions to be made by the underlying asset owners and reflected in the 
votes cast. 

Other large institutional investors like the California Public 
Employees' Retirement System (CalPERS)(62), have pressured companies 
to adopt majority-voting rules for board elections. Under this rule, even 
an uncontested candidate for the board must receive at least a majority of 
the shareholder votes cast to gain or retain a board seat. Given the 
difficulty of challenging the board's nominees, institutional investors 
argued that a majority-voting rule is necessary in uncontested elections to 

                                                            
(61) PIRC, “Consultation on a Stewardship Code for Institutional Investors” (London, 

PIRC, 2010) available at: http://www.frc.org.uk/Our-Work/Publications/Corporate-
Governance/Consultation-on-a-Stewardship-Code-for-Institution/Responses-to-
January-2010-consultation-on-a-Stewar/Pensions-Investments-Research-
Consultants-Ltd-%28PIR.aspx, acces date 4 Nov 2013. 

(62) CalPERS, Graco Share Owners Back CalPERS Proposal for Majority Vote in 
Board Elections (Apr. 30, 2012), available at http://www.calpers.ca.gov/ 
index.jsp?bc=/about/press/pr-2012/april/graco-backs-calpers.xml. 
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ensure that unhappy shareholders are able to veto the election of 
disfavoured candidates (Razzouk, 2008)(63).  

According to Fairfax (2008),(64) these groups have been powerful in 
the adoption of majority voting rules, their efforts on shareholder access 
to the proxy ballot, elimination of staggered boards, and executive 
compensation. Furthermore, they successfully harmonized their efforts 
with one another with the help of entities such as Institutional 
Shareholder Services, which acts as an advisory service among 
institutional investors on shareholder concern. 

The issue of securities lending discussed earlier, which typically 
involves a large-scale of institutional investors impacts significantly upon 
an institutional investor’s capability to exercise its voting rights, 
especially if a general meeting is due to take place during the loan period. 
This complicated issue has been addressed between two well-known 
organizations. 

The ICGN’s Securities Lending Code of Best Practice states “It is 
bad practice to borrow shares for the purpose of voting. Lenders and their 
agents, therefore, should make best endeavours to discourage such 
practice. The exercise of   a vote by a borrower who has, by private 
contract, only a temporary interest in the shares, can distort the result of   
general meetings, bring the governance process into disrepute and 
ultimately undermine confidence in the market”(65). 

In parallel, the Securities Lending and Repo Committee (SLRC), a 
committee that functions within the Bank of England, established the 
Securities Lending and Borrowing Code of Guidance, 97 of which  
Principle  C.7.4 states that: “There is a consensus . . . in the market that 
securities should not be borrowed solely for  the  purpose  of   exercising  

                                                            
(63) Razzouk Jay, The Momentum, Motive, and Mouse-Kapades of the Majority Vote 

Movement, J. Bus. ENTREPRENEURSHIP & L. 391, 2008 
(64) Fairfax Lisa M., Shareholder Democracy on Trial: International Perspective on the 

Effectiveness of Increased Shareholder Power, 3 VA. L. & Bus. REV. 1, 6 (2008). 
(65) ICGN, “ICGN Securities Lending Code of Best Practice” (London, ICGN, 2007), 

available at: https://www.icgn.org/images/ICGN/files/icgn_main/Publications/ 
best_practice/sec_lending/2007_securities_lending_code_of_best_practice.pdf, 
accessed on 07 Nov 2013. 
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the  voting  rights  at,  for  example, an AGM or EGM. Lenders should 
also consider their corporate governance responsibilities before lending 
stock over a period in which an AGM or an EGM is expected to be 
held”(66). 

2. The Effective Contribution on Individual Investors 

The European Federation of Financial Services Users “Euro Finus” has 
reported in 2012 several obstacles(67) that an individual shareholder may 
face in his/her cross border voting. Thus, no major increase can be 
expected unless their factual discrimination is abolished.  

In Brief, obstacles prior to general meetings include: burdensome 
document distribution, complex custodian chain, no push service fees, 
increased documentation requirements, share blocking, temporary 
registration requirement, timeliness of information, cut-off dates, quorum 
requirements, comprehensiveness of documents, excessive 
documentation requested by issuers that deviates from market practice in 
Member States is also considered a problem from the share-holder’s 
perspective. 

Other limps appear during the general meetings like: lost or 
missing admission tickets, access to the general meeting, language, right 
to ask questions, proxy representation, voting procedure. Lastly, the 
report mentioned the following “… Although the SRD has already 
improved the cross-border voting process national laws have largely 
failed to improve the operation of cross-border voting systems… To 
ensure effective cross-border voting in the EU the rules, systems and 
procedures need to be harmonized across the Member States”. 

                                                            
(66) International Lending Securities Organization, Securities Lending and Corporate 

Governance, available 
at:http://www.bankofengland.co.uk/markets/Documents/gilts/slcgjun05.pdf, 
accessed on 4 Nov 2013. 

(67) Ibid 27 
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Part Four 

Conclusion with Final Remarks 

From the detailed analysis provided in this article, several concepts 
related to voting rights were explored, and then we explained individual 
and institutional shareholders behaviours towards voting with several 
practical examples. Besides, there were practices that damage the voting 
process and lead to unhealthy results as discussed, and we concluded 
with private organizations that try their best to shed the light and solve 
some existing issues. 

In my opinion, mandatory voting would definitely enhance the 
corporate governance structure and assist corporations in achieving their 
purposes for the sake of their beneficiaries, communities and the globe. 
However, specific shareholders can hold no complete blame since we 
invented complicated financial instruments and legally manipulative 
ways by our hands. This has led to eliminate the real purpose of such 
corporation in serving the community and all stakeholders. In order to 
reform the present situation, simply we should return to the basic which 
one share equals one vote i.e. returning back to the fundamentals with 
limited changes. This means that we lost the meaning of ethical finance 
at this time. It is suggested that Islamic Finance can be a leading example 
since uncertainty and eating others money are prohibited.  

Mandatory voting can be presented if we removed all limps done 
by hedge funds and separate financial institutions from practicing both 
conventional and investment banking together. Moreover, regulators can 
impose Individual shareholders who hold specific shareholding in such a 
company to vote. These simple ways in nature are difficult to restore, 
thus, mandatory voting if proposed without solving such issues would 
add more complications. At the end, I do not see any close change to the 
current situation and mandatory voting will be a dream for a long time.  

Grade: A- 

This is a good paper which is well researched and makes an 
interesting argument. You need to focus on improving the quality of your 
written work over time.  



To What Extent Mandatory Voting Requirement Enhance the Corporate Governance?       243 

Presentation Grade: B+ 

The presentation could have been more structured and at times could 
be a little difficult to follow.  

Attendance and participation grade: A+ 
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اتتأثی ما هو مد ع فكرة متطل   ر توس
ت اإل  ات؟ لزاميالتصو مة الشر   في حو

  
  عبدالسالم سلطان. أ
  اإلسالمي االقتصاد معهد محاضر

ة –جدة  –الملك عبدالعزز  جامعة ة السعود   المملكة العر
	

رة إالمستخلص.  ع ف ت ن الهدف من هذه الورقة هو توس مبدأ التصو
ة المنظمین في عدة بلدان، تطبی المبدأ على  اإللزامي، في حالة رغ

حث الضوء على اآل ات المساهمة. یلقي ال راء الداعمة الشر
ل فر منهما والمرتكزة  ا على األنظمة ساسً أوالمعارضة وحجج 

ة.  ةإوالقوانین الحال ة  التقلید ة  والمال   ن الممارسات المصرف
ات  انت منظمة أم ال،  تظهر صعو غض النظر عما إذا  ة،  الحال

حثنا هو إجوهرة تنشأ من تطبی المبدأ ومع ذلك ف ثارة إن الهدف من 
احث إطارً  قدم ال عد ذلك،  ا ا مقترحً النقاش والتحلیل حول الموضوع. 

ات  ال حل تلك اإلش قوم  ل اإلسالمي  ادئ التمو مرتكزا على م
جعل المب حة، و . بدون تغییر أو تغییرات صح دأ فعاًال عند التطبی

احث من  حذر ال ة استغالل المبدأ على خالف الغرض إلكن  ان م
  ستخدامه من قبل صناع السوق.االذ أقر من أجله ولرما یتم إساءة 
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Abstract. The recent financial crises (including the Asian and 
subprime crises) indicated the need to reinforce corporate 
governance mechanisms in emerging and developed market 
economies. Corporate governance refers to all the factors that 
affect firm processes (including, among others, financing 
strategies). Firms must avoid debt financing instruments and 
adopt financing instruments that allow for "risk-sharing" rather 
than "risk-shifting" because all recent financial crises were, in 
essence, debt crises. The primary objective of this paper is to 
examine the principles of risk-sharing promoted by Islamic 
finance and study their implications for corporate governance. 
The secondary objective of this paper is to propose a pricing 
model for a new risk-sharing financial instrument (Islamic 
Preferred Shares, IPS) that was recently discussed by Zarka and 
Al-Suhaibani (2012). We study the implications of this new 
instrument as a powerful tool for corporate governance in the 
case of Islamic markets. We explain the possible contribution of 
IPS to agency cost reduction, Sharia screening costs and ethical 
corporate governance. 
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1. Introduction 

All recent financial crises are, in essence, debt crises. According to 
Askari (2012), excessive leverage, combined with an inherent asset-
liability mismatch, exposes institutions to intolerable risk and threatens 
the overall soundness of the financial system. Corporate governance in 
emerging markets and developing countries must avoid debt-creating 
flows and adopt financing systems that are founded on "risk-sharing", 
which is promoted by Islamic finance, rather than "risk shifting" as a 
basis for sustainable financing. Risk-sharing-based instruments could be 
an effective alternative to debt-based instruments and could serve as a 
means of helping emerging market countries that are facing debt crises. 
Risk-sharing can be viewed as an effective anti-crisis instrument. Firms 
would have to adopt policies and practices that eliminate excessive debt 
creation and leverage.  

In this paper, we discuss the financial issues in Islamic markets and 
we examine the principles of risk-sharing promoted by Islamic finance 
and study their implications on corporate governance. Specifically, this 
paper introduces the practices of banking and finance in Islamic society, 
discusses the concepts and valuation approach of new Islamic financing 
instrument (Islamic Preferred Shares, IPS) and provides a simulation 
result for the valuation model.  IPS is a profit-and-loss sharing contract in 
which the return to the provider of capital is in accordance with an agreed 
ratio in the profit/loss outcome of the business in which they have 
invested. The paper also examines the links between IPS and Islamic 
corporate governance mainly due to agency cost reduction, Sharia 
screening process performance and ethical finance. 

The remainder of the paper is organized as follows. Section 2 
examines the question: What is corporate governance? Section 3 
introduces the concept of risk-sharing with a focus on Islamic finance 
principles. Section 4 develops a pricing model for IPS and studies the 
economic characteristics of this new instrument. Section 5 discusses the 
implications of IPS for corporate governance in Islamic markets. The 
article ends with a conclusion. 
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2. What is corporate governance? 

Corporate governance was initially developed and implemented in the 
USA and then passed to the United Kingdom; the English term signifies 
what has been an Anglo-American phenomenon from the beginning 
(Carlsson 2001). The issue of corporate governance has received broad 
attention and press coverage in recent years. However, the variety of 
practices around the world nearly defies a common definition of corporate 
governance. According to Turnbull (1997),"Corporate governance 
describes all the influences affecting the institutional processes, including 
those of appointing the controllers and/or regulators involved in organizing 
the production and sale of goods and services"(1). Aoki (2000) defines 
corporate governance concerns as “the structure of rights and 
responsibilities among the parties with a stake in the firm”. However, La 
Porta et. al. (2000) define it as a set of mechanisms that protect external 
investors against expropriation by corporate insiders. 

Researchers conventionally study corporate governance within the 
framework of agency theory, considering the modern company as a 
nexus of contracts between principals (risk-bearing shareholders) and 
agents (managers with specialized expertise). Agency problems stem 
from the conflicts of interests between external shareholders and 
managers who own an insignificant amount of equity in the firm (Jensen 
and Meckling, 1976). Many studies distinguish among two dichotomous 
models of Anglo-American and Continental European corporate 
governance(2). They characterize the Anglo-American models in terms of 
financing strategies that involve equity, active markets for corporate 
control, dispersed ownership, and flexible labor markets. In contrast, they 
conceptualize Continental European corporate governance in terms of 
financing strategies that involve long-term debt, ownership by large 
block-holders, weak markets for corporate control and rigid labor 
markets. In addition, different types of governance mechanisms have 
been widely documented in the corporate governance literature. These 
                                                           
(1) Turnbull 1997, p. 181. 
(2) According to Aguilera and Jackson (2003), the Anglo-American model is also known as 

the outsider, common law, market-oriented, shareholder-centered, or liberal models, and 
the Continental model is also known as the insider, civil law, blockholder, bank-
oriented, stakeholder-centered, coordinated, or “Rhineland” models. For more details on 
this topic, see Becht and Roel (1999); Hall and Soskice (2001); La Porta et al. (1998); 
Dore (2000); Aguilera and Jackson (2003); Clarke (2008). 
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mechanisms can be categorized into those that are firm-specific 
(including ownership structure, financing strategies, board composition 
and corporate control) and those that are country-specific (including legal 
and cultural environment, standard accounting practices and financial 
system characteristics). 

3. Risk-sharing, Islamic finance and ethical corporate governance 

All recent financial crises are essentially debt crises. Excessive leverage 
combined with very poor regulatory frameworks exposes corporations to 
intolerable risk and threatens the overall soundness of the financial 
system. According to Haliassos (2012), it was not too much financial 
innovation but too little innovation and the lack of balance between debt-
related products and asset-related products that lies behind the crisis. An 
alternative to the current financial system must be founded on risk 
sharing rather than risk shifting as a basis for sustainable financing. Iqbal 
et al (2012) show that Islamic financial system based on risk-sharing can 
be developed for use around the world by providing a helpful paradigm 
for crafting global financial reforms. In this section, we study the 
principles of risk sharing promoted by Islamic finance to serve as a 
reform or complement for the current financial system. Islam(3) does not 
only entail a divine service, like Judaism and Christianity, but also 
involves a code of conduct that regulates and organizes mankind in both 
spiritual and material life (Presley and Sessions, 1994). An Islamic 
economic system operates on basic market principles. Islamic finance is 
conducted in compliance with the rulings of Islamic law (or Sharia) 
principles. The central feature of Islamic finance is the prohibition of the 
payment and receipt of interest (or riba)(4). The best definition of riba is 
charging interest on loaned money. The lender should not receive profits 
for offering money unless he shares in the provision of the enterprise; 
furthermore, the profit must be variable (not fixed or guaranteed). This 
dose not means that debt financing is outlawed in Sharia. Debt financing 
can be utilized so long as it is integrated in a real transaction, such as 
cost-plus sale (Murabaha). 

                                                           
(3) The basic principles of Islam are: God is the creator and owner of wealth, it is a 

divine responsibility to work, social Justice and equality, enable the poor to lead a 
normal, spiritual and material life in dignity and contentment, The Quran and 
Sunnah (prophet saw) orders society to obey God. 

(4) The Islamic word for interest is riba.  
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In addition, Islamic finance prohibits investing in transactions 
involving gambling(5), alcohol, and drugs, as well as transactions 
involving excessive uncertainty about the subject matter and contract 
terms (or Gharar). This includes contracts with unclear fundamental 
terms, such as price, time and delivery. Furthermore, the transfer of debt 
and therefore the buying and selling of debt is very restricted under 
Sharia law. Additionally, the sale of an asset followed by a buy-back of 
the same asset at an increased price is not permitted under Islamic law. 
Islamic finance precludes the assumption of excessive risk by prohibiting 
excessive debt instruments. 

Governance structures in Islam differ from the common corporate 
governance practices in that the standardization of rules must obey the 
Sharia rules stated in the holy Quran and Sunnah and the governance 
structure should meet the expectations of Muslim investors by providing 
financing modes that are compliant with Sharia. The association between 
risk and return and the notions of profit- and loss-sharing and partnership 
inherent to Islamic contracts are central to Islamic finance. To enhance 
corporate governance, regulators would have to adopt policies and 
practices that eliminate moral hazard and the excessive creation of debt 
and leverage. This type of corporate governance would require a 
reduction in debt financing and leverage in favor of an expansion in risk-
sharing-based instruments.  

4. IPS: New financial instrument for Islamic corporate governance 

In recent years, new financial products have been developed and used in 
the Islamic financial market. In addition to stocks, Sukuk, equity funds 
and real estate funds are now available to the investor in the markets. 
Stock certificates can be divided into two basic categories: common and 
preferred stock. Both provide ownership to the investor. However, they 
have different natures of ownership.  Conventional Preferred Shares 
(CPS) act like debt instruments and are often benchmarked against a 
fixed interest rate, which is prohibited by Islamic Sharia law. CPS 
holders receive a fixed dividend rate on their assets; there is therefore no 
qualitative difference between a fixed dividend rate and an interest rate. 
According to Zaky and Sheikh (1992), investment in ordinary stock is 
perfectly lawful but investment in preferred shares is not because 
                                                           
(5) Gambling (or Maisir) is prohibited in many religions. 
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preferred shareholders receive an interest rate, like riba, without sharing 
profit and loss risks. The structure of preference for the owners of CPS 
over the owners of common stock in terms of the payment of dividends 
or in the sharing of residual value upon the liquidation of a company is 
considered impermissible in an Islamic framework. 

The strong disapproval of interest by Islamic law has led Muslim 
thinkers to explore ways and means by which firms and investors could 
obtain financing on an interest-free basis. Zarka (1992) proposes a 
modified version of preferred shares that would serve specific economic 
functions while continuing to conform to Sharia. Later, Zarka and Al-
Suhaibani (2012) develop the modified formula for Islamic Preferred 
Shares (IPS). The proposed IPS formula would permit a company to 
partially change its risk/return profile for a sub-group of potential 
investors by offering them a suitably designed IPS. It may thus appeal to 
those investors who would like to sacrifice some return to take on less 
risk and at the same time add flexibility and desirable diversity to other 
Sharia-approved modes of financing.  

4.1. Differences between IPS and CPS 

A conventional preferred share (CPS) is defined as equity that takes 
priority over common stock with respect to the payment of dividends and 
the distribution of liquidated assets. A CPS is a hybrid security that has 
features of both common stock and debt. Hence, similar to coupon 
payments on debt, dividends on preferred stock are generally fixed. 
According to Zaman (1986), CPS holders have privileges on the earnings 
and assets of the firm in which they invest, but they cannot participate in 
the election of the firm’s board of directors and therefore in its decision-
making process. Following Beaton (2010), CPS gives its holders 
numerous rights and privileges that common stockholders do not enjoy. 
These rights and privileges explain some, if not most, of the fair market 
value differential between CPS and common stock. CPS has long been 
used as means of financing. According to Masulis (1983), CPS seems to 
be viewed as a partial substitute for debt. Following Heinkel and Zechner 
(1990), CPS improves the firm’s debt capacity because it creates 
additional incentives for investment. Emmanuel (1983) indicates that a 
key feature of preferred stock is its dividend flexibility. That is, a 
preferred stock dividend can be omitted by the firm without penalty, as 
opposed to the omission of an interest payment on debt. 
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CPS is objectionable from the Sharia point of view because it 
contains provisions that may occasionally lead to the suspension of 
profit-sharing among partners. In addition, upon the liquidation of the 
company, preferred shareholders are practically treated as lenders (who 
can reclaim their principal) rather than as partners. The return that the 
preferred shareholders receive is like "riba" because it is obtained 
without sharing the profit and loss risks. Based on the previous main 
Islamic objection on the grounds of fiqh(6), Zarka and Al-Suhaibani 
(2012) propose a modified version of preferred shares, for which Islamic 
preferred shareholders receive a higher share of profits (compared to 
common shareholders) as long as their stipulated dividend rate has not 
been exceeded. In general, IPS has preference for dividends payments 
until a fixed threshold of net income is reached. In case of losses, Muslim 
jurists are unanimous that they must be shared in strict proportion to each 
partner’s capital. The suggested IPS formula is compatible with Islamic 
law. The first Islamic jurisprudential foundation of IPS is that it is 
acceptable for partners to agree on a profit-sharing ratio that differs from 
their capital participation ratio. The second Islamic jurisprudential 
foundation is that it is acceptable to make the profit-sharing ratio variable 
according to the level of net income(7). The main differences between IPS 
and CPS are summarized in Table 1. 

