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(1) Conseil d’analyse économique (2008), La crise des subprimes, p. 149.

(2) Le Nouvel Observateur (2008), Sarkozy: "le dollar ne peut plus prétendre étre la
seule monnaie du monde”, 13 novembre.

(3) LeFigaro (2008), Crise: "personne ne sait" (Guéant), 28 septembre.
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Why I slamic Finance could be Considered As A Suitable
Viable Alter native To The Conventional Financial System

I ntroduction:

The world is currently witnessing the harsh tempers of the global economy
unleashing sweeping upheavals across the world, sending shock waves around
the world’s stock markets, devastating the major financial institutions, causing
panic and fear in individuals, corporations and governments globally. This
grave situation calls for urgent and active attention to address and stop it from
getting out of control whose effects could be too large and too late to deal with.
The effect would spill over and spare no one as the world economies are
interconnected. Various governments and central banks across the world are
making frantic and serious efforts to mitigate the high risks associated with the
economic and financial mdtdown. This requires individual and collective
approach through co-operation among the developing and developed nations in
order to make the measures more effectively fdt.

Liquidity concerns, had driven some central banks and some of the world's
major industrial nations to intervene by taking to emergency rescue packages in
bailing out defaulting financial institutions, cutting interest rates, buying stocks
in financial institutions and guaranteeing 100 percent of depositors savings as
well as banning of short-sdlling in financial stocksin US and UK.

This global financial crises has exposed the weakness and failure of the
economic mode in use whereby other people are making calls for a radical
€conomic reorganization and alternative financial system.

This paper presents the diverse opinions collected from various world
financial news identifying factors that had led to the cause of the financial crisis
, impacts and severity of the crisis, measures taken by major nations to address
the situation. Others are implications or consegquences of the crisis, suggestions,
and possible solutions as stipulated by the Idlamic financial system and other
ideologies.

Some per ceived factors leading to the cause of the crisis:
Systemic effects of the subprime lending crises:

Systemic effects of the subprime lending crises, and the repossession of
private homes .Banks and private financiers eagerness for quick profits rushed
into sub-prime market seeing an easy way of putting money out at interest
without the cost of supervising its use. Builders have overbuilt than needed.
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Home buyers willingly undertook the risk of interest payments and purchased.
Reports indicate that for some decades beginning in the 1930's, the ratio of
median home prices to median incomes remained relatively stable, about 3 to 1.
Over the last 20 years, the financial markets that financed the housing system in
the US changed remarkably. Local markets once dominated by tightly regulated
savings and loans —a simple system of buy and hold- evolve into something
much more complicated, partly due to the deveopment of mortgage brokers.
The new system fueled a number of mortgage backed-securities and derivatives
that were terribly difficult for experts to understand. Too much leverage —
combined with too little transparency meant that the market froze. Liquidity
vanished. Mortgage brokers were paid on commission basis and on the basis of
originating a loan; they were unconcerned with whether the loan was repaid. In
the pursuit of scale mortgage banks bundled mortgages and worked with
investment banks to put them into complex securities. " In 2004 and 2005 as
these sub-prime loans started to emerge ,it wasn't a particular problem because
of the lag effect ,because people who couldn't pay off these mortgages with
toxic terms and exploding payment schedules did worry”. "If | could not pay off
my mortgage, | will put a "For sale" sign on the lawn, | will sdl it. | will walk
away. As the housing bubble burst, those exit doors were closed”. All of a
sudden, we started seeing record numbers of ddinquencies, defaults and
foreclosures Irresponsible lending to people with poor credit ratings that led to
the sub-prime mortgage crises. The development of mortgage brokers created
something much more complicated. This brought about a number of mortgaged
backed securities and derivatives that had been terribly difficult for experts to
understand. Mortgage fraud flawed oversight by mortgage brokers and
excessive underwriting of high-risk mortgages.

Deregulation:
Deregulation created intense competitive pressure whereby firms responded
by deploying more capital and seeking higher return.

“‘Deregulation greed has eaten our lunch’’said one commentator. He
further said that in whatever thing we do we should take moderate course and
constantly adjust and refine deregulation of the financial industry, He also said
that deregulation has undermined:

(a) The power and effectiveness of governments.

(b) Forced open capital and trade markets.

(c) Forced down the price of labour.

(d) Demanded excessive returns both of labour and the ecosystem and

(e) Further benefited the already rich (i.e. private-equity and hedged-
fund managers and investors
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Reliance on flawed ideologies:
Some fundamentals of the free market do not work

The crises and collapse of the housing prices is a test that has exposed how
fragile the US financial system is. Speculators in stock markets, politicians and
economists- including IMF economists continue to rely on flawed ideologies -
driven economic analyses. The IMF says the fundamentals supporting strong
global growth remain in place. The economists conduct their analyses without
reference to the creation of credit and debt, focusing on goods and services,
supply and demand. They regard money as "neutral” and on the whole ignore
therole of credit.

The IMF statement on lOmAugust, said: "We continue to believe that the
systematic consequences of the assessment of credit risk that is taking place will

th
be manageable’, On 9 August , President Bush used his White house Press
conference to comment on the issue. He said the US economy "remains the envy
of the world", enjoying low unemployment and inflation. | am told there is
enough liquidity in the systemto allowmarkets to correct".

High ratio of bad loans to total loans

Collapse of confidence over in the finance sector overburdened by debt,
excessive gambling speculation and interest —taking .Some banks have gambled
by lending recklessly to finance huge leveraged buy-outs, mergers and
acquisitions ( estimates range from $400billion upwards ) One critic accused the
banks of hoping to play "pass the parcd " with those debts ,forward than to
other investors-but suddenly no takers. People were persuaded to borrow far
beyond their means to pay The finance industry has experienced a concentration
and control of a large deal of capital in the hands of smaller and smaller number
of large institutions.

Financial markets and Regulators Complacency:

The US long and continuous economic expansion with low inflation over
the last 15 years that made financial markets and regulators complacent. They
forgot there is a business cycle, Regulators in the US Federal Reserve just 18
months were focused on dealing with the so-called “liquidity glut”In this
process they missed noticing the emergency risk due to asset price inflation,
particularly real asset.

During these good times, financial institutions (FI’s) particularly investment
banks, grew very large. They took big risk and made huge profits. In recent
years, FI’s contributed nearly 40% as against the normal 10%, of total US
corporate profits. They paid huge salaries to recruit the best and the brightest
from top business schools, which in turn, helped create and sdl complex
financial products, credit derivatives and other securities whose risks were not



understood by either investors or top management of investment banks.

The good times encouraged banks to take higher risks; highly leveraged
transactions with life covenants became the norm. Investment banks themsdves
became highly leveraged —32:1 for Lehman Brothers before it failed, as against
8:1 for a conservative bank. Investment banks did not have sufficient capital to
support the risks on their balance shests.

There was major failure of leadership at most FI’s. Deal makers took charge
and risk managers were completely siddlined, Credit was mis-priced so much
that there was only small difference in the yidd between junk bonds and US
treasuries. A total failure of American banks in managing risks and capital
alocation.

Classic Strategic Failure

Most of the firms in the Wall Street followed each other around to the same
parts of the market and ended up mimicking each other, which is a classic
strategy failure. Therefore, when the sub-prime crises hit they were al in the
same boat. Investors and lenders could not understand some of these assets on
the balance sheets of these firms. The assets were complicated, and were not
traded, so there was no open market and the modds were difficult to
understand.

As a result, not only are financial equities plunging but the overall market is
plunging due to "good companies' inability to roll debt and finance working
capital. This will inevitably result in more and more bankruptcies in all sectors,
causing rapidly rising unemployment. The inability to obtain financing is
affecting all kinds of consumers and businesses-it is cutting degp into the main
fabric of the economy. The crisis reported losses of trillions of dollars involving
trading without assets backing resulting also from other factors such as; moral
hazard behavior, structural problems, inconsistent policies and policy mistakes
of Government and Central Banks, cronyism and weak corporate governance,
inaccurate credit rating, mortgage fraud and flawed oversight by mortgage
brokers, conflict of interest by rating agencies and law makers, heavy military
spending etc.

I mpacts :and severity

A financial sector downturn —financial equities plunging and more and more
bankruptcies, market weakness, market downturns and other economic effects
such as : rising unemployment and workers lay offs, falling crude oil prices,
inflation, currencies volatility, lost of confidence in the markets, etc Professor
Robert Merton, Nobel Prize Winner in Economics in 1997 noted that the
amount of loss of wealth in the current turmoil ranges between $3 to $4 trillion.
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I mplications/ consequences

The international institutions of finance, commodity and currency markets
would be clouded by uncertainty and instability as well as lost of confidence
and direction in the financial systems leading to gloomy economic picture thus
presenting substantial amount of risk to the developing world. The glaobal
financial crisis could increase world unemployment by an estimated 20 million
women and men, the Director-General of the International Labor Office (ILO)
said adding that there is a need for prompt and coordinated government action
to avert a social crises that could be severe, long lasting and global. According
to a press release sent to WIC, ILO Director-General Juan Somavia said the
ILO’s preiminary estimates indicated that the "number of unemployed could
rise from 190 million in 2007 to 210 millionin late 2009."

Mr. Somavia added that "the number of working poor living on less than a
dollar a day could rise by some 40 million —and those at 2 dollars a day by more
than 100 million". Mr. Somavia also said that the current crisis would hit
hardest such sectors as construction, automotive, tourism, finance, services and
real estate. He also noted that the new projections "could prove to be
underestimates if the effects of the current economic contraction and looming
recession are not quickly confronted”.

M easur es taken by various nations

A look at some regions of the world most affected by the financia crisis,
and what governments are doing to try to aleviate the financial turmoil as at
27/10/2008.

Canada
The Bank of Canada cut its key interest rate by a quarter point, to 2.25%, on
21 October, 2008.

This is the second cut this month - the bank cut the rate by half a percentage
point on 8 October, 2008 in a coordinated effort with other central banks.

On 10 Octaober, 2008, Finance Minister Jim Flaherty attempted to ease the
credit crunch by announcing CAN$25bn ($21bn) of asset-swaps between the
country's major banks and the government-owned Canada Mortgage and
Housing Corporation (CMHC). The Bank of Canada said three days later it
would provide exceptional liquidity to the financial system "as long as
conditions warrant”.

Australia
Australia's central bank intervened to support its currency on 24 October,
2008 and then again on 27 October.

It had last intervened more than a year ago and before that had not done so
since 2001.



—AVEVL/VEYR il ) Ty

On 7 October, 2008, Australias central bank cut its key interest rate from
7% to 6% -a much larger-than-expected reduction. The government later
announced it would guarantee all bank deposits with financial institutions over
the next three years.

China

China has also joined the interest rate offensive, cutting rates by 0.27
percentage points. It will join Japan, South Korea and other Asian countries in
an $80bn reserve-pool scheme from mid-2009 to boost liquidity in the region.

Hong Kong
The central banks joined the growing number of countries to cut their
interest rates. Has promised to guarantee all bank deposits until 2010.

Japan

Japan's Economy Minister Kaoru Yosano said on 21 October the
government was ready to support major banks with public funds, so that small
and medium-sized companies would not struggle to access credit.

The authorities have also rdaxed regulations on companies buying up their
own shares.

A 1.8 trillion yen ($18bn) stimulus plan was approved by the lower house of
parliament and the Bank of Japan has put 4.5 trillion yen ($45.5bn) into the
banking system.

Prime Minister Taro Aso said more action was needed to boost the country's
flagging economy.

Singapore
The government has offered to guarantee all local and foreign currency
deposits up until the end of 2010.

South Korea
On 27 October, 2008, South Korea's central bank cut its key interest rate
from 5% to 4.25% at a rare, unscheduled mesting.

Previously, South Korea's government had pledged to guarantee foreign-
currency borrowing by the country's banks to help stabilise financial markets.

The finance ministry, the central bank and the financia services
commission said about $100bn of borrowed funds would be covered by the
deal. The government will also provide $30bn of liquidity to banks, and there
will be more aid to small businesses.

Austria
Chancdlor Alfred Gusenbauer said on 13 October, 2008, that his
government would provide up to 85bn euros ($114bn) in inter-bank loan
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guarantees and up to 15bn euros ($20bn) in equity to support the country's
banking sector. The government had already announced a guarantee for all
personal bank savings, applicable from 1 October.

