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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.

| am pleased to present to the readers the seventh book of the
"Wednesday Seminars' that were held during the academic year 2011-
2012, which is also electronically available on the IEI website
http://ierc.kau.edu.sa/Pages-A-NHiwar.aspx.

In this year, 2012, 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.

| 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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CHAIR FOR ETHICS AND FINANCIAL NORMS
University Paris 1 Panthéon-Sorbonne
in collaboration with King Abdulaziz University

Presentation: 3™ Seminar held on September 4™ 2011

ISLAMIC APPROACH TO RISK"®

Sami Al-Suwailem
1432H-2011

I. Risk in Islamic Economics

More than 670 years ago, Ibn Taymiah (728H-1328G) wrote:

Risk falls into two categories: commercial risk, where one would
buy a commaodity in order to sell it for profit, and rely on Allah for
that. This risk is necessary for merchants, and although one might
occasionally lose, but this is the nature of commerce. The other
type of risk is that of gambling, which implies eating wealth for
nothing (JLWL JWll JSi). This is what Allah and his Messenger

(peace be upon him) have prohibited. ([2]; pp. 700-701.)

This phrase shows that Muslim scholars were aware of the dual forms
of risk. Although there might be cases where it is difficult to distinguish
between the two, the overall framework nonetheless is clear. The above
statement shows that there are two types of risk:

1. Risk associated with normal economic transactions, i.e. value-
adding and wealth-creating activities.

2. Risk associated with “eating wealth for nothing”, or zero-sum
activities, where no net additional wealth is created.

* Adopted from sections 4 and 5 of the author’s paper: Hedging in Islamic Finance, IRTI, 2006.
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Economic Risk

If we define risk as possibility of loss, then it becomes clear from an
Islamic perspective that risk as such is not desirable. Islamic principles
clearly call for the preservation and development of wealth. Exposing
wealth to loss cannot be a goal in itself. In fact, al-Qarafi clearly states
that i.e. protection of wealth, is desirable for rational agents (cited in al-
Suwailem [10]).

This is the same position towards hardship (4iis). Although many

Islamic deeds involve hardship of some sort, such hardship is not
desirable in itself. According to Ibn Taymiah ([4]; pp. 10:620-622):

Reward of deeds is based on their usefulness, not their hardness. A
good deed might be hard, but its goodness is for a reason other than
being hard. Reward may be larger if involved hardship is larger,
not because hardship is the objective of the deed, but because the
deed implies hardship.

In other words, hardship is secondary in determining the value of the
deed. The primary factor is its usefulness. Accordingly, value would
reflect its hardness, but only to the extent that it is useful.

The same reasoning applies to risk, as it is a form of hardship. Risk as
such is not desirable, although it is intrinsic to virtually all economic
activities. However, the value of an economic decision is not determined
primarily because of risks it involves; rather, it is determined according
to wealth it creates and value it adds. Risk is reflected in value
accordingly, but not that risk in its own determines the value.

Whenever taking risk is praised it is because of the added value and
created wealth that follows, not that risk as such is desirable. This
represents a vital difference between legitimate and undesirable risk:
Risk is legitimate when it is necessary for value creating. But when no
value is added, it is a form of gambling.

Hedging

Hedging is used generally to denote neutralizing and minimizing risk.
In this respect, it naturally belongs to Islamic economic objectives. As
such, this is not an issue and should not raise any concerns. The issue,
however, is how to reach this goal, and what means is used to meat this
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end. If the means involves pure speculation and gambling-like activities,
it would be illegitimate, even if the objective is. Ends do not justify
means (Ibn al-Qayyim [6]), and thus noble ends necessitate noble means.
Obaidullah (2005) rightly notes, “the provision of hedging facility is
hardly an adequate rationale for tolerating gimar and maysir. The
Shari’ah does not disapprove of hedging, since it brings in some It is the
zero-sum nature of the game that the Shari’ah finds objectionable, as in it
lie the roots of social disharmony and discord.” (p. 176.)

To achieve legitimate hedging without maysir therefore is a challenge
that both Islamic and conventional finance are facing. The objective of
this paper is to explore and highlight milestones of the Islamic approach
through which legitimate means can be developed to reach this essential
goal.

Tolerable Risk

Muslim scholars discussed the conditions under which risk can be
tolerated, and those under which it is not. Generally, they point that risk
is tolerable if it satisfies the following conditions:

1. Itis inevitable.
2. Itis insignificant.
3. Itis unintentional.

(See al-Dharir [12], pp. 587-612, and Hassan [7], pp. 464-469).

The first condition implies that the same level of added value of the
concerned activity cannot be achieved without assuming risk of loss or
failure.

The second condition concerns the degree of this risk. It states that
likelihood of failure shall be sufficiently small. Scholars were clear that
likelihood of failure should be less than that of success in order for
involved risk to be acceptable (al-Dharir, op. cit.). We shall see later how
this condition distinguishes the Islamic approach from conventional,
Neoclassical approach.

The third condition follows from the first two. The objective of a
normal economic activity is the value it creates, not the risk it
necessitates. This risk therefore cannot be the intended part of the
transaction.
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Inevitability of Risk

The condition that risk shall be inevitable implies that risk is
inseparable from real, value-adding transactions. As discussed in the last
section, separating risk from real transactions creates even more risks and
makes the economy highly unstable.

From Shari’ah point of view, exchange of pure liability for a given
price (plaall e 4iales) is unanimously prohibited (al-Suwailem, 1999).
This is consistent with the general trend of Islamic finance to be always
linked to real transactions. Since derivatives by construction separate risk
from ownership and thus from real activities, they appear in direct
opposition to Shari’ah principles. Not surprisingly, several Figh councils

ruled that options and futures are unacceptable from Shari’ah point of
view (e.g. OIC Figh Council [14]).

From an economic point of view, risk is necessary for economic
progress and wealth creation. According to Alan Greenspan:

The willingness to take risk is essential to the growth of a free
market economy. If all savers and their financial intermediaries
invested only in risk-free assets, the potential for business growth
would never be realized. (cited in Bernstein, 1996, p. 328.)

President of IMF, Horst Kohler (2004), reiterates this meaning:
“Indeed, it is the willingness to take risk and tackle uncertainty that
drives innovation and technical progress—and helps create jobs and build
prosperity.”

Thus risk by nature is inseparable from economic activities. Islamic
requirements that risk may not be severed from real transactions
therefore are only natural and conform to economic reality. Artificially
severing risk will not make it disappear; rather, it will come back in even
more dangerous forms, as discussed earlier.

Likelihood of Failure

It is clear from classical sources of figh that for risk to be tolerable the
likelihood of failure shall be less than that of success. This is true
regardless of the magnitude of the outcomes of the decision.

This is in sharp contrast to expected utility rule (and many competing
rules for this matter), where decision is based on expected terms, i.e. the
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product of probability of the outcome times its magnitude. The difference
between the two can be seen most clearly in lotteries.

In a lottery, an agent has an extremely small probability of wining the
prize. Probability of losing the ticket’s price is substantially large. From
an Islamic point of view, this cannot be acceptable since it is almost
certain that loss will materialize. Expected utility rule, in contrast, is
based on the expected value regardless of which state is more likely to
prevail. This is true even if probability of loss exceeds 99%, as long as
the prize is sufficiently large. This rule leads to a kind of “wishful
behavior,” where an agent behaves according to his preferences or wishes
more than to objective reality.

This kind of behavior is rightly described as deception and delusion,
or gharar. The decision maker is deceived by the size of the prize such
that he behaves as if it is more likely to obtain, when in fact it is more
likely not.

Causality

The condition of dominant likelihood of success is equivalent to
saying that the action shall lead or ‘“cause” the successful outcome to
materialize. A cause need not lead to the final outcome with certainty. It
is sufficient that it does so more often than not (al-Suwailem, 2002).

From an Islamic perspective, uncertainty requires the decision maker
to take proper causes to achieve desirable results, and entrust Allah to
avoid possible but less likely failures. Taking proper causes is viewed as
mandatory and not merely preferable. Entrusting Allah thus compliments
rational decision-making and never substitutes for it. Taking an action
that is more likely to lead to failure is a violation of Islamic teachings.

This clearly shows that playing a lottery is not acceptable since it is
almost certain that the player will not win the prize and thus will lose the
price. This is also true for any economic decision for which likelihood of
failure dominates that of success.

Investment vs. Gambling

The causality rule can clearly distinguish investment from gambling.
The key difference between the two is confidence of success. An
entrepreneur starts a project because he is confident that the project
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would succeed. A gambler knows in advance that he is more likely to
lose than to win. However, the size of the prize deceives him to engage
into such a losing project.

This difference is consistent with the concept of causality according
to Islamic principles. An action that leads to failure more frequently than
success cannot be considered as a cause of success. It is a cause of
failure.

Expected utility rule in contrast does not differentiate between a cause
and a non-cause. It mixes the likelihood of the outcome with its
magnitude, and decision is based on the final product. No attention is
given to how the outcome is reached, whether systematically or by blind
luck. This is not the way agents normally evaluate their decisions.
According to Ben-Ner and Putterman (1998):

Individuals care about the manner in which they themselves and
others behave, including the ways in which they attain outcomes of
interest. ... Uncommon is the individual who is indifferent about
whether he has achieved his income through honest work or blind
luck, whether he has cheated others or treated them fairly. (p. 20)

Choice under Uncertainty

Conventional theories of choice, most obviously expected utility,
cannot distinguish investment from gambling. Rather, decision under
uncertainty is viewed simply as a choice among lotteries (e.g. Varian,
1992). Not only this is inconsistent with the Islamic view, it is also
inconsistent with real decision making in business environments.

Studies by MacCrimmon and Wehrung (1986) and Shapira (1995)
show that business managers rarely take risk as given. They consistently
attempt to adjust risks such that they are confident of the successful
outcome. According to Shapira: “Managers see themselves as taking
risks, but only after modifying and working on the dangers so that they
can be confident of success” (p. 74; emphasis added). In this context, risk
taking “is an endeavor where a manager can use his judgment, exert
control, and utilize skills”. This is absent from gambling (p. 48). Shapira
concludes that the “gambling metaphor appears as an inadequate
description of managerial risk taking” (p. 120). James March, decision
scientist at Stanford University, writes:
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Although theories of choice tend to treat gambling as a prototypic
situation of decision making under risk, decision makers
distinguish between “risk taking” and gambling, saying that while
they should take risks, they should never gamble. They react to
variability more by trying actively to avoid it or control it than by
treating it as a tradeoff with expected value in making a choice.
(1994, p. 54)

These results point to the fundamental difference between risk taking
associated with real business activities, and gambling where likelihood of
failure is dominant, but the size of the outcome deceptively makes the
choice acceptable.

A Causal Decision Rule

If we want to amend the expected utility rule in the light of the above
discussion, one way to do so is to impose a constraint on the likelihood of
success. Suppose that an action @ would lead to outcome x; >0 in state
i, 1=1, ..., n, with probability p;. Probabilities could be objective or
subjective, as long as they satisfy axioms of probability. Let .x;) be the
payoff (utility) function of the decision maker in state/, and let da) be

the cost of action a. Expected utility requires an action @ is admissible as
long as:

[ Ua)=" amx)—c>0.

For example, the action could be to purchase a lottery ticket for which
the prize is, say, one million, and ¢ = 1 is the price of the ticket. Then the
outcomes are either to win the prize, whereby x =1,000,000, or not,
whereby x, = 0. The action is admissible as long as the expected payoff

is non-negative. If the probability of winning is one in million, and the
payoff function is linear, then we have:

1, =1,000,000 with g, = —2-—,and 1, =0 with p, = 23299

1,000,000 ~ 1,000,000 *

Consequently, fa)=0. Thus, purchasing the ticket would be
admissible. To exclude this sort of behavior, we have to impose a
restriction on admissible probabilities. This can be achieved by
subjecting [1] to the constraint that probabilities of success are larger
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than those of failure. Let S be the set of outcomes for which x,) —c>0
, and let S be its compliment, i.e. for which x;) —c<0. The set S

represents the set of successful outcomes, while S represents
unsuccessful ones. Then action @ is admissible as long as:

21 Ka)=>" pUx)—c>0,and[3] > p>> p.
=1 ieS icS
The constraint [3] requires that total probability of success exceeds
that of failure. Since total probability of all outcomes equals one, then
condition [3] is equivalent to requiring that > © p, > 0.5 for j€ S. This

condition therefore excludes outcomes with low probabilities that might
be chosen merely because of the associated large payoffs, i.e. gambling.

Statistical Measure

A more direct representation of the causal rule can be obtained by
invoking statistical measures of probability distribution. The expected
utility rule is equivalent to the mean of the payoffs distribution. The
mean is a measure of the central tendency of the distribution, defined as
the sum of the values of the random variable weighted by their respective
probabilities.

An alternative measure is the median. The median is commonly
defined as the point that divides total distribution into two equal parts,
each with probability of 50%. A more general definition, suitable for
both discrete as well as continuous distributions, is provided by DeGroot
(1986, p. 207). The median is defined as a value M of a random variable
X such that:

[4] prof{x<m)>0.5 and prof{x>m)>0.5.

That is, the probability distribution on either side of the median is at
least 0.5. The two sides therefore need not be equal. For the outcomes of
a given action a, the median payoff ¥ is defined as:

[5] prodx<¥) >0.5 and prodx>¥) >0.5
A decision rule based on the median would require that an action a is

admissible if the median payoff is non-negative, i.e.:
[6] Ua)=V—c>0.
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To apply this rule to the lottery example, recall that there are two
payoffs (assuming linearity of v):

999,999

1, =1,000,000 with p = 1555505, and v, = OWith 0, = T -

The median of this distribution is v,, since it satisfies the conditions
in [5]. To see this, note that proUX) <v,) = p,. That is, probability to

get at most a zero-payoff (which is the smallest payoff) is greater than
0.5. Next, prol{X) > v,) =1. That is, a player is certain to get zero or

more. (The reader may want to verify that v; violates [5] and thus cannot

be a median.) Since the median is zero, the utility of purchasing a lottery
ticket becomes negative, and therefore the decision is not admissible.

Note that this result is obtained regardless of the shape of the utility
function. This makes the median rule robust with respect to the
specification of risk preferences of the decision maker. Statistically, it is
well known that the median is more stable than the mean, and represents
the central tendency of the distribution more accurately (DeGroot, 1986,
pp. 208-209).

It is somewhat surprising that while the median is more robust than
the mean, it is also more consistent with Islamic and moral principles
regarding wagering and gambling. The rule succeeds, at least to some
extent, in distinguishing acceptable risk taking from gambling, a problem
that puzzled lawmakers and economists alike. The median rule is
consistent with results of evolutionary game theory, which point that
“nature abhors low probability events” (Gintis, 2000, p. 117). From an
evolutionary point of view, low probability events add little to agents’
fitness, and thus are evolutionarily unimportant. Since few studies
examine the median as a decision rule under uncertainty, further
investigation is needed to explore and better understand its implications.

Derivatives

As discussed in Al-Suwailem (2006), trading derivatives, such as
futures and options, results in losses more than 70% of the time. Since
likelihood of failure exceeds that of success, such instruments are
considered as factors of loss, not of gain, which violates condition [3]
above. Further, using the median rule in [6], the decision to trade
derivatives becomes inadmissible. Only in expected terms might they
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appear profitable. But the expected utility rule is questionable, both from
an Islamic perspective as well as real business decision-making, as
explained earlier.

From the above discussion, none of the requirements of tolerable
risks are satisfied by derivatives. This raises deep questions about Islamic
legitimacy of these instruments.

The fact that derivatives by design are zero-sum games is another
dimension of the subject that will be treated in the following section.

I1. Theory of Gharar

The word gharar in Arabic language means risk. It also has the
meaning of deception and delusion (al-Dharir [12]). The two meanings
coincide most clearly in prospects with low probability but large
magnitude, as in lotteries and all forms of gambling. The size of the
payoff entices the agent to engage into an almost losing game. This is the
essence of gambling that conventional choice rules fail to exclude, as
discussed earlier.

While the previous section focused on individual decision-making,
this section focuses on bilateral or interactive decisions. In such
interactions gharar takes a definitive structure. It becomes equivalent to a
zero-sum game with uncertain payoffs (al-Suwailem, 1999). This
structure is consistent with Shari’ah measures of gharar. The measure
can be used as a basis for evaluating as well as developing risk
management instruments consistent with Shari’ah, as will be discussed
below.

Types of Games

The term “game” is used for a variety of settings and arrangements.
Here it is used to denote a for-profit exchange among two or more
agents, whereby agents’ payoffs are uncertain at the beginning of the
game.

Games can be classified according to the sum of players’ payoffs into
three categories: positive-sum, zero-sum, or mixed-sum games.

1. Positive-sum games are games in which players have common
interests, and thus they gain together or lose together (see Figure 7).
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Since agents are assumed to be rational, the losing outcome will not be
their objective of the game. The positive outcome therefore is the
objective of the game, and for this reason it is described as a positive-
sum game.

In Figure 7, (A, B) denotes players of the game. The right branch
denotes the positive payoffs for each (the first is the payoff of A while
the second is that for B). The left branch denotes negative payoffs. At the
start of the game, it is not known which branch they will arrive at.
However, each player is assumed to seek the positive outcome rather
than the negative one, and thus the objective of the game becomes mutual
gain. If agents follow the median rule discussed earlier, then the positive
outcome will be more likely to materialize. This makes the game Pareto-
optimal, since both players are likely to be better off playing the game
compared to not playing it.

An example of a positive-sum game is partnership or Since each
partner contributes capital and labor, both would gain if the project
succeeds, and both would lose if it fails.

(lA,BD

(_ ’ _) (+ ' +)
Figure 1: Positive-sum Games

Note that the size of the payoffs need not be equal for the two parties.
But the sign must be identical; that is, they gain together and lose
together, although the contribution of each might not be equal.

2. Zero-sum games are games in which one party gains and the other
loses (Figure 8). Gambling is the most obvious example: Two players
put, say, 1000 each, and a coin is thrown. If it comes head, A wins 2000,
otherwise B wins.
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+.-) (=, +)
Figure 2: Zero-sum Games

Obviously, there is no possibility that the two could both win. One
player wins only at the expense of the other. Again, the magnitudes of
gain and loss need not be equal. The term “zero-sum” indicates that the
interests of players are in direct opposition. As textbooks on game theory
show, such games can always be reformulated so that the payoffs add to
zero (Friedman, 1990, pp. 79-80; Binmore, 1994, pp. 276-277). We shall
use the term “zero-sum game” to indicate games of direct opposition,
regardless of the size of payoffs. Zero-sum games are Pareto-inferior,
since they do not allow mutual gain of players. Agents are better off not
playing the game (al-Suwailem, 1999).

3. Mixed games are games that include both sorts of outcomes: the
zero-sum outcome as well as the positive-sum outcome (Figure 9).

(A, B
|

(+.-) (+.4)
Figure 3: Mixed Games

These games allow for mutual gain, but also imply the possibility of
conflict of interest. Examples of mixed-games include sharecropping or
and  (see al-Suwailem, 1999). In fact, most economic activities are
mixed or non-zero-sum games, as Schelling (1980) points out. Life
therefore is not a gamble, as many writers claim. It is a mixed game that
could end up in conflict or in cooperation. Wright (2000) argues that
evolution, both social and biological, progresses towards non-zero-sum
interactions. We shall see later how the structure of mixed games can be
useful in developing Islamic hedge instruments.
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Measure of Gharar

In a zero-sum game, one party gains at the expense of the other. It is a
pure transfer of wealth for no counter-value. Since each party is seeking
profits not donations, it becomes therefore a sort of “eating wealth for
nothing,” strictly condemned in the Qur’an. Further, a zero-sum game is
a game with direct conflict of interests, which represents the source of
enmity that accounts for the prohibition of maysir or gambling in the
Qur’an: “Satan only wants to plant enmity and hatred among you through
wine and maysir” (6:91).

On the other hand, gambling represents the purist form of gharar (al-
Dharir [12], p. 622). Since gambling is obviously a zero-sum game, it
follows that gharar must be unacceptable to the extent that it possesses
the zero-sum structure. Accordingly, the circle of gharar is wider than
that of gambling. For this reason, some transactions might contain gharar
(i.e. a zero-sum outcome) but they are still acceptable if it the zero-sum
component is dominated by the positive component, as in sharecropping
and

From Shariah point of view, generally speaking, the acceptability of
such mixed games depends on the likelihood of the cooperative, positive-
sum, outcome. If this outcome is dominant, the game generally is
acceptable. In this case, the zero-sum outcome is considered as “minor
gharar.” If the zero-sum outcome is dominant, it becomes “excessive
gharar” and thus not acceptable.

Technical formulation of this measure, as well as detailed discussion
of several examples and applications, is provided in al-Suwailem (1999).

Characteristics of Zero-sum Games

Although it might appear fuzzy, the zero-sum property, in its basic
form, is quite clear: Whatever one party gains is what the other loses. The
following points help clarify how this structure applies to different forms
of transactions.

1. First, note that in any zero-sum game, uncertainty at the time of
contract is an essential condition. If it were known upfront, the game
would not have been played. For example, if it were known on which
side the coin will land, there is no point of betting. This is not the case in
games with mutual gain. In a normal sale, where relevant variables are
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known upfront, the sale takes place with full information. Even if all
future information were known at the beginning, the sale will still be
performed if it satisfies the needs of the two parties.

2. It should be noted also that gains and losses in a zero-sum game are
determined bilaterally, i.e. between the two parties of the contract. That
is, an actual net transfer of wealth takes place at maturity from one party
to the other, with no counter-value in exchange. If one buys a good on
spot basis, and its price subsequently falls, this loss is not a direct gain to
the first seller, except as foregone losses. But contractually, no counter
party has these losses credited to his account as gains, and thus no net
transfer of wealth takes place. Although trading of shares or commodities
might at times appear as a zero-sum game, it is only at the system level.
Individually, however, spot trading, with predetermined prices and
parameters, cannot be a zero-sum game since the relationship between
the two parties ends the moment the trade is concluded. Only in presence
of uncertainty during the contract that a zero-sum exchange might, but
not necessarily, arise.

3. Derivatives are clear examples of zero-sum games. They are
obligations to exchange certain amounts of money in a future date. The
difference between prices at the time of contract and at maturity is
debited from one party and credited to the other, and that is why they are
called contracts for differences. With mark-to-market system, this is done
on daily basis. Even if the derivative is traded in a secondary market, the
obligation as such survives throughout the life of the contract, and
whoever becomes party to it has to settle these differences.

4. Financial markets as a whole might appear at times as zero-sum
systems. Pyramid schemes are also zero-sum systems. But this applies to
the system as a whole, not to individual contracts as such. Zero-sum
systems arise because of misuse of normal, non-zero-sum contracts.
However, with zero-sum contracts, the system by design will have a
zero-sum structure. That is, systems of zero-sum contracts are zero-sum
overall, but systems of non-zero-sum contracts may or may not be zero-
sum overall.

For this reason the Prophet, peace be upon him, has put further
conditions on normal sale, e.g. not to sell before possession or to sell
what one doesn’t have. These conditions help make the system overall
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positive-sum and prevent what Shiller (2000) calls “naturally occurring
Ponzi processes” (pp. 64-67). During speculative bubbles, the market as a
whole behaves as a Ponzi scheme: early investors get returns from
newcomers, and newcomers profit from those joining afterwards, and so
on, but latecomers eventually bear the cost when the market crashes.
While financial markets in principle are useful and provide important
economic functions, they need to be regulated in order to minimize such
Ponzi processes from taking over. For example, James Tobin (1978) and
Lawrence and Victoria Summers (1989) propose a transaction tax to
reduce frequent trading and thus to curb speculation. Allais (1993) calls
for abandoning continuous quotation of prices, and having a single
quotation per day. He also insists that margins on forwards should be
considerably increased to avoid harmful speculation (p. 36). Recall that
in Islamic forwards, i.e. salam, the full price must be paid in advance,
which points to the economic rationale for this condition. Detailed
discussion of financial markets reform is beyond the scope of this paper,
but the point should be clear: non-zero-sum contracts might lead to
Ponzi, zero-sum systems if not properly regulated.

The above discussion hopefully clarifies the difference between zero-
sum contracts and zero-sum systems. The former implies the latter, but
the opposite is not necessarily true.

Expected vs. Actual Measures

The zero-sum measure is based on actual, realized outcomes of the
transaction. Derivatives and all forms of gambling are zero-sum games in
this respect. In expected terms, however, they might be considered as
mutual gain deals. In other words, they might be win-win games ex ante,
but win-lose ex post. The two measures are clearly incompatible, and
thus a choice must be made between the two.

Economic success obviously is based on, and measured in terms of,
actual and realized performance. In expected terms, LTCM might have
been a profitable investment. In early 1998, the fund’s value-at-risk
(VAR), which measures the maximum daily loss in any single day with
95% confidence, was less than 1% of its capital. The probability that the
fund would lose all its capital within a year was . That is, it would take
several multiples of the lifetime of the universe for this event to occur
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(Lowenstein, 2000, p. 159; Partnoy, 2003, p. 257). Few months later, the
fund collapsed when losses wiped out most of its capital. In other words,
failure also is measured in ex post terms. Bankruptcy is decided
according to actual, not expected, results. Similarly, profits and losses of
derivatives are calculated daily through marking to market, not based on
the overall, expected, value of the contract. Consequently, whenever
expected and actual measures are in conflict, the latter obviously will
have the precedence.

This is supported by the nature of uncertainty. Uncertainty reflects
our ignorance of the reality. It therefore exists only in human minds. In
reality, things either exist or do not exist. Nothing in the outside universe
is random or undetermined. “God does not play dice,” as Albert Einstein
famously affirmed (Pais, 1982). The Qur’an clearly states: “Verily all
things We created in (precise) amount” (54:49), “And every single thing
is before Him in (due) proportion” (13:8). Uncertainty and risk therefore
cannot exist outside human mind.

Accordingly, risk per se is not in fact traded, as it cannot exist in
reality. What is actually traded is money for money. Kenneth Arrow
(1971) points to this fact with respect to commercial insurance. He
describes it as an “exchange of money for money, not money for
something which directly meets needs.” (p. 134.) Since this exchange is
contingent on a certain event, the contract ends up in payment in one
direction only. If the event occurs the insurer pays to the insured more
than the latter has paid, and thus the net-payment becomes money for
nothing. The opposite is true if the event does not occur. In either state
one party pays something for nothing. Only in expected terms that there
is a mutual exchange. Ex post, however, no mutual exchange takes place,
and it becomes a sort of eating wealth for nothing.

This clearly reflects the discrepancy between actual and expected
measures in case of zero-sum games. This discrepancy is closely related
to that between the mean and the median discussed earlier. The
discrepancy arises in case of “outliers,” i.e. outcomes with low likelihood
but large magnitude. It is such cases where gambling arises, and the need
for careful discrimination of types of risk is called for. The zero-sum
measure provides an important landmark in achieving this objective.



Wednesday Seminar 477

Risk and Zero-sum Structure

There are several reasons why a zero-sum market is more risky than a
normal market:

1. Earlier we argued that a zero-sum market does not create additional
wealth to balance the additional risks created through interaction of
agents. This is particularly true when the market is highly leveraged, as it
is the case with respect to derivatives.

2. A zero-sum structure by design is relative: The payoff of one agent
is the negative of the other. Relative payoff makes agents’ behavior
highly sensitive to each other. Consequently, a feedback loop is created
as changes in an agent’s behavior feeds back to itself through the
behavior of others. The positive feedback loop and recursiveness of the
system makes it increasingly nonlinear and thus prone to chaotic
episodes, as several writers have pointed out (Sornette, 2003; Tumpel-
Gugerell, 2003; Mandelbrot and Hudson, 2004; Bennett, 2004).

3. A derivative by design is derived from an underlying asset or
variable. Movements in this variable would register profits for one party
and equal losses to the other. In a zero-sum market, where all
transactions are zero-sum games, any change in relevant economic
variables will necessarily create losses to some parties. The market has
no room for mutual gain and common reward. Since risk is defined in
terms of exposure to loss, a zero-sum market almost by definition
becomes more risky than a normal one.

For example, in a futures market of a certain commodity, any change
in the price of the commodity registers profits to one party and equal
losses to the other. In a salam contract, in contrast, the price is paid in full
in advance. The advanced payment provides the seller the possibility to
utilize it in a manner that could compensate for moderate price increases
of the commodity. On the other hand, since delivery is destined to a
future date, the paid price is lower than the spot price. This discount
provides a cushion for the buyer against moderate price declines.
Therefore, the advanced payment provides a “safety margin” for both
parties against moderate price fluctuations. This is in contrast to
leveraged futures, where any price fluctuations presents a gain to one
party and a loss to the other (al-Suwailem, 1999, pp. 84-85).
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As another example, consider companies that provide their employees
options to buy shares of the company at a predetermined price. Rise in
the share’s price above that given to employees is a gain to the employee
and a cost to the company. However, this cost is utilized as an incentive
to employees, so the final result of the contract is a win-win outcome
(notwithstanding possible misuses of stock options). That is, wealth
created through employee’s effort compensates for the loss arising from
the increase in the share’s price. In contrast, in a call option, any changes
in the price of the underlying will register gains to one party and losses to
the other.

Derivatives deliberately sever wealth-creating activities from risk
management, making them Dby construction zero-sum games. A
derivative contract does not require the creation of wealth that balance
the losses involved. The argument that risk trading promotes value-
creating activities, if true, reinforces the Islamic position, since
integrating the two will not be harmful. The integration would produce
effectively the same result, but provides better incentives to do so.

4. In a zero-sum market all players are in direct conflict. This results
in players taking advantage of each other when economic variables move
unfavorably to some. Thus the likelihood of failure of inflicted players
will rise beyond that determined by exogenous economic forces. This
apparently what happened to LTCM, when investors became aware of
the losses the fund suffered after the crisis of Russian bonds and other
emerging markets in 1998. Traders started betting against LTCM,
causing further losses to the fund. In the words of Partnoy (2003, p. 260):
“Other traders smelled blood at LTCM, and began betting against the
hedge fund, trying to weaken its positions.” LTCM was acting as “bank
of volatility,” and thus suffered “a classic run.” According to Lowenstein
(2000): “It made no difference whether banks were consciously trying to
profit at Long-Term’s expense or merely protecting themselves ... Either
motivation would have produced the same behavior” (p. 174, emphasis
original). The fact that investors while protecting themselves necessarily
attacked LTCM is a characteristic feature of zero-sum games. Since
interests were in direct opposition, the benefit of one party necessarily
implies the harm of the other.
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Together with moral hazard, this shows that incentives react to the
payoff structure in a manner that might distort behavior and thus create
additional layers of risk to the system.

Since the zero-sum structure creates unnecessary risks, it becomes
consistent with a widely held view that gambling is characterized by
involving artificial risks (e.g. Borna and Lowery, 1987; Raines and
Leathers, 1994). The zero-sum structure therefore is a sufficient
condition to consider a certain transaction as gambling regardless of the
tools used to implement it.

Two Measures of Gharar

In the last section we argued that taking risk would be acceptable, in a
real transaction, if success was more likely than failure. A deal that is
more likely to fail is more of a gamble than an investment. It is therefore
a form of gharar. Here we argued that gharar is a predominantly zero-
sum game. That is, we have two measures of gharar:

1. The likelihood measure.
2. The zero-sum measure.

The first is related to individual decisions, while the second is related
to interactive decisions. But how these two measures are related to each
other?

First, note that in a zero-sum game, there is no way that both players
could win with probability greater than 0.5. Suppose that one player is
likely to win with probability 70%. Since it is a zero-sum game, then if
one party wins the other must lose. This means that the other player must
lose with probability 70%. That is, a zero-sum game does not allow
success to be more likely for both players. Thus the zero-sum measure
implies the likelihood measure.

Next, the likelihood measure in principle is more general the zero-
sum measure. To see this, consider an investment decision that has
negligible chances to payoff. For example, a speculator decides to build a
shopping mall in uninhabited area. Although the contract with the
construction agent is a legitimate transaction, in terms of its final
objectives it is a gamble on the side of the speculator. Thus, a legitimate,
real transaction could be used for illegitimate purposes. This shows that
the likelihood measure is broader than the zero-sum measure.
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However, in a competitive economy, such highly risky decisions
would eventually be transformed into zero-sum games. If an investor is
willing to spend money for a highly risky project, then another agent
would step in and offer to take less money in exchange for a higher
return but with low likelihood. Ex ante, both parties are better off, and
thus highly risky projects cannot continue for a long time. Accordingly,
the likelihood measure, while pertain to individual decision-making,
naturally leads to the zero-sum measure.

The two types of gharar might help clarify two widely used, but still
ambiguous, terms: speculation and gambling. We might describe the first
type of gharar as “speculation,” and the second type as “gambling.”
Speculation thus is to use a legitimate contract for highly risky purposes.
It describes a mixed game where the zero-sum outcome is more likely to
obtain. Gambling, on the other hand, implies a stronger connotation, as
both parties are involved in direct conflict or a strictly zero-sum game.
From the above discussion, speculation eventually transforms into
gambling. Further, speculation, in this context, transforms a market of
non-zero-sum contracts to a zero-sum system, like Ponzi or pyramid
schemes.

Value of Risk Management

As point out earlier, hedging is valuable and consistent with Islamic
economic objectives. However, conventional instruments, mainly
derivatives, cannot separate hedging from speculation. They are used
indistinguishably for both purposes, but mostly, 97%, for speculation.
How can we realize the value of hedging and risk management without
incurring the increasing costs of speculation?