 

  

                                                           
(6) Fiqh is Islamic jurisprudence. 
(7) For more details about the Islamic jurisprudential foundations, you can refer to 

Zarka (1992) and Zarka and Al-Suhaibani (2012). 
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Table (1). Differences between CPS and IPS 

Conventional preferred shares 
(CPS) Islamic preferred shares (IPS) 

1. Fixed income (fixed dividend 
rate as a percentage of the nominal 
value) 

1. Variable income (variable 
dividend rate as a function of the 
level of net income)

2. All profits are distributed first 
to conventional preferred 
shareholders until they obtain their 
prefixed dividend rate

2. All profits are distributed jointly 
to Islamic preferred shareholders 
and common shareholders with 
different dividend rates

3. Conventional preferred 
shareholders have priority over 
common stockholders in the event 
of liquidation

3. Islamic preferred shareholders 
have no priority payments over 
common stockholders in the event 
of liquidation

4. CPS may be cumulative 
preferred shares (if the dividend is 
not paid, it will accumulate for 
future payment)

4. For IPS, dividends for a given 
year will not accumulate if they 
are unpaid 

5. CPS is exposed to interest rate 
risk. Preferred stocks pay a fixed 
interest rate in the form of a 
dividend. If interest rates within 
the overall economy rise, CPS 
declines in value

5. IPS is exposed to the fluctuation 
of net income. If the net income of 
a company rises, IPS value 
increases. An IPS price can decline 
due to changes in the underlying 
company’s fundamentals

6. CPS is less risky than common 
stock and less risky if the 
company goes bankrupt

6. IPS is based on the concept of 
sharing risks, profits and losses 

7. A company financed through 
CPSs is obligated to pay its 
preferred shareholders fixed and 
regular preferred dividends

7. A company financed through 
IPSs is not obligated to pay its 
preferred shareholders fixed and 
regular preferred dividends 

8. The trading of CPS has low 
volatility because preferred 
shareholders are not subject to a 
company’s earnings and losses 
beyond their stipulated dividends

8. The trading of IPS is more 
volatile than that of CPS because 
Islamic preferred shareholders are 
subject to a company’s earnings 
and losses
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4.2. Properties of CPS vs. IPS: Conceptual framework 

In this section, we define our key concepts and discuss some properties 
of IPS vs. CPS. The distribution of net income (Y) between common and 
preferred shareholders in the case of IPS and CPS can be explained as 
follows:            

- CPS case: The holders of CPS have preferred rights to net income, in 
form of fixed, regular dividends ahead of common shareholders. These 
dividends are a percentage ( ) of face values ( ). Accordingly, the 
dividend payment will be distributed between the preferred and common 
shareholders depending on the level of Y, as set in Table 2. 

 
Table (2). Distribution of net income between common and preferred 

shareholders in the case of CPS 

Level of net 
income 

CPS

Profits of common shares Profits of preferred share 

0<Y≤r×FV 0 Y

Y>r×FV Y−r×FV r×FV

 

From table 2, we notice that the profits of preferred shares changes when 
the level of net income (Y) reaches a fixed threshold  ∗  .  
If		 , all losses are absorbed by common shareholders. In the 
interval , all profits are allocated to preferred 
shareholders, while all losses are absorbed by common shareholders in 
the interval 0. 

- IPS case: Consistent with CPS, the IPS seeks to achieve the same rate 
of return ( ) to their holders with lower volatility. IPS do this by 
increasing the share of profits distributed to IPS holders ( ) until the net 
income reach the level that secure ( ), and switch afterward to a lower 
ratio ( ). We should keep in mind that in the case of losses 0, 
common and preferred shareholders must share the losses in strict 
proportion of each partner’s capital. There can be no preferential 
treatment in this case. According to the characteristics of the IPS, net 
income is distributed between the IPS and common shareholders 
depending on the level of Y, as set in Table 3. 
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Table (3). Distribution of net Income between Common and Preferred 
Shareholders in the Case of IPS 

Level of 
net income 

IPS 

Profits of common shares Profits of preferred shares 

0<Y≤Y∗∗ (1−i1)×Y i1×Y 

Y>Y∗∗ Y−i2×(Y−(r×FVi1))−r×FV i2×(Y−(r×FVi1))+r×FV 

 

From table 3, we notice that the profits of common (preferred) 
dividend switch from  ( ) to	  ( ) when the level of net 

income reach a fixed threshold 	 ∗∗   and  ∗∗ ∗. At all levels 

of net income, both shareholders will share either the profits or losses. 

4.3. IPS valuation model 

In this section, we present a theoretical model to estimate the fair 
value of IPS in discrete time. We provide a discounted cash flow (DCF) 
model that generates all relevant net income as well as planning horizons, 
discount rates and terminal values. The International Financial Reporting 
Standards (IFRS) allow a certain reliance on DCF models to obtain fair 
value. In addition, the Malaysian view is that the use of DCF models is 
permitted because discount rates serve only as an indication of the value 
of the financial instrument. The DCF analysis is widely used to value 
structured financial instruments8. To find the fair value of IPS, we 
discount the cash flows (preferred dividends) using a suitable discount 
rate, including expectations and summing over time .If we call the future 
preferred dividend PD1, PD2,…, PDn, and assume that the discount rate is 
deterministic and given by ( ), the discounted value of IPS at time zero 
is: 

 

 

 

                                                           
(8) Ramasamy et al. (2011) show that sukuk (Islamic bonds) values are directly related 

to cash flows and that these cash flows will be discounted at yield return to find fair 
value, duration and convexity. Moody’s derived a DCF model and measured the 
variability of DCFs in the corporate Collateral Debt Obligation (CDO) market.  
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(1). 

To make equation 1 a dynamic model, we introduce the value at time 
0 as: 

 

                      
(2) 

Where  .  denotes the given expectation information up to and 
including time t. By multiplying this expression with 1 and 
dividing the expectation into two parts, we obtain: 

 

                     
(3). 

If  ∑∞ ∞, then the first term of equation 3 is a martingale 

and the value of the second term is known at time t .Iterating Equation 
(2) produces the relation: 

                      
(4). 

 

The present value is the expected discounted value of what we will receive 
tomorrow,	 , plus the expected discounted value of having the right 
to the cash flow stream PDt+1,PDt+2,…, PDt+n, (which is the definition of 
VPDt). Through continued iterations, we obtain, for any T > t: 

                           

                      
(5) 

IPSV : Value of IPS;  

tPD : Preferred dividend for period t;  

i: Required rate of return; 
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T: Planning horizon period; 

 TVIPS : Terminal value of IPS in period T.  

Specifically, the DCF model estimates the value of IPS as the sum of the 
present value of its preferred dividend over a forecast period, and a 
terminal value at the end of this forecast period that is based on the 
required return (as the discount rate).  

- IPS cash flows: In the case of IPS, we are interested in knowing how 
the expected preferred dividend depends on the distribution rates of each 
dividend level. The IPS holder receives: 

                 

												 ,                                     if ∗∗	 

           	 ,  if   ∗∗                       (6) 

                <                                                

 

 

Where ( ) and ( ) are the dividend distribution rates for IPS holders. 

( ∗∗) is a fixed threshold and ∗∗ 	 . Due to condition (6), we can 

represent the expected preferred dividend for period t as: 

	 	 	 ∗∗ 						
	 	 	 	 ∗∗                          (7) 

Where: 

 P1 is the probability that Net income ≤	 ∗∗; 

 P2= (1- P1) is the probability that Net income ∗∗; 

 	 	 	 ∗∗ 	 ; 

	 	 	 ∗∗ ; 

 I (.) is the indicative function. 
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- Discount rate: This rate needs to reflect the risk of the IPS from the 
point of view of the shareholders and is consequently the rate that they 
want to be rewarded to assume that risk. We use the security market line 
of the Capital Asset Pricing Model (CAPM): 

                                    ,                                (8) 

where  indicates the share beta factor, a measure of the systematic risk 
of a company's returns, 	is the market rate of return, and  is the risk-
free rate of return.  indicates the levered share beta of the company, 
measured by its equity return in relation to an underlying index. 

- Terminal value of IPS: Terminal value refers to the value of the IPS at 
the end of the period. The common method of estimating terminal value 
in a DCF valuation is to estimate a stable net income growth rate. If we 
make this assumption, the terminal value becomes: 

                           
 

g-i

) E(PD 1tTVIPS                                            (9) 

This approach requires assuming that growth is constant forever and that 
the discount rate will not change over time. 

4.4. IPS valuation with scenario: Monte Carlo analysis 

After the basic model is constructed, we use the Monte Carlo simulation 
technique to incorporate the impact of uncertainty on the value of the 
IPS. Applying a Monte Carlo simulation on the standard DCF model 
allows the analyst to overcome the limitations of the DCF method and, 
most importantly, to incorporate uncertainty. To address uncertainty, 
Monte Carlo simulations rely on random numbers to generate a range of 
different outcomes that can be averaged to obtain an expected value. For 
example, Monte Carlo simulation allows the analyst to assume that the 
discount rate is not constant over time. For instance, the discount rate can 
be a function of interest rates and their volatility. In addition, Monte 
Carlo simulation allows for the assumption that the probability that the 
net income will be  more or less on a fixed level that is not constant, 
allowing for various thresholds to be determined. Monte Carlo simulation 
is not in itself a valuation technique but it provides a framework for 
simulating the outcomes defined by a valuation model. The simulation 
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process involves statistical sampling, a method that randomly selects a 
specific number between given ranges and executes the selection based 
on uncertainty. This level of uncertainty is covered by the Monte Carlo 
method, which accounts for the maximum number of possible scenarios; 
the number or the selected output is matched by these scenarios. French 
and Gabrielli (2004) state that modeling uncertainty using MC simulation 
includes the following steps: 

1- Identifying key uncertain cash flows: in our study, net incomes are 
chosen as the key uncertain cash flows because a deviation from their 
projected value has a significant impact on the value of the IPS; 

2- Specifying the probability distributions for key uncertain cash 
flows: in our study, we assume that the future net income follows a 
Gaussian distribution; 

3- Running the simulation DCF model: Once all assumptions have 
been set to DCF variables, the Monte Carlo simulation is performed in 
accordance with the set probability distributions and correlation 
conditions and generates many sample paths of the values of the IPS. The 
process will be repeated many times until a sufficient number of 
simulations have been conducted. 

4- Analyzing and interpreting the simulation results. 

- Illustration 1: If we assume a company's capital structure composed of 
$300000 CPS and $700000 common shares, a fixed dividend rate (r) of 
7% and the net income (Y) follows a normal distribution.  Using Monte 
Carlo simulation, we generate net income value with the mean (µ = 0.1) 
and the standard deviation (σ = 0.1) and number of simulation (m = 
1000). The simulated net income is presented in figure 1. 
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Assuming r is 7%. The simulated earnings for common shareholders and 
CPS are presented in figure 2. It is well known that the CPS receives 
fixed earnings.  

Now, we assume a company's capital structure composed of $300000 IPS 
and $700000 common shares and a stipulated dividend rate of 7%.  We 
also assume that IPS holders get a higher share of profits than common 
shareholders ( =80%) until they secure a stipulated dividend rate of 7% 
(when Y=Y**) and then switch to a lower share of profit ( =20%). The 
simulated earnings with Monte Carlo simulation for IPS and common 
shareholders are presented in figure 3.  

From figure 3, we notice that Islamic preferred shareholders receive 
variable earnings depending on the level of net income (Y). As defined 
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above, Islamic preferred shareholders receive a higher share of profits 
(compared to common shareholders) as long as their stipulated dividend 
rate has not been exceeded. In general, IPS has preference for dividends 
payments until a fixed threshold of net income is reached. If we assume a 

fixed threshold of net income ∗∗ %

.
$87500  and if  0<Net 

income ≤ $87500, IPS holders get a higher share of profits than common 
shareholders ( 80%) and the common shareholders receive 20% of 
net income. If Net income >$87500, common shareholders get a higher 
share of profits (80 %) than IPS holders (20%). Figure 4 presents 
dividend payments for IPS and common shareholders with an increasing 
net income. 

 

From figure 4, we notice that IPS has preference for dividends payments 
until a fixed threshold of net income is reached ($87500 in our example). 
IPS holders get a higher share of profits than common shareholders until 
switching point ( ∗∗). 

- Illustration 2:  The empirical pricing of IPS following the Monte Carlo 
method can be presented as involving the following steps: 

Step 1: Estimate the parameters of the net income series (mu,	 , and 
sigma, ) from data, assuming it follows a normal distribution. Many 
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price series tend to “mean revert”; when prices are too high, they tend to 
decrease, and when prices are too low, they tend to increase. In other 
words, they are more likely to move towards the mean. Mu (µ) is the 
long-run mean and sigma (σ) is the standard deviation. We will simulate 
the error term from a normal distribution with a mean of 0 and a standard 
deviation of 1. We assume that the net income follows a normal 
distribution and figure  5  illustrate the simulation of net income with 
Monte Carlo simulation   with (µ = 0.5), (σ = 0.1) and number of 
simulation (m = 1000).  

 

 

 

 

 

 

 

 

 

Step 2: Simulate the preferred dividend with regard to equations (6) and 
(7). We assume that IPS holders get a higher share of profits than 
common shareholders ( 80%) as long as	 ∗∗.  

Step 3:  Calculate the mean simulated preferred dividend and the present 
value of future cash flows as presented in equation (5) (preferred 
dividend plus terminal value). If we assume a discount rate of i= 4% (the 
discount rate can be determined using CAPM approach as mentioned in 
the previous section) and g = 1%, the fair value of IPS = 47.1498(9). 

 

                                                           
(9) The value is computed with Matlab R2008b.  
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5.  The link between IPS and Islamic corporate governance 

In this section, we explain the possible contribution of IPS to agency cost 
reduction, Sharia screening costs and ethical finance. Corporate 
governance in Islamic markets differs from conventional markets mainly 
because of the limited development of financial markets, institutional 
structure and products traded in Sharia-compliant Islamic financial 
systems, as well as reduced access to financial resources. Relationships 
between entrepreneurs (agents) and investors (principals) are greatly 
influenced by the concepts of "musharakah"(10) and partnership in 
Islamic finance; the agency problems raised in the West are not generally 
discussed(11). The concept of corporate stewardship in an Islamic context 
is through amana(12) and umma,(13) which incorporate the shared value 
that corporate governance in an Islamic organization should reflect 
Islamic values in all individual behavior. Therefore, a collective morality 
is established to reinforce the behavioral norms that define Islamic 
corporate governance (Hearn et al. 2011). A good solution for reducing 
conflicts of interest is to design contracts that are based on risk-sharing 
principles that reduce (or eliminate) conflicting incentives in business 
relationships. Presley and Sessions (1994) show that the alternative 
method of financial remuneration (by mudarabah,(14) or profit-and-loss 
sharing), enhances capital investment. They show that a mudarabah 
contract between a project manager and a syndicate of investors permits a 
more efficient revelation of any informational asymmetries between the 
two parties. According to Chen and Chen (2012), if governance design 
alleviates agency problems, it would be expected that well-governed 
diversified firms would have fewer capital allocation problems and be 
more efficient in their fund investments. Similarly, if a company issues 
IPS instead of common preferred shares or debt instruments, we 
anticipate that the use of IPS might serve as an efficient tool for reducing 
conflicting incentives in business relationships. By specifying the rights 
and dividend distribution rates of each party, IPS contracts may serve to 

                                                           
(10) Musharakah literally means sharing. 
(11) Financial theories indicate that asymmetric information and agency problems have 

significant effects on the efficiency of corporate investments (Jensen, 1986, 1993). 
(12) Amana literally means trust 
(13) Umma literally means solidarity amongst Muslims 
(14) Mudarabah is a joint venture between two or more parties in which one party 

contributes his effort and management skills and the other party contributes cash. 
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reduce conflicts of interest. Consequently, issuing IPS in a corporate 
governance context favors a two-tiered board structure comprised of 
major block shareholders acting in a supervisory context over incumbent 
managers to alleviate agency costs. 

The issuance of IPS instead of CPS reduces the financial 
obligations of the firm (interest payments) and therefore reduces the 
probability of default. In addition, the issuance of IPS can improve 
Sharia screening methodology. Sharia screening aims to eliminate all 
criteria that do not respect Sharia principles from the investment 
universe. There are various Islamic screening methods followed by stock 
indices and banks, namely the Dow Jones Islamic Market Index (DJIMI), 
FTSE Global Islamic Index Series, S&P 500, Morgan Stanley Capital 
International (MSCI) and Accounting and Auditing Organization for 
Islamic Financial Institutions (AAOIFI).The Sharia screening process 
includes business and financial screening. Business activities that are not 
compliant with Sharia mainly involve alcohol, gambling, pork, adult 
entertainment, and conventional financial services. Financial screening 
includes various financial ratios and primarily considers interest, cash 
and the company’s receivables and debt. The debt level in the company's 
capital structure is considered to be a key element when computing the 
ratios for the financial screening of a company’s stock. These criteria 
translate into the need to maintain a number of financial ratios below a 
predetermined limit. A minimum level of illiquid assets is required to 
prevent the assimilation of buying and selling shares to trade money, 
which is forbidden by Sharia. In addition, Sharia screening defines a 
maximum level of debt, which it consistent with the prohibition of riba. 
There is a broad consensus among schools of Islamic jurisprudence on a 
maximum threshold of 33% for the leverage ratio. By issuing IPS instead 
of conventional preferred shares or debt instruments, IPS contracts may 
serve to reduce the leverage ratio of the firm and contribute to making it 
Sharia-compliant. 
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6. Conclusion 
The emergence of Islamic finance as a new paradigm in financial 

systems has been met with widespread indifference by many Western 
economists. However, in the aftermath of the recent financial crisis, the 
fundamental instability of the current financial system has been seriously 
questioned. The current financial system is inherently unstable because it 
is primarily a debt- and interest-based system and creates excessive debt 
and leverage through credit multipliers. An alternative to the current 
model is the Islamic model, which forestall excessive debt financing and 
promotes equity- and risk-sharing-based instruments.            

In this paper, we attempt to present policy-makers, regulators and 
supervisors with the principles of risk-sharing promoted by Islamic 
finance as a possible reform or complement for the current financial 
system and ethical corporate governance. Firms in emerging and 
developed markets must avoid debt financing instruments and adopt 
financing instruments that allow for risk-sharing instead of risk-shifting. 
To enhance corporate governance, regulators should adopt policies and 
practices that eliminate moral hazard, excessive debt creation, and 
leverage. We look to the principles of risk-sharing promoted by Islamic 
finance and study their implications for corporate governance. In Islamic 
finance, capital must have a social and ethical purpose beyond pure and 
unfettered return.  We also review recent research on corporate 
governance, especially focusing on emerging markets. In addition, we 
provide a model for pricing a new Islamic financial instrument (IPS) 
developed by Zarka and Al-Suhaibani (2012). The concept of this 
financial product development is interesting, and could serve as an 
example of product development for other financial instrument in Islamic 
world. We present DCF model methodology and perform Monte Carlo 
simulations to account for the uncertainty of valuation parameters, 
particularly future cash flows. The IPS would permit a company to 
partially change its risk/return profile for a sub-group of potential 
investors by offering them suitably designed Islamic preferred shares. It 
may thus appeal to Islamic corporate governance mainly due to agency 
cost reduction, Sharia screening process performance and ethical finance. 
This paper has several practical implications that are of value for Islamic 
corporate governance, portfolio diversification and the development of 
Islamic financial markets. 
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ة ة اإلسالم  األسهم التفضیل

اني   أ.د. محمد السحی

ة   جامعة اإلمام محمد سعود اإلسالم
ة –الراض  ة السعود  المملكة العر

ع  ١٢األرعاء    )م٢٠١٤فبرایر  ١٢المواف ( ه ١٤٣٥اآلخر  ر
 

ة (=الممتازة) على نطاق واسع  المستخلص. تستخدم األسهم التفضیل
ء لتفضیل أصحاب هذه ، من قبل مدیر صنادی رأس المال الجر

ة في عدة أمور،  األسهم على نظرائهم من أصحاب األسهم العاد
ة  ة في المطال ة على األسهم العاد أهمها: التفضیل في األراح واألولو
ة ممنوعة  ة في حالة تصفیتها. وتعد األسهم التفضیل أصول الشر

التفضیل في الرح قد یؤد إلى قطع ألن لما تتضمنه من غرر ( افقهً 
ة في الرح) ورا ( حول حملة  التفضیلألن المشار ة  عند التصف

اء األسهم ال ة من شر غة  وقدم العرضمقرضین).  إلىتفضیل ص
القدرة على تفرع  ة متوافقة مع الشرعة، تتمیز  مقترحة ألسهم تفضیل

مّ  ارن: أحدهما أقل مخاطرة من اآلخر، ما  ن تدفقات األراح إلى ت
الت  ات المتمولة من جذب مستثمرن جدد لهم تفض أو توقعات الشر

قها  مختلفة للمخاطر. وتساعد غة المقترحة في حال نجاح تطب الص
ة. ة في األسواق المال المشار ل  ع دائرة التمو ما شمل  على توس

ة على ة اإلسالم اسات األسهم التفضیل مة العرض انع ات،  حو الشر
الة تكالیف وخاصة أثرها في خفض الشرعي  الفرز وتكالیف، الو

عد األخالقي لتم ات، وتعزز ال ات. وأخیرً ألسهم الشر ل الشر قدم  او
لتسعیر هذه األسهم ینطل من النماذج الشائعة  امقترحً  االعرض نموذجً 

لة. ل المه   لتسعیر منتجات التمو
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Abstract. The Middle East, beginning from the mid-seventh 
century C.E. nearly a thousand years, experienced remarkable 
progress, strong economy, high standard of living, and brilliant 
cultural and scientific activities. Then started a period of fall 
which continued for about four centuries. It is the same period 
when Europe made tremendous progress in the field of science 
and technology, politics and economics. The investigation into 
the causes of the rise of the West and decadence of the Middle 
East is a very pertinent theme. Although there are several studies 
related to the subject, still disagreement exists on the real causes 
of decline. The context of the present paper is a recently 
published book entitled The Long Divergence: How Islamic Law 
Held Back the Middle East by Timur Kuran. The gist of the Long 
Divergence is that when the West gradually made the transition 
from medieval to modern economic institutions, corporations, 
banks, and big trading companies, which could assemble greater 
capital and survive longer, played the vital role in its 
development. Since certain provisions of Islamic Law seemingly 
result into fragmentation of assets, in the opinion of Kuran, they 
proved impediment in the way of accumulation of capital and 
continuation of corporations, hence responsible for the fall of the 
Middle East whose dominant population is follower of Islam. The 
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present paper contends this thesis. It holds that in the Middle East 
the conditions were not ripe for the rise of such modern economic 
institutions. The thesis of the long divergence is amusing and a 
novel explanation but at the same time a partial and simplistic 
analysis which ignores the deep rooted causes of overall decline 
including economic. The fault of this thesis is obvious from the 
fact that under the full implementation of Islamic law, the region 
made enviable development for about a thousand years, as noted 
above. Again the twentieth century developments in the Middle 
East proved inaccuracy of this thesis. Now the Middle East has 
big corporations, banks, investment trusts, industries, commercial 
exhibitions, etc. at the same time increasing adherences to the 
Islamic Law. The paper adopts a holistic approach to explore the 
real causes of the fall of the Middle East.  

