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Introduction
Praise be to Allah (SWT), and Peace and blessings be upon His
beloved prophet Mohammed (SAWS).
This is a special book about the international financial crisis
containing researches and dialogues that have taken place in the Islamic
Economic Research Centre (IERC). The book consists of contributions
from researchers of the IERC and others. Some of these contributions
published before the crisis and others after its occurrence.
Those articles, which have been published by the IERC before the
crisis, have been selected because of their strong relation to the crisis.
These articles represent refereed paper targeting the specialized persons
in the field of Economics and Finance. Other articles are analytical
papers directed to an ordinary educated person to deepen his/her
awareness and understanding of certain aspects of the crisis.
The book contains variety of papers; some of them are related to
banking, while others relate to financial markets, to examining what
Islamic Finance in particular, and Islamic Economics in general can offer
in ideas and suggestions to help get out of the crisis, or at least reduce its
severity. The book also contains other papers that examine the crisis; its
causes and solutions, the advantage of Islamic Finance in achieving
financial stability and reducing the severity of "business cycles", and the
inclination of Islamic Economics in developing financial markets that are
free of Riba and gambling.
We hope that the reader will find in this book material that will help in
the diagnosis of the crisis and some suggested solutions from the
viewpoints of researchers of Islamic Economics. We ask Allah (SWT)
that there will be a benefit from producing such a file and a similar one in
Arabic. Ameen.
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Current Financial Crisis and Islamic Economics
Prof. Mohammad Nejatullah Siddiqi
mnsiddiqi@hotmail.com

■ The Economics of Current Crisis
■ Casino Economics and Human Welfare
■ Credit without Cerdibility
■ The Nature and Role of Liquidity
■ Conclusion

The current crisis emanating from US financial markets and spreading to other
developed and fast developing countries like China, India and Brazil, is
threatening a global meltdown leaving the entire world poorer and full of
forebodings regarding future .It started as a credit crunch due to highly overstretched leverage, was aggravated by the complexity of the products and
reached its zenith due to moral failure generating conflicts of interest and
mismatch between incentives of the various groups and individuals involved in
the saga.
Islamic economics stands for abolition of riba and maysir in financial
dealings as well as on a regard for the interest of others in one’s pursuit of
material gains.
The purpose of this brief note is to examine the relevance of Islamic
economics today. Does it have a message for humanity insofar as its current
financial problems are concerned?
In what follows we first outline the broad features of the crisis under the
four headings noted above, trying to establish the thesis that most of them are
rooted in a moral failure that leads to exploitation and corruption. This would be
followed up by an explanation of riba and mysir that equates them to bank
interest and gambling-like speculation based on risk shifting as distinct from
risk sharing. It will be argued that debt-finance coupled with speculative
products whose intricacies defy understanding provide ample opportunities to
greedy profit-maximizing agents to exploit the aspirations of ordinary investors
and for goading home owners and consumers into living beyond their means
and chasing untenable dreams. Even the calls for more and more deregulation,
and the philosophy of non interference with financial markets have [im]moral
dimensions. There is a hidden agenda behind this call [Joseph Stiglitz and Bruce
Greenwald, Towards a New Paradigm in Monetary Economics (2003), p. 206].
Though they swear by the name of efficiency and innovation, the champions of
deregulation and laissez faire have their self interest in view, not the social
weal. In conclusion a world of banking and finance without riba and maysir
will be suggested as the best alternative to the current scenario. In this new
environment risk sharing will replace risk shifting and morality, advising people
to be moderate in their material pursuits and considerate about public good in
their private decisions, coupled with realism, will serve as the corrective to selfdestructive outgrowths of current financial capitalism. It will be noted that for
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this alternative model to be robust and resilient, morality has to be rooted in
spirituality. This will provide a basis for willing acceptance of social norms,
state supervision, regulation and intervention in the market based on values
rather than interests.

The Economics of Current Crisis
We begin with the fourth element of the crisis noted above, i.e. moral failure
and a mismatch between the incentives of various players in the financial arena.
The reason: some of the other elements of the situation described above are
partly a product of this factor. Currently, financial institutions include banks,
investment companies, insurance companies etc., managed by hired
professionals. Those who govern financial conglomerates by virtue of owning
enough shares have motives different from ordinary shareholders. Almost the
entire population in developed countries is involved in supplying capital
through purchase of stocks, bonds, insurance policies, pension funds, etc. While
these ‘principals’ are interested in profits they care about many other things too,
among them stability, jobs, social justice, and anxiety free communities. Not so
the hired managers who consider profit maximization to be their mission as it
earns them maximum bonus and continued employment. There are those
amongst middlemen who earn fees. They earn more when transactions multiply.
In an environment where no one cares about others, focused as everyone is on
his or her own interest, public interest is supposedly guarded by regulators.
How can the same self-focused assembly of individuals throw up regulators
who would work to protect and promote public good remains a moot question
for neo-classical economics. An answer to this question is, however, provided
by the public choice school: public servants too, elected as well as appointed,
seek to maximize private gain!
Without committing myself to this rather bleak view of man in society, I
suggest that we embark upon a discussion of the first three factors from the
vantage point provided by this very view. It means I regard maysir- infested
financial products[ like CDS, Credit Default Swaps], the inverted pyramid of
debts[with a slender base of real assets] and the dearth of liquidity…,all the
remaining three features of the current situation, to be rooted in the moral
failure briefly described above. It could have been different. The reason it is
what it is can be found in the denudation of economics from morality after the
secularization of society in the wake of enlightenment. Islamic civilization has
the instruments to pre-commit man in society to certain values leading to rules
[abolition of interest and gambling, for example] that guard the society from
falling prey to shortsighted predators. I proceed to elaborate taking the abovementioned elements of the crisis one by one.
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Casino Economics and Human Welfare
What is wrong with gambling? Firstly, gambling does not create additional
wealth. Games of chance only transfer wealth from its (losing) owners to new
(winning) ones. Considering the human resources consumed in the process,
wealth transfers through games of chance cannot be considered to be efficient.
They do not serve any social purpose. The satisfaction and thrill they provide to
the players do not justify the opportunity cost involved. Other exonerating
circumstances like the revenue to state in form of taxes or employment
generated by casinos, lotteries, etc. cannot be considered as ‘advantages’ until
the acceptability of gambling itself is established.
I argue that risk shifting is gambling. One who buys risk exchanges a
definite amount of money (the price) for an uncertain amount of money, whose
delivery itself is not certain. Credit Default Swaps are an appropriate example.
The millions of loans made by a bank are each subject to the risk of default
(credit risk) in various degrees. As Joseph Stiglitz and Bruce Greenwald have
rightly pointed out credit is not homogenous like money [Towards a New
Paradigm in Monetary Economics (2003), page 271]. The risks attached to each
loan are unique. The institution undertaking to pay for all defaulters among, say
a million borrowers has no scientific basis for measuring the risk it is taking.
There is no long history to fall back on. The law of large numbers does not
apply. It is just taking chances, gambling. The banks that so protect themselves
against credit risks are emboldened to give more and more loans. That is how
aggressive lending policy gained an impetus. The sub-prime mortgage crisis
would not have occurred without the speculative deals like CDS. Aggressive
lenders offered to refinance mortgages on the basis of rising home prices,
virtually converting owned homes into ATM machines, sending people on a
buying spree, some of it on installment purchase basis, encouraging an
expansion that had little basis in the fundamentals: earning powers, disposable
incomes and savings and investments.
The Islamic approach to risk is realistic but cautious. It does not allow deals
involving excessive uncertainty (gharar kathir). It encourages sharing
arrangements for facing risks. The additional wealth created with the use of
existing wealth through risky ventures should be shared between fund users and
fund owners while both bear the risks involved and the resulting losses.
Differences in the participants’ perception of risks involved will be decisive in
determining the terms of bargain between those sharing risk. Even though the
motive of each party is making profits, it is very different from taking chances
in gambling. There is real wealth to be created, real gain to be reaped. It is
different in case of risk shifting [as in CDS]. Neither the buyer nor the seller of
risk has any stakes in real wealth creation. As in gambling only one party
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actually gains, either the seller of risk or the buyer. It is different in risk sharing
in which both parties gain (or lose). Like gambling, risk shifting is a zero sum
game.
Risk sharing fits in with a system that integrates risk management with
value creation. The Islamic institutions of musharakah, and mudarabah, for
example target value creation and are good ways of managing risk. In a healthy
venture fear of loss works to counter-balance hope for gain. When a system
allows shifting the risk (at a cost) the fear factor becomes inoperative insofar as
the seller of risk is concerned. It is worse when the government takes over the
risk (as in case of Fannie Mae and Freddie Mac in USA). Such a system is
heavily tilted towards the rich and leads to greater inequality as it protects the
lenders but leaves the borrowers to fend for them selves. This is the feature of
the current system that lead to an almost universal cry that it amounted to
privatizing gain and socializing pain---profits go to the corporations, losses are
borne by the taxpayers.
As an aside take a minute to ponder over the Islamic approach as
encapsulated in verse 278-281 of the second chapter of Quran:
Believers! Have fear of Allah and give up all outstanding interest if you do
truly believe. But if you fail to do so, then be warned of war from Allah and His
Messenger. If you repent even now, you have the right of return of your capital;
neither will you do wrong nor will you be wronged. But if the debtor is in
straitened circumstances, let him have respite until the time of ease; and
whatever you remit by way of charity is better for you, if only you
know.[2:278-81]
In effect the above is advising how to handle a crisis caused by default. A
crisis like the sub-prime crisis in US (if it ever occurred in an Islamic interest
free system based on risk sharing) would be handled not by extending credit to
lenders but by giving more time to borrowers and writing off some of the debts.

Credit without Cerdibility
Over extended leverage, outstanding credits amounting to an everincreasing multiple of existing capitals of the relevant institutions, is a direct
result of financing through interest bearing debts. The business of lending to
thrive requires continued expansion of credit. After all, the primary concern of
the lending institutions is making money that comes in the form of interest on
loans outstanding. Every loan recovery kills an existing income stream, every
loan extension generates a new income stream. With credit defaults swaps
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available and insurance companies like AIG supposedly providing cover, subprime lending looked attractive. The rest of the story is well known.
Debt financing of productive enterprise amounts to preferring risk shifting
to risk sharing. This is immoral as well as counterproductive. The environment
in which productive enterprise takes place does not guarantee creation of
additional wealth. It is only a probability. The lender’s demand for a guaranteed
positive return to the sum lent is unfair. Actually it cannot be met at the macro
[i.e., society’s] level in the long run. Some enterprises do fail. Some others end
up without any positive return to capital invested. Repayment in these cases can
come only from old wealth already existing when the debt financed new
projects were launched. Repayment of the borrowed sum with interest added, by
those whose ventures failed to create wealth, causes a transfer of wealth from
the entrepreneurs to the owners of money capital who would not share risk yet
want a return. Putting producers/innovators at a disadvantage as compared to
those having money to spare does not bode well for society. Easy money for
those who have contributes to a life style at the top of the wealth pyramid that
creates problems at its bottom. Society can continue meeting its debt obligations
as long as there is growth at an accelerated rate. But the planet earth, its
ecology, environment and resources are not designed for limitless growth.
Deterioration in environment, increase in inequality, and social tensions are
direct results of heavy reliance on debt finance.
The problem is aggravated when monetary expansion too takes place in the
form of interest bearing debts, as is the case with the current monetary system.
In order for new money to come in circulation a loan must be given, a new debt
must be created. For every loan to be paid back with interest, borrowers need
more money than they have. This additional money leads to additional debts,
and so on. As pointed out in the previous paragraph the debt imperative creates
a growth imperative that contributes to the destruction of the ecosystem.

Selling Debts
Some debt financing has always been part of the financial markets. Even in
hey day of Islamic civilization trade credit, a form of debt financing , thrived.
Islam has no problem with that as it fits in with prohibition of exchanging
money now with a larger amount of money after a period of time. The problem
starts with sale of debt, whether created by a money loan or owed as a price of
goods sold on credit. Sale of debt is allowed at par or face value. But there can
hardly be a market for exchanging debts at par. You have a market for debt
when bond [i.e., debt] prices are determined by supply and demand. Sale of
debt implies selling risk [or shifting risk]. A thriving market for debts at prices
determined by supply and demand [as in conventional bond markets] is
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vulnerable to gambling like speculation as there exists no objective basis for
measuring risks of default. The changing prices reflect changing subjective
perceptions of the risks involved. As is well known these perceptions can
sometimes be manipulated through planting stories in the media.
Remarkably, a ban on selling debts would drastically reduce the outstanding
volume of debt. In effect it would scale down the volume of outstanding debts
to the level of existing real assets. The inverted pyramid of debts, standing on a
slender base of real wealth, would be replaced by a rectangular column of debts,
owed against an equal amount of real goods and services acquired. The
volatility in the bond market is directly related to the total volume of bonds. The
larger the volume of debts, the weaker its connection with real wealth, and the
more the scope for gambling-like speculation.

Derivatives
Derivatives also involve excessive uncertainty. They facilitate managing
certain market risks (related to prices, rates of exchange, etc.). Chance remains
the basic element in the situation, however, expectations being based on pure
speculation. Derivatives too are a zero sum game: you lose what I gain, unlike
the win-win situations in trade or risk sharing. The claim that they increase
liquidity and improve operational market efficiency in financial markets
remains unsubstantiated. What can be empirically established is that, whatever
the initial benefits for a certain class of investors, availability of derivatives
invites speculative activity. This is evidenced by the fact that currently the
volume of derivatives being traded stands at many times the world GDP. The
market for derivatives literally becomes a casino.

The Nature and Role of Liquidity
The demand for liquidity increases with expansion of credit. The current
liquidity shortage is rooted in over extended leverage. Unbridled risk taking as
in sub prime mortgage, results in lack of trust in the stability of the current
prices as well as in defaults leading to strains on bank liquidity. The situation
leads to a decrease in peoples’ confidence in the banks, resulting in widespread
withdrawals. Pouring in more cash in the system could be more effective if it
were to be given to the ultimate debtors---consumers, small businesses, poor
home owners, etc.--- who would then use it to meet their financial obligations or
engage in new purchases. As it works in the current system it is given to the
banks and insurance companies. It enters the market as loans, creating another
chain of debt obligations. This amounts to solving a crisis by methods that sow
seeds for another crisis.

Current Financial Crisis and Islamic Economics

9

Conclusion
I wish I could go on. But there is already a wealth of material available on
the subject. I seek the readers’ response to my central point: All the technical
flaws and tactical mistakes leading us to the current crisis are rooted in a moral
failure.
Given a society in which individuals care about public good and cooperate
with one another to promote it, even though after securing their self-interest in
order to ensure survival, we could escape much of the troubles currently facing
us. Only such a society of individuals who care for public good can opt for the
right mix of state intervention and private initiatives. Such a society is possible.
Let us first shed the illusion that we have been living for decades now under the
best of all arrangements, social, political, economic and financial. We have not.
Let all join the search for an alternative.
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The Global Financial Crisis:
Can Islamic Finance Help?
Dr. Mohammad Umer Chapra∗

■ Introduction
■ Primary Cause of The Crises
■ The Subprime Mortgage Crisis
■ The Islamic Financial System

(∗) The author is Research Adviser at the Islamic Research and Training Institute (IRTI)
of the Islamic Development Bank (IDB). This paper is a revised and updated version
of the keynote Forum lecture delivered by him at the inaugural session of the Eighth
Harvard University Forum on Islamic Finance held on 19-20 April 2008 in the
Harvard Law School. The views expressed in this paper are his own and do not
necessarily reflect those of IRTI or IDB. He is grateful to Shaikh Muhammad
Rashid for the excellent secretarial assistance providing him.

Introduction
The whole world is now in the grip of a financial crisis which is far more
serious than any experienced since the Great Depression. In spite of more than
three trillion dollars of bailout and liquidity injections by a number of industrial
countries, the crisis is showing no signs of abating. There is, hence, a call for a
new architecture that would help minimize the frequency and severity of such a
crisis in the future.

