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INTRODUCTION

In the late nineteen-seventies, much attention in
the popular press and scholarly writings in the liest was
devoted to a phenomenon that has yariously been referred
to as "Islamic resurgence," "Islamic revival," "Islamic
renaissahcé,"'"lslamic fundamentalism,"” and "militant
Islam," among otner terms. The terms used suggest an
attitudinal disagreement 6n the nature of tne phenomenon.
Nevertheless, there is considerable agreement among
Western scholars that the decade of the nineteen seven-
ties did witness considerable expression of an upsurge
in Islamic.éentiment, and that the phenomenon cannot be
discounted mérely as sensationalism of tihe mass media.l

.Severai theories have been suggested as tne cause
of this 'resurgence.2 The most prominent among these is
that the new found wealth of the Muslim O.P.E.C. members
(in particular that of Saudi Arabia and Libya) has en-
couraged more acceptance and perhaps promotion by Muslim
-states of the latent Islamic sentiment among tineir peo-
ples.3 In addition, the initial Egyptian success in the
1973 war with Israel, the subseéuent oil price hike, and
more 1ately the Iranian "Islamic revolution" are said to

have inspired a proud reaffirmation of Islamic identity

among Muslims.4



The resurgence has also been interpreted as a contin-
uation, albeit with greater intensity, of a long prevail-
ing identity crisis being experienced by Muslims.5 The
self-pride of Muslims that came from having been conquer-
ors and rulers for over a millenium was battered by the
shocking reality of Western military and technolological
superiofity. Added to this was the injury and humilia-
tion of colonialism, which turned them into a subject
people. Muslim thinkers have responded to this crisis
in several ways throughout time, one of which was the
basis of several revival movements from tie eighteenth
. century onwards.6

The ending of the Second World War was accompanied
by the trend towards liberation from colonialism and also
brought a heightened competition among the dominant
Western ideologies fo: the minds of intellectuals in Mus-
1im.étates--with some success. Thus, despite the new
found political freedom, in the perception of the Islam-
ically oriented scholars, the Western secularist challenge
iﬁtensified this crisis.

It is not surprising to find, as one of the elements
of the resurgence, a growing self-éonsciousness among
some Muslim scholars of the historical importance of their
role in formulating an Islamic order which is uniqué in
its political, social, and economic ramifications and
poses a non-apologetic Islamic counter-chiallenge to secu-

. : . 8
larist ideologies. They are concerned with preserving



their religious énd hence their cultural identity. The
Islamic Qay of life is deemed to be threatened by both
socialism and capitalism, which have proved themselves
to be functioning systems, despite their various draw-
backs from an Islamic perspective.

This threat may well be real. On the one hand, Mus-~
lim states are threatened by the attraction felt
by a portion of their populace to the "liberalf democratic
socio-politicai process and to the technological advances
and consumption patterns of Western capitalist countries.
Concomitantly, the elite youth finds itself seduced by
the popular culture of the'West.9 On the other ﬁand, the
marxist ideology is more threatening due to the poten-
tial development of the poor's consciousness of their
deprivation. Either of these ideologies can influence,
and indeed have influenced, Muslim countries.

Notwithstanding the role of the modernised Islamic
intellectuals or the %lamd’ (traditional Islamic scholais
who have played a considerable part in preserving Islamic
sentiment among Muslims), the continued presence of Islam -
as an.international phenomenon is mainly due to the ad-
herence dr7loyalty to it amonyg the Muslim people of all
claéses, although on average this sentiment probably
varies inversely with wealth. The existence of a fervor
for Islam among the Muslim.masseé can be gleaned indi-
rectly from‘events and policies, both past and present,

in Muslim countries and in particular in those countries



where the ruling regine hés leaned towards some form of
socialism.

The Tunisians in 1960 ignored Bourguiba's attempt to
end the Muslim religious practice of fasting, éven though
he couched’it in Islamic terms by suggesting that the
conseguent ihcrease in efficiency would be a j{had-(holy
struééle) fér de'velopment.lo In Syria, an otherwise
acquiescent Muslim populace was outraged into violent
protest in 1967 when a military magazine carried an ar-
ticle suggesting that Syrians needed to put behind them
God and religion in order to make progress. The regime
publicly disassociated itself from such a position, and
the threé years following this incident saw more mosqgues
built in Syria than in the past»thirty years.ll

In fact, Syria, Irag, and Egypt all felt it neces-~
sary to draw inspiration from Islamic ideology for their
social reform. Nasser is said to have considered Islam
as synonymous with socialism as have other "Islamic

socialists.“lz

The Algerian revolutionary government
under Bumedienne and his successors stressed the Is-
lamic aspect of the Algerian identity and adopted
policies tb strengthen religioﬁs awareness.13 Once again,
the most important aspect of the Libyan experiment is
said to be.its emphasis on Islam in its purest form,
mainly as interpreted by Qaddafi.l4 South Yemen, which

has been said to espouse Marxism with the greatest vigor

among Muslim countrie‘s,15 has shown reluctance to go



against Islamic inheritance laws.16 Despite the social-
ist leanings of these countries in recent history, it is
significant that Islam has been and still remains the
state religion.17
_Exaﬁpiés‘of recent expression of Islamic sentiment
are more numerous. In Syria, Egypt, and Turkey, tnis
expression has adopted a violentvform.18 In Malaysia
"and Indonesia, the governments have shown concern over
the increasing militancy of the Islamic movement, partic-~
ularly among the educated youth.19 In both Malaysia
and Egypt, the intensity of Islamic feeling is perhaps
indicated by_the voluntary donning of Islamic dress by
woméﬁ on university campuses.20 In Tunisia, Bourguiba's
regime is beihg.challenged by orthodox Muslims who have
formed an association for the preservation of the
Qur'an-ZI More traditional forms of armed struggle,
adopting an Islamic banner, are going on in Afghanistan
- and the island of Mindanao in the Philippines; The
expression of such an Islamic sentiment is probably
partly responsible for the incfeasing use of Islamic
symbolism if not the adoption of Islamic policies.
Sadat; himself a devout Muslim, is said to haﬁe in-
creasingly used Islam to justify his policies. Similar-
ly, King Hasan II of Morrocco has recently made greater
use of Islamic symbols. 1In both Bangladesh and Pakistan,
regimes more sympathetic to orthodox Islam have come to

power, and in Pakistan, the government has stated its



constant irritation. Hany Muslim scholars, however, now
seem to accept the de facto existence of Muslim states,
‘and instead of pan-Islamism, they emphasize as a criti-
cal iséue;the establishment of Islam as & social politi-
cal reality of the modern age, one that provides for the
Muslim world a viable alternative to tiie dominant world
ideologies. An attempt is being made on an international
level, mainly with the sponsorship of Middle Eastern
states, to give substance to this goal by creating in-
stitutions that serve as a unifying force for the
affinities of Islamic nationé.

As a reépoﬁse to the burning of the al-Agsa mosque
in Jerusalem in 1969, the first Islamic summit confer-
ence, oréanised by Saudi Arabia, was held iﬁ Rabat.

This was followed in 1970 by the first annual conference
of Islamic foreign ministers. The former led to the
establishmént of the Organisation of Islamic Cdnference,
which:by 1981 had forty three mehbers, and a permanent
Is;amic‘éécretariat in Saudi Arabia.24 Since its form-
ation, various subsidiary organisations have been esta-
blished. These include £he Islamic Center for Techniqal
- and Vocational Training in Dacca, the Islamic Center for
Arts,.Culture and Heritage in'Istanbul, the Statistical
Economic and Social Research Training Center for Islamic
States in Ankara, the Islamic Jurisprudence Academy in
Jeddah, and“the Islamic Chamber of Commerce and Industry

in Karachi. 1Imr addition, plans are underway for setting



up a shipping company, a maritime union, and an Islamic
Center for the Development of Trade. Also affiliated
with the Organisation of Islamic Conference is the Is-
lamic Development Bank (Jeddah) and the International
Association of Islamic Banks (Karachi).25 The develop—
ment of an academic infrastructure, backed by the same
source, is also in evidence. The Islamic Council of
Europe and the Islamic Foundation are engaged in pub-
lishing and disseminating works of Muslim scholars. 1In
the particular field of this dissertation, there are
institutes for research in Islamic economics currently
operating .in Saudi Arabia (Jeddah), Pakistan (Islamabad),
and Cyprus (Lefkosa). The International Centre for Re-
search in Iszlamic Economics is due to publish a periodi-

cal (Research in Islamic Economics) starting early in

1983.2%

So far, I have been indifectly building a case for
my dissertation on a topic in Islamic economics by
pointing to the significant presence of Islamic sentiment
among Muélim people. The recent resurgence of this
sentiment makes such a study topical. Obviously, it is
not sufficient to justify a piece of research merely by
arguing that it is important and topical, e5pe¢ially if
much research--as is true in this case--has already been
done in‘the field. 1In the rest of this introduction, I
will first indicate where my research fits into the e

literature . Then, in a brief overview of thne



dissertation, I will point out certain gaps in the
literaturé.

‘Zarga (1978, p. 3) has succinctly summed up the
research over the past twenty five years in Islamic

economics in three categories:

1. cComparison giving broad outlines of the Islanmic
economic system vis a vis capitalism and
socialism

2. Critiques of non~Islamic economlc systens and
philosophies
3. Substantive expositions on a certain economic
issue, e.g. riba (usury and interest) and related
questions
He goes on to concur with Muhammed Al-Mubarak that "a
sufficient amount has been written on l.) and 2.) and
that the time has come for going deeply into the Islamic
economic system itself, understanding thorougihly its
characteristics and giving it a modern forrwulation.®
Following this line of suggestion, I have selected
Islamic banking in general and profit-and-loss sharing
(P.L.S.) in particular as the issues to research in nmy
dissertation. P.L.5. is a financial mechanism linking
finance capital to industry and commerce without the
use of interest. It is one of the most important com-

ponents of the Islamic economic system, as is evident

from the intensity with wnich the Qur'an prohibits

riba.2’ The concept of riba is reviewed in depth in

Chapter One. It is often interpreted to be synony-
mous with interest, sometimes more narrowly as interest

on ccnsumer loans only. Tnhe importance of P.L.S. is also
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gleaned from attempts to abolish interest being among
the firstApractical steps takeh by countries suci as
Iran and ‘Pakistan in trying to put their economic.
systems oh.gﬁ Islamic footing. In fact, Islamic banking
is currently being practiced in over a dozen countries
at various levels of commitnment.

Islamic banking in general, or P.L.S. in particular,
cannot be;considered in isolation; rather, it must be
ana;ysed within the context of an Islamic political-eco-
nomic system. In Chapter One, the political economy of
an Islamic system, which of necessity has its basis in
Islamic Law, is discussed. The approach used is that
of adopting a particular analytical framework.that.iden-
tifies leiiical-economic systems on the basis of the
extent of.their use of various "control mechanisms,"
i.e;«persuasion, force, or the mafket. In the course of
the disqqssion.in this chapter, certain key igsues and
conéepts, such és the feiaﬁonship of Islamic Law and tae
Islamic state, ijtihad, and riba, are discussed.

One of the unique elements i Islamic political
economy, as pointed out in Chapter One, is the elimina-
tion of riba. In Chapter Two, alternative institutional
structﬁres and settings are discussed with an empbaéin
on the_underlying ethical underpinnings. Some of the
important issues that are explored in this context in-
clude the nationalisation of banks, fractional reserve

banking, speculation and capital gains, and indexation.
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Also set up in Chapter Two is ﬁhe institutional frame-
work of a P.L.S. banking model that satisfies Islamic
ethical constraints.

This framework is used in Chapter Three to discuss
the main theoretical issues pertaining to P.L.S. banking
that have received inadequate or no attention. The oper-
ational details are excluded since much has already been
written about them. Some of the issues analysed are as
follows. The risk-return trade-offs and their bearing on
the supply of funds are considered in a financial systen
where P.L;S. deposits are the only income bearing finan-
cial asset. A P.L.S. banking model is presented in
which banks are pure intermediaries and the sole source
of funds. Other cases considered are where banks are
not intermediaries and where entrepreneurs have their
own source of funds in retained earnings. Some economic

implications of P.L.S. banking are suggested, including

those that bear on the size and composition of total

investment.

In Chapter Four, the P.L.5. model is presented'as
having contractual relevance in the agricultural sector.
First, the Islamic view on various tenure arrangements
such as land-renting, share-cropping, and owner cultiva-
tion are disguééed to determine whether they involve
riba. After this, P.L.S. is suggested as an alternative

tenure arrangement which does not involve riba. The

mechanics of a P.L.S. contract in the agricultural sector
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are analysed with a view to determining the share of
operatihg sufplus from land that accrues to the land-
owner, fhe farmer, and the state.

In the fifth and last chapter, the evidence accumu-
lated to date on the actual implementation of Islamic
" banking in several Muslim countries is presented.

Since the modern application of this banking concept is
very'recént, the evidence is scanty. Nonetheless, data
on several practicing banks in the Middle East is re-
viewed. Also, the experience to date of the Pakistani
attempt at converting its whole banking system to an
Islamic basis is documented. In all these cases, the
emphasis is on examining the consistency of practice with
the underlying ethical premises.

The Islamic banking movement as described in Chapter
Five is in its infancy, and so it is still too early to
gauge its success. However, it is the most significant
concrete manifestation of an attem»t by Muslims, in the
wake of the Islamic resurgence, to develop an alterna-
tive economic system that is based on Islamic Law. For
this reason in particular, and for other reasons men-
toned earlier, it is important to examine Islamic bank-
ing_with a view to both the ethics underlying it as well

as its economic viability.
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Notes to the Introduction

lDaniel Pipes, "This World is Political!!The Islamic
Revival of the Seventies," ORBIS (Pennsylvania), 24, No.
1 (1980), pp.9-41. Pipes argues that there was a per-
ceptible increase in Islamic political activity in the
seventies. For another example of a similar view, see
J.0. Voll, "The Islamic Past and the Present Resurgence,“

Current History, 78, No. 456 (1980), pp. 145-148, 180-
8l. . :

2For an account of these theories, see M.E. Yapp,

“Contemporary Islamic Revivalism," Asian Affairs, O.S.

67 (1980), pp. 178-195. Yapp presents his own model to
explain the intensification of Islamic political activity.
'In a nutshell, he suggests that if the rate of rural-
urban migration (where Islam is the only old identity
that the rural person carries over to the new environment)
is greater than the rate of assimilation into the urban
culture, then political protest movements taking the form
of "revivalism" will occur. Also see Islamic Resurgence
in the Arab World, ed. Ali E.H. Dessouki (New York:
Praeger, 1982). Part II of this intensive work on Islamic
resurgence relates to theoretical perspectives. This
work also contains case studies and a useful bibliography
on the subject.

3Pipes, pp. 18-27. Pipes argues that Libya and
Saudi Arabia are working in very different but comple-
mentary ways in posing Islam as a viable alternative
"international current,” the others being capitalism and
communism. Also see Shaheen F. Dil, "The Myth of Islamic
Resurgence in South Asia," Current History, 78, No. 456
(1980), pp. 165-168, 185-186. Dil views the resurgence
merely as a process of self-identification, and he con-
siders the role of the new found wealth in the Middle
East as instrumental in allowing this process to occur.

4Pipes, p. 12.

5See for example, Rlchard H. Dekmejian, "The Islanic
Revival 1n the Middle East and North Afrlca “ Current
History, 78, No. 456 (1980), pp. 169-174, 179.” See also
Azad I.H. Faruqi "The Western Image of Islam. Political
Implications," Islam and the Modern Age, 9, No. 2 (1980),
pp. 192-203. Dekmejan indicates that rev1vallsm in
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post-eighteenth century Islamic history reveals a
cyclical ‘pattern, and typically peaks in response to
crisis situations. Faruki concentrates on the prevalence
of a crisis situation in the post-colonial Muslim world.
6For a brief account of these movements see Bernard
Lewis, "The Return of. Islam," Commentary, 61, No. 1l
(1976), pp. 39-49. See also Fazlur Rahman, "Islam:
Challenges and Opportunities,® in Islam: Past Influence
and Present Challenge, ed. Alford T. Welch and Pierre
Cachia (Edinburgh: Edinburgh University Press, 1979),
pp. 316-323. For a description of various kinds of
elite response to the Western challenge to the Muslim
world, see Yapp, pp. 185-187, who reviews an adaptionist,
rejectonist, and modernist response among Muslim elites.

7

8For a sample of this literature, see Altaf Gauhar,
ed., The Challenge of Islam (London: 1Islamic Council
of Europe, 1978); S. Azzam, ed., The Muslim World and
the Future Economic Order (London: Islamic Council of
Europe, 1979); Khurshid Ahmad, ed., Islam: Its Meaning,
its Message (London: Islamic Council of Europe, 1976);
Khurshid Ahmad and Zafar A. Ansari, eds., Islam Per-
spectives: Studies in Honor of Sayyid A.A, Mawdudi
(Leicester: The Islamic Foundation, 1979). The optimis-
tic views among Islamic intellectuals about the growth
of a renaissant Islam, embodied in Islamic states, that
provide both spiritual fulfillment to its Muslim citi-
zens and material prosperity for all, can be contrasted
to Maxime Rodinson's views on Islamic resurgence in
Marxism and the Muslim World (New York: Monthly Review
Press, 1981), pp. 290-306. Rodinson sees the possibil-
ity of the hold of Islam among the Muslim masses to be
exploited by cynical self-serving governments who seek
to repressively enforce a strict moral code. He further
speculates about the possibility of disenchantment with
" Islam itself as regimes inevitably fail to deliver what
they promised in the name of Islam.

9For.a discussion along similar lines, see Godfrey
H. Jensen, Militant Islam (New York: Harper and Row,
1979), pp. 31, 126.

voll, p. 180.

lOLewis, p. 47.

llLewis, p. 47.

1

2Yvonne Haddad, "The Arab-Israeli Wars, Nasserism,
and the Affirmation of Islamic Identity," in Islam and
Development: Religion and Sociopolitical Change, ed.

John L. Esposito (Syracuse: University of Syracuse
Press, 1980), pp. 117-118.
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l3Michael C. Hudson, "Islam and Political Develop-

ment," in Esposito, ed., Islam and Development, pp. l6-18.

14Rodinson, pp. 229, 305-306. See also Mu'ammar
al-0adhdh@afI,"The Third Way,” in Islam in Transition,
ed. John J. Donohue and John L. Esposito (Oxford: Ox-
ford University Press, 1982), pp. 103-1u6.

15John T. Cummings et. al., "Islam and Modern Econo-
mic Change," in Esposito, ed., Islam and Development,
p. 25, n. 2.

16 0dney Wilson, The Economies of the Middle East
(London: Macmillan, 1979), p. 133.

17This point is made by Dekmejian, p. 172, with
reference to Irag and Syria. The generalisation is based
on information extracted from Wilson, Economies.

1
gPipes, p. 9.

19'Raphael Israel, “The New Wave of Islam," Interna-

tional Journal, 34, No. 3 (1979), p. 383.

OIsrael, New Wave, p. 383.

21Dilip Mukherji, "Upsurge of Islamic Zeal," Times
of India, 30 'May 1979, p. 6.

22The'information in this paragraph has been drawn
from Pipes, pp. 10-1l1l. For more examples of the impact
of Islamic sentiment on political behavior, see Ali E.
H. Dessouki, "The Islamic Resurgence: Sources, Dynamics,

and Implications," in Dessouki, ed., Islamic Resurgence,
pp. 10-11. '

23

Mohammad Ayoob, "The Myth of the Monolith," in

The Politics of Islamic Reassertion, ed. Mohammad Ayoob
(New York: St. Martin's Press, 198l1), pp. 3=5. The
author argues -that the monolithic perception of Islam
is a common error of much of Western analysis of the
Muslim world. The book of readings edited by the author
brings together various case studies of the phenomenon
of resurgence in various Muslim countries, in an attempt
to destroy the myth of the Islamic monolith. ‘

24Dessouki, "The Islamic Resurgence," p. 26.

25For a listing of these and other organisations, see
- Dessouki, “The Islamic Resurgence," p. 27.
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16

27The-Holy Qur'an, text, translation, and
commentary by Yusef Ali, third ed. (Washington, D.C.:
The American International Printing Company, n.d.),
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ation provided in this work will be utilised. 1In the
references to this work, the first numeral stands for
the chapter and the second for ‘the verse.




. CHAPTER ONE

POLITICAL ECONOMY OF AN ISLAMIC SYSTEM

Introduction.

As 1s the case with many dissertations, the first
chapter in this one is essentially a review of literature.
The literature in question is mainly contemnorary work
in Islamic studies tiiat hhas a bearing on Islamic pélitical
economy. The reason for this endeavor is to establisi:
the context for a detailed study, in the following four
cnapters, of P.L.S.

Establishing such a political-economic contnxt by
drawing on the literature would be a stright-forward nro-
cess if a consensus existed in Islamic scholarship on
the relevant issues. Since i could identifv no suci Coii-
sensus. on most issues, I have instead identified the
currents of thought on key controversies. fTne framework
for the sfgdy of political economy and lience for the vre-
sentation of different positions on Islamic political
economy is based on Lindblom (1978).

The effectiveness of Lindblom's meti:odology lies in
raising critical questions, answers to wuich categorize
political-economic systems. The expression "“political-
economic" is understood to mean a particular mix of

politics and economics that generates crucial decisions

17
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concerhing the functioning of systems, sucl: as tie
allocation of resources to various uses, distribution,
and'the prevailing consumption pattern. Control necii-—
anisms in turn will determine the particular mix re-
ferred to abové. Lindblom_identifies and .lscusses three
control mechanisms: authority (centralised bureaucratic
control), ma;ket, and preceptoral. These control wmech-
anisms can therefore be viewed as instruments by means o:i
which a political-economic system functions. “ltnouqh
no system rélieg entirely on one.control mechanism,
socialist regimes rely more on autnority, wiaile tie wes-
tern libefal democracies rely more on t.e markei meci:~
anism. The preceptoral mechanism, wilci has been emn-
ployed by countries 1like Caina and Cuba mainly in con-
junction with authority, may be of particular interest
from the viewpoint of an Islamic systen.

The preceptoral mechanism relies iieavily on "edu-
cating"” the population toward the rignt sociv-economic

conduct. Education is viewed

o}

5 & catci-all ternm icx
persuasion, information, indoctrination, instruction,
propaganda, counseling advice, and e:rhovtation ‘p. 56).
it bears a relationsiiip to persuasion sinilar to that
which market bears to exchange and government to
authority (p.22). 3ince thue ﬁse of the preceptoral
mecihanism presupposes tue e:xistence of authority, I view

authority and the market to be the two kev mechanisns

i

that categorize political econonic systems. Jithin the
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autiiority mechanism, one uay distinguisi zetween t.ie use
of “"force" and the use of "persuasion." Therefore, &
reference to the preceptoral mechanism in tais chapter
implicitly refers to an instrument of authority rather
than an alternative to it. One could, in this sliaghtly
altered framework, view market, force, and education or
persuasion as the tliree control mechanisns.

This framework, though briefly sketcned here to avoid
unnecessarily reproducing Lindblom's detailed and lucid
exposition, does provide the conceptual appar.tus for
conducting a stﬁdy of Islamic political economy. Before
proceeding, some qualifications on tl.e scone of this
study are in order.

Even though I have confined the scope of tnis work
to what would amount to a Sunnl (the predominant Muslim
sect).view oﬁ,political economy, the size of the relevant
literature is en'ormous.l My coverage of it has been ex-
tensive,'though by no means exhaustive. One of the
striking features about the literature in this area of
Islamic studies is the tremendous overlap of ideas within
the various schools of thought. No attempt is made to
identify the originator of the various ideas or to docu-
ment all the adherents to them. In each case, a few of
the scholars are documentec by Qay of example.

In pursuing the major controversies in Islamic

political economy on issues such as the relationship of

Islamic Law and the state, ijtihad and riba, sone
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historicai and legal arguments, as used by the authors,
are presented where tiey are relevant. Since I jrossess
no expertiée in the area of Islamic studies that would
enable me to evaluate these arguments, I present then
with trepidation and with apologies to the schiolar in
Islamic_studies. Nonetheless, I would like to remind

the reader that this chapter should be vieved mainly as a
survey of ideas on Islamic political economy, albelt one
that is cohducted in a specific framework as an aid to
conceptual clarity.

Some ihportant issues are not addressed here, since
they.remained essentially disregarded by the bulk of tae
literature I reviewed. Two issues bypassed unere are tie
social relativity of economic laws as well as their nis-
torical process of change. Both of these are broad
topi;s for wnich extensive literature exists that is of
direct relevance to ti:e Yest. Lodinson's.work (1978)
does address these issues in Islan.

- Finally, I would like to point out that tais chapter
intends mainly to focus on tlie broad abstract mechaﬁisms
of Islamiq~pélitiua3 e onomy, rather tihian to discuss in
detail the'elements or an Islanmnic political economy suc.:
as zakat (welfare tax), inheritence laws, or tie eii: ina-
tion of riba.’ ééch specific element merits extensi§e
study, in the larger context of an Islamic political
economy, and this dissertation, as mentioned earlier, is

devoted to studying P.L.3. as an experiment in ribpa-iree
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to tue relationsiiip oi .slawic .aw (enceio. t reierred
to as tie Law) and t.e state, and t.e scuoan (& relotec

issue) to t..e sources of tue .a.wv The Fimst iso oritical

gecause‘it affirms or negates tie existence ol an Islanic
state and the second hecause 1t as s earia. on
masis and structure ol cutiority within te Izlanic
if tie latter is recorymnized as a theoretically valid en-
tityv. In tne sub-sectiocns oselow, soclors of I3
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categorized according to t.esis stead on toese

a.) Jdecularists vs. Islanists. Yoe particigsants

thhe first controversy are 'secularists,'" .o deny t
existence 6£ a special relationship wetween

tiie Law and the state, and "Islamnist
éontra:y. The secularists mplay no part in t.e zecond
controversy, since, in eiffect, thiey denv
the exiétence of an "Islanic state.® . e ﬁ

in tie second controvers are t.erefcre to

19

soley among tue Islamistc, wao may roug iy e categourized

into the “"modernists® and tae “ort..odor.t  Toe

. To.ey dilfex,

most significantly, in t.eir stands on t.:

(_
;
e}

scu.Cces of tle

Lauw. In tue course o) Zurstiner elucidation of t:ese two

controversies, tie importance oif tuese distincitions will
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become evident,

"he secularist point of view is, and has been, repre-
sentative of only a small minority of schiolars. sl-2azicq,
in Egypt during the twenties, was the first to.draw wide-
spread attehtion and fire for his avowed secularist views.
He asserted that the Prophet liuhammag's (hencefortii re-
ferred to aé the Prophet) message and purpose vas essen-
tially religidus and that religion was an individuval's
private concern.3 This implied that it was an indivi-
dual's own moral duty to recognize and live by tune Law
and not up to the state to impose, or be generally re-
sponsible for upholding, tne Lav. &s a rejoinder,

Rehman (1979, p. 229) indicated that Razig's assertion
could be valid only if he had adequately established,
wnich he had not, tihat the Provhet acted secularly and
extra-religiously in his role as law giver or political
leader. Also, the secularist assertion is often chal-
lenged by Islamists by citing injunctions from tlie Qur'an
making the Prophet's authority unconditionally bindinc and
and giving his actions special significance.dL

The latter argument, however, skirts the real issue,
which is whether tie Jurtan itSelf encdorses any institu-
tional infra-~structure for persuasion or if necessary
for the use of force in preserving tl.e Law. . Jur'anic
injunction making it incumbent on iuslims to obey tlL.e
Prophet does not in itself imply the former. It could

suggest, as Razig implies, taat all cood Huslias Ffor t.e



benefit of their own so0.18 s.ould follow the juidance
of tiie Prophet.5 Honetheless, most islamic scaolars do
agree that even though Islam primarily provides a noral
code for individual and social conduct, a role for cen-
tral authority is prescribed.6 This rposition iz also
supported by western scholars of Islam.7

Khalid (1953), a more recent proponent of the secular
position, phrased his obyjections  -to a religious covern-
ment in thé-form of tae mofe faniliar "church-state"
dichotomy. lie made a scathing attack on "clergy® (re-
ferfing to the @lama) or religious scholars of islan)
for negating reason, «lorifyinc poverty, denyinc funda-
mental liberties, and holding¢ a monopoly on valid inter-
pretation (p. 129). It appears that choosing to approacan
and phraée the problem as lie does, Khalid identifies the
clergy with the Islamic government. While recent Shi'a
political theory does endorse the '"clergy's" right to
lead by virtue of their special training aud knowledge,
mainstream Sunnl political theory regards tiie role of
the religious scholars to be mainly that of providing
spirit‘ual'leadership.8

Many writers refuse to accept the relevance of the
concept of'clergy by claiming that Islan does not accent
any intermediary between man and God.9 3uch reasoning
motivated Nasr (1967. pp. 3-11) to state that the whole
community of believers in Islam constitutes the "church"

with each believer being a priest.
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In fact, this is wuy most Islamic scholars object to
the usé of “theocracy" as being an accurate representation
of the Islamic system. They suggest instead the term
"normocracy," which is felt to be more representative
of the primacy of the Law.lO 'Thus, in his »reoccupation
with the "clergy," Khalid fails to recognize that the
central issue in Islamic political theory is the state's
relationsﬁip with the Law and that the conmposition of
the state is a separate, though related, political issue.ll

Khalid also suggests that the Qur'an's emphasis on
no compulsibn is religion makes the notion of aﬁ Islamic
state a contradictionvin terms (p. 144). ¥Faknry (1854, p.
488), whb'endorses the secularist ideas, adds to the"
challenge by quoting a saying from the Prophet to the
effect that perle are better judges of their worldly
affairs. He interprets this to imply that humans are
capable of taking care of their téuporal affairs without
the intervention of God or his messencgers.

In genéfal, Islamists do base their position on the
legitimacy ofvcentral authority in Islam on theoretical
premiées, and they also buttress this position by eixten-
sive quotations from authorities in classical Islanic
schularship.l2 A few of the major theoretical érqnments
against the secularist views are as follows. First

contend that the Qur'an makes explicit reference to

institutional authority several times, suci as in

)
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enjoining the collectiun of nakat (2 couia

—~
r
-~

—~




e
4. 2D

or in upholding justice. second, they reason ti.at ai-
ter the formal founding of tue uslin  unna (community)
in Medina, the Prophet h:inzels used the autiority of

tiie state to impose tiie revealed Lauv accordiag

interpretation. It weas incunbent on all msliss

to obey the Fropnet. Iis Law evolvew, < latey
necessary for all iiuslins and hence zor "t.ose
it " (tuv whom the Qur'an refers) to follow his

necane

in auttior-

example.

Third, they point to the sayings of the Prophet to the

effect that aufhority is to be employed where individual

conscience fails in attaining the desired objective.

14

Both secularists and Islamists are ostensibly on

secure grounds in drawing their support from Scripture

and the Pfophet's sayings. On the one hand, the secu-

larist stand does appear consistent with the Qur'anic

- ethos that each soul is responsible for, and will bear

the burdens of, his own actions. Tikitis may be seen to

follow from the Qur'an‘'s insistence on the role of the

Prophet as being that of a "warner," "messenger," “wit~

ness," "instructor," and "admonisher," but not one of

"managing" or "watching over" or "standing guard" over

L f.h}i

men's'affairsAof using force to overawe or compell be-

. 15 : .
lief. Also, by negating the state's rigat to be a gen-

eral saver of souls, they would thereby prevent the state

from exercising the choice God has given to individuals.

On the other hand, it is difficult to refute the

Islamists' premise stated above that an Islamic state has



legitimacy. The Islamists themselves see the secular
stand as one which is contrived and which has no real
basis in Scripture. Though the Prophet's sayings about
people being most knowledgable about tieir own matters
are recoghized, they are regarded only as a reférence to
matters of detail and not those of Law. Many Qur'anic
referellces are cited to invalidate the sayings' more
general connotations, including a verse that explicitly
states that it is not up to the faitnful to decide for
themselves a matter whicii has been decided by God and
his meSsenQer.l

Differences as fundamental as these are unlikely to
be easily résolved, if at all.17 There is a recognition
by some authors that these differences may be exacerbated
by the lack of a riéorous and common met.aodology for the
contéxtual interpretation of the Qur‘'an. A concern has
been expressed about the readiness Muslim.scholars
(starting with the late nineteenti century) have exhibited
in quotingAfrom the primary sources, without the requisite
historical:semantic or legal knowledge or therefore of the
legal theofy.implicit in their process of interpretation.18
‘Although establishing a widely accepted methodology for
interpretation--itself a potentially divisive endeavor--
will probably not resolve the differences, it may be a
step towards beginning a purposeful dialogue about.these
diffe;ences. One of the most critical issues that such a

dialogue would need to address would concerin Ll
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aistinction between that which is purely a matter of
individual conscience from that which calls for the use
of authority.

‘Consider, for example, the Qur'anic injunction
against Elgé (gains, including interest, that are ethi-
cally unjustified from an Islamic perspective). Ac-
cepting interest from a bank may at first appear to be
an individual's own decision. Howeverx those supporting
action by thé state to abolish it point to the Quf'anic
reference to. "war" declared in unambiguous language Dby
God and his~Prophet against those Qho indulge in it.19
It is argued thaf because usury has social repercussions
beyond an individual's conscience, the use of authority
as a preventive is justified.zo As another case, one ¢
could consider the pursuit by individuals, at their
own volition, of salat (prescribed prayer), hajj (pil-
‘grimage), or fasting. The secularist reference to
there béing no compulsion in religion would most cer-
tainly apply in the pursuit of these religious practices.
Perhaps on the basis of specific legislation, and con-
textual identification of the relevant underlying legal
principles, a clear demarcation can be made between
what is a matter for an individual's conscience and
where the Islamic state is needed to provide a spiritual
infra-structure or an enforcement agency.

In the rest of this chapter, because of the recent

interest shown in Islamisation in Muslim countries (as
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Adistinction between that whicih is purely a matter of
individual conscience from that which calls for the use
of authority.