From an Islamic perspective, the answer may not be very difficult.
Islamic rules of exchange, being revealed from Allah (s.w.t) and thus
entail His perfect wisdom and knowledge, provide the right framework
for achieving this challenging objective. The general principle, which is a
matter of consensus, is that risk cannot be severed and separated from
real transactions. This will make risk transfer a zero-sum game and thus a
form of eating wealth for nothing, which is strictly and explicitly
prohibited by the Qur’an (e.g. 2:188, 3:29).
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To achieve desirable risk transfer, therefore, we have to utilize
structures that allow for mutual gain, i.e. nonzero-sum games. Such
games, while imply the possibility of a zero-sum outcome, permit a
positive-sum outcome, and thus provide a room for mutual benefits. This
is the general strategy for developing risk management tools that are
consistent with Islamic principles.
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The 2008 and 2011 financial crises are the two acts of the same play.
Both crises have put the current monetary architecture face to face with a
systemic bottleneck. The source of this bottleneck is an architectural

A PRODUCT THAT CAN SAVE A SYSTEM:
Public Capitalization Notes

Armen Papazian®

Abstract. The world's major money printers are in trouble. The
debt-based monetary architecture is going through serious
stress. The recent banking and sovereign debt crises are
systemic symptoms indicating an upcoming and unavoidable
change in money creation methodology. This paper addresses
the key structural challenges of the crisis and proposes a
solution in the form of a new product/channel designed for
money creation that does not require a commensurate debt or
credit increase in the system. Public Capitalization Notes
(PCNs) are profit sharing investment instruments issued or
guaranteed by the government treasury and purchased with
fresh money by the central bank. PCNs are equity-like
instruments with space value for money. PCNs, while
channelling funding to where it is most needed, they facilitate
job creation, employment, income, deposits, and real activity.
Public Capitalization Notes allow the existing system: 1) to
survive through a bypass of its own mechanisms, and 2) to
balance the inadequacies of a purely debt-based model. After
all, the State is the creator of money and a 'sovereign debt crisis'
reveals a system chasing its own tale.

Key Words: Money Creation, Public Debt, Credit, Public
Capitalization Notes, Space Value of Money.

Introduction

issue. Indeed, the world's major money printers are in trouble.
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financial strategy and modelling consultancy. For correspondence, avp@Kkeipr.com.
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After just a year or so from inventing trillions of dollars with their
magic wands, Europe, the United States, and the United Kingdom cannot
get their wands working again. Captive to a science of economics and its
limitations, captive to a model of money creation that is grounded and
founded on debt, captive to the banking industry's agenda and actions,
the existing monetary architecture is facing a serious structural problem.

This paper proposes a solution to the crisis and the systemic
blockages based on the creation and issuance of a new product designed
for money creation, i.e., public capitalization notes.

The Debt Crises and Money Mechanics

Overextended and mismanaged credit and debt were an integral
element of the 2008 banking crisis and the 2011 sovereign crisis. Along
with debt, a plethora of regulatory and oversight issues and high level
policy decisions, or their lack, played a major role in the unfolding
events. From multibillion dollar Ponzi schemes to multibillion dollar
losses, the 2008 crisis led governments to intervene quickly. Bailouts
were orchestrated and quantitative easing was implemented to support
the banks and the system further.

The 2008 crisis led to a significant jump in sovereign debt levels
across the OECD landscape (Tables 1 and 2). From 2008 to 2010 the
increases in deficits and aggregate debt have been phenomenal. Deficit as
a percentage of GDP jumped from -4.8% to -10.8% in the UK in 2009. In
Greece, it jumped from -9.8% to -15.6%. In France, the rate more than
doubled from -3.3% to -7.5%. The minus sign here denotes a deficit. In
terms of aggregate debt levels out of Nominal GDP, the rates speak
clearly of a drastic increase. In France, public debt levels out of GDP
jumped from 77.8% in 2008 to 94.1% in 2010, in the UK from 57% to
82.4%, and in the US, from 71% to 93.6%.

These increases were driven by the crisis, but increases in debt levels
are a chronic feature of the current monetary architecture, and
governments have been building up debt levels over the last many
decades. Indeed debt is the driving mechanism of money creation and
growth in our current model.
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Table-1: General government financial balances

Surplus (+) or deficit (-) as a per cent of nominal GDP
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 | 2010 | 201 201
Ireland 4.8 10 -03 0.4 14 16 2.9 01 -73 -143|-324 }101 -82
United States 15 -06 -40 -50 -44 -33 -22 -29 -63 -11.3]-10.6 {101 -9.1
Greece -37 -44 -48 57 -74 -53 -60 -67 -98 -156|-104 |-75 -65
United Kingdom 37 06 -20 -37 -36 -33 -27 -28 -48 -108|-103 |-87 -7.1
Spain -10 -07 -05 -02 -04 1.0 2.0 19 -42 -111) -92 |-63 -44
Portugal -29 -43 -29 -31 -34 -59 -41 -32 -36 -101} -92 |-59 -45
Japan -76 -63 -80 -79 -62 -67 -16 -24 -22 -87| -81 |-89 -82
Iceland 1.7 -07 -26 -28 0.0 4.9 6.3 54 -135 -100| -78 |-27 -14
France -15 -16 -32 -41 -36 -30 -23 -27 -33 -75| -70 |-56 -46
Australia 04 -05 0.7 1.3 1.0 12 1.3 14 -02 -49| -59 |-28 -14
Slovenia 37 -40 25 -27 -23 -15 -14 -01 -18 -60| -56 |-56 -41
Canada 2.9 07 -01 -01 0.9 15 1.6 1.4 0.0 -55| -55 |-49 -35
Netherlands 20 -03 -21 -32 -18 -083 05 02 05 -55| -53 |-37 -21
Austria -19 -02 -09 -17 -46 -18 -17 -10 -10 -42) -46 |-3.7 -32
Turkey . . . . . . 08 -12 -22 -67] -46 |-33 -3.0
New Zealand 18 15 3.6 3.8 4.1 4.7 5.3 45 04 -26| -46 |-85 -58
ltaly -09 31 -30 -35 -36 -44 -33 -15 -27 -53}] -45 |-39 -26
Belgium -0.1 04 -02 -02 -04 -28 01 -04 -13 -60|] -42 |-36 -28
Germany 13 -28 -36 -40 -38 -33 -16 0.3 01 -30) -33 |-21 -12
Denmark 2.2 12 03 -01 19 5.0 5.0 4.8 33 -28| -29 |-38 -3.0
Finland 68 50 40 23 21 25 39 52 42 -29| -28 |-14 -06
Luxembourg 6.0 6.1 21 05 -11 0.0 14 3.7 3.0 -09} -1.7 |-09 0.0
Sweden 3.6 16 -15 -13 0.4 1.9 2.2 3.6 22 -09| -03 0.3 14
Korea 5.4 4.3 51 0.5 2.7 34 3.9 4.7 30 -11 0.0 0.5 13
Switzerland 01 -01 -12 -17 -18 -0.7 0.8 1.7 2.3 12 0.5 0.6 0.9
Norw ay 154 133 9.2 73 111 151 184 175 191 105 105 J125 119

OECD Economic Outlook, Volume 2011 Issue 1 - No. 89 - © OECD 2011
Table-2: General government gross financial liabilities
Per cent of nominal GDP

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 | 200 | 201 2012
Japan® 135.4 143.7 152.3 158.0 1655 1753 1721 167.0 1741 194.1 |199.7 |212.7 218.7
Greece 1153 118.1 117.6 1123 1148 121.2 1156 1129 116.1 131.6 [147.3 |157.1 159.3
ltaly 121.6 120.8 119.4 116.8 117.3 120.0 117.4 112.8 1152 127.8 |126.8 |129.0 128.4
Iceland 729 750 720 710 645 526 574 533 1020 120.0 |120.2 J121.0 120.2
Portugal 60.2 617 650 668 693 728 776 754 806 93.1 |103.1 |110.8 115.8
Ireland 394 369 352 341 328 326 288 288 496 71.6 [102.4 |120.4 125.6
Belgium' 113.7 1120 1084 1035 985 959 917 881 933 100.5 [100.7 |100.7 100.4
France 656 643 673 714 739 757 709 723 778 89.2 |94.1 ) 97.3 100.0
United States 545 544 568 602 612 614 608 620 71.0 843 |93.6|101.1 107.0
Germany? 604 598 622 654 688 712 693 653 693 764 |870]| 87.3 869
Canada 82.1 827 806 766 726 716 703 665 713 834 |842) 8.9 880
United Kingdom 451 404 408 415 438 464 461 472 570 724 |824) 885 933
Austria 711 721 730 712 708 709 66.6 631 673 726 |786 | 80.0 816
Netherlands 639 594 603 614 619 607 545 515 645 676 |714 ) 743 752
Spain 66.5 619 603 553 534 504 459 421 474 623 |66.1) 73.6 748
Poland 454 437 550 553 548 547 552 517 545 584 |624 | 656 66.3
Finland 525 50.0 49.6 515 515 484 455 414 406 521 |57.4 ) 627 66.1
Denmark 60.4 584 582 566 540 459 412 343 426 524 |555) 571 600
Norw ay 327 316 388 482 510 479 594 574 549 480 |495| 56.1 512
Sweden 643 627 602 593 600 608 539 493 496 520 |49.1) 454 411
Slovenia . 337 348 342 350 339 338 300 297 442 |475)] 529 565
Switzerland 524 512 572 570 579 564 502 468 437 415 |40.2) 387 370
New Zealand 369 349 330 309 282 269 266 257 289 345 |387]| 458 520
Korea® . . 19.2 193 226 246 277 279 296 325 |339] 333 334
Australia 246 218 198 183 165 161 153 142 136 194 | 253 | 293 309
Luxembourg 92 82 84 79 86 76 121 117 164 147 |19.7| 205 239

OECD Economic Outlook, Volume 2011 Issue 1-No. 89 - © OECD 2011
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Money is backed by government debt (Table-3). The Central Banks
print the banknotes and balance the entry in their liabilities with assets
that are mainly government bonds. Money is created by debt and then
grows through credit. Credit, through the fractional banking system,
creates new money. This is achieved by creating new deposits based on
debt agreements and contracts that banks sign with their clients. Thus, at
the creation level and at the expansion level, money is driven by debt and
credit. Growth implies being bigger or larger or more active than
previously. From a monetary perspective, in our current model, growth in
money supply implies growth in debt or credit somewhere in the system

(Figures 1 and 2).

Table-3: Selected components of the Federal Reserve balance sheet, 2009-2011
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The nature of the paperwork and or electronic communication that
happens between the central bank and the government, i.e., the real and
accounting exchange of banknotes for government bonds, is the key
structural issue that must be addressed. Indeed, as it is discussed and
proposed here, this equation must be transformed to allow governments
to inject new money without additional debt. This is the systemic

bottleneck that we are living today.

Figure-1: Money Creation and Expansion
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Figure-2: Notes, GDP and Money Stock

Source: Bank of England, 08/2011
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When governments change their policy from quantitative easing and
bailouts to austerity measures, they reveal a very worrying confusion
regarding the source of money. Why was money so easily creatable when
the banks were failing not long ago, and why is it so hard now?

The causes are systemic. Having just printed billions of debt and
money, governments are now being threatened with market access and
higher cost of capital for their bonds. Governments are being required to
tighten budgets, reduce deficits, and cut debt in the middle of a fragile
economic recovery, if the claw back can be described as a recovery. With
high unemployment rates, hardly impressive real GDP figures (Table-4),
and a series of social issues, governments are in the process of buying
into market pressure.

Table-4: Real GDP
Percentage change from previous year

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 | 2000 |20m 2012
Greece 45 42 34 59 44 23 52 43 10 -20|-45 |29 06
Iceland 43 39 01 24 77 75 46 60 14 -69 |-35 |22 29
Ireland 97 57 66 44 46 60 53 56 -36 -76|-1.0 |00 23
Spain 50 36 27 31 33 36 40 36 09 -37|-01 |09 16
Norw ay 33 20 15 10 39 27 23 27 08 -14|04 |25 30
Slovenia 44 28 40 28 43 45 59 69 37 -81 | 12 |18 2.6
United Kingdom 39 25 21 28 30 22 28 27 -01 -49| 13 |14 18
Portugal 39 20 07 -09 16 08 14 24 00 -25| 13 |21 -15
France 41 18 11 11 23 20 24 23 01 27|14 |22 21
Netherlands 39 19 01 03 22 20 34 39 19 -39 18 |23 19
Denmark 35 07 05 04 23 24 34 16 -11 52|21 |19 21
Belgium 38 07 14 08 31 20 27 28 08 -27 |21 |24 20
Austria 33 05 16 07 26 28 35 37 22 -39 | 21 |29 21
New Zealand 37 25 46 44 41 32 20 34 -07 00|25 |08 41
Switzerland 36 12 04 -02 25 26 36 36 19 -19| 26 |27 25
Australia 34 27 39 36 33 34 25 47 24 14|26 |29 45
United States 41 11 18 25 36 31 27 19 00 26|29 |26 31
Finland 53 22 17 21 41 30 44 53 10 -83 |31 |38 28
Canada 52 18 29 19 31 30 28 22 05 -25|31 |30 28
Estonia 100 75 79 76 72 94 106 69 -51 -139 | 31 |59 47
Germany 35 14 00 -02 07 09 36 28 07 -4.7 | 35 |34 25
Luxembourg 84 25 41 15 44 54 50 66 14 -36|]35 |32 39
Japan 29 02 03 14 27 19 20 24 -12 -63| 40 |09 22
Chile 46 34 21 37 59 56 49 49 32 -15|51 |65 51
Sweden 46 14 25 25 37 31 46 34 -08 -53|53 |45 31
Mexico 60 -09 01 14 40 32 52 32 15 -61 |55 |44 38
Korea 88 40 72 28 46 40 52 51 23 03|62 |46 45
Turkey 68 -57 62 53 94 84 69 47 07 -48| 89 |65 53

OECD Economic Outlook, Volume 2011 Issue 1 - No. 89 - © OECD 2011
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Figure-3: Who owns UK government Gilts

Who owns gilts?
£m holdings on 30 September 2009
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Given that a large chunk of government debt is owned by banks and
other financial institutions (Figure-3), the market is trading government
bonds and keeping governments hostage to its investment criteria. By
choosing to hold a government bond, or not, banks and financial
institutions influence the policies of governments when it comes to
deficit financing and borrowing costs. Credit Default Swaps and buy-side
demand are powerful tools that keep governments on their toes when it
comes to capital market access.

Figure-4: Act 1 and 2 of the Crisis: Yielding to Banks
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The paradoxical sequencing of bailouts, quantitative easing and
austerity measures reveals how governments ended up doing what the
banks wanted and needed in both stages of the crisis. In the first act
banks were too big to fail and had to be rescued, except Lehman Brothers
for some reason, in the second act, they needed to be convinced to hold
government debt with tighter budgets and deficit reduction plans,
because cutting deficits is the sustainable approach in the current model
of debt-based money creation.

As such, deficit reduction is the appropriate target for policy makers
in the current model. The issue, however, is the state of the economy and
the levels of projected activity. How can we cut debt and deficits when
the economy is still struggling out of a recent crisis, unemployment is
high, and growth is at risk? The timing of the austerity measures is due to
the fact that the 2008 crisis already pushed public debt levels much
higher, breaching 100% of nominal GDP for many OECD countries.

A serious problem arises when the economy needs more money to get
out of a recession, but government debt levels are already high enough
and the market is concerned with sovereign defaults. Central banks can
always purchase existing government bonds from the banks, as done
through quantitative easing, but the new injection must become credit to
have any real impact on economic activity. This has been proven to be
helpful to save the banks, but not to stimulate growth in already
overleveraged economies.

The results of austerity policies have already been demonstrated in
Greece. Budget cuts had a negative impact on aggregate expenditure and
income, reinforcing the recession and thus reducing tax revenues and
failing the very purpose of the policy. Although tax evasion seems to be a
key challenge in Greece, the decline in tax revenues in 2011 is indicative
of how fruitless the policy trend is because expenditure declines lead to
further decline in income and thus tax revenues, making effective deficit
reduction almost impossible.

The upcoming recapitalisation of European Banks and the Greek
haircut shift the debt burden, they do not eliminate the issues. Moreover,
increasing the size of the European Financial Stability Facility (EFSF)
through some form of leverage, pending details and implementation, will
eventually ensure there is enough buying power to support banks and
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governments, but it will be a long way before these policy actions create
more jobs. Meanwhile, austerity measures reduce expenditure and
income, further increasing the risks of contraction.

Similarly, the recent quantitative easing announced by the Bank of
England consists in purchasing covered bonds, which provides fresh
capital to the banks and the financial institutions. The issue and key
systemic bottleneck remains: for the new injection to have any real
economy impact it must be lent out by the banks. In the UK, under
current circumstances, in an overleveraged economy with declining
trends in business lending, and increasing regulatory requirements, the
real activity impact of such an injection will be minimal in the
foreseeable future.

This paradoxical situation has its solution in the monetary
architecture behind money creation. We need to reform the existing
central bank/government debt-based relationship by adding a parallel
channel of money creation and injection, through Public Capitalization
Notes (PCNs). PCNs will allow the injection of fresh money into the
system without adding government debt, and will simultaneously support
income, deposits, new investment, and real activity, while creating jobs
and opportunities.

The breakthroughs that human science and imagination have achieved
in technology and telecommunications have been thanks to a
fundamental open attitude towards invention and mastering new ways of
doing things better. In Economics, we need to approach the debt-based
system with similar openness to identify the structural innovations
required to address the current bottleneck.

Money Mechanics and Public Capitalization Notes

When human institutional organization is the ultimate source of
money, why is it that the securities used by central banks to back
currency issuance are debt instruments? while they could, in principle, be
anything we find appropriate. Indeed, it is quite absurd to witness a
money inventor inventing a system that enslaves itself to debt. The
inventor must invent a system based on a principle of

wealth, which happens to serve the inventor's original
purpose far better. ~
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The solution we need right now, to be real and effective, must have a
positive and immediate impact on employment, investment, income, and
deposits, and finally, must not increase the debt exposure of
governments.

| believe that the solution rests in designing and issuing a new
financial instrument, which | call Public Capitalization Note, and using it
for monetization purposes. Public Capitalization Notes are designed as
profit sharing instruments attached to real economic projects in different
industries, whereby the Central Bank and the Government jointly
undertake an investment in the very fabric of society. Using such an
instrument for monetization implies that the government treasury issues
Public Capitalization Notes (PCNs) and the Central Bank Purchases them
directly with fresh money.

The monetary and real impact of such an instrument used for money
creation would be very direct and strong on income, expenditure,
employment, bank deposits, capital formation, and real productive
activity.

Using PCNs for monetization purposes is equivalent to adding a
money creation channel that allows the injection of money into the
system without any debt. PCNs introduce equity-like monetization.
Equity-like refers to the nature of rights and obligations exchanged
between the central bank and the government, and
not to public or private shares or stocks of any kind.
PCNs introduce the logic of investment and
ownership as they are profit sharing instruments and
are aimed at building and improving the
socioeconomic structures of society.

Indeed, equity-like monetization could be a key concept that can help
governments deal with high levels of public debt, like in the US, Japan,
Europe, the UK and elsewhere in the world. Indeed, the use of Public
Capitalization Notes between the treasury and the central bank is
equivalent to a symbiotic merger of monetary and fiscal policy. Adding a
new channel of money creation and injection to the current debt-based
system would allow the states in crisis to inject new money without
adding more debt to their exposure.
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Equity-like monetization allows human societies to print and manage
their monies (which they already do) in a logic of existence and
ownership, rather than a logic of survival and debt. Given that we are
creating money through an institutional arrangement between
governments and central banks, optimizing the nature and basis of money
creation would exponentially multiply what we can achieve in terms of
prosperity.

Equity-like monetization is a viable solution and is also compatible
with the principles of Islamic finance. The nature of authentic Islamic
finance lends itself to such a transformation. Indeed, the financial
engineering principles behind Public Capitalization Notes are principles
commonly used in Islamic Finance, i.e., risk sharing, profit potential, no
interest, real assets and real activity.

Moreover, PCNs have no more impact on inflation than standard
bonds. Inflation relates to the quantity of money injected, not the method
of money injection. Indeed, if there is to be a QE3, for it to have a direct
impact, it must be done via Public Capitalization Notes. At this point, it
really does not matter if banks have more money or not. QE3 must have a
direct impact on aggregate income to ensure the fragile recovery does not
end up as another unprecedented recession. QE3 must be spent in the
economy to become immediate income.

Interestingly, the Bank of England Issue Department does actually
implement a mechanism that allows it to back its banknotes with what it
calls a "Deposit with Banking Department™ on its asset side of the
balance sheet. Indeed, in 2010, the Issue Department and the Banking
Department of the Bank of England were inventing more than 50% of
the British Pounds in circulation through an internal deposit (Table-5).
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Table-5: Bank of England Issue Department Balance Sheet 2010

Assets (Em) Liabilities (Em)
Securities of, or guaranteed by, British 5,679 Notes issued 50,220
Government

Other Assets, Including those acquired 44,541
under reverse repurchase agreements

Deposit with Banking Department 26,655

Reverse repurchase agreements 17,886

Total Assets 50,220 Total Liabilities 50,220

If money can be backed by a deposit in the other branch of the same
bank (BOE), then it sure can be backed by Public Capitalization Notes
that have a direct impact on the economy. The struggling advanced
economies need a systemic breakthrough in order to transform the
current equation once and for all. This is particularly urgent given the
paradoxical sequencing of bailouts, quantitative easing, and austerity
measures. We cannot possibly think that we are going to achieve more
growth with less money.

Instead of backing money with Public Debt, which is untenable
without ever increasing debt levels, we could also back it with Public
Investments, i.e., wealth.

To resolve the crisis effectively and fundamentally, the debt-based
monetary architecture must be complemented with a channel of money
creation that does not add more debt to the system. and creates income
without depending on bank credit.

Public Capitalization Notes: Structure and Impact

If the existing money creation equation were to be transformed to
include non-debt injections through Public Capitalization Notes,
governments will not be in such a crisis to cut deficits and adopt austerity
measures. This is so because they would have the option to inject money
via debt or investment. If they cannot afford more debt, then the right
choice would be to inject new money via investment instruments such as
PCNs.
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The name and actual legal structure of the proposed instrument here
can be debated and altered as necessary in different jurisdictions and by
different governments. Moreover, many changes and additions,
variations and complexities can be introduced into such instruments. | do
not intend to turn this paper into a financial engineering exercise, and |
leave term sheets for a later opportunity. Instead, | describe the key
features that such notes must have, and how they could be introduced.

Figure-5: Public Capitalization Notes

Issues PUBLIC Purchases Central
Treasury 5 CAPITALIZATION ¢ Bank
NOTES

To Finance Projects
With Real Assets

Project Ownership
Perpetual Rights to Profits
Based on % of Capital Provided

Central Bank and Government Share the Risks of Macroeconomic Management

Healthcare Real Estate Infrastructure Education Commodities Land

Public Capitalization Notes are profit sharing instruments that are
issued by the government treasury, or guaranteed by the treasury, and
aim at funding a public investment in a specific industry (Figure-5).

A real project hiring real people and real assets and creating new
opportunities. Through PCNSs, central banks and governments will earn a
return when the underlying project earns a return.

All sectors of the economy that need a boost to overcome the debt-
lock can be supported with real spending, subject to a project
management entity being created to administer and manage the funds and
bring the projects to execution.

Public Capitalization Notes (PCNs) will have to be issued by the
government treasury, and offered for sale to the country’s Central Bank.
In other words, unlike government bonds which are bought and traded by
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commercial banks and other financial institutions, PCNs will be available
for purchase only for the Central Bank. Naturally, they will have to be in
domestic currency, the currency printed and managed by the central
bank.

PCNs can be used in parallel to government bonds. The key issue is
to allow money injection into the system without additional government
debt. This does not mean that all existing government bonds have to be
replaced with PCNs. Indeed, existing bonds and new ones could still be
issued by governments. For countries who have amassed huge amounts
of public debt, this could be an appropriate mechanism to stop or slow
down debt accumulation.

A PCN execution platform can coexist with the existing government
bond market. Indeed, the structural work involved only complements the
debt based system, does not replace it (Table-6).

Table-6: Government Bonds and Public Capitalization Notes

PUBLIC GOVERNMENT
CAPITALIZATION Can Coexist BONDS
NOTES
* PCN Execution Platform * “Risk Free Rate”
* Public Private Partnerships * Yield Curve
* Regulatory Oversight * Fixed Income Investment
* Project Planning * Reference

PCNs allow direct and immediate impact on real activity without more debt.
Over time PCNs could replace a significant % of Government Bonds.

Public Capitalization Notes as described in Figure-6 have a direct
impact on private and corporate income because the execution of the
project will inject new money into households, businesses, industries and
banks. The government agency that is responsible of the project
management of PCN generated funds, must subcontract the business to
private enterprise while ensuring job creation and employment
generation are achieved.
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Figure-6: Public Capitalization Notes: Project Execution
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Public Capitalization Notes allow the government and the central
bank to fund and execute new projects in real industries with fresh new
money. By doing so, the new money injection has a direct impact on
employment, investment, consumption, tax revenues, and deposits. In
turn, they allow improvements in welfare expenditure, capital formation,
corporate revenues, budgets, and banking assets (Figure-7).
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The impact of PCNs is both monetary and real as the injected money
is being introduced as income first. By the fact that PCNs involve direct
expenditure, they engage real assets and people early on.

PCNs can be a channel of money injection that ensures an immediate
space value to the injected monetary stimulus without adding debt.

Many economists and industry experts might wonder about the
inflationary impact of PCNs. It must be stated that such pressures could
result if excessive injections are undertaken. However, this is also the
case with bonds. Thus, the change in the method of injection should not
by itself be an additional concern. It should be noted however that PCNs
will have a faster and more direct impact on income and thus
consumption and investment. As such, the price impact of a PCN driven
money injection could have a much shorter time lag.

When used for monetization purposes PCNs allow and lead to a
fundamental reform in modern money mechanics while simultaneously
addressing the paradox of 'Public Debt.” Indeed, by stimulating the
economy without additional debt, PCNs generate the activity levels and
tax revenues required to pay down public debt levels.

When money is created via debt and wealth-based instruments, when
government and central bank share the ownership of projects aimed at
supporting the very fabric of the economy, taxes can be reduced over
time to become fairer and more manageable. High taxation is a side
effect of the debt-based monetary architecture and can be dealt with
through the implementation of PCNs.

Using PCNs as a monetary tool transforms the role of Central Banks
without compromising their political independence. Indeed, central banks
will be able to have a greater say in how the invented money is spent and
where. After all, political independence should not absolve central banks
from their socioeconomic responsibilities.

PCNs and Space Value of Money

Across the theory and practice of finance and financial valuation, the
two most important principles used to value instruments and investments
are Time Value of Money and Risk and Return. This is a textbook fact,
and is also true about theoretical and applied financial valuation models.
| have elsewhere proposed the concept of Space Value of Money as the
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missing yardstick. This concept is relevant because it is one of the
principles upon which Public Capitalization Notes are structured.

An investment project of whatever nature has space value of money
when it has an impact on the physical space and its inhabitants. Such a
project or instrument achieves its earnings by using, alongside time and
capital, real people and real assets. The real activity involved gives the
project or instrument a community impact that would otherwise be absent
if the earned return was to be interest on time and capital alone. Space
value of money is the aggregate real asset impact of a project or
instrument.

Space value of money does not replace the principle of time value of
money. It comes to compliment its basic proposition of time value with
space value. Indeed, time-space is a more complete representation of our
reality than time alone. Moreover, taking into account time and space
parameters is bound to make us more relevant to our current moment.

The space value of money impact of a project can be derived via a
detailed scrutiny of a number of factors. The real assets used in an
investment, the nature of the assets, and the type of engagement used for
their utilization are crucial variables that determine the eventual space
impact of a project.

Space Value of Money is a crucial valuation principle especially for
governments. Individual and private investors may be indifferent to the
space impact of their investments as long as the discounted time value
and percentage return is appropriate to their assessment of risk, whatever
the nature of the risks. Governments, on the other hand, as public
servants, have the responsibility to ensure their investments have an
impact on people and activity from micro and macro perspectives.

A conventional bond can also finance real projects. In other words,
the above discussion does not ignore the fact that bonds could also have a
space value indirectly through the projects and types of spending they
finance. There is a distinction, however, as bonds may also be used to
finance other bonds, and other non-physical investments. An instrument
that has space value of money is embedded in the real economy by
design. Public Capitalization Notes have space value for money because
they engage people, businesses, and banks to administer and execute
public projects financed directly by the Central Bank.
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Interestingly, the principle of banning interest within Islamic finance
is based on the idea of having more than just time and capital in the
cooking pot, i.e., involve real people and real activity.

Conclusion
Money is the result of an institutional arrangement derived through a
specific relationship between the two major arms of the state, i.e., the
central bank and the government. Given that the state is the ultimate
source of money, and therefore by extrapolation the ultimate source of
credit, it is interesting to observe the system chasing its own tale.

To date, the equation through which money is created and injected
into an economy is a debt-based equation. | suggest in this paper that
indeed, this relationship could be complemented with an equity-like
dimension.

Equity-like is defined not in terms of share ownership, but rather in
terms of the nature of cash-flows and commitments that are exchanged
between the government and the central bank. The new equation would
allow central banks to capitalize governments rather than lend to
governments. Naturally, this change boils down to a change in the
instruments used to back local currency issuance, which are also used to
inject new money in an economy.

| propose the basic features of an instrument that could be used for
such a purpose: Public Capitalization Notes. PCNs are project -based
and profit-sharing instruments that have to be issued by treasuries, and
offered for sale to central banks. They could be used in parallel to
government bonds. They could be of different maturities, including
perpetuity. They would be structured as dividend paying notes where
payment is not based on a predetermined fixed interest rate, but a
discretionary dividend paid when real projects earn a return. This is very
important in order to ensure that the new instruments are not debt or
debt-like instruments — thus transforming the underlying equation behind
money creation.

Public Capitalization Notes when used to inject new money into the
economy open the door to a whole new chapter in value and money
creation. States could indeed print what they need to print, but based on a
principle of investment rather than debt. We can, should, and deserve to
imagine a wealth-based system.
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The only true challenge that a transformed and healthier financial
architecture faces is our ability and willingness to think and implement a
better system.

Data Sources

US Federal Reserve, Bank of England, OECD, UK Office of National
Statistics.
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Praise be to Allah the Cherisher and Sustainer of the Worlds. Blessings
and salutations be to His Prophet Mohammed, his family and all his
companions.

1. Introductory remarks

By way of introduction, we have to say a few words about Islamic
finance before we delve into the subject of Sukuk.

The core of the financial sector, Islamic and otherwise, is the function
of intermediation. It happened that individuals, corporate and
government can’t perfectly match their income with their spending.
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Hence, there is always those who have more money than they need now
and those who need more money than they have now. Everyone will be
happier if resources were pooled, whereby those who have more than
they need now can make that surplus available to them who need it now.

Since they invented money, humans realized that by being a store of
value money can also facilitate this process of intermediation.

Because money is essentially an “order” on real assets, the existence
of an efficient system for savings and investment the real factors of
production becomes more efficient. They work more.

Intermediation came a long way from the simple wheat silos of
ancient Egyptians to Wall Street’s commercial and investment banking.
The basic idea, however, remains the same. It is simply making savings
ready for investment in an efficient manner.

None of the above is contrary to Shari'ah (Shari'ah being Islamic
Law). In fact we should use more affirmative language by saying it is
desirable from Shari'ah point of view.

There are many indications, even in the Quran itself, to this end. The
Quranic firm prohibition of hoarding money when money was gold and
silver coins (intrinsic value) clearly leads to fostering a more liquid
economy, and thus a more productive real sector.

What is objectionable from Shari'ah point of view is the modus
operandi in contemporary finance. Within the western approach to
financial intermediation the contract of “loan” is the foundation of the
process of moving savings to investment.

Individuals lend their savings to banks who in turn lend them to users
of funds. They charge interest and pay savers some of that. Alternatively,
corporate and governments can cut the middle man and go directly to
borrow from savers by issuing papers in the market thus paying less and
giving more to savers. But it is simply a contractual arrangement: money
for money with interest as a consideration.

This is where the conflict arise. In Islamic setting money (i.e. the
medium of exchange) must remain a medium of exchange. It can’t by
itself be a profit generating asset. It is only when it is used against a real
asset or service that return can be made. There is nothing un Islamic with
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the contract of loan except for the fact that profit can’t be made in the
context of borrowing and lending money. Thus it remains a tool for
benevolent and charitable purposes. For investment other contractual
arrangements are used.

Two things are now apparent. One is economic and other is legalistic.

Number one

From an economic point of view it is clear that a restriction of this
nature means that the dichotomy between the real sector and the financial
sector will be suppressed in a fully functioning Islamic economy. It is
only when you allow what we call in the Shari'ah jargon “money for
money” transaction as a profit generating arrangements that such
dichotomy becomes robust.

This is not confined to giving $1000 today to contractually receive
$1050 a year from today. In fact the whole debt and money market
machinery are nothing but examples of this money for money enterprise.

It has always been assumed by Islamic economists that a dichotomy
between real and monetary sector is a bad thing, and that one of the
superiority features of the Islamic system is that both real and monetary
sectors are interlinked by the fact that Islamic law of contract does not
allow the creation of pure inter-temporal monetary transaction for
commercial purposes. When money is exchanged a real “thing” must also
changes hands. I don’t know of any serious research on this particular
point. It remains, therefore, that the ill effect of a dichotomy between the
real and monetary sectors are not very obvious, except for the fact that
such dichotomy causes trade cycles in capitalist system.

Many experts believe that, at the core of the current financial crises a
process they termed the “financialization of the economy”; whereby the
financial sector start sucking all the investable funds into a limitless
“money for money” bubbles by offering an ever increasing rate of returns
which is a mere book entry. Returns that are not supported by real sector
productivity. It is claimed that this process, which brought havoc to
world economy, started in the U.S. Circa 1970. The roots of this lies
down in the financial sector insane expansion while the real sector
shrinks because it can’t match the rates of return on investment generated
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to savers from debt trading and derivatives, and thus can’t compete for
investable funds'®.