Primary Cause of The Crises
It is not possible to design a new architecture without first determining
the primary cause of the crisis. The generally recognized most important cause
of almost all crises has been excessive and imprudent lending by banks(1). This
raises the question of what makes it possible for banks to resort to such an
unhealthy practice which does not only destabilize the financial system but is
also not in their own long-run interest. There are three factors that make this
possible. One of these is the inadequate market discipline in the financial
system resulting from the absence of profit and loss sharing (PLS). The second
is the mind-boggling expansion in the size of derivatives, particularly credit
default swaps (CDSs), and the third is the “too big to fail” concept which tends
to give an assurance to big banks that the central bank will definitely come to
their rescue and not allow them to fail.
The false sense of immunity from losses that all these factors together
provide, has introduced a fault line in the financial system. Banks do not,
therefore, undertake a careful evaluation of the loan applications. This leads to
an unhealthy expansion in the overall volume of credit, to excessive leverage,
and to an unsustainable rise in asset prices, living beyond means, and
speculative investment. Unwinding later on gives rise to a steep decline in asset
prices, and to financial frangibility and debt crises, particularly if there is
overindulgence in short sales. Jean Claude Trichet, President of the European
Central Bank, has rightly pointed out that "a bubble is more likely to develop
when investors can leverage their positions by investing borrowed funds".
(1) This is clearly recognized by the BIS in its 78th Annual Report released on 30 June 2008 by
stating that the fundamental cause of today’s problems in the global economy is excessive and
imprudent credit growth over a long period (p.3).
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The Subprime Mortgage Crisis
The subprime mortgage crisis in the grip of which the US finds itself at
present, is a classical example of excessive and imprudent lending.
Securitization or the “originate-to-distribute” model of financing has played a
crucial role in this. The creation of collateralized debt obligations (CDOs) by
mixing prime and subprime debt made it possible for mortgage originators to
pass the entire risk of default of even subprime debt to the ultimate purchasers
who would have normally been reluctant to bear such a risk. Mortgage
originators had, therefore, less incentive to undertake careful underwriting.
Consequently loan volume gained greater priority over loan quality and the
amount of lending to subprime borrowers and speculators increased steeply.
According to Mr. Bernanke, Chairman of the Board of Governors of the Federal
Reserve System, “far too much of the lending in recent years was neither
responsible nor prudent. ... In addition, abusive, unfair, or deceptive lending
practices led some borrowers into mortgages that they would not have chosen
knowingly”. The check that market discipline could have exercised on the
serving of self-interest did not come into play. Even the supervisions failed to
perform their task effectively by not taking serious notice of the unfair practices
at an early stage and nipping them in the bud.
The result is that a number of banks have either failed or have had to be
bailed out or nationalized by the governments in the US, the UK, Europe and a
number of other countries. This has created uncertainty in the market and led to
a credit crunch, which has made it hard for even healthy banks to find financing.
There is a lurking fear that this might be only the tip of the iceberg and a lot
more may follow if the crisis causes a prolonged recession and leads to defaults
on the part of credit card institutions, corporations, and derivatives dealers.
When there is excessive and imprudent lending and lenders are not
confident of repayment, there is an excessive resort to derivatives like credit
default swaps (CDSs) to seek protection against default. The buyer of the swap
(creditor) pays a premium to the seller (a hedge fund) for the compensation he
will receive in case the debtor defaults. If this protection had been confined to
the actual creditor, there may not have been any problem. What happened,
however, was that hedge funds sold the swaps not to just the actual lending
bank but also to a large number of others who were willing to bet on the default
of the debtor. These swap holders, in turn, resold the swaps to others. The
whole process continued several times. While a genuine insurance contract
indemnifies only the actually insured party, in the case of CDSs there were
several swap holders who had to be compensated. This accentuated the risk and
made it difficult for the hedge funds and banks to honour their commitments.
The notional amount of all outstanding derivatives (including CDSs of $54.6
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trillion) is currently estimated by the Bank for International Settlements (BIS)
to be $600 trillion, more than 10 times the size of the world economy. No
wonder George Soros described derivatives as “hydrogen bombs”, and Warren
Buffett called them “financial weapons of mass destruction”.

The Islamic Financial System
One of the most important objectives of Islam is to realize greater justice
in human society. According to the Qur’an a society where there is no justice
will ultimately head towards decline and destruction (Al-Qur’an, 57:25). Justice
requires a set of rules or moral values, which everyone accepts and faithfully
complies with. The financial system may be able to promote justice if, in
addition to being strong and stable, it satisfies at least two conditions based on
moral values. One of these is that the financier should also share in the risk so
as not to shift the entire burden of losses to the entrepreneur, and the other is
that an equitable share of financial resources mobilized by financial institutions
should become available to the poor to help eliminate poverty, expand
employment and self-employment opportunities and, thus, help reduce
inequalities of income and wealth.
To fulfill the first condition of justice, Islam requires both the financier
and the entrepreneur to equitably share the profit as well as the loss. For this
purpose, one of the basic principles of Islamic finance is: “No risk, no gain”.
This should help introduce grater discipline into the financial system by
motivating the financial institutions to assess the risks more carefully and to
effectively monitor the use of funds by the borrowers. The double assessment of
risks by both the financier and the entrepreneur should help inject greater
discipline into the system, and go a long way in reducing excessive lending.
Islamic finance should, in its ideal form, help raise substantially the
share of equity and profit-and-loss sharing (PLS) in businesses. Greater reliance
on equity financing has supporters even in mainstream economics. Prof. Rogoff
of Harvard University states that in an ideal world equity lending and direct
investment would play a much bigger role.
Greater reliance on equity does not necessarily mean that debt financing is
ruled out. This is because all the financial needs of individuals, firms, or
governments cannot be made amenable to equity and PLS. Debt is, therefore,
indispensable, but should not be promoted for inessential and wasteful
consumption and unproductive speculation. For this purpose, the Islamic
financial system does not allow the creation of debt through direct lending and
borrowing. It rather requires the creation of debt through the sale or lease of real
assets by means of its sales- and lease-based modes of financing (murabahah,
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ijarah, salam, istisna and sukuk). The purpose is to enable an individual or firm
to buy now the urgently needed real goods and services in conformity with
his/her ability to make the payment later. It has, however, laid down a number
of conditions, some of which are:
1. The asset which is being sold or leased must be real, and not imaginary
or notional;
2. The seller must own and possess the goods being sold or leased;
3. The transaction must be a genuine trade transaction with full intention
of giving and taking delivery; and
4. The debt cannot be sold and thus the risk associated with it must be
borne by the lender himself.
The first condition will help eliminate most of the speculative transactions
which involve gharar (excessive uncertainty) and qimar (gambling). The
second condition will help ensure that the seller (or lessor) also shares a part of
the risk to be able to get a share in the return. Once the seller (financier)
acquires ownership and possession of the goods for sale or lease, he/she bears
the risk. This condition also puts a constraint on short sales, thereby removing
the possibility of a steep decline in asset prices during a downtown. The
Shari‘ah has, however, made an exception to this rule in the case of salam and
istisna where the goods are not already available in the market and need to be
produced or manufactured before delivery. Financing extended through the
Islamic modes can thus expand only in step with the rise of the real economy
and thereby help curb excessive credit expansion.
The third and the fourth condition will not only help eliminate a great deal
of speculative and derivative transactions where there is no intention of giving
or taking delivery but also motivate the creditor to be more cautious in
evaluating the credit risk. This will help prevent an unnecessary explosion in the
volume and value of transactions and also keep the debt from rising far above
the size of the real economy. It will also release a greater volume of financial
resources for the real rector and, thereby, help expand employment and selfemployment opportunities and the production of need-fulfilling goods and
services. The discipline that Islam wishes to introduce in the financial system
may not materialize unless the governments reduce their borrowing from the
central bank to a level that is in harmony with the goal of price and financial
stability.
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One may raise an objection here that all these conditions may end up
shrinking the size of the economy by reducing the number and volume of
transactions. This is not likely to happen because speculative and derivatives
transactions are not known to have contributed significantly to the total real
output. Hence a decline in them is also not likely to hurt the real economy
significantly. While it will only cut the commissions earned by the speculators
during an artificially generated boom, it will help them avert losses and
bankruptcy that are unavoidable during the decline.
The injection of a greater discipline into the financial system may tend to
deprive the subprime borrowers form access to credit. Therefore, justice
demands that some suitable innovation be introduced in the financial system to
ensure that even small borrowers are also able to get adequate credit. Such
borrowers are generally considered to be subprime and their inability to get
credit will deprive them from realizing their dream of owning their own homes
and establishing their own microenterprises.
There is no doubt that a number of countries have, established special
institutions to grant credit to the poor and lower middle class entrepreneurs.
Even though these have been extremely useful, there are two major problems
that need to be resolved. One of these is the high cost of finance ranging from
30 to 70 percent in the interest-oriented microfinance system. This causes
serious hardship to the borrowers in servicing their debt. No wonder, the
Minister of Finance for Bangladesh described microcredit interest rates in that
country as extortionate in an address he delivered at a microcredit summit in
Dhaka in 2004. It is, therefore, important that, microcredit is provided to the
very poor on a humane interest-free basis (qard hasan). This may be possible if
the microfinance system is integrated with zakah and awaqf institutions. For
those who can afford to bear the cost of microfinance, it would be better to
popularize the Islamic modes of profit-and-loss sharing and sales- and leasebased modes of finance not only to avoid interest but also to prevent the misuse
of credit for personal consumption(2).
Another problem faced by microfinance is that the resources at the disposal
of microfinance institutions are inadequate. This problem may be difficult to
solve unless the microfinance sector is scaled up by integrating it with the
commercial banks. Commercial banks do not generally lend to small borrowers
because of the higher risk and expense involved in such financing. It is,
therefore, important to reduce their risk and expense. This may be done partly
by a subsidy from zakah and awqaf funds for those borrowers who are eligible
for zakah.
(2) For some details, see IRTI/IDB, 2007, p. 30; and Feroz, 2007, p. 42.
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Thus we can see that the Islamic financial system is capable of minimizing
the severity and frequency of financial crises by getting rid of the major
weaknesses of the conventional system. It introduces greater discipline into the
financial system by requiring the financier to share in the risk. It links credit
expansion to the growth of the real economy and minimizes gharar and qimar
by allowing credit primarily for the purchase of real goods and services which
the seller owns and possesses and the buyer wishes to take delivery. It also
requires the creditor to bear the risk of default by prohibiting the sale of debt,
thereby ensuring that he evaluates the risk more carefully. In addition, Islamic
finance can also reduce the problem of subprime borrowers by providing credit
to them at affordable terms. This will save the billions that are spent after the
crisis to bail out the rich bankers. These do not, however, help the poor because
their home may have already become subject to foreclosure and auctioned at a
give-away price.
The problem, of course, is that Islamic finance has at present a very small
share of global finance. However, it is the ability of the system to solve a
problem that matters. If Muslims themselves establish the system genuinely and
successfully with proper checks and controls, the whole world will ultimately
come around to it and adopt at least some of its features.
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Dr. Nejatullah Siddiqi, King Faisal Prize Laureate in Islamic Economics, has
prepared a note to examine the relevance of Islamic economics today and
whether it has a message for humanity in so far as its current financial problems
are concerned? It is a very perceptive response from Dr Siddiqi which I
appreciate very much. I am writing this note just to reiterate the position, taken
by this forum of I-SIE, that if we need to draw lessons from Islamic economics,
we need to look into the economics embodied in the institutional framework of
Islam.
No doubt, riba (interest, usuary) and maysir (gambling, speculative
activities similar to gambling) are the major factors leading to the current
financial crisis. Islam's prohibition of riba and maysir along with Islamic values
and morals, and recognizing others' interest in one's economic fortunes, if
adhered to, could not have lead the world to the present day financial crisis.
Keeping individuals and Society free form financial and economic crises can
clearly be seen as one of the objectives of such instiutions.
The question, however, is how to do this now? Where to go from where we
are now? Even if we can declare that taking and charging of interest in banking
operations is prohibited, the question remains; what is the alternative? Current
practice of Islamic banking has not provided any convincing alternative. With
the Tawarruq made Shari'a compatible, the results can not be expected much
different from those of interest based banking system.
Through this forum, I like to draw the attention of all concerned about the
need to investigate into the institutional framework of financial system that
prevailed in the Islamic societies before they were colonized by the West. The
contemporary financial system came into existence when the Muslim societies
had already been colonized and their institutions demolished or diluted. The
modern financial system developed without taking any lessons from the Muslim
civilization.
It is curious to note that almost all branches of modern knowledge admit the
contributions of Islamic civilization often referred to "medieval ages" towards
their discipline, except science of Economics and Finance which does not
recognize any contribution made by Islamic civilization in this field. Even
Schumpeter, writing history of economic thought totally ignores the long
21
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history of economic successes in the era of Islamic civilization. It was the
period when the poverty was non existent. Basic needs of every one were met.
No one was "poor" enough to look forward to receive charity. Worldwide
famine type situations were intelligently and successfully dealt with. There is no
evidence of financial and economic crisis in the long history spread over about
1000 years.
It is now the time that visionary economists and financial gurus look back
and investigate into the institutional set in the economy of medieval ages to find
solution for the current crisis. Those familiar with the economy of medieval
ages do know that its financial system was not a banking-based system. Its
system was either market (of goods and services) based system or it was based
on Qardh Hasan (benevolent loans, normally understood as charities). Financing
needs in the market were met through trade contracts. Sale contracts with
deferred payments and sale contracts with advance payments met the financing
needs through the market without needing financial intermediation. "Know thy
client" is more relevant for maket based financial system and hence the issues of
adverse selection, moral hazard and transaction cost were minimized. The
financing needs that market could not or did not want to meet, were met by the
institutions of Qardh Hasan, Zakah and Awqaf promoted by Islamic teachings.
The issue of moral hazard, adverse selection and transaction did not occur even
in these institutions. The need for developing financial intermediaries never
arose despite economic growth and development.
It is not the place to discuss the details of such a system to meet the
financing needs of a modern economy. Once the concept is acceptable, the
details can be worked out. The point is that market itself is a better place to
generate a financial system to suit its own needs. If markets are functioning well
and institutions are in place to give support and protection for the market to
provide financing as part of the contract of the sale and purchase of goods and
services and if there are institutions to meet the social needs not met by market,
there will be no need to develop banks to provide a financial system on interest
basis. Even now, several businesses large and small, wholesale and retail, are
doing the business by providing financing while selling/purchasing goods and
services, without letting their customers go through the banking system to get
the financing. They do not have to explicitly refer to interest calcualtions when
providing financing for their sales and purchases. Every thing is built-in within
the price.
The concept of Forward Sale as give by Islam (known as Bai' Salam) is
wonderful guide to develop a market of Futures contract without tempting the
traders and producers in the market to go into gamabling or gambling type
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"speculation". (For more detailed discussion on this, see my paper on "Islamic
Futures and their Market" published by Islamic Research and Training Institute
and is downloadable free from their website). Modern finance, does not
recognise the financial system prevailing in medieval ages because it did not
borrow anything from there. Occasionally, somewhere we may find a reference
to forward contracts of the medieval ages. But there is hardly any attempt to
understand the nature and economics of those forward contracts in comparison
with the forward and future commodity contracts of today. The financial gurus
may find a lot in the economic and financial system that was in practice when
Islamic civilization was on top of the world
For drawing lessons from the Islamic financial system as prevalent in the so
called medieval ages, what is needed to be done is to reform the market of
goods and services in a way that allows the market to develop its own financial
instruments to suit the financing needs of the society. Infrastructural institutions
are required to be developed to promote and protect the financing provided by
the market of goods and services as part of its sales and purchases, rather than
promoting and protecting the banking institutions to finance gambling and
speculation.
A bank-free but market-based financial system is the key to have crisis-free
financial and economic system. The developed world can take lead in
introducing market-based financial system and show the way to the developing
world too, how to get out of the trap of banking based financial system.
Banking-based financial system has long been losing its credibility in the
eyes of financial gurus. To Frederic Mishikin, it is a puzzle, "What makes banks
so important?" when there are better and less complicated options available in
the market to raise financing (including loans). See his book The Economics of
Money, Banking and Financial System.
The world bank report on Institutions, 2000 identifies two types of financial
system. Market based financial system and banking based financial system.
Germany has been mentioned to be having a more market based financial
system compared to other countries in the West and now, probably, it is
Germany which is in a better shape among the G-7, in this time of worst
financial crisis.
It is in the interest of both the Islamic economists and conventional
economists to look into the Islamic economic system which has been in practice
for a very very long time. Islamic Civilization gave a lot to the modern world to
develop physical and natural sciences. Let us see if there is anything for the
science of economics and finance to borrow from there in the interest of the
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wellbeing of man on earth. I particularly invite those working in the framework
of New Institutional Economics (NIE) to take it up as a commitment to their
own discipline. Let us think of an economy at least free of commercial banking.
To start with, let us see how an economy would shape up if there were no
commercial banks and there were no short term borrowing and lending on
interest through financial intermediaries.
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Introduction
The world is currently witnessing the harsh tempers of the global economy
unleashing sweeping upheavals across the world, sending shock waves around
the world’s stock markets, devastating the major financial institutions, causing
panic and fear in individuals, corporations and governments globally. This
grave situation calls for urgent and active attention to address and stop it from
getting out of control whose effects could be too large and too late to deal with.
The effect would spill over and spare no one as the world economies are
interconnected. Various governments and central banks across the world are
making frantic and serious efforts to mitigate the high risks associated with the
economic and financial meltdown. This requires individual and collective
approach through co-operation among the developing and developed nations in
order to make the measures more effectively felt.
Liquidity concerns, had driven some central banks and some of the world's
major industrial nations to intervene by taking to emergency rescue packages
in bailing out defaulting financial institutions, cutting interest rates, buying
stocks in financial institutions and guaranteeing 100 percent of depositors
savings as well as banning of short-selling in financial stocks in US and UK
This global financial crises has exposed the weakness and failure of the
economic model in use whereby other people are making calls for a radical
economic reorganization and alternative financial system
This paper presents the diverse opinions collected from various world
financial news identifying factors that had led to the cause of the financial crisis
, impacts and severity of the crisis, measures taken by major nations to address
the situation. Others are implications or consequences of the crisis, suggestions,
and possible solutions as stipulated by the Islamic financial system and other
ideologies.
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Some perceived factors leading to the cause of the crisis:
Systemic effects of the subprime lending crises:
Systemic effects of the subprime lending crises, and the repossession of
private homes .Banks and private financiers eagerness for quick profits rushed
into sub-prime market seeing an easy way of putting money out at interest
without the cost of supervising its use. Builders have overbuilt than needed.
Home buyers willingly undertook the risk of interest payments and purchased.
Reports indicate that for some decades beginning in the 1930's, the ratio of
median home prices to median incomes remained relatively stable, about 3 to 1.
Over the last 20 years, the financial markets that financed the housing system in
the US changed remarkably. Local markets once dominated by tightly regulated
savings and loans – a simple system of buy and hold- evolve into something
much more complicated, partly due to the development of mortgage brokers.
The new system fueled a number of mortgage backed-securities and derivatives
that were terribly difficult for experts to understand. Too much leverage –
combined with too little transparency meant that the market froze. Liquidity
vanished. Mortgage brokers were paid on commission basis and on the basis of
originating a loan; they were unconcerned with whether the loan was repaid. In
the pursuit of scale mortgage banks bundled mortgages and worked with
investment banks to put them into complex securities. " In 2004 and 2005 as
these sub-prime loans started to emerge ,it wasn't a particular problem because
of the lag effect ,because people who couldn't pay off these mortgages with
toxic terms and exploding payment schedules did worry”. "If I could not pay
off my mortgage, I will put a "For sale" sign on the lawn, I will sell it. I will
walk away. As the housing bubble burst, those exit doors were closed”. All of a
sudden, we started seeing record numbers of delinquencies, defaults and
foreclosures Irresponsible lending to people with poor credit ratings that led to
the sub-prime mortgage crises. The development of mortgage brokers created
something much more complicated. This brought about a number of mortgaged
backed securities and derivatives that had been terribly difficult for experts to
understand. Mortgage fraud flawed oversight by mortgage brokers and
excessive underwriting of high-risk mortgages