 

Introduction 

The Middle East, beginning from the mid-seventh century for about one 
thousand years under the Muslim rule, experienced remarkable 
development, strong economy, high standard of living, and brilliant 
cultural and scientific activities. Then started a period of fall which 
continued for about four centuries. It is the same period when Europe 
made tremendous progress in the field of science and technology, politics 
and economics. The investigation into the causes of the rise of the West 
and decadence of the Middle East is very pertinent theme, and a number of 
have been accomplished on its various aspects. Still disagreement exists on 
the real causes of decline. The context of the present paper is a recently 
book entitled The Long Divergence: How Islamic Law Held Back the 
Middle East by Timur Kuran(1). The gist of the Long Divergence is that 
when the West gradually made the transition from medieval to modern 
economic institutions, corporations, banks, and big trading companies, 
which could assemble greater capital and survive longer, played the vital 
role in its development. Since certain provisions of Islamic Law seemingly 
result into fragmentation of assets, in the opinion of Kuran, they proved 
impediment in the way of accumulation of capital and continuation of 
corporations, hence responsible for the fall of the Middle East whose 
dominant population is follower of Islam. 

                                                 
(1) For a review on the book refer to JKAU: Islamic Econ., Vol. 25 No. 2, pp: 253-261 

(2012 A.D./1433 A.H.), or click the following link: http://iei.kau.edu.sa/Pages-VOL-
25-02.aspx  
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Indeed, to blame Islamic law for decline of the Middle East is 
amusing and a novel explanation but at the same time a simplistic 
analysis which has hardly anything to do with the deep rooted causes of 
economic decline of the Middle East. In fact, it is not only the matter of 
the Middle East. It is the West vs. the rest(2). 

For a person aware of the history of region, it is difficult to agree 
with the thesis of the long divergence. Its fault is obvious from the fact 
that under the full implementation of Islamic law, the region made 
enviable development for about a thousand years. Again the twentieth 
century developments in the Middle East proved inaccuracy of this 
thesis. Now the Middle East has big corporations, banks, investment 
trusts, industries, commercial exhibitions, etc. at the same time increasing 
adherences to the Islamic Law. In fact the modern economic institutions 
are effects of some other stronger factors. A holistic approach is required 
to find out the real causes of the fall of Middle East behind the West. 
This needs revisit of the thesis of the long divergence. 

Emergence of Divergence 

Between the tenth and thirteenth centuries the Middle East was among 
the most advanced parts of the globe. At the time when Renaissance 
sparked, Muslim governments surpassed Europe in nearly all respects, 
including living standards, science and the arts. Economically also they 
were very rich (Hodgson, 1974, p. 47). However, from the thirteen 
century onwards the balance of economic potential and technological 
scope (including scientific and economic) moved progressively in 
Europe's favour (Cipolla 1977, p. 10). Starting from the 16th century the 
graph of economic and intellectual power of the West started rising and 
that of Middle East began sliding and the divergrnce became longer and 
longer in the course of time. 

                                                 
(2) Interestingly the same year Niall Ferguson published a vital, brilliant book entitled 

Civilization: The Six Killer Apps of Western Power, Winner of the Estoril Global 
Issues Distinguished Book Prize 2013, selected as a Daily Telegraph Book of the 
Year, in which he answers what set the West apart from the rest of the world? He 
claims that the West developed six killer applications that the rest lacked which led 
to western ascendency. The six factors are: competition, science, democracy, 
medicine, consumerism and the work ethics.  
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It is a welknown fact that in development of the West, the 
scientific, intellectual, and economic advancements, that were taking 
place in Europe, played the vital role. The Renaissance that started during 
the fourteenth century, intensified in the subsequent centuries. It had 
wide-ranging consequences in literature, philosophy, art, politics, 
science, religion, and other aspects of intellectual enquiry.  

In development of Western economies, important role was played 
by the state, intellectual advancement and scientific discoveries, 
invention of printing press, use of machines, improvements in production 
techniques, rapid increase in production, availability of surplus product 
for trading purpose, discovery of a new world that provided new markets, 
establishment of colonies as a source of raw material and ready market 
for finished products, and a newly discovered all water route of European 
trade through the Cape of the Good Hope. These developments led to the 
foundation of corporations, maritime trading companies, establishment of 
banks, and capital accumulations. Since the Middle East was completely 
absent from all pre-requisites of developments, consequently, modern 
economic institutions did not emerge in the region until the nineteenth 
century when intellectual and economic awakening began as a direct 
contact of Europe. In the following sections we study, in some details, 
the factors that held back the Middle East. 

Lack of political will and the state support: 

During the centuries of decadence, the states in the Middle East did not 
pay attention to establish institutions that could promote economy and 
living standard of their people. The Ottoman Empire, that ruled over the 
major part of the region, struggled only to maintain its dominant status as 
a global power. In many cases, its policies had discouraging effects and 
harmed undertaking such efforts.  
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A clear example is grant of capitulation(3). Ottomans bestowed 
upon the European merchants the capitulation but got no such concession 
for their own subjects (Hurewitz, 1987, Vol. I. P.1). The Western 
countries greatly benefited from the trade concessions received from 
Muslim governments. France, having friendly relations with the 
Ottomans, got capitulation as early as 1569 for trading in Ottoman 
territories. At that time the other European countries had to sail and trade 
under the French flag. In early seventeenth century half of France total 
trade volume was in the Levant. The English and the Dutch were granted 
capitulation in 1580 and 1612 respectively.” Except during the civil war 
between 1642 and 1660 the English had the lead in the Levant trade in 
the seventeenth century (Inalcik, 1974, p.57). Levant trade played such 
an important role in the economic development of Europe that according 
to W. Sombart 'without recognizing the significance of the Levant trade 
for Western economic expansion it is difficult to comprehend the rise of 
Western capitalism' (ibid.). The Ottoman policy of 'low tariffs' on foreign 
traders and granting them 'imtiyaz or capitulation' ultimately prevented 
them from modernizing their own economy (Kortepeter, 1974, p.59). We 
could not find any example that Middle Eastern states had secured such a 
capitulation within European countries where they could enjoy similar 
rights. The Middle East did not realize that these capitulations might be 
misused for political manipulations or even colonization of their lands 
and enslaving the natives. The author of the Long Divergence rightly 
states: “If in 1680 Turkish merchants were absent from Marseille, one 
reason is that Ottoman sultans did nothing significant to facilitate their 
ventures into Western Europe” (Kuran 2012, p.270), and “When 
economic modernization took off in the nineteenth century, states were in 
the lead on various fronts” (ibid. p. 299). Had the state played its role in 

                                                 
(3) “The capitulations refer to a class of commercial treaties which Western power 

concluded with Asian and African states and under which Western nationals enjoyed 
extraterritorial privileges. European residents were thus subject to the laws of their 
home governments and immune from those of their home countries. Among the 
Near and Middle East lands the system developed most fully in the Ottoman Empire. 
…. In encouraging trade with the West, the early sultans thus did not have to seek 
equal treatment for their own subjects.” (Hurewitz, J.C. (1987) Diplomacy in the 
Near and Middle East: A Documentary Record 1535-1956, Oxford, Archive 
Editions, first Published in 1956 by Von Nostrand Co. New York, Vol. I. P.1). Such 
a capitulation or Treaty of Amity and Commerce granted to France continued up to 
1924 (ibid.).  
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economic and scientific development of the region three centuries earlier, 
it must have not seen the long divergence. 

The fall of Kārimī merchants presents another example of state's 
antagonistic attitude and hostile policy towards the merchant class. 'The 
activities of the Kārimī merchants reached from the Maghrib to China. 
Some were as powerful and rich as 'kings', with their own armed 
caravans, and with guards, commissioners, partners, slaves and servants' 
(Labib, 1990, 4:641). During the 15th century decadence of Kārimī 
merchants set in when the Mamluk Sultan Barsbay (d.842/1438) 
monopolized the pepper and spice trade, the main trading commodities of 
the area. Ibn Iyas (1960, Vol. 4, p. 443) reports that whenever a merchant 
grew very big, he was suppressed at various pretexts. Whenever the 
Treasury lacked sufficient fund to meet expenditure, traders were taxed 
which forced them to change their business. 

Intellectual impoverishment in the Middle East 

Economic conditions are, in most cases, a reflection of the political and 
intellectual situation of a country. A strong economy can hardly exist 
with an incompetent government and poor brains. In many cases, they 
work like a vicious circle. 

Perhaps the intellectual impoverishment started in the Middle East 
long before the political and economic decline. In the previous centuries, 
the so-called closure of the doors to after the 4th/10th century had a 
devastating effect not only on religious thinking but intellectual growth 
as well. It discouraged original and creative thinking on religious issues, 
which unconsciously extended to social and scientific matters as well. 
The wrath of the traditional scholars was easily aroused against 
unfamiliar investigations. The first Ottoman observatory erected during 
the reign of Murad III (1574-1595) was 'destroyed with all its contents at 
the instance of the then Shaykh al-Islam on the pretext that astronomical 
observations were unlucky (Gibb and Bowen, 1969, 2:148. They refer to 
Adnan 1939, pp. 78-79). Some of the reasons for this apathy may be the 
rigid imitation (taqlid), sense of superiority complex, and hatred to 
everything that was coming from the West. The Ottomans were mainly 
concerned with the political developments of Europe. They paid little 
heed to deeper and more significant developments in the intellectual, 
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scientific and technological spheres' (ibid., p. 106). They tried to find the 
solution to their problems in past events. 'There was no thought of 
innovation, no willingness to experiment with new institutions' 
(Itzkowitz, 1980, p. 107). Such a phenomenon is still not rare among the 
traditionally trained students in the present day situation. The decline in 
independent thinking has already yielded to stagnation. After the 9th/15th 
century one can hardly find a piece of work that matches the contribution 
of earlier scholars of Islam.  

In the diminishing phase of intellectual exercises the dominating 
features were imitation, repetition, reproduction, writing commentary, 
commentary-over-commentary, emphasis on traditional education, etc. 
For example, Ali al-Halabi (d. 1044 / 1634) wrote Sharah `ala Sharh al-
Qutr, Sharh Sharh al-Azhariyah, Sharh `ala Sharh al-Basmalah, etc. (al-
Muhibbi, 3:123). Writing a commentary on the works of fathers and 
forefathers was a new trend in this period (ibid. 2:122,199; 3:89). 

As the door of ijtihad (original and fresh thinking) remained closed 
in the decaying centuries (Ibn Nujaym 1980, p. 87; al-Haytami, n.d., 
2:213)(4). In such a situation the best minds in the Middle East were 
concerned with orderly and systematic presentation of the thought of 
their forebears mainly in traditional sciences. They could demonstrate an 
encyclopaedic command of earlier thought but they did not try to make 
an addition or innovation. 

This is not to deny existence of scientific education altogether. 
From the rational sciences, geography and medicine received favour due 

                                                 
(4) Allamah Ibn Nujaym (d. 970/1563) stated that the door to analogical reasoning was 

closed during his age. The ulama’s role was only to report the opinions of past 
scholars of their school of thought (Ibn Nujaym, 1980, p.87). Allamah Ibn Hajar al-
Haytami (d.973/1566) says: ‘It is not permissible for anyone to pronounce a judgement 
against his school of jurisprudence. If they do, it is void because the capacity for 
ijtihad was missing from the people of this age’ (al-Haytami, n.d., 2:213). The closure 
of ‘the gate of ijtihad’ required no further exercise of independent judgment. To the 
Muslim of later centuries, all that was needed was to follow and obey past judgments. 
‘One is tempted to seek a parallel in the development of Muslim science, where the 
exercise of independent judgment in early days produced a rich flowering of scientific 
activity and discovery but where, too, the gate of ijtihad was subsequently closed and a 
long period followed during which Muslim science consisted almost entirely of 
compilation and repetitions’ (Lewis, 1982, p.230).  
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to their use for navigation and treatment of sick respectively. The 
foundation of hospitals had long ranked among laudable good works. 
However, soon they were left behind by their contemporary Europe in 
these two areas too. In the opinion of Lewis (1982, p. 229), ‘The leisurely 
pace and timeless framework of Ottoman scientific writing had already 
given rise to a serious time lag between Western and Ottoman science. It 
was to become much wider’.  

Commenting on Muslims' apathy towards intellectual and scientific 
researches, Armajani (1970, p. 177) rightly observes: “It is significant to 
note that two centuries of contact with Europe had not created much 
intellectual reaction either in Iran or in the Ottoman Empire. Both the 
Turks and Persians copied from the West the technique of making 
cannons and mortars, but that seems to be about all”.  

New dimensions in economic thinking and innovations came at 
halt. Economic ideas discussed by al-Ghazali, Ibn Taymiyah, Ibn 
Khaldun under adab al-ma`ash (the arts of living) could not be improved 
in later centuries. One can compare it with the Western scholarship. After 
learning Greek economics and philosophy “through Arab and Semite 
mediation” (Schumpeter, 1997), the West kept on developing it. More 
than 1500 treatises, tracts, pamphlets, handbills and broadsides related to 
economic issues were written only by Englishmen during the course of 
seventeenth century (Appleby, 1978, P.IX) p.4). From scholastic 
economics they shifted to mercantilism which was replaced by 
physiocracy at the hand of François Quesnay (1694-1774). Very soon it 
was dethroned by classical economist Adam Smith (1723-1790). 
Development of streams and schools of economic thought did not stop in 
the West till date.  

Late introduction of printing press in the Middle East 

Printing press remained banned in the Ottoman Empire (including the 
Middle East) for about three centuries after its invention in Europe in the 
fifteenth century. It brought revolution in uplift of intellectual level of 
masses, development of education, spread of knowledge, and exchange 
of ideas in the West. 
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It may be noted that invention of the printing press is considered by 
many writers as one of the important reasons for economic 
transformation in early modern Europe. Its invention created “new 
possibilities of intellectual intercourse” (Roll 1974, p. 55). Printing made 
it possible to reproduce the maps in quantity. This promoted voyages in 
Europe towards the end of fifteenth century and later periods. In a 
recently published book, Casale (2011) examines the exchange of 
knowledge between Ottomans and Europeans. He concludes that 
Ottoman output roughly kept pace with Spanish or Portuguese works on 
exploration until perhaps the 1560s, at which point the ban on printing 
caused Ottoman publications to fall behind. Opposition to printing 
narrowed, if not closed, the doors of scientific institutions and intellectual 
development of Middle Eastern mind. 

It may be noted that the early printers could turn out three hundred 
pages a day. By the end of the sixteenth century this figure had risen to 
over a thousand for larger scale high-quality work (Kellenbenz, 1977, p. 
181). One can imagine how efficient and fast communication was 
possible in Europe at a time when students and scholars in the Middle 
East spent hours and hours in copying the voluminous works of their 
predecessors. Sometimes the same work was copied many times to 
prepare more copies – a very tedious job indeed (al-Muhibbi, 3:160). It is 
said that one Mulla Muhammad al-Akhlaqi of Damascus (d. 1021/1612) 
copied Kitab Akhlaq-i `Ala'i forty times, hence he got the name “al-
Akhlaqi” (ibid. 4:294). Ironically, when the first time a printing press 
arrived in Istanbul, from London, in the year 1627, the Majority of 
inhabitants were forbidden to use it. Only the publication of Christian 
religious literature in Greek was allowed and distributed among the 
adherents of the Orthodox faith (Perry, 1983, p. 151). 

Corruption also fuelled the economic decay 

The history of decaying centuries reveals that one of the reasons of 
economic retardation in the Middle East was wide-spread corruption, 
moral degeneration, and exploitation. The development activities were 
badly affected in such a situation. Appointments to various posts were 
made on payment of certain amount of money. Even judges were 
appointed on offering bribery. Ibn Iyas notes that in the year 921/1515 
the Hanafi qadi offered 1000 dinar while the Maliki qadi offered 2000 
dinars to obtain the post (Ibn Iyas, 4:477). 



278                                                  Abdul Azim Islahi 

In Mamluk period scope of hisbah (market supervision) was 
widened and collection of certain duties was included in its functions. 
Due to corruption on a grand scale in the government and in its 
institutions, the hisbah also became a profit earning office for the 
muhtasib (the in-charge of hisbah). Instances are reported when a person 
offered bribery to obtain the position of muhtasib. In such a condition 
generally the office was held by those who lacked the basic qualities for 
that position. Sometimes muhtasib accepted bribery to ignore his duty of 
price checking (Ibn Iyas, 4: 378, Ibn Tulun, p.216; al-Jaziri, pp.1000, 
1144). 

Al-Asadi (1967, pp.92-96) also prescribes sales of government 
positions as one of the factors of deteriorating economic condition and 
financial crisis in the fifteenth century. Those who obtained a position 
through bribery, their first and main concern was to get back their money 
and then earn the additional amount. He considers the existence of 
coercion, tyranny and oppression as the most damaging factor in 
development activities and exhorts to eliminate them (ibid., p. 93). 

It may be noted that corruption and sale and purchase of official 
posts were two common evils of the decaying Mamluk rule in Egypt and 
Syria that facilitated their take over by the Ottomans (Ibn Iyas, 4:353, 
371, 378, 477; Ibn Tulun, p.216). Within a century the same evil spread 
again in the ruling class. Offices were regularly 'bought and sold without 
regards to ability' (Perry, 1980, p.120). 'Many important posts were given 
to unqualified people and administrative appointments often went to the 
highest bidders' (Kurat, 1976, p.159). In the seventeenth century, the 
Ottoman Empire saw many ups and downs but towards the end of the 
century, the decadence was very obvious, and a continuous downtrend 
set in. Intellectuals of the period worried about this situation. They were 
unanimous that the root cause of this decay was corruption and moral 
degeneration. The anonymous author of Nasihat-namah also complains 
about corruption and the sale of taxes to the highest bidder for collection 
(Armajani, pp.190-91). He denounces the auctioning of tax-lists to the 
highest bidder, since the poor subjects are the principal victims 
(Rosenthal, 1968, p.227). While discussing the sickness of the 
seventeenth century economic condition, Hajji Khalifah, points out that 
the disease is 'too heavy taxation with consequent oppression of the 
masses, and the sale and resale of offices in order to enrich the individual 
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at the expense of the masses. This happens openly although such misuse 
and abuse is condemned by both natural and religious law; it goes against 
justice and reason' (Rosenthal, 1968. p.230).  

