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Introduction

In the name of God,
the Most Gracious,
the Most Merciful

The Research Center for Islamic Legislation and Ethics (CILE)
is pleased to place into the hands of readers this series of book-
lets, which contain a collection of research papers that have
been presented at events organized by the Center. Through
these booklets, we are seeking to build a methodological plat-
form that will contribute to the CILE’s key objective, namely
promoting radical reform. The type of radical reform that
we are calling for is based on a fundamental concept: trans-
formational renovation. This concept transcends traditional
renovation and a posteriori diligence, which tends to maintain
reality and adapt to it, assessing and judging its components
through the system of the five categories of laws in Islam: Wajeb
(required, obligatory); Mandoob (recommended); Mubah
(permitted but morally indifferent); Makrooh (discouraged or
abominable); and Haram (forbidden or prohibited); in other
words, it is rather an evaluative type of jurisprudence. Trans-
formational renovation goes beyond this intellectual space to
create a kind of renovation and jurisprudence that addresses
facts critically and explores reality intellectually so as to reform
it, or even rebuild it if necessary. Moreover, this transforma-
tional renovation process puts forward alternative solutions
for the shortcomings of the current reality, seeking to establish
new means, models, and paradigms at all levels that would



achieve ethical objectives. Therefore, radical reform purports
to go beyond superficial issues and directly into the crux of
objectives and ethics, beyond minor details into theoretical
foundations and frames of reference.

In order to implement radical reform by means of transfor-
mational renovation, religious scholars and scientists should
share the responsibility. While religious scholars, in many
cases, have been capable of judging reality based on specific
facts provided by scientists, the taskis differentwhenitcomesto
diligence and transformational renovation. This is because an
endeavor such as thisrequires an advanced and comprehensive
understanding of both religion and reality. Being well-versed in
Islamic Sharia sciences and being formally and partially aware
of reality alone will not help bring about transformational
reform unless it is accompanied with similar knowledge of our
reality, and with today’s scientific advancement, this is only
possible by involving those specialist scientists and practition-
ers. The process of building reality on the foundation of proper
Islamic ethics and values should be based on a deep and com-
prehensive understanding that will help analyze the reasons
behind malice, which drive people to engage in substandard
activities. This understanding may lead to the introduction of
alternative solutions and new practices, which are more deeply
founded on scientific knowledge. Not to dismiss the sound
efforts and evaluative diligence of religious scholars, neither
Islamic Sharia scholars nor scientists alone should monopo-
lize knowledge or assume sole responsibility for undertaking
reforms in society.

CILE activities are noteworthy for bringing together both
religious scholars and scientists. We do not seek to address the
evaluative process, which is limited to understanding reality
through judgment and adaptation, drawing on permissions
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or prohibitions. Rather, CILE events facilitate open dialogue
between scholars and expert practitioners, who can collectively
propose how best to undertake radical reforms and recom-
mend solutions that are at once inspired by Islamic principles
and supported by scientific knowledge.

While the combined work of religious scholars and scientists
constitutes a fundamental methodological basis for transfor-
mational renovation, it should be coupled with many other
elements pertaining to the methods, theories, and objectives
of science. For instance, traditional Sharia scientific methods
do not preclude the type of renovation desired. At the same
time, modern science has failed to focus on ethics, as it has not
addressed ethics as a fundamental issue. Rather, science rel-
egates ethics to a secondary position. This raises the issue of
the division of sciences into religious or secular sciences, and of
their tendency to focus excessively on highly specialized topics
without associating them with greater universal themes.

Undoubtedly, this undermines the communication between
scientists from various disciplines and thwarts their efforts to
work together to develop an epistemological approach that
combines their knowledge to serve the important purpose
of promoting ethics. Therefore, the challenge set before us is
not to persuade scientists belonging to various disciplines and
backgrounds to work together. Rather, it is to shake them in
their scientific safe havens and drive them to push through the
epistemological paradigms governing their own knowledge
in order to set up a new system and outline methods toward
achieving renovation.

Launching the first of its specialized research activities
aimed atfacilitatingand exploring the communication between
religious scholars and scientists, the CILE convened a three-
day closed seminar in June 2014 in Education City, Doha, to
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consider the contemporary challenges of and the relationship
between Islamic ethics and economics.

The seminar participants, scientists and intellectuals with
theological and practical experience from around the world,
included Sheikh Dr Ali Mohyi Al-Din Al-Qaradaghi, Sheikh
Dr Abdullah Bin Yousuf Al-Judai, Dr Hatem El-Karanshawy,
Dr Abdelazeem Abozaid, Dr Philip Molyneux, Dr Muhammad
Umer Chapra, Dr Asad Zaman, Dr Tarig Ramadan, Dr Catherine
Samary, Dr Mohammad Fadel, Kavilash Chawla, and Chauki
Lazhar. The seminar was moderated by Dr Abderahman Yousri.

The CILE requested the participants to focus the discussions
on the following topics:

(A) What are the main objectives of financial institutions in
the current neoliberal economic system in relation to
the individual, society, state, and global economy?

(B) What are the main objectives of “Islamic Finance” from
an Islamic perspective, in relation to the individual,
society, state, and global economy?

This booklet includes a research paper presented in this
seminar and is a part of CILE book series which we hope will

contribute to our project of transformational renovation.

CHAUKI LAZHAR, CILE Deputy Director
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Ethics and Finance:
An Islamic Perspective in the Light
of the Purposes of Islamic Sharia

Mohammad Fadel



Introduction

I have written this paper in response to an invitation from the
Research Center for Islamic Legislation and Ethics in Doha,
Qatar, to participate in a seminar innocuously titled “Ethics
and Economics.” The organizers of the seminar asked me to
address the following question: “From an Islamic perspective,
what are the main objectives of ‘Islamic Finance’ in relation to
the individual, society, state, and global economy?” They also
asked me to address the following sub-questions: “What is your
assessment of the Islamic finance journey so far (e.g. Islamic
banks, Islamic Development Bank, Islamic Dow Jones)?” and
“To what extent has Islamic finance introduced an alternative
paradigm, or does it function within the boundaries of the
currentneo-liberal economic system?” All seminar participants
circulated their papers in advance of the three-day meeting;
and while this paper is, in broad outlines at least, unchanged
from the pre-seminar version, I have revised it in the light of the
questions and issues raised during the course of the often-lively
exchanges that took place during the seminar, and added addi-
tional detailed citations from the figh and hadith literature for
the benefit of the reader.

The paper will proceed as follows. I will begin with a dis-
cussion of what it means, from a methodological perspective,
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to adopt a purposive approach (magqasidi) to understanding
Islamic law (Sharia). After this methodological introduction, I
will proceed to discuss my understanding of what a purposive
approach to finance grounded in the norms of Islamic Sharia
would mean. My analysis begins by identifying the extent to
which the explicit textual sources of the Sharia broadly recog-
nize the legitimacy of finance, and identifies the different kinds
of finance that the Sharia explicitly recognizes, including, a
for-profit financial sector and a charitable (or not-for-profit
financial sector) and public finance. I then provide a substan-
tive analysis of each sector, arguing that each sector is governed
by its own particular purposes (maqasid), and that it would
be inappropriate to import the concerns of one sector, for
example, the for-profit sector, into analysis of another sector,
for example, the not-for-profit sector, but that all sectors are
united by a meta-Islamic ethic of a commitment to efficiency, or
from an operational perspective, an anti-waste principle. I will
then discuss specific problems related to contemporary Islamic
finance: the failure of Islamic banks to guarantee the money
of depositors by virtue of their use of the two-tiered mudaraba
structure to finance their dealings; the difficulties raised by the
current approach of Islamic equity indices, such as the Dow
Jones Islamic Index; how to transform zakat into an effective
tool for distributive justice due by overcoming the historical
legacy of legal formalism in the jurisprudence of zakat; and,
the role of general taxation in public finance in Islam and the
achievement of social justice. The paper will then conclude on
the state of the art in the theory and practice of Islamic finance
across the various dimensions discussed in this paper.
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The Methodology of Purposivism in Islamic
Jurisprudence (al-figh al-magqasidi)

Before one can develop a purposive understanding of finance
in the light of the Sharia, one must first begin with an under-
standing of the jurisprudential assumptions of purposivism
(al-figh al-magqasidi) and how this method is to be applied for
the purpose of deriving rules of Islamic law.

Purposivism is often understood to find its first explicit
articulation in the writings of the great Shafi‘i jurist and
Ash‘ari theologian, Abu Hamid al-Ghazali. Al-Ghazali argued
in his al-Mustasfa fi Usul al-Figh that the Sharia existed to serve
five universal ends (magqasid kulliyya) of the preservation of
religion (din), life (hayat), property (mal), progeny (nasl),
and capacity/rationality ( ‘agl). All rules of the Sharia, in turn,
furthered one of these ends, but along three different levels of
importance, which al-Ghazali identified as primary/necessary
(daruri), secondary/convenient (haji) and tertiary/decorative
(tazyini).Post-Ghazalianjurists further developed his theory of
the maqasid, with such jurists as ‘Abd al-‘Azizb. ‘Abd al-Salam,
author of Qawa ‘id al-Ahkam fi Masalih al-Anam, and Abu Ishaq
al-Shatibi, author of al-Muwafaqat fi Usul al-Shari ‘a, giving
pride of place to maqasid in their jurisprudential theories of the
Sharia.

It would be a mistake, however, to think that the purposive
approach to understanding the Sharia was a relatively late
development in the history of Islamic law. While the explicit
formulation of the theory of the maqasid may have come at a
later date, purposive interpretation characterized Sunni juris-
tic activity from its earliest history. While traditional accounts
of Islamic legal history tend to recognize Imam Malik as the
early jurist who gave pride of place to masalih mursala (the
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textually unattested public welfare) in his juristic system while
his younger contemporary and critic, Imam al-Shafi‘i, is said
to have rejected such analysis in favor of a stricter textualism;
careful analysis of al-Shafi'i’s interpretation of revealed texts
confirms his assumption that correct interpretation requires
knowledge of the purposes of the revealed rule. This is clear
in his treatment of the verse “and test the orphans when they
reach the age of marriage, and if you find them to be of sound
mind, deliver to them their property” (4:6, al-Nisa’), where
he relied on the social distinctions in how minor boys and girls
were raised to justify the different evidentiary presumptions
that were to be used to determine when minor boys and girls,
respectively, should obtain full ownership of their properties.:

Even before the explicit introduction of magqasid al-shari ‘a
as a technical jurisprudential concept, the general acceptance
by Sunni jurists of analogy was dependent on the assumption
that the rules of the Sharia existed to promote certain ends or
goals (magasid), and that human reason could reasonably infer
what those goals were from the explicit rules of revelation.
Accordingly, we could understand that revelation prohibited
grape wine (khamr) not because of its color, taste, or texture,
but because of its particular capacity to undermine the rational
capacity (izalat al- ‘agl) of those who drank it. Of course, to be
able to identify wine’s capacity to cause inebriation as the legal
cause ( illa) of its prohibition while excluding its other char-
acteristics as the basis for the prohibition assumes that God’s
rules are purposive. The implicit assumption that God’s reve-
lation is purposive formed the basis for the Zahiri critique of
analogy as an unwarranted assumption by human beings that
they could understand divine purposes.