Deregulation:
Deregulation created intense competitive pressure whereby firms responded
by deploying more capital and seeking higher return.
‘‘Deregulation greed has eaten our lunch’’ said one commentator. He
further said that in whatever thing we do we should take moderate course and
constantly adjust and refine deregulation of the financial industry, He also said
that deregulation has undermined:
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(a) The power and effectiveness of governments.
(b) Forced open capital and trade markets.
(c) Forced down the price of labour.
(d) Demanded excessive returns both of labour and the ecosystem and
(e) Further benefited the already rich ( i.e. private- equity and hedged –
fund managers and investors.

Reliance on flawed ideologies
Some fundamentals of the free market do not work
The crises and collapse of the housing prices is a test that has exposed how
fragile the US financial system is. Speculators in stock markets, politicians and
economists- including IMF economists continue to rely on flawed ideologies driven economic analyses. The IMF says the fundamentals supporting strong
global growth remain in place. The economists conduct their analyses without
reference to the creation of credit and debt, focusing on goods and services,
supply and demand. They regard money as "neutral" and on the whole ignore
the role of credit.
The IMF statement on 10th August, said: "We continue to believe that the
systematic consequences of the assessment of credit risk that is taking place will
be manageable", On 9th August , President Bush used his White house Press
conference to comment on the issue. He said the US economy "remains the
envy of the world", enjoying low unemployment and inflation. I am told there is
enough liquidity in the system to allow markets to correct".

High ratio of bad loans to total loans
Collapse of confidence over in the finance sector overburdened by debt,
excessive gambling speculation and interest –taking .Some banks have gambled
by lending recklessly to finance huge leveraged buy-outs, mergers and
acquisitions ( estimates range from $400billion upwards ) One critic accused the
banks of hoping to play "pass the parcel " with those debts ,forward than to
other investors- but suddenly no takers. People were persuaded to borrow far
beyond their means to pay The finance industry has experienced a concentration
and control of a large deal of capital in the hands of smaller and smaller number
of large institutions.

Financial markets and Regulators Complacency
The US long and continuous economic expansion with low inflation over
the last 15 years that made financial markets and regulators complacent. They
forgot there is a business cycle, Regulators in the US Federal Reserve just 18
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months were focused on dealing with the so-called “liquidity glut” In this
process they missed noticing the emergency risk due to asset price inflation,
particularly real asset.
During these good times, financial institutions (FI’s) particularly investment
banks, grew very large. They took big risk and made huge profits. In recent
years, FI’s contributed nearly 40% as against the normal 10%, of total US
corporate profits. They paid huge salaries to recruit the best and the brightest
from top business schools, which in turn, helped create and sell complex
financial products, credit derivatives and other securities whose risks were not
understood by either investors or top management of investment banks.
The good times encouraged banks to take higher risks; highly leveraged
transactions with life covenants became the norm. Investment banks themselves
became highly leveraged – 32:1 for Lehman Brothers before it failed, as against
8:1 for a conservative bank. Investment banks did not have sufficient capital to
support the risks on their balance sheets.
There was major failure of leadership at most FI’s. Deal makers took charge
and risk managers were completely sidelined, Credit was mispriced so much
that there was only small difference in the yield between junk bonds and US
treasuries.

Classic Strategic Failure
Most of the firms in the Wall Street followed each other around to the same
parts of the market and ended up mimicking each other, which is a classic
strategy failure. Therefore, when the sub-prime crises hit they were all in the
same boat. Investors and lenders could not understand some of these assets on
the balance sheets of these firms. The assets were complicated, and were not
traded, so there was no open market and the models were difficult to
understand.
As a result, not only are financial equities plunging but the overall market is
plunging due to "good companies" inability to roll debt and finance working
capital. This will inevitably result in more and more bankruptcies in all sectors,
causing rapidly rising unemployment. The inability to obtain financing is
affecting all kinds of consumers and businesses-it is cutting deep into the main
fabric of the economy. The crisis reported losses of trillions of dollars involving
trading without assets backing resulting also from other factors such as; moral
hazard behavior, structural problems, inconsistent policies and policy mistakes
of Government and Central Banks, cronyism and weak corporate governance,
inaccurate credit rating, mortgage fraud and flawed oversight by mortgage
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brokers, conflict of interest by rating agencies and law makers, heavy military
spending etc.

Impacts and severity
A financial sector downturn – financial equities plunging and more and
more bankruptcies, market weakness, market downturns and other economic
effects such as : rising unemployment and workers lay offs, falling crude oil
prices, inflation, currencies volatility, lost of confidence in the markets, etc
Professor Robert Merton, Nobel Prize Winner in Economics in 1997 noted that
the amount of loss of wealth in the current turmoil ranges between $3 to $4
trillion.

Implications/ consequences
The international institutions of finance, commodity and currency markets
would be clouded by uncertainty and instability as well as lost of confidence
and direction in the financial systems leading to gloomy economic picture thus
presenting substantial amount of risk to the developing world.

Measures taken by various nations
A look at some regions of the world most affected by the financial crisis,
and what governments are doing to try to alleviate the financial turmoil as at
27/10/2008.

CANADA
The Bank of Canada cut its key interest rate by a quarter point, to 2.25%,
on 21 October, 2008.
This is the second cut this month - the bank cut the rate by half a percentage
point on 8 October, 2008 in a coordinated effort with other central banks.
On 10 October, 2008, Finance Minister Jim Flaherty attempted to ease the
credit crunch by announcing CAN$25bn ($21bn) of asset-swaps between the
country's major banks and the government-owned Canada Mortgage and
Housing Corporation (CMHC). The Bank of Canada said three days later it
would provide exceptional liquidity to the financial system "as long as
conditions warrant".
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AUSTRALIA
Australia's central bank intervened to support its currency on 24 October,
2008 and then again on 27 October.
It had last intervened more than a year ago and before that had not done so
since 2001.
On 7 October, 2008, Australia's central bank cut its key interest rate from
7% to 6% - a much larger-than-expected reduction. The government later
announced it would guarantee all bank deposits with financial institutions over
the next three years.

CHINA
China has also joined the interest rate offensive, cutting rates by 0.27
percentage points. It will join Japan, South Korea and other Asian countries in
an $80bn reserve-pool scheme from mid-2009 to boost liquidity in the region.

HONG KONG
The central banks joined the growing number of countries to cut their
interest rates. Has promised to guarantee all bank deposits until 2010.

JAPAN
Japan's Economy Minister Kaoru Yosano said on 21 October the
government was ready to support major banks with public funds, so that small
and medium-sized companies would not struggle to access credit.
The authorities have also relaxed regulations on companies buying up their
own shares.
A 1.8 trillion yen ($18bn) stimulus plan was approved by the lower house of
parliament and the Bank of Japan has put 4.5 trillion yen ($45.5bn) into the
banking system.
Prime Minister Taro Aso said more action was needed to boost the country's
flagging economy.

SINGAPORE
The government has offered to guarantee all local and foreign currency
deposits up until the end of 2010.
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SOUTH KOREA
On 27 October, 2008, South Korea's central bank cut its key interest rate
from 5% to 4.25% at a rare, unscheduled meeting.
Previously, South Korea's government had pledged to guarantee foreigncurrency borrowing by the country's banks to help stabilise financial markets.
The finance ministry, the central bank and the financial services
commission said about $100bn of borrowed funds would be covered by the
deal. The government will also provide $30bn of liquidity to banks, and there
will be more aid to small businesses.

AUSTRIA
Chancellor Alfred Gusenbauer said on 13 October, 2008, that his
government would provide up to 85bn euros ($114bn) in inter-bank loan
guarantees and up to 15bn euros ($20bn) in equity to support the country's
banking sector. The government had already announced a guarantee for all
personal bank savings, applicable from 1 October.

BELGIUM
The government agreed to guarantee bank deposits of up to 100,000 euros
($136,000) - an increase of 80,000 euros.
The country's largest banking group, Fortis, needed the intervention of the
Belgian and Dutch governments and the sale of some of its assets to French
giant BNP Paribas, to stay alive after getting into difficulty over the purchase of
Dutch bank ABN Amro.

FRANCE
The chairman of French savings bank Caisse d'Epargne has quit over the
loss of 600m euros (£466m) in a "trading incident" amid global market chaos.
Charles Milhaud said he accepted full responsibility for the lost cash and is
expected to leave without a pay-off.

GERMANY
On 17 October, 2008, the German parliament overwhelmingly approved a
500 billion euro ($675bn) financial rescue package. The plan includes a fund to
provide up to 400bn euros in inter-bank loan guarantees and 80bn euros
($109bn) to acquire stakes in troubled banks.
German parliament backs bail-out
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The government stepped in on 6 October, 2008, to avoid the collapse of
Germany's second-biggest commercial property lender, Hypo Real Estate. In an
attempt to prevent a subsequent run on banks, the government announced it
would guarantee all personal bank deposits in the country.

IRELAND
Ireland was the first government to come to the rescue of its citizens'
savings, promising on 30 September to guarantee all deposits, bonds and debts
in its six main banks for two years.
The move initially prompted consternation among some European partners,
but other countries have since followed suit.

ITALY
Finance Minister Giulio Tremonti said on 13 October,2008, that the
government would spend "as much as necessary" to support his country's
financial institutions. The governor of the Bank of Italy, Mario Draghi,
meanwhile announced it would temporarily swap up to 40bn euros ($54bn) of
bonds for Italian bank debt.
On 8 October, 2008, Prime Minister Silvio Berlusconi said the government
was prepared to buy stakes in failing banks while waiving voting rights in an
effort to guarantee stability. It would also step in to back deposits up to the
current insured level of 103,000 euros ($141,000) if necessary, he said.

NETHERLANDS
Dutch insurance giant ING is to receive a 10bn euro ($13.4bn; £7.7bn)
government cash injection.
The government is also offering a 200bn euro package of loan guarantees to
Dutch banks.

NORWAY
The central bank, also outside the eurozone, said it would issue up to 350bn
kroner ($55bn) in bonds to banks to help improve liquidity in the market.
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RUSSIA
The upper house of Parliament, the Federation Council, passed a law on 13
October, 2008, giving the state-run Bank for Development and Foreign
Economic Activities (Vnesheconombank) 1.3 trillion roubles ($50bn) to pay off
or service Russian banks' foreign loans. It came after President Dmitry
Medvedev announced 950bn roubles ($36.4bn) of long-term help for banks at
an emergency Kremlin meeting on 7 October, 2008..

SPAIN
Spanish Prime Minister Jose Luis Rodriguez Zapatero announced on 13
October that his government would set aside a maximum of 100bn euros
($134bn) to guarantee interbank loans for the remainder of 2008. But Mr
Zapatero said the government would not, for now, take steps to recapitalise
Spanish banks, because "we do not have solvency problems".
On 10 October, the government announced the creation of a 30bn euro
($40bn) fund to buy assets from Spanish financial institutions to help stabilise
them and unfreeze credit. Three days earlier, it had increased bank deposit
guarantees to 100,000 euros ($136,000) from the current 20,000 euros

SWEDEN
The Swedish central bank cut interest rates by half a percentage point to
3.75% on 23 October, 2008, its second reduction in just over two weeks, and
said it planned further cuts within six months.
Sweden has guaranteed new medium-term liabilities of banks up to a level
of 1.5 trillion crowns (£117.2bn; $205bn). It is also putting 15bn crowns into a
fund that will be used in case a bank needs emergency capital.

SWITZERLAND
Switzerland takes steps to strengthen its largest bank, UBS, by giving it 6bn
Swiss francs ($5.3bn; £3.1bn) in exchange for a 9.3% stake. The bank will also
be able to transfer up to $60bn of toxic assets to a fund supported by the Swiss
central bank. Credit Suisse was also offered government assistance but was
instead able to raise 10bn Swiss francs from global investors to shore up its
position.
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Following negotiations, the government announced on 13 October, 2008,
that it would inject £37bn ($64bn) of taxpayers' money into three major banks.
Royal Bank of Scotland (RBS) is to receive £20bn, a further £17bn will be
injected into HBOS and Lloyds TSB "upon successful merger", while Barclays
said it would seek an alternative source for £6.5bn ($11bn).

ARAB STATES
Kuwait's central bank said on 26 October, 2008, that the government would
introduce legislation to guarantee deposit in its banks - after losses were
reported at Gulf Bank. Traders have been protesting, demanding more
protection for Kuwait's banking system.
Saudi Arabia said it would be making funds available to help-low income
citizens who were struggling amid the financial downturn.
On 21 October, 2008 it said it was pumping $3bn (£1.8bn) into its banking
system to improve liquidity, reports suggested.
Share prices have dropped precipitously this year, amid fears of weakness in
Dubai's property boom and exposure to global markets. However, economists
expect growth to continue at a moderate rate as the region's oil wealth cushions
the worst of the financial turmoil.
In an effort to boost confidence in the financial system, the Saudi Arabian
Monetary Agency (SAMA) cut its benchmark interest rate on 12 October, 2008
for the first time in almost two years. The government of the United Arab
Emirates, meanwhile, promised to protect national banks and guarantee
deposits, and Qatar launched a $5.3bn plan to buy bank shares.

INDIA
India unexpectedly cut its repo rate by 100 basis points to 8%, in a bid to
boost liquidity and stabilize India's finances.

Suggestions to Policy makers
a.

Look for areas of agreement in what are the causes of the financial
crises and call for debates from different ideologies for wider
discussions.

b. Market participants need to change their behavior
c. Improvement of private sector standards and more effective regulation
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d. Best practices in the private and official sectors
e.

Development of new guidelines and increase vigilance on liquidity
management.

f.

Improvement in transparency and disclosure practices to clear off
information asymmetry that impede smooth functioning of markets.

g. Benefiting from other systems such as the Islamic finance that is free
from the flaws that had weakened the capitalist system
h. Stabilize the situation first and then look for effective treatment
i. Creation of the equivalent of the National Transportation Safety Board for
examining financial crises in a technical determined way, and a strong
need for talent people skilled in general management combined with
highly technical training to develop a functional perspective.
J. Power to police the global economy would have to include
representatives of every developed country–A United Nation of
Economic Regulation. Robert Zoellick President of the World Bank
identified the weakness of the current system when he said the
international organizations that excluded countries such as China, India,
Brazil, Saudi Arabia .South Africa and Russia were outdated.