‘Consider, for example, the Qur'anic injunction
against riba (gains, including interest, that are ethi-
cally unjustified from an Islamid perspective). Ac-
cepting interest from a bank may at first appear to be
an individual's own decision. Howevey those supporting
action by thé state to abolish it point to the Quf'gnic
reference to. "war" declared in unambiguous language by
God and his*Pfophet against those Qho indulge in it._19
It is argued thaf because usury has social repercussions
beyond an individual's conscience, the use of authority
as a preventive is justified.20 As another case, one ¢
could consider the pursuit by individuals, at their
own volition, of salat (prescribed prayer), hajj (pil-
érimage), or fasting. The secularist reference to
there being no compulsion in religion would most cer-
tainly apply in the pursuit of these religious practices.
Perhaps on the basis of specific legislation, and con-
textual identification of the relevant underlying legal
principles, a clear demarcation can be made between
what is a matter for an individual's conscience and
where the Islamic state is needed to provide a spiritual

infra-structure or an enforcement agency.

In the rest of this chapter, because of the recent

interest shown in Islamisation in Muslim countries (as
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indicated in the introductory chapter), the position
of the Islamists will be adopted.21 In short, they
assert that the state is a valid and indispensible in-
strument for Islamisation. To analyse this position,
it is necessary to explore the second controversy,

which concerns the sources of the Law.

b) The "Orthodox" vs. the "Modernists." The

nature of this controversy can best be compre-
hended in the context of the development of the Law.22
The primary source of the Law is the Qur'an. The
complement to this, and for the Huslims a perfect com-
mentary on it, is the Sunna (model pattern of behavior)
of the Prophet. The sanctity of the Sunna was derived
from the»theoryvof the infallibility of Mubammad in
particular and from the more general theological doctrine
concerning the infallibility of Prophets or recipients
of divine reQelation. As the methodology of the Law
became established, giyas (analogical reasoning) and
iigé? (cénsenéuS'of the community--though for practical
purposes, that of the scholars) were recoghized as in-

dependent sources which have an intimate relationship

with each other.23

The mechanism of the formation of the Law was
ijtihad (systematic, original thinking), using giyas
as a method of that formatinn. The outcome of the
processbwould become incorporated into Law if so deter-

mined by ijmacC. The latter was also used to ascertain,
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from among the various transmitters, what the Sunna of
the Prophét was and hence incorborated that into the
HadIth (recorded sayings and deeds of the Prophet).
Lesil
The Sunna.was subsequently materially expanded to in-
clude precedents of tihe first four Cnalifs and the agree-
ments of a large number of tlie Prophet's prominent com-
panions. This body of tradition is separately referred
to as Xthar. It is this 3unna, compiled in these
various collections, which provides the second source
. for the foundation of the Law.

~Renman explains the process by wiaicli Law becane
structured.in terms of the relationship of clig (know-
ledgé) and figh (understanding). Fiqa was a process,
and it was "up to the community. under the guidance of
the “ulama®(religious scholars) to decide whether the
outcome of the individual thought could constitute a
part of the Shari'a" (Law). However, with the establish-
ment.of legal methodology, f£igih "passed from being a
personal activity to a structured discipline and its
resultant body of knowledgé," and consedquently, figh
became an Cilm (pp. 102-103). |

In the course of this process, permanence was as-
cribed to the rulings of the four great jurists.24
Subsequently, the right to absolute ijtihiad was abolished,
and jurists cqnfined themselves to minor re-interpreta-

tions within the given school of Law thev adhered to.
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In fact, the rulings of the jurists acquired the status
of a source of Léw.

Severél reasons have been postulated to explain
this phenomenon, whichh has been described as the "closing
of the gate" of ijtihad, dated at roughly the eleventh
century.25 Some writers contend tnat it was meant as
a defense of judicial proceedings against autocratic
rulers.26. The idea was that what once had become a
precedént éould not be altered. Anotiner explanation,
more widely cited, asserts that it resulted as a defensive
reaction to the threat posed by the "rationalists" (a
school of thought in early Islam).27 None of these, or
any other justification, appears to have any contemporary
relevance for modernists.

Much of the earlier controversy between modernists
and the orthodoxy has been about this "closing of the
gate." The modernists sought the right to ijtihad to
bring the.Law into conformity with thie changed conditions
since the rulings of the medieval jurists. The writings
of earlier modernists seem to have gained wide acceptance
even among the orthodox. It was probably difficult to
deny the logic of prominent thinkers like Igbal (1934,

p. 140), who did not mince words in challenging tie
authority of the old schools, which he considered
"individual interpretatioii+" despite their comprehensive-
ness and which therefore could nof "claim any finality."

Igbal is only one in a tradition of influential
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Islamists of the Muslim world such as MHohammed ibdu,
Rashid Rida, Syed Ahmed, Ameer li, and Syed Quth, wao
are all in agreement about the necessity for ijtihad.

Only the extremely conservaﬁive thinkers would now
deny the right to ijtihad for a Muslim community.28
In fact, the orthodox could be sub-categorized into
"traditional"'and "conservative." However, since the
conserQative.viewvof going back to the golden age of
Islam (that prevalent during the time of tiie first four
Chalifs) is losing groud in orthodox writings, it is
bypassed in this research. Reference to the orthodox is
then implicitly a reference to the traditional thinkers
who do in principle accept the validity of ijtihic--
whereas the conservative thinkers do not--but severely
restrict its scope. Thus, the cdntroversy is now really
about the boundary between Law and independent reasoning
in the spirit of that Law.

The orthodox position considers four sources to be
the foundation of Islamic La_w.29 Qur'an and Sunna are
again the two primary sources, but apart from these, the
conventions of the first four Chalifs (referred to as
"the rightly guided ones") and the rulings of the great
jurists.are'regarded as additional sources. These four
together constitute the sources of Law, and only if no
guidance is found in them would additional legislation
be permissable in the spirit of the Law. PRy contrast,

the modernist stand, in the extreme, would be to rely
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solely onlthe Qur'an and reject even the .jadith as a
source of Law.30 This view may in part have found sup-
port in the questioning by Western scholars of the autu-
enticity of the yadIth.>?t

considerable work has recently been undertaken
that counters the orientalist claim of having establisned
that the Hadith literature was suspect.32 Rehman (19278,
p. 67), when considering this extreme stand, suggests
that "@though the Hadith in part does not represent the
verbal and pure Prophetic teaching, it certainly has an
intimate connection with the Prophet and especially re-
presents the earliest development of the community's
understanding of that teaciiing." However, any scepticism
concerning the Hgdfth is anathemna fo the orthodox, as is
the general modernist stance that only the Qur'an and the
Sunna of the Prophet constitute the true sourcesvof the
Law. However, for the modernist, the Qur'anic reference
to a "Divine Law and an open road" is a justification for
the need to use reason to adapt the Law to changing
fimes_.33 These:controversies between modernists and the

orthodoxy do have considerable practical significance.

c.) Islamic Political Theorvy. The contenporary

relevance of these controversies is illustrated in
this sub-section by examining the debate on the
constitution of Pakistan, which was ostensibly
founded as an Islamic state. This case is also useful

for two additional reasons. First, it elucidates a
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possible structure of authority in an Islamic state;
second, it illustrates modern Eiﬁiﬁég in the process of
reviewing constitutional theory, even thOugh the ultimate
issue is ijtihEd itself. A digression, tiiis time in the
form of a brief review of classic Islanic political theory,
is once again deemed necessary. Tnis will form the bench-
mark from which to assess the various positions on modern
constitutibnal theory.

The early Caliphate state (632-660) is said to have
vbeen founded upon a double contract theory.34 The pri-
mary contract was between tihe Muslim community.and God,
and the secondary contract was between tiie community and
the Caliph; This leader was either selected by notables
or récommended by the preceeding Caliph, but confirmation
awaited the approval of the community in the form of a
pledge of allegiance (bazfa).35 The duty of the Céliph
was to facilitate the carrying out of tie obligations
which had been accepted by the community under the primary
contract. Sbvereignty belonged to God, but it was vested
in the community, which in turn entrusted it to the Caliph.

This "democratic tradition" ended witih the coming of
the Umayyad Dynasty (661-750). The growti: of the empire,
and the subsequent contact with the Byzantine and Persian
traditions, transformed the Caliphate into an autocratic.
institution. Classical political theory reflects the
qhanged circumgtances. 3overeignty still resided witnh

God but was now deemed to be vested in tihe Caliph
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directly. The sShi'a and Kharejites sects' views on

succession and the legitimacy of authority differed, but
the Sunnl view prevailed,and is referred to as the clas-
sical pqlitical theory.37

The prescribed functions of the Caliph in this theory
were to enforce the Law, to protect the faitii from heresy,
and to defend the community from external aggression.
Much of the attention of classical political coumentary
revolves around the Caliphate. 1In particular, attention
seems devoted to tue theory of succession and the re-~
quisite qualities of the Caliph.3®

There is little mention, nowever, about dealing with
a Caliph who does not uphold the Law. 35ilence on this
issue, despite a tradition attributed to t.e Prophet
stating that tyrannical power, which is contrary to the
will of God, should be opposed by deed or word, ias been
explained in several ways.3j “irst, as the empire ex-
panded to unmanagable proportions, the Caliph became a
symbol of'Islam's religious and political unity and the
protector df the Law--~-hence the need to legitimize his
autho’rity.40 As power started to be usurped by regional
sultans (roughly around 1258, when the ibbasid Dynasty
ended)41 religibus scholars attempted to reccncile the
latters' temporal powers with the Calipnate and with the
Law. The purpose was to ensure the continuity of the
community by providing legitimacy for the clianging struc-

ture of political power.42 Second, those ©ulama® who



who were not content with political power assuming a
religious mantle would f£ind being outspoken hazardous.
In fact, three of the four founding jurists are said to
have suffered‘torture at the hands of political authori-
ties.43 Third, apologists for unchecked political authior-
ity interpreted a reference in the Qur'an to obey "those
in authority" to mean unconditional acceptance of author-
ity. Such interpretations are still being voiced by
modern writers who recommend political quietism on much
the same basis.44 Finally, some scholars have been said
to have reconciled themselves to unscrupulous authority
rather'thah risk weakening the Muslim community as a
consequence of social and political disorder.45 (That-
ever the reasons for political quietism, it does appear
that persecution--or fear of persecution--drastically
limited free inquiry into issues that would question
the legitimacy of authority. This explanation has been
put forward as the reason why Islamic constitutional
theory did not evolve.46
The influence of classical political theory and
modern Western political institutions are both apparent
in the debete over Pakistan's constitution. This could
explain the striking convergence of views among modernists
and the orthodox at least on political institutional
structure and its interrelationships. Once again,

there is agreement that sovereignty rests with God and

that the entire Muslim community--rather than the Caliph--



is endowed with vicerecency. To justifv the switci:, some
writers indicate that references in the Qur‘an to vice-
regency are generally in tue plural.47 There is also
agreement that some form of democratic election should
be the basis of forming the consultative council or
the legislature. The necessity for an election is traced
back to the precedence established by the ascension to
power of the first Caliph.48 A consultative assembly
is deemed to be consistent with the Qur'an's enjoining
of consultation before decision making, even for the Pro-
phet. - Also, some argue that the decision of the elected
consultative cqugcil would be the true ijmac (consensus
of the community) and have thereby linked an Islamic legal
methodvto a modern democratic institution.a‘9 It has,
however, been pointed out that ijmaC traditionally repre-
sented an ex post consolidation of opinion.50

The main disagreement, on matters of principle, be-
tween orthqdox and modernist writers largely concerns the
extent.tq which ijtihad is to be assigned to the legisla-
ture. The most controversial issue is tie modernist
stand that particular social legislation was meant by tone
Qur'an itself to be time specific.51 Such a position
widens the scope of legislative activity beyond that
acceptable to the orthodox.

There are also differences'regardinq the supremacy
of various}organs of government and how their disagreements

are to be resolved. There is still consideranle
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pre-occupation among tie ortihiodox witl: the role of a
Caliph, who is intended to be the chief executive.32 It
does appear, however, that if sovereignty is entrusted to
the legisléture, as is tiie modernist coatention, then

the chief executive can be no more than a chief secretary,
entrusted with the overall responsibility of implementing
and administering the Law.

Another issue which leads to a contradiction is the
role of the judiciary. The orthodox view appears to be
that the legislature must be subordinate to an indepen-
dent_judiciary, wnich in turn must decide whetuer any
legislation is repugnat to the spirit of tue Law.53
This does tend to render void, according to the modernist
view, the sovereignty of the legislature.s4 Thus, the
problem that remains is embodying within the political
institutions.the concept of constrained sovereignty (the
constraint being Divine Law) witihout turning the consulta-
tive assembly into a parody of western political institu-
tions. |

Muslim writers emphasize that their ijtihad about
political institutions emanates from Islamic roots, which
anticipated the emergence of western (secular) deno-
cratic institutions. Probably closer to tihe truth is
£hat Islamic political writers read modern political
institutions-~and convincingly I think--into their
primar? and historical sources. Despite its drawbacks,

contact with the ilest may have persuaded tlhiinkers of the



merit of its political institutions due to the latter's
implicit assumption pertaining to the individual. ¥Nor
would this be the first time for.Islamic thiinking to be
affected by foreign sources. The influence on iArab
political cbnceptions from contact withi Persia and the
Byzantine Empire has been acknowledged.55 Despite tie
fact tnat the terminology utilized in tne constitutional
debate is western in origin, there remain several ele-
ments about the envisioned Islamic political institutions
that would make tnem significantly different.

As menfioned above, sovereignty resides in God. The
practical import of this concept is the primacy of the
Law. This; in turn, implies limits on the freedom of
‘the legislature, even though thie extent of this constraint
is subject to controversy. 1In addition, it has been
suggested that the Islamic system cannot accomodate a
multi-party system, where the parties may differ funda-
mentally on an ideological stand.’ All members of the
consultative assembly are expected to vote their con-
science, without party affiliations, subject to the
guidance provided by Law.56 iMore realistically, one may
envision the formation of parties--at least wituin tﬁe
Assembly--on. the basis of differing interpretations.

Finally, some authors reject the western electioneering

process on the basis of a tradition of the Prophet con-
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demning self-can&assing. Instead, an elaborate and

complex method of representation would need to be
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II. The Political-iconomic jtructure of an Islenic

p

svstemn.

Having accepted tiat an Islamic state 13 a taeoreti-

cally legitimate entity, for the purpose of tuls analysis
and navihg exanined an e:ample of an autaorit, structure,
it is now possible to explore tie political-econonic

structure of an Islanic systen. &~ useliul and frerquently
emploved dévice is to compare an sslamic vith & socialist

system as theoretical entities. hilis 15 done nere Jit: in

thie framework indicated earlier. ~ollowing €l

among scnolars, that thie success ol an slamic state

depends on the creation of an Islamic indivicual
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attention is first paid to tie preceptoral mechanis
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a.) Islam and Marxist-Socielisme .ie .receptoral

riecnanism. Underlying tie use ol t..e preceptoral mecha-

nism is the belie:i in tae alterability o wuman nature.

‘Neither Islam nor Marxist socialism regards .vunan Leings

as «:aving an iniserent tendency to be eitier coou o evil.

Islam clearly recognizes .uman proclivit, to sreed
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niggardliness, and to violence Zor tue love o. rain.

On tiie otner hand, it also recuunizes t e
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1argély individual. Under socialism, the iandividual is
expected to change for thie better in the framework of a
larger'environmental change, and hence there is more
collective responsibility. This latter ciiange initiates
an individual's transformation and reinforces uis al-
tered social consciousness.

Both Islam and Marxzist socialisn may be said to guide
the population by means of a "scripture." Whereas the Mar:-
ist "scripture" is the ideology developed by HMarx and
since adapted to local experience, Islam's scripture is
divine revelation. The success of both systems lies
in imbuing the people witli tiie new ideologies {(thougi
one is idealist and the other materialist) since the
preceptoral mechanism's strenagtihh lies in mining the im-
mense reserves of human potential. Boti systens may'be
thought of as "totalitarian"--Islam more so--in that
proper individual and social behavior is prescribed for

most facets of 1ife.60

Islamic scholars prefer the term
"holistic" in depicting and emphasizing tane unity. and
the interrelatedness of the Islamic ideology.

The socialist system, using the preceptoral mechanisn,
aims at creating a "new man," wno, guided by socialist

-
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consciousness, volunteers to work for tihe general good.
Apart from “"education," moral incentives are designed to
create social emulation, such as workers' medals or com-
mendation by the party ciairman. The Islamic system

must aim at creating a morally good and just individual



whose awareness and fear, reverence, and appreciation of
God induces him to do good and snun evil. Althougn tre
state has a role in educating the people, the ultimate
incentive for the faitiaful is the attainment of salva-
tion by his social contribution and consequent cnhance-
ment of faith.

In practice, neither of the systems can rely solely
on the preceptoral mechanism. Heavily centralized
state power is required to bring about the social en-
gineering the socialist sysfem calls for. The immensity
and complexity of this task perhaps have encouraged
the easier route of relying on the pre-existin¢ infra-
structure of_authority, rataer tnaﬁ on ciranging individual
perceptions. While individual faith and subsequent moral
behavior guided By a moral code are the central elehents
of the Iéiamic system, personal human weaknesses explain
the Qur'anic and the Prophet's legislation, waich con-
stitute the theoretical recognition for the need for
authority. The Prophet's saying to the effect tnat Allah
brings to an end through authority what he does not
eradicate by the Qur'an is interpreted as a confirmation
of this point.62 However, whereas authority in the
socialis£ system is based on a Liumanly cdevised theory,
in the Islamic system, it must be based on, and limited
b., the revelation.

Many Islamic political-economists, in expounding

their views, perhaps inadvertently fall into the trap of
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merely describing a utopian vision of an Islamic systemn.
This somewhat impractical exercise results from their
implicit or explicit assumption concernin¢ the need for
the prior existence of an Islamic individual, whic:h leads
to general statements about morally motivated benavior
solving societies' problems and leading to social jus-
tice. Although the existence of religiosity in iuslim
countries is not denied, relying solely on tihat to bring
about the Islamic ideal of social justice is not theoreti-
cally justified and is probakly unrealistic.
Although the Marxist experiment relies on creating
a new person, it nevertheless does entail the re-sunaping
of institutions to ensure its own survival and to aid it
in achieving its goals. Although Islamization ultimately
depends on moral regeneration as an individual effort,
it cannot dispense with institutional changes insofar as
the stated collective goal for society is social justice.
b.) Social Justice. e nost actanle consensus
in contemporary Islamic literature among all schools
of thought 1is on the espousal of social justice.
Since social jﬁsti:e iz also the most ubiquitoué
principlé in Law, the remaining disdussion
of political-economic mechanisms revolves around achieving
this goal. However, before proceeding on that path, it
would be useful to question whether the Islamic concept

of social justice is in any way unique.

The concept of social justice, as it is propounded



in contemporary Islamic literature, is set forti here.
Primary among the elements of justice wiiici: figure most
brominently is equality of all before the Law. Objec-
tivity of the Law itself makes this a more meaningful
concepf. Other important elements of this many-faceted
concept are as follows: insuring equality of opportunity
by making education the state's responsibility; imposing
a welfére tax and providing basic needs for the handi-
capped and the right to work for all, as instruments
for reducing economic inequality:; eradicating, without
exception, all vestiges of social inequality; and sup-
pressing all opportunities for return without socially
legitimatg_effort, but safeguarding that waich is ac-
guired within the Law.63 It would be difficult to argue,
judging from the above, that the Islamic concept of so-
.cial justice is much different from the justice that,
at least in.expression, is a near universal pre-occupa-
tion.64 Perhaps what is unique té the Islamic world
view is the.extent of emphases on social justice and, to
somé-extent, the means to be used in its realisation. It
is worth elaborating on these issues, since attaining
sociai justice can safely be viewed as tie primary goal
of the Islamic system to which all other goals must be
subordinate.

To show‘that this is indeed the case, one would have
to go back to the primary sources to understand fhe

prominence given, to justice in Islamic writings. The



Qur'an is said to refer to justice, waich is the third
nost frequehtly used word after "God" and "knowledge, "
over a thousand times.65 Justice may be viewved as the
wider Concept in, which social justice acquires a prom-
inent role. 1In fact, writers assert tnat the whole
Islamic legal infra-structure was grounded on social
justice.66 That this is indeed the case may be ¢gleaned
from the legal methodology, implicit or explicit, in

the rulings of the founding jurists.67

Islamic political
philosophers, who carried forward the legacy of Greek
thought, continued to regard justice to be of paramount
imnportance in the Islamic context. Iliowever, they were
unanimous in replacing nomos--~tiie man-made law-~Ly tie
SharI'a--which was of divine origin--to attain justice.68
This leads to the second issue in connection wit.a tue
means prescribed in attaining social justice.

The Islamic system may be considered unique insofar
as it possesses a set of ethical constraints on tiie pol-
itical-economic mechanisms it is to utilize. liowever,
what couldfbe of more importance is the degree of flex-
ibility it is willing to embrace in pursuing its goal.
These apparently contradictory statements will be ex-
plained here, starting witih the latter. iiany Islanic
writers point out that since the gur'anic revelation is
of eternal applicability, it cannot possiily endorse any
given econdmic system, since the latter is, by necessity,

subject to change and evolution.69 This, in principle,
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is said to leave the Islamic state ample flexibility in
securing.its goal. Other systems also perceive social
jusﬁice to be a critical goal, thiougn there continues to
be heated ideological debate on the cuestion of the means
of achieving it. Perhaps the irony is tnat in emphasizing
method, the end may be forfeited. 1In other words, tue
political economic mechanisms that are to be brougat into
play to accbhplish a certain end often become sacred in
and of themselves. One consecuence of this ideological
entrenéhmenf is that it leaves a system with little man-
euverability. The question of whethier the constraints

on an Islamic system hinder its flexibility, however,
remains unanswered.

c.) Elements of an Islamic Econony. Ve politicel

concepts in the Qur'an and their contemporéry
implications have already been reviewed above.
Specific Qur'anic legislation that is prominent in its
bearing on economic issues includes injunctions that re-
late to zakat, inheritence laws, and riba. Aspects of
the first two will be summarized briefly, since volumin-
ous literature is available on them. I!More space is
devoted to riba since it is directly related to P.L.S3.
Zakat is a welfare tax to be collected and dispbursed
by the state. It is special insofar as it is meant to
be a spiritual exercise. By relinquisuing sometiiing of
value to opeself, the individual is expected to grow

spiritually and to simultaneously i:elp society and gain



merit with God. 2akat is specifically designed to aid
certain needy categories, sucnh as tie old, tine handi-
capped, and the orphans.70
.Inherifance laws are also particularised in the
Qur'an. Much effort has .L..:  exerted by jurists over
the centuries in interpreting and adapting tie Laws to
specific cases. 2llowing a bequeather sav in settling
only one-third of his estate, and a just specification
of shareé.for'family members, are thought to be the
socially productive features of the Laws. What is
expected to follow from tﬁem is a more diverse distribu-
tion of wealth as a healthy antidote to concentration.7l»
Inheritance, in itself, could be guestioned on grounds
that it allows individuals the acquisition of wealth
through no éffort. It has, however, been argued_that
offspring often do provide a strong motivation towards
individual ﬁroductivity, perihaps on the basis of sheer
instinct.  In some cases, they do contribute directly
to a family enterprise by their labor, wiereas in other
cases, they fulfill their religious obligation in

caring for their elders.72

EEEE: Haque (1978, p. 33) asserts, is considered by
the Qur'an to be the most heinous sin among the major
sins. . It is not surprising, theh, that the concept has
been subjected to much analysis, discussion, and of
course, controversy. I will first explain the meaning

of the concept as it has been adopted for this
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dissertation and then pursue some of the major contro-
versies."73

Riba has been defined by Haque (1980, p. 16) as
"an excess (fadl) which, in an exchange or sale, accrues
to the lender without giving in return any ecuivalent
countervalue, substitute, or recompense (iﬂgg) to the
other pé.rty."74 This excess that comes from not pro-
viding an equivalent countervalue is said to lead to
injustice. Clearly some elaboration is needed on tie
kinds of transactions that are said to lead té such an
excess.

A review of the literature indicates that there are
at least three major categories of transactions that lead
to such an excess. First, the category of transactions
where a return is guaranteed to individuals solely on
the basis of 6wnership is forbidden.75 Interest and rent

would fit into this category in that a return is guaran-

teed to capital and landowners without any exertion of

effort.—"6

It may be argued'that some assets which bring
the owners a return may well have been procured by effort.
The Islamist would argue that the possession of the efsset
is evidence that the owner was rewarded for his effort
and that morélly speaking, there is no entitlement to a
further reward for that effort.

A second cétegory of contracts that have been for-

bidden are thoge betweep two parties sucn that one

could sPeciff a fixed, pre-determined remuneration to



himself irrespective of the outcome of tlie venture that
is the subject.of the contract. Two implications fol-
low from this. First, any party to a contract can
claim a share to profit only if the venture actually
leads to a profit. Second, no contract can »e valid

if one party to the contract exercises unfair econonic
power. ©Examples of suci contracts not only include
interest (due to the pre-determined return), but also

monopoly, black-marketing, hoarding, or the cornering

of a market}7'

Finally, the third category of contracts tnat are
viewed to be forbidden is a. sub-category of those that
entail uncertainty in the way they are framed.78 Uncer-
tainty itself is not the issue, but it can lead to the
appropriation of value without the contribution of leai-
timate couﬁtervalue. Examples of such contracts include
those on the stock exchange or the forward market.79

The coﬁmonality in these contracts is the proaibi-
tion on drawing income without providing anytihing socially
productive in exchange. This broad definition of riba
does have the advantage of providing a unifying ethical
basis for -the prohibition of what might otherwise appear
to be unrelated activities. Hot everyone, however,
agrees with this broad definition.

The origin of one part of the controversy dates back
to early Islam, and it revolves around the issues of

what kind of riba the Jur'an really forbade. Tne two



types are riba-al-nasi‘a, which involves lending and

borrowing, and riba-al-fadl, which involves buying and

selling.80 A time dimension is involved in tine first
and could also be involved in tine second. 3chact
(1939, p. 1148) asserts that in the early period of Is-
lam the Qur'anic prohibition was understood to apply to
loans fmoney and- food), and anything bevond that is ac-

cepted to be a later development. Rehman (1964, pp.

4-7) suggests that riba-al-fadl has its origin in the
Hadith and concludes after a lengthy analysis tnat no
attempt to really define riba on the basis of tne

Hadith has been successful (p. 30). Haque (1980, p. 27)
points out that EEEE in both sales and loans existed be-
fore Islam and the Qur'an clearly implies that. Furtiher-
more, he attempts to show that the Hadith, and the jur-
istic formulations thereof, are elaborations and exten=

siors of the basic Qur'anic concept. :e also argues that

riba-al-fadl is merely a corollary of riba-al-nasi'a,

since money can always be transformed into commodities
(p. 26).

The controversy in its contemporary form involves
the sub-categorization of interest itself. %he modernists
equate riba merely with interest on consumption loans, on
the grounds that the Qur'an intended to prevent the
~exploitation of the economically weak and discourage
excessive consumption.81 Furthermore, it is argued taat

seventh century Arabia knew mostly loans for consumption
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or distress purposes and not for productive ventures.’

Orthodox writers, nowever, go to some length to prove

a
[

. . 23
this contention a fallacy.

Finally, it is asserted
that only interest of an excessive kind amounts to usury

and that the Qur'anic references to "douvbling and re-

8¢

doubling“-df the principle applied to them. According
to the orthodox view,'this notion can lead to arbitrar-
iness, and in any case, they argue that all forms of
interest are banned. The most widely used argument to
support this stand is the verse of the gur'an that is
interpreted to explicitly suggest tue recovery of only
the prin'cipie.85

There is a consensus of opinion on the view tihiat
the aﬁtainmént of social justice is what is common to
these three elements of an Islamic economic system.86
If this is so, as it appears to be, then instead of in-
fringing on the flexibility of an Islamic political-
economic system in attaining its goal, t:ey could be
contributing towards attaining it. Abolishiing interest
does imply a radical alteration in how financial trans-
actions are to be conducted, but no inflexibility is
implied regarding the choice of institutions to bring
this about. The concluding sub-section of this chapter
examines the political-economic mechanisms in Islam,

taking into account the discussion so far.87

d.) Political-Economic lMechanisms of an Islanic

State, Little :as thus far neen s3aid airoutb tae se ol th

(2]



93]
-

market in an Islamic system. GSmogyi (1967, p. Gl)
maintains the following: "Laissez-faire, w:iich in
Europe did not become an economic theory and practice
until the eighteenth century, nad been Islamic theory
and practice as early as the éeventh centurv." The
research of other writers, botii Muslim and western,
does indiééte an emphasis on the establisiment and use
of an unhindered market. It has been pointed out that
'a tradition derived from the Prophet prohibited price-
fixing and that jurists condemned practices that might
disturb the free play of supply aﬁd demand.88 Another
saying shows the Prophet to have been against any form
of tax on buying or se‘lling.89 It appears evident, there-
fore, that the use of the market has been endorsed by
Law.

It was also recognized that considerable supervision
of the market‘would be required to avoid the occurence
of EEEE; Thus, in order to temper the use of thie market
with the demands of social justice, various practices,
such as monopoiyﬁ hoarding, black-marketeering, and
contracts,cdnducive to uncertainty like forward trans-
actions, were banned. All these transaction were and
are considered to lead to EEEE since thev enable sellers.
to earn something for wnich no concomitant lawful con-

tribution to society is forthcoming. Tnus, market prices

could only be reflective of fair exchanges of value in
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the context of a socially just order that had eliminated
concentration of economic and hence political power
based on riba. The widely quoted sur'anic verse to the
éffect that wealth is not to be permitted to make a
circuit.only among the rich is interpreted in this
light.90

To insure proper use of the market machanismn and to
implement other social legislation would appear to re-
quire é considerable use of authority. Yet, most con-
temporary writers do tend to explicitly espouse a heavy
reliance on the preceptoral mechanism. Cne justification
for this stand rests on the nofion that accountakilitv
to God is an individual, and not a collective, matter.DL
Thus, each soul, in tue process of bettering himself and
acting rigﬂteously, will Letter society. AaAlthougna thils
sounds strkingly close to the secular position, the
Islamists differ in the suggested prescription. While
the secularists advocate the separation of tie "éhurch"
from the authority mechanism, the Islamists consider tihe
state primafily responsible for providing the appropriate
spiritual and educational infra-structure to inculate
Islamic perceptions.92 As earlie; indicated, tnhe need
for authority is recognized as something to f£all back on
as the last resort.

What is then to be the criterion according to whicu
the delicaﬁe'balance is to be drawn between the use of

authority, market, and persuasion? The answer to this
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question can be drawn from a legal principle, on the
validity of which there is considerable agreement, of sub-
ordinating the individual to the community interest. &
specific case may be examined to consider tiis point.

It is not unusgai in poor countries for wealt to be con-
fined to é small elite. This concentration is reinforced
when all banking and insurance become taeir exclusive
domain. From an Islamic perspective, this leads to riba
and therefore to social injustice. But dispossessing¢ tae
propertied appears to violate the lawful rigixt to pri-
vate ownérship. To resolve the conflict between tiaese

principles, recourse can be taken to the legal principle

&

mentioned above.

As in the case of sovereignty, property is recognized
to be only a trust and not an unqgvalified right. On the
other hand, social justice has been establisned és the
the primary goal in an Islamic system. Therefore, it
is argued that in accordance with this principle the
rights of private property wguld have to be subordinated
to the demands of social justice.93 It is on tiie sane
principlelbf public interest that tne clain that all
natural resources and public utilities are required to
be state-owned is often made.

The formula suggested above has tie virtue of bheing
simple. Unfortunately, simplicity is not a sufficient
condition for workability. If the state represents the

interest of the elite, as it usually does, can it be



relied upon to oppose tiaem for tire sake of social jus-
tice? 1If experience answers this question in the nega-
tive, the poor have only their own resources to fall
back on, to bring about an Islamic system- -and to be 1its
guardian. Thus, the ultimate protection for the masses
is their own righteous indignation towards a violation
of the Law in whose justice they have absolute fait:..

Such activism is now viewed by many to be totally
justified. It is suggested that the only justificaticn
of authorify is to preserve the Law. &s explained
earlier, the foundation of the Law is social justice, so
that the raison é'etre of authority is tue preservation
of justicé. Authority loses its legitimacy and can be
justifiably by-passed if tnis principle goal is not pre-
served.95 This fact was recognized even in the past, by
eminent authorities such as Ibn Sina (Avicenna, 980},
who held tyrannicide (where tyranny is defined as the
violation of the Law by the authorities) as tihe most
pleasihg to God, next to only the belief in his Prophet.96
A similar message has been inferred from tihe inauqural
address of the first Caliph (Abu Bakr), who asserted
that his authority should be considered cinding only so
long as he upholds and lives by the Law.97

Conclusion.

In this chapter, I attempted to identify the political
economy of an Islamic system. 1In so doing, I put to use

Lindblom's framework of analysis which views political
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economic systems in terms of their use of various control
mechanisms such as authority ahd market. The central
issues of this chapter are wiicn mechanisms-~-and in what
proportions--an Islamic political systen should utilize
and whethef.it would be in any way unique.

In order to discuss authority within an Islamic
system in any meaningful sense, it is necessary to first
determine what the legitimacy for that authority is and
also what its likely structure may be. Because my re-
search méﬁﬁodology entailed following the "consensus of
schélars" in the area of Islamic studies, my analysis
did of necessity reflect the controversy on issues
where there is no consensus. 7The first two controversies
pertain to the legitimacy and structure of autnority in
the Islamic system.

