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Muslims™ mental image of Islamic
finance

Qur‘an and Sunnah

‘Ijmac (consensus) and Qiyas (analogy)

Islamic Economists’
S » : writings?
‘istihsan (juristic preference), ‘istislah (benefit analysis), curf (custom), ...

Figh (Islamic jurisprudence)

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

Short-term substitutes (credit financing):

ideal al i I
Murabaha (cost plus sales; usually with credit), ‘Tjara (leasing), ... Suggest ideal alternative on left
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The role of Islamic economists

n Influenced jurist perceptions of the = @K (instigating
factor) and = e (wisdom) objective) of certain
prohibitions

m €.0. myths reganding the prohibition of Riba
Hixedl rate of return— what about Ieasingl and credit; sales?
Sretlim without risk—What:about ciedit rsksiand ethers?
“explojtation off the peer”— s stillfpossible:

m N fiact, It appears that the profibitions offRibarand
Gharartare bulltinrprudential financialiregulations
Prohibition| of Riba enforces “marking| tor market”; 'see

http://www.ruf.rice.edu/~elgamal/files/riba. pdf
Prohibition| of: Gharar enforces optimal “risk-sharing/’; see

http://www.ruf.rice.edu/~elgamal/files/gharar.pdf
= Convinced jurists that there is a viable radical “Tslamic”
alternative (e.g. various types of “Islamic bonds” via jara,
Mudaraba, etc.)

A Lrustrated the attempis. efpractitioners Joutof 22

Case study: Government
bonds (a ferm of meney)

m Solicited /atwas clearly illustrate bankerand
goVernment disagreement with! jurist, views

m JUrist Views are self=contradictory:

m Claimithatfiat meney/is not alcommoedity, While
commediiing it by analogy tergold & siver (Vanous
OIC FA decisions)

m [reat different currenciesias diffierent genera (KEH
fiatwa #164), but dornot permitiissuance; off multiple
monies with different seignoerage (contrary to bi-
metallic standard)

m Freguent use of o, @@ C # @), and excessive
classification of modern instruments under known
contract forms
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Some interesting solicited
Fatwas |

n Kuwait Finance House /atwa. +# 361: exchange or
redemption| off benRds)in: a different currency;
fiorbidden

n Rajhifdecision 7 125 how! canRajhithel prwithrthe
fiscal deficit; opinion listed suiggested
alternatives firom Islamicliinancialfengineering
literature

m Rajhi decision #101: Platinum exempt from gold
& silver exchange (B x> requirements!
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Fatwas lI:
Fighi Acadmy 6/11/62

n 1989 follewing joint conierence with IRTI
andiMoereccan AwdaitMinistry:

m Pos|tive colpon ends)are forbidden mbamwi:
|62ns;, regardless offIabels

m ZEro-coupon bonds are alseiforbidden) since
they/ are!leans soldlat a discount

m Bonds that pay [unpromised] prizes are also
forbidden as loans that benefit the lender

m Recommend bonds that are tied to) specific
projects through “PLS™ Mudaraba

Pasadena: June 16, 2001 © Mahmoud A. El-Gamal




Fatwas Il
The late Sheikh Dr. Mustafa Al-Zarga®
opinion on Treasury Bills (2000)

m A treasury-bill “cannot be classified™ except.as
anjinterest bearing |oan| te) the govermment;,
regardless offlabels

m All other bonds have the sameloan status

n Majer conteniperany: jUrsts arein consensus
that Interest = /g + rererence to Dr.
Chapra’s book onia Just Monetary: System(”

m Scathing attack on Dr. Tlantawi’s /atwa that
“raised doubts about his knowledge and faith”

m recommends Musharaka andwMudaraba
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Economists & jurists |

m Jurists have adopted the, worst traits of
Economists:

m ljreating new: inventionsi (€.g. meney, c:f:
Goethes Faust) like knownrhisterical entities

m SEeking temporany, selutiens to; pErmanent
problems, then defending them stubbornly,

s Econemists have adepted the worst tiaits
of jurists:
m Legalistic “form over function” thought
m Absolutism in the definition ofi “Islamic™
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Paradoxes in Islamic Finance

m Rift between “Islamic economic/financial
system“ writingsrandlthe practice of
Islamicifinance (the suppesed: ~LSdeals?)

