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Foreword

Islamic Economics represents one o f the emerging social disciplines and 
the publication o f Studies in Islamic Economics is destined to  strengthen 
and advance this process. King Abdul Aziz University had the unique 
honour and privilege o f organising the first International Conference on 
Islamic Economics in February 1976 at M akka. This conference provided 
Muslim economists and SharVah experts (‘Ulama’) with the opportunity 
jointly  to  participate in discussions on major issues and themes in econ
omics. It was the first time in contem porary history that these two streams 
o f expertise, represented by professional economists and traditional Islamic 
scholars, had a chance jointly to  reflect on problems o f common interest. 
The Conference constitutes a watershed in the history o f Islamic Economics 
which began in the twentieth century as a  branch o f Fiqh and Kalam, and 
emerged from this conference as a category o f economics. A child with the 
prospect o f a great future.

Selected papers from the Conference are being published in two volumes, 
one in English and the other in Arabic. Studies in Islamic Economics, 
which contains some of the English papers, has been edited by Professor 
Khurshid Ahm ad, who was also Vice-President o f the Conference. The 
com panion Arabic volume contains selected Arabic papers and has been 
edited by Dr. M uhammad Saqr, who also acted as Secretary o f the 
Steering Committee o f the Conference. King Abdul Aziz University, its 
International Centre for Research in Islamic Economics, and I personally 
take great pride in the publication o f these two volumes and pray that 
Allah may accept these efforts o f our colleagues and enable us to  continue 
to  serve the cause o f Islamic Da'wah. I also take this opportunity to 
express our gratitude to  H. E. Shaikh Hasan Al-Shaikh, Minister for 
Higher Education, for his guidance, support and encouragement and to Dr. 
M uhammad Om ar Zubair, President o f the Conference and Former 
President o f  King Abdul Aziz University, for the dynamic leadership he 
provided in organising the Conference and prom oting research in Islamic 
Economics.

President, (Dr ) Abdullah Omar Nasif
King Abdul Aziz University,
Jeddah

28th February, 1980 
11th R ab i‘ al-T hani, 1400



Preface

The publication of Studies in Islamic Economics and its com panion 
volume in Arabic are to  me, as was the organisation o f the First Inter
national Conference on Islamic Economics in February 1976, parts o f a 
dream translated into reality. It has been one o f my am bitions in life to 
help and participate, in however humble a way, in the prom otion and 
development o f Islamic Economics as a  rigorous academic discipline. I 
know we have a long way to  go; yet I am happy we have a t least made a 
small beginning. It has been one o f the chief pleasures o f my life to  have 
been associated with these efforts. I hope and pray that our steps will forge 
ahead and that all o f us who are engaged in this creative effort will realise 
that we have done no more than started to  collect pebbles on the shores o f 
Islamic economics. The discipline is in the early phases o f its infancy. We 
m ust not relax our standards and should be even more critical, albeit 
constructively, than our critics and adversaries. It is only through sustained 
research, innovative reflection, meaningful criticism, and careful experi
m entation that the little ‘chick’ o f Islamic economics, which is just emerg
ing from the egg-shell, will be able to  grow to maturity.

I take this opportunity warmly to  thank H. E. Hasan Al-Shaikh, 
M inister for Higher Education for his personal interest in prom oting study 
and research in Islamic economics and to all my colleagues in King Abdul 
Aziz University, the Steering Committee o f  the Conference, and the 
participants to  the Conference for their support and co-operation. 1 hope 
the publication o f these selected conference papers will help in illuminating 
some o f  the grey areas and will provide scholars and researchers with fresh 
incentives to  step up their efforts.

The credit for these publications goes to  our colleagues in the Inter
national Centre for Research in Islamic Economics and I wish them every 
success. I also thank the Islamic Foundation for help in editing the m anu
script and particularly for undertaking the painstaking task o f the 
publication o f  this book.

(Dr ) Muhammad Omar Zubair
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Introduction

C ontem porary Islamic resurgence, although still in the initial phases of 
articulation, has begun to  influence the theme and language o f the ideo
logical dialogue o f our times. An old and neglected issue has moved to  the 
centre o f the debate: the relevance of God and His guidance to  the 
politico-economic life of mankind.

W estern Civilisation is based on the principle o f  separation o f Religion 
and State. Man is assumed to be self-sufficient. As such, the social, 
economic, political and technological questions o f hum an civilisation are 
grappled with without any reference to  God and His guidance. God may be 
worshipped in one’s personal life. Nonetheless the affairs o f society and 
the economy are to be conducted according to M an’s own discretion and 
sovereign ‘wisdom’. The conquest o f nature has become the main target 
o f  human effort. The stream o f civilisation, however, seems to  run its 
course w ithout reference to  the values and principles communicated to 
m ankind by God through His prophets.

The Muslim world is no exception to  this state o f affairs. The models of 
economy and society developed during the last two hundred years or so, 
are steeped in the traditions o f  western secularism. The last three decades 
have witnessed the emergence o f over forty independent Muslim states yet 
the politico-economic systems obtaining in these countries continue to  be 
based on western models. This is the contradiction which resurgent Islam 
has tried to  challenge.

C ontem porary Islamic resurgence is neither a transient political 
articulation o f  militant Islam nor simply an angry outburst against western 
nations. On the contrary, it heralds the M uslims’ positive and creative 
response to  the ideological challenge o f western civilisation. For the 
Muslim world it is an attem pt to  try to  reconstruct society and the economy 
by drawing primarily upon its own rich but neglected religio-cultural 
sources.

The ultim ate objective o f this exercise is to  establish a just social order 
in which the material and the spiritual aspects are welded together, with the 
result that “ progress” and “ prayer” do not represent two watertight 
com partm ents but two sides o f the same coin, with prayer acting as a 
stepping stone to  human progress and progress leading to  the glorification 
o f the Creator.

Islam is a  complete way o f life and the divergence between the values 
and principles o f Islam and the secularism-ridden social reality lie at the 
root o f the tension that permeates the Muslim world today. Resurgent 
Islam  represents a  new approach  -  th a t is, to  strive to  reconstruct the

xiii



xiv Islamic Economics

economy and society in accordance with Islamic ideals and values and the 
needs o f contem porary life.

There is a new quest to  discover the true meaning and message o f Islam 
by drawing upon the original sources o f Islam -  the Q ur’an and the Sunnah 
o f  the Prophet (peace be upon him) -  and upon the historical experience o f 
the Muslim people. Efforts are being made in almost every area o f indi
vidual and social life -  literary, educational, political, socio-cultural, 
economic and technological -  to  assess the relevance o f Islam and to  find 
out ways and means o f  transform ing this consciousness in to  socio
economic reality. The nascent social discipline o f Islamic Economics 
represents one such creative response from the Muslim economists and 
‘Ulama'.

I

FROM  ECONOM ICS TO ISLAM IC ECONOM ICS

If crisis in a science is symbolised by its continued inability to meet the 
challenges that confront it, then few would disagree that economics is in 
the throes of a deep crisis. The phoenix-like rise of macro-economics from 
the charred debris o f the crash o f the I930’s had generated a new confi
dence and a new valour among the economists. The solution o f almost 
every problem seemed within sight. All looked green in the valley of 
economics.

This confidence was proved false and short-lived. Not only did the old 
problems remain unsolved, new ones emerged with threatening overtones. 
Mass poverty; frustrated take-offs in development; increasing disparities 
a t regional, national, and international levels; co-existence o f hunger and 
affluence; irrational use o f non-renewable resources; incongruity between 
technology and developmental needs; unsuitability of production and 
consumption processes to environm ental needs; exploitation o f  the poor 
and the afflicted by the rich and powerful; inflation and stagflation; 
structural deformities in relations between developed and developing 
countries; all o f these and many more problems fail to  be tackled within 
the framework developed by post-Kcynsian economics. This is being 
realised even by those economists who had earlier thought that their 
sophisticated economic models could provide answers to  all the perplexing 
questions.

Noble Laureate Paul Samuelson of M IT laments the disarray into which 
economic theory has fallen. He warns “ there are no signs that we arc 
converging towards a philosopher’s stone that will cause all the pieces to 
fall neatly into place” . Professor O tto Eckstein o f Harvard says “ we are 
always one inflation too late in specifying the exact form o f the price-
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forecasting equation” . Robert Heilbroner goes a step further when he says 
“ Economists are beginning to realise that they have built a rather elaborate 
edifice on rather insubstantial narrow foundations.1

The predicament o f economics has been searchingly examined in a 
recent study, Economics in the Future: Towards a New Paradigm .2 The 
near consensus tha t emerges in this book is tha t what is needed to  salvage 
economics from the throes o f crisis in which it is caught is not just some 
new interpretation of this o r that economic theory or some changes 
within the current paradigm o f economics, but that the need is to change 
the paradigm itse lf  and move towards a new paradigm under which 
economic problems are not studied in isolation but in the context of an 
entire social system.

This background constitutes a point o f departure for the Muslim 
economist. Islam is not a religion in the limited sense o f the word, interested 
only in m an’s salvation in the life to  come. Islam is a complete way o f life 
and aims at constructing the entire fabric of human life and culture in the 
light o f values and principles revealed by God for m an’s guidance. Human 
life is looked upon as an organic whole and its problems are approached, 
not in a purely mechanistic way, but in the light o f the moral values and 
social ideals that Islam expounds. The purely positivistic vision o f social 
sciences developed in the West becomes obsolete in this new context.

M an is treated as a human being, possessing a moral personality, and 
not just a complex o f molecules. The world has suffered from the folly of 
the social sciences following alm ost unreservedly the model of the natural 
sciences, with the result that technocratic solutions are being imposed in 
the name o f  science, often legitimising the status quo to  the neglect o f all 
moral, ideological and political options available for social policy. Muslim 
economists believe tha t re-orientation of approach and a reconstruction 
o f the entire framework o f economic analysis and policy are needed to 
harness economics once again to the service o f humanity. During the last 
fifty years over eight hundred books and journal articles have been written 
by Muslim economists articulating different aspects o f  the new paradigm 
they want to  develop.3

The Muslim economist starts from the assumption that economics 
neither is, nor can be, totally value-free. Economic literature, produced 
in the last two centuries, is rife with vigorous protestations o f ‘objectivity’ 
and ‘scientific positivism’, but in the last analysis, there is very little of 
economics tha t can really be described as totally value-neutral.4 And what 
is more im portant, this is hardly desirable.

The social sciences have to have their own stance viz-d-viz human 
objectives and values. To pretend to follow exactly the methodology of 
the physical sciences in the field o f  social sciences, without regard to  the 
latter’s unique subject m atter and the dynamics of the hum an situation is 
unrealistic.5
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Socialist economics docs not claim to be ideologically neutral. It is 
comm itted to a certain ideology and set o f values. It stands or falls with 
them. Although there is a  lot o f prattle about positivism and objectivity, 
there are no pretensions o f ideological neutrality, but this assertion is no 
more than a myth.

Classical economics was based on a hierarchy o f values derived from the 
18th century philosophies o f  individualism, naturalism and utilitarianism. 
Its alleged ‘universal principles’ o f ‘utility maximisation’ and ‘profit 
m aximisation’ are assum ptions rooted in philosophic and ideological 
beliefs and not in objective reality.6 Its concepts o f ‘com petition’, ‘price- 
mechanism’ and o f the ‘invisible hand* are related to  the specific purposes 
it was made to  serve in the rise and growth o f capitalism .7 The entire 
corpus o f  classical and neo-classical economics is derived from a set o f 
assum ptions and postulates, albeit through meticulous application o f 
rigorous deductive logic supplemented by results o f empirical investiga
tions. The myth o f  objectivity and value-neutrality deserves to  be exposed 
and the philosophic assum ptions o f  m odern economics laid bare.

In contradistinction to  this, the assum ptions and values o f  Islamic 
economics are clearly stated from the very beginning and the function of 
the M uslim economist is to  explore and elucidate their relationship to 
economic life, theoretically as well as empirically. The Muslim economists 
do not wish to  conceal these assum ptions and values under the facade of 
false objectivity. To them , objectivity consists in honest expression o f  their 
values and consistent pursuit o f  these social ideals through logical analysis 
as well as empirical investigation.

It can hardly be over-emphasised that such an effort must be made with 
academic rigour and scholarly detachment. Nonetheless, it would be idle to 
assume that this theorising can take place in a  climate o f positivistic 
objectivity and value-neutrality. M ost o f the economic thinking that 
masquerades as value-neutral turns out, on closer scrutiny, to  be otherwise. 
The result o f  this approach, however, is that its value-assumptions remain 
apparently hidden. They remain implicit and as such, are not susceptible 
to  evaluation in an ordinary way.8

This is unfair and improper. We agree with Myrdal tha t “ efforts to  run 
away from valuations are misdirected and foredoomed to  be fruitless 
and dam aging” and that “ the only way in which we can strive for objec
tivity in theoretical analysis is to  lift up the valuations into the full light, 
make them conscious and explicit, and perm it them to determine the 
viewpoints, the approaches and the concepts used. In the practical phases 
o f a study the stated value premises should then, together with the data 
established by theoretical analysis with the utilisation o f those same value 
premises -  form the premises for all policy conclusions” .9 This is what 
Muslim economists are trying to  do.

O ne o f  the  m ajor con tribu tions o f  Islam  lies in m aking hum an life and
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effort purposive and value-oriented. The transform ation it seeks to bring 
about in human attitudes and pari passu in that o f the social sciences is to 
move them from a stance o f pseudo-value-neutrality towards open and 
manifest value-commitment and value-fulfilment. The first premise which 
we want to  establish is that economics in an Islamic framework operates 
with its feet firmly rooted in the value-pattern embodied in the Q ur’an and 
the Sunnah. We study human behaviour as it articulates itself in different 
value-backgrounds and also how to influence it to fulfil the norms to 
which the society is committed. All the technological relationships 
between inputs and outputs are to  be analysed and investigated in this 
framework. The attitude, tastes, motives, social customs, etc., which are 
ordinarily treated and given as ‘constant’ become ‘variables’, subject to 
policy manipulations. The scope o f Islamic economics is wider than that 
o f  economics. Its approach has to be more global and holistic. The 
widening o f the scope takes place at both levels, horizontal as well as 
vertical or inter-temporal. This represents a new approach to  the study of 
the economic problems o f man.

II

THE 1976 CO N FEREN CE A N D  ITS IM PACT

The First international Conference on Islamic Economics was held at 
M akka from §afar 21-26, 1396 (February 21-26, 1976) under the auspices 
o f the King Abdul Aziz University, Jeddah. It was attended by two 
hundred economists and ‘Ulama* from all parts o f the world. The Con
ference discussed over thirty papers presented in English or Arabic. The 
Conference elected the following as its officers:

President: Dr. M uhammad O m arZ ubair
Vice-Presidents: Dr. Hasan Abu Rukba

Professor Khurshid Ahmad 
Professor Sabahuddin Zaim 

R apporteur: Dr. M onzer K ahf

Papers were presented at sectional meetings each dealing with a specific 
theme. M ajor areas covered were as follows:

1. Concept and M ethodology o f  Islamic Economics.
2. Production and Consum ption in an Islamic Economy.
3. The Role o f the State in an Islamic Economy.
4. Insurance within the Framework o f the Shari'ah.
5. Interest-free Banking.
6. Zakdt and fiscal policy.



xviii Islamic Economics

7. Economic Development in an Islamic framework.
8. Economic co-operation among M uslim countries.

A general session was held in which two survey articles on Islamic 
Economics were presented. A symposium was organised on the Teaching 
o f Islamic Economics. Each section held organisational meetings to 
deliberate upon problems o f future study and research in Islamic 
Economics as well as about possibilities of extending facilities for its 
teaching at College and University levels.

The Conference provided the Muslim economists with a rare 
opportunity, the first in recent history, to  address themselves to  the prob
lems o f Islamising economics including an effort to  elucidate the basic 
concepts of Islamic economics and deliberating upon ways and means of 
implementing them in the contem porary world. It was highly rewarding 
for the Muslim economists to  meet each other and develop personal and 
professional contacts directed towards promoting research in the nascent 
social discipline o f Islamic economics. It was also a unique experience for 
the professional economists to  co-operate at such close quarters with the 
‘Ulama and mutually avail themselves o f each others' expertise in the 
promotion o f a common cause.

One o f the major contributions o f the Conference was the proposal to 
establish an International Centre for Research in Islamic Economics at 
the King Abdul Aziz University, Jeddah. The Centre has, by the grace of 
Allah, come into operation. The Centre is responsible for the production 
o f many publications including the present work: Studies in Islamic 
Economics, containing selected papers from the 1976 Conference.

It is also encouraging to note that Islamic economics is now being 
taught at a number o f universities in the Muslim world.10 The Association 
o f Muslim Social Scientists, U.S.A. has organised a number of con
ferences in which papers have been presented on different aspects o f 
Islamic economics. The Council of Islamic Ideology, Islamabad, The 
Islamic Foundation, Leicester, The Pakistan Institute o f Development 
Economics, Islamabad and the Institute of Policy Studies, Islamabad, 
among others are promoting research on many themes related to  Islamic 
economics. Islamic economics is heading towards a real breakthrough.

Ill

INTERNA TIO NA L CEN TR E FOR RESEARCH IN ISLAMIC
ECONOMICS

As we have noted, the First International Conference on Islamic 
Economics recommended that the King Abdul Aziz University should
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consider the establishment o f an International Centre for Research in 
Islamic Economics. Consequently, in Jum ada Al-Thani 1397 H. (1977) 
the Centre was established to  co-ordinate and to support research at the 
highest level of scholarship.

The Centre is expected to  direct its efforts to  .achieve the following 
objectives as recommended by the Conference:11

(a) The establishment of a  specialised library that would collect 
scholarly works in the field o f Islamic economics in various lan
guages and issue catalogues to  research scholars everywhere.

(b) Conduct and support theoretical and applied research in various 
fields o f Islamic economics, publish text-books in this field for the 
use of Muslim Universities and organise training courses needed by 
Muslim economic establishments.

(c) Provide research facilities and scholarships for visiting Muslim 
scholars to undertake research in their fields o f interest.

(d) Promote co-operation in the field o f Islamic economic research 
among various universities and institutions.

(e) Publish research papers and periodicals in Islamic economics.
(f) Help establish chairs for the teaching of Islamic economics, provide 

scholarships for research in this field and promote lectures, con
ferences and regional symposia in this field.

Since its establishment it has been possible to initiate a number of activities 
to achieve its objectives. An International Seminar on “ M onetary and 
Fiscal Economics o f Islam” was held in October 1978 under the auspices 
o f this Centre. The Centre has already published a booklet entitled 
Monetary and Fiscal Economics -  An outline o f  some major subjects fo r  
research as well as a bibliography, namely Contemporary Literature on 
Islamic Economics. Another booklet on Suggested Research Topics on 
Development and Distribution in an Islamic Framework will soon be 
published. A number o f other research works are also in course o f prepara
tion.

The Centre intends to  engage in the following activities:—

(a) Conducting pure and applied research in various areas o f specialisa
tion in Islamic economics.

(b) The production, distribution and translation of teaching materials 
in Islamic economics;

(c) Organising guest lectures and workshop activities;
(d) The publication of professional journals and bulletins;
(e) The publication o f occasional papers and monograph series;
(f) Organising and conducting seminars and conferences here and 

ab road ;
(g) The exchange o f scho lars;
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(h) The offering o f in-service training facilities;
(i) Awarding fellowships for doctoral and post-doctoral studies to 

young Muslim economists.

In line with its overall objectives, the Centre has invited research 
proposals from scholars o f the Muslim World interested in conducting 
research in various areas o f Islamic economics. Under this programme, 
grants arc to  be awarded to  individuals, research agencies and universities 
to  carry out scientific research for eventual publication in the form of 
monographs, occasional papers and tcxt-books from the Centre. About 
three dozen research projects approved under this scheme till the writing of 
these lines are in progress. The Centre has a programme of translation of 
standard works on Islamic economics involving several languages. As a 
first step a number o f  im portant papers originally written in English have 
been translated into Arabic. The Centre wishes to establish professional 
links with other institutions and agencies engaged in theoretical or applied 
research in Islamic economics and related areas.

The Supreme Advisory Council of the Centre, composed o f  eminent 
Muslim scholars in Economics and SharVah drawn from the Kingdom of 
Saudi Arabia and other Muslim countries, has already been set up. The 
Centre has a Director, a number o f Research Professors and a small 
Administrative Staff.

IV

ABOUT TH E BOOK

Now a word about the present volume. Studies in Islamic Economics 
contains some of the papers presented at the first International Con
ference on Islamic Economics. All papers have been revised in the light of 
discussions that took place a t the Conference. In view o f the space con
straint only half o f the papers presented in English are included in this 
volume but care has been taken to  include a t least one paper from each 
section o f the Conference. A Companion Volume is being produced in 
Arabic containing papers presented in the Arabic language. This Arabic 
volume has been edited by Professor M uhammad Sakr, University of 
Jordan. It contains the following papers.

M ETHODOLOGY O F ISLAM IC ECONOM ICS 
Dr. M ohammad Sakr Islamic Economics -  Basic concepts
Dr. M ohammad Shawqi al-Fanjari Islamic Economic Doctrines 
Sheikh M anna’ Q attan  M eaning o f  Islamic Economics
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PUBLIC INTEREST A N D  TH E JUST PRICE
Dr. Hasan O. Balkhi The Just Price in Islam
Dr. M ohammad Anas al-Zarqa Social Function and Consumer

Behaviour: An Islamic Formulation 
o f Selected Issues.

ROLE O F STATE IN TH E ECONOMY
Sheikh M uhammad al-M ubarak Economic Role o f the State in Islam 
ZA KAT A N D  TAXES
Dr. Y ousuf al-Qardawi 

Dr. A tif al-Sayyed

Dr. Muhammed Saied Abdus Salam

BANKS W ITHOUT INTEREST 
Dr. Ahmad al-Najjar

INSU RA NCE 
Sheikh M ustafa al-Zarqa

Dr. Husain Hamid Hassan

Dr. Jalal al-Sayyad

ECONOM IC CO-OPERATION 
M r. Hasan Abbas Zaki

Role of Zakat in the Solution of
Economic Problems
The Concept o f Justice in Taxation
and Zakat during the Early Islamic
Period
Role o f  Financial and Accounting 
Theory in the Implementation of 
Zakat

Our Approach to  a Distinct Theory 
o f Islamic Economics

Insurance and its Place in Economic 
Life
The Position of SharVah on Insurance 
Contracts
Insurance and Some Doubts Relating 
to  it

Economic Co-operation Between 
Muslim Countries

These two volumes taken together contain the essence o f contemporary 
Muslim thinking on major economic issues. The discipline o f Islamic 
economics is still in its larval stage and as such a number o f ideas and 
form ulations are tentative. M ore research and greater sophistication 
in formulating and presenting one’s ideas are needed. The Muslim 
economists do not suffer from any complacency; they offer their sub
missions in great humility and with the realisation that they have a vast 
area to cover. The real contribution o f the Conference, and of the present 
volume, lies in identifying issues and themes for further study and research 
so as to  enable the little sapling o f Islamic Economics to  grow into a 
m ature tree. Much will depend on the way the Muslim economists accept 
the challenge tha t confronts them and produce creative thought and
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rigorous reformulation o f economics to  serve the social objectives of 
Islam.

I am grateful to  brother Azmatullah Khan of the Islamic Foundation, 
Leicester for assisting me in editing the manuscript, and to  Mr. E. Fox 
for improving the language and proof-reading. My sincere thanks are due 
to  Dr. M uhammad Om ar Zubair and Dr. Abdullah O m ar Nasif for all the 
encouragement they have given in producing this volume and for con
tributing Preface and Foreword to  the book and to my brothers and 
colleagues Professor Dr. M uhammad Sakr, Dr. Anas Zarqa and Dr. 
Ncjatullah Siddiqi for many valuable suggestions. I would also like to  
thank Dr. Ghazi M adani, Director, International Centre for Research in 
Islamic Economics for his generous support and co-operation. I would also 
like to  place on record my sincere gratitude to  Brothers Khurram  M urad 
and Dr. M anazir Ahsan o f  the Islamic Foundation for supervising the 
publication o f this volume. I hope and pray that this book may be helpful 
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Islamic Economics: An 
Approach to Human Welfare

Dr. Anas Zarqa*

“ Al-Hadi! Lord! The way is hard, and we, Thy 
creatures, have none other ‘Guide’ than Thee.”

—Sir Edwin Arnold 
— Pearls o f  Faith

T H ER E has been a considerable am ount o f writing in the last twenty-five 
years on the broad economic aspects o f  the Islamic system. The main 
thrust o f that writing has been in three directions:

(a) Comparisons giving broad outlines o f the Islamic economic system 
vis-d-vis capitalism and socialism;

(b) Critiques o f non-Islamic economic systems and philosophies; or
(c) Substantive expositions on a certain economic issue, riba (usury and 

interest), and related questions.

A noted thinker and acute observer o f the Islamic intellectual arena. 
Professor M uhammad Al-M ubarak, recently expressed the view, justified 
in my opinion, that a  sufficient am ount has been written on (a) and (b), and 
that the time has come for going deeply into the Islamic economic system 
itself, understanding thoroughly its characteristics and giving it a  modern 
form ulation.1 An effort is being made in the present paper to  shed some 
light on certain methodological and philosophic aspects o f Islamic 
Economics and to  illustrate its unique approach by reflecting upon an 
Islamic social welfare function.

Can there be an Islamic Economics?
Economics, it is often emphasized, is a positive science, while Islam, 

being a religion, is normative par excellence. One may conclude that we

* D r. A nas Z arqa , educated a t the Universities o f  D am ascus and Pennsylvania, is 
presently A ssociate Professor o f  Econom ics, K ing A bdul Aziz U niversity, Jeddah . T he 
a u th o r  acknow ledges his debt to  Professor M ustafa A. Z arqa  for extensive and  helpful 
discussion and  com m ents an d  to  M rs. S. T ayara  for stylistic im provem ents in the paper.
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4 Islamic Economics

cannot have meaningful Islamic economics any more than we can have 
Islamic mathematics or Islamic atomic physics.

I shall argue in this part and elsewhere in this paper that distinct and 
meaningful Islamic economics is possible, nay, necessary. Briefly, my 
argument is that economics is not as innocent of value judgments as we are 
often led to  believe, nor can it ever be. Neither is Islam devoid o f positive 
assertions about economic reality. We can then replace non-lslamic value 
judgments by Islamic ones, and add to the economists’ stock of positive 
assertions Islamic assertions, then work out the consequences.

This, to be sure, is a  task easier said than done. It is no less than building 
an almost new theory. But this, as Muslims, we must do if we arc to con
tribute genuine Islamic solutions to human problems and if we arc to stop 
acting as “ free-loaders” in the social sciences o f today.

I shall also argue that what is classified as a “ value judgm ent” rather 
than a “ positive statement” is occasionally a function of our limited 
knowledge and even of our religious beliefs.

Value Judgements in Economic Theory
Economics, it is said, is a  positive science, and has become so by exor

cising itself of any ghosts of value judgments that were occasionally 
reported on its premises. But it is now increasingly believed that the 
economics mansion is haunted by several unexorcisable “ resident ghosts". 
Thus values are involved in:

(a) Choice o f  topic to be pursued. Thus when more resources are devoted 
to  one theory fewer are left for another. “This applies in training new 
scientists, time in class, space in books and periodicals. Even devoting 
equal time is not value-free.” 2

(b) Choice o f  variables and assumptions. Economic reality varies greatly 
in time and space, or equivalently, is influenced by many variables. With
out theory, purely empirical analysis of data using multiple regression and 
related techniques proves association but cannot separate cause from 
eflfcct. Hence, no universal conclusions about the causes, effects and paths 
o f economic phenomena can be reachcd by empirical methods without 
“ strong theoretical guidance” .3

This theoretical guidance entails surveying the variables that are con
ceivably relevant to the phenomena under study. They are usually large in 
number and often non-economic in nature. By a mysterious process of 
reasoning and guesswork we classify the variables into three pigeon holes:

(a) irrelevant to  the phenomena,
(b) exogenous to the phenomena, i.e. affecting it without being 

affected by it, and
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(c) endogenous variables that interact with one another and are also 
affected by the exogenous variables. These are the variable that are 
deemed im portant to explain and predict.

Thus the choice of variables and their classification, and the subsequent 
puzzles that are posed and solved theoretically or empirically cannot but be 
affected by the investigator’s culture and beliefs, as well as his worries 
about man and society.

(c) Choice o f  method. Any method of investigation in theoretical or 
empirical areas reveals a certain conception of the world, and encourages 
certain modes of emphasis.

Quantitative methods, for instance, give prominence to the well- 
defined, and the easily or inexpensively measurable. Such techniques in the 
social sciences will work better “ if the participants will only be willing to 
make rational, deliberate choices with criteria whose arguments are 
limited in number and easily quantifiable” .4 Problems and concepts that 
can be fitted into this framework receive the most serious professional 
attention, a t the expense o f other problems and concepts. Alternative 
methods o f investigation are possible, and mav be desirable in certain 
fields.5

(d) Choice o f  ends and means. Some im portant concepts in economics 
become meaningful only after an end or goal is specified. Benjamin Ward, 
for instance, noted that value judgments are crucial to the notion of 
efficiency where we must classify variables as either inputs or outputs. “ If 
some kinds o f labour are indeed satisfying one would want to classify them 
as outputs” along with more conventional outputs. “ The classification is 
based on a . .  .judgm ent as to what is valued and what is disvalued in a 
society.” ®

The concept o f gross national product is similarly based on certain value 
judgments as a  measure o f output and a fortiori as a measure of per
formance and welfare.

Conclusion. There are thus several areas in economic theory where value 
judgm ents have a crucial role to  play, and in these areas we can make a 
distinct contribution as Muslims.

Needless to say, several areas of economics are truly positive and cannot 
be different in an Islamic or in any other framework (such as first and 
second order conditions for achieving a given am ount o f production with 
minimum costs, given factor prices and a production function).

Positive Economic Statements in the Qur’an and the Sunnah
Islam , though  prim arily norm ative, is not devoid o f positive econom ic
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statements or hypotheses. The quotations that follow illustrate this idea 
from the Q ur’an and the authentic sayings of the Prophet, upon whom be 
blessings and peace.

(a) “ Beautified to mankind is the love o f lu sts -w o m an , off-spring,
heaped-up heaps o f gold and silver, horses o f m ark, cattle and 
tillage, that is the enjoyment o f the present life; but God-with Him 
is the fairest abode.” (3: 14)
“ Surely man is passionate in his love for wealth.”  (100: 8)

Man is depicted in these verses as having a strong and insatiable love of 
wealth. This hypothesis is in agreement with what economists usually 
assume in this regard.

(b) “ Had 1 knowledge of the unseen, I should have abundance of
wealth, and adversity would not touch me.”  (7: 188)
“ No soul knoweth what it will earn tomorrow . . . ”  (31: 34)

These two Q ur’anic verses, among several others, emphasize the 
assumption o f uncertainty about the future consequences of present 
actions. Few would doubt the realism of this assumption. Nevertheless, 
significant parts of economics, especially in the theories o f  capital, interest 
and the firm, are still based on the opposite assumption of perfect fore
sight.

(c) “ If God were to enlarge the provision for His servants, they would
indeed transgress beyond all bounds through the earth; but He 
sends (it) down in due measure as He pleases. For He is with His 
servants well-acquainted, watchful.”  (42: 27)
“ Nay, verily man is overbearing, because he sees himself possessed 
o f riches.”  (96 :6 -7 )

These two verses indicate one effect o f a substantial increase in wealth 
and income on human behaviour. Economists do not seem to  have taken 
note o f  this relationship.

(d) “ And in no wise covet those things in which God hath bestowed 
His gifts more freely on some o f you than on others: to men is 
allotted what they earn, and to  women what they earn: but ask 
God o f His bounty. For God hath full knowledge o f  all things.”

(4 :32)
“ N or strain thine eyes in longing for the things We have given for 
enjoyment to  parties o f them . .

It is related in authentic hadlth that the Prophet, upon whom be 
blessings and  peace, s a id :
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“ Observe those less fortunate than you are and do not observe 
those more fortunate than you arc -  by doing so you will be less 
likely to  feel ungrateful for Allah’s bounty.”

The two Q ur’anic verses above imply among other things, that an in
dividual's clemand for goods is affected by the consumption o f others (even 
though he is encouraged to overcome this tendency). The quoted hadnh 
implies that the utility a consumer derives from a good is affected by his 
relative position as compared to others (income wise and otherwise). The 
individual is encouraged, however, to  overcome this tendency.

Many more quotations can be given to illustrate the fundamental 
Islamic assumption that individual utilities are highly interdependent and 
endogenous. This contradicts the assumption of autonomy and inde
pendence o f utilities which is basic to much o f the theory o f consumer 
behaviour and welfare economics.

We have thus seen that Islam has something tocon tribu teto  the positive 
side o f economic analysis (not only to the normative side) -  a fact not yet 
generally appreciated even by Muslim economists. The positive hypotheses 
that are derivable from the Q ur’an and the Sunnah may either confirm 
(as in (a) above) or contradict (as in (b) and (d ) ) what is assumed in 
traditional economic analysis. Such hypotheses may, alternatively, call 
attention to  relationships not yet recognized in economics (as in (c) above).

Normative Statements that are Nearly Positive and Vice-Versa
There is a difference between positive and normative statements. In view 

o f the widely held pre-conccption that religious injunctions are usually 
normative, I find it im portant for a Muslim economist to recognise that on 
occasion this distinction is dangerously misleading. An example will be 
necessary.

Statements in this example are preceded by N if normative, and by P if 
positive. Only the latter may be true or false.

Some years ago, a  North African politician is reported to have said 
roughly that :

PI. “ Fasting in Ramadan reduceseffort and hence production.”
N l. “ M ore production is a vital national goal.”
N2. “ Therefore, in such a poor country fasting is against the national 

interest.”

Let us complete the picture with other statements:

N3. “ O Believers, prescribed for you is the Fast,
P2. . . .  haply you will be godfearing . . ( 2 :  179) 

(Note that this Q ur’anic verse is partly N and partly P.)
In  view o f  the general feeling tha t PI is very probably true, those who



8 Islamic Economics

accept N1 (perhaps also N2) and still decide to  fast (N3) are clearly ex
pressing a value judgment that obeying God is more worthy o f considera
tion than some loss of production. But they are put on the defensive and 
probably would feel uneasy or unhappy.

P3. The Secretary-General of the United Nations stated in a Note on 
Crime Prevention and Control (19 September 1973) that “ Many 
countries face the problem of bribery and corruption, which 
represents economic and social costs of serious proportions", (par. 
68.) It is generally believed that this (North African) country is no 
exception.

P4. Starting from N3 and P2 one may reason that fasting promotes 
godfearing, which in turn improves moral standards, reduces cor
ruption and negligence, and thus increases production later on.

Assume now that a research organisation checked PI and P4 and found 
them both true -  PI in Ramadan, and P4 in other months. Their separate 
quantitative effects on national income were estimated. Assume further 
that everyone accepts N 1.

If fasting turned out on balance to have a negative effect on production, 
then none o f the above statements would change its character from N to P, 
or vice-versa.

But if  the positive effect of fasting on production turned out to be 
greater, then several fundamental changes would take place:

PI would be strongly qualified by P4, and 
N2 would become positive and false.
N3 would become what I would call a “ mixed” statement, N with 
strong P element in it, or vice-versa.

Let us read the whole Qur’anic verse:

“ O Believers, prescribed for you is the Fast, even as it were prescribed 
for those that were before you -  haply that you will be Godfearing . . . 
and that you should fast is better fo r  you i f  you but kn o w ;. . .  God 
desired ease for you, and desires not hardship for y o u .. . . ” 
(Emphasis added.) (2:183-84)

Conclusions on Methodology
What is often classified as a normative statement -  implying sometimes 

that the opposite statement should be given equal weight -  is a function of 
our knowledge or lack of it. This is particularly true o f all “ Do’s” and 
“ D on’t’s” that we meet in Islam. They are “ mixed statements” that are 
apparently normative but imbued with positive consequences. Acts of 
devotion -  often thought of as normative -  are also prime examples of 
mixed statem ents.
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M an’s behaviour, economic and otherwise, is affected, among other 
things, by his outlook, beliefs and moral standards, so anything affecting 
those variables must inevitably have far-reaching economic consequences.

Some economists, most notably P. A. Samuelson, over-emphasise the 
positivist outlook which attaches great significance to distinguishing 
normative from positive statements.8 Fretting over this distinction is 
justifiable only in the rare cases where we intend to spend the time and 
money to test a statement before we accept it.

Real life is, however, very different. It is often the case in practice that we 
accept a positive statement and invite others to do so without having the 
slightest intention or the time and money to  test it. That North African 
politician enunciated his statement with full knowledge that even though 
it is positive and refutable, no one will try to  refute it. I ask: W hat is the 
practical difference between such a statement and a normative one which 
no one can refute?9

It is suitable here to recall how Islam teaches us to view its injunctions.
Firstly, there is no claim that what is prohibited is all bad and what is 

enjoined is all good. Rather, as stated by Al-Shatibi, every Islamic in
junction may have both desirable and undesirable effects, and Islam bases 
its rules on the predominant effects.10

Secondly, if man had adequate knowledge o f the direct and indirect 
consequences in both the short and long run o f his actions and attitudes, 
and if these consequences had the same dimension, there would have been 
no point in religion’s concerning itself with social matters. But man’s 
knowledge, alone, is inadequate.11 The Omniscicnt and Merciful God, out 
o f His concern for man’s welfare, provided him with landmarks and guide- 
posts to save him the tragic costs of falling a victim to his limited know
ledge and occasionally to  his conceit and passions. The Divine Guidance is 
meant to enable man to start out in the right direction on his social and 
intellectual endeavours. It is not meant to stultify nor displace such 
endeavours which constitute an important part of m an’s mission on earth. 
God has provided a type o f small scalc map on the basis o f which man 
must fill in the detail. Had man perfect knowledge and no biases, he would 
come to conclusions identical to G od’s injunctions and guidance.

This line o f thought is supported by verses in the Qur’an too numerous 
to  present here.12

Philosophical Underpinnings of Neoclassical Fxonomics
The title o f this section would be meaningless if one subscribed without 

reservations to  the “ widespread view . .  . among economists that basic 
economic theory is value-neutral, that it can be applied in any society, and 
that in principle it can be made to serve almost any political ends’’.131 do 
not believe that such a view is entirely correct, as the arguments o f  this 
paper would hopefully dem onstrate.
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The secular world-views within which economists have developed their 
ideas may be summarised as follows:

Man is a being (not a creature), a product o f nature. His existence 
need not have any ultimate meaning -  he is simply, here, and that is 
that.
Humanity is the ultimate reality, and the significance and ultimate 
aims of this life, if any, ought to be sought within life itself and not 
beyond it.
The perfectibility of the human race is attainable without superhuman 
aid.

The traditional liberal conception of man may perhaps be summarised 
in four principles: hedonism, rationalism, individualism and freedom.14

Hedonism is the pleasure-pain principle o f Jeremy Bentham: man is 
under the governance o f two sovereign masters, pain and pleasure, and 
pleasure is the supreme end o f life. Man is naturally indolent, i.e. averse to 
exertion and that which he considers painful.

“ Rationalism is means-ends orientation, the use o f deliberate choice 
among alternatives in seeking the satisfaction of man’s wants.”

“Atomism  is the assertion o f the essential separateness and autonomy of 
each man from every other, with the consequent stabilisation of values by 
means o f processes internal to  the individual human organism.” 15

1 prefer to  call it individualism rather than atomism.
Freedom is the assertion that man is initially, totally free. The basic 

limitation on his freedom stems from his socialisation with others, who are 
equally free. “ Thus each person is the negation of the freedom of others.” 16

These concepts are very much alive today. W hat they practically mean 
for the consumer is illustrated in the two quotations that follow.

E. Shils wrote that the hedonistic attitude came to  mean, among other 
things, that it is:

“ An obligation o f  government to try to  support progressive, populistic 
hedon ism :. . .  all or most members of a given national society should 
be gratified in their material wants and this gratification should be 
continuously extended. The goal is a continuous increase in the 
supply of products available for the gratification o f needs.” 17

Given such a framework, the definition o f what makes a “ good life” is 
not difficult to anticipate. S. F. Singer, an eminent professional, writing in 
1971, tried to  define the quality of life:

“ In our society (U.S.A.) where material comforts arc im portant and 
contribute to what people perceive as happiness, a loose definition (of 
the quality o f life) might be ‘having as much money as possible left 
over after taking care of the basic necessities; and having the necessary 
time and opportunities for spending it in a pleasant way’.” 18



Neoclassical Assumptions about Consumer Behaviour
Economists assume that an individual consumer is strongly and 

primarily motivated by the desire for personal consumption and leisure. 
It is also assumed that this desire is insatiable and that the consumer goes 
about satisfying it in a rational way to  the maximum possible extent.

It is also not difficult to see the affinity between the economists' assump
tions about the consumer’s utility function and the principles o f in
dividualism and freedom (the utility function summarises the ways in which 
an individual’s satisfaction is affected by his consumption o f different 
goods).

Thus all non-economic factors which affect consumer behaviour are 
lumped together and given a clever none-of-your-business name: tastes. 
They enter the utility function as exogenous variables, and thus can affect 
the consumer’s behaviour but are neither affected by it nor by that o f other 
consumers.19 Tastes includc not only demographic and other personal 
characteristics of the consumer, but also and most importantly for us, his 
beliefs and moral values. These values can presumably be anything, but 
they should not be so bizarre as to  contradict the aforementioned assump
tions nor that final assumption, the hallmark o f selfish egoism: an in
dividual’s utility is independent o f that o f others.20

One shouldn’t fail here to note that economists too numerous to 
mention have scored their objection to the assumption o f independence of 
utilities -  only to continue using it in their analyses. A few did work out the 
implications o f relaxing it but then only in a particular case.21

Dropping this assumption has implications that are both far-reaching 
and complicated to handle, the latter being the usual excuse for neglecting 
an honest analysis of the m atter -  not a convincing excuse, one must add, 
in view o f the fact that economists find it occasionally worth their while to 
pursue complicated but trivial questions.

Islamic Tenets and Economic Behaviour
Islamic tenets that are relevant to  economic behaviour are too numerous 

to  cover here. I shall demonstrate the relevance o f two such tenets: God is 
the owner; and life is a test.

God is the Owner
An understanding of the concept of property in Islam is one o f the 

foundations o f behaviour for both the consumer and the firm.
When man is born, he is, figuratively speaking, ushered into the cosmic 

banquet that is prepared for men by God. The banquet includes not only 
the material things of the earth and the universe, but also natural laws 
(G od’s law), man’s own body, senses and mental abilities, etc. All these are 
the creation and the property o f God alone.

The only thing that man can truly claim to be “ his” is his will, which, 
by the leave o f  G od, is free.22

Islamic Economics: An Approach to Human Welfare I !
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What man, individually or collectively, achieves or acquires in the 
present life is the result o f using his will to  press the right buttons and let 
the laws of God act upon the property of God. Even when man obtains 
something by “ the sweat o f his brow” he is in fact directing his will to  use 
his body and senses, which are G od’s creation and property, and in that 
process man is using up G od’s food and breathing G od's air. Whatever 
man owns, in the conventional legal sense, is something he is allowed to 
“ have” , even though it is G od’s rightful property.

“ . . .  to Him belongs all that is in the heavens and the earth, and all 
that is between them, and all that is underneath the soil.”  (20: 6) 
“ Praise belongs to God, the N urturcr o f all Being, the All-Merciful, 
the All-Compassionate, the M aster o f the Day of Doom .” (1: 1-4)

When the concept that “ God is the Owner” settles in a man’s heart, be 
he a producer or a consumer, he feels honoured and grateful that some o f 
G od’s wealth has been put in his trust. A man is then inclined to acknow
ledge G od’s right to define for him the proper limits for the enjoyment and 
use o f that wealth, and also to acknowledge G od’s right to  designate other 
individuals or the community as the rightful claimants to  a share o f that 
wealth.

“ Believe in God and His Messenger, and expend o f that unto which 
He has made you trustees. And those of you who believe and expend 
shall have a mighty wage.” (57: 6)
“ . .  . and give them o f the wealth o f God that He has given you.”

(24: 33)

One Aim of Life: To Test Man

“ Blessed be He . . .  who created death and life, that He might try you 
which o f you is fairest in work___ ” (67:2)

Life is a test through which we do not go equally prepared, and justly 
enough, we are not questioned equally on the Day o f Judgement. God has 
endowed people differently and in many ways: in mental or physical 
ability, in material and social environment, in power, knowledge, wealth, 
etc. Some of these ways an individual is bom  with; some are acquired by 
effort, and still others come by circumstances, but each individual is 
accountable to God for all the ways in which he has been preferred over 
others. Everyone, on the Day o f Judgement, shall be questioned concerning:

. . .  his life, how he expended it, and his youth, how he used it up, and 
his wealth, from whence he did earn it and whereto he did spend it, 
and what use he did make of his knowledge. (Authentic saying of the 
Prophet.)
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“ It is He who has appointed you viceroys in the earth, and has raised 
some of you in rank above others, that He may try you in what He 
has given you. Surely thy Lord is swift in retribution; and surely He is 
All-Forgiving, All-Compassionate.” (6: 165)

We conclude, then, in agreement with Dr. Ahmad Al-Naggar, that 
nothing that a man uses (as a consumer or as a producer) is morally free, 
even if it is economically free.23 It must be paid for by being thankful to its 
Creator and Owner, i.e. we must be mindful of Him in its use, and share 
some o f its fruits with other rightful claimants.

An Islamic Social Welfare Function
That hard-to-pin-down concept of a social welfare function that 

modern economists long for, received more than 800 years ago original 
formulation from two Muslim thinkers and jurists: Al-Ghazali (died 505
H.)-4 and Al-Shatibi (died 790 H.)2‘\  The first gave the original formulation 
and the second greatly developed and refined the concept. Excellent 
surveys o f their ideas are provided by several prominent modern jurists: 
M. Abu Zuhra, M. A. Al-Zarqa (on whose work I shall draw), A. W. 
Khallaf and M. M. Dawalib’i.2*The starting point is that Islam sets goals 
for human life.'-7 All matters (be they activities or things) that help in 
achieving these goals increase social welfare, and are called masalih, or 
utilities; the opposite are m afasidor disutilities.

Al-Ghazali, and later Al-Shatibi, by surveying Islamic teachings and 
injunctions in the Q ur'an and Hadfth, came to the conclusion that social 
utilities in Islam may be divided into a three-level hierarchy : Necessities, 
Conveniences and Refinements.

Necessities. Necessities comprise all activities and things that are essential 
to the preservation o f the five foundations of good individual and social life 
according to Islam: Religion, Life, Mind, Offspring and Wealth. To 
preserve these foundations is one of the first goals o f the religion of Islam.

Examples in this category includc actions, in amount sufficient to 
preserve the five foundations, and injunctions related to such actions, such 
as: (I) establishment of the five pillars of Islam (Belief, Prayer, Fasting.
7.akat and Pilgrimage) and calling to  the way of G od; (2) Inviolability of 
human life and related sanctions, the permission, or rather, injunction to 
earn a living, to  eat and drink, to have elothes and a home, and related 
matters such as buying and selling; (3) prohibition of wine and other 
mind-attacking m atter; (4) the institution of marriage and the pro
hibition o f fornication; (5) protection of wealth, in its wide sense, and 
prohibition of the destruction o f wealth (even one's own), prohibition 
of transgression against the property of others; and (6) fighting to defend 
those goals; the acquisition of basic knowledge and education, and estab
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lishing sufficient economic activities (e.g. food production) to  preserve 
the five foundations.

Conveniences. Conveniences comprise all activities and things that are 
not vital to the preservation o f  the five  foundations, but rather, are needed 
to  relieve or remove impediments and difficulties in life.

Examples includc the use and enjoyment o f things that man can do 
without, but with difficulty, such as entering into contracts of various kinds.

Many crafts, industries and economic activities are included here, to  the 
extent that their products or services are considered conveniences, i.e. to 
the extent sufficient to  relieve or remove difficulty. For instance, some type 
o r other o f floor covering is difficult to do without when it is cold; hence, 
the production o f a simple covering such as straw mats is a Convenience. 
When such mats are available, carpets and the carpet-making industry 
become Refinements.

Change in the mode of life may move certain activities or things from 
one category into another. Thus when population was dispersed in rural 
communities, sewerage was a Refinement. But in densely populated urban 
centres that are now common, sewerage becomes a Convenience, for with
out it significant difficulties including health hazards are faced. Similarly, 
public transportation in small communities is not a Convenience but a 
Refinement, even when it is considered a Convenience for the purpose 
o f travel among such communities. However, in urban centres extending 
over a  relatively large area, public transportation is a Convenience. 
If it is available, private means o f transportation become Refinements.

Conveniences also include activities and things that help to promote and 
develop rather than preserve the “ five foundations” . Instances o f this 
include:

—printing books that promote some Necessities, e.g. calling to the Way 
o f God, or imparting any kind o f Necessary knowledge. It is implied 
here that such Necessities can be preserved by other means that are 
simpler than printing, such as by word of m outh;

—protection o f health and promotion o f  physical education to strengthen 
the body. Notice that protection of life is a Necessity.

Finally, Conveniences include, among other things, acquiring know
ledge, promoting education, and developing wealth (both public and 
private) to the extent required for the achievement o f Conveniences. This 
is one application o f the well-known Islamic juristic principle: whatever is 
indispensable for the performance of a  duty is also a duty.

Refinements. This category includes activities and things that go beyond 
the limits o f Conveniences. M ore specifically, it includes m atters that do 
not remove or relieve difficulties but rather those that complement, 
brighten o r adorn  life.



Injunctions characteristic of this category arc those related to politeness 
in behaviour and spcech, observance o f Islamic etiquette in eating, drink
ing, clothing, salutation, cleanliness, etc.; moderation in general, a par
ticular instance of which is moderation in expenditure (“ . . .  neither 
prodigal nor parsimonious but moderate, in between” ) (25: 67). Improving 
the quality o f one's work and production belongs to this category (accord
ing to  the saying of the Prophet, peace be on him, “ God loves for one of 
you, if you do a job, to do it perfectly" .2H

Other actions in this category arc rest, innocent hobbies, recreation and 
kindred activities in amounts adequate to provide rest for body and mind, 
and to restore one's energies.

Refinements also include those innocent things taken in moderation 
that provide comfort, such as carpets, good quality furniture, painting 
one's home, i.e. things that one can forego without difficulties. Included 
also in Refinements arc moderate amounts of objects o f enjoyment and 
ornam entation such as flowers and jewellery.

Going beyond Refinements into prodigality and self-indulgence is 
considered by Islam a disutility for individuals and society alike, and is 
strongly disapproved.

Rules of precedence. We have given above a brief description (based on 
the works o f Al-Ghazali and Al-Shatibi) of a set of objectives that Islam 
defines for man and society. The attainment of these objectives increases 
social welfare.

Valuable as it is, the definition of these objectives comprises only the 
first component o f social welfare function as conceived by modern 
economists. For this function to exist the second component should be 
provided: a set of rules o f  precedence which help to resolve conflicts among 
different social objectives. The two components together make up the 
social welfare function. An explanation o f this idea is perhaps in order.

The social welfare function should help us choose from among well- 
defined social (or economic) situations that alternative which enhances 
welfare most, or that which is least harmful. It is often the case in such 
choices that the attainm ent of one objective takes us away from some other 
worthy objective. Thus choice often involves the resolution o f conflicts 
among social goals. For a social welfare function to be worthy of the name, 
it must provide rules of precedence that help resolve a conflict o f  goals.

Do Al-Ghazali and Al-Shatibi furnish rules o f precedence, i.e., do they 
complete the specification o f a welfare function? Yes, indeed.

T o start with, one should recognise that these two jurists provide not 
only a mere set (collection) of Islamic goals, but rather they provide what 
in mathematics is called an ordered set, i.e. one whose elements have a 
hierarchy. Thus at the highest level are Necessities, followed by Con
veniences, then Refinements. Al-Shatibi provides many insights and details
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about ordering the elements within each category. (He does not and no one 
can provide a complete ordering.)

The simple and fundamental rule of precedence according to  these two 
scholars is not difficult to anticipate:

Actions or things related to  a lower-level category (e.g. Refinements) 
are disregarded if they conflict with the objectives of a higher-level 
category. To the extent that ordering is provided within a category, 
this rule is also useful there.

A classic example in Islamic jurisprudence about this ordering is the 
permission to uncover any part of the body for medical examination or 
treatment. For even though covering certain parts o f the body is emphati
cally required, it is nevertheless a Refinement, whereas medical attention is 
a Necessity (if needed to save life, or a Convenience otherwise) and must 
have precedence.

This rule, even though very powerful and simple, is far from sufficient 
given the complexity o f real life and the multiple effects that any action has. 
So where do we go from here?

We go to Islamic jurisprudence (Jiqh) which at first sight might seem an 
unlikely source of help for a  social welfare function. Both Al-Ghazali and 
Al-Shatibi are renowned jurists, and both clearly refer to  the numerous 
precedence rules contained in the whole tradition offiqh.

Thus we have at our disposal that magnificent and rich source for 
defining priorities and resolving conflicts among social aims or individual 
interests. It is not only an intellectual heritage but, more importantly, it is a 
detailed value system solidly based on Divine Guidance. To a Muslim this 
is the only valid source of value judgments and interpersonal comparisons.

It is interesting to note that Benjamin Ward proposed that economists 
base social welfare judgments on the Anglo-American legal heritage and 
legal process. Professor Ward points out some difficulties that such an 
attem pt must overcome, but concludes that it is . .  a worthy goal, both 
morally and in terms of its prospective feasibility” .29 It may be noted in 
passing that the difficulties W ard foresees are largely absent from Islamic 
jurisprudence because Muslims believe in its Divine origin.

Relationship between Islamic Jurisprudence and Economics
The possibility o f specifying a reasonably well defined social welfare 

function in Islam is a matter of momentous significance to society, policy
makers, and especially to Muslim economists and jurists. For a hint of this 
significance, let me quote from a well-known Muslim scholar, Professor 
Muhammad Al-M ubarak, who recently wrote, in a different context: 
“ Production and profit are (in an Islamic system) not ends but means. The 
moving force o f current systems is profit, but in an Islamic system it is 
hum an welfare” .30 So to  define this welfare from an  Islam ic viewpoint m ust



be the sine qua non for making practical Islamic recommendations on any 
social or economic issue.

Turning now to  the subject of the present subsection, we should note 
that the idea o f an Islamic welfare function throws considerable light on 
the proper relationship between Islamic economics and jurisprudence.

Muslim jurists have a central role to play in defining in collaboration 
with other social scientists, including economists -  details of a social 
welfare function relevant to present-day society. Once such a social welfare 
system is so defined, Muslim economists need no longer wander about 
aimlessly. They could begin from this function and choose for positive 
economic studies those problems, variable and inter-relationships most 
relevant to  that welfare.

“ There has come to you from God a light, and a Book Manifest 
whereby God guides whosoever follows His good pleasure in the 
ways of peace, and brings them forth from the shadows into the light 
by His leave; and He guides them to a straight path.” (5: 15-16)

Economists could then present to Muslim jurists alternative economic 
policies, clearly stating the effects o f each policy on variables relevant to 
Islamic welfare. Then and only then can jurists and economists use the 
welfare function and its supporting heritage o f jiqh  to provide society with 
Islamic solutions to current problems.

Al-Ghazali and Al-Shatibi made a sterling contribution by deriving a 
social welfare function which is implied by the Q ur’an and the Tradition of 
the Prophet (peace be on him). Though still relevant and having con
siderable insight, their contribution would not directly answer all the 
questions we want to pose in this last quarter of the twentieth century.

Al-Ghazali and Al-Shatibi have done their share. Have we?
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A Contribution to the Theory 
of Consumer Behaviour in 

an Islamic Society
Dr. Monzer Kahf*

TH E “ utility” analysis developed by the Austrian marginalist school and 
by Alfred M arshall has its roots both in “economic rationalism ” and in 
“ utilitarianism” . These two sources had great influence in the formation 
and emergence o f the “ new capitalism” in the Europe o f 17th, 18th and 
19th centuries. During the 19th century Marxism too grew up in the same 
atmosphere, one may indeed say in the very lap of the new capitalism. 
Because o f this, it could never shake off the philosophical basis o f that 
brand o f capitalism. That does not mean there are no dissenting voices. 
Max Weber, a leading sociologist, has very rightly maintained in his well 
known book The Protestant Ethic and the Spirit o f  Capitalism that 
“ economic rationalism” is not the only form o f rationalism that can 
explain the economic phenomena. Thus, for instance, it may be pointed 
out that Islamic rationalism is another form o f rationalisation.

Islamic rationalism is founded on the ideological belief in the Oneness of 
God and in the oneness o f religion and the Book. In accordance with this 
belief, human life is conceived as one whole, oriented towards one ultimate 
goal. This goal has many expressions in the Islamic faith and literature, 
such as, serving Allah, “ entering the Paradise” , “ worshipping Allah” , 
“seeking salvation in order to escape Hell” , “ passing the trial on the Day
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of Judgement", etc. In fact all these expressions may be said to be that of 
“ obtaining the consent of Allah” .

The affirmation of one goal for human life has the effect of unifying 
human behaviour (not to  mean standardisation) and denying the artificial 
dichotomy so distinctive of the philosophy and thinking of the “ new 
capitalism*’. Islamic rationalism succeeded in handling many problems of 
human behaviour that the western economic rationalism failed to explain, 
and because of its historical background the capitalist rationalism is alien 
to  the Islamic economic scheme and behavioural attitudes under Islamic 
influence. Despite this, Islamic rationalism has not ignored the importance 
o f m an’s material wants, needs and satisfactions. In this matter, both the 
economic rationalism of capitalism and the superstitious philosophy o f the 
European Middle Ages could not explain the assorted behaviour of man. 
This was largely due to  the fact that the two systems took diametrically 
opposite positions in viewing the workings of human behaviour.

Additionally, Islam is never satisfied by only awakening human con
sciousness and putting it on the right track; but rather, it always creates 
the environmental conditions that are necessary for the proper functioning 
of this consciousness. Therefore, a study of Islamic rationalism must be 
supplemented by an analysis of the socio-economic framework and 
atmosphere provided by Islamic teachings.

Throughout history, societies imposed, and are imposing, certain 
limitations and constraints on their members in respect o f the set o f goods 
and services made accessible to the consumer. The use o f certain com
modities is sometimes forbidden by legislation, prohibited by religion, or 
simply unavailable because of the level of the development o f current 
technology. A comparative study of the sets o f attainable goods and 
services in different societies and under different cultural systems has its 
own merits and benefits, but, this paper will not enumerate the lawful 
and prohibited kinds of beverages and food from an Islamic point of view. 
The principal focus o f this paper will be on the impulses that motivate, 
and the goals that are pursued by the consumer in his choice among the goods 
and services contained in the attainable set, and on the macroeconomics o f  
this behaviour, given the axiomatic system o f  Islam.

Section I will briefly highlight the ideas on consumer behaviour devel
oped under the capitalist and the Marxist systems. Section II will analyse 
consumer rationality under the Islamic axioms. Section III will be devoted 
to  the consumer’s decision to  allocate his income between saving and final 
spending. Section IV will derive the macromodel of income allocation in 
an Islamic society. The fifth and last section will summarise the findings 
and the conclusions. This paper will show, for example, that Zakdt and the 
prohibition of Riba have a central role in the macroeconomic theory of 
Islamic economics, especially in the analysis of investment-saving 
relationship, economic policy and economic growth. It is the opinion of
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this writer that such a study ought to  be based on some observations and 
empirical evidence concerning the consumer behaviour in an Islamic 
society, but the practical impossibility o f observing and collecting data, 
a t this time, forced him to  deal with the topic on a purely theoretical basis.

I

TH E TH EO RY  O F CONSUM ER BEHAVIOUR IN CONVENTIONAL
ECONOMICS

The theory o f consumer behaviour developed in the West after the 
rise o f capitalism is an offspring o f a duality, namely, “ economic 
rationalism ”  and “ utilitarianism” . Economic rationalism interprets 
hum an behaviour as being founded on a “ rigorous calculation, directed 
with foresight and caution toward economic success” .1 Economic success 
is strictly defined as the “ making of money out of man” . The acquisition 
o f  wealth, whether in terms of money or in terms o f commodities is the 
ultimate goal o f life and at the same time the yardstick o f economic success.

The ethics o f this philosophy is related to and derived from “ economic 
success” . Success in making money is the result and the expression of 
virtue and proficiency. Utilitarianism is the source o f moral values and 
attitudes. “ Honesty is useful because it assures credit; so are punctuality, 
industry, and frugality.” 2

From this dual origin emerged the theory o f consumer behaviour. This 
theory considers the maximisation o f utility as a postulated objective o f the 
consumer. The utility to  be maximised is that o f a “ homo-economicus” 
whose sole goal is to  achieve the highest level o f economic acquisition, 
and whose only stimulus is the “ sense o f money” . The theory o f consumer 
behaviour under the capitalist system has passed through two stages. The 
first stage is associated with the marginalist theory, according to  which the 
utility o f consumer is rigorously measurable in cardinal units. The con
sumer reaches his equilibrium when he maximises his utility subject to an 
income constraint; that is, when the ratios of marginal utilities of the 
different commodities equal the ratios o f their money prices. The second 
and more modern stage rules out the measurability and the cardinality of 
utility. However the conditions become now the equality between the 
marginal rates o f substitution, i.e., the slope o f the indifference curve, and 
the ratios o f money prices, i.e., the slope o f  the income constraint.3

The Marxist economics never deviated from the doctrine o f  “ homo- 
economicus” . In fact, one aspect o f the dialectical materialism of Marx is 
that it is a mere “ restatement” o f this doctrine in a historical perspective; 
therefore, some o f the latest trends in Marxist economics betray increasing 
influence o f early marginalist formulations of the utility theory as an
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explanation of consumer preferences;4 while the contributions of John R. 
Hicks in the field of techniques of consumer utility maximisation are 
reflected in the writings of some other socialist economists.5 Marxist 
economics continues to move in the same grooves.

Section II will show that this concept of rationalism, which may be 
termed as “ communo-capitalist” does not coincide with the Islamic 
doctrines, nor do the alternative behavioural patterns which dominated 
the economic relationships in Europe before the rise of the economic 
rationalism, such as the “ hand-to-mouth of peasant" or the traditionalism 
of the guild craftsm an.6

II

MOTIVES AND GOALS O F CONSUM ER BEHAVIOUR UNDER 
TH E ISLAMIC CU LTU RE

The economic behaviour of human beings in the Islamic culture is 
dominated by three general principles: The belief in the Last Day, the 
Islamic concept of success, and the Islamic concept o f riches.

1. Islam associates the belief in the Day of Judgement and the life in the 
hereafter with the belief in Allah. This extends the time horizon o f M uslims 
beyond death. Life before death and life after death are closely inter
related in a  sequential manner. This has two effects as far as consumer 
behaviour is concerned: first, the outcome of a choice of action is composed 
o f two parts, its immediate effect in this life; and its later effect, in the life 
to com e.7 Therefore, the utility derived from such a choice is the total of 
the present value o f these two effects. Second, the number of alternative 
uses o f one’s income is increased by the inclusion of all the benefits that 
would be gained only in the hereafter. Examples o f such alternative uses 
are free o f charge lending ( j — I), giving to  the poor and needy, 
care o f animals, spending for the welfare of future generations, improve
ment o f communal life even when this has no immediate benefit for the 
individual,8 promotion and perpetuation o f goodness, etc. These uses of 
income are excluded from the Max Weber rationality unless they have 
some immediate utility. Thus, many alternative uses o f one’s income may 
have positive utility in the Islamic culture; whereas their utility benefits in 
the communo-capitalist rationalisation may be zero or negative.

2. Success is defined in Islam in terms of the “ consent of A llah" and not 
in those o f the “ accumulation o f wealth” .9 Virtue, righteousness, and the 
fulfilment o f the servanthood to  Allah are the key to His consent. Virtue 
and righteousness can be achieved through good actions and purification 
o f  human behaviour from evil and vice.

Service and  obedience to  Allah may be rendered by the positive use o f



human capabilities and resources, given by Allah. This includes full use 
and exploitation o f everything given to mankind by Allah. According to 
Islamic teachings, if a  man really wants to serve Allah, the utilization of 
the natural and human resources made available to him is not only a 
privilege but also a duty and obligation prescribed by A llah10. Therefore, 
material progress and perfection are in themselves moral values in Islam .11 
Abstention and withdrawal from enjoyment and satisfaction from material 
life is in direct opposition to Islamic doctrines.12 Efficiency and the 
value o f time are concepts made alive in the human consciousness by the 
religion o f Islam.13 After all, Islam urges and requires people to spend part 
of their time and energy for the remembrance o f Allah, the improvement 
of spiritual and moral surroundings, the propagation of virtue and good
ness, etc.; all this can only be done if part of human resources can be 
spared and liberated from the pursuit of consumption.14

3. The concept o f wealth and income (Malj\— ji) is unique in Islam. 
Mai, whether looked at as wealth or income, is a bounty from Allah; it is 
not an evil. Heaven is not only open to the poor, but it is also and equally 
open to  the rich. Mai is a tool that may be used for good or for evil.15 
Poverty is, in some instances, associated with disbelief and riches are 
considered a gift from A llah.16 Since riches are a bounty from Him, they 
must be used for the benefit and satisfaction of human wants. This is an 
implication o f humble service to Allah (Subhanahu Wa Ta'ala). The 
Prophet is reported to have said : “ Verily, Allah likes to see the trace o f His 
bounty on His servant” . The relationship between income or Mai, and 
consumption is defined by the Prophet in the following saying: “ The 
Prophet (peace be upon him) asked once: W ho among you, the M ai o f his 
heir is dearer to  him than his own M aln. They answered: every one sees his 
M ai dearer than his heir’s. Then, the Prophet said : your M ai is what you 
use up and your heir’s Mai is what you leave” .17

That is, since M ai is a tool to buy goods and services which bring about 
satisfaction, it should be spent for that purpose and not hoarded. The 
concept o f real income appears in another saying where real income is 
defined as the total of what is used for the purchase o f goods and services 
that produce immediate satisfaction in this life plus that which is given 
away for causes that enrich one's lifeafter.18

In the light o f these three principles, consumer behaviour in an Islamic 
society can be described as a maximisation o f success, Fa/ah-19 Success 
may be defined, in the narrow sense, corresponding with consumer choice, 
as the level o f obedience to Allah derived from the satisfaction o f one’s 
material wants and the exhibition o f the effect of Allah’s bounty by 
extracting enjoyment of the M ai given by Allah, and the enrichment of 
one's lifeafter. The maximisation o f success of the consumer is subject to 
an income constraint determined by the level o f “ spendable income” . The 
la tter is defined as to tal income minus planned change in wealth.
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The exhibition o f the trace of Allah’s bounty affects the consumer’s 
behaviour by raising the proportion o f final spending to incom e;20 
because it implies an increase in spending on material wants and/or 
enrichment o f one’s life in the hereafter at each level o f  income. Conse
quently, at each level o f income, final spending in the Islamic household is 
expected to  be higher than that in the non-Islamic family.21 Therefore the 
maximisation problem may be reduced to  a problem of two objective 
functions : one for the satisfaction derived from the consumption o f goods 
and services, and the other for the enrichment of the life in the hereafter by 
spending for the sake of Allah. These are maximised subject to  the spend
able income given the set o f accessible goods and services and the relative 
prices.22 The solution o f the maximisation problem, i.e., consumer equilib
rium, can be found by making use o f the well-known mathematical 
techniques.

This section studied the rationality of consumer behaviour as derived 
from the Islamic ideology. It concluded that the goals o f the consumer 
include the enrichment o f one’s life in the hereafter as well as the enjoyment 
obtained from material consumption. Very little was said about the 
decision o f allocating income between saving (change in wealth) and final 
spending. Section III will address itself to this aspect o f choice.

Ill

INCOM E-ALLOCATION DECISION

Before proceeding to  examine the consumer’s decision o f  income 
allocation between saving and final spending, we must define the terms 
used in this discussion. Consumption function is usually defined in the 
communo-capitalist literature as the relationship between income and 
consumption of goods and services. These goods and services constitute 
only one part of our term “ final spending” , namely, spending on goods and 
services that bring about immediate satisfaction in this life. The second 
component o f final spending, i.e., the spending for the sake o f Allah is not 
accounted for in the consumption function mentioned above. That is why 
I avoided the use o f the term consumption in the previous section. The 
term final spending refers to these two components together. Final spend
ing is distinguished from investment in that the latter affects the level of 
wealth, whereas the former does not.

Saving is conceived in this study as a positive act that has its own 
purposes rather than a mere residual, after consumption has taken place. 
People save for a variety of reasons such as precaution for the ambiguity 
and uncertainty o f the future; to  provide for future consumption; to 
accum ulate w ealth for their heirs;23 to  increase their fu ture incom e; etc.
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These motives compete with the impulses o f final spending discussed in the 
previous section for the given income. The stronger the drive or tendency 
for final spending, the larger is the part o f income allocated for final 
spending. This drive may be so strong that final spending may exceed in
come; in that case, saving becomes negative. This may happen a t a very 
low level o f income where the needs for consumption cxcccd current 
income, or a t a  very high level o f religious consciousness about the afterlife 
where one may give away even all one’s wealth for the sake of Allah; this is 
exemplified by the choice o f AbO Bakr when he brought all his accumulated 
wealth to  the Prophet to finance one o f  his battles. On the other hand, the 
greater the desire to  save, the higher the proportion o f saving to  income. 
Therefore, on the saving-final-spending scale o f Figure 1, one can locate all 
the points o f combination o f saving and final spending that produce the 
same level o f satisfaction to  the consumer. The locus of these points will be 
called the income-allocation indifference curve I. It has a negative slope for 
the reasons mentioned above. We will assume that it is also convex to the 
origin, i.e., the marginal rate o f substitution o f saving for final spending (the 
slope o f I) is decreasing as final spending increases. This means that the 
higher the final spending, the greater becomes the desire to  save; and the 
higher the rate o f wealth accumulation, the stronger becomes the desire for 
final spending. One more assumption is still to be m ade; that is, the higher

Figure 1
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the income-allocation indifference curve, the better off is the consumer 
with no saturation point.24

The income constraint can be shown in Figure I as a straight line, Y, 
whose intercept equals total income. The slope of the income constraint 
depends on the trade off between the current purchasing power and the 
future purchasing power of the unit o f income. For operational simplicity, 
let income be measured in money terms and let money prices remain 
constant. The equilibrium o f  the consumer is at the point R in Figure I 
where the marginal rate of substitution equals the slope of the income 
constraint.

Section IV will discuss the determinants o f the slope o f the budget line 
and investigate the macroeconomics of the behaviour of the consumer in 
an Islamic economy; it will also compare it with a non-lslamic economy.

IV

THE M ACROECONOM ICS OF CONSUM ER BEHAVIOUR IN 
AN ISLAMIC SOCIETY

In order to derive the macro function of final spending in an Islamic 
economy, certain assumptions must be made.

1. An Islamic economy is defined as an economy where the Islamic laws 
and institutions prevail; and where the majority of its individuals believe 
in the Islamic ideology and practise its way of life. This makes such a 
society quite different from the contemporary “ Muslim” societies.

2. More specifically, the institution o f Zakat is assumed to be a part of 
the socio-economic structure and that it is collected and distributed in 
accordance to the Islamic injunctions; that there exists a Zakat Fund as a 
department o f the executive branch of the government; that Zakat is con
sidered as a constant ratio o f net worth; and that there are no restrictions 
on the collection and distribution o f Zakat as to whether it is done in real 
terms or in money terms, or concerning the percentage given to each o f the 
eight worthy destinations. The ownership o f  Zakat must be transferred to 
one or more o f these eight categories mentioned under this footnote;85 it 
should not remain in the hands of the authorities. However, Zakat can be 
collected or dispensed with in the form o f consumer’s goods o r producer’s 
goods.

3. The third assumption is that in the given Islamic economy Riba is p ro
hibited by law. Every interest on credit is considered Riba. This means that 
the rate of interest on loans should always be zero. There is no discrimina
tion, as far as the prohibition o f interest is concerned, between producer’s 
credit and consumer’s credit. However, this study is more concerned with 
the loans for investment rather than with consumption loans.



4. The fourth assumption being that Qirad does exist as a legal economic 
institution. Qirad is defined as the act o f injecting money assets in the pro
duction process through the co-operation of the entrepreneur who provides 
his entrepreneurial skill and Muqarid who furnishes his funds.28 The net 
income o f the project is divided between them. The reward o f Muqaritf will 
be called profishare, and the reward o f the entrepreneur will be called 
profit.27 The crucial difference between profishare and interest on capital is 
that the former is a percentage o f net income o f the firm; whereas the latter 
is a fixed cost o f production.

5. Fifthly, developed monetary markets for producer’s goods, con
sumer’s goods, and especially financial instruments are assumed.

6. And sixthly the consumer is assumed to maximise the satisfaction of 
his income as described in the previous section. Additionally, and in 
accordance with the implications o f the saying of the Prophet (peace be 
upon him) which reads: “ Invest the M ai o f the orphans so that it does not 
vanish because o f the deductions o f Zakat,"  it is assumed that consumers 
are interested in preventing the level of their wealth from declining after the 
payment o f Zakat.

The Final Spending Decision
Now that the assumptions of the Macro model arc made clear, we can 

investigate the effects of the Zakat institution and the prohibition o f Riba 
on the decision of income allocation between saving and final spending. 
Z akat influences both its payer and its recipient. The effects o f Zakat on 
the Zakat payer are as follows:

(a) The payment o f Zakat entices the payer to raise saving ratio at each 
level o f income. Since Zakat is imposed on accumulated net worth 
and not only on income, the wealth-owner-consumer must increase 
his saving ratio in order to  prevent the level o f his wealth from 
decreasing. For example, if the rate of return on capital is 10% 
the wealth owner needs to  save more than 25% o f his income in 
order to  keep his wealth constant. On the aggregate, almost all 
wealth owners arc taxed by Zakat sincc the minimum exempted 
level, Nisab, is very low. This effect o f Zakat on saving is positive: 
the introduction o f Zakat raises the saving-incomc ratio. This effect 
is called “ the saving effect” . It must be observed that this is a  once 
and for all rise in the saving function since the Zakat rate is not 
variable. This means that as a result of the saving effect, the saving- 
income ratio must be higher in an Islamic society than in a non- 
Islamic society.

(b) Zakat penalises idle wealth, whether this is held in terms of 
“ Argent sterile” or in terms o f “ waiting” means of production. This 
effect tightens the relationship between saving decision and invest
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ment and brings these two decisions closer to each other as far as the 
time span between them is concerned.

On the other hand, the effect o f Zakat on the income-allocation decision 
o f  Zakat recipients is to  increase their disposable income, hence, increasing 
both saving and final spending together. It must be noted, however, that 
not all the recipients of Zakat are in the classes characterised by low saving 
ratio, since only three kinds o f Zakat recipients have immediate consump
tion necessities; these are: the poor, the needy and the wayfarer. In 
addition, the economic policy, concerning the collection and the distribu
tion o f Zakat in terms o f producer’s goods, money, or consumer’s goods, 
affects the income-allocation decision o f the recipients and limits their 
degree o f choice.

Consequently, the aggregate effect o f Zakat must be a higher saving- 
income ratio  since it represents an upward shift of the saving function (on 
the part of Zakat payers) and a rightward movement along the curve (on 
the part o f Zakat recipients).

Moreover, the prohibition o f interest raises current final spending in 
relation to  saving. In the construction of Figure 3, we assume that neither 
saving nor final spending is inferior.

If the rate of interest is more than zero, the slope o f the income constraint 
must be more than one (absolute value). In Figure 3, the budget line YY 
has a slope o f — 1, it represents the zero interest rate. YY' has a slope of

— ^--y— where i >  0 is the rate o f interest. The point C  measures the

level o f  final spending when current money income is equal to the distance

Figure 3a
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OY and the rate of interest is zero; whereas, point C' measures final 
spending for the same level of current income but for a positive rate of 
interest. In Figure 3b, the final spending function (FS) is derived from the 
points which are similar to  point R  in panel 3a for different level of current 
income. By the same token the final spending function (FS)' is derived 
from points similar to R’.

Assume that savings arc not invested. The part of money income that is 
not used for current final spending in period t must decrease in period 
t +  1 by the am ount o f Zakat. Consequently, the Islamic institutions do 
not only reducc the absolute value o f the slope of the income constraint to 
unity by having prohibited interest, but they reduce it further to less than 
one by taxing savings a t the rate o f 2.5 % annually. The combined cffcct of 
the prohibition of Riba and the imposition of Zakat is to  shift the final 
spending function to (FS)" in panel b o f Figure 3. This positive effect on 
final spending will be called “ the final spending effect” .

Figure 3b

The Investment Decision
The foregoing analysis has two apparently contradictory effects: the 

saving effect and the final spending effect. This section attempts to resolve 
this apparent contradiction and to  explain how these two effects can be 
consistent with each other and with the dynamics o f the system. The house
hold, as an income earner is interested in increasing the ratio of current 
final spending to  income, because the higher the saving ratio, the lower the 
income-allocation indifference curvc. This may seem as negating the con
ventional wisdom, but the subsequent analysis will show its rationalisation.
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Assume that one’s income is Y it is received a t the beginning o f the period, 
say a year; assume also that s  is the percentage o f Y that is saved for the 
whole period; savings will be used at the end o f the period for final spend
ing; and the next-period current income is zero. Total final spending o f this 
individual in the two periods is:

FS =  (Y -  S) -f  (S -  Sz),

where FS  is total final spending, 5  is total savings, and z  is the rate of 
Zakat. T h en :

FS — (Y — sY) =  (sY -  zsY), or:
FS =  Y(1 -  zs).