Although acceptance of the purposiveness of revelation is
deep-rooted in Sunni jurisprudence, it is also a controversial
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position, as evidenced not only by the Zahiri rejection of the
entire justification of analogical reasoning, but also by the
skepticism numerous jurists have expressed with regard to the
capacity of human beings to discern the true purpose intended
by divine revelation. More conservative jurists, such as the late
Sheikh al-Buti, for example, have expressed doubts about our
ability to apprehend the correct goal of revelation, and that
instead, we should assume that the goal of the Lawgiver is per-
fectly assimilated into the textual rule itself, in which case, the
best means to achieving the goal of the Lawgiver is through
complete obedience to the rule without regard for the empiri-
cal consequences that result from conforming to the rule.2

I reject this approach, not because it is methodologically
indefensible, but because as a practical matter it does violence
to the entire enterprise of jurisprudence (figh), not only at
the level of particular rules, but also at the level of the struc-
ture of jurisprudence, which implicitly assumes our capacity
to understand the purposes of revelation as viewed from a
human perspective, and thus apply the norms of revelation to
an infinite set of human problems.? As Ibn Rushd the Grandson
stated in defense of the obligation of ijtihad: texts are finite, but
cases are infinite, and it is impossible for the finite to encompass
the infinite. Accordingly, the proper maqasidi approach to rev-
elation is to begin with the texts of revelation; proceed to the
empirical circumstances in which that rule originally operated;
then propose the goal, that s, the maqgsud or the maslaha which
the rule furthers; and, finally, apply the textual rule to new
circumstances while taking into account (mura ‘at) what the
jurist theorizes to be the original purpose of the rule. In other
words, an interpretive dialectic, grounded largely in practical
reason, must take place among our linguistic understanding of
the texts of revelation, our own understanding of our empirical
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(immanent) good in the light of our best understanding of the
world at the time of the interpretation (al-sunan al- ‘adiyya),
and our best understanding of the circumstances in which the
rulewill be applied. Finally, the maqasidi approach I adopt does
not limit itself to regarding the texts of revelation discretely, but
rather requires reading them together in an inductive fashion
(istigra’), along with the interpretations historically provided
by the jurists, in order to best determine the Lawgiver’s goal.
This is essentially the method that the great Maliki jurist and
scholar of usul al-figh Abu Ishaq al-Shatibi proposed in his
magisterial work on maqasid and its relationship to theoretical
jurisprudence, al-Muwafqat fi Usul al-Figh.

Finance, the Foundational Texts of Revelation and
Finance’s Status as an Essential Good (Maslaha Daruriyya)

To answer the principal question posed by this seminar — “what
are the main objectives of ‘Islamic Finance’ in relation to the
individual, society, state and global economy?” — we must
begin with an inductive survey of the texts of revelation to iden-
tify the extent to which revelation addresses questions that are
directly relevant to finance, whether in a legislative mode, that
is, through direct commands, or in a confirmatory mode, that
is, confirming social practices that are essentially financial. But
we cannot begin the Islamic inquiry without first answering the
question, “What is finance?” By finance, we mean the process
by which surplus funds in the hands of savers — whether indi-
viduals, firms, or governments — are transferred to individuals
and entities in need of those funds, whether for investment
or for consumption. A financial system can be described as
more or less efficient by measuring its success in transferring
surplus, unused funds from savers to consumers and investors.
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The need for a financial system stems not only from the fact of
an unequal distribution of income and opportunities, but also
from the reality of an unequal distribution of talent and desire:
even if we imagined a world in which property was distributed
in a perfectly equal fashion, so long as individuals have differ-
ent desires in terms of consumption and saving, and talents
with respect to how they wish to deploy their resources, there
will exist a need to transfer property which is idle in the hands
of its owner to another person who can make more productive
use of it.

There is also a pressing need to transfer savings to debtors
because of the reality of consumption patterns over a single
lifetime: individuals’ expenses and incomes vary depending on
their age, for example, children and the aged, because theylack
income, must draw on the surpluses generated by the working
population, while persons in the prime of their career will gen-
erally generate income in excess of their present needs, which
they need to save for future expenses. Accordingly, consump-
tion patterns need to be adjusted to the natural rise and decline
of actual incomes over a person’s lifetime. Finance, therefore,
entails more than the present transfer of surplus property from
those who do not need it to those who need it immediately,
something which could be accomplished simply by means of a
present gift. Tt also refers to intertemporal exchange, whereby
the person or entity with the surplus transfers it conditionally
in the expectation of receiving its like in the future, oftentimes
with an expectation of an increase, so that the saver will be able
to meet their future needs, whether personal, for example, the
cost of a child’s wedding, or social, for example, the pensions of
retired workers.

The only way to envision a society that lacks a financial
system is to imagine one in which trade is absolutely prohib-
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ited or to imagine a society in which all individuals have the
same initial endowments and have the same tastes, in which
case there would be no need for them to trade and in which
current income is always sufficient to satisfy its members’
current needs, regardless of age or circumstance. Because such
a society has never existed, and as a matter of experience, is
extremely unlikely (muta ‘addhir) to exist, we can safely con-
clude that that existence of a financial system in human society
is a fundamental interest (maslaha daruriyya) insofar as it is
inconceivable for any human society to exist without some
system for transferring surplus property to those who are in a
deficit.

There is little doubt that the Qur’an and Sunna, as a general
matter, recognize the role of finance, that is, the transfer of sur-
pluses to those in deficit, in human society by encouraging the
circulation of wealth. In so doing, the Qur’an recognizes both
commercial (profit-seeking) and non-commercial (altruistic)
means to effect these transfers of property. The following list
includes some — but by no means all — texts of revelation that
relate to finance: (a) the Qur’an condemns those who hoard
wealth (“Those who hoard gold and silver and spend it not
on the path of God . . .,” al-Tawba, 34-5); (b) it instructs that
public property (fay ) is to be spent on the needy so that “its
circulation is not limited to the wealthy among you” (al-Hashr,
7); (c) it repeatedly commands the believers with means to
pay a portion of their property as zakat in favor of the needy,
as an obligation and not an act of charity (e.g. al-Tawba, 103,
and al-Ma ‘arij, 24-5); (d) the Qur’an repeatedly encourages
believers to extend “godly loans” (gardan hasanan) for the sake
of God, (e.g. Baqgara, 245); (e) the Qur’an not only recognized
the permissibility of trade in the spot market (tijara hadira),
it also recognized the validity of credit sales (al-bay ila ajal),

23



as manifested by the fact that the single longest verse of the
Qur’an, Baqara, 282, lays out the rules for documenting credit
sales; (f) thesunnarecognized the permissibility of commercial
contracts (profit-seeking contracts) that include a credit term,
such as salam (forward sale), muzara ‘a (share-cropping), and
musagqat (a special kind of share-cropping arrangement); (g)
the sunna recognized the validity of guaranty contracts ( ‘aqd
al-daman or kafala) as well as social insurance (al-diya ‘aqila);
(h) the sunna recognized equity finance (sharika) with pure
profit-and-loss sharing, and preferred equity finance (girad or
mudaraba) where only profits are shared; and (i) the sunna also
recognized public borrowing, as set out in the Sunan of Abu
Dawud in the report of ‘Abdallah b. ‘Amr b . al-‘As, concerting
the provision of camels for the army.s

What this brief review of Qur’anic and Prophetic texts shows
is that the foundational elements of both public and private
(individual and business) finance, as well as commercial and
noncommercial finance, both debt and equity, are found in the
texts of revelation. It would be a mistake, then, in formulating
a purposive interpretation of Islamic law’s approach to finance
to reduce the Sharia’s teachings to one set of financial tools
to the exclusion of the others. The Sharia endorses both prof-
it-seeking modes of finance and altruistic modes of finance. It
endorses voluntary acts of altruism — gifts (hiba) and charity
(sadaga) — as a means of transferring surpluses to those in
deficits, and it also endorses coercive means of redistribution
of surplus assets — zakat and kharaj — to those in need. Before
formulating a general theory of the ethics of Islamic finance,
therefore, it is crucial that we begin with understanding the
purposes of each of the different financial tools that the Sharia
has recognized, and then consider, from a macro-perspective,
how these micro-financial tools are to work together. A closely
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related question is whether Muslims are restricted to the tools
explicitly endorsed by revelation,s or whether the presump-
tion of permissibility (al-asl fi'l-ashya’ al-ibaha) should apply
to financial transactions. Finally, there is also the larger, sys-
temic question of the macroeconomic environment, in which
these individual contracts ought to be deployed and the overall
relationship between individuals’ pursuit of their own ends,
including, commercial for-profit ends, with the public good,
question to which this essay will turn later.

We now turn to the more detailed question of analyzing the
goals of each of the subareas of finance recognized in the basic
texts of the Sharia: commercial contracts; altruistic finance;
and coercive public finance (zakat).