Number Two

From Shari‘ah perspective, deciding if a transaction is permissible or
otherwise is based on the contractual relationships between the parties
involved. Therefore, the legalistic aspect and point of view becomes
essential.

Thus the outcome of sale contract involving a commodity against a
deferred price with a mark-up for the deferment of the price may not look
exceedingly different from an interest based loan from economic point of
view. But vis the contractual relationship, i.e. legalistic, they certainly are
not the same.

The main challenge in modern Islamic finance is how to design
financial products that can deliver the same economic outcome of the
conventional (non Islamic) products but only within the Shari‘ah
permissibility. Because the basic function of financial intermediation is
not contrary to Shari‘ah (only the means that is questionable) all we need
to do is to design contractual arrangements that are Shari'ah approved
bearing comparable level of risk and reward compared to the
conventional, yet with the rules of contract of Shari'ah. Sukuk is a good
case in point.

2. Sukuk

We are all familiar with bonds (of all types) or what is sometimes
called fixed income securities. Those are important papers because they
meet the needs of issuers and investors. For investors a paper that
compared to the alternative (time deposit, equity...) have its advantages.
We will not go over why fixed income securities constitute the bulk of
the investment market, suffice it to say that we need something similar to
bonds in the Islamic sphere.

(1) Nothing exemplify this more than the fact that for years GM and Ford Motor
companies were generating most of their income from finance not car production to
the point that some commentators described GM as a “Bank” making cars.
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What is Sukuk

“Sukuk is the plural of the Arabic word “SUK” which means in
classical Arabic: a certificate evidencing financial obligation. Modern
Sukuk can be defined as:

Tradable certificates that offer predictable return at relatively lower
risk.

There are those who refer to Sukuk as Islamic bonds. This is not
correct. Bonds are debt instruments creating lender-borrower contractual
relationship. They are interest based. They guarantee the payment of a
coupon as well as principal at maturity.

Sukuk represent an undivided ownership in an income generating
asset.

Therefore, from legalistic point of view Sukuk are different from
bonds. They represent ownership of assets and their income is generated
from that asset. They include the commercial risks embedded in the
assets. However, it is quite obvious that Sukuk are designed to have a
similar risk of the bonds and behave in the market in a similar way. There
is nothing in Shari'ah against managing risks as long as such
management doesn’t included an non Islamic procedures. Nor that a
paper that behaves in the market in a manner similar to conventional
fixed income securities, would be prohibited just for this reason.

The legal setting of Sukuk

Sukuk are certainly the product of Muslims desire to have a Shari'ah
based paper. However, the fact of the matter is that most Sukuk were
issued under common law though abiding by Shari‘ah. There are reasons
for this:

i) There is a similarity between Shari‘ah and common law in that they
both provide a wider freedom to contract and place the will of the
parties supreme.

i) Because the majority of Sukuk were issued in common law
countries such as Malaysia.
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iii) Because courts of England are the choice in this area of world for
dispute settlement in financial agreements for well known reasons like
efficiently and high qualification judges.

It is only natural, therefore, to design Sukuk in line with the basic
tenants of common law, so that courts of England can be even more
expedient.

iv)Last but clearly not least is that law offices of Anglo-American
origin are the most active in the Islamic banking business and
naturally they are experts in common law.

Sukuk benefitted from the standard asset securitization structure
which was, again, born and groomed in a common law environment.

The standard Sukuk issuance program include basic elements which
are now standard and were drawn from the securitization book. For
example:

- The Trust or Special Purpose Vehicle (SPV).
- Separating title from beneficial (or equitable) ownership.

Challenges in issuing Sukuks under civil law

It is now apparent that Sukuk involves the ownership by Sukuk
holders of an income generating real asset. In ljarah Sukuk for example
the real estate or equipment that generates income must be owned by
Sukuk holders. This ownership can only be effected through a true sale
contract. If we are to go into the standard procedures of sale and
ownership registration this makes the process extremely costly and may
not be attractive to both issuers and investors. This is because it will
involve stamp duty, other taxes and costly registration problems.

Worse yet, since Sukuk holders interest in these assets is not
permanent, a second round of the same costly and complicated
procedures render the Sukuk issuance infeasible. However, through the
separation of title from beneficial ownership, none of the above will be
much of consequence.

Although the basic idea of such separation finds its lineages in
English law, there is nothing contrary to Shari‘ah in such conception.
When it comes to contracts the basic Shari'ah rule is that what really
counts in contracts is fact and reality. Therefore, if an offer and
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acceptance results in transfer of ownership that can be enforced in a court
of law, Shari'ah requirements are satisfied. This is fulfilled in the
common law set-up of separating title from beneficial ownership.

Under French law (civil law) ownership includes rights of use (usus),
and enjoy (fructus) and right to dispose (absus). However, ownership
right can only be held by one person. Attempts to issue Sukuk in France
against leased assets came up against this stumbling block. No Shari‘ah
approval can be granted without transfer of ownerships that is
enforceable in courts. This is not achievable under French law.

In the absence of trust law, the current structure of Sukuk issuance
may not be conceivable.

3. The basic structure of Sukuk

In the basic structure of Sukuk we have the issuer where a corporate
of a sovereign entity, this is the party that needs finance and would
alternatively borrow on interest basis. Then we have the manager who is
usually an investment bank making all the arrangements especially being
an agent for Sukuk holders. We will also have the trust or special purpose
vehicle (SPV) whichever is available within the going legal
infrastructure.

The agent will receive the proceeds from Sukuk holders and act on
behalf of them to enter into a contract with the issuer. If we are talking
about ljarah Sukuk, then he will purchase an asset from the issuer, such
as a building and lease it back to him with a promise to sell at end of
contract. The building is now owned by the Sukuk holders and the
coupon generated from the rentals.

A Mudarabah Sukuk holder advances the capital of the Mudarabah to
the manager who will enter into a Mudarabah contract with issuer who
will become the Mudarib. Mudarabah is a profit sharing partnership
between financier and manager. If such funds are to be utilized in a
separate project this will be pure equity. However, it is more interesting
if Mudarabah capital is commingled with the rest of assets of this
corporation and used in its operations. To apply the rules of Mudarabah
we at the end of the year, have to see if value is created over and above
the day one value of the company, then this is profit in the meaning of
Shari'ah which must be shared in accordance with the ratio agreed upon
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in the Mudarabah agreement. If the corporation loses money, the
Mudarabah Sukuk holders will get no profit. However, they will not lose
their capital except when all the equity of the company is wiped out.
Since the Mudarib is the legal person, loss will eat in the Mudarabah
capital only if equity of the corporation is wiped out. This gives the
Sukuk holders a position in the capital structure of the corporation not too
different from the position of conventional bond holders thus creating the
low risk features of the Sukuk without the purchase undertaking. We saw
in the ljarah Sukuk.

4. Some milestone Sukuks

As we can see sukuks are still evolving. In the following | am going
to briefly highlight some of the sukuks that, in my view, represent a
milestone in the brief annals of Sukuk.

i- Government of Bahrain Sukuk

In the year 2001 the first Sukuk were issued by the government of
Bahrain. The government sold parts of the Manama Airport to an SPV
which represent the Sukuk holders, which in turn leased the same back to
the government of Bahrain. The sale price was paid cash, while lease
payments were made semi annually. The lease contract included a
promise (undertaking) to buy-back these assets at the same sale price, as
well as a promise to purchase issued by the lessee (i.e. government of
Bahrain). Although the above structure was approved by a Shari'ah
committee, some members of that Shari'ah committee took exception to
some aspects of those sukuks. Until, today this undertaking to buy back at
the same sale price(which is actually the face value of the Sukuk) present
a point of debate. Many Shari'ah scholars will not approve a structure
with such reciprocal undertaking.

i) SABIC Sukuk

The first Saudi Sukuk were issued by the Saudi Basic Industries Corp
(SABIC). SABIC is a holding company, which holds a dozen
subsidiaries each is a world class petrochemical vendor. However, none
of them has the right to directly market its products. This is held by
SABIC. Subsidiaries as JV’s with major multinational petrochemical
companies. That “right” to market which is sealed long term agreements
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with these subsidiaries, was the asset on which Sukuk were issued.
Hence, the SPV purchased this right from SABIC for cash and appointed
SABIC as agent to manage the right, i.e. to render the marketing service
to the subsidiaries for a fee. Evaluating this right was quite a challenge,
but through the engagement of several auditing firms, a fair price was
reached. To avoid the disputed point of purchase undertaking, the term
was made to be 20 years with an option to retire after each five years, at
the discretion of Sukuk holders. The promise to purchase is never a the
same sale price.

SABIC made 3 successful issues of Sukuk on the same structure.

iii) Mobily Sukuk

Mobily is the holder of the second GSM license in Saudi Arabia. To
issue Sukuk you need an asset to sell to Sukuk holders. In its early days
the only asset it has is the license itself. Legal councils confirmed that the
terms of the concession doesn’t allow such sale.

The company offered to sell “airtime”. Therefore SPV representing
the Sukuk holders purchased airtime from Mobily and appointed Mobily
as agent to sell the same to its customers. This structure became a
standard for telephony companies in many Muslim countries.

v) Saudi Hollandi Sukuk

Saudi Hollandi is a JV bank in Saudi Arabia. Most of the bank
activities are done Islamically. They wanted to issue Sukuk that can
qualify as tier two capital for the bank. They ended up with the following
design which was approved by their Shari‘ah board.

The bank will issue Sukuk Mudarabah. Mudarabah is a form of
partnership between a financier and a manager (or entrepreneur) who
provides management and share in the profit generated. The bank has
already built a sizable portfolio of Islamic assets generated from sale (on
installment basis) and leasing of cars and houses.

Though they were called Sukuk Al-Mudarabah they actually involve
both a contract of Mudarabah where SHB is the mudarib (manager) and
a contract of Musharakah where SHB and Sukuk holders shares in the
ownership of a portfolio consisting of the assets already created and the
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ones that are going to be created using the proceeds of the Sukuk. Profits
generated in the pool are firstly divided into two parts one for SHB as co-
owner of the pool and the other to Sukuk holders prorata to shares in the
pool. Then the Sukuk holders portion of profit will then be also divided
into two portions one for SHB as manager and the other belongs to the
Sukuk holders.

vi) Aljazirah Sukuk

Rating is very important for Sukuk. Most investors rely completely,
when it comes to making sure about the quality of any paper, on rating
agencies.

While theoretically it is possible to rate any paper effectively, rating
agencies only rate credit risk, i.e. the likelihood of an obligor (borrower)
meeting his obligation to pay principal and coupon.

Islamic Sukuk faced a problem because as ljarah, Mudarabah or
Musharakah Sukuk are suppose to represent ownership of an asset not a
“loan”.

For Sukuk alijarah, the undertaking to purchase which is issued by
the issuer (as lessee) approximate an obligation that relies on the credit
worthiness of the obligor. It can be rated.

This innovation structure done by bank Aljazirah, leads itself to credit
rating in a way not too different from conventional bonds.

From Shari'ah point of view creating a debt obligation via a
commodity sale contract where price is deferred or paid on installment
basis is not objectionable. However, with such thing is done through
Sukuk that traded in the market problems arises. This because trading a
paper that represent a debt obligation (receivables) is prohibited and
considered “usurious”.

However, wealth a paper boils down to a debt obligation or represent
a real asset (like ownership or real estate or machinery) depends on what
the paper actually represent. In Shari'ah, there is an established maxim
which says that “rule is based on the majority not minority”. So when
two things are mixed and they are both “Halal” but the rule change due
to the mixing then the judgment depends on the majority.
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Therefore, if we have a pool or real and financial assets represented
by a paper and we want it to be traded we look, based on the first
component, it can be traded but based on the second, it can’t.

The judgment, however, will be based on majority. If the real asset
represent 51% or more, then the real asset rule will apply. In this
Aljazirah structure, a pool consisting of 51% or more leased autos and
houses and 49% a Murabaha (deferred payment sale contract) creating a
receivable equal to 49% or less of the face value of the Sukuk.

The interesting thing is that the profit in this Murabaha is calculated
in such a way that at maturity, the issuer is obliged to pay an amount
equal to 100% of the face value. Hence, the Sukuk starts as non-debt but
end up so. Thus, a credit rating will be most fitting.

5. Sukuk facts

Some useful current statistics:
1) Geographical distribution of issues:

- Malaysia 31.6%
- Cayman Island 10%
- Indonesia 3.7%
- Saudi Arabia 2.9%
- Qatar 2.1%
- United Arab Emirates 1.3%

2) Listing of Sukuk:

- Bourse Malaysia 27.4%

- London Stock Exchange 20.6%

- Luxembourg 2.5%
3) Local / non local:

- Domestic Sukuk 86%

- Global Sukuk 14%
4) Issuers:

- Sovereign 75%

- Corporate 15%

- Quazi Sovereign 10%
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5) Top Lead Managers:
i) Deutsche Bank.
ii) AM Merchant
iii) HSBC Amanah
iv) CIMB
v) Citi Islamic Investment Bank

6) Investors:

- Central Banks and Governments 25%
- Asset Managers 23%
- Islamic Banks 20%

7) Geographical Distribution of Investors:
- Middle East 47%
- Asia 31%
- Europe 22%



Wednesday Seminar 521

Université Paris 1

Panthéon - Sorbonne

CHAIR FOR ETHICS AND FINANCIAL NORMS
University Paris 1 Panthéon-Sorbonne
in collaboration with King Abdulaziz University

Presentation: 6™ Seminar held on January 14™ 2012

Shari‘a-based Ethical Performance
Measurement Framework

M. Houssem eddine BEDOUI®

Abstract. This paper is presenting a new framework to manage
ethical (financial and non-financial) performances. This model
is based on the concept of Magasid Shari‘a. Considering the
fact that Business ethics is one of the most needed in the market
nowadays, this framework is a solution for Islamic financial
institutions but can obviously be used for other organizations
looking for ethical investments.

Since Islam (Shari‘a in particular) is focusing on ethics, this
framework is providing an answer to have an “Islamic” rating
for businesses and is giving benchmark tools to compare
corporate and different organizations in general.

One benefit of this framework is its general form, since it
could on one hand be adapted to different interpretations
of Maqgasid Shari‘a (Al Ghazali, Nejjar, Ibn Ashur...), and on
another hand, it could also be personalized to the definition
of sustainable development (economic, ecological and social
objectives). By the end of this paper, a case study is prepared to
clarify the explained framework.
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INTRODUCTION

Recently, we are attending a new huge change in the world. People all
over the world are claiming ethical ambitions such as freedom, dignity
and work. Islamic finance as an ethical industry by nature has a colossal
opportunity to take action to these needs.

Given an organization setting up ethical responsibilities and
objectives, these targets performed have to be measured. Whereas, the
current performances used nowadays are mostly based on the financial
results. First, I’ll show the link between Islam and ethics. After that, | am
setting a new way to measure and represent performances of an
organization.

ISLAM AND ETHICS

The Shari‘a is considered as central to Islam’s worldview. The
Shari‘a is identified as a system of ethics and values covering all aspects
of life ge.g., personal, social, political, economic, and intellectual). Al
Qurtubi'? defined Shari ‘a as the canon law of Islam. Thus, containing all
the commandments of Allah to mankind Shari‘a is usually divided into
three main fields: ‘agidah (beliefs), “ibadah (worship), and akhlaq (moral
and ethics). Hence, it is clear that ethics is an integral part of Shari‘a.
Furthermore, economic aspects cannot be isolated from moral and ethical
aspects, and vice versa.

MAQASID SHARI‘A

To understand the Shari‘a, one needs to comprehend its objectives,
which allow flexibility, dynamism, and creativity in social policy.?
Accordingly, Maqasid Shari‘a is often translated as the goals and
objectives of Islamic law. Hence, since the Shari‘a is usually predicated
on the benefits of the human being and that of the whole community
(Ummah), its laws are consequently designed to protect these benefits
and help development and perfection of the conditions of human life on
earth.

(2) Abu 'Abdullah Muhammad ibn Ahmad ibn Abu Bakr al-Ansari al-Qurtubi ( dlxe i -k ll)
was a famous mufassir, muhaddith and fagih scholar from Cordoba of maliki school.

(3) Wael B. Hallag, A History of Islamic Legal Theories: “An Introduction to Sunni
Usul al-Figh”
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Imam Abu Hamid Al Ghazali, a prominent and highly respected
reformer in the eleventh century, classified the Magasid into five major
categories by stating that:

“The very objective of the Shari‘a is to promote the well-being of the
people, which lies in safeguarding their faith (Deen), their self (Nafs),
their intellect (Aql), their posterity (Nasl), and their wealth (Mal).
Whatever ensures the safeguard of these five serves public interest and is
desirable, and whatever hurts them is against public interest and its
removal is desirable.”®

Hence, Imam Ghazali considered ensuring human well being should
be stressed on the safeguarding (Hifth) of five Maqasid below:

- Faith (Deen)

- Human self (Nafs)
- Intellect (Aql)

- Posterity (Nasl)

- Wealth (Mal)

Two centuries later, Imam Shatibi approved Imam Ghazali list
defining Magasid Shari‘a (Objectives of Islamic Law). These five
objectives approved later on by other scholars.

About a century after Imam Ghazali, Fakhruddin Arrazi®, a
prominent jurist gave the first place to Magasid to the human self (Nafs).

To summarize, The purpose of Maqasid Shari‘ais to spread the
ethical values of compassion and guidance, establish justice, eliminate
prejudice and alleviate hardship by promoting cooperation and mutual
support within the family and society in general.

(4) The Islamic Vision of Development in the Light of Magasid al-Shari‘ah, (Jeddah:
IRTI/IDB, 2008 and Washington: International Institute of Islamic Thought, 2008)

alay Gall aalic spadl adyg dadidl s ) 1 RN ALY SLaY) daa J6 (0)
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(6) Al-Razi, 1997, Vol. 5, p. 160
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ETHICAL OBJECTIVES

Chandler defined the strategy as, "The determination of the basic long
term goals and objectives of an enterprise and the adoption of the courses
of action and the allocation of resources necessary for carrying out these
goals”. Besides, Andrews added that strategy is: "The pattern of
objectives, purposes, goals and the major policies and plans for achieving
these goals stated in such a way so as to define what business the
company is in or is to be and the kind of the company it is or it is to be".

Therefore, strategy is essentially about how the institutions look for
surviving and growing within its environment over the long-term by
building up and following the implementation of its strategic objectives.

The common and the relevant definition of objective that | found is:
"Objectives are statements of specific outcomes that are to be
achieved"("). In fact, in scope an objective is broader than a goal and it
may consist of numerous ones. Hence, objective is the end outcome and
result of planned actions and tasks. Objectives should shape what is to be
achieved and the achievement of objectives should result in the
fulfilment of the strategy. For strategic planning and activities, objectives
are the crucial means and they serve as the performance evaluations and
set and shape the strategy of a business.

Henry Ford, Sr said: “For a long time people believed that the only
purpose of industry is to make a profit — They are wrong. Its purpose is
to serve the general welfare.” (Harting Harmeling & Venkataraman
2006).

Business ethics engage successful structure of interactions with
institution’s stakeholders based on its integrity. (Boatright, 2005; White,
2006).

In this paper, we are modeling ethical objectives. Therefore, for one
corporate, we set up ethical strategic objectives based on Magasid
Shari‘a:

(7) Exploring corporate strategy - Gerry Johnson, Kevan Scholes, Richard Whittington
(page 164).
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Chapra (2006)® defined Islamic Law objectives as below and
showed the interdependence of the five above Magasid and mainly he set
up an order which is significant to work with in my approach:

1- Human self (Nafs)
2- Faith (Deen)

3- Intellect (Aql)

4- Posterity (Nasl)
5- Wealth (Mal)

Moreover, recently new visions have been written on Magasid
Shari‘a. | may provide Dr AbdelMajid Nejjar® outlook:

A. Safeguard the value of human life

1: Faith
2: Human rights.

B. Safeguard of Human self
3: Self
4: Mind
C. Safeguard the value of society

5: Prosperity
6: Social entity

D. Safeguard physical environment

7: Wealth
8: Environment (Ecology)

To sum up, ethical strategic objectives are typically chosen based on
Shari‘a.

(8) The Islamic Vision of Development in the Light of Magasid al-Shari‘ah
(9) — ¥+ + T Vo gy (DY) padl Bt 1 slasly day ) aialia
(New dimensions of Maqasid Shari‘a)
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MAQASID SHARI‘A BASED PERFORMANCE

Performance is a consequence and a result of a predetermined
objective and a goal. For strategic planning and activities, objectives are
the crucial means and they serve as the performance evaluations and set
and shape the strategy of a business. Moreover, the validation of plans
and the performance management are what basically link decisions and
theirs implementation.

W. Edwards Deming affirmed: "If you can't measure it, you can't
manage it”. Thus, without evaluation, managers would not know whether
the implemented strategies are running. The monitoring of specific
criteria either validates the strategy in state if positive signals are put
together, or makes any necessary corrections if certain criteria are
revealed lowest made. There are various potential techniques to evaluate
performances.

The proposed framework is may be considered as a rating model to
benchmark organizations. Hence, a score is given to each “objective”.

- Faith (Deen) — the performance measured is p;

- Human self (Nafs) — the performance measured is p
- Intellect (Agl) — the performance measured is p3

- Posterity (Nasl) — the performance measured is ps

- Wealth (Mal) — the performance measured is ps

This framework will be explained below with both graphical and
numerical methods

GRAPHICAL METHOD

Based on the five Maqgasid Shari‘a, the graphical method consist on
assigning a score ‘the performance (p;)) to each axis. Every axis represent
one objective (Magsid™®) of the five Magasid previously defined.
Following the order (and the interdependence of the five Magasid)

So we will have a spider-graph with five axes.

(10) Magsid: singular of Magasid.
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Recently, most we can see that organizations results are based on only
one objective (which is generally: wealth/ financial results). So the

representation is like this one:

Human self

Wealth

Posterity

Faith

Intedlect

In Quran (Chapter 2) we find these precious words:
“And thus have we willed you to be a community of the middle way,

[118] so that [with your lives] you might bear witness to the truth before
all mankind, and that the Apostle might bear witness to it before you.

[119]”
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So as we can see, Islam and Islamic law is a middle way. This
concept, gave me the idea of Shari ‘a-based framework based on balance.
The balance could be adopted with all firm’s objectives but in this case
the balance should be done between all five objective of Shari‘a
(Magasid Shari ‘a).

Human selt

P

Wealtt Faith

Postenty ntellect

As a result, to get logically a balanced performance, the
representation should be like a regular pentagon. This representation has
the advantage to distinguish the favorite axe adopted by the organization
in case the balance does not exist. Furthermore, since we have adopted
interdependent axes in this order, we can envisage also vector to each
performance representation. The sum vector shows on which Magasid
(objective) the institution is focused. With vector representation and
respecting the order of interdependent axes, we will have a vector in an
area between to axes which may guide us to which 2 Magasid; the
institution drew attention to them.

NUMERICAL METHOD
1% method:

The first method is to make use of the graphics above,

As we can see above, the 5 axes divide the plan equally (an angle of
2n/5).

My approach is to have a global performance by calculating the area
limited by the graph. The total area is the sum of 5 triangles.



Wednesday Seminar 529

To calculate the area of each triangle of the five triangles, I used the
“law of Sines”. 1 concluded then, that the Maqasid Shari‘a based
performance is equal to:

. 27
SIn(—
(5)
2

PerformanceMaqasid (5) = [plp2+ p2p3+ p3p4d+ p4p5+ p5pl]

If we think about an institution which does not apply a balanced
performance representation, so it may give more significance to Wealth
(Mal) axis. Accordingly, this institution will weigh each axis so each
performance p; with w; (i€{1;2;3:;4;5})

Using the same logic as before, | found a general Maqasid Shari‘a
based performance:

.21
sin(—
(5)
2

GeneralPerformance(5) = [Wilplw2 p2 + p2w2w3p3+ p3w3w4 p4 + w4 p4w5 p5 + wb pswlpl]

- pi: the note/the result of each objective (i) during the project or
during the year

- w;: the weight assigned to each axis (i) by the institution

Magasid Shari‘a (Najjar Model)

The same principle applied previously, is useful here. So we represent
graphically the Maqasid Shari ‘a (defined by Najjar).

A. Safeguard the value of human life

1: Faith
2: Human rights.

B. Safeguard of Human self

3: Self
4: Mind

C. Safeguard the value of society
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5: Prosperity
6: Social entity

D. Safeguard physical environment

7: Wealth
8: Environment (Ecology)

There are four Maqgasid which are considered as key objectives, eight
others may be referred as their consequences. Realization of the corollary
Magasid is also indispensable because realization of the primary
Magasid may be difficult without this.

Hence, my model for this approach will be based on the 8 corollaries.
So, every axis represents one objective (Magsid) of the eight Magasid
previously defined.

2: Human rights

S: Prospenty

| applied the same reasoning in calculating the performance based on
Magasid Shari‘a (Najjar Model).With applying also “the law of sinus” I
found that the Maqasid Shari ‘a based performance is equal to:

. 27

sin(—-) -

> p*p..+ p8pl
1

PerformanceMagasid (8) =
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Again, if we think about an institution which doesn’t apply a balanced
performance measurement, so it may give more significance to Wealth
(Mal) axis. Accordingly, this institution will weigh each axis so each
performance p; with w; (i€{1;2;3;4;5;6;7;8}).

Using the same logic as before, | found a general Maqgasid Shari‘a
based performance:

. 2T
sin(—) -
GeneralPerformance(8) = TS[Z Wi * Wi - 1P+ 1] + W8 p8wi pl
1

- pi: the note/the result of each objective (i) during the project or
during the year

- w;: the weight assigned to each axis (i) by the institution

Global performance (sustainable development)

Global performance™! (Reynaud 2003'%) is the fundamental
definition of sustainable development. “Global Performance” consists of
three basic performance axes:

1- Economic
2- Ecological
3- Social.

The graphical representation is illustrated with the three axes as below.

(11) http://www.bourgogne.gouv.fr/assets/bourgogne/files/dvipt_durable/ORSE_strateg
ies_de_DD_et_performance_des_entreprises.pdf
http://www.strategie-aims.com/events/conferences/11-xiieme-conference-de-
laims/communications/896-quand-lenvironnement-devientstrategigue/download
http://cermat.iae.univ-tours.fr/IMG/pdf/Actes_texte 2.pdf
http://www.industrie.gouv.fr/pdf/notationdevdurable.pdf

(12) http://www.iae-aix.com/fr/cv/enseignants/reynaud-emmanuelle/



http://www.strategie-aims.com/events/conferences/11-xiieme-conference-de-laims/communications/896-quand-lenvironnement-devientstrategique/download
http://www.strategie-aims.com/events/conferences/11-xiieme-conference-de-laims/communications/896-quand-lenvironnement-devientstrategique/download
http://cermat.iae.univ-tours.fr/IMG/pdf/Actes_texte_2.pdf
http://www.industrie.gouv.fr/pdf/notationdevdurable.pdf
http://www.iae-aix.com/fr/cv/enseignants/reynaud-emmanuelle/
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1-  Economi

3-  Social Ecological
This configuration is interesting since the order is not important. So,
the use of this approach may be generally used. When we have more than

3 objectives, the order should be agreed between many institutions (for
benchmark reasons especially).

Moreover, this configuration is also important because the use of
vector illustration is legitimate and possible.

1- Economic

Sum vector

3- Social. 2- Ecological

For instance, we can see from the illustration above, that if we sum
the three vectors we will have a vector in the area limited by “Social” and

“Economic” axes. Obviously, in case of balance, the sum of the 3 vectors
is a null vector.
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Performance measurement in this case, is similar to what | have
demonstrated before.

So the measure of a global performance is equal to:

sin(zér)

GlobalPerformance(3) = [plp2+ p2p3+ p3pl]

Once more, if we think about an institution which does not apply a
balanced performance representation, so it may give more significance to
economic performance axis. Accordingly, this institution will weigh each
axis so each performance p; with w; (i€{1;2;3})

Using the same logic as before, | found a general Maqasid Shari‘a
based performance:

sin(%%)

GeneralGlobalPerformance(3) = [Wiplw2p2 + p2w2w3p3 + w3 p3wlpl]

General Global performance with n Objectives

| succeeded to demonstrate by mathematical induction reasoning to
have a global performance measure with n objectives (n>3)

The graphical illustration is a spider graph with n axes. And the
measure is equal to:

. 27
Sln(i) n-1
n — GlobalPerformance(n) = Tn[[z p*p ]+ (pn* pl)]
1

Again, if we think about an institution which doesn’t apply a balanced
performance measurement, so it may give more significance to one axis.
Accordingly, this institution will weigh each axis so each performance pj
with w; (i€{1;2;3;..;n})
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Using the same logic as before, | found a general Maqgasid Shari‘a
based performance:

.27
sin(—) .
n — GeneralGlobalPerformance(n) = 2” [[Z WP * Wi .1 i - 1] + (wnpn * plwl)]
1

- pi: the note/the result of each objective (i) during the project or
during the year

- w;: the weight assigned to each axis (i) by the institution.

2" method:

- This method is based on couple results:

- - average of n performances (pi)

- The standard deviation of performances (pi): This will show us
how the balance was respected on results.

CASE STUDY: ETHICAL PERFORMANCE FRAMEWORK OF A
CORPORATE WITH FIVE MAQASID SHARI‘A BALANCED
BASED PERFORMANCE

In this case study, | used Umar Chapra® model. In the next page |
expressed the model in a matrix form with a weighting for each criterion.

| suggest as a scoring performance, the rating Scale below:

- 5: When performance far exceeded all expectations.

- 4: When performance consistently exceeded expectations.

- 3: When performance consistently meet expectations.

- 2: When performance did not consistently meet expectations and
improvements are needed.

- 1. When performance was unsatisfactory and consistently below
expectations

This table below show how we can proceed to manage performances
based on Magasid Shari ‘a balanced framework.

(13) The Islamic Vision of Development in the Light of Magasid al-Shari‘ah.
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Objectives(Magasid | Criteria Questions Results | Ratings

Shari‘a)

Magasid 1 Criterial | Set of questions Score (from 1
to measure the to 5)
performance

Magasid 2 Criteria2 | Set of questions Score (from 1
to measure the to 5)
performance

Enrichment Enrichment | Enrichment | Enrichment | Development
Criteria of Human ! i ; p
self of Faith of intellect of posterity of wealth
1 | Dignity 100%
2 Education 25% 25% 25% 25%
Employment And
3 Self1Employment 33% 33% 33%
Opportunities
Equitable
4 Distribution Of 33% 33% 33%
Income And
Wealth
Family And Social ®

9 Solidarity L

6 Family Integrity 50% 50%

7 Finance 50% 50%

8 | Freedom 20% 20% 20% 20% 20%

Fulfillment Of All
SociolEconomic
9 | And Political L
Obligations
10 | Good Governance 20% 20% 20% 20% 20%
g | R 100%
Environment
High Quality Of
12 | Education At 100%
Affordable Prices
13 | Honesty 50% 50%
14 | Honor 50% 50%
Improvement In
15 | Technology And 50% 50%
Management
Intellectual And
16 | Moral 100%
Development
17 | Justice 50% 50%
Library And
18 Research Facilities 5% 25%
(g | MEMERZATL 50% 50%
Family Integrity
Mental Peace And ®
a Happiness 105
21 | Minimization Of 100%
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Criteria EQT:S;‘;? Enrichment | Enrichment | Enrichment | Development
self of Faith of intellect of posterity of wealth
Crime And
Anomie
Moral And o
2 Worldly Education 100%
23 | Mutual Care 100%
24 | Mutual Trust 50% 50%
25 | Need Fulfillment 25% 25% 25% 25%
26 Optimum Rate Of 100%
Development
27 | Patience 100%
28 Propgr Upbringing 50% 50%
of children
29 | Property 33% 33% 33%
30 | Prudence 100%
31 Fng\r/’;?t‘;a' i 50% 50%
32 | Research 75% 25%
Reward For ®
o Creative Work L
34 Saving And 100%
Investment
35 | Security Of Life 25% 25% 25% 25%
36 | Self-Respect 100%
37 | Social Equality 100%
38 | Social Solidarity 25% 25% 25% 25%
Spiritual And %
& Moral Uplift U
40 | Thriftiness 100%
41 | Tolerance 100%
42 | Trust 100%

In conclusion, having the best result based on this framwork is having
a score of 5 on each of the five objectives. Hence to have the best rating
we should have:

An average of 5

1- A standard deviation of 0

2- Global Performance(5)= %‘:’sin%1T ~ 59,44
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CONCLUSION

In this work, | tried to put the stress on the Islamic way of business
ethics. During all the study, | showed the significance and the weight of
an ethical framework based on Maqasid Shari‘a. | proposed a new
geometric (graphic) and mathematical (numeric) approach to assess
performance and hence evaluate objective application. These approaches
are to measure no-financial as well financial performances of any
organization. The weight of each performance depends on the firm. So
the approach is quite general to be applied by organizations to assess
their different performances.

To conclude, the market is only waiting to initiatives to be started. |
estimate that 2012 will be a key year of the ethical investments.
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Abstract. Islam has emphasized all the ingredients of human
well-being, including the human self, faith, intellect, posterity and
wealth, along with their corollaries, instead of just wealth. They
are all interdependent and play the role of supporting each other.
With progress in ensuring the enrichment of all these ingredients,
it may be possible for the five-point star of Islam to shine with its
full brightness and help realize real human well-being . Only then
will it be possible for the Muslim world to be a reflection of what
the Qur’an says about the Prophet (pbuh): “We have sent you as a
blessing for mankind. Concentration only on economic
development with the neglect of other requisites for realizing the
Islamic vision may enable the Muslim world to have a relatively
higher rate of growth in the short-term. However, it may be
difficult to sustain it in the long-run because of a rise in
inequities, family disintegration, juvenile delinquency, crime, and
social unrest. This decline may gradually get transmitted to all
sectors of the polity, society and economy through circular
causation, emphasized by Ibn Khaldun (d.808/1400) in his
Mugaddimah, and lead ultimately to a further deterioration of the
Muslim civilization from the low point it has already reached as a
result of centuries of decline.

