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ABSTRACT

For most of this century, and despite the fact that there was no
agreement among economists as to why interest should be paid, it was
almost unanimously held by most if not all economists that interest is
necessary for banking and consequently necessary for financial and
economic development and that any religion, like Islam, that prohibits
interest, is an obstacle to economic growth and development. This view
was not exclusively held by Western economists who may not know much
about Islam, but even by some Muslim thinkers who, repeating the
controversial arguments Jjustifying interest, claimed that there is no
other way to develop except to leave the religion of Islam aside or at
least its economic and political aspects because it stands in the way
of progress and development. However, there were some other Muslim
scholars who were not so convinced of the Western and pro-Western idea
that interest is a necessary component of any financial and economic
development and were convinced that if Allah has forbidden interest
then there must be something wrong with it and when He allowed trade
and PLS (Profit and Loss Sharingq) system of finance as alternatives,
then these must, perhaps, lead to the achievement of greater financial
and economic development 'without tears' (Kahf 1978). They sought in
the Koran and Sunnah a way of doing banking and encouraging development
that 1s not only complying with Shariah but that may lead to a more
just and more beneficial way of development. They dug intc the
historical practices of the Prophet Mohammed (PBUH), his companions and
the early followers and found that the alternatives, to interest, that
were acceptable to, maintained and encouraged by, Islam, are trade
(profit) and the PLS system which were practiced long before the rise
of Islam, so they just applied the principles to today's banking
practices and called it ‘'Islamic Banking'.

This study aims to show that interest is not a necessary component
of banking, as was widely held before, and that Islam, by prohibiting
interest and permitting profit and Profit sharing as alternatives, is
not an obstacle to, but a promoter of, economic growth and development
with social justice.

This study also attempts to distill and refine the theoretical
bases of Islamic Banking. It critically surveys and discusses the
different theories that have been advanced to justify interest and
profits and compares the functions and institutions of the Islamic
Financial and Banking Systems with their Interest-Based counterparts.
It also discusses the likely impact of the Profit and Loss Sharing
(PLS) system, and empirically analyses the performance of some of the
oldest Islamic Banks vis—-a-vis the performance of the Interest-Based
Banks of the same countries.

The empirical analyses undertaken showed that Islamic banking is
more appropriate and more relevant to the economic growth and
development of the Muslim World. Despite the fact that they are
operating in hostile and non Islamic environments, the existing Islamic
Banks have managed to mobilise substantial amounts of deposits and
contributed greatly to the finance of many economic sectors and
projects of the countries they are working in.

xii



GENERAT, INTRODUCTTON

The question of economic development has assumed unprecedented im-
portance and financial development has long been considered as a very
important factor, if not the most important one in furthering and imp-
roving the economic development of any country. Consequently the effi-
cient mobilisation of savings have been identified as crucial in achie-
ving rapid and effective economic development (see chapter 2 below).

Banks are perhaps the most important and vital financial interme-
diaries in any economy. They mobilise savings and idle funds from the
Surplus Economic Units (SEUs) and make them available to the Deficit
Economic Units (DEUs) who can make better and fuller use of them.
However, until the recent emergence of the so called 'Islamic Banks',
'Islamic Insurance Companies' and 'Islamic Investment Companies' based
on Profit and Profit and Loss Sharing (PLS), instead of interest in the
late 1970s and the 'Islamisation' of the banking systems of Pakistan,
Iran and Sudan in the early 1980s, it was almost unanimously held by
most, if not all, economists that no financial or banking system can
develop very far or develop at all without recourse to interest and
that any religion, like Islam, which categorically prohibits interest,
is an obstacle to economic growth and development.

The last few years have witnessed a resurgence of calls for a re-
examination or perhaps even a reform of the International Economic and
Monetary Order. In contribution to this and in reconciling the need for
an efficient banking system that mobilises savings for investment and
brings about economic growth and development in Muslim countries with
the 1Islamic Shariah (law) which prohibits interest, Muslim economists
developed the concept of Islamic Banking that is not based on interest
but on Profit and PLS system. And so, within the last thirty years or
so, many Muslim economists have developed theoretical models of Islamic

Banking in order to find, on one hand, a solution to the problem of mo-



bilising savings from devout Muslims who do not deal with interest ba-
sed banks because of the Islamic injunctions against interest, and on
the other, to find a solution to the world economy which has entered a
phase of extraordinary instability and whose course is uncertain and to
the International Financial System which is in a state of disarray.
They showed that all the banking services could be carried out on the
basis of PLS and other non interest based financial instruments which
are compatible with Islamic Shariah (see survey by M.N. Siddiqgi 1980).

These models have been put into practice by the recently emerged
'Islamic Banks', 'Islamic Insurance Companies' and 'Islamic Investment
Companies'. Writing about these, R. Cooper (1981:44) contended that:

Perhaps the most remarkable phenomenon in the Middle East fi-

nancial world in recent years, and one which has implications

stretching far beyond the region, has been the growth of

Islamic Filnanclal Institutions. The central feature that

differentiates such institutions from the conventional modern

financial institutions, is the prohibition of Riba (interest)

and the permission of Profit and lLoss Sharing system.

Now despite the somewhat successful working and performance of
these Islamic Financial Institutions (see Chapters 8-11 below), there
are still those who, like Pryor (1985), think that interest is neces-
sary for any banking system to work properly and mobilise savings
efficiently and consequently consider any religion like Islam that
prohibits interest as an obstacle to economic growth and development.

The purpose of this study is manifold:

Firstly, to show that, contrary to what most economists hold about
interest as the necessary and the best way to mobilise savings for eco-
nomic development and for doing banking, interest is neither necessary,
nor is it the best way to mobilise savings for economic development,
especially in Islamic countries, where devout Muslims are reluctant to
give or take interest, because of the Islamic injunction against it;

Secondly, to show that Islam, by prohibiting interest, is not an

obstacle to economic development but by allowing the principles of Pro-

fits and PLS as alternatives to interest, is a promoter to economic de-



velopment and perhaps to a greater extent and with greater justice than
by allowing interest; not only that, but it has its own economic system
that is different from all other economic systems;

Thirdly, to survey and critically discuss the different theories
advanced to justify interest and profits and introduce 'The Islamic
Solution' to the problem.

Fourthly to distil the different models of Islamic banking presen-
ted over the years with the view to refine and improve them and put
them in the perspective of a pure Islamic economy where all aspects of
the Islamic Shariah are applied because as Khurshid (1985:11) argued:

Any element of the Islamic system, however important, cannot

produce the desired results, if it is allowed to operate in

isolation. It must lead to other complementary changes to
complete the process. Elimination of Riba is only one aspect

of the Islamic economic programme. It must be accompanied by,

and strengthened through, other motivational and structural

changes. Islamic banking is only a part of the process, and

not the be-all and end-all of the process.

Fifthly, to look at the likely economic implications of the
interest and PLS based financing systems; and finally, to assess the
performance of some of the oldest established Islamic banks and demons-
trate how they have managed to mobilise savings and finance investments
despite the fact that they are working in hostile environments with
competition from interest based banks, with no lender of last resort
and with no promise of a guaranteed return to their depositors (see
case studies in Chapters 9-11), which prove the feasibility of the sys-
tem and its success in mobilising savings for economic development.

The hypotheses of this study, therefore, are:

1) Is interest really necessary to do banking and to
mobilise savings for economic development?

2) If not, is there any other alternative? And if there is,
what is it? How does it work? And what are its likely
implications on the economy as compared to interest? And
what is wrong with interest?

3) Is Islam an obstacle to economic development? Why? and

4) What are the results obtained by the already established
"Islamic Banks" and to what extent have they contributed
to the saving-investment process in the countries, they
are working in? How efficient are they?



OUTLINE AND METHODOLOGY OF THE STUDY

In addition to the general introduction and the general conclusion

of this thesis, this study is divided into three parts:

The first part, which is divided into three chapters, chapter one
to chapter three is a background to the subject. Chapter one introduces
the reader, who is assumed to know nothing about Islam, Islamic Econo-
mics or Islamic Banking, to what Islam is, what it stands for and what
it has to do with economics and presents the salient features of the
Islamic Economic System (IES) as compared to the salient features of
the Capitalist and Communist systems. The methodology here is theoreti-
cal, comparative and descriptive. Chapter two reviews the relationship
between financial and economic development and examines the different
hypotheses advanced by different economists about the role of banks in
the saving-investment process and examines the relevance of these hypo-
theses to a number of Islamic and non Islamic, Developed and Less deve-
loped countries. The methodology used is theoretical, statistical and
analytical using cross-section and time-series data analysis.

Chapter three traces the origin of banking operations to earlier
times than is held by most economists and shows that banking is not
'Ttalian by Birth' as many would think, but banking operations were
known to Muslims, Romans, Greeks, Egyptians, and even to Babylonians
and Sumerians long before 13th century Italy. This chapter also traces
the origin and development of the newly emerged Islamic banking. The

methodology here, is historical and descriptive.

The second Part is divided into four chapters: chapter four to
chapter seven. Chapter four deals with the theoretical and juridical

bases of Islamic Banking and Finance: The prohibition of interest and



the permission of profits and PLS system. It critically reviews the
theories of interest and profit and introduces the 'Islamic Solution!
to the problem. The methodology is obviously historical, theoretical,
critical and analytical.

Chapter five is an attempt to describe, analyse and compare the
financial claims, institutions and markets that may exist in an Islamic
Financial System (IFS) and their functions vis-a-vis those of an
Interest Based Financial System (IBFS). Because for the moment there is
no fully fledged IFS anywhere in the world, the research procedure is
therefore, theoretically descriptive and analytically comparative.

Chapter six deals with the working of a model of an Islamic Ban-
king System (IBS) as compared to a model of a non Islamic one. It shows
how the IBS could be applied, managed, controlled and supervised and
how it would implement monetary policies without recourse to interest.
The methodology followed here is also theoretically descriptive and
analytically comparative.

Chapter seven, however, looks at some of the implications of PLS
system vis-a-vis those of interest based finance and shows how the
implementation of a PLS system in an Islamic economy could improve the
economy in question. Once again, the methodology used is theoretical

for the same reasons advanced earlier.

Part three, however, is an empirical study about the performance
of some of the oldest Islamic banks where some data could be obtained.
These are: the Islamic Development Bank (IDB), established in 1975 in
Saudi Arabia and 3 Islamic commercial banks chosen from 3 different
countries: (1) Kuwait Finance House (KFH), established in 1977, from a
a high per capita income country (Kuwait); (2) Faisal Islamic Bank of
Egypt (FIBE) established in 1978, from a middle per capita income coun-
try (Egypt) and (3) Faisal Islamic Bank of Sudan (FIBS), established in

1978, from a very poor country (Sudan), with a low per capita income.

5



Since there is no agreement among economists as to what constitute
a bank input or output or as to how measure its performance or effi-
ciency (see Elhadeff (1954), Gorman (1966), Bell and Murphy (1968),
Powers (1969), Benston (1972), Revell (1980) and Heggestad (1980), to
name but a few) and since most if not all banking researchers use items
of the balance sheet like total assets, total deposits, total loans,
etc., in their research in order to assess banking performance, the
methodology followed in analysing the performance of IDB, KFH, FIBE and
FIBS, in chapters eight to eleven respectively, is the use of proxies
for bank input/output, such as capital and reserves (K&R), Total Assets
(TIA), Total Deposits (TLD), Total Finance (TLF), and ratios, such as
TLF/TLD, TLF/TLA, TLD/TIA, etc., in tabular and graphical analysis.

However, it is very important to note, at the outset of this study,
that Islamic Banking and Finance has emerged only very recently in form
of Islamic banks, insurance companies and investment companies here and
there, and that the steps that have been taken towards the Islamisation
of the financial systems of some of the Islamic countries such as those
of Pakistan, Sudan and Iran, are doubtful or still in their early sta-
ges, it should be emphasised that conclusion based on such a study must
of necessity be preliminary in nature because theoretical discussion of
the issues involved is also at a relatively early stage among Muslim

economists and beset by several methodological concepts.



CHAPTER ONE
WHAT IS ISIAM AND WHAT HAS IT TO DO WITH ECONOMICS?

1.1 INTRODUCTION

As Khurshid (1980b:XV) noticed: "The world has suffered from the

folly of the social sciences following almost unreservedly the model of
the natural sciences, with the result that technocratic solutions are
being imposed in the name of science, often legitimising the status quo
to the neglect of all moral ideological and political options available
for social policy". For instance, economics was often emphasised as a
positive science that has nothing to do with religion and moral values
which are normative par excellence. Recently, however, and as Hodgson
(1983:237) reported: "Two disputes have continually frustrated attempts
to provide a tenable method of enquiry for economic science: a) should
theory construction in economics include a commitment to moral princi-
ples? or should economic theory remain value-free?; b) does the pecu-
liar subject matter of economics demand a 'teleological' or a 'mecha-
nistic' pattern of explanation?".

The purpose of this chapter is to investigate the relationship

between Islam and economics by answering the following questions:

1-) Can economics be really value-free ?

2-) What is Islam and what are its main sources ?

3-) What has Islam to do with Economics and what are the salient
features of the Islamic Economic System, if there is any, as
compared to the salient features of Capitalism and Communism?.

1.2 CAN ECONOMICS BE REALLY VAIUE-FREE ?

This problem has troubled economists of all schools. Even the great
neo-classical economist and mathematician, Alfred Marshall (cited by
Gruchy 1987:XI), expressed his concern of the difficulties to be found
in adopting too high a level of mathematical abstraction to economics
as he wrote: "In my view every economic fact, whether or not it is of
such a nature to be expressed in numbers, stands in relation as cause
and effect to many other facts; and since it never happens that all of

them can be expressed in numbers, the application of exact mathematical
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methods to those that can, is nearly always a waste of time, while in
the large majority of cases it is particularly misleading". Economics
is only a tiny part of the all related social sciences and as is the
view of Myrdal (1968), concrete problems are never simply economic,
sociological, psychological or political. Even concerning the objecti-
vity of research in social sciences, Myrdal (ibid:31-2) argued that:

The problem of objectivity in research cannot be solved simply

by attempting to eradicate valuations. Every study of a social

problem, however limited in scope, is and must be determined

by valuations. A disinterested social science has never exis-

ted and never will exist. Research like every other rationally

pursued activity, must have a direction. The viewpoint and the
direction are determined by one's interest in a matter. Valua-
tions enter into the choice of approach, the selection of pro-
blems, the definition of concepts, and the gathering of data,

and are by no means confined to the practical or political in-

ference drawn from theoretical findings. The value premises,

that actually and of necessity, determine approaches in the
social sciences can be hidden. In fact, most writings, parti-
cularly in economics, remain in large part simply ideological.

