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Islamic Financial System and Economic Growth: An Assessment 

Discussant: Humayun Dar*
This paper provides a comprehensive account of how different Islamic modes of financing can potentially be used for resource mobilization in different sectors of economy. As a frank attempt, it also highlights some important limitations of the contemporary practice of Islamic banking in stimulating economic growth. It substantiates Honohan’s [2001] view that the existing menu of Islamic financial instruments is more limited than is generally observed by proponents of Islamic finance. The author seems to accept the contention that there is a positive relationship between financial development and growth and that the causality runs from the former to the latter. The following messages emerge from a quick reading:

[1] Provision of working capital is a major problem faced by Islamic banks. There is no real Islamic alternative of financing working capital.

In the absence of a simple and otherwise effective instrument like interest, the problem of financing working capital has haunted proponents of Islamic finance, which has so far failed to come up with a genuine Islamic alternative to financing working capital requirements of clients. The paper mentions that the existing Islamic modes of financing like Mudaraba, Musharaka, Ijarah and mark-up based arrangements have limited role to play in financing working capital. True but to a certain extent! Working capital financing should not pose a significant problem to Islamic banks if they increase their investment portfolio in favour of equity financing. In fact, in an equity-based relationship between a bank and a business, working capital financing may not arise as a problem at all. Suppose a bank and a firm enter into an equity-based deal wherein the firm seeks funding for a venture over a period of three years. If total required funding is $3 million, the firm can always ask for a financing facility of $3.5 over the same period. The firm can use the funds if and when it needs to access the excess facility of $0.5 million on a PLS basis, like the remaining of the money available to it. The working capital financing thus becomes a part of the overall deal and as such should not pose a significant problem. 

In more general cases of working capital, loan on service charge [Qard al Hasan] has a great potential to serve as an instrument for working capital financing. The banks tend to provide working capital financing to their clients with some history of doing business with them. The businesses operate their business [and current] accounts with specific banks from which they seek working capital financing when it is required. The banks can either use ‘loan on service charge’ variant of Qard al Hasan or what has for long been rebuffed by Islamic economists – the idea of time multiple counter loan [TMCL]. The idea is very simple. A loan is divided into its amount and its period, multiple of which is defined as loan value. Thus a deposit of $1,000 by a business in its current account for one month may be decomposed into $1,000 [the amount] and the period [30 days], giving us a total loan value of 30,000 dollar-day. Similarly, if a business maintains a current account for no less than $1,000 per month for a year, its total value of the current account deposits is $12,000 dollar-month or 365,000 dollar-day. A customer, having accumulated certain value of loan over a period of time, may be eligible to get an interest-free TMCL. In the above example, the business may be entitled to get a TMCL of $12,000 for a month or $365,000 for a day. Some banks, including Barclays and HSBC in the UK, have shown their willingness to offer interest-free loans to those of their Muslim [business] clients who happen to maintain certain limit in their current accounts. Although, they do not refer to the TMCL, but the underlying idea is the same. If conventional banks are willing to adopt such structures, why not Islamic banks who claim to be more socially responsible than their conventional counterparts? Hence, the reason for reluctance on part of Islamic banks to use Qard al Hasan need to be found somewhere other than its financial viability. 

[2] Equity-based financing is important for growth in line with Islamic emphasis on equitable growth.

The paper contends that Islamic banking faces challenges of developing instruments that could easily be used by incumbent institutions offering Islamic financial services. As such institutions are relatively few even in Muslim countries, there is a need for developing new institutions that should operates on the principles of Islamic finance, which emphasize on equitable growth with an ultimate objective of poverty elimination. The author is inclined to suggest to adopt the structure of universal banking, which allows accommodate multi-dimensional activities that Islamic banks may have to undertake to internalize informational asymmetries, a major source of adverse selection and moral hazard in loaning process. Universal banking, being of German origin, may be a useful route to further development of Islamic banking, as there is an indication that countries with a German legal origin have better developed financial intermediaries [Levine, Loayza and Beck 1999].