Islamic Finance - a proposed alternative to the conventional financial
system
The Quran (Shurah 2: 279 ) describes "Riba" (interest/usury) as "Zulm" –
injustice and accordingly prohibits it, as it is an exploitation of one party by
another. The Shariah rules that all parties to a contract must share in the risk.
The Prophet Muhammed (PBUH) elaborated this principle in Hadith- (
Tradition ) which says "Al Kharaj bil 'al daman" – (Profit is linked to liability
for loss) meaning that where there is a risk, profit can only be received by
sharing in that risk The Shariah also says that risks should be limited in such
a way that it does not lead to social conflict just like what we are experiencing
now in the current global financial showdown. Based on this, Islam prohibits
gambling and all transactions involving "Gharar"-uncertainty, which is an
extreme form of risk Many forms of derivatives currently used involve the sale
of securities which the Shariah scholars describe as "Bai al–dayn" (debt
trading). The securitization of many assets and contracts deploying large
amount of funds. The modern financial practices of these transactions violate
the Shariah regarding Riba, Gambling and Gharar. The principle of
transparency is that all available information should be shared by all those
concerned. The conventional system had a built in incentive structure that
promoted moral hard and asymmetric information. Islamic teachings have
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condemned the circulation of capital with few people, a characteristic of the
modern financial system.
Minsky in the late 1970s to early 1980 revealed that the conventional
financial system was always inherently susceptible to instability as a result of
mismatches between liabilities (short-term deposits) and assets (long- term
investments). He points out that the nominal values of liabilities were
guaranteed while the nominal values of assets are not. In the event that the
maturity mismatch becomes a problem, the banks would engage in liability
management by attracting more deposits with higher interest rates.. He
dismissed the sustainability of this process, which could bring about lost of
confidence and bank runs. A proposal for an alternative system by Lloyd
Metzler during 1950s to 60s called for replacement of debt to equity contracts
as it does not involve guarantee of nominal value of liability because they are
tied to nominal values of assets.. He argued that such a system is safe from
instability features found in the conventional banking system. In 1985 Mohsin
Khan classic article in the IMF staff papers indicated the similarity of Metzler
proposal to the Islamic finance model. He showed that the Islamic finance is a
moderate system that has better stability than the conventional system. The
Islamic finance system will help reduce the risk of moral hazard and lead to fair
distribution of risk
The Islamic financial system has the potentials to correct the ongoing grave
anomalies that have engulfed the global financial system stability due to its
fundamental operating principles of a close link between financial and
productive flows and its requirement for risk sharing .Islamic finance does not
permit deals based on nominal or imaginary contracts that are some of the major
causes that gave birth to the current global financial upheaval. Transactions are
genuine in Islamic finance in which actual delivery of real goods and services
take place without transfer of risk to another party because a contract debt is not
saleable. The conventional financial system is characterized by opaque or
obscure transactions like the sub-prime loans that has shattered the US housing
into pieces.
The basis of Islamic finance is its value-oriented system based on the
Quran, actions and sayings of the Prophet Mohammed (PBUH). Islamic
banking and finance is a system aimed at promoting Islamic economic order
based on social justice, equity, moderation and balanced relationships. It forbids
all forms of exploitation and honors labour, encourages man to earn his living
by honest means and to spend his earnings in a wise manner. Dealings in
Islamic banking is sound as risk is shared between the bank and the depositor
and investors have absolute right to know the manner their funds are applied.
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The much complicated and complex derivative instruments used in the
conventional finance and creative accounting practices that have played a huge
role in letting down the conventional finance in the current global financial
turmoil have no place in Islamic finance .Reports claim that the derivative
market is estimated to be worth $600 trillion that has dwarfed the world
economy by more than ten folds.
The Islamic principles regarding collateralized Debt Obligation would have
prevented the financial crisis if there were in practice. Transactions in Islamic
finance are backed by real or tangible assets unlike the repackaged sub-prime
mortgage backed by dubiously rated collateralized debt securities crisis that
could have been avoided under a well structured Islamic bond as the Shariah
does not permit to sell debt against debt. The financial crisis reported losses of
trillions of dollars involving trading not backed by real assets. This couldn't
have happened in the Shariah compliant practices of Islamic finance because
under the Shariah no one can sell what he does not possess or promise what he
does not own. Islamic finance operates in moderation unlike the heavy
borrowing and the excess of the conventional finance system. Islamic finance
has therefore suffered minor effect in the face of the current global finance
disaster and has proven to be a viable alternative to the conventional finance as
it is emboldening its capability to influence and shape the world's institution of
finance through its safer practice. Also during the Asian financial crisis the
Islamic finance suffered minor effects relative to the conventional finance
.Claims by the industry experts show that Islamic finance is the fastest growing
industry with an annual growth rate of between 10 to 15 %.
In the midst of the ongoing extreme financial disaster, the conventional
markets are resorting to and borrowing some of the Islamic finance ideas and
principles derived from the Shariah Law. The belated banning of short selling
of shares and cutting off interest rates by the conventional finance adherents as
a result of the global financial meltdown reflects the Shariah principles that
prevent traders from dealing with assets they don't own and prohibits interest
charging as illegal misappropriation of another persons property. These
principles have totally been absent from the conventional marketplace practices.
In a nutshell, Islamic finance prohibits some of the excesses that have roughly
shaken and devastated the Conventional financial system into ruins.
In another scenario to strengthen the above arguments,the suitability of
Islamic financial system as viable alternative, Sheikh Saleh Abdullah ,Chairman
,General Council for Islamic Banks and Financial institutions working paper to
The Islamic Development Bank (IDB) entitled "The Global Financial Crisis
:Challenges and Available Opportunities on the 25th October 2008
enumerated some explicit calls by some disappointed western personalities
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with the basics and principles of the western financial system . These
personalities have seen the Islamic financial system governed by the principles
of the Shariah as a suitable viable alternative.
These explicit calls to switch to Islamic financial system with their
references cited by Sheikh Saleh Abdullah Kamel in quotes include the
following :
1. The Editor in –Chief of "Challenger Magazine " wrote " I think that we
are now more in need in this crisis to read the Quran more than the New
testament in order to understand what is happening to us and to our banks for
those in charge of our banks respected the teachings and rules of the Quran
and applied them we would have averted the crises and disasters that are
befalling us and we would not have reached this dismal condition, for money
cannot beget money. The writer wondered about the ethics of capitalism which
is lenient and permissive in justifying interest.
2. Rolan Laskin , Editor in Chief of "Journale de France " demanded
"Application of the principles and rules of Islamic Shariah in the financial
and economic fields " in order to put an end to this crisis which is shaking the
entire world markets as a result of manipulating the rules of fictitious and
illegitimate speculations. This came in an article for the writer entitled: "Has
Wall Street Qualified to Embrace the Religion of Islam?
3. The French Supreme Council f Financial Control, which is the supreme
institution monitoring the activities of banks in France, issued a decision
prohibiting fictitious dealings and nominal sales. It imposed the condition
of receipt (of considerations ) within three days from the date of signing the
contract ,no more. This is completely consistent with the principles and rules
of Islamic Law.
4. In a book published by the Italian researcher, Louritta Napolioni, she
referred to the importance of Islamic financing and its role in rescuing the
global economic condition. She considered the unusual condition of the global
economy is the result of rampant corruption and speculations which control the
market . She added that "Islamic Banks could become the suitable
alternative to Western Banks".
With the collapse of the stock markets and the mortgage credit crisis, the
traditional banking system started to show cracks in the structure and needs
drastic and deep solutions.
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5. A report issued by the Senators of French Parliament that ''The
Islamic Banking System is suitable for all, Muslims and non-Muslims alike
and it could be applied in all parts of the country ". This is in addition to the
fact that Islamic economics meets universal desires. This is what was
recommended by the Finance and Budget Control Committee in May 2008
after organizing two seminars on the Islamic banking System .
6. There are signs of a new trend in the world shifting into a new
financial era in which real money and actual exchange have become an
alternative to speculative financing , over draft sales and other financial risks.
7. Two decades ago , the French economists and noble Laureate in
Economics, Maurice Allei, proposed ( in the context of surmounting the crisis
of indebtedness and unemployment and to return to the state of equilibrium ) to
modify interest rate to zero and to review tax rate to about 2%,which is
completely in harmony with the abolition of riba (interest ) and the rate of
Zakat payment on cash held according to Islamic Law.
One observer stated that the global economy will no longer be driven by
two or three trading blocs as other small trans-national, regional and other
ideologies are gaining significance.
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If interest is the "guiding soul" of conventional banks, so is speculation for the
stock markets. In studying the stock market processes, it is preferable to start with
speculation before moving on to other details like short selling, options, futures
and margin trading. Accordingly, the study of speculation falls under the stock
market’s generalities, while, contracts are considered within its specifics. Thus,
we must consider speculation when studying stock-market transactions; otherwise
lawful rulings would be unsound. Besides, studying speculation is an essential
introduction for studying stock market transactions and it facilitates attaining the
fiqhi (jurisprudential) rulings regarding such dealings.
This issue appears to be more important in the Arab and Islamic countries,
of which some already have stock markets that need to be activated, while
others have no stock markets at all, and intend to establish them. In both cases,
the truth about speculation needs to be revealed. Since this issue is controversial
among both Westerners and Muslims, one would hope that such controversy in
an Islamic context, is not a mere echo of the Western one.

Definition of Speculation
A number of definitions of speculation used in professional writings are
mentioned hereafter. However, most of them, as will be noticed, are either
incomplete, ambiguous or misleading. The reader would be able to realize the
meaning of ambiguity as we go further in the discussion. These definitions are
as follows:
§ Speculation is the prediction of a profit opportunity to benefit from, and
of a loss probability to avoid.
§ Speculation is to buy or sell, to benefit from price differentials that result
from the expectation of change in the stock values.
§ Speculation is a big venture aiming at attaining gains. Its prime goal is to
increase capital rather than dividends from shares.
§ Speculation is to buy or sell with the aim of increasing capital gains from
the natural price differences rather than obtaining regular revenue profits.
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§ Speculation is a buying or selling process followed by other reverse
process, based on justified information, aiming at benefiting from the
natural differences in prices.
§ Speculation is buying or selling in the present, with the hope of buying or
selling in the future when a change in prices occurs.
§ Speculation is to buy, aiming at selling at a higher price or to sell to
compensate for what was sold at a lower price.
§ Speculation is a fake buying or selling, not with the aim of investment,
but rather with the aim of benefiting from changes in the very short-term
of the stock market value. This occurs when a big difference takes place
between the stock market price on one side and the nominal or book-value
(the real value) on the other. (Mohiuddin, 1415H, p.482, and Suleiman,
1426H, 2: 672). In fact, the real value is different from the book-value and
it is more appropriate to use in the definition.
§ Speculation is a buying or selling process carried out by market experts to
benefit from price changes (al-Mu'jam al-Wasit).
Speculation is a fake reverse process of selling and buying not aiming at
physically exchanging commodities (no actual "commodity" is desired for
itself). In reality, it aims at benefiting from natural or artificial price differences
and capital gains if the predictions of price changes in the short-term proved to
be true. No matter, this prediction comes out of information, experience and
study or merely out of rumors, luck or even coincidence.

The Difference between Speculation and Trade
§ The merchant possesses goods; whereas, the speculator does not. He only
gets or pays the price differences (clearing). This non-possession of goods
is a distinguished characteristic of speculation. Besides, in speculation,
selling or buying is fake and reversed as the good in itself is unwanted.
Samuelson (1985, pp. 214 and 215) says: "They (the speculators) are
simply middlemen who are interested in buying cheap and selling dear.
The last thing they want to see the wheat or hog truck roll up to their door
(…). The speculators themselves may never touch a kernel of corn or a
bag of cocoa, nor need know anything about storage, warehouse, or
delivery. They merely buy and sell bits of paper".
§ The merchant does not count upon price betting, while the speculator
depends upon betting either through prediction or expectation. Some
authors respond to this argument by saying that the merchant also makes
a bet, if his bet is true, he profits, if not, he loses. However, betting in
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trade remains concerned with the commercial activity and is not isolated
from it as in speculation.
§ The merchant counts on price stability; whereas the speculator counts on
price fluctuations.
§ Price manipulation is more common in speculation than in commerce.
This manipulation occurs through rumors and fake deals. Despite the fact
that this manipulation could be common (with difference) to both the
monopolist merchant and the monopolist speculator, yet, it is more a
characteristic of monopoly rather than of speculation.
§ One of the important points is that speculation causes prices to be far
distant from goods or stocks’ real prices and away from the real financial
performance of the stock-issuing company. This leads to price increase
despite having no purchase intention (najash). On the contrary, in
commerce, the real and sell prices are close and relevant to each other.
§ In trade, both the seller and the buyer win; whereas, in speculation, one of
them wins what the other loses, which is known in the Western writings
as 'Zero Sum-Games'. In addition, trade is productive while speculation is
not, thus, the speculation’s risk differs from that of commerce. Some
people would argue that speculation is also productive in the sense that it
transfers risks to those who are willing to undertake them and in this case
these people specialize in undertaking risks. However, this argument may
actually aim at embellishing speculation rather than revealing the truth
about its hidden purposes.

The Difference between Speculation and Investment
An investor buys the stock and keeps it to get dividends. He may sell his
stock, when needed, to attain a capital gain although this does not represent the
normal case. On the other hand the speculator buys the stock to sell it in the
short-term when the price increases, aiming at cashing-in a high and rapid
capital gain.
Thus, investment is long-term, with relatively lower- risk and its return is
more secure than speculation. While, speculation is short-term and is
characterized with rapid gains and high risks. Accordingly, speculation differs
from investment in its duration, the risk degree and the expected revenue. The
speculator undertakes a high risk to attain the highest possible amount of capital
gains in the shortest possible time. Whereas, the investor undertakes a low risk
to acquire a reasonable dividends, while his expected capital gains from market
prices’ fluctuation comes in the second place. However, if a person wants to be
an investor in the stock market, the speculators will transform his investment
into speculation.
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The Difference between Speculation and Gambling
The proponents of speculation differentiate between speculation and
gambling on the basis that speculation depends upon information, experience
and study unlike gambling that leans merely on fortune and coincidence. Yet,
some believe that there are two types of speculation:
- The first type depends upon experience. This type is few in number
(speculation of big professionals).
- The second type which is more popular depends upon fortune
(speculation of small amateurs).
Despite the differences between them, both types are considered
speculation. Likewise, modern gambling could also depend upon information,
experience and study.
The proponents of speculation believe that the gambler himself creates
risks, while the speculator only transfers risks as he undertakes existing ones.
On the other hand, the opponents of speculation believe that there is no
difference between speculation and gambling, but rather it is a new version of it.
They argue that in speculation as well as in gambling a few people gain huge
and rapid fortunes while the majority loses and whatever is gained by the
minority comes at the expense of the majority. In addition, the chances of the
minority’s making a profit is very small, very close to their chances of winning
the lottery. Accordingly, they are more liable to loss in both cases. On the other
hand, big speculators' profits are huge and guaranteed at the expense of small
speculators who are being exploited in the stock market to act as its fuel and
victims at the same time.

The Proponents' Arguments
§ Speculation reduces price fluctuations so that when prices decrease, the
speculators intervene and buy, this in turn limits the continued decrease
due to the increased demand. Similarly, when the prices rise, they
intervene through selling their shares, thus limiting the increase in price.
Therefore, speculation works on stabilizing and rebalancing prices and
narrowing the gaps between them. (al-Barbari, 2001, p.282).
§ Speculation reduces the merchants’ risks as it either realizes profits or
minimizes losses through reverse or compensating deals.
§ Speculation activates the stock market as it encourages the circulation of
large amounts of stocks or goods. This in turn flourishes the stock market,
enlarges its role and helps in providing liquidity easily and rapidly. Thus,

Speculation between Proponents and Opponents

49

the speculators are added to the investors in the stock market. They
activate the stock market with their rapid and multiple speculations.
Accordingly, there are three types of deals or contracts: spot contracts,
forward contracts and speculative contracts, so that if the speculation
contracts were cancelled, the stock market activity would weaken.
Similarly, if the forward contracts were cancelled, the stock market
activity will get weaker as debts multiply activity and likewise the
speculations greatly multiply it. Thus, if speculation was supported by
debts or credit, the stock market would increase more and more.
§ The speculator seeks to obtain a personal profit and there is nothing
wrong with that, as profit represents the main cause for establishing any
economic project and it is the main incentive for any production process.
Profit always depends upon price changes and fluctuations so that no
economic or commercial project can avoid speculation in which you can
buy with the least possible price and sell with the highest possible one.
Consequently, no capital investment could be totally speculation-free.