Belgium
The government agreed to guarantee bank deposits of up to 100,000 euros
($136,000) - an increase of 80,000 euros.

The country's largest banking group, Fortis, needed the intervention of the
Belgian and Dutch governments and the sale of some of its assets to French
giant BNP Paribas, to stay alive after getting into difficulty over the purchase of
Dutch bank ABN Amro.

France
The chairman of French savings bank Caisse dEpargne has quit over the
loss of 600m euros (£466m) in a "trading incident” amid global market chaos.

Charles Milhaud said he accepted full responsibility for the lost cash and is
expected to leave without a pay-off.

Germany

On 17 Octaober, 2008, the German parliament overwhelmingly approved a
500 hillion euro ($675bn) financial rescue package. The plan includes a fund to
provide up to 400bn euros in inter-bank loan guarantees and 80bn euros
($209bn) to acquire stakes in troubled banks.

German parliament backs bail-out

The government stepped in on 6 October, 2008, to avoid the collapse of
Germany's second-biggest commercial property lender, Hypo Real Estate. In an
attempt to prevent a subsequent run on banks, the government announced it
would guarantee all personal bank deposits in the country.

Ireland

Irdand was the first government to come to the rescue of its citizens
savings, promising on 30 September to guarantee all deposits, bonds and debts
inits six main banks for two years.

The move initially prompted consternation among some European partners,
but other countries have since followed suit.

Italy

Finance Minister Giulio Tremonti said on 13 October,2008, that the
government would spend "as much as necessary" to support his country's
financial institutions. The governor of the Bank of Italy, Mario Draghi,
meanwhile announced it would temporarily swap up to 40bn euros ($54bn) of
bonds for Italian bank debt.



On 8 October, 2008, Prime Minister Silvio Berlusconi said the government
was prepared to buy stakes in failing banks while waiving voting rights in an
effort to guarantee stability. It would also step in to back deposits up to the
current insured level of 103,000 euros ($141,000) if necessary, he said.

Netherlands
Dutch insurance giant ING is to receive a 10bn euro ($13.4bn; £7.7bn)
government cash injection.

The government is also offering a 200bn euro package of loan guarantees to
Dutch banks.

Norway
The central bank, also outside the eurozone, said it would issue up to 350bn
kroner ($55bn) in bonds to banks to help improve liquidity in the market.

Russia

The upper house of Parliament, the Federation Council, passed a law on 13
October, 2008, giving the staterun Bank for Development and Foreign
Economic Activities (Vnesheconombank) 1.3 trillion roubles ($50bn) to pay off
or service Russian banks foreign loans. It came after President Dmitry
Medvedev announced 950bn roubles ($36.4bn) of long-term help for banks at
an emergency Kremlin meeting on 7 October, 2008.
Spain

Spanish Prime Minister Jose Luis Rodriguez Zapatero announced on 13
October that his government would set aside a maximum of 100bn euros
($134bn) to guarantee interbank loans for the remainder of 2008. But Mr
Zapatero said the government would not, for now, take steps to recapitalise
Spanish banks, because "we do not have solvency problems’.

On 10 October, the government announced the creation of a 30bn euro
($40bn) fund to buy assets from Spanish financial institutions to help stabilise
them and unfreeze credit. Three days earlier, it had increased bank deposit
guarantees to 100,000 euros ($136,000) from the current 20,000 euros.

Sweden

The Swedish central bank cut interest rates by half a percentage point to
3.75% on 23 October, 2008, its second reduction in just over two weeks, and
said it planned further cuts within six months.

Sweden has guaranteed new medium-term liabilities of banks up to a leve
of 1.5 trillion crowns (£117.2bn; $205bn). It is also putting 15bn crowns into a
fund that will be used in case a bank needs emergency capital.
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Switzerland

Switzerland takes steps to strengthen its largest bank, UBS, by giving it 6bn
Swiss francs ($5.3bn; £3.1bn) in exchange for a 9.3% stake. The bank will also
be able to transfer up to $60bn of toxic assets to a fund supported by the Swiss
central bank. Credit Suisse was also offered government assistance but was
instead able to raise 10bn Swiss francs from global investors to shore up its
position.

UK

Following negotiations, the government announced on 13 October, 2008,
that it would inject £37bn ($64bn) of taxpayers money into three major banks.
Royal Bank of Scotland (RBS) is to receive £20bn, a further £17bn will be
injected into HBOS and Lloyds TSB "upon successful merger”, while Barclays
said it would seek an alternative source for £6.5bn ($11bn).

Arab States

Kuwait's central bank said on 26 October, 2008, that the government would
introduce legislation to guarantee deposit in its banks - after losses were
reported at Gulf Bank. Traders have been protesting, demanding more
protection for Kuwait's banking system.

Saudi Arabia said it would be making funds available to help-low income
citizens who were struggling amid the financial downturn.

On 21 October, 2008 it said it was pumping $3bn (£1.8bn) into its banking
system to improve liquidity, reports suggested.

Share prices have dropped precipitously this year, amid fears of weaknessin
Dubai's property boom and exposure to global markets. However, economists
expect growth to continue at a moderate rate as the region's oil wealth cushions
the worst of the financial turmail.

In an effort to boost confidence in the financial system, the Saudi Arabian
Monetary Agency (SAMA) cut its benchmark interest rate on 12 October, 2008
for the first time in amost two years. The government of the United Arab
Emirates, meanwhile, promised to protect national banks and guarantee
deposits, and Qatar launched a $5.3bn plan to buy bank shares.

India
India unexpectedly cut its repo rate by 100 basis points to 8%, in a bid to
boost liquidity and stabilize India's finances.

Suggestions to Policy makers:

a Look for areas of agreement in what are the causes of the
financial crises and cal for debates from different ideologies for wider
discussions.



b. Market participants heed to change their behavior.

C. Improvement of private sector standards and more effective
regulation.

d. Best practicesin the private and official sectors.

e Devdopment of new guiddines and increase vigilance on
liquidity management.

f. Improvement in transparency and disclosure practices to clear
off information asymmetry that impede smooth functioning of markets.

0. Benefiting from other systems such as the Islamic finance that
is free from the flaws that had weakened the capitalist system.

h. Stabilize the situation first and then look for effective treatment

i Creation of the equivalent of the National Transportation Safety
Board for examining financial crises in a technical determined way, and a
strong need for talent people skilled in general management combined with
highly technical training to develop a functional perspective.

J Power to police the global economy would have to include
representatives of every developed country —A United Nation of Economic
Regulation. Robert Zodlick President of the World Bank identified the
weakness of the current system when he said the international organizations that
excluded countries such as China, India, Brazil, Saudi Arabia .South Africa and
Russia were outdated.

Islamic Finance-a proposed alternative to the conventional financial
system

The basis of Idlamic finance is its value-oriented system based on the
Quran, actions and sayings of the Prophet Mohammed (PBUH). Islamic
banking and finance is a system aimed at promoting Islamic economic order
based on social justice, equity, moderation and balanced relationships. It forbids
al forms of exploitation and honors labour, encourages man to earn his living
by honest means and to spend his earnings in a wise manner. Dealings in
Islamic banking is sound as risk is shared between the bank and the depositor
and investors have absolute right to know the manner their funds are applied.

The Quran (Shurah 2: 279) describes "Riba" (interest/usury) as "Zulm'* —
injustice and accordingly prohibits it, as it is an exploitation of one party by
another. The Shariah rules that all parties to a contract must share in the risk.
The Prophet Muhammed (PBUH) daborated this principle in Hadith-
(Tradition) which says "Al Khargj bil ‘al daman" —(Prdfit is linked to liability
for loss) meaning that where there is a risk, profit can only be received by
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sharing in that risk The Shariah also says that risks should be limited in such a
way that it does not lead to social conflict just like what we are experiencing
now in the current global financial showdown. Based on this, Islam prohibits
gambling and all transactions involving "Gharar"-uncertainty, which is an
extreme form of risk Many forms of derivatives currently used involve the sale
of securities which the Shariah scholars describe as "Bai al-dayn" (debt
trading). The securitization of many assets and contracts deploying large
amount of funds. The modern financial practices of these transactions violate
the Shariah regarding Riba, Gambling and Gharar. The principle of
transparency is that all available information should be shared by all those
concerned. The conventional system had a built in incentive structure that
promoted moral hard and asymmetric information. Islamic teachings have
condemned the circulation of capital with few people, a characteristic of the
modern financial system.

Minsky in the late 1970s to early 1980 revealed that the conventional
financial system was always inherently susceptible to instability as a result of
mismatches between liabilities (short-term deposits) and assets (long-term
investments). He points out that the nominal values of liabilities were
guaranteed while the nominal values of assets are not. In the event that the
maturity mismatch becomes a problem, the banks would engage in liability
management by attracting more deposits with higher interest rates.. He
dismissed the sustainability of this process, which could bring about lost of
confidence and bank runs. A proposal for an aternative system by Lloyd
Metzler during 1950s to 60s called for replacement of debt to equity contracts
as it does not involve guarantee of nominal value of liability because they are
tied to nominal values of assets.. He argued that such a system is safe from
instability features found in the conventional banking system. In 1985 Mohsin
Khan classic article in the IMF staff papers indicated the similarity of Metzler
proposal to the Islamic finance modd. He showed that the Islamic finance is a
moderate system that has better stability than the conventional system. The
Islamic finance system will help reduce the risk of moral hazard and lead to fair
distribution of risk.

The Islamic financial system has the potentials to correct the ongoing grave
anomalies that have engulfed the global financial system stability due to its
fundamental operating principles of a close link between financial and
productive flows and its requirement for risk sharing .Islamic finance does not
permit deals based on nominal or imaginary contracts that are some of the major
causes that gave birth to the current global financial upheaval. Transactions are
genuine in Idlamic finance in which actual ddivery of real goods and services
take place without transfer of risk to another party because a contract debt is not
saleable. The conventional financial system is characterized by opague or



obscure transactions like the sub-prime loans that has shattered the US housing
into pieces.

The much complicated and complex derivative instruments used in the
conventional finance and creative accounting practices that have played a huge
role in letting down the conventional finance in the current global financial
turmoil have no place in Islamic finance .Reports claim that the derivative
market is estimated to be worth $600 trillion that has dwarfed the world
economy by more than ten folds.

The Islamic principles regarding collateralized Debt Obligation would have
prevented the financial crisis if there were in practice. Transactions in Islamic
finance are backed by real or tangible assets unlike the repackaged sub-prime
mortgage backed by dubiously rated collateralized debt securities crisis that
could have been avoided under a well structured Islamic bond as the Shariah
does not permit to sdl debt against debt. The financial crisis reported losses of
trillions of dollars involving trading not backed by real assets. This couldn't
have happened in the Shariah compliant practices of Islamic finance because
under the Shariah no one can sdl what he does not possess or promise what he
does not own. Islamic finance operates in moderation unlike the heavy
borrowing and the excess of the conventional finance system. Islamic finance
has therefore suffered minor effect in the face of the current global finance
disaster and has proven to be a viable alternative to the conventional finance as
it is emboldening its capability to influence and shape the world's institution of
finance through its safer practice. Also during the Asian financial crisis the
Islamic finance suffered minor effects relative to the conventional finance
.Claims by the industry experts show that Islamic finance is the fastest growing
industry with an annual growth rate of between 10 to 15 %.

In the midst of the ongoing extreme financial disaster, the conventional
markets are resorting to and borrowing some of the Islamic finance ideas and
principles derived from the Shariah Law. The beated banning of short sdling of
shares and cutting off interest rates by the conventional finance adherents as a
result of the global financial meltdown reflects the Shariah principles that
prevent traders from dealing with assets they don't own and prohibits interest
charging as illegal misappropriation of another persons property. These
principles have totally been absent from the conventional marketplace practices.
In a nutshell, Islamic finance prohibits some of the excesses that have roughly
shaken and devastated the Conventional financial system into ruins.

In another scenario to strengthen the above arguments of the suitability of
Islamic financial system as viable alternative, Sheikh Saleh Abdullah ,Chairman
,General Council for Islamic Banks and Financial institutions working paper to
The Idamic Devdopment Bank (IDB) entitled " The Global Financial Crisis
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:Challenges and Available Opportunities on the 25th October 2008
enumerated some explicit calls by some disappointed western personalities with
the basics and principles of the western financial system . These personalities
have seen the Islamic financial system governed by the principles of the Shariah
as a suitable viable alternative.