Commercial Contracts, the Pursuit of Profit and
Magqasid al-Shari ‘a

The jurists have recognized numerous contracts, the purpose
of which is the realization of private gain for the contracting
parties. The paradigmatic case of the profit-seeking contract
in Islamic law is the sale (al-bay‘). Jurists not only assume the
parties to a sale contract, provided they enjoy full capacity and
are entitled to maximize their private gains from a commercial
contract, but that they ordinarily do seek to maximize their
private gains, at least to the best of their ability. For this reason,
Muslim jurists generally allowed parties to determine freely
the terms on which they would trade, and in contrast to medi-
eval Church doctrine, they rejected a just price theory. Even
contracts that evidenced off-market prices (ghabn) were valid,
or at a minimum, were not invalid solely because the price was
off-market.” This presumption that traders seek to maximize
their private returns is manifested in the juristic presumption
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that contracts of sale and other commercial contracts are gov-
erned by a presumption of mutual covetousness, mushahha,
which requires holding the parties strictly to their bargain in
light of the presumption that each party demands performance
of exactly what was in the contract, in contrast to other con-
tracts, such as marriage, which is governed by a presumption of
generosity — mukarama or musamaha — that results in a looser
interpretation of contractual terms.® The assumption of profit
maximization is also clearly manifested in the rules govern-
ing the obligations of an agent (wakil) who is entrusted with
selling the goods of his principal® or the duties of an invest-
ment agent (al-‘amil) in a qirad or mudaraba. The agent in a
qgirad, for example, is prohibited from making gifts (other than
de minimis gifts, such as a loaf of bread or the like) out of the
capital of the investment partnership on the theory that he is
working solely for the interests of the investor.’® A partner in a
general partnership is also limited in his right to act out of gen-
erosity: while he is permitted, for example, to give discounts
on debts owed to the partnership or make gifts, but only if such
acts further the commercial interests of the partnership.!!

The legitimacy of the private pursuit of profit is so
ingrained in Islamic jurisprudence that the jurists over the cen-
turies recognized numerous exceptions to their rules in order
to facilitate the private pursuit of commercial gains. Indeed,
the contract of the girad is itself considered to be exceptional
insofar as it entails a contract for hire for an indefinite wage
(al-ijjara al-majhula). Despite this otherwise grave contrac-
tual defect, Islamic law declared it to be permissible because
of necessity in light of the fact that many people with surplus
funds lack the ability or the opportunity to invest that property
themselves.i2 A careful reader of the history of Islamic law will
find numerous examples from the fatwas of the scholars that
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evidence a principled willingness to recognize exceptions to
various rules of figh in order to further the legitimate need of
private parties to earn a profit. In addition to such exceptional
contracts asqirad, bay ‘al-salam, muzara ‘a, bay ‘al- ‘ariyya, and
musaqat, all of which have some textual basis, jurists also rec-
ognized exceptions to their own rules in numerous instances.
In the Maliki school, for example, Andalusian jurists gave opin-
ions permitting partnerships for the cultivation of silkworms
(tarbiyat al-dud) despite the fact that the customary arrange-
ments were not in accordance with Maliki teachings on labor
partnerships.: Later Malikis, in an effort to enhance the rights
of creditors, permitted the debtor to appoint the creditor his
agent for the purpose of selling pledged property in the event
the debtor defaulted in order to avoid the inconvenience of a
judicial sale.» Maliki jurists also recognized an exception to
their rule regarding the requirement of immediate payment
or performance of a binding contract of hire (ijara madmuna)
in the case of contracts for the advance hire of transportation
for long distances, like the Pilgrimage, again on the grounds of
necessity.’s Muslim jurists also generally upheld the liability of
artisans for the property of their customers (tadmin al-sunna’)
despite the fact that the customers willingly gave them their
property, and thus the artisans would ordinarily be deemed
to be bailees (amin) and thus free of liability in the absence of
proof of negligence.s

Another important example of the jurists relaxing the rules
of figh in light of the need to pursue profit is found in an impor-
tant opinion of the great Andalusian jurist al-Shatibi, in which
he was asked about the legitimacy of another customary but
controversial practice in Andalus that contradicted numerous
rules of Maliki figh, but strict application of the rules of Maliki
figh would have deprived average individuals of the opportu-
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nity to earn a profit with their property.” Shatibi explained
the controversial practice as follows: a group of urban dwell-
ers who own livestock, for example, sheep or goats, contract
with one or more shepherds, who then take the animals into
the countryside to graze. While the animals are grazing, the
shepherds milk the herd, and use the milk to manufacture
cheese. When the shepherds return to the city, they distribute
the cheese in proportion to the number of animals each partner
contributed to the herd. He was also asked about the Andalu-
sian practice of forming partnerships for the manufacture of
cheese, with each partner contributing milk and the cheese
being divided in proportion to the amount of milk contributed
by each partner. Because the amount of cheese produced from
milk is not uniform, that is, some milk yields more cheese than
others, dividing the cheese in proportion to the milk contrib-
uted by each partner, for example, if A contributed 1/10™ of
the milk, he receives 1/10™ of the cheese, does not result in a
distribution of the cheese that in fact corresponds to the cheese
produced by the partner’s contribution of milk. Under standard
principles of Maliki law, such a transaction amounts to muz-
abana, as well as riba fadl and riba nasi’a insofar as it entails
the unequal exchange of food combined with delay, that is, the
exchange of milk for cheese on a deferred basis. Application of
ordinary rules then would result in an invalidation of these two
widespread customary transactions.

Nevertheless, al-Shatibi upheld this practice in reliance on
an early opinion of Imam Malik recorded in the Utbiyya and
explicated by Ibn Rushd the Grandfather in al-Bayan wa’l-Tah-
sil. Malik is asked about a practice in his day, where people
would meet at an oil press, and instead of each of them press-
ing his own seeds individually, they would combine their seeds
together, press them together, and split the oil in proportion to
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the amount of seeds that each person had contributed. Malik
stated that in principle this was impermissible because there
is no guarantee that each set of seeds produces oil in equal
amounts, thus leading to uncertainty in exchange (gharar) and
riba fadl in the exchange of food. Nevertheless, Imam Malik
permitted the practice, saying:

“This is disliked because some of it will produce more than
therest, but when the people need this, [ hopeitis a trivial thing
because they must have which is necessary to improve their
condition. Accordingly, I hope that there is a dispensation for
those things which they cannot avoid, God willing, and I see no
harmin it.”ss

According to Ibn Rushd, Sahnun rejected Malik’s view, and
declared the practice forbidden on the basis of analogy, while
Malik permitted it “on the grounds of istihsan, necessity com-
pelling him to that conclusion, since it is impossible to press
a small amount of seeds and in light of the opinion of some
scholars that unequal exchange is permitted in those [com-
modities].”

What is clear from the previous examples is that jurists, cer-
tainly in the Maliki school, were willing to make exceptions to
rules that would normally apply by force of analogy in favor of
reasoning based on doctrines such as maslaha mursala and isti-
hsan, usually claiming necessity (darura) to justify abandoning
the rule that analogy would require. Necessity in these cases,
however, is a far cry from the necessity that would be required
to permit, for example, a person to eat carrion (akl al-mayta);
rather, the jurists in commercial contexts use necessity loosely,
treating legitimate commercial need (haja) as the equivalent
of necessity (darura) in other circumstances in order to justify
a dispensation (rukhsa) from the ordinarily applicable rule. In
other words, simple need (haja) is transformed into necessity
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in the context of commercial dealings (tunazzal al-haja manzi-
lat al-darura).

I am not aware of any explicit discussion among the jurists
that explains this anomaly. After all, the Maliki jurists do not
permit consumption of carrion except in circumstances where
the person is starving. In the cases of the exceptions noted
above, they did not require proof that the person seeking the
dispensation was on the verge of starvation or poverty; it was
sufficient that the transaction under consideration served a
legitimate need, particularly the need for individuals to invest
their property for a gain (tanmiya), or otherwise realize a
profit. The different sense by which jurists use the term neces-
sity (darura) in the two cases may be that the prohibition on
eating carrion is owed to God exclusively (haqq allah), while
property rights belong to human beings (haqq adami). All of
the cases cited above involve exceptions to rules that regulate
property rights, and thus belong primarily to the realm of the
rights of human beings (huquq al-adamiyyin). Accordingly,
and to the extent that they have consented to these practices,
no violation is being committed against their property and so
the lower standard for the rukhsa is justified.z

We can conclude then by noting that in private, commer-
cial transactions, legitimate need (haja), not actual necessity
(darura), is sufficient to justify an exception from a rule based
on analogy. That is the inevitable conclusion that should be
drawn from the various exceptions noted by the jurists to their
own rules.

Altruistic Finance in the Sharia

In addition to utilizing the profit motive to encourage the trans-
fer of surplus property to those who need it for immediate use,
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the Sharia cultivates an ethic of generosity and altruism (ithar)
among its followers to share whatever surplus they have with
those who are in greater need. For example, the Qur’an praised
the Ansar — the Arabs of Yathrib at the time of the Prophet’s
hijra (S) - for their altruistic sharing with the Emigrants their
properties, even though the Ansar themselves were needy.>
Altruistic contracts include the contract of gift (hiba) as well
as the loan (qgard). In each of these transactions, the person
transferring the property to the other does so without any con-
sideration, and indeed, in the case of a loan, the stipulation of
a consideration nullifies the transaction’s character as a loan
and transforms it into a sale, which might or might not be valid
depending on the terms of the sale.

The absolutely altruistic character of the loan is exempli-
fied in the juristic rule invalidating self-interested loans, that
is, salaf jarra naf ‘an, and is reflected in its definition among
the Malikis as the transfer of property from the transferor to
the transferee for the exclusive benefit of the transferee.22 Even
though this juristic rule rests on a weak report, it is rationally
consistent with the notion that a loan should be solely for the
benefit of the borrower in order for it to qualify as an act of altru-
ism. We have seen previously that the Muslim jurists were keen
to separate profit-seeking contracts such as sales, the govern-
ing presumption for which is covetousness (mushahha), from
other contracts that were governed by a norm of generosity
(mukarama). This distinction is reinforced through the juristic
rule invalidating self-interested loans. It is also consistent with
the Qur’anic ethic of altruism: individuals are not obliged to
be altruistic (except in the limited circumstances of necessity),
but where they choose to act altruistically, they may not then
act toward the recipient in a way that contradicts the original
intention:

31



“A kind word and a prayer of forgiveness are superior to
charity followed by vexation.”z

Likewise, the charitable nature of the loan, that is, the fact
that the lender receives no benefit from the borrower in consid-
eration for the loan, explains why, unlike a sale, it is an act of
obedience (mandub) that entails divine reward.2+ A gift (hiba
or sadaqa) is like a loan insofar that it is an uncompensated
transfer of property, but with the important difference that the
recipient is under no obligation to return the gift, unlike the
case of a loan, but it shares with a loan the fact that it merits
divine reward as a supererogatory duty (mandub).z

They also share the requirement that a prerequisite for the
validity of the loan or the gift that the lender or the giver, as
applicable, have the capacity to engage in a donation act (ahl-
iyyat al-tabarru) and be the owner of the property.zs This
means, for example, that agents lack the capacity to engage in
donation acts without the consent of their principals. So, too,
guardians are not allowed to engage in donative acts on behalf
of their wards, and therefore, Malikis held that an orphan’s
guardian is not permitted to lend the orphan’s property, and
a child is entitled to seek restitution from a parent who made
gifts to others out of the minor child’s property.2

Altruistic contracts also differ from commercial contracts
in other important ways. For example, both contracts of loan
(gard) and gift (sadaqa) are binding only after they have
been performed by the lender or the donor, respectively.> By
contrast, the contract of sale is immediately effective in trans-
ferring title of the sold good to the purchaser. This feature of
altruistic contracts further weakens their obligatory character
relative to commercial contracts. On the other hand, because
these are altruistic contracts, they tolerate a degree of indefi-
niteness (gharar) that is not permitted in contracts of sale that
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entail mutual compensation.=

To conclude, the Sharia encourages acts of generosity, and
altruistic modes of finance are certainly part of the financial
tools recognized by the Sharia. At the same time, however, it
would be a mistake to limit finance in Islam to acts of altruism,
which, according to the jurists themselves, are only recom-
mended (mandub) and not obligatory (wajib). Finally, with
respect to a purposive approach to donation contracts, Muslim
jurists must be careful to preserve the wholly altruistic nature
of contracts such as gard and sadaga and not confuse them with
profit-seeking contracts, or obligatory acts of transfer, namely
zakat, the next topic to which I now turn.