The debate between “secularists" and "Islamists"
really pertains to the legitimacy of authority. The sec-
ularists emphasize that religion is an individual‘’s own
concern and challenge the Islamists position that the
state is needed to uphold thie Law in an Islamic systen.
As shown in the text, both base their arguments in Scrip;
ture, and the debate is essentially unresolved. since
there is much current interest in Islamisation, I ac-
cepted, for the purpose of analysis, tue Islamist stand
that there is a legitimate basis for an "Islamic state"

and proceeded to tiie next controversy, which sheds licht
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on tie likely structure of t.e Islania state.

The controversy tiis time rages wit in t.e Islanilst

canp petween tue "uUtiodust aoo Mnoderadsts.t Tt takes
thie form of a disagreeunient ove. t.e sol 7 es3 of LAaw and,
following frow this, Jlae ac . over twe ¥ o
ijtihad¢ (independent reasoning). ..ea . slauic coasti-
tutional theory is analysed to provide aa ecawgle ol
tue contemporary significance of tiils controversy, an
insighit is produced into tie astructure or aut .writy in

an Islamic system. .odernists would want to ensody t..e
rigat to !tlhad in a popularly electec lecislative
assenmibly, wiereas Lti:e orthodor would restrict t. e

assemhbly's richt to ‘)tlnau pyooindins it to toelr view

on the sources of t.e La.. xn ccncrete Terns, Ltred advo-
cate a :igher organ, like a juvdivierv, t at could declare
void the outcome of legislative activitw.

Once. again, t:.e debate remains unresolvea. .oweve

tiiere is a consensus asout t..e uvltimate .uasis of

sovereignty and that the gtruvcture of auvthorit iz Lo e
representative. Islamists are also ajreed oun t.e need for-
a democratiC‘political svsten and on some detail, con-
cerning elections and tie party structire, wole.: would
make t.ie Islamic political organs unicue.

It sears mentionias t.at & revieved only ovne likelw
structure of authority in ;nnni islam. @ reason vl
it is mentioned 15 3inply secause it is the onlv one that

ras beeun coherently rresented and discussed ia te
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literature. The notions embédied in the constitutional
debate are influenced by western political institutions,
even though the Islamic basis and content are indicated.

he application of this or any other form of ijtihad,
bearing on the structure of authority, would realisticaliy
and theoretically have to be a function of the community's
acceptance of it.

Having analysed the legitimacy and structure of
authority, I then went on to discuss the political eco-
nony of an Islamic system. The discussion is oriented
around the concept of social justice because of tlie
overwhelming consensus in contemporary Islamic literature
pinpointing it as the major goal for the Islamic systen.
As indicated in the text, it is certainly possible to
firmly ground this emphasis on social justice in the pri-
mary sources, and trace this concern to Islamic legal and
philosophical scholarship. However, the contemporary
concern with it seems to have been brought about by the
challenge posed to Islamic nations by socialism, and in
particular by the justice it promises to poor Huslin
masses.
| Following the consensus of scholars, I accepted
social justice as the primary goal of an Islamic system
and examined what control mechanisms would be needed to
bring this about. Islamist writings indicate the en-
dorsement of all mechanisﬁs. Force is expected to Le

brought into play when education is not sufficient to
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attain tﬂe.desired objectives or the marXket violates
them. Since attaining social justice is stated to be
the primary objective, I asserted that it could he used
as the criterion for determining the cluoice cf control
mechanisms in particular situations. Vor this reason,
flexibility must be retained in tihe use of these mecii-
anisms as opposed to adopting entrenched positions a
priori. It follows fron the above that force siaould
override individual choice only when exercising that
choice produceé an externality that violates social jus-
tice.

In the process of examining the use of various con-
trol mechanisms, the unigueness of an Islamic system
was discussed both by examing elements particular to it
and by contrasting it to the socialist system. There
do indeed seem to be several fe#tures of an Islamic sys-
tem that render it unigue, perhaps tihie primary among
them being'the ethical and economic ramifications of in-
gatitutional change that would be necessitated by the
abolition of riba. The following three chapters are

devoted to an examination of these issues.
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Notes to Chapter One

lrohe shi'as constitute the other major iuslim sect.
The origin of the difference between the two dates back
to the death of the Prophet Mubammad. Differences arose
within the newly formed Muslim community when it was de-
ciding upon the legitimate successor to the Propnet, both
as a spiritual guide and secular chief of the community.
For an account of the differences between the sects, see
damid Enayat, Modern Islamic Political Thougnt (Austin:
University of Texas Press, 1982), pp. 18-68. &lso see
H.A.R. Gibb, "Constitutional Organisation," in Law in the
Middle East, ed. Majid Khadduri and Herbert J. Liebesny
(Washington: The Middle East Institute, 1955), pp. 3-10.

2The-approach adopted here is not historical. T[For
a historical treatment of the controversies, the cuanging
trends in Muslim thinking, and the interaction between
various schools of thought, see Fazlur Rehman, "Islam:
Challenges and Opportunities," in Islam: Past Influence
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| CHAPTER TWO
ALTERNATIVE INSTITUTIONAL STRUCTURES FOR PROFIT

AND,LOSS:SHARING AND THE UNDERLYING ETHICAL ISSUES.

lgprodﬁdtion.

Islam makes stringent demands on its adherents in
mattégs;of financial practice. ‘A Muslim is expected to
‘refrain fromyéccepting interest, but he must also avoid
hoarding and conspicwous con»umption.l To make conform-
ity with thesge refuiiements of Islamic Law possible,
writers have scught to revive medieval Muslim financial
practice in.what is bec0min$ known as "Islamic banking."
This banking is essentia11y>ba$ed on principles of pro-
fit-and-loss sharing (P.L.S.), which allow for conformity
to Islamic ethioal principles.

Since P.L.3. §s*£hédspecific topic of this disserta-
tion, this wouldu have been an opportune place for a re-
view of the lit.ca*ure on the whole subject. However,
since there &lycady exists a recent and extended survey
of literature tﬁ‘Islamic economics, including P.L.S., I
will limi% myselt to a narrower scope.2 Since little
| attention has .een devoted to’the various possible
instit :tionsl structures of Islamic banking with their
underlying ethical premises, this is the subject of
- ptudy in thia Chapter. "Ethical" is understood to mean
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"legal with reference to Islamic Law." 1In Islam, the
two terms can be used interchahgeably, whereas tiis may
not be more generally the case.
I start section one of this chapter witih an nistori-
. cal account>of two financial practices which are the
basis of current Islamic banking. The ethical basis of
the contémporary adaptation of P,L.S. into Islamic
banking is explained in section two. 1In section three,
I criticaliy examine various institutional structures and
settings in which P.L.S. banking can be embodied, witnh
an emphasis on identifying the ethical underpinnings.
| Section four is of primary importance in this chapter,
aﬁd it serves two purposes. Tirst, it is used to examine
in some detail the key ethical issues raised in tihe Qis-
cussion of interest-free banking in section three. These
inclqde thehiégality of fractional reserve banking and
nationalisation ‘'of banks, speculation and capital gains,
indexation for inflation, and rent-sharing in a leasing
arrangement. Second, it is used to set up the institu-
tional fra@ework of a P.L.S. banking model which satis-
fies Islamic ethical constraints. This framework is
used in chapter Three as the basis of an arelysis of the
main.thebretical issues pertaining to Pd&.5. banking.
Finaliy, in section five, to better illustrate P.L.S.
banking; I compare it with the sophisticated and complex
capital mafket, with its varied financial investments and

insitutions, which it is intended to replace.
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I: Medieval Islamic Commerdial Institutions.

Two of the most important commercial institutions
during the inception of Islam were EEEEEEQE (partner-
ship) and mugaraba (profit-sharing). Their wide accept-
ance in early Islamic history followed from the Pro-.
phet's implicit acceptance of them. He is recorded as
having been a party to the mudaraba contract, and nufa-
wada was practiced without his disapproval during his
time.3' While mudaraba appears to have originated among
the Arabs, the use of some form of partnership dates
back to the time of the Babylonians.4

Both of these commercial associations are now being
adapted to form the basis of financial transactions in
some banks in several Muslim countries.5 What follows 1is
a brief degcription, baséd on Udovitch (1970), of the
medieval finahcial practice.

‘a.) Mufiﬁada: only the Hanafi and Malaki schools
of Law accepted the validity of this commercial associa-
tion. In Hanafi Law, the émphasis was on equality of the
pértners’in personal and financial status, and hence in
the contribution to the partnership. Other than that,
the mufiwada_was like the modern conception of partnership.
Liability was undimited, and the partnership was based on
the principle of mutual agency (each partner being an
agent of’his colleague) and mutual surity (each partner
being a guarantor of nis colleague's actions). Thus,

each partner was fully liable for the actions and
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and commitments'bf the other in financial matters. ‘Diss-
olution éf the partnership could result from several
things; including the death of either person or unilat- -
eral abrogation.

A more restricted fom of this partnership waé referred
to as 'igég. In this, the eguality of the partners was
not ﬁandétory, and the mutual agency extended only to
thoseACOmﬁodities and areas of trade agreed upon. Mutual
surity Qas not part of this contract. Liability was
strictly limited to each partner's contribution to in-
vestment and distributed accading to the proportion of
their investment. Profit-shares could also vary.with tie
contribution to. total investment. Most of the partner-
ships were of short duration and limited to specific
undertakings. It was not incumbent upon the partners,
as was true for mufawada, to invest their whole property.

_The ﬁglaki mufawada was closer to the Hanafi 'inan
in that there were no requirements of strict equality of
 the partnérs, and ﬁot all eligible capital had to be in-
cluded in the partnership. Malakis were also more flex-
ible ébout investment form. In what may be referred to
as the Malaki version of 'iﬂéﬂv there were severe re-
strictions fegarding what the partners could do with the
joint capital. In general, the partners were expected
to act togethet except in an emefgency.

| b.) Mudaraba: Legal treatment of mudaraba in

three of the four major schools of Law (Hanafi, Malaki,
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and Shafi'i) was fairly uniform. The quote below from
Udovitch (p. 170) serves well to summarize its principle
features:

The coﬁmenda (mudaraba) is an arrangement in

which an investor or group of investors en-

trusts capital or merchandise to an agent man-

ager, who is to trade with it and then return

to the investors the principle and a previously.

agreed upon share of the profits. Any loss re-

sulting from the exigencies of travel or from

an unsuccessful business venture is borne ex-

clusively by the investors; the agent is in no

way liable for a loss of this nature, losing

only his expended time and effort.

It is important to point out that the agent was to
be considered liable for a loss that was proved to have
resulted from his negligence. Also notable is that there
was no pre-determined amount of profit specified for
either party. 1Instead, the parties concerned were to -
share profits in accordance with an agreed upon formula.
Profits were only recognizéd as existing once the ori-
ginal capital was returned to the investors. However, the

contract was legally terminated when the investor re-

ceived his principal after profits were shared.

I1: Profit-Sharing--The Ethical Basis for Contempo-

rary Adaptation.

The method employed in adapting medieval financial
. practice to modern banking is to modify modern banking
institutions so that they embody the principles implicit

in the former. Four of these principles of particular
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importance are listed here. First, risk taking, wnen
related to a commercial venture, is a socially productive
actiQity and consequently entitled to a reward._ Second,
a related point is that all loans must be to finance so-
cially prpductive activity. Third, financial riskK rests
solely with the lenders and not with the managers/agents.
Fourth, interest is forbidden becavse it is a predeter-
mined fixed sum due to the owner of loanable funds irre-
spective of the outcome of the business venture--which
makes it<tantamdunt to a contréct involving riba.

The sources from which a desc;iption of contemporarvy
Islamic banking can be had fit roughly into three cate-
gories. ;Thefe are numerous articles and books on the
issue, which started appearing as early as the nineteen
forties. Theée studies began to be taken seriously in
the Middle East-~-after the sharp rise in oil prices--
where several Islamic investment companies and banks were
formed. The organisational reports of these institutions
(procured directly from the institutions concerned) pro-
vide a second source for my description of Islamic bank-
ing. 'Finélly, based on these réports, there is a recent
spate of published and non-published literature written
mainly for‘academic seminars. These reports, apart from
describing banking operations, also raise some related
theoretical issues. 1In this section, I will mainly concen-
trate on two of the P.L.S. contracts as they are described

in the sources listed above, and on examining their
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consistency with the above-mentioned principles.

Mufawada, the partnership contract referred to in
section one, is now termed musharaka. Under the latter,
the bank and the borrower or agent undertake to contribute
jointly to the capital and management of the business ven-
ture. The share in the profit and the duration of the
joint venture are agreed upon in advance. In some cases,
a "self-liquidating" form of partnership can be agreed
~upon, in whi¢h the bank would gradually relinquish its
claim to ownership in accordance with the agent's ability
 to pay back the principle. Loss is shared in proportion
to the'cqntribution of each party to the capital, unless
the agent is proven to be the cause of loss due to negli-
genéé or some'willful.action resulting in adverse conse-
guences for the joint venture. The contract may specify
that the agent is wholly résponsible for the management
and must- keep the bank informed with regular p;ogreSS'
reports.

The second form of the P.L.S. contract is still widely
termed mudayﬁba. Here, all funds are contributed by the
bank, and the agent is solely responsible for entrepreneur-
ship. Pfofité are once again shared on some agreed upon
formula whereas the losses are entirely borne by the
lenders, except for the gualification mentioned above.

The agent, in case of business failure, loses his time and

effort.

The difference in the two contracts seems really one



78

of degree rather than of ethical principles. What dis-
tinguishes them from each other is whether or not the
agent supplies any capital on his own. Because of their
similarity in most other operational aspects, both are
broadly referred to as P.L.S. contracts. Mudaraba

is often referred to as profit-sharing. Iiowever, since
the agent does stand to lose his time and effort, I have
adopted the broader term (profit-and-loss sharing) even
for it.

In addition to these two financial arrangements, Is-
lamic banks currently in existence are also engaging in,
or actively considering, several other financial practices
that are commonly viewed to be acceptable under Islamic
Law. The most notable of these is murEba‘na.6 The bank
agrees to a'purchase for a client who will then reimburse
. the bank in a stated time period at an agreed upon profit
margin. The bank's profit premium is stated to be justi-
fied in that it bears a risk by allowing the client to
unilatéral;y refuse to accept a commodity procured on its
behalf by a bank. This financial arrangement nas been
used to finance internal and external trade. The bank
cannot specify a security deposit or collateral in the
éontract, and therefore thé contract is only engaged
uﬁon after a thorough consideration of the marketabilityv
of the product which a bank may find itself having to dis-
pose of. ANot all existing'Islamic‘banks allow the client

this right, and the return to those who don't is
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gquestionable, since they are not bearing any risk.

The saﬁé transaction may be engaged upon on an in-
stallment basis with the qualification that the price
will not be altered and a reprieve granted in case the
client has difficulty meeting payment obligations. 1In
this case, however, banks do specify security in sonre
form to ensure repayment. Other finanéial arrangements
(also on an installment basis) used to finance the pur-~
chase of craft goods such as leathers, saws, sewing
machines, or even vans and taxis, really amount to hire-
purchase or leasing. The above proviso to provide a re-
prieve in case the client undergoes unusual financial
difficulties does still apply, but the view has been
expressed that the fixed premium (rent) required by the
bank resembles 5325.7

So far, one important unanswered question concerns
the source of funds supply to_the bank. To answer tiis
query, one must review the type of accounts an Islamic
institution offers, and by doing so introduce depositors
as the th;rd party to P.L.3. contracts. 1Islamic banks
invite deposits in checking, saving, and investment
accounts. The first two are similar (though not identical)
to conventipnal banking accounts of the same names. One
difference in some cases is that banks have to obtain
permission of the depositas to use funds deposited in
these accoﬁnts for investment.8 The deposits are guaran-

teed; but there is in principle no return of any form to
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be earned on them. In practice, some banks do offer
Speciai privileges, like interest-free loans for the
purchasexbf consumer durables on installments, oxr even
profit—shares on savings accounts. Without these saving
inducements, there would be no way of distinguisning
between saving. and checking accoﬁnts. since saving
accounts aré guaranteed, no risk is borne by the saver.
Given this absence of risk, it follows that a return on
savings accounts in the form of profit-shares, or special
privileges granted by the banks, amounts to Eiﬁé;
Iﬁvestménﬁ dgposits are presented as an account unique
to Islamic banking. These deposits--which are not guar-
anteed--have to be above a. mimimum amount and for at least
a minimum specified time duration. Withdrawal from tihe
account before the specified time would result in a pen-
alty in the form of foregoing part or all of the profit.
Deposits are either "authorized," i.e. used for particular
projects that the bank intends to be a party to or they
are "“unauthorized," i.e. used for the general investment
fund. In the former case, depositors would share in the
profit or loss of a specific project, whereas in the lat-
ter case, they would be a party to the generalised out-
come of the bank's loaning énd investment activities.9
Both forms of P.L.3. avoid riba in that no pre-
determined share for the lender is prespecified irrespec-
tive of the outcome of the business venture. Also, as

required by.Islamic Law, risk is borne by the lenders
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rather than the agents. However, there are certain cases
in which the return to lenderé is ethically questionable
because their capital is subjected to negligible risk.
 This appears to be the case in unauthorized investment
accbunts,“because in modern banking, risk can be reduced
to a negligible amoeunt by diversification. Although
bank failures are not unheard of, especially when economic
conditions ére depressed, there is no way of establishing
whethef the profit earned on unauthorized accounts is
commensufate with the risk undertaken. 1In fact, some
writers have even suggested the establishment of a re-
servevfund; by retaining éome percentage of the profits in
each fiscal year, to guarantee depositors a return.lo
While this banking innovation—;which most banks currently
in'éxisténce-are practicing~-may encourage invéstment de-
posits, it,éevers the direct link between a productive
endeavor and the subsequent profit or loss to tl:e finan-
cialléontributorw Authorized accounts avoid these pit-
falls'by‘tyinq the fortunes of the lender to that of the

particular project they finance.

III: Alternative Institutional Structures for P.L.S.

Banking.

The mechanics of P,.L.3. in the various institutional
categories mentioned below are in all cases similar to
those ‘described in the last secfion. In this section, the
particulars of the various institutional forms described

in the literature are analyzed, with an emphasis on the
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ethical ramifications involved. These descriptions are
either based on an inference from the theoretical lit-
erature or represent a generalized description of real
working models of Islamic banking. Four different struc-
tures of banking are considered below.

a.) The Joint Stock Bank. Most of the Islamic

banks currently operating in the Middle East are based
on theljoint stock principle.  So far, I have assumed tnat
depositors are the only source of the supply of loanable
funds. Obviously, in joint stock banking, the ssare-
holders provide the banks with an independent source of
funds. These funds essentially go into a pool of unauti-
- orized investment accounts, and so the same etiiical ob-
jections would hold true on the profit earned by share-
holders, as would be the case for. returns on unauthorized
investment accounts.

- Some Middie East Islamic banks have been set up with
a héét of special privileges.ll Despite that, being an
island in the sea of conventional banking, their akility
'to compete is affected by Having to deal with disadvantages
uﬁique to them. First, in an environment where risk-free
retufns on savings are still possible, Islamic banks
have to offsgt the risk they imposé on depositors with a
much higher return. Banks may be tempted to deal with
this problem by'looking for safe short term investments.12
Second, whereas interest is generally deductible as an

item of cost in business, profits forwarded to a bank
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have not been made deductible in at least one country.

However, this tax dis-incentive in dealing with Ishamic
banks, where it exists, may well be offset by the reducec
risks incurred in the business.

These Islamic banks may also be confronted with
several operational problems. Unlike conventional banking,
‘there is a lack of any penalty in the form of interest on
outstanding loans to bind agents to their commitments.
Also,‘sinée the interest of the banks i s so closely tied
to the ventures they finance, even more energy than is
normally eipended must go into appraising them. Finally,
agents may understate profits, especially when they re-
cognize that relative to less efficient firms in the same
indust:y, they must pav a higher absolute amount of
profit.

Some procedures suggested to safeguard banks' invest-
ments inclﬁde a detailed investigation of borrowers'
financial ‘position and dealings.l4 Islamic Lav also al-
lows some form of security to be taken as collateral in
" case of breach of contract. The banks also insure their
operations with an Islamic insurance company, although
losses not resulting from a breach of contract are borne
by the lenders, in proportion to their contribution in
the'gase of authorized partnership investment. It has
been suggested that contracts should be written to allow
banks the legal right to chtinudus supervision (in the

form of progress reports submitted) and to intervene



84

manégerially if necessary.15 Finally, proposals in-
volving a penalty in the form of a reduction in profit-
share to enforce the liquidation of a project, as spec-
ified in thé contract, and the blacklisting of borrowers
have also been suggested.l6

Joint éﬁock banks currently o?eratinq in the HMiddle
East also have certain other features. There is in all
cases a Shari'ah‘supervisory board to advise and super-
vise the bank's operations and to ensure adherence to
Islamic Law. There is a zakat fund which derives its
funds on fixed percentages (in compliance with Islamic
Law) from the bank's capital and accrued profits, from
investment accounts of depositors--who have recquested such
withholding~-and from donations and grahts. This fund
is used for social welfare projects including interest-
free loans to needy students and other individuals.

Finally, in some cases banks or investment houses
issue certificates for participation in particular muga-
rabas (participation certificates). These are transfer-
able, .and the hope has been expressed that their circula-
tion will encourage the growth of an Islamic financial
market.17 The value of these certificates--which will
vary with the progress of the project they are financing--
is to be qnnounced at regular intervals. This information
is expected to form the basis of their "circulation."
This procedure certainly allows the need for immediate

liquidity to .be met, but it also raises the related issues
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of speculation (forbidden by Islamic Law) and capital
gains. Thése ethical issues, along with some others,
are discussed in section four.

b.) The Joint Stock Banking Svstem. The whole

banking system could be Islamized such that it consisted
of joint stock commercial banks run on P.L.3. principles.
This, in fact, is the pattern of banking that has re-
ceiQéd the widest attention and acceptance in the liter-
ature. If the whole banking system is run on P.L.S., then
Ithe probléms specific to Iélamiq banks in a conventional
bénking environment would probably become less urgeﬁt
insofar as . they would affect the whole system. Lowever,
the wholeA3ystem would face the opérational problems
listed above in addition to a few others.

Perhaps thevmost pressing problem would be that.of
generatihg an adecquate amount of saving to meet the
commuﬁity's development needs. The problem is likely to
arise from the elimination, in P.L.S. banking, of all
risk-free assets such as bonds, interest bearing govern-
ment securities, or interest on savings accounts. This
issue wiil be analytically addressed in Chapter Three.

Another criticism of P.L.S. banking concerns its

. 1 ' lg Ce
inability to handle short-term loans. Fow, it is asked,
can a bank assess a profit on a six month loan cesicned

to aid a firm'*s import requirements? This would not

necessarily be a problem whiere banks liave unautiorized

investment accounts. Banks could enter into a partnersuip
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contract with an agent for the fraction oif the year that
the latter needed a loan. The same fraction could then
be applied to determine the bank's share in tiie agent's
annual profits. However, if unauthorized accounts are
considered ethically unacceptable, then t:e banks hay cer-
tainly have a problem attractinq authorized funds for
short terﬁ ventures. |

. There ‘is of course the very tricky propolem of de—
ciding whaf‘a fair share of profit is. This issue 1is
generally'glossed over by using expressions sucin as "mu-
tually agreed upon." An analytical discussion of this
issue is postponed to Chapter Three. In the case of a
musharaka, where the agent brings his own physical capi-
tal into the partnership contract, evaluating the capital
to determine profit shares could be the source of an

operational headache.19

Monetary policy would lose. considerable flexipility

since some of its conventional tools would become uvnavail-
able. Manipulating the discount rate would no longer be
available as,an option for monetary policy in interest

free banking. The absence of goVernment bonds would nul-

lify the open’mgrket operation as another instrument.

~rv— s

Authorizedrmugﬁraba shares should normally be non-trans-
ferable to avoid capital gains from speculation. Making
mudaraba gshares transferable would be likely to make tne
market value of the shares different from the issua value.

Changing reserve requirements may remain as the sole

)
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instrument of varying the money supply. Some writers
have suggested changing profit-shares as a discretionary

tool for monetary policy.20 Since proflt-Suares ghould

e e o
[

‘really be reflectlng the realities of production, I

~. — R -

argue 1n Chapter Three that alterlng them to.suit the J

needs of monetary policy would be 1nefflclent.
\_//‘
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In fact, some writers also object to reservewbanking.
From an Isiamic perspective, one could object to the
ability of banks and their depoSitors to benefit from the
"creation of credit." This is because a hidden form of

riba may be involved in the bank's use of funds tnat

they have not legltlmately earned in any way.?}

S
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Another ethlcal proolem could result from tie exis-
tence of inflation. Even in conventioénal banking,

saving account holders are often losers when the rate of

- where no 1nterest is promlsed the depositors would have

still another reason to av01o sav1na _accounts. ©On the

SV

other hand, borrowers would be 1mp11c1tly engaglnﬂ in

riba since. the purchaglng power of the pr1nc1pal tue re-

turned would be less than when they borrowed it. This

arrangemeni is inequitable since it entails tne subsidi-
S —

zation of borrowers by lenders.,'

P.L.S. may have an advantage in being introduced into

an Islamic environment. Since enqaglnq in P.L.S. woulq

satlsfv the ethical requirements of using funds produc-

tively, and not engaging in riba, it may draw funds

o

1nflatlon exceeds the interest rate. 1In {E}iﬂiﬁﬁéﬁnkinngw
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cﬁrrently held "under the mattress" by devout Muslims dis-
satisfied with conventional banking. One study estimated
on the basis of a survey that hoardinq in 3audi Aralbia
done amounted to twelve billion, and in the Middle East,
to forty billion"dollars.22 Since hoarding is unequivo—
cally cohdemnéd in Islam, for some at least, P.L.5. could
be a release from the choice between the devil and the
devil.

Also, some:disadvantages facing joint stock banks
may be mitigated or made benign if the whole system were
Islamized. Agents who may get away with defaulting on
timely paﬁments or understating profits in dealing with
individﬁal banks will find themselves with a very poor
credit rating when dealing with the whole system. Thus,
just as a firm needs to show a reasonable profit in order
to sell its stock, an agent would have to have a'good
profit record to negotiate future P.L.S. contracts. Once
again, although an individual bank may feel the strain
of having to conduct detailed project appraisals, a
system with the interest of the depositors, agents, and
banks tiéd together can have its advantages'.23 Thus,
even if the agent is legally allowed full freedom of ac-
~ tion, he may benefit from the technical assistance of

the bank.

c.) Nationalized Banking. Many of the same issues

crop up with nationalized banking, which is an alternative

to the joint stock banking system. I have concentrated



in this subsection on the differences. Those who
favor .this option do so by adducing the principles of
"public interest.” The argument is that nationalization
is justifiéd because banking involves the interest of
the entire community. Another justification for nation-
alization could be pre-empting the possible occurrence-
of EEEE that arises from the concentration of economic
and hence political power that private sector banking is
often accompanied by.24

Pakistan may provide the first‘working model for na-
tionalized ;élamic banking. In fact, the five major com-
mercial banks were nationalized prior to the recent
Islamization drive in the country. A phased process
(detailed in Chapter Five) has been initiated whereby the
first phase, whichh is now underway, will offer an op-
tional P.L.S. account. Profit rates are announced for
‘all the banks, which have retained their old names and
branches and compete for deposits on a service criterion.
The final.phase is to have all banking transactions con-
ducted on an interest-free basis.25

Both the joint stock and nationalized banking systems
are to run on essentially tiie same operational princi-
ples. The one significant difference here would be having
the banks play the role of pure intermediaries. This
follows from the banks having no ownershiip interest in
the lending and hence in tihe profit or loss. Fees would

levied for the financial intermediation and teciinical
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assistance. In practical terms, this may not be too
different.from joint stock banking, where there 15 a
separation of ownersnip and management.

Nationélized banking may have some advantages. 1Inso-
far as it ‘displaces a nighly concentrated commerciél
banking indﬁstry, it may be expected to determine and
poliée P.L.S. formulas more commensurate with the contribu-
tion of the parties involved in the contract. 1In
exercising an investment allocative function, it would
probably be more sensitive to vital development needs than
private sector banking. Obviously, its ability to have
an impact on this area would be constrained bv the need
to attract deposits. But,‘betweén two equally productive
projects, it could be expected to opt consistently for
the most socially productive. <Clearly patronage and
other forms of corruption can prevent this potential from

being realized.

L

The effectiveness of monetary policy could be in- ’\ f“’//

creased, particularly if the 100% reserve requirement

rule is adopted. In the joint stock commercial'banking
. e e

system, the ability of the autonomous commercial banks t
W\..

e e

thwart monetary policy by retaining excess reserves can

be considerable.
e er——

d.) P.,L.S. as an Experiment in Development. liost

of the writings of P.L.S. banking implicitly
have urban based operations and sopinisticated capital

markets in mind. TIronically, the first reported
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experiment with P.L.S. on a significant scale was rural
pased. This was started in the early nineteen sixties
in rural Egypt with one room and a staff of twenty five.
The emphasis was mainly on educating and aiding villacge
communities in the use of their own resources.26

The initial success of the experiment resulted in
savings banks on the same pattern being establisned in
several neighboring communities using local resources
and taient. The banks operated on fiscally conservative
principles, and with the technical expertise thev offered,
they were able to aid the development of local small
industries on a P.L.S. basis. More will be said about
the operatibnal details and the acrievements and tne
limitations of tnis operation in Chapter Five, wiaich
reviews the experience to date of Islamic banking.

This Egyptian experiment does provide a refresning
example Qf appropriate technology applied to baniiing even
before the term itself was coined. 7Tiie major parrier to

his project, as is probably true of most appropriate
technology endeavors, was political. I have argued thiis
as a generél point in moreldetail elsewhere, but it

shoud suffice to say that in most developing countries,
such an experiment would conflict with established feudal,
bureaucratic, and financial interests.27

Perhaps using the Egyptian experiment as an example,
nationalized Islamic banking may consider establishing

decentralized rural saving units as one of its kevy
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objectives; The state apparatus has a better chance of
succeeding than noble but isolated experiments, assuming
that the state is motivated to attain social justice.

IV: Ethical Issues Underlying a Riba-Free Banking

Model.

The various institutional structures discussed above
are concerned mainly with the elimination of interest.
Interest is only one aspect of the phenomenon of EEEE
as it was defined in Chapter One. In fact, the assertion
here is thét it is not possible to run an interest-free

banking system that is truly riba-free simply by sub-

stituting P.L.S. for interest. WRat follows is an

‘—v
attempt to arrive at the minimum conditinons for a com-

pletely riba-free Islamic banking system. 1In this exer-
cise, I draw on the discussion of the last section and
speak to some of the problems raised there.

There are at least two reasons that argque for the na-
tionalization of banks and theif conversion into pure
intermediaries. The first is based on the empiricél ob-
servation fhat controllers of capital inevitably attain
- an unwarranted amount of influence and power. This
would lead to riba insofar as this enables powerful banks
to dictate terms to both depositors and borrowers who
are autonomous and economically weaker.28 Beyond this,
whe:e fractional reserve banking is permitted, banks
are said to héve the ability to draw profit on funds that

they have in no way expended productive effort in earning.



93

One alternative to fractional reserve banking 1is
having 100% reserves. This was advocated in the U.3. by
several prominent economists, particularly after the
Great_DepressiQn. Fractional reserve banking was re-
guarded as partly responsible both for the origin of tue
dépression and its magnitude once it began.29 in yeneral,
it is blamed for contributing to the accentuation of both
the upswingé and downswings of the business cycle. =lim-
inating fractional reserve banking has also been suacested
in ofaer to acquire greater efficacy for monetary con-

30

trol. " This would come about by removing the commercial

banks' ability to influence or subvert monetary policy
where it does not coincide with their interests. Tuais
ability is believed to come about by the maintainance of
.excess reserves in a fractional reserve banking system.3l
From an Islamic point of view, the ethical rather
than the economic considerationé are primary. In fact,
it has been asserted that the prohibition in Islamic Law
of the use of deposits for investment iniiibited tiie de-
velopment and growth of banking in the Islamic world, de-
spite its early start with the use of a wide range of
sophisticated credit instruments.3i riowever, not all
Islamié economists view 1005 reserve banking as an etii-
cal necessity,33 just as not all of them accent tue legal-
ity of nationalization.> 2.

One may justify the existence of fractional reserve

private banking -- regulated to avoid concentration --



on grounds that it is & flexible means or providing
credit to productive entrepreneuvrs. Looking at the
issue in anctlier way, one would .ave to recoynlse

the loss Sf_flexibility that results frem eliminating
fractional reserve banking as tue price to e paid for
etuical purity.

pven though risk pooling does seen tou ue a
departﬁre from t:ie one to one relétionSgip or risk and
return implicitrin gggﬁraba and Epsharika, it mey oe
theimore practical proposition. as long as wanks are
appraising projects, it would appear ariitrary to link
specific deposits witii projects ovacked by tue nanik even
if it were on a first-come first-serve wasis. T.is
procedure would also give pbanks an unwarranted amount
of power of‘patronage. A5 banks nhave peen structured
in practice, lenders have béen given tine option to link
their deposits to specific projects or to allow taem to
be part of a generalized investment fund waich entails
the pooling of risk. No jurist nas so far raised tue
objection that minimizing tihie risk on a loan nakes tie
financial contracts in ¢uestion more sinilar to t.aose
of conventional banking.

There do remain some important distinctions.
First, since there is a variability on tie return on
investments in deposits—-~tied to tue variapility in t..e
level of economic activity--an element of ri

in pooled or unauthorized investment deposits. Lecond,
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there is a guarantee that the loans are to be forwarded
towards some productive activity.

Investors in a riba-free Islamic banking system could
have open to them the option of buying stock, wiiich would
be similar to an authorized investment deposit. Tais
option once again raises some ethical questions. al-
though buying stock is permissible from an Iislamic view-
point, m&ing the contract transferable can be problem-

atic if it leads to capital gains from speculative ac-

givity or. even an attempted take-over, since sucii re-
turns would amount to ribgtﬂ/,—_‘ﬁﬁ /

A distinction has been made by one writer bketween
SEEEiEEEEEE and destggiiiiiig_igffgiizion.35 Here, the
concern is more wita the intent ratiier than thie effect of
an activity. According to tune definition adopted in
Chapter One, in this context riba is engaged in where an
attempt is Made to acguire a return by manipulation on
a market rather than contribution to real production.
Examples of such activities are hoarding b a retail
store or speculative activity on the stock market.