The paper does not provide examples of new instruments, operational structures and suggestions for legal reforms in countries where Islamic banking has over the decades/years assumed mainstream relevance. There is some anecdotal evidence that most Muslims perceive Islamic banking and finance as a social enterprise and expect it to play a socially responsible role in development process. Hence, there is a need to develop a model of Islamic banking that combines efficiency of modern banking with passion of charity to provide financing for development. In Islamic history, institutions like Waqf and Zakah have played an important role in development process. Some salient features of a model of Islamic banking that combines modern banking practices with the institutions of Waqf and Zakah is described briefly in the following.

In Pakistan, the paid up capital requirement for establishing a bank is Rs. 500 million. A registered banking Waqf may raise this fund through Ijarah bonds [Sukuks], donations, equity [yielding social return as opposed to financial return] and any other permissible mode to sponsor a bank [call it Waqf Bank]. A primary objective of Waqf Bank is to finance Awqaf [not for profit organizations] in different sectors – housing, education, health, agriculture, and small and medium size enterprises etc. Suppose a Housing Waqf seeks finances from the Waqf Bank for developing a Housing Complex. The Housing Waqf aims at providing residential property to people, preferably in lower income brackets, on a Qard al Hasan [loan on service charge] basis. For financial sustainability, the Housing Waqf plans to run businesses and services in the Housing Complex on a commercial basis, which may include social services through hospitals, schools, shopping complexes, petrol filling stations, and restaurants, etc. The Housing Waqf does not necessarily have to provide all these services by itself. Rather it can encourage other organizations like a Health Waqf, and Educational Waqf etc. to build and run hospitals and schools. All these Awqaf may be a part of an umbrella organization sharing a common vision and philosophy. In this way, the bank can serve as a financial intermediary as well as an engine for growth. This is only a brief sketch of the structure of an Islamic bank established for promoting development and growth. 

Such Waqf-type structures already exist in Muslim countries, and there is a need to study their operations to get implications for further development of Islamic banking. Most of such organizations are non-financial firms though. An example of such a structure is Fauji Foundation in Pakistan, a not for profit organization primarily working for the welfare of retired military personnel. It runs the largest non-government welfare program in the country, by operating 250 health and educational institutions. It is also the largest industrial conglomerate of 14 industrial and commercial enterprises. Organizational structures like this must provide important lessons for further growth of Islamic banking and finance as an engine of equitable growth.

[3] Limited variety of financial institutions is not helpful for the Islamic financial system to even fulfill some fundamental functions.

The author rightly argues that Islamic financial system in its present form lacks variety. Most common activity undertaken by Islamic banks has been trade financing, although now investment banking is also emerging as a significant activity of Islamic financial institutions. However, there still is a need to develop specialized institutions for resource mobilization in specific sectors. Pensions funds is just one example, although one can equally argue for housing, education and a number of other sectors that desperately need operational modes of Islamic finance. 

Further Research

A natural progression from this paper is towards a time series analysis of financial sector development and economic growth in the countries where Islamic banking has now existed for some time. The cross-sectional and panel data analysis now abound and it would be quite instructive to investigate into the nature of relationship between financial sector development and economic growth in the OIC countries, and what effect Islamic banking and finance might have on this relationship. A more meaningful study may involve an assessment of Islamic financial institutions and their contribution to economic growth, as Islamic finance does not exist at a system level except in a couple of countries wherein financial reforms are at best in infancy. 

Some Typos

Replace lnA with B in equation 1a on page 3 [where B is a constant].

Replace Fk with Fw on page 6 [paragraph 3, line 8].

Exclude “venture capitalists” from the first sentence of paragraph 3 on page 11. 

Delete “and” from between “goods” and “can” in line 7 of paragraph 2 on page 16.
* Dept. of Economics, Loughborough University, Loughborough, UK. 
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