Thus, the relationship between total final spending and the saving ratio is 
negative. There exists an inverse relationship between FS and s. This 
is shown in Figure 4 where Si >  s2 >  s3, and the slope o f the Y ’s is

—  ̂— j. The higher the saving ratio, the lower is the attainable basket

o f total final spending.

The household, as a  wealth holder, is concerned about a t least main
taining its wealth intact. This is done by raising the saving ratio in order to 
compensate for the Zakat payment.

Consequently, the behaviour o f the household can be described as a 
maximisation of consumer’s satisfaction subject to  two constraints: the 
am oun t o f  income, and the m aintenance o f  w ealth, th a t is:
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Max U =  U(FS,S).

Subject to : FS +  S =  Y, and

DW =  S >  z(W +  S),

where U is consumer satisfaction, W  is the consumer’s wealth, and D is the 
time derivative. For simplicity, let income be generated from only one 
source, profishare; that is: Y =  (QR)vW ; where Q is the rate o f profishare, 
R  is a  rate o f return on projects, and v is the rate of wealth utilisation. The 
income received a t the beginning o f each period is the result o f the eco
nomic activity during the previous period: hence, it is a  historical datum  for 
the period o f the study. This implies, in Figure 5, and is given from the time 
period / — 1. It was shown, in Figure 4, that at higher saving ratios, the 
Zakat payment will be higher; consequently, the part of income left at the 
disposal o f the household is smaller. This means, in terms o f  Figure 5, that 
the higher the ratio o f saving to  income, the flatter the income constraint. 
In fact, the slope o f  the income constraint is bounded from below; that is:

-  I ^  -  < 1 ~  z >
d (F S ) 1

Figure 5 shows the relationship between the saving decision and the 
investment decision. If  the decision to  save is not accompanied by a 
decision to invest, i.e., if v <  1, the consumer will be on a lower in
difference curve such as 1'.

The slope o f the Y’s is determined by the rate o f utilisation of savings, v, 
the rate of profishare on investment, Q, the rate o f return on projects, /?,
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and Z akat rate, z, which is institutionally constant. For a  given income 
and s =  0, current final spending will be a t the point Y. For s =  I and

v =  0, the slope o f the budget line becomes ~  j — j ,  the applicable

budget line is YY" and the equilibrium o f the consumer is at the lowest 
indifference curve. At higher rate o f  utilisation o f savings, the slope o f the 
income constraint increases (in absolute value). The slope o f the income 
constraint is calculated by the following equation:

dS (4- QR) (1 — z) 
d ( F S ) I  

When v — 1, i.e., when savings are utilised immediately in the productive 
process, the level of the consumer’s satisfaction depends entirely on the 
rate o f profishare on investment and the rate o f return on projects, since 
z  is constant. It must be noted that the absolute value o f the slope o f the 
income constraint is positively related to the rate o f savings’ utilisation, the 
rate o f profishare, and the rate of return on projects.

Two conclusions follow from the discussion o f this section: first, the 
Islamic system is characterised by the phenomenon that unless investment 
considerations are integrated in the decision to save, consumer’s welfare is 
negatively influenced by saving. And second, the consumer-saver’s welfare 
is directly influenced by the state o f  affairs in the society. A decline in the 
economic activity reduces the rate of return on projects, R, the thing which 
reduces the profitability of investment and lowers the absolute value o f the 
slope o f the income constraint, this in turn, reduces the saving ratio 
through the consumer’s endeavour to  reach a higher level of indifference; 
consequently, saving is positively related to the rate o f return on projects.

V

CONCLUSIONS

In view o f the preceding facts and arguments, it may be concluded that :
1. In contrast to  the communo-capitalist theory, the Islamic theory 

considers the consumer as a maximiser of Falah. Falah is the success in this 
life and in the afterlife. Muslims say in their daily prayers: “ Our Lord, 
grant us good in the life on this earth and good in the Iifeafter” .

2. The Islamic economic system, by virtue of the very nature o f its 
institutions, maintains a  high rate o f saving. It must be noted that the 
maintenance o f wealth is not a cost o f production like the maintenance of 
capital (allowance for depreciation). The reduction of the individual 
wealth by Zakat does not necessitate an increase in the rate o f depreciation 
for the economy as a whole. In fact, the deduction of Zakat from the



individual wealth leaves intact the volume of capital in the economy, no 
m atter whether Zakat is paid in terms of consumer’s goods such as food 
and shelter, or whether it is paid in durable or perishable commodities.

3. The inherent forces o f the Islamic system make the perspectives of 
investment an integral part o f the saving decision. This has some significant 
effects on the comparative statics of the system. Saving is positively 
related to the investment opportunities and expectations. This sort of 
relationship implies that, at times o f declining investment expectations, 
saving will decline and consumption will rise. This in turn increases 
aggregate demand and improves expectations.

In the interest system, the decision to invest is completely separated from 
the decision to save. Such a dichotomy provides a major cause for fluctua
tions in the economic activity.

This conclusion, gives an economic interpretation of verse 275 in Surah 2 
which reads: “ And Allah hath permitted trade and forbidden Riba".

4. At the same time that the consumer-wealth owner is cncouragcd to 
(at least) maintain the level o f his wealth by increasing his saving (invest
ment), the distribution o f Zakat increases the disposable income of the 
recipients, thus raising their consumption, i.e., the system provides for an 
increase in output (resulting from the attachm ent o f the decision o f saving 
to  the decision o f investment) and an increase in aggregate demand a t the 
same time.

5. The Islamic system secures larger resources for growth and develop
m ent than can otherwise be done. This is achieved by the autom atic forces 
of the system even without any deliberate economic policy.

6. The system mobilises non-active wealth by dissolving and reintro
ducing it into the economic circuit.

7. The system puts the hand of the economic policy on a big portion of 
the society’s output. Zakat has to be collected and distributed every year, 
giving the economic authority, through the Z akat Fund a hand in in
fluencing the trends o f economic activity as well as its level through proper 
adm inistration o f the Zakat Fund.

8. This study has also shown the significance o f Zakat as a tax on the 
accumulated net worth rather than a tax on income alone. Although it did 
not discuss the distributive effects o f Zakat or its role with regard to  social 
welfare, the study has proved that this kind o f tax plays an im portant role 
in the functioning o f the Islamic system, even as an incentive for investment.

At the end, I must adm it that this paper does not tackle the issue o f a 
fiscal and financial system in Islam. That is to say that this paper does not 
attem pt to  claim that there must be no other taxes but Zakat.
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cu rren t life as a  "life o f  testing". The concept o f  m axim isation is plainly m entioned
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in  the follow ing saying o f  the P rophe t: “ A believer does never reach sa tu ra tion  o f  
good till he reaches his end, H eaven” .

20 F inal spending is defined later.
21 T he Islam ic in junction  in th is regard is th a t one should  no t be avaricious. If  one is 

rich , one  should  enjoy a h igher level o f  spending o n  one’s m aterial w ants and on  the 
prosperity  o f  one’s  lifeafter. Looking th rough  the social h istory  o f  Islam , you may 
find m any applications o f  th is injunction. F o r exam ple, AbO H anifa  used to  enjoy 
good c lo th ing ; and *Abdull&h Ibn A l-M ubarak used to  pray  to  A llah asking Him  
to  give him  richness, and he was a big spender on  charity.

22 T his is a  problem  in i to  n com m odities and  j to  m  ways o f  spending fo r the sake o f  
A llah . M oney priccs o f  the n com m odities arc  assum ed know n. T he subjective 
prices o f  the m  ways are determ ined by three fac to rs: F irst, the  objective weights 
given to  the  j  way in th e  Islam ic teaching, and  their weight in relation  to  th e  i 
com m odity ; second, the capitalisation  period o f  the lifeafter's enjoym ent; and  th ird , 
th e  degree o f  religious consciousness o f  the individual consum er. F o r  exam ple, 
w hile M uslim s were preparing  fo r the battle  o f  T abuk , ’U thm Sn preferred to  give 
aw ay fo r Jih&d all his newly im ported  business; a t the sam e tim e he was offered 
double o r  trip le o f  his cost as profit. H e d id  th a t on  the ground  th a t he had a better 
offer, ten  tim es. H e w as referring to  verse 161 in Surah  6 o f  A l-Q ur'an . In  this 
exam ple, th e  capitalisation  period was zero fo r ’U thm an and th e  level o f  religious 
consciousness was very high; consequently , th e  subjective price o f  spending for 
Jihad  was equal to  its objective relative weight given in A l-Q ur’an.

23 T he P rophet is reported  advising his com panion Sa’d “ you better leave your heirs 
rich  th an  leaving them  p oo r and  dependent on  asking o ther people” . N arra ted  by 
A l-B u k h arlan d  M uslim .

24 See th e  saying o f  the P rophet m entioned in foo tno te  19.
25 These are  m entioned in Surah  9 verse 61 in the Q u r’an , as follows:

“ P oor, needy, em ployees o f  the F und  o f  Z a ka t, those w hose hearts have been 
recently reconciled, those in  bondage and  in  debt, in the C ause o f  A llah, and 
w ayfarer.”

26 T he term s used here d o  not bear the sam e conten ts as in ju ris ts’ literature. The 
definitions given above suit better the analysis in th is paper.

27 T he d is tribu tion  o f  the net incom e o f  the firm (project) between M uqaritf and the 
en trep reneur is outside the scope o f  this paper. H ow ever, som ething m ust be 
m entioned ab o u t it in o rder to  rem ove the confusion which m ay arise abou t the 
w orking o f  the system. In  th e  capitalist theory  o f  incom e distribu tion , input m arkets 
determ ine the share  o f  inputs, capital and  labour. These are considered as costs o f  
p roduction . Sim ilarly, the com m odity m arket determ ines the prices o f  o u tpu t. The 
share  o f  the entrepreneur, profit, is sim ply the residual; i.e., the  difference between 
to ta l revenue and to ta l cost.

In the Islam ic theory, th is is not exactly so. T he cost o f  labou r is determ ined in 
the  fac to r m ark e t; but since interest is prohibited the cost o f  labour equals total 
cost o f  p roduction  in a  simplified tw o-factor model. T he difference between to tal 
cost and  to tal revenue is d istributed  between the entrepreneur and  M uqdritf. This 
is achieved in Q irad  m arket, w here the entrepreneur and M uqdrid  meet. F igure 2 
describes this m a rk e t; the vertical axis m easures th e  percentage o f  the net incom e o f  
the  firm  (T R -T C ) which is given to  M uqarid■ T his percentage is the rate  o f  pro- 
fishare. T he horizon tal axis m easures the flow o f  Q irad  funds, i.e., net investm ent. 
T he supply o f  Qirtuj. funds is a  function o f  consum er preferences as well as the 
profishare ra te  and the expected rate  o f  return  on  projects. A t a higher ra te  o f  
profisharc, the supply o f  investm ent rises, indicating th a t the supply curve is upw ard 
sloping to  the  right. A  change in consum er preferences tow ard m ore saving implies 
a n  upw ard shift in the supply o f  investm ent and  a rise in the expected ra te  o f  return 
on projects shift the supply curve downward.
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In v es tm en t
Figure 2

T he dem and for investment is a  function o f  the rate o f  profishare, the expected 
rate  o f  re tu rn  o f  the project (i.e., the rate o f  net incom e to  to tal investm ent), and the 
entrepreneurial skills. A t a higher rate o f  return on the projcct, the dem and curve 
shifts upw ard w hereas an  increase in the entreprenurial skills, say by an  exogenous 
increase in inventions shifts the dem and curve upw ard bccause it increases the rate 
o f  profishare offered for each level o f  investm ent. T he slope o f  the dem and curve is 
negative bccause a t higher ra te  o f  profishare the desire o f  the entrepreneur to  m ake 
new ventures declines. T he entrepreneurial skills affect the dem and fo r investm ent 
through thecapita l-cn trepreneursh ip  ratio.

It m ust be noted  th a t th is m arket only determ ines the shares o f  M uqarid  and  the 
entrepreneur in the net incom e o f  the firm ; but it docs no t determ ine the rates on 
re tu rn  o r  investm ent o r  on  entrepreneurial skills. T o  determ ine these rates o f 
re tu rn , we need to know  the rate  o f  re tu rn  on  the projcct. O ne result o f  the presence 
o f  Q ira d m arket in the Islamic theory  is tha t it m akes the share o f  the entrepreneur, 
profit (as well as the share o f  M uqarid) determ inistic th rough  the functioning o f  
the supply and dem and ra ther than  being left as a residual. H owever, the full 
im plications o f  changing the share o f  cap ita l, from  being considered a  fixed cost o f  
p roduction  to  becoming a percentage o f  net incom e, still have to  be investigated.



CH A PTER  T H R E E

Some Conceptual and 
Practical Aspects of 

Interest-Free Banking
Dr. Muhammad Uzair*

BA N K IN G  is an im portant financial intermediary and vital institution in 
the economic structure o f any country. It mobilises savings and idle funds 
in an economy and makes them available to  those who can make better and 
fuller use o f them. In this way, banking effects a re-allocation o f the capital 
funds. Besides this main function, the banking system makes possible a 
most convenient method o f making payments through chequing facilities, 
and renders many other subsidiary services. An im portant question that 
agitates the minds o f those who think on Islamic economics, whether pro
ponents or critics, is the feasibility o f interest-free banking. It is proposed 
to  discuss here, briefly, certain conceptual and practical aspects o f the 
issue.

At the very outset it is desirable to  lay down the axioms or assumptions 
for the following discussion. The first axiom is that interest in all its forms 
is prohibited by the Holy Q ur’an. This also implies that there is no room or 
justification to  introduce various interpretations on the term Riba as has 
been attempted by some scholars. The second axiom is that the Muslim 
society in an Islamic State is genuinely interested in eliminating Riba and 
sincerely desires to  introduce a system o f interest-free banking, not as a 
supplement to, but as a substitute for the prevalent system o f banking. 
This means that the members o f the society and the State are not only 
interested in making the change, but are prepared to bear the inconvenience 
and the difficulties that would be unavoidable in the transitionary phase of 
the changeover. These two axioms have been mentioned in the beginning 
because it is not only a scientific system o f analysis and writing according 
to  research techniques, but is also the approach o f the Holy Q ur’an itself.

*D r. M uham m ad U zair, C onsu ltan t, Investm ent C orpora tion  o f  P akistan , is am ongst 
th e  p ioneers o f  R iba-free banking. He has also served as Professor o f  Economics. 
U niversity o f  K arach i; D irector, Institute o f  Business A dm inistration , K arach i; and 
M em ber, M onopoly  C om m ission, G ovt, o f  Pakistan.
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In the very beginning of the Holy Book, preconditions have been laid down 
regarding the people who are likely to benefit from the guidance, from the 
code o f life, given in the Q ur’&n.

I. Redefining the Factors of Production
In the light o f  the above-mentioned axioms, let us now look at the need 

to  modify the conceptual framework o f economics to  suit the requirements 
o f Islamic economics. The beginning will have to be made by redefining the 
factors of production.

A postulate which is essential for the analytical framework o f Islamic 
economics is that capital as a separate factor o f production does not exist, 
but is a part of another factor o f production, namely enterprise. This 
means in essence redefining the term “ enterprise” in a broader way so as to 
include “ capital”  as a part thereof. This, it may be mentioned, is not 
difficult to reconcile. With the passage of time and technological changes in 
methods o f production, the definitions o f other factors of production have 
also gone through changcs. Land, for example, does not mean land in the 
limited sense any more, but for all practical purposes land today is 
synonymous with the term “ natural resources” . Similarly, the term 
“ labour” has becomc wider, to  include not only the industrial worker in 
the limited sense, but white-collared personnel, as well as the managerial 
personnel in any productive unit. Thus, for all practical purposes the term 
“ labour” now denotes all “ human resources” . Moreover, considering the 
modern methods o f production, along with an assessment o f the qualitative 
process o f production, suggests the need for considering technology as an 
im portant factor o f production. Technology plays its role whenever there 
is a relationship between natural resources and human resources. The pro
duction resulting from a combination o f natural and human resources is 
also determined by technology. It needs no proof or effort to  establish that, 
given the same inputs o f natural and human resources the quality o f the 
“ enterprise” factor and the quality o f the “ technology” factor will lead to 
different outputs in two productivity units, or indeed in two different 
countries. In the text books o f economics one finds that whenever there is 
a discussion o f economic laws, such as the law of diminishing marginal 
utility or the law o f diminishing marginal returns, a qualification is men
tioned that the quality of the commodities and the inputs respectively 
remain the same or unchanged. However, in practical life we find that 
except in a very primitive society things do not remain the same and the 
qualities o f commodities or inputs invariably changc over a reasonable 
span o f time. This in other words means that in the present day, tech
nology has become such an im portant factor that the quality of products 
and the quality of the natural resources, as well as the quality o f the 
human resources applied, always change with the passage o f time, except 
perhaps in a very short run or a t one point of time in a limited sense. The



importance o f technology thus has to  be recognised as a factor of pro
duction and assuming that this factor remains constant means laying down 
an  assumption which is not relevant to the facts o f practical life.

The postulate o f combining capital with enterprise is conceptually not 
too difficult to  reconcile. The definition o f the term “ interest” in the 
economic literature has already been broken down into two parts on a 
conceptual level. A distinction has been made between the return on the 
capital, and the “ risk premium” to take care o f the risk or uncertainties in 
recovery and other things. This distinction implies that conceptually 
speaking interest and profit have some resemblance, in that interest in
cludes reward for risk while profit constitutes a  reward for uncertainty. 
This, in other words, means some resemblance between capital and enter
prise. Moreover, the formation o f large corporations and companies with 
a large number o f shareholders -  sometimes more than a million -  and the 
institution o f raising share capital o f joint stock companies from the general 
public have tended to  combine the functions o f enterprise and capital in 
the same persons. Entrepreneurs, therefore, are not only the small number 
o f promoters who conceive and initiate a particular project but also the 
large number o f shareholders who join the sponsors or promoters and also 
become entrepreneurs. All that these large number o f entrepreneurs are 
doing is to  provide capital, or more precisely “ risk capital” and agreeing to 
accept the return or profit on their investment which is not predetermined 
but has some uncertainty regarding the rate of dividend likely to  be 
declared, and be mentally prepared for the extreme possibility o f not 
receiving any dividends if the performance o f  the company or the project is 
not nearly as satisfactory and fruitful as was anticipated by the people who 
subscribed to  the share capital.

W ith the passage o f time the concept or definition o f a bank has also 
undergone many changes. The modern-day banks are no longer operating 
on the classical lines of commercial banking, namely short term loans o f 90 
days in the nature o f “ self-liquidating” loans o r bills. The classical concept 
o f a  commercial bank as providing only short term capital for three 
m onths has undergone changes. The modern banks, not only in developed 
countries but also in developing countries, are engaging themselves in a 
big way in financing industries and agriculture. This financing, moreover, 
is not confined to  short term capital but includes credit facilities to  help in 
acquisition o f fixed assets for intermediate terms as well as long terms o f 
maturity. Thus, the distinction between commercial banks and develop
m ent banks is fast disappearing because o f the structural changes in the 
economic activities o f most o f the countries. Commerce is no longer the 
most im portant sector for the banks. The relative importance o f this 
sector has declined in all countries, including the developing countries. 
Similarly, the investment operations regarding the earning assets o f the 
banks have increased. Investments by banks are not confined to short
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term treasury bills or even long term government bonds bearing interest. 
Commercial banks have started making investments in the equity shares of 
enterprises, so enabling the banks to  collect dividends on those shares. 
Thus, it will be noticed that the water-tight compartmentalisation of 
commercial banks and investment banks is also disappearing gradually. In 
brief the commercial banks are moving from purely commercial banking 
to  development and investment banking, thus getting used to examining 
carefully the profitability o f the projects or the scripts in which they use 
their funds. Scientific financial and credit analysis are in practice in all the 
good banks. Thus, the banks should not find it difficult from a practical 
point o f  view to shift from interest-earning bodies to profit-sharing or 
dividend-receiving bodies.

II. Flaws in the Theory of Interest
The theory of interest has always been a very difficult area in economic 

literature. The application o f a marginal productivity approach has not 
been found to be very helpful in the case o f interest. Complex explanations 
have been attempted to explain the rationale o f charging interest, the rate 
of interest and the supply of capital funds. Some of the explanations which 
have been given are: (a) Time Preference Theory, (b) Abstinence Theory, 
and (c) Liquidity Preference Theory.

The most formidable treatment of the theory o f interest has been given 
by Austrian economist Bohm-Bawerk. He tried to  explain the rationale of 
interest and the rate o f interest in terms o f time preference, namely the 
concept o f technical superiority of present over future. This implies that an 
average person prefers present over future and if he is required to forego 
the present comfort or use o f his funds, he is entitled to some remuneration 
known as interest. However, the explanation of capital formation is rooted 
in the “ roundaboutness” o f the method o f production.

This complex concept takes us to a primitive society, and an explanation 
o f  capital is given in terms o f “ physical capital" formation, or to be more 
exact, accumulation of “ capital goods” . Naturally, an explanation o f the 
origin of accumulation o f capital goods cannot be used to  explain capital 
formation and allied rationale for charging interest in a period when cash 
capital or “ capital funds” arc used. Moreover, Bohm-Bawerk -  who tried 
to  offer a counter-thesis to the concept of Karl Marx -  by emphasising the 
roundaboutness of production ends up with an explanation o f capital 
formation in terms o f primitive capital which in turn brings his thesis very 
near to the labour theory o f value expounded by Marx.

Similarly, the concept o f  abstinence given by some other thinkers is 
untenable in the present society. In the practical life of today, we do not 
see any abstinence on the part of those who provide the bulk o f the savings 
or the capital funds. This can perhaps be possible in a  very primitive 
society where the government may force the people to save, thus causing an



abstinence or sacrifice on the part o f those who save, providing capital 
funds, thus entitling them to  a reward for the abstinence or the sacrifice in 
the form of an interest payment. The concept o f “ forced saving” of the 
modern variation is even less applicable in the case o f a saving process 
making available the capital funds and justifying the payment o f interest 
thereon.

The Keynesian concept o f “ liquidity preference” as a justification or 
rationale o f interest on the supply side is accompanied by a concept of 
marginal efficiency of capital on the demand side. In the Keynesian frame
work these two concepts determine the rate of interest. The determination 
of interest by liquidity preference is not exactly the same thing as deter
mination o f interest by supply o f savings or investible funds. However, 
doubt has been expressed about the validity of this explanation. It has not 
been established whether the supply of liquid funds or savings in general 
arc determined by the rate of interest, though they may be partially affected 
by that phenomenon.1 Thus we find that economists have been hard put to 
explain the rationale of interest and the rate of interest.

Perhaps the theory of interest is the least clear part of the entire economic 
theory. This is so because an effort has been made to explain something 
which is difficult to justify. Those who have tried to give some rationale, 
taking into account and criticising other theories and explanations had 
ultimately to use the concept o f opportunity cost. The rate of interest 
according to them consists of three parts: (a) the basic interest rate,
(b) a risk premium, and (c) administrative costs involved in the lending 
process. The combination o f the first two components, namely the basic 
rate and the risk premium constitute the opportunity cost.2 However, no 
valid and sound explanation has been given regarding the basic rate itself. 
The basic or the minimum rate has been taken as the rate o f interest 
charged by the government on their securities which have practically no 
risk o f non-recovery.

The basic rate o f interest or the opportunity cost has been identified as 
the government rate of interest on its securities wherein no risk is involved. 
This is hardly a satisfactory conceptual explanation. This rate paid by the 
government is an arbitrary decision, and a constant rather than a variable 
explained in the normal economic powers.

Another practical difficulty in explaining the rationale of interest and its 
rate is the fact that capital funds actually used for investment purposes 
come from different sources. On an ex post facto  basis the total investment 
and the total saving are supposed to be equal not only in the Keynesian 
framework but also in the analysis o f those who partially differ with 
Keynes. However, on ex  ante basis the investment and savings may not be 
equal according to  the economists. The difference is because of the fact that 
investment is supposed to  be the function of the entrepreneur, while 
saving the supply o f capital is the function o f  the capitalist o r the saver.
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For the economy as a whole, though, what really matters is investment or 
the saving actually used. Thus the real thing of significance is the capital 
funds. The courses o f supply o f capital funds in the present-day economy 
are various:

(a) The most im portant source for the supply of capital in modern 
industrialised society is the “ retained earnings” or the reserves 
built by various productive units. In many advanced countries, the 
retained earnings constitute more than half o f the additional funds 
required. This portion o f available capital funds naturally is not 
determined by the rate o f interest but is a function o f other variables 
such as possible uses and expected rate o f return on the investible 
funds accumulated in the form of retained earnings by the corpora
tions and companies.

(b) Capital funds made available and used in the form o f equity invest
ment, namely new investment in shares issued by various productive 
units or companies. At present, with joint stock companies as the 
typical form of business ownership and organisation, an im portant 
and significant part of total capital funds, and utilisation o f savings 
o f the people, takes this shape.

(c) Capital funds available in the form of lending on the basis of 
interest. This shape or form o f savings may be used in government 
securities, debentures or bonds of the private sector, and deposits in 
the banks.

Looking at these three alternative sources o f supply o f capital funds one 
is bound to realise that at present, two out o f these three alternative sources 
o f capital funds originate without any consideration o f interest. One finds 
that the bulk of the total capital funds take the shape o f equity investment 
in one form or the other. This development, therefore, leads us to justify 
the merging o f the two factors o f production, namely enterprise and capital 
into one single factor. Thus consequent elimination o f interest as a  form of 
reward for capital is justified for two reasons: Firstly, that conceptually a 
sound and correct explanation o f interest as a remuneration has not been 
possible by the economists who have thought little on the subject. 
Secondly, looking at the practical operation o f the present-day economy 
we know that the sharp line o f distinction between capital as a factor o f  
production, and enterprise as a  factor o f production, is not tenable, as it 
would be in a primitive society where everything can be explained in terms 
of labour theory, as done by Karl Marx.

Under the present analytical framework o f modern economic theory 
capital is a  factor of production entirely different from all other factors of 
production. The differences between the characteristics o f capital and 
other factors a re :



(a) Unlike other factors o f production, capital is itself the result of 
production, or a produced means o f production. This does not 
apply to other factors like land, labour and enterprise.

(b) The origin of capital, and the accompanying justification for its 
remuneration, are derived from the accumulation o f physical 
capital or capital goods in a primitive society. However, the same 
justification for reward or remuneration is applied to cash capital or 
capital funds. This is a unique treatment and creates confusion.

(c) Factors o f production other than capital lose some degree o f pro
ductivity and utility with the passage of time. While other factors of 
production wear out or depreciate with usage, capital in the sense of 
“ cash capital” as different from “ physical capital” does not wear 
out or lose its value over time.

(d) While in the case of other factors o f production, there is always 
some unavoidable difference in quality between one unit and the 
other units, capital in the sense of “ cash capital”  is of uniform 
quality as far as various units are concerned.

These differences between capital and other factors of production 
naturally raise a question as to  whether the capital is a factor of production 
at all, or is it only a tool or means for another factor o f production, 
namely enterprise. It is known that pre-enterprise in the sense of enterprise 
without having some capital along with it, does not exist in practical life. 
This means that there are capital funds available in two forms and in two 
manners, namely capital which goes automatically with enterprise, usually 
known as the “ risk capital” , and the pure capital or credit which is 
available at a certain rate of interest. Logically, therefore, capital should be 
merged with the other factor of production known as enterprise.

The separation o f enterprise and capital has created not only conceptual 
problems but has caused practical problems in the operation o f the 
economy. According to  monetary theories of trade cycles, most of the 
cyclical fluctuations have resulted from an over-investment or under
investment o f “cash capital” in the economy. The lack of synchronisation 
between saving and investment on ex  ante basis has created the problems. 
Through the borrowed capital, which has no relationship with the volun
tary saving, there is always the possibility o f over-expansion resulting in 
lack of synchronisation between saving and investment. Hayek, a leading 
proponent of the monetary theory of trade cycles, points out :3

“ Nobody has ever asked them to pursue a policy other than that 
which, as we have seen, gives rise to cyclical fluctuations; and it is not 
within their power to do away with some fluctuations, seeing that the 
latter originate not from the policy but from the very nature of the 
modern organisation of credit. So long as we make use of bank credit 
as a means o f furthering economic development, we shall have to  put
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up with the resulting trade cycles. They are in a  sense the pricc we pay 
for a speed o f development exceeding that which people voluntarily 
make possible through their savings and which, therefore has to  be 
extorted from them.”

Thus, if capital is merged with the factor of enterprise, over-expectations 
and, therefore, over-expansion of credit can be eliminated. The defects of 
the banking system on a credit basis, pointed out by Hayek, can be over
come if  the banking business is reorganised in such a m anner that capital 
and enterprise move together. If there is this merger o f capital with enter
prise, the possibilities of over-expansion of credit will also be eliminated. 
This means that all capital becomes ‘‘risk capital” , or a part o f enterprise. 
The decisions of the members o f entreprencural groups will then not be in 
a vacuum and on a presumption that bank credit will be available on a 
contractual basis and at a rate of interest which is substantially lower than 
the rate o f profit. If banking business is reorganised in such a m anner that 
the depositors interested in earning some income on their deposits are 
required to share the profit and loss with the users of the capital funds or 
the entrepreneurs, a  better equilibrium will emerge and a more harmonious 
relationship between ex ante savings and investment will be possible.

III. Basis of Interest-Free Banking in an Islamic Framework
We have seen earlier that capital is an instrument of enterprise both 

from a conceptual point o f view and from a practical point of view. We 
will now have a look a t the conceptual basis o f  interest-free banking in the 
framework of Islamic tenets. As mentioned in the beginning, we start from 
an axiom or assumption that “ interest” as a form of payment for use of 
capital funds is prohibited. The Holy Q ur’an ordains the prohibition of 
“ interest” (Riba) at least five times in the second Surah. This prohibition of 
interest has been put as (i) Madness (Takhabbut), (ii) a thing God wants to 
“destroy” ( Mahq), (iii) a thing which if not abandoned deserves a “ war” 
(Harb) from God, (iv) a thing which is anti-thesis of faith (Iman) or in 
other words infidelity (Kufr), and (v) a thing if persisted in which calls for 
permanent abode in hell (Khulud fin-Nar). These aspects of Riba, as it is 
looked upon in the Qur’an ,4 have been mentioned only as examples.

As interest is prohibited for all purposes and in all its forms as far as the 
Islamic framework of thought is concerned, we have to  look for guidance 
for a system o f banking which is in consonancc with Islam. The conceptual 
basis for a better banking system even according to  general economic 
theory would be the one wherein capital is a part or partner or instrument 
of the factor o f production known as enterprise. Thus, we have to look in 
Islamic literature for a  permissible form of business relationship between 
those who provide capital funds and those who use the same, on the basis 
of sharing profit or loss as the case may be. In this connection we find a
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mention o f the institution o f Mudarabah or Qirad or Muqaradah. Accord
ing to a great Muslim jurist, Imam Sarakhsi, the definition o f the institution 
o f  Mudarabah based on the Q ur’an and the Sunnah is as follows.5
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Translation: “ The word Mudarabah is derived from “Qarb on Earth” . 
It has been so named because the Mudarib (user o f others’ capital) 
qualifies to get a share of the profit on account o f his endeavours and 
work. He thus participates in the profit as well as having the right to 
use capital, and strive according to  his discretion. People of Madinah 
call this contract Muqaradah which is derived from the word Qardt 
meaning “ surrendering” . The owner o f capital, thus, surrenders his 
own rights over that portion o f capital, to the A m il (user of capital). 
This is how it has been so named. We have, however, chosen the 
former name as it conforms to what occurs in the Book o f Allah 
saying ‘and others strive on earth seeking the gift of G od’ . . . ”

The legality o f this kind o f partnership between the supplier o f capital 
and user o f capital is also recognised by other jurists o f Islam such as 
Burhanud-Din ‘All b. Abu Bakr al-M arghinani (in his work Hidayah) 
and ‘Ala’ud-Din Abu Bakr b. Mas‘ud al-Kasani (in his work A l-B adai4 
was-Sana’i ' f l  Tartlb ash-Sharui'). Actually the institution is one of those 
tha t prevailed in Arabia before Islam, but was found to conform with the 
Islamic principles and was thus retained in the Islamic framework. Ibn 
Rushd says about Mudarabah:6
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Translation: “ And there is no difference of opinion among the 
Muslims about the legality of Qirad. It was an institution in the pre- 
Islamic period and Islam confirmed it. They all agree that its form is 
th a t a person gives to  another person some capital th a t he uses in
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business. The user gets, according to conditions, some specified 
proportion of the profit, i.e. any proportion they agree, one third, 
one fourth or even one half.”

The two above-mentioned extracts from leading jurists o f Islam indicate 
the legality of a  partnership between the saver, or the supplier o f the sav
ings, and the user of the savings or the investors. Before we proceed further 
it may be mentioned that the term ‘‘user of capital”  as used in the above 
quotations does not mean only physical worker or labourer in the limited 
sense but would include entrepreneur or the person who uses the in- 
vcstablc fund according to  his abilities, experience, and expertise. This 
difference between society o f that particular type and the present-day 
business framework explains the reason why the user of capital would now 
include the entrepreneur rather than workers or labourers alone. M ore
over, even in those days some o f the users o f capital were not workers or 
labourers in the limited sense but were businessmen who used the capital 
for actual investment purposes. Thus the contract or the arrangement of 
Mutfdrabah or Muqdra4ah is actually an arrangement o f partnership or 
profit sharing between the supplier of capital and the user o f capital who 
work together as partners and share the profit or loss as the case may be. 
This is in brief the foundation o f partnership between capital and enter
prise in the Islamic framework.

We have now to apply the above-mentioned principles of partnership 
between capital and enterprise in the field o f banking. It may be mentioned 
that in the case of interest-free banking in an Islamic Society there will be 
three parties: (1) The actual user of capital or entrepreneur; (2) The bank 
which serves as a partial user o f the capital funds and as an intermediary 
link; and (3) The supplier o f savings or capital funds, i.e. depositors in the 
bank. Thus, there is a  triangular relationship between the actual entre
preneurs, the banks, and the depositors. One tier o f Mutfarabah partner
ship will be between the depositors and the bank; and the other tier will be 
between the bank and the ultimate or actual user o f the fund or the entre
preneur. There may be for example an arrangement that the entrepreneur 
(or the borrower in the present-day banking system) and the bank would 
share the profit in a ratio o f 50 per cent each, or 60 per cent for the 
entrepreneur and 40 per cent for the bank, or any such ratio which may be 
agreed upon between themselves may be regulated by the government or 
the central bank. Similarly, there will be an arrangement between the bank 
and the supplier o f capital (depositors in the present banking system) for 
sharing the profit in the ratio o f 50 per cent each or 60 per cent for the bank 
and 40 per cent for the supplier o f capital funds or the depositors. This may 
seem at first sight to be a complex arrangement, but once the system  is 
introduced and begins to operate in practical life, it will become as 
mechanical and routine as the present-day system wherein banks charge a



higher rate of interest on certain categories o f deposit while paying nothing 
to  some types o f depositors, e.g. the Current Account depositors. The 
source o f profit for the bank is the difference between the interest it 
receives and the interest it has to pay to the depositors. Similarly, in the 
changed framework required for interest-free banking, the entrepreneurs 
and the bank would share the profit on an agreed percentage or ratio, a 
higher proportion going to the entrepreneur vis-a-vis the banks; and the 
depositors would share a smaller proportion o f what comcs to the bank. 
Variation in ratios may reflect different tiers of the system.

W hether percentage or the ratio for sharing the profit between the entre
preneurs (borrowers) and the banks on the one hand, and that between the 
banks and the depositors on the other, should be determined in the 
normal course of business activities and bargaining or should be regulated 
by the government or central bank as a policy variable or a political 
decision by the government cither arrangement would serve the purpose 
as far as the conceptual framework is concerned. The decision will have to 
be taken in the light of the actual circumstances prevailing and the in
clination o f the people who make the decision. On the face of it, it may 
seem that a ratio of two thirds for the users (65 per cent) and one third for 
the suppliers (35 per cent) would seem to be a reasonable arrangement 
because this would be a good via media. In the extract given, one 
extreme being the 50 per cent for cach party, and the other extreme being 
one quarter for the supplier and threequarters for the user of capital. 
However, the central bank o f the country can be empowered to introduce 
slight modifications in the details of the terms and conditions from time to 
time, depending upon the overall economic situation and the expansionary 
or contractionary policy pursued by the central bank in the interest o f the 
overall national economic well-being of the country. This power would be 
analogous to the power to  change the “ bank rate” in the present system.

The above arrangement would take care of the main profit-earning 
activity of the banks in an interest-free banking system. To be more pre
cise, the arrangement pertains to what could be described as the “ invest
ment account” deposits in the banks. As far as the demand deposits or the 
demand liabilities are concerned, the matter is simpler as will be discussed 
a little later. Similarly, subsidiary services or the activities of the banks will 
remain unaffected. These subsidiary services which arc not the main 
profit-earning activities from the point of view o f the banks themselves, 
constitute an important service for the clients of the banks. The sub
sidiary services are: remittance facilities, safe vault arrangements and many 
other relatively smaller services. The real question regarding the feasibility 
o f the interest-free banking system relates to  the main profit-earning 
activities o f the bank, namely the loans made available to the industrial and 
business sectors for whom the bank finance constitutes an important 
activity. This main business of banking we have already analysed above.
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We will now turn to  discuss the operational aspects of interest-free 
banking.

IV. Structure of Banking Business
Having discussed the basis and character of long-term loans in Islamic 

banking we have to analyse the practical structure of banking operations in 
interest-free banking. In this connection let us first discuss briefly the 
deposits of various categories in a commercial bank under any system, and 
then see how things would stand in an interest-free banking system. The 
analysis will be based on an approach o f sources and uses o f funds, 
namely inflow o f deposits and the generation of earning assets therefrom. 
In the analysis o f deposit types, we can also use the Keynesian approach 
o f “ motives” o f “ liquidity preference” and savings. The deposits in com
mercial banks arc of three broad categories, nam ely: (a) Fixed Deposits or 
Time Deposits, (b) Savings Bank Account Deposits, and (c) Current 
Account Deposits. The motives of the deposits and depositors in the three 
categories are different.

The motives of the depositors in the first category, namely fixed deposits, 
is “ investment motive” or “ finance motive” , that is to earn on the idle 
funds some income during the period that they themselves do not utilise 
those funds in their normal business operations. In the changed framework 
o f banking the deposits in the Fixed Deposits or Time Deposits category 
will become “ Investment Deposits” . These deposits will be invested by the 
banks by making these funds available to  the parties who need these 
investment funds to generate and earn income thereon. These investment 
funds or loans would constitute the main earning activity o f banks in 
interest-free banking. In case o f excess demand for loans, part of the funds 
can be obtained from the next category o f deposits, as we will discuss in the 
next paragraph. However, in case o f even more demand, the bank can 
resort to borrowing from  the central banks as is done a t present. Needless 
to say the availability of the funds from this source will depend on the 
monetary policy o f the central bank, which is quite understandable. The 
profit or dividend earned on these funds can be utilised by the banks for 
distribution among the “ investment depositors” . The income or dividend 
earned from these funds can be credited on a pro-rata basis to  the 
depositors in this category.

The second category of deposits, namely the Savings Bank Account 
category is also motivated by the desire to save some funds and to  earn 
some income. The main difference between Fixed Deposits and Savings 
Bank Deposits is the nature and kind of depositions. The Fixed Deposits 
are the deposits by the business community and other sections o f the 
population which are well off and have idle funds for which they themselves 
cannot think of a direct investment, either because of lack o f information 
ab o u t opportunities o r because o f  lack o f  initiative and a desire to  avoid



taking any risks. The primary motive is “ investment motive’’ or “ finance 
motive” while the secondary motive may be “ precautionary motive” . The 
depositors in the Savings Bank category on the other hand are people in 
the middle class and the motive of these depositors is saving for a pri
marily “ precautionary motive” while the secondary motive may be 
“ investment motive” or “ finance motive” . The people in this category 
prefer to  deposit in a Savings Bank Account instead o f a Current Account 
because their motive may be to earn a little income on it during the period 
that these funds are deposited with the banks. The banks invest these funds 
by giving loans to other parties or by buying some securities o f cither the 
public or private sector. In the changed framework the banks can invest 
these funds as they do now and credit the income thus earned to the 
accounts o f depositors on a pro-rata basis.

The third category o f deposits, namely the Current Account Deposits 
are owned by different sections of the population with primarily the 
“ transaction motive” o f keeping the excess liquidity readily available so 
that the depositors can write cheques on these accounts, thus finding a 
convenient method o f spending and making payments. Since the motive 
o f the depositors in this category is not to earn any profit or income, the 
banks generally do not and need not pay any return on this category of 
deposits. In the changed framework the funds available with the banks in 
this category will not be invested for making loans or investment and other 
securities. However, the banks can use this short term excess liquidity of 
the depositors to  make very short-term loans to the parties which run out 
o f liquidity because o f unavoidable problems in cash management and 
lack of synchronisation between inflow and outflow of cash resources. 
Thus, the funds in this category do not require the banks to make any pay
ment of profit or dividends to the depositors. In fact the modern banks in 
many countries realise moderate “ service charges” besides the cost of the 
chcque books, from the depositors in this Current Account or Chequing 
Account. The rationale for this charge, besides recovery of unavoidable 
costs, is that the banks make available the convenient service o f making 
payments, enjoyed by the depositors in this category. Logically, therefore, 
the very short-term loans made out of the funds in this category do not 
entitle the banks to charge anything from the parties which borrow for 
very short term purposes to balance the liquidity position rather than to 
make investment in profitable ventures.

This treatment of the Current Account Deposits solves the fundamental 
problem which arises in the minds o f people with regard to  interest-free 
banking. The banks will not charge anything on the loans made out 
o f the funds in this category of deposit. However, the banks can recover 
from the clients a moderate amount as scrvice chargcs to take care of the 
cost which is incurred in making book-keeping entries and such other 
activities which are unavoidable in the process of making short-term loans.
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If, however, the banks still have some excess liquidity -  after taking into 
consideration the cash resources and compulsory liquidity required by the 
central bank -  they can make use o f the funds in this category for holding 
near cash items like government treasury bills, of course without interest. 
Even in the present situation the interest on treasury bills is very nominal, 
and a changeover from the present system to the interest-free banking 
system will not involve any serious problem. Inter-bank lending on a short 
term can also be made out o f the excess liquidity in this category of 
deposits.

In the light of the above picture o f the structure of banking without 
interest, the financial viability and operational feasibility can be seen 
clearly. With the help of this outline a Balance Sheet (or position statement) 
and a Profit and Loss Account (or Income Statement) can be easily drawn 
up to  show that the banking operations can be as smooth and profitable in 
an interest-free system as in the present one. The discussion, it is hoped, 
would be convincing not only for economists but also for the practical 
bankers.

V. Some unresolved Practical Problems
After discussing the overall structure of banking, let us look, in greater 

detail, at some practical problems which agitate the minds of students and 
critics of interest-free banking.

(a) Short-Term Credit
An im portant unresolved question in the literature on interest-free 

banking is that o f very short-term loans. We know for a  fact that in spite 
of the structural changes that have taken place in the banking business, an 
im portant segment of its activities is the provision o f short-term loans or 
overdrafts. Sometimes these short-term loans may be for a period o f much 
less than three m onths or the classical 90 days transactions.

A genuine question arises as to how can the banks be rewarded or re
munerated for these short-term loans for which the determination of profits 
is impracticable and even irrelevant. It has been argued by some writers 
that this should be a free service which the banks provide to their clients. 
This, however, does not seem to be a very realistic approach to the prob
lem. We have to prove the feasibility and viability o f the interest-free 
banking system as a business institution rather than a relief organisation. 
Any assistance by a bank to  any party involves incurring certain costs for 
which a bank, being a business institution, has to  be compensated. The 
solution for this problem has to  be found on business lines rather than as a 
goodwill gesture from a partner. Moreover, there is no denying the fact 
that the party which borrows for a short-term period is going to  put the 
borrowed funds to some use from which certain earnings can be, and 
usually are, derived. The bank has a  right to  share in the same with the



borrowing parties or the clients. Perhaps a realistic approach would be 
that the bank classifies these short-term loans into various categories. Let 
us have a look a t the various categories o f short-term loans and their 
respective treatm ent in interest-free banking.

(1) Short-term loans fo r  one year or a quarter thereof This category would 
include loans for a period of three months, or a quarter o f a year, up to  one 
year. This period is adequate for determining the actual profitability o f the 
funds used by the borrowing unit. Many firms draw up quarterly accounts 
for internal purposes of budget control and managerial efficiency. If this is 
done, or can be done by the borrowing firms the problem can be solved for 
the banks. Alternatively, the average annual rate of profitability for the 
borrowing firm can be used as a  criterion for a  quarterly period and can be 
applied for two to three quarters as the case may be. The annual rate of 
profitability o f a particular borrowing party is known to a  bank and can be 
determined very easily and, therefore, can be used in case it is not possible 
to  determine specifically the actual return earned on the borrowed funds 
in as much as they become a part of total funds used by the borrowing 
party.

(2) Short-term loans fo r  one month to three months. For this period there 
are again two possibilities:

(a) Either we can apply the annual rate of return criterion to  the small 
fraction o f a  one year period, i.e. one month to  three m onths; or

(b) We can try to determine the specific rate o f return on the borrowed 
funds. In case these short-term loans for one to  six months maturity 
are obtained for the classical type of “ self-liquidating” bills, namely 
financing the import or purchase o f any particular goods such as 
spare parts, industrial raw material, and such other purposes, the 
specific profitability resulting from the additional funds can be 
determined without any difficulty.

(3) Short-term loans fo r  less than one month. Loans for a period of less 
than one month are usually meant for improving the liquidity position of 
the borrowing firm. In the cash management o f the borrowing firm or 
persons, there may be some unavoidable difficulties o f synchronisation of 
inflow and outflow o f the cash resources, thus necessitating additional 
liquidity. With the passage o f time the cash management o f the borrowing 
parties or funds can be improved so as to  minimise the need for borrowing 
funds for this purpose. To the extent, however, that this becomes unavoid
able for the borrowing firm, it can make use of the credit facilities from 
its bank. Since the nature o f the problem is to supplement or improve the 
liquidity position rather than  investment in the real sense, the criterion o f
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rate o f return is neither relevant nor feasible. The bank can guard as well as 
remunerate itself by doing two things:

(a) There will have to  be a “ limit” on the amount or the standing “ line 
o f credit” or overdraft for the short-term liquidity requirements, 
based on the average deposit balance or credit o f the borrowing 
party for the entire year.

(b) The bank can compensate itself for the cost incurred on the trans
action, that is first debiting the account o f the borrowing party and 
later crediting the account. For this purpose the bank can recovcr a 
“ service charge” based on scientific lines. This service charge, on a 
per transaction basis, will be different from interest because it will 
not be tied down to the length of time within one m onth or to  the 
amount borrowed. Moreover, realising service charges is not new 
for the banking business.

(b) Consumer Credit
Another unresolved issue in the context o f interest-free banking is that 

o f consumer credit or non-productive credit, which has always been an 
unavoidable phenomenon in any kind of society. Mostly this phenomenon 
has been pertinent to the poor and the needy in the low income brackets. 
The purpose has been mostly to  meet certain unanticipated exigencies for 
personal or family purposes. Today, however, the phenomenon o f con
sumer credit has gained a new dimension. Present-day consumer credit 
is characterised by two phenomena. First, it is not confined to  the poor and 
the needy in the lower income groups but has become a practice or 
phenomenon for the middle class. Secondly, the purpose of consumer 
credit in the new context is not meant only to  meet certain exigencies, but is 
a  conscious and deliberate attem pt to raise the standard o f living, wherein 
consumer credit is required to financc the purchase o f durable consumer 
goods, house building, etc. Higher demand for consumer credit today is 
the result o f a  conscious and planned effort on the part o f the producers 
and sellers of durable consumer goods. In other words the created demand 
for the newly developed durable consumer items has tempted the people of 
the middle class to raise their standard o f living in advance o f higher 
income expected in the future, or sometimes even without this expectation. 
In the latter cases the repayment is made out o f the salaries o f  the people 
over a  period o f time. A question, therefore, arises as to what will be the 
solution o f the problem of consumer credit in an interest-free banking 
system.

The question o f consumer credit can be examined on the basis o f the 
different segments of population from which the demand for such credit 
emanates. Let us first take the case o f consumer credit for the low income 
groups. The segment o f  population in this category m ight consist o f  two



sub-scctions, one consisting of the people employed in government 
agencies or in the private sector, and the second consisting o f the self- 
employed people and farmers in the agricultural or rural sectors. As for the 
employed people they can meet their requirements o f consumer credit from 
their respective employers. In cases where schemes o f a contributory 
provident fund or pension fund exists, this can be done even more con
veniently. As far as the self-employed people and the rural people in the 
agriculture sector are concerned this may be done through co-operative 
banks or such other specialised agencies created by the government.

Coming to  the consumer credit of today used by people in the middle 
class, a fundamental question arises at the outset. The question is whether 
it is desirable to encourage people to live beyond their means in a  race for 
raising their standard of living. From the socio-economic point of view, 
perhaps this may seem quite undesirable in any society including the high 
consumption societies of the West. jMany sociologists and economists in 
those countries are worried about this phenomenon in the rich countries. 
While the sociologists are concerned about the desirability o f “ living 
within one’s means” , the economists are concerned about the excessive 
credit expansion and susceptibility of the economy to the cyclical fluctua
tions. The case in developing countries or relatively poorer countries is 
slightly different and may seem desirable and unavoidable from a socio
economic point o f view. Here again the people concerned may be either 
employed or self-employed. The employed people can again use the facility 
of borrowing from their employers to finance the purchase of durable con
sumer goods. As for the credit meant for house building purposes, this can 
also be partly met from the employers as is the practice in government 
agencies and the private sector in most of the countries. However, there 
can be also a specialised institution sponsored by the government to  pro
vide housing facilities on a hire purchase basis. Alternatively there can be 
private agencies which make available houses on a hire purchase basis. 
The sclf-cmploycd people can use the facilities of the specialised housing 
agencies in the government or in the private sector.

In spite o f alternative available sources there may be a residual demand 
for consumer credit which has to be met by the commercial banking 
system. This residual demand can be met by the commercial banks partly 
by financing the commercial houses or agencies which supply the goods on 
hire purchase or on an instalment basis. In other words, instead of meeting 
the demand side, the commercial banks would mostly finance the supply 
side and share the profit with the agencies selling the durable consumer 
goods on hire purchase or on an instalment basis. Thus, by a proccss of 
elimination there will be a very small section o f the population which may 
approach the commercial banks for consumer credit because no other 
alternative sources are available. A commercial bank in an interest-free 
banking system will meet this residual demand on the merit o f the cases,
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out of the residual fund available to  them. The residual funds with the 
banks may be in the Current Account deposits or Savings Bank deposits. 
The banks can charge a small am ount as service charges from the bor
rowers in order to  cover the administrative expenses involved in the 
activity.

VI. Summary and Conclusions
The theory of interest is the weakest and the haziest part in the economic 

theory. N o proper explanation and no satisfactory interpretation is 
available to  explain the rationale o f the present-day interest on capital 
funds. The justification of payment for capital is usually based on accumu
lation o f physical “capital goods” in a primitive society, which cannot be 
justifiably applied to  the present day “ capital funds” or “ cash capital” . 
Moreover, the existence o f  interest in its present form as a reward for 
capital has created problems in the economic operations in the indus
trialised societies o f today. According to many theorists, the recurrence 
o f trade cycles and fluctuations in economic activities is explained by the 
phenomenon of interest and the operation o f banking in its present form.

From a conceptual point of view it is difficult to establish a justification 
for separate existence o f capital as a factor of production. It seems 
desirable and pertinent that capital should be treated as a  tool or instru
ment o f enterprise, the dichotomy between enterprise and capital is re
solved, and they jointly become one factor of production. This will mean 
that profit will be a reward for enterprise including capital. This will be a 
neat and harmonious arrangement because the bulk o f the capital in the 
present-day economies o f the world is made available in the form o f risk 
capital or equity capital from the entrepreneur in one form or the other.

After merging capital as a part o f enterprise and establishing profit as 
the only form o f reward for the jo in t factors of production, the basis o f 
banking has also to be revised. Banks being the mobilisers of the savings 
o r capital funds can serve as an intermediary link between the savers or the 
suppliers of the capital and the actual users o f the funds or the entre
preneurs. In the framework o f interest-free banking, there will be a 
triangular relationship o f the three.

In the Islamic framework, interest-free banking can be run on the basis 
o f Mu(jarabah or profit-sharing arrangement, between the suppliers of the 
capital and the users of the capital. There will be a  two-tier arrangement of 
profit sharing between the entrepreneurs or the ultimate users o f the 
investible fund and the banks and a t the same time there will be a profit- 
sharing arrangement between the banks and the depositors who are the 
savers or suppliers o f the funds. The percentage or ratio of the profit 
sharing can be two-thirds for the users and one-third for the suppliers of 
the funds. The banks will thus get a share o f one-third from the profit 
earned by the actual investors. Similarly, the depositors will get one-third



from the share received by the banks. This will apply to the main profit- 
earning activities of the bank. The arrangement may seem to be complex 
a t first sight, but will bccomc mechanical and routine after a  while.

As for the very short-term loans required by the clients o f the banks, 
they can be made available out of the idle funds available in the Current 
Account category of the commercial bank in an interest-free banking 
system. No interest will be charged on very short-term loans for periods 
not exceeding one month. However, the banks can recover a service charge 
from the borrowers to cover the cost o f operations and the appropriate 
portion o f overhead expenses. For the periods between one month and one 
year, there are two possibilities. Either the actual profitability of the funds 
used by the actual investors can be worked out to serve as the basis of 
profit sharing; or alternatively an average annual rate applicable to the 
overall business of the entrepreneur can be applied. This will resolve a very 
pertinent question which is asked about the feasibility of the interest-free 
banking system.

As for the question of consumer credit, already there are doubts 
expressed by sociologists and economists in the developed countries as to  
whether it should be encouraged or should the people be asked to live 
within their means. To a large extent, the genuine demand for consumer 
crcdit can be met by other sources of borrowing such as specialised agencies 
sponsored by the government or by borrowing from their employers, in the 
case o f employed people. There will be thus, by a process of elimination, 
only a residual demand for the consumer credit which may have to be met 
by the commercial banks. Interest-free loans can be made available by the 
commercial banks for this purpose out o f the Savings Bank Account 
deposits, wherein the motive o f the saver or depositor is not to earn profit. 
However, banks operating an interest-free banking system will be entitled 
to recover from their clients a service charge to  cover the operational 
expenses involved in making the loans and recover the relevant portion of 
general overheads allocated to that department of the banks.

In this way, a conceptual and workable framework can be developed 
for interest-free banking, which will not only be according to Islamic 
tenets, but will also eliminate a  conceptual defect in the present-day 
economic theory.

Postscript
In response to  discussion that followed the presentation of this paper at 

the Conference, the author adds the following notes:

(I) Only the principles and guidelines of an operation framework of 
interest-free banking have been discussed in the paper. The basis of 
allocation and distribution which seems different or difficult in dis
cussion will become a simple matter o f routine operation when
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implementation is started. After all, insurance companies deal in 
large numbers too. They determine and distribute their “ bonus” or 
share o f profits to  a very large number of policy-holders who opt 
for “ policies with profit” . With the facilities of computerisation, 
now available to  practically all the banks, there is hardly any 
problem, in distribution o f profits in place o f interest. Moreover, 
commercial banks in the present-day system o f supposedly simple 
operations, on the basis of interest, have also to  go into complex 
computations. This is especially involved in calculation o f interest 
for exact amount o f balance and “ number of days” on saving bank 
deposits, as well as “ overdraft”  or “ running credit” .

(2) The outline o f banking operations in a system free o f interest has 
been presented naturally in a skeleton form rather than in the form 
of a detailed scheme in view of the scope and limitation of the paper. 
Some readers may possibly point out that the operational frame
work o f  banking operations in the above discussion has a greater 
orientation towards “ investment banking” rather than “com
mercial banking” . This, however, would not be very correct. 
Investment in shares or securities has been suggested only as one of 
the uses of funds or only a partial operation o f banking in an 
interest-free system. Even in the present day system o f banking, 
“ investments” constitute usually 25 to  30 per cent o f the total 
“ earning assets” of a typical “ commercial bank” . Moreover, the 
elimination o f interest from banking -  in an Islamic framework -  
inevitably involves the principle of “ profit-sharing” or “ equity- 
participation” . There may be some apparent resemblance with 
“ investment banking” . This is not by accident but by design in view 
o f the conceptual framework o f banking in an interest-free system. 
Every society and economic system is bound to have its own model 
and guidelines for detailed operations. To an outsider the form and 
operations o f an institution in a new system may seem different 
from its counterpart in the present system; but this is the way it has 
to  be. By the way o f analogy it may be mentioned that combination 
of “ economic motives” or the so-called “ rational economic 
behaviour” with Islamic injunctions and value system is unavoid
able in an Islamic system distinguished from the present day 
pattern in other systems. So is the case with other institutions such 
as system of government, philosophy of criminal laws, orientation 
o f punishment, etc. Thus, any resemblance between “commercial 
banking” in an Islamic system with “ investment banking” in the 
present-day Western system is understandable. In fact, it is because 
of the institution of “ interest” that a dichotomy between commercial 
banks and investment banks has developed in the modern capital
istic societies, exactly as “ capital” has developed as a factor of
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production, independent o f and distinct from the factor “enterprise” . 
Since the institution of interest is to be eliminated in an Islamic 
society, the detailed shape of “ commercial banks” will be naturally 
different from that o f the existing commercial banks.

(3) In the 1970s, the problem o f inflation has assumed a significant 
magnitude and constitutes an im portant economic problem. It is, 
therefore, quite natural that people may wonder about the position 
o f interest-free banking in the context o f inflation. Substitution of 
the principle o f “ profit-sharing” for a  fixed and predetermined 
“ interest” eliminates the problem o f a  very limited return to 
depositors in the existing banking system. The rate o f interest is 
predetermined and is not revised quite as frequently as the general 
price level keeps rising in inflationary situations. Thus, the savers 
face a little problem in spite o f upward revision in the rate of 
interest from time to  time. In a system of interest-free banking this 
disadvantage to the depositors will be easily eliminated, and there 
should be no problem in mobilisation of savings. The share o f the 
deposits will rise in the same proportion as the profits to  the users 
o f the funds or investors. In fact in the present day situation of 
rapid inflation, commercial banks are making unjustified “ inflation 
profits” because the rate of interest they charge from the parties are 
revised and varied not only from case to  case but from time to time, 
whereas the rate o f interest paid to  the depositors remains relatively 
stable, the bank thus enjoying the profit between these two rates. 
Moreover, in an inflationary situation businessmen generally gain 
from inflation to the extent that prices o f their products or com
modities rise very rapidly, thus widening the “ margin o f profit” in 
spite o f higher rates o f interest charged by the commercial banks. In 
an interest-free economy there is a permanent tie-up among the 
three parties, namely the depositors, the bankers and the clients 
obtaining funds from the banks, thus eliminating the possibility of 
undue advantage or disadvantage to  anyone among these.

Notes
1 K eirstead, 8 . S ., Capital, Investm ent and  Profits (N ew  Y o rk : W iley, 1959), p. 50.
2 K eirstead , toe. cit. p. 52.
3 H ayek, F . A . von, M onetary Theory and  Trade Cycle, pp. 189-J 90.
4 See Holy Q u r 'a n , Surah al-Baqarah.
5 Im am  R ad?-al-D ln M uham m ad M uham m ad al SarakhsI A l-M absut (C airo : 

M atba’ Sa’ad ah ) Vol. X II, p. 17.
6 AbO al-W alid M uham m ad A hm ad b. R ushd A I-Q urtubI, Bidayutu‘1 M ujtahid wa 

Nihayatu* l-M uqtasid (C airo : 1329), p. 205.



C H A PT E R  FO U R

Money, Interest and Qirad
Professor Dr. Mahmud Abu Saud*

ECONOM ICS is a  social science that constitutes an integral part o f the 
ideology which prevails in a certain society. It is dangerous to  adopt an 
economic system that docs not emanate from and correspond with the 
ideology, in fact such a trial is doomed to  be a failure. Thus, there is no 
“ Islamic Economics” per se unless there is an Islamic ideology prevailing 
and applied in a Muslim community.

Islam is based upon the principles o f Oneness o f God, the liberty and 
dignity o f men, their equality as creatures and servants o f God and justice 
among them and in their reward. These elements, inter alia, are reflected in 
the economic concept o f Islam, money included.

I

M ONEY

In the so-called frcc-cconomy or capitalist economy, money has 
acquired a privileged status over all other commodities. By the definition 
arbitrarily given to  it, it has become superior to  man himself, it implies 
some qualifications that are not supposed to  be within its jurisdiction and 
which have evolved and become as if  they were really genuine, despite the 
fact that they have no physical existence.

M ost o f the economists define money by its four classical functions:
(a) means o f  exchange, (b) measure of value, (c) medium o f deferred value, 
and (d) store o f value.1 Day and Pcza explain the nature o f money as 
follows: “ The real significance o f money is that it is a  claim which can be 
used by its owner to  buy things” .2

A. Means o f Exchange
Accepting such definitions as correct, the fact remains that such 

functions are not intrinsic or inherent in money. Practically speaking, 
exchange, which is the main function, can be undertaken and is taking

* P rofessor M ahm ud A bu Saud is a  d irecto r o f  the N o rth  A m erican T rust and a Senior 
E gyptian  Econom ist. H e has served as Professor o f  Econom ics a t the Universities o f  
Cairo and Kabul and as Economic Adviser to the State Bank o f  Pakistan.
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place in many a ease without the mediation o f money. Samuelson, stressing 
this fact, adds that money “is an artificial social convention” .3 Originally, 
people intend to  exchange goods against goods, and utilise money as a 
medium to facilitate this exchange. Yet, in barter, or direct exchange, 
nobody concedes his goods to  another person without getting some goods 
in return. When money intervenes, the operation is split into two parts: 
selling goods against money and buying goods against the withheld 
money. This split enables the money-holder to  sit on the withheld money 
for any period he opts for without risk or cost -  other things being equal. 
The implication here is that by sitting on the proceeds o f sales, the exchange 
operation is interrupted and the function of exchange is suspended in 
complete. To keep such proceeds is actually to bar somebody in the 
society from selling his products, which is a  violation o f Samuelson’s 
“ social contract” .

If this function of money is fully operative, i.e. whosoever exchanges his 
products against other products through the mediation of money without 
an unnecessary time gap between selling and buying, most o f the economic 
discrepancies experienced in liberal economies could be eliminated. Hicks 
hinted a t this, stating th a t:

“ One o f the advantages that is gotten from the use of money is that 
people do not have to pass it on immediately; they can choose the 
time o f their purchases to suit their convenience. If  they use this 
facility moderately, it is useful to them ; and it does not harm other 
people.” 4

Hicks does not mention those who withhold money indefinitely and 
live on it. N or does he tell us what “ moderately” means, and who is the 
judge o f moderation. What Hicks did not say was expressed by Prudhon 
when he was asked:

“ Why are we short o f houses, machinery and ships? He answered: 
Because money is a  sentinel posted at the entrance to the markets with 
orders to let no one pass. Money you imagine, is the key that opens 
the gates o f the market (by which term is meant the exchange of 
products); that is not true -  money is the bolt that bars them.” 5

And in fact one would a sk : Why is it that money supply is on the increase 
while recession is besetting the m arkets? The answer is that a great part of 
that supply is not used to meet the “ transactional dem and” in the 
Keynesian sense. By holding the greater part o f money supply for pre
cautionary and speculative purposes, people are checking the main 
function of exchange and are rather incapacitating the role of money.

We should like to  emphasise from the very beginning that money per se 
cannot be considered equivalent to  fully-fledged goods, mainly because all 
goods em body a utility which satisfies some hum an econom ic dem and.
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This innate natural property is artificial in money, as demand for it -  as a 
means o f exchange -  is a derived one imputed to the original need for the 
exchange o f products. If money ceases to  function as such means, i.e. if no 
exchange o f  real products takes place through the mediation o f  money, its 
raison d'etre  disappears. W ithout real exchange through money -  if it 
exists -  money would be an illusion causing harm and a lie distorting facts.

B. M easure o f  Value
This qualification is derived from the previous one, because the means of 

exchange must determine the value of the exchanged goods as related to 
itself. Thus, money acts as a  common denominator to  all economic goods, 
and the value relationship o f their exchange is expressed in terms o f money 
units. This implies that money is the standard measure for all values.

However, this function is a feigned qualification, all known standards of 
measurement are fixed in themselves except money. The metre, the ton, the 
volt, etc., do not change in relation to  what is measured by them. Yet 
money does change. “ From  its use as a measure o f value flows the practical 
maxim that money ought to have a constant value, however constancy may 
be defined. It is a strange fact that after so many centuries o f experience in 
so many countries man has not yet succccdcd in providing for himself a 
money with stable value.” 6

In my opinion, the failure is due to  the malfunctioning o f money as 
a means o f exchange, and to the artificial attributes bestowed on money, 
allowing people to  withhold it without charging them any cost for such a 
violation of the “ social contract” . Creating money out of thin air by means 
o f creating crcdit has created what Irving Fisher called “ money illusion” .7

C. Store o f Value
“ When money is held, it is a store of value whose ultimate worth depends 

on the trend o f prices.” 8 This is a disputable statement, bccause holding 
money is only holding a title or a claim to  some goods which we may opt 
to  procure in the future. It is not storing any real goods or real values. On 
the contrary, holding money is keeping half the exchange transaction in 
abeyance. Thence, to qualify money as a “ store o f  value” is to  vitiate the 
main cardinal function o f money as a means of exchange. If it is claimed 
that money gives its holder the choice o f exchanging goods a t present or 
storing the value to  be acquired in future, our answer is that that exactly is 
the fallacy. One acquires money by liquidating (selling) an asset or selling 
one’s goods -  which means ridding one’s self o f the real value which 
would have incurred some cost if one had wanted to  store it. Having 
exchanged his asset against money, such a person has procured a claim on 
goods which can arbitrarily be stored without charge or cost -  an advan
tage bestowed on the person who has done harm  to  his socicty by abstain
ing from  buying from  others.



62 Islamic Economics

D. Standard of Deferred Payment
Consequent upon the three previous functions, future transactions arc 

expressed in terms of money. Having explained to what extent money is not 
a standard o f value in practical life, we need not go into any detail pointing 
out the risks and difficulties in deferred payments. This function is neces
sarily tied up with the passage of time during which the ratios among the 
relative values of goods change, and the ratio among these and money 
changes, not only on account of the change of the relative value o f goods, 
but also because the “ standard o f value” in itself is not stable. Such 
instability o f the measurement complicates all future economic trans
actions and gives vent to illegitimate claims, the worst o f which is the 
payment of interest.

Is Money a Commodity?
There is a difference o f opinion among economists about the nature of 

money as we know it at present, i.e. fiat money and bank credits. The 
argument is about whether such money is a part o f a nation's wealth or is 
it a  debt incurred by its issuer and which is offset by the credit counterpart 
o f the holder.

Patinkin, Tobin, Gurley and Shaw, Pigou, Metzler and Haberler are 
amongst the economists who do not include the whole o f fiat money and its 
attributes in wealth. Friedman, M artin Baily, Pesek and Thom as Saving 
ignore the “ money as debt” argument and flatly state that money is a part 
o f what we economically call relevant wealth and of net worth.

The issue has been blurred by the unnecessary argument about whether 
fiat money is a debt or not. It is common knowledge that no issuing bank 
in our present time would pay any tangible countervalue to any paper 
currency it issues when presented with it. Thus, indebtedness is fictitious 
and illusory. Professor James Tobin objects to  considering fiat money a 
part of wealth in the following terms:

“ The community’s wealth now has two components: the real goods 
accumulated through past real investment and judiciary or paper 
‘goods’ manufactured by the government from thin air. O f course, 
the non-human wealth o f such a nation really consists only o f its 
tangible capital. But as viewed by the inhabitants o f the nation 
individually, wealth exceeds the tangible capital stock by the size of 
which we might term judiciary issue. The illusion can be maintained 
unimpaired as long as the society docs not actually try to convert all 
o f its paper wealth into goods.” 9

Pesek and Saving categorically admit that m o n ey -a n y  money -  is not 
totally identical with other goods:

“ . . .  money is in one respect identical with and in another respect 
com pletely different from all o ther com m odities. It is d ifferen t. . .  in
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that it has a  technical property o f yielding its owner real income that 
depends on the price ratio between other goods and money. It is 
identical with all other commodities in that it is a claim of the owner 
on the resources o f others, but it is not a  debt o f others to the 
owner.” 10

Don Patinkin took up the Pcsek-Saving theory and tried to prove its 
fallacy. He corroborated with M. Kalecki in the latter’s view that money is 
a component o f wealth. “ The stock o f money relevant for the real-balance 
effect was not the usually defined hand-to-hand currency plus demand 
deposits, but the monetary base alone.” 11 He went on to  confirm that the 
view became accepted without question in the literature, and received its 
highest degree of formalisation in the Gurley-Shaw distinction between 
outside money -  money that is backed by foreign governments (which is 
part o f the net wealth o f the community), and inside money based on 
private domestic securities (the inside money includes created money and 
all other institutional credits -  all o f which are not a part o f net wealth).

To sum up, money can be a quasi-commodity at best, and even if one 
considers it a  commodity having a demand and a limited supply, there will 
be some undeniable differences between the usual commodities and 
money:

(i) Money has a  technical (or artificial) property o f yielding its owner 
real income simply by holding it, i.e. without exchanging it against 
other goods.

(ii) It has no carrying cost, no production cost (almost so) and no 
substitute having complete liquidity.

(iii) Dem and on money is not genuine as it is derived from demand for 
goods that money can buy.

(iv) Money is exempt from the law o f depreciation to which all goods 
are subjected.

(v) Money is the product o f social convention having a purchasing 
power derived mainly from the sovereignty as against the intrinsic 
value o f  other goods.

Once the meaning and nature o f money has been clarified, the study of 
interest will be easier to  follow.

II

INTEREST

What is Interest?
Economists have given different definitions o f interest, each trying to fit 

his definition to  his theory justifying the  paym ent o f  interest. T o  me,
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interest is the excess o f money paid by the borrower to the lender over and 
above the principal for the use o f the lender’s liquid money over a certain 
period o f  time. In their effort to define interest, many economists treated 
“ money capital”  as equivalent to  capital goods, a  subtle mistake which 
helps them find a warrant for charging interest on borrowed money. Let us 
have some examples.

Samuelson states that “ Interest is the price or rental o f the use of 
money” .12 Thus he equates the price with the rental use o f money con
sidering its service exactly as the service of a medical doctor or o f a tractor. 
His concept o f money as a  means o f “ transforming one good to  another by 
exchange rather than by production” forces him to treat money like any 
other commodity that has a price or a rental. If we recall Samuelson’s con
cept o f money, immediately we recognise why he subtly tried to  treat 
money as a  fully-fledged commodity. However, we would find some diffi
culty in reconciling his description o f money as a  means o f “ transforming 
one good to  another by exchange rather than by production” with his 
view about interest. When money is sold, one should pay a “ price” 
according to Samuelson, and if borrowed, one should pay a rent. To sell 
money, there must always be some exchange of one good against another 
good -  according to  Samuelson. But here, you sell your money for exactly 
the same money. Why then the price at all if it is a “ selling” transaction?

As for considering interest as rent for money, the first objection is that 
every' rent comprises an element of depreciation (even in static conditions, 
i.e. everything being equal). First, money as a  means o f exchange is not 
supposed to depreciate. Second, when one uses the doctor’s or the tractor’s 
service, both o f them remain almost intact. You don’t rent something that 
perishes or disappears once you use it. But when you use money once 
you lose it forever. How can it then be rented? Finally, if we apply 
Samuelson’s previous maxim of “ exchanging one good for another” how 
can we accept the idea of rent?

Don Patinkin gives the following more confused definition: “ Interest is 
one o f the forms o f income from  property, the other forms being dividends, 
rent and profits. The term ‘interest’ sometimes has the broader connotation 
o f  all income from property. This is the case when we speak o f the ‘interest 
charge on capital’ which denotes the alternative income that can be 
earned on a given quantity o f money-capital.” 13

Here, Patinkin considers interest as a part o f the functional share earned 
by capital goods as well as money-capital. It is strange that Patinkin did 
not give labour any share o f the resulting income, while he allotted 
interest a share o f the yield. It is clear that this is not true, because interest 
is paid to  the lender irrespective o f the yield and perhaps even before the 
income is realised. Here, again, Patinkin treats capital goods as synony
mous to  money-capital.

Y. S. Bain states th a t “ Interest paid for invested money is thus a third
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distributive share, in addition to  wages and rents. It is paid for the services 
o f invested money and it is earned by capital goods in which the funds are 
invested.”

Professor Bain does not mention “ profits” here and equates “ the 
loanable funds” with capital goods. I f  interest was a functional share o f  the 
investment process as he alleges, it would be negative if the process yields 
a loss -- which is not the case. Besides, as long as the lender is not the 
investor, we cannot by any means tie up interest with the investment 
process.

J. M. Keynes did not define interest, but mentioned the rate o f interest as 
“ Money rate o f interest is the percentage of excess o f a sum o f units of 
money contracted for forward units o f time over spot or cash price o f the 
sum thus contracted forforw arddelivery” . ,4In the course o f analysing the 
reasons that make money rates o f interest more acceptable than com
modity rates, Keynes mentioned that “ . . .  the power o f disposal over an 
asset over a period may offer a potential convenience or security, which is 
not equal for assets of different kinds, though the assets themselves are of 
equal value. There is, so to speak, nothing to show fo r  this at the end o f  the 
period in the shape o f  output, yet, it is something for which people are ready 
to pay something” .15 The words I have put in italics refute Patinkin’s and 
Bain’s idea o f interest as a residue or function o f income or investment. 
However, Keynes tried to  find a justification relevant to  his liquidity 
preference theory and came up with nothing in the output which is some
thing for which people arc ready to  pay something. This part was critically 
criticiscd by some leading economists; H arrod wrote:

“ We are told that the reason why people require interest on bonds 
is to compensate them for the sacrifice of liquidity, which sacrifice 
consists essentially in the risk that, when they want to  realise their 
assets, the bonds may have fallen in capital value, i.e. that the rate of 
interest may have risen.

“ Keynes thus exposed himself to  the criticism o f Professor J. R. 
Hicks that he has ‘left the rate o f interest hanging by its own boot 
straps’. And D. H. Robertson has the following amusing passage: 
‘While there are hints here and there o f a  broader treatm ent, in the 
main his (Keynes) plan is to  set the rate o f interest in the direct 
functional relation only with that part o f the money stock which is 
held for what he calls “ speculative reasons” , i.e. because it is expected 
to  become other than it is; if it is not expected to  become other than it 
is, there is nothing left to  tell us why it is what it is. The organ which 
secretes it has been amputated, and yet it somehow still exists -  a  grin 
without a cat’. Mr. Plumptre of Toronto, in an unpublished paper, 
has aptly compared the position of the lenders o f money under this 
theory with tha t o f  prem ium , the only risk against which it ensures
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them being the risk that its premium will be raised. If we ask what 
ultimately governs the judgements of wealth owners as to why the 
rate of interest should be different in the future from what it is today, 
we are surely led straight back to  the fundamental phenomena of 
productivity and thrift.”

I believe Sir Roy H arrod was unique in describing interest as something 
untrue. He wrote: ‘‘And so why is there interest? . . .  Surely there are some 
phenomena o f the minds, the resultants o f thoughts and opinions, hopes 
and fears, itself only a promise, finally indeed an act, but one solely 
originating in the will o f the two parties, not a physical phenomenon at all. 
Surely there are mental phenomena to which the dictum may correctly be 
applied that there is nothing true but thinking makes it so”.1*

In short: Interest is only a fiction.

Ill

M U Q A R A B A H  OR Q lRAf )

What is Qirad'!
Linguistically, both words, Mudarabah and Qirad are used to  signify the 

same idea: “ To give somebody out o f your capital a part to  trade in, 
provided that the profit is shared between both o f  you, or that an appor
tioned share o f profit is allocated to  him . . .  accordingly, the active 
partner is called Parib, because he is the one who travels and trades. It is 
also possible that both capitalist and active partner are called Muddrib or 
M uqaridas both share the profits with each other” .17

Historically, Qiratf was widely practised in the pre-Islamic era as a form 
of partnership. The M akkans were depending on commerce for their 
livelihood; and those who could not exercise commerce by themselves, 
travelling long distances and leaving their homes for long periods, used to 
give capital to  those able and willing to  trade against a certain percentage 
of net profit. The consequence o f jurists’ opinion is that such a practice was 
approved by the Prophet. There is almost a unanimity on the legitimacy of 
Qiratf.18

Qirad in Islamic Jurisprudence
It is related that many companions of the Prophet practised Qirad. 

Even the Prophet acted as Muqaritf before Revelation.
Despite the unanimity on the legitimacy o f Qirdtf, there is nothing 

ascribed directly (Marfu‘) to  the Prophet himself except what Ibn Majah 
related on the authority o f  Suhaib who said that the Prophet (peace be 
upon him) said, “ Three are blessed: deferred sales, Muqaradah and mixing
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wheat with barley for home use and not for sale” . In its lineage there are 
N asr Ibn al-Qasim on the authority o f ‘Abdal-Rahim lbn Dawud, both of 
them are unknown. Ibn Hazm stated in his book M aratibal-ljma that all 
chapters o f fiqh have basis from the Holy Book and Sunnah, except Qirad, 
for which we have found no similar basis whatsoever. Nevertheless, there 
is genuine solid unanimity on it, and one can categorically say that it was 
practised during the days of the Prophet, who was aware o f it and who 
approved it, otherwise it would not have been legitimate.19

As there are no fast rules set by the Sunnah defining the terms o f Qirad 
other than the Prophet’s approval to what was being exercised in his time, 
jurists have differed widely on such terms. Some of them were more 
inclined to restrict its meaning while others were more lenient and tolerant. 
Both parties supplemented their views by established Islamic rules, if not 
directly pertaining to  Qirad, they related to material transactions, especially 
those which refer to  the terms of association and partnership and the laws 
for usurous dealings. Jurists who adopted analogy considered Qirad as a 
special “ Contractual Act” having its own special terms and conditions, 
though they have naturally differed among themselves as to  the nature and 
terms o f this contract. Those who dismissed analogy in jurisprudence were 
constrained to  figure Qirad in its narrowest limits. Having no texts to  rely 
on, they resorted to  some general Islamic rules to  determine the act of 
Qirad, some o f them in our view were appropriate while others were not.