A common form of corruption was to dismiss an honest officer and 
offering his position to a higher bidder, even if the latter was incapable 
and dishonest. This had surely added to the problem. To cure this, Hajji 
Khalifah suggests: 'Keep uncorrupt men in office for a long time and 
forbid the buying and selling of offices; punish severely those who 
oppress the people. In a few years the people will regain strength, and 
prosperity will return to the realm' (Rosenthal, 1968, p.232). 

Sari Pasha Defterdar has shown how corruption affects the state 
and the economy. 'If it becomes necessary to give a position because of 
bribes, in this way its holder has permission from the government for 
every sort of oppression stretching out the hand of violence and tyranny 
against the poor subjects …. destroys the wretched peasants and ruins the 
cultivated lands; …… it causes a decline in the productivity of the 
subjects and in the revenue of the treasury ….' (Defterdar, 1935, p.89). 
‘To give office to the unfit because of bribery is a very great sin’ (ibid. p. 
90). He emphasizes appointing capable, competent people for the finance 
office (ibid. p. 95). 

Qoji Beg suggested cleansing the society from corruption. Worthy 
men should be appointed to administrative positions, and no interference 
should be made in their functioning (Imber, 1986, E I 5:249).  

It may be noted that even at present, corruption is considered as the 
major factor that makes the development efforts of developing countries 
ineffective or neutral(5). This verifies that in their diagnosis of the causes 
of decay, the Ottoman scholars were very precise and up to date. 

 

                                                 
(5) In a recent survey of 150 leading policy makers in 60 developing countries about the 

main obstacles to economic development, corruption has topped the list (Gray and 
Kaufman, 1998).  
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The timar(6) system that had underpinned the Empire's former 
military strength in the earlier period, was also corrupted. In the later 
period it was allotted to the palace nominees and unworthy persons. This 
was one of the reasons behind the resentment among the troops. 
According to Khayr al-Din al-Ramli, many of them contravened the 
original terms of their grants and used to dispose of them by outright sale 
or sub-letting (al-Ramli, 1311 AH, 2:102). Mehmed Pasha, a Chief 
Defterdar (finance secretary), and particularly well informed in the 
affairs of the Treasury, advocates ‘for the appointment of competently 
trained officials’ whose integrity cannot be challenged. He favors the 
extended tenure and freedom of action as the frequent changes in office 
and interference in work affected the efficiency (Defterdar, 1935, p. 46). 
‘He advises a complete change in the system of taxation. He advocates 
the return to direct collection of taxes by appointed officials, to replace 
the existing practice of selling to the highest bidder, the right to gather 
the government’s income(7). 

Economic factors 
a. Low Agriculture productivity 

Agriculture is the most fundamental sector of the economy. It provides 
not only with the means of living but the other sectors are also directly 
affected by it. The Middle East had been predominantly an agricultural 
economy with extensive fertile areas. In such an economy, taxes on land 
and farming were the principal source of revenue. But this important 
sector suffered from backwardness on two accounts. First of all the 
agriculturists were subjected to various oppressive taxes. On the other 
hand, productivity was low due to primitive methods of cultivation, 
rudimentary tools, shortage of skill and the lack of market opportunities 

                                                 
(6) Timar a grant of land for military service or more exactly a kind of Turkish fief, the 

possession of which entailed upon the feudatory the obligation to go mounted to war 
and to supply soldiers or sailors in numbers proportionate to the revenue of the 
appanage' (Deny, 1934, vol.4, p.767). The system deteriorated in the seventeenth 
century. It no longer served to support cavalrymen of high quality or to manage the 
economy efficiently. To some of the Ottoman thinkers, like Hasan Kafi and Mustafa 
Kocu Bey 'the root of Ottoman weakness' lies in the 'disorganization of the timars' 
(Karpat, 1974, p. 89).  

(7) At this, in 1935 Wright (the translator of his book) observed: 'It is interesting to note 
here that this reform, suggested about 1715 by our author, was not carried out until the 
old monarchy was replaced by a republic less than a decade ago' (Wright, 1935, 47n).  
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(Kurat, 1976, pp. 157-58). Hardly any improvement in agriculture is 
reported in the sources. Commenting on the agricultural conditions of the 
Ottoman states, Lewis (1968, p. 31) observes: “The technological level of 
agriculture remained primitive, and the social conditions of the Turkish 
countryside after the sixteenth century precluded the appearance of 
anything like the English gentleman-farmers of the seventeenth and 
eighteenth centuries whose experiments revolutionized English 
agriculture”. 

In the seventeenth century great Muslim Empires, both Ottomans 
and Mughals faced the problem of the flight of the farmers from their 
fields, leaving the land uncultivated. This affected the agricultural produce 
and state revenue adversely. Khayr al-Din al-Ramli advocated the 
peasants’ right to self-determination in occupational sense. He emphasized 
the termination of all forms of peasant oppression with the aim of bringing 
about an end to their desertion (Seikaly, 1984, p. 406). It appears from his 
Fatawa that oppressive taxation and forced labor was the reason behind 
the flight of farmers from their lands (al-Ramli, 1311 H., I: 100)(8). 

This situation may be compared with the development of 
agriculture in the seventeenth century Europe, where a significant 
number of landlords and husbandmen had begun changing their ways of 
farming, greatly enhancing England's agricultural productivity. 'The well-
established European market in foodstuffs had created an incentive for 
the adoption of new techniques. The encoding, ditching, draining, 
irrigating, rotating, and planting of new crops, which contemporaries 
lumped together as 'improvements' (Appleby, 1978, p. 54, 55). No such 
improvement was seen in the Middle East. 

Call for return to old system of farming and land management 

A few Middle Eastern and Ottoman scholars were worried about the 
deteriorating condition of agriculture and low productivity. But they 
failed to understand real causes of decline. Ottoman thinkers sought 
solution in returning to the old system of land management and argued 
for the revival of timar and called for the return to the old system. In that 

                                                 
(8) It may be noted that the condition of farmers in Europe was also bad but there the 

exploiters used their income for investment in trade and industries (Minchinton, 1977, 
pp. 168-170, Maddalena, 1977, pp. 290, 303) which helped the economy as a whole.  
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context Defterdar (1935, p.143) says: ‘The ancient law must be 
respected’. To some of the Ottoman thinkers, like Hasan Kafi and 
Mustafa Kocu Bey 'the root of Ottoman weakness' lies in the 
'disorganization of the timars' (Karpat, 1974, p.89). They suggested 
restoration of this obsolete system Timar. Sari Pasha also pays special 
attention to the institution of ziamet(9) and timar. ‘The condition of the 
ziamet and timar is also one of the matters of which careful thought 
should be given in the interests of good order in government’ (Defterdar, 
1935, p.142). Thus they tried to find the solution to their problems in past 
events. 'There was no thought of innovation, no willingness to 
experiment with new institutions' (Itzkowitz, 1980, p. 107). Commenting 
on 'the technological backwardness of the Ottoman Empire – to its failure 
not only to invent, but even to respond to the inventions of others', Lewis 
(1968, p.32) remarked: “While Europe swept forward in science and 
technology, the Ottomans were content to remain, in their agriculture, 
their industry, and their transport, at the level of their medieval ancestors. 
Even their armed forces followed tardily and incompetently after the 
technological advances of their European enemies”. 

 
The farmers in the Middle East could hardly produce excess 

quantity over and above their needs. In fact they were discouraged to 
produce surplus. If somehow they did, they were heavily taxed. Here is 
an example: in Aleppo, during the late seventeenth century, increased 
production of atlas cloth led to a fall in imports from Europe. Instead of 
being pleased (as any European mercantilist would have been) the 
Ottoman officials were alarmed. This is because the fall in the imports 
meant a reduction in import duties. To make up for the loss of revenue, 
these officials imposed an internal tariff ranging from 3% to 5% from all 
such cloth produced in the city. In short, the local industries were 
punished for increasing their production and causing a fall in the imports 
(Masters, 1988: 198, cited by Çizakça, 2000, p.17). According to 
Çizakça, ‘these differing attitudes towards craft production, constitutes 
one of the sharpest contrasts between European mercantilism and the 
Ottoman doctrine. As it is well known, European governments directly 
encouraged and protected their infant industries by imposing high tariffs 
on imports. In this way, the Ottoman and Indian clothes were subjected 

                                                 
(9) Ziamah or ze'ame (in Arabic, za`amah) was a kind of Turkish fief with a minimum 

annual revenue of 20,000 aspers (akce) (Deny, 1934, 4:767).  
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to high customs duties and thus their competitiveness was hindered in the 
English and Dutch markets, while the nascent industries of London and 
Leiden were given a boost. By contrast, the Ottoman state did not 
hesitate to punish its own producers, with fiscalist considerations, 
because they were (successfully) reducing the imports’ (Çizakça, 2000, 
pp.17-18).  

 
b. Static and traditional Industry 

At a time when Europe was heading towards industrial revolution, very 
little changes compared with the tenth to 13th centuries, were seen in the 
traditional set up of industries in the Middle East. The method of forcible 
settlement was used by Salim I who drove to Istanbul about 1,500 
merchants, artisans from Cairo and Tabriz (Inalcik, 1970, p.107). But he 
did not realize that forced migration was never useful to organize 
production and develop the market. He should have provided certain 
incentive and the state patronage to carry on the work. He could depute 
his men for training and apprenticeship. 

Commenting on the static and inert industrial condition of the 
Middle East, Gibb and Bowen (1969, 1:281) observed: “Of all the social 
institutions of the Islamic East that of industry remained, until well into 
the nineteenth century, the most faithful to its traditional organization and 
usages”. The region did not pay attention to industrialization the way 
Europe was doing. They retained old labour practices, in which 
production was concentrated among craft guilds. Europeans increasingly 
bought only raw materials from the Ottoman states, and then shipped 
back finished products manufactured in Europe. Since these finished 
products were produced with new industrial methods, they were far 
cheaper than similar products produced in rest of the world. It was 
difficult to resist the competition of imported European manufactures. As 
a result the Ottoman craft industries were adversely affected. In a 
comment on the general condition of the Ottoman industry, Lewis 
remarked: 'Primitive techniques of production, primitive means of 
transportation, chronic insecurity and social penalization, combined to 
preclude any long-term or large-scale undertakings, and to keep the 
Ottoman economy at the lowest level of competence, initiative, and 
morality' (Lewis, 1968, p. 35. He refers to Ulgener).  
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Compulsion of the circumstances forced Ottomans to keep pace of 
development of war industry with Europe. ‘In the great centuries, the 
Ottomans were not only able to keep up with the most advanced 
European weapons, but at times even to improve on them through 
inventions and innovations of their own’ (Lewis, 1982, p. 225). But no 
significant competitive effort was visible in case of other industries. 

 
Foreign trade 

Since ancient times the majority of Muslim states had an agrarian 
economy. The concentration and dependence on agriculture continued 
even when Europe was experiencing the industrial revolution. As the 
Ottoman Empire dominated the main trading routes from the 
Mediterranean to the East, trade, although hampered by many obstacles, 
played an important part. Constantinople and Smyrna were the main 
centres of trade with foreign countries while Adrianople, Brussa and 
Thessalonica were famous internal trading centres'. Thus, in addition to 
tithe and poll taxes, the customs duties were another source of large 
revenue. But the situation changed in the later period due to shifting 
away the trade rout to India away from the Arab lands to Portugal, via the 
Cape of Good Hope. This had not only affected the rulers but various 
sections of the society who were directly or indirectly related to that trade 
such as merchants, their supporting staffs on sea or on land, transporters 
and retailers.  

The Portuguese reached India in 1498 through the Cape of Good 
Hope and within a decade they monopolized all the sea trade from India. 
The new all water route saved much of the expense which the routes 
through Arab land entailed, such as loading and unloading at various 
places and payment of custom duties at each point. These cost savings put 
the Portuguese traders at advantageous position over those coming through 
the difficult and expensive trade routes of the Levant and it became 
difficult for traders in the Middle East to compete Portuguese in European 
markets. In addition, the latter imposed trade blockade in Arabian Sea to 
prevent merchandise from reaching Arab land, though it never fully 
succeeded. In the words of Glamann, (1977, p. 427), ‘There is scarcely any 
period in the history of Europe when trade plays so central a role as in the 
years from 1500 to 1750. Some historians call this the early capitalist age 
or the age of merchant capitalism, while others term it the mercantile or 
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mercantilist era’. We hardly find any account of the Middle East 
businessmen having trading establishments in Europe. Just opposite was 
the case with the European countries. The English and the Dutch 
penetrated into the Mediterranean Sea. English merchants succeeded in 
securing trade privileges in the Levant. In addition to trading in spices and 
garments, English merchants also supplied the Ottomans with the war 
materials that they needed due to the long years of conflict with Persia and 
later Austria (Parry, 1976, p. 124). During the seventeenth century, 
England benefited economically by trading in Ottoman territories. The 
Levant market for the English cloth, which was the main export, expanded 
by one-third and was one-fourth of all English manufactures exported to 
the Levant. According to W. Sombart, Levant trade played vital role in the 
rise of Western capitalism (Inalcik, 1974, p. 57). 

The famous mercantilist writer Dudley North (1641-1691) in 1660, 
at the age of nineteen reached Turkey where he lived for about twenty 
years. In Turkey North joined a partnership in a Constantinople trading 
house, of which, due to the incapacity and laziness of its senior members, 
he soon became active manager' (Letwin, 1963, p. 185). Within a few 
years he opened his own firm and soon became the most substantial of 
the English merchants in Constantinople, the centre of the Turkey trade 
(ibid.). Later he became treasurer of the Levant Company at 
Constantinople. He spoke Turkish fluently. Even in England, 'he broke 
into Turkish whenever provoked' (Letwin, 1963, p. 187). It is not known 
how far he influenced his Turkish partners in Istanbul; whether he could 
train some of them to continue in the business. 'Sir Dudley North's 
Discourses Upon Trade, published in 1691, have been lauded as the first 
great exposition of free trade doctrine. It is not known whether any such 
discussion was found among the Turkish intellectuals. 

On the eve of the seventeenth century, 'the Dutch had sent 
successful expeditions to the East Indies.' At the same time, the English 
East-India Company was founded, largely by merchants of the Levant 
Company to trade with the East Indies. 'The Dutch companies, on the 
other hand, were federated in 1602 into the “United East India Company” 
(Kirk, 1964, 66). 

The discovery of gold and silver mines in America and other 
colonies that resulted influx of precious metal into Europe led to the large 
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expansion in the currency and credit structure and facilitated foreign 
trade. The Middle East not only did not have any such advantage their 
own stock of precious metals drained out by European foreign trade 
(Davison, 1968, p.59). In addition to influx of precious metals, the 
development of banking and credit facilities in European countries also 
boosted trading activities. In Islamic system participatory financing 
existed since beginning but it was shy of supporting maritime trade. 
Sources do not report its use for maritime trade during medieval 
period(10).10 Frequent changes in monetary units and debasement of 
currency causing depreciation of the value of money had also 
discouraging effects on international trade (Stripling, 1977, pp. 15-16). 

 
Why 'Mercantilism did not develop in the Middle East 

Mercantilism that developed during the fifteenth century and lasted more 
than two centuries was the predominant economic thought of England, 
France, Italy, Spain, Germany, etc. It spread simultaneously over the 
major European countries. They produced a number of advocates of 
mercantilism. For example, Thomas Mun (1571-1641), Gerald de 
Malynes (1586-1641), Edward Messelden (1608-1654), Dudley North 
(1641-1691), Josiah Child (1630-1699), William Petty (1623-1687) and 
John Locke (1632-1704) in England and Ireland; Antoine de 
Montchretien (1576-1621) and Jean Baptiste Colbert (1619-1683) in 
France; Antonio Serra (1580-1650) in Italy; and Ludwig Von Seckendorf 
(1626-1692) and Johann Joachim Becher (1625-1685) in Germany. There 
is no denying the fact that mercantilism caused a spur in the development 
of Europe in general and particularly 'the Portuguese, Spanish, Dutch, 
English and later also the French economies, underwent a growth shock. 
They benefited from internal and external economies by the ensuing 
scale effects' (Baeck, p. 192). The Middle East failed to produce even a 

                                                 
(10) In about 1580, an Ottoman geographer, in an account of the New World, written 

for Murad III, gave warning of the dangers to the Islamic lands and the disturbance 
to Islamic trade resulting from the establishment of Europeans on the coast of 
America, India and the Persian Gulf; he advised the Sultan to open a canal through 
the isthmus of Suez and send a fleet 'to capture the ports of Hind and Sind and 
drive away the infidels' (Lewis, p. 27. He refers to Tarikh al-Hind al-Gharbi 
(Constantinople, 1142/1729, fol. 6b ff.). [[Observations of Omer Talib are written 
on the margins of a manuscript of the Tarikh al-Hind al-Gharbi (Maarif Library 
10024) referred by Lewis, 1968, p.28).]].  
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scholar of Abu'l-Fadl Ja'far al-Dimashqi's level (lived in 12th century 
C.E.) who could author al-Isharah ila Mahasin al-Tijarah. 

Mercantilism remained confined to the European nations, and not a 
single country from the Middle East could adopt the system or contend 
with them. The Ottomans being the strongest of all the sixteenth-century 
governments and being not only neighbor of the Western countries but 
also occupying a very large part of their territories, it was expected that 
they would have proved a successful rival in mercantilism or would have 
developed it among their own subjects. But that also did not happen.  

Historians of economic thought have explored the factors that 
helped the development of mercantilism. It was the religious objective 
and missionary zeal that provided support for the growth of mercantile 
activities in Europe (Kirk, 1964, pp. 63-64; Heaton, 1948, p. 241; Lewis, 
1976, p. 203; 1982, pp. 33-34). Otherwise, 'Medieval philosophy 
conventionally identified the merchant with the sin of covetousness; even 
the pure act of trading, negotium, was considered essentially vicious' 
(Letwin, 1963, p. 87). As far Muslims are concerned, it may be argued 
that from the religious point of view, engagement in foreign trade of 
European level was a socially obligatory duty (fard kifayah) on the part 
of Muslim government, but they did not realize it.  

The rise and growth of nation-states necessitated strengthening the 
central government through the stock of gold and silver used as money 
(Roll, 1974, pp. 54; Oser and Blanchfield, 1975, p. 8). The Muslim states 
of Ottoman, Safawid and Mughal already had well-established nation-
states with their traditional supporting revenue resource. They missed the 
point that in the changing world, the governments having foreign trading 
companies would dominate the scene. 

The Renaissance in Europe provided the motive force to 
mercantilism. A number of artists, philosophers, scientists and social 
thinkers played significant roles in transmitting the new learning about the 
economic world in which the invention of the printing press helped 
considerably. In London, ' Pamphlets and books streamed from the city's 
presses, in runs between 500 and 2000. A dozen titles appeared in the 
1620s; by the 1670s hundreds were published each decade'; …'there grew 
up a new kind of forum where the absence of the immediate presence of 
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speaker or listener made possible a freer, more impersonal kind of 
exchange' (Appleby, 1978, pp. 4-5). As we noted above, the printing press 
would be adopted by the Muslim world in the eighteenth century, about 
three hundred years after its invention (Gibb and Bowen 1:2 p.153).  

Another important factor in the growth of mercantilism in Europe 
was maritime explorations. Adventurous navigators opened up new trade 
routes that decreased the cost of transportation (Roll, 1974, pp. 54; Oser 
and Blanchfield, 1975, p. 8). Discovery of a new world provided them 
with new market, and a new all water route of European trade through 
the Cape of the Good Hope which proved a blow to Mediterranean trade, 
dominated by traders of the Middle East.  

In the West the scientific discoveries, use of machines, and changes 
in production techniques resulted into rapid increase in production and 
availability of surplus product for trading purpose. 'A surplus of exports 
from a country was necessary if payments were to be received in hard 
money' (Oser and Blanchfield, 1975, p. 9). Since countries of the Middle 
East depended on conventional method of production, they did not have 
surplus production to carry a large scale foreign trade (Cahen, 1970 p. 35).  

In the sixteenth century the Portuguese were the dominant players 
from the Arabian Sea up to Bantam and Jakarta by way of the Straits of 
Malacca. The dominance of the Portuguese over the waters of the Indian 
Ocean ended the Ottoman endeavor to challenge them. Lewis (1968, 24) 
states: “In Eastern waters they (Ottomans) encountered the stout ships of 
the Portuguese, whose shipbuilders and navigators, trained to meet the 
challenge of the Atlantic, were more than a match for the calm-water 
ships of the Ottomans. Stouter vessels, more guns, better seamanship 
were what defeated the successive attempts of the Ottomans to break out 
of the ring, and swept Muslim shipping from the waters of the Indian 
Ocean”. Coming to the Seventeenth Century, Dutch, French and English 
became more active and they almost marginalized the Portuguese and 
thus their supremacy on the water passed away.  

