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" A
1-Justification of the Workings of Islamic Banking

as It should be:
The difficulty lies, not in the new ideas,but in escapingfrom the
old ones,which ramify, for thosebrought up as most of us have
been,into every corner of our minds. (KEYNES)

WHY TO JUSTIFY?

A There have been attempts to show that there are many similarities
between Islamic banking and conventional banking, both despite
the fundamental differences in philosophical foundations and non-
existence of money market due to abolition of interest (Riba) in the
I[slamic Framework.

A In capitalistic economy , the capital market is unduly
overshadowed by the money market which, far from providing
solutions to severe economic problems, impedes economic growth.
In this system money has been placed in an “ivory tower” which has
to be given its proper place.



" A
1-Justification of the Workings of Islamic Banking

as It should be:
WHY TO JUSTIFY?

A My Study Shows that there are no similarities between the
two systems at all. In the conventional system of zero-sum
game, money is treated as private good. In my model
money has been demonstrated to have the properties of
impure public good; following Gordon Tullock’s assertion:

Money,in and of itself, is an almostperfectexpressiorof

a large externality Moneythenis judgedby himto bea
Anpulgloiod o
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1-Justification of the Workings of Islamic Banking

as It should be:
WHY TO JUSTIFY?

A Zero rate of interest does not imply that Qarad-ul-Hassan is
the solution for all economic activities.

A There are Shariah-Compliant contracts that seem to be
sufficient instruments to finance needs of both individuals and
firms. To be able to properly launch these contracts requires
different skills to advise finance seekers as opposed to the
conventional system where valuable collateral makes it easy to
grant loan.

A To substitute Islamic Contracts for interest-based loans in the
conventional system will change the character and nature of
the banks form monetary institutions to financial institutions.
They, in turn, change the legal character of money to that of
capital and hence making it eligible to claim profit.
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1-Justification of the Workings of Islamic Banking

> >

as it should be:

Rate of interest, moneyand more:

As soon as money (Le. potential capital) is legally combined with
other factors of production it changes to actual capital:

Ml LY Actual Capital  via the institution of firm,
(example: Mudarabah Contract)
Money and/or debt market will disappear due to abolition of interest.

There are as many rates of interest as there are durable goods. We
can have wheat rate of interest, copper rate of interest, gold rate of
interest, even steel plant rate of interest. (Keynes)

Keynes was the first economist to have discovered the root cause of
the Great Depression by incorporating liquidity preference in his
novel book, the General Theory

rY speculation Y bubbles

It can also be shown that speculation Y r > O, based on Keynes’
assertion. 5



1-Justification of the Workings of Islamic Banking
as It should be:

Rate of interest, money and more

A Zero nominal rates of interest are necessary condition fc
efficient resources allocation. (Friedman).

Later: Chocherlakota, et al:

Zero nominal rates are not only necessary but sufficient fa
efficient resource allocation.

A Capital, in capitalistic system is artificially kept scare due tc
nominal rate of interest being positive (Keynes)
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1-Justification of the Workings of Islamic Banking
as It should be:
THE ADVERSE EFFECT OF HOARDING
Wicksell: S+ qoM+ DH= |
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ARTIFICIAL SCARCITY OF K

Historical evidence. more than 1/3 of savings in USA goes to the

money whirlpool and less than 2/3 goes to investment.
7



1-Justification of the Workings of Islamic Banking
as It should be:

UNIDENTIFIED SUPPLY OF MONEY

A The investigation results obtained from the two appointed
independent committees in US and UK show: due to problems
faced as the result of speculative activities in the money
market [money whirlpool], the supply of money cannot be
defined. Further, if money is indefinable or includes a broad
category of “assets” then monetary policy is impossible.

~

A According to R. S. Sayers, one of the committee members:
“The difficulty of identification has derived from the two-fold
nature of money [in capitalism]... as a medium of exchange
and as a store of value [being synonymous with hoarding and
speculation]”.



1-Justification of the Workings of Islamic Banking
as It should be:

COOPERATION, JUSTICE, AND OPTIMALITY
A Joan Robinson: the classical economists did not treat
society as a cooperative.

A Where the invisible hand fails to direct each person,
mindful only of her own gain, to promote the benefit
of all, cooperation provides a visible hand.
(Gauthier)

A The object of rational cooperative choice must be an
optimal outcome...In non-cooperative interaction
the core rationality property is equilibrium, whereas
in cooperative interaction the core rationality
property is optimality. (Gauthier)
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1-Justification of the Workings of Islamic Banking

as it should be:

John Rawls. The circumstances of justice may be
described as the normal condition under which human
cooperation is both possible and necessary.

To most western economists, the concept of efficiency is
based on Paretian value judgments which assume that.
there is no “society” above and beyond the individuals.
Thus one should be interested only in the welfare of
individuals and nothing else.