Nienhaus (1985b:1) noted that: "The strict separation of positive
and normative economics and the neglect of the latter became the gene-
ral practice not before the second or third decade of the 20th century.
This separation lead to the development of a kind of economic theory
which makes economics more a branch of applied mathematics than a
science of human action".

"Muslim economists believe that the reorientation of approach and
the reconstruction of the entire framework of economic analysis and po-
licy are needed to harness economics once again to the service of huma-
nity. The Muslim economist starts from the assumptions that economics,
neither is, nor can be, totally value-free" (Khurshid ibid). Thus, they
say that it is wrong to isolate the economic behaviour of Man from his
moral, spiritual, social, psychological, political and cultural beha-
viour. Mawdudi (1984:9-10) argued that: "If economics is isolated and
segregated from the whole of which it is a part and an attempt is made
to solve all the problems of life by means of economic panaceas, as if
man were no more than an economic animal and his moral and spiritual
aspirations had no reality apart from his economic endeavours, we

should not be surprised if chaos and confusion are the final result".



1.3 WHAT IS ISIAM? AND WHAT ARE ITS MAIN SOURCES?

Islam, literally means Submission, Surrender, Obedience and Peace.
Technically it means complete submission and obedience to the Will of
Allah and to his Shariah. This signifies that one can achieve real
peace of body and mind only through submission to the will of Allah and
obedience to his Shariah. Islam is the Last Message or the Last Testa-

ment revealed by Allah to all Mankind, through the last messenger
Mohammed (PBUH) to urge them to submit themselves wholly to Him and
surrender to His Divine Will in every detail of their every day life.
This message, in essence, was the message revealed to every prophet
throughout the history of Mankind to be delivered to his own people.
For instance, Allah said in Koran 2:130-131 about Abraham (PBUH):

He, who turns away from the religion of Abraham is but a fool.
We chose him and rendered him pure in this world, and in the
hereafter he will be in the ranks of the righteous. His Lord
said to him: "surrender to My Will (ie be a Muslim)". He said:
"T surrender and bow myself to the will of the Lord and Cheri-
sher of the universe". And this was the legacy that Abraham
left to his sons, and so did Jacob: "O my sons! Allah has cho-
sen the faith for you, then do not die except 1in a state of
Islam (obedience, surrender and submission to Allah).

So Islam is not a new religion, but the culmination of the earlier
monotheistic religions or the final version of the sak13H message which
was being sent gradually to different peoples in different times and
places to prepare them for the last version. Thus, it is one and the
same faith and way of life consistently revealed by Allah to Mankind
through messengers from the beginning. As Khurshid (ibid:IV) described:

Islam is not a religion in the limited sense of the word inte-

rested only in Man's salvation in the life to come or only a

relationship between Allah and Man and has nothing to do with

this life. Islam is a complete way and code of life and aims

at instructing the entire fabric of human life and culture in

the light of values and principles revealed by Allah for man's

idance. Human life is looked upon as an organic whole and

1ts problems are approached not in a purely mechanistic way,

but in the light of the moral values and social ideals that

Islam expounds. Man is treated as a human being possessing a

moral personality and not just a complex of molecules.

There are three main sources of Islam. These are:

1-) The Koran which is the last and complete version of Islam,
revealed by Allah to His last messenger Mohammed (PBUH) to guide all
humanity. Allah says in Koran 5:48: "To you (O Mohammed) we revealed

the Book (Koran) in truth confirming the truth of whatever there still
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remains of earlier revelations (eg the Torah and the Gospel) and deter-
mining what is true therein.
2-) The Sunnah, literally means a way, a rule, a manner of
acting, etc.. The Sunnah of the Prophet (PBUH) takes 3 forms:
a) Qawl or Hadith (saying of the prophet Mohammed (PBUH)
b) Fi'l or Amal (an action or practice of his)
c) Igrar (silent approval about an action made in his presence)
The Koran deals with the broad principles or essentials of Islam
going into detail in very rare cases. Details were generally provided
by the prophet Mochammed (PBUH) in his Sunnah. Only authentic Sunnah is
binding on every Muslim (male/female). Sahih El-Bukhari (the collection
of El-Bukhari) and Sahih Muslim (the collection of Muslim) contain
only authentic Hadiths but other collections may contain all sorts of
Hadiths authentic and doubtful, though it is mentioned which is which.
3-) The Ijtihad: The word Ijtihad is derived from the Arabic verb
Ijtahada meaning to exert efforts to one's best ability. It also means
to persevere or to struggle. Technically it is applicable to a scholar
exerting the faculty of reasoning to his utmost for the purpose of
forming an opinion respecting a point on which there is little or no-

thing about in Koran or the Sunnah. Reasoning plays a very important

part in Islam. The value of reason is expressly recognised in the
Koran which appeals to reason again and again and is full of exhorta-
tions like "Do they not reflect?"; "Do they not understand?"; "“Have
you no sense?"; etc.. Ijtihad is also recognised by the Sunnah. For
instance, appointing Muadh Ibn Jabal as governor to Yemen, the prophet
Mohammed (PBUH) asked him: "How would you judge cases?". Muadh rep-
lied: "I will judge by the laws of the Koran". Then the prophet (PBUH)
asked him: "what if you do not find any direction therein?". Muadh
then answered "then I will act according to the Sunnah of the prophet
(PBUH). The prophet (PBUH) asked him once again: "But if you do not
find any direction therein, what would you do?" and Muadh replied:

"Then I will exercise my judgement and act on that". The prophet

(PBUH), then raised his hands and said: "Praise be to Allah who guides

the messenger of his messenger as he pleases" (M.M. Ali nd:98).
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This event also shows the priority of Koran over both Sunnah and
Ijtihad and that the latter should only be applied in case there is no

Nas Saheeh Wa Sareeh (clear cut quotation) neither in the Koran nor in

the Sunnah. The highest form of Ijtihad and one that has priority over
individual Ijtihad is Ijmaa (consensus: decision reached by a majority
of Muslim scholars). Qiyas (analogy) is one way of making Ijtihad.

1.4 THE SALIENT FEATURES OF THE ISIAMIC ECONOMIC SYSTEM (IES)

AS COMPARED TO THE CAPITALIST AND THE COMMUNIST SYSTEMS

There are a number of economic systems and the choice of this or
that system has far reaching implications on production, consumption,
saving, investment, finance and distribution both at the micro and ma-
cro levels. This choice also affects the social and political structure
of the country where that choice takes place. Thus, before studying the
Islamic Banking System, it is very important to determine the Islamic
Economic System (IES) or the framework where this is to be implemented.

Halm (1974:273) defined an economic system as: "the sum total of
institutions and patterns of behaviour that organise economic activity
in society". In this respect the IES differ from all other economic
systems in its nature, form, purpose and means. Presley (1988a:67) says:

Islam possesses its own paradigm of economic relations within

the context of an entire Islamic system based on injunctions

and norms called the Shariah. The Shariah specifies, inter

alia, rules that relate to the allocation of resources,

property rights, production and consumption, the workings of

markets and the distribution of income and wealth. Similarly,

rules and requirements have been specified that define the

framework within which the underlying monetary and banking

system can be designed.

1.4.1 The Economic Philosophy

Any economic system is founded on one ideology or another, or one
philosophy or another, which provides it with its basis and objectives
on one hand, and with its axioms and principles on the other. This is
true even for the Marxian economics which claims to reject religious
and moral principles and considers them as the 'opium of the people’'.
The process, followed by the set of axioms and principles in order to
bring the economy closer to the objective of the system, represents the

testable ground of the system (Kahf 1978:6). Gruchy (1987:1) pointed

out that: "nothing distinguishes different types of economics from one
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another more than the varying views on what is considered to be the
proper subject matter of economics... What determines how an economist
looks at the real social world around him and what he takes to be the
proper subject matter of economics, is the philosophical position or
intellectual orientation that underlines his work".

The validity of an economic system can be tested, as Kahf (1978:6)
argued, by its internal consistency, its compatibility with the systems
organising the other aspects of life and its provision for improvement
and growth. Consequently a system for the Islamic economy must be for-
mulated on the basis of the Islamic doctrine of life, because, as Abu-
Saud (1980:59) argued: "It is dangerous to adopt an economic system
that does not emanate from and correspond with the ideology, in fact
such a trial is doomed to failure. Thus, there is no Islamic Economics
(or Islamic Banking) per se unless there is an Islamic Ideology prevai-
ling and applied in a Muslim community".

Capitalism, is a Man-made economic system based on the principle of

laissez faire, laissez passer, the corner stone of capitalism, which

indicates, at least theoretically, that Man can do whatever he likes,
and that no one including God, State or Society should intervene in his
business. As such, "the economic questions of human civilisation are",
as Khurshid (1980b:xii) described: "grappled with, without reference to
God and his guidance. God may be worshipbed in one's personal life.
Nonetheless the affairs of society and the economy are to be conducted
according to Man's own discretion and sovereign wisdom".

Capitalism was boosted by, if not developed as a result of, dif-
ferent factors which preceded its appearance such as the rise of Calvi-
nism, the Puritan Movement, the Industrial Revolution, the Reformation,
the Repeal of Usury, the French Revolution, etc.. It is also called the
private enterprise economy or the free market economy which is built
upon the private ownership and control of the means of production, free
choice of occupation and consumer sovereignty.

Despite rejecting all moral and religious norms, Communism, which

is also a Man-made economic system, "has been accepted by millions as a
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gospel truth and enhanced as a religion which promises paradise on this
side of the grave" (Schumpeter 1950:5). It developed as a reaction to
the inequality and injustice of capitalism which are believed to be the
results of the private ownership of the means of production and not of
the lack of religious or moral teachings that might regulate them. In
fact communism denies the very existence of God and rejects all reli-
gious and moral beliefs and considers them as 'the opium of people' but
at the same time, makes of 'Matter' a god in the sense that it attri-
butes everything to it and assume that it had always been in existence,
that it is imperishable, that it preceded 'Thought' and that 'Thought!
and everything else are but its products. Marx (1911) argued:
In the social production which men carry on, they enter into
definite relations that are independent of their will, these
relations of production correspond to a definite state of de-
velopment of their material powers of production. The sum to-
tal of these relations of production constitutes the economic
structure of society, the real foundation on which rise legal
and polltlcal superstructures and to which correspond definite
forms of social consciousness. The mode of production in mate-
rial life determines the general character of the social,
p011t1ca1 and spiritual processes of life. It is not the cons-
ciousness of men that determines their ex1stence, but, on the
contrary their social existence determines their consciousness
Islam, also, has its own philosophy, according to which, the nature
and purpose of Man's life on earth and his relationship with Allah, the
people and the universe are defined. According to the Islamic doctrine,
Allah created Man and subjected to him all that is in the universe and
endowed him with all the faculties he needs to fulfill the temporary

purpose of Tawheed Ibadat Allah (worshiping Allah alone) and the mis-

sion of Khalifah (trustee) on earth as a test. The test is for Man to
follow Allah's Shariah with full freedom of choice through Tazkiyah
(Purification and growth) in order to achieve Saada (happiness) and
Falah (prosperity), or not to follow it and bear the consequences of
Shagawah (unhappiness) and Khusraan (failure) in this temporary 1life
and in the eternal hereafter. "Life on earth, being a test and all the
provision available to Man being in the nature of a trust, Man is

accountable to Allah and his success in the life hereafter depends on

his performance in this life on earth. This add a new dimension to the

valuation of things and deeds in this life" (M.N. Siddigi 1980:195).
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Nagvi (1981:18) argued that: "In the climate of Islamic philosophy,
it is ethics that dominates economics and not the other way round.
Hence the Islamic system differs from all other economic systems by an
ethical factor". This difference, according to him, is fundamental
because "ethics epitomise the common values of a society and determine
the preference structures of the members of that society. The key to a
thorough understanding of the originality of the Islamic economic sys-
tem lies, therefore, in its ethical value system. However, the predomi-
nance of ethics in the universe of Islamic thought does not exclude the
possibility that economic conditions may in certain cases influence the
ethical behaviour of human beings".

According to Khurshid (1980b:174): "The major contribution of Islam
lies in making human life and effort purposive and value orientated.
The transformation it seeks to bring about, in human attitudes and pari
passu in that of the social sciences, is to move them from a stance of
pseudo-value neutrality towards open and manifest value commitment and
value fulfillment" because as Nagvi (1981:27) argued: "the dichotomy of
man's life into mundane pursuit and his spiritual aspirations has con-
tributed immensely to the schizophrenic confusion prevailing in the
modern world. Dualistic cultures, riddled with inherent contradictions
have sprung up, spreading social tensions. The Islamic solution is to
destroy this artificial schism by providing a unitary philosophy of
life, according to which no moral vacuum can exist on the plane of
social existence. Accordingly, in the context of the immaculate Islamic
vision of unity, the distinction between the secular and the spiritual

becomes both meaningless and inconsequential". The Koran 2:201 advises

Mankind to seek Allah's bounties in both this life and in the here-
after. Presley (1988a:14) acknowledged this fact when he wrote:

Islam is not a religion in the limited sense of the word but
covers all aspects of human llfe and wants. It seeks to deve-
lop a new moral personallty in man, an 1ntegrated social exis-
tence and a new soc1o-economlc and polltlcal order. It has its
own approach to economic concepts, objectlves, methods, laws
and instruments. The Islamic economic system is not directly
related to either capitalism or any varlants of socialism or
communism. The fundamental difference is that the Islamic
economy rests upon Divine guidance whereas capitalistic and
socialist economics propose particular human action without
reference to religion.
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1.4.2 The Economic Problem

"The economic problem of Man has", as Afzalur-Rahman (1974:1) poin-
ted out: "always attracted great attention from individuals as well as
communities. Various attempts have been made to solve this difficult
but important problem". However, although nobody denies the existence
of the economic problem, there is no agreement as to what this problem
is, what causes it, or how to solve it. For instance in capitalism,
the economic problem is the relative scarcity of the natural resources
which are limited and insufficient to satisfy the endless succession of
Man's wants. Robbins (1935:16) defined economics as: "the science which
studies human behaviour as a relationship between ends and scarce means
which have alternative uses". Man's insatiable 'wants' are Robbins's
'ends' which exist to be satisfied. The resources of the Earth are the
'scarce means' which are available to satisfy these ends. Since the
utilities (goods and services) that can be produced are limited compa-
red with the insatiable wants of Man, then some sort of choice as to
what shall be produced and in what quantities is necessary. The choices
of millions of people take effect through the free market.