The Opponents Arguments
§ Speculation aggravates price fluctuations as it originally relies on such
fluctuations and it finds no room if the prices stayed stable. In
speculation, prices rise and drop to economically unjustified levels
regardless of the real value of the stock or good and of the actual
performance of the stock-issuing company. Thus, speculation is an
artificial heating up and an unwanted additional parasite activity.
§ The brokers and the well-informed speculators are the ones who benefit
from the intense heat produced by speculation. On the contrary, this heat
brings no benefit to the public but rather it is a source of harm to them as
it is an attractive but intriguing activity.
§ Speculation does not differ from gambling but rather it is one of its
modern forms. In fact, stock markets are nothing but dubious houses
protected by law or gambling casinos where people gain unbelievable
fortunes at a wink and at the same time it witnesses overwhelming losses
in seconds causing disastrous impacts like bankruptcy, family disputes,
divorce, heart attacks and sudden deaths. So, it is more like lottery where
the minority of dominant organizers wins while the majority masses lose.
In other words, the small speculators fall as an easy prey in the clutches of
the stock markets’ tycoons. Such dominant tycoons are very powerful and
they are aware of all the stock market’s secrets and they are associated
with the top government leaders. In addition, they work together under
cover using intrigues, plots and rumors and they control media. They also
exploit credit to support speculation and they affect heated and wild
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speculations to the extent that speculation becomes more like a Crazy
Market. Some others argued that the people’s movements in the stock
market look like they are working under a spell.
However, these movements could look very attractive but they are very
intriguing at the same time as such tycoons own a lot of money that flow as fast
as a wink from one place to the other. Sometimes such money causes a
disastrous effect like the weapons of mass destruction as they ruin some
countries’ economy. The 24 hours modern electronic network increased further
the intensity of these speculations as it offers a minute- per- minute price quotes
and displays 375-purchase orders/second with a total of 2 billion process/day.
This in turn increases the risks of turbulence and financial instability all over the
world as such price quotes instantly spread to international stock markets
directly causing a mania in all other stock markets.
§ Speculation, gambling, betting and monopoly are all characteristics of
Capitalism also known as 'Casino Capitalism'. It is noteworthy that the
capitalist countries together with the multinational companies secretly
commenced in setting up a multi-party investment agreement that was
about to be signed in 1998 except for the NGOs’ efforts in Europe and the
United States that fought that agreement. An American society called
“Public Citizen’s Global Watch” unveiled this secret plot as its chairman
“Lori Wallach” wrote an article about this issue in the French newspaper,
Le Monde Diplomatique, in December 1998 under the title: “The World
Declaration of Capital Rights”. Such agreement could have allowed the
gigantic monopolists and multinational companies to sue any government
calling for compensating any harm caused by any policy or attitude that
would negatively affect the accumulation of gains and wealth (al-Barbari,
2001, p.344).
§ Speculation is associated with monopoly as there are big speculators who
dominate goods or stocks and control them, thus converting speculation
from a price prediction tool to price enforcing tool. Yet, who could punish
these tycoons? They cannot be legally sued for this predomination (alBarbari, 2001, p.317). Punishing small investors and speculators is very
easy even if they do not deserve it, but punishing those tycoons is very
difficult even if they deserve it. In addition, all the claims of
competitiveness, transparency and equal information is only a camouflage
for monopoly, secrecy and domination. People of authority are always
using such words as “reformation”, “competition” and “colonization” to
refer to “corruption”, “monopoly” and “occupation”. They have even
called destructive chaos “creative chaos"!
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§ If the reverse contracts known as deferred sales or ‘inah sales are
religiously forbidden (haram), even though they involve delivery of
commodities, then how about the reverse contracts that do not involve
any delivery or receipt of commodities (the commodity in itself is
unwished-for)? So, what would be the lawful ruling regarding this issue
especially if we bear in mind that it is considered an entire risk and it is
not associated with trade? Since no mutual possession takes place in the
stock market, then, the good is no longer important and it does not matter
anymore if it is fungible or non-fungible good, suitable or non suitable for
deferred contracts. In fact, the goods could be fake or symbolic like the
indices and even the companies themselves could be a mere illusion.
§ Gambling exists originally in playing games, yet, it could also be
involved in selling, in other words, it is called gambling in playing games
and gharar (deception) in selling. Likewise, in the stock market,
speculation transforms selling into bets or fake contracts or rather games
as they used to do in Jahiliyah (the era before Islam) such as hasah,
mulamasah and munabadhah sales.

The Moderate Opinion: Using Speculation without Excessiveness
As it is commonly applied today, some economists argue that speculation is
indispensable. According to their view, it has become like alcoholic beverages
or table salt, a little of it could be good but having much of it is definitely
harmful. Despite the fact that these items are not always favorable, yet, they
must not be continually blamed as they have both good and bad aspects. Thus,
if we want to have an active market, we could make use of it in a reasonable but
not in an excessive way. (al-Ashqar, 1416 H, p.102, 106)
It appears to me that speculation is not the kind of thing that we could limit
it if we permitted it. It is not also one of the things like gharar that few of it is
allowed but much of it is forbidden. However, speculation is more like
gambling and betting rather than gharar. Besides, gharar is associated with real
selling, while gambling is associated with playing games and sometimes with
fake selling.
Some experts believe that it is hard to differentiate between speculation and
gambling so they find excuses for those who blame speculation for all the
misdeeds taking place in the stock market. (al Barbari, 2001, p. 279). Thus,
hypothetically, although some of speculation might be permitted, yet, we have
to forbid this small permitted amount, as it would be very difficult to limit
speculation in the stock market to reasonable or acceptable levels only.
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In his research, Kamali (1996, p.197) cited the hadith that says: “Do not sell
what is not with you” and the hadith that forbids sale prior to taking possession
and the hadith of debt clearance sale (bay' al kali' bi al kali'). He found that the
first hadith refers to “sale of specified objects (a'yan)” rather than "fungible
goods”, thus, if it meant the ability to deliver, then this is already taking place in
the stock market. The second hadith refers to food rather than other goods that
could be sold by installments. The third hadith is a weak one as the Holy Qur'an
allowed debt as showed in the clear-cut Qur'anic debt-verse. So, Kamali tried to
purify the stock market’s contracts from such forbidden acts but at the end he
warned against excessive speculation and gharar. I find myself agreeing with
him on the possibility of purifying this issue from all its forbidden aspects
unlike the opinion of a number of researchers and fiqh organizations who think
that this issue is already settled and needs no more investigation. It may also be
allowable to close a deal based on ‘arbun (a down-payment), to those who
legalized ‘arbun and extend that to stock-market transactions. However, that is
not enough to legalize the whole process.
However, Kamali’s research neither showed how we could protect the stock
market from this excessiveness nor referred to the impact of speculation on the
small speculators. He did not also discuss the effect of reverse contracts on
heating up the stock market and how its prices jump up to unjustified economic
levels, which are irrelevant to the real performance of the stock issuing
companies. Thus, he overlooked the fact that in order to fully understand the
stock market, you have to take into consideration the small speculators who
represent the public majority and they act as the stock market’s fuel and victims
at the same time. In addition, you have also to keep in mind the violations
protected or overlooked by laws and regulations that are nothing but a delusive
nominal coverage like “anti-usury law” and “anti monopoly law”.
Kamali was the only Shari'ah scholar who tried to investigate the
permissibility of speculation and forward transactions in the stock market. One
would wish that he can elaborate on the eight points raised below in the
summary.

Conclusion
A Wall Street specialist wrote a book on the stock market showing in it the
manipulation that is taking place in the stocks’ prices and he published it under
a pseudonym “Marchand Sage”. There are, according to him, "intrigues, lethal
competitions, tense lunch-time deals, high-stake gambles, the subterfuges,
cover-ups, and huge payoffs that make Wall Street the greatest playground in
the whole world" (Marchand Sage, as quoted by Chapra, 1985 p. 98).
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What is the solution then? Shall we ban the stock market, speculation,
reverse or forward transactions?
Some believe that the proposed solution is not to dispense of the stock
market but rather to dispense of speculation (a stock market without speculation
= a more just and a more beneficial one, with less fuss and expenses). This
could take place through canceling deferred contracts, a step already
implemented in some stock markets (Muhieddin, 1415H, p. 93 and 520 and
561) and Chapra, 1985, p. 99). They argue that it is not enough to reduce these
contracts through Central Bank’s intervention in raising the monetary margins
(the advanced cash installments) and limiting credit speculation. As for those
who claim that speculation is the destiny of the stock market, according to them,
nullifying speculation means nullifying the whole stock market.
How can we ban forward contracts when they are legitimately permitted by
shari'ah? Islam permitted deferred payment (selling at installments) and
allowed deferred delivery (salam), consequently, banning deferred contracts
ultimately leads to banning something that is legitimately permitted. However,
if we allowed the permitted deferred contracts, it would be difficult to ban the
forbidden types of these contracts. Yet, it is worth remembering that what could
not be legally banned, may be banned on religious bases.

Summary
§ Speculation consists of reverse buying and selling processes resembling
deferred or ‘inah sales (the good is not important) in the fact that in both
cases the dealer is not interested in the good itself at all.
§ Speculation exceeds ‘inah sales in the sense that it does not involve
possession which means also that the good is unwanted.
§ Speculation is a pure risk, separate from the commercial activity (it is a
mere betting), so it is called in the Arab and Western laws.
§ Speculation is a matter of price differences in which the small speculators
depend only upon luck and coincidence, whereas, the big speculators use
it as a mean for blackmailing, exploitation and becoming filthy rich at the
cost of the general public. Thus, the outcome is that we have a few
gaining party and a majority losing party, the minority gain is guaranteed
while what is won by the majority is a mere lottery. What is gained by the
minority is huge and what is lost by the majority is huge because in
gambling what is lost by some is won by others: Zero Sum Game.
§ Speculation is a dramatic and suspense heating up just as what is taking
place in films and serials concealing underneath a lot of deception,
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manipulation and najash (false bidding in which the bidder wants others,
rather than himself, to buy). Thus, now after the domination of
Capitalism, gambling is concealed under the cover of cultural
competitions, or of trade. It is a modern game having all the effects of
fanciful and exciting artistic production.
§ Speculation leads to incorrect pricing of goods and stocks, as it neither
reflects the company’s performance nor the real value of stocks or goods.
§ The solution is to have a stock market without speculation or reverse
contracts lest we say a stock market without forward contracts. The
suggestion of having a moderate speculation is unacceptable and
impractical as it is no more than a trick hiding beneath theoretical
regulations and false claims of information and experience. However, it is
dominated by monopoly, deceit, rumors and misleading information
aiming at deluding the public.
§ Speculation, gambling and monopoly are the characteristics of
Capitalism, even if capitalism pretends to stand against these practices.
Capitalism either calls things with other names or mentions something
theoretically and violates it in practice. It does not abide by religion or
ethics unless they serve the tycoons even if this leads to the small
investors’ destruction. They want to impose upon us their system so that
we lose the best we have and to receive the worst of what they have. This
way they guarantee we stay behind in what they are already behind in.
§ These methods that the "big-guys" propose are used to enable them to
penetrate us and to strengthen their grip on us. Smaller investors should
not fall into that trap and should not follow the "big-guys" and should not
allow them to make money and power restricted to them. This
manipulation of power and money by the "big-guys" will increase the
tyranny of the more rich and more powerful, and result in the destruction
of land and people. Instead of the affluent ones helping the needy,
through this lottery and other means they are blackmailing them to the
last penny (fils) they own.
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Introduction
In an Islamic economy where interest bearing loans are prohibited and
where direct participation in business enterprise, with its attendent risks and
profit sharing, is encouraged, the existence of a well functioning Stock
Exchange is very important. It would allow for the mobilization of savings for
investment and provide means for liquidity to individual shareholders.
However, existing Stock Exchanges in non-Islamic economies have many
drawbacks. They generate practices such as speculation and fluctuations in
share prices which are not related to the economic performance of enterprises.
These practices are inconsistent with the teachings of Islam.(1)
The aim of the paper is to outline a system which would establish a Stock
Exchange consistent with the teachings of Islam. The paper is divided into two
Sections. In Section I, we discuss the basic economic roles of the Stock
Exchange and its main drawback in non-Islamic economies. In section II, we
out line a proposal for Stock Exchange in an Islamic economy with its
theoretical and practical implications.

The Roles of a Stock Exchange and Its Drawbacks in a
Non-Islamic Economy
The basic economic roles of the Stock Exchange are:
(a) to allow savers to participate fully in the fortunes of business enterprise;
(b) to enable holders of shares and debts to obtain liquidity by selling their
shares and bonds to business enterprises on the Stock Market;
(c) to allow business enterprises to raise external finance in order to expand
the economic activities of their enterprise;
(1) The Qur'an says "they question Thee about strong drink - and games of chance. Say:
In both is great sin, and (some) utility for men; but (the) sin of them is greater that
(their) usefulness" (1:219). The Qur'an says "0 ye who believe! Strong drink and
games of chance and idols and divining arrows are only an infamy of Satan's
handiwork. Leave it aside in order that ye may succeed" (5:90). It must also be
realized that according to Islam, an exchange contract is void unless the intention of
the buyer is to buy and of the seller to sell and that no one sells what he does not
have, that no one should deserve a return without bearing a corresponding
obligation.
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(d) to allow business enterprises to separate business and economic
operations from financial activities.
The actual operations of the Stock Exchange in non-Islamic economies have
been criticized for failing to fulfil fundamental economic functions and for
allowing activities not compatible with social good to emerge in Stock
Exchange trading. Two important criticisms have been made by J.M. Keynes;
he has pointed out that investment in certain kinds of projects are governed by
the expectations of share market dealers and not by those of entrepreneurs, and
that speculation in shares may lead to misallocation of resources.
Central to Keynes' criticisms is the recognition that the Stock Exchange
allows for revaluation of investment at regular intervals, so that individuals may
revise their willingness to hold stock in a particular enterprise. Without the
institution of the Stock Exchange it would not be possible to have this
revaluation. Thus the Stock Exchange provides the means for making illiquid
capital investment liquid for individuals although the illiquidity for the
economy as a whole remains.
The major purpose of the Stock Exchange is to facilitate the exchange of
claims on existing business enterprise, but in doing this the Stock Exchange
makes a significant impact on current investment. This is due to two reasons:
(a) it is not worthwhile to embark on a new enterprise if a similar one can be
acquired by purchasing shares on the Stock Exchange,
(b) it may be worthwhile to start a new company not because it offers long
term economic advantages but because an immediate gain can be
reaped by floating the company on the Stock Exchange and selling
shares at inflated prices.
These were the circumstances to which Keynes referred to as follows:
Thus, certain classes of investment are governed by the average
expectations of those who deal on the Stock Exchange as revealed in the price
of shares, rather than by the genuine expectations of the professional
entrepreneur.(2)
The Stock Exchange provides opportunities for gains to be made by
profiting from fluctuations in the prices of shares which are not necessarily
related to the economic performance of the company.

(2) J.M. Keynes, The General Theory of Employment, Interest and Money, New York,
Harcourt, Brace and World, 1936, p.151.
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Keynes has defined `speculation' as "the activity of forecasting the
psychology of the market" and has contrasted this with the activity of
"enterprise" defined as "the activity of forecasting the prospective yields of
assets over their whole life." Keynes suggested that as the size of the Stock
Exchange and other financial markets increases the probability of speculation
will increase. Keynes further suggested that this was liable to lead to
misallocation of resources:
Speculators may do no harm as bubbles on a steady stream of enterprise. But the
position is serious when enterprise becomes the bubble on a whirlpool of
speculation. When the capital development of a country becomes a by-product of
the activities of a casino, the job is likely to be ill-done.(3)

These factors are likely to pose serious problems in a non-Islamic economy,
in an Islamic economy they are totally unacceptable. So our proposal for a
Stock Exchange in an Islamic economy will involve procedures to avoid their
emergence.

II
Functions, Structure and Performance of
A Stock Exchange in An Islamic Economy
Functions of the Stock Exchange in an Islamic Economy
The basic role of the Stock Exchange in an Islamic economy is to facilitate
the flow of funds from surplus to deficit units; deficit units in this context are
business enterprises which wish to raise new funds by issuing equity capital.
The Stock Exchange is organised to provide two conceptually separated but
interrelated markets; these are:
(1) the new issues market in which newly created shares are offered for sale;
and
(2) the secondary market which enables asset holders to trade in previously
created shares.
The function of the new issues market is to enable savers to subscribe funds
to business enterprises to allow for an expansion of their activities. This is the
most important economic role for the Stock Exchange because it mobilizes
savings for investment and assists in ensuring the maintenance of full
employment.

(3) op. cit, p.159.
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Thus the Stock Exchanges in an Islamic economy would perform the
following functions:
(1) enable savers to participate fully in the ownership of business enterprise;
sharing its profits and risks;
(2) enable shareholders to obtain liquidity by selling their shares ac cording
to the rules of the Stock Exchange;
(3) allow business enterprises to raise external capital for establishing and
expanding their lines of production;
(4) divorce business operations of the enterprise from short term
fluctuations in share prices which are major characteristics of nonIslamic stock markets;
(5) allow investment in the economy to be guided by the performance of
business enterprise as reflected in share prices.