This is an evidence for the fallacy of composition.
Pareto optimality says nothing about justice.

Nath. Pareto optimality is not necessarily superior to any
non-optimum.

10
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1-Justification of the Workings of Islamic Banking
as it should be:

Pillars of Islamic economicsTRINITY CRITERIA

Justice (Ultimate Goal)

INCREASING- SUM

Interaction between and among pillars give rise to increasing-sum game
In an Islamic Economic System; the catalyst being social capital. 11



1-Justification of the Workings of Islamic Banking
as It should be:

¢ Muslims feel bound to adhere to Islamic rules and
injunctions because such rules, if carefully observed,,
are for their own well-being and benefits, whether they
arc able to understand and analyze them or not.
INTEGRATED MARKETS

c We, here, attempt to avoid Neoclassical-Keynesian
system to be dichotomized into independent real and
monetary subsets. It is not, says Davidson, correct to
separate monetary economics as has often been done;
hence, integrating money in Capital theory as
envisaged throughout the discussions made in my
recent book.

12
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THE OPERATION OF ISLAMIC BANKING

Schematic workings of two banking systems.

Y Islamic N
Bank

FINANCE HOUSE | LOAN HOUSE

1. Advocate of
Depositors 1. Borrower

2. Partner of 2. Lender
Investors

13



2. The Operation of Islamic banking:
ITS ROLE IN INVESTMENT
To develop a model following simplifying assumptions are required.

¢ All investment projects are financed by banks and in accordance with
Musharakah PLS contracts.

¢ Acting as agents (advocates) of the depositors, the banks use their
customers’ deposits in any contracts signed but do not utilize their own
funds.

¢ Banks collect commission from depositors on any contract signed on the
agreed terms and conditions.

¢ As soon as PLS is signed all deposits are instantaneously legally
transformed into capital.

¢ There is a common fund pool (CFP) in the system and all depositors share
in the prospects of all investment projects.

¢ The depositors’ share of profits is generally proportional to the size and
the time length of their respective deposits.

Depositors’ principal money is not guaranteed by the banks.
C p p p y o4 y y



2. The Operation of Islamic banking:
ITS ROLE IN INVESTMENT

Assuming that (K) is the total capital needed to launch a
project in PLS, (K¥) is the firm’s share of capital, and (Ks) is
the bank’s share.

K= Ks: Kr

Further, (@) is the total profits, ([[r) is the firm’s share, and
(1) is the bank’s share.

I1=1Is +1IF

Under the condition of certainty, the expected profit E(@) is
the same as realized profits (). The bank’s relative share of
profit (11, /) to that of its investors (firms), Il /Kz), is :

s/
[1-/K;
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2. The Operation of Islamic banking:

ITS ROLE IN INVESTMENT

Altering the shares, (U) is found to be the most powerful financial policy
tool for encouraging or discouraging potential investors (firms) to

undertake new investments, or go with out it. Changing “U does not
imply market intervention. It is simply a ratio, not the price.

Three distinct cases can be distinguished:

Case | In this case the overall economic policy of the Islamic state
is such as to discourage potential investors.

@B/ KB X/ KF
Case II In which there is no preference by the government to go
ahead or to go without the project; and

B/ Ks 3JrF/ KF
Case III Where the goal is to attract potential investors by offering

them a profit share greater than their share in capital.

@B/ KB <IF/ KF 16
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2. The Operation of Islamic banking: its role in investment.

a- CERTAINTY CONDITION

Assuming output maximization and normal profit for entrepreneurs, the
demand for investible funds (D) can be written as.

dD
Dy = f(ﬂi);—d L<0
a
It can further be assumed that the higher the depositors share of profit the

greater would be the volume of deposits such that the supply of investible
funds (SI) is.

ds,

— >0
g(ﬂ),da

;

Sy

a* -------------

Volume of Investment 17



2. The Operation of Islamic banking: its role in investment.

b- RISK CONDITION :

Using Private-Public Partnership(PPP) scheme.

~

A

Having demonstrated that money, in the absence of both interest
(Riba) and speculation taking place in the money market, is an
impure public good, the Islamic banks become state-owned banks
and will be brought under public control. This is an approximation
to the proposition made by Keynes.

Governments have to be looked upon as benevolent, big risk takers
in risky conditions, and not as profit-maximizers.

Under the PPP scheme the state-owned bank’s share of profit must
be reduced in order to compensate for the falling rate of expected
profit to the investor, relative to its own share of capital.

ds,

— =0
da

SI — g ({Ilﬂ-)!
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2. The Operation of Islamic banking: its role in investment.

b- RISK CONDITION
The hypothesized equation with its positive derivatives with respect to risk,
is the most important treatment of risk problem because it would certainly
make prospects for private investment expenditure much brighter. In so
doing, the government will actually assume the duties expected of it
because it cannot behave as a profit-maximizing agent.

-he the

of as
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