Zakat, Distributive Justice and the Goal of a Universal
Minimum Income

So far, we have seen that Islamic law respects the private
pursuit of profit, and that the jurists regularly made doctri-
nal concessions in furtherance of this goal in circumstances
where it was clear that the concession (rukhsa) at stake was
beneficial to both parties. We also saw that while the Sharia
encourages an ethic of generosity, and rewards those who act
altruistically toward those less fortunate, it does not compel
generosity, but instead imposes it only as a supererogatory
obligation (mandub). Indeed, in many contexts, where the
property is managed by an agent or guardian, such agent or
guardian, as applicable, is effectively prohibited from acting
out of generosity on the theory that this is not in the best inter-
est of the principal or the beneficiary. This might suggest that
the Sharia is largely laissez-faire with respect to economics: it
permits private parties to engage in commercial transactions
and in so doing to maximize their returns from trade, provided
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that they do so honestly, with no offsetting obligation to share
their profits with others. This would be true but for the exist-
ence of the crucial institution of zakat, which acts coercively
to redistribute surplus from those having property in excess of
their current needs to those lacking sufficient property to meet
their current needs.*

Fromthe perspective of purposive jurisprudence, the funda-
mental goal of the law of zakat is to guarantee that each Muslim
(or citizen, in the modern context) is guaranteed a minimum
subsistence income. This is evidenced by the Maliki rule that
anyone lacking a year’s worth of food is entitled to receive
zakat (faqir la yamliku quta ‘amihi).® Interestingly, there is no
requirement that the able-bodied work in order to be eligible
to receive zakat® nor must an individual prove his poverty: it
is enough in the absence of contrary circumstantial evidence
that he claims eligibility according to the Malikis.>+ Zakat funds
were also to be used to free slaves and for debt relief,3s with the
general rule being that priority should be given to the needi-
est.3s

I say that the fundamental purpose is to relieve the needy
and not the moral improvement of zakat payers (although
that is also an important goal of the Sharia) in light of the fact
that it can be coercively enforced against wealthy individuals
who refuse to pay and that even minors who are otherwise not
morally obligated are required to pay zakat on their property if
it exceeds the threshold amount (nisab).*” This observation is
also confirmed by the laws governing when it is obligatory to
assistanotherinneed. As a general rule, there is no duty to offer
assistance to another (muwasat); however, if a person’s need
rises to that of dire and life-threatening necessity (al-mudtarr),
a person who is able to help, but refuses is liable for his failure
to offer assistance if the needy person dies.# Just as is the
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case with zakat, although the Sharia desires to produce indi-
viduals who would voluntarily pay their obligations and offer
assistance to those in desperate circumstances, where there
is a conflict between the moral failures of the wealthy and the
need of the poor or those under necessity, the latter are given
legal priority, but only to the extent necessary to relieve their
need, with zakat providing food for a year, and the obligation
to provide a person facing a dire necessity enough to relieve the
immediate need, but no more.*

The Sharia, viewed from a purposive perspective, endorses
coercive redistribution based on need, with the goal of provid-
ing everyone in society a basic safety net, below which no one
can fall. This is an absolute individual right, without proof that
the person is morally worthy of our assistance, for example,
has exerted sufficient diligence in feeding himself by working.
At the same time, however, the Sharia appears to limit man-
datory assistance to individuals’ basic needs, and in so doing,
it also appears to encourage voluntary transactions, whether
commercial or altruistic, as the primary means by which indi-
viduals are expected to satisfy their economic goals.+

Efficiency and Human Dignity as a Meta-Islamic Ethics
of Finance

In the discussion of zakat, we emphasized its aspiration to
provide all persons a minimum income that guarantees their
survival without regard to whether they are prepared to sell
their labor in the marketplace. The willingness of the jurists to
guarantee access to a minimum entitlement without demand-
ing any contribution of labor suggests an ideal of free labor,
namelylaborthatis given not out of necessity but out of genuine
freedom.
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One finds corroboration for this idea particularly in the
writings of the Hanafi jurists who openly worry about the pros-
pects that paid employment renders the employee vulnerable
to degradation (dhull) and is one reason why hire-contracts
are deemed exceptional (khilaf al-asl). For this reason, Hanafis
prohibit a child from entering into a hire contract with either of
his parents because it would put the child in a position to exploit
his parents, something that is contrary to the parent—child rela-
tionship.# More generally, the great 19" century Damascene
Hanafi jurist Ibn ‘Abidin explained in his Radd al-Muhtar that
the Hanafi position that “self-effacement to other than God is
sinful (al-tawadu ‘li-ghayr allah haram),” means “degradation
of the self in order to receive a worldly benefit (ay idhlal al-nafs
li-nayl al-dunya).”= He also quoted the prominent compan-
ion Ibn Mas‘ud as saying “Whoever humbles himself before a
wealthy man and renders himself at his service to magnify him
and out of covetousness for what he possesses loses two thirds
of his manly self-respect and half of his religion.”+

From the perspective of purposive jurisprudence, this value
canbetranslatedintoananti-subordination principle, meaning,
that the Sharia strives to eliminate all manner of avoidable sub-
ordination of one person to another. We will return to this goal
of the Sharia later in this essay when we discuss the principles
of public finance in a modern context. Now, however, we must
discuss the place of efficiency and its role in the Islamic ethics of
finance and one of the goals of an Islamic financial system.

Before asking whether Islamic ethics incorporates ethics as
a virtue, however, we first ought to ask what efficiency means.
For economists, efficiency is a state of the world in which it
is impossible to make one person better off without making
another person worse off. This state, of course, is an ideal and
isnever actualized, but can only be approached.+ Accordingly,
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economists use the term efficiency and inefficiency to judge
the relative ability of a society (or contract or institution) to
produce a good without wasting resources. A financial system
ismore (less) efficient to the extent that it can produce the same
amount of the good —the transfer of surpluses (savings) to those
in deficit (users of savings, i.e., “borrowers” broadly under-
stood) — at a lower cost. If the costs are lower, but the output of
the good is reduced, or it produces greater misallocation of sur-
pluses, it is not more efficient than a system with higher costs
but produces better results. Likewise, a financial system that
produces few losses, but also results in the hoarding of large
amounts of surplus is not necessarily more efficient than an
alternative financial system that produces more losses, but also
produces more gains. In short, a system is efficient only when
all resources available to it are optimally utilized. Essentially,
maximizing efficiency is simply another way of saying mini-
mizing waste, with waste including both realized losses arising
from unwise uses of surpluses, for example, building too much
private housing as was the case in the United States during the
first decade of the 2000s, and unrealized losses arising from
the failure to deploy surpluses to sectors of the economy that
could use those resources productively, for example, as a result
of hoarding.4s

Fortunately, there is evidence in revelation that shows that
efficiency, at least in this abstract sense, is indeed an impor-
tant Islamic ethical value. God praises those who “When they
spend, they are neither excessive nor are they miserly, and
between these is prosperity.” (al-Furqgan, 67). The word gawam
(also giwam) includes the meaning of justice and stability, or
to read the verse from the perspective of an economist, equilib-
rium. From this perspective, God praises those whose spending
is neither more nor less than necessary, and is appropriate
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for their needs, thus producing justice and stability. When all
spending is directed to what is necessary and in the amount
that is necessary, then a state of perfect efficiency is achieved,
as it would be impossible to redirect spending without making
someone worse off. By contrast, in an inefficient state, it is pos-
sible to redirect spending without making someone worse off.

This aversion to waste is affirmed in numerous verses of
the Qur’an, where God makes clear that He does not impose
obligations on humanity simply to burden them without a
corresponding benefit. Thus, God negated the imposition of
gratuitous difficulty (haraj) in numerous verses of the Qur’an,
(e.g. al-Maida, 6 and al-Hajj, 78); He stated that He intends
ease in religion and not hardship (e.g. al-Bagara, 185) and that
He did not overburden us with useless commands (al-Baqara,
220). For these reasons, Imam Malik, may God be pleased
with him, recognized “the removal of hardship” (raf ‘ al-haraj)
as one of the foundational principles of his legal school. This
recognition of efficiency as a consideration in a jurist’s legal
determinations left many traces in Imam Malik’s legal opin-
ions, particularly with respect to monetary transactions, some
of which were noted earlier in this essay.

The history of Islamic law no doubt provides other exam-
ples of cases where the jurists overrode the formal rules of
figh in order to achieve the social goal of improved efficiency,
and these examples are not limited to the Maliki School. The
existence of cash wagfs (waqf al-nuqud) in the late Ottoman
Empire, for example, is an important example of the jurists
making exceptions to the formal rules of law in order to ensure
that the law serves the goal of efficiency and does not result
in waste. Indeed, one might make the argument that from a
legal perspective, haraj ought simply to be understood as any
kind of expenditure that is not necessary to achieve the goal of
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the transacting parties and thus produces a dead-weight loss
(khusara safiya) in economic terms.