The latter restriction would seem to inply the elim-
ination (and this has been advocated) of the stock wmar-
ket, with thé_consequent i.rxact that may have on the
mobilization and allocation of funds. This is an iapor-
tant issue pafticularly because several iliddle Eastern

banks have declared their participation certificates (on

mudaraba or musharika basis) transferable and to be freelv
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exchangable on the financial market. The idea of doing
this was to enable individuals' immediate need for 1i-
quidity to be met. It is anticipated that such flexi-
bility will encourage saving. But this practice does
leave open the possibility of speculative behavior inso-
far as the market value of the certificates is allowed to
differ from their face value.

A way -around this seems to have been attempted by
the Islamic Investment Company of the Gulf (Sharjah).36
This is to state the value of the certificate at reqular
intervals based on the actual progress of the project.
The value of the certificate at a given time reflects
the principle plus or minus the profit or loss incurred,
which is added as a dividend or is subtracted as a penal-
ty depending on how the project being financed is faring.
Exchange is transacted on the basis of this value, which
fluctuate; because the profit-share is added to it or
or the loss subtracted from it until the loan matures.
This procedure prevents the face value of a participation
certificate_from differing from its market value, but it
does cater to individual liquidity needs.37

The existence of capital gains, however, goes bevond
therbvioué cases of stock market speculation and
hoarding. Their wide prevalence necessitates a finer
distinction between them to identify and separate those

that may be acceptable from those that are unethical.

capital gains can result as a byproduct of regular



productive and trading activity. For euasple, t.e

value of capital eculpment or inventorles caa apnpreciate.
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Minimising‘ the uncertainty attached to inilatio. reas-
sures creditors, and thne functioning of long term canital
markets is j.mproved.40

Indexation, however, has not found ready acceptance
among Islamic scholars. Tieir stand against it is mainly
premised.oh the lack of approval by Islanic jurists of
indexation.4l This opposition may be due to tl.e negative
view of hoarding in Islam, which funds forwarded to
saving accounts (rather than for investment) closely
resembles.

The technical problems of devising an indexation for-
mula that is fair to lenders of all incomne brackets--in
avoiding ovef- or under-compensation--and also to bor-
rowers from different economic sectors itas also been re-
cognized by Islamic scholars.42 Despite tliese problems,
it should be pointed out that some success in institutineg
indexation schemes on tihe credit market has been noted in
the West.43

Finally, the practice of renting in interest-{ree
banking is another issue involving etihical considerations.
This is pfesent in the way some.hire—purchase and leasing
contracts are framed. &As in the case of capital gains,
certain distinctions may once acain he made bhetween dii-
ferent kinds of renting. The important categories in-
clude the renting of a natural resource, of sowmetniiny
that provides an unambiguous service, and of sonmeti:ing

thiat can be used in a venture .that can iacur a nrosi

e
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a loss (i.e. a craft tool).
Renting of a natural resovurce is a conplex issue,
tne discussion of waic.: is appropriately deferred to

Chapter Four, where alternative tenuie arrancenents are

examined. Islam is said to legitinise t..e drawing oo 1n-
44
corie from the rentins of a .ouse. It may appear t.at,

by analogy, the hire-purciase and leasin¢ contracts that
operate oﬁ the basis of drawing a fixed rent ior tae pro-
vision of a machine should be acceptable also. There 135,
however, an important distinction to consider iere. =Rent
from a house is paid in exchange for a service actually
rendered to and realised by the rénter. This differs
from the service rendered to an individual in financing
a craft tool. The value of tiis service dewpends on w.e-
titer the renter realizes a profit or a loss. ‘'‘hus,
taking a fixed rent irrespective of the financial outcome
of the use of the tool is similar to a fixed interest
drawn on a loan to finance a productive venture irresnec-
tive of its outcome. The same ethical considerations
which prohibit interest as riba and suggest P.L.3. as an
alternative may apply to financing the purchase of craft
tools and machinery for a fixed pre-determined rent.
However, it is true in this case that banks are directly
engaged in a productive endeavor.

On thne basis of this discussion c¢f the various ethi-

cal issues, I propose a model for a riba-free Islamic

banking system as follows.



100

The deposit side is to be as is currently avail-
able--accounts with or without authorization for specific
projects. Productive loans are to be made on a P.L.S.

basis. Aalso, P.L.S. certificates may be issued and made

transferable in a form that avoids speculative activity.
. - . M\ﬁw\—-——

Banks are to be nationalised and to function as pure

intermediaries-~~i.e. with 100% reserves. The latter

issue is less critical where banks are nationalised.
However, with nationalisation, the incentive structure
N

needed for management to operate efficiently becomes a
more important consideration. The threat of being
fired for incompetent management could always be there.
Given thisl"stick," the "carrot" of basing a portion of
managenment's remuneration on the average profit rate
declared‘ﬁy them could be used. This basic model along
with some extensions will be more formally considered in
Chapter Three.

Before moving to that it is useful to examine iq some
detail:the similarities and differences of P.L.S. banking
with the complex capital market it intends to replace in

some Muslim countries.

v: P.L.S. as Compared to Conventional Capital

‘Markets. Capital markets in t.ae advarced industric.
economies are highly sophisticated and complex. Taey func-
tion to provide lenders and boxrowers with cnoices de-

pending on their liquidity preference &nd risk-return
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‘trade-offs. In addition, tuaere adre instititions to over-
séé the .market énd intermediate setween lenders and oor-

rowers. Lere, only ti:e broad features of tiis marxet will
be contrasted witi: P.L.5. Tor t&ié purpose, I will :irst

consider how P.L.S. is to replace deut and equity finan-

e e

cing as commonly practiced, and second, how P.L.3. insti-

tutions will be expected to replace various intermediarv

B VU )

institutions of a conventional capital mwarket.

a.) Debt and Equity Capital.4bIn a conventional capi-

tal market, business can rely on debt or ecuity financing
.to make up for their s.iortage of long term funds. Debt
financing may take the form of term loans. 3ince these
are negotiated directly between'borrowers and lenders,
tiiey minimise formal procedures in comparison to bond or
stock finéhcing. They &lso allow for t.e possibility of
a change in contract, if tihe need arises, due to ci:anyed
economic circumstances. Like bonds and stocks, P.L.3.
contracts have several member as pnarties to the contract,
and therefore are unlikely to maintain tne flexihility of
term loans.

Issuihg bonds may in some circumstances e an easv
and cheap. source of credit. As is true of loans,-ponds
entail reﬁaying t.ie principal on maturity and a fixed
interest. Bonds can e of NUMErous types, thie most
common qf which are the following: mortgage bonds,
debentures, s¥bordinated debentures, convertihle

bonds, income bhonds, index bonds,
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and redeemaﬁle bonds. These different categories allow
the various needs of the borrower and lender to be accom-
odated aﬁd\therefore widen the market. However, bond
financing differs from term loans and P.L.S. in that the
contracts themselves are ﬁransferable. This allows for
the possibility of capital gains or losses and hence can
encéurage speculation, which, being riba, is not permis-
sible from an Islamic perspective. Also, the return on
bonds is COhsidered unacceptable from an Islamic view-
point since it it pre-specified and fixed in amount. In
bothndebt financing and P.L.S. there is a principal due
‘back to the 1énder when the loan matures as specified in
the contract.

Equity financing differs in this regard from debt
financing and P.L.S. since there is no principal to be
paid back. In equity financing, the lenders forward cap-
ital to firms in buying shares of stock. However, unlike
debt financing, the size of their stock holdings deter-
mines the extent of their ownership of a corporation and
hence their right to vote. OQnership can therefore be
used as an instrument of control by casting votes to
elect the directors, who in turn select the management.
The existing stockholders also have the right to the first
purdhasé of new shares. This can limit the dilution of
ownership. It could enable an outside group of stockiol-

ders (those not controlling management) to pre-enmpt



103

management from warding off a bid for control (by means
of a proxy fight) by issuing new stock. AaAlthough proxy
fights are rare, the tureat can serve to focus nanage-

ment's attentions on the stockholders' interests.

[}

Under debt capital or P.L.S5., the same countervailing
pressure éénnot be applied since forwarding funds is not
tied to ownership. In these cases, the firm's possible
need for future capital may keep it in line. Equity
capital is élso advantageous because dividends can only
be paid out of profits, which prevents having to licquidate
as in thé éase~of a default on loans. In this aspect,
P.L.S. does resemble equity financing, since it actually
eliminates.the borrower's.risk of default. Whereas in
equity financing, the borrower has discretion in deter-
mining.dividend'policy, under P.L.S. the borrower must
part with the lender's share of the profit once that is
determined.. Stocks, like bonds, are transferable. 1In
this case, i&eally, the performance of the firm is re-
flecﬁéd in ﬁhe market value of the stock. However, the
market value can depart from the real value and lead to
speculative activity.

As indicated earlier, P.L.S. participation certifi--
cates can be made transferable under certain restrictions
.which prevént the market value, and the value quoted at
different intervals by the investment company, from
differing. In practical terms,'the difference between

these certificates and equities is that the profit is
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added to the face value of thie certificate and re-
flected in its increased value but not appropriated as
dividends.. Similarly, losses are actually subtracted
from the face value, rather than registered in a fall or
absence of .dividends, and in the drop in the market value
of a security. These gains or losses are actually re-
alized.when the certificate matures. 1In the meantiue,
someone in need of liquidity can pass on a committment
of funds (to a project) by selling the certificate for
its stated worth at a certain.time.

Even in this case, speculation can be attempted. Orie
- may choose to sell a certificate and realise the profits
if 6ne exﬁects the project being financed to perform less
well. However, if others expect the same, then this will
not be reflected in a fall in the value of the certificate
but in the individual's inability to sell it. Thus,
adherence to the face value of the certificate may make
it less iiéuida In effect, this comes about from re-
fusing to allow any capitalisation to take place, which
happens implicitly in the.determination of the market
v alue of sequrities. For stock, the performance
of a company, along with severa’ factors concerning the
economic environment wnich affect the company's perfor-
mance, wouid be implicitly capitalised into its market
value. Due tp expectations, it is possible in this case
for tﬁe market value not to reflecf the realities of a

company's-past productive performance. These expectations
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may also bé.the cause of bringing about capital gains
or losses, which may or may not accurately reflect
the bérforméncenof a company.

In the case of P.L.S. participation certificates,
capital gains are ruled out since tie value at any
time reflects the nistory of tne economic performance
of a company from the time tue contract was engaged
.in, and this is the only value at whic: purchase is
possible. The sellers of a certificate can claim a
share only up to the time they Qere participants in a
company. In being constrained to sell at tie stated
value, they are prevented from arriving at tue value
of the certificate by capitalising on tune basis of
expectations of tne future performance of tue company.
.y purchasing tne certificate at its stated value, tie
new owners grant to tie old tihe profit or loss that is
their due for the risk they 1ave borne and are
simultaneously contracting to be participants in tue
future profits or loss of tiie company.

Avoiding the use of a stock excnange entirelv is
a very extreme measure wniich would lead to severe
rigidities in tne financial system of tue kind indica-
ted above. In a sense, attem@ting to get rid of tae
stock market because it is open to abuses is like
getting rid of tne whole market system because it is
opeh'to abuses, i.e., monopoly and noarding. In bot.
cases, the answer probably is to impose regulations

rather tnan-throwing out the baby wit: the batl: water.
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In tihe case of a stock market, tuae normal malpractice
regulatisné could be accompanied by a capital gains tax,
tailored to vary inversely wita tue lengt: of holding of
securities.

Unlike'debt financing, bot.w F.L.3. ana egulity
financing are suited to p.ojects tiat inave a great dJdeal
of fluctuation in taeir returns.46 .owever, ecuity
financing‘éiffers from P.L.S5. in that thie costs ci
flotation aré_oLten substantial and may run up to 250
of thé issué price for small issue. Also, unlike P.L.S5.
tihe character of stocks can be altered to provide for
the needs of pbothh ti:e lender and tihe porrower. 1 us,
for example, stocks can be categorized into eitier class
A or class v, wiere tue latter would be company stock,
witih sole voting riguats, but tnese would not pay anvy
dividends until tue company i:as established its earning
pwer.  Provisions for convertibility, 53Uca as conve. ting
class A into class £, wihen B pays more t.an the amount
specified for A, enhance t.e flexibility of stocks as a
financial asset. FEreferred stock and cumuilative pre-
ferred stock, which afiord no owners .ip privileyes, mnake
available the risk/return option.

b.) Financial .nstitviéions. P.L.5. can be embodied

in various kinds of financial structures, as explained
in section three. <rdinary comnercial panks fuaction
differently from tihe Islamic institutions in several ob-
vious ways}' Certain otaer financial institutions enist

in advanced industrial countries' capital markets, whose
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function diffefs in less obvious ways from, for exanple,
an Islamic joint stock bank or the model of an Lslamic
bank descpibed in section four.

Investment banks are one sucii financial institution.47
New corporations whicii cannot use stock exchanges and
find it difficult or inconvenient:to dispose of‘their
own stock may rely on investment banks. Of course,
these banks will sell stock only of corporations tney
consider pfomising. Profits of the bank result from sel-
ling stock at prices greater than those cquoted to
them. Although investment banks are subject to the
risk of unmarketable stocks, in practice, tney minimize
this risk by forming an underwriter's syndicate in cou-
junction with other banks.

An Islamic joint stock bank receives an agreed upon
share_of thelprofits depending on its siare (derived from
the sale of stock) of the total funds loaned. When banks
are not pUre4intermediaries, their fortunes are linked to
the business ventures being financed even if their own
contribution of funds is negligible. This linking occurs
because the bank's share of profits is determined by
P.L.S. contracts. 1In fact, the banks engage in 2 double
P.L.S. contract. As usudl, the borrowers contract with
the banks, but the banks are noﬁ actively represented as
lenders. The second contract is between the banks and
their depoéitors, with the banks being represented as

borrowers. Ultimately, the banks' profit depends on the
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differential in profit-shares tﬁey can negotiate to pay
the borrbwers and its depositors. Being a party to the
risk and hence to profits of a business undertaking, the
bank undertakes more than merely arranging the financing.
Its co-operation with business could range from a shared
project appraisal to managerial advice or direction, de-
pendiné on the nature of the contract it is engaged in.
Whereas ultimately both institutions are intermediaries
between lenders and borrowers; investment banks cater
more to the needs of the borrowers. Islamic banks are
structured‘éuch that serving their own needs taey simul-
taneously serve those of the lender (depositor) and
borrower. Nevertheless, this harmonious engagement in

a productive endeavor should not be exaggerated, as it
often is. Prior to the establishment of a contract,

a potential for conflict exists in the determination of
profit-shares.

Nationalized Islamic banks tiat function as pure
intermediaries would be opérationally the same. Ilow-~
ever, in this case, the bank would have no direct stake
in the profit or loss resulting from the contract it
facilitates. Such a unit, and particularly o..e that han-
dles authorized accounts, could be viewed as performing
the function Qf'én investment bank. However, as a pure

intermediary, it would not be performing the underwriter's

function and would exist on a management fee rather than
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the prbfits fromnthe distribution of new issue.

In advanced capital markets, various financial inter-
mediaries also work on behalf of the lender. These in-
clude personal trust companies, consumer credit institu-
tions, and various forms of saving institutions, sucua as
mutual saving banks and the saving and loan associations.
Insofar as these function on the basis of fixed interest
rates, which are made possible by the use of their de-
posits for financial investment, they are less relevant
to the discussion of Islamic banking.

Investment companies and mutual funds work by
drawing savers' funds in selling them siares and in re-

. 48

turn paying both dividends and capital ¢ains. Cnce
again, they are able to do this because they use their
reserves to invest in a whole range of financial assets

that furnish both a regular source of income from divi-
dends and interest. Capital gains can be realized from
the buying'and selling of securities, and these in turn
. are also distributed as capital gains to shareholders.

Investment companies are referred to as "closed-
ended" insofar as they issue a limited number of securi-
ties, which are then traded on the securities narket.
Innovations with this formula have been taking place.
Mutual funds are "open-ended" in that they continuously
sell their shares to investors, who can redeem them after
a spedfied time period at net asset value. Vvarious kinds

of funds emphasize providing income, security, or capital
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appreciation. Hutual funds are essentially a form of in-
direct security ownership. Investors have the advantage

of relying on the skilled management of the fund. &as

]
[6)]

true of all institutional investments, due to their size
economies, the mutual funds possess other advantages:

more is expended on research; divefsification is more
effective; there is more access to inside corporate in-
formation: largé'sums of money can be committed for longer
periods of time. Thus, the lender may conveniently draw
income from a relatively safe and liquid investment. The
same claim may be made for Islamic P.L.3. banking as
described in section four.

Although some similarities exist, the differences
will be focussed on here. The major difference is tae
form the financial investment takes. First, an Islamic
bank muét commit its pool of unauthorized funds to produc-
tive investment and may not use it for speculative
securities trading to maximize capital gains distribution
for its stockholders. Thus, a one-to-one relationsihip
must exist between the bank's loaning of funds and the
financing of productive activity. This relationship is
not necessary in mutual funds. second, a mutual fund
managemenf will nave considerable discretion in de-
claring returns to its sharenolders, wnereas a P.L;S.
contract cbmmits tiie parties to pre-specified saares of
profit. Third, P.L.5. contracts commit funds for a de-

fined investment period and lLience are less licuid.
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Further, gince-tﬁe suare 1is not freely transferable, no
capital gains and losses are involved, as is possible
when a mutual fund share is redeemed or sold. The capi-
tal value of the principal committed in the P.L.S.
contraét may change depending on the performance of the
project. ‘Fourth, the hich loan value generally incurred
dueito advertisement expenses of the distributicn com-
pany, dealer, and salesmen's commission is not a consid-
eration in the P.L.S. contract. ’Finally, wiiereas the
mutual funds generally have to declare bankruptcy when
they cannot redeem shares, P.L.S5. banks are structured

such that they would not be in that predicament.

Conclusion:

This chapter has examined several institutional
structurés that could embody the P.L.S5. contract and nas
emphasized the underlying ethical issues. &lthough opera-
tional procedures are identical, the differences betwveen
these structures arise from issues of ownership, scale,
‘and policy objectives.

The most widely accerted mode of Islamic banking is
the privafely owned joint stock bank. Although this does
avoid interest; it may be ridding banking of its legiti-
mate Islamic ethical content to tne extent that it at-
tempts to do away with risk. Some risk will inevitably
remain, due to the variability in profit-shares. Also,

the requirements that loans be tied to productive
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investment are satisfied even where risk is pooled.

However, even if the banking is based on authorized
accounts, there are covert'forms of riba stemming from
the practice of fractional reserve banking and from infla-
tion. Apart from these ethicallobjections,there are also var-
ious operational problems. The most serious of these con-
cerns thefability of banks to generate adecuate savings
without riskless returns--i.e. interest. An attempt has

been made in section four of this chapter to discuss tnese
issues and thereby suggest a mode of banking as a frame-
work, within which several theoretical issues afe analyzed
in Ch&pter_Three.

In séction five, P.L.S. banking is contrasted with
various investment media available in conventional finan-
cial markets. It becomes.apparent that P.L.3. banking
bears considerable resemblance to several existing mech-
anisms of financial intermediafion and investment. A
few points, however, are worthy of note. The host
striking is.the conplexity of the conventional financial
markets, whefe numerous instruments and institutions
compéfe for<the-savers' funds by providing a mix of risk,
return, and liquidity--which P.L.5. seeks to réplace.

The most distinctive features of P.L.S. are its insistence
that loans be tied to productive, non-speculative invest-
ment and the-lack of discretion institutions have in
determining dividends winen profit shares have been

decided. Also, even though the lenders are paid what
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could be interpreted as a variable dividend and bear com—
plete financial risk, no ownersiip of a productive
establishment is implied b  being a party to a P.L.3.
éontractf Thus, ownersnip rigiats cannot ke traded, nor
can any capital gains or losses be realized from specuii-
lative trading, The latter restriction contriiutes to
the inflexibility of P.L.3.

The study of P.L.5. is made particularly compelling
by the desire of Islanists to make its form of equity
financing the sole basis of financial transactions in an
economy. The implications of this for the worwking of

the financial market are analvzed in tire next cuapter.
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and the conversion of banks into pure intermediaries. It
is importaﬁt to bear in mind that P.L.5. is one element
in a package, albeit the pivotal one, waich is geared
towards establishing a riba-free economy. In this chap-
ter, I attempt to analyze fhe impact of instituting F.L.S5.
on the the financial sector of the economy.

This chapter has several sections, the first of
which attempts to establish the context for the remaining
sections by explaining what I understand by profit. 1In
section two, the basic P.L.S. model is outlined in sym-
bols, and the brofit rate is defined. 1In section three,
P.L.S. is compared with conventional banking to compare
returns to lenders and borrowers under these alternative
arrangements. First, this is done without taking the
risk-return trade-offs into consideration. T:en & simple
portfolid model is presented in which the "Islamic case"
of allbwiné only P.L.S. is contrasted to a "capitalist
case" that allows both fixed interest and P.L.S. The
results of'this comparison with respect to the supply of
loanable funds is utilized in the following sections.

The next three sections are concerned with the mech-
anics of the P.L.S. mo@gl itself--the primary focus of
the chapter. The supply and demand for loanable funds
are described, following which the working of the loan-
able fund ﬁarket under P.L.S. is analyzed. Section
seven then' considers some extensions of the basic P.L.S.

model, including the case where banks are not pure

D
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intermediaries. In section eight, some opntions for
changing the money supply for discretionary monetary
policy, in a rib3-free banking system, are suggested.
Finally, ihvsection nine, some tentative comnents on
the economic implications of P.L.S. are offered, in-
cluding some on the impact of P.L.S. on the level and
composition of investment.

This ‘is a}so a good point to mention issues related
to P.L.S. which I have chosen not to research. Iiuch
of the literature on P.L.S. banking is concerned with
its operational details. These include a discussion of
the establishing and managing of P.L.S. banks; the oper-
ationai aspects of the relationsiiip between central
and other baﬁks; making interest-free consumer loans;
the creation of reserve funds and other schemes to in-
sulate depositors from losses on'péper; the criteria for
making lqans; 1s;ues dealing with sliort-term loans and
discounting billsvof exchange; ways of dealing with bad
debts: mechanisms for providing security for banks; out-
lets for pleas for those whose applications for loans
were turned down; and the basis of international finan-~
cial transactions in a P.L.S. banking system.l

Forvﬁhg most part, my research bypasses the opera-
tional.issues, and is concerned with producer loans in
a closed economy. 4s the chapter section outline above
indicates, most of the issues to be dealt with hiere are

analytical. These I feel are issues that have been
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ignored or have not received adequate attention in the
literature so far.?

I. Profits

From an Islamic perspective, tiie concept of P.L.S.
can make sense only if the origin of that profit itself
is not based on 5325 but rather on some form of produc-
tive activity. A discussion is in order, therefore, of
the theory of profit on which I am basing my analysis.
To justify the use of any particular theory, some nen-
tion of cohpeting theories is necessary.

Clearly, a review of the various theories of profit
'is outside the scope of this dissertation, especially
since several reviews already exist.3 I will discuss tie
main sources of profit that are‘rélevant in the con-
text of the returns to the two parties of the P.L.S. con-
traét. The broad view of profit, as any surplus origin-
ating from production that is not due to the contribution
of labor, is béing utilized here;

One sourée of profit is monopoly "power," and this
is one which would clearly lead to EEEE and is therefore
unacceptabie; This is not to suggest that this source
of profit will not exist in an Islamic economy. The
idea is that if it does, then the authority mechanism
would have to eliminate it by anti-trust action.

he neo-classical theory of positive profits is based
on the interaction of tiwe preference and productivity

of capital.‘4 This explains why a lender is assured a
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positivevrisk-free return insofar as he is willing to "ab-
stain." The return could really be interpreted as a

rent based on ownersnip. In fact, by viewing interest

in this fashion, the Islamists regard it as riba and
hence an ethically unacceptable form of income. Apart
from theories based on monopoly and abstinence, another
category of theories relates profit to a contribution oi-
iginating from some kind of productive activity.

One of these is due to Schumpeter (1912), who shows
profit arising from entrepreneurial innovation. Unlike
classical economists, he distinguishes between profits
and interest, where the latter has its source in the for-
mer. Schumpeter anchors hiis theory of value on labor
and land, the two primary factors. In the static state
circular flow of the perfectly competitive economy, pnro-
fits do nét_exist because ultinately all surplus nust
be imputed to the value of the primary factors. Profits,
and in fact economic development, result from "new combin-
ations" which are the outcome of entrepreneurial acticn.
In fact, an entrepreneur earns his name only insofar as
he can innovate and realise the profit potential from
inttoducing a new product, mode of organisation, technicue
of production, or from tapping a new market for outputs
or inputs (1935, p. 66).°

Profits arise from innovation because of a lag in
imputation. Entrepreneurs pay for resources at the prices

set by previous uses. Innovation enables a more
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produdtive-combination of those resources and hence leads
to a surplus. In the absence of monopolies, the iron
law of costs and competition (in the form of a "herdline”
mnovemnent to. 1m1tate the 1nnovatlon) do eventuallv erode
these profits; At this point, the_entrepreneur--strictly
speakihg noklonger describable by that label--fits into
the cirecular flow and into a predictable pattern of pro-
duction and exchange. The process continues with others

who claim and bear the torch of "enterprise." 5o, to

’

sum up, the profits originate from the will and action--
for practical purposes a new agent of production--tihiat
went into the reorganisation of existing resources.

At least two issues need further consideration.
Given the assumption of perfect foresight ncrmally
made in the analysis of a perfectly competitive ecénomy,
there would be no lag in imputation, which is needed to
explain profits. Furthermore, while Schumpeter's theory
justifies a return to the entrepreneur (borrower), it
does nof justify, from the ethical perspective earlier
referred to, the return to the lender. Interest in his
larger.thebry (pp. 155-211) is merely a tax on profits.
It persists, while profit disappears, because mobile
capital can continually feed on the profits from fresh
.innovations.

These issues can be dealt with by examining Knighit's
(1921). theory of profit. This is really presented as an

alternéte‘theory, although I feel it is an extension of
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and a complement to Schumpeter's theory. Xnigat relaxes
the assumption of perfect foresight and defines uncer-
tainty as a condition under which objective probabilities
cannot bé éssigned to a distribution of outcomes of an
economic action. He goes on to argue that wiere uncer-
tainty is absent, the imputation of product values to
product services will always be perfect and exhaustive,
and profit will be absent except stochastically (p. 88).
Profit is once again unimputable income, but it arises
because, due to chance, there is a divergence of actual
conditions ffom those that were anticipated. Factor
incomes are'determined by the competitive process on the
basis of'anticipated rather than actual conditions, and
the residual value from sale of output, if positive, is
profit (1964, p. 98). Profits, on average, will be pos-
itive due to innovations.

On the basis of this reasoning, Knight asserts that
it is uncertainty which leads to profit. Knight does
admit that the precondition of anertainty is "change,"
which is defined to be much like the conditions that
caused a departure from the static state in Schumpeter's
theory (pp. 141-173), It is for this reason that I feel
the two theories really complement each other, where
change is the source of the profit and uncertainty is
the basis of its realization.

Knignht's breakdown of the entrepreneurial function

into its various elements serves to resolve the second of



the two issues I mentioned above. The two functions of
the entrepreneur are control and guarantee (p.284), both
of which arise from the existeﬁce of uncertainty. Con-
trol, in a hierarchical organisation, resides witn the
ultimate "orderer of orderers" (the highest ranks of the
conﬁrol hiérarchy) on the basis of trust in one’s
"knowledge of others' knowledge" (p. 297). The critical
role in the mechanics of control is always pushed fur-
ther up the.hierarchy due to problems confronted in the
face of uncertainty. Once again, control is very closely
tied to fhé.innovative function of ti:e Schumpeterian
entrepreneur, since without that, a routine and purely
managerial.function for tﬁe entrepreneur would be ade-
quate.

The guarantee function refers to the bearing of
uncertainty. Since most productive resources require
an a priori,éommitment to remuneration for their ser-
vices (contract income), the guarantor shoulders the
uncefﬁainty“in providing this contract income and settling
for a return from the residual income if that is positive.
Generally, the guarantors (those who have a direct stake
in the outcome of the venture) would also be expected to.
be in a position of control. Knight does recognize the
theoretical possibility of separating those functions
(p. 289). This is in fact how P.L.S. may be expected to
operate, with the borrowers assuming the entrepreneurial

role of innovation and control, and the lenders that of



126

providing the guarantee. Since bearing uncertainty
(tied to socially productive enterprise) is considerea
productive activity in Islam, the profit-share of the
lender in his role of the guarantor would be legally
justified. I proceed now, viewing this discussion as
the context within which the analysis of this crapter is
to be conducted.

Schumpeter's entreprenecur--in hiis case starting from
the static state--is totally dependent on credit to be
able to carry out his plans. Banks create the nur-
chasing power or claims to resources by means of wihich
entrepreneurs can bid away resources from their existing
uses (p. 73). & temporary increase in the price level
is inevitable (length depending on gestation periods),
but ultimately deflation would result from the new in-
flux of goods and services onto the market. Banks thus
play a Very.crucial role in the development process, and
it is precisely this role which mnakes their characteriza-
tion as intermediaries inaccurate.

This is the point where my analysis has to differ,
for operational reasons, from Schumpeter's. I argued in
Chapter Two that reform of the banking sector along
Islamic lines not only recquires abolishing interest but
also requires the conversion of banks into pure intermedi-
aries. Not ohly does this deny the banks (as a wiole)
the ability fo create purchasing power, but in every other

way denies them any stake in profit. A guestion
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immediately follows: Can an orderly functioning financial
market continue to exist after these fundamental.changes?
This, and other related questions, will be the subject

of the rést of this chapter after the P.L.3. system is
outlined in the following section.

II. Profit and Loss 3haring.

This system has already been discussed in detail in
Chapter Two. Here, the symbols that are representative
of the shares of the different parties to a P.L.3. con-
tract as wéll as the starting assumptions for this model
are introduced{

The two active agents to suci: a contract are the
lenders of funds (also referred to as depositors) and the
borrowers of funds (also referred to as entrepreneurs).
Banks will be in general assumed to play the purely in-
termediary role of bringing the two parties to the con-
tract together. This assumption will be dropped in sec-
tion six, where banks will be considered an active narty
to the coﬁiract.

As a pure intermediary, the bank provides a service
for both parties, and it covers its administrative expen-
ses by charging both partners a fee. If in a conven-
tional banking system, the difference between lending and
borrowing rates of interest includes a profit margin,
then'this differential exceeds the total administative
fee by the extent of that margin.

This leaves the shares of the active parties to the
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contract to be determined. To begin with, the m:daraba
contract, where all funds are provided by tihe lenders,
will be considered. In section six, tihe musiarika
contract, where the entrepreneuré also provide paft of
the funds for the project, say from retained earnings,
will be analysed.

Let T be the average operating surplus (residual
income, after all costs contracted on a fixed in@ome
basis have beén subtracted from toﬁal revenue) that re-
sults from entrepreneurial activity. Let p Dbe the
share of this surplus forwarded to depositors iﬁ P.L.5.
accounts in the bank. I will illustrate in section
five how p 1is determined in the market for loanable
funds.
| Given the above symbols, one can state the following:

PW =share of the operating $urplus forwarded to

depositors in P.L.S5. accounts;

(1- p )7t =share of the operating surplus retained

by the entrepreneurs.

If K represents the total funds forwarded by deposi-
tors, and the operating surplus accruing on these depo-

sits is-en , then one can define a profit rate v , where
= Pn
K .

The nmogt noticeable difference of P.L.3., as defined
above, from the conventional debt financing for a fived

interest rate is that lenders are being constrained not
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only to shoulder the "risk" of project failures (wuich is
always there) but also to settle for a variable return.
The implidations of this constraint are analvzed in tle
next section.

III. P.L.S. vs. Conventional Banking.

Many critics fear that interest-free banking leaves
t® little incentive to lenders to.supply funds. \An at-
tempt has'béen made below to derive the conditions under
whiéh the lender could expect to get a higher return un-
der P.L.S. than via interest from.a savings account.

For the conventional banking system, we can define

L =lending rate of interest:
g =borrowing rate of interest;
T =profit rate.
k

-

It is normally reasonable to expect thatT%<>f37iL .
If "jc¢ig the entrepreneur would not borrow, and it is
by having i LiB that banks earn their revenue. Thus,

one can specify

0. represents the bank's premium. It reflects the dif-
ference between what they charge borrowers and what they
give to depositors. b represents the margin that entre-
preneurs on average operate with. To feel secure, they
would want a certain difference between what their fixed

interest commitments to banks are and the profit-rate
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they have been experiencing. The profit rate for the
n
lender under P.L.5. was defined as ER_
In terms of the above symbols, I am looking for

the condition under which

7 i =m—m—=——=-=3.

(3

Substituting 1 and 2 into 3, this reduces to

£ > faemmmmeee

The values of & and b woula differ depending on the eco-
‘nomy in guestion. For a developing economy witih dualis-
tic and segmented capital markets, these would not be
uniform across the different markéts and sectors. Ilow-
ever, statistics quoted for the industrial sector for
Pakistan shoW O. to be approximately 2.6 One suggestion
concerning b is that it must be at least 3 or 4 to en-
courage the industrialists to produce in order to cover
for ‘risk. With these numbers, the depositor is better
off under P.L.S. than conventional bankiu. even if P

is roughly about 13% to 17%.