These explicit calls to switch to Islamic financial system with ther
references cited by Sheikh Saleh Abdullah Kamd in quotes include the
following :

1. The Editor in —Chief of "Challenger Magazine " wrote " | think that we
are now more in need in this crisis to read the Quran more than the New
testament in order to understand what is happening to us and to our banks for
those in charge of our banks respected the teachings and rules of the Quran
and applied them we would have averted the crises and disasters that are
befalling us and we would not have reached this dismal condition, for money
cannot beget money. The writer wondered about the ethics of capitalism which
is lenient and permissive in justifying interest.

2. Rolan Laskin, Editor in Chief of "Journal de France " demanded
" Application of the principles and rules of Islamic Shariah in the financial
and economic fields " in order to put an end to this crisis which is shaking the
entire world markets as a result of manipulating the rules of fictitious and
illegitimate speculations. This came in an article for the writer entitled: "Has
Wall Street Qualified to Embrace the Religion of 1slam?

1 The French Supreme Council f Financial Control, which is the supreme
institution monitoring the activities of banks in France, issued a decision
prohibiting fictitious dealings and nominal sales. It imposed the condition
of receipt (of considerations ) within three days from the date of signing the
contract ,no more. This is completely consistent with the principles and rules
of Islamic Law.

4. In a book published by the Italian researcher, Louritta Napolioni, she
referred to the importance of Islamic financing and its role in rescuing the
global economic condition. She considered the unusual condition of the global
economy is the result of rampant corruption and speculations which control the
market . She added that "Islamic Banks could become the suitable
alternative to Western Banks" .

With the collapse of the stock markets and the mortgage credit crisis,
the traditional banking system started to show cracks in the structure and needs
drastic and deep solutions.

2 A report issued by the Senators of French Parliament that "The | slamic
Banking System is suitable for all, Muslims and non-Muslims alike and it
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could be applied in all parts of the country ". This is in addition to the fact
that Islamic economics mesets universal desires. This is what was recommended
by the Finance and Budget Control Committee in May 2008 after organizing
two seminars on the Islamic banking System .

3 Thereare signs of a new trend in the world shifting into a new financial
era in which real money and actual exchange have become an aternative to
speculative financing , over draft sales and other financial risks.

4 Two decades ago , the French economists and noble Laureate in
Economics , Maurice Alle, proposed ( in the context of surmounting the crisis
of indebtedness and unemployment and to return to the state of equilibrium) to
modify interest rate to zero and to review tax rate to about 2% ,which is
completely in harmony with the abolition of riba (interest ) and the rate of
Zakat payment on cash held according to Islamic Law.

One observer stated that the global economy will no longer be driven by
two or three trading blocs as other small trans-national, regional and other
ideologies are gaining significance.

Dr Abdullah M ohammed Seidu
26-11-2008/28-11-1429H
|dlamic Economics Research Centre
King Abdul Aziz University, Jeddah Saudi Arabia
abdulseidu@yahoo.com
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PROSPECTS OF ISLAMIC FINANCE IN AUSTRALIA

1. Islamic Finance

I ntroduction

Australia is known to have warm relationship and has established a good
trading partnership with her Asian countries close next door neighbors, some
being predominantly Muslim countries such as Malaysia, Brunei, Indonesia,
Singapore and Hong Kong who are either inthefrontiers of or have responded
more seriously to the rapidly growing Islamic finance sector market share.
Source: http:///c:/Documents%20 and %20Settings/ Administrator. One look at
the daily news is proof that the world financial system is in disaster, so some
countries and major international financial institutions are trying to cash in on
this safer fast growing sector which they find it difficult to ignore It is on this
rationale that has urged the writer to make an attempt to find out the future
prospects that is held in store for Islamic finance in Australia, given the present
global financial chaos. Over the past several years the I slamic finance sector has
made significant strides in the global financial industry and continues expand
with safer operations despite the tremors of the global financial calamity that
has befallen on the world’s economies.

Theoretical framewor k and Emer gence of | slamic banking

A comprehensive coverage of the pioneering work of a number of Muslim
Scholars who started looking into the applicability of Islamic finance has been
presented in the appendix section of “Banking Without Interest” by Muhammad
Nejatullah Siddigi. (1983: 177-188).

The generation of ideas stage of interest free banking concept began to
strike in the late 40's for replacing interest with profit sharing basis were early
recorded in the works of Anwar Qureshi (1946) Naiem Siddigi (1948) and
Mahmud Ahmad (1952) were the first noted to touch into the issues of replacing
interest with profit sharing in Islamic Banking and Finance. They were
subsequently brought into prominence by works of Maududi in (1950 and1961).
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Muhammad Hamidallah studies in 1944, 1955, 1957 and 1962 recognized
the necessity of Islamic banking institutions and made a call to substitute
interest based practices to Mudaraba profit sharing adding more dimension to
provoke action in that direction.

Siddigi (1980) indicated that Muslim Governments and Economists were
aroused by the calls and received more active and effective attention. He noted
that the literature that prominently floated the ideas were those of Muhammad
Uzair (1955) and was followed suit in the sixties and seventies by the works of
Abdullah Al-Arabi (1967), Neatullah Siddigi( 1961 and 1969 ), a-Najjar
(1971) and Bagir al-Sadr (1961 and 1974) all played significant roles. All the
Muslims scholars mentioned above and their pioneering work in theoretical
concept have been recorded by ALM Abdul Gafoor (1995: 2-3). Source :http://
www. katankji.org./figh/Files/Banks/| slamic%20Bankingll.htm.

The theoretical frameworks argue that the profit and loss sharing (PLS)
mode like Musharakah (PLS) and Mudarabah (Profit Sharing - PS) will best suit
the Islamic banking, and some even claimed that its practice will overshadow
that of the mainstream bank from diverse points of view. Suggestions from
Muslim scholars therefore called for financing based on profit and loss sharing
and profit sharing in which return on financial capital will depend on the final
outcome of the enterprise This idea was strongly shared by Muslims scholars
Among them include: (Khaf,1982 a, b, Ahmad, 1952, Uzair,1955, in
Mohammed Ariff, 1988: 46-62), (Chapra,1985 and Usmani, 1998, in Nagvi,
2000: 42), (Khan, 1988, Igbal and Mirakhor, 1987, in Fuad and Abdel Hag,
1996: 23-24), (Siddiqgi, 1983, a, b, Khan and Mirakhor, 1987 in Gafoor( ibid;6).

Chapra (1985 in Ariff, 1988: 46-62) favored the Musharakah principle
which he provided two important reasons, He felt the above principle could
operate without any model in a formal financial intermediation unlike Siddiqi or
Uzair who both provided models. He also expressed the fedlings that 1slamic-
financing institution should be regarded as institutions for investments rather
than as merefinancial institutions.

The Practical problemswith thetheories on (PLS)

Some of the reasons accounting for why Islamic banks’ do not focus on the
PLS mode are described in the succeeding paragraph by Abdul Gafoor.
According to Abdul Gafoor (1995: 37-41) the real world situation turned out to
differ from the theories as applications appear to encounter difficulties in the
later years after experiments. That difficulties began to emerge in full swing
after five years of practice of the PLS. From what has been gathered from
Pakistani experience with the PLS, on papers presented at the conference in
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Islamabad in 1992 revealed disheartening and disturbing problems with no
potential solution in sight. Abdul Gafoor (1995: 37-41) mentioned some of the
crucial problems associated with the PLS in the following as the pitfalls:

Financing Sector:

Particular areas identified by Islamic banks to have difficulties with PLS
financing are noted to befour, such as:

(@ Long-term projects offering low returns.

(b) Small enterprises financing.

(c) Financing running businesses.

(d) Funds made available to Government as loans.

The underlying reasons have been traced to considerable amount needed,
uneasy procedures and negotiations; desirable skills coupled with experience
are all necessary to participate in PLS venture as there is no fixed or standard
basis under PLS to evaluate a project, except that discretion is used in accepting
a project by considering the various factors that have noticeable influence.

Some of the discernible points they observed have been described such as:

(@ In contrast to conventional banking in which capital is retired by
periodical installment payment soon after commitment, investments under the
PLS lock in capital for a long period accompanied with uncertainty and higher
risk.

(b) Earnings are not immediate with long-term projects thus depositors
funds whose income are tied to a bank returns will suffer delays in receipts of
profits unlike the conventional counterpart who receive prompt income. These
issues explained why Islamic banks show distaste for investments of that nature.

Gafoor (1995: 37-41) indicates that government participation in a project
under PLS complicates the process in estimating a return rate on the funds
borrowed. That in certain cases where a Government borrows for investment to
generate economic activity the project is long term and provides low return.
Khaled Qayum (1998: 16) unveils the bitter experiences of Faisal Investment
Bank with PLS in Pakistan as the director of the bank in descriptions as follows:

(& Too many and too frequent changes in the Government palicies

(b) Lack of desirein the entrepreneurs to declare profits and share it with the

bank.

(©) Non availability of proper and timely information from the

entrepreneurs

(d) Low ethical stands in the society today

(e) Poor management skills in the entrepreneurs.
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SM.A Ashraf (1998:3) concurs that at the initial stages some Islamic
financial institutions were involved in Musharakah (PLS) financing with clients
but the clients woefully harmed the banks' interest that made them to give up
immediately.

The Islamic Research Training Institute (IRTI) and affiliate of IDB in
Jeddah survey report conducted in 1998 indicates that Various Islamic Banks’
in different countries had been exposed to some 30 major and minor
problems..Various findings reveal ed the following common defaults:

(i) Mora hazard played a mgjor role which IRTI (1998) described as
detractor of Islamic banking which has adversely affected the flow of financing
from Islamic banks to Users and consequently, created idle funds with the banks
leading to drain in their profits.

(i) A low rate of return below the conventional banks’ gains had been
generally recorded with the Islamic Banks especially in Iran and Pakistan. The
reasons for that were said to be the cause of extra expenditure incurred by the
Islamic banks’ in monitoring the joint—venture or partnership projects financed
by them under the PL S and PS Mechanism (Igbal, Ahmad and Khan, 1998).

Based on the practical experience problems associated with the PLS
financing mode, Islamic banks’ financing is much skewed to the short-term and
long- term debt financing, mostly dominated and favored by the Murabaha
mark- up contract (cost plus mark-up) and ljarah (Leasing/Rental) modes. The
Murabaha technique, by and large commands much favoritism by the Islamic
banks. According to Ibrahim Warde (2000), (Nagvi, 2000: 54), and
(Mohammed Ariff, 1988: 46-62) the fixed return, i.e., the sale and lease- based
financing accounts Allowing the blend of debt and equity will lead to
attainment of optimal financing in Islamic financing system since Islam is not
entirely a pure profit sharing economy (Nagvi, 1994, and Jarhi, 1999, in Nagvi,
2000: 57).

All sale contracts involving commodities sale either for spot cash or for
deferred delivery or deferred payment that require financing are permissible by
the Shariah because these relate to real transactions. (Elgari, 1999, Igbal,
Ahmad and Khan, 1998, Wilson, 1998, and Zarga, 1997,in Nagvi, 2000: 57).
From the Shariah perspective it is unsound to impose restriction on debt
instruments because they look like riba (Khan,1994, in Nagvi, 2000 :57) for
more than 75 % of total financing of Islamic Banks.

Critics who have in the past voiced concern over the Islamic banks higher
mark up in murabaha sale financing include: Wong Choo Sum in Saad Al-
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Haraan (1995: 83-100), Qadir (1994), Ahmad (1994) and Zaman, (1994), in
Gafoor (1995:37-41), and Ibrahim Warde (2000 :133-134) have all expressed
the same similar views by comparing the mark-ups to Ribain disguise.

The Need For and Emergence of | nterest Free Banking

Since economic theories do not address moral and ethical issues on which
religion has based its rationale, they focus on economic gains and interest
practices are condoned in Modern banking, Commerce and Industry with the
exception of a few financial institutions that had risen to remove interest from
business transactions to obey the religious injunctions. Islamic Banking and
Finance have emerged from these.