According to Communism which developed as a reaction to the ills of
Capitalism, the economic problem lies in the conflict between the form
of production and the relations of production. In other words, there is
economic problem when there is conflict between owners of means of
production and workers who do not own the means of production. Joan
Robinson (1947:1) pointed out that: "While orthodox economists argued
in terms of harmony of interest, Marx conceives economic life in terms
of conflict of interests between owners of property who do not work and
workers who own no property". Individual or private ownership of the
means of production is assumed to be inconsistent with basic human
nature and that it is basically and solely the cause of all conflicts
in human life. In order that human life be improved and human conflicts
be wiped out from the earth, individual ownership should be abolished

and replaced by collective or common ownership (see Nasseef nd:4).
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In Islam, however, the economic problem is neither the scarcity of
the natural resources nor the conflict between the forms and relations
of production but lies with Man himself (ie his belief, his economic

and social behaviour, etc.,). Allah says in Koran 14:32-34:

It is Allah who created the Heavens and the Earth and sent
down rain from the sky, and with it brought out fruits where-
with to feed you. It is He who has made the ships subject to
you, that you may sail through the sea by His command and the
rivers also has He made subject to you. He has made subject to
you the Sun and the Moon both diligently pursulng their
courses and the Night and the Day has He made subject to you.
and He gave you all that you ask for. But if you count the
favours of Allah, never will you be able to number them.
Verily Man is un]ust and ungrateful.

And said in Koran 15:19-21:

And He spread out the Earth for you set thereon firm mountains
and produced therein all kinds of thlngs in due proportion and
we have provided therein means of subsistence for you and for
whose sustenance you are not responsible. And there is not a
living thing but its sources and treasures are with Us. But
We only send down thereof in due and ascertainable measure.

And also said in Koran 11:6:

There is no moving creature on Earth but its prov151on is upon
Allah. He knows the time and place of its definite abode and
its temporary deposit: all is in a clear record.

And again said in Koran 30:4:

Mischief has appeared on Land and on Sea because of what the
hands of Man have earned, so that Allah may give them a taste
of some of their deeds in order that they may stop doing evil.
Last but not least Allah says in Koran 67:15:

It is He Who made the Earth manageable for you so walk through
its tracts and eat of his sustenance (to you) and to Him is
your resurrection.

From the above mentioned Koranic verses and others (see for example

Koran 3:14, 6:151, 10:31, 17:31, 29:60, 65:3, 67:21, 72:16, etc..), we

understand that Allah has created and subjected all that is in the
Heavens and in the Earth to Man and gave Man the reason, the ability
and the skills to benefit of these bounties and showed him the best way
to reach Falah (prosperity and success) in this life and in the here-
after through Tazkiyah (purification and growth). Now it is for Man to
seek the satisfaction of his spiritual and material needs according to
Allah's Shariah or according to his own desires, bearing, however, the
consequences of his choice. These bounties, though they are like all

the other creatures of Allah, limited by time and space, are countless

16



and more than sufficient to give a relatively balanced satisfaction to
all the needs of human beings, if these are managed and distributed
justly as recommended by Allah albeit some preferences may inevitably

follow as it is said in Koran 16:71: "Allah has bestowed His gifts of

sustenance more freely on some of you than on others, as a test". But
this should never creates any deprivation whatsoever. If however, the
management and the distribution of these material resources is contrary
to the Shariah, then injustice, exploitation and oppression are likely
to be present giving rise not only to economic problems such a inequa-
lity, the existence of different classes in the society with different
standards of living, unemployment, inflation, etc., but also to politi-
cal, social, psychological and judicial problems. And in this case, the
human beings, themselves, are to be blamed because it is they who have
thrown the fate of a part of their own society in jeopardy by means of
an unjust distribution system. So, according to the Islamic teachings,
the economic problem is not of scarcity of the natural resources which

are provided by Allah in due proportion, since this is a fact of life,

that everything is limited by space and time except Allah. So why
should they be unlimited if Human Beings themselves for whom they are
created, are limited?, nor is it the private ownership of the means of
production, since this may be regulated by moral religious and legal
means, but it is one of management and distribution.

Islam, in fact, does recognise the insatiability of Man's wants,
for instance, the prophet Mohammed (PBUH) said: "If Man had a valley of
gold, he would want a second one and if he had a second one he would
want a third one, and nothing satisfies Man's wants except dust". But
Allah wants Man to restrict his wants to Taybats (good and pure things)
that He made Halal (lawful) and to avoid Khabayths (bad and impure
things) that He has made Haram (unlawful) as a test for Man. Allah says
in Koran 21:35: "We test you by good and evil by way of trial and to us

must be your return". And says in Koran 7:157: "He commands them what
is just and forbids them what is evil, He allows them what is good and
pure and prohibits for them what is bad and impure"”.
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Besides, Islam discourages Israf (extravagance) even in what is
lawful and encourages moderation. Allah says: "Eat and drink but do not
waste by excess for Allah does not like the extravagants™ (Koran 2:31).

The Islamic stress on moderation as pointed out by Mannan (1984:61)
"makes the act of satisfying wants as a means to end rather than an end
itself. By implication, acts of satisfying wants may not necessarily
create new wave of wants... The moral and social responsibility imposed
on a Muslim as part of his faith puts a limit to the emergence of more
wants requiring satisfaction for himself". Thus, in Islamic society,
wants are restricted because constraints are imposed not only by in-
come but also by social and moral norms. So the real economic problem,
from the Islamic point of view is, as Mawdudi (1984:13) contends:

If we look at the questlon in a p1a1n stralghtforward manner,

avoiding terminological and professional complications we find

the economic problem... to be no more than this: with a view

to sustalnlng and advan01ng human civilisation, how to arrange

economic distribution so as to keep all men supplled with the

nece551t1es of existence and see that every individual in so-

ciety is prov1ded with opportunities adequate to the develop-

ment of his personality and the attainment of the highest

possible development according to his capacity and aptitude.

1.4.3 The Principle of Ownership

Capitalism is characterised by the private ownership of the means
of production, in other words the individual can, according to the prin-

ciple of laissez faire, laissez passer, own, purchase, produce or sell

any property he likes without any external intervention. The public or
common ownership of some means of production in some capitalist coun-
tries is an exception recognised only under social pressure which led
to the nationalisation of this or that sector.

The Communist economic system, on the other hand, is directly oppo-
sed to the capitalist system and is characterised by the common or col-
lective ownership of the means of production. The right of the
individual to own property of means of production is neither allowed
nor recognised except in some very limited circumstances when there is
no other way to raise the productivity or efficiency of this or that
sector without allowing some sort of limited private ownership. But the
general rule is that all means of production must be owned by the state

or the collectivity and not privately.
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Contrarily the Islamic economic system recognises and allows three
distinct forms of ownership to prevail side by side at the same time,
these are: private property, common property and state property, thus,
allowing a triple nature of possession and defines and determines the
field of each of these different forms of ownership, the detail of
which is beyond the scope of this study but briefly we can say that:

1-) Islam recognises the individual's right to ownership of all
types of property acquired by lawful means. It allows him to earn as
much wealth as he can get by his knowledge, skill and labour. This inc-
ludes all the rightly owned means of production and natural resources
like arable land, land for building, firms that produce or offer Halal
goods and services, machinery, crops, industrial products, livestock
etc.. The norms of acquisition and disposal of private and business
property and the purchase and sale of merchandise, are all discussed in
great detail in the Koran, the Sunnah and the Ijtihad and so are the
institution of Zakat (welfare due) and Mirath (inheritance) which would
not have been done in such detail if the institution of private owner-
ship of most productive resources had not been recognised by Islam.
Allah says in Koran 4:29: "O you who believe! Devour not the property
of each other wrongfully, except that it be trading or by your mutual
consent. And says in Koran 4:2: And give to the orphans their property
and substitute not worthless things for their good ones".

2-) The state or public ownership includes the properties that are
not allowed to be owned by the private sector and not left to be used
freely for the common use. These include the energy and mineral resour-
ces like o0il, coal, iron, gold, copper etc.. No individual singly or in
association with others should be given any right to own them or use
them for his (their) own personal benefit because these are gifts from
Allah to the whole society and every citizen of the Islamic state has
an equal right in it. The Islamic Figh (jurisprudence) discussed in
detail which properties should be private and which should be public.

3-) The common or collective ownership includes all the remaining

natural resources that are not allowed to be owned by the private sec-
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tor and that have not been explored by the government such as rivers,
forests, pastures, etc.. These are to be used by anyone to the extent
that is judged by the society as non detrimental to the property itself
or to the society. Most Muslim scholars include these properties under
the ownership of the state but others like Sadr (1980) separate them
from the properties of the state because anyone can use them freely
with no need of a permission, whereas no one is allowed to use the
properties of the state, except the state itself by hiring labour from
the private sector. The prophet Mohammed (PBUH) said: "People are to
share three things: water, pasture and fire".

1.4.4 The Principle of Economic Freedom

The Capitalist Economic System allows, at least theoretically, al-
most unlimited Economic Freedom to the individual to initiate, organise
and establish any enterprise he likes and to purchase, produce or sell
anything he likes according to the principle of ‘'laissez faire, laissez
passer'. In other words the individual has freedom of choice with res-
pect to consumption, occupation, saving and investment. For example, he
can gamble, speculate or do whatever he likes to realise the maximum
profit possible and the government should not intervene in his business.

In Communism, Economic Freedom is almost completely abolished, as
is the right of ownership. Halm (1974:275) contended that: "The most
thorough going form of 'the centrally planned economy', 'Authoritarian
Socialism' or 'Common Economy' features the public ownership of a con-
trol over all productive resources, including labour, and the direction
of the economy by command from the centre according to all inclusive
plans. But this extreme form of central planning is not likely ever to
exist in real life nor can it be assumed that any govermment would
insist on distributing national income without allowing any choice on
the part of the consumers". Under the pressure of the impossibility to
achieve this goal, the Communist Economies were obliged to combine
public ownership of the means of production and central planning, with
as much personal freedom as this framework permits in terms of occupa-

tion and consumption but not in terms of ownership and production.
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The Islamic Economic System, however, recognising that the market
system cannot be relied upon in providing adequately for both private
and social needs, does not give individuals almost total freedom as in
Capitalism, nor does it abolish freedom almost completely as in Commu-
nism but allows Economic Freedom to the extent that it is within the
Shariah and that it is not detrimental to the society. Individuals are,
on one hand, allowed to engage in Halal transactions and contracts with
full free choice in the sense that any contract or transaction lacking
free mutual consent is considered to be void and invalid. But on the
other hand, they are not allowed to engage in Haram transactions and
contracts that are not permitted by Shariah and that are detrimental to
the society such as gambling, speculation, monopoly, taking and giving
interest, the production, distribution and consumption of pork, wine,
intoxicants and all other unlawful things. Mannan (1984:25) pointed out
that: "“Islam allows private ownership of property but subjects the
owner to restrictions preventing him from using the property as a tool
of exploitation of the poor. His ownership of anything and everything
is relative, not absolute... Under Islamic state, anybody who is using
the private property as a tool of exploitation may be deprived of his
ownership... therefore, violation of any of the principles justifies
the intervention of the state to regulate and control private property
to the advantage of the greatest number of the people in a community".

In Islam, and as pointed out by Chapra (1979:23), the market mecha-
nism may also be considered to be an integral part of the Islamic eco-
nomic system because, on the one hand, the institution of private pro-

perty, that Islam allows, is not workable without it; and on the other,

it offers the consumers a chance to express their desires for the pro-
duction of Halal goods of their liking by their willingness to pay the
price, and also gives resource owners an opportunity to sell their re-
sources in accordance with their free will". This market however, is not
left to itself but the government stands ready to intervene at any time
to prevent Ihtikar (speculation and monopoly), Gharar (ambiguity and
deception), Istighlal (exploitation), Riba (interest), etc...
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El-Hisba is one of such institutions developed by the Muslims to
help regulate the society and economy and ensure the full flowering of
the Islamic norms of behaviour. The function of El-Hisba, as described
by Khurshid (1982:7): "consists in maintaining public law and order and
supervising the behaviour of the buyers and sellers in the market with
a view to ensure right conduct, and protect people from dishonesty and
malpractices. The purpose was to regulate public life in such a way
that a high degree of public morality is attained and the society is
protected from bad workmanship, fraud, extortion, exploitation, etc.".

1.4.5 The Principle of Social Justice

All schools of economics agree that the purpose of the economy is
to meet human needs and realise optimum social Jjustice, but disagree
over how that meeting of needs and achieving of social justice does and
should take place. In a general way, every society must decide what to
produce, how to produce it and how to distribute it, a process that
Gruchy (1987) refers to as 'social provisioning'. For instance, before
Capitalism was compelled, under social pressure and fear of Communism
spread, to introduce labour laws that include the right to trade union,
insurance and social security, it was believed that economic justice is
best achieved through individual activities in the market place where
everybody is free to maximise his profit and utility, then and only
then when every individual intending to maximise only his own gain that
the interests of society achieve maximum utility because "every indivi-
dual intending only his own gain is", as believed by Adam Smith (1936)
"led by an 'invisible hand' to promote an end which was no part of
his intention, the interest of society". In Practice this proved to be
wrong because, in early Capitalism, and as Qardawi (1981:4) described:

Every man was responsible to earn what he likes and to spend

to his wishes. They observe that there is no compulsion for

the poor to live in poverty, nor there is any force to fling

them far from str1v1ng hard to earn their livelihood. Soc1ety

is not respon51ble for any person who lags behind intentional-

ly sitting idle pinning his faith on mere hope from the hea-

vens; that the rich are not bound to assist them and if they

do it is due to sheer pleasure for reward in the hereafter and

that is all. This system gave a fillip to greed, selfishness,

egoism, cruelty and exploitation. This made the women and

children to work in the factories and elsewhere (in very bad
conditions and for very long times) on meagre wages.
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Communists consider the private ownership of the means of production
and the economic freedom as the causes of all economic ills and injus-
tice and so they abolished the private ownership and replaced it with
collective ownership of the means of production and suppressed the eco-
nomic freedom of the individuals. "The bargain is very costly for the
individual who has to sacrifice his individuality, his rights to free-
dom and private property to get two meals a day" (Afzalur-Rahman 1974).