* Dr. Chapra is grateful to Shaikh Muhammad Rashid for the efficient secretarial
assistance provided by him in the preparation of this paper. He deserves credit for
reparing all the seven flgures in this paper. Off and on, brothers M. Rasul-ul-
aque, Noman Sharif, M. Faroog Moinuddin, Muhammad Ayub and M. Sajjad also
rovided valuable assistance. He is also grateful to Professors Ahmad Khan, ‘Abdul
ahab Abu Sulaiman, Mohammed Boudjellal, and Jasser Awda, two anonymous
referees, and Drs. Sami AlSuwailem, Salman Syed Ali and other participants in a
staff seminar on this paper, for their valuable comments on an earlier draft. The
views expressed in this paper are, however, the author’s own and do not necessarily
reflect those of IRTI/IDB, the organization where he works.
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INTRODUCTION

The ultimate goal of all Islamic teachings is to be a blessing for
mankind. This is the primary purpose for which the Prophet, peace and
blessings of God be on him (pbuh), was sent to this world (al-Qur’an,
21:107).!. One of the indispensable ways to realize this goal is to

promote the falah (z>%) or real well-being of all the people living on

earth, irrespective of their race, colour, age, sex or nationality.? The
word falah and its derivatives have been used 40 times in the Qur’an.

Another word, fawz (s#), which is a synonym of falah, has also been
used 29 times along with its derivatives. This is also the goal towards
which the mu’adhdhin (,¥5<) calls the faithful five times a day, showing
thereby the importance of falah in the Islamic worldview.

It may be argued here that this is the goal of all societies and not just
of Islam. This is certainly true. There seems to be hardly any difference
of opinion among all societies around the world that the primary purpose
of development is to promote human well-being. There is, however,
considerable difference of opinion in the vision of what constitutes real
well-being and the strategy to be employed for realizing and sustaining it.
The difference may not have been there if the pristine vision of all
religions had continued to dominate the worldviews of their respective
societies.® However, this vision has been distorted over the ages.

(1) The words used in the Qur’an are Rahmatun lil- ‘Alamin (cpad &l 4as, ). The word
‘alamin  ((lle) has been understood in different senses by the Qur’an
commentators. Their interpretations vary from the broadest sense of including
everything created by God in this universe to the narrowest sense of including
everything on planet earth: all human beings, animals, birds, insects and the entire
physical environment (see al-QurtJubi, 1952, Vol.1, p. 138, the commentary on the
first verse (ayah) of the first sirah of the Qur’an). | have used the word 'mankind’
assuming that the well-being of mankind is not possible without protecting the
environment.

(2) This is a crucial aspect of the universality of the Islamic message. According to the
Qur’an, Prophet Muhammad (pbuh), was sent to all people and not to any particular
group (7:158 and 34:28).

(3) The Qur’an clearly states that “Every nation has had its guide” (13:7), and that “Nothing
is being said to you which was not said to Messengers before you™ (41:43).This verse
refers to only the basics of the religious worldview. There have been changes in some
details according to changes in circumstances over space and time.
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Moreover, the Enlightenment Movement of the 17" and 18" centuries
has influenced almost all societies around the world in different degrees
by its secular and materialist worldview. Consequently, the primary
measure of development has become a rise in income and wealth. This
raises the question of whether real human well-being can be realized and
sustained by merely a rise in income and wealth and the satisfaction of
just the material needs of the human personality. Religious scholars as
well as moral philosophers and a number of modern academics have
questioned the identification of well-being with a rise in income and
wealth.”) They have also emphasized the spiritual and non-material
contents of well-being.

Empirical research has also provided a negative answer to the undue
emphasis on material ingredients of well-being at the cost of the spiritual
and non-material. This is because, even though real income has
dramatically risen in several countries since World War Il, the self-
reported subjective well-being of their populations has not only failed to
increase, it has in fact declined.® The reason is that happiness is
positively associated with higher income only up to the level where all
basic biological needs get fulfilled.®® Beyond that, it remains more or less
unchanged unless some other needs, which are considered indispensable
for increasing well-being, are also satisfied.

What are these other needs? Most of them are spiritual and non-
material in character and need not necessarily become satisfied as a result
of increase in income. Single-minded preoccupation with wealth may in
fact hurt the satisfaction of these needs. Economists have, however,
generally tended to abstain from a discussion of these. The primary
reason given for this is that spiritual and non-material needs involve
value judgements and are not quantifiable. They are, nevertheless,
important and cannot be ignored.

(4) Hausman and McPherson, 1993, p 693.

(5) Easterlin, 2001, p 472. See also, Easterlin, 1974 and 1995; Oswald, 1997;
Blanchflower and Oswald, 2000; Diener and Qishi, 2000; and Kerry, 1999.

(6) These include among others: nutritious food, clean water, adequate clothing,
comfortable housing with proper sanitation and essential utilities, timely medical
care, transport, education, and a clean and healthy environment.
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One of the most important of these spiritual or non-material needs for
realizing human well-being is mental peace and happiness, which may
not necessarily be attained by a rise in income and wealth. Mental peace
and happiness requires, in turn, the satisfaction of a number of other
needs. Among the most important of these are justice and human
brotherhood, which demand that all individuals be dealt as equals and
treated with dignity and respect, irrespective of their race, colour, age,
sex or nationality, and that the fruits of development be also shared
equitably by all. Equally important is spiritual and moral uplift which
serves as a springboard for the realization of not only justice but also the
fulfilment of all other needs. Some of the other equally important and
generally recognized requirements for sustained well-being are security
of life, property and honour, individual freedom, moral as well as
material education, marriage and proper upbringing of children, family
and social solidarity, and minimization of crime, tension and anomie.
Even though some of these have now become recognized in the new
development paradigm, the spiritual foundation needed for the realization
of these does not get the emphasis that it needs. It may not be possible to
sustain long-term development of a society without ensuring adequate
satisfaction of all these needs.

While Islam considers a rise in income and wealth through
development to be necessary for the fulfilment of basic needs as well as
the realization of equitable distribution of income and wealth, its
comprehensive vision of human well-being cannot be realized by just
this. It is also necessary to satisfy the spiritual as well as the non-material
needs, not only to ensure true well-being but also to sustain economic
development over the longer term. If all these needs are not taken care of,
there will be a lapse in well-being, leading ultimately to a decline of the
society itself and its civilization. The satisfaction of all these needs is a
basic human right and has been addressed in Islamic literature under the
generic term maqasid al-Shari‘ah (goals of the Shari‘ah) referred to
hereafter as the magasid (sing. magsid). This paper will try to explain
what these magasid or goals are, how they are all mutually interrelated,
what their implications are, and in what way they can together help
promote real human well-being.
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MAQASID (OBJECTIVES OF) AL-SHARI‘AH

The maqasid al-Shari‘ah have been either directly stated in the
Qur’an and the Sunnah or inferred from these by a number of scholars.”
All of these address the raison d'étre of the Shari‘ah which, as recognized
by almost all the jurists, is to serve the interests (jalb al-masalih : s
zlladl) of all human beings and to save them from harm (daf* al-
mafasid:atidl 232) ® Imam Aba Hamid al-Ghazali (d.505AH/1111AC),®
a prominent and highly respected reformer in the fifth century Hijrah,
classified the magasid into five major categories by stating that:

“The very objective of the Shari‘ah is to promote the well-
being of the people, which lies in safeguarding their faith
(din), their self (nafs), their intellect (‘aqgl), their posterity
(nasl), and their wealth (mal). Whatever ensures the
safeguard of these five serves public interest and is
desirable, and whatever hurts them is against public interest
and its removal is desirable.”*%

In the above quotation, Ghazali has placed great emphasis on the
safeguarding of five magasid.: faith (din), the human self (nafs), intellect
(‘aql), posterity (nasl) and wealth (mal). Imam Abu Ishaq al-Shatibi (d.
790/1388) also, writing a little less than three centuries after al-Ghazali,

(7) Some of the most prominent exponents of the maqasid al-Shari‘ah are : al-Maturidi
(d.333/945), al-Shashi (d.365/975), al-Bagillani (d. 403/1012), al-Juwayni
(d.478/1085), al-Ghazali (d.505/111), Fakhr al-Din al-Razi (d. 606/1209), al-Amidi (d.
631/1234), ‘Izz al-Din ‘Abd al-Salam (d. 660/1252), Ibn Taymiyyah (d. 728/1327), al-
Shatibi (d. 790/1388) and Ibn ‘Ashiir (d.1393/1973) For a modern discussion of these,
see: Masud, 1977; al-Raysuni, 1992; Ibn al-Khojah, 2004, Vol.2, pp. 79-278; Nyazee,
1994, pp. 189-268; al-Khadimi, 2005; and ‘Awdah, 2006.

(8) This is agreed by all the jurists without exception. See, for example, ‘Izz al-Din
‘Abd al-Salam (d. 660/1252) (n.d.), Vol.1, pp. 3-8; Ibn ‘Ashur (d. 1393/1973)
(2001), pp. 274 and 299; and Nadvi, 2000, Vol.1, p.480.

(9) All dates of death given in this paper refer first to the Hijrah year and then to the
Gregorian year.

LSS cogllay pglusiy pglic s ppuity pgid oo Jainy o say el BN (o gyl 25emia (V1)
leadds Baude sed Jsna¥) o38 Casiy Lo S5 cdaliae s uedll Jpa) o2 Liis ey
(V8T o Vg @) ATV aaiad) 1 ) dalias
(Al-Ghazali, al-Mustasfa, 1937, Vol.. 1, pp 139-40; see also al-Shatibt (d.790/1388),
n.d., Vol.1, p.38 and Vol.3, pp.46-7).
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put his stamp of approval on al-Ghazali’s list. These are, however, not
the only magasid aimed at ensuring human well-being by honouring
human rights and fulfilling all human needs. There are many others
indicated by the Qur’an and the Sunnah or inferred from these by
different scholars. Therefore, while these five may be considered as
primary (al-asO/iyyah), others may be referred to as their corollaries
(tabi‘ah). Realization of the corollary maqgasid is also indispensable
because realization of the primary magasid may be difficult without this.
The generally accepted fighi principle is that means (wasa 'il) enjoy the
same legal status as that of the maqasid. Accordingly, a well-known legal
maxim (al-ga ‘idah al-fighiyyah) stipulates that “something without
which an obligation cannot be fulfilled is also obligatory”.(11 Some of
these corollaries may be less important than others in the short-run.
However, in the long-run they are all important and their non-fulfilment
is likely to lead to serious socio-economic and political problems.
Moreover, the corollaries may keep on expanding and changing with the
passage of time. The richness and dynamism inherent in the teachings of
the Qur’an and Sunnah should enable us to expand and refine the
corollaries as needed to ensure that all human rights are duly honoured
and that all the different human needs are adequately satisfied.

Moreover, if we wish also to ensure the sustained development and
well-being of a society, the word 'safeguarding’ used by al-Ghazali in the
above quotation need not necessarily be taken to imply preservation of
just the status quo with respect to the realization of the magasid. We
safeguard when we have reached the peak of achievement. However, this
is not possible for human beings in this world. There is always room for
improvement. The verdict of history is that unless there is a continuous
progress in their realization through a movement in the positive direction,
it may not be possible to safeguard them and to sustain the society’s well-
being in the long-run. Stagnation will ultimately set in and lead to
decline. Dr. Muhammad Igbal, poet-philosopher of the Indo-Pakistan
sub-continent, has clearly stated this when he says in a couplet written in

(11) 2aliall o af Jilusll (“Izz al-Din ‘Abd al-Salam, n.d. Vol. 1, p. 46); and

4 V) algdl & Yl caaly s¢d (See al-Shatibi, n.d., Vol. 2, p. 394; see also Mustafa
al-Zarqga, 1967, pp. 784 and 1088; and Nadvi, 2000, Vol. 1, p. 480.
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Persian: “I am, as long as I move; not moving, I am not”.4? |t is,
therefore, necessary to strive for the continued enrichment of the primary
magqasid as well as their corollaries in such a way that well-being keeps
on improving continuously in keeping with the changing needs and
environment of not only the individuals but also their society and
mankind, thereby enabling everyone to continue the march forward
towards a better future. Such an enrichment may be difficult to attain if
we stick to the framework of just the needs that were discussed by the
classical fugaha’. Times have changed and needs have also changed and
multiplied. It is, therefore, important to discuss the magasid within the
context of our own times.

While the five primary maqasid have been generally endorsed by
other scholars, all of them have not necessarily adhered to al-Ghazali's
Sequence.(lg) Even al-Shatibi has not always followed al-Ghazali’s
sequence.® This is because sequence essentially depends on the nature
of the discussion. For example, Fakhr al-Din al-Razi (d.606/1209), a
prominent jurist writing around a hundred years after al-Ghazali, gives
the first place to the human self (al-nafs).*® This seems to be more
logical in a discussion of sustainable development for the simple reason
that human beings, as khalifahs or vicegerents of God, are the end as well
as the means of development. They are themselves the architects of their
development or decline as the Qur’an has clearly emphasized by saying
that “God does not change the condition of a people until they change
their own inner selves” (13:11). The Shari‘ah serves the purpose of
helping human beings reform themselves as well as the institutions that

(12) (piussd a5y 4355 a5 casS) Jiasa) cIgbal, 1954, p.150.

(13) See al-Raysuni, 1992, p. 42.

(14) While al-Shatibi has given the same sequence as that of Ghazali on p.38 of Vol..1,
he has given somewhat different sequence on pp.46-7 of VVol..3 : al-Din, al-Nafs,
al-Nasl, al-Mal, and al-‘4¢ql. This implies that he does not consider al-Ghazali’s
sequence to be inevitable. The sequence may change in accordance with the
purpose of the discussion. See also al-Raysuni, 1992, pp. 41-55, particularly p. 48.

(15) Al-Razi, 1997, Vol..5, p. 160. His sequence is: al-Nafs, al-mal, al-Nasab, al-Din
and al-‘4ql. Instead of al-Nasl, he has put al-Nasab which stands for lineage or
pedigree. Al-Nasl, as used by both al-Ghazali and al-Shatibi, stands for the entire
future generation. It has, thus, a much wider coverage than al-nasab and is,
therefore, preferable.
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affect them. Accordingly, if we put the human self (u«)) first, then the
magqasid al-Shart ‘ah may be expressed as shown in Figure 1.

(Nafs) The
human self

Human
development and
well-being
(Blessing for
mankind)

(Nasl)
Posterity

(‘AqD)
Intellect

Fig. (1). Al-Magasid Al--Shart‘ah
Human Development and Well-Being
To be realized by ensuring the enrichent of the following
five ingredients for every individual
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Invigorating the Human Self (Nafs)

Since invigoration of the human self is one of the five primary
objectives of the Shari‘ah, it is imperative to show how this objective can
be realized. For this purpose it is necessary to specify the major needs of
human beings that must be satisfied to not only raise and sustain their
development and well-being, but also enable them to play their roles
effectively as khalifahs of God. These needs, which may be termed as
corollaries of the primary objective of strengthening the human self, are
explicitly or implicitly evident from the Qur’an and the Sunnah and
elaborated by the jurists in their discussions. Ensuring the fulfilment of
these needs can help raise the moral, physical, intellectual and
technological capabilities of the present as well as future generations and
thereby ensure sustained well-being.

One of the most important of these needs is dignity, self respect,
human brotherhood and social equality (Figure 2). The Islamic
worldview addresses this need by declaring that the inherent nature of
human beings (fitrah) is good and free from any spiritual flaw (al Qur’an,
30:30 and 95:4) as long as they do not corrupt it.*® It is the obligation of
human beings to preserve their true nature or innate goodness (fitrah). In
addition, the Creator and Master of this universe has Himself conferred
an enviable honour and dignity on all of them, irrespective of their race,
colour, sex or age, by clearly stating in the Qur’an that "We have
honoured mankind™ (17:70). This honour has been conferred on them by
being made the khalifahs or vicegerents of God on earth (al-Qur’an,
2:30). What could be a greater honour for human beings than to be the
vicegerents of the Supreme Being Himself? Since all of them are
khalifahs of God, they are equal and brothers unto each other. There
must, therefore, be peaceful coexistence between them with a great deal
of tolerance and mutual care to promote the well-being of all through the
efficient and equitable use of all the resources made available to them by
God as a trust (al-Qur’an, 57:7). The environment, including animals,
birds and insects, is also a trust and must be protected so that no harm is
done to the present or the future generations.

(16) See al-Qurtubi (d.463/1070), 1952, Vol.14, pp. 24-31. See also, Ibn ‘Ashur, 2001,
pp. 261-266.
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Islam does not, thus, consider human beings to be ‘born sinners’. The
concept of a ‘born sinner’ is derogatory of human dignity and is,
therefore, totally alien to the Islamic worldview. Why would the Most
Merciful God create a ‘born sinner’ and condemn him eternally for no
fault of his? The idea of original sin implies that sinfulness is genetically
transferable and that each human being comes into this world already
tainted by the failures and sins of others. Moreover, if a ‘saviour’ had to
come to ‘atone’ him for the ‘original sin’ which he did not commit, why
did he come so late in history and not with the appearance of the first
human beings on earth? If man were a born sinner how could he be held
responsible for his deeds?

The concept of ‘original sin’ is thus in sharp conflict with the
unequivocal emphasis of the Qur’an on individual responsibility for all
his/her deeds (al- Qur’an, 6: 164, 17: 15,35: 18,39: 7 and 53: 38). It is
also in conflict with God’s attributes of al-Rahman and al-Rahim (the
Most Merciful and the Most Compassionate), which a Muslim repeats
most often during his lifetime. It would be impossible for Him to do so,

given that He is a Loving (2s25) and Forgiving (_si¢) God and has all the

good attributes that can be conceived (Qur’an, 7: 180). No wonder even
the Rationalists and the Romantics of the nineteenth century rejected the
notion of an inherent flaw in human nature (original sin), as do almost all
modern philosophers.

Similarly, the concepts of determinism and existentialism coined by
Western philosophers under the influence of the Enlightenment
movement are also alien to Islam. Islam does not consider human life to
be determined by material (Marx), psychological (Freud), instinctive
(Lorenz) or environmental (Pavlov, Watson, Skinner and others)
forces.*” Determinism and human responsibility cannot be reconciled

(17) Problems of determinism and responsibility are discussed by several authors in
Sydney Hook (ed.), Determinism and Freedom in the Age of Modern Science
(1958), which is a selection of papers by contemporary philosophers; and also by
Sydney Morgenbesser and James Walsh, (eds.), Free Will (1962), which brings
together carefully selected discussions from classical and modem writers and is
intended mainly for students. See also A. J. Alden, Free Action (1961), which
offers elaborate and penetrating analysis of a wide range of concepts that have =
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with each other. It does not only lower human dignity but also negates
human responsibility for the prevailing conditions, and for the inefficient
and inequitable use of resources.™®

Sartre’s existentialism, the other extreme of determinism is also not
acceptable to Islam.*® Human beings are, according to Sartre,
"condemned to be free". There is no limit to their freedom except that
they are not free to cease being free.®? Every aspect of man’s mental life
is intentional, chosen and his responsibility. This is undoubtedly an
improvement over determinism. However, for Sartre this freedom is
absolute, everything is permitted. There is no ultimate meaning or
purpose in human life. There are no transcendent or objective values set
for human beings, neither laws of God nor Platonic Forms nor anything
else. Human beings are ‘forlorn’ and ‘abandoned’ in the world to look
after themselves completely. The only foundation for values is human
freedom, and there can be no external or objective justification for the
values anyone chooses to adopt.?? There can be no question of having
agreed values, and of imposing restrictions on individual freedom to
create harmony between individual and social interest, or of leading to an
efficient and equitable allocation and distribution of resources not
brought about automatically by market forces. Such a concept of absolute
freedom can only lead to the notions of laissez-faire and value neutrality.
While freedom is indispensable for every individual, the well-being of all
is also indispensable and cannot be compromised. Therefore, some
socially agreed restrictions are necessary on individuals to ensure that
they do not trespass the rights of others and jeopardize their well-being.
This raises the question of who can determine these restrictions. This
question is discussed under the fifth need of the human personality.

= always been central to the free will controversy. Although the author does not
try to prove directly that men have free will, he attacks the bases of certain widely
held determinist theories.

(18) See also, Chapra, 1992, pp. 202-206.

(19) Jean-Paul, Sartre, Being and Nothingness, tr. by Hazel Barnes ((1957). See also
Stevenson (1974), pp.78-90: and Anthony Manser, Sartre: A Philosophic Study
(1966).

(20) Sartre (1957), pp. 439 and 615,

(21) Ibid., p. 38.
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A second need of the human personality is justice.?? The goals of
human dignity, self-respect, brotherhood, social equality and the well-
being of all would remain hollow concepts having absolutely no
substance if they are not buttressed by socio-economic justice.
Accordingly, the Qur’an places justice ‘nearest to piety’ (5:8) in terms of
its importance in the Islamic faith. Piety is naturally the most important
because it serves as a springboard for all rightful actions, including
justice. Establishment of justice has, therefore, been the primary mission
of all God’s Messengers (al-Qur’an, 57:25). The Qur’an has emphatically
made it clear that there can be no peace without justice by saying that
“Those who have faith and do not impair it by injustice, for them there is
peace, and they are the really guided ones” (al- Qur’an, 6:82).(23) The
absence of justice cannot but lead ultimately to misery and destruction
(al-Qur’an, 20:111).

The Prophet (pbuh) also condemned injustice in very emphatic terms.
He equated the absence of justice with “absolute darkness on the Day of
Judgement.”® The darkness in the Hereafter is nothing but a reflection
of darkness created by us in this world through injustice (zulm). This
darkness can frustrate all efforts to realize peace, sustainable
development, and social solidarity and lead ultimately to discontent,
tension, conflict and decline. Injustice and Islam are, hence, at variance

(22) Empirical studies have consistently found that high rates of religious commitment
and activity are associated with mental health, reduced stress and increased life
satisfaction (Ellison, 1991and 1993; and lannaccone 1998).

(23) The context of this verse refers to injustice done to God through disbelief (kufr)
and association of partners with him (shirk), as rightly pointed out by
commentators like al-Qurtubi (d.671/1272) and Ibn Khathir (d. 744/1375).
However, looking at the intense emphasis of the Qur’an and the Sunnah on Justice
to everyone and everything, one can readily extend the implications of this verse
to all human beings and other God’s creatures. This was done by a number of
rationalist (mu ‘tazilah) scholars as reported by Fakhr al-Din al-Razi (d.606/1209)
in his commentary of this verse in al-Tafsir al-Kabir, Vol.7, p. 60.

(24) "l ap Slalls AL (Sghth Muslim, Vol. 4, p. 1996:56, Kitab al-Birr wa al-
Silah wa al-Adab, Bab Tahrim al-Zulm, from Jabir Ibn Abdullah). The Prophet,
peace and blessings of God he on him, has used the word zulumat in this hadith.
Zulumat is the plural of zulmah or darkness, and signifies several layers of

darkness, leading ultimately to ‘pitch’ or ‘absolute’ darkness, as is also evident in
the Qur’anic verse 24:40.
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with each other and cannot coexist without either of the two being
uprooted or weakened. Zulm (injustice) is a comprehensive Islamic term
referring to all forms of inequity, injustice, exploitation, oppression and
wrongdoing, whereby one person hurts others, deprives them of their
rights, and does not fulfil his/her obligations towards them.

It is this emphasis of both the Qur’an and the Sunnah on justice which
has become reflected in the writings of nearly all classical Muslim
scholars. Al-Mawardi (d.450/1058), for example, argued that
comprehensive justice “inculcates mutual love and affection, compliance
with norms, development of the country, expansion of wealth, growth of
progeny, and security of the sovereign”, and that “there is nothing that
destroys the world and the conscience of the people faster than
injustice”.®® Ibn Taymiyyah (d.728/1328) emphasized that “justice
towards everything and everyone is an imperative for everyone, and
injustice is prohibited to everything and everyone. Injustice is absolutely
not permissible irrespective of whether it is to a Muslim or a non-Muslim
or even to an unjust person”.’” He zealously upheld the adage prevailing
in his time that: “God upholds a just state even if it is non-believing, but
does not uphold an unjust state even if it is believing.”®® Ibn Khaldun (d.
808/1406) unequivocaIIP/ stated that it is not possible for a country to
develop without justice.*”

(25) See Chapra, 1985, pp.27-8.
(26) Al-Mawardi, Adab (1955, p. 125).
(DU 4y yexis el e Cuyy AV ) sey cJold Jao g BE 520l Ly
ceee ULl 4y palys el 4y S5 (s Ay sy
conly Laall ) " sl e eIl el audl Yy com Y b i gl 6
A(YYo L caY 100 ()l
(27) Ibn Taymiyyah, Vol.8, p. 166.
Ja D canl J<5 6 28 JS 8 Layma allally canl IS deg e o JS 8 Gals el Jaall S
(VY im A s ) (55t g "l IS S BIS o alise (S g sas Slaal aa] s
See also his Minhaj al-Sunnah, 1986, Vol. 5, p. 127.
e S (s U iy Yy 8IS S g Alalad) Asall s i) ) (YA)
(Imam Ibn Taymiyyah, Al-Hisbah fi al-Islam, 1967, p. 94).
(Ibn Khaldun, Mugaddimah, p. 287). .yl cajia allall o) (Y9)
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It may not, however, be possible to ensure justice without the faithful
observance of certain rules of behaviour by all members of society.
These rules are termed moral values in religious worldviews and
institutions in Intuitional Economics. Some of these values are: honesty,
fairness, punctuality, conscientiousness, diligence, self-reliance,
tolerance, humility, thrift, respect for parents, teachers and the elderly,
sympathy and care for the poor, the handicapped and the downtrodden,
and concern for the rights and obligations of others, not only those in
ones’ own society but also those around the world. Faithful observance
of these values can lead to mutual trust and cordial relations among the
people, and motivate them to fulfill their mutual obligations and to help
each other, thereby promoting family and social solidarity, tolerance and
peaceful coexistence, and curbing the spread of anomie.®® This will lead
to an increase in social capital, which is necessary for promoting
efficiency and equity and, consequently, accelerated development and
human well-being. Moral uplift is, therefore, the third dire need of the
human personality if the well-being of all is to be realized and the Islamic
vision is to be fulfilled. Faithful observance of all the rules of behaviour
enshrined in moral values may, however, not be possible without a
proper motivating system which requires an enabling worldview
discussed under the second primary objective of strengthening faith.

The Islamic worldview and its values also address the fourth dire
need of the human personality, which is security of life, property and
honour. The Qur’an equates the unwarranted killing of even a single
individual (irrespective of whether he/she is a Muslim or a non-Muslim)
with the killing of the whole of mankind, and the saving of a single life
with the saving of the whole of mankind (5:32). This is but natural
because the Islamic call for the respect of life and the brotherhood of
mankind would be meaningless if the life of even non-Muslims were not
considered to be as sacred as that of Muslims. The Prophet (pbuh), also
pronounced in the address which he delivered during his farewell
pilgrimage that: “Your lives, your property and your honour are as sacred
as this Day of yours (Hajj), in this month of yours, in this city of

(30) All these values are emphasized in the Qur’an and/or Sunnah and constitute an
inseparable part of the Islamic worldview. Whoever violates them is not considered
to be a practicing Muslim.



Wednesday Seminar 553

yours.”® Since the Hajj enjoys a maximum degree of sanctity in Islam,
the life, property and honour of every individual also enjoy the same
degree of sanctity.

A fifth need of the human self is freedom. Freedom is indispensable
for the development of the human personality. Without it he/she may
lack the initiative and drive that are necessary for creativity and
innovation and, consequently, for human development and well-being.
As khalifahs of God, they are subservient to none but Him. Therefore,
one of the primary missions of Muhammad (pbuh) was to relieve
mankind of the burdens and chains that have been imposed on them (al-
Qur’an, 7:157). Serfdom of any kind, irrespective of whether it is social,
political or economic is, therefore, alien to the teachings of Islam.
Accordingly, no one, not even the state, has the right to abrogate this
freedom and to subject human beings to any kind of bondage or
regimentation. It is this teaching, which prompted ‘Umar, the second
Caliph, to ask: “Since when have you enslaved people when their
mothers gave birth to them as free individuals?”®?

However, as khalifahs of God, human beings are not absolutely free
in the sense of Sartre’s existentialism. Their freedom is bounded by
moral values to ensure not just their own well-being but also the well-
being of all God’s creatures. When the angels realized at the time of
man’s creation that he was going to be God’s khalifah on earth with
freedom to act on his own initiative, they had an apprehension that this
freedom might lead him to corrupt the earth and to shed blood (al-
Qur’an, 2:30). This apprehension may perhaps have been because they
did not realize at that time that, in addition to freedom, God was also
going to provide human beings with three other assets that could help
them lead a life that would be contrary to the angels’ apprehension. The
first of these is their conscience, which is a reflection of their true nature
(fitrah) on which God has created them (al-Qur’an, 30:30). If the fitrah is

3 ASaly 8138 a$5el 8108 aSa s AapaS oSile ol aSialiels aSllsdy oS lay of (7))
(Reported by Ibn Kathir (d. 774/1373) (1981) in his commentary of verse 13
of sirah 49 (al-Hujurat), Vol.. 3, p. 365).
' hal agileal agialy ds ulill Sawiu) e (YY)
(‘Alf al-TantawT and NajT al-Tantawi, Akhbaru ‘Umar, 1959, p.268).
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not preserved, human beings can stoop “to the lowest of the low (asfala
safilin)” (al-Qur’an, 95:5). To help them avoid such a fall, God has
Himself provided them with the second precious asset which is the
guidance sent by Him to all human beings and nations at different times
in history through a chain of His Messengers. The purpose of this
guidance is to assist them in managing their affairs in this world in a way
that would help ensure the well-being of all in harmony with their
mission as khalifahs of God.®® Their freedom is, therefore, within the
bounds of the guidance provided by Him. The third asset is the intellect
which God has provided to human beings. If used in the light of the
promptings of their conscience as well as the Divine Guidance, it would
enable them to use their freedom wisely to actualize the vision of Islam
and not to spread corruption or shed blood, which are among the worst
crimes in the value system of Islam

This leads us to a sixth need of the human personality, which is the
enrichment of his/her intellect through a high quality of education.
Education should perform a dual purpose. First, it should enlighten the
members of society about the worldview and moral values of Islam as
well as their mission in this world as khalifahs of God. Secondly, it
should enable them to not only perform their jobs efficiently by working
hard and conscientiously but also expand the knowledge and
technological base of their society. Without the moral uplift and
expansion of their knowledge and technological base, it may not be
possible to enrich the intellect and enable it to contribute richly to the
goal of accelerating and sustaining development. The Qur’an and Sunnah
have, therefore, laid great emphasis on education as will be indicated
later while discussing the enrichment of intellect, the third primary
objective of the Shari’ah.

(33) The Qur’an clearly states that “We have indeed sent Our Messengers to every
community in every period” (16:36) and that “We have sent Messengers before
you, some of them We have motioned to you, while some of others We have not
mentioned” (40:78 and 4:164). According to a hadith of the Prophet (pbuh) from
Abu Dhar, God has sent 124000 Messengers to this world at different times to
different communities (See the commentary on verse 4:164 in the Tafsir of lbn
Kathir). Islam is undoubtedly the only religion which recognizes all the
Messengers of God.
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Good governance, as will be discussed further under faith, is the
seventh indispensable need of the human personality. Without political
stability and good governance, it may not be possible to enforce the
society’s rules of behaviour. In this case, the violation of rules may tend
to spread and become locked-in through the operation of path
dependence and self-reinforcing mechanisms.®” There will then be a rise
in corruption, inefficiency, and lack of concern for the satisfaction of
other people’s needs. Hence the imperative of good governance has been
stressed throughout Muslim history by almost all scholars, including Abu
Yusuf, al-Mawardi, Ibn Taymiyyah and Ibn Khaldiin. One of the major
causes of Muslim decline has generally been understood to be the
absence of good governance over the last several centuries.®®

The intense commitment of Islam to human dignity, justice and
brotherhood leads logically to the eighth requisite which is the removal
of poverty and the fulfillment of all basic human needs. Poverty leads to
incapacity, helplessness and dependence on others. It can even, according
to the Prophet (phub), drive a person close to disbelief.®® It is thus in
conflict with the goal of human dignity ingrained in Islamic teachings.
However, the removal of poverty may not be possible without an
efficient and equitable use of all resources at the disposal of mankind. All
these resources are, as indicated earlier, a trust from God and one of the
terms of this trust is that they must be utilized in such a responsible
manner that the needs of all are satisfied.

Removal of poverty and the need fulfillment of all individuals in
society has, therefore, received an important place in the figh and other
Islamic literature throughout Muslim history. The jurists have
unanimously held the view that it is the collective obligation (fard
kifdyah? of a Muslim society to take care of the basic needs of the
poor.®” In fact, according to al-Shatibi, this is the raison d’étre of society

(34) See North, 1990, pp. 93-94.

(35) See the author's new book, Muslim Civilization: The Causes of Decline and the
Need for Reform (2008).

(36) LiS (15 of il A
(Cited by al-Suyuti (d.911/1505) in his al-Jami‘al-Saghir from Anas ibn Malik
on the authority of Abu Nu‘aym’s al-Hilyah under the word Kada, p.89).

(37) See, for example, Ibn Hazm, Vol. 6, p.156: 725.
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itself.®® All modern scholars, including Mawlana Mawdudi, Imam
Hasan al-Banna, Sayyid Qutub, Mustafa al-Siba’i, Abti Zahrah, Bagqir al-
Sadr, Muhammad al-Mubarak, and Yusuf al-Qaradawi, are unanimous on
this point.