The necessity to articulate and promote Islamic Economics, banking and
finance has been emphasized by the Muslim Scholars and those involved in
economic and commercial fields especialy in the recent times because the
prevailing systems are found to be incompatible with their beliefs and norms.
The Islamic norms particularly stress Ethics, morals, equity and fairness which
are eschewed in the western economic systems. However, the proponents of
those systems contend systems such as Capitalism and Socialism has been
proven to be viable and therefore there is no need for the unspecified Islamic
economics. The norms spelt out above answer the need for Islamic Economics.
(Nagvi, 2000: 43). Furthermore, Muslim scholars disagree that Islamic
Economics is untested and as such had provided argument to prove the success
and prosperity of practices of Islamic economics during the early days of Islam
which is presented as follows:

“As stated earlier the early days of Islam, interest free transactions were
common which had resulted in generating prosperity and harmony among the
entire communities irrespective of peoples’ financial positions. These practice
of interest free transactions reduced the misery of the poor in the society as it
resulted in eliminating the circulation of wealth in a few hands, and profiteering
and hoarding. It therefore created an atmosphere of harmonious society as every
member of the society could meet the basic requirements of sustenance.” (M.
Musle Huddin, 1992: 69-70).

On the same note, several attempts had been made by Muslim Scholars to
correct the misconception that interest free is tantamount to free use of capital.
Also Nagvi (1981a) work explained that the Islamic interest free banking is
aimed at cleansing the society from exploitation contained in interest transaction
whichisabasic goal of Islam.
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Defining I slamic Finance

Islamic financial system aims at developing and regulating productive
resources, fiscal and monetary policies of the Muslim Ummah in accordance
with the precepts of the Shariah. Islam regards productive economic activity as
a form of lbadah (Worship) when it is in line with the teachings of Shariah
(Muazzam Ali, 1998: 11, New Horizon). Ibadah or worship in Islam has been
described as the essential purpose of The Creation. Allah says in the Quran,
“We created Jinns and al mankind only to worship (US). And worship has
wider connotations that not just performing prayers and rituals. The objectiveis
to work for the betterment and welfare of all mankind in the spirit of universal
brotherhood across nations.

I mplementations of Interest Free Banking

Since the inception of the movement in the 1970s to convert the interest-
based financial system to interest free system, various Muslim countries have
taken different approaches to conceive and implement the transformation
process taking into account the particular situation and their economic
circumstances. A few Islamic Banks establishments were setup through special
enactments and by making amendments in banking legislations. Some went all
out in their effort to convert their entire financial system to the interest free
criteria. Pakistan and Iran chose a complete elimination of interest across their
entire national economies whilein the Sudan, Islamization of banking was taken
up as a first step towards the launch of the Ilamic financial system. Others
proceeded by creating a dual financial system whereby the interest-free system
operated side by side with the interest-based system. In this case the
conventional banks had been alowed to open Islamic banking windows for
Muslim clients. Malaysia took the latter approach.

Philosophy and Objectives of Islamic Banking

According to the Islamic Scholars the objectives of Islamic banks are
different from that of the conventional commercial banks’. Islamic banks’ they
argue, are structured to offer banking services and products to obey the Shariah
(Islamic Law). They are at liberty to incorporate and engage in other
investments provided they do not contradict the Shariah The main feature of
Islamic banking is its motive to eiminate riba in every business transaction and
to spread the values of fairness and justice in banking and financing. It also
afford of its income in Zakat (Charity) and promote worthy causes such as
developmental projects for the benefits of the entire society. The Islamic bank
has to make profit from its operations to grow and help such noble causes
especially the poor and the destitute. It therefore has to operate efficiently
(Mirakhor, 1997: 1-11). It is incumbent upon Islamic banks that while they are
enforcing the Shariah in their operations they must equally function on sound
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principles.

The objectives, philosophies and principles of Islamic banks’ sources are
from the Holy Qurans and the tradition of the Holy Prophet Mohammad
(PBUH) which constitutes the Shariah.

Islamic banks’ Principles

The basic principles are not compromised by all Islamic banks’ who
practice the interest free banking, however, each bank has its own way of
application because of differences in laws of countries, particular aims and
objectives of each bank, situations in the surrounding environment, operational
experiences as well as the necessity to deal with interest based banks’ are some
of the factors that account for diverse applications. (Gafoor, 1995:37- 41)

1. Mudarabah (Trustee or Agency)

Mudarabah financing is whereby the bank provides finance to another party
who also provides skills, management and labour in conformity to prior
agreement of profit sharing ratio basis. It is a Partnership profit sharing
agreement. In the case of a loss, it is borne by the provider of the funds (the
bank).

2. Musharakah (joint venture or Partnership)

Musharakah financing is considered by Islamic scholars as the purest form
of Islamic finance. Under Musharakah the bank enters into a joint-venture
agreement with a client and both parties contribute capital equally or in unequal
proportions and share profits and losses according to their investible amounts.
This is similar to the joint-venture principle in conventional economics. As a
business venture is a separate legal entity, the bank at any time can divest its
interest by disposing of its holdings after passing of theinitial time.

3. Murabahah (cost plus mark-up — deferred payment by lump sum)

Islamic Banking operations is much skewed to the short-term and long-
term debt financing, mostly dominated and favored by the Murabahah contract
(cost plus mark-up) and ljarah (Leasing/Rental) modes. The Murabahah
technique, by and large commands much favoritism by the Islamic banks. At
the request of a client, a bank buys a commaodity or asset on behalf of the client
and adds a profit margin to the cost price which is made known to the client.
The bank then resells it to the client for a lump sum deferred payment as debt
financing.

The one sided focus does not only limit the scope of operations and asset
base but on availability of a wide variety of financial instruments to meet the
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varying tastes, different investment horizons and risks/return profile of
investors.

However, this techniqueis not spared and free from criticism as some critics
say it is an attempt at interest in disguise through the back door. Murabahah is
legitimate and permissible arising from the fact that an asset is purchased by
Islamic bank for which the bank is exposed to risks associated with buying and
selling of goods and property. The bank has to take proper care of the good or
property beforeit transfersit to the client in good condition. This type of service
is completely different from that provided by interest based bank, which only
grants loan of money to the client as a mortgagee to acquire the property.

3. Bai Bithaman Ajil (Deferred payment sale by installment)

The Financing mode of the Islamic banks includes a technique called Bai
Bithaman Ajil, which involves buying and reselling of goods or assets on a
deferred payment spread over a certain period. A profit margin is added to the
cost price and resold at a higher price on credit, payable by installments up to
maturity date.

4. ljarah (Leasing or Rental)

Another technique of financing that has attracted the attention of Islamic
banks is ljarah (leasing).Under this method, the bank purchases an equipment
or machinery and later finances its clients through leasing it out to them. The
clients are given the option to become owners of the leased property when the
original amount is completely paid off at the end of the specified period. Opting
to purchase the property by the hirer requires the client to cover the rental part
as well as the sale price in which payments are periodically made, until the
entire amount of the purchase price is reduces to zero by the end of the agreed
period. The installments paid periodically consist of the rent and part of
purchase price, such as amortization.

5. Islamic Forwar ds:
a. Bai Salam

Production financing is also a favorite mode of Islamic banks, which they
practice under the principle of Bai Salam. The process involves the bank paying
the price in advance to the client (producer) against future delivery of goods or
products. The price is agreed at the negotiation stage of the contract and
subsequently paid, which enables the producer to carry out his process of
production requirements without disrupting the flow of work due to liquidity
problems. In this way the Islamic bank functions as promoter of productive
activities. This mode of financing covers all sectors involved in production of
goods including agriculture produce.
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b. Istisna (Production/M anufacturing)

This may be termed as Supplier Credit by the Islamic Bank. By this
technique of financing, the bank agrees to supply raw materials, equipment and
industrial products to meet the customers orders. Typicaly, it is applied for
financing manufacturing, construction, plants and buildings. When the project is
finished, the title is conveyed to the customer based on a predetermined
deferred payment.

Qard Hassan (benevolent or interest free loan)

The Holy Quran says, “If you give a generous loan to Allah, He will amply
repay you for it, and He will grant you forgiveness; for Allah is most ready to
appreciate; most forbearing, the knower of what is hidden and what is open,
exalted in Might, full of Wisdom.” (64:17-18).

Attaching weight to peoples’ need for financing, the Islamic literaturerefers
to two important speeches of the Prophet (SAW) urging people to finance the
needy on benevolent loan called Qard Hasssan whose reward is great. Ibn
Qudamah explained the speeches by saying that the aim of granting aloan to a
needy is to lessen or wipe off their agony from poverty (Al-Mughnii V.4: 353).
The Hadith of the Prophet (SAW) on this issue, reveals the Prophet's concern
and feelings for the person in a financial difficulty and his need to ask for a
loan.

According to Ibn Masud the Prophet (SAW) urged people to lend and grant
credit sale by saying, “Anyone granting loan to the needy will be rewarded
twice (Which will equal to the reward of one of the loans granted (either the
loans was a charity or the other).

Providing and extending redief to a Muslim brethren and satisfying their
needs as well as granting assistance coupled with support through a loan is a
noble act highly appreciated by the Shariah. ( 1bn Qudamah, Al Mughni, Val. 4.
353)

Quard-Hassan (I nterest-free L oan)

The quard-hassan is form of financing referring to an interest-free loan to a
financial distressed corporate client to continue with the business or individual
client to support his welfare or well-being. Upon an agreement between the
bank and the corporate client the loan amount in future might be replaced by
equity holding in the business. A guarantee by athird party or collateral security
might be deposited with the bank. In some cases the bank charges an
administrative fee for administrative expenses associated with the loan which is
not a profit.
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Within the framework of Islamic banking, moral values play a dominant
role in financing a project. Any project that is viewed to be associated with
immoral values, is contrary to Islamic teachings and discarded by Islamic bank.
Project that will cause harm to the society or give vogue to prohibited activities
such as gambling, alcoholic brewing, discos, production of deadly weapons and
ammunitions, and casino that are condemned by Islam are forbidden for Islamic
banks’ financing.

2. Australia

L ocation of Australia

Geographically, Australia is located in Oceania continent between the India
Ocean and the South Pacific Ocean Region : Oceania Coordinates 27°South,
133° East Australia consists of a large island continent and the large offshore
island of Tasmania. It is the only country in the world that is a continent.
Including Tasmania it spans 30 degrees of latitude, resulting in a large range of
climates from temperate to tropical. With the exception of mountain ranges
aong the east coast (Great Dividing Ranges) and in Tasmania, most of
Australia is relatively low flat to rolling country. Vast areas of the continent
consist of desert or sparsely populated pastoral land with lush landscapes in
coastal areas, particularly in the east where most of the population is to be
found. To the north lie lush tropical rainforests and wetlands and in the west is
an enormous, ancient plateau which ends abruptly in the Indian Ocean.

Australia Ancient heritage and European Settlement

Historians on Australia disclose that the Aboriginal and Torres Strait
Islander peoples inhabited most areas of the Australian continent before the
arrival of European settlers, speaking one or more of hundreds different
languages and dial ects with different lifestyles and different cultural traditions
.That their association with complex social systems and highly developed
traditions reflect their deep connection with the land.

According to the historians, the first recorded European contact with
Australiawas in March 1606 with reference to Dutch explorer Willem Janszoon
(1571-1638) at Cape Y ork Peninsula in Queensland. The next in the role was a
Spanish explorer Luis Vaez de Torres who followed later the same year, sailing
through the strait separating Australia and Papua New Guinea. In that line of
order was William Dampier, first British explorer who landed on the Australian
north- west coast in 1688, then known as New Holland. He was followed suit
by Captain James Cook second English man in 1770 who voyaged to the east
coast of Australia and claimed it for the British Crown.
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Historians also mention that the beginning of First European settlementsin
Australia occurred in 1788 by the establishment of a British penal colony in
New South Wales with sparsdy populated aboriginal people. This was
characterized with the arrival of the First Fleet of 11 ships in Sydney Harbour
on 26 January 1788 carrying about 160,000 men and women — half of them
convicts. The Penal transportation ceased in 1868. Australia Day is celebrated
yearly on this day 26 January.

Population, language and palitical system

The Australian population is estimated to be 21,439,982 (September 2008),
historically, predominated by Anglo-Celtic, majority English, Scottish or Irish
descent. English is the official language of Australia, and by approximation
21% of the population speak a language other than English at home.