n Highly segmentediIsiamiciinance markets

s A 'small" number off active jurists in the
Islamicifinance industiy

= JUrists permit contracts, and then criticize
their over-usage instead of the PLS “ideal”
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Ethical/Islamic
Jurist Preferences

Juristic-Islamic
Permissibility
Frontier

Secular/Banker
preferences

Different o
Financial Efficiency

technologies . [@4Ok:iaA I«
Model to explain paradoxes
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Equity .
@exe*) | he need for an Islamic

Economics and Einance

Evolved
Financial
technology

Efficiency
(He#HReg
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Common
Choices

Islamic Economics ideal

Modern Islamic Finance
(closest permissible point)

Where do we go from here?

Social development-oriented Efficiency
community” Islamic Finance =40 Honed
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Equity
(RLORNE H)

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

Efficiency
(He#HReg
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Model: basic components
Credilgilily()‘c)Zl-‘B(x|gz,/?,),' a=nn; ﬂf(l- {z)n-l‘; eg. 7=0.6

10 jurists
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imoud A.



Competition

Given one bank’s level of innovation, second bank camn:
1. Share monopoly profits,

2. Innovate fusther, or

3. Challenge: discredit first bank toitake his business

(1= F(x)°
2-F(x)~F(x,)

e - (1-F(x,))’
(@0 ildeniti e oottt 7, (x,, x,) = x, ————22
) 7, (x,,x,) 22—F(x1)—F(x2)

Solve for Cournot-Nash equilibrium (fixed point)

[NROVALOL S PLOTITS: EACHRN I +(x, —x,) (1= F(x,))
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The Economics of Jurisprudence
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Pasadena. June 16, 2001 © Mahmoud A. ElI-Gamal 16 out of 22




Explaining the paradoxes

= Asimore jurists get involved:
= At first, the industry sees more conservatism
= Jhen, beyond seme point, more Innevation

[Despite the rhetoric, banks benefit from
jurist-supported market segmentation

I juristsicaredi only’ about perceived

D er@: quit at minimum S innovation™
(proximity to conventional finance)
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Outstanding questions

Can We recognize as  probable” what isinow
treated asial certainty ™ (Virtual consensus)?

Can We; overcome outdated suspicions off “Western’”
EconemIcs and financiall products?

Can We'GVErcome the Urgetorcome: te) hasty,

conclusions regarding the; understanding o the
Islamic Legal Texts?

Can we be more careful and less apolegetic for
histerical jurisprudence based on outdated thought
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Opportunity: Islamic & conventional banking convergence?

9UAssets and liabilities decomposition for U.S. commercial banks

Deposits as a percentage of total liabilities |

Non-real estate loans as a percentage of total assets
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Jan70  Jan75 Jan80  Jan85 Jan90 Jan95  Jan0O  Jan05
Source: Federal Reserve Statistical Release — H.8, Feb. 2, 2001
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Opportunity: Islamic & conventional banking convergence?

90Income and expense decomposition for U.S. commercial banks

8 Gross interest income as a percentage of total incomg
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Opportunity: Islamic & conventional banking convergence?
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Net non-interest income as a percentage
of gross income of commercial banks

/\

Belgium
Canada
France
Germany
Luxembourg
Switzerland
UK

US.A

0 L L L L L L T
1988 1989 1990 1991 1992 1993 1994 1995 1996
Source: Bank Profitability: Financial Statements of Banks, OECD, 1999.

Pasadena. June 16, 2001 © Mahmoud A. ElI-Gamal

Pasadena. June 16, 2001 © Mahmoud A. El-Gamal

21 out of 22

22 out of 22