Thus, we have to  treat all the forthcoming divergent views of Muslim 
jurists in this respect as personal opinions which do not and cannot commit 
Muslims in any way. If a jurist is carried by his own analogy to  the con
clusion that such and such a type o f  Qirad prohibited (tfaram) or even 
undesirable, all that we should do is to  consider his logic, analogy and 
juristic proof to  the plea, but we are not bound by his verdict.

Subject of Qirad
According to  “ Zahiriyah” , Qirad must comprise a contribution o f cash 

money, which is the capital. If the capitalist wants to  give the active 
partner (Al-Muqari<j) goods instead o f cash money, he must specifically 
ask him to first sell these goods, and utilise the proceeds o f sale in his 
Qira4. Ibn-Hazm claims that there is unanimity on this view.20

As a m atter o f fact all tfanafis do agree that the participation o f the 
capitalist must be in coins, while they disagree about the validity o f t*..e 
contract if this participation is in non-minted silver and gold.21 As for 
giving goods as participation, they claim that this vitiates the Qirad and 
makes it void. •

Hanbalites and Sh5fi*ites are o f the opinion that participation must be 
by means o f a definite amount o f minted coins, while the contract is 
vitiated if participation takes the shape o f either non-minted gold and 
silver o r any o ther goods. M alikites are  divided am ong themselves abou t
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the validity of goods as capital for Qiratf, some agree and some object. 
I bn Qudamah, an eminent exponent, states that “Mutfarabah is valid if the 
subscribed capital is determined, whether it is in coined or precious metals 
or goods” . He supports his view by the views o f Abu-Bakr, Abu al- 
Khattab, Malik, Ibn Abi Layla, Tawus, Al-Awza’i and Ibn Abi Sulaiman. 
Those justify their opinion on the plea that ‘‘the main objective of 
Mutfarabah which is a sort of association, is that both parties dispose of 
both capital and labour and participate in the profit earned by the partner
ship. Such profit-sharing takes place whether the capital is in money or in 
goods” .

The idea behind forbidding Qirad unless the participated capital is in 
coined gold or silver is that the trading capital must be unequivocally 
determined so that every partner can assess his share in profits in accor
dance with his participation in the partnership. This is quite an acceptable 
logic, it was adopted by those who allowed goods as capital, provided that 
the capitalist asks his partner to sell the goods, determines their price and 
uses the same as capital. Al-Shawkani is of the opinion that Qirad is one 
form o f association where all sorts o f participations are allowed. Con
sequently, if anyone claims that the prescribed capital in Qirad can only be 
in cash money he must produce evidence to support his claim.

Al-Shawkani22 came to  the same conclusion, i.e. any goods of deter
mined value can be subscribed as capital in Mutfarabah. He, however, based 
his judgm ent mainly on the “ Sahil Hadith” quoted in Al-Bukhari on the 
authority o f JSbir Ibn ‘Abdullah where “ the Prophet (peace be upon him) 
sent an expedition o f 300 soldiers under the command o f Abu ‘Ubaidah 
Ibn al-Jarrah in the direction of the sea-shore. 1 was one among them. On 
our way, the expedition’s supplies were exhausted. Abu ‘Ubaidah gave an 
order to collect all supplies with the soldiers which supplies totalled two 
*M izwad's’ o f dates. He started rationing them among us till they came 
alm ost to  an end and he began distributing them one by one. 1 asked him 
what one date could help, and he answered that it was something instead 
o f nothing” .23

Al-Shawkani also referred implicitly to  “ Ash'ariyyin Hadith” where the 
Prophet (peace be upon him) said “ If the Ash'ariyyin went far for conquest 
or if their fortunes in M adinah dwindled, they amassed whatever they had 
in one bag and divided it equally among them ; so they belong to me and 1 
belong to  them” .24 Personally, I don’t think that the analogy is relevant 
because Qirad is different than such benevolent voluntary co-operation. 
Here there is no act o f agreement between capital and labour to enter 
into partnership for gain, and the objective is quite different. In both 
Hadiths indeed, the whole idea o f any gain or trading association is 
completely absent.

There is also a difference o f opinion about whether the acts of Mutfarabah 
w ould be valid or no t if the Mudarib or the active party subscribed an
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am ount o f money (or goods) over and above the subscription o f the 
capitalist. O ur view is that the esscnce of Qira4 is that the capitalist enters 
into association with an active partner in an enterprise whereby the first 
gets a  share o f the profits (positive or negative) earned by the capital o f the 
first and the work o f the second. There is nothing that stands against con
tributing capital in goods or in precious metals, as long as the value of 
goods is well determined a t the time of concluding the act o f Qirad. N or is 
it against any Islamic rule that the Mutfarib would subscribe a fixed amount 
o f capital (again in money or in goods) in which case he would naturally be 
entitled to a higher stake in the partnership.24

There is another im portant point raised by the different jurists regarding 
the availability o f capital at the time of contracting as a disposable amount. 
Thus, they do not legalise a Qirad act if the capitalist concedes his debt 
towards the active partner and designates such debt to  be his capital share 
in the prospccted enterprise, nor do they consider the act as valid if the 
capitalist refers the Mudarib to  a third person to  collect a specified amount 
before the money is fully collected and materially received. In fact, there is 
concensus o f opinion on this point for the obvious reason that the partner
ship is an independent act which should not be related to other obligations 
and that such act does not exist unless its substance exists. However, 
Hanbalites validate the Qira4 if the capital has been originally deposited 
with the Muqdritf, which is more logical than the adverse view.

The Nature of the Partnership
The four Sunni Imams have gone as usual into some detail about the 

nature o f the Mudarabah act: is it an act o f association or partnership, or is 
it a sort o f proxy or is it a combination o f both ? W hatever their views may 
be, there is no doubt that such an act is permissible and valid under the 
following conditions:

(i) There should be (at least) two persons who, out of their free will, 
enter into an agreement by which one (or more) would contribute 
a  fixed am ount o f disposable money to  be delivered to the other 
party who would trade with this subscribed capital for the benefit 
o f the partnership (or association).

(ii) Every party to  the act must know for sure and without ambiguity 
his share in the expected profits and provided that this share is a 
percentage and not an absolute fixed amount.

In case no profit is realised, the active partner would receive nothing for 
his efforts. If there is a  loss, it would be deducted from the principal (i.e. 
the contributed capital).

All expenses necessary for implementing the Qira4 act are deductible 
before the distribution o f any profits, even if such expenses exceed the 
to ta l o f  gross profits.
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(iii) The active partner must have the absolute freedom to trade in the 
money given to  him and take whatever steps or decisions that he 
deems appropriate to realise the maximum gain. Any conditions 
restricting such liberty of action vitiates the validity of the act.

However, the Shafi'ites elicit the possibility of determining the kind of 
undertaking which the active partner may trade in. The other Imams do 
not agree to  this condition, an objection which is entirely unjustifiable in 
my view. I have taken Al-Jaziri as reference for the views o f the four 
Madhhab.2e

Strangely enough, Imam Shafi‘i does not validate Qiratf if the activity 
lies outside the domain o f strict trading, i.e. buying and selling.27 Ob
viously, he took this attitude due to the fact that Qirad as approved by the 
Prophet (peace be upon him) was only for such commercial purposes. But 
our great Imam allowed himself to go far in analogy and even to set up new 
rules when there arc no precedents regarding many problems, while he 
denied himself this logical course in such an obvious and im portant matter. 
In my opinion, Qirad in industrial undertakings is permissible on account 
o f two grounds:

a. I f  we apply the most rigid analogical rules we find that industry 
after all is a kind o f trade and does not violate any other condition 
o f Qiratf. ShafiTs plea to forbid Qirad in industrial enterprise is 
based on his view that the result o f such an activity is generally 
controllable and almost predictable, while in commerce the risk is 
absolutely unknown. If this was the case during his time, it is 
definitely not so at present, and thus his judgment cannot be 
accepted, due to  fault of reasoning.

b. If we apply the general rule that in origin all transactions and things 
are permissible unless there is explicit restriction or prohibition, we 
comc to the same conclusion, as there is no restriction or pro
hibition, tacit or express regarding undertaking industrial activities. 
After all, if Imam Malik has opined that the capital can be goods 
instead of money, then why not a  machine?

(iv) The Zahiris and the four Imams are o f the opinion that the duration 
of Qirad must not be pre-determined or limited. Nevertheless, 1 am 
inclined to differ with them all. To start with, they rely on the pre
cedence approved in the Sunnah to which 1 do entirely agree. Yet, 
all o f them without exception confirmed that either party of 
Qiradh will have the right to  revoke the act and terminate the 
partnership on advising the other party of the same (Ibn-Hazm, op 
cit., p. 249).

I fail to  understand the raison d'etre of letting such an act so loose, unless 
th a t ou r Im am s were aim ing a t defending the active partner (being the
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weaker) against the stronger (i.e. the owner). They might have thought that 
such a limitation of time may let some good opportunities slip from the 
hands o f the mutfarib or may upset his plans so that he would not realise 
the profit he was preparing and working for.

Personally, I feel that by allowing the termination o f the act by either 
side a t any time they have actually defeated their own purpose o f defend
ing the interest o f the active partner, because the owner o f capital would 
have the right to  decide at any time even though the active partner would 
be most unfavourably affected. Logically speaking, there is no valid 
reason why both parties cannot agree to fix a date for determining their 
partnership when they are allowed to do so at their full discretion at any 
time. Cannot any time be ‘a determined time’ ?

Qirad and Banking
Having explained or A/w(/drtf/>tfAas stated in islamicjurisprudcnce,

we come now to the question whether such a system can substitute the 
actual functions o f modern banking in the present free capitalistic econo
mic framework, in a sense that it fits the present banking system and serve 
the purpose of divesting it from interest.

Qit&4 Under the Present Banking System
Let us try to  figure in which way Qirad could be harnessed to  eliminate 

interest in banking operations. Let us assume that this experimental 
trial will take place in a modern Muslim country whose money in circula
tion is the usual currency notes issued by its central bank, and that it 
has commercial and other banks functioning in the m anner habitually 
known in a free competitive economy. Assuming that A is a businessman 
who realised some profit which he decided not to  spend (either in con
sumption or investment) a t the time as his plan is to  use the money, say 
three m onths later, to  meet a certain liability. A would then go to  the bank 
(which would not supposedly be allowed to  deal in interest either way) and 
ask what would the bank give him against a deposit o f his dinars for 
three months. The answer o f the bank manager would probably be, “ I don’t 
know. Why don’t you come back next week and I’ll try to  find somebody 
who would be interested in getting this money to  invest in his business and 
pay you a proportion of the profit”  ?

I suppose that A would not be very happy with such an answer. If A 
inquires why does not the bank invest it on its own risk, the answer would 
be: because commercial banks are not allowed to go into business other 
than purely monetary operations. (We are assuming the present banking 
system.) Now, let us suppose that the bank has found an entrepreneur (B) 
who is in need o f 1000 dinars for three months and who is ready to pay 
“ something” for getting the money now. The problem would immediately 
reveal itself in som ething like the following:
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(A) If  Qira4 has to be applied, would the bank be a part of the contract 
or no t?  In other words, would the bank accept the money and take 
the risk o f Mutfarabahl If yes, then the bank is violating the 
banking law. If no, then the capitalist is supposed to negotiate 
directly with the entrepreneur and the role o f  the bank is confined 
to introducing both parties to  each other -  a non-banking function.

(B) I f  the bank is selling some investment certificates (and there are 
many capitalistic countries who allow such activity) then it would 
advise A to buy certificates today at the current price on the market 
and liquidate them after three months at A ’s risk and peril. 
Generally speaking, these certificates represent a portfolio which -  
under the assumed conditions -  would bear no fixed interest and 
would be entirely invested in shares. It is extremely rare to see 
companies distributing profits to  shareholders every three months, 
and thus A would not really be entitled to  any profit by buying the 
said certificates.. . .  On the other hand, he may collect some 
capital gain when liquidating his position at the due date, but he 
may also suffer a loss on his principal.

(C) If  an arrangement -  somehow -  can be made through the bank by 
means of which A can invest his 1000 dinars in an active enterprise, 
there would be the difficulty o f knowing the equitable share of this 
additional temporary capital. To my mind, it is almost impossible 
to  find a satisfactory answer to  this question, especially when the 
participation is for a  short term. A is naturally interested to invest 
his money with a big reputable firm so as to minimise his risks and 
inflate his profits. But such firms cannot calculate their profits every 
day as the production procedures take longer periods than the time 
allowed by A. There is always a time lag between the date a capital 
good is purchased and the date the final output is sold out. Over 
and above, it is almost impossible that every time an investor con
tributes a  certain sum to designate the fair share of profits that sum 
has added to the net profits (if ever these profits can be ascertained 
in the short term).

From the above, one can see that it is not practical -  if ever possible -  to 
marry Qira<j with the present banking system. Banks are not allowed to 
directly engage in commercial or industrial operations or in any speculative 
transactions, while Qirad is based on engaging in all such risky operations. 
But what if we allow banks to  do so? W hat if we allow banks to  accept 
savings on condition that they would directly invest them in different 
enterprises? The same question arises again: Who would take the risk? 
If  it is the bank, why should A take any profit at all? If A would take the
risk, why go to  the bank a t all?
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Q ira i in a Special Banking System
Consequently, it becomes clear that if we want to abolish interest from 

banks, on borrowing and lending, the prevailing models o f banking would 
not work. In fact, it would be only the minority o f savers who would be 
willing to keep some deposits (without any interest or profit) with banks, 
and thus, banks would cease to  be the main source of credit extension or 
money supply, or in simple words, what they are at present.

These difficulties and the like made the advocates o f Qira4 suggest 
changing basically not only the function o f banking, but also its philo
sophy. In my view, they are quite justified in their suggestion because the 
present system is based entirely on interest transactions. Mawdudi and 
Qureshi tend to  consider banking as a public service that should best be 
owned or at least controlled by the State. The main job  of banks under 
such synthesis would be to  represent the government in their policies, 
favouring some categories o f productive projects by extending to  them the 
maximum possible credit without interest. They would also function as the 
main channel o f foreign trade settlements and foreign capital movements. 
In both functions, banks would charge commission for the respective 
services to  cover their expenses but no interest would be required.

It is noticeable that in the case o f foreign trade, it is habitual to  effect 
payments over a  period o f time. For instance, on confirming the order, a 
certain percentage o f the value or a  fixed amount is required to  be paid, or 
a t least a “ credit letter” is supposed to be opened to guarantee to the 
exporter the collection o f his dues against shipment, or in many cases a  few 
m onths after shipment. In actual practice, banks extend such payment 
facilities against collaterals furnished by their clients and they do claim 
interest and charges. The first is against the advance of money to be paid 
to  the exporter and/or against the letter of credit, while the second is for 
other services such as negotiation o f documents and banking guarantees 
and confirmations.

Qira4 and Interest
I should like here to  state that Qira4 can take place whether banks are 

charging interest or not. Another clearly im portant point is that Qira4 by 
itself does not abrogate or interfere with the actual banking system, nor is 
it an element that if encouraged to  the extreme would by itself put an end 
to interest dealings. We have to  bear in mind that Qiratf is nothing more 
than a partnership which cannot be instituted except by the free-will o f the 
partners. Those who are advocating Qira4 propose legal intervention 
to  prohibit dealing in interest. The question is whether such legal inter
diction would really lead to  the abolition of interest, even when banks are 
nationalised and are prohibited to  charge or pay interest? I personally 
very much doubt that for many obvious reasons.

First, let us presum e tha t we are going to  apply the prohibition of
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interest in the usual economic system prevailing a t present in the free 
competitive countries. In other words, interest would be prohibited while 
“ other things being equal” . Money holders would most probably seek a 
“ black m arket” in which they would be able to  lend money for a  “ price” 
or a hidden interest built into the repayment o f the principal. To do this, 
they would not be willing to  deposit their money with banks, thus depriving 
them of the source o f their credit facilities. Capitalists would find scores 
o f tricks to get around the law and would bleed the needy as long as banks 
were not able to  meet the demand for money. It is obvious that if deposits 
with banks were substantially curtailed, banks would not be able to  create 
the usual credit amounting to four times the money deposits. It would not 
be commendable that the Government would simply print more currency 
notes and deposit them with banks in an effort to  replace the withdrawn 
capital as this would conduce to  serious inflation that could hit the poor 
rather than the rich, and would upset the economic norm.

Second, let us presume that interest is legally prohibited, that savers o f 
money find it difficult to charge interest in defiance of the law, and that 
banks are provided with enough funds to  meet the demand for money. In 
such a hypothetical case, money holders would either spend their “ sterile” 
liquid money on consumption or investment. In either case, Qiratf would 
play an insignificant role, or a t the most, its role would not exceed by far 
what it was before introducing the new system. Actually, there are in
creasing numbers o f people who are going to the stock exchange and 
buying shares as an investment instrument. A share thus obtained is a 
participation by capital in an enterprise where others undertake the pro
ductive work itself; it is a  kind of Mutfarabah. Most probably these would 
continue their practice and stick to  their stock-exchange market. Those 
who are accustomed to  living on their fixed incomcs yielded by interest 
would have to  switch to another less-secure investment. They could go to 
the stock exchange directly or resort to some investment institutions to 
place their money for them.

Whatever the behaviour o f the money-holder in an economy where 
interest is prohibited, banks functioning would have to  change radically.

(1) Government authorities would have cither to run the banking 
systems themselves or keep them under very vigilant control exercising very 
restrictive policies. Failing such state control would lead either to  a  credit 
crisis or illicit dealings in interest.

(2) A major function o f commercial banks would be to study the 
applications o f borrowers and extend credit on the basis of two criteria:

(a) The security o f collaterals.
(b) The conformity of the enterprise to  the Government’s general 

production planning.

(3) T he issue o f “ Investm ent Certificates”  to  be offered to  those who
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have available surplus funds and who wish to  invest in enterprises at 
minimum risks.

(4) The undertaking of foreign-trade services.
The thorny problem under such terms would be the supply o f money. 

It is quite possible that money-holders would prefer to hoard their money 
or to hoard gold or any other durable commodity whose “ carrying cost” is 
relatively low. Monetary authorities in such cases would be obliged to 
provide banks with quantities equivalent to  hoarded money plus the 
would-be-created money, in order to meet the demand for current trans
actions and new capital goods.

Another subsidiary problem would be the source o f borrowing o f an 
entrepreneur whose application was turned down by the government- 
controlled banks. With the rate o f borrowing reduced to zero, one would 
expect a rush to  banks for contracting loans and one can readily accept that 
demand on money would far exceed its supply. An addition to the total 
quantity on the m arket would lead to an inflationary situation, especially as 
hoarders would be ready to  liquidate their stocks whenever it suited them 
to do so. Inflation would bring down the value of money in terms of goods, 
and stock-hoarders would greatly benefit from such a situation -  a  benefit 
which would be hardly justifiable especially if gold were traded.

In short, by applying Mudarabah alone, and leaving the other economic 
elements as they are at present, while prohibiting interest, nothing much 
can be achieved and more harm could perhaps be done than good. In my 
view, other Islamic rules must simultaneously be applied to reach a 
reasonably practical solution. But before I submit my suggestions, 1 
should like to give a short resume to those solutions proposed by some 
eminent Western economists which are mainly based upon the Islamic 
theme o f prohibiting interest and preserving the exchange value o f money 
at a  relatively stable standard. It is futile to  prohibit interest without 
fixing the standard o f  value.

IV

TH E ISLAM IC SOLUTION

I have intentionally entitled this section the Islamic “ Solution” and 
not the Islamic “ Theory” . A theory would indicate a  scientific hypothesis 
a t the base and a logical synthesis which may be developed into a “ theory” 
that can serve as the basis o f a “ scientific law” once it is proven beyond 
doubt.

We have no monetary theory in Islam. God in the Q ur’an and 
M uhammad (peace be upon him) in the Tradition never analysed the 
m eaning o f  m oney or defined its functions. They did n o t explain to  us why



76 Islamic Economics

interest has been so strictly forbidden that the menace to  those who 
“ devour” it is more than any other menace directed to  those Muslims who 
would commit other sins:

“ O ye who believe! Observe your duty to  Allah and give what 
remaineth (due to you) from usury, if you are (in truth) believers. And 
if you do not, then be warned o f  war (against you) from  Allah and 
His Messenger. And if ye repent then ye have your principal (without 
interest). W rong not, and ye shall not be wronged.” (2: 278-279)

Islam gave us some basic rules administering the means o f exchange o f  
goods and left it open to  us to  build on these solid foundations whatever 
structures we deem fit and appropriate to  our ever-changing civilisations 
and economic conditions. We have always to bear in mind that in the 
Islamic framework economics is an aspect o f the Muslim’s life which 
does not separate the material from the spiritual or the secular from the 
theological. It is only a means to help the individual within his socicty to 
contribute to the eternal process o f human-development and welfare.

Basic Rules
Let us now examine these basic rules about our social material behaviour.

(1) Work and reward. Every Muslim is under the obligation to  work in 
order to live, and nobody is entitled to  any gain or reward without exerting 
a productive effort and shouldering the subsequent risk. In other words, 
any gain realised by any person earned without work is not legitimate. Any 
work, effort or enterprise that insures to  its owner a  gain without risk or 
that precludes any loss to  him is equally illegitimate.

(2) Hoarding and monopoly. Human-beings in a Muslim society are 
under the obligation not to  hoard money or goods required by other mem
bers o f  their socicty nor to try to  monopolise any goods likewise needed. 
They are expressly required by Q ur’Snic injunctions to  “ spend” without 
cessation and never to  keep money “ cornered,” hoarded, or even idle. To 
spend in the “ right” way is to spend in legitimate consumption or in 
productive investment, or in social w e lfa re -a ll the three aspects arc 
spending in the cause of God. (Qur’an: IX: 34; LVII: 7; XIV: 31; II: 3, 
159 and 282; LXVI: 7; VIII: 6.)

(3) Depreciation. Everything in this world is subjected to the natural law 
o f depreciation (Qur’an LV: 26) it is only God -  our Rabb -  who is Ever
lasting and Infinite. To ascribe this divine qualification to  anything is 
tantam ount to shirk, i.e., association with God. This is a denunciation to 
th e  essence o f  belief in  G od according to  Islam ic tenets. All m onies m ust
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depredate by lapse of time and it is the duty of the Islamic state to  impose 
and collect the “ tax” or rate of depreciation in accordance with Islamic 
jurisprudence. This tax is Zakat which is one of the five cornerstones of 
this great Religion.

(4) Money as a means o f  exchange. In as much as money is concerned it is 
supposed to  be a means of exchange and nothing more. It is not a normal 
commodity which can be bought and sold, even if it is made of gold and 
silver. It is always recommended in Islam to exchange goods against 
money and then to buy what is needed for the same money. Buying and 
selling are two faces o f the same coin: the exchange transaction. The two 
processes are so closely linked that the word (Ba'a) -  sold -  means bought 
as well. Anybody withholding money is committing a prohibited crime 
against himself and his community.

(5) Interest is Riba. All sorts o f lending money against interest (i.e., 
increment to  be paid to  the lender at the due date over and above his 
principal debt) is prohibited usury. Any state following the Islamic laws 
must legally prohibit such usurious dealings and must establish an appro
priate system for borrowing without interest.

(6) Social solidarity. Muslims arc ordained to establish solidarity and 
mutual help in their societies within the framework o f their political 
structure whereby the ruler (the government) have the obligation to  pro
vide the citizens directly or indirectly with the essential amenities of life in 
case o f their poverty, incapacity or unemployment. Against this obligation, 
the ruler has the right to  impose more taxes and to  assign work to the 
unemployed who must obey him in this case. Besides, there is the general 
moral obligation of a Muslim towards his Muslim co-religious members of 
society. This aspect o f voluntary human fraternity which has become the 
centre o f modern radical reformatory doctrines is an integral part o f the 
Islamic faith.

A number o f Western scholars stress the point that m an’s needs are not 
exclusively material, that the present material civilisation is alienating man, 
enslaving him and making him a psychopath. They suggest different 
remedies which fall far behind what Islam suggests in this regard. The 
Muslim gets the message of human fraternity, co-operation and mutual 
help since his early childhood through the Qur’anic versions and the 
behavioural code o f his Islamic society. He is aware that all wealth 
belongs to  G od and that he must share whatever part thereof bestowed 
upon and entrusted to him with his fellow men. It is a  social system where 
giving and doing “ good” is the criterion for distinction among citizens.

This is an im portant point though it may not look relevant to the subject 
o f  this paper. Its im portance derives from  the fact th a t anybody who wants
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to  apply the Islamic “ Solution” must apply the whole “ Islamic System” 
if he is serious and keen to  achieve success and avoid a shocking failure:

“ Then is it not only a part o f the Book (Q ur’an) that ye believe in, and 
do you reject the rest? But what is the reward o f those who behave like 
this but disgrace in this life?” (2: 85)

The System

(a) Between Riba and Zakat
I do not intend to explain in detail what is Riba (usury) in Islam, but I 

believe that all sorts of interest that we meet in our present Western 
Economic models is usury as previously defined. It is what is technically 
called in Fiqh: “ Rib5 Al-Nasi’ah” which is categorically forbidden by the 
Q ur’an and the Sunnah. This idea has been expressed by most modern 
Islamic thinkers: Mawdudi, Qureshi, Abu Zahrah, Isa Abdou and others 
who treated the subject. This opinion is in fact derived from the con
census o f views o f  the four Imams and Zahriyah corroborated by Shi'ah 
Imams. There is also a very clear trend among old and modern jurists that 
the solution to the problem o f  interest is engrained in the system o f 
Zakat which is the only specific financial “ technique” mentioned in 
Islamic jurisprudence. However, the meaning o f  Zakat has never been well 
defined and one would feel lost in front of the great differences o f opinion 
among jurists about this “ corner” o f Islam. If .the key to  the interest-free 
economic problem is Zakat, then we must be very clear about the meaning 
and scope o f this word.

(b) What is Zakat?
There is unanimity that it is one of the five pillars o f Islam, that in the 

legal sense it means “ a right on wealth” or “ the specified part o f wealth 
designated by God to  be given to certain beneficiaries” . 28 A better definition 
in my view is that given by Al-Shawkani, he states:

“ Linguistically, Zakat means growth; one says Zakd az-Zar‘ meaning 
the plant grew up. It can also mean ‘purification’. In SharVah 
(Islamic law), it implies both meanings. The first meaning is con
strued as to cause growth in wealth, or as to  cause more reward or as 
to pertain to increasing wealth, such as is the case in commerce and 
agriculture. This first meaning is supported by the Tradition. ‘No 
wealth decreases because o f $adaqat (Z a ka t) '; owing to  the fact that its 
reward is multiple. There is also the Tradition: ‘God increases (the 
reward o f $adaqat\ The second meaning is construed to  imply that 
Zakat purifies the human soul from the vice o f  avarice as well as 
sins.” 29
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I am more inclined to agree with Al-Shawk5ni’s interpretation though 
I feel that the essence o f the meaning is growth o f wealth not simply 
because God would bless such contribution, but because o f a more 
pertinent and im portant reason. I have already referred to  the natural law 
o f depreciation, and the subtle meaning of associating with God an ever- 
increasing object. I have also referred to the fact that money must continue 
in circulation as this is the only way to  keep production growing without 
check. Hence, the growth of wealth implied by Zakat is in my opinion a 
confirmation o f the general rule of the inevitability of depreciation and a 
practical orientation toward the necessity o f not hoarding money and 
goods but keeping them continuously in circulation.

There is no doubt that Zakat has a great role in the domain of social 
welfare and in exalting the M uslim’s religious feelings; but these questions, 
though o f vital importance for any sound society lie outside my present 
essay. W hat I should like the reader to consider is: what is that system that 
Islam prescribes to  Muslims to enable them to develop their economy 
without touching interest which is prohibited usury? To me, the answer is 
Zakat.

May I emphasise oncc again that such a system pre-supposes that it is 
only an integral part of a  complete independent philosophy which em
braces all aspects o f  life and that it is only a means to achieve the Islamic 
idea o f a happy life in a welfare state.

(c) Function o f  Zakat
(i) Z akat, in my opinion, is a tax in that system in which the main 

economic principles mentioned above are enacted and applied in a state 
where private ownership and free competition are liberally practised.

(ii) Z akat, being a tax on wealth itself, does not heed the person who is 
in possession o f the taxable wealth. W hether that person is a  “ minor” or a 
“ fool” or a “slave” is o f no import whatsoever. Imams have unjustifiably 
raised the point o f who is liable to  Zakat, a  question, which in my view, is 
irrelevant as it should only be: “ which wealth is subject to  Z a k a tT \

(iii) All wealth having m arket values is subject to Zakat except those 
goods which arc specifically exempted by express injunction. It is illogical 
to  confine Zakat to the well-known eight commodities: Gold, silver, 
wheat, barley, dates, camels, cows and sheep (including goats) as alleged 
by Ibn-H azm .30 N or is it logical to go with the other four Imams sub
jecting some edibles and excluding others, or exacting Zakat from what
ever is gold and silver only, etc. The jurists in their attem pt to  make Zakat 
look just and fair in their respective ages have resorted to  analogy copying 
‘U m ar Ibn al-KhattSb when he subjected horses to  Zakat. They were not 
applying any specific Q ur’anic injunction or approved Sunnah, but 
following the general rule o f introducing what realises the general welfare 
and social justices in their com munities.
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1 do not see why we, at our present advanced and more civilised age, 
should not follow their example and adopt the same analogical system to 
qualify Zakat in a way that culminates in the realisation o f our Islamic 
ideology. I believe that Zakat should be imposed on all goods (with the 
exception o f what was specifically exempted). To do that in the most 
effective way, and to  arrive at the goals of Zakat as mentioned above, I 
feel that the most practical way, the most fitting and convenient, if not 
the only possible one, is to  tax money in circulation in a way analogous of 
that suggested by Silvio Gesell and adopted in the Austrian town of 
Wogel in the early thirties.

I have reached this conclusion, as the nature o f our modern economy 
and the whole set-up o f commerce, industry and agriculture has taken 
entirely new aspects and dimensions which are entirely different from those 
known to our great Imams who lived hundreds of years ago. We have 
already seen that Imam Shafi‘i disqualified the Act o f Qirad if the subject 
of partnership is an industrial activity, on the sole plea that in industry gain 
is predictable and determinable, while it is not the case in commerce!

(d) Zakat against Interest
If  the above interpretation of Zakat is acceptable, and if we apply a 

system similar to  that suggested by Gesell, i.e. impose Zakat on money in 
the hands of those who are holding it, money in the new sense will be 
carrying a cost and will lose its supremacy over the genuine goods it 
represents.

Before elaborating on the new “ purified” money, I should like to dispose 
o f a  juristic problem that would face any authority intending to  apply the 
Islamic way of life without prejudice to the established texts o f juris
prudence. There is no doubt about most o f the sayings of the Prophet 
(peace be upon him) concerning the collection o f Zakat and the limits of 
exemption, the above-mentioned eight commodities. There is also no 
doubt about the other Q ur’anic verse “ . . .  and with (agricultural) produce 
of all kinds . . .  cat o f their fruit in their season, but render the dues that are 
proper on the day that harvest is gathered . . . ”  (6: 141)

The wide difference about what is subject to  Zakat among jurists makes 
me more inclined to interpret Zakat in a way more expedient, logical and 
just. Nevertheless, even if one sticks to  the narrowest interpretation of the 
word and believes that Zakat is only imposed on the eight commodities, 
excluding commerce, minerals and all other goods, my answer to this is 
that there is another obligation or “ right” on wealth. This extra tax or 
“ dues” mentioned in the aforementioned verse does not specify the 
quantity nor the quality of the taxed goods. Bukhari quoted the Hadlth of 
Mu‘adh addressing the Yemenites and his asking them to pay Zakat in 
cloth rather than in cereals -  an indication that Zakat should not neces
sarily be collected in kind.31
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If we follow the views of the different schools of Imams, we may say that 
most of them accepted the criterion that Zakat should be imposed on any 
commodity which has a market value, whether it is an agricultural or an in
dustrial product. This is a  valid argument if only on the basis o f the 
accepted rule that there is another right on wealth. The Q ur’anic text is 
rather general covering wealth.

“ O f their goods (Amwal) take alms . . . ”  (9: 103). The word “ alms” in 
this text may be misleading as the Arabic word §adaqat means Zakat 
in this context, while alms would give the impression o f voluntary charity. 
As well, the Arabic word Amwal means money and goods.

In short, it is my conviction that Zakat is a tax that should be imposed 
on all sorts o f goods. It is not an income tax , but a tax on any sort of 
“ capital” , once it is realisable. As for the amount o f this tax, how to be 
collected and the numerous details concerning the qualifications o f the 
“ taxable capital” , such issues cannot be amply dealt with here and, 
indeed, should be the subject o f an independent research.

For the purpose o f this paper, I shall treat Zakat and the right on 
wealth as two sources o f  public revenue o f equal importance in meeting 
the requirements of the Islamic state. Besides, 1 take it for granted that such 
a state will give priority in the course of its budgeting to the poor, the 
needy and the rest of the eight categories of people who should receive 
Z akat as stipulated in the Q ur’an (9: 60).

I would also not object to  the idea that Zakat should always be singled 
out and collcctcd separately in accordance with the Q ur’anic injunctions 
and in fulfilment o f the Fara'id. O ther taxes should then be distinctly 
imposed and collcctcd under other names. Such minor points should not 
detract us from the main economic issue which to my mind constitutes the 
backbone o f the Islamic state.

The system I am suggesting is quite elastic and can fit in the most 
conservative Islamic schools o f thought. There is nothing in our juris
prudence against “stamping” the currency notes, forcing them to circulate 
without being held or hoarded. The indications are that Muslims arc 
strongly exhorted to spend and invest but not to monopolise or hoard. 
Anybody who is interested to  save is entitled to do so provided he sur
renders his savings to the banks which become a part of the government 
institution (or strictly controlled by it). If he does so, he would be exempt 
from paying the “ stam p” as long as his money is in deposit. The reason for 
such exemption is that the bank will lend the money to  those who may need 
it, either for their investment or consumption purposes, and thus money 
will be put back into circulation for the benefit of both producers and 
consumers.

As we have seen in “ The Natural Economic O rder” o f Gesell, such a 
system would put an end to  interest on all borrowings for investment. I 
differ from  Gesell in that I suggest th a t even personal loans for con
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sumption should not carry any interest, while Gesell finds it necessary to 
impose interest on such loans to  penalise the prodigal and the lazy. My 
view is that banks do not entertain unsecured loans, while Zakat takes care 
o f the poor and the needy in the Islamic order. So, extravagance and 
prodigality will find it difficult to  tap lending sources.

Another major point o f difference from Gesell is land exploitation. 
Islamic jurisprudence allows the private ownership o f land, whether rural 
or urban. In my view, agricultural land can be exploited in an Islamic state 
only in either of the following manners:

(a) When the owner o f the land may cultivate it himself and for his own 
account, he may hire labour, but he is supposed to  meet all ex
penses necessary for cultivation. This entitles him to the full yield 
o f such land, which yield may turn out to be negative if the value o f 
his crops fall too short to  cover his expenses.

(b) He may enter in a sort of Qirad contract with a farmer who be
comes a partner to  till the land, while the owner supplies the other 
elements necessary for cultivation: seeds, manure, machinery, 
water, etc. In this case, labour is to be assessed in relation to the 
total value o f the other factors contributed by the landlord, and 
the yield is shared between them according to this relation without 
including any share to the land itself. In case the farmer contributes 
anything other than his labour, he gets a share o f the total yield in 
proportion to  what he contributed. In no case, rent -  i.e. giving the 
land to the farmer at a fixed amount o f money or a fixed share in the 
output -  is permissible.32

Urban land also should not be allowed to be a source o f unjustifiable 
unearned income. The increase o f capital values o f urban sites are rarely the 
result of the owner’s efforts; it is generally speaking, a  result of some 
social demographical agglomeration and the facilities provided by the 
community or its government. Any benefits stemming from such develop
ments and facilities must be enjoyed by the community represented by 
its government. Thus, owners o f urban sites are not allowed in the 
Islamic state to earn any more when selling their plots. If such an im portant 
measure is not adopted, many may be tempted to withhold land in lieu o f 
depreciating money and to expect a  certain unearned income instead o f the 
prohibited interest.

By collecting Zakat and by imposing a carrying cost on money, I believe 
there will be a new economic system where banks will gladly lend money 
without charging any interest, where borrowers will be more keen than 
their lenders to  settle their debts, and where money will lose its divinity 
and sacredness. There will be enough funds for gifted borrowers to  in
novate and to  increase production. Demand will precede supply in most 
cases, indicating to  entrepreneurs the right direction for new investm ents
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and cutting risks to the bone. Full employment will be the norm rather 
than an abstract or the exception, and labour will be the most demanded 
and scarce element o f production.

Zakat will be collected and thus Social Security will be ascertained for 
every citizen. Personal loans for the needy and the poor will not occur 
because such people will automatically be looked after. Entrepreneurs will 
not find any difficulty to  get the necessary capital for their sound projects, 
without paying interest which used to be a chargc on their profit -  or, 
indeed, on the consumer. Competition will bring profit and incomes 
closer together with the lapse o f time, and people will not be distinguished 
by their wealth and the money in their vaults. Banks will function in a way 
quite similar to that explained under the Gesellran pattern except that no 
interest at all will be charged. If the government needs money, it will either 
borrow from the central bank without interest if the loan is short-term, or 
it will increase the value o f “ stamps” on money in circulation, or impose a 
new tax. In no case should the government resort to deficit financing, 
and indeed there will be no necessity for such a policy. If money value is 
stabilised, there will be no recession nor inflation as Harrod put it clearly, 
and irrespective o f the method such stabilisation takes place.
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CHA PTER FIVE

The Relative Efficiency of 
Interest-Free Monetary 

Economies: 
The Fiat Money Case
Dr. Mabid Ali Muhamed Mahmoud Al-Jarhi*

I

GENERAL

M ONETARY theory, like the rest of macroeconomics, suffers from the 
logical ramifications o f being built on a structure o f perfect-market models. 
The assumptions underlying such models, viz, perfect information and zero 
transactions costs, give no reason for anyone to hold money. Nevertheless, 
economists have proceeded to  impose the existence o f money on such 
models as a  first step to found an economic theory o f money. Obviously, 
this is untenable. A consequence of such action is the common miscon
ceptions and erroneous policy recommendations in monetary literature.

Naturally, the first step to  restore some analytical consistency to 
monetary theory is to reconstruct the basic price-theoretic structure to 
include the necessary frictions which make transactions costly and thus 
make money necessary to  hold. This, however, is beyond the scope o f this 
paper and has been undertaken, from different angles and in different ways 
by some economists.

The purpose o f this paper is to  challenge the traditional institutional 
arrangement o f paying interest on money as an efficient monetary policy. 
Having done this already somewhere else, for economies with commodity 
means o f exchange, we will concentrate on fiat means o f exchange. Both 
cases o f government and privately-produced fiat money will be considered. 
M oreover, private borrowing and financial intermediation will be given 
analytical attention.

•  D r. M abid al-Jarh i has served in th e  Institu te  o f  N ational Planning, C a iro ; and the 
Islam ic D evelopm ent B ank, Jeddah.
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The paper introduces a set o f fiat means o f exchange into an economy 
and a few related questions. First, how much money should an individual 
use in order to  spend his income? Second, how much should the govern
ment produce in order to  provide for the optimal use o f money, and how' 
should it distribute its money? Third, given the size o f government money, 
how much would a private producer supply o f his own money under con
ditions o f imperfect information ? Fourth, how do private concerns and 
financial intermediaries behave within our theoretical framework? The 
fifth and last question is how much should the government produce o f its 
own money, how should it distribute it among different individuals, and 
what regulations should it impose on the banking system and financial 
intermediaries, in order to  provide for the optimal supply o f monetary 
services?

The conclusions o f this paper make it obvious that economies with no 
interest payments on borrowing and no bank multiple creation of money 
are most optimal between the different institutional arrangements con
sidered. This means that it is most efficient if the government initially 
provides its own money free, lends it free, and imposes a 100% reserve 
ratio on banks.

We expect such conclusions to  be more of a surprise to economists in 
Muslim countries than to the young economists of the Western world, who 
have grown sccptical about accepting the results o f models which are 
devoid o f viscosity. Nonetheless, we hope our conclusions will be an 
inspiration to  the economists o f the Muslim world to  revamp the econ
omies o f their own countries and rid them of the traditions o f old Western 
economics. We finally hope that this will be a first step towards con
structing an Islamic economic theory.

II

INTRODU CTIO N

In a free m arket economy, interest is the price o f money. It is the price 
a t which the “ producers” o f money sell their “ output” . Since this price 
depends on the quantities o f money supplied, its determination raises the 
question of the optimum supply o f money.

The treatm ent o f  the optimal supply o f money in the literature has been 
mostly traditional in nature, and we arc using the word “ traditional” in a 
special sense. The basic fault with the traditional approach is that it 
ignores the  issue o f  the raison d'etre o f  money, namely, the existence o f
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transactions costs. One class o f the traditional approach contains no 
explicit treatment of transactions costs.1 The other class, while it accounts 
for transactions costs in a fashion, presumes the existence o f money from 
the very outset. This lends no particular usefulness to the treatm ent of 
those costs.2

Some economists have attempted to remedy the inadequacies o f the 
traditional approach by introducing frictions explicitly in the standard 
perfect-market model. Those non-traditionalists have taken various 
approaches.

One group incorporated transactions costs in the standard Walrasian 
model while keeping exchange centralised.3 These models throw light on 
the existence o f monetary equilibrium as well as the function of money as a 
substitute for a central transactions authority. However, some econ
omists believe that only in a framework of decentralised exchange can the 
role of money be understood.4

Another group of non-traditionalists introduce imperfect information 
into their models as a vehicle o f studying monetary exchange.5 However, 
they disagree about what kind of information should be considered 
imperfect.

In order to introduce explicitly transactions costs into the classical model 
we have constructed elsewhere6 a class o f transactions cost functions for 
exchanges (each containing the sale o f one item and the quid pro quo 
purchase o f another) carried out by an individual. This class is based upon 
several postulates related to costly information.

The first postulate is that the information available to each individual 
about a  particular exchange can be represented by a price quotation. The 
second postulate is that the distribution of such prices is sufficiently well- 
behaved to  be adequately presented by a standard deviation. The two 
postulates imply a price conjecturing process which takes place as a part of 
the exchange process.

The distribution o f conjectured prices represents the “ true” opinion of 
all traders; its standard deviation represents the true variability of in
form ation, or TVI for short. The perception o f any individual o f those 
prices represents a  different distribution whose standard deviation is called 
the reflected variability o f information ; or RVI for short.

The third postulate is that transactors are not equally informed about 
prices, i.e., their RVIs are different. In other words, information differ
entials exist between people about each exchange. The fourth postulate is 
that each individual is not equally informed about different goods, i.e., he 
has a different RVI for each exchange.

As price searching takes place, the fifth postulate says that sampling 
traders for this purpose is costly.

Let ty.j refer to the transactions costs o f an exchange carried out by an 
individual v and involving the sale o f  the quantity  x, for the quantity  Xj,
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where i ^  j . We can, therefore, write the transactions cost function of that 
exchange as

tj,j =  t fj  ^i.j* x i» xp; i #  j (1)
where o, j is the TVI and a] j is the RVI, and

t ’.i =  -  ®i.j) (2) 
The behaviour of t*fJ is determined by:

(StL /Sa,.,) <  0 (3)

( W j ) < o  0 0
(StT.j/ser.i) > 0 (5)
(StY.j/Sxl) >  0 and
(S ^ /S x * * ) >  0 (6)
(St 1.,/Sxp >  0 and
(S*tr j/axy*) >  0 (7)

The above class of transactions cost functions is suited to exchanges
involving real goods. This implies that they must also be suited for
describing exchanges involving commodity means o f exchange, or CME.

Ill

TH E NA TURE A N D  CREATION O F 
FIAT MEANS O F EXCHANGE

1. The Nature of Fiat Means of Exchange
Fiat assets are defined to  be those assets whose holding draws no real 

rate of return of their own. They are used either for transactions services, or 
for the (interest) payments their seller may provide. They could be fully or 
partly convertible into another class o f fiat assets. But, they may not be 
convertible at all into any other kind of assets while the transactions 
services they render qualify them to  be treated as net wealth.

The fiat nature o f FM E calls for certain measures to  entice traders to 
use them. Becausc these assets have no real services o f their own, their 
owner, barring other payments, must use them for exchange in order to 
get any transactions yield. In order to  do so, he must himself persuade 
prospective buyers o f the usefulness o f F'ME in transactions. The producer 
o f  FM E will therefore find it insufficient for his assets to  yield transactions 
services in order that they may be accepted by households as a  means of 
exchange. He must use additional incentives.

One possible incentive is to  stand ready to  convert these assets, fully or 
partially , in to  other, already generally acceptable, FM E. Convertibility
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then would cause people to  consider the use o f FM E in the light of the 
quality and value o f the assets into which they can be converted. When the 
producer o f FM E is the government, and when such an institution has a 
sufficiently high volume of transactions, the mere acceptance o f the 
producer o f his own FM E as a payment for government services can be 
sufficient to  provide for their general acceptance. Otherwise, when the 
volume o f government transactions is insufficient, coercion should work, 
when its FM E are declared legal tender. One last alternative is to  pay the 
holders of FM E a rate o f return compensating them for whatever they 
would earn on alternative assets.

One thing we must stress is that it is possible to  do away with the above 
incentives after the particular FM E has been in use for a  while. Once FM E 
are used on a large scale in exchange, traders will accumulate sufficient 
information about their transactions services, and will continue to  use 
them as before. Another thing we must stress, and which will become clear 
below, is the relationship between those incentives and the process of 
creating FM E.

2. Transactions Cost Functions and Fiat Means of Exchange
The class o f transactions cost functions introduced above was designed 

for exchanges involving real goods. In order to make this class applicable 
to  exchanges involving fiat assets, one variable must be added: the price 
level in terms o f the respective fiat asset. Since such an addition implies 
some relationship between that variable and the transactions costs of 
related exchanges, an additional postulate must be provided.

Let us assume that a certain fiat means of exchange, f<l>i, is already in 
circulation. Let us also assume the relative prices o f all goods in the 
economy can be calculated in terms o f ,<!>,. W ith the assignment o f the 
proper weights, a price level can be calculated from those prices, which we 
will call the asset-price level o f f<t>, and referred to  symbolically as ,r,. 
Naturally, when an individual v makes an exchange involving f<D,, he 
must have some conccption about its asset-price level. His conception will 
be termed fV].

Given any relative price for a certain exchange involving f<I>, the higher 
the asset-price level as perceived by v, rry, the lower is his perception o f the 
real value o f the quantity o f ,<&, involved. Since this real value represents 
his total expenditures, if he is a  seller o f f<I>(, or receipts, if he is buying it, 
the lower his perception o f this real value, the less he will search and the 
less vigorously he will negotiate. Conversely, the lower the higher will 
be his perception of the real value o f his expenditures or receipts o f f<I>, 
from that particular exchange, given any relative price involved. The higher 
his perception o f that real value, the more he will search and the more 
vigorously he will negotiate.

Therefore, an additional postulate, which is applicable only in the case
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of exchanges involving fiat assets, can be made. The transactions costs of 
an exchange involving a fiat asset varies inversely with individual’s 
perception o f its asset-price level.

3. The Creation of Fiat Means of Exchange
A FM E is primarily a source o f transactions services. Hence, its ability 

to produce such services, and to  qualify as a means o f exchange must 
depend on the nature o f its transactions cost functions of the different 
exchanges in which it may be involved. The production o f a certain FM E 
asset is therefore tantam ount to the creation of a set of transactions cost 
functions with certain characteristics. Keeping in mind the postulates 
provided about the relationships between the total and the marginal 
transactions cost o f an exchange and the different arguments entering 
its transactions cost function, those characteristics must produce a state 
o f transactions cost differentials that would justify the use of the fiat asset 
in question as a  means o f exchange. In other words, the quality o f a FM E 
asset must depend on the characteristics o f the set of the transactions cost 
functions o f  the exchanges it enters; such a quality represents the effective
ness o f that asset as a  means o f exchange.

The quality of a  FM E depends upon the size of its exchange fields as well 
as the range o f quantities at which it can be traded. Both factors are in
fluential in determining the transactions cost saving from the use o f such 
an asset as a  means o f exchange. This implies that, when two FM E 
assets are compared, the one with the larger exchange field or wider range 
o f traded quantities, or both, has a superior quality to  the other.

An im portant question is what can the producer do in order to create a 
fiat means o f exchange? The answer to that is not to provide the buyers o f 
such an asset the actual relative prices of that asset in its different ex
changes. Such a method is impossible to use because the producer, 
whether a private concern or government, is subject to imperfect informa
tion like anyone else. The only difference in this respect is that the money 
producer is an information specialist, which makes his perception of the 
exchange ratios o f the FM E he produces closer to reality than that of 
non-specialists.7

The producer can, instead o f providing exchange ratios, manipulate the 
asset-price level o f the FM E he produces. This manipulation can be done 
through the control o f the quantity sold. This should be, in our world of 
imperfect information in which producers are price searchers, available to 
all producers.

In addition to  regulating output, the producer sometimes will have to 
trade his asset in order to align its current stock with the current (stock) 
demand. Yet, the producer cannot guarantee the real value o f his asset in 
terms of real goods. This prohibition is made out o f theoretical necessity, 
for such an action would bring abou t com m odity bonds. In add ition , there
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are some peculiarities which depend on whether the producer is a  private 
concern or a government, which are discussed below.

All such activities that the producer undertakes to  make the character
istics o f his FM E prominent will be called the information characterisation 
o f  an asset or, in short, asset characterisation.

(a) Production o f Government Fiat Means o f Exchange, G FM E
Starting with a  pure CM E economy, government production o f fiat

means of exchange, G FM E , even when accompanied by the process of 
asset characterisation, may not earn exchange circulation o f an intensity 
equal to that o f CM E. In the absence o f coercion, G FM E will be capable 
o f gaining the trust o f traders as a source o f transactions services only 
after a  period (perhaps extended) o f initially cautious and hesitant use. It 
might appear paradoxical that “ general acceptability” of money is self- 
generating, for the more people use and accept GFM E, the more other 
individuals will join the bandwagon. However, once the information- 
generating aspect o f exchange is recognised, the paradox disappears. The 
more often a FM E is exchanged, and the wider the participation in that 
exchange, the more information is generated about its characteristics as a 
means o f exchange. To overcome initial mistrust and hesitation, and to 
avoid costly and more intensive asset characterisation, the government 
may use a mixture o f enticement and coercion to  establish general accept
ability for its own GFM E.

In a multiple CM E economy the government cannot circulate G FM E 
whose quality is lower than that o f the existing CM E without either paying 
holders for the difference in quality to compensate them for the loss in 
transactions services resulting from the substitution o f CM E with inferior 
G FM E , or using coercion. Such action on the part of the government will 
be ruled out, for it would cause the whole society a dead-weight loss. The 
government will thus be left with two choices. The first is to produce 
G F M E  cach o f which has quality equal to  that o f a  corresponding CM E 
in circulation. The second is to produce G FM E of superior quality to some 
or all CM E. The first action will have effects similar to  those o f issuing 
bonds against CM E, and such effects have already been discussed else
where. The second option is to replace those CM E whose transactions 
services are dominated by G FM E, and if all CM E were replaced, the 
economy would become a pure fiat money economy. Examples o f such an 
economy are considered below.

(b) Production o f Private (Secondary) Fiat Means of Exchange, SFM E
Private production o f FM E is, in contrast with public production,

hindered by two obstacles. On the one hand, private producers do not have 
sufficient resources to enable them to carry out the asset characterisation 
process on a scale wide enough to  bring abou t general acceptability. On the
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other hand, private producers do not have the coercive power available to 
the government which would allow them to  gain general acceptability for 
their own FM E. Private producers can attem pt to  enforce their asset 
characterisation effort by offering to pay rates o f return on their fiat asset 
comparable to those on CM E. Such offers would make privately issued 
assets equivalent to  commodity bonds, for each asset would be a claim to a 
stream o f returns equal to that o f some CME. In such a case, they would 
not be fia t assets.

The only way to overcome their resource and coercive power limitations 
is for private producers to  make their assets convertible into GFM E. A 
scheme of this sort allows them to benefit from the government asset 
characterisation efforts while giving them the liberty o f differentiating their 
own products. Therefore, privately produced FM E cannot exist without 
the existence o f G FM E ; the latter will thus be considered asprimary or base 
assets while the former will be termed secondary fiat means of exchange, or 
SFM E. A pure inside (privately produced) money economy can therefore 
exist only in a  commodity-money world, where such assets would be 
claims against the future delivery of CME.

In this section we consider an economy in which the government issues 
a  collection o f G FM E whose quality dominates that o f the existing CM E, 
so that they effectively replace all the existing commodity money. Under 
such an arrangement, the government can give away its own GFM E, it can 
sell them, or it can rent them ; all three possibilities will be investigated. 
Then, the questions o f the optimality of the stock o f G FM E and of 
government policy will be examined.

1. Some Basic Concepts
Now let us introduce a vector o f G FM E containing elements each of 

which is a  fiat asset whose transactions cost function is superior to  a 
corresponding CM E asset; such a vector is

are their corresponding accounting prices.
It is now possible to  calculate, in terms o f each one o f these GFM E, a 

set o f relative prices, o f all goods and construct some weighted average of 
them that represents the price level in terms o f a  particular G FM E . In

IV

PURE GO VERNM ENT FIAT MEANS O F 
EXCHANGE ECONOM Y

r* =  (r^j, • • • ,  and
r7r — (tT|, . . . , 7Th)

(8)
(9)
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other words, there will be as many price levels calculatable as there are 
G FM E assets. Let us define such a set o f asset-price levels a s :

=  (fr „ . . . ,  fr h) (io)

It is clear from above that the production o f G FM E is not costless, 
because o f the needed process o f asset characterisation. When a particular 
G FM E is issued and used in exchange, it will cause a change in its corres
ponding price level. Such a price level must be considered at this stage to  be 
one o f the information characteristics, which is one o f the arguments in the 
price-conjecturing function o f that asset. A change in that argument would 
necessitate a revision o f the price conjecturing process. To counteract this 
revision, the government will have to  incur extra asset characterisation 
costs. In other words, the marginal cost o f asset characterisation, mcac, of 
any G FM E must be rising with the rate of issuing such an asset.

2. The Supply of Real GFME
Given that the government will issue a set o f G FM E with transactions 

cost functions producing superior qualities to those of the initially existing 
CM E, the sale o f GFM E, if and when it is done at the proper price, will 
causc CM E to fall into disuse as it is replaced by G F M E .8 How much 
should be produced and a t what price will depend on the demand for, as 
well as the marginal cost o f producing GFM E.

The cost o f producing one extra real unit o f a  fiat asset through changing 
its nominal size depends on two elements: the marginal cost o f asset 
characterisation and the change in the price level in terms of that asset, due 
to  a change in the number o f its nominal units. As pointed out above, the 
creation o f one real unit of G FM E, through a change in the supply o f its 
nominal units, must be accompanied by utilising resources. Those re
sources are expended in providing information about the asset-price level 
o f the G FM E in question as well as the am ount o f trading necessary to 
bring such information as close as possible to reality. The real value of 
those resources may be less than, equal to, or greater than the value o f the 
extra real unit created depending, in part, on the change in the asset-price 
level which may result from such an action.

In addition, the resulting change in the price level in terms o f that asset, 
or equivalently the change in the relative price o f the fiat asset, will have to 
be compensated for in order to  effectively increase its real stock by one 
unit. This implies that the creation of one real unit of G FM E could be 
accomplished by utilising resources which might cost up to, or more than, 
the value of that unit depending on the resulting change in the corres
ponding price level as well as the extra asset characterisation costs caused 
by that change.

It is therefore possible, as in figure 1, to  p lot the marginal cost o f 
creating an extra unit o f  a real G F M E  asset as a proportion  o f  the real
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value o f  that unit; this proportion would rise with the real value created o f 
tha t asset until, the rise in the corresponding price level reaches a certain 
limit, and becomes unity. At that limit, no real fiat units can be added by 
increasing the nominal quantity. It is quite possible that further increases 
in the nominal quantity could lead to an erosion of the real stock, which 
would cause the MC, curve to  bend backwards; such a possibility, how
ever, is not shown on the graph.

Another aspect o f the above supply relationship is how it is influenced by 
the change in the flow o f information available to the traders o f the G FM E 
asset in question. An increase in this flow resulting, e.g., from a greater 
incentive for traders to trade the asset, reduces the marginal cost of asset 
characterisation. Consequently, the MC, curve shifts to  the right. The 
opposite is also true.

3. The Demand for Real GFME
Given the information characteristics o f the G FM E fO,, traders will 

bold real quantities o f that asset until its rate o f transactions services, at the 
margin, deflated by its asset-price level is equal to  its net rate o f return.9 
Due to  the postulate advanced about increasing marginal transactions 
costs of exchanges, the rate o f transactions services will decline with the
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quantities o f the real FM E held. Therefore, we obtain a  negatively sloped 
demand curve for real G FM E, depicted in figure 2 as rpiCr^i/rP,). However, 
as the quantity o f real G FM E increases, more transactions services 
become available. This increase in transactions services reduces the 
aggregate transactions o f the whole community, and increases real income, 
which in turn increases the demand for real G FM E and shifts the f p, curve 
upward.

Figure 2

An increase in real income, resulting from a decrease in real trans
actions outlays, increases the demand for real GFM E. This implies that 
when more real G FM E is created, people’s wealth rises by the present 
value o f the transactions services stream created by that increase, which in 
turn, given the proper rate o f discount, is reflected as an increase in real 
income. T hat latter increase leads to  a rise in the demand for real G FM E 
by an am ount that depends upon the wealth elasticity o f demand for real 
m oney. Therefore, we can postulate th a t for each level o f  real G F M E  there
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corresponds a level of income, and consequently, a  level o f demand for real 
GFM E. Figure 2 shows this relationship by depicting three demand curves 
for the real balances associated with fO,, each associated with a certain 
level o f real balances. Given any net rate of return, say rpy, the increase in 
demand for real balances measured at this rate must be smaller than the 
increase in real G FM E, measured on the horizontal axis, which caused 
such an increase in demand.

4. Providing GFME for a Price
Using the demand and supply functions introduced above can provide 

us with some guidelines in the case o f the government wishing to  produce 
the market clearing quantity of a certain G FM E asset, while charging a 
price equalling marginal cost. Figure 3 shows one o f the family o f the 
demand curves introduced above and the sppply curve MC,. Remembering 
that each demand curve is associated with a certain level of real money, 
there is only one demand curve which would intersect MC, at a point 
indicating exactly its related level of real balances. Such a point is Q, where 
the equilibrium level o f the real G FM E asset produced is Oa.

The government can sell its real G FM E at a  payment equal to  f pt per 
fatrah, as rent. Alternatively, it can charge the equivalent relative price per

Figure 3
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unit o f real GFM E. This affords it some net earning. Assuming such 
earnings are given back to  the consumers as lump-sum subsidies, the total 
social welfare gained from the production of real money associated with 
f0 ,  is equal to the area bQc.

5. Free Provisions of GFME
In order to  distribute G FM E free, a mechanism must be developed to  do 

so without causing any redistribution effects.10 Some may suggest, as a 
means o f doing so, that such a distribution should be done in the same 
proportion to everyone’s wealth. This method, however, has redistribution 
effects o f its own. An individual’s benefit from G FM E will be the trans
actions services he can derive from them, which depends on the difference 
between his current portfolio and that which enables him to reach his 
optimal consumption. Such a difference determines the volume o f ex
changes a person desires to  undertake. When one gets an am ount of 
G FM E , albeit it stands at the same proportion to  his wealth as that o f any 
other individual, it may exceed or fall short o f his optimal exchange 
requirem ents; this causes him to gain transactions services at a proportion 
to  his income which is rarely equal to  that o f others. It is therefore better 
to  distribute G FM E at the same ratio to  the absolute value o f the difference 
between the individual’s current and desirable portfolio, in order to  
eliminate such redistributive effects.

Referring back to  figure 3, the government can provide the am ount Oa 
free o f charge, or provide the satiation level of real G FM E free of charge. 
In both cases we will assume it continues financing the costs o f production 
through lump-sum taxation and distributing its net earnings in lump-sum 
subsidies.

(a) Limited Free Provision
Suppose that the government distributes the quantity Oa, shown in 

figure 4, for free. The reduction in the price o f G FM E leads to an excess 
demand, which can be satisfied only through purchases o f the same asset, 
either from the government or from other individuals. As real balances 
increase, due to  the resulting decrease in the asset-price level, the demand 
curve shifts outward. Meanwhile, the larger volume o f trading in the same 
G FM E provides a greater flow o f information to  traders, decreasing the 
marginal cost o f asset characterisation, and thus shifting the MC, curve to 
the right.

A new equilibrium point will be established a t Q ' where, in addition to  
the free provision o f Oa, traders will buy aa'. The increase in social welfare 
is equal to  the difference between the area b 'Q 'c ' and the area bQc. The 
increase in social costs is equal to  the area aa'Q 'g. Obviously, the net 
benefit to society from this policy is positive. This policy is thus superior to
th e  provision o f  Oa a t a price.
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Figure 4

where
d =
d ' =  fp . W , r l)'

(b) Unlimited Free Provision

(i) Providing the satiation level o f  GFME. Suppose the government dis
tributes sufficient amounts of G FM E in order to  effectively keep its price 
a t zero, that is to  give away the quantity Oc in figure 5. The initial increase 
in real balances by the am ount o f ae will increase traders’ wealth and shifts 
the demand curve outward. M ore exchanges using f<Dj will result, increasing 
the flow o f information about its asset-price level and thereby shifting the 
supply curve to  the right. To fulfill its policy, the government must finally 
provide oe". While the level o f social welfare increases, there is a dead- 
weight-loss to  society equal to the area e 'Q 'd * .

The social loss resulting from such a  policy makes it inferior to  the policy 
o f  providing a  limited free provision o f  G FM E .
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Figure 5

where
D  =  r P i W r r , )
d '  = fp,(,o1/fr I)'

(ii) Tracing equilibrium levels. In this case, the government uses the policy 
of “ limited free provision” repeatedly for the purpose o f expanding the 
existing stock o f real G FM E to its maximum, while increasing social 
welfare and costing the community no deadweight loss. First, as shown in 
figure 6 , the government distributes the quantity Oa free which, as shown in 
figure 4 will cause the stock o f real G FM E to  expand to  Oa'. Then the 
government offers an am ount equal to  aa ' for free. This creates a  wealth 
effect which pushes the demand curve to  the right by an am ount which is 
less than that caused by the initial gift o f Oa. This is because, given the 
wealth elasticity o f  demand for real GFM E, aa ' is smaller than Oa.

The latter gift aa' causes the exchange in the G FM E to  increase, by an 
am ount which is less than that caused by the gift Oa, leading to  a new flow 
o f information about the asset-price level and shifting the supply curve to 
the right. The economy finally settles a t the level O a '' of real GFM E. The 
government can then proceed to  distribute a  further gift o f a 'a ' expanding
the  volum e o f  real balances further.
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Figure 6

The repetition o f such a policy expands the total supply of real balances 
by decreasing amounts. This is because the amounts o f gifts are decreasing 
which causes their effects on the supply and the demand schedules to  get 
successively weaker. The total supply of real balances will ultimately reach 
a  level, say Oa' " beyond which no further expansion is possible.

This policy expands the total supply of real G FM E beyond what the 
o ther policies mentioned above can. Moreover, despite the fact that 
the government has provided all the existing stock o f real G FM E for free, 
the marginal unit o f that stock brings forth a positive net rate of return.

The sale or rent policy reaches an equilibrium where the marginal return 
from an extra unit o f real balances is equated with its marginal cost. The 
equilibrium quantity o f each nominal G FM E asset will be associated with 
an equilibrium price level and an equilibrium rate o f  return. Under such 
circumstances, social and private costs are equated with no trace of 
Friedman-type inefficiency. Non-convexity inefficiencies do not exist either.

Such is also the case with the policy o f  free provision. Nevertheless, 
there are two basic and im portant differences between them. The free 
provision policy produces a  larger quantity o f real balances, and in 
addition, it is associated with a higher level o f real income. The rules of 
P areto  optim ality suggest tha t such a policy would be optim al because



o f its capability o f placing the whole community on a higher level o f social 
welfare.
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V

M IXED G FM E A N D  SFM E ECONOM IES

1. Secondary' Fiat Means of Exchange
It may be recalled from above that the private producer o f SFM E must 

incorporate in his contract some provision for convertibility into G FM E 
in order to  be able to  sell his assets. Yet, even if the private producer could 
persuade his customers that his SFM E provides services identical to  those 
o f some G FM E , they would not buy it without some additional entice
ment. The reason is that since the private producer’s portfolio is one o f the 
information characteristics considered in the formation of the transactions 
cost function o f his SFM E, the G FM E asset will always be better because 
its producer is always solvent. Such enticcment may include product 
differentiation and cheaper prices. 11

The first kind of enticement is perhaps the most im portant, for it pro
vides the SFM E producer with a chance to improve upon the quality o f  the 
aggregate stock o f means o f exchange. As our economy initially, in a  pure 
G FM E world, contains exchange fields each o f which is dominated by a 
G FM E asset, the SFM E producer can manipulate the quality of his asset 
in order to  have an exchange field of its own. Within such an exchange 
field, the SFM E asset can afford its user services which he cannot derive 
from any other G FM E asset except at higher transactions costs. In order 
to  do so, the transactions cost function o f the SFM E asset need not be 
superior to that o f any G FM E asset; it need just be sufficiently different.

The second kind o f  enticement, namely lower prices, is related to  the 
question o f convertibility. In order that the private producer can save 
himself a good part o f  the asset characterisation costs he issues his SFM E 
promising the instant delivery on demand o f some G FM E asset. Keeping 
reserves on hand is therefore necessary for the producer to  meet his 
obligation, when encashment is demanded. However, depending on the 
relative desirability o f holding SFM E to that o f holding the G FM E they 
promise to  deliver, the instant encashment clause will not always be fully 
exercised, which necessitates the holding of only fractional reserves. This 
means that for every quantity o f a G FM E asset used as a base asset, a 
multiple o f its value o f SFM E assets can be created. It also means that the 
SFM E producer can offer prices for his SFM E assets which are lower than 
the corresponding G FM E assets they promise to  deliver. It must be noted 
though that this is possible only when the government does not require 100 
per cent reserves.
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The private producer will find that his marginal cost of asset character
isation (mcac) rises with his rate o f output, for changing that rate will 
change the relative price of his SFM E asset and will require the supply of 
additional information to its holders. For instance, when the supply o f a 
SFM E asset increases and its relative price goes down, its holders may 
suffer a wealth loss which can be avoided by either resorting to  instant 
encashment into the G FM E base asset or by the producer compensating 
them for that loss. The higher the rate o f SFM E output the greater will be 
the tendency to  resort to instant encashment and the consequent necessity 
to  compensate holders, and then reassure them that the current value of the 
asset still warrants its continued use. All these costs are parts of the mcac, 
and thus it should rise with the rate of output.

The marginal cost of acquiring reserves, mcar, depends on the cost of 
changing the producer’s portfolio in order to  contain higher proportions 
o f base assets. The latter cost is basically the transactions cost o f exchanging 
assets currently held for reserves. The higher the rate o f output, the more 
reserves are needed, and the more reserves a portfolio contains, the 
greater the difficulty o f adjusting it to includc even more reserves. There
fore, the mcar must rise with the rate o f output.

The marginal cost o f producing SFM E must therefore rise with the 
volume produced, because of the similar behaviour of its components: 
mcar and mcac. Moreover, the production o f SFM E must be related to 
that o f G FM E because of the fact that the former requires the use of the 
latter as reserves. When SFM E producers are left on their own, they will 
choose some reserve ratio between the base asset they hold and the SFM E 
asset they produce. However, the government may interfere, forcing them 
to hold reserves at a  proportion to  their SFM E production that is higher 
than the one they desire to hold. O f particular interest is the case when the 
government forces a 100 per cent reserve ratio.

In order to  account for different conditions o f G FM E and SFM E pro
duction, we will consider the economy on hand under conditions o f free as 
well as non-free G FM E assets. Each of those cases will be considered when 
reserves are fractional and when they are 100 per cent. To do so, we will 
assume that private producers will attem pt to  produce SFM E each of 
which promises the instantaneous delivery o f one o f the G FM E assets 
listed in (6.1). The corresponding vector o f SFM E assets and their asset- 
price levels will be:

r? =  (r<Pi» r? 2, • • • ,  r?h), and (13)

rY ** (rYi» rY2, ----- rYh) (14)

Before dealing with each o f  those cases, we must outline the relationships 
between the demand and supply schedules of each SFM E and the same
schedules o f each corresponding GFM E. First, taking f<p, and as
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examples, since they are not the same assets, they must have different 
demand schedules. However, since there are no a priori reasons for one 
schedule to be higher than the other, we will treat them as if they had the 
same schedule. Such a  simplification will make the diagrammatic treatm ent 
below easier to  manage. Second, because o f the higher mcac to  the private 
producer, the supply curve o f the real balances resulting from the issue of 
f<P, will always be higher than that o f However, since the creation of 
the real money associated with f<pt involves the issue o f more o f its 
nominal units, its asset-price level as well as the asset-pricc level o f ,<!>, 
will be affected. The increase in the real am ount o f the SFM E asset will 
thus cause a spillover on the real value o f the G FM E asset. Such a spillover 
increases the cost o f producing the real G FM E and shifts its supply curve 
to  the left. Needless to say, the extent of the shift depends upon the amount 
o f the nominal SFM E issued.

2. The Case of Government Sale of GFME
(a) 100  per cent reserve ratio

Starting with the equilibrium in figure 3, the supply curve o f  real SFM E 
can be drawn as me, which lies above M C,. The introduction o f SFM E 
causes MC, to  shift to  the left. Such a shift, however, will not be large 
because o f the institutional restraint imposed upon the issue o f nominal 
SFM E by the imposition o f a  100 per cent required reserve ratio. The final 
equilibrium as shown in figure 7a, includes the am ount 0a, o f real G FM E 
which is smaller than that appearing in figure 3.

The producer of real SFM E, behaving as a price searcher, 12 will, by 
consulting his marginal revenue schedule, produce the am ount 0b! o f real 
SFM E. If  the government forces marginal cost pricing upon the producer, 
the real SFM E produced will increase to  0b2. In either case, the introduction 
o f SFM E assets increases the wealth of the community as it increases real 
SFM E more than it reduces real GFM E.

(b) The Fractional Reserve Case
Figure 7b shows the fractional reserve case. Because o f the relative 

ease with which the nominal units o f , 9 , arc produced, two differences 
distinguish this case from the previous one. First, the cost of asset charac
terisation o f the real units o f ,9 , is higher. Second, the amount of spillover 
on the marginal cost o f the real G FM E asset is also greater. This causes the 
equilibrium quantity o f real G FM A , oa2, and the equilibrium quantity of 
real SFM E, 0b3, to  be smaller than 0a, and 0b , respectively. Even with 
m arginal cost pricing enforced, we get 0b4 of real SFM E which is less than 
0b2. Therefore, under the assumption o f the government sale of its FM E, 
the case o f 100 per cent reserve ratio  is superior to  the case o f fractional 
reserves.
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3. The Case of Free GFME
When we discussed the pure G FM E economy, it was found that the 

policy of providing free G FM E through the tracing o f equilibrium levels 
was the optimal policy. Since our discussion is motivated here by the 
objective o f finding the optimal monetary policy within this new institu
tional arrangement, we will assume that the government has already 
reached the objective o f free G FM E provision through the tracing of 
equilibrium levels. Given the optimal supply of real G FM E produced by 
such a policy, we will compare the cases of 100 per ccnt reserve ratio and of 
fractional reserves to see which provides a higher level of real balances.

(a) 100 Per Cent Reserve Ratio
Figure 8a duplicates the final equilibrium resulting from a free GFM E 

distribution through the tracing o f equilibrium levels, from figure 6 . The 
introduction of SFM E causes MC, to shift to M C,' because o f the 
accompanying spillover. Besides, the supply curve of real SFM E, me, will 
lie to  the left o f M C /. The final equilibrium brings forth the quantity 0a5 
o f real G FM E and either 0b 4 or 0b6 o f real SFME, depending on whether 
marginal cost pricing will or will not be enforced.

(b) The Fractional Reserve Case
Starting from the same final equilibrium plotted in figure 6, the intro

duction o f SFM E will cause a greater amount o f spillover on the cost of 
producing real G FM E because of the relative ease of creating nominal 
units under fractional reserve rules. The shift in MC, is thus greater than 
in the case of 100 per cent reserves. The same relative ease o f producing 
nominal units o f SFM E causes its supply curve to lie further to  the left 
from the supply curve of G FM E than in the 100 per cent reserve ratio case. 
Therefore, while the total amount o f real balances produced increases by 
the introduction o f the SFM E asset, the net gain in the case of fractional 
reserves is smaller than in the case of 100 per cent reserve ratio.

VI

FINANCIAL INTERM EDIATION

Elsewhere, we presented a model in which, borrowing was done in a 
CM E economy by issuing private bonds promising the future delivery of 
C M E . 13 That process o f borrowing was found to  have been enhanced in 
efficiency when the process o f financial intermediation was introduced. In 
this section, we attempt to  consider how borrowing and intermediation 
will evolve in a fiat-means-of exchange world. Two new classes of fiat 
assets will be introduced: household fiat assets, HFA, and interm ediate
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fiat assets, IFA. Then, the economic effects o f intermediation will be 
considered.

1. Household Fiat Assets
When a trader intends to conduct some exchange involving the purchase 

o f some item, it is generally true in this economy that this can be done with 
lower transactions costs when the purchase o f a certain FM E asset is in
volved than when that o f any other item is. Nonetheless, the trader may 
not have on hand sufficient balances of that means o f exchange, in which 
case he can offer instead a bond promising the future delivery o f that asset. 
The use o f this bond will sometimes cause him to  incur less transactions 
costs than the spot or the future trading of any other item.

The borrowing process will therefore be conducted within a FM E 
economy and through the exchange of household fiat assets, which promise 
the future delivery of some G FM E or SFME. Let us consider, as an 
example, the issue o f an HFA by a particular household, v, promising the 
delivery o f some quantity of f<I>* in the beginning of the next fatrah. The 
bond units o f such issue will be denoted by fb- whose present value is 
equal to  fT, f<J>,/( 1 -f fp*), where the v superscript used on fp- is used to 
distinguish it_from the rate of return on fd>, itself. Such present value is 
equal to  fa* rb\ where the first term is the price per unit of the bond.

In order to be able to sell his bonds, the individual will have to pay to  the 
buyer (the lender) the rate o f return of the FM E promised as well as the 
cost o f information the latter must incur in order to make sure that the 
borrower is within his budget constraint and his portfolio assets o f value 
are sufficient to pay back the debt. This extra cost o f information which we 
will call lending costs, increases a t the margin with the size o f the debt 
issue, for the larger the am ount of borrowing, the harder it becomes to 
persuade a lender that the borrower is still within his budget constraint, i.e., 
that his asset holdings are sufficient to  repay his lenders. This must be 
added to the fact that the demand curve for such a bond issue must be 
upward sloped, for more borrowingcan bedoneonly at higher ratesof return.

On the other side o f the picture, the bond issuer (the borrower) would be 
willing to sell more o f his bonds as the rate o f return, that he must pay, 
decreases, so that he moves along a negatively sloped supply curve. Yet, 
the more he borrows, the more adjustment is needed in his portfolio in 
order to  increase its contents o f those assets which can be transformed into 
the borrowed FM E with the least possible transactions costs. Most 
probably, those assets will be some other FM E. The cost of such an adjust
ment is similar to the cost of acquiring reserves which the producer of 
SFM E has to incur. Such a cost, when accounted for, shifts his supply 
curve to  the left.

Since borrowing a certain FM E depends upon the current supply o f that 
asset as well as its rate of return, it will make a  difference whether it is
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Figure 9

presently sold by its producer or provided free up to the satiation point by 
the government.

(a) Household Borrowing with Costly FM E
When the FM E borrowed is already being sold at the market rate* f p,, 

shown in figure 9, lenders will buy the individual’s FM E bonds only at 
rates higher than fp,. The demand curve o f those bonds will thus take the 
shape o f D (rb*), when the marginal lending costs, mlc, are not included. 
A t some level o f borrowing, beyond which the individual will be exceeding 
his budget constraint, he can borrow only a t infinite rates, which causes the 
demand curve for his debt to  become vertical. The addition o f the rising 
marginal lending costs, mlc, as a proportion of the present value o f the 
marginal debt unit, causes the demand curve to take the position D'(rby).

The individual’s supply cun 'e for his own debt, not considering the cost 
of adjusting his portfolio, S(rb-), slopes downward to  show his willingness 
to  borrow at lower rates. However, when the increasing marginal cost of 
adjusting his portfolio, mac, as a  proportion o f the present value o f the 
m arginal debt unit is considered, the supply curvc takes the position
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a =  fr, fO,/(l +  rpj)

Figure lOd
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S'(ff>p which stands at an increasing distance from the former curve 
because of the increasing mac.