Common Wealth of Australia

Australia is a democratic independent state under the West minister system
within the British Commonwealth with Queen Elizabeth Il the monarch of
Britain as the head of State, represented by the Governor General with wide
powers, but by convention acts only on the advice of ministers on virtually all
matters. The Commonwealth of Australia was formed as a federal system of
government in 1901 by federation of six states under a single constitution, with
powers distributed between a national government (house of representatives)
and the six states.

L egal system and the Economy

The Legal system is based on the English model of common law whereby
the federal government is charged with the responsibility for crimes against the
revenue (e.g. tax evasion), breaches of corporations law and border control.

Crimes against persons (e.g. assault, murder) are the responsibility of
State/Territory governments while civil litigation (e.g. negligence) is generally
conducted in State courts. The High Court is the highest court in the judicial
system.

Australia made great progress from 1900-1914 in developing agricultural
and manufacturing capacities, and setting up institutions for government and
social services. It also positioned itself as one of the strongest economies in the
world over the past two decades, with high economic performance based on
strong growth, low inflation and low interest rates stemming from effective
economic management and ongoing structural reform, along with a competitive
and dynamic private sector with a skilled, flexible workforce. Australia’s
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prosperity rests on her trade and the government’s trade policy underscored by
the creation of new and opening more export markets.

Among its five top export markets are Japan, China, USA, South Korea and
New Zealand in which goods and services exports hit $216 billion in 2007, a
remarkable exportsincrease, registering a significant percentage growth in the
EU market with a 25% increase. However, East Asia continues to dominate her
export market, which recorded 53% of total exports in 2006, an increase of
15% over the previous year.

Australia’s main exports comprise of coal, iron ore, gold, crude petroleum
and auminum, while imports include machinery and transport equipment,
computers and office machines, telecommunication equipment and parts, crude
oil and petroleum products. The CPI is at 4.5% (Q4 2007/08) and economic
growth is forecast at 2.7% (Q2, 2008). Source: Australian Bureau of Statistics,
Dept of Foreign Affairs & Trade and The Commonwealth Treasury.

Religious Diver sity

In the 2006 Census, the figures put Christians at 64% of the population,
Non-Christians took 6.2% of the population, 30% of the population says they
have no religion or never showed their religion. The records showed over 120
different religious denominations each with 250 or more followers.
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Major religionsin Australia, 2006
(@ Comprises No Rdigion, nfd; Agnosticism; Atheism; Humanism; and
Rationalism
(b) Comprises Religious belief, nfd; Not defined; New Age, so described;
and Theism

Islam in main Australia

Muslim Macassan ethnic group from eastern Indonesia archipelago were
claimed to have established contact much earlier with mainland Australia and
its people as early as the 16™ and 17" centuries before Australia white settlers
arrival .The Macassan thirst for sea slugs began visiting the northern shores of
Australia in the seventeenth century, This had been backed by some evidence
showing traces of some cave drawings of the distinctive Macassan boats,
including their artefacts left over in Aboriginal settlements in northern
Australia.

“In arelated matter, the first significant semi-permanent Muslim population
formation began with the arrival of Afghan camel driversin the 1800’s in which
camels were imported by Australian explorers to help open up the dry desert
interior and for transportation to different parts of the country. The Afghans’
knowledge and expertise with camels, earned them credit for saving lives of
numerous early European explorers on vital exploration.

Much recognition of the cameleers important roles played in the
development of the overland telegraph line between Adeaide and Darwin
during 1870 and 1872, eventually linking Australia to London via India has not
been underestimated. Other major projects that involved the cameleers include
development of therail link between Port Augusta and Alice Springs, known as
the Ghan, with extension to Darwin in 2004. Many Ghan’ towns were
established along the railway with at least one Maosque reflecting the presence
of Islam and Mudlims”. Source http://www.dfat.gov.au/dept/index.html
“Further more, Muslim Malay divers about 1800 were recruited between the
1870 and 1875 by the Dutch to work on Western Australian and Northern
Territory pearling grounds. Most of them were said to have returned to their
home countries.” Source: http://www.australia..gov.au “Muslim population in
Australia began to soar up in the wake of World War |1 between 1947 and 1971
from 2, 704 to 22,311, largely attributed to the economic boom about new
labour opportunities after the War,. Many European Muslims, mostly Cypriot
Turks seized this advantage . The continuing arrival of Muslims in Australia saw
Bosnian and Kosovan Muslim migrants, who landed in the 1960's, and made
much contributions to modern day Australia in ther involvement in
constructional role of the Snowy Mountains Hydro-electricity Scheme in New
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South Wales”. Source: Department of Foreign Affairs and Trade
http://www.dfat.gov.au/dept/index.html.

“The scene took a sharp turn by the denial of Muslims entry into Australia as
part of the government’s White Australia policy introduction in the early
twentieth century .This was later repealed by the adoption of multi-cultural policy
in 1970 to accommodate Muslims, thus attracting many Muslims from different
countries to settle in Australia. Majority of these Muslims originate from Turkey
and Lebanon, while the rest come from Indonesia, Bosnia, Iran, Fiji, Albania,
Sudan, Egypt, Palesting, Irag, Afghanistan, Pakistan and India, among others.”
Source: Eminfo@uniya.org.Webwww.uniya.org.

In Australia Muslim communities are concentrated in Sydney and Mdbourne
with many mosques and Islamic schools, making much contribution to the
multicultural fabric of the society. The Australian Federation of Islamic Council
(AFIC) with its head office in Sydney is jointly formed by Islamic Council of
each state . There is said to be an appreciable conversion and fast growth with
estimated population of over 350,000 Muslims in 2006 (.Source: Business
Islamica Magazine in Austrolabe, May 2nd, 2007).

3. Idamic financein Australia

Australia Banking System and scope of | lamic finance

In Australia Banking and finance practices are based on the conventional
western banking system tradition with the regulators endorsement of receipts
and payments of interest as the hall mark of financial transactions, contrary to
the Islamic finance principles prohibition of taking and giving interest in
financial dealings.

Idamic finance in at the infant stages in the country with only two
prominent Islamic finance institutions offering Islamic products in line with
the Shariah principles, namely; the Muslim Community Cooperative (Australia)
Ltd (MCCA) and Iskan Finance. MCCA, a leader in Islamic finance was
established by about ten few members in 1989 in Melbourne with a modest
capital around $A20,000 with the primary aim "to offer a comprehensive
Islamic alternative for all financing needs of the Muslim community in
Australia’. The membership grew up to over 1600, accompanied with capital
increase over $A8,000,000 by 1997,with operations expanding to Sydney, New
South Wales by the opening of a new branch on March 17, 1997. Under the
armbit of Australian law, MCCA is unable to take normal banking deposits like
the conventional banks except by providing facilities to its shareholders. The
MCCA consolidated its position and firm grips of the Shariah compliant
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finance and investment in Australia by offering specially designed approved
products under the oversight of a Shariah Board in meeting the diverse taste of
current and future needs of potential clients of Australian Muslims, an
dternative to the mainstream financing. The MCCA has aso extended
assistance to thousands of Australian Muslim families in trandating their
dreams of acquiring homes into redlity in fulfillment of a moral and social
responsibility as well as playing a significant role in Australia’s economic and
nation building. Income earned from operations by MCCA are distributed
among its members in the form of dividends in conformity with the Shariah
principles of risk sharing.

Financial Highlightsof MCCA (USD 000’s)

2004 2005 2006
Paid —up Capita 19,603 22,544 25,926
Total Equity 20,238 23.274 26,765
Total Assets 20,397 23,456 26,974
Cash and Cash Equivalents 6,269 7,209 8,290
Total Investments and Financing 14,125 16,245 18,682
Total Deposits 19,603 22,544 25,925
Reserves 102 118 136
Net Profit 533 579 666
Exchange Rate 1.2827 1.3702 1.2584
Local Currency against 1USD

Sour ce: General Council for Idamic Banks and Financial Institutions, 2007 Idamic Finance Directory.

The MCCA has shown an impressive increasing growth rates in its
operations and assets value over the recent past years from 2004-2006 with zero
indebtedness or borrowing as depicted in the above table.

Iskan another player in the Islamic finance sector is engaged in offering
mortgage and leasing products in collaboration with other interested parties.

The Challenges of Ilamic finance in Australia

The legal system in Australia poses some hurdles for the Islamic finance
property financing because Islamic financing in this regard involves two
separate legal transactions. In a property financing transaction based upon a
client’s request to Islamic financier entails initial buying of the property from
the supplier by the financier and then resells the property to the client.

This requires transferring the legal title twice: such as first transfer to the
financier, and the second transfer to the client or finance.



Each transfer demands stamp-duty in Australia which in this case attracts
double payment of stamp duty, thereby presenting a problem of in-
competitiveness in the marketplace.

Professor Michael Skully, an occupant of the chair of banking at Monash
University says much needs to be done to establish a regulatory framework for
Islamic banking to form part of Australids financial sector at the federal
government level, in terms of the licensing and prudential regulation of these
Islamic financial institutions.

Several unsuccessful attempts have also been made to establish Takaful
fundsin Australia since the 1990's

Prospects for Islamic finance in Australia

Signs of hope are emerging in respect of double stamp duty payment issue,
with reference to recent legislative amendments to Victoria’s Duties Act 2000,
hence addressing the problem in that state. This was followed by amendments
designed to avoid payment of double duty in legal title transfer of a property, an
exemption of the second transfer from stamp duty, which is seen as an
endeavor to pave the way for creating a level playing field for both Islamic
mortgage and their conventional mortgage counter-parts. More amendments are
said to be in sight to waive off other stamp-duties, to clear off or remove the
obstacles in the way for the viability of a variety of Islamic financial products
in the market.

A number of academics, economists, lawyers, bankers and industry experts
express much optimism about the future prospects of Islamic finance in
Australia during recent Asia-Link Islamic Banking Collogquium held in
Melbourne on different occasions.

The various personalities opinions aired out during the colloquium session
predict a bright future for Ilamic finance operations in Australia in Asia Link
News and other news media reports.

“According to Andrew Reynolds from global accounting firm KPMG in
Australia, the country could become a hub in Islamic finance for the region over
the next 10 to 20 years, due to the country’s economic and political stability
system.

Reynaold contends that, a major part of the Islamic finance market servesthe
Australian Muslim community with more clients and that there is larger
potential, also presently, they offer services to non resident Muslims in other
countries who search for investment opportunities.
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Reynold acknowledges that Islamic banking is the largest growing sector in
the global banking world, adding that it will be big in Australia, because of his
strong belief that it has areal demand . Speaking with confidence, he emphasizes
that within five years Australia would witness the operation of at least one
Islamic bank, because of the apparent demand for it.

Nail Aykan from Muslim Community Cooperative shares common view
with Reynold about Australia attaining the regional hub status in Islamic
finance but sees the distance sooner, differing from Reynold’s forecast of 10-20
years”. Source: file:///c:/ten, by Sue Lannin, ABC News, Dec 21,2007.

“Jason Hill, head at Standard and Poor’s index services in Australia, says he
expects an Islamic stock market index to be established in Australia within the
next 12 to 18 months. He reinforced this view by asserting that Australia sits on
the doorstep of some of the largest Islamic regions in the world. Australian
investors, given the time zone in which the market trades in Australia, is of
particular interest, which he convinces him of a strong interest for the Islamic
finance sector.” Source: file///c:/ten, by Sue Lannin, ABC News, Dec 21,2007.

Reports by Australia Link, Islamic News, indicate that the Australian
government and the financial institutions are in the process to alow a dual
financial system in the country to open up the way to accommodate the practice
of Islamic banking principles in the country.

Dr. Abdullah Saeed, a professor at university of Mdbourne, reiterates the
growth potential for Islamic finance in Australia, basing it on a number of
factors such as the existence of a large number of Muslim community in
addition to the interest of other overseas Mudlims, the overwhelming interest
by many conventional banks together with the attraction of a number of Islamic
banks. Source:  http://www.darinhodges.com  /category/Australian-links,
26/10/2008.

On the same note, another industry expert asserts that Australia is making
small inroads into this global fast-growing Islamic finance sector with the
world's second-largest Islamic financial institution - Kuwait Finance House -
setting up a base in Mdbourne, says lawyer, Mohamed Ridza, a leading
consultant on Islamic finance in Malaysia and managing partner of Mohamed
Ridza & Co. Source: file///c:/ten,ABC News, Dec.21, 2007 by Sue Lannin.