No doubt trade has been a very noble occupation in Islam, and in 
every period Muslims have been engaged in this business. But it never 
occupied that importance and sanctity as crusaders awarded it in early 
sixteenth century. There have been clashes between Christian and 
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Muslim traders but all these trade wars were fought in waters 
surrounding Muslim countries. Muslims fought defensive wars only. 
Maritime trade being a risky venture was generally discouraged. 

Banking and finance 

Borrowing for business purposes has been a current practice in all ages. 
Instances are available that Christians borrowed money from the 
Treasury. They also borrowed from their Muslim brethrens (Bakhit, 
1982, 2:28). There are reasons to believe that Muslims too borrowed 
from them and from their own people. However, we could not trace any 
institutional arrangement for this purpose during our study period. It may 
be noted that this was the period when foundations for modern banking 
was being laid down in Europe along with the maritime trading 
companies. It is no surprise if, like foreign monopoly trading companies, 
this institution too was ignored by Muslim world. [They could have 
thought to innovate such a system as Muslims started such an effort 
during the 20th century] 

It is true that the Muslims of the Middle East could not have 
interest based banking as Europe Used to. However, they failed to 
innovate interest free banking as the 20th century scholars did. 

Lending and borrowing was not considered as a business activity. 
Therefore, it could not be institutionalized. 'Banking, such as it was, 
seems to have been very largely the preserve of the Jews but also, 
increasingly, of the Armenians; both as short-term lenders could strongly 
influence the local pashas. In the maze of Constantinople's Alleys, the 
Jewish community was the largest in Europe. It included craftsmen, 
besides middlemen' (Kurat, 1976, p. 182). 

North who spent more than twenty years in Istanbul, opened 
business of lending money to Turkish officials at a rate of interest 
sometimes ranging from 20 to 30 percent (Letwin, 1963, p. 186). 

The first time modern bank was established in Egypt in the 
nineteenth century. The indigenous banking and finance had been in the 
clutch of minorities especially Jews. Their locality in Cairo, Harrat al-
Yahud, was famous for their usurious lending and exploitation (Mubarak, 
1973, p. 388). 
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Up to the middle of nineteenth century modern banking system 
was unknown in the Middle East. On the pattern of business 
corporation, al-Tunisi explains its significance in economic 
development of the country (Surest, 166-7). 

Joint stock companies 

At a time when scholars in the Middle East still limited the scope of 
partnership to trading only and generally a single voyage, Europe of the 
sixteenth century innovated its use for a comprehensive corporation. 
‘Joint-stock companies often attracted large number of shareholders, in a 
marked contrast to the earlier forms of commercial organization, which 
seldom comprised more than three or four partners. The Muscovy 
Company brought together 201 shareholders in 1555, while the East 
India Company began its long history in 1600 with 281 shareholders’ 
(Flinn, 1965, p.62). Ownership in severalty also worked as an insurance 
as it was a very high risk investment at that time. Unfortunately, the 
Ottoman economic mind could not perceive this and lost a vast 
opportunity that was lying beforehand. 

Divergence being narrowed down in the modern period 

First time public exposure of Arab masses to Europe occurred in the 19th 
century which made them realize how laggard they had been. Fresh 
economic thinking and the call for betterment of the economy in the 
Middle East started after intellectual awakening during the 19th and 20th 
centuries. Muslim visitors of Europe were very much impressed by the 
emphasis on education and learning in European culture. Al-Tahtawi and 
al-Tunisi presented detailed comments on this aspect. They noted that the 
“European progress in political, scientific and economic affairs could not 
have occurred without prior progress in the field of education” (Abu-
Lughod, p. 115). The visitors of European countries described in their 
works what they saw in the West like scientific schools, academies, 
universities, private and public libraries and museums (al-Tahtawi, 
Takhlis, ch. 13 paragraph one of section 6; al-Tunisi, the Surest path, pp: 
151-57. They noticed that the West encouraged spirit of research and 
investigation and independent thinking (al-Tahtawi, Takhlis p. 8, 123; al-
Tunisi, the Surest path, pp: 161-2, 168-9, etc.).  
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Those who travelled to Europe witnessed the benefits of science in 
economic, social, educational and intellectual spheres. A look to 
European economic development opened their eyes. They witnessed 
manifestations of wealth and civilization in Europe and realized that 
development of industry, agriculture, and commerce depends on the 
development of sciences and technology (al-Tunisi, the Surest Path 137-
51; al-Tahtawi, Manahij, pp: 327-28).  

Arab travelers of Europe noticed the existence and role of joint 
stock companies. This attracted the attention of al-Tunisi also. He 
emphasizes need and importance to have similar corporations in 
Muslim countries. Operations on both land and sea have multiplied. Al-
Tunisi does not enter into discussion whether establishment of such a 
legal entity is Islamically permissible and what would be its various 
provisions under Islamic system. He leaves such discussions for the 
generation of ulama coming in the twentieth century. He does not 
think that any provision of Islamic law will be hindrance in 
establishing and continuing such business corporations.  

Establishment of printing press provided a boost to knowledge by 
making easy availability of books and reading materials for masses. 
Publication of journals raised their intellectual level and widened their 
outlook. Inauguration of railways, opening of Suez Canal, and 
establishment of the bank are some very important events of the region. 
In brief, the Middle East world saw multifaceted changes in this period. 
From a stagnant pre-modern economy at the beginning of the century, it 
became a modern developing economy, at least by the standard of that 
time, by the end of the century. The most important manifestation of 
development in this century was the economic awakening that took place 
in the Middle East, mostly due to increasing contact with Europe. 

It is true that economic thinking never stopped in Muslim world. 
However, the nineteenth century shows a marked difference in aspects of 
economic thinking. In previous few centuries as the economies of 
Muslim countries were facing stagnation and conventionality, so the 
economic thinking was generally confined to emphasis on justice and 
fairness in taxation and public expenditure, removal of corruption and 
exploitation, elimination of economic evils such as hoarding, monopoly, 
briberies, adulteration, etc. What positive steps should be taken to 
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develop various sectors of the economy – agriculture, industry and trade 
– and how to equal or surpass the rival economics was hardly discussed 
in previous centuries. 

They appreciate the Western banking system as it was less 
exploitative in their view as compared to local usurers. However, the 
majority of them express their objection on the practice of interest by 
Western banks too. As far banking without interest is concerned, no one 
hinted upon its possibility and procedure. This innovation was developed 
in the twentieth century when it became clear that the Western banking 
system is not acceptable for Muslims. 

In the nineteenth century attempts of reform were made at 
various levels and from different platforms. It saw the Ottoman 
tanzimat (reforms), the radical changes in state and society attempted 
by Egypt's Muhammad 'Ali, and the Islamic reformism linked with 
the names of al-Tunisi, Mubarak, al-Kawakibi, Shaykh Muhammad 
'Abduh, etc. Khayr al-Din al-Tunisi is perhaps the first to raise voice 
against capitulation. 

Concluding remarks 

In the preceding pages we have seen that during the decaying centuries 
the stagnant and imitative educational systems stopped creative and 
scientific thinking and producing scholars that could match the worldly 
philosophers and scientists of the West.  

Low crop yields and heavy agricultural taxes placed the population 
in constant jeopardy. The flight of peasants was a phenomenon that 
spread from Ottoman to Mughal rules. 

The situation was similar in the industrial and manufacturing 
sector. Various factors combined to keep industrial production primitive, 
static, and inert, utterly unable to resist the competition of imported 
European manufactures. International trading activation also declined 
considerably. 

In the European part of the world, specialization, new farming 
techniques, and more efficient ways of using labor made higher levels of 
productivity possible, enabling them to perform better in international 
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trading. We could not trace any such overhauling in the Middle Eastern 
part of the world. 

The capitulations, granted to European traders, provided extra 
territorial privileges to foreign merchants conducting business in Muslim 
countries. It benefited foreigners at the cost of natives. It turned into 
instruments of outright pro-foreign discrimination.  

When the West was establishing Oxford and Cambridge 
Universities, the East was busy in construction of palaces, Taj Mahal and 
Red Forts. The rulers of the region built several magnificent mosques but 
they did not establish an institution of the level of Jami` al-Azhar or 
Jami` al-Zaytunah for advanced education of Islamic sciences, not to 
speak about the scientific education.  

There had been stagnation not only in intellectual level, but for 
many centuries there had been surprisingly no drastic change in the 
Middle East, in life pattern, economy and economic thinking. There had 
been incredible conformity throughout those centuries in thought and 
action, economic institutions, composition and means of production, 
industries and technology. It may not be exaggeration to say that in the 
Middle East if a person of 15th century came alive in early nineteenth 
century, he would have been struck by the familiarity of the prevailing 
condition of agriculture, crops and methods of cultivation, industry and 
techniques used, commerce and the forms of contract and credit practices 

Their absence from this front left the mercantilism patronizing 
governments free to impoverish a larger part of the world by establishing 
colonies and exploiting them to their own benefit. Muslim governments 
accepted, tacitly or explicitly, European rule on water and remained 
satisfied with their sovereignty on land.  

The scientific discoveries in Europe, like the compass, printing 
press, etc., helped the development of mercantilism in many ways. A 
rapid increase in production and availability of surplus products for 
trading purposes was the most important benefit of scientific discoveries, 
use of machines, and changes in production techniques. 



294                                                  Abdul Azim Islahi 

Ottomans who controlled the Middle East did not keep an eye over 
what developments were taking place in the West in the field of scientific 
inquiry, exploration, intellectual advancement, mechanization of the 
economy. They did not think to establish institutions for research and 
development (R and D). Little attention was paid to the development of 
natural sciences. The ground reality was not in favour of creation of 
banking, joint stocks and lasting corporations. The result was the long 
divergence. There was no role of the Islamic Law in creation of that 
situation.  

In the twentieth century, the increasing contact between the West 
and the Middle East and the rest of Muslim states made the latter realize 
the awful gap between the West and the East in the sphere of education, 
science and technology, politics and economics, and attention was drawn 
to mend the situation. Freedom from the colonial rule gave them self 
reliance and confidence. They established the scientific and educational 
institutions of higher grades, renewed thinking on economic problems, 
established research and training centres, revive ijtihad and creative 
thinking, organised interest-free banks and financial institutions, founded 
joint stock companies and big corporations, promoted agriculture and 
industries. All this is done without any amendment to the Islamic Law. 
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 األوسط؟ الشرق  تأخر سبب ما
 "الشاسع البون " أطروحة بدء على عود

مع .د .أ   اصالحي بدالعظ
  اإلسالمي االقتصاد معهداحث 

ة –جدة  – عبدالعزز الملك جامعة  ة السعود  المملكة العر
ع . المستخلص ان الشرق األوسط، ابتداء من منتصف القرن السا

م المسلمین، وقد شهد في تلك  ا تحت ح ه تقر الد وأللف سنة تل الم
بیر في مستو الفترة تقدماً ملحوًظا، اتسم  ، وارتفاع  اقتصاد قو

ارز. ثم بدأت فترة الضعف واالنحدار  شة، ونشا ثقافي وعلمي  المع
ش تقدما  ا تع التي استمرت أرعة قرون. وفي الفترة نفسها بدأت أورو
اب  اسة واالقتصاد. إن دراسة أس ا والس بیرا في مجال العلوم والتكنولوج

ة هوتقدم الغرب وانحطا الشرق ا موضوع  ألوسط في تلك الفترة الزمن
قً  ة مختلفة.  ااهتمامنا وقد أنجزت سا دراسات مشابهة في فترات زمن

ة لذلك الضعف واالنحدار. وهذه  ق اب الحق بیر عن األس وجد خالف  و
عنوان تاب صدر مؤخرا  یف  الورقة هي رد على  ل:  (االنحدار الطو

ة في تخلف  مور ساهمت الشرعة اإلسالم الشرق األوسط؟) من تألیف ت
ا في االنتقال من اقتصاد  وران. خالصته أنه عندما بدأ الغرب تدرج
ات، والبنوك،  انت الشر العصور الوسطى إلى االقتصاد الحدیث، 
ع رؤوس أموال  قدرتها على تجم والمؤسسات التجارة الكبیرة، تتسم 

التالي ات لفترة أطول، و نت من لعب دور  ضخمة ومواجهة التحد تم
ة  ام الشرعة اإلسالم عض أح وران أن  مور  ة. وظن ت حیو في التنم
انت عائقا في  التالي  ة والثروة، و تؤد إلى تجزئة وتفتیت األصول المال
التالي فهي مسؤولة عن  ات، و طر تراكم رأس المال واستمرار الشر

ه هم من ا تتبنى هذه  لمسلمین.تخلف الشرق األوسط الذ أغلب ساكن
أة لنمو  انت غیر مه الورقة أطروحة أن الظروف في الشرق األوسط 

ة الحدیثة، ن أطروحة االنحدار الطول هي أو  هذه المؤسسات االقتصاد
ط  س ة وشرح روائي وفي الوقت نفسه هي تحلیل جزئي وت قصة مسل

ما في ذلك األسامخل یتجاهل  ة للتخلف العام  ق اب الحق اب ألس
قة أنه في ظل  ة. إن خطأ هذه التصور هو واضح من حق االقتصاد
ة تحسد علیها لفترة  ة حققت المنطقة تنم التطبی الكامل للشرعة اإلسالم
حوالي ألف سنة. ومرة أخر أثبتت تطورات القرن العشرن في الشرق 

 وسط عدم دقة هذه األطروحة.األ
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Abstract. Asset Liability Management (ALM) for Islamic banks 
is complicated by several factors. Access to only short-dated 
funding instruments leads to unavoidable maturity mismatches 
between assets and liabilities. This gives rise to net income 
uncertainty due to the refinancing of liabilities. Hedging this 
uncertainty may be challenging for some Islamic banks given 
differing opinions as to Shariah permissibility of available 
hedging instruments, insufficient appetite for counterparty 
credit risk exposure, and human resource constraints. As a 
practical alternative to risk transference through hedging, 
this paper develops a framework to enable Islamic banks to 
quantify the reserve needed to instead absorb refinancing risk, 
which can be priced into, and built from, corresponding asset 
returns. 

 
 

INTRODUCTION 

Islamic banks fulfill a similar role to conventional banks by 
intermediating between suppliers of funds and users of funds. In the 
context of Asset Liability Management, the principal difference between 
Islamic and conventional banks concerns the modes of financing used, 
and specifically whether or not these modes give rise to cash flow 
receivables whose profiles match the profiles of cash flows payable to the 
suppliers of funds (see Baldwin (2001) for a discussion of ALM in 
Islamic Banks). 
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The matching of cash flow profiles of receivables and payables is 
possible as a result of product structure, in theory, for at least three of the 
modes of financing used by Islamic banks: restricted profit sharing 
investment accounts (restricted PSIAs); unrestricted PSIAs; and sukuk. In 
the case of restricted PSIAs, profit sharing investment account holders 
invest funds with an Islamic bank which are channeled to designated 
investments. These funds are not commingled with the bank’s own funds. 
Aside from the mudarib fee earned by the Islamic bank, restricted PSIAs 
are in essence return-pass-throughs held off balance sheet. Unrestricted 
PSIAs are similar to restricted PSIAs except that unrestricted PSIA funds 
are commingled with the bank’s own funds and held on the balance sheet 
of the Islamic bank. Both types of PSIAs are supposed to pass actual 
asset returns to investors and should therefore not create asset liability 
mismatches. Concerning sukuk, since sukuk are essentially ownership 
rights in specified underlying assets, the returns of those assets (minus 
fees) are passed straight through to sukuk investors. 

In reality, however, asset liability mismatches may arise even for 
these modes of financing. Islamic banks face commercial pressure to pay 
rates of return to profit sharing investment account holders no less  than 
conventional counterpart institutions with whom they compete for funds. 
Through the mechanisms of reserves used to smooth returns paid to 
PSIAs, and which align those returns to rates paid by commercial banks, 
Islamic banks create a disconnect between asset returns and PSIA returns. 
The difference between asset returns and the returns paid to PSIAs is 
funded either by shareholders’ funds and / or PSIA reserves built in prior 
periods. The result of aligning returns to commercial bank deposit rates is 
that PSIA instruments are rendered economically equivalent to debt 
obligations given their implicit promise of returns (so-called “displaced 
commercial risk”, since it is the Islamic bank which bears the risk of 
asset returns that would otherwise be absorbed by PSIAs). Additionally, 
some sukuk structures which carry a performance guarantee provided by 
the sukuk issuer also place a debt-like obligation on issuing Islamic 
banks. 

The proliferation of debt-like obligations - in other words, fixed 
claims whose cost is not linked to returns generated by the assets which 
they fund - within the liability structures of Islamic banks has profound 
consequences. The cash flow profiles of assets are not matched with the 
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cash flow profiles of liabilities which fund them. Instead, mismatches 
arise due to a difference in either (a) the maturities of assets versus 
liabilities, and/ or (b) the rate types (e.g. fixed or floating) of assets versus 
liabilities(1). Mismatching of maturities gives rise to: (1) (funding) 
liquidity risk (i.e. the risk of a liquidity shortfall if liabilities cannot be 
refinanced), and (2) cost of funds risk. Cost of funds risk arises because 
liabilities must be refinanced at least once prior to the maturity of the 
assets which they fund, and the cost of funds is determined in accordance 
with prevailing market rates. At the time an asset is priced, uncertainty 
exists as to the cost of funds that will prevail at the time of (and 
subsequent to) the first maturity of the funding liability. Therefore, cost 
of funds risk arises irrespective of whether or not rate types of assets and 
liabilities are matched. Further, since the cost of funds is derived from a 
benchmark interest rate (e.g. LIBOR or a swap rate) plus a credit spread 
which reflects the credit worthiness of the Islamic bank, cost of funds 
risk is an aggregate of interest rate risk and credit spread risk. 

Interest rate risk arising from asset liability mismatches in 
conventional banks can be hedged using derivatives. The use by Islamic 
banks of “profit” rate hedging instruments is problematic for a number of 
reasons, one of which is the divergence of opinion amongst Shariah 
scholars as to their permissibility (see Obaidullah (1998) for a discussion 
of options in Islamic Finance, and Jobst et al (2012) for a broader 
treatment of derivatives). Further, since a suitable derivative would hedge 
the cost of funds prevailing at the time the funding liability is refinanced, 
and thereafter if refinanced again, the hedging instrument has a long 
maturity, thereby inflating the Islamic bank’s exposure to counterparty 
credit risk. Finally, but perhaps less obviously, hedging to manipulate net 
exposure to cost of funds risk in pursuit of a defined risk objective might 
be too complex for many Islamic banks (including at Board level for 
approval purposes). Therefore, an alternative approach to mitigate the 
economic effects of cost of funds risk is required. One such alternative is 
to efficiently price the cost of refinancing risk into corresponding asset 
returns. Provided the resulting price of credit financing extended by 
Islamic banks to their clients remains competitive, the practical challenge 
faced by Islamic banks reduces to one of determining a suitable 

                                                            
(1) Currency denomination may also be mismatched but is not the focus of this paper. 
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methodology to price cost of funds risk(2). This paper provides a simple 
methodology which can be easily applied by Islamic banks. 

 
ASSET PRICING STRUCTURE 

Islamic banks fund themselves using a combination of equity, current 
accounts (which provide no return to depositors), profit sharing 
investment accounts (which provide depositors a return and are similar to 
conventional savings deposits), interbank placements (which are short-
dated and based on commodity murabaha or wakala), and term financing 
(including sukuks). Islamic banks also typically use a range of financing 
instruments to extend credit, but two of the most common forms are instalment 
sale (which is based on murabaha) and leasing (in most cases ending with 
ownership transfer, or ijara muntahia bitamleek). 

A murabaha asset sale is the sale of an asset by an Islamic bank to a 
beneficiary on deferred payment terms. The selling price is cost plus 
markup (the markup being known to the two parties at the time of the 
contract) and the deferred consideration is paid to the Islamic bank in a 
single or several instalments at specified date(s) in the sales contract. An 
instalment sale asset is created when the deferred consideration of a 
murabaha sale is settled in several (typically equal) instalments at 
specified dates. The salient feature of instalment sale is that cash flow 
receivables are fixed at the time of contracting. 

Ijara muntahia bitamleek involves an Islamic bank leasing an asset 
to a beneficiary. The beneficiary pays for use of the asset over a defined 
period of time in a series of cash flows. Each cash flow consists of a 
principal and a rental amount. At the end of the lease period, the Islamic 
bank usually gifts the asset to the beneficiary. The rate applied to 
outstanding principal to calculate rental payments can be either fixed or 
floating, with floating rate leasing contracts benchmarked to a market rate 
(such as LIBOR). 