The Structure of the Stock Exchange in an Islamic Economy
To achieve these aims it is necessary that companies issue only one type of
share, i.e. a share which carries profit as a compensation for investment and risk
taking. No interest-bearing bonds are to be transacted on the Stock Exchange of
the Islamic economy. Hence, the Keynesian type of speculation based on the
relationship between current and (expected) future rate of interest would not
exist in an Islamic economy. And in order to achieve a greater degree of
stability the following features would have to be incorporated in the structure of
an Islamic Stock Exchange:
(a) all shares must be bought and sold on the Stock Exchange;(4)
(b) the Stock Exchange would provide trading posts where shares could be
traded through brokers;
(c) all companies with shares tradeable on the Stock Exchange would be
required to provide information on their profit and loss accounts and
balance sheets to the Management Committee of the Stock Exchange at
intervals of no more than three months;
(d) the Management Committee would determine for each Company at
intervals of no more than three months a Maximum Share Price (MSP);
(e) shares would not be traded at a price higher than the MSP;
(f) shares may be traded at a price lower than the MSP;
(g) the MSP would be determined in accordance with the following
(4) It is assumed that in an Islamic economy, the Muslim believers will not sell in the
black market to make personal gains.
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formula;(5)
MSP =

Total Net Worth of company
Total number of issued shares

(1)

The Management Committee would have to ensure that all companies
dealing in the Stock Exchange follow standard accounting practices with
respect to depreciation, inventory, etc.;
(h) trading in shares would take place only in a period of one week, the
trading period, after the determination of an MSP price;
(i) Companies would issue new shares only during the trading period and
only at the MSP price.
This proposal meets the requirements of a Stock Exchange in an Islamic
Economy: it allows trading in shares so that individual shareholders may
relinquish their holdings and gain liquidity but also requires shareholders to
maintain some commitment to the company by providing a period (of at least
three months) during which they are unable to sell their shares.
Speculation in share prices is made difficult by the provision that shares can
not be traded frequently and by the provision of an MSP. Also the Keynesian
type speculation based on the relationship between current and (expected) future
rate of interest would not exist in an Islamic economy.

Economic Operation of the Stock Exchange
To provide a benchmark for analysis, we start with a demand and supply
analysis of the Stock Exchange in a non-Islamic economy. The demand for
shares can be written:
D = D(p, r)
(2)
when
p = current price of shares
r = rate of interest
The supply relation for shares can be written
Where

S = S (p, r)
p and r defined as before

(3)

(5) The issue of new shares would not happen very frequently, hence the number (but
not necessarily the ownership ) of shares will be constant in the short run. Also,
when new capital is raised, the total net worth of the company must increase unless
the newly obtained capital was not efficiently used. The MSP, therefore, reflects the
performances of the company.
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The demand relationship embodies the contribution of Keynes discussed
previously in which demand for shares depends on expectations of future price
movements of shares as well as the current price. While there is no general
theory of expectations formation available, it is likely that expectations about
future prices will be volatile which will give rise to the divorce between share
prices and the economic performance of business enterprise.
The supply relationship suggests that shareholders will sell share if the
current interest rate is low. Since it would be expected that interest rate would
rise and hence share price will fall. The reverse mechanism takes place with the
buyers.
The share market in a non-Islamic economy can be represented in Figure I.

Fig. (I)

Equilibrium price and number of shares are determined by the intersection
of the demand and supply curves, dd and ss to give p and N. Suppose the
demand curve shifts as a result of a change in expectations to d1 d1 (or d2 d2)
then equilibrium prices and quantities become P1 and N1 (p2 and N2).
The volatility of share prices can be increased by undesirable practices in
the share market such as:
(1) influencing expectations by providing false or incomplete information;
(2) restricting the issue of new shares;
(3) creating false markets by selling short;
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If any of these practices occur, then the market determined share price will
have no relationship to the economic performance of the company.
In an Islamic economy the operations of the share market would be quite
different. The demand relationship for shares could be expressed as
D = D (p)

(4)

S = S (p, p)
p current price of share
p = MSP

(5)

and the supply relationship
where

To examine the operations of the stock exchange in an Islamic economy, we
first introduce a concept of "kinked supply curve". This is shown in Figure II. The
infinite-elastic part of the curve implies that P will not be affected by the quantity
supplied. Hence the sellers would not gain from withholding sales on the
expectations that there will be a rise in price. The maximum they can get is P.

Fig. (II)
Supply of shares on a Stock Exchange in an Islamic Economy

This newly-developed kinked supply curve has two economic implications:
(i) There is a maximum price that sellers of shares can obtain. This is the
price p which is an extension of the infinitely-elastic part of the SS curve.
This maximum price is the price determined according to equation (1)
and declared by the company at the appropriate time period. It follows
that there is a maximum limit to what sellers can gain by playing the
market; it does not matter how they try to influence the quantity supplied.
This in itself limits the desire and the effect of speculation on the Stock
Exchange of the Islamic market.
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For sellers know that the maximum they can gain is determined by the
performance of their companies and not by outside market forces.
(ii) Muslim sellers may, if they wish, sell at a price less than p (MSP) if they
desire liquidity. Their supply would be determined by the portion of the
SS curve to the left of the "kink".
What distinguishes the Stock Exchange in an Islamic economy from those
in non-Islamic economies is that in the first type of economy the performance of
share prices is directly and mostly related to the performance of the company
issuing the particular share. Thus we may be able to distinguish between two
types of shifts in the supply curve of shares on the Stock Exchange in an Islamic
economy: (a) shifts due to changes in performance of the company and (b)
shifts due to other factors e.g. a desire for more liquidity or a change in the
portfolio. The first type of shift results in a shifting of the whole SS curve; up
wards (indicating better performance of the company) and downwards
(indicating a slack in the performance of the company). This type of shift is
shown in Figure III. An upward shift indicates a rise in p (MSP) and a
downward shift indicates a fall in p (MSP).

FIGURE III
Shifts in the supply of shares due to changes
in the performance of the issuing company
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FIGURE IV
Shifts in the supply of shares due to factors
other than the performance of the issuing company

Shifts in the supply curve due to factors other than the performance of the is
suing company can only affect that portion of the kinked, SS curve which lies to
the left of the kink as shown in Figure IV. Thus a desire for more liquidity shifts
the curve to SS2 and a desire for less liquidity (i.e. an increase in the propensity to
hold the shares for longer time periods) shifts the curve to SS1. These shifts have
no effect on the maximum price p.
Equilibrium takes place at the point of intersection of the demand curve for
shares and the kinked supply curve. This is shown diagrammatically in Figure
V. It should be noted that this equilibrium is a comparative static one.

FIGURE V
Determination of the market prices of shares
on the Stock Exchange of an Islamic economy
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If d1 d1 was the demand curve and SS the supply curve, the market price is
determined at P1. An increase in demand, with supply left unchanged, leads to
an increase in the market price. This continues as long as the demand curve
intersects the supply curve to the left of the "kink". An intersection between the
demand curve and the supply curve at the point of the kink or to the right of that
point results in a market price which is equal to the maximum (declared) share
price MSP (p). Hence further shifts of the demand curve to the right of the point
of kink would have no effect on the market price of shares. These prices could
only rise if the performance of the company improves, as shown in Figure VI.

Fig. (VI)
Equilibrium on the Stock Exchange of an Islamic
economy with improvements in company's performance

Conclusions
This paper examined the functions, structure and performance of the Stock
Exchange in an Islamic economy. It shows that in such an economy, a Stock
Exchange could perform a very valuable role. However the structure of such a
market would be entirely different from that of the Stock Exchange in nonIslamic economies. Moreover, the performance of a Stock Exchange in an
Islamic economy would vary from that of the corresponding markets in nonIslamic economies.
The main contributions of this study may be summed up in the following:
(1) It is possible to have a Stock Exchange in an interest-free economy
based on Islamic teachings.
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(2) Keynesian type speculation can be avoided given the right structure of
the Stock Exchange.
(3) The proposed structure of the Stock Exchange avoids excessive
fluctuations in share prices and yet maintains a high degree of liquidity
and financial efficiency.
(4) The performance of the Stock Exchange in an Islamic economy would
be linked directly and mostly to the performance of the companies
which issue the shares.
(5) A kinked supply curve of shares is introduced as a tool of market
analysis.
(6) Although the Islamic economy is basically a free-market economy, the
Islamic authorities may interfere and regulate the market in cases where
Islamic principles may be violated (e.g. cases of monopoly and
gambling). The imposition of a maximum price could be one of the
means by which Islamic authorities could uphold the Islamic principles.
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I. Introduction
This research discusses a set of normative general principles and
restrictions governing exchange in an Islamic stock market. It devotes itself to a
critical evaluation of the modern capitalist stock market from the Islamic and
economic points of view, determining the extent to which such a model is
acceptable, in principle, to an Islamic society. In making this exercise,
consideration is taken of the Sharī‘ah controls, which are based on the two
concepts of considerations of and elimination of gharar, as well as on the
Islamic principles that are in harmony with the concepts of economic efficiency
and equitable distribution.
The paper will deal with the general principles only; the applied side of the
issue will be discussed in passing, although we believe it is necessary to
evaluate or rationalize the emerging experiences of stock markets in the
developing Islamic countries, with the requirement of including developmental
considerations in our analysis. It is felt that our need is more for founding the
principles that precede or, at least, go hand in hand with the applied process for
the purpose of rationalization or guidance. The research is divided into eight
parts; the first three deal with the Sharī‘ah-related aspects of the study, whereas
the following four discuss the economic aspects of the study from the
perspective of Islamic as well as capitalist criteria of objectives and efficiency.
The final part concludes the appropriate criteria for determining the optimal
Islamic model. In this final chapter we shall also give some alternatives as an
example without any attempt at being exhaustive.

II. The Contemporary Custom and the Modern Joint Stock Company
Modern joint stock companies play a remarkable role in terms of their great
capacity to influence economic development in free-market economies.
Financing of many of the gigantic economic projects is ascribed to these
investment organizations, whose underlying mode of investment has received
wide acceptance in contemporary Muslim societies. This mode of investment
has been largely adopted by the emerging Islamic organizations, such as banks,
commercial and developmental organizations, thus becoming a distinctive
feature of most of the operating Islamic organizations. This is evidenced by the
fact that adoption of the organizational structure of the modern joint stock
73
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companies has acquired the power of custom not only as a result of practice,
but also because of the support this structure has received from Sharī‘ah
scholars.
Furthermore, preoccupation of some Islamic economists with the study of
the characteristics of the stock market is by itself indicative not only of the fact
that Islamic Sharī‘ah recognizes, in principle, such vehicles for investment, but
also encourages existing modes of investment that are based on the pooling of
large capital resources through floating large numbers of stocks for subscription
by the public under specified conditions.
On the other hand, the study of the characteristics of the stock market from
an Islamic perspective requires determining the necessary Sharī‘ah controls and
the purpose of such an Islamic structure, in such a manner as to distinguish it
from the Western capitalist model.

III. The Concept of Partnership in Islamic Jurisprudence
It is preferable to discuss this theme through a brief Islamic juridical
background of the modes of investment organization (i.e. the concept of
Shirkah) as found in our heritage of Islamic jurisprudence. This will include a
quick discussion of the opinions of Muslim jurists on the subject, but without
getting into details of the points of disagreement among them. Perhaps the most
important issue that faced modern Muslim jurists, after laying down the
principles governing the issue of riba (interest), is that of the Sharī‘ah position
regarding the modern joint stock company with a legal and financial personality
independent of its constituent shareholders, a form of investment organization
that has no existence in the past Islamic eras.
Jurists of the various Muslim schools of juristic thought have written on the
different forms of partnership contracts. These are summed up in the research
of Dr. al-Khayyat, where he says that the types of Sharikat in Islamic
jurisprudence may be divided into the following categories:(1)

(a) Sharikat-ul-Amwal (Stock Companies)
These are forms of partnership in which two or more partners agree to
participate in commercial activities, each contributing a specific share of liquid
funds.
(1) al-Khayyat, Abdulaziz Ezzat, Partnerships in Islamic and Conventional Law (in
Arabic), Amman, Ministry of Endowment, Islamic Affairs and Holy Places, 1390H
(1971), pp. 208-221.
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This type of partnership may fall into one of two categories, the first is
called sharikat al-mufawadah, the second sharikat al-‘inan. In sharikat al‘inan the partners authorize each other to act independently in making business
decisions and agree to be bound by such decisions, whether made in the
presence or absence of the partners who made them. Thus each partner has the
combined competence to act both as a wakil (agent) and a kafil (surety) for the
others. A contract of the second category limits the ability of a partner in
making business decisions; each acts as an agent and has to seek the approval
of the other partners of his business decisions. Thus the first category (sharikat
al-‘inan) becomes (sharikat mufawadah) if such important conditions as
equality of partners’ shares and obligations are non-existence in the contract of
mufawadah partnership.
Sharikat al-mufawadah is recognized by the Hanafī and Mālikī schools of
Islamic jurisprudence, but is rejected by the Shāfi‘ī school, which recognizes,
along with the Zahirī, Hanbalī and Ja‘farī schools sharikat al-‘inan only.

(b) Sharikat-ul-Sanai
This type of partnership is normally concluded between tradesmen or
craftsmen of the same or different trade or craft, where they agree to accept
work assignments and to split the gains among themselves. This category could,
in turn, be a mufawadah or an ‘inan partnership. This form of partnership has
not been recognized by the Shafi‘ī, Zahirī and Ja‘farī schools of jurisprudence,
but accepted by the Hanafī, Malikī and Hanbalī schools.

(c) Sharikat-ul-Wujuh
Adherents of the Malikī and Hanafī schools of Islamic thought differ in
their definition of this type of partnerships. The Malikis do not permit this type
of partnership as known to them, where a man of high stature and good
reputation would sell to an unknown person who is the capital owner. The
Hanafis, however, see this form as partnership between two persons having no
capital of their own, who undertake commercial activities using the maal
(wealth, capital) of a third party, where the partners draw on their goodwill and
reputation to purchase commodities on credit and sell the same in cash.
This form of partnership is recognized by the Hanafis and Hanbalis as
mufawadah or ‘inan forms.

(d) Mudarabah
This form of partnership involves payment of one partner (called rabb-ul
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maal, capital owner) to another (called Mudarib, manager) to invest it in a
commercial enterprise for an agreed common share in the profit realized.
Details of the rules governing this form of partnership have been spelled out in
detail in both classical and modern sources of Islamic jurisprudence and need
not be dwelt upon here(2).
If we move from this quick juristic overview of partnership types in Islamic
Law to the modern form of partnerships, we will find great resemblance
between Sharī‘ah-compatible Mudarabah and what is known in conventional
law as partnership in commendam(3), and also between stock companies
(sharikat-ul-amwal, or al-mufawadah according to the Hanafi conception) and
the modern joint liability company. In conventional law, these companies are
called ‘Sharikat-ul-Ashkhas’ (persons’ companies), because they are formed on
the basis of the mutual agreement of the partners. Thus the concept of
partnership in the heritage of Islamic jurisprudence is the same as that of
partnerships in the conventional sense.
It is noted that the concept of a stock company according to current
terminology is different from that in the Islamic juristic parlance; we find that a
stock company, whether of the ‘inan or mufawadah type, depends on the
partners who participate therein by contributing both wealth and work. This
entails rescission of the contract of partnership once one of the partners chooses
to assign his share to another person, unless the other partners elect to keep the
partnership in operation and work with the new partner. However, the modern
conception of a stock company completely neglects its personal side and gives
prominence to its financial side; it does not stipulate that partners should know
each other, nor does the contract of such a partnership come to an end once
some of its partners elect to exit. These partners have nothing apart from their
capital shares in the partnership, which determine their financial
responsibilities and the number of votes they have in the annual meetings of the
general assembly.
Early Muslim jurists did not separate the partnership from the partners, and
thus did not recognize an independent existence for the partnership aside from
its partners, as it is the case in the modern joint stock company that has an
independent financial and legal personality. Therefore, those jurists who
dismissed the modern joint stock company as unlawful from a Sharī‘ah
perspective (like Sheikh Taqiyyu-d-Dīn al-Nabhanī) could not find for it a legal

(2) al-Khayyat, ibid. Vol. 2, pp.7-12.
(3) al-Khayyat, ibid. Vol. 2, pp.141-146.
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basis in the heritage of the principles of Islamic jurisprudence(4). It has been
particularly difficult to find such a legal basis due to the difficulty in meeting
two basic legal conditions for the validity of the stock company contract,
namely “mutual consent among shareholders” and “legal capacity”. As it is
known, in such type of business organization there is no ‘offer and acceptance’,
and the individual initiative is dominant, where an individual becomes
automatically a partner as soon as he acquires some stocks in the company.
Dr. al-Khayyat reviews the opinions of those who accept the modern joint
stock company (partnership in comendam, limited liability company and joint
stock company). Among these are Sheikh Mohammed Abdu, Sheikh Mahmoud
Shaltout, Dr. Mohammed Yusuf Mousa, Sheikh Abdulwahhab Khallāf and
Sheikh al-Khālisi. Despite some variations in the level of acceptance and the
qualifications these scholars imposed on this type of business organization, they
all depended in accepting this type of business organization on a preponderant
public interest and the absence of any harm or injustice after mutual consent
has been established. They saw that this type of business organization could be
classified under Mudarabah (partnership in commendam) and stock companies
(‘inan). No doubt the modern juristic consensus in favour of modern joint stock
companies depends on this principle of jurisprudence. This very same juristic
principle would be adopted in this research for evaluating the trading apparatus
of the stock market that goes along with this investment organization(5).

