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Muslims™ mental Image ofi Islamic
finance

Qur’an and Sunnah

‘Ijmac (consensus) and Qiyas (analogy)

Islamic Economists’

writings?

‘istihsan (juristic preference), ‘istislah (benefit analysis), curf (custom), ...

Figh (Islamic jurisprudence)

“ldeal” PLS contracts: Mudaraba (silent partnership).
Musharaka (partnership), ... Forbidden conventional financial
tools as Ribawi loan-based

Short-term substitutes (credit financing):
Murabaha (cost plus sales; usually with credit), ‘ljara (leasing), ...

Suggest ideal alternative on left
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The role of Islamic economists

= |nfluenced jurist perceptions off the: =@y (instigating
factor) and =Le (Wisdem/ ehjective) oii certain
PrENIBILIGRS

m .0, Myths regaireingl the pronieien e Rika
“fIxXed rate ofi retuimr = Wihat apoeuit leasing and credit sales?
“retum Witheut sk = What albouis credii risks and Gthers?
“exploauien el the peer— s st pessikie.

n aCh I appears thal thepronipiens el Rivarand
Ghararare: bullErpridenual iinancialfregulauens

Prohibpition: eff Rilva enferces “marking to market”; See
Rt //AWWW. rU rice.eduy/=eldanial/files/rba. paf

Prohibition: eff Gharar enforces optimal “rfsk-sharing”; see
hittp:// MWW, ruf. rice.edu/=elgamal/files/aharar. pdf
s, Convinced jurists that there Is a viable radical “Islamic”
alternative (e.g. various types of “Islamic bonds™ via /jara,
Mudaraba, etc.)
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Case study: Government
bonds (a form ofi money)

m Solicited 7atwas cleardy/iliustiate bankeranad
govemment disagreement: With! JUKSst views

m JUKSE VIeWs alierseli-contradicteny:

n Claim that fiat meney s neta commedity, Wille
CommOeaiyIReNERY 2Rz LergeId & STIVe R (Vareus
OIC EA GECISIONS)

n [reat different culrencies as diferentigenera (IKEH
fatwa #1.64), buit dernet pemmit Isstance: off multiple
moenies with' different seignerage (contrary, tor bl
metallic standard)

m Freqguent use of &, X @&k @), and excessive
classification of modern instruments under known
contract forms
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Some Interesting solicited
Fatwas |

n KUwalt Einance iHoeuse /atwa ++ S6i.: exchange or
redempiion of benRds; inla different: CUirency;
fofe)efefeln

m RAJAINdEecIsien 7+ 125 hew: canrRajnithelprwibh tiie
fiscal deficit; epinenilisted suggesied
dltematvesHiiemilsiamic inancialifengInEERHRg
ierature

m Rajhi decisien #1041 Platinum exempt frem: gold
& silver exchange (B> £x ) requirements!
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Fatwas Il:
Eigh Acadmy 6/1.1/62

m 1989 ellewing jeint conference with IRT
and Viereccan Awaai MiRistiny:

m POSIUVE COUPEN I90NES: alie el den /oA
I0ANS; regaleless oiHlahnels

N ZEI0-CoUP0RNIeNRES areralseeddenisince
ey aliierleans seld 2 a discolnit

m Bonds that pay’ [Unpremised]l przes are alse
fierkidden: as 1oans that kenefit the lender

m Recommend bonds that are tied! to specific
projects threugh “PLS” Muaaraba
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Fatwas ||
The late Sheikh Dr. Mustafa Al-Zarga®
opinien oni Treasury: Bills (2000)

m A treasuny-billk “cannot Be: classified” except as
an IRterest Beanng lean terthe geVvemment,
[eganaiess oitlakels

m All other bends have the same lean status

n Va|eiF contemperany, JUHSLS; are N Consensus
that Interest = rpa -+ reference te) Dr.
Chapa’s heok on a “Just Venetarny: System:

m Scathing attack oni Dr. Tantawirs: fatwa that
“raised doubts about his knoewledge and faithar

m recommends NVusharaka andw/uaarapa
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Economists & jurists |

m Jurists have adopted the worst traits, of
EcConomists:

n [reating ReEW IRVERUGNAS (E.9. MOREY, C.I:
GeEtErS Faust)NIkerknowRrnistercal ERtities

B SEEKING tEMpPOraR/ASeIUHGRSI e PENMERERL
prekblems, then defenaing them: stubbermiy,

m ECOROMIStS lave adopted the worst: traits
of Jurists:
m Legalistic “form over functien™ thought
m Absolutism in the definition. ofi “Islamic”
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Paradoxes In Islamic Finance

m Rifit Between Islamic ecenemic/financial
SySteme Wiitings and the practice. of
ISlamic fiRance (the Stppesed 2L SIdeals?)