This leads us to the question of what constitutes a need, the
fulfillment of which has been made an individual as well as social
imperative. Needs have been divided by the fughaha’ into three
categories. These are necessities (durariyyat), comforts (hajiyyatr), and
refinements (tahsiniyyat)). All of these, as defined by the fugaha’, refer
to goods and services that make a real difference in human well-being by
satisfying a certain need, reducing a hardship, or providing comfort and
mental peace and happiness.®® They do not include ‘luxuries’ which
may be defined as those goods and services which are wanted for their
snob appeal and do not make a difference in a person’s real well-being.
All such goods and services which go beyond need have been considered
by the fugaha’ as prodigality and self-indulgence, and strongly
disapproved.“

(38) al-Shatibi, Vol. 2, p. 177.

(YWY oa Yz o blill) dalall culyyg pual) dald] 8 DA B &) Jaad

(39) For the definition of these terms within the perspective of figh, see al-Shatibi, al-
Muwadfagat, Vol.. 2, pp. 8-12: and Anas Zarqa, “Islamic Economics: An Approach
to Human Welfare”, in K. Ahmad, 1980, pp.13-15. See also Imam Hasan al-
Banna, Majmiifah Rasa’il (1989), p. 268, and Hadith al-Thulatha’ (1985), p.410;
and Sayyid Abul A‘la Mawdidi, Islam awr Jadid Ma[ashi Nazariyyat (1959), pp.
136-40.

(40) See the Qur’an, 7: 31,17: 26-7 and 25: 67 for verses against waste and
extravagance. The Prophet (pbuh), also spoke against extravagance and in favour
of simplicity and humility in life-style. He emphasized that waste of resources was
forbidden not only in times of scarcity but also in times of abundance (Tabrizi,
Mishkat, 1966, Vol.. |. p.133:427). He also said: "God has revealed to me to teach
you to be humble so that no one wrongs others or shows arrogance” (Sunan Abu
Dawud,. 1952, Vol.. 2, p. 572, from ‘Iyad ibn Himar); and that: "God does not
look at those who wear clothes reflecting arrogance” (Sahih al-Bukhari, Vol. 7, p.
182, and Sahih Muslim, 1955, Vol. 3, p. 1651:42). He also said: "Whoever
abstains from wearing an expensive dress out of humility, in spite of being capable
of doing so, will be summoned by God in the presence of all humanity on the Day
of Judgment and given the option to wear any of the distinguished attires of faith
that he wishes" (Jami[ al-Tirmidhi with commentary, Tuhfat al- Ahwadhi, Vol. 3,
pp. 312-13, from Mu‘adh ibn Anas al-Juhani); and: "Eat and drink, give in charity,
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However, it is important to bear in mind that, since Islam does not
approve of monasticism or a life of self-denial and renunciation of the
world (al-Qur’an, 57:27), the classification of goods and services into the
three above categories need not be inflexible. Islam allows a person to
satisfy all his needs (both necessities and comforts) to increase his

= and dress up without extravagance or conceit" (Suyuti, al-Jami' al- Saghir. Vol..
2, p. 96, from Ibn ‘Umar, on the authority of Musnad Ahmad, Nasa’i, Ibn Majah
and Mustadrak Hakim). Accordingly, the weight of the Qur’an and the Sunnah is
on the side of a simple life-style for its followers, and the jurists have concluded
that vainglory and vying with each other for worldly symbols of prestige is haram
(prohibited). (See "Kitab al-Kasb™ of al-Shaybani in al-Sarakhsi, Kitab a/-Mabsiit,
Vol. 30, pp. 266-8.)
12 L) Ja Liagi sas s e plus ade ) (Lo ) of aladl op gpee o dilae oo
caale ol Sl 2aaloly) (Ola L o i€ gy and) 108 Cipus gl (3 B (s b il
e gasll b= Byledall QLS YV 30 YT a Nz B\

sl dl o)) ralus ade ) Lo &) Jpy JB 106 4 die ) oy Jles o gl oo
OVY a Yz gy sl (aal e aal as Wy aal e sl sy ¥ s gzl o )

s e e G A LY Y 06 alus adle &) e A Jgey of die &) ) e i o0
.\/\Vua sVG ") 4..\.\‘) S Re Jda” 611:.3 ‘djﬂ n_lLa cu.uL\m t_\t\s L.,SJBJ\ ob) 6”‘;)7\5

Gl ullll @i e 1 alag anle &) La &) dy)di‘\ﬂgid&(;’lﬁ.‘\ ol o e e
sl gl dls sl e oty (S DAY Gagyy o Al g ) sles ade i g A
FAF=TNY (o Pz oedsal) ddad cua Enan JB 0l QS 8 sdagill olg) of sty

Ipmally Banaiy 5apdly 15IS) 1B adl alus e Al Lo il G die ) iy see G 0o
pelal) el 8 oSlally daale s Slailly sxine (d daal oly) (ke Yy Gl e B
Aa Yz sl jpal)

clally alally DAy Copdly AdY) (el o 4iS) e gyall e ayay 4 Jualal)
rllas Al ahad Capudl Lfy AT 5AN) )l ) AT Lad il : e 4l alyad ol W
Al JEy s el of e Jis clidd A9 Taaal 13 cpdlly Sley Ja JEs AN (1 V)
oo et WS Al gy dha Sl alaly aha dladlly o(Y1T0a) (Ded L V)
Al ol o sy boad dualls Gallll L elld e e Gl pladall e iy i)
ans o QL 3 33sally uall 0o 05 Lo Aled Gl Y O aballs sl e o ol 4de
Ll sa¥ oy il Y asn DAYy Gy ) g Lanasl old bWl 4l Ll
(YTAGa oz el bl ¢ Aludl) Cpa o deadd sl QLS)
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efficiency and well-being. The classification of goods and services into
these categories should, therefore, reflect the wealth and general living
standard of any given Muslim society. Accordingly, the perspective on
needs is bound to undergo a change over time with the development of
technology and the rise in wealth and living standards. In fact, most
Muslim countries are richer today and can afford a higher standard of
need fulfillment than what was possible in the early Muslim societies.
Moreover needs do not remain constant over time and space. Some of the
things which did not even exist during the Prophet’s (pbuh) times are
now considered needs. They should not, however, reflect snobbery or
lead to wide gaps in living standards which may weaken the bonds of
Islamic brotherhood and social solidarity. The objective should also not
be to create a monotonous uniformity and drabness in Muslim societies.
Simplicity can be attained in life styles without adversely affecting
creativity and diversity.

Since begging deﬂgrades a person’s dignity and is also strongly
discouraged by Islam,“? a ninth requisite of the human personality and
an essential corollary of human dignity is that need fulfillment must be
realized through the individual’s own effort. Accordingly, it is the
personal obligation (fard ‘ayn) of every Muslim to earn a living to

(41) The Prophet (pbuh), disapproved of begging by saying: "Do not beg anything from
people” (i Ll Vsl ) Abi Dawud, 1952, Vol. T, p, 382, from ‘Awf ibn Malik),
and that “The hand that is above is better than the hand that is below"

(amd) ) e a Ulall ) (Al-Bukhard. Vol. 2, p. 133. from ‘Abdullah ibn ‘Umar).
The Prophet (pbuh), also declared unlawful the giving of charity to those who have no
real need and who are healthy and able-bodied. (s 830 (53 Y5 3l Aaall a5 Y)
(Abt Dawid, 1952, Vol.. I, p, 379; Nasa’i, 1964, Vol.. 5, p. 74 and Ibn Majah,
1952, Vol.. I. p. 589:1839). He assigned a place of high esteem to earning one’s
own living by saying: "He who seeks the world lawfully to refrain from begging,
to cater for his family, and to be kind to his neighbour, will meet God on the Day
of Judgement with his face shining like the full moon".

o Sl 4 Gl ojla o sty alal o Uy Al e Bliwinl Pla Gl ()

(o) AL i) e Agangs el
(Tabrizi, Mishkat, 1381 A.H., Vol.. 2, p. 658:5207, from Abi Hurayrah, on the
authority of Bayhaq1’s Shu ‘ab al-Iman).
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support himself and his family.“? The Prophet (phub) has also enjoined
Muslims to acquire skill in some profession so that they can earn a
respectable living.“*® The jurists have, therefore, emphasized that without
fulfilling this obligation of earning a living through his own effort, a
Muslim may not even be able to maintain his body and mind in a state of
adequate health and efficiency to carry out even his devotional duties,
leave alone the fulfillment of all his other obligations as vicegerent of
God on earth.“¥

(42) The Qur’an instructs Muslims to go out into the world and seek of God's bounties
after having attended to their prayers (62: 10). The Prophet (pbuh) said that:
“Earning a lawful livelihood is obligatory upon every Muslim™ <aly J3all k)
(plae JS e (Suyati, A/-Jami' al-Saghir, from Anas ibn Malik. p. 54). He
elaborated this point further by saying: "A man has not earned better income than
= that which is from his own effort” (s Jac (30 bl G Jayll s L) (Sunan
1bn Majah, 1952, Vol. 2, p. 723:2138, from Miqdam 1bn Ma‘dikarib). According
to the Prophet (pbuh), trust in God does not imply that a Muslim should refrain
from making an effort. He should in fact do his utmost, but trust in God for the
best results. This is the implication of his displeasure at a man who left his camel
untied thinking that the camel would not stray because God would take care of
him. The Prophet admonished him to tie the camel first and then trust in God (see
"Kitab al-Kasbh" of Muhammad Ibn al-Hasan al-Shaybani in al-Sarakhsi, Kitab al-
Mabsit, Vol. 30,.p. 249). Caliph 'Umar emphasized the Islamic injunctions to
earn one's own livelihood

Y elewd) 08 (8350 aelll 15y @l il e aSaal 2l V' dic A oy see J&
cgsthaiball alis gslaiball o) "Gany (e pgeiany (ulil) (3) 0 &) (S5 Al Vs Gad [l
(YTAGa el

b bl sy Ul Ay dappll Cillae sgb o)) 4S5 3 OS5 Aads of ey o o
G Y by ade A e (S5l iy d.m‘j JB A Jilull Al 3 alug adle il
(Y83 0a Yoz ondpudl o gusal) ¢ Sldl) Cpuald) G denal sl QUS ) "S5 Lelic)
(43) The Prophet (pbuh) said: ‘God loves a Muslim who has a professional skill”

(Narrated by al-Mundhiri from Ibn ‘Umar on the authority of al-Tabarani’s al-
Kabir and al-Bayhagqi, Vol.2, p.523:10).
"l Gagall g Al G 1B alag ade ) e ol e legie &) )y e ol e —
( cViu.a ‘VC chJM\ 4@@.\.\“} ‘);uﬂ\ ‘_,,A u.ab.:H\ a\}‘))
(44) A complete list of juristic references would be too long; the reader may however
wish to see "Kitab al-Kash" of al-Shaybani in al-Sarakhsi, Kitab al-Mabsiit, Vol.
30, pp. 344-87, particularly, pp. 245, 250 and 256; Abt Hamid Muhammad al-
Ghazali, Thya ‘Uliim al-Din, Vol. 2, pp. 60-4; al-Shatibi, Al-Muwdfagat, Vol. 2,
pp. 176-7; and al- ‘Abbadi (1974-75), Vol. 2, pp. 22-5.
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It is, therefore, the collective obligation (fard kifayah) of a Muslim
society to manage the economy in such a way that everyone has a
suitable opportunity to earn an honest living in keeping with his/her
ability and effort. In the present-day world, microfinance has proved to
have a great potential for expanding employment and self-employment
opportunities and needs to receive high priority in Muslim countries.
Nevertheless, there are bound to be those who are unable to earn enough
through their own effort because of some handicap or inability. Islam
has, therefore, ordained a social self-help programme to help such people
through its institutions of zakah, sadagat and awqaf to fulfill their needs
without stigma or recrimination. If it is not possible to raise adequate
resources through these institutions then it is the obligation of the state to
play a complementary role.

The Qur’an requires that wealth should not circulate only among the
rich (59:7). In accordance with this vision of Islam, the tenth need is
equitable distribution of income and wealth. This is because excessive
disparities in income and wealth tend to degrade those who are extremely
poor and unable to utilize their full potential. Lack of an effective
programme to reduce inequities is bound to destroy, rather than foster, the
feelings of brotherhood that Islam wishes to promote. Hence, Islam not
only requires the removal of poverty and fulfillment of everyone’s needs,
primarily through a respectable source of earning, but also emphasizes the
social self-help programme of zakah, sadagat and awqaf. It would,
however, be a mistake to rely primarily on these charitable contributions to
realize the objective of equitable distribution of the income and wealth. It
is also necessary to accelerate development, as will be discussed later
under wealth, and to adopt all other methods that have proved to be useful
around the world, provided that they are Shari “’ah compatible.

An eleventh indispensable natural need of both the male and the
female members of society is a companion and partner-in-life through
marriage.“*® The purpose of this is not merely to satisfy the sexual desire

(45) The Qur’an uses the words zawj and sahibah for a wife which signifies that she is a
partner and friend or companion and not an employee or subordinate. In the light of
this, fighi literature defines marriage as a partnership agreement based on the equality
of the partners. It is solemnized for the purpose of fulfilling mutual needs through
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but also to have a congenial partner-in-life to find peace and solace in
each other through mutual care, affection and kindness. The Qur’an
states: “And among His signs is that He has created for you mates from
among yourselves and sown love and compassion in your hearts so that
you may find peace of mind in her. In these, there are signs for those who
reflect” (al-Qur’an 30:21). Married life can, however, help realize this
objective only if both husband and wife have a noble character (khulug
hasan),® are concerned about each other’s well-being, and are willing
to make the sacrifice of self-interest that this entails.#” Such an
affectionate and caring relationship of husband and wife with each other
will lead to the establishment of stable families which are essential not
only for the loving care and upbringing of the future generation but also
the development and survival of the society itself.

For creating an atmosphere of love, compassion and tranquility
between husband and wife, the Qur’an has prescribed for women rights
equal to those of men (2:228), and has required men to treat them gently
and fairly (4:19) and to fulfill their obligations towards them graciously
(2:237). The Prophet (pbuh) has further reinforced these and other verses
of the Qur’an by characterizing women as “sisters of men”.“® In a
sermon that he delivered during his farewell pilgrimage, he exhorted men

cooperation with each other. (See al-Sarakhsi (d.483/1090) (n.d.), al-Mabsut, Vol. 5, p.
109; al-Qarafi (d.684/1284) (1994), al-Dhakhirah, VVol. 13, p. 34).
ALEA) e 21V L ahally "dea) & bl e ik st zls)) Sie 2yl die” —
.(\ Qa c°c c.bj.h.u.d\ c‘_;.u.u;‘).ul\)
.(Viua s\VG @,353&\ ‘Gsbsl\ )"CJLAAAS\ uic Qgiju\ U.:S.D.-IJ\.S 4.;‘9‘)”) G’-}H U;\ !
These fighi references were indicated to me by my colleague Dr. Sami AlSuwaylem.
(46) The Prophet (pbuh) said: “The best of you is one whose character is best” (Al-
Bukhari, Vol. 8, p.15).
(e Yy Laals ol 5 Al Gl ecla¥) GBS gyladl) s Sl opal (g )
(47) Empirical studies have shown that religious commitment leads to lower levels of
divorce and greater marital stability (lannaccon, 1998; Lehrer and Cheswick,
1993; and Gruber, 2005).
(48) Cited from ‘A’ishah by al-Suyuti in his al-Jami[ al-Saghir on the authority of
Ahmad, Abu Dawud and al-Tirmidhi, Vol... 1, p.102..
A gy of clagie a3 il oy i) e bl o cleie e ) o) Aile oo
A eYia Oz Ghagall pmall galall (Jlll @S oLl L) JB sl ade &) a
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to fear God in their treatment of women because they (men) have
accepted them (women) as a “trust from God”.“? On another occasion,
he warned men against usurping the rights of women by taking advantage
of their weakness.®® He also warned them against humiliating their
daughters and preferring their sons over them.® These, as well as a
number of other ahadith, have been interpreted as a testimony of their
equal (and not inferior) status and their playing of a complementary role
to men in promoting human well-being. ‘Umar the second Caliph
(d,23/644), felt prompted, therefore, to say that: “During the pre-Islamic
period (al-Jahiliyyah), we did not consider women to be anything.
However, after the coming of Islam, when God Himself expressed His
concern for them, we realized that they also had rights over us.” ©®? There
is no reason to believe that nobility of character, good relations between
husband and wife, and loving care of children by both parents cannot

(49) Cited from Jabir ibn ‘Abdullah by Muslim in his Sahih, Kitab al-Manasik, Bab
hajjat al-Nabiyy, Vol. 2, p. 889:147; and Abu Dawid, Kitab al-Manasik, Bab sifat
hajj al-Nabiyy; also Ibn Majah and Musnad Ahmad.

&l ade &) Lo &) Jguy JE 2B caie S &) oy A 2o o pls e
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(50) The actual words of the hadith are: “I forbid usurpation of the right of two weak
persons — the orphan and the woman.” (Narrated from Abt HOurayrah by al-
Hakim in his Mustadrak, Vol. 1, p. 63.) This h0adith s sOahOzh (authentic) on
the criteria of Muslim.
eS:\S:, C);\ ‘5\‘\) :eluj 4:\1:; ) ‘:Jmaf\l\ d}uz) Ja " 08 e L) Gm) By )8 ‘_,_‘_1\ o
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(51) Reported from Ibn ‘Abbas by al-Mundhiri on the authority of Abu Dawud and al-
Hakim, Vol. 3, p. 68:29.
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(52) Narrated from ‘Umar by al-Bukhari in his Sahih, Kitab al-Libas, Bab ma kana al-
Nabiyy yatajawwaz min al-libas wa al-bust0, Vol. 4, p.281: 735.
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lead to fulfillment of the twelfth need of the human personality which is
family and social solidarity.

The fulfillment of all the above twelve needs of the human
personality should hopefully create an enabling environment for the
fulfillment of the thirteenth need of the human personality, which is
minimization of crime and anomie. If all these thirteen major needs are
duly satisfied, one can hopefully expect that the fourteenth need of
mental peace and happiness would also be satisfied. The satisfaction of
all these needs should together have a positive effect not only on the
human self, intellect, posterity and wealth, but also on faith by creating a
more congenial environment for its better understanding and
implementation. This should go a long way in promoting sustained
development in all sectors of the society, economy and polity.
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ENRICHING FAITH, INTELLECT, POSTERITY AND WEALTH

While the ultimate Shari’ah goal of ensuring the well-being of all
people cannot be realized without reforming and strengthening the
human self, it is also necessary to strengthen the four other primary
magqasid (faith, intellect, posterity and wealth). All these four have a
strong role to play in the reform and enrichment of the human self. If
these four are not strengthened in keeping with the challenges created by
changing circumstances, optimum well-being of the present and future
generations will fail to be realized and even the long-run survival of the
civilization may itself be jeopardized.

Strengthening Faith

The first question that may arise in the reader’s mind is about why
has faith been placed immediately after the human self in the present-day
world where secularism, liberalism and materialism rule the roost. Does
faith really deserve the importance that such a sequence of the magasid
signifies? The undeniable fact, however, is that, if human beings are the
end as well as the means of development, then their reform as well as
well-being need to be given the utmost importance. It is the religious
worldview which carries the greatest potential of ensuring the reform of
the human self in a way that would help ensure the fulfillment of all the
spiritual as well as material needs of the human personality specified
above. This it does by injecting a meaning and purpose into life,
providing the right direction to all human effort, and transforming
individuals into better human beings through a change in their behaviour,
life-style, tastes, preferences, and attitude towards themselves as well as
their Creator, other human beings, resources at their disposal, and the
environment. This is why the Qur’an has clearly indicated that “he
succeeds who purifies his own self, remembers his Lord and prays”
(87:14-15; see also 91: 9-10). Accordingly, all Muslim scholars have also
emphasized the need for reform of human beings and the role that faith
plays in such reform.

Toynbee and the Durants have also rightly concluded after their
extensive study of history, that moral uplift and social solidarity are not
possible without the moral sanction that religions provide. Toynbee
asserts that “religions tend to quicken rather than destroy the sense of
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social obligation in their votaries” and that “the brotherhood of man
presupposes the fatherhood of God — a truth which involves the converse
proposition that, if the divine father of the human family is left out of the
reckoning, there is no possibility of forging any alternative bond of
purely human texture which will avail by itself to hold mankind
together.”®® Will and Ariel Durant have also observed forcefully in their
valuable book, The Lessons of History, that “there is no significant
example in history, before our time, of the society successfully
maintaining moral life without the aid of religion."®*

This raises the question of why are moral uplift and social solidarity
not possible without the aid of faith. This is because two of the foremost
requisites for moral uplift are: first, the existence of values or rules of
behaviour which command such a wide and unconditional acceptance
that they become categorical imperatives; and secondly, the observance
of these rules by everyone with a sense of moral obligation such that
anyone who violates them gets censured. This raises another question of
how to arrive at rules which are unconditionally accepted and observed
by everyone. Is it possible to arrive at such rules by means of ‘social
contract’ as suggested by some secularist modern philosophers and
political scientists? The answer may be yes only if all participants in the
discussion are socially, economically and intellectually equal so that
everyone has an equal weight in the formulation of the desired rules.
Since such equality is impossible to find, the rich and powerful will tend
to dominate the decision-making process and lead to the formulation of
rules that serve their own vested interests. This would frustrate the
universal acceptance and observance of the rules that have been
formulated. It is, therefore, necessary that an omniscient and benevolent
outsider be assigned this task - an outsider who is impartial, who knows
the strengths and weaknesses of all human beings, who treats them all as
equals, who cares for the well-being of all without any discrimination,
and who is capable of analyzing not only the short-term but also the long-
term effects of the rules given by him. Who could be more qualified to
take this position than the Creator of this Universe and of human beings
Himself?

(53) Toynbee, Somervell's abridgement, 1958, VVol.2, p. 380 and Vol.1, pp 495-96.
(54) Will and Ariel Durant, 1968, p. 51.
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The Creator has done this job. According to the Islamic worldview,
He has sent, as indicated earlier, His guidance to all people at different
times in history through a chain of His Messengers (who were all human
beings), including Abraham, Moses, Jesus and, the last of them,
Muhammad, peace and blessings of God be on all of them. Thus, there is
a continuity and similarity in the basic worldview and value system of all
Revealed religions to the extent to which the Message has not been lost
or distorted over the ages. Human beings, as vicegerents of God, have the
mission of faithfully observing the values given by their Creator. This is
their mandate during their brief sojourn in this world. If they utilize the
scarce resources, which are a trust in their hands, and interact with each
other in accordance with these rules, it may not only be possible to
ensure the well-being of all humans but also to protect the environment,
including animals, birds and insects. “Social morality”, as Schadwick has
rightly observed, “depends on agreed standards, upon a consensus which
is received as so axiomatic that it hardly ought to be discussed”, and that,
“except in the case of a small number of exceptional groups of people,
morality never had been separated from religion in the entire history of
the human race."®® Bernard Williams is, therefore, right in observing
that "social morality is not an invention of philosophers".®®

However, even when we have the values that command wide and
unconditional acceptance, there arises the question of how to ensure the
observance of these values by everyone. Living up to these values
requires a certain degree of sacrifice of self-interest on the part of all
individuals. How does faith help motivate an individual to live up to
these values and to fulfill all his/her social, economic and political
obligations that involve a sacrifice of self-interest. Faith tries to
accomplish this by giving self-interest a long-term perspective —
stretching it beyond the span of this world, which is finite, to the
Hereafter, which is eternal. An individual’s self-interest may be served in
this world by being selfish and not fulfilling his/her obligations towards
others. His/her interest in the Hereafter cannot, however, be served
except by fulfilling all these obligations.

(55) Schadwick, 1975, pp.229 and 234.
(56) Williams, 1985, p. 174
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It is this long-term perspective of self-interest, along with the
individual’s accountability before the Supreme Being and the reward and
punishment in the Hereafter, which has the potential of motivating
individuals and groups to faithfully fulfill their obligations even when
this tends to hurt their short-term self-interest. It would be highly
irrational for a person to sacrifice his long-term eternal well-being for the
sake of a relatively short-term this-worldly benefit. This dimension of
self-interest has been ignored by Conventional Economics after being
cast in its secularist Enlightenment worldview. It has, therefore, no
mechanism to motivate individuals to sacrifice for the well-being of
others.

However, even the existence of values and motivating system may
not be very helpful unless people get acquainted with these. Therefore,
Islam makes it obligatory for every Muslim to have a proper grounding
not only in the Islamic worldview and values but also in the existing
knowledge base and technology (see the section on Intellect). This would
not only help them be better Muslims and open up for them employment
and self-employment opportunities that would enable them to stand on
their feet in keeping with their dignity, but also enable their society to
accelerate development, reduce poverty, and inequalities in the
distribution of income and wealth. This would get a further boost if the
financial system is also reformed in a way that would enable it to make
financing available to a large spectrum of society on the basis of the
Islamic modes of financing.®”

Islam also aims at creating an enabling environment that is conducive
to righteousness, the strengthening of family and social solidarity, and
the promotion of mutual care and cooperation among individuals.
Without such an enabling environment, the values as well as the
motivating system may both become blunted. Congregational prayers,
fasting in Ramadan, zakah and pilgrimage, along with the society’s
respect of, and admiration for, those who abide by moral norms and
disdain for those who violate them (amr bi al-ma rif wa nahi ‘an al-

(57) There is a great deal of literature available now on the subject, which it is not
gggmgle to encompass here. The reader may see, for example Chapra, 2007a and
7h.



Wednesday Seminar 569

munkar) are a part of the Islamic programme to create such an
environment.

The existence of such an enabling environment can help promote the
desired qualities in individuals and curb the vices that jeopardize the
realization of humanitarian social goals. For example, the promotion of
simple living and the reduction of wasteful and conspicuous consumption
can help reduce excessive claims on resources. This may not only release
a greater volume of resources for general need-fulfillment, which is
necessary for promoting social harmony, but also enhance saving and
investment and, thereby, help promote higher employment and growth.
The absence of a discussion of such values and environment in
microeconomics has created a gulf between it and macroeconomics.
Without a discussion of the kind of behaviour and tastes and preferences
that are needed in individuals, families and firms to realize the
humanitarian macroeconomic goals, these goals hang in the air without
support. The humanitarian goals of macroeconomics are, thus, out of tune
with microeconomics as a result of the latter’s excessive stress on
individualism and the serving of self-interest through the maximization
of wealth and want satisfaction.

The Enlightenment movement of the 17" and 18" centuries tried to
undermine this role of religion in the West by its secular and materialist
worldview. It, however, succeeded only partially because Christian
values continued to prevail until they gradually started becoming weaker
and weaker. The sour fruits of this development have raised protests and
the religious worldview is having a comeback around the world.®®
Schweitzer, a Nobel Laureate, has rightly emphasized that "if ethical
foundation is lacking, then civilization collapses even when in other
directions creative efforts of the strongest nature are at work".®®
Therefore, according to him, "moral control over men’s dispositions is
much more important than control over nature™.®® More recently
Benjamine Friedman, a Harvard Professor, has also argued in his recent

(58) The editors of Religion in Contemporary Europe admit that they are seeing the
beginning of the end of 200 years of hostility towards religion (Fulton and Gee,

5593 Schweitzer, 1949, p.xii.
60) Schweitzer, 1949, pp. 22-23, 38-39, 91.



570 Academic Year 2011-2012/1432-1433H

book that moral growth and economic growth go hand in hand,
reinforcing each other.®” Long before these Western authors, al-Ghazali,
al-Shatibi and a number of other Muslim scholars, assigned a place of
great prominence to faith in the realization of human well-being.

A question that may be raised here is about whether the injection of
faith into the picture would lead to the curbing of human freedom. Not
necessarily. Human beings are still free to choose. They may either live
up to the demands of their faith or reject them. This freedom to choose is
emphasized in several verses of the Qur’an, one of which says: “The
truth has come from your Lord. Whoever wishes may believe in it and
whoever wishes may reject it” (18:29). However, even if they reject faith,
they cannot have absolute freedom. There are curbs on freedom in every
society in the form of rules of behaviour. For example, a red traffic light
is also a curb on individual freedom. Nevertheless, nobody minds it
because everyone knows that this promotes the magasid by helping
prevent accidents, saving people from harm and, thereby, enhancing
well-being.

The Role of the State

Faith alone cannot, however, help realize human well-being. It is
unrealistic to assume that all individuals will become morally conscious
in human societies as a result of belief in God and accountability before
Him in the Hereafter. Moreover, even if a person is morally conscious, it
is possible that he/she may be simply unaware of the social priorities in
resource use. This makes it incumbent upon the state to play a
complementary role. The Prophet (pbuh), therefore, clearly stated that
“God restrains through the sovereign more than what he restrains through
the Qur’ﬁn.”(62) The Qur’an can only give values, it cannot by itself
enforce them. It is the job of the state to do so. It is the moral and legal

(61) Friedman, 2005.
(62) LA &3 Lee JST Ualudly ¢34 &) ¢ (Cited by al-Mawardi, 1955, p. 121).
“Tbn ‘Ashur has ri§htly indicated that if the Shari‘ah is not respected by everyone and

does not get duly enforced, the benefit expected to be derived from it will not be
fully realized (2001, p.376),
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responsibility of the state to ensure justice and the well-being of the
people. The Prophet (phub) said: “Anyone who has been given the
charge of a people but does not live up to it with sincerity, will not taste
even the fragrance of paradise”. ®® This has also become reflected in the
writings of a number of classical as well as modern writers. For example,
Imam Hasan al-Banna stressed that governments are the heart of socio-
economic reform; if they become corrupt, they may corrupt everything
and, if they are reformed, they may be able to reform everything.®*

The state should, however, try to perform the task in a way that does
not make it totalitarian and despotic. Curbing of individual freedom
excessively will hurt the initiative and innovation on the part of
individuals and groups. For this purpose, it is imperative to have effective
checks and balances on the state through a number of institutions,
including the shura (parliament), an honest judiciary, a free press, and
properly conceived laws and regulations. These need to be buttressed by
appropriate material incentives and deterrents to reinforce the moral base
of society and to create an enabling environment. Nevertheless, there is
no escape from proper moral upbringing and education of individuals to
motivate them to do what is right and abstain from doing what is wrong
on their own volition.

The greater the motivation people have to implement Islamic values
on their own volition, and the more effective socio-economic, judicial
and financial institutions are in creating a proper environment for the
realization of a just socio-economic order, the lesser may be the role of
the state in enforcing the rules of behaviour and realizing the desired
social goals. Moreover, the greater the accountability of the political

G Wrdst alug agle ) o ) Cumen 1 JB et Juad &) (iay Ly o Jie e (TY)
Ara Az @il oly)) "Lall dad)y any &l V) daaly edasy ol 4o ) sle i) 2
(i pl A o) e Gl &Y s
AI—BukhﬁrT;, from Ma“qil I})n Yasar, Vol. 9, p. 80, Kitab al-Ahkam.
13y Al 5aY) b leelingl aad 138 S elaial) ZOlaY) i els Y AaSall’ (1¢)
b Bl DI ol L) s 280 aLaY) il de san) "4 YY) mlia cialia
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Imam Hasan al-Banna, Majmu ‘ah Rasa’il al-Imam al-Shahid Hasan al-Bannd’
(1989), p. 255.
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leadership before the people, and the greater the freedom of expression
and success of the parliament, the courts and the news media in exposing
and penalizing inequities and corruption, the more effective the Islamic
state may be in fulfilling its obligations. A number of techniques adopted
in other societies to safeguard social interest may have to be adopted
even in Muslim countries, if indeed such techniques have been found to
be effective.
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Enrichment of Intellect (‘Aql)

Intellect is the distinguishing characteristic of a human being and
needs to be enriched continually to improve the individual’s own as well
as his society’s knowledge and technological base and to promote
development and human well-being. According to al-Ghazali, “Intellect
is the fountainhead, starting point, and foundation of knowledge.
Knowledge proceeds from it just like fruit from the tree, light from the
sun, and vision from the eye. If so, then why shouldn’t it be honoured for
being the source of success in this world as well as the Hereafter.”® The
emphasis given to the role of faith in realizing the Islamic vision of
development does not necessarily mean the downgrading of intellect.
This is because revelation and reason are like the heart and mind of an
individual and both of them have a crucial role to play in human life.
Neither of these two can be dispensed with if optimum human well-being
is desired to be realized.

It is faith which provides the right direction to intellect. Without the
guidance of faith, intellect may lead to more and more ways of deceiving
and exploiting people and creating weapons of mass destruction.
However, while the intellect requires guidance from faith to be of service
to mankind, faith also requires the service of intellect to maintain its
dynamism, to respond successfully to the changing socio-economic and
intellectual environment, to develop the kind of technology that can
accelerate development in spite of scarcity of resources, and to play a
crucial role in the realization of the magqasid. Therefore, as stated earlier,
reason and revelation are both necessary and interdependent. Their
harmonious use can lead to development of the kind of knowledge and
technology that can promote real human well-being and not destruction.
The neglect of any one of the two cannot but ultimately lead to decline.
The Qur’an itself strongly asserts the use of reason and observation (al-
Qur’an, 3:190-91, 41:53).