Some qualifications and explanations are in order
here. 'These“nﬁmbers are intended to be for illustrative
purposes only.. Also, it bears mentioning, even thouch
the point is minor, that the share of borrowers and
lenders is overstated Ly the extent of the administrativé

fees to be forwarded to tiie financial intermediaries. is



long as thisvfe;'is less than tne differential represented
by o. , there is a surplus to e redistributed to horrowers
and lenders that would make them both »notentially better
off than in conventional banking.

This surplus would arise, strictly speaking, as a
bonsequence of nationalisation, which turns banks into
pure intermediaries. ¥.L.5. is, however, orly one of tne
optioné on the basis of which nationalised banking may
function. Finally, there is the implicit assumption
here that nationalised banks can operate at least as
efficiently as private enterprise banking.

The other parameter that affects the size of P isb.
A high b indicates that producers are very averse to
bearing uncertainty, and in a financial contract where
they do not have to shoulder it, they will be made better
off in proportion to the degree of their aversion. Bor-
rowers woﬁld therefore seem to be made better off on two
counts. First, they may be able to share in the surplus
that previously accrued to banks after their conversion
into pure intermediaries. Second, they can contract to
have some‘other party bear some of the uncertainty of a
productive endeavor--but they still do have their oppor-
tunity cost and the psychic costs of failure on the
line.

Lénders may be made better off on one count but
worse off on another. The low estimate of p above at

which depositors would be satisfied under P.L.35. solely
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takes into account the potential redistribution of sur-
plus ﬁormally éccruing to banks. This estimate does

not take into consideration the crucial point that lenders
are constrained to undertake uncertainty in order to

draw a positive return on their funds. Thus, any in-
creased return that may be forthcoming on average nust

be weighed égaingt the increased uncertainty inherent in
the P.L.S. contracts.

Using the neo-classical portfolio balance franmnework
to adjust for risk aversion (the best that can »e done,
given that uncertainty is not measurable), one can show
that, irrespective of the value of e . tiie elimination
of risk-free assets with a positive return (in a pure
P.L.S. system) is a constraint on the financial system
that will inevitably make lenders less well off. To
show this, the portfolio model as presented in Z3ranson
(1979, pp. 251-258) is modified slightly to incorporate
P.L.5. Under P.L.S., without risk-free assets, the lender
has to bear the risk that is inherent in the productive
activity itself. Thus, the two assets in this model are
P.L.S. claims and money, instead of bonds and money.
Suppose risk under P.L.S. is estimated from the prosabil-
ity distribution of expected returns on P.L.3. deposits
and represented by O . Tuen, if the total liquid wealtu
available for lending in P.L.3. accounts isW , the total
risk, o¢ , incurred on account of that lending must be

o\w , assuming all funds in P.L.S. accounts are forwarded
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for use by entrepreneurs.

similarly, ifTt-y is the profit rate that prevailed
in the last period, then the current expected return is
Rs=rﬂﬁJ —————————— 6 (assuming that the lender's

profit expectations are based on last period's
profit rate).

Substituting W =:€%; from 5 into ¢ results in

In Figure 1 below, the upper rigixt guadrant s.uows tie
budget line representing tie trade-off between risk and
return. Its slope can be arrived at by differentiatiac

ecquation 7 with respect to Oy :

ot c
The geometrical device in the lower right cuadrant en-
ables one to read the level of risk undertaken corres-
ponding to the extent of liguid wealtii a lender has in
P.L.S. accounts. That this is indeed t.ie case can be

seen by differentiating equation 5 with respect to ot

W max on the vertical axis of tihie lower gquadrant

sents the point where all funds are deposited into P.L.3.
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accounts. Using equation 9, one can read ofif from t:.e
lower quadrant O¢ max as the maximum total level of risk
this corresponds to (W max X %r =Cr max). Using equation
8, one can read off from t.ae upper ¢guadrant R max as the
maximum.expected‘return whici O max corresponds to
(Or max X ﬁ%? =R max).

50 the information summarised in ecuations ¢ and 3
when graphed, results in the two lines witn the
slope of 2;. and %U . We can superimpose a preference
ordering for a risk averse individual on the budget line
represented by equation 8. The taﬁgency of the bhudget
line with the indifference curve represents tihe optimal
portfolio balance between nolding money and depositing

it into P.L.S. accounts as sihown below.

(expected R oy
returns to o
_ R max ¢-—-— - -
depositors !
in P..L.S.. * |
accounts) KR |
}
|
R o‘l:* i
0. — ~ Ot
. |c-'t naszl )
. (total risk un-
! dertaken by de-
! positors in
* | ¥.L.3. accounts)
" |
W max ?___________
|
/o

Fig. 1l --Portfolio Selection Detween P.L.S. and loney.
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The starred items above represent ti:e optinal risk-
return configuration for the lender. Corresponding to
that is the optiial distribution of total wealtii between
P.L.S. accounts (OM* ) and money (M*W max). Corresponding
to OM* in P.L.S5. accounts 1s OR* , the expected return to
the lendery

One result that follows from tals analysis is that
the supply of funds for profit-sharing accounts would
vary positively with p given Tt-j(where rog =Wy K _g) . whis
result would come about becéuse a higher P would lead to a
higher budget line and hence show more wealth diverted into
the P.L.S. accounts and away from checking accounts
representing the demand for money to hold.

I now,proceed to illustrate the result I set out to
shoﬁ: the addition of minimum risk assets within the
P.L.S. banking system would make the lenders better off
within the context of a portfolio balance model. Let
a guaranteed interest, L , on savings accounts be the
additiona; asset. The third asset would now cli:ange the
budget liné into the budget-set OiWy as shown in
Figure 2 below. () represents a point of all money and
zero risk. Uw’represents'the maximum return (with zero
risk) on saving accounts witit a positive rate of interest.
Finally, Y represents the maximum return (with maxinumn
risk) derived from putting all of one's funds into F.L.s.

accounts. The budget-set represents a linear comwination

of these three points. 3Since (Wxy dominates a linear
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combination of money and P.L.S., the lender is unambigu-
obusly made better off, as one might expect, from the in-

troduction of a guaranteed interest saving account.

Rmax |- e = =

Fig. ?-—Portfglio Selection Between P.L.S., Money and
Interest Bearing Saving Accounts

Perhaps a more meaningful comparison would be that
between P.L.S. and a conventional fihancial system with-
out P.L.S. that offers the lender a whole range of op-
tions (not.including P.L.5.) to balance their risk and
return depending on their preference function. Thé com-
parison isidomplxcated due to an additional and qualjita-
‘tively different element of risk that is introduced due

to the possibility of realising capital gains or. losses

on financial assets. Under P.L.S., risk is related only

to the'variability of profit as arising from product;on

and flucuations in economic activity. Secondly, there is



137

no way to felate a priori t witia r either. Thus, since
the critical elements in the model are different, the
comparison.becomes difficult. To add to this complexity
"is the likélihood that the aggregate preference function
itself may change in a Muslim country due to the intro-
duction of a riba-free system.

Thus, I conclude this section by asserting that it
is th possible to show that the replacement of a conven-
tional financial system by.P.L.S. would unambiguously
leave the lenders better or worse off. However, the
welfare of é lender would be higher under P.L.S. if a

"risk-free" financial asset with a positive return were

also aVailable. ‘ g

IV. Supply of Loanable_Funds. -~

Little can be theoretically esﬁablished about the
position of the éupply curve that would result from the
substitution of ﬁ.L.S. for a conventional banking systenm
due to the reasons stated in section three, although it
is likely that the supply of loanable funds would decline
if the interest option were no longer available and lenders
ﬁere‘constrained to take a risk to get a return, as in
P.L.S. |

Baged on what was stated and demonstrated in thne
last section, the supply function can be written as

s=%(p,r-y ), (where r-; is the last period's
profit rate) -
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and graphed with a rositive slope with respect to E .
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guantity of loanable
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Fig. 3--Supply of Loanable Funds

X Acorresponds to the maximum available funds. Host

of them would be made available for P.L.S5. as P tends

to 1 .

Some_further'discussion of the supply curve is pos-
sible both from an empirical and institutional perspec-
tive. Islahic economists have long argued that the
interest baséd financial system diverts the funds of
true Mﬁslimé into hoarding due to their alienation from
interest based banks. Hence, they reason that an Islanic
system would draw out tihiose funds, thus adding to the
stock of loanable funds available.® Of course, thiis
would be true only if these fundé had actually been

kept out of circulation--i.e. under tie mattress. some
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recent evidence from reports of Islamic banking in tle
Middle East does suggest that considerable sums are
hoarded, although it is not clear in what manner.9
Pakistani banks whichh offer a P.L.3. option do report
a fairly enthusiastic participation by lenders in this
experiment.lo A detailed discussion of the available
empirical evidence is deferred uhtil Chapter Five.

The institutional comments hinge upon a point earlier
made,,stating that abolishing interest must be examined
in conjunction with the larger attempt to abolish ££§§.
Therefore, although one cannot say with certaihty that
under P.L.S. the same gquantity of loanable funds will
be available for investment, it isbinstructive to exanine
what options are available for the utilization of those
funds in ah Islamic context. |

‘Speculation in the form of transactiors on the stock
market or éﬂ the commodity market is not an available
option in an Islamic economic system since that constitutes
riba. Although financing by stocks is not forbidden,
the stocks themselves cannot be transferrable in such a
way as.to<Lead to capital gains or losses, as explained
in Chapter Twé; Here, the return to risk is not justi-
fiable since it is not associated with a productive
activity. (See Chapter Two, pp. 103-105, for qualifica-
tions on thé'transferrability of P.L.S. shares.)

'This'still leaves open the possibility of investﬁent

in either land, durable goods, or jewelry in the nope of
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capital gains or to keer up witi inflaticn. lioarding,
conspicuous consumption, and capital flowing out oZ tae
country are also channels for loanavle Jlunds seing di-
verted into non-productive uses. 3pecific -ir'anic in-
junctidns cohdemning conspicuous consumption (II: lud)
and hoarding (III: 180). Also, various categories of
capital outflows and commodity deaiings wohlc . are de-
stabilising or}séeculative may pe considerec pro:ibdited.
rPartly off-setting all tiis may se the fact ti.at zakat
is levied on savings ut not on funds forwarded fo:
roductive activity.
Apart from captial outflows and ioarding, it i3 not

élear tiiat the funds that excliange tands in the -est of
he transactions mentioned above are diverted away from
the fuhds available for productive investment in ¢.L.3.
accounts. This is so because someone ends up wWit. the

funds expended in these transactions. i.oweve., given
that only part of these funds may be forwarded into
P.L.S. accounts (and part again expended on tiie arvove

mentioned transactions), tue flow of funds into F.L.3.

accounts at a point in time will be reduced.

What happens to tue supply cf loanairle funds is
-essentially an empirical issue. w.wne could conclude
that some funds will Le drawn from .oarcinc into I .L.s.
accounts that claim to be riba-free. On t:e otlhier :and,
some people will avoid committing tueir funds to such
accounts due to the aisence of "risk-free" returns on

deposits; instead thiey may seek non-monetary forns of

investment such as real estate or jewelry.
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V.. Demand for Loanable Funds.

The deménd curve for loanable funds can be represen-
ted by function D =f(f,Te),
where Ty is the operating surplus expected py the entre- -
preneur. This is based on current and anticipated
choice of technology available, mix of government in-
centives and-regulations, resource availability, pro-
duct.market demand considerations, and political cli-
mate. .

An indiViduai entrepreneur could be conceived as
bﬁildihg'these expectations into his calculations on

the basis of the formula for the internal rate of return.

O="Cy+Rpw Rpet o+ Rped 4o Ry o
Lvm (Tewm )?* o (1]
where

Ct =set-up costs at time t;

Rt =net revenue at time t ;

m =internal rate of return that will discount

the present value of a project's flow of net

revenue to zero.

Different entrepreneurs are conceived of as attempting
projeéts_?ielding different internal rates of returns.
This is based on differences in factors like knowledge,
experienée, information, contracts, location, and taste
for bearing uncertainty. Successful entrepreneurs may,
however, be expected to diversify towards projects that
yield a higher return. Given an adequate availability of

entrepreneurs, one could envisage an investment schedule

varying inversely with m , implying that the projects
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with the higher yield will be attempted first, as shown

in Figure 4 below.

Fig. 4--Investment Schedule

Thué, an_expansibn of the scalé of the investment coin-
cides with less profitable projects being attempted.
This nﬂtion about the existence of a pool of entre-
preneurs who'differ as explained can be used to ex-
plaiﬁ“the siope of the demand curve for loanable funds
in Figure 5 below. The entrepreneurs are likely to com-
pare the expected profits retained with the opportunity
cost of their time, and their aversion to bearing the
uncertainty of a project failure. The lower E gets, the
higher will.be the expected profits retained on the
average and the greater the number of borrowers in the

market for loanable funds. Convérsely, tihhe higher e gets,
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the lower the number of borrowers that will remain in
the market. In the limit, if‘e equals |, the demand for
loanable funds can be expected to be zero. Graphing this

information shows a demand curve looking as follows:

|

™M
Fig. 5--Demand for Loanable Funds
M in the figure corresponds to tiie maximum level
of investment.

VI. The Market for Loanable Funds.

Using the demand and supply curve for loanable
funds,'the_equilibrium profit share of lenders and
the level of investment financed by P.L.S. can be

arrived at as shown in Figure 6 below.
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Fig. 6--Determination of Profit-Shares and the Level
of Investment.
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A few simple comparative static exercises are pre-
sented here to illustrate the functioning of this loan-
able fund market. Figure 7 below illustrates a shift in
the.supply curve to the right (from$ to Sa ) due to an
injection of foreign remittances. I am of course
assuming that part of this inflow finds its way into
P.L.S. acébunts. As might be expected, an initial in-
crease in funds in the market will red:ce the returns
forwérded to the P.L.S; accounts on new contracts.

This short-run change in € (from Po to P+ ) will en-
courage investment as reflected by the movement along

the demand. curve below.
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‘ o(D ,S ) loanable funds
Fig. 7--Comparitive Statics: Capital Inflow.

This is essentially a short-run model, thouga it
is possible to ascertain some of the long-run forces that
would be activated due to this initial change. The
increase 'in investment would be associated with a de-
cline in average profitability of investment even thougn
the total operﬁting-surplus will rise. In the long run,
to the extent that expected profits are baséd on past
recorded profits, the demand for loanable funds may de-
cline. This would be even truer if the rise in invest-
ment is associated with an increase in the cost of capi-
tal goods, since that would further reduce recorded pro-
fits. Conversely, the whole investment schedule itself
may shift out if the increase in income accompanying the

increased.investment sets into motion the accelerator--
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assuming that the structure if the economy allows one to
. il
become operative.
Another example can be devised, this time related
to the shifting of the demand curve to the rigut (from
b, to bz‘), in Figure 8 %ﬁlow. This could result from
o ¥
changed expectations of the entrepreneurs due to techno-

'logiCal innovations or to the transfer o:f technology,

which would shift the investment schedule outward.

Dy

Q(D,S ) loanable funds

Fig. 8--Comparitive Statics: Technological Change.

In the short run, as P .changes (fromp, to p: ), the
movement up along the supply curve suggests that enough
resources are released from idle balances in the checking
accounts or hoarding to accomodéte the increased demand.
The increase in e also leads to a partial checkvon

investment. Thus, the increased demand for loanable funds
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can be read off the new equilibrium point ¢ ratner than
point @ ., which would have resulted if e nad not
changed.-

The analysis above shows that a competitive market
for loanable funds can be theoretically relied upon to
determine the equilibrium percentage profit-shiares. This
conclusion contrasts starkly with the analysis of tiiose
Islamic economists who recommend a legislated profit share
as an instrument of monetary policy.12 Anothier niscon-
ception says that abolishing interest will enable all
potentially profitable projects (no matter how low the
profit) to be financed.’3 Given that the supply of loan-
able funds for P.L.3. is not infinite, kut rather varies
positively with e the above clearly cannot beAthe case,

Monetary policy in a P.L.3. banking system will be
discussed_ip section eight. Before that, I will con-
sider some‘extensions of the basic P.L.S. model and,
after that, some econémic-implications &ssociated with
this model. |

VII. Some EXxtensions of the P.L.35. llodel.

The extensiohsfconsidered ﬁere are those that would
follow from relaxing some of the assumptions of the .model.
so far, the mujaraba contract, in which the lenders pro-
vide all the'funds, has been analysed. Let us now allow
for the poséibility of the entrepreneurs' providing some
of their own funds from retained earings, as is the case

in the musharika contract.
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The working of the nodel remains essentially un-
changed. The total funds forwarded for investment, kK

14

now include the entrepreneurs' contribution.

K = Ke +Ky

(where e and 1 represent the entrepreneur and

the lender). -

It is assumed that there is no source of funds pro-
vided on a basis other than P.L.S. e is still deter-~
mined in the market for loanable funds and can now be
interpreted to be the return on funds--utilized by entre-
preneurs--for the bearing of uncertainty. (1~e ) contin-
ues to be the return for the entrepreneurial role of
innovation and control. The return to capital provided
from either source must be the same and so

R = pre - R

K Ke KL .

Let qﬁ be the share of the operating surplus, due on
capital, from one project financed on a nusharika con-
tract. The return due to the lenders would be(?Tx (g =

E%?- ), whereas that due on the capital provided by the

_ _ Tk
entrepreneur would be P (Mg =—& ).

Extending the model to allow banks to be active
parties to the P.L.S. contract such that they are no
longer pure intermediaries may change the model sicni-

ficantly. Two cases can be considered here, those of

a competitive and a non-competitive banking sector.
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Whenlﬁhé banking sector is competitive, then the re-
turﬁ~to the bank for management will tend to egqual the
bank's administrative fee under P.L.S., and the profit
rate oh funds provided by owners of a bank's stock will
tend to equal that on funds deposited in a bank's P.L.S.
account. Thus, there is nothing significantly different
in this casé; The fee for the bank‘and the return to its
share-holders will be drawn from the difference in profit-
sharesvthe bénk gets from entrepreneurs on funds loaned
and that it offers to depositors of funds deposited in
the bank.

When the banking sector is highly concentrated, banks
are in a position to set profit-shares and thereby sever
the direct link between the money and real sector. To
explain_this,vsome additional terminology has to be in-
troduced and some issues reinterpreted.

Let eTt now be the bank's share of operating surplus
since the bank is now effectively the lender. Part of
this surplus has to be forwarded by banks to depositors
in its P.L.S. accounts. Let ¢ be the share of operating
surplus forwarded on P.L.S. accounts so that

bpT™ =lenders' share of operating surplus;:
(1-¢ Jeow =share of operating surplus retained

by the banks.
The two quadrant diagram below illustrates the
determination of profit-shares to the lenders, banks,

and entrepreneurs.
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Fig. 9--Determination of Profit-Shares with Banks Not
Being "Pure-Intermediaries."

The upper quadrant shows the determination of the
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equilibrium of profit-shares between tihhe bank and its
depositors and also the level of loanable funds the

bank pbssesses to forward ﬁo entrepreneurs at the equili-
brium level of profit-shares. This is shown to be
carried down to the lower quadrant in the form of a fixed
supply, which interacts with the entrepreneurs' demand
for loanable funds to determine profit-shares between
entrepreneurs and the banks. The banks' demand for loan-
ablé fundg,in the upper quadrant is based on the actual
average‘prdfit rate being registered at the banks at some
.given time so that the vertical supply curve would

shift with é change in this profit rate.

Now, given that a bank faces a downward sloping
entreprehéﬁrs'-demand curve for loanable funds, it can
manipulate its supply'to maximise-its own share of oper-
ating surpius drawn fromythe entrepreneurs. It is no
longef clear that a shift outward in the supply of loan-
able funds--say due to more funds being brought into. cir-
culatiqn as é consequence of dis-hoarding (in the upper
quadrant)-Qvill mean an increased supply of funds to en-
trepreneurs a; a lower€> (iﬁ the.lower guadrant).

This can be seen by analysing the condition under
‘which it will not be in the banks' interest to increase
the supply of funds. We can term the banks' net share
of operating surplus Rg , SO that

Mg =pnt= C (k)

(where € (K ) is the variable cost of supplying
funds).
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The condition we are looking for is one that makes

élt}\:e L0 . Now

Teocedronde -4
=y ™
The first term (on the right of the ecuality sign)
shows that the total operating surplus will increase as
more funds .are utilized b entrepreneurs at a given rate
of profit-sharing. The second term shows that the
profit;share of banks, e

, Will decrease as more funds

are supplied. So é-ELB will be ¢ O,

1T 4R g e gl
~ As one might expect, this says that the kanks will
fndt bff$E§more funds if the fall in their share of -oper-
atihg surpius due to a fall in their profit-share plus
the marginal cost of supplying these loans exceeds the
increase in operating surplus accruing to them due to the
increased fﬁnds forwarded to entrepreneurs.

VIII. Monetary Policy: J/

The aiécretionary poﬁer of monetary authorities in
an Islamic system is éonsiderably restricted. 1In Chapte
Two, ; explained why the ﬁsual open market operation was
not an acceptable tool of monetary méﬁé@emént from an
Islamic perspective. Altering.a discount rate is ob-
viously an pption not even available. Finally, since

banks here are pure intermediaries, there is 100%



reserve banking and consequently no scope for altering
reserve rates to affect the money supply.
In the absence of these di i 5, some al-

ternative criteria would have to be evolved to form the

basis of the variation in the money supply. 1In other
circumstances, various criteria have been suggested, such

as a steady growth in the supply of money "to correspond

with a roughly stable long-run level of final product

prices."l4 The following is an analysis of the mechanism

of discretionary monetary policy under P.L.S. if its use
v -

is deemed necessary.
Two -alternative options are presented here for al-
tering‘thelsupply of money without using any of the con-

ventional tools of monetary policy mentioned above.

—

/'First, finance public sector projects that can yieldi

a profit, P.L.S. shares Sgg be issued which are trags:ﬁ‘

ferrable on the conditions described in Chapter Two. )

Then, through the Central Bank, these and other such
private sector shares can be bought and sold very much

as in open-market-operations. The difference here is

not in the‘procedure of altering money but in the nature

of the fin:

cial instruments that are bought and sold.

'Second;v ven though fractional reserve banking asggfécticed/
by conventional commercial ban#g\zg‘zgﬁgfaéféa“prﬁﬁiﬁIE;zwdwx
by several Islamic economists, a variation on it may
still be acceptable. Ais long\as the banking system is

nationalized, the profit-share drawn from loans that are




pased on t.ae creation oif credit wy t.e sanking systen is
not privately appropriated but rat.er accrues to t:e w.ole

community. <“herefore, it may be acceptasle fox t..e cen-
(pure intermediary) brancl: banks. The need for this mav

e
ST ~. —

arise, for example, if t:ere is an increase registered v
\____——-\\\ /h_f
branch banks in the demand for loana.n funds. vounde -

T T

taking fractional rese-ve hanking, tue system as a wiole

creates credit. Since investment accounts by definition
, ates =g

commit funds to projects (i.e.; zero rese;ves), t.e pro-
cess inmplicitly involved will be that of using checking
and savingﬂaécount deposits on a fractional reserve ha-
sis to provide credit Leyond investment depocsits. <The
‘issue is then what to do with the profit s:ares that ac-
crue to banks on tiis credit? wovne option wuild e to
bring back to par t.e c.ecking and savino acco.nts (i.e.,
to 100% reserve), and forward the remainde  to a "mone-
tary reserve fund." This kind of peiriodic use of fraction-
al reserve banking would provide the nationalised banking
sector more flexibility to meet'liquidity needs of t..e
economy .

The fund mentioned aJove «o0.ld e ised as a neans of
financing public sector infrastructure projects wilchy oo

i

not lend themselves to finéncing on a P,L.5, basis and
where fiscal revenues are not adeguate. .sing tihwe fund for
state financing of its projects may be found objectionable
for two»reqsons.

re: It could lead to financial irresponsiii-

lity; and, Islamic economic purists may obxject that



tie state intervention in t.e market for loznanle funds
will aiter profit-suares, and only the s-ares determined

by tne market are fair. e state co.ld co.nter tuis stand
from the perspective o. islamic La. 1f it can establis:
thhat the intervention and t..e suwsecuent wse o0i t.e noneta-
ry reserve fund was in tne puiblic interest. (Jee tie dis-

cussion in Chapter One, p. 5L)

IX. 3ome Economic .mplications or . .L.J3.

one concern t.at a3 .een expressed awout dolng away
wit: interest is ti.at efficient financial decisions will no
longer»be péssible since tine mectianism for allocatins scarce
available funds will have been dispensed with. in t.:e ai-
sence of.interest, critics guery, whiat will refilect t.e op-
portunity cost of loanable funds?

In a perfect (conventional) capital warket for lwvenasle
funds, tuae scarcity value of tiese funds 1s reflected .v the
(average) marginél return foregone on eit:er bank dewosits
or from tne purchase of financial assets. ..ie analysis in
this chaptef has shown tunat despite the ¢ .ange in institu-
tions and financial instruments on. the financial narket, the
sameiforcesnof supply and demand for loanable funds will
still generate a market excliange signal.15

Thus -y, the profit rate on funds forwa.ded for T.L..;
will reflect the scarcity value o: funds. Yhis could e uvti-
lized, for example, in discounting the cas: flow of projects
over time to arrive at present values in social benefit-:0st

analysis. Just as tiere is in practice a wiiole astructure o¢f

interest rates varying by riskiness and term, there is like-

Hy

ly to be a corresponding structure 1

F=t

or p's; Pl
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be an average in the same sense as tlie wage, interest,

or price in a macro-model. So any change in r theoreti-
cally arrived at using the model should reflect the direc-
tion of reélative movement in the whole structure of rls .

I offer here comments of a tentative and speculative
nature on several other issues, related to Yr.L.3., that
are of importance. Illore definite statements nust await
the actual implementation of a full-scale systewn based
on P.L.S. Two of these issues are the size and the com-
positich of total investment.  The impact of P.L.3 on
the supply side was explored earlier in this chapter.
Here, the demand side is considered.

It is certainly true that interest will no longer
figure as a cost of production. In its stead, PF.L.3.
will mean the sharing of the operating surplus iif there
is any. A given firm may be tempted to expand its oper-
ations if eliminating fixed interest charges is inter-
preted as a shift down in the marginal cost curve, given
competitive conditions. New firms will also be attracted
into an industry if the lower marginal cost, given the
market price, enables them to cover costs. iaving to
éhare profit will not affecf a firm's price-output deci-
sibn if the profit-share is interpreted to be a profit-
tax.

P.L.S. may also encourage entiepreneurs to undertake
more risky projects that have a promise of a greater oper-

ating surplus. This is so because the threat of
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liquidation.Will pe lower wiiere there is no obligation

of a fixed sum for tuae use of funds. Paying out a share
of profits will be a more disagreeable prospect in a
situation whe;e'fhe entrepreneurs are rfairly certain of
the outcéme of the venture. Thus, my guess is tiaat F.L.3.
may change the composition of investment to one that en-
tails more. risk.

There are still the cuestions of what kinds of pro-
jects will be preferred by banks that are pure intermedi-
aries and whether the P.L.S. system is biased towards
large.firms. Banks that are pure intermediaries may be
more susceptible to influence and patronage. 3ince large
firms have more weignt to tnrow about, there is clearly
a danger of smaller firms being squeezed out. MHowever,
if corruption is not a serious problem, tien tiiere is no
a priori reason to believe that larger firms will draw
most of the funds. In an interest based system, where
banks are assured a fixed rate of interest and no more,
credit worthiness becomes of prime concern, and large
firms may‘be more qualified in this regard. Under P.L.S.,
credit worthiness may have to be traded off witin profita-
‘bility,where size does not automatically mean a nigher
operating surplus. Thus, the more innovative and profit-
able smaller firms may have greatér access to fuynds.

Finally, one may argue that a contract with fixed
interest puts more cost pressure on firms to be efficient

han under P.L.S., leading to survival of the more
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efficient firms. P.L.S., on the otiner hand, may be
considered more suited to helping firms survive conditions
of economic ihstability; thhe consequences of a recession
thai'affects individual firms would be lower profits, or
losses, more widely shared, but there would be fewer
iiquidatiohs and no closures due to losses and defauits.
This might protect some efficient as well as sone inef-
ficient firms. In the long run, firms showing below
average rates of profit on a sustained basis would find
it difficult to survive even under P.L.3., given the
existence of per%ect competition.

A pafallel can be drawn lhere between fixed rent and
share cropping as alternative land tenure arrangements
to approximate the fixed interest and P.L.3. cases in
industry. In the fixed rent case, most of the risk is
borne by the farmer, who is also responsible for making
most of the decisions. As in the fixed interest case for
the entrepreneur, the farmer has considerable pressure
on him to be efficient, but he also stands to gain most
from a successful season. 1In share cropping, the risk is
shared by the farmer and landlord, Qho contract for some
percentage division of output and contribution of inputs;
they probably also share in the decision making. In tue
case of an unfireseen disaster or siwply poor economic
conditions, the farmer need forward less in absolute
amounts to the landlord, and so he has more protection

than in the fixed rent tenure. lowever, a successful
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season would also imply having to forward a greater

turn to the landlord. Therefofe, less risk may mne
potential return. UHow P.L.S. fits in as an alterﬁatlv\
tenure arrangement is deferred to the next chapter, since
explainin§ it requires a prior discussion of various
legal issues related to property and tenure.

On an institutional level, it is probably true that
considerable loss of flexibility would result from the
eliminétion of private sector banking. 7This would fol-
low'from’the bank{§rlgss of its ability to create c:e@it
to respond spontaneously to the needs of borrowers. On
the othé;mhéﬁé, one could’argue that by eliminating re-
serve banking and financial assets that are subject to
capital gains and losses a much closer link is forged.
between the money and tlie real sector of the edonomy.
This would come about because free reserves of businesses
and individuéls would not have the option of buying
existihg asgets in the financial markets. Energy freed
from speculative pressures could be utilized in construc-
tive long run forecasting and to that extent encourage a

.. . 1
more efficient allocation of resources. 6

Monetary policy would become more efficient since a

powerful banking sector would no longer be able to
\/ J—
thwart it by its ability to accumulate excess reserves.

The complete elimjination of debtlfinancing would contri-

- S

bute to stability insofar as high debt-asset ratios of

borrowers add to the general flucuations in economic



160

activity by precipitating financial crises. - 4lso, since
intermediaries will function soiely as financiers of
production and distribution, the likelihood of bank
failure that results from unwise speculative financial
practice occasionally indulged in by banks will no longer
be there.

Strictly speaking, tlie above institutional advantages
would fbllow from converting banks into pure intermedi-
aries. P.L.S. could claim credit by allowing the former
to function with some degree df efficiency normally at-
tributed to free-market transactions. It should be noted
that althoﬁgh P.L.S. (as described in this chapter) is
- to operate within the framework of nationalized banking,
the allocation of financial resources is still to be
established by the free interplay of market forces. P.L.3.
does allow the policy makers to affect the allocation
of resources in accordance with their development goals
by Specifying loan priorities to intermediary banks. The
influence of the central bank may also of course vecone
6pe:ative through its contrbl of the money supply.

Conclusion.

.The main object of this chapter was to illustrate
the working of the market for loanéble funds when F.L.3.
is substituted for interest. Iy analysis shows that
essentially the same market forces are operative, and
profit-sﬁéres (based on expectations) instead of interest

equilibrate the market for loanable funds. Risk assumes-
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a much more critical role in a financial market ﬁhich
allows P.L.S. aévthe only form of investment since the
kreturns ére variable.

Perhaps the greatest challenge to P.L.S. cones
from the lack of an a priori guarantee that a comparable
quantity of loanable funds will be available under P.L.S.
as in an interest based system. It was shown in section
four thaf lenders unconditionally will be less well off
if risk ffee assets with positive return are eliminated
from a system of P.L.S. banking. However, it was not
possible to theoretically establish how the welfare of
lenders would be affected if conventional interest based
banking (without P.L.S.) is entirely replaced by f.L.S.
with no risk free assets with a positive return. Whether
or not there would be an adequate supply of funds is
therefore an empirical question. It does appear, however,
that viewing P.L.S. as a constraint on options‘available
to lenderéiwpuld adversely affect the supply of loanable
funds. On the other hand, fhere is the possibility of
~ tapping otherwise unavailable funds from devout Muslims.

Given an adequate supply of loanable funds, the level
of investment may be higher under P.L.S. because the
entrepreneur can pass off part oflthe uncertainty of
pro@pction to ,the lenders and becauge there are no coin-
peting financial assets diverting funds from real inve;t-
ment. The ability to pass risk on to the lender may

well encourage the composition of investment towards tiie
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CHAPTER FOUR
“THE EXTENSION OF P.L.S. TO AGRICULTURE

AS A TENURE ARRANGEMENT

I: Islamic Concepts of Land Ownership and Tenure

This section examines the related issues of land
ownership and land tenure in Islamic economics, whichk
are again subject to considerable controversy. The main
issue dealt with in this section; after a cursory ais-
cussion of private property in Islam, is the legitimacy
of the various tenure arrangements from an Islamic per-
spective. The controversy surrounding share-cropping
and the renting of land is examined. DBoth of tuese
tenure arrangements are also viewed in the context of the
concept'of‘£ig§ that was explained in Chapter One and
has been adopted for this dissertation. TFinally, as an
alternative tenure arrangement, I present P.L.S5., which,
along with%owner cultivation, does not involve ££Q§'

a.) Ownership. One view regarding ownershiﬁ is
_that the concept was introduced into Arabian socio-econo-
mic organisation by Islam. Prior to Islam, the man-land
relationship was predominantly characterized by pind

(common land), which was displaced by igta (private
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 estates) with the rise of Islam. Also, the Fropnet

’
himself made a practice of making land graants, thereblwy
legitimizing individual ownership.l

The contrary view that has been asserted is that tre
lands distfibﬁted bv the Prophet were mainly barren and
the purpose of their distribution was to encourage pro-
duction. This particular nosition is not, however, un-
disputed.2 A more extreme view with regard to owners.:iip
ié that state grants of land were made in e:change for
rent and conferred no ownership rights; it was after tue
records of these grants were accidéntally burned . that
lands conquered by the Muslims were appropriated into
individual owner'ship.3

Evidénce.of collective ownership during the time of
the Prophet and especially during the time of the first
two caliphs is now regarded as one point favoring the view
that Islam endorses state ownership of land.4 Anotlier
argument used in support of this contention is based on
the sayings and actions of the Prophet that precluded
grass,'watér, fire, or salt from private ownersiip. It is
argued by analogy that public ownership should extend to
all resourdes, including land.5 State ow.aership of land
has also been inferred from certain verses of the Qur'a-m.G
This position, however, is representative of a mihority
of contgmporary scholars, and controversy among the rest
is not on the issue of private versus state ownership but

on the kind of private land tenure system Islam has
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validated.

b.) Land-Tenure 3ystems. The critical cuestion is
whether’the return to absentee land owners implied by
sharecropping or the leasing of land for a specified
rent is acéeptable or not. The controversy results from
the ‘interpretation of historical events involving the
Prophet, thé significance attached to tihe practice of tae
-Prophet's companions, and from the apparent inconsistency
in the sayings of the Prophet. The inconsistencies seem
to stem from the recorded sayings of the Frophet that
both aliow‘and disallow sharecropping and the renting
of land.