In the Andalusian case of the partnership for the production
of cheese, for example, the Maliki jurists might have relied on
the famous hadith of Bilal, in which the Prophet (S) told him to
sell one kind of dates in the market and use the proceeds from
that sale to purchase the different kind of dates that he had
originally traded for in order to avoid the unequal exchange of
dates, which violates the prohibition against riba al-fadl.s Had
they applied this hadith to that transaction, they would have
told the people to sell their milk in the market for cash, form a
partnership with the cash obtained from its sale, re-purchase
milk from the partnership’s capital, and then they could lawfully
divide the cheese produced by the partnership in proportion to
their respective cash contributions to the partnership’s capital.
By permitting them to avoid the intermediate steps of selling
the milk and then repurchasing it, despite the formal violation
of the rules against riba al-fadl, the jurists saved the partners
the costs entailed in these two additional transactions. While
that meant that the final distribution of the cheese would not
be perfectly consistent with the actual productivity of the milk
contributed by the various partners, the jurists recognized that
the gains from forcing them to sell and then repurchase the milk
with money were less than the costs such additional transac-
tions would impose on them and thus represented dead-weight
losses from the perspective of the parties.# This fact justified
recognition of a rukhsa.

Based onthe foregoing, it follows that an overriding purpose
of Islamic finance is to minimize dead-weight social losses,
even if they arise in connection with practices that are formally
compliant with the rules of Islamic law. In fact, one might say
that whenever adherence to formal rules of Islamic law leads
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to dead-weight social losses, the higher principles of Islamic
law, in this case — raf “ al-haraj — dictate the recognition of an
exception, a rukhsa, to the normally applicable rule, but only
to the extent necessary to prevent the loss. This principle ought
to be applied universally in the analysis of all contemporary
private and public economic activity, and to the role of all finan-
cial institutions, whether for-profit or not-for-profit, with the
goal of achieving a sustainable equilibrium that is reasonably
stable — the state of giwam that God praises in Surat al-Furqan,
67. We now turn to applying these principles in the light of the
foregoing purposive analysis of finance in the Sharia to some
contemporary problems.

Islamic Banks, Financial Intermediation and the
Problem of the Guarantee of Deposits from the
Perspective of Purposive Figh

While the texts of revelation and the historical figh developed
inlight of revelation clearly established the necessity of finance
to the social life of the community, neither revelation nor the
jurists had developed advanced institutional means for finan-
cial intermediation. Most pre-modern tools of Islamic law that
could be used for finance assumed direct relationships between
the transferor and the transferee, the major exception being the
girad or the mudaraba, where savers gave their surplus to an
entrepreneur who, in certain circumstances, could then invest
those funds in a second venture. As a result, banks, whether
for profit or not-for-profit, did not develop indigenously in the
Islamic world and were only introduced in the 19" century
after contact with Europeans.+

Banks play a decisive role in modern financial systems
by serving as efficient institutional intermediaries standing
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between those persons with excess funds (savers) and those
persons or entities in need of funds (borrowers). In the absence
of a bank, any person with an excess of funds would have to
expend substantial costsin order to find a person with whom he
could invest his excess funds. At the same time, those persons
needing funds also would have to expend substantial costs in
identifying individuals with surplus funds that are available
for investment. Banks, therefore, provide a convenient site for
these two different social constituencies to meet: individuals
with surpluses can place their money with the bank, and the
bank can disburse those surplus funds to entrepreneurs and
consumers who need the money immediately in exchange for
repaymentin the future. The bank also specializes in investigat-
ing the ability of the prospective borrowers to repay the funds
borrowed from savers, resulting in further efficiency gains to
society by reducing credit risk and thus lowering the risk of
misallocated savings. Banks thus allow savings to be aggre-
gated on a very wide scale and reallocated to productive uses
throughout the economy, something that would be practically
impossible if individual savers and individual borrowers had to
find one another directly. Banks, therefore, perform tasks that
would otherwise fall on savers and borrowers, respectively, but
does so at a much lower aggregate (and in most cases, individ-
ual) cost than would be the case in their absence. Once the bank
as an institution is developed, therefore, it would be socially
wasteful to insist that the only permissible means of finance
continue to be principal-to-principal contracting as had been
largely assumed to be the case in pre-modern Islamic law.
Conventional, for-profit banking, however, poses at least
two problems from the perspective of Islamic law. The first was
that its profits were derived almost exclusively from interest
income from loans. The second was that the bank guaran-
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teed the deposits of savers even as they gave savers a return,
an “interest,” on the funds that they deposited with the banks.
The first principle violated the charitable nature of loans in
Islamic law, which, as previously noted, characterized loans as
purely altruistic transactions. The second principle violated the
distinction between a deposit (amana) and a debt (dayn): by
guaranteeing the return of the deposit, the depositor’s claim
becomes transformed into a debt payable by the bank to the
depositor, in which case it is prohibited for the depositor to
receive a return in respect of that debt by virtue of the bank’s
guarantee of repayment. The depositor would only be entitled
to the interest under classical juristic notions if the deposit was
subject to loss, a possibility that was legally, if not practically,
eliminated by virtue of the bank’s guarantee of the deposit.#

In order to solve this problem, Muslim bankers and sympa-
thetic jurists interested in creating an Islamic institution that
acted like a conventional bank searched the Islamic tradition
in order to find the closest analogue to financial intermedia-
tion that could function on a wide scale. They settled on the
mudaraba or girad for two principle reasons. First and unlike
other kinds of Islamic partnerships, this contract contemplates
passive investment on the part of individuals with surplus
funds who invest the money with an entrepreneur pursuant to
apre-determined profit-sharing agreement between the entre-
preneur and theinvestors. Because the entrepreneur could then
invest the capital of the first mudaraba in a second mudaraba,
known as al-mudarib yudarib, this structure allows for finan-
cial intermediation akin to the function of modern banks. It is
not surprising, then, that when for-profit, commercial Islamic
banks first made their appearance in the mid-70s, they used the
mudaraba as the model for their operations.

Nevertheless, the so-called two-tiered mudaraba has not
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proven to be an ideal structure for financial intermediation.
First, and in contrast to a conventional bank, the entrepre-
neur, that is, the Islamic bank, cannot guarantee the capital of
the depositors, at least according to the historical doctrines of
Islamic law:s if he guarantees the deposits, then the depositors
would not be entitled to a return, and so therefore, deposits
must be liable for investment losses in order for the deposi-
tors to be entitled as a formal legal matter to a return on their
investment. This, however, is contrary to the expectations of
those who deposit money with Islamic banks, even if they are
nominally deemed to be investors (rabb al-mal) rather than
depositors. As a practical matter, depositors in Islamic banks
do not expect that the funds which they place with Islamic
banks should be exposed to greater risk of loss than funds
placed on deposit with conventional banks. And, as a matter
of politics, no government would allow a major Islamic bank
to fail if that meant that the average depositor would lose his
savings. In short, strict application of the doctrine of mudaraba
to the deposits of Islamic banks would limit their effectiveness
in mobilizing social savings, since they could only successfully
attract funds which represent the risky portion of savers’ port-
folios. In practice, this risk is avoided using two strategies. The
first is that the Islamic bank itself engages in a more conserv-
ative investment strategy in order to minimize the risk of loss
—and thus the risk that depositors might lose their funds — and
the second is reliance on either the existence of an explicit or
implicit government guarantee of the bank’s deposits.

These strategies to mitigate the problems inherent to the
two-tiered mudaraba structure produces at least three prob-
lems. First, assuming strict application of traditional doctrines
of mudaraba, investors would face a substantial risk of loss to
their capital, which would mean that they would be willing to
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give over to the Islamic bank only that portion of their savings
that they are prepared to lose, and in the case of relatively poor
individuals, they would be unwilling to give any of their meager
savings to an Islamic bank. Since most Muslim countries are
poor, it follows that a very small portion of societies’ savings
could be marshaled through Islamic accounts structured as
mudaraba. Secondly, and on the assumption that Muslim
scholars continue to prohibit Islamic banks from guaranteeing
their customers’ funds while allowing a third party to guaran-
tee deposits, for example, the state, Islamic banks will likely
choose to invest in excessively risky projects, secure in their
knowledge that if the investments fail, the government will bail
out their depositors, leading to a situation of “privatized gains,
socialized losses.” Such a policy will inevitably lead to poor use
of social savings where the bank will finance many projects that
do not deserve to be financed. Thirdly, an Islamic bank could
adhere strictly to traditional Islamic norms, and in response
become more risk averse than a conventional bank by main-
taining higher ratios of cash reserves than conventional banks,
investing in less risky projects, or both. This last strategy, which
is in fact commonly adopted, inevitably results in substantial
efficiency losses insofar as the Islamic bank will refuse to fund
prospectively profitable, but relatively risky, ventures, in order
to maintain sufficient cash reserves to pay the depositors. All
things being equal, then, the conventional bank, operating
with deposit insurance whose premiums are paid by the bank,
would be more efficient in deploying savings than a similarly
situated Islamic bank that cannot guarantee its deposits.st

If the case can be made that Islamic ethics commands us to
minimize losses, then arguments contemplating the modifica-
tion of traditional mudaraba doctrine in the context of financial
intermediation to make it more effective in the deployment of
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savings could be accepted. Because of the ubiquitous use of
leverage in banking in privately owned banks, whether Islamic
or conventional, for-profit banks have a structural incentive
to pursue gains for their shareholders at the expense of the
public that will implicitly guarantee the liquidity and the sol-
vency of these institutions.s2 The two-tier mudaraba structure
does nothing to solve the problem of moral hazard (al-khatar
al-akhlaqi) that permeates commercial banking.

The most radical solution to this problem would be to
abandon the two-tier mudaraba model in favor of a pure
agency (wikala) model of investment pursuant to which the
role of the Islamic bank is understood simply as the invest-
ment agent of the investors (depositors), and in that capacity,
it agrees to guarantee the performance of the borrower whose
loan it arranges.s: Because the bank in this case is an agent and
never owns the funds that will be provided to the borrower, the
problem of guaranteeing the capital sum does not arise. Under
this arrangement, the Islamic bank would earn its returns for
its services in arranging the transaction, and not pursuant to a
dubious claim that it is profiting from trade. A less radical solu-
tion from a practical perspective — although it would represent
a substantial departure from existing doctrine — would be to
require the bank, in its capacity as the investment agent in the
first-tier mudaraba — to guarantee the deposits of the investors.
This solution would be based on istihsan in light of the practical
need to reduce the moral hazard involved in for-profit banking;
itwould also be fair to the bank insofar as the only economically
valuable functions of Islamic banks is financial intermediation
and evaluation of the creditworthiness of prospective borrow-
ers, thus making the bank a better candidate for bearing the risk
that the client defaults. Finally, aless drastic solution, atleastin
terms of doctrinal reform, would be to require the Islamic bank
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to invest a certain amount of its own capital in the second-tier
mudaraba, for example, 10%.