In a true Islamic state, social and economic justice should
neither be achieved by giving almost absolute liberty to individuals to
do what they like so that the rich become richer and the poor poorer,
nor by nationalising all means of production and curbing all human
rights and freedom. S. Qutub (1980:127) pointed out that:

Islam affirms that just as encroachments upon soc1ety by the

cupldlty and ambltlon of the individual are a kind of social
oppression which is inconsistent with justlce. Slmllarly, enc-
roachments upon the nature and ab111ty of the individual by
society are also a kind of injustice. It is an injustice, not
only to the 1nd1v1dual but to the society also. For the evil
effects of suppre551ng the activity of the individual by cru-
sh1ng his natural trends and propen51t1es do not only result

in the deprivation of that one individual of his due but also

results in precludlng the whole society from availing itself

of his maximum abilities.

Thus an Islamic economy is neither a 'laissez faire' economy nor a

‘centrally-controlled command economy'. In other words the Islamic eco-
nomic system does not believe in the 'invisible hand' of capitalism nor
does it believe in achieving social and economic justice by nationali-
sing all means of production and curbing freedom. "Islam admits the
right to private ownership but does not consider it to be an absolute
and unconditional right which is bound to cause disorder on ea
(Shafi 1975:6). It regards social and individual welfare as complemen-
tary rather than competitive and antagonistic. It therefore encourages
cooperation instead of competition and rivalry and develops an intimate
relationship between individuals (see Afzalur-Rahman 1982:350).

Islam prescribes a number of instruments that must be applied if
the society is to achieve real social and economic justice and reduce
the disparity that might appear between the rich and the poor as a con-
sequence of private ownership and of the difference in physical and in-

tellectual ability of the members of the society. It curbs the accumu-
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lation and concentration of wealth in few hands by positive and nega-
tive means. Among the negative means it prohibits, hoarding, interest,

gambling, monopoly, speculation and extravagance and among the positive

ones, it implements Allah's laws of Takafol (mutual help and solida-
rity), Wagf (dedication of private property for the general social use),
Mirath (inheritance), Zakat (welfare due), Sadagat (charity) and PLS
finance. But first and foremost it enjoins on every individual to work
in one way or another, in Halal occupations to earn his livelihood and
the livelihood of his family and poor close relatives but if, for phy-
sical, social or economic handicap, he is unable to get much to satisfy
his basic needs, then, he has a right in the wealth of the community,
first in form of a pension from Bayt El-Mal (the Treasury) and second

in form of Takafol (mutual help from close relatives and friends).
Besides, the Islamic state must make sure that every capable citizen
has a job. In other words anyone who needs a job, the government should
either employ him in its public sector, or help him get a job in the
private sector or help him to set up his own business by lending him
capital on Qardh Hassan (interest free credit) basis. In the meantime
he should get unemployment benefit from Bayt El1-Mal. By the way, social
benefits such as unemployment benefit, child benefit, old age benefit
(pension), which have been implemented only recently in capitalist
countries under social pressure, were all known and practiced in Islam,
more than 1400 years ago. It is the duty of the Islamic government to
collect Zakat (the welfare due) and distribute it to its beneficiaries,
and collect any other necessary taxes to reduce social inequality.

Abu Zahra (1957) asserted that Muslim jurists have unanimously held
that catering to the welfare and prosperity of the people and relieving
them from hardship is the basic objective of the Shariah and hence of
the Islamic state. Hassanu-Zamman (1981) indicated that the focal point
of the economic function of the Islamic State is the institution of
Bayt El1-Mal whose very concept, as Doi (1984:387) remarked: "is the
concept of trust: the wealth of Bayt El-Mal is to be treated as Mal-
Allah (Allah's wealth) or Mal-El-Muslimeen (the Muslims' wealth), as
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against the imperial treasury or the emperor's wealth as used to be
known during the Medieval period. This concept implied that monies paid
into the treasury were Allah's trust and the common property of all the
Muslims" and that the Khalifah (Caliph) was only in the position of

trustee whose duty was to expend them on the common concerns of all
Muslims while allowing for himself nothing more than a salary,

determined by Majlis El-Shurah (council of consultation) and which must

not exceed the income of an average citizen. This way, and as Shafi
(1975:9) put it: "The wealth instead of becoming concentrated in few
hands would be allowed to circulate in the society as widely as
possible, so that the distinction between the rich and the poor could

be narrowed down, as far as is natural and practicable.

1.5 CONCLUSION

From the above brief investigation of the relationship between
Islam and economics and of the features of the IES as compared to Capi-
talism and Communism, it is quite clear that no economic system can be
totally value-free, even Communism which claims to reject all moral and
religious principles is based upon certain values and concepts that

govern its institutions and working and that Islam has its own distinct

economic system which has nothing to do with Capitalism or Communism.
Thus, when Islam allows the private ownership of most of the means of
production, it does not mean that it is a capitalist system and when it
forces its welfare policies that narrow the gap between the have and
the have-nots, it does not mean that it is a communist or socialist
system but has its own distinct ideology, goals and means that are

drawn from the divine Shariah of Islam.
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CHAPTER TWO

THE IMPORTANCE OF SAVINGS AND FINANCIAL INTERMEDIATION
FOR ECONOMIC DEVELOPMENT

2.1 INTRODUCTION

Postwar literature on economic development has confirmed the cent-
ral importance of domestic savings for capital accumulation and focus-
sed considerable attention on the process of financial intermediation
and its impact on growth and development though with differing emphasis
on the relative magnitudes of the impact attributed to financial insti-
tutions in the development process (see Porter 1966; Patrick 1966;
Gurley and Shaw 1967; Goldsmith 1966, 1969; Adelman and Morris 1967;
Cameron et al. 1972; McKinnon 1973; etc..).

The purpose of this chapter is: first, to stress the importance of
saving and intermediation for economic growth and development; second,
to examine the different hypotheses about the role of financial insti-
tutions in the saving investment-process and introduce what I call:
'"The Islamic Hypothesis' as yet another alternative hypothesis; and
finally to investigate the relevance of these alternative hypotheses to
the financial and economic development of some Islamic and non Islamic

countries by using cross-section and time series-data analysis.

2.2 THE IMPORTANCE OF SAVINGS

Perhaps it is not an exaggeration to say that most if not all of
the economic growth theories, whether Classical, Keynesian, Marxist,
Neo-Classical or Islamic, agree on the fact that mobilisation of sa-
vings for investment is one of the most important pre-conditions for
accelerated economic development albeit in varying degrees. The central
importance of savings for capital accumulation and output growth was
emphasised in almost all discussions of economic development. For ins-
tance Mathias (1973:122) summed the Classical view in the following:

A long intellectual tradition emphasised that capital was the

critical factor of production and that shortage of savings and

hence capital, was a critical constraint upon the growth of an
economy. This certainly was the main emphasis of Classical
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economists led by Adam Smith who emphasised that expansion was

limited by the powers of 'accumulation' and that capital was

created by parsimony sparing resources from consumption.

In the Keynesian theory capital plays a central role in determining
the level of investment, production and employment and is considered to
be the most volatile component of the aggregate effective demand of the
economy. Keynes (1936) considers the investment of capital as an essen-
tial explanatory variable of economic progress, decline and stagnation.
The Harrod-Dommar growth theory, which is an important extension of the
Keynesian theory, relates the rate of income growth of a country to
its marginal propensity to save and its marginal capital-output ratio.

According to Marxian economics, although capital‘accumulation leads
to the ultimate destruction of the capitalist economy, the investment
of capital, however, leads to positive growth. Marx (1911) attributes
the positive growth to the reinvestment of the surplus expropriated by
the capitalists from the workers, as a result of their desire for
further accumulation of wealth.

According to Islamic economics, although the central key to econo-
mic dynamism and development depends on Man himself and on his Jihad
(effort, striye, struggle) within the collective will of the society,
the role of capital is neither denied nor neglected. In fact it is well
recognised that capital is necessary to accelerate the changes though
not sufficient to achieve the desired economic development that brings
about not only an increase in the national product but realises social
justice as well. To achieve this, other things are needed beside capi-
tal such as the Islamic education of people, the strong belief of the
concerned people in Islam, the right economic and monetary policies
that promote economic development and that comply with the Shariah, the
good management and efficiency of the financial and non financial ins-
titutions, etc.. But because these are seldom possible without capital
investment, Muslim economists, agree that savings are a necessary,
though not a sufficient condition for more growth and development.

Postwar economic development literature also emphasised the impor-
tance of savings for capital accumulation and economic growth. For ins-

tance, A. Lewis (1954:155) contended that: "The central problem in the
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theory of economic development is to understand the process by which a
community, which was previously saving and investing 4 or 5% of its na-
tional income or less, converts itself into an economy where voluntary
savings is running at about 12 to 15% of national income or more".
Rostow (1960), in analysing the stages of economic growth, adopted
Iewis' view and defined the state of 'take-off' into self-sustaining
growth as requiring, among other things, a rise in the rate of savings.

The United Nations (1980:8) report of the first group of experts on
programming techniques for economic development reported that:

The general rate of development is always limited by shortage
of productive factors. If any one scarce factor associated
with underdevelopment should be singled out, 1t would be capi-
tal. The final goal of development programmlng 1s, therefore
to find the best way of breaking the vicious circle between
capltal shortage and underdevelopment and to design the most
efficient and optlmum rate of capital accumulation. It would
be an over-simplification of course, to regard economic
development as a matter of capital accumulation alone. Other
things are needed in addition, such as the entrepreneurshi
and training of workers and public administrations, technica
and managerial skllls, other natural resources and the exis-
tence of a polltlcal social and 1nst1tut10na1 framework
which exploits the 1mpulses of expansion. Yet these are
seldom possible without some increase in capital formation.

It is also argued that capital increases by investment, and more in-
vestment necessitates more savings or foreign assistance. Foreign
assistance, if not in the form of grants, means some burden in the
future. Domestic savings are therefore the more reliable source of in-
vestment to break the vicious circle of poverty and underdevelopment.
How much capital will in fact be accumulated depends in the first place
on how much, out of current income, is saved rather than consumed.
Hence, the importance attached in discussions of economic development
to the rate of savings as well as to the specific forms of investment
such savings take (Taha 1976:1 and El-Zubair 1983:3).

As Meier (1976:267) pointed out: "The process of capital formation

involves three essential steps:

1- An increase in the volume of real savings so that resources
can be released for investment purposes;
2- The channeling of savings through a finance and credit

mechanlsm, so that investible funds can be collected from a
wide range of different sources and claimed by investors;

3~ The act of investment itself, by which resources are used for
increasing the capital stock"

28



To achieve the first step, there are many alternative but not
mutually exclusive techniques which may be compressed into two main
classes: internal and external sources (see Gurley and Shaw 1967:260;
Meier 1976:268 and Ragazzi 1981:50).

From internal sources, an increase of savings may be generated,
as Meier (1976:267-68) put it: "voluntarily through a reduction in con-
sumption, involuntarily through additional taxation, compulsory lending
to the government or inflation, or finally by the absorption of under-
employed labour into productive work". And from external sources, "the
financing of development may be met by the investment of foreign
capital, restriction of consumption imports, or an improvement in the
country's terms of trade" (ibid).

The policies relating to savings mobilisation depends on the poli-
tical and economic structure of the society. Government's savings, that
is the excess of current revenues over current expenditures, rarely ex-
ceeds 2 or 3% of GDP and often is negative in IDCs where the level of
real income is very low and large areas are still in the subsistence
economy, thus government revenues through taxation can hardly be inc-
reased because a country's taxation potential depends on a variety of
conditions: the level of real per capita income, the degree of inequa-
lity in the distribution of income, the structure of the economy, the
political leadership and administrative powers of the government (see
Meier 1976, Taha 1976 and Ragazzi 1981). Kaldor (1963:9) noticed that:

Many IDCs suffer not only from lack of revenue but also from

an international scale of priorities in the allocation of pub-

lic funds. Too much may be spent on the (real or fancled)

needs of defence or for ostentatious purposes of various
kinds, such as public buildings and ornaments, lavish diplo-

matic missions, etc..

Fiscal policy as a means of mobilising resources by the government
should, as Taha (1976:5) put it, be carefully manipulated so as not to
adversely affect the savings potential of the other sectors because, as
Meier (1976:268) argued: "The saving that is forced by additional taxa-
tion, is likely to be less than the additional tax revenue since there
may be a reduction in private voluntary savings institutions or a fall

in consumption by the amount of the tax". Besides, taxation is never
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popular and especially in the IDCs. It is clumsy, costly, and sometimes
involves bureaucracy, corruption, disputes, litigations, etc..

The government can also finance investment through compulsory lend-
ing or credit expansion. But in IDCs where there is little or no capi-
tal or money markets, there is only narrow scope for practicing compul-
sory lending through purchase of government bonds. Besides this may
also result, if practiced in poor countries, in reducing private volun-
tary savings instead of a fall in consumption by the full amount of the
compulsory lending. As for credit expansion, this method is inflationa-
ry and though the deliberate use of inflationary policies to promote
economic development has been recommended on theoretical grounds by
certain economists, inflation, as H. Johnson (1966:28) pointed out, is
likely to reduce and impede growth by distorting the allocation of re-
sources and wasting the inflation gathered development resources on
consumption, by increasing uncertainty and reducing incentives for in-
novation and improvement, and through their balance of payments effects
by fostering the inefficiencies of protectionism and exchange control.