1.) Sharecropping. Hague (1977, p. 98) sets out to

show in his detailed study (emcompassing the origin and
the_development of the legal theory of land tenure) that
the QadIthSr(sayings of the Prophet) in support of éhére—
cropping do not stand the test of historical criticism.
He indicates that three of the four most prominent

sunni jurists (Abu HanIfa, M3alik, and al-s5haf'I) regard
sharecropping as“having been forbidden. The fourth, Ibn-
Hanbal, édcepted sharecropping as did other famous jur-
ists, such as AbU YUsuf (d. 796-799) and ShaybanY (d. £04-
805). An important element in liaque‘'s work is his en-
deavor to show that changes in legal theory concerning
land tenure occurred to accomodate the chianging socio-
economic Conditions, which partly resulted from the

interaction of Islamic ideology with the existing
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institutions in the conguered lands (p. 52}.

Much of the current (and even early) controversy
about shérecropping originates from the interpretation
of a dontfact between the Prophet and the Jews concerning
the Khayber lands, which had been conquered by tiie lius-
lins. The'Jews had been permitted to continue culti-
vating the lands for fifty percent of tue crop for an
unspecified time period. This contract hias been viewed
as an endorsement of sharecropping.7 Several reasons
are forwarded in the literature to refute this stand.
One argument indicates that the contract was not betwveen
~two individuals freely engaging in a commercial associa-
tion, butliather a political act dictated by the political

economic realities of the tine.” 1In fact, the contract
‘'was interpreted by Abu :janIfa to be a form of tribute.”
That the contract was not between two Muslim parties is
further held to invalidate its significance for legal
analogy.lo Another argument made to tiie same effect is
that the Prophet was averse to letting land lie unculti-
vated and that he had to rely on the Jews vecause tle
Muslims at_that'time did not have'the recuisite man-power
and skills.'!
Orthodox writers also find support for their justifi-
cation of shafecropping in the adoption of this tenure
arrangement by the companions of the Prophet and in tihe
Prophet's acceding to a sharecroppihg contract between

the immigrants from Mecca and their benefactors in
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Medi'na.12 An opposing view is that the above facts do not
legitimize sharecropping and that they can ne explained

by the special circumstances during the very tryving

early’periodﬁof Islam.“‘3 The companions' coantinued

use of sharecropping has been explained iy drawing a
distinction between the earlier and later periods of
Mohammed's tenure as a Prophet/statesman. Sharecropping
is theorized as having been banned in tiie later period,
but it continued to be practiced since word did not
reach many companions, who were by then geographically
widely dispersed. This is one writer's explanation for

the celebrated self-dispossession of land by a rich and

ey

i

famous companion, 'Abdullah-ibn-CUmar. Finally, a

b

more technical issue raised is that the contract alluded
to above--and also the Khayber contract--involved the
sharing of oﬁtput on existing orchards, whicix is not the
same‘as‘sharecropping on farming land.15 Tiis argument
will be discussed more fully later.

At this point, it is useful to examine sharecropping
.in the context of the concept of EEEE that was introduced
in Chapter One and is briefly recalled here. EEEE
is said to be taken or given in contracts thiat entail tine
drawing of value without a conpensating legally acceptable
return,pr countervalue. EEEE is literally the "increase"
or fadl that is implicit in such contracts. Some of tle
categories of contracts tiat could lead to an unjustified

increase and hence to riba wvere as follows: l1.) contracts
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that 1ead to the specification of a fired nre-determined
return to one party irrespective ol t..e outcoune oi &
venture-that is tie subject of tire contract; Z.) t ose
that specified a flow oi income to one party solelv on
the basis ef either ownefsnip or economnic power; Z.)
tiiose that entailed a measure of uncertaintv or amiigu-
ity in toae way £hey were iramed. In addition, Hacue
(1280, p. 22) cites some evidence to indicate that jur-
ists also’forbade contracts based on output-saring
wiere the livelihood of the operator and ience taiat of
the family~may e tareatened.

Share-cropping can lead to EEEE Lecause nere owner-
ship and not effort on ti.e part of th:e landowner is
guaranteeinyg a return. une may well assert, :owever,
thiat the land was accquired by income wi:ic:: was itself a
.return for effort. Lven if this is true, as is likely to
be the case, it still does not justifiy a return merely
due to ownership. Income from‘past effort invested in
tae acquisition of land procures tie privilece for tle
owner of further investing on the land or cultivating it
himself. Tals is the reward for past effort. 7Thus, t.e
owner is provided wit. an income earning opportunity in
return for his past effort, ut not a ¢uaranteed stream

of future income.



Thebnature of uncertainty inmplicit ia t e
siiarecropping contract can once again lead to ii:é
being involved in it. For ewanple, w.ile 3. aves
are specified, tiie absclute return tc tae tio
parties remains indeterminate. This indeter:inauv
can result in riba because in slharecroppin: t.e
gross returns are s.uared. Tous even ii t.e sale vl
gross autput is unable to meet costs, tie culti-

vator still has to share it wita tie owner. Ripa

~

results in tuis case from t.ue fact tuat t.e value
?rawn'by tae owner in :is si:are of outwmut may-well
be wositive wihien ti:ere is actually no aet svatput.
T.e point can be uetter'illustrated o

considering way ¥.L.J. deces not lead to riwa. oun
firs£ appearances, it would seein to because even
when profiﬁ—shares are agreed upon,bthe a.solute
returgs-to tpé-two parties to a contract are once
again indeterminate. i.owever, in ¥.L.3. ti.e net
returns (if any) ratiner tiran gross returas are
shared. Thus, only if tuere is a wrofit

does tiie landowner's contrinution in funds

A



Prophet's statement permitting renting for casas was a
reference to land that was irrigatéd. The principle
deduced from this was that rent was allowed the owner
who had invested in the land in sonme a‘Eorm."L6 uoﬁever,
the very authenticity of the sayings that permit rentinqv
has been questioned.17 Moreover, thue hadiths forbidding
renting are held to be definite and in tihie [rophet's own
Qords, whereas the contrary ones are in most cases the
appended opinions of the narrators of the hadltns. o
Renting of land as a form of tenure found greater
acceptance among the great Islamic jurists. According
to Haque (1977, pp. 316-333), all four of the major
sunni jurists accepted the leasing of land for a fixed
sum of money since it avoided the aleatory element in the
sharecropping contract. Ile does recount that anotler
famous jurist, Ibn jazm (d. 1063—1064) took issue with
this view and eqﬁated rent with interest since it is a
fixed predetermined sum earmarked for the owner irrespec-
tive of thé outcome of thie cultivation (p. £0). Tue
sane view of equating rent with a Eigé contract continves

to be expressed in current Islamic writings on tle

. 19

subject.
In the context of tihe concept of riha delineated

above, renting of land amounts to riba on tue first two

caunts. First, it is a return based solely on
ownership and not any productive contribution.

"Second, even if the owner specified a rent after having



improved'fﬁe land, say oy infrastructure developnent,
theicontract would still entail riba since it
prespecifies a fixed return. 'Ywhis follows once agailn
from tne possibility of tlie cultivator being unable,
for various.reasons—-otAer tauan negligence--to saow

a profit on the land. The value tten accruvings to

the landlofd'is not based on any countervalue
contribution 'since in reality there was a loss.

Hence a contract, that prespecifies a fixed rent is
considered a riba contract muci: as tie fixed interest
case in banking.

Sharecropping and renting nave been considered
unacceptable from an .slamic viewpoint iy some scliolars.
There is, however, consensus on the leuitinacy of
owner cultivation.

3.) Owner Cultivation. & number of diffe-ent

arguments have been forwarded to sanow t.at tune spirit of

the Law is -in favor of owner cultivation. 2 verse of

the Qur'an, to the effect that tne individual only has

a rigat to that waich e strives for, i:as oneen inter-
preted to imply owner cultivation.20 | 3upport for

this view has been drawn also from a saying of tue

Prophet that exnorted people to cultivate tieir own

lands, lend it free to t:eir rot..ers, or leave it fallow.21

The last section of t.e awpove saving as also »een-
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translatedlas "be dispossessed.of the land," ratiher than
"leave it'fallow."22 The former interpretation is.cer-
tainly moré consistent with the Prophet's concern,
earlier mentioned, of not leaving land uncultivated. It
also ties in with CUmar ibn al-Xhatah's (the second
caliph) dispossession of land granted to dilal ibn-iziz
(a prominent companion) because he was not utilizing
it.  This preéedent constitutes an addtional reason on
whicﬁ the case for ownervcultivation rests.23 inally,
a hagith that attributes ownership of "dead land" to
those who cﬁltivate it is used as yet another argument
| .24

for owner cultivation.

Despite. these reasons, ilague asserts that there is
not enough evidence to infer the cohscious promotion
in Islam of owner cultivation (p. 32). He surmises, in-
stead, that the éayings of the Prophet referred to mérely
reflect the “"cohesive unity" of the pristine Muslim com-
munity; vHaque seems to be referring to the promoition
of owner cuitivation as the sole tenure arrangement.
Given that sharecropping and renting of land have been
found wanting, the question is whether an alternative
tenure arrangement can be developed that allows the owner
to lease the use of the land without thereby engaying in

riba.

c.) Profitand:Loss. Sharing. So far, I L.ave shown

that each of the conventional tenure arrangements is

subject to controversy in past and contemnporary Islawic
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writings. Here, I suggest an alternative policy that
appears consistent with many Islanmic views. Yuidls alterna-
tive tenure arrangement is based on principles deduced
for tenure policy by several authors, sone of wion sus-
gest a land tenure arrangement that closelv reseubles
P.L.S.25 Since the aim is to be coasistent witi: t.e
Islamic political economic principles nenticned in Tuap-
ter One, it should come as no surprise that tiis alterna-
tive tenure arrangement is essentially a counterpart to
the contracts between lenders and borrowers in the hon—
agricultural sector. The recommendation of F.L.3. as a
tenure arrangement is closely tied to a particular view
of ownership (particularly that of natural rescurces) in
Islam.26

First, there is tihe view in Islam of property as es-
sentiélly a right to utilize wealt‘a.27 To tiis can ne
added the principle that sets a limit (tl:ree years) on
how long an owner can leave.land uncultivated before
being dispossessed of it.28 Second, the return srom
the power of the soil is God's gift to tiie wiole com-
munity--as are other natural resources--and ot meant to

be appropriated by the landowner exclusively. Third,

the owner is entitled to a return from land only if he
invests in it and to the extent that he invests in it.%
Thus, these principles jointly are consistent wit': and
reinforce the application of P.L.3. as an alternative

tenure arrangement. The attemnt to justifyv tenure
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policies by the analogy of mugaraba (P.L.3.) has con-
siderable legal precedence.

Mallk and Shafi'i accept the application of s.are-
cropping to orchards by viewing it as a P.L... coatract.
Trees that have been nurtured by the efforts of tue owners
are viewed as their capital. To tnem can be applied the
time and effort of the operator to irrigate, pollinate,
maintain and harvest. 7The remuneratioan of tne two nar-
ties in this case is thius deemed to be legally based on
P.L.S. principles.30 Oother jurists such as kbu Yusuf,
Shaybani, and Ibn ijanbal apply the analogy of F.L.3. to
sharecropping in general, viewing land as the capital
of the owner.-!

The latter argument does seem difficult to accepnt,
particularly if one accepts tiie View that the fertility
of the land is a gift for the whole community. TFurther-
more, while capital is actually being risked by tie owner
in P.L.S5., land essentially remains in existence even if
there is a crop failure. Tinally, P.L.S. entails the
distribution of the operating surplus, whereas iﬁ share-
cropping the gross returns are distrilbuted.

Using P.L.5. as an alternative tenure arrangeaent--in
conjunction with the qualifications on owners:iip mentioned
above--would result in a significant ciange in tae bundle
of rights that are vested in the individual ownershiip oif
land and in the nature of contracts, involving land, that

can be legally entertzined. The land owner would ave the
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privilege of investing in the land or else being an owner-

operatbr. If botl: of these options were Dorsaken, the
owner would not be entitled to any return from the land and
would in fact forfeit--witi: compensation--t ¢ ownersi:in

[,

privileges, if the landé were not utilized beyond a certain

Bl

specified time period. If 2 P.L.J. contract were unier-
taken, the oWnérhwould e entitled to an agreed upon.
share of the operating surplus. The renainder wpuld
accrue partly to the operator and partly to the cormunity
by the levying of a tax that appropriates tie return to
the land.

Sucii a contract would certainly avoid Hoth a nrede-
termined return to the owner without conpensating socially
productive. effort, and also uncertainty in tie framing of
the contract, which would involve riba. ilowever, to dis-
tinguish in- practice the shares of thie various parties--
owner, operator, and the community--and itence to nake the
contract operational is extremely complex. Some. com-
ments on this very tricky problem are offered in tiie ne:ut
section. The discussion follows essentially the sane
approach to analysing the P.L.S. contract as wvas utilized

in Chapter Three.

ITI: Analysis of P.L.S. as an Alternative Tenure

Arrangement. This section analyzes tine mec :anics of

applying the P.L.S. contract to the agricultural
sector and the determination of the share

of the operating surplus from land
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that accrues to the state, the operator, and tiie lancdowner.
‘The presence of land, as an additional factor, consider-
ably complicates the already complex issue of deteriining
the share of various agents contributing to producticn.

One'way‘of approaching tihhis issue is to identiiy and
sequentialiy analyze the causes of differential oper-
ating surpluses per acre of agricultural land. 3By far
the easier element in this process is the identification
of the causes. This will be done first. The sequential
anaiysis will follow.

The obvious natural phenomenon contriputing to tuoese
differential surpluses is the variety in tie fertility of
the soil, whiéh will affect output per acre. Location
can also affect the operating surplus. "or example,
there may be a significant reduction in transportation
costs by having easier access to roads and market towas. .
There are several other causes that can lead to a differ-
ential in operating surpluses. First, it could result
from the differences in the quality and tie cuantity of
human skill enmployed on the land. Second, it could re-
sult from the differences in the}extent of capital in-
vestment on the land. Capital investment is categorized
into structural and non-structural in this analysis.
Hon-structural investment would include what normally
is referred to as workiug and fixed capital, such as seeds;

fertilizers, tractors, and tubewells. Structural invest-

d

ment is one whereby the future value of thie lan’ itse
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is significantly altered. tiils could result
from the following: th:e reclamation of tic seil, T e
clearing and leveling of it, building irrication or
drainagé channels.

To distinguisi thie contrimbution of tiese various

elements, I start witii a model using manv si
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assumptions. These are sequentially relaxed
subsequent'sfages of the analysis.

To begin wita, tine ?P.L.5. model is relntroduced aad
illustrated using the siuplifying assumpticns oi 1omo-
geneous soil wita no locational differences, iomogencous
labor, énd the conplete. .absence of long-term structural
investment. Next, tiie assumption about tie nonodeneity
of the s0il and of the locational factors is relared to
bring the issue of differential rent and land taxation
into focus..-Differences in.the.quality of Luman skill
employed on the land will then be allowed for, to see if
that significantly affects the analysis. fThe analvsis
is then exfended to include differehces in structural
investment on the soil.

a.) The P.L.S. Contract with Homogeneous Land and

Labor and with No Structural Investment. Tie basic P.L.S

Je

model of Chapter Three is re-introduced to refresii tue
reader's memory and to clarify the different elements in
it. The principle actors in it are now tiie farmers and
landowners. The farmers in tiiis case are viewed to be

entrepreneurs and will hereafter be referred to as
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operators. They will in all likelihood wori on the farm
themselves, although they will also periori tie overseeing
function and make tlie entrepreneurial decisions. Tue
pool=--in the existing institutional setting--from waicl
they may be drawn includes tenants, owner cultivators, and
landless laborers.

Landowners are viewed as investors. They are comn-
strained by the qualifications on owners.:ip mentiouned in
section one to invest sometiing to retain tue»privileqe
of ownersnip. Beyond that, the extent of thweir invest-
ment is likely to be based on alternative opportunities
to invest and their taste for investment as onposed to
consumption. The implications of tie various cualifi-
'cations on;ownership need clarificatiosn in tie context of
this model.

Ownership rights include the "first rizat" of in-
veésting on one's land. This first righit need not pre-
clude otners from investing on the same land in con-
junction witn the owners, although the latter may pre-
enpt otner investors by advancing all the funds needed by

the operators. To allow for non-owner investment on

P

land, tue broader terin “investor' ;ill e used in th

model. Owners also have t.e right to ¢ ioose anong CoLi-
peting-operators and in addition, tley mav choose t ¢
option of becoming owner-operators themselves.

In principle, tiie modelling of profit-siiares Letvecen

investors and operators would be the same as that
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described in Chapter Three.

Let T =operating surplus or profit pexr zare.

L

pal=profit-siare of investors per acre 1in
return for the investment of their capital.

(1-Re )1r =profit-share of operators per acrec.

(R is a reference to tiie agricultural sector

and is later to bhe distinguisaed froa™m |

which is a reference in this chapter to the

nonagricultural--or manufacturing-sector.)

The calculation of a profit rate is implicit; it is
not needed for the working of the model here, which is
based on the distribution of absolute sums. For e:x-
ample, if K is the total invested funds, ti:en the profit

rate is

R
K
If there are losses in a cgiven time period (for e:ample
due to a natural calamity), the investor loses all or
part of his capital (i.e.K is eroded), w.ereas the opera-
tor loses his expended tiie and ®ffort.

K can be tnought of as the monetary value of tihe
investment in an accounting period coming from all
sources. .?his approacih implicitly assumes ti.at the mar-
ginal and average investment on the land are equally
risky and therefore does not distincuisi between tie

qualitatiwely different kinds of investment that mav be

occuring on the land. This can be a problem where tihere
is more'than one investor (or the operator contributes

to the investment himself) and the investment proce
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lumpy. However, if the investment priorities are
jointly arrived at and there is joint contribution of
funds in any investment, this omission is not sedous.

Assunmptions for this simple model include per-
fectly competitive and smootuly functioning markets,
nomogeneous factors of production, and nmulti-factor »pro-
duction functions, including 1and; fized and variable
capital, operators, and hired labor as inputs.

All of the symbols aibove, stated on & per acre Lasis,
are applicabie to farms of a given size. Differences

in farm size are allowed for at the onset of the analvysis.

The reason for this is that production functions nay

-~

vary across farm size.‘)2 Identical production functions,
however, are assumed for farus of the same size. Two
points related to farm size need further consider-
ation.

First, the use of any factor per acre across farms
6f the same size should be egualized. For example, a
difference in operating surplus due to a difference
in capital per acre may take the form oi cuasi-rents,
waich by definition would not persist in tie long run,

i.e. tiie capital per acre acrogss farms of tie sane size

8]

would be brought into equality due to diminishing marginal
product. From each farm, the rate of return to the
itk investor on the farim (given that there is more than one
investor) will be9nn3% , wﬁefe-ﬁ reprezents the

capital advanced by the it investor as a proportion of
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total investment.

Second, even where land is liomogencois l{ie there i
no structural investnent on it, operating surpluses L&)
vary in the agricultural sector across -ari size. Vo

captures this operating surj

b i

N

.
fo

lus and uow are

gome of the inportant cuestions thls r

8]

S selfore

o

answering these other cuesticip, I illustrate tie siuple
‘model for the determination of profit-si.ares for a civen
farm size.

The demand and supply c.rve for funds would slone
in the same way and for similar reasons 25 in t.e ¥F.L.3.
model for the manufacturing sector. 7The demand curve

may be represented by
On = §(Ba ,Te ),

where Tle is the expected operatinc surplus. The latter
will be based on expectations regarding factors like
flood conditions, the prevalence of pests in the area,

government policy, resource availability, market demnand

conditions, and the tecimmology in use on & farm of a
given size. bh’will also be affected by technolocical
change. The fixity of land will cleaxly save a
on the technology utilized. In fact, t:.is rigidity
can be thought of as a constraint on the position of

the demand curve. In the demand curve shown below,

as Pa falls (i.e. lower saare of profit to landlords),

more people may opt for becoming onerators. In the



limit, it could drav back workers, or tie unemzloy

the cities wiho have farming experience. “ne slope ©
the curve is lhence explained by differences in talents
and local information and therefore in owpportunity

costs. ASAPR falls, moxre pecple will find owperating a

farm a feasible proposition.

0

: Loanable funds
Fig. 10.--Demand for Loanable Funds in Agriculture

The supply curve may e represented by

Sﬂ:g(E& 'Y‘R,1 rTm 4 _)r

and it may ke pictured as slhiown in figure 2 »helow.

e
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'M Loanabhle Lfinds
Fig. ll.--Supply of Loanable Funds in Ag-iculture

h

The supply curve nmay differ in shape from that in the
manufacturing sector due to the qualification on property
rights. The horizontal intercept, M , indicates that in
order to retain possession for the purpose of future
investment, it is possiple that even if p were zero, sone
people may'still invest on the land. The suvply of

funds will respond to some lagged functioin of proiit in
agriculture as compared to industry. Supoly will vary
negatively with past profits frox investuoent in tie man-

ufacturing sector.

o)

\s a simplification, -1 is used ‘o

represent the lag. This time, as Pa becomes lower, more

t.

landowners could be expected to becoiie owner

cultivators.
A higher'eﬂis shown to induce the £flow of more funds into

agriculture.



Thus, I am assuninc that the infornation set of e
operators -and the investors is different. ©is is likely
to be true where the investor sees toe forvardino ox

funds to the land as merely a financial investnent aad
leaves management to tue operator. It is less L7 7

to be true ﬁhe more involved the lavestcy Leowes in v.g
agricultural productioca process and tl:e nore inte:acﬁio¢
engaged in with the operator. uwevertieless, distance
from tne lénd_as well as less direct experience on it
relative to the operator)will certainly limit the inves-
tor's knowledge.h

The iﬁtersection of the supply and demand curves will
determine the level o investment of loanazle #funds in
agriculture and the relative slares of nproiit. T.e con-
tracts will specify the share of tiie proiit ratier tlian
an absolute amount of profit--wiich is not known at tie
time the Contracts are agreed upon. Prespecifying an
absolute amount of profit would amount to riba and
hence be unacceptable from an Islamic perspective.

The working of this model can be illustrated by cone
comparative static exercises. 3everal factors could re-
sult in a shift of the demand curve. Out-migration of
people who possess farming skills, from rural to urian
areas or abroad, would cause the demand curve to shift
back. In this case, Pa could he expected to be lower.
The lower level of investment in the agricultural sector

reflected in the move down aloncg tne supply curve would
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indicaté a smaller numbers oi farms operating on t.e
basis of a P.L.S. contracts.

Anofhef shift, this time in the opposite direction,
could result from, for example, technological innovation.
The premium on funds this implies would result-in an
increased @ . The movement up dong t.e suoply curve
would show tiae increased capital intensity of cultivation.

Similarly, several shifts in thre supplv curve can oe
hypothesized. For example, tax breaks to induce invest-
ment in agricﬁlture would cause tue supplv curve to siift
out. On the other nand, a change in taste, suci. tiat it
becomes more socially acceptable to kecome owner opera-
tors, would shift back tlhe éupply curve.33

| In this framework, an increased cost of production,
perhaps due to higher energy prices, would nerelv reduce
the operating surplus and not snift eituer of tie curves
if that change occurs after the contract nas already Leen
engaged in. Howeéver, the expected profit of the opera—
tors would be reduced, causing a shift back in the demand
curve, if the higher prices are anticipated to persist
or rise further.

Having outlined tiie workings of tie simple model For
farms of a given size, t:e questions related to t'.e co-
existence of farms of different sizes can now be ad-
dressed. Suppose large farms consistently si.ow a greater
operating surplus relative to medium or small sized

farms. Operators would then prefer to work on tiem and
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hence bid Pa up and ‘(l-eh )J--t.e suare oI t..e operators-—-
down. However, thie total operating surplus on large
farms will be greater, leaving remunerations to operators
on larger farms higher than on medium or s:all sized
farms in compensation for the greater eifort.

In equilibrium, the profit rates across farns o:f all
sizes will be equalized, and this will also be reflected
in the return on funds invested tending to ecuality 30
that, for example, |

Roe Al
_rL :-R:‘LE —\"S
(where L stands for large and $ for snall).

Having aésumed hhomogeneous land, I have naturally
said nothing so far about dififerences in operating
surplus tuhat may result across farms of t.e sane size
due to the intrinsic contributions of tihe land itself.
This is the subject matter of the next sub-section.

b.) Allowing for Hon-Homogeneous Land. One of the

Islamic principles identified in section one was tlat
returns to the land itself ére to be shared by ti.e w:ole
community. Given non-homogeneity of land then, even
across farms of the same size, the onerating surplus on
infra-marginal land (that which is more fertile or better
located) wil; be higher. This higlier operating surplus
realized on infra-marginal lands is akin to differential
rents, whose eﬁistence was identified and explained Ly

Ricardo (1%51, pp. 67-83). This point needs furtl.er



elaboration.

The existenc; and size of Ricardian rents depend on
different qualities and location of land. JScarcity is
implicit in their existence since infinite amounts of
different qgualities of land would not result in Ricardian
rents. Theoretically, if farms of the same size {(and with
fhe same inputs) show different operating surpluses, then
this difference is what would be captured by Ricardian rents
in tenﬁra arrangement that allow for the remting of lands.

The concern here, however, is not witii scarcity rents
in general or Ricardian rents in particular, but rather
with identifying that valué which is a contribution of
the land due to either fertility or location. The ques-
tion that follows is how accurately does tie difference
in operating surplus across fafms of the same size re-
flect the difference in the contribution of the land it-
self? If'it is a completely accurate gauge, then the
foliowing iand value tax per acre for farms of a given
size (and using the same inputs) would follow:

T= “l\‘—ﬁl .

(where h and Y indgicate categories of land witl.

high and low fertility).

Administratively, such a tax would require the
grading of land into different categories based on local
level knowledge and past profits realized. Then the dif-
ferential in avérage operating surplus between mafginal

and infra-marginal categories of land on farms of the
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same size (and using the same input) would constitute the
land value ta# and also the Ricardian rent where a zero
tax-is'assgssed'on ma:ginallland. 

This tax may be said to correspond to the EEEE"the
counﬁerpért-of zakat on land--the land tax prescribedkin
ISlam oh the productivity of land itself, for any eérning
beyond the higab (prescribed minimum). A higher tax rate
is prescribed for land that is raiﬁ irrigated than that
for whi;h the owﬁer has provided the irrigation. The
reason, once again, is that in the first case thé wnole
community should gain from what is provided b» nature,
whereas in the second case, the owner is solely entitled
to the return of his effort.34
| Of course, there is still the possibility that fac-
tors otﬁer_than land contribute to differences in
operating surplus across the same sized farms. It was
earlier indicated that the use of factors on farms of the
same size would tend to equality. This would include
the use of capital and hired labor. These factors have
been assumed~to be homogeneous = far, and this assumption
is retained for the rest of the analysis. Some comments
on allowing for differences in'skill among operators are

noted below.

c.) Allowing for Non-Homogeneous Operators. Dif-

féreﬁééé* in operating surplus between different cate-
gories of land for farms of the same size could, for in-

dividual farms, be due to differentials in operator



193

efficiency. However, when computing the land value tax
across different categories of land for farms of the
samé size, such differentials will average out, assuming
that operators are randomly distributed across farms of
differing fertility. The remaining difference will pe
due to the fertility of the soil.

The average profit shares that will be determined for
opeﬁatorsrén the market will result from the performance
of average ability. These shares will probably apply in
a first time contract between iﬁvestors and operators.
Operators with greater than'avgrageuability will there-
foré‘initially bé benefitting their investors, while
those with less ability will be being subsidized by them.
There is no reason why tle efficienéy of individual oper-
ators.ghould~hot eventually show up in a lower eé_in indi-

vidual contracts. Similarly, operators with less than

average'perforhances on a consistent basis would-have
a problem getting contracts renewed.

Another reason for the differentials in operating
surplus on farms of the same size may be due in part to
improvements on the land. This issue has been recognized
and discussed before by proponents of a tax on the value
of land. In the next sub—sectioh, I review the ideas of one
one of the pioneers of land value tax, and in this econtext
the issue-df structural investment on the land will be

considered.

d.) Allowing for Structural Investment on the Land.
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Taxing the rental value of land has been proposed before
for both ethical and economic reasons. In particular,
this idea was popularized by iienry George (137¢, pp. 326~
331), who provided the inspiration for tlie "single tax"
movement. The ethical justification for taxing tie re-
turn to land was that, iven sgarcity, land value exists
either due to the fertility of the soil--which is a gift
of nature-=or due to the location--which results from
the_existepce and progress of the community. In neitier
case is the landowner justified in appropriating tue rent
'since it is not the creation of his effort. The Islamic
view on this issue has been interpreted to be the same,
as was explained in section one.

It h;s been observed that appropriating the whole
rental valﬁe_éf’land will result in the capitalized value

of land falling to zero.>> This can be seen from the

following formulation:
C°~TTT*) Rz:tzz teee
where

Cowmcurrent capitalized value of land:
+=expected rental value at tlmel ;

’

Ti=the tax at time i adjusted to tie rental
. values
L=interest rate.
George was. aware of this but felt that this was part
of the strength of such a tax, since it would discourage
land speculation--which he considered to be one of the

prime causes of the economic ills of society (p. 262).

However, this is felt to be inequitable to t.ose wlo
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recently purchased land since they in effect paid for the
rental values which they would be denied with ti:e tax.
George anticipated thiis claim and devoted a whole chap-
ter to an emotional refutation of it on grounds of jus-
tice (pp. 356-365).

George conceded that complete accuracy in tailoring
of a tax, such that it appropriafes only and all of the
rental value, would not be possible (p. 424). In parti-
cular, it would be very difficult to distinguish the con-
tribution of land from past structural improvements of
the land due to past investment on it. In the limit, the
land itself could have been reclaimed from tihe swamp.
To-avoid discouraging capital investment of a structural
kind (digging canals or wells, building embankments
against flood or reclaiming lahd that is waterlogged or
.suffers from salinity), he asserts that tae returns should
accrue to the individuals responsible for the improvement
(p. 396). In the context of this model, this would imply
that the contribution to value by structural improvements
be separately assessed and subtracted from the taxable

operating_surplus by looking at the differences in re-
turns to structural investments.
1.3 vu_y
PRT Hypam
(where I represents a farm embodying the struc-

tural improvements and .V, an otherwise comparable
farm without the improvements).

The return to structural improvements would show up
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in the share of owners/investors in the P.L.S. model.
Given competition, the return to operators on farms witn
and without improvement--but otihierwise the same--would
be equalizedf Operators competing to work the land tl.at
embodies the improvement would bid'up the share of in-

vestoxs so that

e > Prs

hence

(1—91\4(1~eu),
hut

™ s,

so that one may expect a tendency towards equalization
I 1 v v .

of (l-pp Jw and (I-pa Im . Given that the return to

operators is the same on farms witi and without improve-

ments, the return to the improvements that comes in the

form of a tax break will accrue to the investors, i.e.

the ones responsible for the structural improvements.

Conclusion.

This chapter is sub-divided into two major sections.
The first éection discussed the controversies in Islamic
literature- about various forms of tenure arrangenents
including sharecropping and leasing land for a fixed
rent. TheSe two tenure arrangements were explored in tie
context of the concept of 5125 that was discussed in

Chapter One and found to be wanting from an Islanic
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perspective. I proposed P.L.3. as an alternative tenure
arrangement to be adopted in the frameworik or various
qualifications on ownership that were mentioned in tuls
section.

In the second section, I attempted to show tnat it
may be poséible to extend P.L.5. to agricultural con-
tracts.36 The main claimants in the contract would be
the operators, landowners, and the state. The latter
would claim the rental value of the land that is eithier
duébto location or to the fertility of tihe soil, and
hence from an Islamic perspective, the right of ti:e wnole
community.

Given nobstructural investment on the land, across
farms of any givén size, tae difference in operating sur-
plus is part of the inherent value of the land, as in the
Ricardian concept of rent. 2 tax could be designed to
appropriate'this difference in operating surplus.

The problem is that structural investmént on the land
also contributes to the operating surplus. This problen
can be dealt with by separately assessing and subtractinc
the value of improvement from thé tax on the operating
surplus.