(65) Al-Ghazali, Thya’, Vol... 1, p.83.
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This emphasis has become reflected in the writings of most Muslim
scholars throughout history. For example, Ibn Taymiyyah (d.728/1328)
clearly stressed that the derivation by Muslims of their beliefs, prayers
and values from the Qur’an, the Sunnah, and the consensus of the
Ummah, is “not in conflict with reason, because whatever clearly
conflicts with reason stands rejected (barif).”®® He further argued that
people do not perhaps appreciate that the texts of the Qur’an and the
Sunnah consist of words and that it is possible for them to understand
these words incorrectly or to interpret them wrongly. So the problem lies
with the interpreters and not with the Qur’an and the Sunnah.®”
MustJafa al-Zarqa, a prominent and respected religious scholar of the
20™ century as well as a Faysal laureate, has also clearly declared that “it
is well-established among the ‘ulama’ that there is nothing in the beliefs
and teachings of Islam which is in conflict with intellect.”®®

This shows that faith and intellect are both interdependent and need to
be used in such a way that they strengthen each other and help realize the
magqasid. Without the active role of intellect, it may not be possible to
exercise ijtihad and to evaluate rationally all the interpretations of the
Qur’an and the Sunnah as well as the fighi verdicts against their impact
on the actualization of the magasid. Any interpretation or verdict which
is not in harmony with the magasid and is likely to lead to outcomes
which may hurt human well-being, needs to be reconsidered carefully
and either adjusted or rejected outright. This has been emphasized by a
number of prominent scholars of Shari’ah. Imam al-Haramayn, Abu al-
Ma‘alt al-Juwayni (d.478/1085) said that: “Whoever does not
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Ibn Taymiyyah, Majmi’ al-Fatawa, Vol... 11, p. 490.
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comprehend the role of magasid in the do’s and dont’s of the Shari’ah
lacks insight in its implementation”®® Shaykh Muhammad al-Tahir ibn
‘Ashiir also stated that: “Most of the issues in usiil al-figh (principles of
Islamic jurisprudence) have become confined to the derivation of verdicts
from the words of the Law-Giver rather than being used to serve the
purpose or objectives of the Shari ‘ah”."® The unfortunate result of this is
that “many of the ‘Uliam-al-Diniyyah (religious sciences), including usul
al-figh, have lost the true spirit from which it benefited in the earlier
periods. The revival of this spirit is the most crucial imperative for the

. .. 71
renaissance of religious knowledge”.( )

Emphasis on the magasid rather than on just the letter in the
interpretation of texts should help in not only restoring the real luster of
Islamic teachings but also in reducing the differences of opinion as well
as the prevailing conflicts, fanaticism, intolerance, and undue emphasis
on appearances. However, such a complementary and harmonious role of
intellect and revelation may not be possible without creating in the
Muslim countries an educational system which combines the teaching of
modern sciences with religious sciences and trains the students to think,
analyze and interpret the texts rationally in the light of the magasid with
a view to restore the dynamism of Islam and enable it to face the
challenges of modern life.

(69) Al-Juwayni (d.478/1085), al-Ghiyathi, 1400, Vol... 1, p. 295.
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(70) Muhammad al-Tahir ibn [Ashir, Magasid al-Shari‘ah al-Islamiyyah, 2nd ed.
2001, p. 166).
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(71) Abi al-Fadl Abd al-Salam (1424/2004), pp. 576-7.
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It is but natural that a worldview which places so much emphasis on
the reform and socio-economic uplift of human beings would attach great
importance to education. No wonder the very first Revelation of the
Qur’an to the Prophet required him to “Read in the name of the
Lord...Who taught man through the use of pen what he did not know”
(al-Qur’an, 96: 1-5). Even the Prophet (pbuh), gave a high place to
learning in the Islamic worldview by making it obligatory for every
Muslim man or woman to seek knowledge, and equating the superiority
of a learned man over a mystic to that of the full moon over all other
stars.” It is only through a combination of religious and science
education that a proper grounding can be provided to the people to know
the values of their society, raise their skills to enable them to earn their
livelihood in a morally lawful (kalal) way, and to make it possible for
them to contribute fully to the development of science and technology
and the realization of the magasid. In keeping with the emphasis on
education in the Qur’an and Sunnah, the figh literature has also done the
same. Abl Zahrah, one of the outstanding jurists of the twentieth century,
says that it is necessary “to train a person so that he is a source of benefit,

and not of harm, to his society”.(73)

However, education and research have to be of high quality if they
are desired to serve the purpose of accelerated moral, material and
technological development of Muslim societies. This purpose may
remain a fond hope if proper research and library facilities are not

(72) The two hadiths are: “The quest for knowledge is the duty (faridah) of every
Muslim”, and “the superiority of a learned man ( ‘alim) over a mystic (‘abid) is
like that of the full moon over all other stars,” (Both are reported by Ibn Majah,
the first from Anas Ibn Malik and the second from Abu al-Darda’, Vol.1, p.81,
numbers 223 and 224, al-Mugaddimah, Bab: 17- fadl al- ‘ulama’ wa al-hathth ‘ala
talab al- 7lm). For other ahadith on the subject of learning and teaching, see pp.
80-98. See also al-Qurtubi (d. 463/1070). Jami‘ Bayan al-‘llm wa Fadluhu, Vol.
1, pp 3-63, and al-Ghazali (d. 505/1111), Ihya’, Vol. 1, pp. 4-82)
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(73) Abu Zahrah, Usul of-Figh, 1957, p. 350.
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provided, there is no freedom of thought and expression, creative work
does not get properly rewarded, and appointments and promotions are
based on connections and sycophancy rather than on merit and
contributions made to society. The lack of financial resources may tend
to be a hindrance in promoting high quality education. However, if
education, research and technological advancement are considered to be
important for development, then corruption must be minimized and

resources must be squeezed from wherever it is possible (Figure 4).
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Enrichment of Posterity (Nasl)

No civilization can survive if its future generations are spiritually,
physically, and mentally of a lower quality than the previous ones and
are, therefore, unable to respond successfully to the challenges that they
face. There must, therefore, be continuous improvement in the quality of
the future generation, which depends on a number of factors. One of
these is the kind of upbringing that the children are able to get. In order
to make them good Muslims, it is necessary to inculcate in them all the
noble qualities of character (khulug hasan) that Islam requires in its
followers. They should learn from their very childhood to be honest,
truthful, conscientious, tolerant, punctual, hard working, thrifty, polite,
respectful towards their parents and teachers, willing to fulfill all their
obligations towards others, particularly their subordinates, the poor and
the disadvantaged, and able to get along with others peacefully.

The family is the first school for the moral upbringing of children
and, if this school fails to inculcate in them the good qualities of
character (khulug hasan) that Islam expects in its followers, it may be
difficult to overcome the setback later on. The family may not, however,
be able to fulfill this tremendous responsibility satisfactorily if the
character of the parents themselves does not reflect the luster of Islamic
teachings. In this case, they will not be able to serve as role models for
their children and will not be able to provide them the quality of care and
upbringing that they need to be good and productive human beings. In
addition, there has to be an atmosphere of love, affection and tranquility
in the family as desired by the Qur’an (39:21). Such an atmosphere will
prevail only if the parents fulfill their responsibilities towards each other
conscientiously and amicably. Nothing can be worse for the children than
the constant bickering of parents. Such a discord may ultimately lead to
divorce, which will have a detrimental impact on the children’s moral,
mental and psychological development."® This is the reason why, even
though Islam has allowed divorce, the Prophet (pbuh) said: “Of all the
things allowed by God, the one despised by Him most is divorce”™ and

(74) Empirical studies have established that youth raised in highly religious homes are
less likely to engage in criminal activity (use drugs or alcohol, or engage in
premarital sex (lannaccon, 1998, p. 1476; see also Bachman, et.al, 2002; Wallace
and Williams, 1997; and Gruber 2005). See also, Fukuyama, 1997.

(75) Cited by al-Qurtubi from Ibn ‘Umar in his commentary of verse 1 of surah (al-
Talaq),Vol.18, p. 149.
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that “Get married but do not divorce because divorce leads to the
trembling of the Divine throne”.\’® Therefore, in the interest of children’s
well-being it is necessary to avoid discord and divorce as much as
possible and, in case it becomes inevitable, to do everything possible to
save them from it’s adverse effects.

In addition to the integrity of the family and the proper moral
upbringing of children, a second factor that is necessary for the
enrichment of posterity is their proper education to provide them the
skills that they need to enable them to stand on their own feet and to
contribute effectively to the moral, socio-economic, intellectual and
technological development of their societies. For this purpose, it is
indispensable to have high quality schools, colleges and universities. This
is the area where Muslims have failed badly over the last few centuries
after several centuries of commendable performance. Therefore, unless
education is given the priority that it deserves and the resources that it
needs, Muslim countries may not be able to accelerate development and
to meet successfully the challenges that they face. The clear message
written boldly on the walls is: ‘education’, ‘education’, and ‘education’.
Education will, however, not spread as desired unless it is provided free
and, if this is not feasible, at affordable costs. Without this, only the rich
will be able to afford good quality education for their children. This will
intensify the prevailing inequalities of income and wealth and, in turn,
accentuate social tensions and instability. Lack of resources is a lame
excuse because the crucial importance of education in development
demands that it be given maximum priority even if this necessitates the
diversion of resources from other sectors.

There are two other factors which are indispensable for the
enrichment of posterity. One of these is the fulfillment of all their needs,
including health care, so that they are physically and mentally healthy
and capable of playing their roles effectively in their society. The Prophet
(pbuh), said that “A strong Muslim is better and more beloved before
God than a weak one.”"”) If the children do not get proper nourishment

(76) Ibid, from “Ali ibn Abi Talib (Uil 4 Jigy @l olé 158l Vs Vg5 5).
.(Ibn Majah, Vol. 1, p. 31:79) Cagmuall crasall (e bl ) canly i g5l Gasall (VYY)
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along with a clean and healthy environment and proper medical care,
they may not grow up to be strong and healthy adults and may not, thus,
be able to contribute richly to their societies even if they are morally
upright and well-educated.

The other factor that is also necessary for the enrichment of posterity
is freedom from fear, conflict and insecurity as well as the debt-servicing
burden created by the present generation’s borrowing for consumption
purposes. Fear, conflict and insecurity may be reduced by adopting a
policy of tolerance and peaceful coexistence. It is also necessary to
allocate adequate resources for the cultivation of better understanding
among the people and the removal of all irritants. The debt-servicing
burden may be reduced by adopting two important measures. One of
these is a change in the life-style of the present generation with a view to
curb living beyond means. This will not only reduce private sector debt
but also help raise saving and expand employment opportunities for the
young. The other measure that is also indispensable is to introduce
greater discipline in government budget to reduce the deficits which lead
to a rise in the debt-servicing burden. This will also help release
resources needed for ensuring progress in the realization of the magasid.

Enrichment of posterity
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Development and Expansion of Wealth

Wealth is placed by both al-Ghazali and al-Shatibi at the end. This
does not necessarily mean that it is the least important. It is rather as
important as the other four primary magasid because without it the other
four may not be able to get the kind of thrust that is needed to ensure
general well-being. No wonder, asceticism and self-denial have been
disapproved by both the Qur’an and the Sunnah. The Qur’an says: “And
the monasticism which they have invented, we did not prescribe it for
them” (57:27). This may perhaps be the reason why the Prophet, (pbuh)
said that “There is nothing wrong in wealth for him who fears God [i.e.,
abstains from evil]”,(78) and that “Whosoever is killed while protecting
his property is a martyr”"® It may perhaps be because of this that wealth
(mal) has been placed immediately after the human self (nafs) in the
ordering of the five magqgdasid by Fakhruddin al-Razi, (d.606/1209), a
prominent jurist and Qur’an commentator.®”

Wealth is, however, a trust form God and needs to be developed and
used honestly and conscientiously for removing poverty, fulfilling the
needs of all, making life as comfortable as possible for everyone, and
promoting equitable distribution of income and wealth. Its acquisition as
well as use need to be primarily for the purpose of realizing the magasid.
This is where faith has a crucial role to play through its values and its
motivating system. Without the values that faith provides, wealth would
become an end in itself. It would then promote unscrupulousness and
accentuate inequities, imbalances and excesses, which could ultimately
reduce the well-being of most members of both the present and future
generations. It is for this reason that the Prophet (pbuh) said: “Wretched
is the slave of dinar, dirham and velvet”, @V Therefore, faith and wealth
are both extremely necessary for human well-being. None of these two
can be dispensed with. While it is wealth which provides the resources

(78) Al-Bukhari, al-Adab al-Mufrad, p. 113:301, Bab Tib al-Nafs.
(79) "ugd sed e (50 J¥ (7 (Sahih al-Bukhari, Kitab al- Mazalim, Bab man gatala
duna malihi fahuwa shahid; and Sahih Muslim,Kitab al-Iman).
(80) Al-Razi ,al-Mahsil, 1997, Vol.5, p.160.
A Lxy al oy oy el 13 A dghillae ey anjallae ey lallue gud (M)
Sahih al-Bukhari, Kitab al- Jihad wa al-Siyar." <
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that are necessary to enable individuals to fulfill their obligations towards
God as well as their own selves, fellow human beings, and the
environment, it is faith which helps inject a discipline and a meaning in
the earning and spending of wealth and, thereby, enable it to serve its
purpose more effectively.®?

Development of wealth is also imperative for realizing the crucial
Islamic goal of minimizing the inequalities of income and wealth. For
this purpose, it would be a mistake to place primary reliance on the
redistributive methods of zakah, sadagat and awgaf. While all of these
are indispensable, it is also important to enlarge the national pie though
economic development. Putting too much burden on the rich through
excessively high rates of taxes would be resisted by them, as the Qur’an
has been realistic to admit (47:37).® Crossland rightly pointed out in the
light of the socialist experience that "any substantial transfer involves not
merely a relative but also an absolute decline in real incomes of the
better-off half of the population...and this they will frustrate".®? The
experience of Muslim countries may not tend to be significantly different
even when moral transformation has taken place if excessive reliance is
placed on redistributive methods. Therefore, Muslims cannot afford to
ignore the role of economic development in reducing poverty and
inequalities. This would necessitate the strengthening of human resources
through a cultural transformation in favour of education, technological
advance, hard and conscientious work, punctuality, efficiency, research,
orderliness, team work, thrift and a number of other individual and social
character traits which Islam emphasizes but which are at present

(82) 1t is for this reason that the Prophet (pbuh) said: “A person will not be able to move
on the Day of Judgment until he has been asked four questions : about his
knowledge, how much he acted upon it; about his life, how he utilized it; about his
wealth, how he earned it and where he spent it; and about his body, how he wore it
out” (cited by Aba Yusuf, in his Kitab al-Kharaj, p. 4)

Bl dale e tal o Jin S Al g de Lo Jo5 V' ralug ale &l e JB
sg_uﬁﬁi) o3l ﬁgamgy_}c\j_&ﬁ PEPRENY o e Al (e g ol pd opee (e 4 Jas
.(iu.a ecbﬂ\ s

(83) The verse states: “If He [God] were to ask you for your wealth and press you for it,
you would covetously withhold it and, thereby, He will expose your resentment
(47:37).

(84) Crossland, 1974.
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relatively weak in Muslim societies and which do not even get the
desired emphasis in the school and madrasah curricula as well as mosque
sermons. In addition to the uplift of human resources, it is also necessary
to reorient monetary, fiscal and commercial policies in the light of
Islamic teachings to ensure accelerated development. There should be no
qualms about benefiting from the experience of other countries that have
been able to attain high rates of growth in a manner which is not in
conflict with the Shari‘ah.

To inject greater justice into the developmental process, it is also
necessary to promote micro-enterprises to expand employment and self-
employment opportunities for the poor. This may not be possible without
promoting vocational training and microfinance, and providing the badly
needed infrastructure and marketing facilities in rural areas and urban
slums. Experience has shown that interest-based microfinance has not led
to as much improvement in the lives of the hard core poor as desired.
This is because the effective rates of interest have turned out to be as
high as 30 to 45 per cent. This has caused serious hardship to the
borrowers and engulfed them into an unending debt cycle.®® Owning
capital is one of the important bases of wealth creation and the poor may
not be able to come out of poverty even if they have the necessary skills
if they do not have access to capital. It is, therefore, important to provide
microfinance to the very poor on a humane interest-free basis. This will
necessitate the integration of microfinance with the zakah and awqgaf
institutions.® For those who can afford, the profit-and-loss sharing and
sales- and lease-based modes of Islamic finance need to be popularized.

(85) See Ahmad, 2007, pp. xvii — xix and 32
(86) See the Islamic Research and Training Institute Report (2007).
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CONCLUSION

Thus, it may be seen that Islam has emphasized all the ingredients of
human well-being, including the human self, faith, intellect, posterity and
wealth, along with their corollaries, instead of just wealth. They are all
interdependent and play the role of supporting each other. With progress
in ensuring the enrichment of all these ingredients, it may be possible for
the five-point star of Islam to shine with its full brightness and help
realize real human well-being (Figure 7). Only then will it be possible for
the Muslim world to be a reflection of what the Qur’an says about the
Prophet (pbuh): “We have sent you as a blessing for mankind” (al-
Qur’an, 21:107)

FAITH
(DIN)
INTELLECT SELF
(‘AQL) (NAFS)
WEALTH POSTERITY
(MAL) (NASL)
Fig. (7)

Human Well-Being:
The Light of Mugqasid al- Shart’ah

Concentration only on economic development with the neglect of
other requisites for realizing the Islamic vision may enable the Muslim
world to have a relatively higher rate of growth in the short-term.
However, it may be difficult to sustain it in the long-run because of a rise
in inequities, family disintegration, juvenile delinquency, crime, and
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social unrest. This decline may gradually get transmitted to all sectors of
the polity, society and economy through circular causation, emphasized
by Ibn Khaldun (d.808/1400) in his Mugaddimah,®” and lead ultimately
to a further deterioration of the Muslim civilization from the low point it
has already reached as a result of centuries of decline.
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Abstract. Since the last financial crisis, the Basel Committee on
Banking Supervision, (BCBS), an international organization
which main objective is to enhance understanding of key
supervisory issues and improve the quality of banking
supervision worldwide, has issued some reforms more know as
Basel I11 new framework.

The major parts of the propositions are included in the document
Basel Il1: A global requlatory framework for more resilient banks
and banking systems published in version June 2011.

This document contains all the needed reforms in order to
prevent the financial system from future crisis. This framework
is only propositions, but it really became a global standard as
both the European Union (CRD4') and USA? have decided to
pass the BCBS regulation proposal into their legal frameworks.

(1) See http://ec.europa.eu/internal_market/bank/regcapital/index_en.htm#crd4

(2) See “Enhanced Prudential Standards and Early Remediation Requirements for Covered
Companies”, Federal Register, Vol. 77, No. 3/Thursday, January 5, 2012/Proposed Rules
available at http://www.gpo.gov/fdsys/pkg/FR-2012-01-05/pdf/2011-33364.pdf
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Basel 111 will have a major impact on the business plans and the
strategy of conventional financial institutions. It will introduce a
lot of modifications: new own funds and risk computations, new
ratios, modification of the Tier 1 and Tier 2 category, new
solvency ratios, introduction of new concepts (Asset Value
correlations, Credit Valuation adjustment, PD downturn,
Stressed VaR), new buffers (Capital Conservation and
countercyclical Buffers), and new limits in terms of leverage
and liquidity ratios.

If we consider that Basel Il framework was thought only for
conventional banks, and as Basel Il will be an international
standard with regard to the precedent Basel Committee
proposals (Basel 1 and Basel I1), we can ask whether this new
regulation is compliant with the Islamic banks as the financial
structure of conventional and Islamic banks are quite different.

Moreover, we will see if, from a theoretical point of view, if the
Basel I11 impact is more or less important in Islamic banks than
in conventional one by analyzing each new reform and its
potential impact in the structure of the two types of banks.

First, we will review the impact of the new Basel Il capital
requirements and ratios. In the second section, we will analyze
the impact on the risk computation. Section 3 will present the
impact of the new buffers. The section 4 will deal with the
leverage ratios when the fifth part will be focused on the new
liquidity framework.

The last section will be presented as a global conclusion on the
capacity of the Islamic banks to face to new Basel 111 regulation
as regard as the conventional financial institutions.

Keywords: Basel 1, Basel I11, Islamic banks, risk management,
displaced commercial risk, profit equalization reserve,
investment risk reserve, liquidity risk, leverage ratio, capital
adequacy ratio, profit sharing, regulation

Cateqgory of paper: Technical
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1. Section 1: Impact of the new capital requirements and ratios on
Islamic banks

1.1. New definition of own funds and new requlatory ratios

The Basel Committee has decided to increase all the capital ratios
with a progressive period from 2013 to 2018. For example, the minimum
level of Common equity ratio will pass from 2% to 4.5% when the
minimum level of Capital Adequacy ratio will pass from 9 to 12%
excluded.

Basel - Ill, % of RWAs

Bulld up Of common equity and conservation buffor over time

1400

10 .50

700

Min Existing Tr 1
Plus Common
Equity

3.50
Min Existing 350 400 450 450 450 450 450 450
Common eguity 00 .
0.00
g 8 8 8 38 8 8 8 3 8
& & & = c4 & & & & &
yaar{1st jan)
Min Common Equity T Capital Conservartion Buffer ® Tier 1 Equity
Fig. (1). Basel Il new ratios Source: http://www.basel-ii-risk.com/new-basel-iii-

common-equity-by-year/

The capital structure defined by the BCBS in Basel Il is segregated
into three categories: Tier 1, Tier 2 and Tier 3. As we can see in the table
2 below, Basel 111 has deeply impacted the new definition of the capital
under Basel I11.


http://www.basel-ii-risk.com/new-basel-iii-common-equity-by-year/
http://www.basel-ii-risk.com/new-basel-iii-common-equity-by-year/
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Bl (current version) Proposed new standard

Commen Stock and other forms of Comimon Equity (common stock
Tier1 Ther 1 (ncluding pevpalusis) Tier 1 phus rstained samings wod OCI)
Disciosed resmves Addtional going concam copitn
(nciuding from minonty interests)
15% innovofee msiruments na
tAnnex § to B
Deduct qoodmil and eguity from Deduct gqooawill and many oflwer
securtizahons tems 1.1 from common equty
Deduct 50% of inwestments in olher Trareformedinio 1 1 adjustiment
finencol mstitutions
Tier 2 Undisclosed reserves and asset Only ona form of Tiar 2 capital
mas 100% of  foVBIuAtior Tier 2 romans
T
Canal loan.loss maerves Unronlizod goins will bo toviewed
ty BCBS until yse 2010
Hybnd captal instromonts na
Subordinated debt (max $0% of Tier 1) na
For markat risk coverage y na
Tier 3 (hmatabons apply) Tier 3

Table (2) Classification of Capital according to Basel 11 and 111 Source: Deloitte

With Basel 111, the regulator has decided to increase the importance of
what we name the Tier 1 Capital, which is in fact the common equity and
some hybrid capital (strict eligibility criteria). The definition of the Tier 2
Capital is reduced consequently (for example, issuances without loss
absorbency at the point of non viability are progressively excluded from
Tier 2 Capital). The Tier 3 is abrogated.

For Islamic banks, Capital structure is not the same: Islamic banks
operate in line with the principles of Shariah. Shariah prohibits, among
other things, payment and receipt of riba (interest). This means that
Islamic banks cannot pay or earn interests on their financial instruments.
The consequence is that the banks mobilize and utilize funds using
Shariah-compliant instruments or contracts that are not used by their
conventional counterparts.

According to Habib Ahmed and Tariqullah khan in their handbook of
Islamic banking, the financial structure of an Islamic bank is essentially
compounded of Tier 1 Capital (bank’s own capital). Having some Tier 2
in the capital of Islamic banks is very rare as in general it is capital or
hybrid capital linked to the payment of interest. and when it is the case,
tier 2 capital is restricted to 50% of the total of tierl+tier 2 capital.
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So, when the redefinition of the capital has a quite important impact
on the conventional banks, it is not the case for the Islamic banks because
their capital is essentially compounded of common equity (and rarely of
Tier 2 products). On this point, Basel 111 clearly has a positive impact in
terms of competitivity for the Islamic banks, as the conventional banks
will see their capital (all things being equal) decreased by a larger share
than the Islamic banks, hence the former will then experience higher
costs of compliance than the latter.

the same phenomenon is likely to happen for Tier 2 ratios of the
conventional banks: a strong decrease because of the new regulation.
Meanwhile, the Islamic banks will still have a total capital ratio (Tier 1 +
Tier 2) approximately equal to their Tier 1 ratio.

2. Basel 111 impact on the risk computation of Islamic banks

2.1. Impact of the Profit sharing investment accounts (PSIA) on
the risk weighted assets and capital adequacy computation.

Basel committee has done its framework for conventional banks and
does not take into account specific features of Islamic banks, such as the
Profit Sharing Investment Accounts. Although these assets do not imply
financial risks for the bank (because the risk was taken by the investment
account shareholders) for the bank, they are not considered as equity capital.

According to the BCBS and under Basel Il rules, the capital adequacy
ratio should be over 8% today according to the following formula:

Regulatory Capital
CAD >

Total Risk Weighted Assets for
Credit Risk (CR), Market Risk (MR) and Operational Risk (OR)

IFSB (Islamic Financial Standard Board), an international institution
created by Islamic banks and regulators, has issued some regulatory
standard that constitute the equivalent of Basel Il for Islamic finance. In
2005, IFSB has issued a guideline which help Islamic banks to compute a
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ratio equivalent to the Basel Il capital adequacy ratio by in taking into
account the PSIAs specificities of Islamic banks.

In effect, the capital amount of PSIA is not guaranteed by the Islamic
bank. Any losses arising from investments or assets funded by PSIA are
for the owners of theses PSIAs and so do not require any regulatory
capital requirement. This implies that assets funded by restricted or
unrestricted accounts of PSIAs should be excluded from the calculation
of the denominator of the capital ratio.

The capital adequacy formula defined by IFSB is the following:

Regulatory Capital
CAS >

Total Risk weighted Asset (CR + MR + OR)
less Risk weighted Assets funded by restricted PSIA (CR+ MR)
less (1- o ) Risk weighted Assets funded by unrestricted PSIA (CR+ MR)
less a (Risk weighted Assets funded by PER and IRR
of Unrestricted PSIA) (CR+ MR)
CR= Credit Risk; MR= Market Risk and OR = Operational Risk

In contrast to the BCBS capital adequacy formula, the effect of this
integration of the PSIA concept is to leave a proportion o (alpha) of
RWA(CR+MR) for unrestricted PSIA as part of the denominator, with an
adjustment for RWA financed by Profit Equalizations Reserves &
Investment Risk Reserves within equity of Investment account holders
which absorb risk. The IFSB permit to each national supervisor to
determine its o depending on the banking stability and the financial
system development of each country.

2.2. Basel 11l impact on the risk computation

Islamic banks have the same role in the economy as conventional
banks: they allow their customers and others investors to earn a potential
return on their accounts. They are hence exposed to the same risks as
conventional banks. Basel 111 framework sets out a better risk coverage
and develops new supervisory and risk management guidelines according
to the Basel 11l guidelines published by the BCBS with some new tools
for the risk computation (Asset Value Correlation, Counterparty credit
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Risk in the trading book, CVA for risk Charge ...). These new rules
would encourage Islamic banks to reinforce themselves in their Risk,
Audit, Compliance and Capital Management functions.

Moreover, as a consequence of the last financial crisis, the Basel
committee has decided to increase the amount of Risk weighted assets
and specifically for the credit risk and the market risk...

One of the peculiar features of Islamic banks is that they have a credit
risk higher than conventional banks. It is due to the importance of
Mudarabah and Musharakah, valued at their accounting value and
which are instruments held by the banks in their accounts for investment
reasons and in general kept until their maturities. The predominance of
credit based products imply for Islamic banks to be more exposed to the
credit risk than conventional banks. Basel Il will introduce some
measures in order to limit the credit risk due to counterparty credit
exposures. It is in that perspective that they should stress their portfolio
and compute an additional RWA compared to Basel Il. They will also
add a capital charge for credit valuation adjustment risk associated with
deterioration of the credit quality of counterparty.

Moreover, Basel Il will improve the coverage of the risks related to
capital market activities, especially counterparty credit risk on over the
counter derivatives and in the trading book.

Historically, trading book businesses are less important in Islamic
banks than in conventional banks because a non negligible part of the
derivatives instruments used are not Shariah compliant and short selling
is forbidden. So, as logic consequence, Islamic banks will not see their
trading book very impacted by the changes in the new regulation.

In the other hand, the products in the quasi trading books (as Salam
and istisna contracts) may be more impacted mainly due to the fact that it
is commodity structured products with a price which depends of the
volatility of the markets. In the same way, the volatility will have a major
impact on the stress test scenarios and will increase the capital
requirements due to the price fluctuations of the assets and commaodities
theses recent years by the way of the Value at Risk.
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The impact of these additional requirements (Asset Value
Correlation, Counterparty credit Risk in the trading book, CVA for risk
Charge, additional requirements for the securitization) in terms or RWA
will increase deeply the amount of RWA in the conventional banks. In
fact, the larger the trading book of a bank, and proportionally the higher
will be the increase of additional RWA specific to Basel I11.

Morgan Stanley estimates that the increase of Risk Weighted Assets
due to Basel Il in conventional European banks will be between 10 and
30% of the RWA under Basel Il. This is principally due to the fact that
European banks have generally a consequent trading book which is
higher than in the major parts of the Islamic banks. It is mainly due to the
fact that Islamic institutions cannot invest in all the financial instruments
as CDO, CDS, Repo, bonds and all the others derivatives. And in fact,
the major part of the additional RWA is linked to such instruments that
Islamic banks do not hold in their portfolios, such as CDO, CDS, repos
or interest rates swaps...

As regard to this point, we can argue that Islamic banks will
experience a far lesser risk weighted assets increase than the
conventional financial system. It is nevertheless impossible today to
quantify this impact and it depends clearly of the trading portfolio
structure of each bank.

2.3. Capital conservation buffer and countercyclical buffer in
Islamic banks

Basel Committee has required to setup two buffers: a countercyclical
buffer and a capital conservation buffer in order to prevent against a
financial collapse.

The volume of the capital conservation buffer should be equal to
2.5% of the RWA. This buffer should be composed of common equity
(Tier 1) assets. If the banks has not enough capital for this buffer, Basel 3
restricts the distribution of dividends, share buybacks or bonus payments)
until the ratio of 7% is respected (4.5% + 2.5%).
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The objective of the Capital conservation buffer is to absorb losses
during periods of financial and economic stress: if a bank’s buffer falls
below 2.5%, the bank will find itself subject to constraints on the
payment of dividends and discretionary bonuses, until the buffer is
replenished.

A countercyclical buffer within a range of 0% — 2.5% of common
equity or other fully loss absorbing capital will be implemented
according to national circumstances. The purpose of the countercyclical
buffer is to achieve the broader macro prudential goal of protecting the
banking sector from periods of excess aggregate credit growth.

In the case of Islamic banks, these buffers should be implemented for
the banks that wish to respect Basel I1l. The objectives of theses 2 buffers
are quite different from the investment risk reserve and the profit
equalization reserve. But, as usually, the computation of theses buffers
should take into account the specificities of the Islamic banks and
especially the presence of profit sharing investment accounts.

In fact, as investment account holders take a part of the risk, we
should deduct from the total risk weighted assets the parts which depend
from the PSIAs and compute, after deduction the required amount for the
2 buffers.

In the same way, if some gains should be retained in order to attains
the required ratio for the new buffers, we should not retains neither the
earning of the investment account holders or from the two specific
Islamic reserves (PER and IRR). The reason is that these two reserves are
not compounded from profit of the bank shareholders but from the profit
of the investment account holders. So, if retained earning should be done,
bank’s shareholders should transfer their own profit in theses reserves.

Except this point, the impact for either Islamic or conventional banks
are the same and the presence of PSIAs in Islamic banks is not something
so relevant which can increase much the competitivity of Islamic banks
with regard to the conventional ones.
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3. impact of the leverage ratio on the Islamic banks

In December 2010, the Basel Il agreement formalized a simple,
transparent, non-risk based leverage ratio. The leverage ratio is intended
to constrain the build-up of leverage in the banking sector

Capital Measure
Leverage Ratio = > 3% Design & Calibration not yet Final
Exposure Mesures

The leverage ratio requires a definition of capital (the capital
measure) and a definition of total exposure (the total exposure or assets
measure).

Capital measure will be either realized by the regulatory Common
Equity ratio, the Tier 1 Capital ratio or the Total Capital ratio.

Total exposure measure is based on reported accounts but physical or
financial collateral, guarantees or credit risk mitigation purchased is not
allowed to reduce on balance-sheet exposures and High quality liquid
assets are included in total exposure measure. Another important point is
that Basel Il regulatory netting for on balance sheet derivatives and repo
style transactions is allowed, which is clearly a positive point for
Conventional banks comparatively to Islamic banks which are not
allowed to take that kind of short positions.

Today, the leverage ratio is a very hard requirement for investment
banks. French banks have not this problem because they all adhere to the
universal banking model (retail + investment banking). Those banks that
will be much impacted by this new rules are the investments banks which
work and deal on the financial markets with a high leverage. Clearly; the
Investment Bank model will be more impacted by Basel Il than
wholesale or universal banks.

Islamic banks should not experience more constraints under the
leverage ratio because there are generally limited before by the risk
management of their liquidity (Islamic assets and products are generally
less liquid than conventional products). But as the business model
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developed by the Islamic banks is more a universal banking model, and
as deposits/loans ratios are higher than in conventional banks according
to Morgan Stanley research paper on Qatari banks published in
November 2011, we can reasonably anticipate that the leverage ratio will
not be a real constraining point for Islamic banks. According to the same
Morgan Stanley research paper, leverage ratio for Qatari Banks and
Emerging banks is generally between 5 and 10% of the own funds when
conventional banks are generally between 2 and 4% (Morgan Stanley
Research paper on European banks - April 2011)

Clearly, the leverage ratio is a measure that will increase the
competitivity of the Islamic banks as regard to the conventional banks.
For example, it was not abnormal in the past to see some banks with a
leverage ratio of 1.5 or 2%. With a limit of 3%, these banks should not
have a total exposure above 33 times their capital.

4. Basel 111 new liquidity ratios on the Islamic banks

In order to provide a response to the recommendations of the G20 that
called for “ ... tools, metrics and benchmarks that supervisors can use to
assess the resilience of bank’s liquidity cushions and constrain any
weakening in liquidity maturing profiles, diversity of funding sources,
and stress testing practices”, the Basel committee has decided to setup
minimal Regulatory standards for liquidity risk and now asks the bank to
create new monitoring tools to be used by supervisors in the monitoring
of liquidity risks.