n Highly segmentedNSiamiciinance markets

s AtsmalifnbimperR el active JUsts In: the
ISIamic finance Inausty.

m JUKIStS permit contracts, and then crticize
thelr over-usage Instead of the PLS “ideal”
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Equity

Ethical/lslamic
(¥ ‘&C ) Jurist Preferences

Juristic-Islamic
Permissibility

k Frontier
Secular/Banker
preferences

S ‘\\ ci

Financial Efficiency
technologies . (H@BE220Q
Model to explain paradoxes
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Equity :
=oRe#) | he need for an Islamic

Economics and Einance

Evolved
Financial
technology

Efficiency
(R 508

Pasadena: June 16, 2001 © Mahmoud A. EI-Gamal 11 out of 22



Equ{ty Common
(DORC #) .
Choices

Islamic Economics ideal

Modern Islamic Finance
(closest permissible point)

Where do we go from here?

Social development-oriented Efficiency.
“community” Islamic Finance (X O e
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Equity
(DORC *)

How far to innovate?
0: perfectly safe
1: extreme innovation

Efficiency
(R 508
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Model: basic components
Credillaility(x):l-B(x|a,)l); a=rn; A=(1- nn-1; e.g. 7=0.6

.. 10]urists Credibility
O0 O.‘l 0.‘2 O.‘3 0.‘4 0.‘5 O.‘6 O.‘7 0.‘8 0.9 1
1 ‘ !
50 jurists
0.5
0

0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1

200 jurists

0 O‘l 0‘2 0‘3 0‘4 0‘5 0‘6 O.‘7 0.‘8 0.‘9 1
Profit(x)=x Credibility(x) Pegree ofinnowation
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Competition

Given one bank’s level ofi Innovation, second bank can:
1. Share menoepoly profits,

2. Innovate further, o

3. Challenge: discredit first bank toitake his business

3 s _ (1_ F(Xl))2 _ _
|l S O eI 7z (., X,) = X, 2-F00)-F00 + (X, =X)L —F(x))

(1_ F (Xz))2

Consenvative’s profits: AN " () -F (%)

Solve for Cournet-Nash equilibrium (fixed point)
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The Economics of Jurisprudence

—— Innovator's innovation
——— Consenatiw's innovation
—— Monoopolist's innovation
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—— Consenatiwe's profits
—— 1/2 Monopolist's profits
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Explaining the paradoxes

= AS more: |ursts get invelved:

= At irst, the Industiny SEES more: Consenvatism
= TRERE WEYeRE SemE PoeING Mere InReyVation

= Despiterthe metoxic, vanks enelit firem
JUrst=SUppRored market Segmentaon

= iFjurstsy caredreniy akoli perceved
Dt ey guit at minimun “innovation™
(proximity: tor conventional finance)
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Outstanding questions

m Can e recognize as proekable” What 1S now
treated as; a “certainty (Virtuall Consensus)?

m CaniwereVverceme: ouidated suspIcions of “Western
ECONEMICS and financial pPredueis?

n Can\We eVErcome thetrge torCome te) nasty.
conciusIiens reganeingl ther URderstanading) o the
Islamic Legal iexts?

m Can we be moere carefuliand Iess apelogetic for
nistorical jurisprudence based on outdated thought
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- |Islamic & conventional banking convergence?
90Assets and liabilities decomposition for U.S. commercial banks

Deposits as a percentage of total liabilities |

60

50
Non-real estate loans as a percentage of total assets

40

30 \ \ \ \ \ \
Jan70 Jan/5 Jan80 Jan85 Jan90 Jan95 Jan00 Jan05

Source: Federal Reserve Statistical Release — H.8, Feb. 2, 2001
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. Islamic & conventional banking convergence?
90Income and expense decomposition for U.S. commercial banks

85 Gross interest income as a percentage of total income
80
75
70
65
60 Gross interest expense as a percentage of total expense
55
50

45

40 \ \ \ \ \ \ \ \
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
Source: Federal Reserve Bulletin, June 2000
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- Islamic & conventional banking convergence?

Net non-interest income as a percentage
of gross income of commercial banks

Belgium
Canada
France
Germany
Luxembourg
Switzerland

O ! ! ! ! ! ! I I
1988 1989 1990 1991 1992 1993 1994 1995 1996
Source: Bank Profitability: Financial Statements of Banks, OECD, 1999.
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Economists & Jurists ||

n Can juists) adept the best tralts eif Econemists

m Be skepticallapeut thelr “medels; recall that all
HUMan=judgment=hased KIeWIEdge= ISWIeRg

= Constltwithrthe Rest IRl the PUSINESS?, rather than
tIer CleSEst INEEGIeEY/IHEIOHE

m Can econemists; adept the Pest tralisy ofi JUrsts
xRk aneutitRction ratiels than e é: 1anel

m Consider overall social costs and benefits, rather than
champion political/ideelegical causes
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