The P.L.S. contract as an alternative tenure arrange-
ment is likely to be even more difficult to enforce than
sharecropping, which is Known to have a higher contract
cost than tihe fixed rent tenure. The reason is t:at in

sharecropping the owner nas to watch for the gross output
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only. In P.L.S., the operator can overatate cdsts
as well as trying to understate output. To some extent,A
the market can enforce honesty in transactions, unless,
of course, everyone is cheating, since operators con-
éistently showing an operating surplus below the average
for their farm size and fertility grade will get a lower
share or ‘be:fired. If dishonesty does prove to be a serious
problem, there would be a tendency towards owner cultivation.
The latter may also be»the case since P.L.S. forces
more risk bearing on the owner/investor than is true
in sharecropping. The inveétor is only guaranteed some
return if there is a profit, unlike sharecropping, w..ere
the gross output is sub-divided. 1In fact, an analogy can
be drawn from the portfolio model presented in Chapter
Three to compare P.L.Sf with other tenure arrancements.
Oncé again; the simultaneous availability of the fixed
‘rent and sharecropping options will dominate (for the
lender in welfare terms) the situation in which P.L.S.
is the.only-option. The consequent negative impact on
the level of investment may be offset by two factors. On
the_suppiy"éide, there would be the constraint on owner-
ship that entails a pésitive investment on the land in
order to retain»ownership. This may encourage total in-
vestment on-;and. On the demand side, operators are now
assuming less risk than in theAtfixed rent contract (most
of the risk borne by the operators) or sharecropping (risk

is shared between the operator and owner):; under P.L.S.,
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most of the risk is borne by the investors. The inpact
of this reduced risk may ave a positive effect cn the
level of investment. As in industry, it may also cihange
the composition of investment towards undexrtaking riskier
investmnent.

Also, as in the case of industry, the sunare of inves-
tors essentially functicns as a profit tax. Thus, this
tenure arrangement will not violate the marginal re-
cuirements of an efficient contract.37

The P.L.5. contract is weighted in favor of tliose
actually Qperating the lands, and in aggregate terms,
it may mean a redistribution away from absentee owners
towards operators. Of course, this assumes well func-
tioning markets with equal bargaining power. Grififin (1974,
p. 90), ,has found evidence of mononoly leading to contracts
weighted heavily in favor of the landowners in share-
cropping. ihe same would apply to the determination of
profit-Shares given the presence of suchi monopoly power.

The nost Bignificant aspects of P.L.5. may be the
following: 1.) -The traditional form of absentce owner-
ship would be eliminated. 2.) There ﬁay be a gradual
elimination of unutilized holdings, because use becomes
a requirement for possession. 3.) Also, sorrowing froi
local money lenders at extremely high interest rates by
operators strapped for casih may be successfully blocked
out. This would come about not only by having laws

against riba, but also by having alternative sources and
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arrangements for tie supply of funds.

An in-depth analysis comparing P.L.5. w1t tae con-
ventional tenure arrangement would be needed to establis..
the relative economic viability of this tenure arrange-
ment. The object here was to present tiie mechanisms oi
P.L.5. as an ethically motivated (from an Islamic view-

point) alternative tenure arrangement.
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CHAPTER FIVE

REVIEW OF PROGRESS IN ISLAMIC BANKING

Introduction.

This chapter reviews t.e evidence pertainine to t.e
practice of Islamic banking. This evidence is scantv
because this banking concept .as only ween put into prac-
tice, in éhy significant way, fairly recently. The
earlier attempts made at instituting Islamic Dbanking will
be discussed separately from wiat 1.as been referred to

as the "Islamic banking moverment," +riric @ came into effect

-

N

in the mid-seventies after ti.e ovil enbargo.” I wvill
not discuss the operational mec:anisns o7 Islamic ankino
or their underlying ethical issues in nuc’ detail here,
since that was largely thie subject of analysis in Chocter
Tvwo.

This chapter is t..erefore divided into two sectioe.:s
The first briefly reviews tihe attempts a2t institutine
Islamic banking prior to t.e estaxlis.nment of tie Islan
Development Bank (I.D.:2.) in Jedda: in 97 —=w..d
Le considered thg starting point of tie »nractical impnle-
mentation of tihwe Islamic banking movement. Thie second
concerns itself with this movement and is presented in
three sulk-sections. I'irst the overall vrogress of tie
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of tﬁé moveﬁent to date will e discussed. Second, t.e
progress of three separate banks, in tlree dilferent
countries, that came into existence as wmart ol tuic
movement will be examined in greater detail. Finally,
the case of Pakistan, wazich is ostensiblv t.e nost
ambitious example of t.is novement, will e reviewved.
This merits special attention because Pakistan aas
undertaken to Islamize its Wuole‘banking systeim.

I. Early Islamic Banking Bxperiments.

<

fforts to establisih transactions on an interest-irec
basis date back almost as far as the first thieoretical
works on the issue. Unfortunately, very little informa-
tion is available about ti.e details of tiese euperiments,
but for tiae record, it is possible to state wihere and wo.en
tney occurred.

The first attempt to estalilisnh an interest-free ank
in Halaysia came in the mid forties. This was uns.ccess—
ful, but in 1962, the govVernment started a rilgrim's
ranagement Fund, wiicl. invested prospective zilgrias

savings in real estate and plantations according tco

India's Jamat-e-Islani (lind started an interest-“rec
loan system in 1262, in which a xere ten collars was

-

L 1sers, as and woen t.e need

circulated anong about fifty
occurrec. 2y 1901, the total resources of these inte:

free loan societies increased to %.5 nmillion, and over

taree hwundred thousand people had used t eir services.
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About one hundred of these szocieties are now operatin:g in
tiiirteen of India's twentv-tuwo stetes. wleir Lasic

function is to rely on donations and <ewosits to wake

mall

cale interest-free loans against collateral suvaot

%
o

[44]

s jewelry. Fo interests is peld on thic denosits.
More is known about tl.e wost innovative aml succens-
ful evperiment with intcrest-ifree bankin;, vooich tooit
place in rural u%’DL in i%063. Tiis was descerised i Sono
detail in Chapter Two (rpn. ©0-%2), as one ol the altevraa-
tive institutional Forms embodying interest-Iree baniinc
llere 1ts progress over & taree-vear perilod ic r“viewcd.l
These rural bhanks orxerated thrree accounts. rirze,
a saving account could be started wit & aininum deposic
of five ﬁiasters (aiot ten cents). o interest was
due on.these accounts, but depositors were entitled to
a small short-term interesi-""aa Thaa "oo ool Rie
ventures tiney cliose to undertake. The bank's technical
assistance was made available to tiiem ror tihis purvose.
second, an investnent account drew deposits, it unlike
saving accounts, restricted witndrawvals from it. These
funds were invested on a2 P.L.3. hasis, eit er Alrectly v
the Hank 1in rural projects ox thro.g  t.e arenc of loc
entrepreneurs w:0 verc in need of funds. JUoivd, a social
services fgnd drew EELEE from the cuaritalle in tie
nunity and distributed it to those wuo were in diffic: 14y
as a result 6f unforeseen mislortune. Tue categories and

oneration of these accounts are verv siunilar, if not
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identical, to tiose adopted by current I7iddle Bastern
joint stock Islamic banks (Chnapter Two, np. 75=-81).
The table below reviews tie progress of ti.ls Lgyptian

experiment over a taree vear period.

o
Table 1Y

mural Islamic Zanking Project in iigyot

12353 6
3aving Deposits: 25,000 125,000
Investnent Dbeposits: 25,000 73,QQQ
Investments Financed: 0 30,000

The growth reflected in the nunbe

e

3 asove 1s inwres-
sive, especially considering tiat tihie »pDroject started ouvt

g

with one room and a smnall staff. The sank Zuncltioned o
a cautious basis, rejecting, on the average, £0.5 of loan
applications in its first tiiree years. fThe deiault

6
ratio was zero in economically food tiliies.

The success of tlie proiect in part resulted froam t.e
direct varticipation of tiie local community. This re-
sulted in a favorable response of saviungs. XLlso, Zecause
transactions were ased on intimate contact aand mutual
trust and because tlie interest of the comiunity was di-
rectly at stake in tiie transactions, a fair anount of so-
cial pressure was present as a chieck on t.e borrowvers.
Demands from neiguboring comnunities, whicl annreciated
the ethical and decentralized approacihi of the bank, wmus -

roomed. In 139¢7, four more brancies were added to tie

initial (Mit Ghamr) bank, and eigint new banlis were owened.



After three years, there were sixty thousand depositors,
and when the project ended, there were close to a million.7
It seems that the very success of the banking project
was actually the cause for its failure.
Training the required personnel, wiho were very care-
fully selected, was part of the problem.8 tiore serious
was the challenge this project presented to vested in-
terests. Traditional banks became antagonistic as funds
were transferred to Islamic banks, and the local bureau-
cracy was threatened by the local leadersahips and parti-
cipation engendered by the decgntralized arnroach of the
banks.9
Egypt was also responsible for producing the first
successful:urban-based experiment in the form of an Is-
lamic welfare orientecd bank, called the Hasser Social

Bankglo

This was establisihied in September 1971, started
operations in July 1572, and is still in existence.

The main objectives of tue bank were stated to be the
granting of interest-free loans for small projects on a
P.L.S. bésis, assistance to persons facing unusual mis-
fortune, and loans to needy students for university and
higher institute educatioﬁ.

The account structure of the bank again is similar
to that described in Chapier TQo. The bank's capital -
also includes funds allocated by presidential decree
from extra-budgetary resources, appropriations from the

state budget; and contributions from the Ministry of
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Wakfs (charitable foundations).
‘Some evidence of the size and direction of the bank's
activities'can be gleaned from the following table.

| 8rable 2
Nasser Social Bank, Egypt

( million Egyptian £ 's)b

1877 1978
iL.ssets’: 126.1 163.9
Deposits: 34.5 €0.0
Social and Productive Loans: 25.8 33.5
Investments: 12.8 17.0
Current Surplus: 3.1 10.7

a Table drawn from a balance sheet presented in
"Banking Structures and Sources of Finance in the
Middle East," ed. by Bankers' Research Unit (London:

Financial Tines Business Publisiing, 1980), pp. 17&-
180.

b $1.00 U.S.=1.22 Egyptian in mid-September 1981.

Despite its welfare orientation, tie bank does claim to

be financially viable and in 1979-1930, it announced a

profit rate of 9.5% on investment accounts.

II. Islamic Banking :ovement.

a.) General Descripticn. - The main elements in t..e

Islamic Banking Fovement are tie I.D.3. (Islamic
Developmenf Bank) and the more recent umbrella organ-
isation called the Dar-al-Mal Al-Islami (Islamic House

of Funds) or the D.M.I. (registered in the Bahamas)

. founded in 1981. 1In addition, there is the International

Association of Islamic Banks (I.A.I.B.), which was set
up as a technical advisory institution for

Islamic banks in August, 1977, and an
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International Institute for Islamic Bankiag and Economics,
set up in Lefkosa, Cyprus. Tue various instituticns
excl:ange information in freguently l.eld seminars. The
Institute, which is designed to be tie training center
for a cadre of Islamic »ankers is, alon¢ with the I.A.I.E.,
one of the co-ordinating elenents. of the movenent, wiic:
nas already seen estaplisiment of individual Islanmic
banks in Egyot, Sudan, Dubai, Sharjal., Kuwait, and lDa.u-
rain. Perhaps the most critical element in this movement
will be the outcome of the experiment to Islamize tle
whole banking system which has proceeded in Pakistan and
is under active ¢onsideration in Sudan.

The I.D.B. has an autihorized capital oi two billion
Islamic dinars (I.D.:-about $1.25 U.3.). It started out
with twenty-seven member countries and now nas a membher-
sihiip of forty~one. Its main objectives are to promote
a harmonious and balanced development of member countries

hrough mutual financing and economic co-operation. It
encourages trade and the transfef of techinology among
member countries, provides technical assistance, and funds
researchh. The cornerstone of its policy is stated to be
the replacement of interest by co-operation in all inter-
national dealings on the basis of P.L.S..il

I.D.B. accepts deposits from individuals and tue
government. It disburses its funds for productive pro-

jects on the basis of eitier direct interest-free loans,

eguity financing, or P.L.S. 1In 1981, out of a total of
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I.D. 114.85 million devoted to project financing, 22.67
was allocated to agriculture and agro-based industries,
52.5% to industry and mining, and 23.9)s towards infra-
structure and utilities. Forty percent of project £i-
nancing was based on equity participation and about
twenty-seveﬁ percent on interest-free loans.12

3ince its inception, the financing of foreign trade
has drawn most of its funds. About seventy seven percent
of the value of its 1981 activities (I.D. 507 million)
was related to foreign trade.13 The cunmulative total
percentage of its operation devoted to foreign trade up
to l§81 was about sixty-seven percent.($1.5 billion).l4
It has shown an interest in promoting trade among menber
éountries and in_particular‘the exports of poor Muslin

15

countries. This focus on trade reflects the fiscal

conservatism that is central to tae I.D.B.'s operations.

Recently,vit declared its inteﬁtion to provide grants
to its poor members, for the preparation of feasibility
studies. A lack of suitably prépared project proposals is
' said to deter them from getting their "fair share" of
project and loan allocations.16

The I.D.B. has found a sihortage of trained manpower
to be one of the main bottlenecks retarding the progress
of its operations. To cope with this, it intends to open
a training insitute in Jeddah in the near future.

The D.H.I. seems more dynamic in terms of the overall

growth of the Islamic banking movement. It intends to
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raise one billion dollars (5350 million raised so far)
fhrough the sale of equity and use these funds as a

basis for establisiaing an international network of busi-
nesses»run exclusively on interest-free Islamic lines.l7
These include Islamic investment and insurance companies
and banks. Since its foundation, it has opened subsidi-
aries in Guinea, Gabon, Banglades!, Malaysie, ancd Turkev.
The last two are reportedly resisting D.ll.I.'s overtures
since it insists on majority participation (at least 513)
in the operations it helps to éstablish.18 It is, however,
currently in various stages of negotiations witi. Senegal,
Nigeria, Niger, Upper Volta, Benin, Toga, Philippines,
Singapore, and Pakistan. In addition, to cater to Mus-
lim communities in the ‘Jest, it has establis.ed opera-
.tions in the Isle of an, Lux embourg, London (First
Interest-Free Finance Consortium) and Philadelphia, and
it has planned investment houses for lew York, liest
Germany, ﬁéibourne, and the Netherlands.

Two other large iiddle Eastern financial companies
have also manifested intefest in Qperating banks on an
interest-free basis in the West. One of these is a
subsidiary of the Luxembourg registered Islamic
Banking System (1979). It is responsible for Britain's
first Islamic bank, opened in August 1982 in London. It
reportedly seeks to attract émall investor deposits among

. e ) . . 2
Britain's Muslim,é community of two million.l’ The other
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is the Riyadh based Al-Rajhi Company for Currency Ex-
change and Commerce. It also has initiated a venture run
on Islamic banki;g principles in London, called the
Al-Rajhi Company for Islamic Investment.20 liowever,
these companies seem to be following a more cautious
policy, and none of them has shown the same interest in
international.expansion tliat D.l.I. has.

The D.M.I. president also jointly l:eads the Inter-
nationalAhssociation of Islamic Banks (I.M.I.B.) and the
Internétional Institute of Islamic Banking and Economics.
The I.A.I.B. was set up to proffer techinical, legal, and
managerial advice in the formation of Islamnic banks.

It is mainly researcu oriented, and in ti:iis capacity

as an information collecting and disseminating organisa-
tion, it has helped in tihe establishng of several of the
currently operating tliddle East banks, including tue
Faisal Islamic Banks of Egypt and Sudan, wihich will be
reviewed in more detail below.21 One of its important
current pr@jects is ti.e preparation ;E\an encyclopedia of
Islamic banking. It also recently participated in organi-
'sing a symposium (along with tihie Syma Institute in Xoln)
in Baden-Baden, West Germany on Islanmic banking.22 The
association is also attempting to-play & role in forging
co-operation among the various Islamic banks and in co-
ordinating their activities.

The I.A.I.B. significantly participated in the forma-

tion of the International Institute of Islamic Banking



(I.I.I;B.). The I.I.I.B. is desi@ned to be & uulti-lingual
educational and training center. Its s.ort-term goal is

to meet tiie immediate need of banking personnel in tiie
Islamic banks, by awarding a one year diploma, starting
with one hundred students in October, 1982.23 It ﬁlans

to be awarding masters and doctorates by 1985-1986 in

24

Islamic economics and banking.a‘

There aﬁe a host of supporting acadenic and IZinancial
institutions that directly aided the formation of tuis
institute and are in general providing the impetus to tle
Islamic. banking movement. hese include the 2AlAzhar
University, Islamic University in Islamabad, the Islamic
Secretariat, and the Islamic Council of Zurope, among
ot’uers.25 There are also otaer researcn institutes that
are co-ordinating research activity in tnis field, suca
as the International Centers for Researci in Islanmic
Economics in the King Abdul Aziz Universitvy, Jeddah,
the Islamic Foundation, Leicester, and tiie Scnool of
Islamic Economics,in the Islamabad University.

Islamic operations appear to be cropping up spontane-
ously in several ccuntries along with the main movement
that has its origins in the iliddle East. 1In India, plans
were announced for the conversion of an urban credit
co-op society (Bait Un Hasr), founded in 1276, into a
a P.L.S. Islamic bank. 3outh Africa has Jamme Ltd.,
established in 1976, and more recently Wonder Accessories

Ltd. These companies function on a P.L.S. basis, but
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unlike banks cannot accept depbsits. The Amanali Bank in
the Philippines, which had earlier started interest-iree
deposit accounts, has recently started a iuslim develop-
ment fund.to operate on a P.L.S. system.26

The Middle East banks that were established in tre
late seventies now appear to be fairly well entrencied.
They functién on the operating principles described in
Chaptef Two. The Xuwait Finance ilouse (started in 1979)
is reportéd to be doing well and is outmatching commer-
ciai‘banks run on an interest basis. The table below
illustrates some of its gfowth statistics.

Table 32
XKuwait Finance (louse

(million $ U.S

197¢ 1980 1981
Gross Assets: ———— ' 596 1240
Total Deposits: ———— 526 1650
Profits: o 13 44 (over 132)

a This table is drawn from statistics reported in
Arabia, Sept. 1982, p. 52 and from an article by
Pamela M. Smith, "O.P.E.C. Surplus Funds: Arab
Institutions Play a Greater Role," Middle East

Review (Essex: World of Information, 1982), pp.
5 7-58 .

The Kuwaiti Finance llouse is a state venture and
is active in promoting and participating in Islamic
institutions in Pakistan, Bahrain, and Dubai.

Dubai's Islamic Bank was established in 1974. It

reported the following table in its Annual Report as an

-

indication of its progress.
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Table 4°

Dubai Islamic Bank

1978 L1880 18g
Checking Account 1622 1955 3383
Holders .
Saving and Investment 2023 2278 2915
Account lolders _
Mudaraba and Musharika 141 335 953
Operations

a Based on Dubai Islanic Bank: Annual 2eport 198
Dubai Islamic Bank Printing Press, n.d.), n. 10.

il

Although the bank admits to.having~had to liquidate
projects that were proving to be failures, it stili re-
ported a nét.profit of over 16.3 million dirhams in 1581,
‘which was a 46% increase over the 1960 profit figure of
10.9 million dirhams.?’

The Bahrain Islamic Bank, (founded in 1979) announced
a profit share amounting to a $.5% return on its invest-
ment accounts. It also announced a 5.25% return to
saving account holders, which is a questionable practice
from an Islamic viewpoint. Interestingly enough, the
bank mentioned the high rate of interest in the U.S. dol~
lar was causing funds to incline towards deposits in dol-
lar accounts. and hence resulting in a local ligquidity
shortage.ze'_Also notable is that Saudi Arabia, which has
large equity particiaption in several Middle East banks,

has as yet not granted a license for the formation of a

local Islamic bank.22

I have been able to procure more detailed

information on three of these first
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generation joint stock Islamic banks in the Sudan, Egypt,
and Jordan. A separate sub-section nas been devoted to
reviewing the progress of these banks, in tie context of-
the respective country's movement towards Islamic
banking.

b.) Islamic Joint Stock Banks--A Review of Progress.

1.) sudan. Sudan‘'s first venture into P.L.S.

panking is'the Faisal Islamic Bank (Sudan). This
started 6perations in 1977 and is capitalized at six
rillion Sudanese pounds ($1 U.S.=1.l1ll1 sudanese £'s). The
Faisal Islamic Bank offers the usual checking, saving

. . 30 . .
and investment accounts as depositing options. Ciiecking
account deposits are guaranteed. The explicit consent
of depositors is needed to invest these funds since no
return is due on guaranteed deposits. Saving accounts
differ in that to encourage deposits in these accounts
depositoréJmay be given the special privilege of drawing
funds for financing a small project or thie purciase of
productive or consumer durable goods on a mugaraba or in-~
terest-free loan basis. No interest or profit, however,
is due on these deposits.| Funds in investment accounts
are not guaranteed ané are forwarded to borrowvers on tie

basis of musharika, mudaraba, or murabaga; these were

described in Chapter Two [(pp. 75-01) as alternative
financial instruments on wiich P.L.3. banking functions.
As a general policy, for its snare of tne effort in

arranging, appraising and managing projects, in a
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of the profits--although this share can vary at the dis-
cretion of the bank. Wheré the bank 1is content to let
the borrowers (entrepreneurs) manage a project, it allows
thiem between 25% to 35i% of the profit as a share for man-
agement. The remaining profit is éhared according to the
share of each party in the capital of ti:e operation. TFor
mudaraba, where the bank merely supplies the capitai, tae
managemeht share of thie profit goes to tie borrower.

The bank claims that in practice no fixed percentage
profit share applies, and each case is dealt with on its
merits depending on development priorities and duration
and difficulty of the project.

The bank has cited several problens in its operation
that are nbteworthy. First, the calculation of fixed
assets in valuing a partner's contribution to a project
has been pfoblematic. 'or example, objections have been
raised about using the book value of a plant to determine
the yearly capital contribution of fixed assets. 3econd,
Sudanese tax laws have prevented the inclusion of a
bank's share of profit as an item of cost, whereas in-
terest is .generally allowed to ke included as such.

‘Third, the}bank has iiad partners that refused to liguidate
after their operations have been delayed beyond a stipu-
lated time; Questionable intentions may have motivated
‘some of these delays. TFourth, the bank has i1ad somne

problems explaining its new mode of operation and
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gaining acéeptance for its formulae for proiit and loss
sharing. Fifth, the bank has found itseli coping witi

.a heavy managerial burden tinat included project evalua-
tion, close follow-up scrutiny, and obtaining data to
assess information supplied to it.by clients. In general,
the bank'foﬁnd sudden changes in the state's financial
andimonetary policies, together with bad managenent among
its borrowers, to be the dause ofAlower profits than anti-
cipatéd. Despite these problems, the bank does seem to

be showing signs of success and growth in its first few
years of operation. For example, in 19280, ninety nine
percent of>its operations realized a profit--out of

more than five hundred completed.S; Table 5 below sum-

marizes some of the salient growth statistics.

Table 5°

Faisal Islamic Bank of Sudan
(million 35udanese f?s)‘

1979 1280 1931
Assets 31.41 67.35 138.36
Deposits
Checking 15.13 26.12 49,40
Saving . .77 1.29 2.7
Investment 2.72 4 £.0€ 40.08
Investment Operations 10.78 25.31 44,15
Het Profits 1.05 2.5¢ 10.29
Percentage Return on 4.7 14.8 i15.9

Investment Accounts

a Data drawn from the 1980 and 1982 xnnual Reports of
the_Faisal Islamic Bank of Sudan. The numbers are
probably not in constant prices.

It seems that the overall public response to thie banl:

is fairly positive, even though until 1581, tie forwarding
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of funds to the investment account siows a cautious
attitude on the depositors' part. The success of tiis
experiment has started a move for its expansion. TFaisal
Islamic Bank itself is expanding, and two new Lrancles
were added in 1981 to make a total of eight. &lso,
three companies run on Islamic principles (islamic In-
surance Company, Islamic Company for Trade and Services,
and the Islamic Company for E:xchange) have been set up
~that are affiliated to it. The Islamic Bank of .estern
Sudan has acquired a license for operation, and the
Gezina Bank and the Islamic Solidarity Bank have applied
for them._32 The Sudanese government is planning a study
on the Islamization of its entire banking svstem, and in
the'interim, it is planning to open interest-free bzanking

. . . . 33
units within each commercial bank.

2.) ngpt. Egypt alréady.has three Islamic banks.
There is the earlier discussed Nasser S3ocial Bank, fol-
lowing which came the Faisal Islamic Bank (1977). The
latter has a similar operation procedure as the Faisal
Islamic Bank‘of Sudan. It too offers a checking,
saving, and investment account. It accepts a mininum
of $200 for at least a six month preriod in its investment
account. Funds in investment accounts are again for-

warded on the basis of musharika, mudaraba (autaorized),

and murabapa. Deposits in "authorized" accounts are in-
tended for specific projects financed by the bank, wiereas

those in "unauthorized" accounts merge into a bank's
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general investment fund--which include the bank's own
funds drawn from tne owners of its stock

In musharika ventures, tiie share of management is
first agreed upon, and the rest is divided.according
to the share in the contributioﬁ of total funds by tie
borrower) the bank, and tihe depositors. The share of
profit returned to the bank is allocated hetween its
snareholders and investment account nolders according to
the ratio of the bank to tihie investment account deposi-
tors' contribution of funds. Similarly, in tle nudaraba
contract, the borrower, wino contributes no funds, is
only entitled to an earlier agreed upon share of pro-
fits for ménagement. In the caée of loss, unless negli-
gence can be proved, the suppliers of funds bear the fi-
nancial bufden. Tie bank orperates a reserve fund to
‘cover losses into whicl: ten percent of tiie bank's
distributable share of profits go. This deduction ceases
wiien the fund eguals one hundred percent of thie bank's
capital.

‘The murEbaga sale is conducted sligutly differently
in tﬁis case as compared to the Sudanese pank. Tie
Sudanese bank clients, on bel:alf of wiion a specified
commodity has been purcihased by the bank, are not liable
to repurchase it from the bank. Tlie Egvptian bank cbn-
siders the repurchase mandatory. Tihils procedure is
clearly a departure from P.L.S. in.tnat a fixed pre-

determined return is specified. The Sudanese bank
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justifies its fixed mark-up on the grovnds that it is
assuming the risk of a client not repurcihasing a coixmodity
the bank acguired on his or her behalf.

‘The Faisal Islamic Bank of Egypt's sannual lepoxrts

do reveal some_shccess. Although it was initially capi-
télized ét eight million, t.is was said to be raised due
to popﬁlar demand to forty million by 1979. Deposits
were then coming in at a rate of $4.5 a montih withh an ad-
dition of a thousand new clients a mont‘n.34 It nas been
observed that this succees is despite the fact that a
return of 12% on the bank's investment account for its
first Year in operation was less that what a corresponding
amnount invested in an interest bearing account would have
yielded.35 Actually, waere bota fixked interest and P.L.S.
options are available, borrowers undertaking high risk
projects may be expected to patronize Islamic banks, w.ere-
as the demand for projects with a fairly certain outcoae
may well be met elsewhere on a fixed interest basis.

The following table siieds some light on the progress
of this bank.

Table 6 2

Faisal Islanic Bank of Egypt
‘(million $ U.S.)

1979 15830 19gl
Assets. 38.74 127.56 506,88
Deposits: Investment 16,06 131.73 436.3C
Checking and Saving 7.56 5.27 32.54
Investment Operations 24,03 129.19 280.:¢
Net Profit 1.37 9.81 22.37

Percentage Profit = = oo 12.03 12.50
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a Data drawn from the 1980 and 19¢€l1 Annual Reports of
the Faisal Islamic Lank of Egypt. The numbers are
probably not in constant prices since there is no
mention of any adjustment of the figures.

This table does indicate the rapid rate of growth of
both'deposit and investment operations. The enthusiasm
following this initial success has lead to the establish-
ment of three new branches.in Alexandria, Assuit, and
Cairo, and three new ones in Tanta, Suez, and tle cairo
subufb of Heliopolis are to begin operations s;xortly.36
The suéCgss of Faisal Bank has.probably also been
the cause of the formation of the Islamic International
Bank for Investment and Development in 1982, basea in
Cairo (cépitalized at $12 million) witih branches at
Minya and Tanta, and a network of up to seven branches
planned. This bank came equipped with a host of subsid-
iary organisations, suchk as the Islamic International
Contracting, Real Estate, and Trade Companies. Other

subsidiaries planned are an insurance company and a tech-

nology'center.37

38

3.) Jordan. The Jordan Islamic DBank, formed in

1978 with ah authorized capital of four million Jor-
danian dinars ($1 U.S.::about .33 J.D.), was Jordan 'S
first venture into P.L.S5. (joint stock) banking. 7This
bank maintains two kinds of accounts. Trust deposits
receive funds which are intended for safekeeping and are

therefore guaranteed. The bank is authorized to use

these deposits at its own risk and responsibility,
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altiiough no return is paid on these accounts. In
addition to trust deposits, tiere are investment ac-
counts, whicih are referred to as "joint" or "specific"
investmenf accounts. They are the same as unauthorized
or ‘authorized accounts.

An additional feature is the subdivision oif in-
vestment accounts into saving, notice, and fixed ac-
counts. They are distinguished for P.L.S. purposes oy
the proportion of total deposits in these sub-ac-
counts which participate in investment. For example,
90%’_of a fixed account participates in investment;
whereas only 70% of a notice account does so. These
participation ratios are used to determine waat pro-~
portion of the profit snare that is due on investment
accounfs will accrue on the various sub-accounts.

Thus, if the net profit share on investment amounts to
an 8.2% return on capital (figure for 1980), then 7.47%
(.9%8.2) is forwarded on the fixéd.investment sub-ac-
count. The bank's policy as determined by the Board

of Directors in 1979 is to allocate 503 of the net pro-
fits realized by investment operations to an unauth-
orized investment acccunt, 30% to the bank for its man-
agement, and 20% for a reserve fund to cover investment
‘losses. The deduction to the reserve fund collected is

reduced to 10% when the fund equals the bank's capital

(=]

and is eliminated when it is twice that. Priority in
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investing funds is given to the deposits in investnent
accounts. The bank can invest its own fund (those
drawn from its stockiiolders) and draw its sliare of pro-
fit on it, when the amount needed for investment ex-
ceeds tie total balance in investment accounts. 1In

thie case of authorized investment accounts, 75 of the
profits returned to the bank go to the depositors, and
tie bank retains 2555. The pank's literature does not
explain'the mechanism of P.L.3. sharing between itself
and the borrowers.

Investments are once again based on nmugaraba, musii-

arika, and murabaha. In addition to using funds in tle
investment account and its own funds, tiie bank can issue
'bonds. These are a counterpart to the aut.horized and
unauthorized deposit accounts, so tuat the aclders of
the former share in the profits or losses of a specific
project, while tine holders of the latter share in the
outcome of the bank's generalized investment. Islanic
participation certificates (another name fo: these bonds)
were described and compared witli common stock in Clhapter
Two (pp. »03-105).

The Jordan Islamic :tank @lso indicates a fairly
rapid growth rate in its deposits, as sihown in Table 6
below. Jordan has also shown signs of expanding its
conmitment td Islanmic banking, thougihi not at tlie same
rate as Sudﬁn or-Egypt. Since the formation or tue’

head office in Amman, a new branch was set up there in
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1981. A third branch was set up in Zmman in 190 as

[

14
was one in Zerqga. Aanotuer bank is currently being esta-
blished in Irbid.
\ a
Table 7

Jordanian Islamic Bank
(million Jordanian dinar)

1979 1220 156l
Assets 7.26 13.71 2C .94
Deposits:
Checking - 2.53 £.52 10.71
Investment 2.41 6.03 11.85
Investment Operations .73 2,47 9.75
Net Profits ———— .014 e—e--
Percentage of Profits ———— 8¢5 W me=—-

Distributed to Depositors

a Data drawn from the 1980 and 1931 balance sheet and

from the 1979 and 19€0 Annual Report of tne Jordanian
Islamic Bank.

In 1982, a new Islamic Investment liouse was set up,
with an authorized capital of JD four million. This
company is not intended to undertake siort-term trans-
actions, but rather to involve itself in mediim to lonag
run projects, unlike the Jordan Islamic Bank, which
focuses solely on sihort term transactions.

All three of the banks for which some data are pre-
sented do seem to indicate a fairly notable take-off. A
few gualifications concerning their performance are in
order. The Jordanian Islamic Zank itself stated in its

1980 Annual Report that "banks usually do achieve big

leaps in the beginning of their lives."39 Growtli from

a small base can lead to a misleading impression about
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a bank's long run success, especially wien the data is
converted into percentages. Interestingly enough, the
Jordanian bank also revealed that it was drawing de-
positors who were hiding bank notes at home for years,
or depositing funds elsewhere without claiming interest.
The drawing of such clients is of course what tixe suc-
cess of these joint stock Islamic banks is premised on.
Another point to note is that these banks have been
‘investing in felgtively risk free trade oriented pro-
jects. The Faisal Islamic Bank of Sudan, 4% of wlose
investments were allocated to industrial projects in
1981, noted that this was deliberate policy. In its

19380 Annual Report, it noted as an objective: “the

realisation of reasonable profit in the shortest possible
time to prove the feasibility of realising profits
through a non-interest systen of‘banking."40 It has
since indicated diversifying towards medium term
finance.4l‘ The Faisal Islamic Bank of Egypt also in-
creased its production (as opposed to commercial) opera-
tions in value from $.7 to $3.45 million.?? In Jordan,
as mentioned above, a new investment house was set up

to cater to medium and long run operations. This

trend would have to continue since the ability suc-
cessfully to provide venture capital for developnent
projects is stated (as was pointed out in Chapter Two)
to be one Bf-the strong points of Islamic banking.

Finally, there is a dearth of independent hard



evidence on the procress oi tuese zanks, and taerelore

'
i have relied on bank reports to assess t.elr peJsiolr-
mance. While delibperate misvepresentation is unlixely,
it is cleérly in tie various banks' interest to present
a positive picture.

Having discussed tiie exverience oi some indiviauval
joint stock islamic Lanks in ciife ent countries, . uow
turn to tiue examination of an experiment to lslamiz

tie whole banking system.

c.) Pakistan: &n Sffort to Islamize t.e sanking

system. Pakistan aas enparked on a phased p ouwess of

Islamizing its panking system. Irior to t.e official

announcement of tue inception of pnase one, ééQe;al
govesnment investment corporations were said to e
already operating on F.L.35. principles. starting
July 1, 1979, interest was said to be eliminated fron

tie operations of tlie National investment sust (7.1.7.)