Another internal source of savings is represented by the 'inves-
tible surplus' of underemployed labour. If this 'investible surplus' is
utilised in productive activity, the national output would be increased,
and the required savings might be generated from the additional output.
It should also be noted that the direct formation of capital through
the use of underemployed labour can be obtained by what is termed the
'unit multiplier' method. If labour does have zero productivity in
agriculture, it can be withdrawn and put to work on investment projects
(construction, irrigation works, and buildings etc..) without a drop in
agricultural output. Most of the payment of the additional wages will
be directed towards foodstuffs, and agricultural income will rise: The
higher income may then be taxed; and the tax revenue can finance the
investment projects... This method depends upon the ease with which
labour can be attracted to investment projects, the degree to which
labour can form capital without requiring additional investment expen-
diture, the absence of an adverse effect on agricultural output, and

the capacity to offset the investment with taxation (Meier 1976:268).
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Corporate savings too, as Ragazzi (1981:50) noticed, is limited in
many LDCs because of the smallness of this sector. It is the savings of
the non corporate (household) sector that is of crucial significance in
most middle and low income LDCs, because this is the only surplus
sector in the sense that its savings exceed its investment. Thus, the
growth of the government and corporate sectors is critically related to
the mobilisation of savings from this surplus sector.

But most LDCs are generally characterised by low levels of savings
because of low per capita incomes and lack of sound financial institu-
tions and instruments that are compatible with the beliefs and customs
of the majority of the people. Nevertheless, however poor an economy
may be, households save in one form or another. Thus, the need for the
institutions which allow such savings to be collected and invested con-
veniently and safely and which ensure that these savings are channeled
into the most useful purposes. Keynes (1936:107-08) lists eight main
motives of a subjective character which lead individuals to save:

1-) To build up a reserve against unforeseen contingencies;

2-) To provide for an anticipated future relation between the
income and the needs of the individual or his family,
different from that which exists in the present as for
example in relation to old age, family education, or the
maintenance of dependents;

3-) To enjoy interest and appreciation, because a larger real
consumption at a later date is preferred to a smaller
immediate consumption

4-) To enjoy a gradually increasing expenditure since it gra-
tifies a common instinct to look forward to a gradually
improving standard of life rather than the contrary, even
though the capacity for enjoyment may be diminishing;

5-) To enjoy a sense of independence and the power to do

things, though without a clear idea or definite intention

of specific action;

To secure a masse de manoceuvre to carry out speculative

or business projects;

To bequeath a fortune;

To satisfy pure miserliness, ie unreasonable but insis-

tent inhibitions against acts of expenditure as such.

O o
V\L o

2.3 THE IMPORTANCE OF INTERMEDIATION

There are among economists those who attribute a positive role to
financial institutions in the development process, and there are those
who regard it as a passive factor. Among those who attribute a positive
role, mention may be made about Adam Smith (1937:281) who once wrote:

"I have heard it asserted that the trade of the City of Glasgow doubled
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about 15 years after the first erection of the banks there and the
trade of Scotland has more than quadrupled since the first erection of
the two public banks in Edinburgh... that the banks have contributed to
this increase cannot be doubted".

Schumpeter, who (1949) argued that two factors are essential for
economic development: financial institutions and availability of entre-
preneurs. Regarding the former he hold that: "financing as a special
act is fundamentally necessary in practice and in theory".

Porter (1966:347) who pointed out that: "the visible correlations
in the world between financial and real development are indeed comman-
ding whether one relates the development of the nation's financial
system (however measured) to its per capita income across countries at
a moment of time or across time for a particular country, the relation-
ship between real and monetary variables, is undeniable".

Adelman and Morris (1967) who showed in their study of 74 LDCs for
the years 1950-63 that financial development has been associated fairly
closely to the capacity of these nations to develop, compared to other
39 economic and non-economic factors, with differences in the level and
rate of growth of real national product per head. Out of 14 purely
economic variables, they found that the level of financial development
is the best indicator of a country's development potential.

Goldsmith (1969), who quantified, in his study of 35 DCs and 1DCs,
the association between the financial superstructure and the real eco-
nomic infrastructure by what he called the 'financial interrelations
ratio (FIR) which is equal to the value of outstanding financial inst-
ruments divided by the value of national wealth (physical assets plus
the net foreign balances) for each of these countries. He found that
the FIR is in the range of 1 and 1.5 for DCs and in the range of 2/3 to
1 for ILDCs. He also found that the FIR increases over the course of
industrialisation up to a certain level and then remains fairly stable,
which indicates that the role of financial institutions is especially
very important during the early stages of industrialisation and deve-

lopment. From these observations he concluded that, with the exception
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of the centrally planned economies, there is only one major path of fi-

nancial development associated with economic development. He contended

that the financial superstructure in the form of both primary and secon-
dary securities accelerates economic growth and improves economic per-

formance to the extent that it facilitates the migration of funds to

the best user". Thus, he considers the relationship between financial

and real development as direct and visible and concludes that:

the evidence now available is more in favour of the hypothe-

sis that there exists only one major path of financial deve-

lopment, a path marked by certain regulations in the course of

financial interrelations ratio in the share of financial ins- .

titutions in the total financial assets, and in the position

of the banking system. From that path countries have deviated

only to a minor extent.

Other proponents of the positive view of the role of financial ins-
titutions include: Gerschenkron (1962), Patrick (1966), Minsky (1972),
Cameron et al. (1972), McKinnon (1973), and Shaw (1973) to name but a
few. All of these are strong advocates of the efficiency of financial
development in contributing significantly to the real growth of the
LDCs, though in varying degrees.

The negative view of the contribution of financial institutions to
economic development is particularly associated with Gurley (1967) who
explicitly expressed skepticism and challenged the prominence of finan-
cial development in economic development. Unlike Goldsmith (1966) who
emphasised the role of financial development towards economic develop-
ment, Gurley, though not questioning the efficiency of the development
of financial institutions per se, insisted on the existence of alterna-
tive techniques that may prove more feasible in a country's comprehen-
sive aggregate planning approach, such as central planning, fiscal or
tax subsidy techniques and transfer of foreign savings and pointed out
that: "the actual choice among these techniques depends on the social
cost and benefits of each". He argued that economic costing may prove
secondary and the overriding criteria may be whether the chosen tech-
nique is generally compatible with the ideology of the country. He did
not consider any of these techniques as best for all countries or for

one country over its entire development path and admitted that he has

not performed any systematic analysis of the costs and benefits of
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these alternatives for a country over time or for a group of count-
ries. He just contended that such choices are subject to change as the
balance of benefits and costs is altered over time and concluded that:
"recent experiences strongly suggest that banking systems as interme-
diaries are not highly essential to the growth process".

The passive contribution of financial institutions to economic de-
velopment is also based on the experience of socialist countries where
central planning is considered to be the central key to economic deve-
lopment and on the experience of some IDCs where financial institutions
have played little or no role in promoting growth and development.

The controversy over the relationship between financial and real
development is most thoroughly discussed by Patrick (1966) in his ana-
lysis of finance in developing economies in which he distinguishes the
two opposing viewpoints by delineating them as 'demand-following' and
'supply-leading' finance. He defined the former as "the phenomenon in
which the creation of modern financial institutions, their financial
assets and liabilities and related financial services is in response to
the demand for these services by investors and savers in the real
economy" (p.174) and defined the latter as: "the creation of financial
institutions and the supply of their financial assets, liabilities and
related financial services in advance of demand for them" (p.175).

According to him, the ‘'demand-following' approach implies that
finance is essentially passive and permissive in the growth process.
Thus its contribution to economic development is minimal. He cites late
18th and early 19th century England as a historical example and those
modelled after it, though as Abdi (1977:19) pointed out: "“economics'
historians differ in their assessment of the contributions of these
banking systems to their respective economies" and "whether the English
banking system contributed only minimally to the early industrialisa-
tion and economic grdwth of the country is disputed".

'The supply-leading' finance is, according to him, associated with
positive growth inducing of developing economies through its allocative

efficiency and encouragement of enterprise. It fulfills 2 functions:
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1- transfer resources from traditional (non growth) sectors

to modern sectors, and

2- promote and stimulate an entrepreneurial response in these

modern sectors (pp.l175-6).

He contended that: "New access to such supply-leading funds may in
itself have substantial, favourable expectational and psychological
effects on entrepreneurs. It opens new horizons as to possible alterna-
tives, enabling the entrepreneur to 'think big'. This may be the most
significant effect of all, particularly in countries where entrepreneur-
ship is a major constraint on development" (p.176). 'Supply-leading!
finance, however, may play a more direct role in the development of the
entrepreneurial impulse by extending financial and non financial servi-
ces to DEUs than 'demand-following' finance. Germany and Japan where
enterprises receive both financial and non financial assistance from
banks and where banks participate actively in the success of the enter-
prises operations, are associated with ‘'supply-leading' finance.

Patrick, however, realised that these phenomenon are not rigid to a
country over time and that in actual practice, there is likely to be an
interaction of 'supply-leading' and ‘'demand-following' phenomena with
the former dominating at the early stages of the development, becoming
less important as the process of growth progresses. He contended that:
"this sequential process is also likely to occur within and among speci-
fic industries or sectors. One industry may, initially be encouraged
financially on a 'supply-leading' basis and as it develops, have its
financing shift to 'demand-following' while another industry remains in
the 'supply-leading' phase".

2.4 THE ALTERNATIVE HYPOTHESES ABOUT THE EFFECTIVE ROLE

OF FINANCIAL INSTITUTIONS 1IN ECONOMIC DEVELOPMENT

According to Abdi (1977:26) and Gupta (1984:1), the hypotheses put
forward on the role of commercial banks in the savings-investment pro-
cess may be classified into two distinct hypotheses: the structuralist
hypothesis and the financial repression hypothesis. But with the recent
emergence of Islamic Economics and Islamic Banking one could add a
third hypothesis which may be called 'The Islamic Hypothesis' and which

I attempt to present and discuss after discussing the former ones.
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2.4.1 The Structuralist Hypothesis

According to this hypothesis, the positive role of banks in the
saving-investment process, depends on how widespread is the network of
these financial institutions and on the overall structure of the finan-
cial system which in turn depends on the relative backwardness of the
country's economy in question.

This hypothesis is associated with Gerschenkron's analysis of the
role of banking systems in the capital formation processes of early
industrialisation of Western European countries and the Soviet Union.
Using‘"the relative degree of backwardness" not only as an indicator of
the potential of a country's industrialisation, but also as a determi-
nant of the behaviour of its economic institutions, Gerschenkron (1962)
classified European countries on the basis of their relative backward-
ness, with Britain coming first in the 1list as the most developed,
Germany coming mid-way in the classification and Russia as the most
backward economy coming last. Despite the questionable criteria he used
and the lack of precision of the classification of relative states of
backwardness, Gerschenkron concluded that: "As the relative backward-
ness of an economy increases, the role of the banks in industrial capi-
tal formation declines so that in the extreme case of backwardness
where the need for capital is large and the confidence in the banking
system is low, the structure of the economy is such that not even the
banks could supply the necessary capital and entrepreneurship required
for industrialisation and development citing Russia as an example of
such a case he contends on p.22:

The scarcity of capital in Russia was such that no banking

system could conceivably succeed attracting sufficient funds

to finance a large scale industrialisation. The standard of

honesty in business were so disastrously low, the general

distrust of the public so great that no bank could have hoped

to attract even such capital funds as were available, and no

bank would have successfully engaged in long term credit

policies in an economy where fraudulent bankruptcy had been
almost elevated to the rank of a general business practice.

For this type of economy the structuralists holds that the mobili-
sation and allocation of savings would have to be accomplished through

substitute institutions such as the state (Abdi 1977:16). Gerschenkron

also found that in the more developed economies like Britain, the role
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of the banks in financing development was minimal because of the avai-
lability of alternative sources of finance. Only in moderately balanced
economies where the level of business trust increases and banks' risk
aversion decreases, will the banks have an impact on the economic deve-
lopment. Citing Germany as the best example of such category where the
banks, in essence, were the prime source of capital and entrepreneur-
ship for this type of industrialisation he contended:
A German bank, as the saying went, accompanied an industrial
enterprise from 'cradle to grave' from establishment to liqui-
dation throughout all the vicissitudes of its existence
through the device of formally short term but in reality long
term current accounts credits... the banks acquired a formi-
dable degree of ascendancy over industrial enterprises which
extended far beyond the sphere of financial control into that
of entrepreneurial and managerial decisions. According to this
approach, the pattern of industrialisation in an economy and
the contribution of institutions such as the state and the
banks is determined by its relative backwardness.
Goldsmith (1966), who takes the structuralist view using a single
equation model, argued that the size of a country's financial structure
as proxied by the FIR (Financial Interrelations Ratio) which is equal

to the ratio of total financial assets to total wealth, was determined

by its per capita income, its rate of growth and the actual rate of inf
lation. He reached almost the same conclusions reached by Gerschenkron.

Bhatia and Khatkhate (1975), however, examined the relationship of
financial development to economic development in 11 African countries,
using a narrower definition of FIR because of lack of data, and using
alternately currency, demand deposits, time and savings deposits and
also their total, as a proportion of GDP, but they did not find any
systematic pattern or definitive relationship discerned between finan-
cial intermediation and growth in many of the African countries.

2.4.2 The Financial Repression Hypothesis

The financial repression hypothesis is associated with the works
of Cameron et al. (1972), McKinnon (1973), Shaw (1973), Galbis (1976),
Fry (1982) and others. These authors are strong advocates of the
efficacy of financial development in contributing significantly to the
real growth of LDCs. They emphasise that the financial sector of any

economy is invariably growth inducing and that is only when it is
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repressed, which, in their view, is often the case, that would it fail
to make a positive contribution or acts as an obstacle to real growth.
According to them, without distortions of interest rates, the banks
will have the largest impact on developing economies. They suggest what
they call 'financial liberalisation' or 'financial deepening' as the
right solution to the problem (Abdi 1977:26).

The financial repression hypothesis explains the poor performance
of banks and other financial institutions in IDCs as being related to
the fragmentation of the financial markets caused by administrative
constraints on interest rates that impede them to reflect the relative
scarcity of resources, ceilings on deposits and loan rates which are in
nominal terms and which result in low and often negative real rates of
return on financial assets, lending policies which place exclusive em-
phasis on short term lending and on collateral security, inflation and
attempted deflation which aggravates the situation and make it even
worse. In such situation, "it is hardly surprising that savers respond
to low real returns by reducing their holdings of money and near monies
far below what might be considered socially optimum" (McKinnon 1973:69).