Scenes from different angles also indicate that Australia could become a
major centre for Islamic banking and finance because of its growing Muslim
population says Professor Michad Skully . Arguably, he point out that



Australians can see that Islamic finance has been used very successfully in other
countries, which would certainly have some market potential in the country.
According to him the country’s large number of Muslims presents a clear
business suggestion to Australia banks and foreign banks who intend to
establish in Australia to consider this sector.

Australia blessed with real natural resources, creates the appetite for Gulf-
based Islamic banks’ investments as the Islamic law approves investments in
physical assets.

Another participant discloses that since August, a number of questions on
whether there is an alternative for the interest based financial system has been
thrown up by both Muslims and non-Muslims alike? says Hussain Gulzar
Rammal from the University of Adelaide. Rammal contends that the Islamic
finance market is spreading in both the UK and in the US, describing this
phenomenon as ground breaking opening for ethical investment for other
institutions to follow suit.

Australian Universities Offering I slamic Finance Cour ses

The bright and positive prospects of Islamic finance in Australia continues
to manifest as preparations are in advance by some Australia universities to
offer courses in this field. The La Trobe university has announced about the
introduction of Islamic commerce master degree program in Islamic banking
and finance, commencing in February 2009, the first of its kind in an Australian
university. The purpose of the courseis said to be in response to the urgent need
for trained professionals by the fast growing Islamic finance industry globally.

Hayat Khan a lecturer and co-founder of the program says that the program
combines both Islamic and western finance with modern techniques which is
really needed. Thefees chargeable for the courseis AUD 17,000 per annhum.

Subjects to be offered comprise: Islamic commercial law, Islamic banking,
Islamic insurance and Islamic financial markets in addition to other areas of
finance Duration of the course is one or two academic year depending on the
level of a candidate's previous studies and experience.

Bhatti an academic in La Trobe university anticipates international students
joining the program, particularly, from the subcontinent and other Asia
countries who want to be trained in Islamic finance through the medium of
English language.

The Malaysian Central Bank (Bank Negara Malaysia) has pledged to assist
the university on this regard.
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Concluding Remarks

The information collected in this study about Islamic finance future
prospects in Australia is from academics, economists, lawyers, industry experts
and various news media expressing their opinions about the future of Islamic
finance in Australia. Based on these variety of positive out look opinions
expressed by these personalities the researcher is strongly convinced about the
glittering prospects and success in Australia regarding the future of Islamic
finance by taking the following factors into consideration:

The gloomy global financial picture characterized by the bailouts,
bankruptcies and collapse of many major international financial institutions
globally operating under the conventional financial system casts doubts on sole
reliance and stability of the conventional model.

The Idamic financial system which is a rapidly growing share of world
capital in contrast, stood defiant to the heavy storm uprooting the well
established major world financial institutions, has proven to be safe and robust
in the global financial mess, cannot be ignored.

The industry experts report that the Islamic finance industry is growing
faster than any other sector of the global banking, at 15 to 20 per cent a year.
According to “the Economist” estimates, the value of Islamic finance assets
being managed presently are worth $US700 billion which is likely to hit $US1
trillion by 2010. The Islamic finance sector is seen to be gaining momentum
and a credible position in theinternational finance industry.

The world policy leaders and major international institutions are looking
for new and fresh ideas to mitigate and find solution to the ongoing global
catastrophe and accordingly have applied some of the Islamic finance
principles such as banning of short-selling in shares of banks and to a certain
degree embarked upon series of cutting down interest rates. The Islamic
finance potential has been widely acknowledged by the Western banks as some
of the world’s biggest banks and financial institutions have already began to
join the rapidly growing Shariah —compliant movement.

London is in serious efforts to quickly seize this opportunity to become
Europe's Islamic finance hub. It has accordingly amended its laws in property
title transfers stamp duty, by exempting double stamp-duty payment in
financing. The British media reports of a growing interest in Islamic finance
from Muslims including non-Muslims, because people view it as a better
ethical finance system .Experience would suggest that Australia being closely



aligned to Britain is most likely to follow the UK pattern and grab the position
of Islamic finance hub in the region.

Based on the ongoing global conventional financial debacle, one can safely
predict the polarization of Islamic banks in the coming years with Australia
playing a vital role as global banks’ are now looking forward to embracing this
ethical growing financial sector.

The successful operational reports of Islamic finance in different economic
environments in the West would push Australia forward to seize this
opportunity and tap the enormous potential of the Islamic finance.

Australia being a multi-cultural society with diverse religious beliefs would
not deny her growing Muslim population the right of conducting their financial
transactions in line with their religious faith as witnessed in non-Muslim
countries.

Australia’s  huge real natural resources create appetite for the Gulf-based
Islamic banks investments as they are Shariah permissible.

The Islamic finance environment created by her close door neighbours is
likely to influence her to adopt it.

Non-Muslim investors have begun been looking for less risky aternatives
since the advent of the global credit crisis over a year ago express doubt on
many Western risk management practices.

There are ongoing debates on searching for a new viable financial system,
the Islamic finance is gathering momentum and reputation in the market as a
safer system and for stability, hence attracting both Muslims and non-Muslims.
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Four Generations of | slamic Economists

Context of This Presentation

The present discussion falls under the broad category of modern history of
Islamic Economic Thought. As far the earlier history of Islamic economic
thought is concerned, we have several works starting from the first century
hijrah to the 9" century hijrah (corresponding 7" century to 15" century
Christian era), the age of 1bn Khaldun and al-Magrizi. What was the situation
after that period, there was no work to answer this. First time | tried to explore
the subsequent centuries. After investigation of 16" 17", and 18" centuries, |
am planning to undertake the 19™ century. The 20" century will be a subject
next to it, insha-Allah. The topic of discussion today and participants’ valuable
observations are expected to provide guidance how to deal with the twentieth
century development of Islamic economics. Another reason for raising this topic
is to present a summary account of the modern history of the subject, and to
discuss the question who may be considered as the pioneers of Islamic
economics. At certain occasions it has been seen that someone, unaware of the
maodern development of Islamic Economics, is calling his favorite celebrity as
“father of Islamic economics” or “pioneer of Islamic Economics” while many
seniors are ignored.

The present classification of generations and sorting the features of their
work is important to understand the development of modern Islamic Economics
sinceits inception during the early 20™ century.

Time Span of A Generation

Let us first decide the time span of a generation. There are different
opinions on the duration of a generation. Ibn Khaldun assigned a period of
forty years for a generation of human being. To him, Children of Israil, who
lived among the Copts a life of slavery in luxurious environment of a city,
when fled from Egypt were kept in desert of Sinai in wanderings (... arba’in
sanah yatihun fi'l-ard) for forty years so that a new sturdy generation was
brought up who could face challenges of life and fulfill the Prophetic mission.
But forty-years are not always and in every case a standard period. Our
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Prophet (be peace upon him) said the best garn (age, generation) is my garn,
and then the garn of those who follow me and then the garn of those who
follow them. Here the garn is in the sense of generation. We know that the
periods of his generation and those of his companions and followers were not
equal. We have seen in dectronic age how quickly generations are changing.
Thus, it is clear that generation differs from object to object and even in time

span.

Based on nature of works on Islamic economics and general characteristics

of the period, we are using here a time span of 25 years for one generation of
Islamic economists. We divide Islamic economists into four generations. The
first quarter of the 20th century is considered preparatory period. This
classification is based on scholars’ treatment of the subject and over all
characteristics of the period.
Since our classification is based on dominant characteristic of a time span, it
does not mean that when one generation stops its functioning, then takes the
charge the next generation. There will be some sorts of overlapping.
Generations are never born on a particular date.

Points to Ponder

It would be nice to hear opinions of distinguished participants specially
on the following questions:

- Is the division of the generations of Islamic economists into four groups
appropriate?

- Is it reasonable to give 50 years for the first generation and then for each
25 years?

- Is it good to make division on the basis of writing dates and not the
dates of birth?

- Are the dominant features noted below about each generation fitting?

- Should we make some relaxation regarding the border cases?

- Is better to classify development of Islamic Economics in generations or
in stages or in currents of thought?

Preparatory Period - From Early 20" Century to 1925

The first quarter of the twentieth century is a “pre-take off” period for
Islamic economics when establishment of modern institutions progressed.
Works on conventional economics were translated from English to Urdu and
from English and French to Arabic. Attention was paid to edit and publish
classical Idamic literature on socio-economic issues and many leaders were
born who called for reform and revival of past position, prestige and glory of
the ummah. Works written in this period were in traditional style without a
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conscious effort to bring forth literature on Islamic Economics. They prepared
ground for a new generation of conscious writer of Islamic economics.

Examples: Abd al-Qadir a-Mijawi and Umar Burayhimat from Algeria;
Muhammad Abduh and Rashid Rida from Egypt; and Shibli Nu mani,
Muhammad Igbal, Sayyid Sulaiman Nadwi and Abus-Salam Nadwi from the
Indian sub-continent.

First Generation - From 1926 to 1950

The actual writing on Islamic economics started in this period, although its
ground was prepared in the first quarter of the 20" century. First time terms like
“ldamic Economics” and “Islamic Economic System” were used. It may be
called as “take off” period for Islamic Economics. Main factors behind this
awakening were challenges faced from the West, trandation of Western
economic writings, and publication of the relevant Islamic classical works. This
generation comprises those whose major work appeared in 1950 or earlier. The
age or the date of birth has not been considered in this classification. This
generation really deserves thetitle of founders or pioneer “scholars”.

Example of this group: Hifzur Rahman Sewharawi, Manazir Ahsan Guilani,
Abul Ala Mawdudi, Muhammad Hamidullah, Anwar Igbal Quraishi, Shaikh
Mahmud Ahmad, Yusufuddin from the subcontinent. From the Arab world we
can put in this category Zaki Salih, Muhammad Ali Nash’at, Ahmad
Muhammad Ridwan, Abu Zaharah. Ali Fahmi Taman, Muhammad Abdullah al-
Arabi, etc.

We are till unable to decide about Ali al-Khafif, Mustafa Siba’i, Malik b.
Nabi, Mahmud Abu’l-Su'ud, Mustafa Zarga, Muhammad al-Ghazali as we
could not trace their writings in this period.

Main Features. With the exception of one or two al of them were from
ulama category (religious scholars). They had some exposure to economics.
They based their writing on the Qur’an, Sunnah and figh. Ther style is
generally descriptive and jurisprudential.

Second Generation - From 1951 to 1975

It came in the third quarter of the twentieth century. In this period increasing
number of professionally trained economists joined hands. Generally individual
scholars led the movement of Islamic economics to forward. They may be
called “pioneer Islamic economists’. The end of first-half of twentieth century
and the beginning of the second-half seems to be an appropriate time to start age
of another generation when number of works on Islamic economics
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considerably increased. The culmination of this period is the event of the First
International Conference on Islamic Economics by the King Abdulaziz
University. The Conference was scheduled to be held in 1975 but due to a tragic
incidence it could be organized only in early 1976. The conference provided a
golden opportunity for scholars working in isolation on Islamic economics to be
aware of existing state of affairs in the fidld of 1slamic economics, to exchange
ideas with each other, to take stock of the existing literature on the subject and
realize the challenges ahead. Islamic economics got a momentum after this
conference never seen before. It led to intensive and extensive researches on
various aspect of the discipline, development of curricula on Islamic economics,
foundation of research centers and study departments, establishment of a chain
of Islamic banks and financial institutions which were already founded in few
places and issue of specialized journals on Islamic economics. ‘This conference
ushered in a new era in Islamic economic thought as it carried the subject to the
Muslim academia the world over. Simultaneoudly, it provided a great impetus to
nascent “movement” of establishing Islamic financia ingtitutions’. The
Conference provided “big-push” to Islamic economics. It moved towards
maturity.

Example of this group

From professional economists: Muhammad Uzair, Bagir al-Sadr, Isa Abduh,
Abdul Hamid Abu Sulaiman, Hasanuzzaman, Muhammad Neatullah Siddigi,
Khurshid Ahmad, F.R. Faridi, M.A.Mannan, Ahmad al-Shirbasi, Muhammad
a-Mubarak, Muhammad al-Dusudi, Yusuf al-Qaradawi, Gharib al-Jammal,
Shawqi a-Fanjari, M.U.Chapra, Akram Khan, M. Anas Zarga, Sami Hasan
Hamud, Sabhuddin Zaim, Salih Tug, Monzer Kahf, Muhammad Ahmad Sagr,
Rifat al-Awdi, Abd al-Salam al-Misri, Abd al-Salam al-Abbadi, Abd al-Samee’
a-Misri, Abd a-Rahman Y ousri, Masudul Alam Choudhury, etc.