The equilibrium amount borrowed by v o f the asset *<!>, is Oa and the 
rate paid is f p]. This rate is higher than the rate paid for spot trading o f the 
borrowed FM E because of the additional costs o f borrowing incurred by 
both the borrower and the lenders.

(b) Household Borrowing and Free G FM E
In this section we will discuss the effects o f two government monetary 

policies on private borrowing. First, the discussion of the policy o f giving 
free G FM E through the tracing of equilibrium points will enable us to see 
the effects o f an increase in the quantity o f real G FM E on the volume as 
well as the social costs o f borrowing. Second, we will discuss the effects of 
providing a satiation level of real G FM E on the same variables.

(i) Tracing equilibrium levels. Figure 10a shows the initial equilibrium 
level of real G FM E Oa and the corresponding level of borrowing Oa in 
figure 10b. When government policy o f free distribution o f G FM E 
through the tracing of equilibrium levels produces the greater volume of 
real G FM E O a '', the demand and supply schedules must changc. 14 The 
demand for bonds will go down, signifying that, because o f the relative 
abundance o f real GFM E, lenders are willing to  lend greater amounts at 
the same rate of return. Meanwhile, the supply curve will shift down, 
showing that the borrower will borrow less at each rate o f return. This 
causes the amount o f borrowing to go down from Oa to  Oa'. Figures 10c 
and lOd show the marginal costs o f adjusting portfolios and the marginal 
lending costs respectively. The sum o f the areas under the two curves, up 
to  the am ount o f borrowing, represents the resources expended in the 
process o f borrowing. The reduction of the amount o f borrowing, bccause 
of free GFM E, reduces this social cost by the sum o f the two shaded areas 
in the latter diagrams.

(ii) Providing the satiation level o f  GFME. Figure 1 la reproduces the case 
of free government provision o f G FM E up to  satiation level plotted in 
figure 5 above. The production o f 0e ' of real G FM E costs the society a 
deadweight loss equal to the striped area Q 'e 'd ',  and brings the rate of 
return on the marginal unit o f real G FM E down to zero. Since real G FM E 
is freely available, lenders are willing to  buy bonds a t any rate above zero, 
but high enough to cover the marginal lending costs. This brings the de
mand curve to D '( fb-), in figure l ib ,  which exactly traces the mlc curve. 
Moreover, the demand for borrowing a t rates of return higher than zero 
disappears. Because people can satisfy their demands for means of 
exchange without cost, and because borrowing itself causes borrowers to 
incur portfolio adjustment costs, borrowers would sell their bonds only at
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negative rates of return, This means that they would demand compensation 
for the cost of borrowing in order to  do so. This causes the supply curve for 
bonds to appear in the fourth quadrant, where it indicates at each quantity 
lent the corresponding (negative) values on the mac curve.

The sum o f the shaded areas under the mac and mlc curves in figures 
1 1 c and l id  respectively measure the social costs associated with the 
volume Oa o f private lending. When that lending disappears because o f  
free G FM E provision, that cost disappears too. However, such a saving in 
resources is associated with a  welfare cost measured by the area o f 
Q ^e'd". The merit o f the policy of free G FM E up to satiation levels must 
therefore be judged through the comparison o f the saving on lending 
costs and the welfare costs indicated in figure 1 la. This, at the moment, is 
an empirical question.

2. Intermediate Fiat Assets
(a) Financial Intermediation

The reason for the existence of financial intermediation in this theor
etical framework is information imperfection coupled with the ability to 
gain from specialising in the collection o f information. N o individual in 
this model can perceive the vector o f prevailing prices perfectly. The set o f 
each individual’s conjectured prices, which determines the composition of 
his portfolio, will always fail to be the same as his vector of trading prices. 
Therefore, such a composition will always fail to minimise the transactions 
costs o f fulfilling his obligations, when the bonds he has issued come to 
maturity. He must therefore continue to adjust the composition of his 
portfolio, which causes him to incur the portfolio adjustment costs men
tioned above.

As a borrower, when the individual specialises in the information about 
the optimal portfolio composition, i.e., that which minimises his trans
actions costs a t the time o f the maturity of his debt, he can reduce his mac 
below the level reached by non-specialists. Such an intermediary can thus 
issue intermediate fiat assets, 1FA, of quality superior to the household 
fiat assets, HFA, issued by non-specialists. The I FA are superior in the 
sense that they are issued at a  lower mac than the HFA. The supply of 
IFA, a t the same rates o f return, is thus higher than that of HFA.

As a lender, the individual must collect information about the com
position o f the portfolios of his borrowers. Doing so costs him the mlc. If 
he is an information specialist, his mlc will be below that o f a non
specialist. Being able to  lend more cheaply causes the intermediary’s 
demand for HFA to be higher than that o f non-specialists for the same 
assets, at the same rates o f return.

Figures 12a and I2b plot the markets o f IFA and HF'A, respectively. 
In the first diagram, the SIA schedule represents the supply o f IFA. In 
the second diagram, the SHA schedule represents the supply o f H FA .
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Their relative positions are such that, if they were on the same diagram, the 
former would be closer to the ordinate than the latter, reflecting the lower 
level o f mac associated with intermediate borrowing. Similarly, the 
schedule of households’ demand for JFA, appearing in figure 12a, would 
be to  the left of the schedule o f intermediaries’ demand for HFA, appear
ing in 12b, were they drawn on the same graph. This reflects the lower mlc 
associated with the latter.

In our model o f imperfect information, all sellers behave as price 
searchers. The consideration o f the marginal revenue curve associated with 
each demand curve in the above diagrams yields p* and p i as the borrowing 
and lending rates, respectively paid and received by intermediaries. The 
difference between both rates represents the margin of profit.

(b) Intermediation and Pricing Control
The government can undertake a policy o f forcing non-monopolistic 

pricing in both the I FA and HFA markets. This reduces the borrowing and 
the lending rates to  pb' and p£' respectively, but still keeps a profit margin 
for intermediaries to operate with. Moreover, the volume of lending 
through intermediaries expands. However, while the enforcement of 
marginal cost pricing on intermediaries may be easy for they would be small 
in number, its enforcement on issuers o f household fiat assets may be very 
costly, for they would be rather numerous. An enforcement o f marginal 
cost pricing on intermediaries only will force them out of business, because 
it reduces their borrowing rate.

(c) Intermediation and Free GFM E
While intermediaries reduce the costs of borrowing and lending, they 

must borrow and lend at rates equal to  or below the rates which are 
available to  households directly. The reasons are that the intermediary 
lending rate must be no greater than the household’s rate, and, that the 
intermediary borrowing rate must be below their lending rate.

The government’s successive offers of free G FM E through the tracing of 
equilibrium points will greatly reduce the cost o f borrowing to  households, 
but will not eliminate them. The resulting reduction o f the household 
lending rate will necessarily reduce the margin of profit obtained by inter
mediaries, and, consequently, curtail their operations.

The provision of free G FM E up to  the satiation level reduces the costs 
o f household borrowing to zero. This totally eliminates all intermediation.
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VII

TH E OPTIM AL SUPPLY O F FIAT MEANS O F EXCHANGE 
A N D  GO VERNM EN T POLICY

In a world of only GFM E, it was found that the optimal monetary 
policy would be to  expand the stock o f real balances through successively 
decreasing gifts of means o f exchange, keeping all the time the rate of 
return on the marginal unit o f real G FM E equal to its marginal cost of 
production. The advantage of this policy is that it allows the stock of real 
balances to expand to  the maximum possible amount without violating the 
efficiency rules.

In a  world containing both G FM E and SFM E, the conditions under 
which SFM E are produced become im portant. While the policy of suc
cessively tracing equilibrium points in the market o f G FM E remained 
optimal, it must be coupled with 100 per cent reserve ratio and an enforce
ment o f marginal cost pricing in the SFM E market.

The policy o f providing G FM E free o f charge up to  the satiation level 
was initially discarded because o f a deadweight loss associated with its 
inefficiency. Nonetheless, when private borrowing was considered, the 
merits o f discarding such a policy became less apparent. The reason is that 
such a policy would completely eliminate any need for private borrowing, 
thus saving the community the resources expended in marketing household 
fiat assets. The possibility that the real value o f those resources could offset, 
and might exceed, the deadweight loss associated with the satiation level of 
G FM E must therefore be considered. We could not, however, provide a 
theoretical support that the former gain will outweigh the latter loss. Such 
support can only comc from an empirical evaluation.

While efficiency in the debt market requires the imposition o f marginal 
cost pricing on household as well as intermediate issuers o f fiat assets, there 
are reasons to believe that costs of this imposition on households could 
exceed the benefits. The imposition o f pricing regulations on intermediaries 
alone will force them out of the debt market, causing the community to 
lose their services.

This dilemma can be solved by the policy o f free G FM E up to the satia
tion level. The abundance o f G FM E in this case eliminates the need for a 
debt market, and the existence of intermediation will therefore be un
necessary. This must be considered as an extra advantage o f the G FM E 
satiation policy.

Notes
1 10. 15. 18, 19, 24, 25, 28, 29, 33, 34, 35, 36, 37.
2 1, 4, 7, 14, 34.
3 11, 16,17,20,21,30,31,38.
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4  8 ,23.
5 3 ,5 ,6 ,9 ,1 2 ,1 3 ,2 2 ,2 3 ,2 6 ,2 7 .
6 M abid A. M. M . A l-Jarhi, "T h e  O ptim al Supply o f  M oney and O ptim al M onetary 

Policies” , P h .D . D issertation , University o f  Southern  C alifornia, 1975, Ch. III.
7 A  p roducer w ith a  profit m otive will find it h ard  to  sell such inform ation  because 

o f  th e  characteristics o f  inform ation which m akes it resem ble public goods.
8 T his should  no t be construed  as “ good”  m oney driving “ b ad "  m oney o u t o f  

c irculation  in v iolation o f  Gresham's Law. It w ould be confusing the “ superiority” 
o f  an  asset in the sense o f  costing its user less transactions costs w ith its “ superiority" 
as a  sto re  o f  value.

9 T he net ra te  o f  re turn  o f  an  asset, tj, when m ultiplied by the nom inal value o f  the 
asset 4>|, gives the net value o f  services i], <Pt. T ha t net value m ust be generally 
equal to  the value o f  real services which is, for fiat assets, equal to  zero , plus the 
value o f  transactions services. If  the rate  o f  transactions services obtained from  O t 
is equal to  1,, then :
fix ^ , / r r ,  ~  fe. r®,. OD
which implies th a t

=  f t i ’ (12)
w here f refers to  th e  fa trah  during  which the exchanges are made.

10 T he a ttem p t to  exclude such effects is no t due to  their undesirability , bu t ra th e r to 
th e  analytical problem s their existence m ay cause. F o r a free doubling o f  initial 
G F M E , see, fo r exam ple, D . Patinkin, M oney, Interest, and Prices, 2nd ed. (New 
Y o rk : H arper and R ow , 1965), ch. II. A no ther case is th e  fam ous F riedm an’s 
helicopter which, w ith an  A rab ian-N ight magic, doubles the initial m oney holdings 
o f  everyone; see M . F riedm an, "T he O ptim um  Q uantity  o f  M oney,”  in The 
O ptim um  Q uantity o f  M oney and O ther Essays (C hicago: A ldine, 1969), pp. 4-7 . 
D oubling initial holdings o f  G F M E  cannot be done here, fo r we a re  in troducing 
them  in to  an  initially C M E  econom y w here such holdings are  zero a t the outset.

11 F o r  a parallel treatm ent o f  th is point see B. P. Pesek and  T . R . Saving, The
Foundations o f  M oney and Banking  (N ew  Y o rk : M acm illan &  C o., 1968).

12 It w ould be inconceivable, under the present assum ption o f  inform ation costs, and 
w ith costly transactions, to  have a  perfectly com petitive m arket anyw here in the 
econom y.

13 M abid Ali A l-Jarhi, “ The O ptim al Supply o f  M oney” .
14 A lthough th is policy m ay change the ra te  o f  re tu rn  a t equilibrium  in any direction,

we have, fo r d iagram m atic simplicity, assum ed it unchanged.
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CHA PTER SIX

Zakat and Fiscal Policy
Dr. F. R. Faridi*

The present paper is an attempt to analyse Zakat as the irreducible 
minimum ingredient o f the fiscal policy o f an Islamic State. At the very 
outset it rejects the popular stipulation that fiscal management in an 
Islamic State is coterminous with Z a k a t: on the contrary, it assumes the 
permissibility and also occasional desirability of additional mobilisation of 
resources for state production of “ social goods” in an Islamic Society. It 
attem pts to incorporate Zakat in the overall framework o f fiscal policy and 
studies it as the “ leading sector” o f  the broader complex o f revenue- 
expenditurc pattern o f public authorities. Zakat is treated here only as an 
“ economic variable” , though its religious importance cannot be minimised, 
and will be occasionally referred to during the course o f this study. The 
general economic significance o f Zakat happens to  be directional, and 
normative. It defines the norms o f economic activity, also o f fiscal activity 
as a  subsection thereof and determines, through its effects on economic 
variables, flows and magnitudes, the direction along which the economy 
is desired to move.

Assumptions and Limitations
(a) The study assumes a socio-cultural milieu based on Islamic precepts 

and values. The Islamic fiscal policy can operate only as a complement to 
other facets o f socio-economic policy: its success or failure depends on 
their availability. Like its counterpart elsewhere its objectives are derived 
from the aspirations and goals o f the people where it operates and its 
modus operandi is subject to their value-oricntations and behavioural 
pattern. There is nothing like “ pure fiscal theory” comparable to “ pure 
science” . Hence, we assume an Islamic society. It must be noted, however, 
that this assumption is not “ idealistic” referring to some highly abstract 
set o f concepts. It refers to  an institutional organisation based on Islamic 
teachings, some im portant features o f which arc as follows:

( 1) Prohibition o f interest (riba).
(2) Prohibition o f gambling, hoarding and fraudulent trade practices.
(3) Imposition o f Zakat.

* D r. F. R . Farid i, R eader, Econom ics D epartm ent, A ligarh U niversity. A ligarh 
(India).
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(b) In addition to  the above, the present analysis assumes minimum 
mobility of capital and labour as between the interest-free and interest- 
based societies. This assumption is particularly meaningful in view o f  the 
absence o f interest and prohibition o f a number o f  investment avenues in 
the Islamic economy which are highly lucrative in the modern “ interest 
laden” and capitalist societies. Free mobility of capital as between an 
“ interest-free” and “ interest-laden” society may, other things remaining 
equal, encourage flight of capital from the former to  the latter, and thereby 
vitiate the “ investment effect” o f Zakat analysed in the following section. 
I t may be contended that such an assumption is unnecessary for it assumes 
an inherent repulsion to  “ risk taking” in the richer classes o f the society. 
But that is not true for it overlooks the fact that prohibition of interest is 
only one ingredient of the Islamic economic policy. This assumption, how
ever, does not rule out state-to-state international capital transactions for 
obvious reasons.

Limitations
One major limitation of the subsequent analysis is the absence o f any 

empirical base to  support its conclusions. This is as it should be, on account 
of the present conditions o f Muslim societies which do not provide the 
institutional framework in which the Islamic fiscal policy based on Zakat 
has to  operate. Hence, the present analysis has been attempted m ore or less 
on the pattern o f scientific conjecture. The present socio-economic system 
o f the developing countries modified in essentials o f Islamic cultural 
milieu has been assumed for this analysis. This writer is aware o f the 
implications o f this severe limitation but believes that the present analysis 
is still essentially not wide of the mark and serves to provide necessary 
insights into Zakat and its relationship with Islamic fiscal policy.

Zakat is the positive component o f Islamic economics while the pro
hibition of interest is its negative ingredient. Together they draw the 
landscape of the Islamic economy and represent, as it were, the two facets 
of the same policy. The description of Zakat (or $adaqah) in the Q ur’an, 
its exposition by the Holy Prophet through his words and actual imple
mentation, and its subsequent elaboration by $ahabah (Companions o f the 
Prophet) and Islamic jurists give the student o f economic theory substantial 
insight into the economic and fiscal orientation o f an Islamic economy.

Fiscal Norms of an Islamic Society
The basic orientation of an Islamic economy1 is mutual sharing o f the 

community’s income between the affluent and have-nots. The rich arc 
encouraged to transfer a  part of their earnings through Zakat and $adaqat 
to  the poor. While Zakat is a  compulsory levy, the §adaqah is a voluntary 
transfer o f one’s savings. This objective may be described as that o f social 
insurance which is an  obligation o f  both  the state  and the  individual. W e



Zakat and Fiscal Policy 121

have avoided the use o f the word egaliterianism to describe the said objec
tive for reasons to be stated later. An im portant corollary o f Islamic 
economic teachings is the productive use o f investment of al-Amwal, the 
economic resources, for the economic betterment o f the socicty. Hence the 
prom otion o f productive use of economic resources happens to be another 
norm  o f an Islamic economy . 2 Since the objectives o f fiscal policy are 
derivatives from the overall goals and orientations o f the socio-economic 
policy o f a  society, we can state its two objectives as follows:

(1) To ensure minimum means o f livelihood to each and every in
dividual in the community.

(2) To ensure productive use o f economic resources for the material 
well-being o f the community.

Zakat as the Determinant of the Nature of Fiscal Policy
In terms o f the currcnt phraseology the two objectives may be described 

as growth with “ social justice". In the attainm ent o f these objectives the 
Islamic fiscal theory does not preclude the use of modern techniques of 
raising revenue per se. N or does it consider the state allocation of economic 
resources as required by the socio-economic priorities in contemporary 
developing economies as inherently incompatible with its own system. But 
Z akat occupies a  central place in Islamic fiscal policy and operations. 
Since its rate is given it lends an element o f stability to public revenues 
which is particularly useful in maintaining budget stability .3 A set Zakat 
rate however does not involve a fixed collcction since a rise or fall in 
individual incomes would be automatically reflected in corresponding 
changes in the total Zakat collections. The revenue collection from Zakat 
would, however, provide the stable minimum quantum  of revenues re
quired for the promotion o f the above objectives o f fiscal policy. But Zakat 
also lays down certain imperatives o f the tax system of an Islamic economy. 
These may be enumerated as hereunder:

(1) N o additional levies on personal or collcctivc incomes can be 
imposed on assessees whose incomes fall below the Nisab stipulated 
in Zakat.

(2) In the calculation o f assessable income “ expense” items shall have 
to  be deducted as arc done under Zakat law. The deductible items 
have been examined in detail in the SharVah in different cases, such 
as the owners o f cattle wealth, the producers o f agricultural goods, 
the traders, and other affluent groups. These have to  be taken 
account o f and strictly adhered to, not only in Zakat but additional 
levies as well.

(3) Double or multiple assessment o f the same base is not possible in 
one stipulated period in Zakat. Hence such a policy is to  be avoided 
in ease o f other direct taxes. The fiscal implication of this principle
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should be fully understood. It involves the exclusion o f such levies as 
wealth tax if  assessed on the base o f  the Zakat, that is, net wealth of 
the Zakat assessec and are yearly recurrent. As far as those taxes 
which are leviable once, such as inheritance tax, o r estate duties 
they are a  separate category, and are assessed on a base different 
from the Zakat base. Hence these do not fall under the purview of 
this principle.

Given these principles the Islamic State is free to  impose additional 
levies to  meet its ordinary and welfare or growth expenditures. Before we 
proceed to  consider the economic implications o f Zakat, let us study this 
aspect of the m atter a  little more closely.

Additional Levies
We have maintained above that an Islamic State can impose additional 

direct levies to  raise its revenues. The most im portant of modern fiscal 
devices in this sphere are taxes on personal or corporate incomes. Income 
tax is assessed on a base different from Zakat -  it is levied on current 
incomes and not savings, although it allows certain specific deductions, but 
it takes into account neither the net savings o f the assessee nor the period 
for which he holds them intact. Consequently the third principle stated 
above does not cover it. But the exemption limit allowed under income tax 
laws shall not fall below Nisab. This tax is also not subject to  principle 
No. 2 above since it takes into account the flow and not the magnitude. 
The second im portant tax is inheritance and/or estate duty which is also 
permissible as pointed out above.* Similarly taxes on professions, etc., 
whose base is different from Zakat are all legitimate. Taxes on consump
tion expenditure may sometimes become necessary to discourage deliberate 
evasion o f Zakat and wilful obstruction in the fulfilment o f  its secondary 
function, namely, the promotion o f productive investment o f one’s 
savings. Capital gains tax has also a different base and is levied only at one 
particular point of time. Thus quite a  number of currently operative direct 
levies are permissible in an Islamic State.

All o f these and similar direct taxes are subject to variations both in 
respect of the exemption limits and rates, depending upon economic and 
equity considerations in a society. A steeply progressive rate o f income tax 
with a  low or moderately high exemption limit is popular in most o f the 
developing economies these days. But this is not a universally valid policy 
measure, for general economic sluggishness may call for an entirely 
different order o f things. Indications in the developing economies point to 
a  relaxation in this policy on account o f what is popularly described in

* T his is the view o f  the au tho r. O ther M uslim  scholars and  jurists hold a  different 
view and they do  no t accept the view th a t estate duty  o r  death duty  can fit into the 
Islam ic fiscal fram ew ork. Editor.
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current economic literature as “ stagflation” . The harmful effects o f steeply 
progressive taxes on incentive and the drastic erosion o f the real value of 
money have forced new thinking in both the affluent and poor economies.

Income Elasticity of Zakat
The element o f flexibility noticeable in the fiscal devices other than 

Zakat has led some o f our friends to question the authenticity and uni
versality o f a  given rate o f Zakat and to recommend a change thereof.4 In 
our opinion such a rccommcndation is contrary to  SharVah and is born of 
a misunderstanding o f both the nature of Zakat and also its alleged 
“ inflexibility” . In the first instance, it must be clearly understood that 
Zakat is not a “ tax” only. It is an ‘Jbadah as well. N o change in it is per
missible. In the second place Zakat is not an “ inflexible” fiscal measure. Its 
base is the net savings, or net wealth of an assessee. These bases are 
variable in size and are likely to grow or decline in response to  variations in 
income. In addition, the deductions allowed on account o f trade or con
sumption expenditure do not vary in magnitude proportionately to 
fluctuations in the scale of economic activity or incomes. The marginal 
propensity to  consume bears a stable relationship to income in the short 
period and may decline, other things being equal, after a certain level of 
individual income. Thus deductions allowed on account o f consumption 
expenditure have little likelihood of substantial growth to the detriment of 
Z akat collections. The case of trade expenses is not so clear. But certain 
items o f  costs are subject to  economies of scalc. Hence every change in the 
scale o f economic activity may not cause a proportional rise (or fall) of 
such costs. These considerations lend “ built-in flexibility” to  the statutory 
rate o f Zakat although its degree of sensitivity of yield in response to 
changes in income may not be so high as that o f some other taxes.

Stability and Countercyclical Use of Zakat
The statutory rate o f Zakat and fixed Nisab (or exemption limit) 

accords to  fiscal policy the much needed stability core. In the first place, 
a fiscal system based on Z akat, involves an autom atic fluctuation in state 
revenues in response to  changes in the size o f its base in response to  changes 
in income. Together with appropriate combinations and perm utations of 
other taxes, it may work for an autom atic stabilisation o f  total income (and 
employment). In addition it may also lead to a stable budget. The latter 
point may be understood more accurately in terms o f the specific items of 
Zakat disbursements. Quite a few of these are intended as transfer pay
ments to  the poor (or unemployed). As economic prosperity increases the 
required volume o f such expenses may decline, thereby causing an 
accumulation o f budget surpluses. These accumulated budgetary sur
pluses on account of Z akat, may be held over during these years5 and used 
when rcccssion or depression sets in and causes hardship to  people. O f
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course, under Zakat, all unemployed people will not benefit, for only 
such would be entitled to  benefit as do not own Nisab. Nevertheless the 
budgetary surpluses or deficits, arising out of Zakat collections may be 
disbursed in a  countercyclical manner, or more appropriately, as an ele
ment o f compensatory fiscal policy.

In deflationary conditions, the total Zakat collections would decline, in 
spite o f its fixed rate. While during the period o f rising incomes, and 
thriving business, Zakat levies may be paid out o f  the current flows o f 
income, during the downward swing of the economy they may constitute a 
charge on hoarded wealth and/or net savings. This is likely to  reduce the 
assessable wealth and hence Zakat collections. Together with this develop
ment, greater deductions on expense account may be allowed in view o f the 
falling individual incomes. Thus the number o f people assessable and the 
total Zakat-able wealth would tend to  decline.

The stable tax rate combined with a variable volume of disbursement of 
Zakat funds in response to rise or decline in total employment in an 
advanced economy serves as an autom atic regulator o f government 
expenditure. This characteristic o f Zakat tax, if judiciously combined with 
similar fiscal devices, is likely to  work for stability without major dis
locations in the economy.

The Developing Economies and Zakat-Based Fiscal Policy
Nearer home is the question o f Z a ka t’s impact on a developing economy. 

M ost o f the Muslim countries fall into this category. Let us, therefore, 
consider and analyse the impact and utility of Zakat as a fiscal measure in 
an Islamic developing economy. Such an economy shares a number o f 
characteristics commonly associated with a developing economy. But in 
addition to these, its distinctive features are the prohibition of interest, 
exclusion o f speculative purchase and sale o f stocks, hoarding and stock
piling o f goods with the express design to create scarcity, merchandising of 
prohibited goods and services such as wines, etc. In such an economy the 
most urgent problems are development and social justice. Fiscal policies 
in Islamic developing economies would be geared towards increase in 
private and public savings to  release real resources for productive invest
ment and to  allocate public expenditure in such a way that it serves the twin 
purpose o f growth and social welfare. In what respects, and to  what extent, 
can Zakat collections and disbursement be o f use in the implementation 
o f these objectives ?

A : Savings and Investment
Zakat levies may have two opposite effects on private savings and 

investment. An annual Zakat levy on net savings (or net wealth) above the 
Nisab limit is likely to strengthen the propensity to consume. An individual 
saver may derive greater satisfaction from extravagant expenditure to
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avoid the yearly Zakat levy which threatens to eat away his net savings. 
Thus the consumption function has an upward shift. But it may produce 
an entirely different reaction in him. In order to  protect his wealth from 
gradual erosion, he may turn his idle wealth into active real or financial 
resources. His willingness to invest may be intensified.6 Both these 
tendencies would, in the ultimate analysis, cause an upward shift in the 
demand for goods and services produced in the economy. Hoarded wealth 
would be turned into an active agent o f demand, while investment would 
increase in response to, and almost in proportionate measure to, the 
power of Zakat to  erode idle resources. Increased demand for consumer 
and capital goods would contribute to  greater production.

Considered from another angle, the power o f Zakat to erode idle 
wealth, and its punitive imposition on hoarded precious metals, would 
tend to  increase the supply o f savings (in an economic sense) in comparison 
to  its demand.

B: Decline in Expected Rate of Return on Savings
This effect o f Zakat would be beneficial in as much as it would reduce the 

expected rate o f returns, thereby pushing investment in economically less 
profitable, yet socially productive and urgent directions. In the absence of 
interest-yielding transactions, the reduced profit expectations, are likely to 
induce private capital to venture into those fields which, in normal 
circumstances, it would leave for public authorities. O f course, there would 
be a minimum profitability limit of such investments. Its rate o f return 
must not be below the Zakat rate but m ust be above it measured by the 
cost o f inconvenience involved in such investments. The unduly long 
gestation period o f such investment may work as another constraint. Thus 
even though the Zakat levy is likely to  reduce the price o f savings (or to use 
our own expression, the expected rate o f return on savings) it would still 
leave a large area for the state expenditure programme.

C: Willingness to Work
Looked at from another angle, the punitive nature o f Z akat, would 

exercise a  healthy and positive impact on people’s willingness to  work -  
one o f the parameters o f economic development pointed out by Lewis. 7 
The natural desire to protect one’s net savings, in the absence o f the 
effortless accretion to  it through interest, would strengthen the desire o f the 
individual to  work harder, or to  enable others to work harder with the help 
o f his resources. In this way idleness would be discouraged and work 
rewarded.

Public Expenditure and Zakat
So much then about the impact o f Z akat levies on private savings and 

investm ent. T urning now to  public consum ption and investm ent, we may
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visualise a  positive relationship conducive to  increased production and 
greater justice between Zakat and the fiscal policy. Zakat levies are likely 
to provide substantial funds to  the state exchequer in a developing economy 
for three reasons. Firstly it would make accessible to  the tax authorities 
such items as are ordinarily beyond their purview. One o f the features o f a 
backward economy is substantial investment in precious metals and landed 
property as a savings avenue. This preference for non-cconomic investment 
in precious metals renders a sizeable quantity o f national wealth non- 
available for productive use and inaccessible to  the state fiscal machinery 
in ordinary circumstances. The Zakat levies on such “ hoardings” would 
discourage such unproductive investment, and provide incentive for 
economic investment. On the other hand it would enable the state to lay its 
fiscal hands on these items of “ net wealth” . This would provide sub
stantial funds to  the state. Secondly the low exemption limit o f Zakat 
(Ni§ab) would enable the state to throw its fiscal net quite wide. Thirdly, 
the incentive effect o f Zakat would be likely to increase productive invest
ment, and hence net savings in the economy. As this happens the base of 
the Zakat levy would widen, bringing in more resources.

But more im portant is the disbursement o f Zakat funds. In this connec
tion we will consider the avenues of expenditure and their modus operandi. 
The Q ur’a n 8 has specified clearly the categories of people, and the avenues, 
on which Zakat collections can be expended. The categories of people 
entitled to  benefit from Zakat are the poor, the pauper, the indebted, the 
wayfarer, the new converts and the avenues have been enumerated as the 
liberation o f slaves, maintenance o f Zakat administration, and last but not 
least “ in the path of Allah” . W ithout going into the details of the minute 
interpretative analyses o f each o f these categories and avenues by the 
leaders o f Islamic jurisprudence, we may rest satisfied, for the present, 
with their apparent meanings and consensus regarding the last-mentioned 
avenue.

It may be noted that this detailed specification o f the items on which the 
Zakat fund can be expended is eminently useful in the context o f the 
experience of many developing economies in the modern world. As pointed 
out by a host o f economists, such as Myrdal, Bauer, Ursula Hicks, Nurkse, 
Chelliah, an economically appropriate allocation o f public expenditure 
between competing needs of growth and equity has been one of the major 
headaches o f the developing economies in recent times. Swayed by short 
term political considerations or ideological indoctrination, the govern
ments in the developing countries have tended to  ignore long term growth 
needs and have wasted scarce resources on wrong notions of social justice 
or short term schemcs o f welfare. On the other hand, we have noticed 
excessive emphasis on production planning weighted in favour o f schemes 
with long gestation periods and increased investment in capital goods 
industries, at the expense of improvements in the standard of living o f the
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masses. The Islamic fiscal policy based on Zakat would provide the state 
with a reasonable minimum of resources intended for social welfare. No 
exogenous considerations, economic o r political, and no fiscal contingency 
except that related to Zakat objectives, would be allowed to  curtail the 
social welfare expenditure below the quantity raised through Zakat, except 
o f course, that specified in Zakat law itself. In the second place, the 
delineation o f items o f Zakat disbursement, would also serve to  protect its 
allocation against the economic, fiscal or political whims o f the admin
istration.

In the context o f the developing economies of today, this characteristic 
o f Zakat collection and disbursement would be of immense utility.

Investment of Zakat for the Benefit of the Poor
The most im portant aspect of the m atter is the mode of disbursement of 

Zakat funds. The simplest method is to  expend these funds through 
transfer payments to those entitled to receive them. But a  deeper under
standing o f the objectives o f Zakat, in the light o f modern economic 
analysis, makes its utilisation possible in such a m anner as to  produce a 
cumulative effect on poverty and as an instrument o f active fiscal policy 
designed to  promote the welfare function of public expenditure. These 
funds or a part thereof may be earmarked for productive investment in
tended for the benefit of eligible recipients in firms or industries owned by 
them. Such investments may be dovetailed with overall investment 
priorities o f the economy. Thus these funds would serve two purposes at 
the same time. On the one hand, they would minimise the non-investment 
o r consumption expenditure arising out o f substantial and regular transfer 
payments o f Z akat in an economy. Since the marginal propensity to  con
sume a t low levels o f income is not usually more than unity, and since in a 
developing economy it is fairly high all round, the two would together 
further depress the ratio  o f savings to  GNP. While a t high levels o f  employ
ment the upward shift of the consumption function may be desirable in 
certain conditions, the developing economies are confronted with an 
unusually low ratio o f savings to  current incomes and would very much 
like to  restrict consumption. If Zakat funds flow into investment channels, 
it would reduce its negative effects on savings and add to gross national 
product. On the other hand, investment-oriented disbursement o f these 
funds would have a cumulative effect on poverty.

Multiplier Effect
A  certain am ount o f Zakat funds, invested according to the overall pro

duction priorities o f an economy, would benefit the poor, in particular, and 
the economy, in general, through its multiplier effect on employment and 
incomes. Let us for the sake o f illustration, assume that Rs.100 are spent as
transfer paym ents in one year. I f  the  m arginal propensity to  consum e is 1,
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which is most likely to be the case for people below the poverty line, all this 
amount would be expended on the purchase of consumer goods. These 
resources would thus be lost for ever in so far as the recipients are con
cerned, with the exception of such cases, and such parts thereof, as are 
spent on the improvement o f the productive efficiency o f the spender. The 
economy may benefit in so far as the additional demand for consumer 
goods increases production and employment. The resultant multiplier 
effect however is likely to be low on account of the strong probability that 
such funds would, for the most part, be spent on non-durable consumer 
goods. If  however, the same amount was invested in productive activity, 
a regular flow o f income would accrue to the recipients, while the said 
am ount would not only remain intact but may progressively increase, 
depending upon the rate o f profit and the immediate expenditure needs of 
the recipients. At the same time assuming income multiplier equal to 3, 
which is the value usually assigned to it in the developing economies, the 
said am ount would benefit the economy three times its original value.

The periodical net profits from such enterprises would accrue to  the 
shareholders, the recipients o f Zakat who have agreed to  invest therein. 
But such o f these as opt for employment in these undertakings would 
benefit on two counts, both as shareholders receiving dividends and as 
wagc-carncrs. With the lapse o f time, many one-time recipients of Zakat, 
may not remain eligible for it. Yet they would continue, to  receive incomes 
from these undertakings. The savings from such enterprises may either be 
ploughed back into the same, o r elsewhere. It must be noted, however, that 
such corporate net wealth would be assessable for Zakat in the period 
subsequent to the payment (or investment). There is every likelihood that 
individual’s net wealth built up through these investments would also 
attain the Ni$ab limit after a few years and become assessable for Zakat. 
In this way the expenditure o f Zakat funds would have a multiple effect on 
the economy. It would gradually eliminate poverty instead of providing 
recurring financial support to the same set o f people. It would increase 
employment and income in the economy, thereby raising the standard of 
living in the economy. And lastly it would enhance the aggregate volume 
o f Zakat collections.

Investment in Welfare Services
Z akat funds may also be allocated to those avenues o f public expenditure 

which improve the working conditions and the efficiency o f the eligible 
recipients. Improved housing facilities, health services, training pro
grammes, educational institutions and a number o f similar services may 
be initiated for this purpose. In this fashion, the welfare function o f public 
expenditure would be promoted. A survey o f the poor economies of today 
reveals the alarmingly low ratio o f  such expenditure to G N P in many of 
them . If  even 1 per cent o f net national wealth, not current national income,
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is earmarked yearly for such services, it would account for a reasonably 
high level o f welfare expenditure in the state budget.®

If the foregoing stipulation is legitimate Zakat can be used as an 
effective instrument in the fulfilment o f the allocative as well as the dis
tributive functions o f fiscal policy. As stated earlier this allocation can be 
woven into the overall investment priorities of the economy in such a way 
as to serve both purposes. In addition, it can be handled as an clement of 
compensatory fiscal policy and can bring about adjustments in con
sumption, savings, and investments.

The Ratio of Transfer Payments
It must be pointed out however, that we are not advocating the complete 

elimination o f transfer payments from Zakat revenue. In the first place such 
a policy may lead to  a  deliberate misuse o f Zakat funds by the state. 
Secondly, transfer payments are the best mode o f Zakat disbursements in 
certain cases, such as debts, accidents, starvation, old age, support etc. 
Thirdly the time lag involved between investment and current flow of 
income may require transfer payments. Fourthly, failures o f business and 
industry launched through Zakat funds may necessitate transfer payments 
to  those affected.

The best alternative would be to devise a reasonable distribution of 
Zakat revenues into the alternative uses pointed out above. The ratio  of 
these uses to  each other may not be rigidly fixed. But we can safely assume 
that the Q ur’anic enumeration o f eight uses does serve as an indicator that 
not less than 12.5 per cent o f the total should be earmarked for each use. 
Yet it does not stipulate that the disbursing authority shall not be competent 
to  transfer funds from one alternative use to the other in the interest o f the 
eligible recipients themselves and to serve its objectives better.
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The Political Context of 
Islamic Economics: High and 

Low Road Strategies
Dr. Ijaz Shaft Gilani*

ON E o f the primary functions o f any science is classification. W hether in 
natural or social sciences, the task o f an analyst is to  classify disparate 
events under formal classes. By definition, therefore, such classes or 
categories are formal and artificial. Nevertheless, they help in: (a) com
prehension o f the problem, and (b) projection o f non-existing futures. 1 The 
act o f formalisation becomes especially im portant for a discussion about 
desirable but non-existing (one could also say utopian) situations. The 
subject o f our discussion falls into this class of problems. We are carrying 
out discussion about a system o f economic relationships which does not 
exist. Nevertheless, we have certain notions about a desirable future 
system. W hat should be a relevant classification for our discussion? One 
could conceive o f several classifications depending on one’s interests and 
the level o f  discussion. For the purposes o f a discussion on the Political 
Context o f Islamic Economics, I have preferred to categorise the dis
cussion under three classes: THEORY, POLICY and PRACTICE.

Theory, Policy and Practice
By Theory, I refer to  the abstract principles o f economic activity: 

principles related to consumer behaviour, the nature o f money, dis
tribution o f  wealth, etc.

By Policy, I refer to  a  strategy for the realisation o f certain objectives in 
a  given time and horizon. Policy comprises guidelines based on certain 
theoretical beliefs.

By Practice, I refer to  the concrete steps for carrying out a  policy in a 
specific operation. Social philosophers o f different ages and areas o f the 
world have conceived o f social planning under similar categories. One finds

* D r. Ijaz Shafi G ilani is C hairm an, D epartm ent o f  In ternational R elations, Q uaid-e- 
A zam  U niversity, Islam abad. Educated a t th e  U niversities o f  K arachi and M IT  
M assachussets, his specialisation is in In ternational R elations and Econom ics.
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a reference to these categories in a wide spectrum o f writings sufficiently 
diverse to  include Ibn-Khaldun, the American literature on the so-called 
Policy Sciences and the works of Communist strategists such as M ao and 
Lenin .2 There are grey areas in between Theory, Policy and Practice. And 
that aspect of it is most crucial. It is the task o f any leadership to have a 
clear vision o f what falls in which category. A choice o f this nature re
quires both technical competence and an artful intuition about the 
political environment.

This paper is an attempt to perform a two-fold task of:
(a) Clarifying the distinction between Theory, Policy and Practice.
(b) Focussing on the Policy aspect o f Islamic Economics.

A Framework for Policy Formulation
Policy Formulation is usually for a middle range time-period, let us say 

for a  period from five to fifteen years. It is our hypothesis that for this time 
range, the objectives o f political leaders play a decisive role in the deter
mination o f economic relationships. In this statement, we are making an 
explicit disagreement with the orthodox Marxist and Liberal conceptions 
about economic determinism . 3 At any stage o f human history and means 
o f production, political leaderships are faced with a number o f choices 
regarding economic relationships. We argue that within the parameters 
which are provided by long range forces, political leaderships make the 
decisive choices. Therefore, a discussion on economic policy or strategy, 
must contain a discussion o f the objectives of political leaders.4

Political leaderships can be divided into several types. We have chosen 
two types that we think are most inclusive and explanatory for our 
purposes:

(a) Goal-Oriented Leadership.
(b) Value-Oriented Leadership.

This division is based on the categories o f human motivation provided by 
Max Weber.5 Max Weber has two other categories: effective or senti
mental and traditional motivations. The difference between these and the 
earlier two categories is that these (the latter two) are not based on 
calculation, and hence are in a  way not rational. We assume that all 
political leaderships in our times are rational. However, one type of 
rationality is based on the pursuit o f values and principles, the other type 
o f rationality is based on the pursuit o f goals only.

The political leaderships in the Islamic community o f our time can be 
divided into goal-oriented leadership and value-oriented leadership. As we 
shall explain below each leadership has elements of the other category. 
However, the driving force in each case is represented by one motivation. 
To repeat, our division into ideal types is formal and not based on evidence 
from the empirical world.
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Let us call the value-oriented policy the High Road Strategy and the 
goal-oriented policy the Low Road Strategy.

Value-Orientation and Goal-Orientation
As Muslims, we adhere to  certain values dealing with economic issues 

and relations. These values are related to  production, distribution and con
sumption of wealth. The pursuit of these values is supposed to  achieve two 
goals: prosperity in our individual and group lives and prosperity in the 
world hereafter.® The goal of prosperity in this world is broken down into 
sub-goals such as group-solidarity as a means to  achieve the goal of 
prosperity. Similarly there are other sub-goals such as higher rate of 
economic growth, higher standard of living, etc.

It is imperative that in due course of time, certain groups o f a com
munity should become more concerned with goals than with values that 
originally inspired those goals. This can happen for several reasons. 
Firstly, the distinction between values and goals and the link between the 
two is never very clear and definitive. Secondly, there is a tendency among 
most individuals and groups to be concerned with the immediate and 
concrete rather than with the distant and abstract. Thirdly, the pursuit o f 
certain goals develops a dynamism o f its own. Conscious and unconscious 
interests develop which obstruct such changes in goals which may be 
desirable under changed circumstances. The rigidity on goals means a 
negation o f the primacy of values. On the other hand, it is also imperative 
that in a community, certain groups should rise with a  renewed en
thusiasm about the primacy of values. We believe that the history o f any 
dynamic community is shaped by an ongoing struggle between these two 
groups: groups to  whom values are primary and groups to whom goals are 
primary. The fate o f a community is largely determined by the nature and 
the shape o f this struggle. This struggle can be productive or unproductive 
in terms o f the development o f the community. Therefore, we should try 
to  understand and perhaps shape this struggle.

Since Islamic Economics is one aspect o f the multi-faceted Muslim 
community, it is subject to  the kind of struggle mentioned above. To repeat 
our earlier terminology, Islamic Economics is subject to  an implicit and 
explicit struggle between the High Road (value-oriented) and Low Road 
(goal-oriented) strategies. Below' we turn to  a rather tentative analysis of 
these two strategies. In each case we shall ask the following questions:

(a) Who are the prominent proponents o f the strategy?
(b) W hat is the nature of their objectives?
(c) W hat is the nature o f their own motivations, and the nature o f their 

appeals to the Muslim community?

Since the  m ethod o f  this paper is not empirical b u t prim arily theoretical,
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our use of empirical examples may be lacking in accuracy. Nevertheless, 
our purpose o f laying out a theoretical framework for further analysis will 
be served.

High Road Strategy
(A) The proponents of this strategy comprise of the revivalist movements 

which have operated in almost all Muslim countries in this century. In 
alm ost all cases their organisation was established during the period of the 
struggle o f Muslim peoples against their colonial masters. The immense 
humiliation of foreign rule inspired a devotion to the forgotten values of 
Islam. In most cases the Revivalists provided the ideological seed for 
independence movements. The treasured Muslim value “ sovereignty of 
none other than Allah” was invoked with great intensity. The “ Sovereignty 
of Allah” was a value; national independence was a goal. Gradually the 
goal took precedence over the value. And in almost all cases, the Revivalist 
groups were pushed to  the back seat during the final stages o f independence 
movements, or very soon afterwards.

Consequently the High Road Strategy groups o f today are very clearly 
non-governmcntal groups. They, generally, constitute the sentiments or the 
organisation of opposition to the ruling regimes in the Muslim countries.

To summarise, their first characteristic is that they are non-governmental, 
often opposition groups.

Secondly, they are organised on a national basis. Since in each case they 
emerged during a period o f  struggle against colonial rule and were 
im portant members of independence movements, the locus of their 
organisation was coterminous with that of the independence struggle. The 
second characteristic o f  the proponents o f  the High Road Strategy is that 
they are national in organisation.

Thirdly, in almost all cases these groups were involved in bitter conflict 
with the post-indepcndcncc regimes, which resulted in a substantial out
migration of their prominent members. An unanticipated result o f this 
out-migration is the creation o f certain transnational links among them . 7 
The third characteristic o f  the High Road strategies is that they seem to he 
acquiring a transnational organisation.

(B) By our definition, the objectives of High Road Strategies are value- 
oriented. In the realm o f  Economics, these values are related to questions, 
such as, production, distribution and consumption of wealth. Since the 
relevant unit for the attainm ent of these objectives happens to be nation
state, their activities are focussed around the domestic politics o f nation
state. The tendency to concentrate on domestic politics is further rein
forced by the national form o f their organisation.

To summarise, the objectives o f  High Road strategists are value-oriented 
and related to domestic politics o f  nation states.
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(C) The question o f motivations is highly speculative, nevertheless 
extremely central to a discussion about the creation o f a new world order 
or a new system (such as Islamic Economics). There are two aspccts to 
m otivations: motivations o f the leadership o f change itself and motivations 
which underlie the appeal o f this leadership to the community in general. 
The second aspect of motivations reveals the perception o f the leadership 
about the behaviour o f the community, i.e., their perception o f  what 
inspires or can inspire the community.

Following our method o f  constructing ideal-types, we divide motivations 
into two types:

(a) self-interest;
(b) altruism (non-self-interest)

While self-interested behaviour is predicated on the assumption that one 
can increase one’s utility by an increase in one’s own pleasures, altruistic 
behaviour is predicated on the assumption that one can increase one’s 
utility without reference to  personal pleasure. In simpler words, for al
truistic behaviour social interest takes precedence over individual interest. 8

Altruistic behaviour can be crucial for the creation o f a new social 
system. The irony o f a movement o f change is that those whose interest lies 
in change are often too weak to  organise change, and those who have the 
strength to bring about changc have an interest in status quo. It is precisely 
some form o f altruistic behaviour that breaks this vicious circle. A move
ment for social change aims at creating a social good, in the form o f a better 
society. While the benefits o f the new society are enjoyed by a large group 
o f people, the cost incurred in bringing about the change is borne by a 
much smaller group .9 The motivation for bearing this cost often comes 
from the altruistic instinct o f man.

Returning to  the question o f motivations in a Strategy for Islamic 
Economics, we argue that the High Road strategists operate under m otiva
tions o f altruism. This is in conformity with their objectives which aim at 
bringing about a fundamental change in the existing social structures. 
While their personal activity is motivated by altruism, their appeals to  the 
community comprise o f  a combination of self-interest and altruism. It 
comprises a promise o f better life here and hereafter. Such a combina
tion is perfectly suitable to the logic o f collective action for change. It 
contains an appeal to  two audiences: to those whose interest lies in change 
and who can be motivated by self-interest, and to  those whose interest lies 
in status quo and who can be motivated for changc by an appeal to 
altruism. However, the correct combination o f this duality o f appeal is not 
an easy job. As a result o f this complexity, some groups have accused the 
Revivalist movements o f supporting radical changc, while others have 
accused them  o f  supporting the status quo.
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To summarise, we can say that the motivations o f  High Road strategists 
are basically altruistic.

Low Road Strategy
(A) The proponents o f this strategy belong mainly to  the Modernist 

movements. The M odernist movements, like the Revivalist movements 
arose in response to  the colonial domination of the West. They, like the 
Revivalists, chose to  fight the colonial West. But, unlike the Revivalists, 
they were markedly influenced by the secular philosophy o f Western 
political thought. While they did not renounce their identification with 
Islam, their concern was not the revival of Islamic principles. Their 
activities became focussed around the establishment of independent and 
m odern nation-states. Their identification was with the community of 
Islam but not necessarily with the principles o f  Islam. In most cases they 
did not express explicit disinterest in the introduction of Islamic principles. 
On the contrary, the need for such an effort was given some approval. 
Nevertheless, the main drive behind their activities was national develop
ment and modernisation.

Since the leaderships o f the independence movements in the Muslim 
countries were largely composed of modernist elements, they constituted 
the national governments after independence, as political leaders or civil 
servants. Therefore, the first characteristic o f  the Low Road strategists is that 
they are composed largely o f  governmental or semi-governmental groups.

W hat is the scope o f their operation regarding Islamic Economics? 
This is rather interesting because of a paradox. The scope of the activities 
o f national governments regarding Islamic Economics is international. 
Various national governments o f Muslim countries have sought co
operation with other Muslim countries on the basis o f Islamic solidarity. 
This is paradoxical bccause the Revivalists, who tend to be more univer- 
salistic in their ideas tend to operate nationally, and the national govern
ments, who by definition are particularistic, tend to  operate internationally. 
But, despite this apparent paradox, the international focus o f  the Low 
Road Strategy is understandable. The domestic application o f Islamic 
Economics requires a structural change in conformity with Islamic 
Principles. This is not the primary concern of the Low Road Strategy.

On the other hand, the international application o f Islamic Economics 
primarily demands solidarity in the international Muslim community. And 
since the latter interests the Low Road Strategy, its activities tend to  be in 
the international field. The second characteristic o f  the Low Road Strategy 
is that the focus o f  its activity is international.

(B) By our definition, the objectives of the Low Road strategists arc 
goal-oriented. These goals can be generally described as economic growth, 
industrial development and higher standard o f living. In order to achieve 
these objectives, the Low Road strategists lay emphasis on certain
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principles of Islam, such as, solidarity among the community, hard work 
and discipline, etc. But to them, the more salient aspect o f Islamic solidarity 
is in the international field. Here they seek to make economic agreements 
and treaties with other Muslim countries for mutual development and 
growth . 10

To summarise, the objectives o f  the Low' Road strategists are goal- 
oriented and focussed around international co-operation.

(C) On the question o f motivations, we shall repeat our earlier statement 
about the composition o f the Low Road strategists. They are largely com
posed of governmental groups. Since most governmental activity is 
carried out on non-altruistic considerations, altruism is not a prominent 
motivation in this group. Social theorists tell us that organisation leads to 
a decline in utopian visions." This seems more true for organisation of 
governments. Governments operate on the basis of individual or group 
self-interest. 12 Consequently, their appeals to the community are also 
based largely on self-interest. The objectives of the Low Road Strategy do 
not includc a radical change in the social structure. Instead, the objective 
is to  concentrate on the total capabilities of the society, with some ncglect 
o f relative group capabilities within the society. The orientation is toward 
reform rather than radical change. The philosophy o f reform is not in
consistent with the logic o f self-interest. Each individual and group can 
theoretically perform a countervailing influence on the power of other 
individuals and groups by simply taking care of their own self-interest.

To summarise, we can say that the Low Road strategists operate on the 
motivations o f  self-interest.

Summary
Up to this point, we have argued that an analysis o f the objectives o f 

political leaderships is crucial to a correct understanding o f economic 
relationships. We classified objectives of political leaders into two cate
gories : value-oriented and goal-oriented. We then proceeded to draw up two 
classes of strategics: High Road and Low Road strategies. We analysed 
the Actors, the Objectives and the Motives involved in each strategy. All of 
the above is part of our effort to  set up a framework for the formulation of 
a  Policy for Islamic Economics. Up until this point, our discussion has 
been focussed around the Actors in the process. We shall now give a brief 
analysis o f the Environment in which the Actors play their roles.

The Environment of Action
Historians have a habit o f labelling every period of history by a dis

tinctive characteristic. We find titles such as the Age o f Reason, the Age of 
Enlightenment, the Age o f Crisis, the Age o f Democracy, etc. Historians
do this retrospectively. Their observations o f a certain period shows the
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predominance and the frequency of the occurrence o f a  certain charac
teristic. Why do wc find this phenomenon in history? Different social 
scientists have suggested that human actions have a tendency towards dis
equilibrium. The path o f human endeavours is not from one equilibrium to 
another disequilibrium . 13 Societal action, they would argue, is generated 
by an interplay o f surpluses and deficits, to  use the jargon o f economics. It 
is precisely this characteristic o f human action which brings about the 
predominance o f a certain quality in every age. The task o f a prudent and 
creative leadership is to  make a corrcct judgement about what is most 
required in its age. A correct judgement on this would enable the leadership 
to  shape the future according to its vision, rather than react to  circum
stances casted by others. He who has a correct judgement o f his environ
ment can exert great influence in shaping it. Regarding the subject o f this 
paper, we can argue that a successful Islamic Economic Strategy must be 
based on a correct assessment o f  the socio'philosophical environment o f  
our age.

W hat is the predominant characteristic o f our environm ent? By its very 
nature, this question needs extensive discussion on the one hand, and can 
be answered only in speculative terms on the other hand. To the author of 
this paper, it appears that future historians will remember our age as the 
Age o f Justice. O ur age has witnessed an intense interest in justice within 
nations and justice among the larger community o f nations. To say that 
ours is an Age of Justice does not imply that justicc prevails in our age. 
This would be as wrong as, for example, assuming that reason prevailed 
in the so-called Age of Reason. Reason was not prevalent but the ideal of 
Reason was the most appealing and affective ideal in that age. So may be 
our case: justice is certainly not prevailing today, but it appears to  be 
most needed. As an ideal, it has and, perhaps, will continue to  warm the 
hearts of those living in our Age. A Strategy for Islamic Economics should, 
in my opinion, give a special place to  the notion of economic and socio
political justice.

Depending on their judgem ent of the environment, and as a  function of 
their objectives and motivations, different groups in an Islamic com
munity are bound to  come up with different strategies for Islamic Econ
omics. A study o f policy formulation must includc the process o f inter
action among these competing strategies.

In reference to the earlier sections o f this paper, we shall now look into 
the proccss o f interaction between High Road and Low Road Strategics.

Interaction Among Competing Strategies
The two strategies have certain similarities and differences. In terms of 

the scope o f its desired activities, the High Road is inclusive of the activities 
o f the Low Road. In other words, the High Road includes the objective of
creating a  M uslim com m unity but goes beyond th a t in insisting th a t the
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organisation o f such a community should be strictly according to the prin
ciples of Islam. I n the past, this difference has led to a bitter conflict. M uslim 
governments (who would be generally placed under our Low Road category) 
sought to acquire their legitimacy from their association with Islam. But on 
this, they were challenged by the proponents of the High Road Strategy, 
who believed that the Low Road Strategy was not inclusive enough to be 
titled as an Islamic Strategy. Since governments or regimes, are extremely 
sensitive on the question of their legitimacy, the High Road Strategy was 
bitterly resented by them. Gradually the conflict between the two strategies 
became a dispute on each other’s legitimacy. Conflicts in which the con
tending parties deny the legitimacy of each other’s existence are always 
bitter and often irrational (a good example would be conflict among certain 
sects o f a religion). In such a conflict, the parties do not make a genuine 
effort to understand the true objectives and motivations of each other. 
Such conflicts are not productive in terms o f the community. In con
ventional terms, they are negative-sum conflicts.

However, not all conflicts have to be negative sum. Conflictual process 
can very well be a positive-sum process. This is not to forget that a positive- 
sum conflict is not always desirable. This question should be decided by 
one’s relationship to the community under consideration. Suppose A and 
B arc in conflict over C. The ultimate objective o f A is the elimination o f the 
total community C. The ultimate objective of B is to maintain status quo 
as obtains in C. In this situation, negative-sum conflict may not be un
desirable for the purposes of A. In effect, for A they might be desirable, 
because each negative-sum conflict diminishes the total capabilities o f C. 
Let us see another situation in which A and B have mutual interest in 
enhancing the capabilities of the total community C. Nevertheless A and B 
have conflict regarding their relative capability within C. In this situation 
a positive-sum conflict may be more desirable.

The lesson wc draw from the above discussion, is that in determining his 
strategy, a  strategist should understand his relationship to  the opposing 
party as well as his own attitude and the attitude of the opposing party to 
the space in which the conflict is taking place.

Let us return to the issue o f interaction between High Road and Low 
Road strategies. It is the understanding o f this author that there is a logic 
for conflict between the two, for reasons of difference on their composition, 
objectives and motives, as explained earlier. Nevertheless, this conflict can 
be positive-sum, let us call that un-ant agonistic conflict^ rather than 
negative-sum, let us call that antagonistic conflict. In the past the conflict 
has been largely on the antagonistic pattern. One reason for that was that 
each did not recognise the legitimacy o f the other. For transforming the 
conflict to  an un-antagonistic pattern, the two will have to  extend greater 
legitimacy to cach other.

This was our th ird  and final step tow ards setting-up a fram ework for
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formulating a Policy for Islamic Economics. The first step was related to 
the Actors, the second to  the Environment, the third to the Interaction.

In the third step, we underscored the need fo r  a strategist to determine 
whether his interaction with competing strategies will be based on an 
antagonistic or un-antagonistic pattern.

Interaction Among Muslim Economists
Towards the end of this paper, I shall make a diversion from the dis

cussion on interaction among competing strategies to interaction among 
economists. Muslim Economists are making an effort to  work out a 
Theory and a Policy for Islamic Economics. In their effort to do this, how 
should they communicate among themselves and with the larger com
munity o f Muslims? In order to  answer this question, we should say a little 
about the functions of an economist in general. O f the several functions 
they perform, the following come readily to m ind :

(1) Explanation o f the existing economic relations in a society.
(2) Make projections into the future, based on a knowledge o f the 

“ anatom y” o f the existing economic system.
(3) Help in economic planning, based on an understanding of the 

above two.
(4) Lay out a framework for basic transformation o f existing economic 

relationships.

The last of the above functions is performed by unconventional econ
omists. This activity goes beyond conventional economics to the borders 
o f philosophy and covers all areas of social sciences. The system trans
formation function requires a holistic understanding and a vision into the 
future. Since it deals with a non-existing system, it is less concerned with 
qualities required for the implementation o f an existing system. Because of 
their lack of interest in conventional techniques, system-transformation 
economists are sometimes relegated to a low status within the dom inant 
academic tradition . 14 In his study o f economic philosophers, Robert 
Heilbroner introduces us to  a  system-transforming caste o f  economic 
philosophers who formed an “ Underworld of Economics” . 15 The dom inant 
tradition, then, comprised of the early mathematical economists like 
Edgeworth, Walras and Jevons. M athematical Economics, as Heilbroner 
explains, develops during a period of basic agreement on a system.

I take the opportunity to  indicate this subject for discussion bccause I 
feel there should be greater clarity in our mind about:

(a) The relevant techniques for a group of economists interested in 
system-transformation.

(b) Our relationship with the dominant academic tradition o f our times.

I would n o t hesitate to  poin t ou t a contradiction inherent in the above
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argument. The techniques required for system-transformation are different 
from the techniques required for system-implementation. But if system- 
transformation efforts are serious and purposive then they must contain a 
formula for a  post-transformation system. This is an inherent dilemma: 
how to  reconcile the utopian character of system-transformation with the 
pragmatic character of a post-transformation society.

Instead o f creating confusion by an unreal effort to make consistency 
out of real dilemmas, we should squarely face this contradiction. In other 
words, our policy formulation should focus on:

HOW TO ACHIEVE UTOPIAN (A N D  ALTRUISTICALLY 
M OTIVATED) GOALS BY PRAGM ATIC M EANS?
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C H A P T E R  E I G H T

The Islamic Welfare State and 
its Role in the Economy

Dr. M . Umar Chapra*

ISLAM has a set o f goals and values encompassing all aspects of human 
life including social, economic and political. Since all aspects o f life are 
interdependent and the Islamic way o f life is a consistent whole, its goals 
and values in one field determine the goals and values in the other fields 
as well. This paper seeks to examine the interrelationship between the 
economic and political content o f the Islamic way of life and discusses the 
functions and nature of the Islamic state in the light o f its basic imperatives 
within the framework o f financial constraints.

a. The Basic Imperatives
The Islamic way of life, being goal-oriented, is inconceivable without an 

organised community governed in accordance with the tenets o f Islam. 
The Q ur’an unequivocally condemns disorder and anarchy (2: 205) and 
the Prophet (peace be on him) stressed the need for organisation and 
authority in Muslim society. This stress is also vividly reflected in several 
statements as well as the actual behaviour o f his Companions and in the 
thinking o f Muslim jurists. ‘Umar, the second Caliph, emphasised that 
there could be no organised society without an imam (sovereign) and that 
there could be no imam without obedience. 1 The famous jurist Shafi‘i 
recorded the mood of his age (A.H. 150-204) by stating that there is ijmiT 
(consensus) among Muslims that there must be a caliph .2 Likewise, 
Ibn Hanbal stressed that the absence of an imam could only result in 
disorder. 3

This teaching o f Islam with respect to  authority and organisation has 
continually influenced all Muslim political thinking except perhaps that of 
the Khawarij. Abu Ya‘la and Mawardi, both contemporaries in Baghdad 
during the first half o f the fifth century of the Hijrah (eleventh century 
C.E.), and both writing on the characteristics o f an ideal state, stressed 
that the exercise o f imamah (sovereignty) is an absolute necessity.4 
Mawardi went even further, stating that the existence o f an imam was as

*D r. U m ar C hap ra  is Econom ic Adviser, Saudi M onetary Agency, R iyadh.
This chapter was also incorporated in “Islamic Perspectives,” Islamic Foundation, 1979.
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necessary as the striving for truth and the acquisition o f knowledge. 5 Ibn 
Khaldun emphasised that the institution o f caliphate is a shar'i obligation 
and that Muslims are obliged to establish and m aintain it.® Similar ideas 
were expressed by Ibn Taymiyah , 7 Shah W ali-Allah8 and a number of 
other scholars. Such an attitude toward the state is quite natural since 
Islam advocates certain goals and ideals which would be difficult o f re
alisation without a  value- and goal-oriented state. This idea was expressed 
beautifully by the famous Muslim poet-thinker M uhammad Iqb&l (d. 1938) 
when he stated that “ the state according to Islam is only an effort to realise 
the spiritual in human organisation” . 9

Thus the state is viewed by Islam as an instrument for the realisation of 
the ultimate goals, both spiritual and material, o f the Islamic society. How
ever, the authority exercised by the state is not absolute. It is a trust from 
God and is to be exercised in accordance with the terms o f the trust as laid 
down in the SharVah. Two of the most im portant terms of this trust are 
that the state should be democratic and welfare-oriented.

Democratic Orientation 
Sovereignty, according to Islam, vests in God. It is only His Will that 

should prevail in this world. Says the Q ur’an :
Is it not His to create and to govern ? (7: 54)
Sovereignty is for none but God. (12: 40)
Follow the Revelation sent to  you from your Lord, and follow not,
as friends or protectors, other than Him (7: 3).

The sovereignty of God implies the rule of the Divine Law as revealed by 
Him in the Q ur’an to the Holy Prophet and as elaborated in the Prophet’s 
sunnah during the course o f his mission. M an as vicegerent of God on 
earth (2: 30, 6 : 165) can neither make nor abrogate the Divine Law. M an 
must necessarily submit to it if he realises that the All-knowing God in His 
Great Wisdom is the best guide of man in all his affairs. Given the Divine 
Law, all individuals who submit to it must be partners in its implementa
tion. Hence, once the sovereignty o f God is recognised, the authority for its 
establishment is vested in the whole ummah and is to  be exercised in the 
light of the Q ur’an and Sunnah through the democratic process o f consulta
tion with the ummah™  (or its rightful representatives) as the Q ur’an 
enjoins:

And consult them in affairs. (3: 159)
And they conduct their affairs by mutual consultation. (42: 38)

Welfare Commitment 
The mission o f the Holy Prophet is defined by the Q ur’an to  be a merciful 

blessing (rahtnah) for all mankind (2: 107). Some manifestations o f this 
merciful blessing are stated explicitly in the Q ur’an. These include, am ong



others, the fostering of “ good life” (hayat (ayyibah) and “ welfare” (falah)y 11 
provision o f ease and alleviation of hardship,12 generation o f prosperity,13 
nurturing a climate o f love and affection,14 and ensuring freedom from 
moral corruption,15 hunger, fear16 and mental tensions.17 Hence, all 
organisations and institutions, including the state, should reflect the charac
ter o f merciful blessing, and cater to the “ welfare” o f all people.

The welfare function o f the Islamic state was particularly stressed by the 
Prophet when he stated: “ Any ruler who is responsible for the affairs of 
Muslims but docs not strive sincerely for their well-being will not enter 
Paradise with them.” 18 The Companions of the Prophet clearly appreciated 
this welfare role of the Islamic state as is evidenced by numerous utterances 
o f the early caliphs and their instructions to  their governors. ‘Umar, the 
second Caliph, wrote to Abu Mus5, the governor of a province: “ The best 
o f men in authority is he under whom people prosper and the worst o f them 
is he under whom people encounter hardships” .1® Muslim jurists have 
unanimously held that catering to the welfare of the people and relieving 
them o f hardships is the basic objective of the SharVah and hence of the 
Islamic state.20 The letter addressed to Caliph Harun al-Rashid by his 
Chief Justice, Abu Yusuf, vividly clarifies the welfare character of the 
Islamic state,21 and the same stress is evident in the writings o f medieval 
Muslim thinkers like Mawardi, Abu Ya‘Ia, al-Ghazali, Ibn Khaldun, Ibn 
al-Qayyim and Ibn Taymiyah. The evidence in the Q ur’an and Sunnah 
and the writings o f  Islamic scholars for the welfare function o f the Islamic 
state is so overwhelming that it would be absolutely unjustified not to 
term the Islamic state as a  “ welfare state” .

Strategy o f Welfare
But there are other political systems which also claim to be welfare- 

oriented. The difference lies essentially in their basic philosophy o f what 
constitutes human welfare. Islam distinguishes itself by its own unique 
philosophy o f welfare which is comprehensive and consistent with its 
concept o f human nature. Man has been created from m atter22 but has been 
infused with a part of the Divine spirit.23 The m atter and the spirit together 
constitute the indivisible human self which is free but responsible before 
God for all its actions within the frame o f reference o f Divine guidance. He 
is intelligent and capable of differentiating between right and wrong and 
acting on his own initiative. His mission is to fulfil his obligations as the 
vicegerent o f God on earth. He is not only a member o f the brotherhood of 
Islam but also a part of mankind, the family of G od.24 Only that philosophy 
of welfare is best suited to  man which enables him, firstly, to  attain a 
fuller realisation o f his complete indivisible self (spiritual as well as 
material) in keeping with his status as vicegerent o f God and, secondly, 
to make the optimum all-round contribution to  his ummah and to 
m ankind.
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The concept o f welfare in Islam can hence be neither exclusively “ other
worldly” nor purely “ this-worldly” . While urging Muslims to gain mastery 
over nature and utilising the resources provided by God for the service and 
betterment o f mankind, Islam warns Muslims against single-minded 
concentration on material acquisitions as the highest measure of human 
achievement and ignoring the indispensable spiritual content of the hum an 
self. Islam rather provides a  spiritual orientation to  all material effort and 
creates a  harmony between the innate spiritual and material urges of 
individuals and groups. Islam has so firmly and exquisitely dovetailed the 
spiritual and material aspects o f life that they may serve as a  source of 
mutual strength and together serve as the foundation of true human welfare 
and happiness. According to  Islam, negligence o f either of the two aspects 
of life will prevent mankind from achieving true welfare. In fact there is no 
division between material and spiritual aspects o f  life in Islam. All human 
effort whether for “ material” , “ social” , “ educational” , or “ scientific” goals 
is spiritual in character as long as it conforms to the value system o f Islam. 
W orking hard for the material well-being of one’s own self, family and 
society is as spiritual as the offering of prayers, provided that the material 
effort is guided by spiritual values. This synthesis o f  the material and the 
spiritual is what is missing in the welfare concept o f the other two systems, 
capitalism and socialism, as they are morally neutral.

This teaching has infiltrated all Muslim thinking throughout the ages. 
Ghazali defines the objective of the SharVah to  be the prom otion of welfare 
o f people which lies in safeguarding their fajth, their life, their intellect, 
their posterity, and their property, and concludes that whatever ensures the 
safeguard o f these five serves public interest and is desirable.25 I bn al- 
Qayyim emphasised that the “ basis o f the SharVah is wisdom and welfare 
o f the people in this world as well as the Hereafter. This welfare lies in 
complete justice, mercy, welfare, and wisdom; anything that departs from 
justice to  injustice, from mercy to  harshness, from welfare to  misery and 
from wisdom to  folly has nothing to  do with the SharVah”.26

This is, of course, a  general indication o f what is implied by welfare in 
Islam. M ore specific positions have been taken by the SharVah on many 
issues, which need not be elaborated here. In brief it may be stated that the 
welfare o f individuals in an Islamic society may be realised if there is a 
proper environment for:

(a) a fuller realisation of Islamic spiritual values in the individual as 
well as in society,

(b) an adequate fulfilment o f all basic needs o f life.

These arc briefly discussed below under the spiritual and material roles 
o f the state. This dichotomy is only for the convenience o f discussion and 
does not imply a separate identity for the two roles which are closely 
integrated.
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Spiritual Uplift
Since Islam lays a preponderant stress on moral values, the Islamic 

state cannot be a passive observer of the ethical scene in society. It is the 
responsibility o f the Islamic welfare state to look after the spiritual health 
of its people. Hence the need of taking practical measures by the state to 
bring to  a living reality the moral code o f Islam has been stressed by all 
Muslim political thinkers and jurists. This does not necessarily imply that 
the Islamic state is a  policc state forcing people into certain channels of 
behaviour by use o f its coercive power. There is some kind of built-in 
indoctrination in all systems, including the capitalist, and the Islamic 
system is no exception. The Islamic system, however, in compliance with 
the spirit o f the Q ur’anic verse: “ There is no compulsion in religion” 
(2: 256), shuns the extreme course o f regimentation o f thought and action, 
as it gives significant value to individual freedom. It is for this reason that 
Islam lays stress on education and creation o f conditions conducive to the 
practice o f the moral norms on which the edifice of the whole Islamic way 
o f life is raised.

The realisation o f the spiritual values of Islam in the individual and 
society demands that the Islamic state should strive in three major direc
tions. First, it must foster conditions conducive to  the creation o f homes 
which would inculcate respect forand adherenceto Islamic moral teachings 
in the rising generation. Islam has provided a blueprint for fostering love 
and affection, and mutual help and co-operation among the members o f the 
family (nuclear as well as extended), and for generating a suitable environ
ment for the proper upbringing of children. Second, the Islamic state must 
cast the educational system in the mould o f Islam so that educational 
institutions produce young men and women imbued with the ideals of Islam. 
Third, the state should enforce those norms and values of Islam which are 
amenable to legal enforcement and should inflict the prescribed penalties 
for violations so that they serve as a deterrent to prospective violators.

M aterial Well-being 
Adequate fulfilment o f basic material needs, is, in the Islamic frame of 

reference, as necessary for human welfare as spiritual uplift. Therefore, 
while arranging for the spiritual guidance of men by a chain o f prophets 
to  all people through space and time, God has also provided all necessary 
resources for his material well-being. Says the Q ur’an: “ He it is W ho has 
created for you everything on earth” (2: 29) and “ has made subservient to 
you whatever is in the heavens and the earth and granted you His bounties, 
manifest and hidden” (31:20, see also 4 :32 -3 ,16 :12 -14 ,22 :65  and 45:12). 
Two fundamental principles may be derived from these verses. One, that 
God-given resources are for “ you” , which is addressed to all people and
no t to  any  privileged group or class; and tw o, th a t they are  m eant for
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general human welfare, and a t least, for eradicating poverty and fulfilling 
the basic material needs o f all people.

There can be little dispute that some o f the basic material needs of 
individuals that must be satisfied are:

(i) training and education to  develop the innate abilities of the indi
vidual and to enable him to cater for his well-being independently 
without becoming a burden on others;

(ii) a suitable job, profession, or trade in keeping with his aptitude, 
ability, ambition, and needs o f society so that he and society both 
benefit from his ability and training;

(iii) adequate food and clothing;
(iv) comfortable housing;
(v) a generally healthy environment combined with appropriate medical 

facilities, and
(vi) adequate transport facilities to enable a worker to commute to  his 

place of work without unreasonable discomfort and to  convey his 
product to appropriate markets at reasonable cost.

These material needs of the individual and their fulfilment have been so 
explicitly recognised by the SharVah that quotations from the Q ur’an and 
the Sunnah and Islamic writings would be tantam ount to elaborating the 
obvious.27

The fulfilment of these spiritual and material needs o f individuals and 
society would naturally necessitate the playing o f a  vital role by the state 
in the economic system o f Islam. Nevertheless, it may be stressed here for 
the sake o f clarity, that it is basically the moral responsibility o f the individual 
to  cater for his own needs through his own volition and effort. Islam cate
gorically condemns begging and sloth and places great stress on hard work. 
The Prophet enjoined: “ Beg not anything from people” 28and that: “ A 
man has not earned better income than that which is from his own 
labour” .29 ‘Umar, the second Caliph, symbolised this Islamic teaching for 
earning one’s own livelihood through hard work by saying: “ N o one o f 
you should stay away from seeking livelihood and say: ‘O God! Give me 
sustenance’, for the sky will not rain gold and silver” ;30 and that: “ Seek 
o f  the bounty o f  God and be not a burden on others” .31

The individual is not only expected to  work for his own livelihood and 
welfare but is also expectcd to  do his best on every job  or mission he 
undertakes. “ God desires that whenever anyone of you performs a job  
he does it perfectly.” 32 In fact the spiritual and material goals o f the Islamic 
society cannot be fully realised until all Muslims, men or women, put forth 
their best in keeping with the optimum potential of their God-given talents.

Although it is essentially the responsibility of the individual to  depend 
on himself and to  try to do his best, the market forces need not always 
automatically be conducive to this. And even if the individual does his
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best it is a well-recognised fact that the blind operation o f market forces 
may not always reward him optimally for his socially-productive effort. 
It would hence be the responsibility of the state to  play a positive role 
in guiding and regulating the economy to ensure that the objectives of 
the SharVah are fulfilled. This positive role o f the Islamic state cannot be 
equated with the term “ intervention” o f the state under capitalism. The 
term “ intervention” , in addition to carrying an opprobrious connotation, 
smacks of commitment to  laissez faire  capitalism under which the best 
state is the one which plays the least role.

The question is: what specific role should the Islamic state play in the 
economy and how much regulation or control should it cxercisc? In 
principle it may be stated that the state should play an adequate role to 
bring to  fulfilment the goals o f the Islamic system without unduly sacri
ficing individual freedom or compromising social welfare. An im portant 
measure would be to  contain the self-interest o f individuals within moral 
restraints so as to  prevent the individual from exploiting society to 
gratify his self-interest, and to safeguard against society exploiting the 
individual by curbing his inherent rights or preventing him from enjoying 
the lawful fruits of his labour and skill. The goal should be to bring about a 
healthy balance between the interests o f the individual and of society in 
harmony with one of the fundamental teachings of the Prophet: “ The 
individual should not inflict harm [on others] nor should any harm be in
flicted on him [by others]” . This brings all instruments of direct and indirect 
controls, including wage-price controls and nationalisation, to the extent 
considered necessary in the overall interest of the Muslim society, within 
the tool-kit of the Islamic state. What instruments are to  be used and to 
what extent, would be determined essentially by circumstances, given the 
guiding principles o f the SharVah and particularly the commitment of the 
Islamic state to social welfare in a manner that would not destroy in
dividual freedom.

Specification o f certain essential elements of the positive role, or the 
essential economic functions o f the Islamic welfare state hence becomes 
necessary. The following section o f this paper briefly specifies these 
functions.

b. Economic Functions
Some of the essential functions o f the Islamic welfare state with respect 

to  the economy may be stated to be:

(1) to eradicate poverty and create conditions for full employment and 
a high rate o f  growth;

(2) to  promote stability in the real value o f money;
(3) to maintain law and order;
(4) to  ensure social and  econom ic justice;
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(5) to  arrange social security and foster equitable distribution o f income 
and wealth;

(6) to  harmonise international relations and ensure national defence.

There is no specific significance in the order in which the above functions 
have been stated. All the functions are im portant and none may be ignored. 
Each o f these functions is briefly discussed below.

(I) Eradication o f Poverty, Full Employment and Optimum Rate of 
Growth

Since economic resources are a trust from God, it is the moral obligation 
o f the trustee to employ these resources efficiently to  realise the purpose of 
the trust which is the welfare of all the vicegerents o f God. This naturally 
implies: firstly, eradication o f poverty and satisfaction of all basic human 
needs; secondly, full and efficient employment o f all human and material 
resources to  attain an optimum rate o f economic growth and improve the 
standard o f living of all people; and, thirdly, avoidance of conditions 
generating deficient or excess demand and leading to unemployment or 
inflation. The word “ optim um ” has been preferred here in place o f “ maxi
m um ” or “high” to allow for a  margin for harmony with the goals of 
spiritual uplift and social welfare. This is because economic growth is not 
an isolated phenomenon and is to  be viewed against its impact on the 
moral fabric of Muslim society, the goal of social and economic justice, 
and the overall “ welfare” o f  all people.

For a realisation o f this objective it would be incumbent upon the Islamic 
state not to  leave the essential function of allocation of resources, particu
larly scarce resources, or the determination of aggregate demand to  the 
unhindered operation of blind market forces. It should itself play a positive 
role and consciously contribute towards the attainm ent o f desired goals 
through (i) rational planning, and (ii) building the neccssary physical and 
social infra-structure.