The need (al-haja) for an efficient system financial inter-
mediation in the 21 century is just as legitimate as the need
for 15%-century Andalusians to pool relatively small amounts
of milk and small numbers of livestock in order to manufac-
ture cheese efficiently. Likewise, applying the ordinary rule of
girad/mudaraba that would prohibit the entrepreneur from
guaranteeing the funds would effectively prevent the benefits
from financial intermediation from taking place, or it would
require adoption of other solutions that themselves would
substantially reduce the efficiency of the system of finan-
cial intermediation. The same problem faced the Andalusian
Maliki jurists when they considered the legality of customary
partnerships for the production of cheese: applying the rules
of riba and gharar strictly would have prevented the achieve-
ment of efficient economies of scale and would have effectively
prevented the people from pursuing their legitimate interest
in realizing a gain from their own property, thus justifying a
departure from the ordinary rules.

The same kind of reasoning ought to apply to the problem
of guaranteeing the deposits of banks. Just as was the case for
individuals who had small amounts of surplus milk, which they
could not use to manufacture cheese except if they entered into
partnerships with others, so too small-savers are not in a posi-
tion to invest their surplus funds unless they are aggregated
with the funds of others. However, they would be unwilling to
invest those funds — given that they are rationally risk-averse
given their liquidity constraints —except on terms that are guar-
anteed. While a third party could guarantee their investments,
for example, the state, this solution, because of moral hazard,
would be wasteful because it would lead to overinvestment

46



in risky projects. Accordingly, the entrepreneur — in this case,
the bank — must be held liable for the loss in order to prevent
wasteful investments in high-risk projects. Only by providing
a guarantee to small depositors, and imposing liability on the
entrepreneur, will the full benefits of financial intermediation
be obtained, and in light of the principle of raf* al-haraj, an
exception to the rule that the entrepreneur is not liable to the
investor for losses in capital ought to be recognized in the case
of banks.

Zakat, Distributive Justice and Islamic Public Finance

in a Modern Setting

I now wish to turn to questions of distributive justice in Islamic
ethics, and how this should impact a modern conception of
zakat and public finance generally. As mentioned above, in
principle, the law of zakat provides that each Muslim (or
citizen, in the modern context), is guaranteed a minimum
subsistence income. This is evidenced by the previously cited
Malikirule that anyone lacking a year’s worth of food is entitled
to receive zakat (faqir la yamliku quta ‘amihi). The insistence
that each person should, in principle, be entitled to a year’s
worth of provisions without being forced to sell his labor is con-
sistent with the principle of anti-subordination that is reflected
in many rules of figh and clearly works to support Islam’s com-
mitment to non-subordination. People are much less likely to
accept humiliating conditions of employment if they are guar-
anteed a minimum income that at least allows them to live
independently of others.

The strong commitment to establishing a minimum
entitlement to subsistence is in tension, however, with the
formalistic nature of most of the rules of zakat, including, the
rules establishing liability for zakat. For example, a person may
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simultaneously be liable for zakat if he owns the minimum
amount of property required (nisab) but nevertheless be eli-
gible to receive zakat to the extent that he also does not own
enough to provide him with a year’s worth of food, a rule that
indicates the failure of the jurists to index the nisab to prevail-
inginflation rates. In short, many of the classical figh rules were
formulated without giving adequate regard to the general poli-
cies of zakat as an effective system of social justice.

The biggest obstacle to using zakat as an effective tool for
social justice is the fact that far from being a unified system of
taxation, it provides substantially different rules depending
on the nature of the property, a feature that has substantially
reduced the Islamic tax base. As is well known, the jurists rec-
ognized three different categories of property for purposes
of zakat: livestock (mawashi); agricultural (harth); and cash
money (‘ayn), meaning gold and silver, or money’s worth
(gima). The most important difference in the treatment of
these various types of property is that agricultural products
are liable for zakat immediately upon harvest (after deduction
of the nisab), while in the case of money, it is assessed only on
savings, not income. This leads to substantially unfair results.
Consider the case of a wheat farmer. At the end of the season,
he successfully harvests his crop; he is entitled to keep the nisab
—five awsuq, a year’s worth of wheat — for himself — but he must
pay zakat on everything that exceeds this amount as of the day
of the harvest. A person dealing in cash, however, whether
a merchant or an employee, on the other hand, is only liable
for zakat with respect to what he has saved, and then only if
he has held on to that savings for one year, and if the savings
are in excess of the nisab, which in the case of cash is either 20
gold dinars or 200 silver dirhams, or their value in cash sub-
stitutes, for example, fulus or goods held for sale ( ‘urud). This
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leads to dissimilar treatment of the farmer and the merchant/
employee: the farmer pays zakat out of his income, while the
merchant/employee pays his zakat out of savings. A person
dealing in cash, therefore, can always minimize his zakat
obligation simply by increasing his consumption! Such a per-
verse result hardly seems consistent with Islam’s aspirations
to achieve social justice; the Qur’an condemns excessive con-
sumption as immoral and wasteful, but the rules of zakat as
historically elaborated seem to encourage consumption among
those who deal in cash, at least at the margins.

Historically, those who dealt in cash — largely, the people
who lived in cities — were also privileged by the rules of zakat
insofar as their property was deemed by many of the jurists
to be amwal batina — hidden property — and accordingly, the
state had no right to investigate the extent to which they held
surplus cash. In other words, urban dwellers largely enjoyed
the privilege of self-reporting their savings for purposes of lia-
bility for zakat. By contrast, agricultural output and grazing
livestock were considered amwal zahira — manifest property —
and accordingly, the state had the right to calculate and compel
owners of livestock and agricultural property to pay amounts
due as zakat.

From the perspective of modern tax theory, the treatment
of cash in the rules of zakat represents “leakage” from the tax
base: property that ought to be taxed is not being captured in
the rules that define the tax base. No system of taxation cap-
tures the tax base perfectly, and it is not surprising that the
classical rules of figh should have suffered from some leakage as
well. The important point to note, however, is that in pre-mod-
ern age, such leakage was relatively small because agricultural
production was by far the largest sector of the economy. For us
in the modern world, however, the cash economy is the largest
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sector of the economy, and we tend to consider the rules gov-
erning the treatment of cash in the law of zakat as the asl, the
basic norm, and the other rules as secondary. Consider the
case of Egypt: even though Egypt would hardly be considered
an industrial powerhouse, the combined agricultural and live-
stock sectors represent only 14.5% of the country’s annual
economic output,s yet according to the rules of zakat, cultiva-
torswould be the only Egyptians subject to zakat-based liability
on their income without first enjoying the right to satisfy their
demands for consumption.

It is clear that a purposive approach to the rules of zakat,
taking into account that the goal of zakat is to establish a min-
imally just distribution of the community’s income, would
require a radical revision in the rules of tax base to which zakat
is applied, such that those who deal in cash are treated in line
with those of agriculturalists: they should be allowed a deduc-
tion equivalent to a year’s worth of subsistence level income,
but they should then be liable for zakat based on the rest of the
income theyearn during that year, regardless of how much they
save.ss Such a departure from historical doctrine would be jus-
tified by analogy to the treatment of agriculturalists: insofar as
zakat was an income tax and not a tax on savings with respect
to agriculturalists, those who earn their living in cash ought to
be subject to the same rules by virtue of the fact that they repre-
sent the largest portion of the tax base, just as agriculturalists
represented the largest portion of the tax base in historical eras.

Areorientation of zakat to treat those who deal in cash sim-
ilarly to agriculturalists would raise a substantial amount of
revenue that could be used to fulfill the ambition of zakat to
guarantee every person a minimum subsistence level income,
something that is a condition for achieving human dignity and
freedom, something that is required by Islam’s commitment
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to resist unnecessary subordination of one person to another.
It would not, however, be enough on its own without increas-
ing the rate of zakat that is payable. The historical rate of 2.5%
should be adjusted in the light of the needs of current Muslim
states to achieve the goal of zakat, namely a just distribution
of the community’s income while at the same time preserving
incentives for private economic initiative. Unfortunately, the
historical rules of zakat, because of the jurists’ formalism, have
been unable to countenance revising the rates of zakat that
individuals must pay.ss This is unfortunate, not only because it
prevents zakat from achieving its goals, but also because there
isno textual authority that limits Muslims to the historical rates
discussed in the books of figh. In fact, the textual evidence used
toestablish the basicrates thatapply to private property derives
from actions and decisions of the companions rather than
express Prophetic (S) precedent or Qur’anic text.” And even if
we assumed that the companions and successors were acting on
the basis of Prophetic practice that was not explicitly attributed
to the Prophet (S), it would be more appropriate to interpret
the relevant precedents in the light of the role of the Prophet
as Imam of the community (tasarruf bi’l-imama) rather than in
his role as messenger of God (tasarruf bi’l-futya),s especially in
light of the fact that the relevant precedents show that different
kinds of properties were subject to different rates, a fact that
strongly suggests that these rules were originally developed to
further the public good (al-maslaha al- ‘amma) and were not
intended to be devotional rules (ta ‘abbud).

While zakat is intended to further distributive justice within
aneconomy, itis notsufficientin the absence of macroeconomic
policiesthat promote sustainable economic growth: one cannot
achieve distributive justice if there is no surplus to redistribute.
Zakat can only function, then, within an overall framework of
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effective macroeconomic policy, an important pillar of which
is public finance. The figh, however, provides very problematic
limitations on the tools available for legitimate public finance,
seemingly limiting permissible taxation to the taxes set forth
in revelation, namely, zakat and kharaj. Indeed, one Maliki
author claims a consensus for the proposition thatlevying taxes
on a Muslim in excess of the textual rates is a matter of consen-
sus, and whoever violates this consensus has abandoned Islam
insofar as he has violated a cardinal Islamic principal.»> When
this rule is combined with the jurists’ decision to fix the rates
of zakat and kharaj, the state is deprived of the financial tools
necessary to manage flexibly the legitimate needs of the public,
especially with respect to financing badly needed investments
in public goods, such as education, health, and public infra-
structure.