The proponents of this hypothesis advocate an increase in the
efficiency of bank lending in the form of positive real interest rates
policy, in the effective mobilisation of savings and their efficient
allocation to alternative investment projects, which is, according to
McKinnon (1973:26): "a necessary condition for enlarging the real size
of the monetary system and for alleviating financial repression". Thus,
according to them, free market forces and financial 1liberalisation
would bring about an optimum financial structure and development which
would eliminate the fragmentation of markets and realise the desired
economic development. In other words, government should abandon inter-
vention policies, particularly in the financial sphere, thereby crea-
ting the conditions for the emergence and growth of financial insti-
tutions and let the market forces free to guarantee maximum financial
deepening and best efficiency in credit allocation.

Vogel and Buser (1976) tested the repressionist hypothesis for 16

Latin American countries using pooled time-series data for the period
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1950-71 and using as proxies for financial deepening currency/GDP; de-
mand deposits/GDP and time deposits/GDP. In one set of regressions, the
independent variables were the current and one period lagged values of
the actual rate of inflation and real GDP. In another set of regres-
sions, a simple average of the two period values of the independent va-
riables was used. They found in both cases that inflation has a consis-
tently significant and negative effect and concluded that: "these high
levels of significance confirm the contribution of inflation to finan-
cial repression while the low elasticities for currency and demand de-
posits strongly support Shaw's view that financial repression may pro-
ceed to the point where the willingness to hold those assets that are
used for transaction purposes is no longer very responsive to inflation
because of the high cost of reversion to barter". But their model and
results were criticised of being suffering from serious limitations.
It is argued that, although their estimating equations are derived from
a portfolio selection model no effort is made to incorporate a variable
measuring uncertainty which appears in the theoretical version. Further
the real rates of interest were approximated by the actual rates of in-

flation, a highly questionable assumption (see Gupta 1984:10).
Williamson (1968) using cross-section data for 6 countries (Burma,
India, Japan, Korea, Philippines and Taiwan) to examine the effect of
real interest rates on savings, found the effect to be either negative
or statistically insignificant. He found the effect to be significantly
negative for half of the countries (Japan, Taiwan and the Philippines)
and speculated that this was probably due to the interdependence bet-
ween savings and investment decision making in the Asian households. If
their saving decisions were dependent on their investment decisions,
higher interest rates by discouraging investment would also reduce
their savings. This assumed, as Snyder (1974:146) pointed out that:
"capital markets are so important that the entrepreneur has no safe

outlet for his savings other than in his own business or firm".
In a more elaborate study, Wai (1972) examining the effect of the

real interest rates on savings in DCs and IDCs, found only 3 signifi-
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cant cases among the IDCs (Tunisia, Brazil and Nicaragua) and all of
these cases were negative, thus supporting Williamson's findings. Using
two alternate interest rate variables for Latin America, bond yield and
deposit rate, he found that both variables had significant and positive
effects and that actual inflation had a significantly negative effect.
As for the 6ther 23 IDCs from Africa, Asia and the Middle-East neither
real nor nominal interest rate and nor inflation rate were significant.
For this group interest rate was proxied mostly with the discount rate.
From his time-series regressions for both DCs and LDCs he concluded
that: "for the overwhelming majority of both developed and developing
countries, there were no significant results, either way for both real
interest rates or prices. Therefore one cannot draw conclusions from
the evidence of the country equations about the influence of prices and
interest rates on real savings" (p.127).

In a recent study, Gupta (1984), estimating the real interest rate
(ex—ante) and their relationship with the nominal interest rate in 11
Asian countries -to examine the validity of the repressionist's policy
prescription that nominal deposits rates should be raised high, which,

ceteris paribus, would lead to high real (ex-ante) rates-, found that

for 8 of the 11 countries (Burma, India, Malaysia, Pakistan, Philip-
pines, Singapore, Sri Lanka and Thailand) the correlation between the
nominal interest rate and the real (ex-ante) rates, is negative and
that only for Indonesia, Korea and Taiwan is the correlation positive
and concluded by saying: "It is clear that for 8 of the 11 countries,
increases in nominal deposit rates are no guarantee that the real rate
(ex-ante) will also increases. In fact, our results suggest something
even stronger, namely that high nominal rates may rather lead to lower
or negative real rates (ex-ante). To the extent that financial deepen-
ing is a function of real rates,'it follows that a policy of high nomi-
nal interest rates may not always lead to greater financial deepening".

2.4.3 The Islamic Hypothesis

This hypothesis, about the role of banks in economic development
can be inferred from the Koran, the Sunnah, the Ijtihad and the recent

literature on Islamic economics and Islamic banking. As mentioned ear-
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lier, all the sources of Islam prohibit Riba and allow profit because
Allah says in Koran 2:275: Allah has allowed trade and prohibited inte-
rest. This led to the fact that the majority of Muslim populations are
reluctant to give or take interest and thus, are unwilling to deposit
their savings with Interest Based Banks (IBBs). Among those who deal
with these banks, do so only in some very confined circumstances where
it was not possible for them to avoid transacting with a bank and, even
then, they tend to prefer interest-free transactions and interest-free
accounts such as current account (Demand Deposit) rather than Time and
Savings Deposit accounts which bear interest. And among those who do
deposit their savings in time deposit accounts, some tend not to take
the interest for themselves but leave it to the bank to dispose of it
or draw it but give it to poor people as a charity without expecting a
reward for it, hoping thus to escape the chastisement of taking Riba.
Chapra (1985:159) pointed out that: "In practically all Muslim
countries the conventional banks have been unable to penefrate a predo-
minant part of the rural as well as urban population because of a num-
ber of factors, an important one being the lack of faith of the Muslim
masses in interest based banking institutions". For instance, despite
the fact that Egypt was the first Islamic country where modern IBBs
were introduced in 1856 (see 10.3 below), and despite the fact that

many attempts were made to draw a distinction between Riba and inte-
rest, claiming that Islam prohibits only interest on consumption loans
but not interest on productive loans or on bank deposits and loans thus
trying to persuade uneducated people to deposit their savings in the
banks and to take loans from the banks at interest (see 4.5 below), the
majority of the Muslim Egyptian population, as in many other Islamic
countries, has never had dealings with banks. Because of this, capital
formation had been impaired. Tarbush (1981) pointed out that: "Until
the 1970s only 4% of the Egyptians expected to use banks, do so". Howe-
ver, Traute and Nienhaus (1982:251) commenting on the first successful
experiment of Islamic Banking in Egypt (see 3.5 below), wrote:

The basic idea behind the Islamic savings bank experiment was
that the process of capital formation in countries like Egypt
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cannot work adequately not because of a lack of saving motiva-
tion or ability in the population, but because of a lack of
financial institutions which are within reach and trustworthy
to a vast majority of the population, especially, in rural
areas. The non-integration of the majority of the population
into the (interest based) financial system may be indicated by
the fact that 90% of the population of Islamic countries or
even mpre,'are_saiq to have no accounts at all in any of the
financial institutions (while in industrial countries this
situation is rather reverse).

Arabia (No.42 1985) reported that: "Three quarters of a century of
deliberate secularisation have hardly touched more than Turkey's peri-
phery. 90% of Turks are said not to favour using interest based banks".

Parker (1984:17) wrote that: "Stories abound of wealthy Saudis with
occasionally as much as £200 million to their names who consistently
refuse interests on their bank deposits".

The reluctance of these people to deposit their savings with banks
does not mean that these people do not save, on the contrary, they save
substantial parts of their incomes, however small their incomes may be
for social events, emergencies, and the like, such as building a housg,
circumcision of children, weddings, Hajj (pilgrimage), Eids (religious
feasts), etc.. However, these savings are made in real assets in form
of jewellery, land, real estate etc., or hoarded in the pillows, under
the mattresses or underground. It is true that Islam also prohibits
Iktinaz (hoarding) but the prohibition of Riba (interest) is stronger.
In fact, it is the most severely prohibited thing in Islam after Shirk
(polytheism). It is the only thing that Allah declared war against (see
Koran 2:279). As Traute (1983:79) pointed out: "a precondition, however
for any change of behaviour from hoarding and 'real assets saving' to
financial savings is the creation of financial institutions which would
not violate the religious principles of large segments of the popula-
tion. Only then could the vast majority of the population be integra-
ted into the process of capital formation" .

Muslim economists are strong advocates of the efficacy of finan-
cial development in contributing significantly to the real growth of
developing countries and they contend that only when it runs against
the belief of the majority of the population of a country that it fails

to make a positive contribution to its economic development. They argue
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that the poor performance of IBBs in mobilising savings in Muslim coun-
tries is neither due to structural deficiencies nor to financial rep-
ression of interest rates, though both may exist, but is mainly due to
the very existence of interest (be it small or large, real or nominal)
since the majority of Muslims are insensitive or indifferent to changes
in interest rates because of the Islamic injunctions against it. Howe-
ver, if Islamic Shariah is implemented, interest is abolished and banks
were PLS based as Shariah prescribes, then the Islamic Banks should be
more effective in mobilising the dormant resources that are hoarded.
Muslim economists suggest that if Islamic countries are to develop,
they have to reconcile not only their banking system with Islam but all
their institutions (political, cultural, social and economic) with the
Shariah; for unless this is so, the efficiency of the partially imple-
ented Shariah will be very much limited and/or may even lead to adverse

results for Allah says in Koran 13:11: Allah will not change the situa-

tion of a people until they change themselves".

Among the earliest proponents of Islamic banking, to name but a
few, are Mawdudi (nd); Uzair (1974); Quereshi (1974); E1 Naggar (1974);
Muslehuddin (1974); Mannan (1974); Abdou (1976); Afzalur-Rahman (1979);
Siddigi (1983a, 1983b); and El-Sadr (nd). They all attack the institu-
tion of interest not only from the moral, social and religious point of
views but from the economic point of view as well, and argue that since
Allah has forbidden interest, then there must be something wrong with
it, pointing out that interest is at the root of many economic ills

such as inflation, unemployment, World debt crisis, etc..

2.5 THE RELEVANCE OF THE HYPOTHESES
In order to: (1) assess and test the relevance of the above men-
tioned hypotheses to Muslim and non Muslim countries, 18 countries have

been selected in the following way:

a- 5 Non Muslim Developed Countries (NMDCs): Austria, Canada,
Finland, Japan and Spain
5 Non Muslim Less Developed Countries (NMLDCs): Guatemala,
Guyana, India, Jamaica and Thailand
c- 4 Muslim Countries With Islamic Banks (MCWIBs): Egypt,
Jordan, Pakistan and Sudan.

4 Muslim Countries With No Islamic Banks (MCWNIBs) before
1985: Algeria, Morocco, Syria and Turkey.
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The selection of countries was based on 3 criteria: (1) The selec-
tion was made so as each group is made up of countries with high, mid-
dle and low per capita incomes within the same category. (2) Countries
in each group were selected from as wide a geographical base as pos-

sible and (3) The availability of data (see Table 2.1).

Table 2.1 Criteria used for selecting the countries.

Country  Geographical 1984 GNP/c To High Medium Low
position in US$ represent GNP/c GNP/c GNP/c

Austria central Europe 9140 NMDCs *

Canada Far West 13280 " *

Finland Northern Eur. 10770 " *

Japan Far East Asia 10630 " *

Spain Southern Eur. 4440 " *
Guatemala Latin America 1160 NMLDCs *

Guyana South America 590 " : *

India Asia 260 n *
Jamaica Central America 1150 " *

Thailand Far East Asia 860 " *

Egypt Middle East 720 MCWIBs *

Jordan " 1570 " *

Pakistan Far East Asia 380 " *
Sudan Sub-Sahara 360 " *
Algeria North Africa 2410 MCWNIBs *

Morocco " 670 " *
Syria Middle East 1620 " *

Turkey Europe 1160 " *

Source :The World Bank: World Development Report, 1986

Since there is no precise definition of financial development, fi-
nancial deepening, economic structure or their measurement, proxies in
the form of ratios were used in correlation, regression, tabular and
graphical analyses for individual as well as for groups of countries
for the period 1965-84, using cross section and time series data. The
ratios used are: M2/M1; M2 /GDP; oM/M2; M1/M2; TSD/TLD; BTA/GDP;
BTF/GDP; TSD/GDP; DD/M1; NIR; CCPI and RIR Where:

GDP = Gross Domestic Product; DD = Demand Deposits;

M1 = currency outside banks + DD; OM = Quasi Money;

M2 = M1 + QM; BTA = Banks' Total Assets;
TSD = Time and Savings Deposits; BTF = Banks' Total Finance;
TLD = Total Deposits; NIR = Nominal Interest Rates;

CCPI = Change in Consumer Price Index; RIR = Real interest Rates;
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The averages of these ratios together with the averages of GDP/c
of each of the selected countries and of their groupings were calcula-
ted for the whole period 1965-84 and for its breakdown into two sub-
periods: 1965-74 and 1975-84, and presented in tables 2.2 below.

The percentage point changes of the ratios of the 1975-84 period
over those of the 1965-74 period are presented in table 2.3 and the re-
sults of the correlation and regression analyses are presented in
tables 2.4 and 2.5. The reason for dividing the period 1975-84 into two
sub-divisions is to gauge the improvement made by every group and every
country in the last decade over the previous one.