(i) Planning. It is now widely recognised that undisciplined self-interest 
and unguided play o f market forces may not always work out for the best 
o f all strata o f society and may not necessarily lead to  optimum efficiency 
in the use o f resources because of limitations of individual horizon, lack of 
awareness or appreciation of social costs, and unbalanced growth in 
different sectors o f the economy unrelated to the welfare needs o f the 
people. The Islamic state should, therefore, resort to  planning and play an 
active role in the implementation o f its plans.

The need for planning does not imply that the Islamic state can resort 
to  regimentation or unscrupulous control o f the private sector. W hat it 
does imply is that instead o f leaving the allocation o f  resources and the 
m anagem ent o f  aggregate dem and prim arily to  the blind interplay o f



market forces, the state should play an active and conscious role in not only 
determining priorities and guiding or channelling the scarce resources in 
the light o f those priorities, but also regulating demand so that occurrence 
o f recession or inflation is avoided.

Priorities should, o f course, be determined in accordance with, firstly, 
the terms o f the trust as laid down in the SharVah by the Creator of all 
resources, and secondly, the needs and general overall welfare of G od’s 
vicegerents. The basic teachings o f the SharVah are eternal and universal 
but the needs of man might differ with changes in time, geographical 
environment, stages of economic and social development and progress of 
technology, it may be stated that in general the efficient use o f resources for 
the satisfaction o f fundamental needs of all trustees should receive the 
utmost priority.

(ii) Physical and social infrastructure. For the growth of an economy 
and the development o f a healthy and prosperous society, the existence of 
a basic physical and social infrastructure is generally recognised to be an 
absolute necessity. Much as investment in necessary physical capital leads 
to  the development o f an economy, the provision of such capital does not 
appeal to  private entrepreneurs because direct monetary returns for 
investors arc small and the amount of capital required is generally beyond 
their capacity. But since social benefits are so much in excess o f private 
benefits, investment in these sectors must rank high in the development 
plans of an Islamic state as it should in the development plans o f any 
developing economy.

The Q ur’an enjoins upon Muslims to  gather whatever strength they are 
capable o f (8 : 60). The significance of “ strength” here need not be con
fined to  military strength, it  could also be implied to  refer to  the economic 
strength which, among others, lies at the root o f military strength. An 
essential part o f this latter strength is the provision o f an infrastructure 
through the improvement and extension of roads and highways, building 
o f dams and bridges, provision of irrigation networks, construction of 
ports, airports and telecommunication services, and furnishing of facilities 
essential for providing external economics to different sectors o f the 
economy. The role o f the state here is obviously of primary importance. 
Therefore, whenever the Prophet appointed a governor, he instructed him 
to  strive for creating ease rather than hardship for the people.33 One o f the 
means by which the state could generate prosperity is to  provide the neces
sary infrastructure. Public works programmes, therefore, received signifi
cant attention during the days o f ‘Um ar and other caliphs.

The provision o f social capital (education, public health, etc.) should also 
be an undisputed area o f the activity of an Islamic state. The general ease 
for education is obvious. Since according to the Prophet, “ acquisition of 
know ledge is obligatory for every M uslim ” ,34 public investm ent in
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education is necessary. Educational efforts must, however, go beyond 
attem pts to  increase the degree of literacy, for literacy is only a means to  
real education and not an end in itself. The general aim o f education in 
Muslim society must be to raise Muslims who would conform to the ideals 
laid down in the Q ur’an and the Sunnah, to  introduce the proccss of change 
that would bring about the Islamic environment, to  teach ever-new skills, 
and to  stimulate the incentive for research and invention of new techniques 
of production and distribution so as to  utilise God-given resources more 
efficiently. The education system, in addition to  building upright moral 
character, should also inculcate in the student the spirit o f hard work and 
efficiency, economy and frugality, avoiding waste and extravagance, and 
making productive investment of savings so that in addition to  the indi
vidual, it benefits society in general as well.

If education is one sphere of social capital towards which the government 
should take positive steps, another is public health. The Prophet declared 
that “ a strong Muslim is better and more beloved before God than a weak 
one” ,35 and that “ cleanliness is half of faith” .36 Therefore, it may be 
inferred that it is the responsibility o f the Islamic state to provide a healthy 
environment combined with adequate medical facilities so as to  improve 
the health and efficiency of people and to reduce suffering from sickness 
and disease. W ith respect to a clean and healthy environment one may also 
argue in favour o f better sanitation facilities, curbing o f pollution, pro
vision o f clean and safe water supplies, hygienic and comfortable housing, 
and clearance o f slums.

(2) Stability in the Real Value of Money 
One o f the most serious problems o f contem porary society is persistent 

inflation with accompanying decline in the real value of money and mone
tary assets. This is not because inflation and growth arc nccessary counter
parts o f each other but because of a  number of inflation-prone post-W ar 
phenomena which it is not necessary to  delve into in this paper. In fact 
stability in the real value o f money is vitally im portant not only for the 
continued long-term growth of an economy but also for social justice and 
economic welfare.

Honesty and justice in all measures of value has been unequivocally 
stressed in the Q ur’a n :

And give full measure and weight with justice (6: 152).
So give full measure and weight without defrauding men in their 
belongings and do not corrupt the world after its reform. This is 
better for you, if you are believers (7: 85; see also, 11: 84-85,17: 35, 
and 26: 181).

These verses should be considered to  apply not only to  individuals but also 
to  society and  the state and should no t be confined merely to  conven



tional weights and measures but should also encompass all measures of 
value.

Money also being a measure of value, any continuous and significant 
erosion in its real value may be interpreted in the light o f the Q ur’an to  be 
tantam ount to  corrupting the world because of the adverse effect this 
erosion has on social justice and general welfare which are among the 
central goals o f the Islamic system. This implies that any activity or be
haviour o f individuals, groups, or institutions in an Islamic state which 
significantly erodes the real value o f money should be considered to  be a 
national issue o f param ount importance and treated with a  sense o f concern. 
Nevertheless, there are other goals which are o f equal, or greater, impor
tance. If  there is an unavoidable conflict between the realisation o f  these 
goals and a compromise becomes inevitable then the goal o f stable real 
value for money may be somewhat relaxed provided that the damage done 
by such relaxing is more than offset by the realisation o f other indispensable 
national goals.

It may hence be considered obligatory for the Islamic state to resort to 
healthy monetary, fiscal and incomes policies and appropriate direct 
controls when necessary, including wage-price controls, to minimise 
erosion in the real value o f money, thus preventing one group o f society 
from knowingly or unknowingly shortchanging others and violating the 
Islamic norms o f honesty and justice in measures.

This does not imply that Muslim countries, individually or collectively, 
would be able to  stabilise the value o f their currencies by their own effort. 
In a  world where all countries arc mutually interdependent and where the 
m onetary and fiscal policies o f some major industrial countries are respon
sible for a substantial degree o f price instability, it may not be possible for 
the small and open economy o f an individual Muslim country to achieve 
the desired stability unless the major industrial countries follow saner 
policies. However, what it does imply is that an Islamic state should itself 
be clear about its role with respect to  price stability and should be deter
mined to  contribute whatever it can for the attainm ent of that goal.

(3) Law and Order
The importance of this universally recognised function of the state 

cannot be overstressed. This is because the degree o f law and order in a 
society and the extent o f security of life and property are one of the prime 
determinants o f growth and stability o f  an economy and the inner happi
ness o f individuals. In his remarkably terse but powerful farewell pilgrim
age address, in which the Holy Prophet forcefully enunciated a number of 
principles for the socio-politico-economic system of Islam, he declared: 
“ Your lives and your properties are as sacred as this day o f Hajj”.37 
On another occasion he emphasised: “ Whatever a  Muslim possesses is 
unlawful for ano ther M uslim , his wealth and property and his life” .38
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O n the basis o f  this, Muslim jurists have unanimously stressed the duty 
o f the Islamic state to  safeguard the life and property of all individuals 
within its boundaries39 so that, in the words of the Prophet, “ a woman 
travelling alone from Hira’ to  the Ka‘bah feels such security that she has 
fear o f none but G od” .40

(4) Social and Economic Justice
Since Islam considers mankind as one family, all members o f this family 

are alike in the eyes o f God and before the Law revealed by Him. There is 
no diffcrencc between the rich and the poor, the high and the low, or the 
white and the black. There is to  be no discrimination due to race, colour 
or position. The only criterion for a man’s worth is character, ability, and 
service to  Islam and humanity. Said the Holy Prophet: “ Certainly God 
does not look at your faces or your wealth; He looks a t your heart and 
your deeds” .41 “ The noblest o f you are the best in character.” 42 To be 
even more emphatic the Prophet warned o f the disastrous consequences o f  
discrimination and inequality before the Law for an individual or a  na tion :

Communities before you strayed because when the high committed 
theft they were set free, but when the low committed theft the Law 
was enforced on them. By God, even if my daughter, Fatimah, 
committed theft 1 will certainly cut her hand.43 
Whoever humiliates or despises a Muslim, male or female, for his 
poverty or paucity o f resources, will be disgraced by God on the 
Day o f Judgm ent.44

‘Umar, the second Caliph, wrote to Abu Musa al-Ash‘ari, one o f his 
governors, asking him to treat everyone before him alike in respect so that 
the weak did not despair o f justice from him and the high did not crave 
for undue advantage.45 This spirit o f social justice thoroughly permeated 
the Muslim society during the period o f the first four caliphs, and even in 
the later period, though a little subdued, did not fail to find its manifestation 
on several occasions. It may be pertinent to  quote what the renowned jurist 
Abu Yusuf wrote in a letter addressed to  Caliph Harun al-Rashid: “ Treat 
alike all individuals irrespective of whether they are near you or remote from 
you” , and that “ the welfare of your subjects depends on establishing the 
Divine Law and eliminating injustice” .46

The Islamic teaching o f brotherhood and equal treatm ent o f all indi- 
vidualsin society and before the Law would not be meaningful unless accom
panied by economicjustice so that everyone gets his due for his contribution 
to  society or to  the social product and that there is no exploitation of one 
individual by another. This point is also very well stressed in Islamic 
writings. The Q ur’an urges Muslims to “ withhold not what is justly due to 
others” (26: 183),47 implying thereby that every individual must get what 
is really due to  him , and no t m ore by depriving others of their share. The



Islamic Welfare State and its Role in the Economy 1 5 5

Prophet aptly w arned: “ Beware o f injustice for injustice will be equivalent 
to  darkness on the Day o f Judgm ent” . 48 This warning against injustice 
and exploitation is designed to protect the rights of all individuals in society 
(whether consumers or producers and distributors, and whether employers 
or employees) and to  promote general welfare, the ultimate goal of 
Islam.

O f spccial significance here is the relationship between the employer and 
the employee which Islam places in a proper setting, specifying norms for 
the mutual treatm ent o f both so as to establish justice between them. An 
employee is entitled to  a  “ju st” wage for his contribution to output and it is 
unlawful for a  Muslim employer to exploit his employee. Three persons, 
declared the Prophet, who will certainly face G od’s displeasure on the Day 
o f Judgm ent are: he who does not fulfil his covenant with G od; he who 
sells a free person and enjoys the price; and he who engages a labourer, 
receives due work from him, but does not pay him his wage.49 This 
hadtth, by placing exploitation o f labour on an equal footing with contra
vention o f the covenant with God and enslaving of a  free person suggests 
how repugnant exploitation o f labour is to  the spirit o f Islam. Besides being 
paid the “ju st” wage, Islam requires that labourers should not be made to 
work so hard or in such miserable conditions that their efficiency declines, 
their health deteriorates, or their ability to  enjoy income or participate in 
family life gets impaired. If they are made to perform a task which is 
beyond their capacity they should be provided with sufficient help (manual 
o r technical) to  enable them to do the job without undue hardship. Said 
the Holy Prophet:

“ Your employees are your brethren whom God has made your sub
ordinates. So he who has his brother under him, let him feed him 
with what he feeds himself and clothe him with what he clothes 
himself and not burden him with what overpowers him. If  you do 
so then help him” . 60

On the basis of these teachings, fixation of minimum wages and maximum 
working hours, creation o f appropriate working conditions, enforcement 
o f  precautionary measures against industrial hazards, and adoption of 
technological innovations to  rcducc hardships would be fully in conformity 
with the spirit o f  Islamic teachings.

While this is the treatm ent expected o f an employer to  his employees, 
Islam, because o f its commitment to  justice, protects the employers by 
placing ccrtain moral obligations on the employee as well. These include, 
among others, honesty, diligence and efficiency in the performance o f the 
function for which the employee has been hired. “ An employee who excels 
in his devotion to  God and also renders to  his employer the duty, sincerity 
and obedience that he owes him, for him there is double reward [with 
G od ).” 51 In this field, the Islamic state could play an im portant role
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through inculcation o f  Islamic work ethics in employees and imparting of 
appropriate vocational education.

(5) Social Security and Equitable Distribution of Income and Wealth
Given the commitment o f Islam to human brotherhood and to social 

and economic justice, gross inequalities o f income and wealth could only 
be repugnant to its spirit. Such inequalities could only destroy rather than 
foster the feelings of brotherhood that Islam wishes to  create. Besides, 
since all resources are gifts of God to  all human beings (al-Qur’an, 2 : 29), 
there is no reason why they should remain concentrated in a few hands. 
Hence, Islam emphasises distributive justice and incorporates in its system a 
programme for redistribution of income and wealth so that every individual 
is guaranteed a standard of living that is humane and respectable and in 
harmony with the dignity o f man inherent in his being the vicegerent o f God 
on earth. A Muslim society that fails to  guarantee such a humane standard 
is really not worthy o f the name as the Prophet declared: “ He is not a true 
Muslim who eats his fill when his next-door neighbour is hungry” .52

Hence, Islam emphasises distributive justice and incorporates in its 
system a programme which seems to contain the following five essential 
elements: one, as discussed earlier, making arrangements for training, and 
then rendering assistance in finding gainful employment to those un
employed and looking for work in accordance with their ability; two, 
enforcing a system of “just” remuneration for those w orking; three, making 
compulsory arrangements for insurance against unemployment and occu
pational hazards, old-age pensions and survivors benefits for those who 
can afford to  provide for this; four, providing assistance to  those who, 
because o f disability, physical o r mental handicaps, or adolescence are 
unable to  support themselves or to  attain a respectable standard of living 
by their own effort: and five, collecting and distributingZa/ca/ and enforcing 
Islamic teachings related to the division o f the estate of a deceased person 
to  accelerate the distribution of income and wealth in Muslim society so 
that, in the words of the Q ur’an: “ wealth does not continue to  circulate 
merely among your rich” (59: 7).

It is the duty o f the Islamic state to ensure a respectable standard of 
living for every individual, who is unable to  take care o f his own needs and 
hence requires assistance. The Prophet clearly declared that: “ He whom 
God has made an adm inistrator over the affairs of Muslims but remains 
indifferent to their needs and their poverty, God will also be indifferent to 
his needs and poverty” . 53 He also said that: “ He who leaves behind him 
dependants, they are our responsibility, 54 and that “ the ruler [state] is the 
supporter of him who has no supporter” .55 These and other similar hadlihs 
lay down the gist o f Islamic teachings in the realm of social security.

‘Umar, the second Caliph, explaining redistributive justice in Islam, 
em phasised in one o f  his public addresses that everyone had an  equal right



in the wealth o f the community, that none, not even he himself, enjoyed a 
greater right in it than anyone else, and that if he were to live longer, he 
would see to  it that even a shepherd on M ount Sinai received his share from 
this wealth .58 Caliph ‘All is reported to  have stressed that “ God has made 
it obligatory on the rich to  provide the poor with what is adequate for 
them ; if the poor are hungry or naked or troubled, it is because the rich 
have deprived them [of their right], and it will be proper for God to  hold 
them responsible for this deprivation and to punish them ” .57 The jurists 
have alm ost unanimously held the position that it is the duty o f the whole 
Muslim society in general, and o f its rich in particular, to  take care o f the 
basic needs of the poor, and if the well-to-do do not fulfil their responsibility 
in spite o f their ability to  do so, the state should compel them.

The Islamic concept of justice in the distribution o f income and wealth 
does not require equal reward for everyone irrespective o f his contribution 
to  society. Islam tolerates some inequalities o f income because all men are 
not equal in their character, ability, and service to society (6 ; 165, 61: 71, 
and 43: 32). Therefore, distributive justice in the Islamic society, after
(i) guaranteeing a hum ane standard o f living to  all members through 
proper training, suitable job, “ju st” wages, social security and financial 
assistance to  the needy through the institution o f Z aka t, and (ii) intensify
ing the distribution of wealth through its system o f dispersal o f the estate 
o f a deceased person, allows such differentials in earning as are in keeping 
with the differences in the value of the contribution made or services 
rendered to  society.

The Islamic stress on distributive justice is so emphatic that there have 
been some Muslims who have been led to believe in absolute equality of 
wealth. Abu D harr, a  companion of the Prophet, was of the opinion that it 
is unlawful for a M uslim to possess wealth beyond the essential needs of his 
family. However, most o f the Prophet’s companions did not agree with him 
in this extreme view and tried to prevail upon him to change his position .58 
But even Abu D harr was not a  protagonist o f equality of flows (income). 
He was in favour o f equality of stocks (wealth accumulations). This, he 
asserted, could be attained if the entire surplus of income over “ genuine” 
expenses (al-afw ) was spent by the individual in improving the lot of his 
less fortunate brothers in particular and society in general. The consensus 
o f Muslim scholars in spite o f being intensely in favour of distributive 
justice, has, however, always been that if a Muslim earns by rightful 
means and from his own income and wealth fulfils his obligations toward 
the welfare o f the society by paying Zakat and other compulsory and 
voluntary contributions, there is nothing wrong in his possessing more 
wealth than other fellow Muslims.59

In reality, however, if the Islamic teachings o f halal and haram about 
income and acquisition o f wealth are sincerely followed, if the norm of 
justice to  employees and consum ers is applied, if provisions for redistribu
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tion of income and wealth are implemented, and if the Islamic law of 
inheritance is enforced, there will remain no gross inequalities of income 
and wealth in Muslim society.

(6) International Relations and National Defence
With respect to  the wider sphere of mankind and the Muslim ummah, it 

is the responsibility o f the Islamic state to try to make as rich a contribution 
as it can toward the spiritual and material uplift o f mankind. If resources 
permit, it should provide assistance to relieve hardship and promote 
growth and accelerated development in deserving countries. The guiding 
principles o f its policies in international economic relations may in the 
light o f Islamic teachings be briefly stated to be: one, to co-operate in all 
matters contributing to  “ righteousness” and “ piety” and to refrain from 
co-operating in “ aggression” and “ sin” , 60 and two, to  work positively for 
the welfare o f mankind because it is the family of G od .61

These principles, of course, relate to  all countries and all people to 
whom the Islamic state is linked by bonds o f universal human brotherhood 
as propounded by Islam. However, with Muslim countries to which the 
Islamic state is also united by bonds o f common ideology, it should 
manifest greater solidarity and co-operation in all fields of life to  enhance 
the unity and dignity o f the ummah and the glory o f Islam.

The Islamic state should also promote international understanding and 
peace in keeping with the teachings of Islam which by its very name stands 
for peace. It should cncourage and support any constructive move towards 
peace, and should honour all treaties and agreements to which it is a 
partner. Nevertheless, while working for peace as a basic objective, the 
Islamic state should do its utmost to  strengthen its defences so as to prevent 
or frustrate any aggression against its faith, territory, freedom and resources 
since the Qur’an enjoins: “ And prepare against them whatever force you 
can” (8 : 60). This may be understood to imply preparedness in terms of 
both men and hardware, including compulsory military service, efficient 
training, high morale, and diversification of sources of supplies if these 
cannot be produced locally or in collaboration with other Muslim coun
tries. Nevertheless, in compliance with Islamic teachings, the military 
strength o f the Islamic state should be used only for a “ju st” cause in a 
“ju st” m anner against those who nurture, or resort to, aggressive designs:

And fight in the way of God against those who fight against you, but
do not transgress limits for God loves not the transgressors (2: 190).

c. The Wherewithal
To live up to  all the above obligations, the Islamic state would naturally 

stand in need o f adequate financial resources. This is not the subject of this 
paper but without its review, even though it might have to be confined to  a



consideration o f some o f its basic principles, the paper would remain 
incomplete.

One principle which is clearly recognised by all jurists is that the state 
has no right to  acquire resources by confiscating property duly possessed 
by individuals or groups .*2 However, if income or property has been 
wrongfully acquired, then the state not only has the right to  confiscate it, 
rather it is its moral responsibility to rectify this state o f affairs.

As for the means o f income o f the Islamic state, they are the following:

The Primary Sources
If the acquisition o f resources through either confiscation or nationalisa

tion without just compensation is to be ruled out then the primary sources 
left would be the following in addition to the sale o f  revelant services.

(i) Z a k a t;
(ii) Income from natural resources;

(iii) Taxation; and
(iv) Borrowing.

In this paper these different heads cannot be treated in detail. W hat we are 
attem pting to  do below is merely to  state some broad principles.

(i) Zakat
T o enable Muslims to  bring to  fulfilment a  society which is like a  single 

nuclear family, where wealth is equitably distributed and where the essential 
needs o f all deserving individuals are met primarily by mutual help with 
the planning and organisational assistance o f the state, Islam has instituted 
a  powerful social security system giving it a religious sanctity which it 
enjoys nowhere else in the world. I t  is a  part o f the religious obligations of 
a  Muslim to  pay Z akat a t a  prescribed rate on his net worth or specified 
income flows to the Z akat fund . 83 O f such great significance is the institu
tion o f Zakat in Islam that whenever the Q ur’an speaks o f the obligation 
to  establish prayers it also simultaneously stresses the obligation of 
Muslims to  pay Zakat. The Prophet went so far as to  declare tha t “ whoever 
offers prayers but does not pay Zakat, his prayers are in vain” . 64

There is a  general consensus among jurists that collection and dis
bursement o f Z akat is essentially the responsibility o f the Islamic state .65 
This was the practice during the days o f  the Prophet and o f the first two 
Caliphs, A bu Bakr and ‘Umar. Abu Bakr even used cocrcion against those 
who refused to  pay Z akat to  the state. It was ‘Uthm an, the third caliph, 
who allowed the payment o f Zakat directly to  the needy. Abu Bakr al- 
Ja§§a§, the renowned com m entator o f Q ur’anic legal injunctions, argues 
on the basis o f the Q ur’anic verse: “ Take alms out o f their assets to cleanse 
and purify them thereby” (9: 103), that it is the duty o f the state to  institute
a  system for the  collection o f Zakat.™
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However, even if the state collects Zakat, the proceeds are likely to  be 
limited. Moreover, the expenditure heads for Zakat are clearly enumerated 
in the Q ur’an .67 Even though some jurists have widened somewhat the 
coverage of the expression f i  sabll Allah (in the way o f Allah), it can hardly 
be made to  include all expenditure heads o f the Islamic state. Thus, if the 
Islamic state is to  live up to  its obligations it must have access to  resources 
beyond the Zakat collection. In view o f this the contention of some jurists 
that the state has no claims on the wealth of individuals beyond the Zakat 
is simply not tenable. Revenues would have to be raised through other 
means.

(ii) Income from  Natural Resources
It has already been established that natural resources have been provided 

by God for the welfare of all people. The monetary benefit derived from 
these resources should, therefore, permeate to all people and should not 
under any circumstances be allowed to be diverted solely to  certain indi
viduals or groups. The acceptance o f this principle does not necessarily 
restrict the management o f these resources to  the state alone. W hether the 
state or private enterprise should manage the exploitation of these resources 
should be determined by the criterion o f efficiency. However, even if private 
enterprise is to  manage and operate these resources the profit derived by it 
should not be more than what is justified by the services rendered and the 
efficiency attained.

In countries with abundant natural resources to  contribute an adequate 
income to the state treasury to finance public expenditure (as is the case 
in some major oil-producing Muslim countries) there may be little need 
for additional sources of revenues. However, countries where income from 
this source is either not available, or if available, is not sufficient, the state 
would have to  supplement its income by resorting to  taxation and/or 
borrowing if necessary.

(iii) Taxation
The right o f  the Islamic state to  raise resources through taxes cannot be 

challenged provided that taxes are raised in a just manner and are within a 
certain “ bearable” limit. This right is defended on the basis of the Prophetic 
saying that “ in your wealth there are also obligations beyond the Z aka t”**, 
and one o f the fundamental principles of Islamic jurisprudence that “ a 
small benefit may be sacrificed to attain a larger benefit and a smaller 
sacrifice may be imposed in order to avoid a larger sacrifice” .

Most jurists have upheld the right o f the state to tax. According to  
M arghinani, if  the resources o f the state are not sufficient, the state should 
collect funds from the people to serve the public interest because if the 
benefit accrues to the people it is their obligation to  bear the cost.69 
A bu Y usuf also supports the right o f  the ruler to  increase o r decrease



taxes depending on the ability of the people to bear the burden . 70 However, 
only a just tax system has been held to  be in harmony with the spirit of 
Islam. A tax system which is oppressive and too onerous as compared with 
the ability o f the people to  bear has been unanimously condemned. All 
rightly-guided caliphs, particularly ‘Umar, *Ali, and ‘U m ar ibn ‘Abd 
al-‘Aziz are reported to  have stressed that taxes should be collected with 
justice and kindness, that they should not be beyond the ability o f the 
people to bear, and should not deprive the people o f the basic necessities 
of life. 71 Abu Yusuf indicated that a  just tax system could only lead to an 
increase in tax receipts and the development o f the country . 72 Mawardi 
emphasised that taking more is iniquitous with respect to the rights o f the 
people, whereas taking less is unfair with respect to the rights of the public 
treasury . 73

Ibn Khaldun genuinely reflects the trend o f thinking during his time on 
the question o f justice in the distribution o f the tax burden by quoting from 
the letter o f Tahir ibn al-Husain to  his son who was the G overnor o f a 
province:

So distribute [taxes] among all people with justice and equity, making 
them general and not exempting anyone because of his nobility or 
wealth, and not exempting even your own officials or courtiers or 
followers. And do not levy on anyone a tax which is beyond his 
capacity to pay . 74

In view o f the goals o f social justice and equitable distribution o f income 
a progressive tax system seems to  be perfectly in harmony with the goals 
o f  Islam. It must, however, be emphasised that from the discussion of the 
jurists what is relevant from the point o f view o f modern times is the right 
of the Islamic state to tax with justice. It would not be proper to  conclude 
that taxation should be strictly confined to  the items mentioned by the 
jurists. Circumstances have changed and there seems to be the need for 
devising a tax system which is in harmony with the goals o f Islam and 
yields sufficient revenue to  allow a modern Islamic state to discharge its 
functions as a welfare state.

(iv) Borrowing
I f  total revenue from all the above sources (including sale of services) is 

not sufficient, the Islamic state would stand in need o f borrowing. In this 
case because o f the Islamic injunction against interest, the borrowing would 
need to  be free o f interest.

For certain sound income-yielding projects amenable to sale of services 
and distribution o f dividends it may be possible to  raise funds on the basis 
o f profit-sharing. However, the scope for this is limited in the case of most
public projects. In case profit-sharing is no t possible or feasible, the
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Islamic state may have to  borrow funds and this would be possible only if 
the private sector of the Muslim society is so highly inspired by the ideals 
o f Islam that it is willing to  forego the return. In modern acquisitive Muslim 
societies imbued perhaps more with hedonistic ideals o f the economic 
man as conceived by Adam Smith rather than by the altruistic teachings 
o f Islam, and with continuous erosion o f the real value o f savings because 
o f the high rate o f inflation, it may be expected that borrowing without any 
return may tend to  be unproductive unless it is made compulsory.

Expenditures financed by borrowing from the central bank tend to  be 
inflationary, unless accompanied by a corresponding increase in the supply 
o f goods and services, thus violating the norm of monetary stability as 
already discussed. Therefore, under normal circumstances borrowing from 
the central bank may be resorted to when a corresponding increase in 
output can be more or less ensured. Borrowing from the central bank may 
also be defended under certain special circumstances even if there is no 
corresponding rise in output provided it is felt that damage done by a small 
degree of inflationary financing is more than offset by other economic or 
non-cconomic gains that arc likely to be realised. This seems to conform to 
the principle that a smaller sacrifice may be imposed to  avoid a larger 
sacrifice and that the smaller o f  two evils may be tolerated.

“ Richest”  or “ Ideal”
It may be contended here that all Islamic states may not have access to 

“ adequate” resources to  finance the functions discussed above and could 
not hence bccome “ ideal” . Here it is im portant to clarify that the “ ideal” 
Islamic state should not be confused with the “ richest” one. The ideal is 
to be construed in the light o f general spiritual and material welfare attained 
for G od’s vicegerents within the framework o f resources. Hence an 
Islamic state may be considered to  have attained the position of “ ideal” if 
it has a t least (i) elevated the spiritual level of the Muslim society and 
minimised moral laxity and corruption; (ii) fulfilled its obligations for 
general economic welfare within the limits o f its resources; and (iii) ensured 
distributive justice and has weeded out exploitation. Adequacy o f resources 
is a relative term and is to  be judged against attainable standards in the 
light o f the stage o f economic development.

It is, o f course, the duty of the Islamic state to make a concerted effort 
to  muster the maximum feasible level of resources and to  harness them 
as efficiently as possible for fulfilling the widest possible range of respon
sibilities. Resources a t the disposal o f any society, rich or poor, may gener
ally be expected to  be scarce compared with the demands on them and 
every Islamic state would have to establish a schedule o f priorities in the 
light o f the Sharl'ah and the welfare needs o f the people. Planning would 
hence be an essential function o f every state. Since planning could be 
misdirected to  satisfy certain vested interests, decision-making in planning
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should be through the Islamic process o f consultation so that different 
viewpoints and interests are given due consideration.

Raising an optimum level of resources and utilising it efficiently within 
the framework o f a  “ju st” plan demands unscrupulous honesty on the part 
o f the common man as well as government employees. This demands that, 
on the one hand, the common man should be willing to  provide honestly 
to  the treasury the resources needed for attaining general social welfare, 
and, that on the other hand, corruption, including offering o f gifts, let 
alone undisguised bribery, for obtaining an undue advantage in money, 
position, jobs or contracts is to  be completely elim inated:

And swallow not your wealth among yourselves by false means, nor 
seek to gain access thereby to  judges to swallow other people’s 
property wrongfully with knowledge thereof (2 : 188).

The Prophet (peace be on him) is reported to  have said :

“ How can a governor I have appointed say, this is for you (the 
treasury] and this is a  gift for me! Why doesn’t  he sit in his parent’s 
home and see if he gets those gifts? By G od, in Whose Hand is 
M uham m ad’s life, anyone of you who takes [unduly] anything from 
this [what belongs to the treasury] will have it around his neck on the 
Day o f Judgm ent.” The Prophet then raised his hands and said twice: 
“ O God! Have I conveyed? ” 76

While this honesty is expected in both the public and the private sectors, 
there are certain additional demands which public sector employees must 
fulfil. A Muslim public servant would be failing in his duty to  God and 
society if he takes his remuneration but docs not render his due in terms of 
diligence, efficiency and conscientiousness:

Any Muslim ruler entrusted with the affairs o f Muslims who dies 
while he was cheating the people will find Paradise foreclosed for 
him . 76

Unless this level o f honesty is attained and every individual works dili
gently and conscientiously for the implementation o f Islamic teachings, the 
Islamic ideal o f a  morally-orientated welfare state cannot be fully realised. 
The ruler and the ruled must work hand in hand for the realisation o f these 
goals. While the state stands duty-bound to make an honest effort to create 
the ideal conditions which Islam visualises, it is also obligatory for the 
public to render to  the state their best in terms o f co-operation and goodwill 
to  crown the state efforts with success. I t  must be fully realised that the 
extent of movement towards the “ ideal” Islamic state would necessarily 
depend on the quality and character of the people and the power elite in 
M uslim  society.
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d. Nature and Identity
The above discussion indicates that the Islamic state is essentially a 

welfare state and is duty-bound to play an im portant role in the economy 
for the fulfilment of the goals of the SharVah in the economic field as 
briefly specified above. This welfare role is, however, to be played within 
the framework o f individual freedom which Islam values greatly. The most 
im portant pillar of the Islamic faith is the belief that man has been created 
by God and is subservient to none but Him (13: 36) and that one o f the 
primary objectives o f the prophetic mission of M uhammad (peace be on 
him) is to  release mankind from all burdens and chains enslaving it (7:157). 
This provides not only the essence of the Islamic charter for individual 
freedom from all bondage but also subjects man to the sovereignty o f God 
in all aspects o f life which essentially implies subordination o f man to  the 
moral law as specified in the Q ur’an and the Sunnah.

Because man is born free, no one, not even the state, has the right to 
abrogate this freedom and to  subject him to regimentation. It is this respect 
for freedom which prompted ‘Umar, the second caliph, to declare: “ Since 
when have you begun to  enslave people although their mothers bore them 
as free m en ? ” 77 This commitment of Islam to individual freedom has led 
to  a consensus among Muslim jurists that in normal circumstances restric
tions may not be imposed on a free and sane adult. Thus freedom o f 
expression, occupation and movement are assured in an Islamic state.

It is to  realise this norm of individual freedom that Islam has incorporated 
in its economic system the essential elements o f free enterprise after con
ditioning it to  its own norms and values. The institution o f private property 
along with the market mechanism has been integrated into the Islamic 
system in such a m anner that an “ appropriate” part of the production and 
distribution o f goods and services is left to  individuals and voluntarily- 
constituted groups enjoying freedom in their dealings and transactions. 78 
The profit motive has also been upheld as, besides being consistent with 
hum an nature, it provides the necessary incentive for efficiency in the use 
o f  resources which God has provided to  mankind.

However, since social welfare has a  place o f absolute importance in 
Islam, individual freedom -  though of considerable significance -  does 
not enjoy a place independent o f  its social consequences. It is sacred only 
as long as it does not conflict with the larger social interest or the overall 
spiritual and material goals of Muslim society, or as long as the individual 
does not transgress the rights o f others. Property can be owned privately 
but is to be considered a trust from God and is to  be acquired and spent in 
accordance with the terms o f the trust. The profit motive has also been 
subjected to  certain moral constraints so that it serves individual interest 
within a social context and does not lead to  economic and social ills or 
violate the Islamic goals o f social justice and equitable distribution of 
income and wealth.



Mixed Capitalism ? Socialism?
All these various considerations make the Islamic state completely 

distinct from both the socialist and the capitalist systems. First o f all, 
socialism, as conceived by M arx, is basically amoral and based on the 
concept o f dialectical materialism; while capitalism, being a secular 
ideology is, at best, morally neutral. In contrast Islam lays emphasis on 
both the moral and the material aspects o f life and erects the edifice of 
economic well-being on the foundation o f moral values. The foundation 
being different, the superstructure is bound to be different too.

M oreover, Islam is also fully committed to  human brotherhood with 
social and economic justice, to equitable distribution o f income, and to 
individual freedom within the contcxt of social welfare. Although both 
socialism and mixed capitalism also claim to pay allegiance to social justice, 
the concept o f justice in socialism or mixed capitalism is not based on 
human brotherhood reinforced by inviolable spiritual criteria for social 
and economic justice. In fact M arxist socialism under the influence o f 
dialectics condones injustice done by one group to  the other and even the 
annihilation o f one group by the other. In laissez faire  capitalism with its 
slogan o f “ D on’t interfere, the world will take care o f itself” there was no 
innate ideal of social justice to  be attained through conscious state effort, 
while in mixed capitalism the roots o f social justice lie in group pressures 
rather than in an intrinsic belief in human brotherhood.

Although capitalism also recogniscs freedom o f the individual there are 
no spiritual constraints on this freedom. The constraints that do exist are 
determined primarily by the pressures of competition or the coercive power 
o f the state, and secondarily by changing social norms without any spiritual 
sanctity. In the Islamic system, however, the individual is subject to inviol
able spiritual values in all aspects o f life, including the acquisition, spending 
and distribution of wealth. Islam normally recognises, like capitalism, the 
freedom of enterprise with the institution o f private property, the market 
system and the profit motive, but it differs from capitalism because, as 
already indicated, property in Islam is a trust from God and man as trustee 
and vicegerent of G od is responsible to Him and subject to  His guiding 
principles.

Although both socialism and capitalism recognise equitable distribution 
o f income, in capitalism this recognition is again an outcome o f group 
pressure while in socialism it is accompanied by negation o f individual 
freedom. Islam achieves this equitable distribution within the framework of 
individual freedom but with spiritual and legal imperatives to  safeguard 
public interest, moral constraints against unearned income, and social 
obligations to  ensure a just distribution o f income and wealth.

The Islamic welfare state is hence neither capitalist nor socialist. It is 
based on its own values and guided by its own goals. It has its own identity 
and bears no resem blance to  any other form of state.

Islamic Welfare State and its Role in the Economy 165



1 6 6 Islamic Economics

1 Y usuf ibn ‘A bd al-B arr a l-Q urtubl, Jam i' Bayan al-'Ilm  wa Fadluh (M ad ina: al- 
M aktabah  a l-‘llm iyyah, n .d .), vol. 1, p. 62.

2 M uham m ad ibn Idris al-Shafi‘T, al-Risdlah (C a iro : Mu$(afa al-Babl al-H alabi, 
1940), ed. A hm ad M . Shakir, p. 419: 1154.

3 A bu Y a‘la M uham m ad ibn al-H usayn, al-Ahkam  al-Sultaniyyah  (C airo : ‘Isa al- 
Babl al-M alabi, 1938), p. 3.

4 A bu Y a‘la ,o p . cit., p. 3.
5 A bu al-H asan ‘All ibn M uham m ad al-M aw ardi, al-A hkam  al-Sultaniyyah  (C airo : 

‘Isa al-BSbi a l-H alab i, 1960), p. 5.
6 ‘A bd a l-R ahm an ibn K haldun, Muqaddimah (C airo : a l-M aktabah  al-Tijariyyah al- 

K ubra , n .d .), pp. 191-96.
7 ‘A bd al-Salam  ibn Taym iyyah, al-Siyasah al-Shar'iyyah f i  Jfldh al-RdU wa al- 

R a'iyyah. cd. M uham m ad al-M ubarak  (B eirut, D 5r-al-K utub a l-‘A rabiyyah, 1961), 
p p .138-44.

•8 Shah WalT-Allah al-D ihlaw l, H ujjat-Allah al-Bdlighah, U rdu  translation  by ‘Abdul 
R ahim  (L ahore : Q awm l K utubkhana, 1953), vol. 2, p. 601.

9 M uham m ad Iqbal, The Reconstruction o f  Religious Thought in Islam  (L ahore: 
Shaikh M uham m ad A shraf. 1954), p. 155.

10 F o r a discussion o f  the essential difference between Islam , dem ocracy and theocracy, 
the significance o f  m an’s vicegerency and the im plication o f  this fo r the political 
system  o f  Islam , sec Abul A ’la M aw dudi: “ Economic and Political Teachings o f 
the Q ur’Sn”  in M . M . S harif (ed.), A H istory o f  M uslim  Philosophy (W iesbaden: 
O tto  H arrassow itz, 1963), vol. I, pp. 193-4 and 197, and  Khilafat wa M ulukiyyat 
(L ahore, Islam ic Publications, 1966), pp. 31-36 and 69-70, The Political Theory o f  
Islam  (L ahore, I960), and  Islamic Law and Constitution  (K arach i, 1955).

11 “ W hoever, m ale o r  female, does good and  is a  believer, We shall certainly m ake him 
live a  good life and give him his reward for the best o f  w hat he d id ”  (16: 97). 
“ Serve your L ord and  do  good tha t you m ay have w elfare (fa lah )"  (22: 77).

12 “ G od desires ease and  not hardship  for you” (2 :185).
13 “ A nd if the people o f  the tow ns had believed and  kept their du ty . W e would cer

tainly have opened fo r them  blessings from  the heavens and the ea rth ” (7 : 96). 
“ A nd the  good land -  its vegetation com es forth  abundan tly  by the perm ission o f  
its L ord . A nd  the bad land, its vegetation com es forth  but scantily. T hus d o  We 
repeat the messages fo r a people w ho give thanks”  (7 : 58).

14 “ T hose w ho believe and do good deeds fo r them  the  Beneficent will surely bring 
abou t love” (19 :9 7 ).

15 “ If  you d o  it not there will be discord and  great m ischief” (8 :73).
“ C orrup tion  has appeared  in the land and sea o n  account o f  w hat people have done 
to  m ake them  taste a  part o f  their doing so  th a t they m ay re tu rn ” (30: 41).

16 “ A nd A llah sets fo rth  a parab le: A tow n safe and  secure to  which its provisions 
com e in abundance  from  every  q u a rte r; but it was ungrateful fo r A llah’s favours, 
so A llah m ade it taste a pall o f  hunger and  fear because o f  w hat they d id”  (16: 112). 
“ So let them  serve the L ord o f  this H ouse w ho feeds them  against hunger and gives 
them  security against fear”  (106 :4 ).

17 “ Those w ho believe and  whose hearts find peace in the rem em brance o f  A llah. 
Surely it is in  the rem em brance o f  A llah th a t hearts find peace” (13: 28).

18 A bu al-H usayn M uslim  al-N lsaburl, $ahih M uslim  (C airo : ‘Isa al-Babl al-H alab i, 
1955), vol. 1, p. 126.

19 A bu Y usuf Y a’q u b  ibn Ibrahim , Kltab a!-Kharajy 2nd ed. (Cairo: a l-M a |b a ‘ah 
al-Salafiyah, A .H . 1352), pp. 14-15.

20 M uham m ad A bu Z ahrah . U$idal-Fiqh  (D am ascus: D a r a l-F ik r a l-‘A rabI, 1957), 
p. 355.

N otes and Sources



Islamic Welfare State and its Role in the Economy 167

21 A bu Y usuf, op . cit., pp. 3-17.
22 “ H e it is W ho created you from  clay”  (a l-Q ur'an , 6 : 2).
23 “ A nd when thy L ord  said to  the angels: ‘I am  going to  create a  m ortal o f  sounding 

clay, o f  black m ud fashioned into shape ; so when I have m ade him  com plete and 
breathed in to  him  o f  My Spirit, fall dow n m aking obeisance to  h im ’ ”  (15: 28-29).

24 “ But if  they repent and  keep up  prayer and pay the za ka t they a re  y ou r brothers-in- 
fa ith”  (9 :1 1 ).
“ T he believers a re  no th ing  bu t b re th ren ; so  m ake peace between y ou r brethren  and 
keep your du ty  to  A llah th a t you m ay be treated  m ercifully” (49 :10).
“ M ankind is the family o f  G od and the m ost beloved o f  them  before H im  is he w ho 
is best to  H is fam ily". W all al-D In al-TabrlzI, M ishka t al-M afabih  (D am ascus: 
a l-M ak tab a l-Is lam l, A .H . 1381), cd. M. N a? ira l-D ln  al-A lbanl, vol. 2, p. 613:4998.

25 A bu H am id M uham m ad al-G hazali, al-M usfa^fa  (C airo : a l-M ak tabah  al-T ijarlyah 
a l-K ubra , 1937), vol. l ,p p .  139-40.

26 Ibn al-Q ayyim  al-Jaw ziyyah, I'lam  al-M uwaqqi'in  (C airo : a l-M ak tabah  al-TijSrlyah 
al-K ubrS , 1955), vol. 3, p . 14.

27 By way o f  exam ple it m ay be pointed ou t here th a t Ibn H azm , on th e  basis o f  the 
Q u r’anic verse: “ T hen  if one o f  them  does w rong to  the o ther, fight the one  who 
docs w rong until he re turns to  the com m and o f  G o d "  (49: 9), argues th a t it is 
p roper to  fight w ith those w ho deprive o thers o f  basic necessities o f  life because the 
one w ho has denied his b ro ther his due right has in essence wronged him . H e also 
argues th a t it is the responsibility o f  the rich in  every country  to  fulfil th e  needs o f  
th e  p oo r and the ru ler [state] should com pel them  to  provide the necessary sus
tenance, protective clo th ing , and  housing th a t ensures protection  and privacy. He 
also  quotes the follow ing hadlth o f  the P rophet narrated  by A bu Sa'id  al-Khu<jri: 
“ H e w ho has a  surplus anim al to  ride on should give it to  one w ho has none, and 
he w ho has surplus provisions should  give them  to  him  w ho has none, and  the 
P rophet m entioned so m any items o f  w ealth th a t we felt none o f  us has any right 
over his su rp lus w ealth” (Ibn H azm , al-M uhalla, vol. 6, pp. 156-59: 725). See also 
p. 200 fT. above.

28 A bu D aw ud al-SijistSnl, Sunan A bu Dawud  (C airo : ‘Isa  al-BSbl a l-H alab l, 1952), 
vol. I, p. 382.

29 M uham m ad ibn Y azid ibn M ajah  al-Qazwfnr, Sunan Ibn M ajah  (C airo : ‘Isa  al- 
Babl a l-H alab l, 1952), vol. 2, p. 723: 2138; and A bu ‘A bd a l-R ahm an  ibn S hu 'ayb  
al-N isS’I, Sunan a l-N isa 'i(C airo : M ustafa al-B abl a l-H alabi, 1964), vol. 7 , p. 212.

30 ‘A ll al-T antaw l and N aji al-TantawT, Akhbaru 'U m ar (D am ascus: D ar a l-F ikr, 
1959), p. 268.

31 Q u r|u b l, 0p. cit., vol. 2, p. J5.
32 C ited on th e  au thority  o f  Bayhaql, Shu'ab al-Iman  by Jalal al-D In al-Suyu{l, al- 

Jam i'a l-$aghir  (C airo : ‘A bd al-H am ld A hm ad H anafI, n.d.), vol. 1, p. 15.
33 M uslim , op. c it., vol. 3, p. 1358; and A bu D aw ud, op . cit., vol. 2, p. 559.
34 M uham m ad ibn Y azid ibn M ajah al-Q azw inl, Sunan Ibn M ajah  (C airo : ‘Isa al- 

B abl al-H alabl, 1952), vol. 1, pp. 81-224; see also , Q urlubI, op . cit., vol. 1, pp. 3-13.
35 Ibn M ajah, op. cit., vol. 1, p . 31 :79 .
36 M uslim , op . c it., vol. I , p. 203: 1.
37 M uslim , op . cit., vol. 2, p. 889: 147; and Ibn M Sjah, op . cit., vol. 2, p. 1297: 393.
38 A bu D aw ud, dp . c it., vol. 2. p. 568.
39 A bu Y a‘la, op. cit., p. I I ;  M aw ardi, op. cit., p. 16; and  A bu a l-H asan  ‘A ll al- 

M arghinanl, al-Hiddyah  (C airo : ‘Isa a l-B abl al-H afabi, 1955), vol. 2, pp. 98 an d  132.
40 M uham m ad ibn Ism a‘11 al-B ukharl, at-Jdm i‘ al-Sahih (C airo : M uham m ad ‘AH 

Subayb, n .d .), vol. 4, p. 239.
41 M uslim , op. cit., vol. 4, p. 1987:34.
42 B ukhari, op. c it., vol. 8, p. 15.
43 Ibid., p. 199.



168 Islamic Economics

44 M usnad al-lm dm  Z a y d  wa ‘A ll at-Ridu ibn M usa a l-K Sfim  (B eirut: M aktabah  al- 
H ayat, 1966), p. 478.

45 A bu Y usuf, op. cit., p. 117.
46 Ibid., pp. 4 and  6.
47 See also 83: 1 -3 : "W oe to  the cheaters; w ho when they lake the m easure (o f their 

due) from  men, take  it fully. A nd when they m easure ou t to  o thers o r  weigh ou t for 
them , they give less than  is due” .

48 R eported  on- the au thority  o f  M usnad  o f A hm ad and BayhaqI, Shu'ab al-lm an  by 
Suyu{I, op. cit., vol. 1, p. 8.

49 B ukharl, vol. 3, p. 112.
50 Ibid., vol. 1, pp. 15-16. T he w ord used in the hadith  is “ slaves” and  not “em ployees” 

as in the translation . If a  hum ane treatm ent is expected to  be meted ou t to  slaves, 
then em ployees are certainly entitled to an  even better treatm ent.

51 Ibid., vol. 3, p. 186. See also footnote 50.
52 AbO ‘A bd-A llah M uham m ad ibn lsm a‘11 al-B ukhari, al-Adab at-M ufrad, 2nd ed. 

(C a iro : Qu$ayy M uhibbal-D In  a l-K hajib , A .H . 1379), p. 52:112.
53 Abfl D Swud, op. cit., vol. 2, p. 122.
54 Ibid., p. 124.
55 Ibid., vol. I, p. 481.
56 M uham m ad H usayn H aykal, al-Faruq ‘Umar (C airo : M aktabah al-N ahdah  al- 

MijrFyah, 1964), vol. 2, p. 233.
57 A bu ‘U bayd Q asim  ibn Sallam , Kitdb al-Am w al (C airo : a t-M ak tabah  al-Tijariyah 

a l-K ubra , A .H . 1353).
58 See the com m ents on  verse 34 of surah 9 o f  the Q ur’an jn the com m entaries o f  Abu 

a l-F ida’ Ism a'il ibn K ath lr, Tafsir al-Qur'an a l-A z im  (C airo : ‘Jsaal-B abI al-H alabi, 
n .d .), vol. 2, p. 352; and A bu B akr al-Jassa$, A hkam  al-Qur'an  (C airo : M alba’ah al- 
Bahiyyah al-M ijriyyah, A .H . 1347), vol. 3, p. 130. See also M awdudI, “ Econom ic 
Teachings o f  the Q ur’an ”  op. c it., p. 179, fo r a critical discussion o f  the effort by 
som e w riters to  establish “ equal”  d istribution  from  verse 10 o f  Surah  41 o f  the 
Q u r’a n : “ A nd He m ade in it {the earth ] m ountains above its surface, blessed it, and 
placed therein provisions in due proportion , in four days, alike fo r {all] seekers". 
T he im plication here is th a t provisions are  equally accessible to  all seekers.

59 Sec the com m entary  o f Ibn K ath lr. op. cit., vol. 2, pp. 350-3.
60 H elp  one ano ther in righteousness and piety bu t help not one ano ther in sin and 

aggression (5 :3 ).
61 M ankind  is the family o f G od  and the m ost beloved o f  them  before H im  is the one 

w ho is best to  H is family (M ishkdt, op . c it., vol. 2, p. 613:4998).
Be kind to  those on earth  and H e w ho is in the H eavens will be k ind to  you (ibid., 
p. 608:4669).

62 F o r exam ple, A bu YOsuf expressly voices this feeling by stating  th a t “ the sta te  has 
no  right to  acquire forcibly the property  th a t rightly belongs to  an individual except 
by  duly established m ethods". (A bu Y usuf, op. cit., p. 117.)

63 F o r a com prehensive treatm ent o f  the subject, see, Y usuf al-Q ardaw I, Fiqh al-Zakat 
(B eirut, D a r al-l rshad, 1969), 2 vols.

64 A b u ‘U bayd, op . cit., p . 354:919.
65 Q ardaw i, op. cit., vol. 2, pp. 747-91.
66 Ja$$&$, op . cit., see th e  com m entary on verse 103 o f  Surah  9, vol. 3, pp. 190 -92.
67 “ The za ka t is fo r the poor, th e  needy, those em ployed to  adm inister it, those whose 

hearts are desired to  incline (to  the T ru th ), freeing the slaves, those in debt, th e  way 
o f  A llah and  the w ayfarer -  an injunction from  A llah. A nd A llah is Knowing, 
W ise”  (9 :60 ).

68 ‘A bd-AllSh ibn ‘A bd a l-R ahm an al-D arim i, Sunan al-D drim i (D am ascus: M at- 
ba‘ah  a l-I‘tidai, A .H . 1349), vol. 1, p . 385. F o r a  detailed discussion o f  th is subject 
see Q ardaw i, op. cit., pp. 963-92.



Islamic Welfare State and its Role in the Economy 169

69 al-Hidayah, op . cit., vol. 4 , p. 105.
70 A bu Y usuf, op . cit., p . 85.
71 Ibid., pp. 14, 16 and 86.
72 Ibid., p. 111.
73 M aw ardI, op . c it., p. 209.
74 Ibn  KhaldG n, op . c it., p . 308.
75 M uslim , op . c it., vol. 3, p. 1463: 26.
76 M ishkat, op . c it., vol. 2, p. 321: 3686.
77 T antaw ! and Tanfaw l, op . c it., p. 268.
78 T he w ord “ ap p rop ria te”  m ay appear to  be in con trast with “ every” used by 

M aw IanS M awdQdl: “ The econom ic scheme presented in the Q u r’an is based 
entirely  on  the schem e o f  individual ow nership in every field”  -  “ Econom ic T each
ings o f  th e  Q u r 'a n ” , op. c it., p. 179. It is, how ever, no t because he qualifies his 
sta tem ent o n  p. 180 by indicating th a t “ there is noth ing  in the Q u r’an  to  prevent a 
certain  th ing  being taken  over from  individual contro l and  placed under collective 
con tro l, if  necessary". T hus the choice o f  which sectors should be in private ow ner
ship and which should  be nationalised w ould be m ade essentially on  the basis o f  
public interest.



C H A P T E R  NINE

Economic Development 
in an Islamic Framework

Khurshid Ahmad*

A M AJOR challenge confronts the world o f Islam : the challenge of recon
structing its economy in a way that is commensurate with its world role, 
ideological, political and economical. W hat does this demand: economic 
development with a view to “ catch up” with the industrialised countries of 
the West, Capitalist or Socialist, according to one’s inclination and sym
pathy, or politico-economic dependence? Or does it demand total socio
economic reconstruction in the light o f a basically different model, with 
its own set of assumptions, ideals and growth-path, something that would 
be unique and value-specific? W hether the Muslim world is clear about this 
fundamental question or not, we will try to  see in a moment. It is, however, 
clcar from the topic we propose to discuss that our primary concern is not 
with the “ catching up” ideology. Instead, our objective is to  discern the 
nature and ethos o f economic development in an Islamic framework.

The subject can, however, be approached in a number of ways. One may 
try to  explore the nature and processes o f  economic development as they 
may unfold themselves in a society that is Islamic in actuality, or at least 
where some approximation with the norm has been achieved. This approach 
has a number o f merits but its immediate relevance to the Muslim world 
situation is somewhat limited. W hat is more relevant and pressing is the 
need to clearly identify the Islamic ideal o f economic development, to 
measure the distance between this ideal and the present-day reality o f the 
Muslim world and to  formulate appropriate strategy/strategies for pursuing 
developmental efforts in such a way that an Islamic framework of life may 
ultimately be evolved. This formulation o f the problem has immediate 
relevancc for the Muslim economist and planner. It would be naive to  
think that correct answers to this problem have already been found or can 
be developed in one or a few papers, or even in one or a few conferences. It
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would be only through sustained research by a team o f economists, by 
unceasing original thinking and, above all, by a great deal o f practical 
experimentation that we might be able to  discover an Islamic road to 
economic development.

We must not rule out the possibility of the appearance o f a  number of 
approaches within an Islamic framework and we should be prepared to  
examine them carefully and even experiment if they merit such a response. 
It may be worthwhile to distinguish between an Islamic economy and 
an Islamising economy and to adm it the possibility o f a  multiplicity of 
approaches/models, although with a strong central core o f unity and uni
formity. W hat follows is just one person’s reflection on the problem under 
discussion. It is being presented as tentative formulations primarily in order 
to  provide a basis for discussion and further exploration.

The Starting-point
Muslim countries suffer from widespread economic underdevelopment, 

i.e., non-utilisation and/or underutilisation o f human and physical resources 
with consequent poverty, stagnation and backwardness. Even those coun
tries which are resource-rich, the state o f their economies remains pre
dominantly underdeveloped. The standard o f living o f the common man 
is generally low. Some Muslim countries have over the last two decades 
maintained an above average rate of growth (i.e., average rate of growth 
o f all the less developed countries), nonetheless, there has been little real 
economic development. 1

There are gross structural deformities within the economies o f the 
Muslim countries. Whatever development is taking place is contributing, 
inter alia, to the aggravation of these deformities, viz. gross inequalities in 
distribution o f  income and wealth, severe imbalances between different 
geographic regions, between economic and social sectors, between sectors 
within the economy, particularly agriculture and industry, and a number 
o f imbalances and iniquities within the industrial and agricultural com
plexes.

Most o f the Muslim countries have been unable to internalise the engine 
o f growth. Their economies are dependent on the Western countries in a 
number o f ways -  for the import o f foodstuffs, manufactured goods, tech
nology, etc. on the one hand, and for the export of their primary products 
on the other. Some of them are suffering from the effect of lingering legacies 
o f colonial economic relationships and appear as perfect examples o f a 
“centrc-periphery” relationship .2

The paradox of the Muslim world is that it is resource-rich, but econo
mically poor and weak. Development planning has been introduced in a 
number of Muslim countries. In some, the art is now at a  fairly advanced 
level. Nigeria, Egypt, Syria, Algeria, Iran, Pakistan, Malaysia, Indonesia 
are some of the instances. But in almost all these countries developmental
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effort is modelled after the prototypes o f growth developed by the Western 
theorists and practitioners o f planning and “ sold” to the planners in 
the Muslim countries via international diplomacy, economic pressurisa- 
tion, intellectual infiltration and a number o f other overt and covert means. 
W hatever be the source of inspiration -  the Capitalist economies of the 
West or the Socialist models of Russia and China -  no effort worth the 
name seems to have been made to rethink the basic issues of development 
economies in the light of the ideals and values o f Islam and its world stra
tegy. A very simplified version of economic development has been adopted 
as policy ideal: industrialisation. This is believed to depend, primarily and 
predominantly, on capital formation. Industry is regarded as the leading 
sector and expanding investment in it is believed to be the royal road to 
development Utopia. A rather quick way to  achieve this objective is import 
substitution. This approach is based on extensions and variations of the 
H arrod-D om ar model o f macroeconomic planning.3 Under this approach 
growth prospects are constrained by the operation o f two “ gaps” (defi
ciencies): the domestic “ savings gap” and the “ balancc o f payments gap” ; 
and these gaps can be filled by one talisman -  foreign aid.

It is interesting to  note that even those countries which have not formally 
subscribed to the Western growth models and have claimed to  follow some 
kind o f a socialist path to development have pursued a similar capital- and 
aid-centred strategy. Kalecki and Lange models both assign a central role 
to  investment in development. Russia’s international economic policy has 
broadly pursued this very approach .4

A comparative study o f the development policy and of actual economic 
performance of the Muslim countries shows that the strategy of imitation 
has failed to deliver the goods.

How do this policy and the actual developments stand in relation to 
Islam? It would be correct to say that developmental policies have been 
more or less Islam-neutral. It is our submission that as far as Islam is 
concerned it cannot be neutral vis-a-vis economic development. But there 
is no evidence to support that generally speaking the policy makers derived 
any inspiration worth the name from Islam and tried to translate its 
economic deals into development policies, some lip-service here and there 
notwithstanding. Actual policies have had little or no relation to Islam 
with the result that the economies o f the Muslim world have failed to  be 
transformed towards Islam and the deformities and iniquities inherited 
from the colonial period and beyond have generally aggravated .5

A survey o f the literature dealing with Islam and development shows that 
even at the academic level discussion has hovered around a few points of 
general significance only. Western writers® have mostly dwelled upon the 
alleged “ fatalism” in Muslim society and on lack of “ achicvement- 
m otivation” . Muslim writers have tried to show that Islam provides for 
all those factors which are needed for econom ic development. Some work
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has been done to suggest the broad objectives of economic effort and 
enterprise that Islam wants to  be pursued by the individual and society. 7

Excepting one or two tentative yet pioneering works no serious effort has 
been made to  spell out the implications o f these goals for development 
strategies and policies. 8 Moreover, the effect o f the work that has been 
done so far is hardly discernible a t all on the actual development processes. 
All the evidence suggests that the actual movement towards development 
is altogether bereft o f Islamic inspiration. If Islam con^te into the picture, 
it is a t a later stage, and mostly in either o f the following two forms:

(a) Some people bring it into the debate to  legitimise certain policies;
(b) Others use it as a point o f reference for criticising certain policies 

and actual developments.

There is, however, one point which came out prominently in this debate 
and discussion: Islam’s main concern is in encouraging economic develop
ment with social justice and not in disregard of the demands o f social 
justice.

Our Approach: Assumptions and Commitments
The primary task of any theory of development is to  examine and explain 

the nature o f the processes of development and factors responsible for it, 
to  identify and analyse principal obstacles to  development in a given situa
tion, and to  try to prescribe the most desirable and the most efficient 
ways and means to  remove those obstacles and achieve various dimensions 
o f economic development.

It can hardly be overemphasised that such an effort must be made with 
academic rigour and scholarly detachment. Nonetheless, it would be idle 
to  assume that this theorising can take place in a climate o f positivistic 
objectivity and of complete value-neutrality. Most o f the economic thinking 
that masquerades as value-neutral turns out, on closer scrutiny, to  be 
otherwise. The result of this approach, however, is that its value-assump- 
tions remain apparently hidden. They remain implicit, and as such, are not 
susceptible to evaluation in an ordinary way.®

This is unfair and improper. We agree with Myrdal that “ efforts to  run 
away from the valuations are misdirected and foredoomed to  be fruitless 
and damaging” and that “ the only way in which we can strive for objectivity 
in theoretical analysis is to  lift up the valuations into the full light, make 
them conscious and explicit, and permit them to determine the viewpoints, 
the approaches and the concepts used. In the practical phases of a study 
the stated value premises should then, together with the data established 
by theoretical analysis with the utilisation o f those same value premises -  
form the premises for all policy conclusions” . 10

The m ajor contribution o f  Islam lies in m aking hum an life and effort 
purposive and value-oriented. The transform ation  it seeks to  bring abou t
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in human attitudes and pari passu in that o f the social sciences is to  move 
them from a stance o f pseudo-value-neutrality towards open and manifest 
value-commitment and value-fulfilment. The first premise which we want 
to  establish is that economic development in an Islamic framework and 
Islamic development economics are rooted in the value-pattern embodied 
in the Q ur’an and the Sunnah. 11 This is our basic frame o f reference.

O ur second premise is that this approach clearly rules out imitativeness. 
The Capitalist and the Socialist models can have no place as our ideal-types, 
although we would like to  avail from all those experiences o f mankind 
which can be gainfully assimilated and integrated within the Islamic frame
work and can serve our own purposes without in any way impairing our 
values and norms. But we must reject the archetype of capitalism and 
socialism . ' 2 Both these models o f development are incompatible with our 
value system; both are exploitative and unjust and fail to  treat man as man, 
as G od’s vicegerent (khalifa) on earth. Both have been unable to meet in 
their own realms the basis economic, social, political and moral challenges 
o f our time and the real needs of a humane society and a just economy. 
Both are irrelevant to our situation, not merely because o f the differences 
in ideological and moral attitudes and in socio-political frameworks, but 
also for a host o f more mundane and economic reasons: differences in 
resource bases, changed international economic situations, bench-mark 
differences in the levels o f the respective economies, socio-economic costs 
o f development, and above all, for the fundamental fact that the crucial 
developmental strategy o f both the systems -  industrialisation through 
maximisation of investiblc s u rp lu s -is  unsuitcd to the conditions o f the 
Muslim world and the demands of the Islamic social ideals. 13

The body of knowledge and experience developed and structured in the 
form o f development economics is im portant and useful but its real rele
vance and applicability to  our situation is rather limited. Although literature 
on development economics is burgeoning, it fails to come to grips with real 
complex problems o f the less developed countries in general, and of the 
Muslim world in particular. Development theory as it has developed in the 
West (both in the Capitalist and Socialist countries) has been conditioned 
by the unique characteristics, specific problems, and explicit and implicit 
values and socio-political infra-structure of the Western economies. This 
theory cannot be indiscriminately applied to  Muslim countries. Moreover, 
a major part o f the Western development theory remains an outgrowth of 
the capital theory . 14 Because of this fundamental weakness, it fails to 
tackle adequately the multi-dimensional problems o f development.

Two major areas o f development in recent development theory relate 
to  the realisation that investment in man -  education, health, etc. -  is a 
strategic factor in the economic development of a society, and that socio
political factors play an important part in growth and non-growth alike. It 
is interesting to  observe tha t the “ investment in m an”  approach is leading
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to  some widening o f the “capital theory” as it has thrown new light on a 
somewhat neglected aspect o f capital -  the human capital. 16 Consequently, 
a more comprehensive and integrated view o f capital is being developed, 16 
as such a promising opportunity to  rethink the basic premises o f economics 
and the place of man in the total framework has almost been lost. The 
socio-economic factors, despite an increasing awareness of them still 
continue to  be treated outside the mainstream o f the theory of development 
and may perhaps remain so unless an interdisciplinary theory o f develop
ment is evolved. 17

It is instructive to  observe that despite all differences in emphasis on a 
socio-political framework, the socialistic theory of growth also treats the 
problem o f capital-formation and investment as the real key to  growth. 
Both the Kalecki and Lange models assign a central role to  investment. 18

Development economics is presently passing through a period of crisis 
and re-evaluation. It is coming under attack from a number of directions. 
An increasing number of economists and planners are becoming sceptical 
about the whole approach o f contemporary development economics. 19 
There are others who consider the application o f a theory based on Western 
experience to a different socio-economic situation, as is being done in 
the less developed countries, inappropriate and injurious to  the prospects of 
development. 20 There are others who are critical o f the tools and instru
ments o f development planning and regard the alleged sophistications and 
mathematical refinements as pseudo-scientific inasmuch as they contain 
elements o f simplification, abstraction and even falsification. 21 There are 
still some others who are becoming disenchanted with the very idea of 
growth -  some because o f its socio-economic and ecological costs22 and 
others because they have begun to  see the limits o f growth .23 In the light 
o f this and other considerations it can realistically be suggested that the 
state of development economics today is not a very healthy one.24 We, 
therefore, suggest that the central ideas o f development economics and its 
suggested remedies deserve to be re-examined. A much more critical 
approach deserves to be adopted towards the panaceas that have been 
“ sold” to the Muslim countries.

The above submissions spell out some of the negative aspects o f our 
approach, that is, what an Islamic approach to development should not be. 
On the positive side we submit that our approach should be frankly 
ideological and value-oriented. In development economics, as in economics 
or in any branch o f human activity, there is an area which deals with 
technological relationships. But such technological relationships per se 
are not the bc-all and end-all of a social discipline. Technological relation
ships are im portant and they should be decided according to their own 
rules. But technological decisions are made in the context o f value- 
relations. One effort is to  weld these two areas and to  make our values 
explicit and  to  assign to  them  the role o f  effective guide and controller. This



means that as against an imitative stance, our approach must be original 
and creative. It is only through a thorough understanding o f the social 
ideals and values o f the Q ur’an and the Sunnah and a  realistic assessment of 
our socio-economic situation -  resources, problems and constraints -  that 
we can adopt a  creative, innovative strategy for change. As such our 
approach would be ideological as well as empirical and somewhat prag
matic -  pragmatic not in the sense that ideals and values can be trimmed 
to  suit the exigencies o f the situation, but pragmatic in the sense that 
ideals and values are to  be translated into reality in a practical and realistic 
way.

Islam stands for effort, struggle, movement and reconstruction -  
elements of social change. It is not merely a set of beliefs. It also provides a 
definite outlook on life and a programme for action, in a word, a compre
hensive milieu for social reconstruction. We would, therefore, conclude this 
section by submitting some basic propositions about the dynamics of 
social change as they reveal themselves by reflection on the Q ur’an and 
the Sunnah. They also provide some indicators for purposes of policy.

(a) Social change is not a result o f totally pre-determincd historical 
forces. The existence o f a number of obstacles and constraints is a 
fact of life and history, but there is no historical determinism. 
Change has to  be planned and engineered. And this change should 
be purposive -  that is, a movement towards the norm.

(b) M an is the activc agent of change. All other forces have been sub
ordinated to him in his capacity as G od’s vicegerent {khalifa). 
Within the framework of the divine arrangement for this universe 
and its laws, it is man himself who is responsible for making or 
marring his destiny.

(c) Change consists in environmental change and change within the 
heart and soul o f man -  his attitudes, his motivation, his commit
ment, his resolve to mobilise all that is within him and around him 
for the fulfilment of his objectives.

(d) Life is a network o f inter-relationships. Change means some disrup
tion in some relationships somewhere, as there is a  danger of 
change becoming an instrument of disequilibrium within man and 
in society. Islamically-oriented social change would involve least 
friction and discquilibria, and planned and co-ordinatcd movement 
from one state o f equilibrium to a higher one, or from a state of 
disequilibrium towards equilibrium. As such change has to be 
balanced and gradual and evolutionary. Innovation is to  be coupled 
with integration. It is this unique Islamic approach which leads to 
revolutionary changes through an evolutionary trajectory.

These are some o f the major elements of healthy social change through 
which Islam w ants man and society to  move from one height to  another.
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The task before the Islamic leadership, intellectual as well as politico- 
economic, is to clearly formulate the objectives and strategy o f change and 
the ways of achieving it and also to  establish institutions and inaugurate 
processes through which these policies could be actually implemented.

Islamic Concept of Development
Now we would like to  elaborate on some of the essential elements o f the 

Islamic concept of development.
Economic development, according to  the current literature on develop

ment, consists o f  a “ series o f economic activities causing an increase in the 
productivity of the economy as a whole and of the average worker, and also 
an increase in the ratio o f earners to  total population”. 85 It is looked upon 
as a dynamic process, involving structural changes, which produce a 
significant and sustained improvement in the performance o f the economy, 
actual as well as potential, measured usually in real per capita terms and 
which is spread over a fairly long period o f time. Its substance lies in 
enabling a people to meaningfully control their economic environment 
so as to  improve the quality o f life.26

Islam is deeply concerned with the problem o f economic development, 
but treats this as an im portant part of a wider problem, that of human 
development. The primary function of Islam is to  guide human develop
ment on correct lines and in the right direction. It deals with all aspects of 
economic development but always in the framework o f total human 
development and never in a  form divorced from this perspective. This is 
why the focus, even in the economic sector, is on human development 
with the result that economic development remains an integrated and 
indivisible element o f the moral and socio-cconomic development o f human 
society.

The philosophic foundations of the Islamic approach to  development, 
discussed by us in detail elsewhere,27 are as follows:

(1) Tawhid (G od’s unity and sovereignty). This lays the rules o f God- 
man and man-man relationship.

(2) Rububiyyah (divine arrangements for nourishment, sustenance and 
directing things towards their perfection). This is the fundamental 
law o f the universe which throws light on the divine model for the 
useful development of resources and their mutual support and 
sharing. It is in the context o f this divine arrangement that human 
efforts take place.

(3) Khilafah (man’s role as G od’s vicegerent on earth). This defines 
man’s status and role, specifying the responsibilities o f man as such, 
o f a  Muslim, and of the Muslim ummah as the repository o f this 
khilafah. From this follows the unique Islam ic concept o f  m an’s
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trusteeship, moral, political and economic, and the principles of 
social organisation.

(4) Tazkiyah (purification plus growth). The mission of all the prophets 
of God was to perform the tazkiyah o f man in all his relationships -  
with G od, with man, with the natural environment, and with society 
and the state.

We would submit that the Islamic concept of development is to be 
derived from its concept o f tazkiyah, as it addresses itself to  the problem 
o f human development in all its dimensions and is concerned with growth 
and expansion towards perfection through purification of attitudes and 
relationships. The result of tazkiyah is falah -  prosperity in this world and 
the hereafter.

Jn the light o f these foundational principles, different elements o f the 
concept o f development can be derived. We would submit the following as 
its essential features:

(a) The Islamic concept of development has a comprehensive character 
and includes moral, spiritual and material aspects. Development 
becomes a goal- and value-oriented activity, devoted to  the opti
misation o f human well-being in all these dimensions. The moral 
and the material, the economic and the social, the spiritual and the 
physical are inseparable. It is not merely welfare in this world that is 
the objective. The welfare that Islam seeks extends to  the life here
after and there is no conflict between the two. This dimension is 
missing in the contemporary concept of development.

(b) The focus for development effort and the heart of the development 
process is man. Development, therefore, means development of 
man and his physical and socio-cultural environment. According 
to the contemporary concept it is the physical environment -  natural 
and institutional -  that provides the real area for developmental 
activities. Islam insists that the area of operation relates to man, 
within and without. 2*1 As such human attitudes, incentives, tastes 
and aspirations are as much policy variables as physical resources, 
capital, labour, education, skill, organisation, etc. Thus, on the one 
hand, Islam shifts the focus o f effort from the physical environment 
to man in his social setting and on the other enlarges the scope of 
development policy, with the consequent enlargement of the number 
o f target and instrument variables in any model of the economy. 
Another consequence of this shift in emphasis would be that maxi
mum participation of the people at all levels o f decision-making and 
plan-implementation would be stipulated.

(c) Economic development is a multi-dimensional activity, 29 more so in 
an Islamic framework. As efforts would have to be made simul
taneously in a num ber o f directions, the methodology o f  isolating
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one key factor and almost exclusive concentration on that would be 
theoretically untenable. Islam seeks to  establish a balancc between 
the different factors and forces.

(d) Economic development involves a  number o f changes, quantitative 
as well as qualitative. Involvement with the quantitative, justified 
and necessary in its own right, has unfortunately led to the neglect 
of the qualitative aspects of development in particular and of life in 
general. Islam would try to  rectify this imbalance.

(e) Among the dynamic principles o f social life Islam has particularly 
emphasised two: First, the optimal utilisation o f resources that 
God has endowed to  man and his physical environment, and 
secondly, their equitable use and distribution and promotion of all 
human relationships on the basis o f Right and Justice. Islam 
commends the value o f  shukr (thankfulness to God by availing o f 
His blessings) and ‘adl (justice) and condemns the disvalues o f kufr 
(denial o f God and His blessings) and ?ulm (injustice).

In the light o f this analysis the development process is mobilised and 
activated through shukr and ‘adl and is disrupted and distorted by kufr 
and ?ulm.30

This is basically different from the approach o f those who look upon 
production and distribution in either/or relationship with the development 
process and is a much wider and more dynamic concept than that o f the 
role of production and distribution in development. The developmental 
effort, in an Islamic framework, is directed towards the development o f a 
God-conscious human being, a  balanced personality committed to  and 
capable o f acting as the witness o f Truth to  mankind.

We may, therefore, submit that in an Islamic framework economic 
development is a goal-oriented and value-realising activity, involving a 
confident and all-pervading participation o f man and directed towards the 
maximisation o f human well-being in all its aspects and building the strength 
o f the ummah so as to  discharge in the world its role as G od’s vicegerent on 
earth and as “ the mid-most people” . Development would mean moral, 
spiritual and material development of the individual and society leading 
to  maximum socio-economic welfare and the ultimate good of mankind.

Goals of Development Policy
In the light o f this concept wc can formulate in some detail the general 

goals o f  development policy and the more specific targets for a  develop
mental plan for a Muslim society.

(A) Human resource development should be the first objective of our 
developmental policy. This would include the inculcation o f correct 
attitudes and aspirations, development o f  character and personality, educa
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tion and training producing skills needed for different activities, promotion 
o f knowledge and research, and evolution of mechanisms for responsible 
and creative participation by the common people in key developmental 
activities, in decision-making at all levels and finally in sharing the fruits of 
development. This would call for a high priority for the expansion and 
Islamisation o f education and for the general moral orientation o f the 
people and for evolving a new structure of relationships based on co-opera
tion, co-sharing and co-participation. This would also entail a  highly 
efficient machinery for the mobilisation of human resources and the 
inculcation o f a spirit o f self-sacrifice and the individual’s maximum con
tribution towards the achievement of social goals.

(B) Expansion o f  useful production. Continuous and sustained increase 
in the national produce would be an im portant objective, but our concern 
would be on the one hand, with the quantum  and efficiency o f production, 
and on the other with the achievement o f a correct product-mix. Produc
tion would not mean production of anything and everything which may 
have a demand or which the rich may be able to buy; production would be 
concerned with things which are useful for man in the light o f the value- 
pattern of Islam and the general experience o f mankind. The production of 
all those things whose use is forbidden in Islam would not be allowed; those 
whose use is discouraged, their production would be discouraged, and all 
that is essential and useful would be given priority and encouragement. In 
the light of this policy, the pattern of production and investment would be 
moulded according to the priorities o f Islam and the needs o f the ummah. 
We feel that three priority areas would be:

(i) Abundant production and supply of food and basic items o f neces
sity (including construction material for building houses and roads 
and basic raw materials) a t reasonably cheap prices.

(ii) Defence requirements of the Muslim world.
(iii) Self-sufficiency in the production o f basic capital goods.

(C) Improvement o f  the quality o f  life. Efforts should be made towards 
improving the real levels of living o f all people and towards the achieve
ment of their moral, economic and social welfare. This would call for a  high 
priority for a t least the following:

(i) Employment creation, with all its consequent structural, techno
logical, investmental, regional and educational adjustments.

(ii) An effective and broad-based system o f social security, assuring the 
basic necessities of life for all those who are unable to undertake 
gainful employment or otherwise deserve society’s help and assis
tance. Zakat should be the nucleus of this system.

(iii) Equitable distribution o f income and wealth. There would be an
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active income policy directed towards raising the income level of 
the lowest income groups, reducing the ratio o f inequality concen
tration in society, and leading to  a  greater diffusion of wealth 
and power in society in general. A reduction in the extent o f in
come differentials would also be one o f the indicators o f develop
mental performance. To serve this purpose the tax system will also 
have to be reorganised.

(D) Balanced development, that is balanced and harmonious development 
of different regions within a country and o f the different sectors of society 
and the economy. Decentralisation o f the economy and proper develop
ment o f all parts and sectors is not only a demand o f justice, but is also 
essential for maximum progress. This would also remedy economic 
dualism from which most o f the Muslim countries suffer and would lead 
to  greater integration within each country. This is an area in which principles 
o f regional analysis and use o f developments in the fields o f econometric 
techniques and input-output analysis can be immensely useful.