By tying the hands of the state with respect to taxation,
the jurists were forced, in certain circumstances, to adopt
second-best solutions that were far from optimal from the per-
spective of a rational system of public finance. For example,
the Shafi‘is adopted a doctrine of compelled loans, whereby
the state could force the rich to lend money to the state in cir-
cumstances where the treasury lacked sufficient resources to
meet its obligations.«c While most Muslim states today have
attempted to establish rational systems of taxation in spite
of these doctrinal limitations, and many modern jurists have
permitted taxation beyond that of zakat and kharaj, albeit
reluctantly and on the assumption that they are exceptional
measures,s it remains the case that many Muslims, scholars
and laity, resent taxes, believe them to be inherently unjust and
Islamic, and believe that it is Islamically permissible to engage
in tax evasion, if such taxes are in excess of the obligations
imposed by revelation.s
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From the perspective of the Islamic objectives of public
finance, however, the classical position rejecting the legitimacy
of taxation in excess of what is imposed in the law of zakat and
kharajmustbe categorically rejected. What the Prophet (S) pro-
hibited was mukus, taxes taken coercively from a tyrant to fulfill
his own private ends, not money taken by a legitimate state
used to further the legitimate ends of the public. Indeed, to the
extent that the state is pursuing ends that are morally obliga-
tory for it to pursue from the perspective of Islamic law because
they are constitutive of the public good (al-maslaha al- ‘amma),
that is, what the jurists call furud kifaya, then one might say it is
obligatory on individual Muslims to obey rational rules of tax-
ation that are intended to provide the state with the means to
fulfill those obligations. This is consistent with the principle of
usul al-figh that “what is an indispensable condition for the ful-
fillment of an obligation is itself an obligation” (ma la yatimmu
al-wajib illa bihi, fa-huwa wajib). The pre-modern jurists rec-
ognized quite a wide scope for communal obligations. For
example, pursuit of all the secular arts (al-hiraf al-muhimma)
that are related to achieving the public good was historically
recognized as a communal obligation, just as religious goods
such as teaching religious sciences was a communal obliga-
tion.e It should be recognized that where the state chooses to
provide these goods, then the citizens have an obligation to pay
taxes levied to finance the provision of those goods.

This forces us to consider whether the state should have
a role in fulfilling these collective duties, or whether it is per-
missible to leave the field open to private individual Muslims
to discharge these obligations. After all, while the jurists iden-
tified various activities as being collective obligations, they
did not say that it was the responsibility of the state to achieve
them; indeed, they make it clear that as long as someone ful-
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fills the obligation, then the community has fulfilled its duty.
And given the broad class of actions that constitute collective
obligations, for example, preparing the dead for prayer (tajhiz
al-mayyit) and conducting funeral prayers (salat al-janaza),
returning greetings of peace (radd al-salam), and praying for
the one who sneezes (tashmit al- ‘atis), it would be inconceiv-
able to conclude that it is always, or even presumptively, the
state’s responsibility to discharge all collective obligations.
Whatis needed, then, is a principle that allows us to distinguish
between which collective obligations ought to be fulfilled by
the state in its capacity as representative of the Muslim com-
munity, and which collective duties can be left to individual
Muslims to fulfill in their private capacities. Here, I would
again suggest that Islamic ethics requires us to use considera-
tions of efficiency, meaning, that those cases in which the state
is in the best position to discharge the obligation at the lowest
cost, responsibility should lie with the state, and the state can
legitimately tax the population in order to fund the programs
necessary to satisfy the obligation.

The provision of such basic tasks of modern government as
universal education, universal health care, public infrastruc-
ture, for example, highways, bridges, railroads, and ports,
constitute what most economists would call “public goods.”
Because they are public goods, the private market fails to
produce them, or fails to produce them in an economically
optimal quantity. To understand why, consider the case of edu-
cation. If it were to be provided solely by the market, the only
people who could acquire this good would be those who could
afford it. The more wealth a person has, the more education
he or she could buy. But unless it is the case that the cost of a
minimally necessary education is less than the income of all the
citizens of a particular state, the cost of education will have to
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be subsidized to ensure that everyone in society receives a min-
imally adequate education. Otherwise, the law of supply and
demand means that some people in society will be unable to
pay the market-clearing price for education, and therefore they
will be forced to forego education, causing a social loss. The
public good, because it requires universal education, can only
be achieved if the public subsidizes the cost of education for
those lacking sufficient means to pay for it themselves. Taxes
are the only reliable means to fund this public good.s

The same is true of health care: from a social perspective,
it is always rational to treat a sick person when the benefits to
be gained from curing, or even treating the sick person, exceed
the costs of the treatment. Persons with chronic diseases, such
as diabetes, high cholesterol, or high blood pressure, are good
examples. Such persons gradually lose their ability to function
as productive members of society if they are left untreated, and
indeed, in some cases, their chronic conditions may develop
into full-blown health crises that lead to substantial costs,
for example, an untreated diabetic who may become blind or
lose a limb, or a person with untreated high blood pressure or
cholesterol may suffer a stroke or a heart attack. From a social
perspective, it is rational to treat these individuals in order to
prevent their conditions from deteriorating or leading to poten-
tially catastrophic health consequences in the future for two
reasons. The firstis that as a result of the occurrence of a health
catastrophe society loses the contributions such persons would
have made to it. The second reason is the actual out-of-pocket
costs that will have to be incurred by society as a result of the
health catastrophe, including costs of medical care and post-
event costs of recovery, such as increased monitoring and care,
if the patient, for example, becomes bed-ridden or otherwise is
incapable of taking care of himself or herself. Although it would

55



be rational for such persons to be treated to prevent these losses
from occurring, it will inevitably be the case that many individ-
uals will not be able to pay for the medication or other health
care services necessary to treat their condition were it the case
that such services or medications are provided exclusively by
the private sector.

Because the private sector will only provide the service if
it can do so for a profit, it will undersupply the required good
of health care. The only solution is to have the government
provide the care, as was the case for universal education. The
government will only be able to do so; however, if it can collect
revenue from the public in an efficient manner, and if the pop-
ulation believes that it is their duty to pay such taxes when the
government demands them. Accordingly, whenever the gov-
ernment is reasonably viewed as the most efficient institution
with respect to the discharge of a fard kifaya, Islamic ethics
should be understood as requiring that this service be pro-
vided by the government and not the private sector; that the
government be authorized to levy taxes in whatever amount
necessary to allow it to discharge those obligations; and, that
the citizenryis under a moral obligation to pay such taxes when
they are levied.

Having established the legitimacy of taxation for the
purpose of financing the legitimate collective goals of the com-
munity, the question then arises as to what methods of taxation
and public finance should be used, and how to prioritize public
spending. In this case, pre-modern Islamic law provides impor-
tant principles in support of social justice. One of these is the
legal principle of dar’ al-mafasid qabla jalb al-masalih, warding
off harm is to be given priority to obtain additional benefits.
Whileitis not completely clear how this principle can be applied
in all cases, in general, I understand it as an Islamic version of
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the American philosopher John Rawls’ difference principle,
namely, that inequality is to be justified by the extent, and only
to the extent, that permitting inequality improves the welfare
of the worst-off in society. One can find many statements from
the jurists that support this proposition. Jalal al-Din al-Suyuti,
for example, wrote in his al-Ashbah wa’l-NaZa’ir that “It is not
permissible for the Imam to prefer anyone over the most needy
with respect to spending the treasury’s funds.”ss The Hanafi
author of Ghamz ‘Uyun al-Basa’ir Sharh al-Ashbah wa’l-NaZ-
a’ir quotes another Hanafi jurist for the proposition that the
well-off have no claim to money from the treasury unless they
are performing a specific task for the benefit of the community:

“Al-Razi was asked about the treasury, whether the rich
have a claim to its revenue; he said, ‘No, unless he is a scholar
or a judge and the jurists (fugaha’) have no claim except for a
jurist who spends his days teaching law or the Qur’an.”ss

I take from this principle that a fundamental principle of
Islamic public finance is that government spending must be tar-
geted to prioritize the requirements of the neediest sectors of
society. Failure to adhere to this principle in countries such as
Egypt, where substantial amounts of public revenues are spent
on subsidies that benefit the wealthy, for exampe, energy subsi-
dies and subsidies for university education, disproportionately
benefit those Egyptians who are already well-off, and have had
the effect of substantially reducing the state’s commitment to
public investment in favor of financing private consumption
by the well-off. It should not be surprising, then, to learn that
only 12.5% of Egypt’s gross domestic product goes to savings,
ranking it 125" in the world in 2013, while Malaysia, a country
whose per-capita income is almost three times greater than
Egypt, devotes nearly a third of its GDP to investment, giving
it an impressive ranking of 19® in the world in 2013.¢7 It also
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follows that in raising revenue, the government should focus
on the relatively well-off and not the poor, and accordingly,
should adopt progressive taxation policies.ss

The Islamic Development Bank (IDB) could play an impor-
tant role in this context by encouraging Muslim countries to
rationalize their public finances so that public money is spent
more rationally to develop the human capital of Muslim coun-
tries by providing financing to assist these countries seeking to
transition from inefficient subsidies toward public policies that
prioritize human development, as well as encouraging Muslim
countries to adopt effective progressive taxation schemes
rather than relying on regressive sales taxes. Unfortunately, the
IDB for the most part has functioned primarily to assist Muslim
countries finance international trade rather than finance
the development of indigenous human capital or encourage
Muslim countries to reform their spending priorities or public
finances in a fashion more consistent with Islamic values of dis-
tributive justice and the needs of national development.

Evaluating the Performance of the For-Profit Islamic
Financial Sector from the Perspective of Purposive
Jurisprudence

Much of the practice of the for-profit Islamic financial sector,
instead of seeking to avoid dead-weight losses, or to minimize
transaction costs as a purposive approach to Islamic law would
require, engages in meaningless transactions that increase
dead-weight losses for the sole purpose of giving the appear-
ance of complying with Islamic law (and earning additional
profits). This problem of adherence to forms simply for the sake
of compliance with forms is at its furthest extreme with the
tawarruq transaction, but it is also present in the vast major-
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ity of contemporary Islamic financial transactions where credit
transactions are being consciously disguised as contracts of
sale or lease in order to avoid the accusation of riba.