It may be noted that these hames are just for example. The list is neither
comprehensive nor exclusive. There are many names about which we could not
ascertain when their first work appeared. We have also avoided here mention of
names which are close to us for reasons. The same note is applicable to the
following lists.

Main Features of the Second Gener ation:

- Lead was provided by professionally trained economists.

- Most of them were wel-versed both in conventional economics and
Shariah sciences.

- Their works are more analytical and modern in style.

- They guided Ph. D. scholars on Islamic Economics in Economics



departments.
- Some of them started teaching students of Economics.
- Some others involved in establishment of practical institutions.

Third Generation - from 1976 to 2000

It includes those whose works appeared after 1975 but not later than 2000.
Some of them, although senior in age, started late by their own initiative or were
inspired by the pioneer economists of the second generation mentioned above.
Younger in this generation had Ph. D guidance or attended lecture classes of
their preceding generation. In this period institutions also joined hands to
develop Islamic Economics. It is the period of its recognition.

For example: Zubair Hasan, Salamah Abidin, Ausaf Ahmad, Tag d-Din
Sef d-Din, Hasan Abd-Allah a-Amin, Shawgi Dunya, M. Fahim Khan,
Munawer Igbal, Muhammad Abdul Halim Umar, Muhammad Aslam Hanesf,
€tc.

Main Features;

- This generation saw chains of conferences and seminars on Islamic
economics, discussion forums

- Professional journals were issued

- Teaching courses and departments were established

- A number of research centers, banking and financial institutions were
founded

- Prizes were announced

- Some non-Muslims also took interests in Islamic economics

- Critics and opponents of Islamic economics surfaced

Fourth Generation - From the Beginning of the 21% Century

They may be called new generation or the young generation. They are still
in the first decade. Their works appeared first timein 21% century only.

Main Features:

Generally dissatisfaction is expressed over the course of the development of
Islamic Economics in this generation due to widening gap between theoreticians
and practitioners and the increasing role of the latter.

- Less dependence on original and classical Islamic sources
- Internet based researches which lacks authenticity

- Frequent organization of commercial events.

- Resentments over therole of Shar’iah Supervisory Boards
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- Development of financial Engineering
- Adoption of legal stratagem, etc.

But it is also a fact that a large number of the component of this generation
is distinguished in scientific presentations due to their modern academic
background and their graduation from specialized Western ingtitutions.

- They started using econometric modes in their researches.

- Specialization in various aspects of the subject increased such as awqaf,
finance, insurance, etc.

- In many cases their works have distinct combination of theoretical and
applied researches.

- They innovated financial tools applicable to financial lease and
operational lease.

- They have wider audience and enjoy multicultural and multi-lingual
interactions. This provided great opportunity to enrich the discipline of
Islamic economics and disseminate it to others.

Thus, very much hope is attached with them. They need to be encouraged
while stressing correction and drawing their attention towards keeping things in
order.

Dr. Abdul Azim I dahi

21 Rabi” al-Awwal 1430H
18 March 2009
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Why M ercantilism Could not develop
in the Muslim East

Essence of Mercantilism

Mercantilism was the dominant current of economic thinking and practice
during the 16th, 17th, and mid 18th centuries till the emergence of physiocracy
and then the classical economics. Mercantilism was based on the premise that
national wealth and power were best served by increasing exports and collecting
bullion (precious metals) in return. In part, this focus on reserves of gold and
silver was because of their importance during times of war. Armies, which often
included mercenaries, were paid in bullion, and navies were funded by gold and
silver. The complicated system of international alliances of the period also often
required large payments from one state to another. Besides bullion, raw
materials for domestic manufacturers were also sought, and duties were levied
on the importation of such goods in order to provide revenue for the
government. The state exercised much control over economic life, chiefly
through corporations and trading companies. Production was carefully regulated
with the object of securing goods of high quality and low cost, thus enabling the
nation to hold its place in foreign markets. Treaties were made to obtain
exclusive trading privileges. Apart from war with other countries, strong
national governments were also necessary to achieve other goals such as,
nationalism, protectionism, colonialism, and internal trade unhampered by tolls
and excessive taxes.

Mer cantilism spread simultaneously over the major European countries

Mercantilism spread at the same time in many European countries, England,
France, Italy, Spain, Germany, etc. The famous writers or practitioners who
advocated or promoted mercantilism are: Thomas Mun (1571-1641), Gerald de
Malynes (1586-1641), Edward Messdden (1608-1654), Dudley North (1641-
1691), Josiah Child (1630-1699), William Petty (1623-1687) and John Locke
(1632-1704) in England and Irdland; Antoine de Montchretien (1576-1621) and
Jean Baptiste Colbert (1619-1683) in France, Antonio Serra (1580-1650) in
Italy; and Ludwig Von Seckendorf (1626-1692) and Johann Joachim Becher
(1625-1685) in Germany. Mercantilism caused a spur in the development of
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Europe in general and particularly 'the Portuguese, Spanish, Dutch, English and
later also the French economies, underwent a growth shock. They benefited
from internal and external economies by the ensuing scale effects’ (Baeck, 1994,
p. 192). These European countries took over the torch of development, 'the
centre of the European world was displaced from the Mediterranean and moved
to the Atlantic. In economic and political terms this Atlantic world took over the
hegemony and would keep it ‘for along time (Ibid. p. 205).

Though Mercantilism started as to serve Christianity and get hold of the
Holy Places, in later period it developed oppoasition to religion and the church. It
was an amoral and exploitative system. 'The mercantilists were amoral in a two-
fold sense, both in their aims as also in the means for the attainment of ther
ends. This two-fold amorality arose from their widespread indifference towards
mankind, both in its capacity as a reasoning animal, as also in its attitude
towards the eternal .’

Muslims and Mercantilism

Mercantilism remained confined among the European nations, and not a
single country from the Muslim East could adopt the system or contend them.
Thus, it would be interesting to compare between Christian West and Muslim
East on the subject of mercantilism and try to find out answer to the question
what factors helped in development of merchant system among the former and
why it could not flourish among the latter.

Commerce has been religiously and conventionally a preferred occupation
among Muslims. Buit it is astonishing to note that there was hardly any move on
the part of Muslim world to encounter European mercantilists with matching
force and strategic planning. We find a limited parallel in Karimi merchants
who dominated the maritime trade at times when mercantilism was yet to begin.
But they disappeared from the scene before the rise of Western mercantilism. It
would be a separate topic to discuss rise and fall of Karimi merchants (For
details on Karimi, refer to Labib, 1990, 4: 640-643).

Factor s behind development of mercantilism

Historians of economic thought have explored the factors that helped

development of mercantilism. They give various factors behind its rise, such as:
» foreign trade with religious zeal

Decline of feudal system and growth of nation-states, etc

Discovery of bullions and development of banking system

Surplus products for trading purposes

Maritime Explorations — discovery of new trade routes and vast markets

Advanced Ship-building industry



Capitulations for European traders
Encouragement of Foreign Trade
Invention of printing press
Renaissance

L et us see Muslim situation on all these fronts.

Mercantilists carried foreign trade with religious zeal

It was the rdigious objective and missionary zeal that provided support for
the growth of mercantile activities in Europe. Otherwise, medieval philosophy
conventionally identified the merchant with the sin of greed; even the pure act
of trading, negotium, was considered essentially vicious. ‘Commerce for
religious cause’ was the justification for engagement in foreign trade. Columbus
and Vasco de Gama were engaged in exploration to recover Holy Lands and
preach Christianity. 'The war of the Portuguese against the Mamluks has
sometimes been regarded as merely a continuation of the crusade and only
secondarily atrade war' (Stripling, 1977, p. 35).

As far Muslims are concerned, it may be argued that from the rdigious
point of view, engagement in foreign trade of European level was socialy
obligatory duty (fard kifayah) on the part of Muslim government, but they did
not realize it. No doubt trade has been a very noble occupation in Islam, and in
every period Muslims have been engaged in this business. But it never occupied
that importance and sanctity as crusaders awarded it in early sixteenth century.
There have been clashes between Christian and Muslim traders but all these
trade wars were fought in waters surrounding Muslim countries. Muslims
fought defensive wars only. Maritime trade being a risky venture was generally
discouraged.

Decline of feudalism in Europe and the rise of nation-state

An important economic factor that paved the way for the development of
mer cantilism was the decline of feudalism in Europe, while rise and growth of
nation-states provided a strong impetus to a greater concern for wealth and a
quickening of economic activity. On the contrary Ottoman thinkers advocated
adherenceto old system and argued for therevival of timar (fiefs).

Strengthening the Central Gover nment through Precious Metals

Mercantilism regarded bullion as money. They emphasized foreign trade as
the source to obtain it because every country did not have gold and silver mines.
Rise and growth of nation-states necessitated strengthening the central
government through stock of gold and silver (Eric Roll, 1974, pp. 54-55; Oser
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and Blanchfield, 1975, p. 8). Mudlim states of the period - Ottoman, Safawid
and Mughal - already had well-established nation-states with their traditional
supporting revenue resource, so they did not care much to increase this stock
through foreign trade. They missed the point that in the changing world, the
governments having foreign trading companies would dominate the scene.

Discovery of gold and silver minesin America and development of banking
and credit system

The discovery of gold and silver mines in America and other colonies that
resulted influx of precious metal into Europe led to the large expansion in the
currency and credit structure and facilitated foreign trade. Muslim East not only
did not have any such advantage their own stock of precious metals drained out
by European foreign trade In addition to influx of precious metals, the
development of banking and credit facilities in European countries also boosted
trading activities. In Islamic system participatory financing existed since
beginning but it was shy of supporting maritime trade. Sources do not report its
use for maritime trade during medieval period.

Muslim East lacked Surplus products for trading purposes

Scientific discoveries in Europe, use of machines, and changes in
production techniques caused rapid increase in production and availability of
surplus product for trading purpose (Appleby, 1978, p. 54). A surplus of exports
from a country was necessary if payments were to be received in hard money
(Oser and Blanchfield, 1975, p. 9).

It is said that Muslim countries did not have surplus production to carry a
large scale foreign trade (Cahen, 1970, p. 35). They not only lacked surplus but
also discouraged surplus product. (Cizakga, 2000, pp. 17-18).

Maritime Explor ations — discovery of new trade routes and vast mar kets

Another important factor in growth of mercantilism in Europe was maritime
explorations. Adventurous navigators opened up new trade routes that decreased
the cost of transportation. Discovery of new world provided them with new
market, and a new all water route of European trade through the Cape of the
Good Hope which proved a blow to Mediterranean trade dominated by Muslim
traders. The discovery of America, with it mines of gold, its raw products, and
above al its capacity for creating other products and ultimately consuming
European wares, gradually so withdrew the trade route from the M editerranean
that the Levant became an economically unimportant district indeed, in
comparison with the lands facing the new markets.



Ship-building industry

Maritime explorations are based on ship building industry. An absence of it
would prove a big hindrance in the way of explorations. At one time Muslim
navigators dominated the sea, but coming to the sixteenth century the ship
building industry of Muslim East could not match their Western rivals (Lewis,
1982, p. 38; idem. 1968, 24). Whatever navy force Ottomans had, they used it
for war purposes and no doubt they fought great wars on waters too. But they
could not spare their ships for navigations and explorations. They established
strong governments but their rule was confirmed on the land only. The water
was dominated by mercantile companies, Portuguese, Spanish, Dutch, French
and English.

The Ottomans were handicapped by non-availability of the sufficient
material for ship building for trading purposes. Later about the year 1586, they
made serious attempt to procure timber and other material from the nearby East
Africa and the farthest Pegu and Sumatra. But by that time Portuguese became
so strong that they did not allow Ottoman design to succeed (Moreland, 1974, p.
169).

It may be noted that the India rulers had all necessary material for ship
building industry but they lacked latest ship building technique that could match
the Western navigators.

Capitulation for Westerners but nothing for its own citizens.

Not only on water, the Western governments obtained capitulation and thus
enjoyed special economic and social rights in Muslim states. We could not find
any example that Musiim states had secured such a capitulation within
European countries where Muslim traders could enjoy similar rights. No
Muslim state realized that these capitulations might be misused for political
manipulations or even colonization of their lands and enslaving the natives.