(E) New technology, that is evolution o f indigenous technology, suited to 
the conditions, needs and aspirations o f the Muslim countries. The develop
ment process would become self-sustained only when we become not only 
independent of foreign aid, but when after mastering the technology that 
has grown in a different economic and cultural environment we are able to 
internalise the process o f technological creativity and begin to  produce 
technology that bears the stam p of our distinctness. This would call for a 
high priority for research and a new spirit to face the challenges o f our 
times.

(F) Reduction o f  national dependency on the outside world and greater 
integration within the Muslim world. It is a direct demand of the ummah's 
position as khalifah that its dependence upon the non-Muslim world in 
all essentials must be changed to  a state of economic independence, self- 
respect and gradual building-up of strength and power31. The defence and 
independence of the Muslim world and the peacc and serenity o f mankind 
are objectives that reign prominently in our developmental planning.

If  these are to be the objectives o f  our developmental policy then we will 
have to make some major changes in the content and methodology of our 
developmental planning. Some areas where new approaches and new 
techniques will have to be evolved are as follows:

(a) We will have to abandon the use o f all those simplified aggregative 
growth models which concentrate on the maximisation of the growth- 
rate as the sole index of development as basis for planning. The 
limitations of these models and of exclusive concentration on
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the growth-rates are being increasingly realised by development 
economists. 32 But we will have to undertake a much more funda
mental and thorough re-examination o f the entire apparatus of 
planometrics. 33 O ur problem is extensive development o f technical 
capacity to  formulate operational plans to achieve our socio
economic objectives and to  evolve new techniques through which 
we may arrive at more realistic decisions in the fields of investment 
planning, incomes and wages policy, location and regional develop
ment, reconstruction of tax structure and policy and in the evalua
tion of developmental performance. The writer feels that in the 
first phase we may avoid using growth-models for purposes of 
actual decision-making, although we may continue to  experiment 
with them at a more theoretical level and further intensify our 
search for more appropriate techniques. In the meanwhile, on an 
experimental basis, techniques of system analysis and of input-output 
analysis (with a much widened matrix which may include a number 
of social inputs and outputs, as is also being suggested by some 
planners) ,34 may be tried and further developed. Similarly efforts 
may be made to develop a series of composite indexes to  measure the 
effects o f developmental effort on different social and economic 
indicators (cach given certain weight in the light o f its position in 
our priority matrix), which should include indicators that may reveal 
aspects o f the moral health of the nation (e.g., crime rate, divorce 
rate, level o f corruption, litigation rate in selected areas, participa
tion rate, industrial disputes, etc.). A number of efforts are being 
made in this direction35 and there is no reason why we cannot give 
these techniques a more useful and meaningful twist.

(b) We have to  adopt a multi-objective approach to development. 
Instead of being bogged down in econometric approaches whose 
usefulness is doubtful, it may be advisable to  develop a more 
problem-oriented approach and evaluate the success of planning 
and development efforts on the basis of improvements in specific 
problem areas.

(c) Given the conditions o f international instabilities and exploitation, 
of internal imperfections and market deformities and the tremen
dous demands of developmental efforts, it is suggested that the 
Muslim countries and a number o f new social institutions and 
organisations specially established for specific objectives should 
play a much more positive role. At the moment governments are 
ill-equipped to perform this role as are private individuals. But it 
is easier for a government to remedy its weaknesses and establish 
institutions which can rectify the situation. Since one o f the objec
tives o f policy would be decentralisation, we would submit that 
local governm ent authorities should be developed with a m ore



184 Islamic Economics

powerful base in the local population, with greater participation 
from the people and with a system of checks and balances and 
national vigilance and guidance to  make them unique agencies for 
multi-purpose development. Even though comprehensive planning 
should be resorted to, it would be inadvisable to  proceed in that 
direction without achieving efficient decentralisation o f power 
and control and without reducing the bureaucratisation o f society. 
We believe that small- and medium-scale private enterprise should 
be encouraged and developed. Local and regional authorities 
should not become substitutes for small and medium private 
enterprise; they should create the proper environment for work and 
development and undertake all that is needed for purposes of 
efficient and equitable growth o f this type o f enterprise. They should, 
however, undertake the enterprises which call for larger investment 
and organisation and should act as national-service institutions and 
not degenerate into profit-making public corporations. Profit should 
not be the purpose o f these agencies. They should be genuine instru
ments for value-oriented economic development and the distribution 
of the benefits o f development to  the people.

(d) Research and Planning. Another very im portant area is the organisa
tion o f short-period and long-period (more basic) research to think 
out problems and ways to  seek creative solutions, reorganisation 
and development o f statistics, and planned growth o f research 
organisations in areas where they are needed to prepare more 
realistic plans for the future. We need a new strategy for research to 
serve the ideological demands o f the future.
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Introduction
ALTH O U G H  Muslim thinkers have discussed the economic principles of 
Islam earlier, exclusive attention to the subject is a  twentieth century 
phenomenon. It started in the third decade and specialised works appeared 
in the fourth. Part of the provocation was provided by the worldwide 
economic crisis during the thirties and forties and the increasing exposure 
o f the Muslim mind to  the Socialist doctrines, and the impact o f the 
Russian Revolution. There was a great spurt in these writings during the 
fifties and the sixties which is related to the emergence o f a  number o f 
independent Muslim countries, and the rise o f a powerful Islamic Move
ment which raised hopes o f serious attention to  the application o f the 
Islamic teachings in the practical affairs of the new states. A t this stage 
general discussion on the economic philosophy o f Islam is supplemented 
by efforts at system formulation and discussions on specific issues relevant 
to modern life. Analytical study o f the economic injunctions o f Islam and 
an analytical approach to the criticism o f modern institutions from the 
Islamic viewpoint is comparatively recent in origin, though it is receiving 
more and more attention.

The modern institutions o f banking, insurance, joint stock companies, 
stock exchange and progressive taxation called for a response from Muslim 
thinkers and jurists (i.e. ulema specialising in Jiqh) as they appeared in 
these Muslim countries and started involving the religious masses. A 
review o f these institutions in the light o f the SharVah, a search for alterna
tives in case some o f them were found repugnant to  Islam, and for argu
ments for the legitimacy o f those which could be accommodated, led to
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Islam ic Econom ics. Presently he is on  sabbatical leave w orking w ith th e  In ternational 
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many works on the subject. By the very nature o f  this background, the 
discussions were more juridical than economic.

Most of these writers were ulema or journalists with little knowledge of 
economics. The system o f education the Muslim countries had inherited 
from Imperial Powers had scrupulously segregated Islamic education 
from modern education and there were no arrangements for producing a 
trained economist who had direct access to the Islamic sources. This 
inhibited professional economists from making any significant contribu
tions to  the subject. It also accounts for the fact that the ulema who found 
themselves constrained to  discuss the subject failed to  do justice to  it. The 
first works on the subject by professional economists appeared in English 
in the late forties o f this century, but these writers had to  rely on secondary 
sources so far as Islamic injunctions are concerned. Even now when we 
have quite a number o f economists fully equipped to draw upon the 
original sources o f Islam, the subject lacks the most crucial support 
required for its proper growth -  teaching in Universities. Modern econ
omics, as we now understand the term, is largely the handiwork of 
University teachers in Economics. But Islamic Economics is not a  subject 
being taught at the post-graduate level anywhere in the wide world -  with 
the sole exception o f a few universities in Egypt and Pakistan, where both 
the syllabus and the teaching facilities leave much to be desired.

The institutional framework o f a society has a direct bearing on research 
in Social Sciences, particularly in Economics. The institutions that 
developed in the Imperialist regimes were alien to  the Islamic framework 
o f the society and the economy, and therefore no serious thinking by the 
professional economist could be directed towards Islamic Economics. The 
ulema also discussed the economic problems without the actual framework 
operating on the tenets o f  Islam. Islamic Economics lacked the live 
relationship with real life which was a prerequisite to its growth. There was 
no testing ground for the various hypotheses being formulated and no 
empirical evidence upon which to  draw while making formulations.

In this historical situation it would have made a big difference if a 
clear commitment to  the economic philosophy of Islam had come from 
some of the new independent Muslim countries. But even this has been 
lacking till now, and many writers on the subject aimed at soliciting such a 
commitment from their people and governments, through their writings. 
They took on themselves the task of convincing their readers of the 
desirability and viability o f  the Islamic economic system. They have yet to 
be called upon to manage the economy and solve its actual problems in the 
light o f Islamic injunctions.

These are some o f the im portant facts to be kept in mind while surveying 
the literature on Islamic Economics as they explain many of its important 
features, and the relative emphasis placed on the various issues under 
discussion. There are indications of some change in the situation described
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above as evidenced by the increasing attention paid to  Islamic economics, 
both at the popular and the official level. This too is reflected in the recent 
contributions on such subjects as interest-free banking, Zakat and social 
security. Analytical study conscious o f its relevancc to  practical affairs is 
gradually replacing philosophical dissertations on the comparative virtues 
o f the Islamic system, which augurs well for the future growth o f the 
literature.

This survey covers the three principal languages in which the bulk of 
the literature on our subject has appeared in the last half century -  Arabic, 
Urdu and English. Some contributions were made in the Persian, Turkish, 
French and Indonesian languages, which are planned to be surveyed 
separately. Multiplicity o f languages coupled with deficient communica
tions has also affccted the growth o f thinking on the subject. N o efficient 
translation and abstraction services have been available. We do not have 
a single journal exclusively devoted to our subject. Very few review 
articles are published on the contributions that are made. There have been 
no across-the-table discussions at seminars and academic conferences. As a 
result ou r writers have had few opportunities o f knowing each other’s views 
and o f benefiting from scholarly criticism. One finds the same points 
being made again and again in different languages at different times, while 
a promising idea suggested by one thinker has to wait for quite a long time 
before it is taken up by some other writer to develop further. There is 
controversy but little criticism, there are many opinions but few con
clusions arrived a t after systematic discussion. The implications o f such a 
state o f affairs for the “ survey” are obvious.

Constraints o f time and space make it necessary to keep this study brief. 
I t  has not been possible to go into the details o f the subjects discussed in the 
survey. It was considered specially desirable to avoid details where these de
tails were more juridical in nature than economic. For the sake o f brevity we 
had also to exclude from this survey works on economic history and those 
relating to the economic problems o f the present-day Muslim countries.

A survey o f contributions relating to  the entire area o f economics raises 
serious methodological problems. One is always left with a feeling that a 
more suitable scheme could be evolved. It is hoped that in future the 
different topics covered in this study will be surveyed separately and more 
critically by some economists.

As a glance a t the table o f contents would reveal, we begin with a brief 
consideration of the economic philosophy o f Islam, followed by the 
general outlines o f the economic system of Islam. Specific aspects of the 
economic system which might attract greater attention from economists 
have been treated separately a t some length in the third section. We have 
tried to focus attention on analytical discussions by dealing with them in 
two separate sections: Islamic critique of contem porary economic theories 
and systems, and developm ent o f econom ic analysis in an Islam ic fram e
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work. The last section notes contributions on the history of economic 
thought in Islam.

An economist reading the first two sections may feel that undue 
importance is being attached to views relating to ownership, ends of 
economic enterprise and the code o f conduct for various economic agents. 
These subjects do not figure very prominently in modern economics as 
certain views have been accepted long since and nobody feels like ques
tioning them. The concern of Islamic economists with these basic issues is 
borne o f their feeling that the divergence o f Islamic economic thinking 
from the other schools o f thought is rooted in this area. They also think 
that these are the foundation stones for the development o f the institu
tions favourable for the growth o f the society and the economy according 
to  Islamic values.

This survey covers books as well as the periodical literature. In the 
circumstances it is not possible to  claim that one knows about each and 
every contribution to  the subject. This is especially true o f the papers con
tributed to  the numerous popular journals in the three languages. Yet, I 
do hope that I have not missed many o f them, as a glance at the bibliography 
will show.

We have generally avoided mention o f particular authors when recording 
a view that is held unanimously. Specific contributions are noted when a 
subject is controversial o r because of their originality.

This survey was completed in December, 1974 for presentation a t the 
F irst International Conference on Islamic Economics scheduled for 
M arch, 1975. The Conference was eventually held in February, 1976 and 
more than sixty papers were presented on various aspects of Islamic 
Economics. In revising this survey for publication due notice has been 
taken o f these contributions, along with such other recent works as were 
available to  the writer.

The Bibliography originally appended to this survey has now been 
replaced by its improved version published separately by the U.K. 
Islamic Foundation . 1 All numbers appearing in parenthesis in the text of 
the survey refer to  this printed bibliography. The figure following the 
colon indicates the page number o f the reference cited. Other references 
appear as footnotes. The bibliography is being appended to  this survey for 
ready reference.

I

ECONOM IC PHILOSOPHY OF ISLAM

The key to economic philosophy of  Islam lies in man’s relationship with 
God, His universe and His people, i.e. other human beings, and the nature
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and purpose o f m an’s life on earth. M an-G od relationship is defined by 
Tawhld. The essence o f Tawhld is a total commitment to  the will o f  Allah, 
involving both submission and a mission to  pattern human life in accord
ance with His will. The will of Allah constitutes the source of value and 
becomes the end o f human endeavour. Life on earth is a test, and its 
purpose should be to prove successful in the test by doing Allah’s will. The 
entire Universe with all the natural resources and powers is made amenable 
to  exploitation by m an, though it is owned by Allah and Allah alone. Life 
on earth being a test and all the provisions available to man being in the 
nature o f a trust, man is accountable to Allah and his success in the life 
hereafter depends on his performance in this life on earth. This adds a new 
dimension to  the valuation o f  things and deeds in this life.

W ith every human being sharing the same relationship with God and 
His Universe, a definite relationship between man and man is also pre
scribed. This is a  relationship o f brotherhood and equality. “Tawhld is a 
coin with two faces: one implies that Allah is the Creator and the other 
that men are equal partners or that each man is brother to  another 
m an.” (7: 35).

While the writers on the subject agree on this basic philosophy, one finds 
variety o f emphasis in their elaboration o f the last-mentioned point: the 
relationship between man and man in sharing the bounties o f Allah. It is 
agreed that for the test life is to  be conducted in fair circumstances and no 
one should go without an adequate share of resources that are needed for 
survival and a good life. Equality o f opportunity and social care o f the 
disabled is the minimum that this calls for. They differ, however, regarding 
the mode o f equal or equitable sharing o f these resources by individuals, 
and the degree o f social control necessary -  a subject we take up later on.

It is also agreed tha t Islam rejects asceticism and a good life means, 
among other things, a  materially well provisioned life. Basing his argument 
on two clear verses o f the Q ur’an , 2 another writer declares that sufficiency 
(Kifayah) and peace (amn) arc the two inalienable features o f  the good life 
envisaged by Allah (77, 1: 6-9), a point that finds the widest support in the 
literature on the subject (73: 24).

Economic Enterprise
The above philosophy provides the proper perspective to  m an’s econ

omic activities. N o inhibitions attach to  economic enterprise. Men are 
encouraged to  avail themselves o f the vast opportunities o f productive 
enterprise afforded by the almost limitless bounties o f Allah:

“ And if ye would count the bounty o f Allah ye can not reckon it.”
(XIV: 34)

Every writer on the subject cites verses from the Q ur’an and traditions 
from  the Prophet to  show tha t agriculture, trade, com m erce and industry
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and the various forms of productive enterprise known in the early days of 
Islam have been explicitly mentioned in this context. W hat is crucial, how
ever, is the motivation, the ends of economic activity. Given the right 
motivation all economic activity assumes the character o f worship 
( 'Ibadah).

Many writers discuss the proper ends of economic enterprise in detail. 
These ends may be individual or social. Legitimate individual ends include 
the fulfilment o f personal needs and those o f the family. Saving to  provide 
for the future and the desire to  leave an inheritance arc also rccognised as 
proper ends o f  productive effort. The minimum necessary for survival is in 
fact a duty to  earn. While no maxima are fixed in quantitative terms, 
m oderation in fulfilment o f these needs is emphasised and greed, avarice 
and the unsatiable yearning for more and more comforts and luxuries is 
decried.

M oderation is generally defined with reference to the negative concepts 
o f  extravagance (israf) and expenditure on goods and services prohibited 
by Islam (tabdhlr). Indulgence in luxurious livingand the desire to  show off 
is condemned (29: 438-453; 120: 68-73). Islam cannot tolerate con
spicuous consumption of the leisure class (62: 141-144).

Recent writings on economic enterprise attach great importance to  the 
social ends, which are summed up by the phrase “ striving in the cause of 
Allah’’. Eradication of hunger and poverty, disease and illiteracy and 
mobilisation o f  resources for strengthening the Islamic state and spreading 
the message o f Allah are stated to  be the laudible aims o f individual 
economic activities. One who engages in productive activities for these 
purposes is doing G od’s will, and is promised adequate rewards here and 
hereafter (77, 1: 130-138; 24; 619: 25-30; 477). The authors o f the 
Jama'at-i-Islami Pakistan Economic Committee Report regard it an end of 
economic enterprise “ to  make the Islamic society economically strong so 
that it develops and is able to compete successfully with other economics 
the world over” (125: 26).

It is pointed out that in view o f the limitless nature o f the social ends of 
enterprise, as against the limited nature o f the individual ends, economic 
enterprise as such is afforded limitless scope and utmost encouragement.

Ownership
The nature and scope of ownership has been one o f the most discussed 

subjects in the literature on Islamic Economics, works exclusively devoted 
to the subject being available in a number o f languages. Every im portant 
writer has touched on the subject and all the different approaches to an 
Islamic reorganisation of the modern economy show themselves in their 
treatm ent o f property rights in Islam. Below we shall try first to state what 
is generally agreed upon and then to differentiate between specific
contributions.
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Real ownership belongs to Allah, man holds property in trust for which 
he is accountable to Him, in accordance with rules clearly laid down in the 
SharVah and the economic philosophy underlined above. Acquisition of 
property as well as its uses and disposal arc subject to  limits set and should 
be guided by the norms laid down by Allah. Absolute ownership o f man is 
a  concept alien to  Islam, as it belongs to Allah alone. There are definite 
obligations towards others attending upon the individual rights o f owner
ship. Besides private property, public ownership is a central concept in 
Islam. The respective scopcs o f the two are not rigidly defined but left to  be 
determined in the light of certain principles, depending on the needs and 
circumstances (3: 8 ; 62: I J 1-119, 160-162 ; 70: 80; 134; 158: 41-90; 
171: 150).

Differences centre around three main points:

(a) the central position of private ownership;
(b) the relative scopcs of public and private ownership;
(c) the degree o f  social control on private ownership rights and the 

circumstances justifying abrogation or abridgement of such rights.

Some writers assert that the Real Owner has bestowed ownership rights 
to  the whole o f hum an society, in the first place and it is wrong to give 
individual ownership a central position in the Islamic economic system. 
They stand for social ownership o f land and other natural resources, con
fining private property to  articles of consumption, living quarters and the 
like. Perwez (60) and N asirA . Sheikh (154: 139-225) in Pakistan and some 
Arab socialists take that position.

While this extreme socialistic position does not find sizable support in 
the literature, and is generally rejected as an unsuccessful attem pt to  mould 
Islam according to socialism, there are eminent authorities denying a 
central place to  individual ownership rights. The martyr, ‘Abd al-Qadir 
‘Audah deserves quoting at length in this context:

“ The society (Jama'ah) through its functionaries such as rulers and 
counsellors has the authority to organise the ways and means of 
utilising wealth. All wealth belongs to  Allah but Allah has made it 
for the good o f the society. The rule in Islam is that all rights belonging 
to  Allah are for the good o f the society which sits in authority over 
them, and not the individuals.

“ The society, through the rulers representing it, can, when the 
public interest demands, abrogate the individual ownership o f benefits 
o f a property, subject to  the condition that a  suitable compensation is 
paid to  the owner o f the benefits involved.

“ Though Islam allows ownership without limit, it authorises 
society, as the entity for ensuring the rights o f God and for organising 
utilisation o f  w ealth, to  subject the individual ow nership o f  p a r
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ticular kinds o f property to  limits, when this is necessitated by public 
good. This it can do through its representatives. This may apply to 
ceilings on agricultural holdings o r to  urban property.” (214: 48-49).

This approach gives priority to  social good and makes representatives of 
the society the sole arbiters in determining the demands o f social good.

Abdul Hamid Abu Sulaiman recognises the individual’s right to  own the 
fruits o f his labour, but so far as the natural resources, natural powers, and 
general circumstances of the society are conccrncd every individual has an 
equal share in them. As all individuals do not have equal capacity to put 
these resources to  proper use, the more capable are allowed to use more than 
their due share. They cannot, however, claim the whole of their produce 
from this extra use o f resources, only the share o f labour belongs to them 
while the part of produce ascribablc to natural resources belongs to the 
socicty as the representative o f those who use less than their due share of 
these resources (7: 17-19; 8 : 69-70). Private ownership of land, capital or 
other natural powers cannot be allowed to become a means o f exploiting 
other individuals and subjugating them (8 :43). The rationale o f allowing in
equality in the private ownership o f means of production is stated by him in 
these words:

“ A strict equality in the ownership of natural resources would require 
very frequent redistribution of those resources among members of 
society. This would be disruptive to  economic activity and social 
relations. A reasonable alternative is, first, to avoid frequent re
distribution and permit private ownership of resources, thus achieving 
stability; and second, to redistribute equally among members of 
society that part o f income which is due to natural resources, thus 
achieving equality and justice” (8 : 70).

Equal sharing o f  the “ income from natural resources” is basic to Abu 
Sulaiman’s understanding of riba and his views on land rent, share crop
ping and profit-sharing, subjects which we discuss below at appropriate 
places. Though he cites specific texts in support o f specific views they are 
basically results o f an analytical system rooted in his conception o f  Tawhld.

M ost o f the writers approach the subject in an eclectic m anner as their 
basic source material is the vastfiqh  literature on the subject. As a position 
midway between fiqh -based eclecticism and a system derived from one 
basic principle can be mentioned Siddiqi’s effort to derive the basic tenets 
relating to ownership rights from Islam's world view, its social outlook and 
its philosophy a t law (158: 41-90), concluding that “ the individual, the 
state and the society each have claim on property rights in view o f the 
principle that the Islamic State has a jurisdiction over individual rights, 
being the embodiment o f G od’s viccgercncy on earth and representative of 
the people. This jurisdiction is however, functional, depending upon the
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values and objectives cherished by Islam” (158: 74). These principles are 
followed up by a detailed discussion o f the circumstanccs justifying 
abrogation or abridgement of individual property rights by such measures 
as nationalisation, ceilings, control on prices, profits and rents and com
pulsory pufchase or borrowing, etc. (221, I I : 155-282).

Baqir al $adr is also critical o f the view that in Islam individual owner
ship is the rule and public ownership the exception. He regards individual 
ownership, state ownership and communal ownership as three forms 
existing parallel to  one another in Islamic Law (171:257). Though 
Tahawi’s eclecticism makes him assign the central position to  individual 
rights o f ownership, he puts the state representing the society on an almost 
equal footing as regards vicegerency o f the Real Owner (77: 1: 174). This 
gives the state “ the right to  intervene in private property by regulating it, 
putting ccilings or confiscating after due compensation when the owner 
deviates from the basic role o f property -  that it should be an instrument 
o f  service to  the socicty” (7 7 ,1: 217).

The early writings o f Mawdudi lean heavily towards assigning the central 
place to  individual ownership (51: 32). His later views are nearer to the 
middle position that admits social control whenever social interest calls for 
it. But he would still like to keep state intervention at the minimum (51: 
116). Far from the position taken by Abu Sulaiman, his views on specific 
issues like land reforms are shaped by this approach, for which he finds 
support in the fiqh  literature. A similar position is taken by the m artyr 
Sayyid Qutb who declares the right o f individual ownership basic to  the 
Islamic system. Both o f them emphasise, however, the need o f ensuring the 
fulfilment o f the basic needs o f each and every individual and justify such 
social action as may be necessary for that purpose (Mawdudi 51: 404-407; 
Q utb 62: 162). This, however, is one o f the points on which there is a com
plete consensus. W hat distinguishes some o f them is their insistence on 
specific provisions in the fiqh  literature relating to individual rights that 
sometimes stand in the way o f radical reforms that modern life calls for. 
One is inclined to  agree with Ali Abdul Qadir (224: 11) that the economic 
philosophy o f Islam relating to  right o f ownership “ did not change the 
ordinary juristic attitude to the practical relations o f people and property” 
which finds expression in fiqh  literature.

Notwithstanding individual stances, some of the powerful collective 
movements for Islamic reorientation o f modern life have tended towards 
the approach closer to  the “ economic philosophy o f Islam” . Both the 
lkhwan al-Muslimun and the Jama'at-i-Isldmi have, on occasions, issued 
manifestoes recommending ceilings on rural and urban property and other 
measures o f social control (125; 168).

One tends to conclude tha t the more our thinkers attend to the actual 
conditions prevailing in their societies the more realistic their approach 
becomes. Policy recom m endations directed a t the  Islam ic transform ation
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o f a society moulded over a  long period by feudalism and capitalism draw 
more and more inspiration from the ultimate Goals o f the Islamic system 
rather than being governed by specific legal rulings given in normal 
circumstances.

Relations of Production: Co-operation
W ith a positive attitude to economic enterprise and socially-oricnted 

purposive rights o f  ownership, individuals and groups in the brotherhood 
o f man are enjoined to  co-operate with one another in patterning life on 
earth in accordance with the Will o f Allah. Economic relations, especially 
those in production and exchange of wealth, should be co-operative in 
nature. “ Rivalry and cut-throat competition make no sense in this context” 
(73: 27). Co-operation is seen as the basic value in Islam’s economic phil
osophy (8 :3 6 ; 77, II: 199; 10:27). Besides being required by human 
brotherhood and equality, unity of purpose and common ultimate in
terests, and also besides being explicitly enjoined by the Q ur'Sn and the 
Sunnah it is the attitude tha t suits the practical interests o f mankind today 
and can save it from the ravages o f capitalistic competition. ‘Ali ‘Abd 
al-Rasul calls, in this context, for “constructive competition” aiming at 
what is best for the society and high quality production, while avoiding all 
activities injurious to  other producers and the consumers.3

As regards the institutionalisation o f the co-operative attitude, and how 
far the new institutions will be different from those prevalent in the fields 
o f production, exchange and distribution, detailed studies arc still awaited. 
Siddiqi’s study of entrepreneurial behaviour is only a beginning (619: 
139-152). Despite the great attention paid to  the subject by K ahf (612: 
Chapter IV) no progress is made along these lines.

The Islamic view of co-operation does not rule out free and fair competi
tion in the market, provided all economic agents adhere to Islamic 
morality. Competition is emphasised in contrast to  m onopoly whose 
elimination is regarded as a prerequisite to ensuring justice and growth 
(51: 152; 619; 18J).

This makes it still more necessary to visualise how the co-operative 
spirit will translate itself into action where millions of individual units are 
involved, knowledge is imperfect and communications involve costs.

Development and Growth
Islam’s economic philosophy does not stop a t teaching men to co

operate after having encouraged them in productive enterprise. It creates 
a powerful drive for development. A true Muslim looks upon develop
mental efforts as striving in the cause o f Allah (jihad f i  sabil Allah) (595: 
128; 477: 36; 484). The Muslim society orients its policies in order to  en
sure sufficiency and peace for all and any relaxation in this regard is looked 
upon as rejection o f the bounties of Allah (7 7 :1: 6-9). Economic develop



A Survey o f  Contemporary Literature 201

m ent has bccome a necessary condition to  be fulfilled to enable the Muslim 
peoples to perform their mission with the humanity that the Q ur’an 
declares to  be their raison d'etre. This mission is related to  the well-being of 
all hum an beings. It cannot be performed while Muslim countries con
tinue to be politically and economically subservient to the powers which 
stand for alien cultures (158: 130,484). A narrow nationalistic approach to 
economic development docs not harmonise with the Islamic spirit which 
calls for a  global approach ensuring co-operation between the rich and 
poor nations to  usher in an era of universal prosperity and banish hunger 
and fear from human society.

As to  the Islamic strategy for economic development its chief dis
tinguishing feature is that social justice and growth go together (177: 593). 
This is ensured by the motivation that Islam provides for economic 
development (56: 45). Individual profit motive is not the chief propelling 
force in Islam. Developmental efforts are mainly social and the individuals 
willingly co-operate in this venture (475: 43, 96-113).

Seen in the context o f the Islamic world view, developmental efforts 
cannot bccome an end in themselves, nor a rising G N P the only index of 
“ growth” in the Islamic sense. The aim is a good life with all its dimensions, 
the economic aspect being only one of them. Emphasising this point 
Tahawl (77, II: 229-232) goes on to  state how Islam’s emphasis on work, 
on the fullest exploitation o f natural resources, and on an active role for the 
state will ensure growth with justice.

II

ECONOM IC SYSTEM O F ISLAM

While economic philosophy states the overall approach, the economic 
system comprises ways and means o f securing human welfare in general 
and economic welfare in particular. Economic literature on the subject 
discusses “ alternative methods o f determining the bill o f goods to  be pro
duced, the allocation o f resources to  produce it, and the distribution of the 
resulting income” .4 The ownership o f means o f production and the extent 
to  which the m arket mechanism or central authority is relied upon for 
decision making have been the chief criteria for distinguishing one econ
omic system from the other.

Emphasis in Islamic literature on the subject has been somewhat 
different. The ends o f the economic system are discussed, followed by a 
discussion of those behaviour patterns on the part o f economic agents 
which are expected to  go a long way in securing these ends.

The state enters the sccne to  guide and regulate voluntary actions and 
ensure the achievement of goals. Allocation of resources, organisation of 
production and exchange and distribution o f the resulting income is 
effected by the twin forces o f morally-oriented free individual action and
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state regulation. Islam's strategy in organising its economic system rests, 
therefore, on three main flanks: clearly specified goals, well defined moral 
attitudes and behaviour patterns on the part of economic agents, and 
specific laws, rules and regulations enforceable by the state.

Goals of the System
Economic well-being is one of the goals emphasised by every writer, 

though each one of them proceeds to  mention a number o f other, non
economic, goals too. We shall first consider the contents o f this goal, 
according to  various writers, before we pass on to examine their views on 
non-economic goals.

We have already referred to  Jahaw i’s twin goals o f sufficiency and peace 
which can come about by eradicating hunger and fear from society and 
ensuring the fulfilment o f the basic needs o f each and every human being. 
His list o f basic needs includes food, clothing and shelter; medical aid for 
the sick and domestic services for the invalid, education for those who need 
it, marriage in some cases and “ all that is regarded necessary according to 
the custom of the society” (77, 1: 394). This is a point that finds universal 
support in the literature and the list of basic needs given by Mawdudi 
(51: 406), Sayyid Qutb (62: 240 241), M ustafa Siba‘i (70: 203) and 
Siddiqi (221, 11: 92) does not differ materially from the above.

Baqir al §adr emphasises provision o f ease and convenience in life, 
consequent upon growth and development and maximum utilisation o f 
natural resources (171: 595). K ahf makes “ maximisation o f the rate of 
utilisation o f resources” the first goal of economic policy in Islam (612: 93) 
along with minimisation of the distribution gap and observance o f the 
Islamic code o f conduct by the various economic agents.

In view o f the exhaustible nature o f  the natural resources it would, how
ever, be more appropriate to  replace the concept o f maximum utilisation 
by optimisation. The Jama'at-i-lslami Pakistan Economic Committee 
Report comes closer to  this view when it states the same principle as “ the 
best utilisation o f the maximum amount o f natural resources” (126: 25). 
Abu Aiman (Dr. Said Ramazan) also regards discovering sources o f 
wealth and their exploitation as an obligatory duty (3:21).

Turning to  non-economic goals, it is emphasised that fulfilment of 
“ spiritual needs” must take place besides the fulfilment o f material needs 
(5: 13). Mawdudi gives priority o f placc to “ safeguarding the freedom of 
m an” followed by his “ moral growth” which requires freedom o f  choice 
for the individual. Social justice, equality o f opportunity and co-operation 
come next in M awdudi’s list of basic objectives o f Islam’s economic system 
(51: 145). Chapra’s list gives priority to  “ economic well-being” followed 
by “ universal brotherhood and justice, equitable distribution of income 
and freedom o f  the individual within the context o f social welfare” 
(115: 5).5
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Siddiqi discusses the rationale of including these non-economic goals in 
the ends o f economic system and points out the impact their inclusion has 
on the ways and means adopted for achievement o f the ends of economic 
system in Islam (73: 28). M orally-orientated individual action is expected 
to  ensure the achievement of socially desired results to  a large extent. Law 
and social control are to  guide, regulate and supplement individual 
actions and compensate the deficiencies that still remain. To quote 
Mawdudi:

“ For establishing economic justice, Islam does not rely on law alone. 
Great importance is attached for this purpose to  reforming the inner 
man through faith, prayers, education and moral training, to  changing 
his preferences and ways of thinking and inculcating in him a strong 
moral sense that keeps him just. If and when these means fail, Muslim 
society should be strong enough to exert pressure to make individuals 
adhere to the ‘limits’. When even this does not deliver the goods, 
Islam is for the use of the coercive powers of law to establish justice 
by force.” (51: 145).

Even though reccnt thinking is far more positive regarding the role of 
the state in securing the goals mentioned above the emphasis placed by 
Mawdudi on morally-oriented voluntary action represents a tendency 
deeply rooted in the Islamic mind and exemplified by the vast literature on 
the code of conduct o f various economic agents. A distinction is always 
made in this connection between what is obligatory and what is desirable. 
The obligatory is legally enforced, the desirable is ensured through 
education. Any deficiency in the attainm ent of goals is then made up by 
the state enforcing the desirable part o f the codc as well as taking other 
compensatory and positive measures. It is in this m anner that the desired 
allocation o f resources and distribution o f incomes is effected. The 
respective roles o f the market mechanism and planned action are deter
mined accordingly. We shall therefore proceed first to  study the various 
codes o f conduct for economic agents: the owner, the consumer, the 
entrepreneur; producer, employer, trader etc. and the labourer. This will 
be followed by an examination of the role envisaged for the market 
mechanism and the role visualised for the state.

The Owner
Behavioural norms for the owner have been discussed by a number of 

writers including Hifzur Rahman (120: 68-77, 299 -302), Mawdudi (51: 
81-96), Sayyid Qutb (62: 111-112), Siddiqi (221, I: 205-288), M anna’ 
Q att^n6 and A. M annan (132: 77-85). The owner has no right to destroy 
useful property. Wasteful use and extravagance is prohibited. He has to 
avoid using it in a m anner injurious lo  others or delrimental to  public
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interest. Other individuals and the society have a claim on the owner’s 
property. This includes the obligation to  support dependents in the 
nuclear family and other members of the extended family when they arc in 
need (336; 2 21 ,1: 252-259).

Besides obligatory Zakat the owner owes help to  those in dire need, and 
should not refuse a loan in cash or kind when a request comes from one 
who is in real need. Several writers stress the significance o f the provision 
that the presence o f a pressing need obliges those with a  surplus to sur
render such part o f their surplus as will fulfil that need (77, I I : 214; 2 21 ,1: 
272-280).

While there is a consensus on illegitimacy of “ interest” chargcd on 
money loans, the owner’s right to income from his property in forms of 
rent and profit has been a matter of controversy in the literature. The right 
o f the owner to cultivate his own land or employ his own capital in pro
ductive enterprise or profitable business is not disputed. In that case he is 
the owner of the accruing.surplus over cost. The legally binding Zakat is of 
course to be realised from him. Abu Sulaiman advocates a larger share for 
society in the produce o f land where the land holding of the owner is more 
than his “ equal share” , as explained above. Controversy centres round 
giving the land to another person for cultivation on money rent or on the 
basis o f  share cropping, or giving capital on a profit sharing basis, i.e. 
mudarabah.

Abu Sulaiman allows profit sharing but “ the share of the capital owner 
is only to  compensate him for probable loss” (8 : 59). He is not entitled to a 
net pure profit. Other writers on the subject endorse the unanimous verdict 
o f all the four principal schools of Islamic law that the two parties to the 
mudarabah contract are free to agree on any formula o f sharing the profits 
provided these shares are fixed percentage-wise and not in the form o f given 
amounts (176: 30). Abu Sulaiman’s opinion is derived from his basic stand 
relating to the equal sharing o f gifts of G od (other than the fruits o f per
sonal ingenuity and labour). But he fails to counter the obvious argument 
that an entrepreneurial decision is involved in selecting the right party in 
mudarabah (221, I: 167-171). He does not support his view by any 
precedents from the Sunnah and gives no argument against the unanimous 
verdict of fiqh. Contemporary writers on Islamic banking, who make 
mudarabah the basis of its operations, do not stipulate any ceilings on the 
percentage share o f capital in profits.

In discussing money rent on cultivable land a distinction must be made 
between plain land in its natural form in which the owner has not invested 
any labour or capital to  effect improvements, and improved land. There is 
no dispute that money rent is valid in the case o f the latter variety in lieu of 
“ depreciation” .

As regards the first-mentioned variety Abu Sulaiman regards charging
m oney ren t by the ow ner as illegal (8 :30-31  and 41-42). T his is the position
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that can be inferred from M awdudi’s statement on the subject (232: 60). 
Abu Sa‘ud also equates such rent to  interest charged on money capital 
(5 :93 ).

There is no denying the fact that money rent (on agricultural land) usually 
stands at a  level higher than depreciation. A question is raised regarding 
the legitimacy of such (higher) rent. One asks what would be the rationale 
behind the capital, time and effort invested in the improvement on land if 
money rent is allowed only to  the extent of depreciation.

The question can be answered after a close look a t the nature of the 
return to  these improvements in terms o f value. These are uncertain as they 
involve the uncertain market price o f the produce. Should the investor in 
land improvements himself cultivate the land, the returns shall legiti
mately accrue to  him. Share cropping should also be allowed as it is the 
physical product that is shared and the share o f the investor-owner remains 
uncertain. To allow him to charge a certain fixed sum, in lieu of invest
ments in improvements, as part of its rent would be tantam ount to  riba 
whose essence is charging a certain fixed sum against uncertain value 
returns.

Tahawi finds that there are authentic traditions from the Prophet both 
allowing and prohibiting money rent on land. He thinks the two verdicts 
relate to  two different situations. Money rent on land is to  be declared 
illegal if there is undue attention of people towards agriculture a t the cost 
o f industry and trade (77, 1: 268-269). He also notes that the jurists who 
have allowed money rent do so on the basis o f “ necessity” , otherwise 
they agree that it is against the principles o f analogy (77,1: 271). Whatever 
one’s judgm ent on Tahawi’s historical account, he fails to provide an 
economic rationale for his solution.

Nasir A. Sheikh (154: 181) opposes both land rent and share cropping, 
laying down that “ a person can possess only that much land which he can 
himself cultivate. The surplus he has to  surrender to  the state” . A. M annan 
also disfavours leasing of land on rent or on the basis of share cropping 
(132: 106-108).

Such a dogmatic position is hardly tenable, economically speaking, as 
Akram points out (613: 34-36). A. M annan also refutes, like Akram, the 
view that rent should be prohibited as it is similar to interest (132:135-154).

S. M. Yusuf discerns “ in early Islam a definite tendency to ordain the 
future development o f agriculture in such a way that there is no charge for 
the use of what Ricardo in his own definition of rent called original and 
indestructible powers o f land” . Quoting Iqbal’s Bal-e-jibril he ascribes the 
same view to him (242: 34).

Share Cropping
Share cropping is considered valid by most of the contem porary writers 

such as Mawdudi (232:60), Baqir al Sadr (171: 531), Hifzur Rahm an (120:
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236), Hamid (229), Jahaw i (77, I: 271), Siddiqi (221, I: 184-192) and 
Taqi Amini (226).

Those who regard it as illegal include: S. M. Yusuf (242), M azharuddin 
Siddiqi (72: 70), Abu Sulaiman (8 :43-44) and Hyder Zaman §iddiqi (244). 
We shall not enter the controversy in so far as it is based on the various 
traditions involved and their legal interpretation. As regards the points o f 
economic philosophy involved, we have clarified Abu Sulaiman’s position 
above. Those who allow share cropping compare it to profit sharing and 
argue that all owners do not have the capacity to  cultivate their land 
directly, and it should therefore be open to  them to benefit from it in co
operation with others, as in the case o f profit sharing. The crucial question 
therefore is : in so far as the owner of a piece of land is entitled to the whole 
net produce of his land when he is the cultivator, his claim is established 
both on the part o f the net produce that is due to  his labour, and the part 
that is due to  land. Shall he be allowed to  give it to  another person and 
share with him the part of the net product that is due to  land ? It is this 
question that Abu Sulaiman answers in the negative and others answer in 
the affirmative. It is clear that a negative answer am ounts to the negation of 
ownership perse. I f  the owner o f cultivable land is allowed to  hire labourers 
to  get his land cultivated and appropriate the net produce why should he 
be disallowed from entering into a “ partnership” with the same labourer 
and share the whole o f the produce with him ? Abu Sulaiman might say 
that the “ owner” is entitled to this much of land -  as his proportionate 
share in the free natural resource that is land -  and no more. This provides 
a  case for a  ceiling on ownership o f agricultural land and not a case against 
share cropping. So far as the question o f supplying the seeds etc., is con
cerned different schools o f Islamic law lay down different formulas and one 
is free to  recommend one that is just to  both the parties, but to  disallow 
share cropping as such is not understandable. The share cropping labourer 
is likely to do his job  with greater interest than the hired labourers and may 
well end up with a  higher reward. Those who disallow share cropping 
seem to disregard both its needs and advantages in their urge to  ensure 
justice for which alternative means may be available.

The Consumer
The list o f  articles whose consumption is prohibited in Islam is well 

known and non-controversial. There is no limit to  what one might con
sume to lead a good life, so increasing efficiency and playing the role 
Islam envisages for a  true Muslim in the service o f society. But indulgence 
in luxurious living is undesirable. Some writers recommend a ban on 
certain luxury items o r subjecting them to heavy taxes in order to  dis
courage their consumption, especially when the economic conditions of 
the society do not permit expenditure o f scarce resources on their pro
duction (221,11: 172-173,219).
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Baqir al $adr suggests that resources should not be allowed to be 
diverted to the production o f luxuries until the production o f necessaries is 
ensured in sufficient quantities (171: 611). The consumer must abstain 
from extravagance defined as expenditure in excess o f what is necessary to 
fulfil a need. Extravagance is related to  the average standards of consump
tion obtaining in a society, the idea being that big departures from these 
standards should not be permissible. Several writers have discussed the 
concept o f extravagance, including Naiem Siddiqi (74).

The Entrepreneur: Producer and Trader
The code of conduct for a Muslim entrepreneur has been discussed in 

detail by Mawdudi (51: 83-89), Siddiqi (619: 35-64), Chapra (115: 27-33) 
Ali A bdur R asul7 and K ahf (612:15-20), among others. Dishonesty, fraud 
and deception, cocrcive practices, and gamblesome or usurious dealings are 
prohibited. He should not do anything injurious to  others. This rules out 
hoarding, speculation and collusion among producers and traders against 
the interests o f the consumers. M onopoly is also regarded as injurious to 
the interests o f society. He is charged with justice and truthfulness in all his 
dealings. On the positive side he should serve the interests o f the society. 
Social good should guide him in his decisions, besides his own profit. As to 
the question how a care for the good o f the society would influence entre
preneurial decisions, no deep study is available besides Siddiqi’s pre
liminary discussion in Economic Enterprise in Islam. This question raises 
basic issues such as the role of information in the translation o f good 
intentions into socially desirable concrete results, and the way individual 
good intentions can be organised and institutionalised. No serious 
attention has been paid to  these sociological aspects o f the behaviour o f the 
producer and trader in Islamic society. Some writers have paid special 
attention to  the obligation of the employer towards his employees (425; 
426; 438; 444; 165). These discussions also suffer from the limitations 
indicated above, in so far as they fail to  translate the cherished norms into 
operational programmes o f action. A notable exception, however, is 
Abdul Majeed Qureshi (439; 440 ; 441) whose views we discuss below, 
under labour and industrial relations.

This leads us to  the question o f evaluating the market system. Everyone 
will agree with Chapra that “ although the market system has been recog
nised by Islam because o f the freedom it offers to individuals, it is not to  be 
considered sacred and inalterable. It is the goals o f the Muslim society 
which are more im portant___ ”

The market system must therefore be modified as necessary to  make it 
conform to the ideals of Islam as much as possible (115: 23-24). Examine 
however the following statement by the same author: “ In Islam the 
allocation o f resources is optimum if it is first in conformity with the 
norms of Islam and then in accordance with consumers’ preferences. In a



2 0 8 Islamic Economics

truly Islamic society there is no likelihood of any divergence between the 
two” (115: 82). The meaning of the second sentence is not entirely clear. 
Does it mean that if all economic agents behave in accordance with the 
Islamic code o f conduct and the distribution o f incomc and wealth is 
according to  the Islamic ideals, the functioning of the market system would 
result in optimum allocation o f resources, in the Islamic sense? An 
affirmative answer raises questions relating to  knowledge, wisdom, 
power and organisation which have not been discussed so far.

K ahf’s discussion on the market structure (612: 29-45) focuses its 
attention on co-operation and emphasises the role of the government in the 
market. Both the supervisory and control functions o f the government and 
its social insurance role are seen as permanent features o f the market in 
Islam. He neither poses nor answers the question raised above.

The m arket system as a  means of distributing incomes in society is rated 
very low by our writers. There is a greater need o f modification, through 
state action, of the m arket solution in this case than in the case of allocation 
o f resources. As the basic reason calling for such a modification is advanced 
the argument that in Islam there are two grounds for entitlement to  in
come: work and need. The market may reward work but it cannot possibly 
provide for need. The final distribution o f income must conform to the 
Islamic ideals of social justice which involves fulfilment of the basic needs 
o f every individual as well as a levelling of the glaring disparities.

Baqir al $adr regards work to  be the chief basis o f distribution (171: 
309-312). But this results in one class of people earning more than they 
need and another class earning less than they need. This solution has to  be 
modified by transferring some income from the former class to  the latter 
(171: 313).

Property, which is based in Islam primarily on work, becomes a 
secondary basis for distribution next to  work and need (171: 321). 
Tahawi also endorses the same theory (77, II: 227-28).

Commenting on distribution, Abu Sulaiman puts great reliancc on 
properly functioning markets. Intervention by public administration is, 
however, likely to  become necessary (8 : 71).

Role of the State
W ithout prejudice to  the emphasis on freedom of the individual, the 

state’s role in economic life has come to  be emphasised more and more in 
the literature. This role mainly comprises four types o f action.

(1) Ensuring compliance with the Islamic code of conduct by individuals 
through education and, whenever necessary, through coercion.

(2) M aintaining healthy conditions in the m arket to  ensure its proper 
functioning.

(3) M odifying the allocation o f resources and distribution o f income
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effected by the market mechanism by guiding and regulating it as 
well as by direct intervention and participation in the process.

(4) Taking positive steps in the field o f production and capital form a
tion to accelerate growth and ensure social justice.

It is agreed that the state enjoys the widest powers for performing these 
functions, subject to  the constraint that it functions in a democratic m an
ner and decisions are taken after due consultation, by true representatives 
o f the people.

Baqir al §adr has discussed the role o f the state in Islam's economic 
system at some length. Besides enforcing the relevant laws the state 
guarantees social security, ensuring fulfilment of needs to each individual, 
and maintains a balance in the standards of living in the society (171: 
615-636). The state’s direct responsibility as regards social security is 
based on the general claim of the entire society on natural resources, and 
on the fact that those individuals of the society who do not have the 
capacity to work also have this claim (171: 621). Baqir then proceeds to 
show how the creation of a “ public sector” is the means to discharge this 
responsibility. As regards maintaining the Social Balance he stresses the 
point that it refers not to  the levels o f income but to  the standards of 
living (171: 626). The balance does admit, however, o f moderate differ
ences. Besides enforcing the SharVah laws, guaranteeing fulfilment of 
needs and maintaining the social balance, the state has the im portant 
function o f undertaking fresh legislation to  regulate and guide the econ
omic life in affairs left unregulated by the SharVah. This “ sphere open to  
fresh legislation” mainly related to relations between man and the world of 
nature as distinct from the relations between man and man. These rela
tions change with changing knowledge, discovery o f new resources, powers 
o f production, etc. They have to be properly regulated in order to ensure 
justice and protect the interests o f the society. Such regulations could not 
be a part o f the permanent law, the SharVah, as their need arises denovo due 
to  changed conditions o f life. Islam authorises the properly constituted 
government to fill this gap. The government can prohibit something 
hitherto regarded as “ permissible” , or make some “ permissible” act an 
obligatory one: “ When the Ruler prohibits something by nature per
missible it becomes haram, when he orders that it be done, it becomcs 
wajib” (171: 643). (This power does not extend to  what is already pro
hibited or obligatory in law.) This discussion (171: 637- 643) is the clearest 
one gets in the literature, when read in the light of what the writer has 
written on the same subject in the earlier part of the book. While the state 
cannot legalise what is explicitly illegal in SharVah or absolve individuals 
o f  duties SharVah has explicitly charged them with, it can always issue a 
fresh list o f dos and don’ts, to  regulate the economy and guide it towards 
the chcrished goals (171:612).
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In his discussions on the role o f the state in the economy M uhammad al 
M ubarak declares the state to be one of the three pillars of the Islamic 
economic system, along with faith and commitment to moral values and 
certain principles o f organisation. Its function is to establish justice and 
ensure fulfilment o f needs by organising the public utilities and the social 
security system (134: 106-127).

In his doctoral dissertation on the “ Political Economy of the Islamic 
State” , Awsaf Ali (114) concludes that the social philosophy of Islam 
envisions an economic society based on a wide-ranging state direction of, 
and participation in, the economic, commercial and financial spheres.

Fazlur Rahman (27: 5) says that “ in the basic interest of socio-economic 
justice, the state shall interfere with private wealth to  the extent that socio
economic justice demands” . He thinks that “ if it is found that the con
dition o f the society is economically irremediable in the visible future 
without the state taking over direct management o f industry, Islam would 
not only not forbid this but would obviously enjoin this upon the state as a 
most imperative duty” .

Chapra also regards an active economic role by the state to be an 
inalienable feature o f the Islamic economic system (115:41 -42); providing 
physical and social overhead capital and arranging social security are 
listed among the necessary functions of a modern Islamic state (115: 40). 
In a  more recent paper on the subject, this list includes maintaining 
stability in the value of money and harmonising international economic 
relations, besides the eradication of poverty and the creation o f conditions 
favourable for full employment and a high rate o f growth . 8 As a general 
principle, its sphere o f activity is determined by the goals o f the Islamic 
system (115: 50). But he also insists that “ the procedure it should adopt is 
education and not coercion . . . ”  (115: 50), which indicates a strong in
fluence o f M awdudi’s views on the subject. Nobody will deny the principle 
that where education serves coercion should be eschewed. But we must be 
very clear on the point that the goals o f the Islamic system have got to  be 
achieved and coercion is allowed where education fails (221, II: 156-165). 
Among such measures of coercion permitted in certain circumstances have 
been listed restrictions on individual freedom of action, regulation of 
business activities, fixation of prices, wages, rents and rates o f profit, 
taxation, taxing away the entire surplus wealth, use o f coercion in purchase 
or hire, nationalisation, ceilings on property, economic planning and 
financial penalties (221, II: 166-283).

Among close associates o f Mawdudi, Naiem Siddiqi has also spelled out 
many positive actions by the state which are called for in the circumstances 
prevailing in some o f the Muslim countries (584: 514-522). Chapra is more 
positive in his recent paper when he lays down that “ For a realisation of 
this objective it would be incumbent upon the Islamic State not to  leave the 
essential function o f  allocation o f resources, particularly scarce resources,
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or the determination o f aggregate demand to the unhindered operation of 
blind market forces. It should itself play a positive role and consciously 
contribute towards the attainm ent o f desired goals through (i) rational 
planning, and (ii) building the necessary physical and social infra
structure” . 9

A very active role for the state is envisaged in the report of the economic 
committee of Jama'at-i-Jslaml Pakistan, written by Khurshid Ahmad and 
Naiem Siddiqi (126: 40-52). A trend which is fully reflected in the Jama*at 
manifesto for the 1970 elections (125: 22-32). Having these very conditions 
in mind Kalim Siddiqi (494) makes a plea for a very active role by the state, 
which is to “ exercise, on behalf of God, proprietary rights over surplus 
value or capital and manage and direct further investment” (494: 28).

We have already mentioned Mawdudi’s cautious approach regarding the 
intervention of the state in economic life. There are several writers who 
regard the expanding economic role of the state in modern times as un
healthy and want the Islamic system to check this tendency, e.g. Mahmud 
Abu Saud (5: 70-71). The increasing emphasis on a more positive role for 
the state in the Islamic economy, as exemplified by the writers mentioned 
above, seems to  indicate an irreversible trend reflecting the changing con
ditions of modern economic life which is becoming more complex and 
interdependent.

HI

ECONOM IC SYSTEM OF ISLAM : SOME SPECIFIC ASPECTS

Within the basic framework outlined above our writers have discussed such 
specific aspects o f the system as public financc, money and banking, social 
security and insurance, industrial relations and development and growth.

Public Finance
A vast literature is available on public financc in Islam in view of the 

explicit provisions in the SharVah in this regard and the historical material 
available on the subject. Besides Aghnides’ Mohammedan Theories o f  
Finance a number o f specialised works are available, though mostly 
historical and descriptive in nature (333; 293; 298)10.

This is also true o f the chapters on public financc found in almost every 
work on the economic system o f Islam. O ur interest lies in the way the 
operation o f Islamic institutions like Zakat and the application o f general 
principles o f policy derived from public finance in early Islamic history is 
visualised in m odern circumstances.
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Zakat
The centre piece of Islamic Public Finance being Zakat, its coverage, 

rates, beneficiaries and administration have been discussed in detail. The 
most comprehensive work in Qar^awi’s Fiqh al Zakat (313). In English 
“ The Law and Philosophy o f Zakat ”  is less original yet comprehensive on 
points of law (319). Among economists A. M annan’s book (132) has a good 
chapter on Public Finance and Fiscal Policy, and some o f the younger 
economists have offered analytical pieces on the subject (623; 624; 615).11

(a) Coverage
It is generally agreed that the coverage of Zakat has to be extended to 

forms of wealth not known in the early days of Islam. Shares and securities, 
savings in the form of insurance premia and provident funds, rented build
ings and vehicles on hire, machinery and other capital goods. Qar^awi 
(313,1: 139, 466-486, 581-573), Abu Zahra (300: 181-186) and MawdOdi 
(51: 339-342, 351-363) discuss the application of Zakat to these assets and 
the rates applicable to  them.

Many issues continue to be controversial, one of them being the Zakat 
on machinery and capital goods. Mawdudi regards only the marketable 
produce of industrial units to be subject to  2.5%  annual tax, like all other 
merchandise (51: 339) exempting capital goods and machinery installed in 
these units from Zakat. Akram finds this view to be inconsistent with 
M awdudi’s opinion on Zakat o f shares in industrial concerns (613: 102). 
Abu Zuhra advocates a  10 per cent tax on the net income (profits) of these 
concerns (300: 184). QardiSwi endorses his view subject to two im portant 
modifications. Firstly, he categorises rented buildings and vehicles on hire 
and also such enterprises as poultry farms and dairy farms along with 
industrial units. Secondly, in all these cases he advocates a 10 per cent 
levy on profits net o f  depreciation costs (313 ,1: 476-482). A. M annan also 
stresses the need o f making due allowance for depreciation and adds that 
“ the question o f the rate of Zakat is linked up with productivity which 
varies from industry to industry” . He pleads for a  flexible rate “ so tha t the 
clement o f progression may be introduced in fixing the rate of Z aka t” 
(132: 291).

Similar controversies surround some of the other forms o f wealth 
mentioned above. The number o f opinions, arguments and counter 
arguments in each case being too many to  be recorded here. O ur interest 
lies in the economic aspect of the discussion rather than in the points of 
law involved and their interpretations. Analogical reasoning is often 
supplemented by a reference to  the public interest, equity and incidence, 
etc. The entire issue awaits a thorough re-examination in which the new 
taxes are seen as part of the whole structure o f Zakat taxes, paying careful 
atten tion  to  the ir functions in the econom y.
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(b) Rates
The ulema are unanimous in regarding the rates of Zakat as perman

ently fixed by Islamic law, but a number of recent writers, mostly econ
omists, argue in favour of making these rates amenable to  modification 
by the state. Afazuddin (621: 10), Izadi (613: 14), Husaini (121: 200-205), 
Salih T ug12 and M ahmud Ahmad take this stand. Mahmud Ahmad (168: 
133) quotes M aulana Abul Kalam Azad’s letter to him in support of his 
view. The economic arguments in favour o f flexible rates are met, however, 
by the ulema when they point out that the state is empowered to levy 
additional taxes, over and above the prescribed Zakat. It is, therefore, in 
case o f the “ new forms o f wealth” , for which no explicit provisions are 
found in the SharVah that the arguments in favour o f flexible rates have 
practical significance.

The arguments in favour o f valuation o f the nisah, i.e. the exemption 
limits prescribed by the SharVah are, however, more formidable, econ
omically speaking. Akram refers to  the anomalies existing in the present 
structure o f ni$ab (613: 103) and a changc in nisab has been advocated by 
Rafiullah (314), Zayas (321: 74-76), Uthman (79) and Fanjari.13 
Hasanuzzaman also pleads for rethinking on the subject with a view to 
having a uniform ni$ab.li

W aqar Husaini takes the position that “ the exact types and rates of 
taxes used by the Prophet M uhammad need not be applied in contemporary 
times” (121: 204). The main economic reason is stated as follows:

“ Logically and practically it is impossible to treat as watertight 
compartm ents the three branches of fiscal planning: resource 
allocation, economic stabilization and income and wealth dis
tribution. . . .  In a smoothly running Islamic economic system, the 
‘redistribution’ function through progressive taxation would wither 
away, leaving it the task of merely maintaining the egalitarian 
economic system with proportional taxation. To achieve and maintain 
such an egalitarian system, except for minor direct transfer payments 
mainly to  those mentally and physically deprived of the capacity to 
earn, the main heads of expenditure o f Zakat j$adaqahj Infaq tax 
revenues would be in the resource allocation and stabilisation branches. 
This would be consistent with the multiple goals of the Islamic 
economic system, spending on all the beneficiaries enumerated in the 
Q ur'an by maintaining full employment and enabling everybody to 
acquire earned income and wealth in a  m anner that preserves human 
dignity” .15

Husaini’s stand is contrary to the consensus on the juristic principle 
involved. There has been unanimity as to the sanctity o f the rates explicitly 
fixed by the Prophet. This pcrmancnce has been regarded as a virtue as it 
rules o u t tam pering with the law o f Zakat by the rulers with a view to
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reducing the share of the have-nots in the wealth o f  the haves. As regards the 
need for increasing this share, the state is allowed to levy additional taxes. 
This coupled with the flexibility in disbursement of  Z akat funds, introduces 
sufficient flexibility in the system to enable it to meet the changing require
ments of  fiscal planning. One o f  the major roles o f  progressive taxation in 
a modern economy is an equitable sharing o f  the burden of raising income 
for the state. Progressive taxation ensures equitable sharing of this burden. 
As the need for such income is likely to go on increasing, there is no 
possibility of doing away with progressive taxation.

(c) Disbursement of Zakat Revenue
Among other issues on which there is a difference of opinion is the way 

Zakat benefits should flow to the various groups o f  the beneficiaries listed 
in the Qur’an. Some ulema insist on direct transfer payments to the 
beneficiaries. These include Mufti Muhammad Shaft of Pakistan (317: 
59-62). Most writers, however, permit the Zakat benefits to flow to the 
beneficiaries indirectly through institutions providing needed services. 
These include Mawdudi (51: 350), Amin Ahsan IslShi (309) and Ya’qub 
Shah (318:48). According to Qardawi the bcncficiaries fall into two groups. 
To the first, which includes the needy, the officers in Zakat administration 
and “ those whose hearts arc to be won over”  the Zakat revenue must be 
transferred directly. The rest can receive the benefits indirectly (313, II: 
612-614, 633). But Islahi argues that the insistence on direct transfer to 
certain beneficiaries has no basis in the text of the law (309).

Some writers tend to interpret the category “ in the cause of Allah” too 
broadly to include all social services, but QardSwi’s thorough discussion 
on the subject limiting it to the promotion o f  the cause of  Islam in general, 
in all its possible forms, appears to be balanced and decisive (313, II: 
635-669). Most o f  the specific suggestions made by Muhammad bin 
Jamal (625) can be accommodatcd in the broad framework provided by 
those who do not insist on tamlik in every case. Such is the stance taken by 
the Jamcfat-i-Islami Pakistan Economic Committee Report (126: 93-96).

Akram sees a useful instrument o f  fiscal policy in the discretionary use 
o f  the principle of  tamlik by the Islamic State (613: 107).

(d) Zakat on Agricultural Produce and Mineral Wealth
The Z akat levy covers the agricultural produce in the form o f'U shr  and 

its half depending on whether the land is irrigated by Nature or by man. 
This levy applies to every Muslim. But some lands arc subject to Kharaj, or 
land tax (i.e. rent payable to the state), irrespective of who owns them. 
According to majority opinion a Muslim owner-cultivator o f  such lands 
will pay Kharaj as well as 'Ushr (or its half), as Qardawi has explained 
(313,1:415).

The m ajority opinion levies ‘Ushr (o r its half) on the gross produce of
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land, but Qardawi has convincingly argued the desirability of making an 
allowance for the costs incurred on fertilizers, seed, etc. (313, 1: 394-397). 
The same view is taken by ‘Abd al-Salam.16

On mineral wealth contemporary opinion tends to gravitate towards 
making the state own all such resources and assuming the responsibility 
of  exploring and exploiting them (Syed Qutb (62: 121) and Siddiqi (221, 
II: 19-22)). Individuals who discover any mines may be awarded prizes or 
given concessional contracts for their exploration.

Several writers, including Qardawi discuss the principles underlying 
Islamic taxation which are shown to be in conformity with the criteria laid 
down for just and efficient policies by the modern economists (313, II: 
1038-1052). Atif al-Sayyid17 explains how Zakat surpasses all civic taxes 
in having three virtues: the Zakat payer has a deep sense o f  duty towards 
the Law-Giver, he has a genuine dedication to the aims and objects of this 
levy and he is aware o f  his ability to pay it. Mabid Mahmood finds in Zakat 
a powerful means of redistributing political power which he regards to be 
a function of wealth (624: 43). Several writers discuss the economics of 
Zakat in relation to savings and investment to which we shall turn later in 
the chapter on economic analysis.

Inheritance
The Islamic laws of inheritance are invariably mentioned by our writers 

along with Zakat in view of  their redistributive function, and their role in 
removing concentrations of wealth is highlighted by almost every writer. 
Whereas Z aka t redistributes wealth in the present generation, the Islamic 
laws o f  inheritance do so between the outgoing generation and the present 
one, so that the wealth accumulated at one point, despite Zakat, is further 
dispersed.

Social Security and Insurance
Social security is generally discussed in the context of Zakat. Historical 

material on how the early Islamic State arranged social security is pre
sented by almost every writer on the subject. It is affirmed that new in
stitutional arrangements can always be devised and the various institutions 
in modern welfare states are referred to approvingly. The principles in
volved have been discussed, among others, by Baqir al §adr (171:615-623). 
The subject has also been discussed at the International Islamic Conference 
at Cairo, Kuala Lumpur and other places and practical suggestions 
mooted (300; 405).

Besides Zakat which provides the Islamic State with funds to finance 
social security measures, Islam lays great stress on voluntary assistance to 
the needy. An elaborate concept o f  mutual responsibility has been pre
sented by Sayyid Qutb (62), among others. Kashif18 conccives of  a social 
security scheme in which the state collects Zakat from the haves and trans
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fers it to the have-nots; the employers contribute towards the pensions and 
Provident Funds of their workers; and the individual with a capacity to 
pay, contributes in the form of insurance premia. While Zakat caters to the 
poor and the needy, insurance takes care o f  the risks to which life and 
property are exposed.

Insurance
Insurance continues to be one of  the most controversial subjects in the 

literature. Opinion is sharply divided both on the principle o f  insurance 
and the forms of its organisation.

Several writers see nothing wrong in insurance, in so far as the basic 
principles underlying insurance are concerncd. It is free from gambling, 
can be freed from interest which is involved in its present practicc, and the 
ignorancc (jahl) and uncertainty (gharar) involved arc not o f  a degree large 
enough to call for its prohibition. These writers include Zarqa (380)19, 
Yousuf Moosa (256: 101, 181), Ali al Khafeef (361), Mohammad al Bahy 
(351), Sanousi (373), Roohani (372), Jahaw i (7 7 ,1: 441-470), Taqi Amini 
(556: 231-232), Sheikh Mahmud Ahmad (168: 201-203), A. Mannan 
(132: 353-360), Siddiqi (374), Shaheedi and A wad.20

Some writers agree with this view so far as general insurance is con
cerned, but they find life insurance unacceptable as it involves gambling 
and uncertainty and militates against the Islamic conception o f  taqdir. Abu 
Zuhra (376; 365), Ahmad Ibrahim (357) and Shaukat Ali Khan21 take this 
stand.

There are some ulema (Scholars o f  Islamic Law), who find an element 
o f  gambling in all kinds o f  insurance as a matter of  principle. They also 
find some other objectionable features, such as riba and uncertainty 
(gharar) inalienably associated with insurance. Some of  them, finding that 
it docs not conform to any one of the various contracts validated by 
Islamic jurisprudence, regard it to be an unnecessary innovation. Sheikh 
Bakheet (355: 72), Abdullah al Qalqeeli (365), Mustafa Zaid (597; 376), 
Mufti Mohammad Shaft (531), Jalal Mustafa al Sayyad22 and Shaukat Ali 
Kahn23 take this stand.

Those who find insurance acceptable in principle generally prefer mutual 
insurance which is organised on a co-operative basis and does not lead to 
exploitation. The same is true if insurance is organised by the state. But 
commercial insurance involves exploitation and certain other objectionable 
features, and is therefore ultravirus o f  Islam. Abu Zuhra (355; 376; 365), 
Issa Abdouh (350), Muslehuddin (369), Dasooqi (355) and Ahmad Fahmi 
Abu Sunnah24 who otherwise find the principle o f  insurance acceptable, 
have offered this opinion. A ttar25 refutes the view that insurance is 
gambling but he finds it unacceptable as most o f  its present forms involve 
a high degree of  uncertainty and the possibility o f  fraud. He allows
m utual insurance schemes but prescribes a num ber o f  m easures directed
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at purging commercial insurance o f  its undesirable features (pp. 41-42). 
He envisages a system of  insurance which is based on Zakat.

Several writers, including Sheikh Ali al Khafccf, Zarqa26 (380), Siddiqi 
(374) and Jahaw i (77 ,1: 441-470) argue, however, that the same principle 
underlies all forms of organised insurance, it  is possible to regulate com
mercial insurance in such a manner that it functions without exploitation.

Mawdudi has opined that insurance, which presently involves interest, 
gambling and a violation o f  Islamic laws o f  inheritance can be reorganised 
free of  these evils (51: 408-411). But he has not spelled out the details. The 
same is true of Yusufuddin (165, 11: 452-454).

Insurance has been discussed at a number of Islamic conferences but a 
favourable verdict on commercial insurance has been withheld in view of 
the objections of the above-mentioned eminent scholars. This is brought 
out by the resolutions passed at the 1965 Islamic Research Congress at 
Cairo (211) and those adopted in 1969 at Kuala Lumpur (405: 202). As 
recently as 1976 the First International Conference on Islamic Economics 
held at Makka resolved that: “ The Conference feels that commercial 
insurance as presently practised does not realise the SharVah aims of 
co-operation and solidarity because it does not satisfy the Islamic con
ditions for it to become acceptable.

“ The Conference recommends the establishment o f  a  committee con
sisting of  specialists in SharVah and Economics to recommend a system of 
insurance which is free from riba and speculation, promotes co-operation 
in accordance with the SharVah, and helps replace the current form of 
commercial insurance.” 27 Most o f  the ulema in India and Pakistan re
sponding to a  questionnaire issued by Majlis Tahqiqat SharVah, Lucknow 
(366) also regarded insurance as legitimate in principle.

The most important issue in the controversy is whether insurance 
involves gambling. Those who insist that it does quote the relevant 
definitions given by early jurists. But several writers including Zarqa (380), 
Ali al Khafeef (361), Attar, Awad28and Tahawi (5 5 ,1: 451) have pointed 
out the difference between insurance and gambling. Siddiqi has shown the 
difference between the risk taken by the gambler, which he creates for 
himself, and those involved in the ordinary business of life that the 
insurers try to meet, utilising the law of  large numbers, at a cost (374). He 
has also discussed the economic roles o f  gambling and insurance. Gambling 
upsets the normal system based on work and reward and is inimical to 
equitable distribution o f  income and wealth, whereas insurance protects 
the disruption of the system by accidents and events beyond human con
trol. Sayyad29 has failed to take these points into consideration and 
dismisses some other dissimilarities between gambling and insurance on 
insufficient reason.

Next to gambling the commercial organisation of  insurance has been 
the target of  attack. The rccent trend has been in favour of nationalisation
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of insurance. Most writers make a plea for a comprehensive system com
prising Zakat-based social security and insurance administered by the 
state. Mutual insurance should be allowed in matters not covered by the 
state system. As regards commercial insurance it may be allowed to 
function in certain areas where great importance is attached to innovation 
and initiative (374).

Most of the contributors on the subject have been ulema who have little 
knowledge of Fxonomics. As a result there is little economic analysis in 
most o f  the works on the subject. Very few have referred to the law of 
large numbers which lies at the basis o f  insurance and little effort has been 
made to assess the economic significance of insurance in modern life. Some 
writers seem to be under the misconception that a comprehensive social 
security system will do away with the need for insurance. They fail to dis
tinguish between the fulfilment o f  needs and arrangements designed to 
increase efficiency and ensure the smooth functioning of large-scale 
business and industry.

They ignore the obvious point that individuals should be encouraged to 
provide for themselves, as far as they can, and protect themselves against 
insurable risks. The state should be called in for helping only those who do 
not have the capacity to do so, or fail to do so.

As ably argued by Fanjari in a recent paper,30 there are separate roles 
for Zakat-based social security and insurance organised on the basis of 
contributions made by the individuals involved (pp. 7-8). This point is 
increasingly being appreciated and one tends to agree with Fanjari that the 
area o f  consensus is widening and that of controversy shrinking in respect 
of  commercial insurance also (p. 35).

Money and Banking
It is the privilege of the state to issue money and control its supply, that 

much is above controversy. The introduction o f  paper currency raised 
some new issues for the jurists but it was soon agreed that it made no 
difference.

Baqir al Sadr (171: 325-331), Mahmud Abu Saud (5), Mahmud 
Ahm ad31 and Kahf (612: 65-68) have paid special attention to money and 
its role. Baqir and Saud concludc that the use o f  money as a store o f  value 
is a  source of many troubles. While Baqir regards Zakat, which discourages 
idle cash balances, and abolition o f  interest, which frustrates the desire to 
earn guaranteed profits by using such money, as sufficient remedies for the 
troubles in the Islamic system, Abu Saud does not stop at that. “ Jt is 
necessary to issue a new kind of money and subject it to a tax other than 
Zakat to check hoarding and ensure its continuous circulation and stop all 
usurious earnings arising from it” (5: 47). As a practical measure he 
favours the idea of stamped money,32 suggested by Gessel and briefly 
tried in the municipality of WoergI, Switzerland in 1922 (5: 40-45). The
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idea has failed, so far, to find support in the literature.33 One tends to 
agree with K ahf  when he says that “ Abu Saud’s proposal discriminates 
between money assets and non-money assets” and “ involves injustice by 
not taking into account the change of hands during the period and leaving 
the whole burden o f  the stamp on the last holder” (612: 67). Kahf thinks 
that, generally speaking, Islamic writers have overlooked the inter- 
temperal use of  money, i.e. its function as a store of  value, which is a boon 
and not a  bane.

Of special interest in the context o f  money in an Islamic economy is the 
contribution o f  Mabid al Jarhi34 who pleads for the creation o f  a “ fiat means 
of  exchange” by the state and their supply free o f  cost (i.e. interest) to the 
public. This method, adopted along with abolition o f  interest will raise 
real income.

Akram has discussed money in the international context. An “ Islamic 
solution” to the present international monetary crisis lies in prohibiting 
interest, speculation, hoarding of gold and suspension o f  the foreign 
exchange market, the central banks becoming the only dealers of foreign 
exchange. Private use of gold may be banned and all the gold mined 
should flow directly to the monetary authorities (558). Such sweeping 
reforms cannot be considered, much less accepted, unless they are sup
plemented by a detailed discussion on the pros and cons, which Akram 
fails to provide.

Banking
The Islamic evaluation o f  modern banking centred around the evils of 

the institution of  interest. Very soon it developed into an exploration which 
bears great promise of giving modern man a new^and just institution, of 
banking without interest.

In discussing modern banking some writers attack the institution of 
credit and its creation by commercial banks. Mawdudi’s otherwise 
brilliant study is a  case in point (521: 117-133). Issa Abdouh also thinks 
that credit creation by banks is prejudicial to the interest o f  people with 
small incomes (382). Muhammad Uzair blames wide fluctuations in money 
supply and credit creation for trade cycles (422). This trend culminates in 
the suggestion made by the Economic Committee of Jama'at-i-Islami 
Pakistan that the power to create credit be taken away from Commercial 
Banks (126: 80-82). K ahf also deprives private sector banking o f  the 
power to create^redit, which should be the privilege of the state, the sole 
creator o f  money (612: 65-68). Naseer A. Sheikh also regards the power 
of  banks to create money or to extend credit to be the cause of money ills 
(154: 78), and so do Assal and Fathi.35

A: Banking Without Interest 
T he earliest references to  the reorganisation o f  banking on the basis o f
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profit sharing rather than interest are found in Qureshi (526), Naiem 
Siddiqi (419) and Mahmud Ahmad (168) in the late forties, followed by a 
more elaborate exposition by Mawdudi in 1950(521). We are not aware of 
any work on the subject in Arabic during the forties. Three early works on 
Islam’s economic system in Urdu by Hifzur Rahman (120), Gilani (28) and 
Yousufuddin (165) do not mention the subject.

Qureshi’s reference to the subject is brief (526: 156-160) and it is based 
on a wrong notion of mudarabah. Naiem Siddiqi is more elaborate, having 
separately discussed the depositor-bank and bank-businessman relations. 
He suggests a larger share o f  profit on long-term deposits, as compared to 
that on short term ones. Despite originality, his schcmc also suffers from a 
misconception about mu(Iararbah (419). Mahmud Ahmad bases his scheme 
on partnership, ft is not entirely clear whether he distinguishes mudarabah 
from Shirkah (168: 190-224). In Mawdudi’s scheme deposits will be 
accepted from the public on the basis o f  partnership, profits being dis
tributed on these “ shares” . Deposits will also be accepted as “ loans” 
repayable on demand and “ amanat” repayable on demand. The “ loan” 
deposit funds will be utilised by the bank for making advances to business
men on the basis of  mudarabah, a facility against which they will be 
obliged to give short-term interest-free loans from out of  the same funds.

Mawdudi has expressed himself against collection and disbursement of 
Zakat funds by Islamic banks (133: 304-305).

Though a small booklet of 21 pages, Muhammad Uzair’s “ An Outline 
o f  Interestless Banking” has the distinction o f  being the first published 
work exclusively devoted to the subject by a professional economist (422). 
It contains the core of  all the future proposals on the subject, basing 
dcpositor-banker and banker-businessmen relations on mudarabah, which 
is defined correctly. It does not discuss central banking and takes the 
unrealistic stand that there should be no credit creation. It contains a good, 
though brief, discussion on international financial relations. In a later 
study (423) Uzair suggests centralised management o f  all foreign trans
actions in the banks of  the state.

Ahmad Irshad’s work (400) is also devoted exclusively to the subject and 
contains useful suggestions on the creation of reserve funds to absorb 
losses. It discusses Industrial Development banks, building corporations 
and consumption loans. The scheme suffers from a wrong notion about 
mudarabah as sharing of both profits and losses by the business partners.

Abdul Hadi Ghanameh's 1968 paper on the subject (392) takes a line 
different from the one along which further thinking on the subject has 
developed. He relies on issue o f  common stock for long-term financing and 
the use o f  mutual funds for short-term financing. “ A mutual fund is an 
investment company that buys the common stock o f  other industrial or 
commercial companies” (392:96). Unfortunately, the comprehensive book 
which G hanam eh promises in this paper is not available to  us to  enable a
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detailed comparison between his scheme and the one that seems to have 
now found general acceptance.

Muslehuddin’s30 rejection of  mudarabah as the basis of interest-free 
banking is largely a product of his narrow legalistic approach to mudarabah 
and o f  his failure to realise that the very concept of banking is bound to 
undergo a change once it is organised on a basis other than interest -  a 
point ably argued by Tawfiq Shawi.37 One such change is a sharp decline in 
the banks’ lending activity and an increase in investment proper.38 As a 
matter of fact, an interest-free bank cannot function as a purely commercial 
bank.

Muslehuddin’s contention that the “ Islamic bank will not be able to 
make advances to the concerns which have already invested capital o f  their 
own . . .  for it will be quite against the principle o f  mudarabah,39 has no 
basis in Islamic jurisprudence and ignores the evidence cited in favour of 
the contrary from all the four schools o f  Islamic Law” (176: 72-85).

Another argument against the feasibility o f  mudarabah is fear o f  fraud
ulent practices by banks’ business partners who may understate their 
profits. This view has been controverted by pointing out the possibility of 
financial and management audit taking care of  such practices. It has also 
been argued that firms failing to report good profits will lose the chances of 
getting more bank advances and this would serve as a deterrent to such 
practices.40

As regards the supply of short-term credit in an interest-free system it is 
recognised by almost every writer on the subject that mudarabah can be a 
basis o f  such credit only to a limited extent. This docs not, however, pre
clude other solutions as discussed below.