 

                                                            
(2) Note that if the maturity of funding liabilities was matched to that of assets, 

refinancing risk would not arise. However, the credit spread component of funding 
cost is higher for longer-dated funding liabilities. A trade-off therefore exists 
between the refinancing risk premium and the credit spread term premium since both 
costs are passed on to bank clients. 
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The pricing of instalment sale and leasing assets must achieve three 
objectives: 1) recovery of non- funding costs, 2) recovery of funding 
costs, and 3) contribution to net income. 

1. Recovery of non-funding costs 

Non-funding costs include all direct and indirect costs related to 
extending financing to beneficiaries other than the cost of funds, and is 
essentially an administrative/operational cost. This pricing element is 
derived by correctly allocating non-funding costs within an organisation 
to operational units which administer finance, and then sub-allocating 
these costs to product lines. 

2. Recovery of funding costs 

This pricing element is intended to recover the funding costs which will 
be incurred to finance instalment sale and leasing assets. These assets are 
assumed to be funded by a debt-like obligation which: may be fixed or 
floating rate; has shorter maturity than the corresponding assets; and is in 
the same currency denomination as corresponding assets. 

The funding cost is made up of a benchmark rate (e.g. LIBOR) plus 
a credit spread (since private sector Islamic banks typically raise funds 
from the market at a premium to LIBOR we assume the credit spread is 
positive). 

3. Contribution to net income 

The final pricing element is the contribution to net income. Islamic banks 
determine this in reference to their desired trajectory of aggregate income 
from all lines of business over a forecasted horizon net of projected total 
costs to build reserves and /or distribute dividends. 

BENCHMARK RATE COMPONENT 

Financing assets based on instalment sale contracts and leasing contracts 
are almost always funded by shorter-dated sources of funds. For example, 
in the case a 15 year instalment sale or leasing asset funded by a 5 year 
debt-like obligation, the liability is refinanced twice in the lifetime of the 
asset. 
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When pricing these assets to recover an estimation of the future 
realised markup or profit rate component of the cost of funds, an Islamic 
bank determines the expected cost using the yield curve denominated in 
the appropriate currency. The spot yield curve is used to derive the 
forward Libor curve from which the expected cost of funds is calculated. 

In the cases of an instalment sale asset (which is fixed rate) and a 
fixed rate leasing asset, exposure to cost of funds risk arises from the 
possibility that the benchmark rate prevailing on the date the 
corresponding liability is refinanced (assumed to be fixed rate) does not 
equal its a priori expectation 5 years earlier. The difference between the 
rate which prevails at the time of refinancing and its a priori expectation 
is the unexpected change in benchmark rate. Additionally, in the life of a 
15 year fixed rate asset, this risk arises twice, once at the time the 
liability is first refinanced, and then again 5 years later when it is 
refinanced a second time. 

In the case of a variable rate leasing asset funded by a variable rate 
liability with both asset and liability benchmarked to the same interest 
rate (e.g. LIBOR) and coinciding reset dates, no cost of funds risk arises 
in respect of unexpected changes in the yield curve at the time of 
refinancing. However, cost of funds risk does arise in respect of the 
credit spread component of the cost of funds at the time of refinancing. 

THE EFFECT OF THE CREDIT SPREAD COMPONENT 

The credit spread is the cost of funding in excess of the benchmark 
funding rate. The credit spread of a bank’s funding cost exhibits a term 
structure and is variable over time, driven by idiosyncratic factors (e.g. 
the credit standing of the bank and investor appetite in the bank’s paper) 
and general factors (such as market conditions for credit financing). In 
practice, since banks typically lack sufficient historic time series data for 
their own credit spreads to derive statistical inference with sufficient 
confidence, they resort to using proxies based on similar institutions (e.g. 
same third party rating, similar size, similar business model etc.). 

The manifestation of credit spread uncertainty is different for the 
fixed rate assets and the floating rate assets of Islamic banks. 
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In the case of fixed rate assets, cost of funding risk derives from ex 
ante uncertainty as to the aggregate funding rate that will prevail when 
liabilities are refinanced. To a good approximation, none of that risk is 
offset by a corresponding risk in asset returns(3). Therefore, cost of funds 
risk arises in respect of the aggregate rate, i.e. the sum of the benchmark 
rate and the credit spread. Further, since each of these rates is imperfectly 
correlated to the other, a diversification benefit arises wherein the risk of 
the aggregate rate is less than the risk of the benchmark rate or the credit 
spread taken in isolation. 

In the case of floating rate assets, the situation is different. In this 
case, assuming uncertainty in the benchmark rate is offset by uncertainty 
in asset returns, cost of funds risk arises at the time of refinancing due to 
credit spread uncertainty only. 

In the next section, we introduce a simple way to price refinancing 
(cost of funds) risk for both cases. 

PRICING REFINANCING RISK: FIXED RATE ASSETS 

To price refinancing risk for fixed rate assets, such as instalment sale and 
fixed rate lease assets, it is instructive to first consider some of the 
alternative hedging solutions available to conventional banks to manage 
refinancing risk, since these provide a useful reference point. 

Refinancing risk can be hedged by conventional banks in a number 
of ways. The simplest hedge is to enter into a forward starting swap to 
pay fixed receive floating, the fixed rate being established at the outset 
(note that a forward starting swap is structured as two opposite spot-
starting swaps having different maturities). By way of illustration, 
suppose this forward swap rate for a refinancing tenor of 5 years is 5%. 
When the refinancing liability is issued, the issuing bank pays the 
prevailing 5 year swap rate, e.g. 6%. However, for each interest accrual 
period, the bank receives a subsidy of 1% from the swap hedge, bringing 
the (benchmark rate component of the) net cost of funds back to 5%(4). 

                                                            
(3) Note that future cash flows generated by assets are reinvested at rates which are ex 

ante uncertain. However, only reinvestment which is coincidental with liability 
refinancing creates an offsetting risk. 

(4) Similarly, if, for example, the prevailing swap rate at refinancing is 4%, the actual 
funding cost plus swap payment of 1% brings the total (benchmark rate component 
of the) cost of funding to 5%.  
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Alternatively, if the bank is prepared to pay a premium, it can 
purchase a payers swaption. A payers swaption is the right, but not the 
obligation, to enter into an interest rate swap in which the option holder 
pays fixed against receiving floating. Similar to the forward starting 
interest rate swap, the payers swaption subsidizes the benchmark rate 
component of the cost of funds, but only in the event the prevailing swap 
rate in the market at the time the swaption expires is greater than the 
strike price of the swaption (which is the fixed rate of the underlying 
swap). The swaption protects the bank from unexpected increases in the 
prevailing market benchmark rate, but does not tie the bank into paying a 
higher cost of funds in the event the benchmark rate is unexpectedly 
lower (as is the case for the forward starting swap). 

Since a payers swaption hedges refinancing risk, the cost of a 
payers swaption is the cost of refinancing risk. Islamic banks cannot 
purchase swaptions to mitigate refinancing risk. However, this does not 
prevent the application of swaption pricing technologies to determine the 
expected cost of exposure to refinancing risk. 

Two important aspects require further elaboration. 

The first concerns the need to introduce a confidence interval. Recall that 
an objective of asset pricing is to recover attributable costs, including the 
realised cost of funding. Since Islamic banks cannot price receivables 
from asset sale or leasing retrospectively (i.e. once the cost of attributable 
funding has been incurred), and cannot hedge their funding costs using 
conventional derivatives, recovery of unexpected increases in funding 
cost (due to refinancing) may be achieved via inclusion of a risk premium 
component within asset prices. However, recovery of unexpected costs is 
within a given confidence interval. Framing anticipated recovery to be 
within a given confidence interval is necessary because the actual 
exposure (to refinancing risk) is not hedged. Instead, a finite reserve 
funded from asset returns is established to absorb the possibility that the 
realised funding cost is higher than a priori expectations. Because this 
reserve is finite, it cannot absorb an unexpectedly higher cost of funds in 
all scenarios, i.e. there is a non-zero probability that only partial recovery 
of realised funding costs in excess of expectations will be achieved. 
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The second aspect relates to the notional amount of the reference 
swaption. Instalment sale and leasing (ijara muntahia bitamleek) assets 
have declining principal balances. For each contract type, a portion of the 
payments received from the financee redeem the outstanding principal 
amount. In contrast, these assets are typically funded by constant 
principal debt-like obligations, and specifically, only a portion of the 
principal of the funding liability finances the asset position. This portion 
decreases in tandem with the asset’s declining outstanding principal. 
Therefore, a swaption which would hedge the refinancing risk is an 
option to enter into a swap with declining notional amount. Crucially, 
however, the underlying    risk of the swaption is uncertainty in the 
market rate of a constant notional swap. This is because the risk that 
would need to be hedged by an actual swaption (if it was permissible for 
Islamic banks) is the market rate applied to price a funding liability to be 
issued in the future. Since the principal of funding liabilities of Islamic 
banks, such as Sukuk, are typically repaid in a single cash flow at 
maturity only, they are priced in reference to (vanilla) swap rates (not 
declining notional swaps5). This observation simplifies the pricing of 
refinancing risk, requiring only a trivial modification of Black (1976). 

Lastly, to derive a risk premium to recover unexpected increases in 
funding cost, it is necessary to price as many payers swaptions as there 
are refinancing events. For example, for a 15 year instalment sale asset 
funded by a 5 year sukuk, and assuming no change in funding tenor, there 
will be two refinancing events, the first after 5 years from issuance of the 
initial sukuk, and the second 5 years later. The calculation procedure 
requires separate computation of the premium for each swaption. The 
total swaption premium is then included as a spread-equivalent within the 
corresponding asset price. 

PRICING FORMULA: FIXED RATE ASSETS 

If the credit spread component of the cost of funds is a constant zero, and 
following Black (1976) for the case of a European payers swaption in 
which the option holder exercises into a constant notional swap, the 
swaption valuation is given by 

  
                                                            
(5) The comparison being made is with the risk of a funding rate which is the discount 

factor-, and principal-, weighted average of the forward LIBOR rates. 
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N = notional of the underlying interest rate swap; 

r = risk-free rate (which discounts cash flows from T, the swaption 
expiry, to the present); 

tn = time to nth swap cash flow; 

F = forward swap rate (for a tenor matching the tenor of the 
refinancing liability); 

Φ = cumulative normal distribution; 

x = strike price (i.e. the swap rate the option holder would pay if the 
option is exercised); 

m = total number of cash flows of the underlying swap (which 
equals the number of coupon payments of the refinancing 
liability); 

T = time to swaption expiry; 

σ = volatility of the forward swap rate. 

Equation (1) correctly captures the relevant risk for refinancing, which is 
that of the forward swap rate (as explained in the previous section). 
However, the constant notional, N, must be replaced with a period-
specific notional matching the declining principal of the corresponding 
asset. 

The swaption value instead becomes 

 

for which N(n) is the principal amount outstanding in the nth period of the 
funding liability and d1 and d2 are unchanged. 
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In the case of a non-zero stochastic credit spread, we modify (2) by 
stipulating that the swaption gives the option holder the right to enter into 
a swap to pay a fixed aggregate cost of funds rate against receiving the 
actual aggregate cost of funds rate attributing to the refinancing liability 
(i.e. the sum of the actual market swap rate prevailing at option expiry 
plus actual credit spread of the funding liability issued at that time). 

The forward aggregate rate, FAGG, is the sum of the forward swap 
rate, F, and forward credit spread, C. 

  =  +                               (3) 

If we assume that proportional changes in both the forward swap rate and 
the forward credit spread are normally distributed then proportionate 
changes in FAGG are normally distributed, and correspondingly, FAGG is 
lognormally distributed. In (2), the forward swap rate (F) and the 
volatility of the swap rate (σ) are then replaced by the forward aggregate 
rate (FAGG) and volatility of the aggregate rate (σAGG) respectively. The 
strike (XAGG) is the protection level of the aggregate cost of funds. The 
swaption value is then given by(6) 

 

(4) 

 

To calculate the volatility of the aggregate rate, Islamic banks may invoke 
the time series data of suitable proxy debt issuances in order to isolate the 
credit spread(7). For example, an A rated Islamic bank can evaluate a 
basket of market-traded A rated paper issued by conventional banks 
matching the duration of its own debt-like obligations (ensuring that 
proxy issuances in the basket are replaced over time in order to continue 

                                                            
(6) The case of a refinancing risk premium for a floating rate asset (such as a leasing 

asset) funded by a debt-like obligation of shorter maturity is recovered as a particular 
case of (4), wherein the forward credit spread replaces the forward aggregate rate. 

(7) Note that whilst credit spread data may be available for an Islamic bank on its own 
issuances, a typically low number of historical data points will inhibit drawing 
statistical inference with sufficient confidence.  
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to maintain the desired duration). A time series of the aggregate rate is 
then calculated as the summation of the historic swap rate and historic 
credit spread, from which the aggregate rate volatility input is estimated. 

In regard to assigning a forward credit spread, C (in (4)), sufficient 
emphasis should be placed on idiosyncratic features of the bank. For 
example, an Islamic bank whose credit spread has more recently 
narrowed relative to other institutions of the same rating is likely to be 
experiencing increased investor appetite in its own paper, perhaps due to 
improved investor sentiment, thereby lowering its cost of funds. If the 
incidence or frequency of a narrower credit spread is expected to 
continue, or to change, this should be reflected in the forward credit 
spread coinciding with refinancing. The forward credit spread should 
also reflect planned strategic initiatives which will impact the cost of 
funds in the future, such as introduction of, or changes to, an MTN 
(medium term notes) program. 

PROBABILITY OF FUNDING COST WITHIN MAXIMUM 
TOLERABLE RATE 

Including a risk premium for refinancing risk within asset prices enables 
Islamic banks to establish a reserve generated from asset returns which is 
drawn down if the realised cost of funds rate unexpectedly exceeds the 
bank’s maximum tolerable rate. The maximum tolerable cost of funds rate 
is the strike rate of the (notional) swaption which would hedge 
refinancing risk to the extent required for the residual refinancing risk 
(i.e. actual risk net of hedged risk) to be just within the risk appetite of the 
Islamic bank. As an alternative to hedging, by levying a risk premium 
within asset prices, an Islamic bank is able to reduce the probability that 
the realised cost of funds net of the risk premium will exceed its 
maximum tolerable rate. However, because there are some scenarios in 
which the net realised cost of funds exceeds the maximum tolerable rate 
(high swap rate and / or high credit spread scenarios), it is instructive to 
determine the probability that the realised funding cost will be within the 
maximum tolerable rate(8). 
 

                                                            
(8) Note that for conventional banks which use a payers swaption to hedge refinancing 

risk, a maximum cost of funds rate can be ensured for all scenarios (notwithstanding 
counterparty credit risk). 
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The strike rate of the (notional) swaption which forms the basis of 
calculating the risk premium priced into asset returns is a key 
determinant of the probability of cost recovery. For conventional banks, a 
higher swaption strike rate offers a lower level of protection against 
unexpected increases in the cost of funds at the time of refinancing. 
Correspondingly for Islamic banks, the higher the strike rate, the lower 
the risk premium, and the less probable it is that the reserve generated 
from the risk premium will absorb unexpected increases in the cost of 
funds beyond the bank’s maximum tolerable cost of funds rate (which is 
XAGG). 

From (4), define A as follows: 

 

The probability that the bank’s realised cost of funds will be within its 
tolerable maximum is: 

 

where fAGG is the realised cost of funds at the time of refinancing (i.e. at 
swaption expiry), and the premium (rate) is the spread-equivalent of the 
swaption value measured over the life of the refinancing liability. 
Alternatively, in value terms, (6) can be rewritten as 

 

Substituting (4) into (7) and rearranging gives 

 

Or equivalently 

 

Since we assume that the aggregate cost of funds is lognormally 
distributed, 
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where Z is a drawing from a standardised normal distribution, then from 
(9) and (10), the probability of cost recovery within the tolerable rate is(9) 

 

 

 

 

 

 

 

Where
                                         

Defining the moneyness of the (notional) swaption to be m, the ratio of 
strike rate to forward rate, the probability of cost recovery within the 
maximum tolerable rate is 

 

Where 
  

 

  

                                                            
(9)

   

Since the Probability density function is everywhere greater than zoro, and both d1AGG 
and d2AGG are decreasing in . Therefore, as expected, the 

probability of cost recovery within the tolerable limit is decreasing in the strike, i.e. the 
higher the strike, the lower the probability of full cost recovery. 
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COMPARISON OF CONVENTIONAL SWAPTION AND 
REFINANCING RISK RESERVE METHODS 

The use by conventional banks of swaption hedges provides an ex-ante 
certain ceiling rate to the net aggregate cost of funds.(10) In contrast, the 
risk absorbing capacity of a reserve built from collecting a risk premium 
within asset pricing is finite, and therefore no ceiling rate for the 
aggregate cost of funds can be guaranteed. A comparison can be drawn 
between these two risk mitigation methods in terms of expected out-
performance of one risk mitigation approach versus the other. 

Figure 1 shows the net realised cost of funds for a swaption hedge as a 
function of the realised cost of funds (assuming that a conventional bank 
does not pass on the swaption premium to financees). 

 

 
Line ABC shows the funding cost for a conventional bank net of the 
swaption premium. Protection is provided by the swaption against an 
aggregate funding cost above the swaption strike, XAGG, and the 
breakeven point – for which a hedged versus unhedged position gives the 
same net funding cost - is BE. 

Figure 2 shows the net realised cost of funds for an Islamic bank which 
builds a reserve from the risk premium of an equivalent (notional) 
swaption priced into asset returns. 

                                                            
(10) Notwithstanding performance risk of the option writer (i.e. counterparty credit risk). 
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Net realized 
cost of funds Figure 3: Swaption hedge v Risk Reserve
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Realised cost of 
funds rate (fAGG) 

fC 

Net realised cost of funds Figure 2: Risk reserve

Premium 

D XAGG Realised cost of 
funds rate (fAGG) 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
Figure 2 shows that the net funding cost is reduced by the premium 
amount for all realisations of the actual funding cost, fAGG. However, 
the net funding cost is not bounded from above by a ceiling rate. 
 
Figure 3 combines figures 1 and 2 to identify regions of relative 

outperformance. 
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In Figure 3, the risk reserve method outperforms the swaption hedge 
method for all realisations of aggregate funding cost below fC, the 
critical aggregate cost of funds rate given by 

     = XAGG + 2 * premium (rate)                              (13) 

 

FINAL REMARKS 

The development of Shariah compliant hedging solutions continues to 
present challenges to Shariah compliance. This paper illustrates a 
practical real-world application of derivatives concepts and pricing 
technology in an Islamic finance context. The paper provides a simple 
model which Islamic banks can employ to price liability refinancing risk 
into asset returns as an alternative to hedging. Inevitably a trade-off exists 
between the need to build risk reserves deep enough to absorb unexpected 
increases in funding cost (at the time liabilities are refinanced) and 
commercial pressure to price financial products competitively. 
Nevertheless, in order to manage such a trade-off, it first becomes 
necessary to quantify these competing effects- this paper supports such 
analysis. Lastly, it should be emphasised that techniques in conventional 
finance carry over to Islamic finance. This paper provides only one of a 
number of examples specific to Asset Liability management. 
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  اإلسالمیة :  لمصارففي ا (ALM) والخصوم األصول إدارة

  عادة التمویلإنموذج لتحدید رأس المال المطلوب لمواجھة مخاطر 
  

 كینیث بالدوین

 
ة  إدارة. المستخلص في  (ALM)األصول والخصوم  إن مسئول

ة لمصارفا ة  اإلسالم اب: أمعقدة  عمل ةولها أن  لعدة أس ان  إم
ل الوصول إلى ة  یؤد إلى فقط األجل قصیرة أدوات التمو ال إش

 یؤد بدوره إلى أنما  هذاو  .بین األصول والخصومتفاوت اآلجال 
مة  شأن ق قین أو التأكد  ة نتیجة  صافيزادة عدم ال ق الدخل الحق

ل إل التالي فإنعادة تمو ایناتد ض التحو االلتزامات. و  قد هذه الت
عض ون صعًا ة ل ة النس  اآلراءختالف ال نظًرا المصارف اإلسالم

ة ة المتاحة.  حول الشرع استخدام العدید من أدوات التحو التقلید
ة في التعرض سود نوًعا من عدم الرغ ة من مخاطل ثانًا س ر ائتمان

ون هناك ، األطراف المتقابلة قیوًدا مفروضة على االستفادة وثالثا س
بدیلمن الموارد  شرة المتاحة.  ل المخاطر ال ة تحو من  عملي آلل

ات  ةخالل عمل ین إطاًرا هذه الورقة، طورت التحو التقلید  لتم
ة اطيالكمي ل تحدیدمن ال البنوك اإلسالم عاب المطلوب ال الحت ست

ل مخاطر ن ، بدًال من ذلك إعادة التمو م ُتسّعر وُتْبنى على  أنوالتي 
 .المتقابلة العوائد المحققة من األصول
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Abstract. Proof of the existence of equilibrium and the first and 
second fundamental theorems of welfare economics are 
believed to be the most remarkable achievements of modern 
microeconomic theory as they are at the heart of the debate 
between interventionist and non-interventionist and equity-
efficiency trade-off. Interestingly, the debate motivated by 
moral concerns assumes that individuals are sordidly selfish. 
This paper revisits the debate thereby replacing the selfish agent 
with a social agent (an agent whose choices are sensitive to the 
social outcome of her selfish choices). The outcome of this 
objective exercise is summarized in the ‘third fundamental 
theorem of welfare economics which is shown to be pareto-
improvement over the two fundamental theorems of welfare 
economics. The market, perfectly competitive or otherwise, 
endogenously achieves an equitable and efficient solution. It 
also makes a case for the equity-efficiency trade-off reversal 
and endogenous return to altruism.  