Testing the Structuralist Hypothesis

The following ratios: M2/GDP, M1/M2, BTA/GDP and TSD/GDP have been
used for the purpose of testing the structuralist hypothesis with the
data of the selected countries. The results obtained are as follows:

1- When regressing GDP/c on M2/GDP and correlating between them
for all the countries (ALLCs) taken together or for their sub-groups
(NMDCs, NMLDCs, MCWIBs and MCWNIBs), it was found that for all groups
except for MCWNIBs, there was a significant relationship, this is
because, despite the fact that this latter recorded the highest growth
in terms of GDP/c (265%) compared to other groups, their M2/GDP growth
was the lowest (1.35%) (see Table 2.3). However the regression analysis
for individual countries showed that one country of each group has no
significant relationship. These countries are: Finland among the NMDCs,
Guyana among the NMLDCs, Pakistan among the MCWIBs and Turkey among the
MCWNIBs. Finland, because'its M2/GDP remained stable around 42% whereas
its GDP/c grew by more than 224% from an average of US$2668 for the
period 1965-74 to an average of US$8655 for the period 1975-84. Guyana,
because its M2/GDP grew much faster (ie more than 100%) than its GDP/c
which grew by only 47% for the period 1975-84 over the period 1965-74.
In fact Guyana recorded the lowest rate of growth in terms of GDP/c and
the highest rates of growth in terms of M2/GDP, BTA/GDP, BTF/GDP compa-
red to other countries. As for Pakistan and Turkey, their GDP/c grew at
an ARG of 229% and 175% respectively in the decade 1975-84 over the

previous one and their M2/GDP declined by -4% and -2.6% respectively
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(see table 2.3). This is also reflected in their negative correlation
ratios of -4% and -15% respectively (see table 2.4)

2- When regressing and correlating GDP/c and M1/M2, it was found
that there are significant negative relationships for all the countries
except for Finland, Guyana and Jamaica which recorded non significant
positive relationships and Sudan which recorded a non significant nega-
tive relationship. The relationship is also significantly negative for
all the groups. This means that the higher the income the lower the use
of money and the higher the use of quasi-money. The negative relation-
ships do not mean that the structuralist hypothesis is not valid here.
On the contrary, this does give support to the structuralist hypothesis
in the sense that with the development of financial and economic struc-
ture of the country, people switch from money to quasi-money (from cur-
rency and demand deposits to time and savings deposits) and this is to
be expected. Concerning the countries Finland, Guyana and Jamaica, they
recorded positive, albeit not significant relationship because their
ratios of M1/M2 for 1975-84 were slightly greater than those of 1965-
74, their rates of growth were 2.7%, 1% and 7.9% respectively.

3- When regressing GDP/c on BTA/GDP and correlating between them
for the groups of countriés, significant relationships were found to
exist for every group. However, the correlation and regression analyses
for individual countries revealed that there was no evidence of a
strong relationship for Guyana, Pakistan and Turkey. Guyana because its
BTA/GDP grew by a staggering 180.6% (the highest compared to those of
other countries) in 1975-84 as compared to 1965-74 while its GDP/c grew
by only 47% (the lowest compared to those of other countries). As for
Pakistan and Turkey, the opposite case happened since their BTA/GDP
ratios grew by only 3.7% and 11.2% respectively while their GDP/c grew
by 229.1% and 175.1% respectively for the same period.

4- When regressing GDP/c on TSD/GDP and correlating between them
for the groups of countries it was found that for all groups there was
a significant relationship, however no significant relationship was
found to exist.for a number of countries when taken individually. For

instance both Finland and Japan among the NMDCs recorded a non signifi-
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cant relationship because, whereas their GDP/c grew by 224% and 283%
respectively for the period 1975-84 over the period 1965-74, their
TSD/GDP ratios grew only by 0.29% and 10.95% respectively. This can
also be seen from the low correlation ratios which were 18% and 34%
respectively (see table 2.4). Guyana and Jamaica among the NMLDCs also
experienced a non significant relationship. Guyana, because its TSD/GDP
grew faster than its GDP/c (103% as against 47%) and Jamaica, because
the opposite case happened since its TSD/GDP grew by only 16.99% compa-
red to the growth of its GDP/c which reached 75.41%. The correlation
ratios for both countries were 30% and 38% respectively. Turkey among
the MCWNIBs also recorded a non significant relationship because its
TSD/GDP did not grew as fast as its GDP/c. Its TSD/GDP grew by only
4.04% for the period 1975-84 over the period 1965-74 whereas its GDP/c
grew by 175%. The very low correlation ratio of 1.4% confirms it.

Testing the Repressionist and the Islamic hypotheses |

Because the Muslim economists hold a diametrically opposed theory
to that of the Financial Repression theorists especially concerning the
relationship between interest rates and financial development, the cor-
relation and regression regression analyses of the following ratios
were carried out in order to test both hypotheses: TSD/GDP on RIR;
BTA/GDP on RIR; TSD/TLD on RIR and TSD/BTA on RIR (see Table 2.5). The
results obtained were as follows:

1- When regressing TSD/GDP on RIR and correlating them, it was
found that, with the exception of Finland which showed a significant
positive relationship all the other countries whether taken individual-
ly or in groups, have either a negative or a non significant positive
relationship. The lowest near significant negative relationships were
those of the Islamic countries like Sudan, Algeria, Morocco and Syria.
In fact Sudan and Morocco have significant negative relationships. This
to some extent give support to the Islamic hypothesis and reject the
repression hypothesis not only as far as the Islamic countries are con-
cerned but also for non Islamic countries. Finland is the only country
where there is a significant positive relationship suggesting that its

people are sensitive to interest rates and since their RIR went down
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from an average of -0.7% in 1965-74 to an average of -2% in 1975-84 at
a highly negative rate of growth of -187% so did its rate of savings
or in fact it merely grew by 0.3% during the same period.

2- When regressing BTA/GDP on RIR and correlating between them,
it was found that for all groups of countries the relationship is a ne-
gative one and that it is more negative in the case of the Islamic
countries than it is in the case of the non Islamic ones. In fact it is
significantly negative in the case of the MCWNIBs (see the correlation
ratios in table 2.5). Concerning individual countries, none of the
countries except Sudan had a significant relationship. They all had
either a very low positive relationship or a negative one. The signifi-
cant relationship for Sudan is not a positive but a negative one, which
suggests that when interest rates go up, BTA/GDP goes down significant-
ly and vice versa. In fact as can be seen from table 2.3 the BTA/GDP
ratio for Sudan grew from 13.7% in 1964-73 to 25% in 1974-83 by an ARG
of 81.9% while its RIR went down from -0.09% to -15.3% by an unbelie-
vable -16900% The next lowest and near significant negative relation-
ships are those of the Islamic countries: -41% for Algeria, -43% for
Morocco, -43% for Syria (see table 2.5).

3- When regressing TSD/TILD on RIR and correlating them, it was
found that none of the groups have a significant relationship, however
for individual countries, significant positive relationship were recor-
ded by Finland and Japan among the NMDCs and by Jamaica among the
NMIDCs. Among the countries which recorded negative relationships bet-
ween TSD/TLD and RIR, the Islamic countries again: Algeria (-43%),
Morocco (-44%), Syria (-47%) and Sudan (-47%), all have the lowest
correlation ratios. In fact the relationship is significantly negative
for Morocco, Syria and Sudan (see Table 2.5).

4- When regressing TSD/BTA on RIR and correlating between them, it
was found that none of the groups has a significant relationship. As
for individual countries, only Guyana and Jamaica among the NMLDCs and
Pakistan among the MCWIBs, recorded significant positive relationships.
Other countries either have non significant positive relationships or

have negative ones. The lowest negative relationships were recorded on-
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ce again by The Islamic countries (-18% for Egypt, —-40% for Syria, =-54%
for Morocco, and -60% for Sudan). In fact it was significantly negative
for Syria, Morocco and Sudan (see Table 2.5) which give support, to
some extent, once more to the Islamic hypothesis which affirms that
most Muslims, though, may be not all of them, are reluctant to deal in
interest based transactions and that the solution to such a situation
is to offer them the Islamic financial institutions that do not conf-

lict with their belief in Islam and its Shariah which'prohibits Riba

and permits trade (in other words profits) and PLS system.

Extra support for the Islamic hypothesis may also be seen in Table
2.6 and in Figures 2.1-2.10 below, showing the trend of these ratios
for the groups of countries (NMDCs, NMLDCs, MCWIBs, MCWNIBs and ALICs).
It is quite clear that the ratios: M2/M1, QM/GDP, QM/M2, TSD/GDP,
TSD/BTA and TSD/TLD involving interest, are the lowest for the Islamic
countries (MCWIBs and MCWNIBs) and highest for the non Islamic count-
ries (NMDCs and NMLDCs) and the ratios: M1/M2, M1/GDP, DD/BTA and
DD/TLD, not involving interest, show the opposite, thus, confirming the
Muslim economists' claim that the majority of Muslims do not deal with
Interest based banks and when they do, they do so through interest free
instruments such as depositing their savings in current accounts rather

than in interest bearing time and savings accounts.

Table 2.6 Trend of the selected average ratios for the different groups

Ratios NMDCs NMLDCs MCWIBs MCWNIBs ALICs

Ratios Involving Interest

M2/M1 312.8 267.1 146.6 118.5 215.3
OM/GDP 39.0 20.7 16.6 5.5 24.1
oM/M2 67.0 59.1 31.2 14.4 53.1
TSD/GDP 39.5 20.6 16.4 5.5 24.3
TSD/BTA 55.1 59.7 36.6 15.8 50.0
TSD/TLD 74.2 78.3 51.5 22.8 67.6

Ratios Not Involving Interest

M1/M2 33.0 41.0 68.8 85.5 46.9
M1/GDP 18.8 13.4 35.4 32.5 20.9
DD/BTA - 19.5 l16.2 34.4 54.4 24.1
DD/TLD 25.8 21.7 48.5 77.2 32.4

Source: IMF International Financlal Statistics, varlous 1ssues.
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2.6 CONCLUSION

From the review of economics literature, concerning the importance
of savings and intermediation for economic development, it appears that
there is an almost unanimous agreement among economists of all schools
that both savings and intermediation are very important for boosting
economic development. However, there is much disagreement on what makes
people save less, why some of them do not put their savings in finan-
cial institutions, how best to encourage people to save and how to mo-
bilise savings efficiently, thus the different hypotheses (Structura-
list, Repressionist and Islamic) put forward.

The regression and correlation analyses carried out in this
chapter in order to test these hypotheses for the 18 selected Islamic
and non Islamic, Developed and Less Developed countries revealed that
although the Islamic countries have high FIRs in terms of the ratios
not involving interest, they have at the same time very low FIRs
proxied by ratios involving interest. Generally speaking, the available
data give some support and only to some extent to both the Structura-
list and the Islamic hypotheses but no support for the Repressionist
hypothesis was found, not only as far as Islamic countries are concer-
ned but for almost all countries whether being Islamic or not or whe-
ther taken in groups or individually. This confirm the results obtained

by Williamson (1968), Wai (1972) and Gupta (1984) mentioned above.
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CHAPTER THREE

ORIGIN AND DEVELOPMENT OF BANKING GENERALLY
AND OF ISIAMIC BANKING IN PARTICULAR

3.1 INTRODUCTION

Jacob Burchard (cited by lopez 1979:1) said: "History is the one
field of study that does not begin at the beginning". Banking, as one
of the most specialized forms of commerce, appeared as did the latter
in conjuhction with the civilisations of the past and was nearly always
at the basis of their prosperity, but as Orsingher (1967:1) put it: "It
is impossible with the documents discovered so far, whatever their
kind, to determine when banking operations first took place or to give
a continuous uninterrupted account of their evolution".

Most economists maintain, as Bergier (1979:105) claims that: "Ban-
king was Italian by birth", first because the technical word 'bank' is
derived from the Italian word 'banco' which means a table or a bench on
which Italian money changers and bankers used to display their moneys
and records and conduct their transactions. Second, because they con-
sider that the first banks worthy of the name were those established in
Venice, Florence, Genoa and Lucca in Italy, during the 12th century AD
(see Usher 1943 and De Roover 1954). Thus, banking is often considered
as a modern device or even a modern vice but a glance through the pages
of financial history will dispel the notion of novelty.

Banking, as Homoud (1985) pointed out: "was known in various forms
and guises in a number of cultures which flourished in various parts of
the world before they lapsed into oblivion". The purpose of this chap-
ter is to show that banking was known long before Italy 12th Century AD

and to trace the origin and follow the development of Islamic banking.

3.2 BANKING IN ANCIENT TIMES
3.2.1 Banking in Prehistoric Times
As mentioned above and as Lopez (1979:1) put it: "Nobody knows when
credit was first used as a lubricant of business probably in prehistory

but banks of a sort existed in ancient Mesopotamia, Greece and Rome".
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According to Homer (1963:17), credit probably antedated industry, ban-
king, coinage and even primitive forms of money. He contended: "when we
consider credit in its bfoadest meaning we can infer something of its
earliest forms. Primitive credit need only have consisted of a loan of
seed to a son or brother or neighbour until harvest time or a loan of
an animal or of a tool or of a food. Such transfers are called gifts if
no repayment is expected, loans if repayment is expected and loans at
interest if the repayment of a certain amount, more than was loaned is
expected. These transactions in kind required no money, no exchange and
no barter". Unfortunately, there is no historical evidence available
about these or other banking operations in these prehistoric times.

3.2.2 Banking in Mesopotamia

Although it is impossible to establish when or where banking opera-
tions first started, it is clear, as Homoud (1985:17) argued that: "the
need for it emerged and developed with the use of money as a means of
exchange at the beginning of organised agriculture, industry and trade".
The first civilisations for which there is available historical evi-
dence on banking operations are the Sumerians and Babylonians who lived
about 34 centuries BC in Mesopotamia. Orsingher (1967:1) reported that:

Historical excavations have uncovered the temple of Uruk and

Chaldea, a relic of the Babylonian Empire, and have shown that

the foundation of the -now known- oldest banking building in

the world took place more than 3,300 years before our era.

From the examination of the -up to now discovered- historical evi-
dence in Mesopotamia it would be inferred that in those days banking
was characterised by being related with sacred temples and that it at-
tained a relatively high degree of progress. The translation of a text
of one of the scripts found there shows that a farmer had borrowed
from the priestess of the temple a quantity of silver to finance his
purchase of sesame and he undertook to pay for the equivalent of this
silver in sesame at the price current at the harvest time to the holder
of the credit document made payable to the bearer (Homoud 1985:17-18).

At least four observations can be made about this document: First,
it shows that the temples used to act as, or play the role of banks,
which may be explained by the fact that people used to have more confi-
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dence in their religious temples and priests than in others, because of
the glory of sanctification of these temples and the belief that these
would render accurate and complete account of deposit and that they are
more secure than any other place since nobody would dare to steal from
the sacred temple. Second, the customer is a producer, in other words
the loan was for production purposes and not for consumption. Third, a
credit document equivalent to a bill of exchange was given by the bor-
rower as a credit evidence not only that but was made payable to bearer
which means that it was transferable. And fourth, there was no interest
involved in the operation since the customer is required to pay only
the equivalent of the silver he borrowed in sesame at the current price
of the harvest time; which may be smaller, equal or greater than its
price at the time of the borrowing but even if it is greater this would
not be interest since interest is the amount paid over and above the
capital lent and from the same kind such as silver on silver or sesame
on sesame but not silver on sesame or sesame on silver (see 4.2 below).
According to Levy (1964:9): "Kings and private individuals were
also among the large scale capitalist bankers at that time". Invest-
ments took the form of loans of money or seed, the rate of interest was
20% for money and 33% for barley and the borrower as well as his family
risked slavery for non payment of debt if he defaulted. The limited
partnership (Commenda) was also a Babylonian invention (ibid:11).