Having rejected mudarabah, Muslehuddin fails to provide an alternative 
basis for interest-free banking. As banking for him means commercial 
banking, he ends up with a plea for allowing the banks to realise “ service 
charges” on loans.41 The main issue o f  intermediation between savers and 
investors on a basis other than fixed-interest payment remains unresolved.

The view that mudarabah cannot provide an alternative to interest 
in the reorganisation o f  banking has also been expressed by Dr Mahmud 
Abu Saud on a different ground.42 He thinks such a reorganisation will 
lead to the emergence o f  a  “ black market” in which interest will reappear.43 
Should the authorities succeed in enforcing the legal prohibition o f  interest 
successfully, savers will prefer the stock market and buy shares rather than 
deposit in mudarabah banks.44 Hoarding will increase and the monetary 
authority will be constrained to create more and more cash.45 This, 
coupled with the increased demand for interest-free loans and the pos
sibility o f  the sudden release of the hoarded cash on the stock exchange 
will pose a constant threat of inflation to the system.46

His own solution to these dangers lies in Zakat which can be best 
applied by taxing money in circulation in a  way sim ilar to  tha t suggested
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by Silvio Gessel.47 We have already examined this suggestion above. It is 
obvious that Abu Saud has not cared to examine in detail the recent 
elaborations o f  the mudarabah-based model o f  banking, briefly discussed 
below. His reference to this model as the “ Mawdudi-Qureshi School” 48 
and his failure to take notice of the more systemic works appearing in 
the sixties and seventies bears this out.

A mature and comprehensive model of interest-free banking has 
resulted from works appearing in the late sixties by the late Dr. Abdullah 
al Araby (384), Siddiqi (417), Baqir al Sadr (387) and Najjar (411). 
Followed by the Egyptian study in 1972 and the deliberation at the 
Karachi Conference o f  the Finance Ministers of the Islamic Countries in 
1970, they lead us to the adoption of the charter o f  the Islamic Develop
ment Bank in 1974, which is the first major institution o f  its kind in 
history. In between we have the “ Kuwaiti Investment House” project 
(405) and some periodical literature contributed by Shalbi (415), Mahmud 
Ahmad (628), Hud a (397), Mannan (407), Muhammad Uzair (420; 421) 
and Ibrahim Dasooqi Abaza(381).

A. Mannan’s textbook on Islamic Economics (132) has a separate 
chapter on the subject and Dr. Issa Abdouh has also written on the 
subject (382; 505).

More contributions have been made during the early seventies, including 
fairly comprehensive studies by Gharib al-Gammal (391), Mustafa 
Abdullah al-Hamshari (396) and Sami Hamud,49 besides the papers 
presented at the Makka Conference on Islamic Economics.

With the exception of Najjar’s scheme, the first mentioned works con
ceive the bank mainly as a financial intermediary mobilising savings from 
the public on the basis of profit-sharing (mudarabah) and making advances 
to entrepreneurs on the same basis. Profits of enterprise are shared by the 
bank according to a mutually agreed percentage. The bank shares these 
profits with depositors in the mudarabah accounts according to a percentage 
announced by the bank in advance. Liability to loss in capital in the bank- 
entrepreneur deal attaches to the bank, though the bank is not likely to 
incur losses on the totality o f  its advances due to diversification o f  invest
ments. Depositors in mudarabah accounts can be absolved of the risk of 
loss, attaching to them in principle, by a number of practical devices. A 
different position is taken by Baqir which is noted below. The banks shall 
also accept deposits in current accounts with the promise to pay on 
demand. No profits are to be paid to such depositors from whom a service 
charge may or may not be collected. The bank shall be obliged to grant 
short-term interest-free loans on a limited scale.

This being the essential core of the model, individual contributions have 
special features to which we turn now.

Najjar’s banks are institutions designed to promote savings and effect
their useful em ploym ent in the rural sector. They would be actively in
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volved in developmental projects resorting to partnership, instead of 
mutjarabah. They have a “ Social Service Fund” attracting Zakat donations 
from the public and organising social services in the locality. They arc a 
decentralised chain o f  institutions sharing the features o f  a local bank, a 
co-operative society and a social service organisation. Najjar does not 
discuss the other issues involved in commercial banking and central bank
ing. He regards the reorganisation o f  banks without interest as part o f  the 
larger issue restructuring the backward economies o f  the Islamic countries 
so that stagnation is ended, dynamism introduced and the process of 
development started, utilising Islamic values and traditions. The model of 
interest-free banking he presents is incidental to this larger theme.

Baqir’s work is a response to a  questionnaire by a group of  people in 
Kuwait who wanted to know how they could launch a banking company 
without interest. He presumed that he had to take as given the actual 
reality obtaining in Kuwait and elsewhere, that the rest of the system con
tinues on un-Islamic lines, and the other banks and financial institutions 
with which the proposed bank would have to interact and compete con
tinue to function on the basis of interest (387: 57). Accordingly his work 
does not answer the theoretical but larger question: how banks would 
function in an interest-free Islamic society. His frame of  reference also 
excluded any discussion on credit control, consumer finance and finance 
for the government. Credit creation and financial papers are discussed in 
the very limited context o f  the operation of a single interest-free bank 
surrounded by a sea o f  interest-based institutions.

Unlike Najjar’s banks, Baqir’s bank is a financial intermediary not 
directly participating in productive enterprise. Another significant feature 
o f  his bank is that depositors are absolved o f  the liability to loss, even in 
principle (387: 72, 187). He is mostly concerned, however, with the juristic 
justification of this guarantee and does not go into its economic rationale. 
This preoccupation with the legality rather than economics o f  the various 
provisions he has suggested has a deep impact on his entire work. For 
example, he discusses the various “ valid” ways o f  the bank charging a fee 
(JVala), which appear to be devious methods of ensuring a reasonable 
income to the bank itself -  something to which a straightforward approach 
is also possible. He has even suggested that the bank make a deposit with 
some other (interest-based) bank in order to earn interest to meet a par
ticular need (387: 104). Such a suggestion may not be morally repugnant to 
some people, but what is important for this study is its irrelevance for 
Islamic economics where what matters are viable alternatives to the 
present arrangements that have universal validity.

As exemplified by Baqir’s Appendices three and five, his keenness to 
absolve the depositors of even the theoretical liability to losses has given 
rise to serious difficulties relating to the legal status o f  the bank and justifica
tion of its share in profits. It is no longer the w orking partner (‘Amil) in
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relation to the depositors and the capitalist partner in relation to the 
businessmen, in nnujarahah contracts -  a position it enjoys in the models 
suggested by Siddiqi and Abdullah al-Araby. He seeks to resolve this 
difficulty by relying on particular juristic opinions whose general accepta
bility is very doubtful. Kahf rightly notes “ the suggested application of  the 
principle of the prize, Ji'ala  as called in Islamic jurisprudence, as percentage 
o f  the time deposit bears only a formal difference from interest and I could 
not find any difference between them as far as content is concerned’*, and 
that “ to have a workable set up in the long run being built on legal tricks 
as part o f  its structure does not seem to me logically sound” (612: 91-92).

Though the major part o f  Abdullah al-Araby’s paper deals with the 
evils o f  contemporary banking, his brief discussion on interest-free banking 
contains the essential core o f  the model stated above. Besides, he has also 
discussed international banking, agricultural banks, industrial banks and 
savings banks.

Siddiqi is mainly concerned with the economics of  interest-free banking, 
having disposed of the juristic issues in a separate work (249). He has full 
length discussion on the creation and control of  credit, consumer finance 
and finance for the government and, provision of short-term interest-free 
loans to business. He introduces ccrtain financial papers to replace bonds 
and securities. His main contribution lies in a number of  novel suggestions 
relating to central banking.

“ The central bank will offer refinance facilities against interest-free 
loans made by the commercial banks, in case these banks need 
additional cash to maintain their liquidity. The extent o f  accom
modation provided by the central bank will be fixed as a ratio to 
Joans made by commercial banks” (158: 105).

It is pointed out that the “ refinance ratio” would serve as a means for 
contracting credit in inflationary situations and as an instrument of 
selective credit control, as different refinance ratios could be fixed with 
respect to loans given to different sectors o f  the economy (158: 105).

Siddiqi suggests the use o f  “ shares” issued by the government for 
financing public sector enterprises as a means o f  open market operations 
by the central banks (417: 123-129). Loan Certificates of various de
nominations and different maturities, to be issued by the government, are 
suggested as a means of  providing short-term financc for it. He suggests 
tax concessions as an incentive to the “ buyer” of  these certificates (417: 
149-182). He has also suggested how incentives could be built into the 
system in order to make the banks provide short-term interest-free loans 
for business (417 : 44-60). The problem how to ensure an equilibrium 
between the demand for interest-free loans and their supply has been dis
cussed by Siddiqi in his recent paper.50 Much of  the demand for call money
and very short-term  loans em anates from within the financial sector itself



A Survey o f  Contemporary Literature 225

and is likely to be eliminated as that sector shrinks in consequence o f  the 
abolition o f  interest. In the production sector, the total demand for short
term credit depends on the volume of  long-term investment and the
extent of trade credit (credit by one firm to another). Credit needs for the
week or the month can be estimated at the macro-level. This could be done 
by the central bank -  which would then ensure a supply commensurate 
with the demand by manipulating the “ refinance ratio” and the “ lending 
ratio” . The task of allocating these loanable funds at the micro-level would 
then be performed by individual banks on the following criteria:

(1) Specific credit needs o f  a  firm.
(2) Social priority attaching to the enterprise.
(3) Nature o f  the security offered against the loan.
(4) Whether the credit seeker has also obtained long-term advances 

from the bank for the same enterprise.
(5) Annual, monthly or weekly average of the applicants balance in 

current account with the bank.

It is within the competence of the Central Bank to exercise direct and 
indirect influence on banks’ decisions on the second ground. Discrimina
tory use o f  the refinance ratio is a case in point. Banks are expected to 
prefer good securities over the not so good and patronise client firms over 
enterprises in which they have no stakes. A credit seeker’s average bal
ances in the current account may provide a basis for overdraft facilities -  
one form in which short-term credit is granted.

“ The Egyptian Study on the Establishment of the Islamic Banking 
System” envisages a  Z akat Fund and a “ local and public Islamic Fund” , 
besides organising the normal banking functions on the basis o f  mudarabah. 
While the essential core o f  the model remains the same as stated above, the 
proposed scheme has a number o f  distinguishing features.

Depositors in the current accounts are offered, besides being free from 
service charges, “ a part o f  the profits due to the bank as its contribu
tion” (390: 20). They are given priority in banking services such as 
“ accepting bills o f  exchange” without interest. Depositors in “ savings 
accounts” are offered overdraft facility, without interest, as well as other 
services such as letters o f  credit and acceptance of  their bills of exchange, 
besides their due share in profits on the basis o f  mudarabah (390: 21).

As regards interest-free loans to the public, they may be given out of 
Zakat funds. Regarding bills o f  exchange two ways are suggested. The 
bank may give cash to the creditor and become a sharer in the profits of the 
buyer, on the basis o f  mudarabah. Alternatively, it may cash the bill (which 
amounts to an interest-free loan to the buyer) provided the parties con
cerned have a current account with the banks with an average annual 
balance amounting to a certain percentage o f  the value of the bill (390: 
25). The second m ethod is recom m ended only in case the first is not
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feasible. Jt might be noted thal Mawdudi (521) and Siddiqi (419) had 
suggested the same.

Ali Abdur Rasul allows discount on bills of trade.51 The legal principle 
involved in “ leaving a part of a loan to (be appropriated by) the one who 
gets that loan repaid (by the borrower) as a reward o f  this service of 
securing the repayment” .52 It follows that if a  loan is not actually repaid no 
reward can be paid.53 This view does not find support in the literature for 
the obvious reason that it amounts to charging interest on the advance made 
against a  bill o f  exchange. While Ali Abdur Rasul’s reference to Maliki 
jurists deserves consideration by experts on Islamic law, a look at the 
economic implications of  his suggestions is more appropriate for us in this 
study. It would not be objectionable if a reasonable service charge was 
allowed to the bank which makes an interest-free loan against a bill of 
exchange, subject to the condition that the borrower will repay the loan if 
the bill is not honoured by the drawee on maturity. The intent and impact 
o f  a discount is different, being similar to interest on the sum lent, irre
spective o f  profit or loss in the business which is financed. Ali Abdur Rasul 
says nothing as to  the rate o f  this discount, maybe its determination is left 
to the market, as is the rate of  interest. Some writers have rightly pointed 
out that a profit arrangement should be possible in case of most of the 
bills o f  exchange.

Uzair thinks the annual rate of return in an enterprise can be applied 
for calculating the returns on advances made for a period o f  one to three 
months.54 Alternatively we can try to determine the specific rate o f  return 
on the funds advanced. But it may not be possible to do so in many cases. 
For short-term loans for less than a month, Uzair suggests “ service 
charges” on a per transaction basis.55 The bank would not get any reward 
for lending as service charges will have to correspond to the actual costs of 
servicing these loans. Uzair has rejected the idea of arranging the supply of 
short-term credit as a free service on the ground that “ the solution for a 
business problem has to be found on business lines rather than as a good
will gesture” .56 One wonders how lending could be a business proposition 
once interest is abolished. Defining business as an activity directed at 
profits, a “ business loan” is a  contradiction in terms as a “ loan” cannot 
carry a profit under Islamic law. The need to “ modify the conceptual 
framework of economics to suit the requirements of Islamic economics” 57 
is not confined to the concept of capital alone. The concept o f  “ loan” also 
qualifies for this purpose.5**

The problem of bad debts is solved by means o f  “ Co-operative In
surance” to which “ borrowers contribute a certain sum of money to cover 
the possible risk” (390: 43). Zakat funds provide the other source out of 
which bad debts can be recovered.

Local banks may carry out direct investment besides advancing capital 
on the basis o f  mudarabah.
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The Egyptian study also spells out the salient features of central 
banking and international banking. The International bank would serve as 
a link between the national banking, commercial, developmental and 
Zakat-based institutions in Muslim countries. It would finance commercial 
and developmental institutions in these countries. It would also organise 
commercial exchange between Muslim and non-Muslim countries, 
besides functioning as a  clearing house for intra-Islamic transactions. The 
study also envisages the setting-up o f  an investment and development body 
of Islamic countries.

The “ Kuwaiti Investment House” project which antedates the Egyptian 
study, and also the works o f  al-Araby and Siddiqi, was much limited in 
scope (405). It was to be a joint stock banking institution making diversified 
investments on the basis of mudarabah. An outstanding feature of that 
project was its elaborate scheme of precautionary reserves and profit 
distribution designed to protect the interests of the depositors and share
holders. It envisaged collection and disbursement o f  Zakat funds and the 
supply of  interest-free loans on a limited scale. Recently a number o f  banks 
have been established which are committed to eschew interest and promote 
Islamic ideals, the foremost being the Islamic Development Bank at 
Jeddah.

B: The Islamic Development Bank
The purpose o f  the bank is “ to foster economic development and social 

progress o f  member countries and Muslim Communities individually as 
well as jointly in accordance with the principles of the Sharl'ah" (389: 
Article 1). It will “ participate in equity capital of productive projects and 
enterprises in member countries” , “invest in economic and social infra
structure projects in member countries by way of  participation or other 
financial arrangements” , “ make loans to the private and public sectors for 
the financing o f  productive projects, enterprises and programmes” and 
“ establish and operate special funds for specific purposes including a Fund 
for assistance to Muslim communities in non-member countries” (Article
2, i-vii). It will also operate Trust Funds, accept deposits and raise funds in 
any other manner. It will provide technical assistance to member countries 
and assist in promotion of  foreign trade, especially in capital goods, among 
member countries (Article 2: vii, ix). It intends “ to co-operate . . .  with all 
bodies, institutions and organisations having similar purposes, in pur
suance o f  international economic co-operation” (Article 2, xii). An 
important function o f  the bank shall be “ to undertake research for 
enabling the economic, financial and banking activities in Muslim countries 
to  conform to SharVah” (Article 2: xi).

“ The authorised capital stock o f  the Bank will be two thousand million 
(2,000,000,000) Islamic D ina rs . . . ”  (Article 4, 6), one Islamic Dinar 
having the value o f one special D raw ing R ight of the IM F (A rticle 4a).
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As to financing “ the Bank shall seek to maintain a suitable ratio between 
equity investment made in, and loans granted to, member countries” 
(Article 16, 4). “ The Bank shall retain the option to sell its equity par
ticipation” (Article 17, 4). Normally it will not provide loans to an enter
prise in whose equity it has participated (Article 17, 6). It shall “ seek to 
maintain reasonable diversification in its equity investment” (Article 17,8).

“ The bank shall levy a service fee to cover its administrative expenses” 
(Article 20, 3).

Regarding the distribution of profits it has been provided that “ no part 
of the net income or surplus of the Bank shall be distributed to members 
by way of  profit until the General Reserve of  the Bank shall have attained 
the level o f  twenty-five per cent of the subscribed capital”  (Article 42, I). 
This distribution “ shall be made in proportion to the number of shares 
held by each member” (389: Article 42, 4).

Discussing the distinctive features of the Islamic Development Bank in 
the light o f  its Articles o f  Association and the highlights o f  the Islamic 
economic and banking systems, Shawi59 points out that the crucial 
decision not to operate on the basis o f  interest has led the IDB to devise 
unique methods not traditionally adopted by development banks, such as 
participation in development projects at all levels -  supply of  capital, 
management and sharing o f  profits and losses.

The decision to attract deposits from the public (e.g. through issue of 
investment certificates) is another unconventional step the IDB has taken 
in view of  the fact that it cannot go to the money market to obtain funds.

Shawi also points out the important place given to social progress side 
by side with economic development. This again is unique as conventional 
banks are financial institutions interested in profits or in the case of 
development banks, in “ economic” development. The IDB is an expression 
o f  the solidarity o f  the Islamic peoples. The concept o f  the Islamic Dinar is 
a pointer towards a currency union of the Islamic countries.80 Its adoption 
as the unit of account will protect the bank from the consequences of  price 
fluctuations in the countries with which it is dealing. The provision that the 
value of the Islamic Dinar equals the value o f  one SDR is transitional. It 
suits the member countries under the present circumstances, but they can 
specify its value otherwise if and when they find it advisable to do so.

The evil consequences o f  interest have been well known to the econ
omists as well as the laymen, but they had no alternative before them in 
banking and finance. Attempts at escaping from these evils through co
operative institutions o f  various types had failed because they catered only 
to the interests of  particular groups of  people and had to work as a part of 
the all-pervading interest-based system. The significance of  the Islamic 
Development Bank lies in being the heralder of a  viable and just alternative.

With the huge amount o f  investible funds available out of  the oil 
revenues o f  som e o f  the members o f  the Islam ic D evelopm ent Bank, and
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the vast opportunities of development waiting for investment in Asia and 
Africa, the stated objectives o f  the Bank charge it with great responsi
bilities and justifiably raise many expectations. Only the future can reveal 
how far these potentialities could be actualised. It seems however advisable 
to work for a network o f  similar institutions throughout the individual 
countries and communities involved in the process. Many writers men
tioned above advocate this step. It is hoped that the subject will in
creasingly attract expert attention, now that an impetus has been provided 
by the establishment of the IDB.

The IDB has already gone into operation and a report on the first year 
of  its working is available.61 Large unused resources are understandably 
causing a problem as Islamic avenues for the profitable utilisation are not 
immediately available. Yet the Bank has successfully participated in a few 
projects in Algeria and elsewhere.

The establishment o f  the IDB has been followed by a few more Islamic 
Banks at Dubai (386), Cairo and Khartoum. The Dubai Islamic Bank 
established in 1975 has successfully completed the first year o f  its operation. 
It has mostly gone into real estate business and construction projects. No 
reports are available on the one established at Cairo in 1976 and its 
counterpart at Khartoum. The Philippines Amanah Bank has also been 
working without interest as a subsidiary of the Central Bank of the 
Philippines which, as the custodian of its reserves, earmarks the interest 
due for a  special fund for Muslim welfare.

Industrial Relations, Labour and Population Policy
Those who have paid special attention to labour and industrial relations 

emphasise dignity o f  labour in Islam, the religious significance of good, 
honest work, and the labour’s right to a decent wage commensurate with 
the average standards o f  living in the society. There is great emphasis on 
co-operation between labour and enterprise and on mutual consultation 
as a  mode o f  decision making. Hameedullah (433), Yusufuddin (165: 
365-388), Gamaluddin (425; 426), Chapra (115), Tahawi (77), Ali Abdur 
Rasul,62 Abdul Hadi63 and Assal64 are some of  the writers sharing this 
emphasis. Abdul Majeed Qureshi, the Jama'at-i-lslami labour expert in 
Pakistan, makes a strong plea for just wages for the labour and that the 
privileged position o f  capital be taken away from it and be restored back to 
labour. “  ‘Depreciation’ of labour must be paid for: just as the expenses 
for maintenance, repair and reconditioning o f  buildings and machinery are 
accounted for in the expenditure o f  the business, similarly maintenance of 
health and medical aid should be fully accounted for in regular expendi
ture” (341: 27). Qureshi reserves half o f  the total profits o f  a concern for 
labour and would also like to see labour own 60 per cent shares in the 
concern at which they are working (441: 26-28). His notion of just wages
are, however, regarded as undefinable by Faridi (431: 64) w ho thinks
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Qureshi had adopted the Marxian approach. Shaft Malik too regards 
Qureshi to be vague and confused (435: 90). But the Jama'at-i-lslaml 
Pakistan Economic Committee report (126) echoes some of  Qureshi’s 
ideas. The just wages are defined by the report as a need-based minimum 
plus a  differential according to nature of work, technical competence, 
course of work, productivity and profitability o f  the industry. These 
wages must be supplemented by a number o f  other facilities: residential, 
medical, educational, recreational, etc. Labour is also entitled to a bonus 
or profits and to the produce of the industry at commercial rates, if not 
free. He should be given financial aid or interest-free loans (repayable 
subject to capacity to pay) in case of emergency. The idea o f  making 
labourers shareholders in the concerns in which they are working also finds 
strong support in the report (126: 28-32). Mawdudi has also endorsed 
this view “ so that they (labourers) become interested in the growth of the 
industry in which they are employed” (51: 405). The suggestion finds a 
place in the Jama'at-i-Islamf Pakistan Manifesto for the 1970 elections 
(125: 29).

Examining the notion of  “just wages” as elaborated in the above- 
mentioned report, Muhammad Akram finds its economic rationale 
dubious and suggests another model in which the wage rate is linked with 
the profits o f  the firm (613: 43 44). Distinguishing between need-based 
minimum wages and ideal wages which would “ bridge the gulf between the 
living conditions o f  the employers and the employees”  Chapra leaves the 
actual wages to be determined between these two limits “ by the interaction 
o f  supply and demand, the extent o f  economic growth, the level o f  moral 
consciousness in the Muslim society and the extent to which the state 
plays its legitimate role” (115: 12-13).

Population Policy
Population control through family planning has been one o f  the most 

controversial subjects in the literature. The permission or otherwise of 
birth control by individuals in certain circumstances, in the light of the 
Qur’an and the Sunnah, though relevant for this controversy, is not the 
matter that concerns us here. From the viewpoint of Islamic Economics wc 
are interested mainly in two points. Does there exist an economic base for 
population control? And if it does, is family planning permitted by Islam, 
as a means to this end? It is only on these points that we will record the 
various opinions below.

Writing in the late thirties Mawlana Mawdudi strongly opposed family 
planning. There is no economic case for population control. The argument 
based on scarcity o f  resources is dismissed as unrealistic and amounting 
to a loss o f  faith in God (458: 104-130). Population control has no place in 
Islamic eulture (458: 67-80). God is the real planner o f  the human popula
tion  (458: 150-153). Birth control leads to  m any physiological, m oral and
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social ills (458: 81-98). Economically too, it is harmful. It will decrease 
aggregate demand, reduce employment and cause depression (458: 99- 
100). As to the argument that family planning enables better nourishment 
and education of children, Mawdudi refers to the beneficial effects of 
adversity and wants on human character (458: 132).

According to him the only solution Islam presents for the problem of 
increasing world population is “ augmentation and full utilisation of  the 
resources o f  His bounty that God has created and a perpetual effort at 
discovering hidden resources” (457).

Endorsing Mawdudi’s views, Khurshid Ahmad (454), notes that the 
Malthusian prognosis on population growth has been belied by history 
(454: 168-172). There was never an economic case for birth control. This 
movement is a tool of Western imperialism to check the population o f  poor 
nations from rising and posing a threat to Western domination (454: 
176-180). “ Increase in population is generally beneficial economically” 
(454: 189). He has little faith in population projections. “ If the organisa
tional structure o f  the economy is developed in accordance with population 
there is no question of the population problem arising economically” . . . .  
There is abundance of natural resources . . .  if only the whole of the world 
was treated as one unit. “The real causc o f  economic decadence in the 
world is the selfishness o f  the Western man” (454: 191). “ The real solution 
lies in improving economic and cultural resources and increasing pro
duction” (454: 201).

Similar views have been expressed by Sheikh Abu Zuhra who opposed 
population control through family planning on religious grounds (448; 
449). He, along with Sheikh Khidr Husain, and most o f  those participating 
in a symposium held at Cairo in the early fifties (459) took this stand while 
allowing birth control for individuals in certain circumstances. The same 
is true o f  the deliberations at the international Islamic Congress at Cairo in 
1965 (211). This is also the dominant view in India and Pakistan.

The International Planned Parenthood Federation organised a con- 
ference on this issue in December 1971 at Rabat, of which the complete 
proceedings are now available in two volumes covering 1000 pages (452). 
Most o f  the participants considered population control through family 
planning as lawful in Islam and many regarded it as having become a 
necessity under the present circumstances. These scholars have discussed 
in detail the relevant issues of  jurisprudence and the points o f  law in
volved. An appendix quotes a number o f fa tw a  by eminent authorities on 
Islamic law such as Sheikh Abdul Majccd Saleem (which, however, 
touches only the individual aspect o f  the matter), Sheikh Mahmud Shaltut 
(which goes only a little further), Sheikh Hasan Mamoon (which permits 
family planning but warns against coercion) and Sheikh Abdullah al 
Qalqili (which allows population control through family planning)
(452: 541-566). Those w ho participated in the conference and supported
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family planning and population control include Ahmad al-Sharbasi (468) 
and Salam M adkoor (456). Another eminent scholar supporting popula
tion control through family planning is al Bahi al Khauli who declares that 
it is open to the rulers to appeal to the community to adopt this method, 
and to provide facilities for the same, when they find the social, economic, 
political and external circumstances o f  the community calling for such a 
policy (455: 192).

From among Islamic Economists who have discussed this issue, A. 
Mannan (132: 117-126, 138 147) admits that the issue is controversial, but 
he recommends population control through family planning, under the 
present circumstances and advances social, physiological and eugenic 
reasons in support.

Growth and Development
That one o f  the main objectives o f  modern Islamic states will be to 

achieve rapid economic development (221, II: 123-141) is a point stressed 
by all recent writings on the subject. Economic backwardness o f  the present- 
day Muslim countries and communities is seen as a hindrance to the 
fulfilment of  their Islamic role in the world and a blot on their Islamic 
identity. What, then, is the strategy of economic development in the 
Economic system of  Islam ?

Some writers, including Akram (483) and Fanjari (477; 478) lay the 
main emphasis on the transformation of man, and the ethos of an Islamic 
society.

AbSza (473) like Fanjari (477) sees a great role for Islam in economic 
development as it regards developmental efforts to be jihad. Once that idea 
catches on we can expect big results. Tah&wi also thinks that invoking the 
Islamic injunctions in the context o f  developmental efforts will prove to be 
the most effective way of  generating a powerful movement for economic 
development among the Muslim masses (77, II: 32).

According to Abaza (473: 1127) the SharVah calls for interaction and 
co-ordination between production and distribution in the framework of 
comprehensive economic planning, but conditions prevailing in the 
Muslim countries at present necessitate that priority be given to directing 
maximum efforts towards increasing production. Distribution can take 
priority when the fruits o f  these efforts are available. It is not the distribu
tion o f  a static quantity but that o f  a  dynamic and growing one that is 
visualised by Islam.

Malik ben Nabi (484: 51) questions the thesis that the key to economic 
dynamism is capital investment. The source o f  dynamism lies in man and 
in the collective will o f  the society. Islamic strategy for economic develop
ment should not blindly accept the supremacy of  capital lest it is frustrated 
because o f  capital shortage in M uslim  countries. It should rely on aw aken
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ing the man in the land o f  Islam and should generate a will for the per
formance of the Islamic mission for which economic development has 
become a necessary prerequisite. “The crucial issue in the world o f  Islam 
is not that o f  availability o f  capital, but that o f  harnessing the social forces: 
man, land and time, in a project propelled by a cultural will undeterred by 
any difficulties” (484: 84).

Malik ben Nabi regrets to note that countries in the Third World focus 
their attention on capital in planning for economic development. As they 
do not have enough capital they must borrow from others and depend on 
foreign expertise which has no intimate knowledge o f  the local situation. 
This strategy has failed to deliver the goods. He cites the experience of 
point Four programme to prove his point (484: 89-90).

As a recent example o f  economic regeneration based on the cultural will 
o f  the people and a strategy tailored for the local conditions Malik ben 
Nabi refers to China (484: 85, 90).

Malik ben Nabi is highly appreciated by Austervy who has some 
important points to make in an essay devoted to Islam and Economic 
Development (475). He finds the Islamic temperament uncongenial for the 
dynamic entrepreneurial role of Schumpeter’s egotistic and highly in
dividualistic innovators. The unsatiable urge for profits, the propensity 
to take risk and the will to dominate which lay at the root of  the economic 
revolution in the West arc conspicuous by their abscncc from the Islamic 
personality (475: 38-43). The motive force for economic development 
must, therefore, emerge from religion itself. Nourished by a desire to 
recapture the past glory of Islam, its mode has to be collective rather than 
individualistic, in consonancc with the nature of the desire and the 
temperament of  the Muslim Ummah. Economic development in an 
Islamic socicty has to be a co-operative affair (475: 96-113). He envisages 
a significant role for planning in economic development in Islam.

Faridi refutes the view that Islamic values are inimical to economic 
progress and points out that “ the present acquiescence in established 
institutions and practices has been borne of internal political organisations, 
colonialism and other vested interests. Islam has little to  do with it” 
(479: 53).

Kalim Siddiqi’s Islamic development plan regards the “ socialisation of 
surplus value” as the crucial issue and declares that “ only Islam can 
motivate voluntary sacrifice o f  it by the peasant and labourer” (494: 
26-27). It is for the Islamic State to ensure correct motivation. He con
cludes on the need for a  new Islamic model of industrialisation, finding the 
contemporary approach inept and unproductive.

While the afore-mentioned writers envisage a process o f  economic 
development that will be distinctively Islamic in view of the incentives, the 
collective mode and the way distributive justice is inalienably associated 
with the process o f grow th, there are others who regard development
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dependent on certain economic processes, o f  savings, investment and 
technological advancement and proceed to declare that all these shall find 
sufficient encouragement in the Islamic society to ensure growth. Listing 
the principal causes of growth as the effort to economise, knowledge of 
production and increasing amount of resources per head, Marghoob 
Qureshi cites the Qur’an and the Sunnah to emphasise that Islam ensures 
all of them (492).

Zubair85 finds Islam conducive to all the essential prerequisites of 
growth: it encourages accumulation o f  capital as well as human capital 
formation which leads to expansion in productive capacity. The resulting 
rise in income leads to increase in consumption as well as investment as 
Islam discourages idle cash balances.

Economic development in an Islamic framework has recently attracted 
several writers including Namiq88, Khurshid67 and Siddiqi.88 Khurshid 
Ahmad notes the “ crisis and revaluation” through which Development 
Economics is presently passing. Admitting the importance o f  technological 
relationship in any plan for development he stresses the point that techno
logical decisions are made in the context o f  value relations. Man is the 
active agent of change, and change in the hearts of  men is no less important 
than change in the environment.

He includes development of human personality as well as continuous 
sustained increase in national product with the correct product mix in 
goals of  development policy in Islam. In this context he emphasises pro
duction of  necessaries, defence goods and capital goods. Improvement in 
the quality o f  life involving distributive justice and employment come next. 
Balanced development, evolution o f  indigenous technology and “ re
education of national dependency on the outside world and greater inte
gration within the Muslim world” are the other goals listed.89 Siddiqi 
regards increase in production, distributive justice, environmental balance 
and improvement in the quality of life in the cultural sense as the four 
necessary dimensions of development in an Islamic framework. Dis
cussing the process o f  development in some detail and focussing on Africa 
and South and South East Asia, he concludes by enumerating the “ main 
steps required for initiating and accelerating all-sided development” as 
under:

(1) Transforming the individual through a massive educational drive, 
aiming at 100 per cent literacy, commitment to social goals and 
inculcation o f  Islamic values.

(2) Strengthening the Muslim states through a powerful Islamic move
ment resulting in popular democratic Islamic regimes committed to 
the Islamic mission.

(3) Creating a popular will to develop, under the leadership o f  the state 
supported by the socially-oriented entrepreneurs, involving the
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masses in productive work and fuller utilisation o f  natural and 
human resources.

(4) Curbing conspicuous consumption, both private and public, and 
guaranteeing a minimum level o f  consumption to all, accompanied 
by fiscal discipline ensuring the channelisation o f  the additional 
incomes generated to  capital formation.

(5) Regional planning to ensure economic co-ordination o f  the 
countries in North Africa and South and South East Asia to effect 
a  balanced development of the entire region making it self suf
ficient in food and agricultural products and most of  the manu
factured goods.

(6) Decreasing the dependence of the region on the developed countries 
by providing aid to the oil-poor countries out of the surpluses of  the 
oil-rich countries and promoting trade between the countries of the 
region.

(7) Reorganising the financial institutions to free them from instru
ments of exploitation and the means through which the few 
centres o f  high finance exercise control on the economics and 
societies o f  the poor countries.

(8) National planning within the framework of  the regional plan to 
ensure growth with justice, environmental balance and improvement 
of  the cultural life.

(9) Increasing co-operation with all the developing countries o f  the 
world through trade, aid and other suitable means with a view to 
decreasing inequalities between nations.

(10) Vigorous participation in the efforts to secure a new world order 
ensuring peace, progress and social justice.

IV

ISLAMIC CRITIQUE OF CONTEMPORARY ECONOMIC 
THEORIES AND SYSTEMS

Criticism o f  Capitalism and Communism dates back quite early in the 
literature on Islamic Economics. It started during the twenties and the 
thirties and it was largely the challenge of these alien economic philosophies 
which provided the impetus fer the first works on the subject that appeared 
during the fourth decade of this century.

Both laissez fa ire  capitalism and Marxian socialism have been subjected 
to  severe criticism. This criticism is generally based on the end products of 
these systems, in terms of injustice, human suffering and loss o f  individual 
freedom. But the philosophical and theoretical bases of  the two systems 
have also been examined and refuted. The philosophy o f N atu ral Law,
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Individualism, Utilitarianism and the view that pursuit o f  self-interest by 
individuals results in ensuring the social good, have all been rejected as 
baseless. Similarly the Labour Theory of Value, the view that forces of 
production determine relations of production which determine “ the 
superstructure of values” and the Marxian Theory of  state have also been 
criticised and rejected. The two systems have been characterised as two 
extreme and unbalanced approaches to solving man's economic problems 
and Jslam has been projected as the Middle Way assimilating the good 
points in both the systems and free from the imbalances from which they 
suffer. The great poet o f  Islam Muhammad Iqbal70 (d. 1938) had already 
popularised this approach long before scholars and journalists took up the 
subject.

Capitalism
Mawdudi (607: 26-51) mentions private property, freedom of enterprise, 

profit motive as the sole incentive, competition, discrimination between the 
rights of the employees and those of the employer, reliance on natural 
forces for growth and the principle o f  non-intervention by the state as the 
basic tenets o f  modern capitalism. He recognises an element of truth in 
these principles but finds them carried to extreme by capitalism. Undue 
emphasis on rights o f  individual ownership and freedom of enterprise 
played havoc during the industrial revolution causing widespread suffering 
and privation. The legalisation of  usury added to the anti-social character 
of  capitalistic enterprise leading to concentration o f  wealth and pauperisa
tion of the masses. Undue emphasis on self-interest and the profit motive 
produced a society devoid o f  humane character, brotherhood, sympathy 
and co-operation. He reviews the reforms introduced in capitalistic 
countries allowing an active role for the state and a better deal for labour. 
Despite these changes, large-scale unemployment and the existence of 
unsatisfied needs when production resources lie unutilised, the occurrence 
o f  trade cycles and the domination of  society by usurious financiers con
tinue today (607: 100-106).

Mahmud Ahmad rejects capitalism’s claim of being a self-adjusting 
process leading to maximum satisfaction o f  human wants, by pointing out 
the chaos it has led to. Economic crises arc sufficient to refute such a 
claim (168: 4-17). Quoting Halm, A. Mannan (132: 37-38) criticises 
capitalism due to its failure in maintaining full employment and ensuring 
free competition.

The main weakness of capitalism according to Baqir is its failure on the 
distribution front. Its emphasis on more and more production is mis
placed as more production does not ensure greater welfare (171: 240-241). 
Mabid Mahmud (624) and Chawdhri (620) make the additional point that 
it is through equitable distribution o f  the social product that welfare and 
satisfaction can be ensured and the size of the cake is not always relevant
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in this context. Every increase in the size of the cake in the capitalist system 
decreases human welfare and satisfaction as it increases the gap between 
the rich and the poor.

A strong condemnation of capitalism comes from Syed Qutb (500) who 
finds it to be thoroughly inhuman and un-Islamic.

Modern Theories of Interest
While the main targets of attack have been the absolute conception of 

individual ownership rights and the unrestrained nature o f  freedom of 
enterprise in capitalism and the cut-throat competition, the inevitable rise 
o f  monopoly capitalism, exploitation of labour and emergence o f  imperial
ism, the most criticised institution is interest which is regarded as the 
source of  many evils in the system. While we summarise the Islamic 
economists’ views on the institution as such in the next chapter, here we 
note their criticism and rejection o f  the various theories which seek to 
explain and justify interest.

Mawdudi (521) and Anwar Iqbal Qureshi (526) are the earliest con
tributors in this field in which Mahmud Ahmad (168), Issa Abdouh 
(504; 505), Mahmud Abu Saud71 and Nasser A. Sheikh (154: 71-75) have 
also contributed.

Abstinence and waiting cannot entitle the capitalist to a  reward unless it 
is proved that the use o f  borrowed capital necessarily results in profits. In 
the same manner merely taking a risk does not ensure augmentation of the 
capital risked. Productivity theory is without any proof as value- 
productivity of capital is subject to the uncertain conditions of demand and 
supply. Mawdudi finds Time Preference and Liquidity theories as partly 
valid in so far as an explanation o f  interest in the modern economy is 
concerned. But an explanation does not amount to a justification. An 
institution can be justified only with reference to its role in society and its 
usefulness for mankind. Mawdudi examines this role and finds interest to 
be the cause o f  many ills in society; economic and political as well as 
moral and spiritual.

Qureshi (526: 10-43) notes that there is no agreed theory of interest -  a 
point emphasised by several writers on the subject. He criticises the 
classical theory o f  interest along familiar lines. Rejecting the Productivity 
Theory as circular in its reasoning and the Time Preference Theory as 
based on false psychological assumptions he finds the Monetary Theories 
of Interest in their neo-classical and Keynesian versions as less concerned 
with causes of existence of interest than with how its rate is determined. 
He quotes Keynes to establish the possibility and desirability o f  a zero rate 
o f  interest. Mahmud Ahmad (168) and Farid (514) cite Harrod to establish 
the same point. Siddiqi (158: 113-114) quotes Shackle to belittle the role of 
interest and underline its “ paradoxical nature’’.

In his brilliant essay on “ Semantics o f the Theory o f  Interest” M ahm ud
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Ahmad (628)72 notes the confusion that is found in economic literature 
between the terms profit and interest. He gives numerous excerpts from 
Smith, Ricardo, Say, Malthus, Sismondi, Marshall, Fisher and even 
Bhom Bawerk in this context. He distinguishes between the entirely 
different economic roles played by loan capital and risk capital. Defining 
capital as “ that part of wealth which is used to create further wealth” he 
notes that “ risk capital is that variety of capital which agrees to relate its 
reward for its service o f  participation in the productive process to the 
measure of  value that its participation creates” (628: 179) but “ loan capital 
dictates its price of participation in the shape of a fixed rate o f  interest. Its 
charge i.e. interest, is the first charge to be met out o f  the value o f  our 
p ro d u c t . . . ”  (628: 176). “ Loan capital for this reason imparts a peculiar 
rigidity to the entire range of economic consideration, risk capital, on the 
other hand, projects a peculiar flexibility to the enterprises concerned. 
Loan capital by virtue of its interest, sets a limit to the marginal efficiency 
o f  productive effort, risk capital imposes no such limit and leaves it free to 
exploit all natural resources and employ all available manpower” (628: 
176). He regards interest to be the “ primary cause, with certain secondary 
causes which are themselves, reflex projections of this primary cause, 
which virtually perpetuates underemployment equilibrium” . Interest raises 
prices, profits and rents (628: 182-187). Mahmud Ahmad examines the 
arguments in justification of interest by analogy with rent and hire and 
finds them faulty. As to rent he notes that land is essentially productive 
whereas money capital is not: “ Money without labour will not produce 
anything at a l l . . . .  Land even without labour will produce something, it 
may be only grass to graze cattle on or bushes to provide fuel” (628: 185).

In case of hire: “ When there is loss by mischance or miscalculation, in 
the case of a hired item, it is the lender who suffers the loss; whereas in the 
case of money loan, every loss, whether by mischance, miscalculation or 
any other reason has to be borne by the borrower". He castigates Marshall 
for having invoked this false analogy between hire price and interest.

He concludes that interest is neither o f  the nature o f  profit nor o f  the 
nature of  rent and hire. Mahmud Ahmad discusses the nature and purpose 
of savings and finds the claim that advancing savings as loan is equivalent 
to foregoing a need or that it involves a sacrifice, to be a false claim with no 
basis in reality (628: 191-192).

Uzair also notes that the origin of capital and the accompanying 
justification of its remuneration are derived from the concept o f  physical 
capital -  capital goods -  accumulated in the primitive society. When the 
same justification for reward is applied to money capital it creates con
fusion.73 As stressed by several writers the uncertain world in which pro
duction takes place does not guarantee a positive value-productivity even 
to physical capital.74 

A searching criticism of some recent attempts to justify interest has been
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made by Mahmud Abu Saud75 who also warns “ against the tendency of 
treating money capital as if it were capital goods or real assets, a tendency 
that has become quite frequent in modern literature” .76 He examines the 
views of Samuelson, Patinkin, Joe S. Bain besides those of Schumpeter and 
Keynes. Samuelson equates the price with the rental of use of money, 
giving the impression that to use the service of money is exactly as to use 
the servicc o f  a doctor. The obvious objections to treating interest as rent 
are that money as a medium of exchange is not supposed to depreciate and 
that you do not rent something that perishes or disappears once you use it.

Patinkin considers interest as one of the forms o f  income from property. 
The argument is fallacious as interest is paid not only before the realisation 
of income but also irrespective o f  such a realisation. Moreover, Patinkin’s 
justification fails to cover the interest paid on consumption loans. Joe S. 
Bain equates the loanable funds with capital goods. Abu Saud points out 
that the owner of money capital is not the investor.

Of the two definitions of interest given by Keynes, the money rate and 
the commodity rate, the former is paramount to his time preference maxim 
as he considers that interest is the difference between the price o f  money 
today and its pricc at a future date. But what is that price? asks Abu Saud. 
“ The only way to find the price of money is to define its purchasing power 
. . .  this can be done for the present, but how can we find this price of 
money in the fu ture?"77

Keynes implicitly mentioned another definition of interest, a definition 
more indicative about its raison d'etre. In the course of analysing the 
reasons that make money rates of interest more acccptable than com- 
modity-rates, he mentioned that “  . . . the power of disposal over an asset 
over a period may offer a potential convenience of security, which is not 
equal for assets of  different kinds, though the assets themselves are of equal 
value. There is, so to speak, nothing to show fo r  this at the end o f  the period 
in the shape o f  output, yet, it is something for which people are ready to pay 
something" (General Theory, p. 225). Is it a fact nowadays that we have 
more security in future payments in money than in any other asset? Or is it 
the contrary? It is o f  course more convenient to be paid in currency, but 
it is not safer at all, so much so that it would have been more true to say 
that the interest at present is a premium -  not of security, but -  of in
security inherent in future money. Keynes went on describing his liquidity 
preference, ending by approving a “ depreciating or stamped-money” . If 
this is the case, then the whole concept of positive interest becomes void 
and the liquidity preference'attribute would no longer be valid as a justifi
cation for interest.7”

Turning to time preference Abu Saud notes that "the conception of 
future demand or the prefcrcnceof present goods over future ones, seems 
to me more of an arbitrary postulate than a real fact” .75' With reference to 
Bhoem Bawerk’s first two grounds o f time preference he asks how come
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the lender charges a majoration because the borrower prefers present to the 
future? And what is the countervalue o f  the agio, or what right has the 
money lender acquired to entitle him to this extra am oun t?80 As to the 
third ground, technical superiority of present over future goods, a 
reference is made to its refutation by Keynes. Further “ it is extremely 
important to notice that neither Bhoem Bawerk nor Irving Fisher dis
tinguished between liquid or money capital and capital goods,” 81 and in 
fact Fisher is telling us why there is interest by assuming the existence of 
interest, as the word “capitalized values” inevitably implies interest.82 
Thus the confusion between money capital and capital goods is the bane 
of all modern theories of interest.

To emphasise again the importance of  discriminating between the two 
terms, one would simply consider the case o f  an investor who is in need of 
tangible assets (capital goods) and who goes into the market for buying 
them. The “ price” is then negotiated on the basis of the conditions pre
vailing strictly in this specific market of capital goods. In course of settling 
the price of  the purchased goods, the buyer takes into consideration the 
three Fisherian elements: time preferences, capital productivity and 
approximations or enterprise risks. On the sellers side there would be the 
cost of production, the profit, the risk (here represents the price of replace
ment plus the carrying cost plus obsolescence).

If the buyer has got the money in cash, the deal would be smoothly 
concluded. If he has no liquid means of exchange he will have to go to a 
money holder who would charge a price for the money needed. This new 
deal is completely different and independent from the first. To start with, 
there are no real goods involved, and if we apply the term “ medium of 
exchange o f  a good for another” adopted by the neo-Keynesians, and 
taking for granted that money in this second transaction would be render
ing a service to the investor by facilitating his deal, we are now talking of a 
different transaction of a different nature. Here we have the capital market 
where savings are mainly decided by incomes and where the final price -  if 
it is a price at all -  will be decided on elements other than the simple 
demand of  investors.83

For Schumpeter the socially significant kind of interest is the payment 
made by the entrepreneurs to the capitalist for the use o f  purchasing power 
whichenables him to earn profit. What if the entrepreneur fails toearn profit ? 
asks Abu Saud. The argument is hardly convincing in periods o f  depres
sion and cases o f  loss and failure. As to Schumpeter’s argument that “ the 
demand for productive loan funds with interest at zero would always be 
greater than supply which is always limited” , Abu Saud regards it to be the 
old classical theory, linking saving and investment via interest, which has 
been refuted by Keynes.

Schumpeter implied that there would be no positive rate o f  interest 
unless there is either innovation or some positive demand for capital goods
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with marked time preference. Abu Saud regards it to be a description of 
the actual practice rather than a valid explanation or justification of 
interest. Would there be no innovation at zero rate o f  interest? he asks, 
in  conclusion he notes that Schumpeter was convinced that interest is a tax 
on profits and suggests that “ its elimination would be an extra stimulation 
to  more developments as long as funds are available” .84

Speculation and Forward Transactions
Another institution of capitalist economy severely criticised by Islamic 

economists is speculation. Many writers have briefly referred to this 
institution and have noted that Islam does not permit it.

Maulana Muhammad Taqi Amini, in a detailed juridical discussion on 
speculation and stock exchange transactions, declared purchase and 
sale on the stock exchange to be illegal (556: 118-155). Qureshi had also 
characterised speculation to be unlawful in Islam. He considers trade 
cycles to be the result o f  brisk activity o f  foreign transactions (526: 101 — 
102). Nasccr A. Sheikh (154: 128-135) regards speculation to be anti
social. He examines the arguments given in defence of  forward trading and 
finds them to be unconvincing. A great harm done by speculation is that 
“ money that ought to have been invested in industry and commerce finds 
its way into the speculative market where it is feeding disguised and 
parasitical workers like brokers and shrewd operators” (154: 132). A. 
Mannan (132: 19 5 - 197) thinks that “ in so far as speculation renders social 
service by helping production and controlling sudden fluctuation of prices 
it is in conformity with the spirit of Islam” . But speculators being inter
ested in private gains create artificial scarcities which result in inflationary 
pressure on the economy". Such speculative practices, as well as forward 
transactions, were condemned by Islam.

Kahf notes (612: 75-76) that Islamic economists’ disapproval of 
speculation is based on two reasons. Firstly, it is considered as a kind of 
gambling, and secondly, it involves a sale of what one does not own. 
Discussing speculation in the context of international monetary crises 
Akram notes that it is not generally acknowledged “ that until speculation 
is retired, stability for the world economy would remain an illusion” 
(558: 15). Efficient arbiterage through time is, however, as much a social 
need as is the one through space, and the Islamic economists’ discussion 
on speculation has yet to come to grips with this issue.

lottery
Another modern institution attacked by our scholars is the system of 

lotteries. While the ulema giving their opinion on the subject have 
unanimously declared it to be unlawful on account of gambling, and have 
indicated the econom ic and social evils consequent upon the adoption o f
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this method (560; 561; 562), a thorough analysis by some economist is 
still awaited.

Socialism and Communism
Islamic criticism finds Socialism in conflict with the basic requirements 

of  the moral and spiritual growth of human personality, chief among them 
being freedom of choice and action. Private property and freedom of 
enterprise, within certain limits and subject to public good, are regarded 
essential for such freedom. Total nationalisation of  means of  production is 
considered to be incongruous with democracy which is an essential feature 
o f  the political structure o f  Islam. The methodology of change adopted by 
communism is bound to lead to a coercive regime. Materialism, class 
conflict and moral relativism, essential tenets of communism, are inimical 
to the Islamic way of  life. As an economic system socialism is found to be 
wanting in many respects as it fails to answer important questions relating 
to organisation of society and strategy o f  economic development.

F.xploitation of man by man cannot be eliminated by changing the hands 
that control the means o f  exploitation. The only way to achieve this end is 
a moral reorientation o f  the individuals which makes them servants o f  
society and workers for the social good. This is what Islam does by 
relating man to God and making him live in accordance with His will so 
that he treats property as a trust and exercises his freedom with restraint. 
As a trustee of God he looks upon the welfare o f  fellow human beings as 
his own responsibility for which he will be accountable to Allah on the Day 
of Judgment. The extent of this accountability is directly related to the 
wealth and power possessed by one.

Mawdudi, examining the various schools of socialism, finds that 
evolutionary socialism failed to make any headway and it was Com
munism that actually took roots. It succeeded in appropriating the 
Social Surplus for the state which could now use it for furthering the social 
good. Centralised planning succeeded in removing unemployment and 
decreasing waste. But this was achieved at a great cost in terms of human 
lives. Communism deprived people of their liberty and denied moral 
values. Corruption became rife and a totalitarian regime took recourse to 
more and more repressive measures. A sizeable portion of the social 
surplus had to be spent on internal security and defence (607: 52-83).

Baqir regards the Marxian approach to be no less individualistic than 
that o f  capitalism, as it appeals to the self-interest of the have-nots to seize 
power and wealth from the capitalists. Real socialism required a change of 
attitude and not merely a change of the hands that wield power and 
wealth (171: 218).

Masud Alam Nadvi (589) regards the undue emphasis on distribution 
and the move to abolish private property to be mere reactions to the evils 
of  capitalism. Man does not have to opt for such an extreme solution as the
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Middle Path shown by Islam is sufficient to ensure the elimination o f  these 
evils and secure the legitimate ends of socialism.

Siddiqi examines and rejects the arguments in favour of  socialisation of 
all means o f  production (221; I: 93-118) and concludes that individual 
ownership is a necessary condition for democracy and spiritual and moral 
growth (221, I: 119-124). A balanced approach would accommodate 
individual ownership under social supervision as well as socialisation 
whenever necessary.

Mirza Muhammad Husain condemns socialistic doctrines as they 
ferment class war (580). Dawalibi also finds instigation of the have-nots 
against the haves and a belief in the inevitability o f  class war to be the 
distinguishing features of Revolutionary Socialism (575). Abdul Hameed 
Siddiqi (181) refutes the Marxian theories and finds that Communism has 
created more problems than it has solved. Husain Khan (584: 198-284) 
seeks to establish, on the basis of the historical experience o f  Socialism, 
that it is a hindrance in economic development. Mahmud Ahmad (168: 
77-78) regards the problem of efficiency as the greatest one faced by 
Communism which completely disregarded incentives and rewards. A. 
Mannan (132: 48-52) accuses Communism of having grossly over
emphasised the problem it sought to solve, with the result that the solu
tions are highly unrealistic and unworkable.

In his comprehensive study, Khurshid Ahmad accepts economic 
planning as a useful contribution o f  Socialism which should be assimilated 
by contemporary Islam without recourse to totalitarianism (584: 138). The 
bold and forward looking exposition of Islam's Economic System by 
Mustafa Sibai finds Islam to be far superior as a system ensuring social 
justice while upholding human dignity and liberty. Yet Muslims can 
benefit from the Communist experiment, as an economic system seeking to 
bring about social justice which was denied to mankind by Feudalism and 
Capitalism (70: 237-238).

Dialectical Materialism, Labour Theory of Value and Surplus Value
Time and space do not permit us to summarise Islamic criticism of the 

various Marxian theories. They have been examined in detail, among other 
writers, by Mazheruddin Siddiqi (595). Baqir (171: 17-212), Tahawi (77: 
II: 111-196), Khurshid Ahmad (584: 15-160), Siddiqi (221, 1: 96-112), 
Mirza Muhammad Husain (580: 18-20), Dawalibi (595) and Abaza(598).

Other Systems
Besides Capitalism, Socialism and Communism, Islamic writers have 

also criticiscd State Socialism, Fascism and Nazism (607: 84-95; 168: 
136-168; 132: 53-60). These systems were reactions to the other systems, 
and they achieved very little, at great cost to humanity (for sake of brevity 
wc do not go into details).
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V

DEVELOPMENT OF ECONOMIC ANALYSIS IN THE 
ISLAMIC FRAM EW ORK

As the number of trained economists taking up our subject increases 
analytical approach to the issues under discussion gains in strength. The 
generation represented by Dr. Anwar Iqbal Qureshi and Sheikh Mahmud 
Ahmad is followed by a number o f  younger economists like Khurshid 
Ahmad, Monzer Kahf, Abu Sulaiman, Muhammad Sakr, Anas Zarqa, 
Faridi, Chapra, Abdul Mannan, Masudul Alam Chawdhri, Uzair, 
Mohammad Akram and Siddiqi, who go further and deeper into the 
analysis o f  abolition of interest, Zakat and mudarabah and analyse the 
behaviour o f  economic units under the influence of Islamic teachings. 
Though most of these attempts are still rudimentary, they indicate un
charted explorations which might lead to new insights and better policy 
prescriptions. Jt is the promise and not the performance that persuades us 
to pay closer attention to the contributions relevant for this section. This 
we do under the following heads:

(i) Consumption
(ii) Production

(iii) Factors of Production
(iv) Exchange and Determination of Prices and Profits
(v) Profit Sharing ( Mudarabah or Qirad)

(vi) The Role of Zakat
(vii) Interest and its Abolition

(viii) Nature of Islamic Economics

(i) Consumption
Both Siddiqi (619: 88-90) and Kahf (612: 7-13) discuss economic 

rationality assumed by modern economics and indicate the various ways 
in which this concept must be modified and made broader before it is 
applied to the behaviour of the consumer in an Islamic society. Kahf notes 
that “ the time horizon of an Islamic individual is extended to include the 
hereafter" which implies that he “should not limit his behaviour to doing 
things which he can collect the benefits resulting from them in this life, he is 
so oriented that he will do what is good or useful for its sake” (612: 10). 
According to Siddiqi the consumer “ must, first of  all, be satisfied that he is 
living up to the Islamic standards. To get this satisfaction he can forgo any 
satisfaction in the economic or utilitarian sense of the term" (619: 89). 
Despite this modification which introduces non-temporal, non-individu- 
alistic elements in the objectives of the consumer, these writers still find the 
principle o f  rationality applicable. As Siddiqi puts it Islamic rationality
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implies “ orientation of action towards maximal conformity with the 
Islamic norms” (619: 90). K ahf proceeds to affirm, on the basis of this 
point, the validity of the maximisation proposition in the context of con
sumer behaviour in Islam (612: 13).

Siddiqi’s attempt to trace the impact o f  “ Islamic rationality” on the 
pattern o f  demand throws up some interesting points. Obviously, pro
hibited articles of consumption will go out of demand, but that is followed 
by the observation that “ the extent of complementarity” amongst these 
goods (along with items of luxury whose demand he expects to decrease, 
relatively speaking) is greater than “ in the group that constitutes the 
necessaries o f  life” . “ The abandonment o f ‘wine, women and gambling’ as 
a  way of  life, is therefore sure to tell upon a host o f  other goods and still 
more upon services attached to this way of  life” (619: 93). He also makes a 
point made earlier by Hameedullah in a different context (433: 229), that 
“ leisure” may be in greater demand in an Islamic society (456: 95). Social 
wants are also visualised as gaining ascendancy on the ladder of priorities 
(619:97-98).

While the above-mentioned points relating to the pattern of demand 
have several precedents in the literature, Kahf has sought to present a 
model o f  household decision assuming an Islamic system with Zakat, 
replacement o f  interest by profit sharing (Qirad) and of competition by 
co-operation, where economic units maximise utility of  profit (615). He 
describes the behaviour of  the consumer as maximisation o f  utility subject 
to two constraints, the size o f  income and a desire to maintain wealth. 
Abolition of interest encourages current consumption at the expense of 
deferred consumption but Zakat urges a higher savings ratio.85 It also 
raises the aggregate consumption by redistributing wealth in favour of 
classes having a higher propensity to consume. The combined effect of 
Zakat and non-interest is called the “ Consumption effect” (615: 22). A 
resolution of these conflicting “ effects” takes place by the direct linkage 
between savings and earnings (profits) through investment on the basis of 
Qirad (profit sharing) that the abolition of interest ensures in the system. 
This leads Kahf to the most important conclusion o f  his brilliant paper: 
“ saving is positively related to investment opportunities and expectations. 
This relationship implies that at times o f  declining investment expectations 
saving will decline and consumption will rise, this in turn increases 
aggregate demand and raises business expectation”  (615: 26). The question 
arises, however, what might happen to the level of income if the volume of 
investment decreases “ at times o f  declining investment expectations” , and 
if a fall in the level of income may not decrease aggregate demand despite 
a rise in the propensity to consume? Kahf has neither raised this question 
nor answered it.

Najjar (58: 280-286) questions the validity of  the proposition that 
savings are  a function o f  income. With reference to  poor developing
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countries, availability o f  suitable channels of investment play a significant 
role in mobilising voluntary savings, as experienced by Najjar while con
ducting the experiments o f  interest-free banks in Egypt in the early sixties. 
Failure to note this possibility has led to a policy of forced savings and 
deficit financing with disastrous consequences.

Recently Anas Zarqa had a closer look at the utility function o f  a 
Muslim community which “ has a new variable jn it, namely, the reward 
of  penalty in the hereafter” .86 Using a diagram to explain interaction 
between consumption and reward, he concludes that “ rational Islamic 
behaviour should lead the individual to settle somewhere between the 
sufficiency threshold and the prodigality frontier” .87

(ii) Production
Siddiqi summarises the main aspects of business motivation in Islam as 

under (619: 103):

(1) “ Full compliance with the Islamic idea of  justice.
(2) An urge to serve the society which makes the entrepreneur take the 

welfare o f  others into consideration, while he makes his entre
preneurial decisions.

(3) Profit maximisation within the limits set by the operation of the 
above principles.”

The last point is seen to imply that:

(1) Producers would not be maximising their profits if, and when, they 
feel that by lowering their profit margins they can further the good 
of the society by satisfying unsatisfied needs.

(2) No producer, in any circumstances, shall increase his profits at the
cost of explicit injury to the consumers or to his competitors-----

(3) Producers will generally be content with satisfactory profits .. . .  
(619: 136).

He tries to define “ satisfactory profits” with reference to an upper limit 
permitted by the circumstances (without violating the legally-binding part 
o f  the Islamic code of  conduct) and a lower limit affording the entre
preneur a decent living and a surplus to  average out the losses. “ Satis
factory profit . . .  is any profit, in between the two limits defined above, 
which satisfies the entrepreneur’s sense o f  goodness as well as his urge to 
earn money, maintain and develop his enterprise, and keep it in the good 
books o f  the customers, the government, and the people in general” (619: 
107). This notion of satisfactory profits has, however, been criticised as 
subjective and vague (616).

Reviewing the subject, Kahf rejects “ profit maximisation bccausc it does 
not fit the Islamic rationale as far as the time horizon and the connotation 
o f ‘success’ are concerned” . He thinks, however, “ th a t profit m axim isation
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can be used as fair approximation if we look at it as constrained not only 
by cost but also by a minimum level of  goodness guaranteed by both 
ethical values and legislation” (612: 20). The notion of constrained profit 
maximisation is also upheld by Chapra (115: 20-21)and Tahawi (77, I: 
227-230).

Whether we regard it as multiplicity of goals (including non-economic 
goals) or interpret it as constrained profit maximisation, entrepreneurial 
behaviour ceases to be predictable and uniform once the simple maximisa
tion hypothesis is abandoned. Tracing the unpredictable and potentially 
varied behaviour of the Islamic entrepreneur is therefore a hazardous task 
few have attempted. Siddiqi’s rudimentary analysis indicates a weakening 
of the competitive process and its inevitable transformation into a “ co
operative” one (619: 137-141).

(iii) Factors of Production
It is interesting to note that Islamic economists have given different 

answers to the question: what are the factors of production? Mawdudi 
endorses the traditional list: land, labour, capital and organisation and finds 
its justification in the Islamic law relating to profit sharing (mudarabah) 
(51: 159). It also fits in with his views on the legitimacy of share-cropping 
(mutjarabah).

Abu Saud reduces the list to three: elements o f  nature, good work and 
capital (5: 54-55), subsuming labour and organisation under one category. 
He views capital as resulting from the operation of human labour on 
elements of nature. Baqir notes these three factors as they are so charac
terised by Political Economy but remarks that labour (including organisa
tion) is not material wealth subject to ownership but the human element in 
production. Capital results from the operations of this factor. Hence 
nature is the chief source of  production (171: 396 397). A. Mannan also 
proceeds on the basis of this tripartite categorisation o f  the factors of 
production, considering capital “ not as a fundamental factor of pro
duction but as an embodiment of past land and labour” (132: 126).

Tahawi (77, I: 277) includes land and capital in “ wealth” so that there 
remain only two factors o f  production “wealth" and labour, which includes 
enterprise. As all wealth belongs to God, He is the real owner of the return 
to this factor, i.e. o f  the return to land (rent) and capital (interest). He 
notes, however, that rent is sometimes allowed to be appropriated by the 
“ owner” o f  land in view of  man’s needs. The return to labour belongs to the 
labourer. Najjar would al§o confine the list to labour and capital, in
cluding land in capital and entrepreneurship in labour (58: 106).

Abdul Hamid Abu Sulaiman rejects the idea of characterising “ labour" 
as a factor o f  production, regarding it as a result o f  the capitalistic philo
sophy which views production as an end in itself. He would characterise 
only land and capital as factors o f production, labour -  or m ore exactly
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m a n - b e in g  the entity for whose benefit these factors are created (7: 
16-17). As a corollary to this distinction between capital and land on the 
one hand and labour or man on the other hand he lays down the rule that 
the entire produce o f  land and capital must be distributed among those 
who work on them. To regard labour itself as a “ factor” o f  production 
might pave the way for their subjugation by others.

Of special interest is Malik ben Nabi’s concept of Capital as stored by 
surplus labour (484: 81). As a result o f  the process o f  accumulation capital 
became a “ prison house” for labour, denying to labour every right except 
that o f  serving its (capital’s) interest. Our thinking on economic develop
ment is also clouded by the newly assumed importance o f  capital as we 
tend to forget its real nature and the fundamental importance of  labour and 
enterprise. This, he regards to be a curse for the Third World. Man, land 
and time, are the only factors crucial for the destiny o f  the backward 
nations, a  fact recently demonstrated by China. These factors guided by a 
“ cultural will”  and not capital is the condition for economic development 
of  the under-developed countries. For him the prime value rests in Man 
(484: 79 94).

It is clear from this brief resume that the divergent approaches to the 
apparently innocuous issue o f  what are the factors o f  production are not 
without a deeper significance. They have important bearings on the 
authors’ views on distribution and growth. Further development of 
thought in this area might produce some thesis o f  greater significance.

An important point has been made by some writers relating to the 
definition o f  capital. Wealth granted as loan or borrowed does not become 
capital, says Alavi (10: 30-31) and Mahmud Ahmad clarifies that it is only 
risk capital that actually participates in production and can be character
ised as productive. “ Loan capital” docs not do so (628).

Stressing the “ need to modify the conceptual framework o f  economics 
to suit the requirements of Islamic economics” Uzair88 says that “ a
beginning will have to be made by redefining the factors of  production___
Capital as a separate factor of production does not exist but it is a part of 
another factor o f  production, namely enterprise” . 89 In his opinion “ the 
separation o f  enterprise and capital has created not only conceptual prob
lems but has also caused practical problems in the operation o f  the 
economy” .90

(iv) Exchange and Determination of Prices and Profits
While the analysis of the functioning of a “ co-operative” market 

guided by Islamic norms has yet to yield any formal results, attempts have 
been made to analyse exchange and discover the root cause o f  the malaise 
in the free economy. Baqir’s analysis (171: 326-328) lays the blame on the 
use o f  money as a  store of value which makes exchange a means to the 
accum ulation o f wealth. This distorts the equilibrium  between supply and



A Survey o f  Contemporary Literature 249

demand. The Islamic remedy lies in Zakat and the abolition o f  interest 
which will confine money to its basic role o f  mediating between pro
duction and consumption.

Freed of monopoly, hoarding, speculation and other un-Islamic 
practices the free working of the competitive forces is expected to result in 
prices which may be regarded as normal. This seems to be the assumption 
underlying the following definition of just profits given by Khurshid 
Ahmad and Naiem Siddiqi (126: 33).

“ That which is determined in average and normal conditions accord
ing to the law of demand and supply in a  free market -  provided that 
the laws o f  the state, its plans and policies, or any other controls are 
not interfering with the system of  sales and purchase, production and 
supply o f  commodities and with free competition. Monopoly should 
not be allowed to influence the market and there should be no 
emergencies and accidents affecting the market.”

In the same vein K ahf declares, after defining the framework within 
which the market would function in an Islamic society, that:

“ All prices, whether of the factors of production or o f  products, 
stem out of  this mechanism, these prices arc looked at as just or fair 
prices in this respect” (612: 44).

In the context o f  “just price” Kahf disagrees with Siddiqi’s reference to 
cost o f  production (612: 88) and refers to Ibn Taimiya’s “ price of the 
equivalent” . This concept originated in juridical literature to serve as a 
guide to the judges in the courtroom. According to Kahf, Ibn Taimiya’s 
norm was a price determined in a market free o f  imperfections (663: 23).

In view o f  what has been noted above about the role o f  government in 
the market, it can be safely concluded that Islamic analysts arc not quite 
sure if the working of  the market will ever result in prices, rates of profit 
and wages that satisfy the Islamic norms. The concept o f  just or fair prices 
and profits oscillates between what the modern economists regard as 
“ normal” and what the Islamic economists will find satisfying to their 
norms. Najjar (58: 123-124) has some new points to add in this con
nection.

There is some disagreement among our economists regarding the nature 
of  profit. According to Baqir, Islam does not consider “ risk”  to be a factor 
of  production (171: 558) and profit is not the reward of  risk bearing. It 
devolves on present work or past labour congealed in the form of property. 
He disagrees with the view that the share o f  the supplier o f  capital in 
mudarabah contract can be regarded as a reward o f  uncertainty bearing 
(171: 559). This is in sharp contrast to Siddiqi’s point of  view (221, I: 
J 57-171). Baqir explains rents also with reference to labour that originally 
resulted in ow nership o f  property.
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(v) Profit Sharing (Mudarabah) or Qirad
Profit-share, defined as the percentage share o f  the supplier of capital in 

the profits of the entrepreneur, or the working partner, in the mudarabah 
contract is compared and contrasted with the rate o f  interest in its function 
and role in the economy. The rate of profit-sharing is also being explored 
as a tool o f  analysis and a possible instrument o f  fiscal policy.

Kahf defines Qirad (mudarabah) as “the act o f  transforming money 
assets into factors of  production as a result o f  a joint action between the 
two parties” . Two crucial differences between profit-share and interest arc 
stated. Firstly, “ the profit-sharcr has direct interest and real concern in the 
activity of the firm” ; sccond, “ profit-share is a long run phenomenon in 
which the preference for liquid assets is almost neglected, whereas interest 
is a dual phenomenon, short and long run, for which the economic 
thought could not provide any serious theory to provide the term structure.
. . .  In profit-share the short run changes do not interfere in the finance of 
investment unless through their effect on the rate of return expectations 
only, so that one source of long run fluctuations is eliminated, namely 
variation in short run interest rate” (612: 62-63).

He proceeds to discuss the equilibrium rate of profit-share which should 
be equal to the return on partnership, i.e. on share capital in joint stock 
companies (612: 85-86).

In a novel integration o f Zakat analysis with the analysis o f  profit-share 
Kahf finds that “ the critical situation where the expected dividend (con
sidered in percentage te rm s) . . .  is below az-Zakat line can be distinguished 
from the situation where the expected dividend is at or above az-Zakat line” 
(drawn at a height o f  2.5 per cent above X axis in the diagram reproduced 
above), “ the difference between M and O is the remuneration of the entre
preneur” which he calls profit (612: 91-82). Then he proceeds to analyse 
the behaviour o f  investment, depending on the elasticity of Q curve and the
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determination o f  profit. Traditional economic theory fails to determine 
profits (612: 82, fn. 84) whereas his own theory is able to do so. Turning 
then to the capital market he notes that “ in the traditional theory this 
market determines the rate o f  interest but not the entrepreneurial profit, 
whereas by having prices to be sought in percentage terms both profit- 
share and profit are determined simultaneously”  (612: 85-86). “ It is noted 
that the demand and supply functions in this (capital) market are really 
more likely to offer curves known in international trade theory than 
ordinary demand and supply curves. The other difference lies in the slope 
o f  the demand for finance which is positive in this market; this, in fact, 
reflects that, as the ratio of capital/entrepreneur rises, the profit-share 
offered by entrepreneur increases in order to attract more capital” (612: 
86).

K ahf’s analysis goes further than the earlier attempts by Muhammad 
Akram and Siddiqi. Akram’s attempt is vitiated by his misconception 
about liability to losses in the mudarabah contract and some of his assump
tions relating to supply o f  savings in an Islamic socicty (404). Siddiqi 
pointed out the elasticity o f  the savings curve in relation to profit-share 
(417: 24).

A rcccnt contribution to the subject is a paper by Chowdhury (620) in 
which he shows that the only value which comcs nearer to a suitable 
capitalisation rate or acts as a reasonable substitute for the interest rate, 
is the rate o f  profit actually realised by the firm or the economy or the 
individual at any time during the period and process of capital formation.

(vi) The Role of Zakat
Zakat one of the main pillars o f  Islam's economic system, has attracted 

the attention o f  almost every writer on the subject, who emphasise its 
redistributive function, besides emphasising its educative role in giving 
the individual the right approach towards society and its needs. Sincc it is 
difficult to record these contributions with names we confinc ourselves to a 
statement o f  the points made, mentioning only some recent contributors 
distinguished by their analytical insight.

1. Zakat transfers part o f  the wealth of the haves to the have-nots, 
lessening the inequality in the distribution o f  income and wealth, and 
counteracting any tendency towards concentration o f  wealth.

In a recent contribution (624) Mabid Mahmud correlates the distribu
tion o f  political power and the distribution o f  wealth. He finds that:

(1) “ The degree o f  association between the distribution o f  wealth and 
that o f  power increases with the size o f  the political unit measured 
in terms o f  the number o f  voters.

(2) That degree o f  association increases with the degree o f  monopoly 
in in form ation  m edia” (624:41-42).
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He concludes that “ the association between the distribution o f  wealth 
and that o f  political power can be broken by a redistributive scheme. This 
scheme must operate on wealth, not incom e.. . .  ft should be designed to 
check accumulation on an asset by asset basis, taxing more remunerative 
assets more heavily, for they provide a greater prospect for power accumu
lation . . .  the conditions o f  such a redistributive scheme are all fulfilled in 
az-Z aka t"  (624: 43).

2. As a result o f  this transfer there is an upward shift in the aggregate 
demand function because the marginal propensity to consume of  those who 
receive the transfer payments is comparatively higher.

As noted above, Kahf finds the “ consumption effect” of Zakat re
enforced by abolition of interest (615: 22).

3. Z aka t's distributive role involves an allocative role, too, as the Zakat 
funds are mostly used on essential goods and services. Factors of  pro
duction are thus diverted to the production o f  necessaries from that of 
luxuries on which the taxed persons might have spent these amounts. 
Hasanuzzaman argues that Zakat will also lead to “ a fall in the rich man’s 
demand for imported luxury items” 91 thus resulting in foreign exchange 
savings.

4. Zakat discourages hoarding and accumulation o f  idle wealth. It tries 
to put the waiting resources back into economic activity as increased 
capacity, through the investment of  such wealth, or as increased demand 
for consumption. “ It helps in pushing every bit o f  wealth into productive 
activity by increasing the cost o f  waiting” (612: 51). This point has been 
made by several writers including Mahmud Ahmad (168: 124), Nasir 
A. Sheikh (154: 90) and Hasanuzzaman.92

Afazuddin (621: 9) points out that “ the incidence o f  Z akat falls on 
liquidity preference and negates its influence on the rate o f  interest” . 
The latter part of this statement means that Zakat would encourage the 
cash holder to employ it in a profitable manner so that Zakat is paid out of 
the profits and no depletion is caused in the assets. This would cause an 
addition to the supply o f  cash while liquidity preference works the other 
way round. But Afazuddin has apparently ignored the fact that cash is 
very often held in expectation of  better investment prospects in the future 
and in that situation Zakat would fail to negate “ liquidity preference” .

5. Kahf ascribes a “ savings effect” to Z akat assuming a desire on the 
part o f  the household to maintain its level of wealth intact and a similar 
urge on the part of the firm to maintain non-decreasing capital (615: 21; 
612: 5 / ) . . . .  i f  the rate o f  return on wealth is 10 per cent, one needs to save 
27.5 per cent of one’s income in order to keep one’s wealth constant.93 
What is significant is that “ it makes every individual merge . . .  the 
decision of  incomc allocation with that o f  savings utilisation” . Obviously, 
Kahf’s “ savings effect” assumes a positive return to its utilisation through 
investment.
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Qardawi’s comprehensive work on Zakat compares it with modern 
taxation and explains the virtues of Zakat as a tax on capital (313, II: 
1027-30). Zakat on agricultural produce, mineral wealth and salaries and 
rents can, however, be treated as a tax on income (313, II: 1033 1034). 
After making a comparative study of Zakat and other taxes in the light of 
universally acclaimed principles of taxation (313, II: 1038-1052) he pro
ceeds to explain why there is no progression in the rate of Z akat, and 
dispels the misconception about there being a negative progression in the 
rates of  Zakat on livestock (313, II: 1054).

Mawdudi has pointed out that the burden o f  Zakat on merchandise 
cannot be shifted to the consumers (51: 362-363), but the reasoning is 
weak and unconvincing.

(vii) Interest and its Abolition
Islamic economists have analysed the role o f  interest in the economy and 

have traced the consequences o f  its abolition. They also compare interest 
and “ profit-share” as means of mobilising savings and channelising them 
into the productive process. A discussion o f  these points necessitates a 
restatement o f  the causes why Islam has abolished interest.

A: Rationale o f  Prohibition
The main reason why Islam abolishes interest is that it is oppression 

(Zulm) involving exploitation. In the case of consumption loans it violates 
the basic function for which God has created wealth, which envisages 
that the needy be supported by those who have surplus wealth. In the case 
o f  productive loans, guaranteed return to capital is unjust in view of  the 
uncertainty surrounding entrepreneurial profits.

The second reason why interest has been abolished is that it transfers 
wealth from the poor to the rich, increasing the inequality in the distribu
tion of  wealth. This is against social interest and contrary to the will 
(;martfl) o f  God, Who would like an equitable distribution of income and 
wealth. Islam stands for co-operation and brotherhood. Interest negates 
this attitude and symbolises an entirely different way of  life.

A third reason why interest is abolished is that it creates an idle class of 
people who receive their income from accumulated wealth. The society is 
deprived o f  the labour and enterprise of these people. Such a way of life is 
also harmful for their personalities.

Mawdudi has pointed out that a basic imbalance is caused between 
production and consumption by the phenomenon of  interest. This happens 
in two ways. Firstly, interest on consumption loans transfers part of the 
purchasing power from a group of people with high propensity to consume 
to a group with low propensity to consume. This latter group mostly 
reinvests its income from interest which means that the decrease in con
sumption demand is accompanied by an increase in production.