The regulatory standards must be supplemented by application of the
sound liquidity principles. An individual bank can be required to adopt
more stringent standards or parameters to reflect its liquidity risk profile.

Liquidity risk is the risk that the Bank will be unable to meet its
payment obligations associated with its financial liabilities when they fall
due and to replace funds when they are withdrawn. The consequence
may be the failure to meet obligations to repay depositors and financing
parties and fulfill financing commitments. Liquidity risk can be caused
by market disruptions or by credit downgrades, which may cause certain
sources of funding to become unavailable immediately. Diverse funding
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sources available to the Bank help mitigate this risk. Assets are managed
with liquidity in mind, maintaining a conservative balance of cash and
cash equivalents.

The core of the framework consists of two ratios, the liquidity
coverage Ratio and the Net Stable funding ratio. These two ratios have
been developed to achieve two separate but complementary objectives.

The liquidity coverage ratio (LCR) aims at strengthening banks’
short-term liquidity profile. It defines the level of Liquidity buffer to be
held to cover short-term funding gaps under severe Liquidity stress,
under a time horizon of 30 days. The first step consists in calculating the
difference between the cumulated outflows on liabilities and the
cumulated inflows on the assets. For example, in the conventional
system, deposits in the banks are considered as fully unstable in times of
stress as the customers have a full access to their deposits, so, Basel
Committee considers that the outflow rate of the deposits is 100%. This
can be reduced by a potential 100% inflow rate on loans to banks for
example, but within a maturity of 30 days. If cumulated outflows are
bigger than cumulated inflows, then the difference is a net cash outflow,
to be counterbalanced by a liquidity buffer (for example a portfolio of
high quality and liquid assets)/ These assets must be selected in a narrow
list prescribed by the regulation (sovereign debt, corporate debt),
excluding any financial asset like banks bonds or banks certificates of
deposits.

The Net Stable Funding Ratio (NSFR) is more a long term liquidity
constraint. Its objective is to strengthen banks’ medium- to long-term
liquidity profile. It defines the minimum acceptable amount of stable
funding in a stress scenario with an horizon of one year. The NSFR is
problematic because it is not in accordance with the primary activity of
banks, which the transformation of the liquidity collected...

The LCR and NSFR are not definitely defined and the Basel
Committee pursues its calibration in order to be ‘“absorbable” by the
banks and not too much penalizing for the economies financing. The
LCR will become binding on January 1st, 2015, and will be observed by
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national regulators from January 1st, 2013, to December 31, 2014. The
NSFR, which will become binding on January 1st, 2018, will also be
observed since January 1%, 2013. With this observation period, some
substantial modifications can be decided by the Basel Committee.

International Liquidity Framework

el + Aimis to strengthen short-term kquidity peofile
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Table (5). International liquidity framework abcording to Basel 111 Source:
Deloitte

In Islamic banks, liquidity management is one of the main important
obstacles to development of Islamic finance as the debt paper could only
be resold under very restrictive condition and at its nominal value.

Basel 111 liquidity risk requirements will affect Islamic banks for two
reasons. The first one is that the lack of a developed Islamic money
market and the second one the lack liquid Islamic investment instruments
with short term maturities.

Clearly, LCR and NSFR are not calibrated for Islamic Finance and do
not take into account the specificity of this industry. For the LCR, it
misses to Islamic banks the abundance of Shariah Compliant short term
instruments... For the NSFR, there is no profusion of longer term
liabilities that can be withdrawn at short term...



604 Academic Year 2011-2012/1432-1433H

Despite this, Basel Ill, finally, will not penalize more than today
Islamic banks for the following reasons:

e Today, if we compare the net impact on both Islamic and
conventional banks, we will see the presence of a major competitive
distortion due to the lack of short term liquidity instruments in Islamic
Finance, but also because conventional banks did not have liquidity
constraints and that this new framework will be very penalized for them.
Basel 111 will oblige conventional banks to limit the liquidity appetite.

o In the first hand, if we refer to the research Paper writed by
Laurent Quignon “Basel III: no Achilles’ spear”, only 46% of the
166 National Banks which had responded to the BCBS Qantitative
impact study respect the LCR Ratio and only 43% of them respect
the NSFR ratio... So, Basel Il new liquidity constraints will impact
almost the half of the major banks in the world.

o In the other hand, as Islamic Banks are limited, since their
origin, in terms of liquidity, Basel Il impact will be much less
important for Islamic banks. For example, the Governor of the
National Bank of Malaysia as said in an interview given to the
“Global Islamic Finance Magazine “issued in November 2011 that
“The majority of Islamic banks in Malaysia already maintain
capital levels well above the current regulatory minimum, ..., and
the Liquidity Coverage Ratio (LCR) under Basel 111 is conceptually
similar to the liquidity framework adopted by Malaysian Islamic
banks”.

However, the NSFR will attract more focus for Islamic banks as
it aims to limit over-reliance on short-term but with a limited
impact: In general, Islamic banks are largely deposit funded (over
50% in general) with mainly maturities less than one year. As Basel
I11 allows banks to include the portion of the Short term deposits
with a 10% haircut, we can expect the NSFR will not be so
constraining for Islamic Institutions.

e Moreover, we can underline an initiative that will increase the
liquidity possibilities terms of liquidity management for Islamic banks.
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IFSB, which is an international regulatory institution and which is
established by central banks and supranational institutions, aware that the
liquidity is a real problem for the industry, attempt to found some
solutions in order to improve liquidity for international Islamic
institutions. That why last year was established on 25 October 2010 the
[ILM (International Islamic Liquidity Management Corporation). The
International Islamic Liquidity Management Corporation is an
international institution established by central banks, monetary
authorities and multilateral organizations to create and issue short-term
Shari’ah compliant financial instruments to facilitate effective cross-
border Islamic liquidity management. By creating more liquid Islamic
financial markets for institutions offering Islamic financial services,
[ILM aims to enhance cross-border investment flows, international
linkages and financial stability.

The corporation was set up by the Islamic Financial Services Board,
IFSB, after the signing of the Memorandum of Participation by member
countries. A statement issued by the IFSB said: “The primary objective
of the 1ILM is to issue Shariah-compliant financial instruments in order
to facilitate more efficient and effective liquidity management solutions
for Islamic financial institutions, as well as to facilitate greater
investment flows of Sharia-compliant instruments across borders. This
initiative is in line with the IFSB mandates (as stated in its Article of
Agreement) to enhance and coordinate initiatives to develop instruments
and procedures for the efficient operations and risk management, and to
encourage cooperation among members-countries in developing the
Islamic financial services industry...

Conclusion

Despite the fact that Islamic finance holds global appeal in its
provision of Shariah-compliant financial services for both Muslims and
non-Muslims, the Basel 11l has so far often failed to make a distinction
between conventional and Islamic finance. Currently, emphasis seems to
been placed on a greater collaboration between the Basel committee and
Islamic standard and regulatory bodies such as the Islamic Financial
Services Board (IFSB).
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The majority of Islamic banks already maintain capital levels well
above the current regulatory minimum.

As example, according to the Al Khaliji “Investor guide”, issued in
October 2011, the average Tier 1 Ratio of the 18 Islamic banks in Qatar
is about 22.8%.

And if we use this information with an a Morgan Stanley Research
Department impact study about Basel 111 in 3 gataris Banks (.Commercial
Bank of Qatar, Doha Bank and Qatar National Bank), we can easily see
that Basel 11l will have a limited impact on the risk, own funds and
regulatory ratios.

Potential Basel lll impact on Tier | appears more
sizable for CBQ

Qatari banks - Assessing potential Basel lll implications

ONS cBa Coha
WTier | (2011g) Adusted Ter I'

Source: Morgan Stanley Research estmates, *adusiment includas full deduction of minonties
and the resicual 20% of Investments in asscciates.

In the other hand, own funds of conventional banks will be more
impacted by Basel 11, and especially in Europe and US, until change
their business model. The reason is that, generally, a lot of conventional
banks will have a lot of difficulties to respect new Basel 111 requirements.
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In effect, these banks have taken higher risks regarding their own
funds and in a spirit of maximization their return on equity, have a
regulatory ratio, in general, a little bit above the limit (between 8 and
12%). And with the recent crisis, major parts of these banks have
initiated a rethink of their business model in order to limit Basel 11
impact with, sometimes, big consequences as in France, where the local
authorities lending market was deserted by the historical commercial
banks as the maturities are too high...

Concerning the liquidity, the new ratios, LCR and NSFR, will require
Islamic banks to hold more liquid assets for wholesale funding than they
are required to under the existing liquidity framework but as for the own
funds, we can anticipate that the impact will be inferior than in the
conventional system as the Islamic banks are historically constrained in
terms of liquidity and as there are historically well capitalized as regard
to their exposures.

Clearly, there has been a push for Islamic banks to further support the
Basel 1ll standards in order to improve their transparency and capital
adequacy.

Comparatively with conventional banks, Islamic banking industry
seems to be less impacted by Basel Il as the business model is more
conservative and derivatives and short selling is forbidden. It is a
possibility for them to increase their international competitively as regard
as the big impact that Basel Il has in the business model of conventional
banks.

As Islamic banks cannot adopt Basel Il without modification
according to their specificities, IFSB should adapt theses new regulations
in order to permit to Islamic banks to adopt the new international
standards.

Another conclusion could be done, as from a theoretical point of
view; Islamic banks are less impacted than conventional banks... Does
conventional regulation converge into something more ethics, more
linked to the real economy and with less speculation? As Chapra pointed
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out: “Since the existing architecture of the conventional financial system
has existed for a long time, it may perhaps be too much to expect the
international community to undertake a radical structural reform of the
kind that the Islamic financial system envisages. However, the adoption
of some of the elements of the Islamic system, which are also a part of the
western heritage, is indispensable for ensuring the health and stability of
the global Financial system.”

Basel 1l is just one step forward. (Chapra U. [2008], The Global
Financial Crisis: Some Suggestions for Reform of the Global Financial
Architecture in the Light of Islamic Finance, Kyoto University, 2008)

The next step of this research now is to stand the last and definitive
version of the European transposition of Basel 11, that will be voted in
June or July 2011, in order to see if finally, Basel 111 has made Islamic
banks more resilient, as the conventional one and what is the impact of
this new regulations in both 2 systems in terms of own funds, risks, but
also liquidity, leverage and business model because an impact on each
precedent criteria has also an impact on the return of the banks, and
finally, the strategy...

Before this, a comparative and rigorous analysis should be done in
order to see Basel 11l impacts in Islamic and conventional banks by using
a representative panel of conventional (investment and wholesale) and
Islamic banks. It will be the topic of the next research paper incha Allah.
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Microfinance and Islamic finance have much in common. As
concepts, both emphasize the good of the society as a whole. Both
advocate entrepreneurship and risk sharing and believe that the poor
should take part in such activities. Both focus on developmental and
social goals. Both advocate financial inclusion. Both involve
participation by the poor. It is also an interesting coincidence that both
ideas™ witnessed their fruition around the same time, in the 1970s. In
terms of practice, once again there have been striking similarities. Over
the last four decades of their existence, both are largely believed to have
experienced a “mission-drift” with most players ignoring the financial
needs of large sections of the ultra-poor. While mainstream Islamic
financial services industry is largely observed to cater to the needs

(1) Arguably, roots of Islamic finance are traced to practices during the times of the
Prophet Muhammad PBUH and even earlier; Islamic finance as an idea has a much
longer history. The present paper refers to the birth of the Islamic financial services
industry in its contemporary form, with the establishment of institutions like the
Islamic Development Bank, Dubai Islamic Bank in mid-Seventies.
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corporate and high-networth clients, the microfinance industry has
focused on financing the economically active and not-so-poor. The call
for enhancing financial inclusion has coincided with the birth of the
Islamic microfinance that involves not just a marriage between
conventional models, best practices and Shariah-compliant for-profit
modes of finance, but a rejuvenation of the institutions of Islamic
philanthropy, cooperation and not- for-profit modes of finance.

There are sound economic reasons why conventional
microfinance and especially micro- credit may not be appropriate for
the chronically poor and the destitute. Loans to the destitute may in
fact make the poor poorer if they lack opportunities to earn the cash flow
necessary to repay the loans. While a destitute may or may not be
reluctant to incur debt and start a microenterprise because of risk and
uncertainty with cash flows, profit-maximizing and risk-minimizing
behavior on the part of the microfinance institution (MFI) would lead to
exclusion of such clients. Usually such clients do not possess
entrepreneurial and technical skills needed for wealth creation. Such an
economically inactive individual would find it difficult to obtain
financing from the for-profit MFIs. Indeed, more than financial services,
these individuals must be provided for their basic needs, such as, food,
shelter, or guaranteed employment. Such safety nets may be funded
through charity. In order to cross the skill-related barrier, such
individuals would also need training for skills- development before they
are able to make good use of microfinance. The safety nets may then be
linked with microfinance programs, so that the same individuals may
move through several stages — from abject penury to a stage where they
are able to meet their consumption needs - then to a stage where they
come to acquire necessary technical and entrepreneurial skills for setting
up microenterprises - and then to a stage where they are able to obtain
required funds from micro financing institutions (MFIs) and have the
microenterprises up and running. Fighting poverty thus, would require an
integrated finance-plus approach or the provision of financial services
along with business development services and that is linked to social
safety nets. This is possible only by bringing philanthropy and
cooperation into the model of microfinance.
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There are also sound economic reasons why high-cost
microfinance may push the beneficiaries into a spiral of debt.
Microfinance entails high administrative charges, monitoring costs and of
course, high portfolio risk. As such, it is invariably costlier than the
traditional sources of finance. At the same time, both the MFI and its
clients may find this an attractive option if they believe that the expected
return on the micro-enterprise is higher than the cost of debt. Such
expectations may indeed materialize for the successful projects passing
through “good times”. However, the same may not be true for all projects
at all times. Debt-related liability can compound and accentuate the
financial problems of a project experiencing bad times and hasten its
failure. The pace, frequency and intensity of such failure is directly
related to the levels of cost of debt. In contrast to debt, profit and risk-
sharing mechanisms provide for a clear alignment between profitability
of the project and cost of capital. The latter rises and falls in line with the
realized profits of the venture.®

In the following section we seek to demonstrate how the Islamic
approach to poverty alleviation addresses the above issues associated
with conventional microfinance and shapes the conceptual framework of
Islamic microfinance.

CONCEPTUAL FRAMEWORK OF ISLAMIC MICROFINANCE

The conceptual framework for Islamic microfinance extends well
beyond the notion of Shariah compliance of contracts and transactions. In
line with the goals (magasid) of Shariah, Islamic microfinance seeks to
make a dent on the high and rising levels of poverty using an approach
that is centered on compassion, benevolence, cooperation, hand-holding,
sharing, frugality, solidarity, social cohesion and such other elements.

Integrating Philanthropy
Charity and philanthropy occupy a central position in the Islamic

(2) In case of Islamic debt financing, the negative effects of financial risk arising out of
use of fixed-rate financing are limited as compared to interest-based debt. This is
because the former does not allow for compounding of the debt in case of possible
default.
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scheme of poverty alleviation. The broad term used to describe charity in
Islam is sadaga. When compulsorily mandated on an eligible Muslim,
sadaqa is called zakah. When sadaqa results in flow of benefits that are
expected to be stable and permanent (such as, through endowment of a
physical property), it is called sadaga jariya or waqf. Payment of zakah
is an obligation on the wealth of every Muslim based on clear-cut
criteria. Rules of Shariah are fairly clear and elaborate in defining the
nature of who are liable to pay zakah, and at what rate zakah must be
paid. Shariah also clearly identifies eight categories of beneficiaries who
may benefit from zakah. Out of these, the potential beneficiaries relevant
from the standpoint of poverty alleviation programs are the poor
(fugara), the destitute (masakeen), the indebted (gharimeen) and the
zakah administrators (amileen). Scholars generally agree that zakah may
be disbursed in the form of a grant or be used to form a revolving credit
pool from which micro-loans may be provided. Zakah could thus, form
the basis of designing a range of programs for the poor, e.g. (i) safety net
programs to meet basic consumption needs, health and education; (ii)
economic empowerment programs involving skill enhancement and
business development services; (iii) programs to provide emergency
grants or credit; (iv) programs to provide micro-takaful; and (v) programs
to provide guarantee against credit default. The administrative costs
related to zakah management may partially be recovered from the zakah
collected®, thus paving the way for a self-sustained zakah management
institutional infrastructure.

There is total flexibility with respect to beneficiaries of voluntary
sadaqga. In case of sadaga jariya or waqgf, perpetuity of endowed assets is
an essential condition that ensures that benefits from the assets flow to
the beneficiaries on a sustainable basis. Waqf similar to zakah may form
the basis of designing various poverty alleviation initiatives as stated
above. While in case of zakah the major requirement is that benefits must
flow into the hands of the poor, in case of waqf the same must flow to
beneficiaries as intended by the donor. However, if the intention of the
donor is not explicit, the proceeds may be used for general-purpose
community welfare projects including poverty alleviation initiatives.

(3) Most scholars place a cap of one-eighth on the costs related to salaries of zakah
collectors that are recoverable from the zakah collected.
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Wagqf therefore, provides a definitive mechanism with added elements of
sustainability and flexibility. The issue of high cost microfinance may
now be addressed by creating waqfs whose benefits may now be
dedicated for absorption of specific cost elements so as to make
microfinance affordable to the ultra-poor.

In an Islamic system, far greater priority is given to the needs of the
chronically poor than those of the poor or the moderately poor or the not-
so-poor. Therefore, an Islamic MFI unlike its conventional counterpart is
expected to aggressively integrate the various forms of Islamic
philanthropy with for-profit microfinance to address the multiple issues
related to poverty alleviation programs.

Economic Empowerment

Provision of charity often throws up the issue of dependencies. Sound
Islamic microfinance therefore, requires that charity funds be employed
in programs that involve transformation of the beneficiary, from a
receiver of charity to charity-giver. While Islam strongly encourages
charity from the giver’s point of view, it seeks to minimize dependence
on charity from the beneficiary’s point of view. On one hand, it restricts
the benefits to flow to the poorest of poor and the destitute while on the
other hand, it also emphasizes on their economic empowerment so that
they are able to progress out of poverty. An often-quoted tradition®
demonstrates how Prophet Muhammad (pbuh) undertook the task of
alleviating poverty of one of his companions that did not involve charity-
giving, but a series of actions, e.g. (i) careful assessment of his financial
health through enquiry blended with empathy; insistence on contribution
and beneficiary stake (ii) transformation of his unproductive assets into
income-generating ones through rigorous valuation (on the basis of price
discovery through auction method); involvement of the larger community
in the process (iii) meeting of basic needs on a priority basis and
investment of the surplus in a productive asset (iv) direct involvement in
capacity building in the run-up to income generation and technical
assistance to the beneficiary (v) technical assistance in the form of

(4) For details on this hadith forming the basis of an economic empowerment program
see Obaidullah M and Tariqullah K (2008) Islamic Microfinance Development:
Challenges and Strategic Solutions, IRTI-IDB.
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imparting requisite training to the beneficiary for carrying out the
business plan/ income-generating project; monitoring through a time-
bound schedule and impact assessment; and finally (vi) transparent
accounting of operational results and liberty to use part of income to
meet higher needs.

Avoiding Debt

Islam permits debt. However, it recommends debt only as a last resort
and not as a means to finance one's growing lifestyle needs. Muslims are
warned against extravagance. Muslims are also warned against the
dangers of incurring heavy debt. Further, Muslims are exhorted to repay
their debt in time and avoid deliberate delays. It follows therefore that
one may incur a debt only if one is in serious need for it, and also with a
clear intention and rational expectation about his/her ability to repay in
full and in time. From the standpoint of the microfinance institution, the
above has a strategic implication. Clearly, an Islamic MFI should refrain
from seeking to entrap a client in ever- rising levels of debt.

Cooperation & Solidarity

Mutual cooperation and solidarity is a norm central to Islamic social
behavior and collective ethics. This constitutes an additional basis in
favor of equity and partnership-based financing rooted in cooperation in
contrast to debt-based financing. While Shariah-compliant debt-based
modes are permissible, equity-based modes of financing are clearly
preferred. At times group-based financing and mutual guarantee within
the group, a common feature of many successful microfinance
experiments is also justified on the basis of the Islamic ideal of
cooperation. It should be noted however, that group-guarantees tied with
financial interests may soon degenerate into group tyranny and
oppressive behavior by economically and socially stronger members of
the group, unless group formation and activity is accompanied with
inculcation of Islamic spirit of solidarity, brotherhood and cooperation.
This has already led to rethinking among some MFIs about the merits of
group-based financing vis-a-vis financing of individuals backed by
external guarantees.

Similarly, this norm appears to favor cooperation as a principle
shaping the organizational structure and apparently points to a member-
based structure as the preferred choice over other organizational forms in
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the Islamic framework. Indeed Shariah scholars permit insurance only
when it is based on the principles of mutuality and cooperation. Devoid
of true Islamic cooperative spirit, however, member-based organizations
tend to be characterized by political maneuvers and resultant low levels
of professionalism. The idea of cooperation in essence highlights the
need to ensure organization-wide good governance irrespective of its
form and the importance of taking care of rights of all stakeholders.

Family Cohesiveness

Islam gives utmost importance to family as the nucleus social
institution that plays a major role in shaping the future of mankind. It
also sees a balanced role for men and women in ensuring the economic
and social well-being of the family. Islam promotes the concept of
"family empowerment" by exhorting men and women to play their
respective roles in seeking economic and social well-being of all
members of the family. Indeed, the "women only" approach to
conventional microenterprise development and poverty alleviation is
alien to Islamic religion and culture.

MODES OF ISLAMIC MICROFINANCE

The conceptual framework for Islamic microfinance in addition to
above characteristics requires that the contracts and transactions between
the multiple parties involved in the process are Shariah-compliant. Most
importantly, they must not violate the prohibitions against riba and
gharar. While there seems to be a consensus on the meaning of these
prohibitions, there is less agreement on the interpretation and
manifestation of the prohibited elements in real-life situations. Further,
Shariah-compliance of the contract in no way provides an insurance
against exploitation. Several observations are in order.

a. Rates on micro-murabaha and micro-ijara financing are deemed
Shariah-compliant while interest rates are not. However, both can be and
often are exploitatively high.

b. In case of participatory modes e.g. mudharabah, musharakah and
mudharaa the sharing ratio could be unfairly biased against the poor
beneficiary because of their low bargaining power. Similarly, in case of
fee-based modes, e.g. wakala and hawala, the agent-MFI may charge an
exorbitant fee for the same reasons.
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c. The permissibility of salam (sale of non-existent produce) is linked
to the economic benefits it confers on poor farmers in need of pre-
cultivation financing. However, salam can involve exploitation when the
advance price paid to the poor farmer is artificially pegged at low levels
due to his/her weak bargaining power.

d. For Islamic modes of finance involving multiple contracts, e.g.
murabaha and ijara, Shariah-compliance often requires careful
sequencing of contracts to ensure that profits are associated with risk-
bearing. However, in the context of microfinance involving large number
of repetitive contracts involving small values, adherence to desired
sequencing becomes practically impossible.

e. When MFIs price a benevolent transaction, e.g. gard and kafala
(they are permitted to charge

actual costs without any element of profit) they may actually be
passing the costs of their inefficiencies to their beneficiaries.

f. When pawnshops provide gard that is backed by collateral or rahn
and charge custodial fee from the borrower, it may well be a case of
disguised riba, especially when the quantum of fee moves in direct
proportion to quantum of loan.

A mechanism to redress the above undesirable possibilities may be
found in the following:

a. Prudential regulation of markets to ensure healthy and adequate
competition among the players and thereby, remove abnormal and/or
illegal profits through mispricing.

b. Creative fighi solutions (for instance, replacement of murabaha
with istijrar may bring in the required flexibility in settlement of
repetitive transactions in microfinance)

c. Vigilance by Shariah scholars to prevent disguised riba (for
instance, scholars may ensure that custodial fees are delinked from
guantum of loan or that actual administrative costs recoverable from the
beneficiary in gard are not overstated)

d. Identifying appropriate organizational structure (in case of earlier
salam example, a farmer’s cooperative may replace the vendor and thus
prevent exploitation of individual farmers by the latter).
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Notwithstanding the varied nature of Islamic modes for microfinance,
the fact remains that murabaha remains overwhelmingly popular among
IsSMFIs. Its popularity is attributable the following reasons:

a. Murabaha is simple. The straightforward calculation of the
installments for repayment is more easily comprehensible by the
beneficiary. In contrast to this, the payments under a partnership-based
mode are uncertain and therefore, less favored.

b. In contrast, partnership-based modes are demanding on the part of
the beneficiary in terms of the need for proper book-keeping and
ascertainment of the financial results of the business. Financial illiteracy
acts as a constraint. Further, the beneficiaries may be justifiably reluctant
to share information relating to all aspects of their business with the MFI.

c. Murabaha is familiar. For conventional MFIs venturing into
Islamic MF and using murabaha, the transition is least demanding.
Among all Islamic products, murabaha comes closest to interest-bearing
micro loans.

MODELS OF MICROFINANCE

The Islamic microfinance scene is now characterized by varied
models, which may be broadly divided into two categories. First, one
finds models that exist in both conventional and Islamic domains. The
Islamic experiments are essentially replications of successful
conventional ones with Shariah-compliant products replacing interest-
bearing products. Second, there are models that are essentially
indigenous and took shape as a benevolent response to the problem of
poverty.

Overview of Islamic Replications of Conventional Models

Joint-Liability-Groups (JLG): More popularly known as the
Grameen model, it has witnessed replications far and wide and also in the
Islamic domain. The key features of this model are group financing and
graduated financing. The notion of joint liability replaces collateral as a
mechanism to mitigate risk of default and delinquency. Among the
notable replications, the Rural Development Scheme of the Islami Bank
Bangladesh stands out. It uses a micro-credit product based on bai-
muajjal (deferred sale) that costs far less than comparable conventional
products.
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Finance-Plus: More popularly known as the BRAC model, it has
witnessed replications in both conventional and Islamic domains. The
model recognizes that micro-enterprise development and wealth creation
in the micro-economy requires much more that provision of finance. It
seeks to provide a comprehensive range of support to micro-
entrepreneurs to ensure the success of their ventures. Among the notable
Islamic replications, is the Bank Al-Usrah, a microfinance bank based in
Sudan.

Village-Banks: The model involves an implementing agency that
establishes individual member-based village banks and provides
“external” capital for onward financing to individual members. A bank
repaying in full is eligible for subsequent loans, with loan sizes linked to
the performance of village bank members in accumulating savings. As a
village bank accumulates sufficient capital internally, it graduates to
become an autonomous and self-sustaining institution.

Credit-Unions: A credit union is based on the concept of mutuality.
It is in the nature of a financial cooperative owned and controlled by its
members. It mobilizes savings, provide loans for productive and
provident purposes and have memberships which are generally based on
some common bond. Credit unions or financial cooperatives are quite
popular in Asia. Due to relatively lax regulatory framework applicable to
cooperatives, such institutions have been established in countries like
India, which otherwise restricts Islamic finance in mainstream banking
and financial sector.

ROSCAs: A Rotating Savings and Credit Association or ROSCA is a
group of individuals who agree to meet for a defined period in order to
save and borrow together. Each member contributes the same amount to
a common pool or pot at each meeting, and one member takes the whole
sum once. As a result, each member is able to access a larger sum of
money during the life of the ROSCA, and use it for whatever purpose she
or he wishes. ROSCAs are simple and transparent (every transaction is
seen by every member during the meetings and since no money has to be
retained inside the group, no records have to be kept) and therefore,
popular in communities with low levels of literacy and weak systems. A
conventional ROSCA usually involves riba when the recipient of the pot
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is determined not by lot but sold to the lowest bidder. Islamic ROSCAs
exist, but are rare.

Pawnshops: Pawnshops are traditional collateral-based mechanism
for borrowing. The quantum of loan is tied to the value of the asset
offered as collateral. While conventional pawning involves interest,
Islamic pawnshops charge custodial fees for safekeeping of the collateral.
Islamic pawnshops popularly exist in South East Asia.

Good & Bad Practices with Islamic Replications of Conventional Models
Except for ROSCAs, the other models mentioned above are part of
the formal financial system. Most of such programs use simple and
transparent financing mechanisms and standardized procedures &
documentation. These are also characterized by higher staff efficiency
and professionalism. These seek to benefit from their accumulated
wisdom and replicate best practices from conventional microfinance.

The Islamic replications of conventional microfinance unfortunately
bring with them the weaknesses of the parent model. The strategy of
retaining the overall model intact while substituting the interest-based
products with Shariah-compliant ones like murabaha has major pitfalls
as discussed earlier. In addition to break-down of conditions relating to
sequencing of the contracts, thus pushing the MFI’s gains beyond the
boundaries of legitimacy, murabaha also implies lesser emphasis being
accorded to economic viability of the micro-enterprises. Similar to
conventional microfinance, such Shariah-compliant murabaha-centric
microfinance involves high cost and hence, is not meant for the ultra-
poor. It perpetuates debt-culture and strikes at the roots of family
cohesion with its “women-only” approach.

Overview of Indigenous Islamic Models

Qard Hasan Funds: Qard Hasan Funds are operating in the lIranian
financial sector for over three decades with their current number
estimated at more than 3000 funds. These are essentially non-profit
institutions in which members of a community set up a savings and loans
society. Members deposit their savings with the fund (give gard to the
fund) in order that other needy members may be extended a gard from
this fund. In line with the rules of figh governing the contract of gard,
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members are free to withdraw some or all of their deposits if and when
they want (or at short notice). As the members are known to each other,
there is less room for default on loans. The operations of the society are
run by volunteers, using some free office space. Other overheads, such
as, costs for stamps, stationery, transport, communication and so on are
covered, in some Qard Hasan Funds, through engagement of funds in
business activities. In most of the others, the borrowers are charged the
actual costs or less.

Baitul-Mal-wa-al-Tamweels (BMTs): Baitul Maal wat Tamweel
(BMT) is an indigenous model of Islamic microfinance in Indonesia.
Translated into English, the house of (charity) funds and (for- profit)
financing is a financial cooperative. Conceptually, BMT is deemed to be
inspired by the institution of Baitul Maal existing in early days of Islam.
Its uniqueness is said to lie in the marriage of two distinct institutional
models. The first is Bait-al-Maal or a pool of various kinds of Islamic
charity funds, traditionally referred to as zakah-infag-sadaga-waqf funds
(ziswaf). The second is Bait-al-Tamweel or a pool of funds directed at
profit-seeking financing using Shariah-compliant modes. The latter
comprises funds in the form of founder equity, micro-savings and
investment deposits. A more recent avatar of this institution is Baitul
Maal wa al-Tamweel wa al-Tamin (BMTT) with addition of micro
insurance (tamin) as a third line of activity. The development of Islamic
Saving and Loan Cooperatives or BMTs in Indonesia has been
impressive. According to a study by the Centre of Business Incubation
and Small Business (PINBUK) the number of BMTs in Indonesia stood
at over 4000 at end-2007 with assets of about USD150 million
(PINBUK, 2008).

Zakah & Sadaga-Based Institutions: Rooted in Islamic charity,
such institutions have existed since the advent of Islam and are found in
all Muslim societies. However, these lie mostly in the informal sector
with the exception of a few recent initiatives that have graduated as
distinct models, are part of the mainstream and are also being replicated
elsewhere. The first is the economic empowerment model developed and
practiced by Dompet Dhuafa in Indonesia. The model involves intense
involvement and participation by the organization, especially in the
initial stages of intervention in formation of groups and provision of
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technical, managerial and (low-cost) financial services. It also involves a
high degree of community participation, development of local cadres and
creation of a local member-based organization to provide sustained
assistance in meeting the challenge of poverty. A second model that has
caught the attention of many is Akhuwat in Pakistan. This model aims to
institutionalize charity, good giving and voluntarism and thereby, provide
cost- free financial services to the poor. According to recent estimates,
over one-third of operational cost of the organization is absorbed by
donations made by its own past clients who have successfully progressed
out of poverty.

Good & Bad Practices with Indigenous Islamic Models

A very strong positive with Dompet Dhuafa and Akhuwat models is
their ability to demonstrate that charity can be a dependable and
sustainable source of raising funds. Additionally the institutionalization
of voluntarism along with other creative strategies has the effect of
drastically cutting down operational costs. Thus, microfinance is now
provided at low or zero costs, making it affordable to the poorest of the
poor. Further the high degree of involvement of local communities as in
case of the Dompet Dhuafa model leads to true and sustainable economic
and socio-political empowerment.

While the above initiatives have distinct elements of superiority over
the many conventional high-cost microfinance providers, the fact remains
that most other indigenous institutions do not share in their dynamism,
professionalism and good governance. A large majority of charity-based
Islamic institutions operate in the informal sector. Many of these
institutions are characterized by lack of transparency, poor accountability
and governance structures, low operational efficiency and consequently,
high operational costs. They report practices that provide encouragement
to continued dependency on charity. Further, most of them have poor
linkage with the formal financial system and operate in a regulatory
vacuum. A case in point is the Indonesian BMT that does not have a
uniform legal status. Most small BMTs function as informal entities
without any distinct legal form. Most of medium and large BMTs are
registered as Shariah Cooperatives (KJKS) with the Ministry of
Cooperatives and SME. Since the rationale underlying the creation of a
cooperative is to provide services to its members, the law of cooperatives
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is not very demanding in terms of accountability, transparency and
governance of the institutions and many are able to evade compliance on
account of lax supervision.

Combining Philanthropy with Profits

Islamic replications of conventional microfinance as well as the
indigenous models are characterized by unique positives and negatives.
The former involves a market-driven for-profit approach while the latter
is rooted in philanthropy and benevolence. Can these two distinct
approaches be combined in a composite model? Can such a composite
model retain the efficiency and transparency of the former and the low-
cost feature of the latter? Theoretically of course, this is a possibility. In
such a model, zakat and charity funds may be applied for provision for
basic consumption needs of the poor. Such funds may also be applied for
enhancement of skills and provision of other services that the poor need.
The organization also raises investment funds that are applied for
provision of Shariah-compliant microfinance on a for-profit basis.
Indeed, a few recent experiments have important lessons. A case in point
is the Deprived Families Economic Empowerment (DEEP) project
operational in Palestine. The project envisages creation of an endowment
fund in the framework of wagqf that could provide for a sustainable source
funds for provision of safety net. The Indonesian BMTs are also clear
examples of composite models.