,
t.ie investment Corporation of pakistan (I.C.P.), and t.e
liome Building r'inance (orporation (.2.r.C.). & <cuple
of financial instruments were introduced to facilitate
tixis process.

Participation te.m cer-tificates (P.7...) were in-
troduced to eliminate t.e use of ceuentures in t..ese
corporations; and, in tie lony run, from corporate
finance in general. F.T.C.'s resemble nreferred stock

insofar as thie owners uiave <claim to profits prior to
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common stock holders, and no ownersalp rigots are im-
plied by their possession; They are also readily trans-
ferrable. OCne important difference is that instead of
deferring dividends during down periods, P.T.C. owners
are intended to share losses (beyond retained earnings)
in the same proportion as tiney were expected to sha;e

in the profits.44 This implieé an erosjon in the value
of the funds put forward by the individual investor.

The flotation of tae Mugaraba Control Ordinance in
1980 gave fise to the second of these two iinancial
instrument_s.45 Companies were encouraged to float
nudarabas and issue mugaraba certificates for specific
projects to raise risk capital on a P.L.3. basis; T.e
prospectus of the mugarabas, winicii includes tiie proposed
business.operations and policies, its caritalized value,
and the mode of profit distribution, :as to be cleared
by a religious board appointed by the qovernment,
Bankers Equity Limited was launched in October 1979 as
a government corporation designed to act as a mudaraba
conpany. These two instruments are a way of raising

funds withoﬁt the intermediation of tie banks. P.T.C.'s
are in this case the equivalent of unaut.iorized ac-
counts, whereas mugaraba certificates are like funds
forwarded into autihorized accounts.

Funds used by selling tixe certificates are intended
to be used for financing industrial projects, real es- |

tate, trading activity, and the leasing of industrial
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equipment.d‘7 Théy were also intended to draw sone of
the funds deposited in the P.L.S. accounts, waen tue
first phase of interest free banking was instituted.

On January 1, 1982, the first phase was officially
instituted, and all existing baniks began operating P.L.G5.
account counters. These accounts function in mucn the
same way as those described in Chapter Two. P.L.S.
saving.accounts allow eight withdrawals in a year, and
up to a maximum of Rs. 15,000 (3Sl=about 2s. 12.75, Oct.
1982) can be withdrawn in any given month. Investment
accounts accept only multiples of Rs. 1,000 for a six
month to a five year period. &dvance notice is re-
gquired for withdrawals.48 The operational procedure
of the banks envisages poolinglthe profits returned to
ninimize risk on any individual account. & ninimum of

% to 10% of these profits are also to be earmarked for

a reserve fund. It was stated that the greater the fund,

the greater would be the bank's ability to insulate

members against risk.49

The issues of Raving unauthorized accounts and in-
sulating members against risk again raises the same kind
of ethical questions that were discussed wlien reviewing
Islahic joint stock banking in Chapter Two. Once again,
having mugaraba certificates transferrable is question-
able oh the same grounds as was the encouragement of a
marKet in participation certificates. Other practices

in the Pakistani experiment have also touched off a
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heated debate in the Pakistani press.

In the first phase of the interest-free banking, tue
P.L.S. funds are being allocated to safe avenues and on
a guestionable basis. These include the following:
the financing of government trade and commodity oper-
ations on the basis of a fixed mark-up in the price;
dealing in letters of credit for export »ills on thé
basis of‘a specified commission or exchange rate differ-
ential; dealing in import bills on the basis of a mark-
up in price.5 In each case, the element of a fixed

redetermined return to the banks has been found ob-
jectionable.51

Another issue brought up is tihat the funds in
P.L.S.'acc§unts (less tiian 4% of total deposits in
banks)széarexnot yvet :being forwarded as venture capital.b
The next pﬁase of interest-free banking, due to be in-
stituted in fiscal 1983, is now being discussed, and it
is intended to rectify this shortcoming. Severai finan-
cial instruments are being forwarded as the basis of
financing working and fixed capita1.54 Taese, however,
are likely to keep the above-mentioned debate going,
since at least two out of tihie tiree financial instru-
ments mentioned still appear to involve in their fér-
mulation a fiXed pre-determined return to tiie lender--
“the exception being mush3rika, to be used to finance

working capital in industry.

53
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sing, are

b‘\

The other two, hire purchase and lea
claimed to be increasingly used in the West to purchase
the finance of fixed capital.55 As instituted in Pak-
istan, the leasing contract leaves ownersihip rigats
with the lessor (bank) while the lessee acguires pos-
seséion and utilization rights for a pre-specified
rent. This rent is said to bhe justified by tne owners'
having to be#r the risk of wear and tear and tiue loss
of the article. Hire-purchase is presented as a joint
ownership contract. The bank agrees to finance tne
purchase of the machninery. The user pays a fixed rental
and part of the principal (purchase price), and in pro-
portion, the owngrship rights are transferred to tune
user. SO in neither case are the P.L.S. principles im-
plicit in these contracts.

There is another concern being expressed about in-
stituting P.L.S. in Pakistan. Borrowers are said to
have the ability to understate profit by devious ac-
counting practices. A couple of solutions to this prob-
lenm haye been put forward. One of these is to Lhave bank
officials represented on the hoard of directors of hor-
rowing firms. The idea is being resisted by the cor-

porate sector as one which is threatening to their

autonomy.56

An alternative suggested solutior is to have auditing

procedures insituted in selected cases where tlhie Firn
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is declaring a profit below an average rate for the in-

. 2 . .
dustry as evident from past experience. If trere 1is

~.]

an across the board understatement of proiit on any sig-
nificant scale, then this would not solve the problem
since the average itself would be an understatement.
Perhaps the solution ig to institute a system of

randon chééks.

Whatever the final outcome, t.ere is evidence tuat
‘tihe experiment has had some initial success.58 On tie
day P.L.5. accounts were first opened, banks are said
to have received Rs. 92.7 million;59 After sii montas
fron the opening day, tiiere were 300,000 2.L.3. ac-
couhts reported to be in existence. Tne profit rate on
P.L.S. saving accounts (announced bi-annually) varied
from 8.5% to 9% among the five brénch banks. Thié was
said to be higher than the return on tie corresponding
interest bearing accounts.GQ One of the wanks an-
nounced.that‘by August, 1981, deposits in the 7,L.3.
amounted to 9% of its total interest based accounts.sl

Some data 6n.the growth of P.L.S. accounts and the
profits reported has been presented in Tables 7 and &
below. Table 7 cCoes seem to indicate some public
endorsement of interest-free banking. 7The amount de-

posited in the P.L.S. accounts by Dec. 31, 1581 was re-

ported to be 12% of total saving and fixed term deposits

with the banks.62
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Deposits in P.L.S. Accounts, Pakistan
(million Rs.)

saving Acc. Investment Acc. Total
Jan. 29, 1981 — _— 973
Mar. 26, 1981 1,423 440 1,863
Dec. 30, 1981 . -—— _—— 6,409
April X, 1981 2,473 5,717 &,1sC

a Items 1) and 3) are taken from Dawn Overseas Feb. 12,
1982, p. 3. Item 2) is taken from the Pakistan Eco-
nonic Survey, Govt. of Pakistan, 198l-82, p. 95.

Ttem 4) is from Dawn, May 7, 1982, p. 20.

The profit rates are reported by thie bank bi-annually
as earlief mentioned. Table 8 below, in four parts, lists
the percentage rates of these banks.

-Announced profit rates appear to show a slignt de-
cline. - whéthis.significant is tnat banks are announcing
profit rates so far in adavnce. They advertise these
to be based on past performance. What they do not
state is whether these are expected profit rates or a
categorical promise to pay a certain percentage return
on deposits. The latter probably is the case, since
even thcugh P.L.5. accounts exist, according to one
repoxrt the funds in tien are not invested on a P.L.S.
basis. In fact, much of the income that forms the
basis of a return on these depdsits is drawn from mark-

ups, rent-sharing commissions, and service charges.e3
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Table 9%
Profit Rates Announced by Branch Banks, Pakistan

National Bank of Pakistan

6/30/81 12/31/81 6/30/82
Saving Account 3.50 £€.50 s.50
Six Konth Term 10.75 10.75 10,50
One Year Term 12.00 12.00 11.75
Two Year Term 12.50 12.50 12.25
Three Year Term 13.50 £3.50 13.25
Four Year Term 14.00 14.00 13.75
Five Year Term 14.50 14.50 14,25
Allied Bank

Saving Account 8.50 @ eee--a 8.50
Six Month Term 10.75 = —e-ee 10.50
One Year Term 12.00 = —e--- 11.75
Two Year Trrm 12.50 = ceme- 12.50
Three Year Term 13.50 eee-e- 13.50
Four Year Term 14.00  eem—- 14.00
Five Year Term = - ——cee  caca- 15.00

Muslim Commercial Bank

Saving Account 8.50 9.50
Six Month Term 10.75 12.00 111,95
One Year Term 12.00 13.50 13.00
Two Year Tern 12.50 14.00 14.00
Three Year Term 13.50 14.50 14.50
Four Year Term 14.00 15.00 14.75

Five Year Term —=—=- 15.50

Habib Bank

Saving: Account 9.00 9.00 adeeo
3ix konth Term 11.50 11.50 = ——eee
One Year Ternm 12.75 13.00 ——eee
Two Year Term 13.25 13.50 = eeea-
Three Year .Term 14.25 14.50  —=eea
Four Year Term 14.75 15.00 = c-eeo
Five Year Term 15.75 15.50 = —eee-

a Figures for column one were taken from Interest-

Free Banking: Introduction and Operation in Pakis-

tan, pp. 73-78. The figures in column two were
drawn from Dawn Overseas, Jan. 29, 1982, p. 3.

The

figures in column three were drawn from Dawn, July

20, 1982, p. 20.
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Despite the mildly declining trend in announced pro-
fit rates, banks have been able to declare profits on
P.L.S. accounts which are greater #mn interest rates on

corresponding term and saving accounts.Gq It is prob-

able that at this stage, the statg-may well be subsi-
dizing or supporting the banking sector--which is na-
tionalised anyway-~to attain credibility for "intersst-
free banking." This occurs indirectly anyway since
P.L.S. depbéits in part finance the fairly safe

and lucrative state commodity and trading activities.

State subsidisation and the form in which deposits
in P.L.S. ‘accounts are being invested raise some serious
questions about whether there really is any Islamiza-
tion of banking in Pakistan and whether any deposit
account shduld really be referred to as P.L.S. One
could answer in the atffirmative, in that the public
does seem to be responding to the ethical principles
that motivate P.L.S. banking. waever, the investment
activity of the banks, perhaps to avoid the loss of con-
fidence in P.L.S. accounts, falls far short of theée
very principles.

Investment in ordinary shares and units of state in-
vestment corporations (such as the iational Investment
Trust, N.I.T.) do in principle allow for the possibility
of a loss. However, the opinion has been expressed tlaat
the N.I.T. units practically guarantee a dividend.65

In any case, the governient has made plain its intention
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to subsidize N.I.T. so that it can conpete effectively
in an environment where some ihterest bearing trans-
actions are still afoot.66 J.1.T. recently announced
the highest returns on its dividends since its incep-
tion, and &he N.I.T. chief mentioned that these divi-
dends included a government subsidy. & higher still guar-
.anteed dividend has already been announced for 1983.67
Discussions have begun on the second phase of Tulan-
ization of the banking system (slated to proceed in
fiscal 19335 where, among other things, banks will.for-
war&-their P.L.S. funds as venture capital for financing
working and fixgd capital‘for industry. As mentioned
earliér, séme of the suggested financial instruments
like hire-purchase and leasing still appear to involve
Eigé;' Banks are said to be edgy about tiiis next phase
of "P.L.S." bankihg. One suggestion even called for a
guaranteed tWenty percent return( on the justification
of it-being the expected profit from industrial pro-
‘jects.  Given that there are said to be about thirty
eight thousand cases of default in repayment of loans
pending in courts, the banks' edginess mayv be under-
standable.68 Nevertheless, the next phase of interest-
free banking is dawning on them, and :labib Bank has
already announced its first musharika agreement.69

Conclusion.

The important difference between attempts at esta-

blishing Islamic banking prior to the formal launching
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éf the Islamic banking movement in the mid-seventies and
those that,céme in the wake of tie movement is in the
presence or absence of government involvement. The lack
of government backing in the early spontaneous and de-~
centralized experiments (i.e. the Egyptian venture) may
have made them an ideal prototype, but this lack of
government support probably‘also caused their ultimate
failure. The Nasser Social Bank of Egypt, which has
survived, did have considerablé government support. The
joint stock banks and the movement to Islamize banking
‘systems in more recent years all have their origins in
direct stafe-initiative or encouragement.

In view of this initiative of the state, an observer
may wonder whether the movement is based on genuine in-
digenous sentiment for conformity with Islamic nérms or
merely fhe desire to churn out showpieces to please
Middle Eéstern interes®; these interests, in turn, may
perGeive their masses to be motivated by Islam and are
hence concerned_with acqﬁiring legitimacy by promoting
such activities. It is dearly too early to predict.

In some sense, he founders and backers of this move-
ment cannot lose out, since it is oné whose outcome
may in largé.part depend on the presenhce of Islamic
sentiment amoﬁg the masses. If this is true, then the
respohéibilify far the final outcome rests with the

masses.

Going beyond speculation to the evidence available,



239

one can observe that some individual joint stock banks
clearly have shown signs of progress. This may suggest
some support for the assumption that the success of
Islamic banks was partly premised on. This was that
funds of the devout were being hoarded rather than put
into interest-based institutions and would find their
way into Islamic banks.

The'expansion of the D.HM.I. is proceeding at a fast
pace. 'Timé‘will tell whether, apart from being an am-
bassador.for Islamic financial reform, it can consoli-
date its cﬁrrent and prospective expansion and be eco-
nomically viable. The Islamic banking movement made a
big investment in establishing the infra-structuré of
financial institutions and the supporting research,
training, and co-ordinating institutions. Even though
this investment cannot guarantee the movement's ultimate
survival, it certainly has given it a great deal of momen-

tum for ndw, a2 momentum large enough to attract the

atrention of Western observers. 0

The Pakistani experiment is also in its very early
stages and proceeding very cautiously. Judging from tae
liability side of the banks' balance sheets, the Pak-
istani public has shown some willingness to participate
and'gndorse this venture by patronising "P.L.S." ac-
counts. So far, the risk these funds should in theory
be subjected to in the asset side of the balance sheet

is being either minimized or avoided. The second paase
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of the intéreét-free banking reform is intended to
rectify this. The ability of the banks to continue
showing profit rates when P.L.S.. funds are used as
venture capital (in conformity with Islamic norms) will
be the true test of the viability of interest-free
bankihg.and‘its ability to contribute to development.
Such an ability was widely proclaiméd to be one of its
major édvantaées.

The final phdse of interest-free banking was ori-
ginally sCheduied to begin in January, 1982, in Pakistan.
Interest was expected to. be .completely eliminated from
domestic transactions in this phase. Banks were due to
cease accepting all interest-based deposits, and all
inter-bank and state activities were to be put on an
interest-free footing. International transactions and
aid were also planned to be engaged in free of interest.
Presumabiy, this was envisaged to follow from fairly
comnplex neébtiations. This program has been delayed,
but according to official statements by no means
abandoned.

In fact, these moves towards Islamization may well
be irreversible in a country where the sentiment for
Islam is strong even if the political regime changes.
‘The course.for banking in Pakisﬁan Seems set, and one
that the authorities may find it was easier to get into
than out of;l Yet, even if this is so, it remains to be

'seen wnether the nationalized banks will follow it in
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consistency witn the ethical principles that banking
reform was premised on or whether they will attenpt to
circumvent those principles and bypass strudural change
. by devising financial inétruments that amount to tin-
kering with the form but not changing t:ae substance.
Judging from evidence of current "P.L.S. practice,"

the latter course may well be the case.7‘L
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CONCLUSION

In this concluding chapter, I will bherin wit: a
summary of the major fincings of the dissertation.
Following that, I will pick up the tuaeme of social
justice in an Islamic political-economic svstem
(introduced in Chapter One) and discuss the followingy:
a.) how profit-and-loss sharing (P.L.3.) contributes to
social justice; L.) social justice wit: regard to t.e
position 6f wage labor; c¢.) the relations ip of
eguality and social justice. Tne first of tne turee
topics is.chosen because it relates directly to tois
study, and the second two because of tie reavy empiasis
on taem by .contemporary Islamic political economists.
Finally, I will make recommendations for further re-

lated research.

- I. Summary of Findings.

Social justice is idehtified in Chapter Cne as tue
primary goal of an Islamic political-economic systemn.
This is one of the very few iséués on wihich a consensus
exists in the literature rertaining to Islamic polifical
economy . Some scholars (secularists) guestion the ver:

concept of an "Islamic state," whereas otiiers (Islamists)

’

who agree on the latter being a legitimate entity,

L i

differ on its pasis and structure of authority. Tie most
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important controversy identified among Islamists concerns
the.scope of ijtihad (independent reasoning) and in wiat
form that rigat is to be embodied. This issue is criti-
cal in detefmining the future complexion of any state
that seeks to put itself on an Islamic footing.

Islémists.also differ on tine scope of tue pro..ibition
of ££§§ (appropriation of value wituout provision of a
corresponding socially productive countervalue). Modern-
ists consider the ban to apply only to interest on con-
"sumption loans, whereas the orthodox assert that it
implies'a ban on a whole range of transactions, includin«
all those'involving interest. Since lenders larqgely bear
the risk in a P.L.5. contract, tne return to tuem is
considered justified by tuae orthodox; risk related to
productive ventures is considered a legitimate counter-~
value for the drawing of profit on a productive loan.

A study of the institutional operations of existing
Islamic banks indicates that in many cases tuey are
attempting to minimize or eliminate risk. ‘'Unauthorized"
P.L.S. acéounts wihica pool risks, and for waich banks
_maintain'a reserve fund, are cases in point. Eveh wiere
accounts éfe "authorized," i.e., deposits are directly
linked to a project, riba may still exist in covert form
due to the existence of reserve banking or inflation.

P.L.S. banking seeks to replace the very complex
capitalist financial market that competes for savers'
funds by providing a mix of risk, return, liquidity and

convenience. ‘he resultant loss of financial flexibility
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is all the greater because of the restrictions typically
imposedion the transfer of P.L.S.'participation certifi-
cates. On the other rand, the economic strengti of a
P.L.S. system lies in tne degree to which it is successe
ful in forging a closer link between the money and real
sectors by having banks act as pure intermediaries and
by-diverting.energy normally expended on non-productive
speculatiaon into productive activity. It snould be
nofed, however, that Islamic proponents of interest;free
bénking are primarily concerned with tae ethical and
social"benefité 9f P.L.5. rather than with any economic
advantages.

The analysis in this dissertation does indicate tuat
P.L.S. is a viable basis on which to operate a banking
system.and a market for loanable funds. 1In the absence
pf interest, profit shares would equilibrate ti:e market
for loanable funds. Profit shares wo.l:d also reflect
the opportunity cost of capital, since the average pro-
fit rate under P.L.S. would constitute an indicator of
the amount foregone from the use of loanable funds in a
particular activity.

In Chapter Three, I indicate way it is difficult to
establish theoretically'what would happen to the supply
of loanable funds if P.L.S. were substituted for a con-
ventional capitalist financialvsystem.Insofar as a P.L.5.
sYstem'restricts the financial options availakle to
lenders,';t would tend to reduce the supply of

loanable . funds. This might be
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offset to some extent by tue injection into P.L.5. ac-
couﬁts of funds that would otierwise e carded--in a
form that kept taem out of circulation--kecause of a
moral disaffection withh interest based institutions. s
long as dutput prices keep pace wWith tie general level
of prices, porrowers and lende:s will bot: be insulated
from the effects of inflation. T :e purcaasing power of
fixed interest payments to lenders is .owever eroded Yy
inflation. Taus v.L.5. can avoid @ redistribution of
income from lenders to borrowers and thereizy encourage
the supply of loanable funds.

¢n tihe demand side, F.L.5. could encourage investment
since the borrower's pavments to lende. 5 takes the form
of @ profit tax rather than veing a fixed cost of pro-
duction as is tne case wit.: interest payments. 4lso, to

~

rass off

)

the extent that ¥¢.L.3. allows entrepreneurs to ;

7S

part of the uncertainty of production on to t.e lende:,
tie demand for funds on a F.L.5. basis would increase.
However,_entrepfeneurs would be less ent.uusiastic about
engaging in P,L.5. <here tie profits are .igll and t:.e
outcome=more certain. Thus it is likely that the compo-
sition of investment under :».L.S. /ould s:ift toward more
risky venturés. it is not possinle to w.oedict, “however,
how the various mutually offsetting demand and supply

side influenceswouldéffecttim.overall level of

investment.

Insofar as a fixed pre-determined interest cia ge

induces greater cost-consciousness, its replacenent v
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P.L.S. might result in a loss of eifficiency. n tie long

run, however, firms s.owing below ave age rates of profit

~~~~~

even under ¥.L.S., given tlec e.istence of erfect compe-

tition. In an interest-vased system, firms o

Fh

ten rua uw
a uig.: debt/asset ratio. tlils can enagrerate the iansta-
bility of an econony. In a downturn, it could resuvlt in
bankruptcies due to foreclosures and t s prolong a
recession. witn '.L.S5., 2 downturn mic .t e less severe
because losses would be more widely s.ared and zankrupt-
cies avoided. HBut the surviving firns would inoude
some inefficient oncs taat would not normally “ave survived.
It waé siuown in Caapter .our tiiat a . L.5. land tenure
arrangement could provide an alternative to s:arecropping
and land renting. However, tiis alternative is likely to
nave a aigher contract cost than_sharecroppino. in suare-
cropping only the total output has to be monitored, but in
a P.L.S. éontract botu costs and output :ave to be Kept
track of since tue operating surplus rat .er t.an the total
output would be shared. sSince much of the risk is passed
on to tue owner of loanable finds~-in all probapility t e
landowner--and since tue contfact costs are likely to e
very ulgh, the proscription of sharerropring and land
renting and.the endorsement of only I'.L.5. as a form cf
tenure arraﬂgement micht well lead to a progressively
greafer number of owner operated farms. !'..atever tie

economic benefits or costs of sucnk a trend, some !slanists

look to tihe virtues of sucl: a coniract on an et..ical level.



according to the interpretation of most Islamic scholars.

II. -Social Justice In Islam.

‘a.) P.L.S. and Social Justice. Social justice is

a very broad concept, and therefore its defining para-
meters need to be specified to .assess wa.etlier an acti-
vity contributes to attaining or negating it in an Is-~
lanic context. For the Islamist, two premises are pivo-
tal in defining these parameters:  first, that the
Qur*anic legislation is just, and second, and following
from this, that the otier sources 6f Law are grounded

on justice in ge;eral and social justice in particular.
Thus, Whether or not an activity contributes to social
justice,’in’an Islanic sense, or negates it, should be
discerned in the context of the Qur'anic and other
legislation pertaining to it.

| This procedure is not free of controversy. Modernists
have qualified the first premise by suggesting that cer-
tain specific Qur'anic legislation was meant by the
Qur'an itself to be relevant only to tihe particular social
context it was revealed in.l In fact, the principal
identifying feature of a modernist may well be his enm-
phasis on the eternal principles of ti:e Law as opposed
to any specific legislation.2 Also, there are dif-
ferences among the orthodox and the modernists on the
sources of the Law in general and on the interpretation

of specific legislation in particular.
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It éeems therefore that the only way to proceed with
this discussion is to specify the interpretation
adopted on specific legislation and assess an activity
‘or contract in the light of that. In Chapter Cne,
££§§ was defined and discussed at considerable lengtn,
and a'broad.interpretation of it was adopted. The elim-
ination of EEEE clearly contributes to Islamic social
justice. 1In the context of that interpretation, one
must cohclude that P.L.S. can contribute to social jus-
tice by allowing the framing of contracts for produc-
tivelloans in such a way as to avoid £l§§' P.L.5. also
weighs the contract in favor of borrowers (entrepreneurs)
és opposed to lenders. Thié in consistent with a widely
expressed view in contemporary literature on Islamic
political economy that Islam regards labor, or more gen-
erally effort, to be of primary siénificance in the
production process.3

This latter statement indicates how restricted the
scope ofvP.L.S. is with regard to its bearing on social
justice. It concerns itself solely with the financial
aspects of a productive venture-~both in industry and
agriculture. 1In both cases, wage labor stays very
nmuch in the background. Since wage labor undoubtedly
contributes significantly to a productive endeavor, and
since it ié held in such high esteem in Islam, more needs
to be said about it.

b. Wage Labor and Social Justice. Much of the
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work on ﬁhis subject emphasizes that Islam prescribes a
harmonious relationship based on fairness to both employee
and employer. . Freedom from exploitation, in any
form, has been shown to be explicitly prescribed in tie
Qur'an and the HadIltn? These sources of Law stress in
particular the right of tire workers to a "just" wage
without any delays. Chapra (1979, p. 15) infers from
these sources an "ideal" wage to be one which would en-
able the employees to live as do tiue employers.5

‘This position is also said to be reflected in the Mal-
iki'legal‘View which, according to Mohammad Quth (1972,
p. 135), holds that emplovees and emplovers contribute
vequally to production and siiould share ecually in the
revenue. To sum up, the position on laber in Islam, the
employer has the right to the honesf and industrious
effort byAthevemployee, whereas the employee has the
right to freedom from exploitation.

If employers have power over their employees, there
is clearlyva potential for exploiiation that canndt be
dismissed byvasserting, as does HMannan (1970, p. 131),

hat “"Islam does not recognise exploitation of labor by
capital.” 'At least two steps are involved in bringing
the reality of employer-employée,relations closer to

the Islamic ideal of harmony and freedom. First, a
contract which embodies a just association--in an Islanic

framework--between employer and employee has to ce de-

cided upon. Second, having agreed to that, the
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institutional mechanism to enforce the contracts has to
be agreed upon’aﬁd made operative.

The sécond point, which involves examining questions
such aé the use of persuasion, the market, or institu-
tional force, was discussed in Chapter One, and I will
return to it. As to the contract referred to above,
there is evidence that mugiraba (profit sharing) was
used by thg medieval Near East societies as a form of
associétion_between employees and employers as is sug-
gested by the following quote from Udovitch (1970, p.
184): vFrom the Geniza documents it is apparent that
employment as a form of economic collaboration was
eschewed, since dependence upon others for livelilicod
was considered degrading and humiliating. Consequently,
many enterprises, no matter how nodest a scale, requiring
the combined efforts of more than one person would be
organised in the form of partnerships and commendas

(muQEraba);", Islamic economists have also suggested the

extension of mudaraba, or what has been labeled as P.L.S.

in this study, to employment in industry and agricul-

ture.6

P.L.S. cannot be applied to wage contracts in the
same way it was to financial contracts for productive
loané, Whereas it is recuired that the contribution of
loans be determined ex EEEE' the same does not follow

with labor. This is because once labor is actually



engaged in production, t.e effort is actually ecupenced
wiietier or not tue final cuiLcome of a veature 13 Lro-

-

fitable. . .e samne, .owever, could ice saiud of ent.epre-

"neurs. Yue one difiference may be t.at workers are coften

(i}

in a less financially secure position to risk tieir tiue
and effort and hence t:ie source of liveli.ood foxr a
family. Haque (1280, p. 22) cites soue vases w.ele
jurists forbade contrvacts cased on outpyt s:arins in
situéfions where tue workev's livelil:ood--and tuerefore
tuat of ‘hiis family--is tureatened. Juc i @ situvation
does not have to be t:e norm, aowever, and t.e cuctation

=

from Udovitch above does seemn to imply, in t.e nudein

~ - s /
context, some form of p.oduvucer co-operative.

The concept oif “profit s.aring," as developed in

)

France Ly Edmé’Jean Leclaire in lb3$,c nay also e
relevant ‘to the formulation of an emploviment relations ip
consistent wita Islamic Law. Frofit sicariag in £ .is
rmeans a fixed wage plus a share in t:e profits. '
idea was developed as an alternative to uroducer co-ops
t:at would be consistent witﬂ tiie wage syvsten. Its
advocates view its main advantage to e incireased worker
motivafion and therefore reduced enforceuent cousts
flexibility in depressed .;usiness conditions wiere

profits' distribution can e .t esit | etler tian

(&)

[ =3

:aving to lay off workers and more gene rally an
increased identification of workers wit: L e enter-

nrise. Islamic economists view t.e latter



to be of a high priority, and some have even advocated
exactly tﬁé-same contract.lO

P.L.5. may be viewed as a small part of a larger
framework for attaining social justice in an Islamic
context. The other important elements in this frame-
work, apart from what was discussed above, include the
eliminatioﬁ of EEEE in its various forms (rent, black-
marketing, fraud, non-productive speculation, monopoly)
as well as the establishment of zakat (welfare tax)

and Islamic inheritance laws.

c. Social dstice and Equality. Equality is the one
broader philosophical concept that relates importantly
to social justice whicih Islamic scholars tend to feel
most defensiVeﬁabout. They are emphatic in denying the
relevaﬁce of‘thevconcept of "class" in Islam. The
Qur'anic injunction about the "brotherhood of man" is
interpreted to be antithetical to the concept of class,
as is the Prophet's saying about "all believers being
equal as the teeth of a comb."ll In fact, llitchell
(1564, p. 215) noted that the Muslim Brotherhood in
Egypt objected to Sufism as "un-Islamic" because its
orders.were based on a class system. At the same time,
however, the Qur'an categorically reveals thiat men are
not equal in their talents and abilities and that some
are blessed with more than others in order that they

2

1 . . .
may be tested. Thus, while class is rejected, in-

eguality per se is not. Syed Qutb (1970, p. 28)
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asserts in his treatment of social justice in Islanm

that absolute egquality itself may be unjust. Ille ar-
gues that it would be unjust to deny remuneration in
proportion to talent, ability, or effort solely because
doing so may lead to inequality. Thus imposing equality
of one form may lead to inequaiity of anoti:er form.

A distinctian is often made in the literature
between economic and social inequality; while the former
is éonside?ed acceptable, the latter is not.13 The
measure of social justice is said to be tlie provision
of egyality of opportunity and not equality of outcome.14
The‘problem; Of course, is that (social) inequality of
of oppoitunity tends to result from (economic) inequality
of qutcoﬁe,.eVen if in theory access to all career
building institutions'is based on merit and the financing
is provided by the state. Nonetheless, increasing
equality of'ppportunity would be a significant step to-
ward.the,goal of social justicé. This leads to the issue
of how this and other aspects of social justice are to
be attainedzin an Islamic state.

From the'discussion of this issue in Chapter One,

I conéludedhthathall three control mechanisms (persuasion,
market, and authority) had a role in an Islamic political-
economic. system. However, where the market or persua-
sion failed in a particular circumstance to have a

socially just.outcome, authority would be relied upon,

as a last resort, to bring it about. But authority
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can only be relied upon if there is some guarantee that
it will nat adopt a partisan position. 3Some institu-
tional mechanism would have to be devised to reduce
widely held grievances where authority is found wanting,
6r autho;ity itself is in violation of the Law. Without
that, the talk of social justice would really amount to
the rhetoric of political expediency in some cases and

a utopian vision in others.

III. Suggestions for Further Related Research.

Probably the most critical related research need at
this point is for empirical‘studieé of P.L.S. At least
one individual bank has been in operation for almost
ten years, and several have beén in. operation for almost
five. This is enougnh time for intensive case l.istories.
TheSe could be the basis of investigating several issues,
particulariy-those that arise from having to func-
tion in a financial system that maintains tne interest
.option. Where the banks have shown a success, it is
important td attempt to identify its cause. For.ex-
ample, the success could be based §n advantageous tax
provision§, direct subsidies, or the patronisation of
the banks by the devout. &gain, it would be instructive
to analyse the composition'of the bank's investment to
determine if it shows a pattern consistently different
from interest-based banks. It would be useful to
assess how a bank dealt with various operational prob-

lems like the heavy burden of manaqement or with clients
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that may have understated profits. These are, of
course, some of tiie more obvious questions. Familiarity
resulting evenlfrom informal interviews may also lead
to more subtle insights. Given the resources, a
cross—national sﬁrvey may prove well wortir the expense
by gathering infommation on these and otuher issues.

The Pakistani experiment is in the early stages
as yet. Still, insofar as it may be viewed as a test
case, research and documentation of its various phases
eimportant. Also of importance in this case would
be attempts to measure the impact of introducing P.L.S.
on key macro variables, such as savings, tiie composition
of investment; the level and changes in the level of
economic activity and the movement of tie gelleral level
of prices.

In the second section of this concluding caapter,
I discussed the gquestion of social justice with re-
gard to the position of wage labor. Given the emph-
asis placed on social justice in Islam by Islamic
scholars, the need for further reseerch into this issue
cannot be oveflooked. I suggested.producer co-opera-
tives and profit sharing contracts currently being
discussed and ih use in the liest as possible directions
for such research.

Since explaining the functioning of the market for

loanable funds was a primary objective of this study, a
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partial eguilibrium analysis seemed justiiied to me.
& useful extension of tie modelin: done here would .e the

integration of a market for loanalle funds

e

nto a ¢eneral
equilibrium framework to allow for an analysis of
interaction witn otler macro variables suc'. a3 incone.
This, of coﬁrSe, must ke done in t.e context of a
particular economy. L o¥ e;ample, an analvysis of a
capital-scarce countrv is likely to proceed diffecentlv
from tuat of a capital-abuadant country.

in tihis sub-section I have conce ned myself wit .
presenting some of tiie issues related to F.L.iJ. taat
are in need of furtier research. 3imilar researc..
agendas could'be composed for otuer elements of an

Islamic econony. "
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