 

1. Introduction 

The First Fundamental Theorem of Welfare Economics (FFTWE) asserts 
that, under conditions, perfect competitive outcomes are pareto-optimal 
(further redistribution cannot make someone better-off without making 
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someone else worse-off). These outcomes, however, may not necessarily 
be equitable. This raised concerned over usefulness of the market 
mechanism and led some to advocate its replacement by central planning 
and others to argue in favour of market interventions (Feldman 1987). 
The Second Fundamental Theorem of Welfare Economics (SFTWE) 
points towards a possibility of achieving the distributional objective 
through changes in initial endowments without totally over-riding 
markets, altering market mechanism, or dumping the market altogether. 
The SFTWE states that any competitive equilibrium, including equitable 
equilibrium, can be supported through redistributing initial endowments. 

Luenberger (1994) believes that proof of the existence of 
equilibrium and the first and second fundamental theorems of welfare 
economics are the most remarkable achievements of modern 
microeconomic theory. Fisher (2003) claims the two theorems to be the 
foundation of western capitalism. Fisher (1983) asserts that the two 
fundamental theorems are the single most important set of ideas that 
economists have to convey to lay people. Bryant (1994) argues that this 
is so because these theorems “…are at the heart of the debate between 
those who advocate market-driven economies and those who argue for 
various forms of interference with market outcomes” and “ … that they 
make a contribution to the always politically relevant debate over equity 
versus efficiency.” The debate among interventionists and non-
interventionists is mainly from point of view of a liberal dictator who is 
not part of the market per se but has the ability to manipulate the market. 
The dictator is assumed to have social preferences (call it a social 
dictator) who cares about equitability, whereas citizens are assumed to 
have self-regarding selfish preferences.  

Despite continued fascination of policymakers and theoreticians 
with what is offered by the two theorems, there are critics who question 
usefulness of the exercise. For example, in order to implement the social 
dictator solution, the dictator will have to pass judgment on equitability 
or otherwise of a distribution. This requires information on current states 
of all individuals and the relatively equitable state they are to be shifted 
to. This of course requires interpersonal comparison of utility in the 
current states as well as in the equitable state. Similarly, Sen (1987), p. 
36 writes:  
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“However, part of the difficulty in applying this result for 
public action arises from the fact that the information 
needed to calculate the required initial distribution of 
endowment is exacting and very hard to get, and 
individuals may not have the incentive to reveal the 
necessary information. While the competitive market 
mechanism itself ensures an economy of information as far 
as the decisions of individual agents are concerned (given 
the initial distribution), the informational requirements for 
public decisions regarding, initial ownerships cannot be 
easily obtained through any simple mechanism” 

Sen (1987), p.37, further states 

“even if the necessary lump-sum transfers were identifiable 
and also economically feasible, issues of political 
feasibility can be, obviously, extremely important when 
dealing with such fundamental matters as radical changes 
in ownership.” 

Similarly, Blaug (2007) iterates the same point and argues that the 
lump-sum transfer of income or wealth, as suggested by the SFTWE  

“…… must be based on individual’s personal 
characteristics that are either directly observable by a fiscal 
authority or that individuals have an incentive truthfully to 
reveal to that authority, neither of which conditions is likely 
to be met”.   

In response to the possibility of randomly levying the unavoidable 
income tax on individuals, Blaug argues that such a policy would be 
politically unsupportable. Blaug is also surprised by the double standards 
of standard text books, for example Mas-Collel, Whinston, and Green’s 
Microeconomic Theory, which on the one hand put special emphasize on 
the SFTWE and renders it a useful reference point and the other hand 
candidly admitting its impracticality. 

Even if issues related to ICU and income transferability are 
resolved, there are still reasons to further question the usefulness of the 
SFTWE. These reasons include market failure (for example due to 
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externalities, public good or information asymmetry), non-uniqueness of 
equilibria, non-convexities, and less than perfect competitive markets in 
the real world. For example, when preferences are non-convex a single 
price vector might support different equilibriums, including the targeted 
equitable one. Thus, redistribution of initial endowment may support an 
equitable solution but may not necessarily push the market to achieve one 
(Brayant 2002). Similarly, for some class of non-convex preferences 
there might be no Walrasian equilibrium at all which makes the whole 
redistribution story irrelevant.  

The most important assumption at the heart of this debate is that 
agents are sordidly selfish and not other-regarding. A huge body of the 
standard literature and textbook theories rely on this assumption despite a 
longstanding concern over its validity by some mainstream economists 
and advocates of economics of agents with social preferences including 
Islamic Economics. This assumption has heavily been under attack in 
recent years and efforts to take other regarding preferences seriously 
escalated due to laboratory experiments in behavioral and experimental 
economics, particularly the dictator game experiment (Khan 2009). Little 
is however known about theoretical properties of replacing the selfish 
agent with an other-regarding non-selfish agent1. The primary objective 
of this paper is to replace the sordidly selfish citizen in standard 
economics (economic agent) with someone who has social preferences, a 
social agent (an individual whose preferences are sensitive to social 
outcomes) and explore theoretical properties of an economy populated by 
such agents. Results of this exercise are formalized in the form a theorem 
referred to as the third fundamental theorem of welfare economics 
(TFTWE from here onwards) which asserts that “When an economy is 
populated by agents with social preferences, market, perfectly 
competitive or with some degree of imperfection, outcomes are pareto 
optimal, equitable, and unique”. The reason why I call the theorem the 
TFTWE is that it identifies the conditions under which market outcomes, 
perfectly competitive or otherwise, could achieve pareto-optimal and 
equitable solution without direct intervention in the market through 

                                                 
(1) Most related attempts assume half-hearted social agents who care about only a 

specific social issue and suffer from other incomplete modelling assumptions. The 
lack of interest is also driven by historical event that created bias against religious 
preference[Relocate this discussion to the main text and give examples]. 
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endogenising preferences. The paper shows that the TFTWE holds under 
conditions the first two fundamental theorems fail (in less than perfect 
competition and multiple equilibria) and that a Walrasian equilibrium is 
more likely to exist when selfish preferences are and non-convex. 

The rest of the paper is organized as follows. Section 2 discuss as to why 
this paper replaces the selfish agent with the one who has social preferences. 
Section 3 spells out details of the third fundamental theorem and discuss 
dynamics of the theorem in instances where the first two theorems fail. Section 
4 discusses short run dynamics of the economy, and Section 5 revisit the equity-
efficiency trade-off. Finally, Section 6 concludes the paper. 

2. Why Economics of agents with Social Preference? 

Humans by nature have tendencies to be self-centered and behave 
selfishly. They also share traits of good nature, with varying degrees, like 
sympathy, fairness, generosity, altruism etc which determine dynamics of 
their interaction with the society they live in. A social agent is defined, as 
stated earlier, to be an agent whose preferences are sensitive to social 
factors (choices and outcomes). Primary determinant of this sensitivity is 
the “good nature” complemented by education, cultural back-ground and 
religious affiliation; and constrained by factors like affordability and 
availability of information. Irrespective of whether or not individuals 
have other-regarding preferences, understanding the dynamics of agents 
with social preferences has many merits. The following highlights some 
of these merits 

i. Theoretical Importance: An important assumption that divides 
interventionists and non-interventionists in welfare economics is the assumption 
that individuals are “self-centered beings” who are selfish by nature and that 
they act in their own, and only their own, self-centered selfish self. The only 
entity that is not selfish is the social dictator, our interventionist welfare 
economist!, who notices that competitive outcomes are not equitable and  initial 
endowments need to be redistributed to make sure market outcomes are 
equitable as well. The dictator is aware that the redistribution will benefit the 
poor at the cost of the rich but prefers intervention because he puts more weight 
on gains to the poor than losses to the rich. The non-interventionists prefer the 
market allocated weights.  
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As opposed to the “self-centered being”, the competing approach could 
be to assume that individuals are “social beings” who live in a society and who 
apart from their self-interest value interest of others in the society as well. 
“Social beings” thus value their own interest and may behave selfishly but they 
may also sacrifice their self-interest if and when social priorities so require 
when they can afford to do so. The assumptions of an individuals being a 
“social beings” acknowledges the “selfish-self” as well as the “social-self”. 
(ADD SEN’s Terminologies here) 

Economists are part of the society and they in general and welfare 
economists in particular have a general disliking for “social bad” and a liking 
and respect for “social good”.  It is however interesting, and to some extent 
surprising, to note that, in the literature on welfare economics, individuals, 
presumably the non-economists!, are modeled as self-centered and selfish 
whereas the social planner/dictator  is modeled as an alien who cares for the 
society.   

It is important to point out that, primarily, the emphasize here is not on 
that individuals have social preferences in de-facto, rather on the fact that apart 
from the self-centered self, individuals have a social-self, more like the social 
dictator, as well which can be called upon or appealed to when needed. 
Acknowledging the existence of a social-self, side-by side with the selfish-self, 
give a whole new angle to the debate on welfare economics that could offer 
theoretical underpinning and line of action for reconciliations.  

Theoretical properties of replacing the economic agent with a social agent 
are not fully explored in the literature. This paper serves this purpose and 
explores the short run and long run properties of the replacement and derive 
policy lessons, which are approach-wise different from the one suggested by an 
economy populated by self-centered individuals and a social dictator. 

An obvious implication of replacing the self-centered agent in standard 
welfare economics with a social agent is that market outcomes will be equitable 
and Pareto-efficient at the same time as the social agents will find it optimal to 
automatically redistribute resources.  In this case the non-interventionist, 
competitive, outcome will be the same as the interventionists, dictatorial, 
outcome. The only difference in this case is that redistribution of initial 
endowment in the interventionist solution is done by the dictator on behalf of 
the agents with social preferences and that it will come at a welfare gain than a 
loss. This reconciles the division among interventionists and non-
interventionists. 
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Not only the reconciliations, but as we shall see later, it ensures 
uniqueness, convexity at social level and may reverses the equity efficiency 
trade off. 

ii. Religious Affiliations: All religions or major religions at least, 
encourages its followers to do what that religion considers good and 
discourages or stops them from what it considers bad. The list of “goods” 
and “bads” may vary across religions but there definitely is a common 
core dictated by forces built-in in human nature such as kindness, 
fairness, altruism and sympathy which promotes sensitivity to interest of 
others in the society. Religious teaching and practices, in principles, 
appeals to the good-nature of individuals and strengthens the social-self 
of its followers. In fact, my interest in this area of economics started 
when I was working on theoretical underpinning of Islamic Economics 
where individuals are thought of as social beings, pursuing self-interest 
but willing to sacrifice part of it if and when social priorities so require to 
the extent they can afford to do so. I soon realized that this assumption 
was applicable to a more general audience than Muslims alone. An 
important feature of Islamic Economics however is the morality based 
institutional structure, including Islamic banking and finance, that it 
promotes which is different from the conventional set-up. This would 
need a separate attention which is outside of the scope of this paper. The 
focus of this paper is to explore theoretical properties of an economy 
populated by agents having social, including religious, preferences. This 
would hopefully work as a reference to identify what is that moral-
affiliation in general can deliver over and above what is offered by an 
economy populated by self-centered agents. 

iii. Cultural values and Social ties promote pro-social behavior. 

iv. Evidence from experimental economics: Recent developments in 
experimental behavioral economics suggests that some agents, if not all 
agents, have social prefeences. 

v. Response to calamities (Tsunami, Earth Quake etc.) as a proof of 
social preferences. 

vi. International Humanitarian Aid as a proof of social preferences. 
vii. Charaties as a proof of social preferences. 

viii. Heoretical Curiosity. 
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3. The Third Fundamental Theorem of Welfare Economics (TFTWE): 

Consider a pure exchange economy populated by two individuals (rich 
and poor labeled as r and p respectively) with consumption goods, X and 
Y. For the time being let us assume that individuals are sordidly selfish. 
Both X and Y are substitutable and deliver utility according to the utility 
function Ui = Ui(θi,Xi,Yi) (where i = r, p). θi is a vector of preference 
parameters. Assume that both individuals have certain endowments of X 
and Y ( iX   and iY   for i=r,p) which when evaluated at equilibrium 

prices equals their income i X i Y iM P X PY   . Each individual’s objective 

is to maximize utility, Ui=Ui(θi,Xj,Yj), subject to the budget constraint 
Mi=PXXi+PYYi.  Reduced form solution of the optimization problem for 
individual i (= r, p) in general can be written as 

 * ( , , , )i i i i X YX X M P P                                               (1.1) 

 * ( , , , )i i i i X YY Y M P P                                                  (1.2) 

This equilibrium is graphically depicted in Figure (1 below. ωr=  ,r rX Y   

and ωp =  ,p pX Y  are points of initial endowments hold by the rich and 

the poor respectively.  

Figure (1). Consumption equilibrium the households. 
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Figure 2: Consumption equilibrium of the households in Edgeworth Box 
diagram. 

 

Figure 3: Equilibrium with endowment redistribution (the SFTWE). 
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Figure (2) reproduces the equilibrium in Edgeworth box diagram. All 
points on the contract curve in the Edgeworth Box diagram are Pareto 
optimal. The solution, at point A, therefore satisfies the Pareto optimality 
condition as advocated by the FFTWE. This however may not be 
equitable. Let the equitable solution be at point B. The SFTWE asserts 
that equilibrium point B can be supported through redistribution of the 
initial endowment to any point on the budget constraint that is tangent to 
the indifference curves passing through point B. This is depicted in 
Figure (3) Notice that at the equitable point the utility of the poor 
increases and that of the rich decreases. Thus equitable distribution 
carried out through intervention by the social dictator will come at the 
cost of welfare loss to the rich. 

Let us now replace the economic agent with a social agent and follow 
dynamics of the replacement in the standard framework. Let iV   be social 

utility of an individual i(=1,2) and iU  be idiosyncratic selfish utility of the 

individual (as defined earlier). The social utility function of the social 
agent for an economy with two individuals (1 and 2), in general, is given 
by 

 1 2, , ,i i iV V U U OSF  (1.3) 

where OSF= Other Social Factors, social factors other than iU s, which 

will be identified later. 

The implication of this replacement is summarized in the following 
theorem, referred to as the third fundamental theorem of welfare 
economics.  

The TFTWE: When an economy is populated by agents with social 
preferences, market, perfectly competitive or with some degree of 
imperfection, outcomes are Pareto Optimal, equitable, and Unique. 

This theorem claims that market outcomes in an economy 
populated by social agents will be equitable, Pareto Optimal, Unique and 
that perfect competition is not necessarily needed for Pareto optimality. I 
will discuss these claims and related issues below. 
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4. The TFTWE and Equitable Distribution 

Let us assume that the only social issue at this stage is the inequitable 
distribution of initial endowment. This means that the economy is 
divided into rich and poor. Unlike the rich economic agent, our rich 
social agent derives disutility from the utility gap due to inequitable 
distribution. The social agent has the option of reducing the inequity by 
unilaterally transferring some money to the poor. This problem is 
analogous to the dictator game in experimental economics where an 
individual, called the dictator, is given certain amount of money with the 
option to share it with another player, the recipient, in any proportion, 0 
to 100 percent, inclusive. Rich in this paper is the dictator and poor is the 
recipient. Experiments show that the dictator offer positive amounts and 
the amount increases with poverty. There are a number of models that try 
to explain this result including Fehr and Schmidt (1999), Charness and 
Rabin (2002), Levine (1998), Rotemberg (2004), Bolton and Ockenfels 
(2000), Ottone and Ponzano (2005), Cox, Friedman and Gjerstad (2004, 
2006) and Khan (2009). Khan (2009) shows that none of the previous 
models is able to explain variety of the outcomes observed in laboratory 
experiments and fail to conform to psychological intuitions. He proposed 
a generalized model of inequity aversion. The model, in the context of 
this paper, can be written as under. 

  ,p p p pV U X Y  

     r, max , , ,0r r r r r r r r p p pV U X Y U X Y e U X Y      with 

 '

'

1

1 pr

r

u

r u
e

 


. 

where i j  

Vi  is the social utility of individual i(=r,p) and  ,i i iU X Y is the 

idiosyncratic selfish utility of individual i from own consumption of good 
X and Y.  re  is the rich individual’s perception of equitable distribution 

of utility. For example, when re =2, the rich believes that equitable 

distribution requires a pay off distribution that makes the poor’s utility at 
least half as much as the rich’s utility. Given that the rich may not have 

perfect information about utility of the poor,  ,pr p pU X Y  denotes the 
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rich perception about utility of the poor from consumption of X and Y. 

   , ,r r r r pr p pU X Y e U X Y  is therefore realized inequity gap (REG).  , 

the social beta, is the marginal utility from a unit decrease in inequity. 
Khan (2009) shows that the value of social beta is needed to explain 
outcomes in laboratory experiments as a maximum of social utility.  

Consider a situation where the rich has all the resources (M dollars) 
and the poor has nothing. How much would the rich social agent give to 
the poor? It depends on the rich’s valuation of equity, er. Khan (2009) 
argues that er is determined by psychological and structural parameters. 
The rich utility is maximum when REG=0. See Khan (2009). At 
equilibrium the ratio of the utility of the rich to that of the poor as 
realized by the rich is equal to the rich’s valuation of equitable 
distribution. When REG>0, the rich will find it optimal to transfer a 
positive amount to the poor to eliminate the equity gap. Giving to the 
poor reduces his idiosyncratic selfish utility on one hand and REG on the 
other hand (which increases his/her utility). The increase in utility due to 
decrease in inequity generated by the endogenous transfer to the poor 
outweighs the decline in idiosyncratic selfish utility. The economic agent 
solution in this case will be exactly the same as the social agent solution. 
An important point to note in this regard is that, when a dictator dictates a 
particular distribution different from the initial distribution, equitability 
comes at the cost of reduction in welfare of the rich. Whereas when 
social agents make the transfers, their utility increases. Equitable 
distribution therefore comes at a welfare gain. Thus moving from an 
inequitable state to an equitable one comes as Pareto improvement when 
economy is populated by social agents.  

Let us assume  ,pr p pU X Y =  ,r p p pU X Y . When  =1 the REG is 

equal to the actual EG (AEG). i >1 ( i <1) means the rich overvalues 

(undervalues) utility of the poor which leads to under-estimation (Over-
estimation) of the EG. The availability of relevant information and 
closeness of social ties will be main determinants of the value of i . 

Given initial endowment of the rich and the poor, we can calculate 
indirect social utility function by evaluating it at equilibrium values of  

iX  and iY  for i=r and p as in (1.1) and (1.2). We get 
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 , , ,p p p p X YV U M P P  

     , , , max[ , , , , , , ,0]r r r r X Y r r r X Y r r p p p X YV U M P P U M P P e U M P P      

   , , , , , ,r r r X Y r r p p p X YU M P P e U M P P    

 
 

, , ,

, , ,
r r r X Y

r

r p p p X Y

U M P P
e

U M P P


 

  

Assuming iU (for i=r and p) to be homogeneous of degree k in income 

(Mi), we can re-write the expression for er as under 
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Let us assume  ,1, ,r r X Y rU P P   and  ,1, ,p p X Y pU P P  . r  may 

or may not equal to p  depending upon the efficiency with which the 

rich and the poor convert a dollar income into utility. The more efficient, 
the higher the value of  . This means 
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Graphically, this is shown as below 
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 The lower the capability of the poor, the greater share he/she gets 
in M. Thus, the social utility function satisfies Sen’s Weaker Equity 
Axiom. 

 The lower the value of r , the higher will be the income transfer to 

the poor and the closer will be the equitable equilibrium to the real 
equitable distribution. This points towards the importance of information 
trading and cooperation. 