Bank operations by temples and great landowners had become so nume-
rous and so important that the Babylonian King Hammurabi (1728-1686 BC)
thought it was necessary to lay down standard rules of procedures which
deal with nearly all cases arising from the terms of ownership of land,
the employment of agricultural labour, civil obligations, loans, inte-
rest, pledges, guarantees, the presence or absence of evidence, natural
accidents, loss, theft, etc., (Homer 1963:26 and Orsingher 1967:viii)

After the Persian conquest around 539 BC, Mesopotamia lost her in-
dependence. Babylonia was no longer a great capital city, interest rate
reached the level of 40% and became the common prevailing rate. Her old
civilisation had all but vanished and the centre of economic progress

and activity shifted to Greece (Ibid:31).
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3.2.3 Banking in Greece

According to Orsingher (1967:3), the development of banking in
early Greece was hampered by the level of local economic activity, the
severity of local laws and the precarious state of trade and exchange
until the invention of coin money. The question, which arises here, is
who invented coin money and when?. Orsingher (1967:viii) answered that:
"Perhaps the Chinese, but no certainty exists on this point". However,
the official coinage of money, as Einzig (1948:225); Homer (1963:33);
Ievy (1964:18-19); and Orsingher (1967:viii-ix) pointed out, is suppo-
sed to have originated in Lydia in the 7th Century BC. The first coins
were attributed to King Cyges (687 BC) of Lydia. They were of electrum
(a mixture of gold and silver). King Croesus of Lydia (560-546 BC) is
credited with providing the first ingots of pure gold when Lydia was
then a leading producer of gold. This must have encouraged the emer-
gence and practice of banking operations in Greece because certain tra-
ders soon began to specialise in the evaluation and exchange of coinage
made from precious metals in various countries (Orsingher 1967:3).

The Greek bankers or Trapezites as they were called -from the Greek
word, Trapeza, a table or a bench on which they used to display moneys
and conduct their transactions- changed money, received deposits, made
loans to individuals and states, issued letters of credit, honoured
cheques and kept complete books, so, "in next to no time the commercial
genius of the Greek rose to the point of speculation. Capital accumula-
ted was only an investment with a view to accumulating more" (Homer
ibid:69) . Perhaps under the influence of earlier civilisations, temples
were also used as deposit takers in Greece. The Shrine of Delphi, is
sometimes described as the great banker of the Greek world (ibid:38).

But after the conquest of Alexandria (circa 325 BC), and as Homer
(1963:39) reported: "Athens was no longer in a position to dominate
Mediterranean Commerce. She had lost her empire... During the ensuing
centuries, however, Rome, not Greece dominated the history of the Medi-
terranean world... Athens never regained her position as the great com-
mercial and financial centre. As a consequence of Roman policy, trade

shifted to Rhodes, Antioch, Selencia and especially to Alexandria".
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3.2.4 Banking in Egypt

According to Orsingher (1967:4) "Until the Alexandrian conquest, a
primitive economic system persisted in Egypt, but the Ptolemites intro-
duced coinage into Egypt and the same evolution which has been observed
in Greece took place here also. Indeed, Trapezites are to be found here
as in Greece, but they are, in some sort, official agents; many of them
have Greek names and the earliest of them came from Greece".

During the 1st and 2nd centuries AD, Egypt attained the highest
stages of development in the art of banking and was rich and prosperous
(Homoud 1985:18). But in the third century AD the disorder of the Roman
Empire broke through the barriers of Egypt's economic isolation delibe-
rately caused by a fiat currency that circulated for some time only in
Egypt (Homer 1963:51). Famine, plague and inflation devastated the land
and banditry became widespread (A. Johnson 1933:vol II:353).

3.2.5 Banking in Rome

The Romans, as described by Homer (1963:44), were a nation of far-
mers and soldiers. They left manufacture, commerce and banking mainly
to foreigners. Most of the earliest bankers in Rome had Greek names and
were called Trapezites. Orsingher (1967:5-6) reported that: "There were
no banking monopolies during the Roman period, and this liberty allowed
banking operations to develop and flourish". By the first century BC,
Rome was the banking centre of the Republic and of the Empire and pro-
bably of the world at the time. Perhaps bankers became so numerous that
in addition to the name Trapezites, they were later designated by names

like Mensularii, Argentarii, Mummularii, Fenoeratores (Homer 1963:47).

After 90 BC, banking experienced ups and downs depending on the
political and military conditions of the republic. In time of wars and
disorder, inflation, financial stagnation and bankruptcy prevail and in
times of peace and prosperity, financial stability is restored and ban-
king operations and trade improved. "In the third century AD monetary
inflation on a grand scale accompanied a succession of revolutions and
civil wars" and the chaotic fifty years before Diocletian, 284-305 AD,

were in the opinion of T. Frank (1933:300) "the period when Rome fell.
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There were anarchy and looting. Provincials lost faith in Rome. Indus-
try and trade disintegrated and even the Latin speech decayed".
3.3 BANKING IN THE ISIAMIC EMPIRE FROM THE RISE OF ISLAM
TILL THE 12TH CENTURY
According to Homoud (1985:19): "the period lasting from the fall of
Rome until the dawn of Islam was the darkest, most corrupt and unset-
tled period in the known history of Man.. The dawn of Islam removed
darkness from the face of life and brought an enviromment of security
and stability to the areas which came under its influence". The rise of
Islam brought about a tremendous change in all economic, political,
social and judicial spheres and brought about a new civilization that
is based on the total and complete submission to Allah and his Shariah.
Wilson (1950:40-53) describing the impact of Islam, wrote:
The sudden eruption of the Arab (Muslim) people in the 7th
Century is something unique in history. In three generations
a collection of scattered tribes, some settled, some nomadic,
living by trade and subsistence farming, had transformed it-
self into a rich and powerful empire dominating the whole of
southern Mediterranean and the Near-East from Afghanistan to
Spain... They had succeeded in welding together peoples of
divers beliefs and languages into a unified society based on
a common religion, a common language and common institutions.
Lieber (1968:230) also contends that "From the seventh century AD
onwards, Muslims succeeded in developing long distance trade and inter-
national commerce on a scale which surpassed anything known before.
This is, perhaps, because Islam is one great religion which affords the
merchant a highly honoured place in society". And, perhaps, that is why
many learned men had, at some stage of their careers, earned a living
as merchants (see Weit 1955). Ieiber (ibid) pointed out that: "Among
Muslims, international trade was particularly stimulated by the pilgri-
mage to the holy places of Arabia, in which a great body of men conver-
ged each year from all over the world. Many of these pilgrims fulfilled
their religious obligations and at the same time, marketed their local
products along the route, returning home with foreign goods on which
they hoped to make a handsome profit". And with the development of
trade, comes the development of banking operations though not necessa-

rily. Commenting on De Roover (1954:43) statement which says "There can

be no banking where there are no banks", Udovitch (1979:255) argued:
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This proposition may hold true for the development of banking
in Medieval Europe but it certainly does not describe the Me-
dieval Islamic world. In the sporadic information on this sub-
ject from Medieval literary or documentary sources, we encoun-
ter bankers and we encounter extensive and ramified banking
activities but we do not encounter banks. That is we cannot
identify any autonomous or semi-autonomous institutions whose
primary concern was dealing in money as specialised if not
exclusive pursuit.

But the historical writings of El-Qalgashandi (1913), El-Djahshi-
yari (1938) and Pellat and Schacht (1965), show that there were indeed
banks called Dawaween El-Djahabidhah. Pellat and Schacht (ibid)
reported that from the end of the 8th century the term Djahbadh
(pl. Djahabidhah) was used in the sense of a financial clerk, expert
in matters of coins, skilled money examiner, treasury receiver,
government cashier, money changer or collector to designate the well
known licensed merchant banker in the time of the Abbasid caliphs. In

913 AD the state established what is called Diwan El-Djahabidhah (pl.

Dawaween El-Djahabidhah) with branches in the main trade cities

conducting almost all modern banking functions albeit without recourse
to interest. In the time of the caliph El-Mugtadir (980-1032 AD) El-
Djahbadh assumed an ever increasing important role and emerged as a
modern banker, who in addition to his functions as administrator of
deposits and a remitter of funds from place to place via the medium of
the Sakk and especially of the Suftajah, was called upon to grant huge
loans to the caliphs, the viziers and other court officials. (see El-
Qalgashandi 1913; El-Djahshiyari 1938 and Pellat and Schacht 1965).

The Chief or Governor of Diwan El-Djahabidhah was required by the

state to prepare a monthly and a yearly accounting statement called
El-Khatmah (the final account or the balance sheet) of all the items of
income and expenditure (See Mettwalli and Shahata 1983:113-17).
Historical sources, also, show that many of the Djahabidhah were
Christians or Jews despite their status as Dhimmis (non Muslims living

in Muslim society). Among the Djahabidhah listed in the sources were:

Ibrahim Ben Yuhanna, Zakariyah Ben Yuhanna, Sulayman Bin Wahb, Ibrahim
Ben Ahmed, Israel Ben Salih and above all two Jewish merchants and ban-

kers: Yusuf Ben Finkhas and Harun Ben Imran of Baghdad who were appoin-
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ted to the office of Djahbadh of the Persian province Ahwaz and later
became Djahabidhat El-Hadhra (the Court bankers) of the caliph El-
Mugtadir and his viziers (see Mez 1937; Goiten 1967, 1973; Udovitch
1970, 1979 and El-Sayed 1984).

El-Djahabidhah used to advance loans to the state secured by the

government tax revenues, which they used to collect. When they collect
the tax revenues, they get their principal and an amount above it which
some historians consider as interest (see Pellat and Schacht 1965:383).
But if we take into consideration the efforts of collecting and admi-
nistering the taxes, we can infer that the amount above the principal
was not interest but a fee for the administration of the taxes because
on one hand, interest is forbidden and fees are allowed in Islam, and
on the other hand, interest depend on the amount and period of loans,
while fees or commissions are allowed to be paid for rendering ser-
vices. Udovitch (1979:267) affirmed that: "whereas it was customary for
merchants and others to keep at least a portion of their money on
deposit with merchant bankers and whereas the merchant banks themselves
kept deposits of various size with several other merchant banks, there
is no evidence whatsoever that any interest or other type of premium
was paid to depositors". This is so because Allah prohibits Riba
(interest) in many verses of the Koran and provides several means such
as Musharakah (partnership), Mudharabah (Commanda), Muzaraah (share
cropping), etc., whereby the Riba prohibition could be avoided.

In the early Middle-Ages, the Islamic empire played a great role
in establishing the foundation of an economic golden age of which the
players in the field of trade and banking were Arabs, Persians,
Berbers, Jews, Christians and Armenians. Islamic trade reached from
El-Andalus (Spain) to the sea of China. Pirenne (1939:49) contended:

In consequence of their worldwide trade relations, they (the

Muslims) brought sugar cane from India, cotton to Sicily and

Africa and rice to Sicily and Spain. They learned from the

Chinese how to produce silk and paper and took this knowledge

with them into all parts of their empire.

Lieber (1968:230) also observed that:

The merchants of Italy and other European countries obtained

their first education in the use of sophisticated business
methods from their counterparts on the opposite side of the
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Mediterranean, most of whom were Muslims, although a few were
Jews or Christians. One obvious result is the large number of
words of Eastern origin mainly Aramaic, Arabic or Persian,
which were introduced into the commercial terminology of
medieval Europe. Some examples of the terms (whose European
usage was not necessarily identical with their original
connotation) are douane, arsenal, magazine, traffic, tariff,
risk, fondaco, sensali, galeya, aval and maona.

To quote just a few others words one might mention the very word
cheque, which is originally from the Arabic word Sakk; credit from Qard
risk from Rizk; the French words Acheter from Ishtara (to buy), lLe

Magasin from El-Makhzen (warehouse), aval from Hawala and the Spanish

words Almacen from El-Makhzen, Zoko from Souk (market) and many others.

(see Doi 1984:399; Vives 1969:119-20; Terrey 1892 and Steigher 1963).

As Labib (1969:80) pointed out: "Everywhere that Islam entered, it
activated business life, fostered an increasing exchange of goods and
played an important part in the development of credit".

According to Udovitch (1979:263): "The Suftaja (Bill of Exchange)
always and the Hawala (credit guarantee or credit transfer) usually oc-
curred as a written obligation, and were thus the first and most impor-
tant forms of commercial credit papers in the Medieval Near East". That
is so, perhaps because of Allah's order to Muslims in the longest verse
of the Koran 2:282-3 to write down all future obligations. Allah says:

O you who believe, when you deal with each other in transac-
tions involving future obligations in a period of time, reduce
them to writing. let a scribe write down faithfully as between
the parties, let not the scribe refuse to write as Allah has
taught him, so let him write. Let him who incurs the liability
dictate but let him fear his ILord Allah, and diminish aught of
what he owes. If the party liable is mentally deficient, or
weak, or unable himself to dictate, let his guardian dictate
faithfully and get two witnesses out of your men and if there
are not two men, then a man and two women such as you choose
for witnesses so that if one of them errs the other can remind
her. The witnesses must not refuse when they are called on for
evidence. Disdain not to reduce to writing your contracts for
future commitments, whether it be small or big: It is Jjuster
in the sight of Allah, more suitable as evidence and more con-
venient to prevent doubt among yourselves but if it be a tran-
saction, which you carry out on the spot among yourselves,
then, there is no blame on you if you reduce it not to writing
but take witnesses whenever you make a commercial contract and
let neither scribe nor witness suffer harm. If you do harm, it
would be wickedness in you. So fear Allah for it is Allah that
teaches you and Allah is well acquainted with all things. If
you are on a journey and cannot find a scribe, a pledge with
possession may serve the purpose and if one of you deposits a
thing on trust with another let the trustee faithfully dis-
charge his trust and let him fear Allah, his Iord. Conceal not
evidence for whoever conceals it, his heart is tainted with
sin and Allah knows all that you do.

69



After the 13th Century the Djahbadh lost his control significantly
as a court banker, his function was reduced to that of Sayrafi