Mixed models come with their pros and cons. On the positive side,
these models could combine access, sustainability and affordability
considerations, combine mission-based approach with market-based
instruments resulting in use of best-fit instruments and modes and
therefore, could go for flexible pricing and product design. On the flip
side, however, such models may involve serious problems due to
conflicting organizational culture and conflicting policy and regulatory
framework. As has been observed in case Indonesian BMTs, most of
them have over time, preferred to do away with their philanthropic
aspirations (as house of charity) and concentrated on for-profit murabaha
financing (as house of financing). The twin-track nature of the model
seems to have been abandoned for all practical purpose. Last, but not the
least, combining Islamic charity, especially zakat collection and
application with for-profit financing involves serious transparency and
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governance issues associated with commingling of funds. A major
condition with raising zakat funds requires such funds to be directly
channeled into the hands of the eligible beneficiaries or the poor and
cannot simply be credited to the organization capital. In the absence of
relevant accounting standards and regulatory norms to ensure the above,
the Shariah scholars have generally discouraged the use of zakat funds in
economic empowerment initiatives preferring the direct channels of
distribution for consumption purposes instead.

It appears that successful philanthropy and cooperation-based models
of Islamic microfinance are largely micro-level interventions without
similar initiatives at the meso or macro levels. The operationalization and
mainstreaming of such models though clearly desirable, face serious
challenges. At a meso level, there is an urgent need for developing
relevant accounting and governance standards for all the key modes, e.g.
zakat, sadaga, waqgf, gard and kafala. There is also a need to develop
quality education and training programs for the sector. Further, most
Muslim societies have archaic, if at all, regulatory frameworks for zakat,
wagf and other Islamic nor-for-profit institutions. An enabling macro-
economic environment is a sine qua non for development of such models
of intervention.
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1. Introduction

Taking debt has always been a controversial issue. The decision has
historically been viewed differently in different cultures. Perceptions
about the extent of its benefits and harms have also varied in various
economic situations. In the last fifty years debt-taking has been on the
rise due to an increasingly tolerant view by economists, commending its
advantages and  dismissing its  well-known  macroeconomic
disadvantages. This school of thought considers that leveraging is a
useful way of increasing wealth. Debt can open up many opportunities
for individuals, corporations and governments to meet the needs or
capture opportunities that their present incomes cannot afford and can
also increase national income by putting idle resources into use. The
2008 debt crisis has raised a number of questions about this tolerant view
and even those who took liberal stands with respect to debt are now
reconsidering their opinions.

(1) This paper is a “work in progress”. It is being distributed only as a handout for this
lecture for seeking comments.
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Another school has since long advocated that debt (except in very
exceptional cases) leads to misery, depression, both mental and
economic, and gives others the chance to control your wealth, honor and
freedom. Debt creates misunderstandings, malice, enmity between
debtors and creditors and even war between nations.

Perhaps both of these are extreme views. However, in the opinion of
this author the latter is much closer to reality than the former. My
understanding of Islamic rulings about debt inspires me to suggest that
those rulings can be of an immense help in determining the proper role of
debt and help avoiding situations like the debt crisis of 2008-09 and the
Eurozone economic crisis of 2011-12.

This paper makes an effort to determine the role of debt in wealth
creation and its appropriate limits. It endeavors to derive some principles
that can help creating smoother relations between debtor and creditors, be
they individuals, corporations or countries. Before doing that, however,
we need to make an important distinction between a ‘creditor’ and a
‘lender’.

1. Creditors versus Lenders: An Important Clarification

It is not a matter of semantics. The distinction between ‘creditor’ and
‘lender’ is important from an Islamic point of view. In modern finance,
the difference between a ‘debt’ and a ‘loan’ has been obscured. The
terms ‘debt’ and ‘debtor’ are often mixed up with ‘loan’ and lender
respectively. For example, if we look for the definition for ‘debt’, we find
in some famous dictionaries/resources the following definitions:

The Encyclopedia Britannica’s article on debt reads “debt, something
owed. Anyone having borrowed money or goods from another owes a
debt and is under obligation to return the goods or repay the money,
usually with interest”.

Farlex Financial Dictionary gives the definition of debt as follows:

“Any money owed to an individual, company, or other organization.
One acquires debt when one borrows money.”

Another influential source defines the term as:

“An amount of money borrowed by one party from another. Many
corporations and individuals use debt as a method for making large
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purchases that they otherwise could not afford at the time of purchase. A
debt arrangement gives the borrowing party permission to borrow money
under the condition that it is to be paid back at a later date, usually with
interest.”

From an Islamic legalistic point of view, debt (debtor) and borrowing
(borrower) ought to be distinguished from loan (lender) and credit
(creditor). The Arabic word ‘dayn’ (debt is its close but not exact
translation) has a wider meaning than ‘loan’. Loan is only one of many
contracts/ways that generate debt. In technical parlance, loan is a subset
of debt. The idea is shown in the following diagram.

Sales on Deferred Price

This distinction is important because in Islam loans and other types of
debts have different roots. Unfortunately, even many Muslim writers
often use the words interchangeably. The distinction is important because
Islamic finance derives its rationale from the prohibition of riba in Islam.
Now there is near consensus among Islamic jurists that modern bank
interest falls within the preview of prohibited riba.

In a loan contract, the lender cannot earn a return (or obtain any
benefit from borrower). However, return of his principal amount is
guaranteed. That riba (interest) is prohibited in Islam does NOT mean
zero rate of return to capital. It may be noted here that the Islamic
position on interest is quite different from the position of Lord Maynard
Keynes, one of the most influential economists in the history of
capitalism. Keynes had suggested zero or near zero rate of interest as a
means to ensure continuous full employment and distributional equity.
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His suggestion was to promote investment and aggregate demand, which
in turn will increase income and employment. Other economists have
described many problems that a one-sided increase in aggregate demand
can cause. Later in this paper, we will also comment on the deficiencies
of such a policy.

What Islamic position DOES, however, mean is that capital given as
loan CANNOT earn a return. As against this, capital employed using
other contracts, including trading can, and normally does, earn a return.
For example, in Islamic finance, if bay al- murabahabh, a trading contract
is used, the seller sells a commodity on a price which includes cost plus
an agreed amount of profit. The payment of price can be and is normally
delayed. Thus the contract creates a debt. Now, once a debt has been
created, the creditor cannot ask the debtor to pay anything more than the
deferred price. The seller earns a return on his capital but only once.

The conclusion of the above discussion is that Islamic prohibition of
riba applies to ALL types of debts, not only to loans. Similarly, the
guarantee of the ‘principal’ applies to ALL types of debts, not only to the
debts generated by loans. Loans and debts are treated equally in terms of
the principal amount but differently in terms of getting a return on the
principal. Another important point to remember here is that the return
that the owner of capital gets is against a risk that he has taken in using
his capital in a particular way. Similarly, the capital of a lender is
guaranteed because he did not take any risk with his capital. Therefore,
just as it is unjust for the lender to demand a return with his capital
guaranteed, it is equally unjust for the borrower not to return the principal
to the lender.

What if the debtor defaults? Knowing that he connot be obliged to
pay anything more; will he not have a strong incentive to default? These
and similar questions are the main focus of this paper. We will start
discussing these questions from purely economic point of view. Morally
speaking, a good Muslim (a good human being following any faith, for
that matter) will fulfill his obligations. However, most human beings,
including Muslims, have imperfect morality and they love money.
Human history proves what the Holy Quran stated:

Ga B2 JWD o3iads

“And you love wealth exceedingly”. [89:20].
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Admittedly, both creditors and debtors have a penchant to amassing
wealth with as little pain as possible. Therefore, the question is that in a
world of imperfect morals, how we devise creditor-debtor relations to
ensure justice to all concerned parties and to protect them from the greed
of one another. Protecting the rights of both groups will also protect the
financial system and the global economy from disastrous fluctuations and
instability. In this paper we present some principles about debt creation
which will hopefully lead to better creditor-debtor relations.

2. Six Principles for Better Creditor-Debtor Relations

The principles that we believe will help improving creditor-debtor
relations are:

1. The Principle of ‘Principals’

2. The Principle of ‘Non-Principals’
3. The Principle of Restraint

4. The Principle of M-R Linkage

5. The Principle of Relief

6. The Principle of Transparency

Let us discuss them one by one.

1. The Principle of ‘Principals’:

Justice demands that the creditor must get his principal back. If it
emerged from a loan contract, the lender did him a favour (expecting a
reward only from God) and if it emerged from a sales contract he earned
a profit once but thereafter his money has the same status as that of a
lender.

The guarantee of principal in debt instruments increases the supply of
credit in the economy. It can open the door for risk-averse investors
wishing to protect their investments while participating in gains from
their investment. In modern finance, a parallel is a Principal Protected
Note (PPN). A PPN as stated in Canadian Principal Protected Notes
Regulation (SOR/2008-180) “means a financial instrument that is issued
by an institution to an investor and that:

(a) provides for one or more payments to be made by the institution
that is determined, in whole or in part, by reference to an index or
reference point, including
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(i) the market price of a security, commodity, investment fund or
other financial instrument, and

(ii) the exchange rate between any two currencies; and

(b) provides that the principal amount that the institution is obligated
to repay at or before the note’s maturity is equal to or more than the total
paid by the investor for the note.

The regulation states that “A principal protected note does not include
a financial instrument that specifies that the interest or return on the
instrument is solely determined on the basis of a fixed rate of interest or
return or a variable rate of interest or return that is calculated from the
institution’s prime lending rate or bankers’ acceptance rate”.

We have quoted PPN as an example from modern financial
instruments that comes close to Islamic instruments designed for risk-
averse investors, e.g., bay al-murabahah. However, since the investor in
a PPN does not share in the natural risk of investment, yet expects ‘some’
return, it violates the Islamic principle of “no pain, no gain”.

The Principle of Principals that we are discussing is meant to ensure
justice between the fund providers and fund users.

The holy Quran states:
CpLS Yy (ypalll ¥ © 28050 Gue) K8 255 &y
“If you repent, you are entitled to your principal. Deal not unjustly
nor shall you be dealt with unjustly”

This is part of verse [2:279] of the Holy Quran. The real significance
of this statement will become apparent after we have discussed the
second principal on our list.

The principle of principals is also established from the following
Hadith:
Cpdia Gy 3535 ANy 135 Alally 1alig adle @ e A 55 06
[ (Ya7/¥) 25 ‘;1\ O | «ale (i:u;)S\}
“Anything given for benefitting from its usufruct is to be returned, a
she-camel given temporarily for milking must be given back, a debt

must be discharged, and one who stands surety is responsible to honor
it”. [Sunan Abu Dawood]
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2. The Principle of ‘Non-Principals’

While we believe that the principal amount due to any creditor must
be protected, we also believe that the greed of creditors must also be
restrained. Once a capital owner has earned a return having exposed his
capital to risk, that should be the end of the deal. If an investor wants to
earn continuing returns, he must continue to participate in the risk as
well. So the real issue is not only bringing the interest rate down to zero,
as a Keynesian policy prescription will like us to do. As a matter of
principle, capital must earn a return in order for the economic growth to
be sustainable. As a matter of principle also, the ‘capitalist’ must
participate in risks which are part and parcel of everyday business.
Insisting on the first principle and disregarding the second is a sure recipe
for economic instability.

It is an established economic fact that in case of interest-based debts,
the debtor in most cases returns to the creditor more than the principal
through debt-service payments. The creditor does not share any risk,
(except the risk of default, which is one of the issues under discussion).
Claiming the total amount of debts (principal plus compounded interest)
by the creditor without risk-sharing is unjust. Economic history tells us
that this injustice causes pains and panics.

If the purpose is to establish justice, principals and non-principals
must be treated differently. It is not only the careless (or carefree) debtor
alone who is to be blamed, the insatiable (reckless) creditor must also
share part of the blame and the results. Non-Principals need not be
guaranteed. Economics tells us that and history gives us that lesson. Now
read the full verse of the Holy Quran [2:279]

Ol Y 3l ¥ & el Gt B 24 Gl ©alslsy all G iy 1556 el 2 0
“But if you do not (give up interest), then listen to the declaration of
war from Allah and His Messenger. However, if you repent, you are
entitled to ?/our principal. Deal not unjustly nor shall you be dealt with

unjustly”.(2

(2) One of the famous translations of the Holy Quran (by Mohsin and Hilali), makes the
point very clear. They interpret the verse as: “And if you do not do it, then take a
notice of war from Allah and His Messenger but if you repent, you shall have your
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One of the prominent writers in Islamic finance, Umer Chapra,
comments on this verse as follows:

“The principal reason why the Quran has delivered such a harsh
verdict against interest is that Islam wishes to establish an economic
system where all forms of exploitation are eliminated, and particularly,
the injustice perpetuated in form of the financier being assured of a
positive return without doing any work or sharing in the risk, while the
entrepreneur, in spite of management and hard work, is not assured of
such a positive return. Islam wishes to establish justice between the

financier and the entrepreneur”.(?’)

3. The Principle of Restraint

This is perhaps the most important of the six principles. Today we
witness a debt explosion. It is worse than a ‘bomb explosion’. Its spread
is wider; it dishonours, disables and kills more people. Worst, it enslaves
people. In the full paper we will document this. For the time being suffice
to draw attention to books/stories and terminology that has gained
currency, e.g., “Debt is Slavery(4)”; “Debt is Virus(S)”; “Debt Bondage”,
“Debtor’s Prison”; “Wage Garnishment”, etc.

Let me, however, give you a couple of examples that debt forces
people to make different decisions in their life. Consider a person Zaid,
who has no debts to pay. He is laid off. He has to find a job. But his
friend Bakr is also laid off. Unfortunately, he has a lot of debt to pay. He
also have to find a job, but his need for a new job is much more urgent
that that of Zaid. He will most likely accept a job that may not fit his
career ambitions. Urgency of his debt instalments will force him to
accept something that he does not like. Zaid also has to find a job, sure,
but he can wait for something that he likes to come up.

Buying a house on mortgage has many pluses and minuses. We
cannot discuss that here. The point that | wish to make is that with cash

capital sums. Deal not unjustly (by asking more than your capital sums), and you
shall not be dealt with unjustly (by receiving less than your capital sums).

(3) Chapra, Umer (1985), p.64.

(4) Mihalik, Michael (2007).

(5) Jacques S. Jaikaran (1992);

(6) The Independent, Friday, April 13, 2012.
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you have more options. You can negotiate a deal better. It is an
established economic fact that people like to have money now than three
years later. Put $25,000 on the table and you may get the house which
had been bidden for $30,000. Your decision making and bargaining
power is in your hands rather than your mortgage handler.

The time of sending your daughter to college comes. You start
counting your pennies. You find that after making monthly payments out
of your salary, there is not enough left to pay for her education. You
begin thinking that had you not bought that fluffy little cat for $500 and
not spent $50 per month on cat food; had made do with your 21" perfect-
running television instead of buying on credit that Wega 32" Trinitron;
etc., you could perhaps spare so money for her education. However, it is
too late now. Debt has snhatched away your decision making and limited
your options. You either go for another loan or delay sending her to
college until she works to save enough money. It is not sure whether she
will ever be able to complete her education.

Banks only tell us of their ‘bad debts’. What I am trying to tell you is
that almost all debt is bad. If “living beyond one’s means’” is bad for an
individual, it is equally bad for corporations and for governments. In
resorting to debt finance, restraint is the rule for ALL, individuals,
corporations and governments alike. ‘Easy money’ leads people to ignore
the precautions that one must take even when taking debt is considered to
serve some useful purpose or becomes inevitable. One must never forget
that once incurred, debt must be discharged, except in very exceptional
circumstances that we will mention under the next Principle.

The school of thought that advocates leveraging as a mean of
increasing wealth often advocates using OPM (other people's money) to
prosper. We are told that it is smart to “use other people’s money” to
start a new business. You will get rich, no pains. This may sound great in
theory. When you enter into practice, you find it to be quite different.
The fact of the matter is that debt is not OPM. It is opium! Debt is habit-
forming. Easy access to credit has some benefits, but once one lifts the
guards, debt sneaks in like a snake, grows into a serpent that ultimately
crushes one’s bones. The worst part of it is that most, if not all, debt is
unnecessary and can be avoided.

Hardly anyone will question the undesirability of what is known as
‘gambling debt’. Yet the volume of such debt runs into billions. The
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average (gambling) debt is between $63,000 and $110,000© and is
increasing. Just in one State, Wisconsin, the average gambling debt in
2011 more than doubled the previous record of $62,000.” Trend in other
states of US and other Western countries is the same. Easy access to debt
plays an important role in making a person pathologically addicted to
debt. Let us now see some of the effects that such debt may lead to:

e Uncontrolled spending, the resulting debts and access to more
money to gamble has a significant impact on health and can cause
marital conflict, child neglect, poor work performance, multiple
addictions, stress related physical ailments, crime and even
suicide.®

e The rate of attempted suicide among compulsive gamblers is 200
times the national average.®

e Canada has up to 360 suicides a year by gambling addicts.%

e Twenty per cent of gamblers file for bankruptcy.™"

e Studies show that two out of three pathological gamblers commit
crimes to pay off debt or to continue gambling. These include,
among others, embezzlement, cheque forgery, stealing credit cards,
tax evasion, fencing stolen goods, insurance fraud, bookmaking,
and/or employee theft, in some cases they involve violence and
armed robbery.®?

e The problems are not limited to individuals. "When you're dealing
with one addict, you're dealing with 8-10 other people that get
affected because of the addiction";*® and the society in general
suffers a lot. Society's cost per pathological gambler per year is

(6) CT Department of Mental Health, USA.

(7) Statistics compiled by the Wisconsin Council on Problem Gambling.

(8) Topp, Sawka, Room, Poulin, Single and Thompson, 1998.

(9) Arnie Wexler, the former executive director of the New Jersey Council on
Compulsive Gambling and now head of a consulting firm that specializes in
compulsive gambling.

(10) Canada Safety Council.

(11)Warren Kindt and John K. Palchak, Bankruptcy Developments Journal, volume 19, No. 1.

(12) Report of the National Council on Welfare, 1996, p.28.

(13) Ed Looney: the Council for Compulsive Gambling. March 21, 2006 Gambling at

an All Time High www.family.org/cforum.
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$13,586. These costs include, crime, suicide, illness, business and
employment costs, bankruptcy, social services, and direct
government regulatory costs.*

e News paper stories relate many stories that due to gambling debt,
many persons have forced their daughters and wives into immoral
activities and in primitive societies even sold them.

Let us speak about a more ‘benign’ type of debt; credit card debt,
whereby you can charge your dinner(s) and holidays to credit cards, not
to speak of furniture, televisions and almost every consumer durable even
pets. Wise people once used to say, “it is better to go without dinner the
night before, than waking up in debt the morning after”. Now there are
sales people who tell you that what they are offering you to buy is part of
the ‘normal’ way of life. So many people in your neighbourhood bought
it and they are so happy that they did. You can easily afford and join the
club of your ‘happy’ neighbours. One will tell you how you can pay for
this timeshare plan to finance your ‘annual’ vacations in a splendid resort
city. Other will tell you that trading in your old and out-dated car with
this new one with awful convenient features at so low interest rate is a
such a wonderful buy that you will regret for years if you did not take it.
Yet another will tell you, even if you already have two credit cards, you
must buy this one. It will enhance your credit score. It is the best defence
in emergencies, and who doesn’t have emergencies.

Now among the 185 million card-holding U.S. consumers, the
average person carries three bank-issued credit cards, four retail credit
cards and one debit card, according to CardWeb.com. According to a
survey by the American Bankers Association and Dove Consulting,
plastic payments now account for 53 per cent of consumer purchases,
compared to 43 per cent in 1999. In 2011, credit card purchases crossed
$2 trillion. The average credit card debt per card holder is estimated to be
more than $6500 and it is one of the most expensive types of debt.
Access to easy money, does not let people to make their calculations
right. You are told that with credit card you can track your expenses
more easily. That may be true. But what it makes easy is your past
expenses. At the moment of making the expense, you hardly think

(14) Casino Watch.
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whether you can afford that $200 purchase or not. It is like putting your
car on ‘cruise’, without having your foot on the brakes. Would that not
put you to a big risk of crash?

The annualized rate of interest on credit card debt is more than 50%;
(that’s why the credit card issuers are keener to create such debt than the
consumers). Consumers do not realize that they pay higher prices using
credit cards. Transaction fees that the merchants pay are ultimately added
to the prices. Now merchants, led by retailers like Wal-Mart, Sears and
Safeway are set on lowering transaction fees. They're pushing for more
debit card transactions which, pulled directly from a buyer's bank
account, cost merchants much less.

Using debt causes people to spend more. They do not even notice
many ‘hidden’ costs. A ‘small’ courier fee does not even enter into
household budgeting. When you buy a new car on credit, you pay; say
$1000 as down payment to the dealer. A ‘few’ bucks to the middleman
and a ‘few hundred’ to the car care shop next door (most likely owned by
the same dealership) to install some fantastic ‘optionals’. These dollars
do not record the same way in household budget as groceries do. One of
the biggest harms of debt is that people do not watch their spending like
they do with out of pocket spending. More than two million households
in US carry more than $20,000 in credit card debt.*® Such huge
consumer debts create tensions in households. Have we not heard stories
of divorces taking place on not taking out enough for dinners and
holidays? A recent study printed in the New York Times™® showed that
money fights are a predictor of divorce in marriage. A study, by Jeffrey
Dew at Utah State University, tried to quantify that risk. His findings
show that couples who reported disagreeing about finance once a week
were over 30 per cent more likely to get divorced than couples who
reported disagreeing about finances a few times a month.

Compare this to the Islamic position on debt. In an Islamic system, it
is one of the five compulsory duties for a Muslim to undertake a journey
to Mecca to perform pilgrimage once in one’s life time. However, this
compulsory duty is condoned for those who cannot afford to undertake

(15) Business Insider, May 23, 2011.
(16) “Money Fights Predict Divorce Rates”, Catherine Rampell, The New York Times,
May 4, 2012.
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this journey. If someone is in debt, payment of debt takes precedence
over performing the pilgrimage.

In the area of corporate debt, the mention of the famous Modigliani-
Miller Theorem (MMT) is inevitable. This theorem states that a firm’s
value is independent of how it is financed, i.e., leveraging does not affect
the value of a firm. It only determines the distribution of cash flow from
operations among creditors and owners. In the literature the MMT has
been extensively studied. Even though, the results are not conclusive, the
debt proliferators have conveniently ignored its main message. Without
any conclusive evidence, they have relied on some partial and conflicting
results to justify borrowing as heavily as their credit rating would allow.
However, after the financial crisis of 2008-2009, there have been
influential voices questioning the usefulness, or at least the level of,
leveraging that we see today.

Let me quote here from the statements of an on-going dialogue that
started from the discussions at the Brookings Panel on Economic
Activity 2010. At that forum Alan Greenspan's, the famous former
Chairman of Federal Reserve of the United States (1987-2006, the
second longest tenure in that position), presented a paper "The Crisis".
He made a number of reform proposals in that paper. One of those was
raising capital requirements and reducing leverage. However, he
suggested that there are limits to how much we can do so. He was of the
opinion that if we reduce leverage too much; financial intermediaries will
be not be sufficiently profitable to remain viable. His proposals have
generated a lot of debate. In brief, a large majority agrees on reducing the
leverage and there are a number of influential voices which question his
reservation on the limits to such reduction.

One such voice is that of Harvard economist Greg Mankiw which is
worth quoting. He says, “Indeed, I think it is possible to imagine a bank
with almost no leverage at all. Suppose we were to require banks to hold
100 per cent reserves against demand deposits. And suppose that all bank
loans had to be financed 100 per cent with bank capital. A bank would, in
essence, be a marriage of a super-safe money market mutual fund with an
unlevered finance company. (This system is, | believe, similar to what is
sometimes called “narrow banking”). It seems to me that a banking
system operating under such strict regulations could well perform the
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crucial economic function of financial intermediation. No leverage would
be required.”

Another recent study by Anat R. Admati, Peter M. DeMarzo, and
Paul Pfleiderer of the Graduate School of Business, Stanford University,
states:

“It is also incorrect to translate higher taxes paid by banks to a social
cost. Policies that subsidize debt and indirectly penalize equity through
taxes and implicit guarantees are distortive. Any desirable public
subsidies to banks’ activities should be given directly and not in ways
that encourage leverage. And while debt’s informational insensitivity
may provide valuable liquidity, increased capital (and reduced leverage)
can enhance this benefit. Finally, suggestions that high leverage serves a
necessary disciplining role are based on inadequate theory lacking
empirical support. We conclude that bank equity is not socially
expensive, and that high leverage is not necessary for banks to perform
all their socially valuable functions, including lending, deposit taking and
issuing money-like securities. To the contrary, better capitalized banks
suffer fewer distortions in lending decisions and would perform better.
The fact that banks choose high leverage does not imply that this is
socially optimal, and, except for government subsidies and viewed from
an ex ante perspective, high leverage may not even be privately optimal
for banks”"),

| am sure these views will be contested. However, abstracting from
the ‘value of a firm’ and considering the interests of the economy in
general, we believe that if we factor in the above-mentioned risk factors
(and not all have been mentioned), in contemporary world, they will far
outweigh the benefit that could be gained by leveraging not securely
linked to the real sector in an economy. If and when leveraging is to be
considered, it must be considered keeping in view ‘sustainable’ growth in
the real economy. Islamic injunctions with respect to the role of debt in
economic matters provide useful insights. Position Statement on the
financial crisis of 2008-2009, in a gathering of more than 250 economists

(17) Anat R. Admati, Peter M. DeMarzo, Martin F. Hellwig, Paul Pfleiderer, “Fallacies,
Irrelevant Facts, and Myths in the Discussion of Capital Regulation: Why Bank
Equity is Not Expensive”, The Rock Center for Corporate Governance at Stanford
University Working Paper Series No. 86, September, 2010.
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under the umbrella of the International Association for Islamic
Economics, states the problem of uncontrolled debt expansion ardently:
“The current crisis stemmed from excessive indebtedness resting on a
relatively small base of equity and real wealth, ‘the inverted debt
pyramid’. A significant chunk of finance became merely the selling
present for future money. Besides, poor regulations have encouraged
over indebtedness. The Statement goes on to say that “Heavy reliance on
debt intensifies economic instability, hence human insecurity, and
generates significant negative economy-wide externalities, as painfully
exemplified by the present crisis. The collapse of financial institutions
inflicts harm upon shareholders, employees, and a host of innocent
bystanders. Common economic sense suggests discouraging debt
financing and encouraging benign alternatives. However, the exact
opposite (e.g. preferential tax treatment of personal and corporate debt) is
still the rule”®®. Bankruptcy laws, such as America’s Chapter 11,
thwarted attempts by creditor for foreclosing on companies, well in time
to prevent bailout using tax payers money later.

The current situation wakes us up to some Ahadith of Prophet
Muhammad (pbuh), related as a frequent prayer that he used to ask of
Allah (SWT):
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Prophet (PBUH) used to frequently pray: “O Allah! 1 seek YOUR

refuge from being overcome by debts and from anything that would
make my enemies happy.”
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(18) Economic Solutions from Islamic Finance: Position Statement of the International
Association for Islamic Economics, Issued at the occasion of the Eight
International Conference on Islamic Economics, Qatar, November, 2011.
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Prophet (PBUH) used to frequently pray: “O Allah! I seek YOUR
refuge from distress and sorrow, from helplessness and laziness, from
miserliness and cowardice, from being heavily in debt and from being

prevailed over by men "

It is well-known that the prayers of the Prophet (PBUH) were an
important way of teaching people what is desirable and what is not.

The importance of the two Arabic words used here, i.e., ‘g}il\ e’ and

‘Q;El\ ¢_La ’ needs to be noted. The first refers to a situation where one is

overcome by debt. In other words his freedom of action becomes
impaired. This we notice in case of individual, corporate and sovereign
debt today. In many ways, the debtor is under creditor’s control.

The second word ‘g}iﬁ\ cl'a:i:.’ indicates a situation where the debtor

feels as if he is in shackles. He feels and suffers the pain but is stuck and
sandwiched. Again we notice that this is the condition that the debtors
find them in when debt becomes excessive.

4. The Principle of M-R Linkage

If there is a grain of truth in the argument that leveraging can be a
mean to increasing wealth, it must necessarily be qualified. Money
creation, whether through borrowing from the central bank by a
government (running the printing machine) or through credit creation by
commercial banks must be linked to the real sector. In the words of the
Position Statement of the International Association for Islamic
Economics, “to build a sustainable system, debt must grow in tandem
with real (as opposed to financial) wealth; leverage must be capped by
productivity potentials. This allows for real wealth to grow without being
hurdled with too heavy debt”. One of the most prominent Islamic
economists, Khurshid Ahmad explains the issue more clearly:

“The delink between money and production activity has led to the
emergence of two parallel economies, a money economy and other the
real physical economy. Money that was an instrument of exchange and a
measure of value became the sole embodiment of value. An instrument
that was designed to facilitate exchange and production became an object
in itself. Real economy slumbered but financial economy expanded
beyond all limits, enriching those alone who were engaged in the
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business of finance. This created a fiduciary world of its own. Money
generating more money without producing Goods and Services in the
economy, without increasing the stock and flow of assets in the society.
In this new fangled economic order money became the main player as
well as the prize. The process of real value-addition in the economy has
been slowed if not disrupted. Money and creation of fiat money became
the real game, resulting in the creation of wealth that only produces
billionaires without adding much to the well being of the people. The
result is that the system has succeeded in creating an economy wherein
presently while the world GDP in current prices is around $60 trillion, we
have an ever expanding realm of fiduciary money, wherein annual trade
in derivatives now exceeds $900 trillion. In this game the real players and
also beneficiaries are only a few thousand pseudo-investors while the
whole global economy is at the suffering end. The same is true of the
foreign exchange markets where daily trade in foreign currencies is fifty
times more than the volume of daily movement of trade and tourists. The
present day vulnerability and instability of the capitalistic economy owes
much to this fatal delink.”**

5. The Principle of Relief

As stated above; once incurred, debt must be discharged, except in
very exceptional circumstances. In general, creditors’ right to get their
principals back must be protected, but they cannot go beyond a certain
limit, e.g. enslaving the debtors. An important distinction must also be
made between a “delinquent debtor” and a “distressed debtor”. The
former is a debtor who has enough assets or fairly certain flows of future
income or wealth to discharge his debts. Such debtor must be dealt with
strictly. Later in the paper, we will mention legal measures to do that.
The latter is a debtor who despite his willingness to pay and sincere
efforts made to discharge his debt, is not in a position to honour his
payment liabilities. Such a debtor deserves to be provided relief.

This principle is well-established in Islamic law. Here | quote two
nusus (Islamic texts).

(19) Ahmad, Khurshid, “Global Economic Crisis and the Role of Islamic Economics”,
IDB Prize Laureate Lecture, April 21, 2012,
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1. “And if the debtor is going through a hard time (has no money),
then grant him time till it is easy for him to repay, but if you remit
it by way of charity, that is better for you if you did but know.” [Al
Quran 2:280]

2. “During the time of Prophet (PBUH), the fruits of one
Companion’s garden got destroyed due to which his debts piled up.
Prophet (PBUH) asked the Companions to collect funds to help
him pay his debts. They did, but the collection was not enough to
pay the debts. Upon that he told the creditors “take this and you do
not have any more claim against him.” [Sahih Muslim]

Some important points that emerge from the Hadith quoted above
need to be noted. These are:

1. The right of the creditor to his principal was recognized [Principle
of principals].

2. All possible efforts were made to discharge the debt in full. For
this purpose, even charity was collected.

3. Having done that, when ‘available’ money was not enough, debt
write-off was granted.

For a distressed debtor, there are even more measures in Islamic
system. These are:

A. Prohibition of Interest

That the amount of debt cannot be increased, whether it originated
from a loan or an exchange transaction, gives the debtor time to put his
house in order. Tolerance shown to the distressed debtor by not
increasing the amount of debt and extending the period of repayment is
good not only for the debtor. It is also good for the creditors and the
economy in general. It has both ethical and economic justification. When
markets turn down, decline of collateral value triggers downward spiral
as creditors try to protect their positions. However, this would make the
market self-destructive, transforming a downturn into a crash.
Forbearance relieves debtors, giving them better chances for repayment
which will go to the advantage of the creditors. Preserving the value of
collaterals and preventing market crash will benefit the entire economy
and the society.
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B. Hawalah (Reassignment of Debt):

This is voluntary and charitable act where someone undertakes to pay
the debts of another person. No fee, compensation or benefit can accrue
to the one taking up this responsibility.“% In this regard it is stated in
Sahih Bukhari that Prophet (pbuh) said, "Procrastination (delay) in
paying debts by a wealthy person is injustice. So, if your debt is
transferred from your debtor to a rich person, you should agree."

C. Share of gharimeen (those in debt) in zakah

As is well-known, zakah is a compulsory levy imposed by God on
every Muslim who has a net-worth above a minimum level called
‘nisab’. Of the five ‘pillars of Islam’, zakah is the second one. It is an
earmarked levy. Its beneficiaries are fixed who are grouped in eight
categories. One of these eight relates to those who have debts that they
are unable to pay. In this way, the rich people in the whole society
contribute to payment of debts, in case of distress.

D. Given enough available resources, the state is responsible to
discharge the debt. Prophet stated (as a head of the state) that:
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"I am more rightful than other believers to be the guardian of the
believers, so if a Muslim dies while in debt, 1 am responsible for the
repayment of his debt, and whoever leaves wealth