Secondly, interest on productive loans raises the cost o f  production,
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hence the prices of consumption goods. Once again the amount taxed 
away from the people, in the form of  higher prices falls in the hands o f  a 
class with a lower than average propensity to  consume.

This imbalance is seen as the source of  many evils such as stagnation and 
depression, monopoly and ultimately imperialism (521: 85-87).

Supply of  interest-free loans to needy consumers and denial of a guaran
teed return to capital removed this basic imbalance. The incomes generated 
by the process of  production in the form of wages profits and profit-share 
are more equitably distributed. Z akat-based transfer o f  wealth from the 
rich (profit earners) to the poor (wage earners) removed the remaining 
imbalance.

Hameedullah (433) pointed out that the institution o f  interest introduces 
an essential duality of interest between the capitalist and the entrepreneurs, 
which is a source of fluctuation in the system. By abolishing interest and 
bringing the capitalists and the entrepreneurs together on the basis of 
profit-sharing, Islam ends this duality and harmonises the interests of the 
two classes.

The above point is made by almost every writer on the subject. Mawdudi 
points out that this removes the premium set on capital and shifts the 
emphasis on to the entrepreneur whose activity becomes the only source of 
income besides labour. The hold o f  the “ rentier class" on society is des
troyed and dynamic entrepreneurs are given the upper hand (521).

Elaborating on the first reason for the abolition of interest stated above, 
Hameedullah notes that the principle o f  unilateral risk involved in the 
institution o f  interest is the basis of its prohibition in Islam (119: paragraph 
372). Ganamch (392: 86) also regards it to be the chief economic reason for 
Islam’s prohibition o f  interest along with two other reasons: that it 
violates justice and is contrary to the Islamic dictum: no reward without 
effort.

Siddiqi argues (221, I: 173-75) that the borrowed capital whose repay
ment to the lender is guaranteed takes no part in the enterprise in which it is 
invested and is, therefore, not entitled to any returns even when the 
enterprise does make a profit. This capital does not expose itself to the 
risks and uncertainties o f  the enterprise.

These are borne by the collateral pledged by the borrower as security, and 
by the alternative source of finance to which the borrower must turn for 
repaying the loan, in case there arc losses in the enterprise. He cites the 
famous tradition from the Prophet (al Khiraj bi’ld im an)“ income devolves 
on liability’’ in this context.

B: Interest, Savings and Investment
This brings us to the impact o f  the abolition of  interest on savings and 

investment and on the level of economic activity and allocation o f  re
sources in the econom y.
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Many writers have dispelled the doubt that abolition of interest will 
decrease the propensity to save. Quoting Keynes they argue that savings 
are a function of income and earning interest is only a minor motive of 
savings. In the absence o f  interest the possibility o f  earning profits on 
common stock or through mudarabah contract will serve the same purpose. 
Moreover, the bulk o f  the savings in a developed economy arise from 
institutional sources. Siddiqi gives an analytical exposition of the subject 
(417: 180-190) which has been discussed earlier.

As regards investment, it is argued that “ interest holds back investment 
in production” (A. Mannan'**1 (132: 169). Mawdudi (521: 110; 51: 270)and 
Dr. Qureshi (526: 218) point out that interest prevents the flow of capital 
towards projects with a low yield even though they are socially most useful. 
It is argued that in the absence of  interest the margin of  investment could 
be extended till the rate o f  return approaches zero. As regards the supply of 
savings making such an extension of investment possible, it is pointed out 
that investment creates its own savings by increasing in c o m e s -a  view 
which is hardly tenable unless qualified carefully.

Mahmud Ahmad points out (168: 36-37) that "the institution o f  interest 
provides banks with unproductive channels to employ their capital” . This 
causes scarcity o f  capital available for productive enterprise which raises 
the rate of interest. In the absence o f  interest people's money will either be 
spent on consumption causing demand to rise or be invested in productive 
enterprise. Both ways there will be greater production and larger employ
ment. Obviously the argument presumes taxation of hoarded money.

Mawdudi has argued that the institution o f  interest discourages long
term investment, as the capitalist has a strong desire for liquidity. This is 
detrimental to the real interests o f  society (521: 105-106). Furthermore, 
long-term loans based on a fixed rate o f  interest introduce an element of 
rigidity in costs which investment on the basis of profit-sharing would not.

The discouragements to long-term investment are not, however, con
fined to the interest cost. The real discouragement comes from the fact that 
uncertainties surrounding the returns to investment increase with the 
length o f  the time period involved. It is reasonable to assume that capitalists 
or banks advancing long-term capital on the basis o f  profit-sharing will do 
so only when the expected rate of return on long-term investment is higher 
than that expected on short-term investment by a margin that compensates 
for the greater uncertainties involved. It is also doubtful if the “ real” 
interests of the society always favour longer-term investment. The above 
argument, therefore, remains inconclusive.

Chawdhri (620) has tried to demonstrate how ensuring a zero rate of 
interest which is a condition for Golden age equilibrium (in which capital 
labour and output are all growing at a constant relative rate) guarantees 
the best solution o f  resource allocation. He analyses the role o f  actually 
realised rate o f  profit in this context. Siddiqi also argues that “ it is not the
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rate of interest but the priorities o f  a modern state and the rates of profit in 
various sectors of  the cconomy that are decisive so far as allocation of 
investible funds is concerned” (158: 112).

Tracing the consequences o f  interest in a recent paper, Siddiqi96 notes 
that fixed interest charges curtail the freedom of the entrepreneur who 
wishes to go by social priorities. The society is therefore obliged to admit 
low yield high priority undertakings into the public sector.

C : Abolition of Interest and Demand for Consumption Loans
Hasanuzzaman (629: 147-164) examines the argument that abolition 

of  interest will increase the demand for consumption loans, accelerating 
inflation and, in under-developed countries, worsening the balance o f  pay
ments. He finds little functional relationship between demand for con
sumer credit and the rate of interest. It is “ increase in income and not the 
rate o f  interest that governs the demand for loans” (629: 160). Hence 
“ abolition o f  interest even in the developed countries would not cause any 
substantial change in the existing set up” (629: 160). As regards the under
developed countries, he concludes that “ when the supply of consumer 
loans and of goods is limited, the increase in demand, if at all, will be 
ineffective and will not materially disturb the economy and finance o f  the 
country” (629: 162).

D: Interest on Internal and External Debt
The “ tyranny of  interest” reaches its peak in relation to the public debt 

whose servicing has become a great headache for the modern state. 
Mawdudi (521), Qureshi (526: 189-201) and A. Mannan (132) decry 
interest on this basis. Abolition of  interest and replacement of interest- 
bearing public debt by interest-free debt and funds obtained for the public 
sector projects on the basis of profit-sharing (Siddiqi: 417: 185-170) will 
relieve the state o f  this crippling burden.

Foreign debts based on interest have done irreparable harm to the poor 
nations of the world, lssa Abdouh (505) focuses attention on this role of 
interest and Mawdudi (521: 113-114) describes interest as the greatest 
instrument o f  exploitation at the international level.

E. Interest and Trade Cycles
Interest is seen as the root cause of the instability characterising the 

modern economic system. Interest creates “ liquidity preference” for 
speculative purposes and results in keeping a large part o f  the money 
supply in hoards waiting for the rate o f  interest to rise. It encourages 
speculation which is the cause of instability in the system (Mawdudi, 521: 
194, Mahmud Ahmad, 168: 13-14).

Several writers including Hameedullah (433), Mahmud Ahmad (168: 
13-14, 45-50), M aw dudi (521: 104), M uham m ad U zair (422) and  A.
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Mannan (132: 170) have emphasised a causal link between the institution 
o f  interest and the occurrence of crises in the economic system, postulating 
that abolition o f  interest will contribute decisively towards elimination of 
trade cycles. Hameedullah regards the institutions o f  interest as the villain 
o f  the piece'; “just when the vital interests of  the entrepreneur demand that 
they should have financial resources to cope with the situation, the 
interest o f  the lending class demands a payment of the loans and arc 
against their renewal. . .  . The institution of lending on interest causes the 
whole trouble. It makes the lowering of prices so harmful and withholding 
o f  supplies impossible” (433: 221). Analysing in detail the role of interest 
in the various phases of the trade cycle, Mahmud Ahmad concludes that 
“ the abolition o f  interest can abolish the crises” (168: 49). Abdul Hameed 
Siddiqi (631) disagrees with this view. A change o f  the entire system, in
volving a change in the basic attitude o f  economic agents, specially in the 
“ acquisitive mentality” is a pre-condition to the solution o f  this problem.

Siddiqi,96 however, envisages a reduction in the volume of  crcdit instru
ments and public debt, consequent upon the abolition o f  interest, will have 
important implications for business cycles. Moreover, investment based on 
production possibilities directly assessed by businessmen and bankers, in a 
profit-sharing banking system, are not likely to overstep themselves to an 
extent that makes a crash in share prices inevitable at a later stage.

F: Prohibition o f  Riba Al-Fatfl
The prohibition o f  riba al fa<jl (interest involved in barter) has been 

looked upon as a discouragement of barter and a step directed at monetisa
tion o f  the economy (519: 9; 403). The primary aim of  this injunction is, 
however, to eliminate the possibilities o f  exploitation and injustice similar 
to that which is the target or prohibition of interest on money loans. There 
is some controversy regarding the coverage o f  this prohibition, which is a 
juridical issue not concerning us in this paper.

G : Accounting Concept of Interest
W aqar Husaini (121: 191) pleads for using an accounting concept of 

interest in economic planning and for project evaluation. Awsaf Ali (114: 
199, 264) also thinks that in an Islamic economy the accounting rate o f  
interest must of necessity be used and it is only in the sense o f  abolishing 
interest as a source of private income that the Islamic economy can function 
as an interestless economy. It is not entirely clear, however, why an estimated 
average rate of  profit should not be sufficient for this purpose.

Abdul Baqi97 also suggests that the Islamic Bank should fix an account
ing rate of  interest to serve as a guide in allocation o f  investible resources, 
especially as a criterion for giving priority to one project over others. 
But the underlying assumption that the use o f  such a rate is inevitable has 
n o t been fully justified by him  nor the possible alternatives exam ined in
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detail. Why are the social priorities and the expected rates o f  profit not 
sufficient guides to allocation of resources and selection o f  projects? If the 
idea is that the Central Bank keep a certain rate o f  profit in view and reject 
such projects as fail to promise a return commensurate with that rate, why 
insist on calling it an accounting rate of interest?

Sabri F. Ulgener notes that interest serves as “ the most dependable 
factor in evaluating and comparing different investments” (632: II). 
Without raising or answering the point why the current “ rate o f  profit- 
share” paid by mudarabah-based interest-free banks should not form the 
basis o f  such an evaluation, supplemented by other estimates based on 
realised profits, he proceeds to declare that there is no escape from 
modern bank interest. Hence “ the crux of the problem for under-developed 
countries is to differentiate between interest as a surplus and interest as a 
factor in computing the overall efficiency of their economies” (632: 14). He 
does not refer to the various techniques of “computing the overall 
efficiency” developed in the socialist countries, nor does he clarify how 
interest as a surplus can be denied to the capitalists while using interest as 
a factor in computation.

(viii) Nature of Islamic Economics
An important theoretical issue discussed by Islamic economists is the 

nature, scope and methodology of Islamic economics. They have tried to 
distinguish Islamic economics from economics as such and state its 
raison d'etre.

Baqir al Sadr distinguishes between the science of economics which 
deals with production and the laws that govern it, and the art o f  economic 
policy which is concerned with distribution and social justice. The function 
of an economic system is to solve the economic problems in the context of 
the ideal state o f  justice (171: 343-347). Capitalism and Marxism are 
“ schools o f  economics” advocating different economic systems. Islamic 
economics is akin to political economy, its function being “ the discovery of 
laws and analysis of  real life in the context o f  an Islamic society in which 
the Islamic way of life is fully established” (171: 291). Such a science can 
appear only after the real Islamic society has come to exist -  a condition 
yet to be fulfilled. It is, however, possible “ to start investigation on certain 
given assumptions and derive the economic tendencies and course of 
events from them” (171: 226-227).

Baqir considers modern economics to be relevant for modern capitalist 
societies and not for all societies all the time. Examining its laws, he finds 
that the only ones having universal validity are the laws o f  returns (in the 
theory of production), based as they are on nature rather than on man. All 
“ laws” relating to man are relative as human behaviour depends on 
human volition which is shaped by beliefs and ethical ends. The cele
brated law of demand and supply is no exception (171: 226-227).
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Siddiqi also thinks that “ Islam’s science of  economics or the economic 
analysis relevant to an Islamic society . . .  will come into being when we 
have a people whose behaviour is Islamic, an economy which is truly 
Islamic’’ (73: 32). But he proceeds to define Islamic economics “ in the 
context of  the endeavour o f  the present-day Islamic peoples to live accord
ing to Islamic injunctions and ideals. It requires a study o f  the contem
porary economic behaviour and socio-economic institutions, comparing 
and contrasting them with what could be their Islamic alternatives, with a 
view to defining the changes required to effect a transition to modes of 
behaviour and institutional arrangements conforming to the Islamic 
norms” (73: 22). Accordingly, “ the task of Islamic economics lies in 
building bridges between the is and the ought” (73: 33). Both Kahf (611) 
and Khurshid Ahmad (47) seem to have this role of Islamic economics in 
mind when they outline the task of Islamic economists today. Kahf wants 
Islamic economists “ to visualise” an economic theory based on “ free 
co-operation rather than on free competition” and to  “ reformulate” 
consumer’s utility theory “ in a way which makes it to cover morals and the 
consent of  Allah” . Hislslamic economics will be a behavioural science which 
takes as given the framework provided by “all the religious, moral, social, 
political and legal rules which constitute the surroundings o f  the 
behaviour o f  any member in the Islamic society” (611: 5-6). For Khurshid 
Ahmad, “ Islamic economics is borne o f  the challenge thrown to a Muslim 
economist by the incongruities, paradoxes and complex problems” he 
observes in the contemporary Muslim world. This calls for “ a critical 
reappraisal o f  the contemporary economic situation of the Muslim 
world” , “ A study o f  economic teachings o f  Islam”, “ an appraisal o f  the 
different variants o f  modern economic theory and policy” , and, finally, 
for a “ reconstruction and reformulation of the theory and policy o f  Islamic 
economics so as to identify the objectives and the modes of operation of 
economic activity in an Islamic or lslamising society” (644: 1-3).

This stress on contemporaneity is quite recent in origin, the earlier 
emphasis being on model building. Shabbir Khan wanted us “ to prepare a 
simple model based on certain simplified assumptions and then introduce 
the Islamic code o f  economic life into that model” (643), a  suggestion 
appreciated by Faridi (637). Medhat Hassanain also emphasised the need 
for building the Islamic economic model (641). A similar view has been 
expressed by Fanjari (636) and Fareed Naggar.98

A. Mannan is closer to Baqir when he defines Islamic economics as “ a 
social science which studies the economic problems of  a people imbued 
with the values of Islam” (132: 3). O f special interest is Professor Farooqi’s 
stress on the need for “ meta-economics” which could judge human 
processes according to moral norms -  “ the divine pattern relevant to 
man’s economic life” (638). The idea has been further explicated in a later 
no te  (639).
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In one o f  the earliest contributions to this discussion Abdul Hameed 
Siddiqi (71) finds that economics ignored free will and focused its attention 
on “ the animal aspects” o f  human behaviour, seeking to discover “ laws” 
which had the finality of the physical laws o f  nature, thus severing all 
relations between the principles o f  economics and morality. Economics of 
Islam rectifies this error. Taking human volition into account it seeks to 
guide man in the light o f  the Islamic injunctions and to orient m an’s 
economic attitudes towards the Islamic ends and ideals.

Baqir’s discussion of the process through which the economic phil
osophy and economic policies of  Islam can be “ discovered” is detailed and 
illuminating (171: 341-390). Siddiqi (647), A. M. Manzar (645), Fanjari 
(636), Khurshid Ahmad (644: 34) and Kahf (611) have indicated some of 
the areas for research in Islamic economics and the methods which should 
be adopted.

The methodology of  Islamic Economics necessitates a  fresh look at the 
role o f  values in economics. Sakr (646) finds recent thinking gravitating 
towards the view that all economic thinking is value loaded and it would be 
better for an economist to be aware of his value premises and state them 
clearly. Islam’s contribution in this regard lies in providing a set o f  values 
which is, because of its divine origin, universal, permanent and immune 
from tampering by man. The subject has been taken up at a  philosophical 
level by F a ruq i."

VI

ECONOMIC T H O U G H T  IN ISLAM

The advent o f  Islamic Economics directed the attention of scholars 
towards the economic thinking of the Muslim thinkers in the past, o f  which 
the works on history of economic thought had taken no notice at all, with 
the sole exception o f  a casual mention o f  Ibn Khaldun in Schumpeter’s 
compendium.100

Besides the economic thinking of the early jurists and the great phil
osophers in the later Abbasid period, attention has been paid to  such 
writers as Abu Yusuf, Abu ‘Ubaid, YahyS Ibn Adam, Qudama bin Ja ‘far, 
Ibn al-M uqaffa\ al-Jahi?, al-Mawardi, Ibn Hazm, Ibn Taimiyah, Ibn 
Qayyim, Shatibi, Dimashqi, Ibn Khaldun, Jus], Ghazali, al-Hariri, 
Ahmad ‘Ali al-Dalaji and Shah Waliallah al-Dehlavi.

A: Ibn Khaldun (1332-1406)
Ibn Khaldun has rightly been hailed as the greatest economist oflslam . 

Besides Ezzat’s doctoral thesis (655) and Nasha’t ’s work (659) we have 
contribu tions by R osenthal (661), Spengler (664), B oulakia,101 A hm ad Ali
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(656), Ibn al Sabil (192), Abdul Qadir (651; 652), Rifa‘t (660), Somogyi 
(650), Tahawi (77)> T. B. Irving (657) and Abdu Sa(tar (654).

Ibn Khaldun has a  wide range of discussions on economics including the 
subjects of value, division o f  labour, the price system, the law of  supply and 
demand, consumption and production, money, capital formation, popula
tion growth, public finance, trade cycles, etc. He discusses the various 
stages through which societies pass in economic progress. We also get the 
basic idea embodied in the backward-sloping supply curvc of  labour 
(664: 303). Spengler (664: 293) compares and contrasts his cycle theory 
of  civilisation with Hicks’ theory o f  trade cycles and Abdus Sattar ascribes 
to him the theory that economic development passes through stages (654). 
We get the macro-cconomic view that “ income and expenditure balance 
each other in every city . . .  and if both income and expenditure arc large 
. . .  the city grows” . He also noticed, in the Keynesian sense, the importance 
of  the demand side, particularly government expenditure, in avoiding 
business slumps and maintaining economic development (654: 161). T. B. 
Irving also notes that according to Ibn KhaldQn “ taxes have a point of 
diminishing returns and pump priming is important to keep the business 
running smoothly” (657: 32).

Abdul Qadir (651: 438) notes that labour has the central place in Ibn 
Khaldun’s theory o f  value, and Abdus Sattar ascribes a labour theory of 
value to him (654: 164). Somogyi (650) rightly points out that Ibn Khaldun 
anticipated Adam Smith on several points, and Abdul Qadir regards him 
as a precursor o f  the mercantilists, because o f  his views on the importance 
o f  Gold and Silver (651: 439). He highlights Ibn Khaldun’s emphasis on 
economic factors in the interpretation o f  history and his effort to relate 
economic progress with political stability (651: 434, 441). Ibn al-Sabil 
regards Ibn Khaldun a precursor of Proudhon, Marx and Engels on the 
basis of his views on poverty and its causes (192: 154).

Rifa‘t refers to Ibn Khaldun’s discussion on utility which anticipates 
later analysis (660: 26). To money, he ascribed the two roles of standard of 
exchange and store o f  value (654: 165).

Rifa‘t compares his theory of population with that o f  Malthus and finds 
a number o f  common points, though Ibn Khaldun did not mention 
preventive checks (660: 26).

In his exhaustive discussion on Ibn Khaldun, Tahawi (77, I: 473-603) 
explains how population and economic progress are related to one another 
in his model. Ibn Khaldun also warned against state intervention in the 
economy and thought that a  free market ensured proper distribution (7 7 ,1: 
633). Tahawi summarises Ibn Khaldun’s views on determination o f  prices 
by the forces o f  supply and demand, money, its values and its functions and 
the principles o f  taxation and government expenditure.

Boulakia notes Ibn Khaldun’s emphasis on the importance of  social 
organisation o f  production whose main factor is hum an labour. Then
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comes the role o f  international division o f  labour which is based more on 
the skill o f  the inhabitants o f  various regions than their natural re
sources.102 “ His theory constitutes the embryo o f  an international trade 
theory, with the analysis of terms of  exchange between rich and poor 
countries, o f  the propensity to import and export, o f  the influence of 
economic structures on development and of  the importance of intellectual 
capital in the proccss o f  growth” .103 After surveying the wide-ranging 
contributions o f  Ibn Khaldun on money, prices, distribution, public 
finance, trade cycles and population, Boulakia concludes that “ Ibn 
Khaldun discovered a great number of fundamental economic notions a 
few centuries before their official birth. He discovered the virtue and the 
necessity o f  a division o f  labour before Smith and the principle of labour 
value before Ricardo. He elaborated a theory o f  population before 
Malthus and insisted on the role o f  the state in the economy before Keynes. 
But much more than that, Ibn Khaldun used these concepts to  build a 
coherent dynamic system in which the economic mechanism inexorably
led economic activity to long-term fluctuations......... ” 104 Boulakia can,
therefore, feel more than justified in affirming that “ His name should 
figure among the fathers of economic science” .106

B: Ibn Taimiya (1262-1328)
Ibn Taimiya’s economic views have been discussed by Muhammad al- 

M ubarak (134), Sherwani (667), Ilyas Ahmad (665), Kahf (666) and 
Siddiqi (221, II: 189-203).

Kahf discusses his notion of  “ price o f  the equivalent”  and the com
plementary concept o f  “ fair profit” . Ibn Taimiya wanted to investigate 
what the price would be if  there were no imperfections in the market. He 
held that the price of labour was determined in the same way as the other 
prices (666). Siddiqi has discussed Ibn Taimiya’s view on price control at 
some length (221, II: 189-203).

He justified state intervention in the market on account of  monopoly, 
monopsony, hoarding and speculation. Mubarak (134) discusses his 
work on Hisbah. Maintenance of fair competition and honest dealings 
were to be ensured through enforcement o f  the Islamic code of conduct on 
producers, traders and the middle men. Mubarak has also highlighted Ibn 
Taimiya’s views on other responsibilities o f  the state, including that of 
ensuring fulfilment o f  the basic needs of the people by organising pro
duction and distribution (134: 106-127).

Sherwani (667) focuses his attention o f  Ibn Taimiya’s views on the 
concept o f  ownership in Islam, emphasising the right o f  the state to abridge 
or abrogate this right in certain circumstances.

Tahawi (77, I: 455) regards Ibn Taimiya’s emphasis on the state’s 
responsibility to ensure the fulfilment o f  the basic needs of the people as 
his unique contribution.
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C: Abu Yusuf (731-798)
Abu Yusuf’s main subject was taxation and the economic responsi

bilities of  the state. His contribution lies in demonstrating the superiority 
o f  proportional taxation over the system of  fixed levy on land, both from 
the viewpoint of  revenue and equity. In his discussion he also refers to the 
other canons of taxation: capacity to pay, a consideration for the con
venience o f  assessees in fixing the time of  collection and its mode, and 
centralisation o f  decision making in tax administration. Siddiqi (671: 
83 84) discusses these points along with Abu Yusuf’s emphasis on public 
works especially irrigation facilities and highways. He also urges upon the 
ruler to take other measures to ensure the development o f  agriculture 
(671:89).

Siddiqi notes that Abu Yusuf’s brief comments on the relation between 
the supply o f  goods and their prices do not go deep enough and his advice 
to the ruler against price control is not accompanied by a thorough 
discussion on the subject (671: 78-79).

D : Nasiruddin Jus i  (1201-1274)
J u s i ’s contribution has been discussed by Rifa’t (679), A. Mannan 

(132: 8), Anzarul Haq (678) and Habibul Haq Nadwi (235). Tust discussed 
the revenue and expenditure o f  the household as well as those of  the ruler. 
He emphasised saving and warned against extravagance and expenditure 
on unproductive assets such as jewellery and uncultivable land (679: 124). 
He accorded supreme importance to agriculture giving trade and other 
vocations a second place (235: 148). He also discussed exchange and 
division o f  labour. His brief work on Public Finance has been reviewed by 
Rifa’t (679) wherein he disapproves of  certain taxes which had no sanction 
in Islam.

Jalal al Din al Dawwani (678) closely follows Jus i  in his discussion o f  the 
household and the public treasury.

E: Shah Waliullah (1702-1763)
A resume of  Shah Waliullah’s broad sweep on the subject has been given 

by Tufail Ahmad Qureshi.106 He regarded economic well-being to be a 
prerequisite o f  a good life and proceeded to discuss needs, ownership, 
means o f  production, co-operation, distribution and consumption with 
remarkable insight. Discussing the evolution o f  society from the primitive 
stages to the affluent culture o f  his day he points out the decadence that 
sets in with the growth o f  conspicuous consumption. In his discussion on 
means o f  production he tends to place a number o f  natural resources in the 
public sector.107 He condemned hoarding and profiteering on economic 
as well as social grounds.108

The economic philosophy of  Shah Waliullah had been earlier interpreted 
by U baidullah Sindhi (688). Ibn al Sabil com pares W aliullah’s analysis o f
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the decline of the Mughal with Marx’s critique o f  capitalism (192: 515). 
WaliullSh’s IJujjatullah al Balighah offers a wealth of material on the 
subject that awaits the attention of economists.

F: Other Thinkers
Kifayatullah109 has recently reported on a work by Imam Muhammad 

Ibn Hasan al Shaibani (750- 804) entitled “ The Earning” , which discusses 
what is right and what is wrong in ways o f  earning and spending. He 
regarded agriculture as the noblest o f  all professions because it is the most 
useful for the entire society, a  view which sharply distinguishes Imam 
Muhammad from most o f  his contemporaries who preferred trade and 
commerce over agriculture.

Tahawi (7 7 ,1: 151-154) takes some notice of  those Islamic thinkers who 
paid special attention to eradication of poverty and to ensuring social 
justicc.He mentions Abu Dharr Ghifari (d. 654), Ibn Hazm (d. 1064) and 
Ahmad ‘AH al Dalaji (d. 1421). Ibrahim Labban (614) also discusses the 
views o f  Abu Dharr Ghifari and Ibn Hazm.

It could not be possible for the present writer to consult the numerous 
works on Ghazali, Farabi, Tusi, Ibn Qayyim, Shah Waliullah and others 
for brief references to their economic views. Nor could he do justice to the 
works on the few thinkers discussed in this section. Here is a field that 
awaits the attention of researchers in Islamic Economics. But the material 
listed in our own bibliography should be sufficient to refute the thesis 
recently propounded by Meyer (648) that the “ Arabic, Turkish and 
Persian speaking East has experienced no continuity of economic ideas such 
as those which come from the Judco-Christian West” . The West experienced 
systematic economic thinking since the time of the Renaissance and 
Economics came into its own in the wake o f  the Industrial Revolution -  a 
period o f  history in which the East was sliding down the scale of decadence. 
The ascendancy of the Islamic civilisation and its dominance of the world 
scene for a thousand years could not have been unaccompanied by 
economic ideas as such. From Abu Yusuf in the second century to Tusi 
and Waliullah we get a continuity o f  serious discussion on taxation, 
Government expenditure, home economics, money and exchange, division 
o f  labour, monopoly, price control, etc. Unfortunately, no serious attention 
has been paid to this heritage by centres of academic research in Economics.

Epilogue
The variety of subjects discussed by Islamic economists and their 

distinctive approach to some of  the economic problems is brought out 
in our survey o f  the literature presently available. The new approach has a 
clearly defined frame of  reference and there are certain common premises 
shared by all writers on the subject. The issues raised and discussed by 
them  are relevant to  the hum an situation and have a direct bearing on
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contemporary life. These discussions have a special significance for the 
Muslim countries and communities, but their relevance for a comparative 
study of economic systems and philosophies is universal and general.

To the students of Islamic economics in particular and the Muslim 
students of economics in general the survey provides an opportunity of 
stock-taking and programming for further research. Both Islam and 
economics would be benefited if closer attention is paid to an approach 
that seeks to relink economics with moral values and to evolve a frame
work in which man’s quest for justice achieves fulfilment while ensuring 
maximum efficiency and satisfying the will to economise.
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The emergence o f  a considerably large literature on Islamic Economics in 
Turkey is no less than a surprise to those who remember this country as the 
only one in recent history which was not long ago virtually forced to cut offal! 
its relations with her own past as well as with her sister Muslim countries. 
And yet Turkey reacted to the incursions o f  Western ideologies in her life 
style in exactly the same way as have done her sister Muslim countries with 
the only difference that most o f  the latter countries have always had direct 
access to the early Islamic literature.

The present bibliography provides ample proof o f  what is asserted in the 
above paragraph. It also reveals that most o f  the works (33 per cent) were 
on the subject o f  philosophy o f  Islamic Economics, followed by those on 
the economic policy (Public Finance 17 per cent) and on the contemporary 
economic systems (15 per cent). I t  is worthwhile to know that the literature 
on Islamic Economics has had its fa irly  large share (about seven per cent) 
in the total number o f  books and articles written on Islam during the last 
50 years following the change o f  leadership in Turkey in the early twenties. 
Furthermore, it is noteworthy that most o f  the books and articles on Islamic 
Economics were written after Turkey's return to her ideological fo lds in 
1 9 4 8 ( 4 9 . .  . which corresponds with the natural trends o f  a society which 

faces a shock causing a dismay initially and then it strives to reassert and 
finally rediscover its own s e lf  This is all related quite briefly in the appen
dices at the end o f  this bibliography which is although a deviation from  the 
set pattern o f  a work o f  this nature, but quite necessary all the same in order 
to acquaint the researcher with the background o f  this literature.

This bibliography was originally arranged on a subject-classification 
system slightly different from  the one developed by Dr. Siddiqi in the 
Research Report No. 1 on the Contemporary Literature on Islamic Economics.

•P ro fesso r D r. Sabahuddin  Zaim  is Professor o f  Econom ics, University o f  Instanbul,
Turkey.
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Later on, it was rearranged on the basis o f  the last mentioned system so as to 
create uniformity as well as to reap the benefits o f  a pre-arranged classi
fication. Mr. Azmatullah Khan o f  the Islamic Foundation has rearranged the 
material and edited it fo r  publication.

There is nothing new to be pointed out in this note. Thus, (/) inverted 
commas are■ used to differentiate an article from  a book {for which no 
commas are used); (ii) the English translation o f  a work is given in paren
thesis; {Hi) the name o f  the journal is also made distinct from  the name o f  the 
publisher, etc .; (/v) in the case o f  a book ( t)  indicates that the work is a 
translation and an asterisk (*) denotes that there is an introductory note 
about the relevant work in the appendix at the end o f  this bibliography.

Editor.
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Introduction
Turkey has passed through one of the most turbulent periods o f its long 

history in the first half o f the twentieth century. During those years, 
violent attem pts were made to  dislodge the mainspring o f Turkish life and 
culture. The Islamic character o f the society was made the main target of 
attack, by a handful of people who had no adequate understanding of 
Islam. They lacked the urge for coming to  terms with Islam because they 
were overawed by the secular character of the Western institutions. They 
initiated a gigantic effort to change the Islamic character of the society. 
They worked for the change and partially succeeded in their goal. The 
Islamic institutions were replaced by the Western models.

At long last, the elements championing the Western causes yielded to a 
degree to the ingrained Islamic sources in the Turkish life. This process is 
o f gradual change by its very nature. The Islamic forces will eventually 
stage a comeback but it may take some time. As things stand now, we sec 
there is a definite trend in favour o f Islam. Since this reversal is far from 
complete, Turkey has, for a long time, not been able to identify itself fully 
with the rest o f the Muslim world.

Turkish history has recorded the full impact of the confusion and 
turm oil in the spirit o f the age. In the spheres o f thought, literature and the 
arts, this is no less apparent. We are in this research report concerned with 
the mass o f material on Islamic Economics. We shall, therefore, coniine 
ourselves to  a  brief description o f the vicissitudes o f Turkish history 
during the years o f turmoil to see what influences have been made in the 
field o f Islamic Economics.

Turkey reached the turning-point o f its history with the establishment of 
a  one-party government a t the termination o f the Khilafat in 1923. It was 
at this time that the Turkish people were forced to break away from the 
traditions o f their Islamic past and also from the Muslims o f other 
countries.

It was during this period between 1923 and 1948 that an authoritarian 
government did everything in its power to  do away with all the Islamic 
institutions in the country and to introduce secularism at all levels. 
Turkish people were confused, dismayed and even disillusioned with the 
drastic changes which were introduced. The masses did not realise that they 
were being gradually compelled to  cut off all links with their Islamic 
heritage. But people with Islamic consciousness were troubled to see the 
state o f affairs and they knew from the very start that they had to fight to 
save their precious heritage.

Secularism was forced upon the Turkish people and it was given free 
rein to crush any tendency towards religious revival. In such circumstances, 
very few books were written on Islam and the literature on Islamic 
Economics had only a share o f about 4 per cent o f all books written on 
Econom ics in the  period between 1923-60. The only Islam ic journals
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worthy o f record were the Hereket (The Movement) and the Buyuk Dogu 
(The G reat Orient) which published articles on Islam. In all, about 
11 articles were written on Islamic Economics and about 13 books saw 
the light of day during that period.

The introduction of a multi-party system in 1948-49 was another land
mark in the history o f the Turkish people. To enumerate factors leading to 
this momentous event is a fascinating study and demands the attention o f  
specialist scholars. It would be out o f place here to  go into detail. But it can 
be stated that the autocratic rulers of the country during that period had 
come to the realisation that they had gone too far in their misguided zeal 
for modernisation. Consequently, further secularisation had to  be stopped 
at least in the fields o f education and social affairs. Most o f the enactments 
bearing secular character had to  be reversed or repealed. But at the same 
time, capitalism was given full license to  exploit the situation. The bank- 
ing system expanded rapidly and the institution o f interest was fully 
encouraged and established. Private enterprise was given a free hand to 
exploit the working-class people.

The people who valued the Islamic heritage were greatly perturbed to 
see the exclusion o f Islamic principles in matters of social policy. They tried 
to  make their conscientious voice heard in favour o f  the returns to Islam. 
But this was distorted by the Marxists who, under the prevailing confusion, 
exploited anti-religious feelings in general to achieve their goal. They did 
everything within their power to arouse hatred for the religious scholars 
among the ignorant masses whose links with even the basic Islamic 
education had been totally severed. Nevertheless, the conscientious 
Muslim scholars fought for Islamic principles. They tried hard to  guide the 
misled Turkish people to think of Islam. They explained that only the 
Islamic economic system is the answer to  the onslaught of capitalism or 
M arxism. On the whole, some 22 per cent o f the total publications on 
Islamic literature up to 1960 appeared during this period. M ost o f the 
writing dealt convincingly with the problems arising out o f the con
flicting ideologies o f the time.

Finally, the period after 1960 witnessed a vigorous activity by the 
conscientious Muslims who spared no effort to revive Islamic thought. 
Although the secular clement did not disappear altogether, it had to  face 
hard opposition from the common man who by now has come to  the 
realisation that his real place is in the Muslim world and that his real 
identity lies with the Islamic forces and not otherwise. The Marxist and the 
Secularist in the garb o f the Liberalist are making themselves active as 
before and now they have joined their hands to  oppose the efforts of 
Islamic forces with more vigour than before. But the Turkish Parliament 
has not only reversed o r repealed some of its anti-lslam ic legislation, it has 
gone to  the extent of passing an Act for the establishment o f a bank on the 
profit-sharing basis. It was during  this period th a t ab o u t 74 per cent o f  the
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publications have come out on that subject. A good many translations 
from Arabic and Urdu have been made and a number o f articles have 
appeared in the learned journals.

Turkish people have only begun to  regain their lost heritage o f Islam by 
sheer hard work to  revive it. But they have to cover vast territories in all 
fields o f their social life. At times, their effort in the direction of Islamic 
revival meets with succcss. It is rewarded in the shape of a daily growing 
enthusiasm for Islamic causes. But it has to be said that as yet, this 
process is not smooth and peaceful. There are obstacles and stumbling 
blocks put up by the wayward forces o f secularism and Marxism. But 
conscientious Muslims are meeting this challenge with greater effort than 
ever before. Let us hope and pray that Allah may crown their efforts with 
greater rewards for the glory o f Islam.
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193. A rsalan , A li

194. Figlali, E. R . and 
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195. K adiri, Z ak ir (T)

i .  G e n e r a l :  1 9 3 - 1 9 4

Ihya u l Ulumuddin (R econstruction  o f  Islamic 
K nowledge). Y aylacik M atbaaci. 8 vols. 1973. 
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i i .  I b n  K h a l d u n :  1 9 5
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Basimevi. 1957.3 vols.
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v i i i .  O t h e r s :  1 9 9 - 2 0 4

A bu el Hasan el Kudduri. Istanbul. A hm et Sait.
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218. T aeschner, F ranz  (T)

219. Varli, M ustaffa(T )

Islam  D usuvcesi(Islam ic T hought). Istanbul. 
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Appendix A: Turkey: A Chronology of Events in Modern History
1920: M arch 16: T he invading C hristian  arm ies abolish  the  last

O ttom an  Parliam ent. Is tanbul rem ains under 
continued  occupation . The centre o f  w ar o f 
independence m oves from  Istanbul to  A nkara.

A pril 23: Turkey elects a  new parliam ent on  the basis o f
direct adu lt franchise.

Sep tem ber: T he new Parliam ent declares th a t it has assum ed
pow er provisionally in o rd er to  pave the way fo r 
the resto ration  o f  the C aliphate  and the establish
m ent o f  an  independent Islamic State.

T he last O ttom an  caliph ordered  to  leave the 
country .
T he abolition  o f  the O ttom an  dynasty by the 
Turkish Parliam ent declared in th e  w ords: “ The 
C aliphate belongs to  th e  O ttom an D ynasty .” It 
also dec la red : “ T he C aliph will be elected by the 
parliam ent from  the m ost suitable m em bers o f  that 
dynasty .”  It fu rther declared th a t “ The Turkish 
s ta te  is the p ro tecto r o f  the C aliphate” . 1 T hus the 
A ct m ade a  distinction between the C aliphate  and 
the m onarchy.

Laussane T reaty signed and endorsed by the 
Parliam ent on  the 23rd A ugust.
R epublican People’s Party  form ed w ith Secularism  
as one o f  its objectives.2 Since it was the ruling 
party  all the  elected m em bers o f  the Turkish 
parliam ent becam e m em bers o f  th a t party .

A nkara declared as the cap ita l. Istanbul which had 
served as th e  centre o f  Islamic cu ltu re  fo r the last so 
m any centuries is abandoned.
T urkey declared officially as a R epublican S tate.

The passing o f  the following A cts by the 
P arliam en t: A ct 429 -  the abolition  o f th e  M inistry  
o f  Religious Affairs.
A ct 430 -  A bolition o f  all trad itional religious 
schools and nationalisation  o f all educational 
in stitu tions.3
A ct 431 -  A bolition o f  the C aliphate  system. The 
last C aliph -  Sultan  A bdul M ajid -  and all the 
m em bers o f  the O ttom an  dynasty expelled from

1. M acmua-i-Kavanin  C .I. Sh. 448.
2. O ther objectives being R epublicanism , S talism , D em ocracy, N ationalism  and 

R evolution .
3. L ater on , a  new  legislation allowed som e 29 schools o f  Islam ic Studies to  continue 

under th e  direct supervision o f the M inistry o f  E ducation. T his num ber dw indled to  
26, 20 and finally to  only  2 in 1925, 1926 and 1927 respectively. In  1930, a  com plete 
closure of all such schools was announced.

1921: N ovem ber 17: 

N ovem ber 22:

1923: Ju ly  24:

Septem ber:

1923: O ctober 13:

O ctober 23: 

1924: M arch  3:
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Turkey. They were deprived o f  Turkish citizen
ship and their properties confiscated by the S ta te .4 
The Parliam ent approves new constitu tion  which 
declares the end o f the Em pire, the m onarchy, the 
dynasty and the C aliphate. It sta ted , how ever, th a t 
“ the official religion o f  the T urkish  s ta te  is Islam ” .

1925: F eb ruary : T he parliam ent abolishes old Islamic T ax system
know n as tithes.

N ovem ber 25: By an A ct (N o. 671), the western type o f  ha t was
in troduced as a  p a rt o f  the m ilitary uniform . The 
fez cap  and o ther item s o f  eastern  dress prohibited,

N ovem ber 30:

D ecem ber 3 1:

1926: February  17: 

1928: A pril 20:

N ovem ber 3: 

1929: Septem ber: 

1934: Jan u ary  3: 

1935: M ay 27:

The tom bs, convents o f  dervishes and Zawiyya 
(Sufi circle) closed and  people prohibited from 
jo in ing  any T ariqa  order.*  T he sheikh and the 
dervish disallowed to  collcct any tithe  from  the 
m em bers o f  the public.
The T urk ish  parliam ent passed the Act (N o . 618) 
to  enforce the C hristian calendar in place o f  the old 
H ijra calendar. It also enforced the new w orking 
hours in place o f  the old which had a provision for 
the p rayer times.

A new civil code adopted  a fte r the abolition  o f  the 
old Islamic L aw .6

Turkey declared “ a secular s ta te"  by  a constitu 
tional am endm ent o f  th e  A rticles 2 ,16 , 26 and 38 
which pertained to  the  Islamic character o f the 
State.
A rabic script abolished and  the use o f  Latin script 
im plem ented (A ct 1353).

Teaching o f  A rabic and Persian languages stopped 
in the high schools.

Use o f  garm ents w orn in religious circles banned 
outside religious centres.

F riday ceased to  be the day o f  religious significance 
and Sunday declared as a  closed holiday o f  the 
week.

4. Sicilli K evanli, C .I. Sh. 448.
5. T his was co n tra ry  to  the clauses o f  the new constitu tion  (A rticle 75). T he lacuna was 

rem oved by a  constitu tional am endm ent in 1937.
6. T he new code incorporated  follow ing pieces o f  legislation which were borrow ed in 

to to  from  the legal system  o f  the country  nam es in the parenthesis:
a . Civil code 1926 (Switzerland).
b . Liabilities Act 1928 (Switzerland).
c . T rade  Law  1928 (G erm any).
d. Law of Punishment 1928 (Italy).
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1 9 4 1 : June  2 : A n old decision o f  the D epartm en t o f  Islamic
Affairs (M arch 6 ,1933) banning the use o f  A rabic 
fo r th e  call to  prayer from  th e  M inaret im ple
m ented and th e  use o f  T urkish  language enforced 
(A ct N o. 4055).

A ll these m easures taken  in succession had their repercussions on  the religious a ttach 
m en t o f  a  com m on T u rk  to  his faith . H e le t his feelings show  in different ways to  the 
people a t th e  helm  o f  affairs w ho, in their tu rn , realised th a t they had gone to o  far in their 
sp irit o f  nationalism . C onsequently , the  d rift tow ards fu rther secularisation halted and 
som e o f  th e  extrem e steps taken  were reverted.

1949: Lectures ab o u t Islamic religion in troduced in the
prim ary schools. L ater on , Islamic Studies was 
introduced a t the U niversity level and  a  Faculty  o f  
Theology was opened a t th e  University o f  A nkara.

T he Parliam ent am ended an A ct (N o . 677) passed 
earlier and allowed the tom bs o f  fam ous T urkish  
saints to  be reopened -  including th e  tom b  o f  A yub 
al-A nsari (a renow ned com panion o f  the Prophet 
M uham m ad, peace be upon him ). Jo ining o f  
T ariqas (Sufi o rders) was also perm itted. T his was 
conceded under th e  T reaty  o f  H um an R ights which 
T urkey  signed on N ovem ber 4 ,1950 .
T he m em bers o f  th e  O ttom an  dynasty perm itted to  
com e back and  settle  dow n in Turkey.
T he Parliam ent recognised the retu rn  to  the use o f  
A rabic language for th e  call to  prayer. In  fact, the 
A ct m ade it optional e ither to  use A rabic o r 
T urkish  fo r th is purpose.

1 9 5 1 : O ctober 13: T he M inistry o f  E ducation  decided to  reopen the
schools o f  Islamic Studies. This was followed by a  
series o f  m easures tow ards th e  in troduction  o f  
Islam ic Education a t different levels.

1 9 5 0 :

June  16:
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Appendix B: Works on Economic History of Turkey (1-39)

1. A kdag, M ustafa

2 .  A l t a y l i ,  M u r s i d

3 .  A y i t c r ,  F e r i t

4. B arken, O m er Lutfi

5 . »> »» »>

6. *» * t  »»

7. B arken , O m ar Lutfi

8. B arken, O m ar Lutfi and 
U zuncarsili, Ism ail

9. Belli, A bdulm ccid

10. C erm en, O sm an N uri

11.

12. D aver, Bulent

J3. D in cer.N ch it

Turkiyinin Iktisadi ve Ictim si Turihi (E conom ic and 
Social H istory o f  T urkey). Istanbul. Yalkin 
M atbaasi. 1974. 3 vols.
Turk M illiyatci Topluman D oktrininin Umeum i E * 
D altari (G eneral Principles o f  N ationalist and 
Socialist D octrines o f  T urkey). Istanbul. C oker 
M atbaasi. 1969.367p.
“ Eski T urk  H ususi H ukukuna A it Bozo N atlar 
Einige Bem erkungen U ler D as A lt T urkishc 
Privatrech t” (Some A spects o f  T urkish  Personal 
Law). Ik tisa t Fakultese M ecm uasi, Vol. 11, N o. 1-4, 
1949-50, p p .417-436.
“ F atih i Com ii ve Im aretiT esislerin in  1489-1490 
Y illarina A it M uhasebe B lancolari” (A ccounting 
B alance Sheet o f  the Building and  th e  M osque o f 
F atih i in the year 1489-1490). Iktisa t Fakultesi 
M ecm uasi, Vol. 23, N o. 1 -2 ,1962-63 , pp. 297 341. 
"A sm anli Im para torlugunda Im aretS itelerin in  
K urulus ve Isleyis Tarzina A it A rastirm alar”  (An 
Investigation in to  the Foundation  and  F unction  o f 
th e  Im rat System in O ttom an Em pire). Ik tisa t 
Fakultesi M ecmuasi. Vol. 23, N o. 1-2, 1962-63, 
pp. 239-2% .
"A yasofya Cam il vc E yupT urk isin in  1489-1491 
Y illarina A it M uhasebe Blancolari”  (A ccounting 
Balance Sheet o f  T om b o f  Ayul A nsari and A ha 
Sophia in 1489-1491). Ik tisa t Fakultese M ecmuasi. 
Vol. 23, N o. 1-2 ,1962-63 , pp. 342-379.
“ Saaray M utfaginin 849-895 (1489-1490) Y ilina 
A it M uhasebe B lancosu”  (Balance Sheet o f  Palace 
K itchen in 1489-1490). Ik tisa t Fakultese Mecmuasi. 
Vol. 23, N o . 1 -2 ,1962-63 , pp. 380-398.
“ O sm anli Devlet Teskilat ina M ethal" (In troduc
tion  to  the O rganisation o f  the O ttom an  S tate). 
Ik tisa t Fakultesi M ecmuasi. Vol. 3, N o . 1-2, 
1941-42, pp. 228-238.
A dale tin Zaferi, Naras 2 Sulh ceza M akem esinin din 
hurriyati ve laiklike ilgli Tarihi bir Karsi (C ourt 
Judgem ent on  Problem s o f  Secularism  in T urkey). 
Istanbul. A hm et Sait M atbaasi. 1963.48p.
Dinde Reform  M odern Turkiye Icin (Religious 
R eform  in M odern T urkey). Istanbul. Izki,
Rcklam , M athaa  ve N esriyetrvi, 1956.40p. 
Kemalizm  R e f or m u na Gore binimizin 54 Fazi (54 
O bligations o f  o u r Religion as Against Kcmalist 
Reform ).
Turkiy  cumhuriyetinde iM yiklik  (Secularism  in 
T urkish  R epublic). A nkara. Son H avadis 
M atbaasi. 1955.260p.
1913 Ten du Yana Imam Halip O kultari M eselesi 
(The Problem of Islamic Studies since 1913).



346 Islamic Economics

14. D im ser, Ercum cnd

15. D uzdog, E rtugrul M.

16. G o lp inarli, A bdulbaki

17.

18.

19.

20. Inaclik, H alik

21. Isiksal, Cavidc

22. Kereseviakovic, H am diya

23. K usdem iroglu, A . E.

24.........................................

25. O ztu rk , O sm an

26. Sahillioglu, Halil

27. Saygin, M.Celal

Is tanbu l. O taz  M atbaasi. 1974.
Din, Toplum ve Kemal A taturk  (Religion, Socicty 
and  K em al A ta tu rk ). A nkara. K ardes M atbasi. 
1969 .192p.
Seyhulislam Ehussud Efendi Fetvali Isiginda 16 
A sir Turk H ayati (The Life in the 16th C entury 
Turkey in th e  Light o f  the Fetw as o f  Ebu&sud 
Efendi). Istanbul. H ikm at Cazetecilik L td., Sti. 
1972.245p.
“ Islam  ve T u rk  Illerinde Futuvet Teskilati ve 
K aynaklari les organizations de la Fatauvet dans 
les paiza M usulm ans et T urcs et ses origines” 
(Sources o f  Futuvet in Islamic T urk ish  Province). 
Vol. 11, N o. 1-4, 1949-50. p. 7.
“ Futuvet N am e i Sultani ve Futuvet H akkinda 
Bazi N o tla r (Som e N otes A bout Fu tuvet o f  the 
Sultan). Ik tisa t Fakultesi M ecmuasi. Vol. 17,
N o. 1-4 .1955-56 , pp. 156-178.
"Seh, Seyyid Huseyid H useyin in ‘Futuvet Name* 
si (F u tuvet N am e i Seyh Seyyid H useyin llmi 
G aybi). Ik tisa t Fakultesi M ecmuasi. Vol. 17, N o. 
1-4 ,1955-56 , pp. 27-72.
“ Burgozi ve Futuvetnanasi”  (Burgozi and  his 
Futuvet). Iktisa t Fakultesi M ecm uasi, Vol. 15, 
N o. 1 -4 ,1953-54 , pp. 76-153.
“ XV A sir T urkiye Iktisadi ve Ictim ai Tarihi 
K ayaaklari”  (Sources o f  Econom ic and  Social 
H istory o f  15th C entury  T urkey). A nkara. 
University llah iat Fakultesi, Vol. 15/16, N o. 1-4, 
1953-54, pp. 51-57.
“ T urkiyede Ilk Bankacilik H areketi ve O sm anli 
Bankasinin K usalm asi”  (F irst Banking M ovem ent 
in T urkey and th e  O pening o f  O ttom an Bank). 
Belgelerle Turk Tarihi Dergisi, Vol. 8, N o . 10,
July, 1968, pp. 72-79.
“ Erki Sarayudda E snaf ve Senatler" (A rts and 
A rtisans in the O ld Saray Bosnia). Iktisa t 
Fakultesi M ecm usi, Vol. 17, N o. 1-4, 1955-56., 
p p .359-379.
“ M em lektim izde O dune Para Verme Isleri" (The 
Problem  o f  C redit in o u r C ountry). Istanbul 
Ticaret, Vol. 13. N o. 610, 1970. p. 7. 
“ M evzuatim izda Faiz K au ram i" (T he C oncept o f 
Interest in o u r C ountry). Istanbul Ticaret. Vol. 13, 
N o. 622,1970, pp. 5-7.
Osmanli H ukuk Tarihinde M ecelle  (C odification o f 
the Islamic Law in the O ttom an  Em pire). Istanbul. 
Irfan M atbaasi. 1973.931 p.
“ Bir M ultezimen D efterim e G ore  XV Yuzyil 
Sonunda O sm anli O arphane M ukataa la ri” (Coin 
M inting D uring the O ttom an  Em pire). Ik tisa t 
Fakultesi M ecm uasi, Vol. 23, N o. 1-2 ,1962-63 . 
p p . 145-218.
Dinyanet Cepehisinder Ataturk Inkilaplari (Ataturk
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28. Sencer, M uzaffen

29. T ogan.Z ekivelid i

30. T u ran , O sm an

31. U zancarsili, Ismail and 
B arkan, O . Lutfi

32. Z aim , Sabahuddin

Reform s from  the Religious Point o f  View). 
A nkara . T urk  T arih  K urm u Basimein. 1972.40p. 
Dini Turk Topulumuna E k lleri(Influence o f 
Religion on T urk ish  Society). Istanbul. O sm anbey 
M atbaasi. 1971.235p.
“ R esideddin M cktup L arinda A naddunun  Ikasadi 
ve M edeni H ayatina A it K ayillar" (N otes on the 
Econom ic and Civic Life o f  A natolia as Depicted 
in the Letters o f  Residdedin). Ik tisa t Fakultesi 
M ecm uasi, Vol. 15, N o. 1 -4 ,1953-54 , pp. 33-50. 
Turkiyede M anevi Buhran, Din ve Laiklik  (M oral 
C risis in T urkey, Religion and  Secularism ). 
A nkara. Sark M atbaasi. 1964.296p.
“ O sm anli D eh letiT eskulatina M ethal”  (In tro d u c
tion  to  the O rganisation  o f  O ttom an  State).
Ik tisa t Fakultesi M ecm uasi, Vol. 3, N o. 1-2, 
1941-42, pp. 228-238.
Turkiyedi M u/us M eslesi, Sidyasi, Iktisadi ve 
Sosyal Yonleriyle (The Population Problem  in 
T urkey w ith Its Political, Econom ic and Social 
Im plications). Istanbul. G uraz  M atbaasi. 1973. 
158p.
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Appendix C : Introductory Notes on some important works

1. A kdag, M ustafa  Turkiyenin Iktsad i ve Ictim ai Tarihi (Econom ic and
Social H istory  o f  T urkey). Istanbul. Yclken 
M atbaasi. 1974.3 vols.

T his is a  stan d ard  w ork on T urkey 's  econom ic history during  the period 1243-1623. 
C on ten ts:
Vol. 1: T urkey  -  D uring  the great chaos after the Seljukes; transform ation  o f  Turkey

from  th e  Seljukes to  an  O ttom an  E m pire; organisation  o f  the s ta te  and 
general econom ic condition  a t th e  tu rn  o f  the 1 Oth century.

Vol. 2 : Social and  econom ic s tructu re  o f  the O ttom an  Turkey during  th e  l l t h
c e n tu ry ; s ta te  treasury  and  th e  beginning o f  th e  period o f  deterio ration .

Vol. 3 : T urkey’s em ergence in the 16th century.

2. Cekm egli, Said M . Islamda Iktisa t Analyism iz (O ur understanding o f
Islam ic Econom ics). Istanbul. Fakulte ler M atbaasi. 
1966.113p.

T his book is a perfect exam ple o f  how a  com m on T urk  reacted to  the onslaught o f  
W estern ideologies on T urkey’s Islamic past. T here is a useful bibliography a t th e  end o f  
the book.
C on ten ts:
R ecent econom ic theories; th e  Islamic o rder; Social Insurance; Z a k a t; P rohibition  o f  
In te rest; A usterity  and Injunction against the waste o f  resources; rights o f  ow nership; 
problem s o f  industrial unrest and its solution in Islam.

3. K aragulle, Suleym an Islam i Gorus, Acisindan Economic ve D oktrinler.
A n unpublished w ork so  far. It is a  scho lar’s answ er to  the conflict o f  Islam and  W estern 
ideologies, specially capitalism  and socialism. The au th o r has analysed the existing 
econom ic system s and com pared them  w ith the Islamic econom ic system.
C on ten ts:
1. Som e fam iliar econom ic concepts.
2. T im e as an econom ic resource.
3. M oney -  its investm ent and  circulation.
4. Econom ic transform ation.
5. C lass struc tu re  o f  a  society.
6. Econom ic ideologies.

4. T ug, Saleh Islam vergi Hukukunun O rtya C iklsi (T he Develop
m ent o f  T axation  System in Islam).

C o n ten ts :
1. T axation  system  before Islam.
2. In troduction  o f  the taxation  system  in M adina.
3. Taxes fo r M uslims.
4. Taxes fo r non-M uslim s.
5. B ibliography.

5. Y auz, Y unus Sehli Islamda Z e k a t M uessesesi (The Institu tion  o f
Z a k a t) .  Istanbul. A hm et Sait M atbaasi. 1972. 390p. 

I t  is a  com prehensive scholarly work on th e  subject.
C on ten ts:
1. Principles o f  Zaka t.
2. E xpenditure o f  Z akd t.
3. C ollection o f  Zaka t.
4. Application of Zakat in the present age.
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6. Zaim , Sabahuddin  Modern Iktisat ve Islam  (M odern  Econom y and
Islam ). Istanbul. Fatih  M atbaasi. 1969. 31 p.

T his is an analytical study o f  the existing econom ic system s and  their com parison w ith 
the Islam ic econom ic system.
C on ten ts:
1. T he present day w orld crisis.
2. Ideological division o f  the  world.
3. C om parison  o f  Islam  w ith capitalism  and  socialism.
4. F u rth e r description o f  Islam ic econom ic system.
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A P PE N D IX  I

Conference Communique
Thanks to  Allah Almighty, the First International Conference on 

Islamic Economics was held in Holy M akka, Safar 21-26, 1396H. 
(February 21-26, 1976) a t the invitation o f King Abdul Aziz University 
and under the auspices of the faculty o f Economics and Business 
Administration.

The Conference discussed all the papers and studies submitted to  it on 
the following issues:

(1) Concept and M ethodology o f Islamic Economics.
(2) Survey and Examination o f Contemporary Literature on Islamic 

Economics.
(3) Theories of Production and Consumption in an Islamic Com

munity.
(4) The Role o f the State in an Islamic Economy.
(5) Insurance within the Framework o f  the Islamic SharVah.
(6) Interest-Free Banks.
(7) Zakat and Financial Policy.
(8) Economic Development within the Framework o f Islam.
(9) Economic Co-operation among Muslim Countries.

The Conference expressed its satisfaction at the general standard o f these 
papers and the positive and constructive tone o f deliberations, which 
together contributed to  a  clarification o f the issues and an enrichment of 
the science o f  Islamic Economics.

The participants stressed the need for continuing research on various 
aspects o f  Islamic Economics, to  add to  its depth and proper organisation, 
and to  create planned co-operation among scholars from all corners o f the 
world to  achieve this objective.

Contem porary civilisation, whether Capitalist or Marxist, despite its 
material achievements, has led both individuals and societies into conflict, 
division, anxiety and loss o f purpose. Technology has been given prefer
ence over m an’s peace, security and stability.

The Muslim nation has suffered from imperialism and backwardness for 
generations and its peoples have been forced into an attitude o f sub
servience and imitation. But now this nation has clearly realised the need 
for originality in thought and practice of true Islam, to  realise the reason 
for its existence, to release its energies and to  motivate it for action. I t has 
to  concentrate all its positive and constructive efforts in clarifying its
course o f  action and  surm ounting the attitude o f  subservience and im ita
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tion. This needs to  be done if this nation is to  save itself from backwardness 
and humility and to  play a leading role in the guidance o f humanity.

The participants agreed that the Islamic faith does not merely define the 
relation o f man to  Allah, but also provides the SharVah that safeguards 
hum an interests, harmonises all aspects o f life and pays as much attention 
to  economic affairs as to  all other aspects o f human welfare.

They agreed that the norms and values oflslam  constitute the foundation 
o f the economic system o f Islam.

The participants confirmed that this economic system would be in
effective if it is not accompanied by the practise o f all aspects o f the com
prehensive Islamic system.

The participants stated their belief that the Islamic economic system is a 
unique system based on a well-defined economic philosophy. The basic 
principles o f the system are founded on tawhld and are derived from the 
Q ur’an and Sunnah.

The participants confirmed that Muslims ought to  be the first in 
adopting this system. They should do their utm ost to expound it, rather 
than waste their energies in forcing it into the mould of alien systems that 
have led them to false and confused solutions.

Islam is the only means o f saving humanity from its present spiritual 
and material crises and o f replacing the civilisation o f m atter with a 
civilisation for man. It is the moral obligation of Muslims to  convey the 
message o f this civilisation to humanity.

“ Verily this is My Way, heading straight; follow it; follow not other 
paths. They will scatter you away from this (great) path” (6 : 153).

To realise these objectives, the Conference approved the following 
recom m endations:

(1) Universities should carefully attend to  the teaching o f Islamic 
Economics, supporting research in this area and providing basic 
facilities for this purpose, whether through specialised libraries, 
research units, full time research scholarships, publication of 
periodicals, exchange programmes and the establishment o f 
scientific associations.

(2 ) It is the duty o f all universities and educational institutions o f the 
Muslim world to develop their economics curricula along Islamic 
lines. This will help create an Islamic outlook in the new generation 
and leadership and help bring about conformity between the faith 
and practice o f the Muslims.

(3) The King Abdul Aziz University should, as part of its constructive 
efforts in the academic field for the service oflslam  and the Ummah, 
establish an  in ternational centre for the  study o f Islam ic econom ics.
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This centre should operate under the guidance o f a  Supreme Council 
composed o f Muslim scholars in SharVah and Economics from 
various countries. This centre should endeavour also to  co
ordinate and support international research at the highest level of 
scholarship. The centre should direct its efforts to:

(a) the establishment o f a specialised library that would collect 
scholarly works in the field of Islamic Economics in various 
languages and issue catalogues to research scholars everywhere;

(b) conduct and support theoretical and applied research in 
various fields o f Islamic Economics, publish textbooks in this 
field for the use o f Muslim universities, and organise training 
courses for Muslim economic establishments;

(c) provide research facilities and scholarships for visiting Muslim 
scholars to  undertake research in their fields o f interest;

(d) prom ote co-operation in the field o f Islamic economic research 
among various universities and institutions;

(e) publish research papers and periodicals in Islamic Economics;
(f) help establish chairs for the teaching o f Islamic Economics, 

provide scholarships for research in this field, and promote 
lectures with conferences and regional symposia.

(4) The International Conference on Islamic Economics should be 
reconvened every two years, with specialised seminars being held 
more often.

I t was recommended that the theme o f the next Conference should 
be “ Development in the Framework o f Jslamic Economics” and 
tha t the first seminar be convened within nine months to  discuss the 
subject o f “ M onetary Policy and Institutions within an Islamic 
Framework” .

(5) A perm anent secretariat should be established for the Conference 
on Islamic Economics with headquarters at the King Abdul Aziz 
University under the direction o f the Chairman o f the Conference 
or his Deputy.

The Secretariat should immediately begin preparations for the 
following conferences and seminars, implementing the recom
mendations o f the Conference, drafting a charter and rules and 
regulations for this conference and the Secretariat, which may be 
presented to the next Conference.

To replace commercial insurance, it was recommended that a 
specialised committee o f Muslim “ Ulama” and Economists should 
work on developing a system of insurance which is free from riba 
and speculation, which would promote co-operation in the Islamic 
spirit and would conform  to  the  conditions o f  the SharVah.



(6) It was recommended that all Muslim countries should make their 
laws as well as social and economic institutions conform to the 
principles o f the SharVah.

The Conference felt that Commercial Insurance as presently 
practised does not realise the SharVah aims o f co-operation and 
solidarity because it docs not satisfy the Islamic conditions for it to 
become acceptable.

(7) The King Abdul Aziz anci other Muslim universities should develop 
an interim one-year graduate course of study in Islamic SharVah 
specially designed for social scientists to  help them in reformulating 
social sciences including’economics to conform with Islamic Laws.

(8) The Conference Secretariat should prepare and publish the reports 
and recommendations o f  various committees on the proceedings of 
this Conference.

(9) The Chairm an o f the Conference was requested to submit to His 
Majesty King Khalid Bin Abdul Aziz and His Royal Highness 
Crown Prince Fahd Bin Abdul Aziz the participants’ sincere 
thanks for the support and encouragement as well as heart-felt 
appreciation for the sincere efforts and generous support to the 
Muslim Ummah and Da'wah.

The Conference expressed its sincere gratitude to  H .R .H . Prince 
Fawwaz Bin Abdul Aziz the G overnor o f the Province o f M akka.

The Conference expressed its deep gratitude to  H.E. the Minister 
o f Higher Education, and Head o f the World Association of 
Muslim Youth, Shaikh Husain Bin Abdullah Al-Shaikh for his 
great help and hospitality.

The Conference expressed its heart-felt gratitude to the Muslim 
people of Saudi Arabia for their hospitality and warm reception.

The Conference greatly appreciated the very extensive efforts of 
King Abdul Aziz University and its Acting President, the Steering 
Committee, the Executive Committee, the various Committees in 
the Conference, the Faculty of Economics and Administration and 
the Faculty o f SharVah a t King Abdul Aziz University, and their 
staff.
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In the Name o f  Allah, The M ost Gracious, the M ost Merciful 
First International Conference on Islamic Economics

Suggestions and Recommendations of the Committees

1. Committee on the Concept and Methodology o f Islamic Economics:

-D evelopm ent o f the Islamic Economic concept is based on the 
following:

(i) The belief that the universe belongs to Allah and that all wealth 
belongs to  Allah.

(ii) That M an is a trustee of what he possesses o f the bounties of 
God.

(iii) That private ownership approved by Islam is within the frame
work o f the proper means of earning and spending and satis
faction o f the obligations on wealth.

(iv) The economic system o f Islam achieves social equilibrium and 
solidarity.

2. Committee on the Survey o f Contemporary Literature on Islamic 
Economics:

(i) Form ation o f a  Committee to  compile a  dictionary o f Islamic 
Economics terminology in different languages.

(ii) Survey and development o f references and Ijtihad throughout the 
history o f  the Muslim nation to  promote Islamic Economics.

3. Committee on a Study of the Theories o f Production and Consumption 
in the Islamic Community:

-  M aking use o f mathematical analyses in the study of Islamic 
Economics.

4. Committee on the Teaching o f Islamic Economics:

- T h e  need for teaching Islamic jurisprudence pertaining to human 
relations in transactions and its principles in the Faculties o f Com 
merce, Economics and Administration in the universities of Muslim 
countries.

5. Committee on Interest-Free Banks:

(i) Calling on Muslim Governments to  bolster the existing Islamic 
banks and propagate and extend the scope of interest-free 
banking.
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(ii) Arranging for the training o f personnel in Islamic banks so as to  
achieve higher standards and greater efficiency.

6 . Committee on Zakat and Fiscal Policy:

-S tressing  the obligation o f Zakat with a  view to  ensure social justice in 
Muslim countries.

7. Committee on Economic development in an Islamic Framework:

-C o n d u c t a  Comprehensive Survey o f experiences in the field of 
Islamic Economics and encourage participation in scientific research 
in Muslim countries.

O ur final call is:

Praise be to  Allah 
The Cherisher and 
Sustainer o f the Worlds.

STEERING COM M ITTEE O F THE CO N FEREN CE

1. Dr. M uhammad O m ar Zubeir (Chairman)
Acting President, King Abdul Aziz University, Jeddah.

2. Dr. Hasan Abou Roukba
Dean, Faculty o f Economics and Administration, King Abdul Aziz 
University, Jeddah.

3. Dr. M uhammad A. Sakr
Professor of Economics, King Abdul Aziz University.

4. Professor Khurshid Ahmad
Director General, The Islamic Foundation, U.K.

5. Dr. M uhammad Nejatullah Siddiqi
Reader in Economics, Aligarh Muslim University, Aligarh -  India.

6 . Dr. M uhammad Umar Chapra
Economic Adviser, Saudi Arabian M onetary Agency.

7. Dr. Abdul Hamid Abu-Sulaiman 
Riyadh University.
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8. Dr. Ahmad Totonji 
Riyadh University.

9. Dr. Bakor O. AI-Amri
Assistant Professor o f Political Science, King Abdul Aziz University.

10. Dr. Muhiadin R. Tarabzune
Assistant Professor o f Accounting, King Abdul Aziz University.

11. Dr. Hasan Balkhi
Assistant Professor o f Economics, King Abdul Aziz University.

EXECUTIVE CO M M ITTEE O F THE CO N FEREN CE

1. Dr. Hasan Abou Roukba
Dean, Faculty o f Economics & Adm inistration, King Abdul Aziz 
University, Jeddah.

2. Dr. Bakor O. Al-Amri
Assistant Professor o f Political Science, King Abdul Aziz University.

3. Dr. Ahmed El-Naggar
Professor, Head o f Islamic Economics Research Unit.

4. Dr. M uhammad A. Sakr
Professor o f  Economics, King Adbul Aziz University.

5. Dr. M uhiadin R. Tarabzune
Assistant Professor of Accounting, King Abdul Aziz University.

6 . Dr. Hasan Balkhi
Assistant Professor o f Economics, King Abdul Aziz University.

O FFICERS O F  TH E CO N FEREN CE

1. Dr. M uhammad Om ar Zubcir Chairman
2. D r. Hasan Abou Roukba
3. Professor Khurshid Ahmad
4. Professor Sabahuddin Zaim
5. Dr. M onzer K ahf
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Rapporteur
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Conference Programme

INAUGURAL SESSION

Saturday, 21st February, 1976.
M ain Hall, Hotel Intercontinental, Holy M akka.
HOLY Q U R ’AN RECITA TIO N
Inaugural Speeches: Part 1

M inister o f  Higher Education, and President 
o f  the Supreme Council o f Universities,
H. E. Hasan Al al-Shaikh, 
representing His M ajesty the King 
Dr. M ohammed O m ar Zubeir 
Chairm an Steering Com m ittee o f the 
Conference,
Dr. Hasan Abou Roukba
C hairm an Executive Com m ittee o f the
Conference.
Delegates Representative 

Part 11
Speech: Dr. A. M. Khusro

Vice Chancellor, Aligarh Muslim University 
Speech: Professor M uham m ad Qutb

King Abdul Aziz University.

Sunday, 22nd February, 1976 
Ibn Rushd Hall
C O N C EPT A N D  M ETH O D O LO G Y
C hairm an : 
C o-C hairm an: 
R apporteur: 
First Session:

D r. M uhamm ed Finaish 
Dr. M. N. Huda 
D r. Jam al Badawi 
Dr. M. S. Fanjeri 
Discussion
D r. Ahmed al-Assal and 
Dr. Fathi Abdul Karim 
D iscussion

369



370 Islamic Economics

Sccond Session: Sheikh M anna al-Q attan
Discussion 
Isa Abduh 
Discussion

Third Session: Dr. Ismail R. al-Faruqi
Discussion
Dr. Fareed N ajjar
Discussion

M ain Hall
A SURVEY O F C O N TEM PO R A R Y  L IT E R A T U R E  ON ISLA M IC 
EC O N O M IC S
C hairm an : 
C o-C hairm an: 
R apporteur: 
F irst Session:

Second Session:

D r. Ahm ed Ali
D r. Nevzad Yalcintas
D r. Faiz al-H abib
D r. M. N ejatullah Siddiqi
Discussion
D r. Sabahuddin Zaim
Discussion
D r. M ustafa Bilge
Discussion

M onday, 23rd February, 1976 
Ibn Rushd Hall
C O N C EPT A N D  M ETH O D O LO G Y
C hairm an : 
C o-C hairm an: 
R apporteur: 
F irst Session:

Second Session:

Dr. M oham m ed Finaish 
D r. M. N. H uda 
D r. Jam al Badawi 
D r. M oham m ed A. Sakr 
Discussion
D r. Hashim Sam arrai 
Discussion
Discussion and Recom m endations

PR O D U C TIO N  A N D  
C hairm an: 
Co-Chairm an 
R apporteur:
Third Session:

C O N SU M PTIO N  
D r. Ehsan R. Siddiqi 
D r. Ibrahim  Ayagi 
Dr. A hm ad Q atnani 
D r. A nas Zarqa
Discussion
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M ain Hall
T H E  RO LE O F  T H E  ISLA M IC STATE IN A M O D ERN  ECONO M Y
C hairm an: 
C o-C hairm an: 
R apporteur: 
First Session:

Second Session:

Third Session:

Dr. M ahdi ben Abboud 
Dr. Ismail Naw ab 
Dr. A zahar Zahiri 
D r. M. U m ar Chapra 
Discussion
Sheikh M ohammed al-M ubarak 
Discussion
Dr. Sulayman Nyang 
Discussion 
Ijaz Shaft Gilani 
Discussion
Discussion and Recom mendations

PLEN A R Y  SESSION:
T E A C H IN G  ISLA M IC ECONO M ICS
Leader: Dr. Abdul Hamid Abu Sulaiman
R apporteur: Dr. A nas Zarqa

Ibn Seena Hall
IN SU R A N C E  W ITH IN  TH E FR A M EW O R K  O F ISLA M IC 
SH A R PA H  (JU R ISPR U D E N C E )
C hairm an: 
C o-C hairm an: 
R apporteur: 
First Session:

Second Session:

T hird Session:

Dr. Rashid al-Rajih 
D r. Ali M. Eghtedari 
D r. M. Farouq al-N abhan 
Sheikh M ustafa Zarqa 
Dr. Husain Hamid 
Dr. A. F. Abu Sunnah 
Discussion 
Sheikh Ali al-K halif 
D r. Jaflfer Shaheedi 
D r. Ali Jam al Awad 
Discussion
Dr. A. N asir al-A ttar 
Dr. Jalal al-Sayyad 
D r. G herib al-Jam m al 
D iscussion



372 Islamic Economics

Tuesday, 24th February, 1976.
Ibn Rushd Hall
P R O D U C T IO N  A N D  CO N SU M PTIO N
C hairm an : 
C o-C hairm an: 
R apporteur: 
F irst Session:

Second Session:

D r. Ehsan R. Siddiqi
D r. Ibrahim  Ayagi
Dr. Ahm ed Qatnani
D r. Hasan Balkhi
Discussion
D r. M unzcr K ahf
Discussion
Dr. Ali Abdul Rasul
Discussion
Discussion and Recom m endations

IN T E R E ST -FR E E  B A N K IN G
C hairm an: 
Co-Chairm an 
R apporteur: 
Third  Session:

Sheikh Ahmed S. Jam joum
Ibraheem  Lutfi
D r. Hasan Balkhi
M ahm ud Abu Saud
Discussion
D r. M . N . H uda
Discussion

M ain Hall 
C hairm an: 
C o-C hairm an: 
R apporteur: 
First Session:

Second Session:

T hird Session:

D r. S. A. M inai
Dr. Ahm ed Ibrahim
D r. Yunus al-Batriq
D r. Y usuf al-Qaradawi
Discussion
D r. A rif al-Sayed
Discussion
D r. H asanuzzam an
Discussion
Dr. Salih Tug
Discussion
D r. M ohamm ed A bdul Salam 
Discussion
M ohamm ed Abdul Baqi 
Discussion
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Main flail 
Public Lccture: Dr. Yusuf al-Qaradawi

Ibn Seena Hall
EC O N O M IC D EV ELO PM EN T IN AN ISLAM IC FRA M EW O RK
C hairm an: 
C o-C hairm an: 
R apporteur: 
First Session:

Second Session:

Dr. A. M. Khusro
Dr. Dellar Noer
Dr. Ahmed S. Osman
Khurshid Ahmad
Discussion
Dr. Bakor al-Amri
Discussion
Dr. Hamadi A Abdul Hady 
Discussion
Discussion and Recommendations

IN SU R A N C E W ITH IN  TH E FRA M EW O R K  O F  ISLAM IC 
S H A R l‘AH (JU R ISPR U D E N C E )
C hairm an: Dr. Rashid al-Rajih
C o-C hairm an: Dr. Ali M. Eghtedari
R apporteur: Dr. M. Farouqi al-N abhan
Third Session: Discussion and Recommendations

W ednesday, 25th February, 1976 
Ibn Rushd Hall
IN TER EST-FR EE BANKI NG
C hairm an: 
C o-C hairm an: 
Rapporteur: 
First Session:

Second Session

T h ird  Sess ion :

Sheikh Ahmed S. Jamjoum  
Ibraheem Lutfi 
Dr. Hasan Balkhi 
Dr. M ohammed Uzair 
Discussion
Dr. M obid A. al-Jarhi
Discussion
Dr. Ahmed A. N ajjar
Discussion
Dr. Taufiq al-Shawi
Discussion
Dr. M. Muslehuddin
Dr. Afzalur Rehman
Discussion
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M ain Hall
Z A K A T  A N D  FISCA L POLICY
C hairm an: 
C o-C hairm an: 
R apporteur: 
F irst Session:

D r. S. A. Minai
Dr. Ahmed Ibrahim
Dr. Yunus al-Batriq
D r. F. R. Faridi
Discussion
D r. A. M. al-Sayed
Discussion
Discussion and Recom m endations

M ain Hall
PLEN A R Y  SESSION R eports from Conference Sessions

Ibn Seena Hall
EC O N O M IC  CO -O PER A TIO N  A M O N G  ISLAM IC STATES
C hairm an: 
C o-C hairm an: 
R apporteur: 
First Session:

Second Session:

Third Session:

Dr. M ohamm ed N atsir
D r. U m ar N uruddin
Dr. Z. 1. Ansari
D r. Ziauddin Ahmed
Discussion
H asan A bbas Zaki
Discussion
D r. Qadri al-Arabi
Discussion
Dr. Ahmed Abdul Majeed 
Discussion
Discussions and Recom m endations

Thursday, 26th February, 1976 
M ain Hall
PLEN A R Y  SESSION: Reports and R j ?I . W  — "\

t. ,.—  Business Session
C oncluding Session 
Achievements o f the Conference 
President o f the Conference
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