IV. The Sharī‘ah Basis of Stock Exchange
In a Shariā’h compatible stock company, a stock represents a shareholder’s
share in the company. Such stock is the document that gives the shareholder
proof of his right to a stake in the company’s wealth comprising its paid-up
capital, assets and retained profits. There are several types of socks: a common
stock, which is subject to profit and loss, a preferred stock, which earns part of
its share in the profits realized at a known pre-fixed rate and the loan stock,
which earns its profit at a fixed rate of interest. The majority of contemporary
Muslim jurists are in agreement on the permissibility of trading with common
stocks, which are similar to the shares in a legal Mudarabah. They are in
agreement as to prohibiting dealing with the other two stocks.
There seems to be a consensus of opinion among contemporary Muslim
jurists on the permissibility of exchanging common stocks through buying and
(4) al-Khayyat, ibid. Vol. 1, p.211
(5) Our interest here is in what is called the ‘secondary market’ of issued stocks as
opposed to the ‘primary market’ which is relevant to new issues.
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selling transactions(6). This is based on custom (urf), applying the legal maxim
“That which is known as custom shall have the force of that which is stipulated
as a condition”. However, purchase of a share or stock in a Shariā’h compatible
stock company should not be viewed as an isolated commodity purchase
transaction that is effected merely to satisfy a personal desire to own, consume
or invest. As mentioned by Dr. al-Khayyat, a Shariā’h compatible partnership
in order to be valid should meet the condition of ‘niyyah’ (intention), which is
one of the pillars of a partnership contract(7). This is explained by the fact that a
Shariā’h compatible partnership is not a mere formal contract as it is the case in
conventional law; it contains in its essence, at least from an ethical perspective,
the element of personal conviction and belief in the mission of the partnership
and in the advantage of associating oneself, at the personal and financial levels,
with its family of partners. This would guarantee the shareholder’s resolve and
keenness to make the partnership successful and to help realize its profitmaking and social goals.
A shareholder with such a deep conviction and belief in the mission of the
partnership would not listen to or act upon the rumours often spread by market
brokers regarding the partnership’s financial future by hastily selling his shares.
Dr. al-Khayyat mentioned the concept of ‘pre-emptive right’ (Shufaah) as a
license of the Shariā’h which could be used in formulating the articles of
agreement if found to be in the interest of the joint stock company(8). This
stockholders’ pre-emptive right is recognized by Shariā’h; it gives them first
priority to purchase new stock issues or the stocks of existing shareholders who
would like to sell them(9). ‘Shufaah’ may be defined as “The right of a
shareholder to take away, through purchase, the share of his partner that has
been assigned to a third party from the hand of such third party”(10). This preemptive right has many supportive evidences in the Prophet’s Sunnah, most
renowned among which is the tradition narrated by Jabir “The Prophet
(P.B.U.H.) awarded shufaah right in things that have not been divided; once
(6) For more information, refer to the resolutions of the Fiqh Academy of the
Organization of the Islamic Conference.
(7) al-Khayyat, op. cit., Vol. 2, pp. 127.
(8) al-Khayyat, op. cit., Vol. 2, pp. 217.
(9) It is worth mentioning that the American Law of Joint-stock Companies gives such
preemptive right to old stockholders, although in practice it has been totally
neglected. See Sharp, W., Investments, Prentice Hall: International Education,
1981, p. 333.
(10) Ibn Qudamah, al-Mughni wa-sh-Sharh-ul-Kabir, Beirut, Dar-ul-Kitab al-‘Arabi,
Vol. 5, p. 459.
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boundaries have been set, no right to shufaah is awarded” (unanimously
accepted).
No doubt that application of the shufaah right restricts trading in stocks to
the extent that violates the principle of an open stock market on which modern
stock exchanges are based. If it is really proven that a pre-emptive right is a
valid right under Shariā’h(11), it may be exercised unless the shareholders elect
to waive it either explicitly or by custom, as is the case in a modern joint stock
company. As mentioned earlier, “that which is known as custom shall have the
force of that which is stipulated as a condition”; furthermore “people are bound
by their stipulations”. There is nothing to bind partners in a stock company to
stipulate the exercise of such pre-emptive right if their interest requires
compromising it.
Before we go into more details in discussing restrictions on the exchange of
stocks, we would like to stress our understanding of the role played by modern
joint stock companies and the financing flexibility they are characterized with,
hence their ability to attract and mobilize huge capital resources. No doubt that
freedom in the exchange of the stocks of this form of enterprise has had a great
positive effect on its success.

A Stock is Different from other Economic Commodities
Shariā’h has placed restrictions on a financial stock which does not make it
completely similar to other economic commodities in kind that have a specific
utility, whether these other commodities are of an investment or consumption
nature. It is this restriction that should distinguish the Islamic model of a stock
market from the capitalist model. There is in fact no material difference
between a person who gambles to purchase a lucky dip - the contents of which
are unknown to him – depending in doing so only on his surmises and that who
bargains to purchase stocks of a company about which he knows nothing but
depends, in his purchase decision, on some unevaluated indications or signs.
Stock markets in the Western world have even become a vent for the fans of
gambling and games of luck, despite the availability of accurate economic data
for those who need them. This is explained by the fact that the capitalist system
is based on religious and ethical neutrality, a fact that makes the free market an
apparatus that satisfies all desires and motives, be they of a productive,

(11) We were not able here to formulate the juristic roots of preemptive right pertinent to jointstock companies and it might be worthwhile to devote an independent research for this
issue.
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speculative or gambling nature(12). Contrary to this, we find that the Islamic
system has specific religious and ethical directions that are manifest in the
ethical controls and legal restrictions that are all derived from the two main
sources of Shari’ah: the Qur’an and the Sunnah. Derivation of such rules
governing the various Islamic economic systems is the research objective of
modern Islamic Economics.
The Shariā’h emphasizes the importance of knowing the nature of the
commodity to be bought (in quantitative and qualitative terms). It calls for the
utilization of as accurate and equitable criteria as possible in estimating the
quantity and quality to avoid the causes of gharar (uncertainty) and jahalah
(want of knowledge). This is very clear in prohibiting all aleatory sale
contracts, nulamasah, munabathaha and muhaqalah sales and the like. It is
natural for a stock to denote diverse tangible assets in the form of commodities,
utilities, retained profits or obligations and debts owed to others. This makes
the financial background of a stock much more complex compared to other
investment commodities that are in kind and of a known utility. Therefore, the
purchase and disposal of such a stock need more careful consideration to avoid
the occurrence of gharar and jahalah that are prohibited by Shari’ah, hence the
suitability of the law of supply and demand for determining the exchange value
of a stock. In order for an Islamic model of stock market to be Shariā’h
compliant, it should meet two basic conditions aiming at mitigating jahalah and
gharar in exchanging stocks:
First Condition: Availability to the public of objective and accurate data
about the financial positions of stock issuing organizations and about other
influencing or explanatory variables.
Second Condition: The possibility of understanding and processing of
such data to estimate controllable exchange values without exaggeration.
Should these two conditions not be met and should the matter be left in the
hands of the law of supply and demand to interplay in absolute freedom in an
open market, there would be no guarantee to realize, or even come close to
realizing the controlled economic values sought(13). This would even open the
(12) It is noticed that the modern theory of financial investment adopts a general idea
about investment that includes the traditional concept viewing investment as a
really productive process, and the gambling- speculation-based one on the pretext
that dissociating the two aspects is an arbitrary matter. See W. Sharp, op .cit., p. 5.
(13) We shall deal with the definition of the economic value of a stock in section (6) of
this research.
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door wide open for the introduction of evils and malpractice, as we would see
in the next section. In case we accept the necessity of realizing the discipline
imposed by Shari‘ah,. such discipline would place a restriction on the speed
with which stocks could be exchanged in comparison with capitalist systems
that usually do not monitor this discipline.
One could contend that restricting exchange or slowing it down is harmful
to efficiency, as freedom in exchanging stocks without any barriers or
restrictions guarantees maximum efficiency to capital markets, based on the
theory of perfect competition.
This would lead us to the second section of this study pertaining to market
efficiency.

V. Market Efficiency under the Capitalist System
Western economists often discuss the issue of measuring efficiency of the
capital markets. There are many ways to measure such efficiency, depending on
the power of the tests employed such as weak form tests, strong form tests and
other means of measurement(14). The efficiency criterion is defined as the speed
with which shares and stocks respond to available objective data. In other
words, an efficient capital market(15) is the factor, which causes movement of
liquid money in great speed and perfect accuracy, in a manner that would
realize maximum returns for such liquid money.
Western economists distinguish between two types of efficiency: external
and internal.
The first type indicates that appropriate economic data are available to all
prospective investors at adequate speed and the least possible cost.
The second type refers to the cost of trading (deals conclusion) and to the
speed with which this is done. This depends much on the role played by brokers
and the commission they charge in return for the services they render to their
clients. That requires meeting the condition of free competition within stock
markets to the exclusion of the monopolies of some brokerage houses.
Once these two conditions are met, the market value of each type of shares
and stocks would be equivalent to its real economic value.
(14) Elton and Gruber, Modern Portfolio Theory and Investment Analysis, N.Y., Wiley
and Sons, 1981, pp. 362-389.
(15) A note by the editor on the two variants in Arabic spellings of the adjective meaning
‘efficient’.
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Although there are some statistical evidence attempting to prove the quick
response of security prices and consequently market efficiency in some big
capitalist countries, the matter does not seem to be as simple as the way these
statistical tests are conducted. It is established that the constant random
fluctuations in the prices of stocks in the short term do not permit subjecting
them to a scientific method that would attempt controlling or linking them to
the process of objective economic data flow. Had researchers given attention to
estimating the volume of scarce resources wasted as a result of constant
deviations from the optimal allocation of resources and to the misallocation
resulting from the speculative activity, they would have found a completely
different picture than that reached by simplified statistical means.
Before elaborating on our discussion of the extent the types of efficiency
mentioned earlier are realized in modern stock markets, it might be worthwhile
noting that the Islamic conception of efficiency of a capital market does not
completely match with the Western conception, where the latter gives the
incentive of immediate profit expectation a decisive role in the process of
capital movement. This difference in conception arises from the fact that the
Islamic conception of an efficient stock market includes, in principle at least, an
important social dimension, the effects of which on the investors’ motives to
invest are not easy to overlook, especially if one assumes a Shari‘ah-compliant
Islamic society, whose individuals behave with joint responsibility towards
their society. Thus, the Islamic criterion for an efficient stock market would not
be the mere speed with which liquid funds flow from the less profitable
projects to the more profitable ones. Reality shows that most of the projects
with a social dimension are of the first type (less profitable) because their
returns are slow-moving and because of their high cost in the short term,
despite the fact that such projects could, in the long run, generate constant and
stable income flows. The conception of efficiency that depends on the speed of
response to quick profitability indicators cannot be defended from a social
perspective, as it weakens real investment incentives in the long run and lures
capital owners to opt for quick profit-taking in the short, if not sometimes too
short, term. Hence this basic point, together with the two conditions of
Shari‘ah discipline mentioned earlier, would add a new cause to slow down
stock circulation in the Islamic model of stock market compared to the Western
model.
In spite of the above, let us temporarily adopt the capitalist definition of the
conception of efficiency and see how far it is realized in reality.
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First: The criterion based on the speed of response to data (external
efficiency)
Western economists and many specialists in stock markets admit that the
majority of speculators in international bourses fall victims of rumours and
unevaluated signs regarding price movements of shares and other securities.
This means that all types of data, trivial and important alike, are absorbed
quickly, and that there is an element of exaggeration in evaluating the effects of
some of the real economic data among the piles of data disseminated. This fact
is reflected in the random pattern of the constant movement of share prices in
the short term.
Among the theories attempting to explain this random patter is that known
as the “Theory of Interaction between Real Value and Market Value” ascribed
to the Western economist ‘Cootner’. He portrays the pattern of share price
fluctuations as a random walk around the economic value of shares, bordered
by reflecting barriers from above and below as shown in the following graph.
This theory ascribes market price fluctuations to the irrational behaviour of
the majority of investors and emphasizes the role of professionals in
intervening to install the reflecting barriers shown above in such a manner as
not to make the market price of a stock or other security too far from their real
economic values.
No doubt that this pattern has risen as a result of not meeting the two
conditions imposed by Sharī‘ah discipline mentioned in Section 3 above, the
realization of which would result in controlling these fluctuations by limiting
their random walk within the narrowest scope possible; thus market prices
would become more stable and closer to their real value. However, realization
of such stability cannot be achieved without introducing the element of
controlled and unhurried processing of data and limiting the role of the majority
of naive investors, an arrangement that would slow down circulation of a stock
as mentioned in the previous section. Therefore, compliance with Islamic
Shari‘ah controls, mentioned earlier, would result in a more stable model,
although at the expense of the speed rate of stock circulation.
The main advantage of this Shari‘ah-compliant model comes from its
realization of the efficiency standard in a more meticulous manner than the
open capitalist model according to the standard of correspondence (or
proximity) between the market value and the real economic value of a stock,
which is another logical expression of the stock market efficiency standard.
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The problem of an open market is not limited to quick absorption of all
types of data, significant and trivial alike, nor to exaggeration in evaluating the
effects of some objective data among the aggregate of available data; the
problem is aggravated by some of the unethical practices which lead naïve
investors (who constitute a majority) away from the real value of securities.
These unethical practices fall within what is known in Islamic
jurisprudence on sale (beyou‘) as najsh (make-believe sale and purchase
transactions aiming at ensnaring unwary customers; churning), ghabn (sale of a
commodity to a customer at a price that is far higher than its market value, thus
inflicting ghabn on the customer, where in this case the customer would be the
object of ghabn) and tadlees (fraud, misrepresentation) and other similar ways
of illegally influencing prices.
Until 1934, American Law had not intervened to prohibit such practices,
which were prevalent and profitable in America prior to the Great Depression
that afflicted the country in 1929. Before that, pools used to be established,
attracting all possible means of influence from within and outside bourses, with
each participant contributing whatever available capital or expertise he had.
Then the pool would operate within the stock market, in extreme secrecy and
cunning, to deceivingly convince unwary customers of unrealistic prices. The
American Law is still unable to fight these practices, which have taken many
forms and which are difficult to control.
On the other hand, we find that brokers play an effective role in raising the
pace of stocks circulation, i.e. the continuous change of the various stocks in
the portfolio of individuals and firms and the constant changing of their
ownership due to variations in expectations and calculations. Such a process is
stimulated by stock exchange brokers, who keep feeding it with hot tips and
exaggeration of unconfirmed news. This leads to constant changes in the
accounts of dealers with brokers, a phenomenon known in stock exchange
parlance as ‘churning’. The American Law has tried to limit resort to this
practice without much success, as it is often difficult to confirm its source.
Thus what is known as external efficiency cannot be realized by the stock
market according to the experience of Western capitalism(16).

(16) We depend here on the American experience, which is considered the closest to a
scientific model of an efficient stock market.