 The higher the value of e, the closer the equitable equilibrium 
without transfer to the equitable outcome and the lesser the transfer. 

5. Uniqueness and the TFTWE 

Let us now consider the Samuelsson’s curious case whereby selfish 
preferences leads to multiple Walrasian equilibria. Assuming that 
uniqueness is a socially desirable outcome, this shows that when agents 
have social preferences, the choices of social agents lead to elimination 
of inequitable equilibria to achieve the unique equitable distribution. This 
is simply because the social utility is maximum at the equitable 
equilibrium which outweighs social utility at other equilibriums. To show 
this, let us consider figures 4 and 5. 
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Figure 4: Multiple Walrasian equilibria. 

 

Figure 5: Social utility associated with multiple equilibria. 
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Market Failures: 
Externalities: Agents will internalize externalities. Like environmental. 

Non-convexities and the TFTWE 

Social preferences may also make non-convexities at selfish level 
irrelevant. The main assumption behind this result is that the social agent 
derives disutility from disequilibrium. As a result disequilibrium points 
are socially ranked lower than equilibrium points on the same price line 
even though they might be located on higher selfish indifference curves. 
See for example figure 6. 

 

 

Figure 6: Walrasian equilibrium under non-convex preferences and the 
TFTWE 

Equity Efficiency Trade-Off Reversal and the TFTWE 

Sen believes departure from self-interest maximization under conditions 
of the fundamental theorems will come at the cost of Pareto Optimality 
(Sen 1987 pp52-53). He writes  

“Indeed if economic efficiency (in the sense of Pareto 
optimality) were the only criterion for economic judgments, 
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and if the various conditions (such as no externality) 
imposed by the so-called “Fundamental Theorem of 
Welfare Economics’ were to hold, then there would be in 
general no welfare-economic argument for anyone to 
behave in a way other than that required for self-interest 
maximization. Such behaviour on the part of all will indeed 
produce Pareto optimality, and the attempt on the part of 
anyone to depart from self-interest maximization would, if 
it would do anything, only threaten the achievement of 
‘economic efficiency’, i.e. Pareto optimality.” 

p. 53 “ It is, of course, true that the utilitarian optimum 
must be inter alia Pareto optimal, and also true that-under 
the circumstances demanded by the so-called ‘fundamental 
theorem’-any departure from self-interested behavior may 
well threaten the achievement of Pareto optimality” 

In the previous section we worked out the threshold level below which 
agents with social preferences will transfer some of their income to the 
poor. We now look a bit deeper into dynamics of such a transfer in the 
short run as well as in the long-run. Let us start with short-run dynamics 
where capital is perfectly immobile. Considering the standard 2x2x3 
specific factor model, we assume that 

 Capitalists are the rich class and they own the production firms. 
Thus their income consists of rent as reward of capital and profit as 
entrepreneurs. 

 Labor belongs to the poor class and their income consists of wage 
income. 

The capitalist derives utility from the wage received by the labor (other 
regarding behavior) and maximizes the following social function 

   ,S
Z Z Z Z z Z Z zP Z K L wL R K wL        

where Z=X and Y and 0<β<1. 

The first order conditions give 
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Where RZ is the return to capital specific to industry Z and Zj  represent 
marginal product w.r.t input j (=K and L). Notice that when β>0, the 
producer is altruistic and pays labor more than her marginal product. 

When capitalist in all industries have identical social preferences, 
the solution simply represents a voluntary transfer of resources from the 
rich to the poor (see figure 7). However when one is more altruistic than 
the other, the market rewards the benevolent. The relatively more 
altruistic firm attracts labor which increases their production and return 
on capital (see figure 8). This might result in equity-efficiency tradeoff as 
the level of labor input used by firms does not equate marginal products. 

 

 

 

 

 

 

 

 

 

 

 

Figure 7:  Short run equilibrium with agents having social preferences vs 
agents having selfish preferences. 
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Figure 8: Short-run equilibrium with agents having social preferences in 
one Industry, industry Y, only. 

When only some firms are benevolent, there is equity efficiency trade 
off. However, there is a counter force which might reverse the equity-
efficiency trade off. Benevolence begets benevolence. Benevolence from 
producers may induce individuals to work more (or more efficiently) as a 
reward. This increases the effective number of hours available for work 
and benevolent firms will produce more. This might cancel out or 
outweigh the efficiency loss induced by benevolence. 
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ة:  الت االجتماع ة مع التفض   تداخل المتغیرات االقتصاد
ة الثالثة األ ات الرفاهالنظر ة القتصاد   ساس

  
اة خان   ح

ل   مدرسة التروب لألعمال   -قسم التمو
ة اقتصاد    جامعة التروب -  األعمال والقانون ل

  
عد تحق التوازن في نظرات الرفاه االقتصاد  .المستخلص

ة  ة الجزئ ة، أبرز إنجازات النظرة االقتصاد ة: األولى والثان األساس
م النقاش الجار بین المنادین  تجلى ذلك التوازن في صم الحدیثة. و

فاءة ضرورة التدخل من عدمه، من جهة،  دین لمبدأ تحقی  والمؤ
. لكن المثیر  ادل العادل بین األطراف المختلفة من جهة أخر الت
ة على افتراض  أن  ة مبن ارات أخالق اعت لالهتمام، تأثر هذا النقاش 
ة. هذه الورقة تعید النظر في تلك  مهم دوافع األنان األفراد تح

عام ة  التالي تستبدل عامل األنان ل اجتماعي وهو: أن النقاشات و
ة  ارات االجتماع اشر بنتائج االخت ل م ش ارات الفرد تتأثر  خ
ن تلمسها من خالل  م ة. إن نتائج هذا التحلیل الموضوعي  األنان

ة القتصاد الرفاه ' و  ات ' النظرة الثالثة األساس التي أظهرت معط
ة. إن تحق شرو  اا واضحً تحسنً  قة األساس  على النظرات السا

ة التامة أو ساهم ضمنً  السوق التنافس ا في إیجاد حل غیرها، س
ادل  فاءة الت اس  ما أن النظرة المقترحة تبرز انع منصف وفعال، 

ات الخل اإل ع.العادل، وتنشر سلو ادل بین الجم  یثار المت
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Abstract. Islamic financial institutions are finding difficulties in 
balancing objectives and values of Islamic economics and 
demands of the financial markets. This tension arises most 
clearly from the wide spread use of commodity-murabaha 
transactions, which are forms of organized tawarruq and 
reverse tawarruq, despite the fact that the main two Fiqh 
academies in the Muslim world, the OIC and MWL academies, 
have ruled that such transactions are not Shari’ah compliant. 
While the industry is growing and breaking new grounds in 
markets and investors, ground-breaking growth in products and 
systems is still lagging behind. An important feature of Islamic 
finance is its global view. Finance is integrated with real 
activities, assets are linked with liabilities, and sources of funds 
are connected with its uses. Trying to find a solution for one 
piece of the “puzzle” will give a short-term solution that may 
not be sustainable. The objective of this proposal is to explore a 
system-level solution based on the well-known salam contract. 
In the following pages, the salam contract is introduced, 
followed by the proposed system-level application. Issues and 
challenges are presented throughout with suggested solutions. 
 
 

Islamic financial institutions are finding difficulties in balancing 
objectives and values of Islamic economics and demands of the financial 
markets. This tension arises most clearly from the wide spread use of 
commodity-murabaha transactions, which are forms of organized 
tawarruq and reverse tawarruq., despite the fact that the main two Fiqh 
academies in the Muslim world, the OIC and MWL academies, have 
ruled that such transactions are not Shari’ah compliant. While the 
industry is growing and breaking new grounds in markets and investors, 
ground-breaking growth in products and systems is still lagging behind. 
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An important feature of Islamic finance is its global view. Finance 
is integrated with real activities, assets are linked with liabilities, and 
sources of funds are connected with its uses. Trying to find a solution for 
one piece of the “puzzle” will give a short-term solution that may not be 
sustainable. 

The objective of this proposal is to explore a system-level solution 
based on the well-known salam contract. In the following pages, the 
salam contract is introduced, followed by the proposed system-level 
application. Issues and challenges are presented throughout with 
suggested solutions. 

1. Salam Contract 

Salam contract is a credit sale in which the price is paid upfront in 
exchange for a specified quantity of a certain good or commodity to be 
delivered at a certain date in the future. For example, the buyer (creditor) 
pays $10,000 upfront in exchange for, say, 125 barrels of oil to be 
delivered in on year’s time. 

The price naturally is discounted to reflect time value, i.e. salam 
price is less than spot price. In this example, the price of an oil barrel for 
spot delivery is, say, $90, while the salam price is $80. 

Salam can be performed for short and long periods. Majority of 
scholars in the old days have put a minimum of 3 days for the minimum 
period, as the period in which market price of the future good can 
fluctuate. With daily trading and fluctuations by the hour in international 
markets, this restriction is obviously less relevant today, so it can be done 
for anywhere from overnight to several years. 

Salam has the advantage of providing cash financing upfront to the 
debtor or the seller. The debtor has to repay in-kind, not in cash. This 
might be suitable if the buyer (creditor) is in need of that particular good 
or commodity at the future date. Otherwise, the creditor will simply sell 
the good at maturity for cash. 

This raises the problem of the market value of the good at maturity. 
Since the market price cannot be predicted perfectly, salam might be of 
less practical relevance to investors who are not interested in that 
particular good or commodity. 
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Value-based Salam 

This problem was realized very early in Islamic history, and led to the 
development of “value-based salam”: the buyer (creditor) pays the price 
upfront in exchange for a certain future good; however, the quantity of 
the future good is not determined by quantum measure but rather by 
value. So for example, the buyer pays $10,000 in exchange for an amount 
of oil the value of which at maturity is $11,250. So if the price of a barrel 
of oil at maturity is $90, the quantity to be delivered by the seller should 
be: 11,250/90 = 125 barrels. If the price is $100 instead, the delivered 
quantity will be: 11,250/100 = 112.5 barrels, and so on. The creditor is 
perfectly hedged against price fluctuations of the good at maturity. 

When salam was applied in Sudan in the 1990s, price fluctuations 
and high inflation rates led authorities to develop the “Ihsan formula”: 
Salam shall be applied by quantity as long as price change at maturity is 
less than 33% of principal. Beyond that, the underlying shall be 
determined by value rather than quantity. 

Despite being developed quite early in history, value-based salam 
apparently was not widely accepted by Shari’ah scholars, and this 
probably explains, as far as we can tell, why it was not widely practiced. 
However, a prominent Hanbali scholar, Ibn Taymiah (728H-1328H) has 
clearly approved it. Some of his outstanding followers, Ibn Muflih, 
echoed his opinion. In recent times, Ibn Othaimain seems to approve it. 
We shall see later how this issue can be handled. 

Liquidity of Salam Contract 

There are some Shari’ah restrictions on trading salam contract before 
maturity. The majority of scholars will not allow trading salam contract 
as such because it is a kind of sale before possession. But if the trading is 
without profits being made, it probably becomes less problematic. The 
Maliki school, however, allows trading salam contracts, with or without 
profits, as long as the underlying is not food. We shall see how this issue 
can be handled in the proposed system. 
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Post-maturity Investment 

While value-based formula is able to hedge price fluctuations, it is a one 
dimension solution. Creditor has to liquidate the delivered goods or 
commodities at maturity to avoid subsequent price fluctuations. For 
salam to be a system-level solution, we need to find how the creditor can 
benefit from the delivered goods without the need to immediately 
liquidate them. 

Salam in Managed Assets 

Instead of delivering goods of no use to the creditor, we can explore the 
possibility of delivering assets that generate returns to the creditor. At 
maturity, the creditor or the bank will receive assets with positive returns, 
so there is no need to promptly liquidate such assets to get cash. After all, 
the received cash has to be invested to generate returns before being used 
for financing the next project or client. Instead of receiving cash then 
investing it in short term instruments, the bank can receive return-
generating assets, which makes funds automatically invested. When the 
next project or client is ready, these assets are liquidated. 

These managed assets however have to be “real”, e.g. equities, 
commodities, or REITS. But they shall not debt (like murabaha or 
another salam debt), to avoid the problem of exchanging debt-for-debt. 

2. Liquidity Management 

By adopting the above strategy, bank’s funds are invested from the 
moment they are lent through salam contract to the first client until funds 
are needed by the second client. There is no need to manage cash in-
between projects or clients. This makes liquidity management integrated 
with financing, and optimizes the use of funds, so that funds are never 
idle at any moment in the financing cycle. In this manner, the bank is 
able to generate better returns due to the extended cycle of cash 
management as compared to short cycles if cash instead is to be received 
from clients. 

In this manner, liquidity management for Islamic banks will be 
more efficient than conventional banks. In conventional banks, the bank 
has to (1) lend money to client, (2) collect money payments, (3) invest 
collected money in shortterm vehicles before next financing round, and 
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(4) finally collect cash payment, then repeat the cycle again. The salam-
based system eliminates the inner cycle. Since the bank collects assets, 
not cash, no need for short-term investment (see Figure 1). 
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Liquidity management using commodity-murabaha is even more 
complicated (Figure 2). It is a replication of the double-cycle 
conventional system, but with the additional layer of commodities in 
each step. It is not difficult to see the gain in efficiency by applying the 
salam-based system (Figure 3), let alone Shari’ah credibility. 

Client LM 

Not only this system is more efficient from the bank’s point of view, it is 
also more efficient from the client’s point of view. The client also needs 
to manage its liquidity, and to invest its interim cash before paying the 
dues to the bank. 

The client can invest this cash in the same assets, and at the due 
date, simply transfer these assets to the bank. Returns generated in the 
interim are kept by the client. In the same manner, the bank may borrow 
in salam and lend in salam. Hence the system improves the efficiency on 
both sides of the balance sheet. More on this later. 
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3. How to Manage Assets? 

An important aspect in the proposed system is how to manage assets in a 
manner that protects capital and generates returns. One option is to create 
a capital-protected investment fund. Salam is then applied to the units of 
the fund. For example, bank advances $1 million to the client in 
exchange for, say, 1.05 million units of the fund to be delivered in one 
year’s time, on the assumption that the value of each unit is $1. Since it is 
capital protected, there is minimum risk of fluctuations of the value of the 
units. Hence, at maturity, the debtor (seller) shall deliver 1.05 m units to 
the account of the bank. The bank need not liquidate these units 
immediately because they generate positive returns. This improves the 
efficiency of liquidity management, as discussed earlier. 

To keep the value of fund units stable, returns are distributed in the 
form of coupons (or additional units) to unit holders. 

This structure gives additional advantages regarding some Shari’ah 
issues: 

1. We don’t need to adopt value-based salam per se given its limited 
Shari’ah acceptability. By protecting the value of the fund units, we are 
able to achieve the same result using classical quantity-based salam. 

2. This also might help resolve some Shari’ah issues regarding 
trading salam contracts. Returns on units shall be distributed as coupons 
or additional units to investors. Since the units are stable in value, trading 
their salam contracts is likely to be at par per unit without profits. This 
gives trading of these contracts wider Shari’ah acceptability. 

3. Another issue relates to specifying the fund units for the salam 
contract. It is in principle not allowed in Shari’ah to specify a particular 
source for the salam good or commodity (wheat from this farm or oil 
from this oil well) because there might not be enough for the agreed upon 
quantity. This shall not be a problem for the fund units because fund 
units can be issued on the spot, so no risk of limited supply of the salam 
underlying. 
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Capital Protection 

There are many options for Shari’ah-compliant capital protection without 
using derivatives-like instruments. One common approach is dynamic 
asset allocation using Constant Proportion Portfolio Insurance (CPPI). 
This can dynamically protect the value of the portfolio of the fund for a 
given “floor”, say, 85% of value. 

To enhance the protection, we can have insurance from a third 
party, e.g. ICIEC, to protect, say, the first 10% of losses. This can be 
done by ICIEC buying 10% of units for a deferred price equal to 10% of 
units’ value at purchase time. ICIEC is able to retain the returns of this 
10% share, while the deferred price is due at exit time. 

By combining CPPI and ICIEC insurance the fund units will be of 
high quality (A or higher) and thus can be used for liquidity management 
for Islamic banks and institutions. 

Usually, capital protected funds are open only every 6 months or 
so. So investors are locked-in between openings. But this should not 
present a problem. A bank that needs to liquidate earlier can sell its units 
on salam basis, discounted appropriately. At maturity, the selling bank 
transfers its units to the buyer’s account at the fund. The same is true for 
a bank with a surplus to invest in the bank. It can purchase future units on 
salam basis. So liquidity management of fund units is also handled 
through salam. 

Additional details have to be worked out, but the basic idea is 
hopefully viable. 

4. Salam-system for Both Sides of the Balance Sheet 

An Islamic bank can “borrow” using salam to finance its activities by 
issuing salam Sukuk. These Sukuk need no existing assets to be 
securitized, and they carry the credit rating of the issuing bank. From 
Sukuk holder’s point of view, receiving the fund units at maturities is no 
more risky than receiving commodities in the commodity-murabaha 
practice. In fact, fund units, as discussed earlier, should be more stable 
and secure, in addition to being more efficient. 

An Islamic bank can also use salam to lend its clients, as discussed 
earlier. 
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Thus, salam can be used on both sides of the balance sheet: assets 
and liabilities. Sukuk can be issued based on salam, and the proceedings 
of the issue can be used to finance clients on the same basis. Clients can 
pay back through fund units, which the bank can use to pay back to 
Sukuk holders. This can greatly harmonize assets and liabilities, in 
addition to interim liquidity management, as discussed earlier. 

5. Summary 

To summarize the salam system, the following are the steps a bank can 
take to apply it: 

On the liability side: 
1. The bank issues salam Sukuk by which it receives cash from 

investors, in exchange for capital-protected fund units to be delivered to 
investors at the maturity date. 

2. The fund is a capital-protected using CPPI plus insurance from an 
Islamic insurance institution (ICIEC). 

3. These Sukuk can be traded given the stability of the value of the units. 
Fund returns are distributed in the form of coupons (additional units). 

4. The bank can efficiently manage its liquidity by investing its 
surplus cash at the fund, and at maturity, simply transfer the due amount 
of units to investors. 

5. At maturity, investors need not liquidate the units since they 
generate positive returns, which improve their own liquidity 
management. 

On the asset side: 
1. The bank uses the proceeds of the Sukuk to finance its clients 

(member countries). 

2. Clients receive cash in exchange for fund units to be delivered at 
maturity. 

3. Clients can also efficiently manage their liquidity by depositing 
their interim cash at the fund, and at maturity transfer the due amount to 
the bank. 

4. The bank can keep received units to pay investors without losing 
returns in between. 
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ل على أساس عقد السلمنظام  ابتكار   للتمو

  داة إلدارة السیولة، واألصول والخصومأستخدام عقد السلم ا

لم م السو  سامي ابراه
ة ة اإلسالم ر المنتجات المال ز تطو   مر

ة  ة –جدة  –البنك اإلسالمي للتنم ة السعود   المملكة العر
ات جمة في  المستخلص. ة صعو ة اإلسالم تجد المؤسسات المال

ات أ  تحقی التوازن بین " م االقتصاد االسالمي" ومتطل هداف وق
ون هذا التوتر أكثر وضوحا نتیجة  ة.  ة اإلسالم األسواق المال

ل من ا ة، والتي هي ش حة السلع نتشار استخدام واسع لمعامالت المرا
ال التورق المنظم والتورق  سي. وعلى الرغم من أن المؤسستان  أش الع

سیتان في الفقه في العالم االسالمي،  منظمة المؤتمر اإلسالمي  الرئ
ا  عدتا مثل هذه المعامالت وأفت طة العالم اإلسالمي، است نها أورا

ة  ة االسالم ة، فإن الصناعة المال ست متوافقة مع الشرعة اإلسالم ل
بیر وتدخل منافذ  ل  ش جدیدة في األسواق ومع المستثمرن، تنمو 

بینما النمو في المنتجات واألنظمة ال یزال قاصرا. إن من أهم 
ل یجب  ته الشاملة. هي أن التمو ل اإلسالمي هو رؤ خصائص التمو

ة، و  ق ا األصول مع الخصوم، ومصادر اون ألنشطة حق رت
ة من إیجاد حل لقطعة واحد األموال مع استخداماتها. إن محاولة

ون مستدامًا. " عطي حال على المد القصیر والذ قد ال  اللغز" س
ستكشاف حل على مستو النظام على أساس اتهدف هذه الورقة الى 

ة، یتم عرض عقد السلم،  عقد السلم المعروف. في الصفحات التال
ات  ا والتحد ه تطبی مقترح على مستو النظام. یتم عرض القضا یل

  لحلول المقترحة.التواز مع ا