Encouragement of Foreign Trade

Western governments encouraged foreign trade, provided it protection,
granted monopoalies to the native trading companies and supported them with a
number of legislations. Protection provided by the government to industry and
foreign trade and capitulation obtained in Muslim governments proved a strong
support to mercantilism. On the contrary, some of the Muslim rulers engaged in
trading or monopolized it for their selfish gain that had discouraging effect on
common traders. That is the reason that Muslim scholars aways opposed
trading by theruler.
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While the main concern of major European countries was ‘how to acquire
the largest share of what was commonly seen as a more or less fixed volume of
international trade and how to obtain a favorable balance of trade and a net
import of bullions and precious metals’, Muslim Governments were content
with the war booty, tributes, government domain and taxes.

Printing Press

Printing press also helped in development of mercantilist ideas. Eric Roll
(1974, p. 55) observes that ‘the invention of printing created new possibilities of
intellectual intercourse’. A number of artists, philosophers, scientists and social
thinkers played significant role in transmitting the new learning about the
economic world in which the invention of printing press helped considerably.
The printing press in Muslim world was popularized only in 18" century, about
three hundred years after its invention in Europe (Lewis, 1982, p. 50). The
Muslim scholars and students copied the voluminous works of their
predecessors. Sometimes the same work was copied many times to prepare
more copies — a very tedious job indeed (al-Muhibbi, 3: 160; 4. 294).
Opposition to printing narrowed, if not closed, the doors of scientific
institutions and slowed the intellectual development of Muslim mind.

Renaissance in Europe and imitation in the East

The last but not the least is Renaissance in Europe which provided the
motive force to mercantilism. A number of artists, philosophers, scientists and
social thinkers played significant roles in transmitting the new learning about
the economic world. In Europe the sixteenth century marked the first phase' of
early modern era. It was a time when renaissance was already in full swing and
social reform, scientific inquiry and economic thinking and institutions were
taking new shapes. This situation brought both challenges and opportunities to
Muslim world. However, the balance of economic potential and technol ogical
scope moved progressively in Europe's favor.

Some of the reasons for this apathy may betherigid imitation (taglid), sense
of superiority complex, and hatred to everything that was coming from the
West. Such a phenomenon is still not rare among the traditionally trained
students in the present day situation. Little attention was paid to the
development of natural sciences.

It is said that it is discovery of Muslim sciences that caused the renaissance
in Europe (Ghazanfar, 2003, p.xi). Bibbs (1999) gives details of the huge
contribution of Islamic civilization to the Later European renaissance. He holds
that the massive contribution of medieval Islamic learning bears directly upon
the history of western science, as upon the Renaissance itsdf. However, it is



pity that after sparking renaissance to Europe, Muslim ummah set in decline,
and the period of European renaissance is was matched by a period of rigidity
and imitation on the part of Muslim world.

The heyday of Ottoman political power was the last chance to turn the
course of history through paying attention to scientific research, intellectual
uplift and modernization of economy as Europeans were doing. But they lost
this opportunity and lagged behind. Not only Ottomans, the conditions of other
great Muslim states — the Iranian Safawids and the Indian Mughals — were also
not different. Their absence from this front left the mercantilism patronizing
governments free to impoverish a larger part of the world by establishing
colonies and exploiting them to their own benefit. Muslim governments
accepted, tacitly or explicitly European rule on water and remained satisfied
with their sovereignty on land. Rather they awarded the European traders
capitulations in their own territories but never exacted such rights in European
countries for their own subjects.

In the sixteenth century the Muslim East - Ottoman Caliphs, Safawid
Sultans, and Mughal Kings - had the guts and resources to meet the challenges
of mercantilism. But their preoccupation with the management and control of
their vast Empire prevented them to counteract and promote maritime trade to
the level of Western monopoly trading companies. Their absence from this front
left the mercantilism patronizing governments free to impoverish a larger part
of the world by establishing colonies and exploiting them to their own benefit.

Mercantilism being amoral and exploitative system (Lekachman, 1959, p.
35; Heckscher, 1955, 2:285), the greatest loss of humanity was destruction of
moral values that had been hitherto inseparable part of economic thinking and
practices. The development of mercantilism marked the shift of paradigm. The
evacuation of ethical principles and the differentiation of things economic from
their normative context, truly distinguishes mercantilist writings from their
predecessors. Up to the early modern age economics was governed by religion
and ethics. But now paradigm shifted to strengthening state and economy at all
costs.
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The Global Financial Crisis
and Prospective Effectson | slamic Financing I nstitutions

Objectives of the Paper

* Improvisation of performance & efficiency of Islamic financing institutions to
cope with the new developments in the international system (wake-up call !!!).

* Prospective topics for future research & discussions.

M ethodology

* Perceptive exploration of what is up for Islamic financing institutions due to
the ongoing developments in the international financial arena.

* Seguence of issuesis not according to significance.

Definitions

I slamic Financing I nstitutions: Islamic banks, Islamic banking windows,
Islamic investment banks, |slamic insurance companies.

I nter national Financial Developments:

* The current international financial crisis.
* Global financing stimulus programs.
* Global financial procedures and actions e.g. interest rates,
discount rates and reserve rates reductions.

* New financial rules & regulations.

Prospective Effects

Government Revenues Decline
* Decline of Government Depositsin Banks .
* Decline of Institutions and Individuals Deposits in Banks.
* Decline of liquidity in banks.
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Return of Investment Funds from Western Markets

* Surge of deposits at local financial institutions.

* Surge of liquidity at local financial institutions.

* Need for more financial instruments to absorb incoming funds.

Mergers & Acquisitions

Due to declining revenues and asset values in some financing institutions,
particularly in Asian countries, mergers and acquisitions will arise which need
to be financed (leveraged buyouts).

Inflation Downtur n Ramifications:
* Surge of demand for consumers credit.
* Less foreign exchange volatility.
* | ess asset valuation problems in balance sheets.

Narrowness of Financing & Investment | nstruments

Less enthusiasm for introducing novel instruments riddled with high levels of risk.
(*“ Bernake (US- FRS Chairman) calls for regulating financial innovation ” -
Arab News, Saturday, April 18, 2009).

I ncrease of Demand for |slamic Financial | nstruments

Inclination towards asset-backed less risky financing instruments e.g. Islamic
Sukuks.

Insurance
* Take up of Islamic ( cooperative ) insurance as demand for Islamic financing

instruments grows .

* |nsurance companies which invested surplus funds or re-insured in foreign
markets will may be adversely affected.

* Demand for Islamic ( cooperative) Insurance is expected to grow in
consistence with growth of 1slamic financing instruments.

(The market for Shariah compatible insurance is expected to reach US$ 4
billions by the year 2010 — Souk Okaz, No. 123. 18/4/2009, p. 10).



Restructuring of International Financial System

Restructuring of the International financial system enables Islamic financing
institutions to participate more in international finance due to their ability to
offer financing products less risky and more asset-backed.

Maintaining Corpor ate Gover nance Trend
* Corporate governance as a must instead of a need.
* Governance new directions
- More transparency.
- Boards of directors responsibilities scrutinized and regulated.
- More prudent reporting of losses in balance sheets.

- Shrinkage of chairmen benefits.

Restructuring of Real Estate Assetsin Financial | nstitutions Balance Sheets

It is expected that values and shares of real estate assets in the balance
sheets of financing institutions in general and Islamic financing institutions in
particular would be restructured as to get rid of debt- based towards more
investment in real assets and reduction of off-balance sheet assets.

Strengthening & Reshaping of I nternational Finance Organizations Rolein
Development Finance in Developing Countries

International aid & development agencies and organization are to be
financially empowered and their role redirected towards poverty aversion away
from reform-minded policies, plus more opportunities for private financing
institutions.

What isin for Islamic financing institutions?
Standardization of I nvestment | nstruments
* Due to the shrinkage of direct financing by banks precipitated by the

international financial crisis, companies resorted to Issuance of securities
(stocks & bonds).

* |dlamic financing institutions are expected to take advantage of this situation
by offering aternative financing instruments.

* Standardization of such instruments will enhance their proliferation.
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Towards More Participatory Financing Methods

* Less advocacy for debt financing.

* |nnovation in participatory schemes of financing.

* More debt cards, less credit cards for consumers payments.

More Accessible Foreign M ar kets

Financial authorities mostly in Western countries, have become more cozy
to Islamic financing institutions and less resistance to their doing business in
their countries after such institutions prove more resilient in the face of the
recent financial crisis.

Customers Confidence Rehabilitation

Islamic financing institutions are to be challenged to restore customers
confidence which was shaken by the the recent international financial crisis,
particularly as far as debt- based transactions.

Towards Real Assets Based | nvestments Away From Cash and Deposits

* The international financial crises exposed the resilience of realassets backed
investments in the face of economic fluctuations and speculations.

* More inclination towards issuance of investment instruments by real assets
and in the same time characterized by high liquidity levels, eg. Islamic
Sukuk.

* Dubai-based commodities exchange launched a Shariah-compliant tradable
security backed by gold, the first of its kind, which will be traded on the
NASDAQ Dubai stock exchange-Arab News, Tuesday, March 3, 2009, p. 15.

Slowdown of Mimic | nvestment

* Slowdown of journey towards mimic investment in conventional instruments
by Islamic banks, particularly those based on stratagem or risk-riddled
instruments, after exposure of such instruments (a blessing in disguise ?77?).

* Malaysian Government bans issuance of Islamic instruments that end up in
non-lslamic investment venues (60% prior to the ban).
Rethinking of Risk M anagement

Towards less dependence on previous pre-crisis risk management methods,
which failed to measure true risk levels, particularly probability of repayment
default.
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Towards More | ntegration Among Money, Capital and Foreign Exchange
Markets

Theinternational financial crises has shown that differences between money
& capital markets were less than assumed, particularly with regard to cross
border transactions. New rules and regulations are expected to reflect this fact
as far as movements of real assets, capital & foreign exchange are concerned.
Is Financial I nfrastructure Ready?

To what extent are financial infrastructures in Islamic financing institutions
capable of coping with the new developments in the financial system?

Downturn in I nter national Stock M ar kets

Downturn in international stock markets is expected to influence the level of
activities in stock markets in Islamic countries, contrary to claimed dichotomy.
Significant amounts of funds from Islamic countries, including financing
ingtitutions, were invested in the international markets. Guarding against
volatility in international stock markets, should be one of the most important
lessons to be learned by Islamic financing institutions in terms volumes, types
of exposures and risk profiles.

Second Thoughts about Extent of Effectiveness of “Early Warning Systems”

The international financial crises had exposed the shortcoming of the much
celebrated so- called “Early Warning System™ to predict effectively and in due
time and course the upcoming crises in the financial system. Thus, the calls for
the revision of the reliability of the current Early Warning Systems as to cope
more efficiently and promptly with the developments in the financial arena.

More Prudent Portfolio and Liquidity M anagement

The risks stemming from Islamic instruments which are based on debt (e.g.
murabaha & leasing) will generate problems similar to the conventional
instruments because such instruments are collaterated by debtors income which
is adversely affected by economic downturn.

Separation between Banking and Tradein Financial I nstitutions

The separation between trade and banking services in the financial system
has always been one of the controversial issues. The recent financial crises has
enforced the significance of such an issue, particularly in relation to risk
management.
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Skepticism About Validity of Mathematical Models I n Financial Analysis
Mathematical Models as tools for financial analysis and decision making,
have been found to be demanding during the recent financial crisis.

Revision of Insurance | deology and Objectives
* What to insure ? Real assets or financial instruments?

* Whom to insure? Big companies or ordinary individuals and small
establishments ?

* Whereto invest insurance & re-insurance funds ? In high risk instruments ?

Revision of “Too Big To Fail“ and Bankruptcy Systems

* Why “Too Big To Fail” for banks and not for real sector productive
companies, e.qg. auto companies (Chrysler, General Motors) 7?7?

* Increasing calls for revision of “Too Big To Fail” principle as to apply to
other establishments or to let them fail or go bankrupt in cases of bad
performance or operational, accounting or investment irregularities together
with due diligence and regulation. Thus, Islamic financing institutions should
be ready for such possible developments by improving their financing,
investment and operational infrastructure.
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