Towards an Islamic Model of Stock Market

85

Second: Internal Efficiency Standard
If we look into internal efficiency, which constitutes the second source of
efficiency, we would observe the increasing influence of intermediaries of all
types, starting from floor brokers to jobbers and specialists, who work for their
own account. They enter the market with huge capital, capitalizing on the
benefits granted to them by the Stock Market Board of Directors.
Among the reasons for establishing an alternative market to the New York
Stock Market (NYSE) was the comparative increase in the commission charges,
claimed to be caused by the availability of free information. Thus, third and
fourth markets have been established in a bid to have a lesser commission,
especially for large-amount deals which are not given any discount in the stock
market. However, NYSE is still the first and largest monopoly market, where
more than 80% of the value of shares and stocks in America are traded and
where seats on its Board of Directors are the monopoly of large corporations,
mainly financial intermediaries with great financial influence.
Of course it is not easy to separate the phenomenon of financial brokerage
and the vibrant and active nature of the mechanism. As long as the volume of
daily transactions (measured in minutes and seconds) is measured in millions of
dollars, the market mechanism must create other specialized bodies to promptly
implement dealings, provide advice and facilitate other procedures. Therefore,
it cannot be dispensed with that large interconnected network of brokers and
intermediary companies. This specialization came as a result of the market
volume and the speed rate of exchange in proof of Adam Smith’s theory that
“specialization is governed by market size”.
In concluding this section, we did not aim to test the efficiency of the
capitalist model of stock market more than we wanted to shed light on the
difficulty of realizing this theoretical understanding of the concept of market
efficiency in an open market that does not abide by Shari’ah controls. This
point would be stressed more in the coming sections of this study.
Sound measurement of market efficiency should be based on the extent of
the deviation of market prices around real economic values that, from at least a
theoretical viewpoint, represent the points on which the condition of efficient
balance of liquid capital market is based. We do not feel that any person who
might do this would be able to support the claim of efficiency ascribed by some
researchers to free capital markets in the advanced industrial countries.
We shall come back to this point after we review, in the next Section, the
motives of financial speculation and evaluate them from an Islamic perspective.
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VI. Speculation Motives: Comparison between
Capitalist and Islamic Markets
First: The Capitalist Market
As it is often the case in capitalist markets, we find that most stock- holders
exchange them, through selling and buying transactions, after a short time from
registering them with the issuers. Not only that, a majority of these
stockholders bypasses this registration stage to cut the period of holding to their
stocks. They, instead, register them with a brokerage house that takes advantage
of a temporary price rise and sells these stocks, waiting for the prices to come
down then purchases them again at the new lower price(17). This is one of
several forms of what is known as ‘short-selling’(18), which are purely
speculative in nature, as clearly seen.
It is this form for which many investment companies have come into
existence. These companies offer attractive salaries to managers who are
professionals in the art of financial speculation and to investment advisers to
realize the maximum possible gains by finding an optimal balance between
long and short positions, such as those known by the name of ‘hedge funds’.
Thus the speculative motive, or short selling, is a factor that helps raise
stocks transfer rates and stimulate exchange in the stock market. As a result of
high inflation and interest rates, the modern monetary system, which is
controlled by Western capital, has made it very difficult to separate productive
investment in the conventional sense from investment in the modern
speculative sense. The latter type is known by the name of ‘price-gaining’,
whereas investment in the productive sense refers to a moderate and stable
return resulting from the optimal investment of some real fixed or financial
assets. The status quo indicates that understanding investment in its productive
sense is no longer suitable for a financial environment whose main
characteristics are high inflation rates and lack of a minimum level of certainty
and economic stability, which would enable the investor to ward off risks to
guarantee adequate and moderate returns.
Of course this picture is not accidental in a capitalist system, due to high
inflation rates which started to show their signs after the Second World War,
but rather a natural outcome of the capitalist system itself. Thus the speculative
(17) Gub, B. The Basics of Investing, N.Y. Wiley and Sons, 1979, pp. 22-23.
(18) “Short-selling” is a technical financial term meaning purchase (of stocks) for the
purpose of selling them quickly thereafter.
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activity is not only a result of the inflationary situation, but also its cause. There
is a reciprocal relation between the two: wherever there is inflation, there is
speculative activity; the other way round holds true. Financial and real estate
speculation does not become active and profitable unless accompanied with
high inflation rates and renewed risks; it feeds on, and is fed by such inflation
and risks.
Therefore, it was not surprising to find that modern capitalist investment
theories are formulated with the assumption that the wise speculator is a
speculator who is busy balancing his investment portfolio to achieve an optimal
allocation for his savings between the various financial assets and other fixed
assets(19). In an environment characterized by low security, renewed risks and
the spread of rumours, the process of trying to achieve this optimal balance
becomes a dynamic one that is renewed every hour, and has no place for those
who are not well-versed in the art of speculation.
Thus, with the rise of such speculative activity, joint stock companies have
almost become receptacles or traps, into which and out of which stocks come
and go continuously. This phenomenon would result in a loss in efficiency,
which Western analysts ignored when measuring the efficiency of capital
markets, as the inefficient management of joint stock companies would
continue for longer periods because of the diminishing sense of belonging
among stockholders vis-à-vis specific companies and because of spending most
of the time watching changes in stock prices. Hence, incompetent and
inefficient management would remain beyond accountability, where most
stockholders would be complacent just to sign proxy statements.

Speculative Activity and the Benefit Accrued from Liquidity
Some analysts ascribe to speculative activity in the stock market the benefit
of generating liquidity that helps investment expansion in society “through
making available that category of investors who are willing to buy and sell at
prices that would realize to them short-term gains”(20). This argument is
obviously incorrect for exchange in the capital market (which is a secondary
market), no matter what motives it may have, is linked to the exchange of other
stocks and securities issues, and does not generate additional liquidity.
Speculative activities in these markets is a mere transfer tool for expected
capital gains; that is transfer of such capital gains expected to accrue to
(19) Christy and Glednenin, Introduction to Investment, N.Y. McGraw Hill, 1981, p.1.
(20) Al-Rukaibi, Saf‘aq: Comment on the paper entitled “Investment and the Stock Market
from an Islamic Perspective”, Conference of the League of Arab States, November
1985, Tunisia.
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stockholders, to others who are waiting for a temporary rise in the prices of
such stocks in order to buy them from their holders. Once bought, they draw on
their knowledge and sound judgement, and re-sell them after a short period at a
higher price. The renowned British economist, J. M. Keynes confirms this fact
by pointing out that “there is nothing among the principles of orthodox finance
that is more alien to society than that fetich called liquidity. This theory
overlooks the fact that it is impossible to have liquid investment for the entire
society”(21). This is because the sale and purchase of existing assets, whether
financial or fixed, is nothing more than exchanging the positions of liquidity
and financial obligations among sellers and buyers.
Perhaps the ‘liquidity argument’ is more appropriate for defending the mere
need for a regulated stock market; since the existence of such market would
urge those households with no experience in the field of business to channel an
important portion of their private savings to the purchase of shares and stocks
characterized by liquidity (i.e. ease of sale to get cash through the organized
forums whenever needed). This would give a clear incentive to owners of
savings to participate with their savings in the formation of a social capital with
the least possible risk. This does not of course mean that these forums have the
ability to generate liquidity, but rather refers to the economic role these forums
could play in urging and encouraging investment spending and in expanding the
base of those who participate in it(22). We have seen in the previous part of this
research that the modern capitalist organization of such financial forums has
made them a hotbed for speculative activities. In the next section of the study,
we shall come back to the issue to explain the disorderly disturbance this
speculative activity causes to the attempt at objectively measuring capital
market efficiency.

Second: In an Islamic Market
Islamic Shari‘ah urges and encourages that type of exchange that results in
the creation of real utility, whether done directly or indirectly by way of
productive mediation or through auxiliary production services in the short or
long run. The Islamic conception of investment should realize that particular
(21) Keynes, J.M., The General Theory of Employment, Interest and Money, London:
Macmillan, St. Martin’s Press, 1970, p. 155.
(22) It is known that the process of creating additional liquid resources to finance
investment expansions is realized through what is called the ‘primary market’,
where new issues of stocks are purchased and sold. This aspect has been excluded
from this research as our interest is mainly centered on already issued stocks, or the
‘secondary market’.
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form of commercial exchange that involves the creation of utility by lawful
means and to steer away from any commercial exchange that aims only at
generating profits to one of the exchange parties without providing real value to
society, such as in the parasitic mediation and most of the financial and real
estate speculative activities which are dominant in the modern capitalist system.
One can explain how keen Islamic Shari‘ah is on linking commercial
exchange to production by citing the important juristic maxim stipulating
receipt of the commodity bought prior to selling it. Modern means of exchange
have made the exchange of legal certificates of ownership a means par
excellence for the exchange of commodities among the largest number of
brokers so that each could get his share of profit without any material
development of the commodities involved. Physical development of a
commodity here does not include changing the physical appearance of the
commodity involved only; the merchant plays the same role as the
manufacturer in ‘developing’ the physical appearance of a commodity by way
of transporting it from one place to another, storing it or preparing it to be at the
direct disposal of the consumer. The merchant need not do himself these
processes of commodity development; his agent who may complete this cycle
more efficiently could accomplish them (such as the relationship between a
wholesaler and a retailer). This in fact constitutes the theoretical principle on
the basis of which it is allowed to add the trade or distribution sectors to the
other productive sectors when calculating national income according to the
recommendations of the UN experts in national income statistics(23). It is this
principle that made Al Sadr distinguish between the exchange of ‘corporeal
property’, which is encouraged by Islam for the real utilities it creates, and
‘legal title’ which characterizes capitalist system. When Ibn Abbas was asked
about the wisdom of the Prophet’s prohibition of exchanging food for food
prior to receiving it, he said “That is an exchange of darahim for darahim and
the food is deferred”. One can see the analytic economic dimension of this
succinct answer. In his book Al Umm, Imam Shafi‘ī expanded, as the Malikis
did, the rule governing receipt to include not only foodstuffs, but all types of
movable assets. This is because he applied the Prophet’s tradition narrated on
the authority of ‘Itab bin Ussayd when sent by the Prophet to Makkah and
advised him to “Instruct them not to accept profit from that which they did not
guarantee and the sale of that which is not in their possession”. This is also the
view of Imam Abu Hanīfah and Imam Ibn Hanbal; to them the concept of legal
possession applies to everything according to its nature.

(23) U.N. Statistical Office, A Manual of National Accounts at Constant Prices, Based
on the SNA, 1968, pp. 10-15.
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These remarks were connected to our discussion of Sharī‘ah controls,
which make out of investment-based exchange a productive and useful activity,
not a speculative one as is the case of short-selling of stocks, the effects of
which obliterate each other.

VII. Speculation and the Problem of Objective
Measurement of Efficiency
In Section 4 of this paper, we have mentioned the theory of Cootner, which
shows the random fluctuations of the market price of a stock in a random walk
that goes around the economic value of a stock. This random walk is bordered
from above and from the bottom by reflecting barriers as a result of
interventions from professional investors who control its direction in such a
manner as to keep it not too far from the economic values. We have seen also
how the behaviour of the majority of naive investors, who fall an easy prey to
unevaluated signs, explains the phenomenon of random fluctuations.
Despite its acknowledgement of the disturbing discrepancy between the
economic value of stocks and their actual market prices, Cootner’s theory is
considered an optimistic one as it gives ‘professionals’ a positive role in
correcting the random walk of market prices in order not to go far from their
real economic values. To clarify this point, we shall need to define the
economic value of a stock as included in Cootner’s theory. What is meant by
the economic value of a stock is that value determined by the share of the
stockholder in the monetary yield expected to accrue from investing real
(capital) assets in the production process. But since the investment decision
related to the purchase of productive capital assets depends on long-term
expectations (that is the essence of the theory of capital marginal efficiency),
the economic value of a stock, as found in Cootner’s theory, is its value in the
long-term too. Had intervention by professionals, or competition among them,
been conducive to bringing stocks market values closer to their stable economic
values, it would have been a good cause for optimism about the efficiency of an
open stock market. Reality shows the contrary; we find that the efforts and
energies (both analytic and consultative) of professionals are directed towards
finding the best way of seizing expected gains in the short-term just before they
become known to the majority of naive investors. This means that the motive of
the financial investor (as opposed to the real investor) is linked to short-term,
expectations. It means as well that the role of professional investors is not as
described by Cootner’s theory; rather it is closer to that found in Samuelson’s
theory known as the “theory of the efficient fluctuation of stock prices”.
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Efficient Fluctuation Theory
The well-known American economist, Paul A. Samuelson, expanded on the
theory of Cootner and introduced the concept of ‘efficient fluctuation’. The
content of this concept is that the random walk of market prices does not
revolve around a stable value as in Cootner’s theory, but rather around another
random walk. This means that, ‘economic values’ of stocks are not stable
values but fluctuating and swinging; they fluctuate in accordance with the
constant changes that befall short-term production circumstances of the issuing
parties. The gist of this theory is that an efficient capital market is a market the
prices of which fluctuate and swing to correspond, in all times, with economic
values in their fluctuations and swings. This is based on the assumption that
‘professionals’ play their role of correcting the general random walk, by
drawing on their knowledge and expertise, to make it in harmony with random
fluctuations of economic values in the short term.
Even if we assume that professionals are keen on reading these fluctuations
of economic values in the short term and on directing market prices in
accordance with them, this role complicates the problem and adds a heavy
burden on professionals to improve their follow-up on, and evaluation of,
economic and administrative news that are constantly changing and renewable.
The most competent among these professionals might be able to sift in-coming
pieces of information and ascertain those that are objective, despite the fact that
such professionals are prone to misjudgment, whether arising from
exaggeration or illusion. No doubt that to hit a randomly moving target would
be much more difficult than hitting a still one, or one which is slightly moving
in a controlled manner. This means that the degree of random deviation around
randomly changing points would be greater than around relatively stable points.
This is made clear in the following figures.
It is obvious that figure ‘C’ represents the theory of efficient fluctuation
adopted by Samuelson, where the economic value of a stock changes randomly
while actual market prices keep away more randomly around that value. This
phenomenon could be considered as a result of the constant random movement
of the reflecting barriers, upper and lower. Therefore this theory is taken as a
natural extension of Cootner’s theory. The second case, as represented in figure
‘B’, is a special case that indicates the fluctuations of economic values resulting
from repeated and regular factors in the short term and are predictable, like the
seasonal fluctuations of some types of production during the year. But the
pattern we find in capitalist markets is subject to the application of
Samuelson’s theory as represented in figure ‘C’, a fact that is supported by
some empirical studies. In one of these studies, it has been proven that random
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fluctuations taking place within a day and the following one are independent of
each other, where yesterday’s general level of prices does not account for more
than 1.5% of today’s prices(24). The question that arises is: what are the original
information the daily absorption of which leads to this constant fluctuation?
No doubt that the information published in the financial newspapers, the special
news bulletins, the events and advertisements disseminated by the media and
the rumours spread by people all have a direct impact on market price
fluctuations.

Keynes Theory of Stock Market
Keynes sums up all these interactions that control prices in the financial
market in the expression ‘market mass psychology’. He considers it the
effective factor that directs the course of security prices. If this is true, the
essential point to which we should pay attention here is the role of
‘professionals’ in directing this ‘market mass psychology’ in accordance with
the way it is reflected in the impressions of the majority of share and
stockholders and their reactions to economic, administrative and other news.

VIII. Interaction of Professionals with Mass Psychology
In our review of the concept of ‘efficient fluctuation’ (see previous
Section), we were assuming that professional investors would follow up on
short-term changes in the economic values of securities, contrary to Cootner’s
theory, which assumes rather their follow up on stable economic values (i.e.
long-term ones). We also discussed the extra burden that would fall upon these
professional investors in their attempt to estimate these fluctuating economic
values and in directing the actual movements of market prices in such a manner
as not to keep them too far from these fluctuating economic values.
What is interesting in this conception is that it is still an optimistic one, in
spite of the fact that it gives a confusing picture about the efficiency of an open
market economy (where the degree of random deviation of market prices
around the real economic values increases). To give professional investors that
corrective role (though stumbling) in directing price movements towards their
variable economic values, implies that these professionals are the ones who
control the market ‘mass psychology’ in order not to go far away from the
objective evaluation of the real market conditions.

(24) As-Sadr, Mohammed Baqir, Iqtisaduna, (Our Economics-in Arabic), Beirut, Dar
Al Ma‘arif, 1401H (1981), pp. 680-683.
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However, reality shows that it is this mass psychology which controls these
professionals’ estimates and not the other way round, a fact that obliterates the
positive corrective role ascribed to the population of professional investors, and
consequently the total destruction of the theory of ‘efficient fluctuation’.
Keynes was right when he described professional investors in stock markets as
“…(people) who are not interested in knowing the real value of investment…
but in the market evaluation of investment under mass psychology…”(25). This
indicates that the skill of the professional investor is embodied in his ability to
know the trends of ‘mass psychology’ through deduction – that is in his ability
to predict what the public would do a short while before the public knows – and
not, as we were assuming, in attempting to correct and direct such mass
psychology.
This is not surprising if we understand that financial speculation is the
motive that controls a professional’s conduct and calculations. He seeks to
follow the best course that would enable him realize capital gains as a result of
fluctuations in stock prices, regardless of the factors that govern such
fluctuations. He is not responsible for the extent these price movements are in
harmony with the objective economic changes. Should there be some power
that is able to direct such movements, it should be assigned to the economic
entities issuing the stocks; it is these entities that should be responsible for
convincing the public of their sound economic conditions. Thus the final
conclusion of this conception is that the public is the final judge in the process
of evaluating the impact of constant economic and administrative changes and
other factors on the exchange values of shares and stocks, and in fact it is the
public that direct the decisions and predictions of professionals, not the other
way round.
Thus to acknowledge that the majority of dealers in modern stock markets
fall prey to unevaluated signs and propaganda campaigns, an acknowledgement
that is found in principle in Cootner’s and other modern financial investment
theories, would directly lead to the conclusion that these markets are
inefficient. A scientifically-based attempt at measuring efficiency, according to
the criterion of closeness between real economic values and market prices,
would lack the necessary objective basis as a result of the lack of an internal
power (or a built-in regulator) within the increasing speculative waves that
would correct the random walk of market prices and direct them towards
economic values. Keynes was referring to this issue when he was warning of
the dangers of gradual shrinking of the role of real economic knowledge in
evaluating investments. This is the knowledge acquired by businessmen as a
(25) Elton and Gruber, op. cit., pp. 366.