Such a strategy suffers from numerous defects, only one
of which is that it generates dead-weight losses from a social
perspective relative to their conventional, non-Islamic coun-
terparts. More seriously, it risks undermining the public’s
confidence inIslam when they discover that the Islamic product
is substantially no different from the conventional product,
and in some cases, even more burdensome.s Islamic prod-
ucts, particularly in circumstances where the Islamic sector is
small relative to the conventional sector, will generally be more
expensive than the comparable conventional product by virtue
of the lack of an economy of scale. Even where economies of
scale exist, however, the Islamic product may be substantially
worse in certain cases for the consumer than the conventional
one, as the controversy around default under credit-sale financ-
ings (bay ‘ bi-thaman ajil) have proven in Malaysia. Because
the classical figh deems the credit price of a good to be fixed at
the time of the contract, and because it views the discount of
a debt in exchange for early payment to be a kind of riba (da
wa ta ‘agjjal), a debtor who has purchased property using the
credit sale structure is worse off than he would have been had
he financed the transaction using a conventional loan: under
the classical figh, if the bankrupt debtor defaults, the entire,
undiscounted amount of the debt, which in the Islamic contract
is denominated as the contract price for the good sold (al-tha-
man), becomes due and payable. In a conventional loan, by
contrast, because the debtor’s obligation is divided into prin-
cipal and interest, the debtor is only under an obligation to
pay interest when it accrues. Accordingly, he is only required
to repay the outstanding amount of the loan at the time of the
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default as well as any accrued, but unpaid, interest as of the
date of default. In the Islamic contract, by contrast, the debtor
is under a categorical obligation to pay the “price,” even if he
defaults one day after entering into a 25-year credit sale.

As aresult, while the economic characteristics of an Islamic
credit sale transaction and a conventional loan transaction are
essentially the same, that is only true if the debtor performs
the contract in full. If the debtor defaults and goes bankrupt,
the debtor in the Islamic contract becomes liable for the entire
amount of the contract, while the conventional debtor will only
be liable for the principal plus interest accrued to the moment
of default. The sooner the debtor defaults, moreover, the
greater the loss will be. Accordingly, if the transaction entails a
25-year period of repayment, and the debtor defaults in year 3,
the Islamic debtor’s loss will be substantially magnified relative
to the loss of a conventional creditor who also defaults in year
3, with the gap only gradually shrinking over the 25-year term.

This feature of Islamic credit law became extremely contro-
versial in Malaysia when debtors discovered that upon default
they were expected to pay the entire contract amount. The
problem was only resolved when the Malaysian Central Bank
intervened and forced Islamic banks to discount the debts owed
by their debtors down to their present values.” Ironically, it was
Malaysia’s secular authorities that intervened to protect the
Malaysian Muslim consumer, and not the ulama who continue,
in too many cases, to adhere to the formal letter of historical
doctrines without taking into account the real-world impact of
those rules, and without taking into account advances in the
sciences of finance, accounting, and risk modelling.

Islamic equity investing — the creation of Islamic equity
indices such asthe Dow Jones Islamic Index — poses fewer prob-
lems to the principle of reducing dead-weight losses than the
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credit practices of Islamic banks, but it also is not free of diffi-
culties. The biggest problem facing Islamic equity investing is
the difficulty of constructing a reasonably diversified portfo-
lio of shares using the various “Islamic” screens that scholars
have stated must be met in order for an equity investment to be
Islamically permissible. The first of these requirements, that the
company be engaged in a permissible activity, is non-controver-
sial and of course must be observed. What is more problematic
are the financial screens that jurists insist on applying to any
equity investment. The primary financial screens are those that
test the leverage of a firm; the amount of income it receives
from interest; and, the extent to which a firm’s assets consist of
accounts receivable rather than tangible assets.

The justification for the leverage screen is that a Muslim
should not invest in a firm if it is substantially financed by debt,
which for these purposes is defined as 1/3™ (i.e. there should
be $2 dollars of equity for every $1 dollar of debt in the firm’s
capital structure).” Presumably, for purposes of applying this
leverage screen, it is irrelevant whether the debt is Islamic debt
or conventional debt. While this rule has been criticized insofar
as it is not clear why the jurists chose the 1/3" benchmark, a
more fundamental criticism is that it is not at all clear how this
screen can be meaningfully applied. Should it be applied to the
book value of a firm’s debt and equity, that is, paid-up capital
plus retained earnings, or should it be applied to the market
valuation of the firm’s debt and equity? While it gives a relative
objective measure of a firm’s value, book value loses its value
over time as an accurate presentation of a firm’s value, or even
of its balance sheet. In the case of a successful firm, using the
book value of the firm’s equity will substantially understate its
true worth in the market as measured by the profitability of the
firm, which ultimately supports both a higher sale price for the
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company if it were to be sold to a third party, and an ability to
support a relatively large amount of debt in light of its ability to
earn substantial profits in a sustainable fashion. In the case of
a failing firm, however, book value may overstate the value of
the equity. This reflects the general inability of the firm to earn
substantial or sustainable profits with its assets, thus justifying
alow price for the company and an inability to support substan-
tial debt, which may, in fact, be one reason why the firm may
have a relatively small amount of debt. On the other hand, the
use of market capitalization is also not free of difficulties: when
market prices are high, that is, price-to-equity ratios are high,
then the universe of firms which pass the leverage screen will
increase. If, on the other hand, market prices are low, then the
universe of firms which pass the leverage screen will shrink.

It might make more sense to reconcile the goal of encour-
aging reduced reliance on debt with the goal of having a
reasonably diversified investment portfolio by linking the
two concerns such that Muslim equity investors are allowed,
for example, to invest in the least leveraged companies from
each of the sectors that make up a diversified portfolio. Such
modification — instead of relying on one measure of excessive
debt (1/3") — would be more sensitive to the financing char-
acteristics of various sectors of the economy. Where one sector
supports relatively high level of debt because of regular and
predictable cash flows, such as real estate or public utilities,
the permitted leverage ratio would exceed 1/3, while in other
sectors which do not tolerate high levels of debt, for example,
the hi-tech sector, the permitted leverage ratio might be less
than 1/3.

Itiscrucial, then, thatin discussingIslamicfinance, we judge
it not by its adherence to formal doctrinal labels (although it
would be found wanting in that respect as well), but rather by
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reference to its substantive successes or failures in achieving
the various goals of an Islamic economy, one of which is its
effectiveness in channeling savings into productive uses. And
in this respect, Islamic finance, at least with respect to its credit
instruments, for example, sukuk, murabaha, and ijjara-mutana-
qgisa facilities, and tawarrug lines of credit, does little more than
mimic conventional financial products but with added expense
and complication; instead of avoiding or reducing dead-weight
losses —what we have argued should be the definition of haraj
for legal purposes — current Islamic finance products actually
increase dead-weight losses relative to conventional products
and thus produce an increase in haraj. The relative inefficiency
of Islamic financial solutions, moreover, is not limited to Islamic
credit instruments but also extends to Islamic equity strategies.

As long as Muslim jurists are unwilling to adopt a more
functional approach to private, for-profit finance, however,
the current practices of Islamic finance may nevertheless be
defensible if they are successful in marshaling social savings
to finance public and private investment and consumption.
This would only be true if it could be shown that the creation of
Islamic financial products — whether in the credit or the equity
markets — have resulted in a net increase in banking depos-
its and equity investment in public companies, that is, it has
convinced people who otherwise would not have deposited
their surplus funds with conventional banks or to invest them
in public equity markets, to place them with Islamic banks or
Islamic investment funds, thus increasing the overall efficiency
of the financial intermediation system. In the absence of such
evidence, the existence of the Islamic financial system would
simply divert resources from the conventional system to the
Islamic system with no obvious efficiency gains to society, but
raising the possibility of a decrease in overall efficiency in light
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of the increased transaction costs associate with Islamic finan-
cial products.

Finally, we would be remiss if we smugly assumed that
Islamic banks are exempt from the structural instability that
plagues conventional for-profit banking. Conventional banks
pursue high-risk, high-return investments because that is the
optimal strategy for the maximization of their profits, insofar as
theyearn profitsbased on the “spread” — the difference between
what they pay their depositors and what they receive from bor-
rowers. For-profit, privately owned Islamic banks suffer from
the same problem: they too earn their profit through the spread
between what they pay investors in the first-tier mudaraba and
what they receive as their share of the profits earned from the
second-tier mudaraba. This structure not only poses structural
risks to the safety and soundness of the banking system, but
it also potentially distorts the allocation of savings away from
socially desirable goals, such as public investment in favor of
excessive private consumption. Particularlywhere there are few
opportunities for private investment in profitable businesses,
banks will gravitate toward consumer finance, which has very
little positive impact on economic development. Muslim-ma-
jority states would be well-advised to consider strategies for
bifurcating various institutions of financial intermediation, for
example, by encouraging the spread of mutually owned banks
or credit cooperatives for the purpose of financing private con-
sumption, and limiting for-profit banking to the corporate or
sovereign sectors.” By prohibiting for-profit ownership of con-
sumer credit agencies, states can substantially reduce the risk
that the profit-seeking incentive of banks will lead to a bubble
in consumer credit.
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Conclusion

I have tried to show in this essay that Islamic ethics provide a
rich body of teachings that promote the efficient use of social
resources and support a conception of distributive justice that
favors the poor while at the same time preserving substantial
freedom for private exchange. The sources of Islamic law, the
Qur’an and Sunna, provide important precedents for public
and private finance, and when properly interpreted in the
light of the goals of promoting growth, human dignity and a
just distribution of wealth, can and should contribute to the
development of Muslim countries. At the same time, however,
I would be remiss if I did not point out that if the failures of
Muslim states in sustaining real human development is not
a product of their religious values, then it is a failure of their
politics: without the political will to implement rational public
policy that promotes human development, it is unlikely (and
indeed, unfair) to believe that private investment, whether
supported by conventional or Islamic finance, will succeed in
achieving sustainable development. In other words, it isimpos-
sible to avoid politics: unless Muslim governments begin to
adopt rational economic policies, or are forced to adopt such
policies, I suspect that Muslim countries will continue to be
economic laggards, whether or not private finance develops
along Islamic or conventional lines. Theoretical discussion of
Islamic finance, such as that encouraged at this workshop, can
play an important role, however, in educating the government
and the public about the importance of adopting rational eco-
nomic policies that support development and social justice as
not only a crucial part of Islamic ethics, but also indispensable
to promoting national development.
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