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The stated objective of the paper is “to analyze and evaluate the role of the Islamic financial system in facilitating economic growth” (p.2)
. The author proceeds as below.

In Section 2 he first identifies four financial factors for economic growth: Saving (S), fixed capital financing (Fk) and working capital financing (Fw) and household credit (Fc). In these respects financial institutions are said to perform a positive role by (1) minimizing risk through diversification and other risk management practices, (2) enabling capital accumulation, (3) efficiently allocating capital, (4) facilitating exchange in the input and product markets, and (5) improving corporate governance.

In Section 3 the author gives an overview of the conventional financial system and how it facilitates the said four financial factors. He lists different financial institutions in a conventional economy and the activities they are engaged in, and examines their contribution to economic growth by providing different financial services.
 As per Table 1, a total of ten institutions are listed in the private sector:
 (1) Commercial Banks, (2) Micro-finance Institutions, (3) Corporate Bond Market, (4) Near Banks, (5) Retailer Credit, (6) Real Estate/Leasing Companies, (7) Mutual Funds, (8) Stock Market, (9) Investment Banks and (10) Private Equity Funds/Venture Capitalists. Some of these are involved in purely debt activities, some in purely equity, some in both equity and debt, and one in debt and leasing. Their efficacy toward the four financial factors of growth, as above, is also explained. These details serve as prelude to the author’s own contribution in sections 4 (Islamic Financial System and Economic Growth: An Assessment) and 5 (policies and strategies Towards a Comprehensive Islamic Financial System).

The author starts his study of the growth-enhancing potential of Islamic financial system by first listing the likely financial instruments. These are as follows:

Loan-Based Instruments: (i) Qard Hasan (interest-free loan) and (ii) loan on the basis of service charges,

Partnership-Based Instruments: musharakah and mudarabah,

Trade-Based Instruments: 

(3.A)
Price-Deferred Instruments: Murabahah (mark-up sale),

(3.B)
Object-Deferred Instruments: Salam for merchandise and agricultural goods, and Istisna[ for manufactured goods.

Leasing-Based Instruments: Ijarah (simple operating lease) and ijarah wa iqtina,- (lease-purchase).

He then presumes that financial institutions noted above would also exist in the Islamic setup. In Table 2, he lists the type of activities the said financial institutions might undertake, and the financial instruments they might use on their asset (or, financing) side. The liability or resource mobilization side of these institutions is overlooked in this table. But a redress for this omission is made in the analysis of “the contribution of the various Islamic financial instruments to each of the financial factors of growth” on pages 16-17. - It is noteworthy that the analysis is not institution-wise. The author also tries to give a “quantitative notion of the role of the Islamic financial system”. The basis for his conclusions is given in Tables 3a and 3b. He gives his recommendations on establishing a comprehensive Islamic Financial System” in section 5. This is briefly the structure of the argument. We now turn to some points in the paper that are open to discussion.

It is noteworthy that financial factors of growth are perceived at macro level, but the argument for derivation is cast at micro level. This methodological slip is not critical for the purpose of the paper.

Islamic financial instruments noted by the author, beg some questions. Individual money-lenders have never been allowed to advance loans on the basis of “service charge” throughout the Islamic history. In the Shari[ah, a thing prohibited at individual level is also prohibited for groups of individuals. Given this, it is difficult to see how the use of “loan of the basis of service charges” can be condoned for financial institutions that are group entities. Similar questions can be raised about ijarah wa iqtina. This transaction constitutes clubbing of acts of sale and leasing in a single transaction. “Leasing” means “not selling”. Having two mutually exclusive goals in the same transaction lacks Shari[ah sanction. Other than this, one may note that in an Islamic milieu interest-free loan or Qard Hasan will exist at personal level. It should not be expected to be an instrument for financial institutions established for economic reasons. This point is not missed by the author. But at several places, the paper gives conflicting signals in this regard. 

In his analysis of Islamic financial system and economic growth, section 4.2, the author presumes that the financial institutions in an Islamic milieu would largely be the same as those currently found in the conventional financial system. This proposition needs review. The matrix of Islamic financial instruments implies that role function of financial institutions will change in an Islamic setup. They would facilitate transactions at the grassroots level by coming in the picture as traders, lessors and partners—economic agents. Thus, unlike interest-based financial institutions, Islamic financial institutions would no longer be pure financial intermediaries: collecting money with one hand and passing with the other without linking it to real economic activities. The implications of change in the role function for financial institutions can also be seen with reference to Table 2 in the paper. The listed activities and instruments are the same for “Commercial Banks”, “Near-Banks”, “Investment Banks”, not to mention “Micro-finance Institutions”.
—This is the conclusion that follows in the absence of any strong reason for limiting the use of Musharakah option by Investment Banks only. The question arises: will economic factors not lead to thinning of the line of distinction between these institutions in the Islamic setup?

One may also note that holding shares and providing financing on equity basis are two separate things. When a party buys shares of an existing company, it is a trading—rather than a financing—act. This together with the points raised by the author in the last paragraph on page 13, beg clear explanation of the “Equity” entry in Table 2.

Another point noteworthy about Table 2 is that it pertains to financing matters. Unlike the approach followed for conventional financial system in Table 1, the author chooses to separately discuss matters related to mobilization of savings (S). Next we turn to this and other points in the paper about contribution of Islamic financial system to financial factors for economic growth.

The author notes on page 16, “All modes of financing can be used to attract savings and resource mobilization. Commercial banks use loans and mudarabah modes to attract deposits (qard hasan for current account deposits and the mudarabah for investment deposits). Investment banks and venture capitalists can mobilize funds on long-term mudarabah basis.  Mutual funds can attract funds under different instruments. For example, different funds like murabahah funds, salam funds, leasing funds, and equity (musharakah) funds exist. Similarly, asset-backed bonds can be based on mudarahab, salam, or ijarah modes”. It seems the author has lost control of his argument here. Firstly, mudarabah and musharakah differ mainly in respect of who contribute to the capital. It is possible that banks can commit a part of their capital and invite depositors to provide funds on a participatory basis.
 This would be musharakah between banks and depositors.

Notwithstanding the purpose for which Mutual Funds, or for that matter any other financial institution, may mobilize funds, the transaction between them and the resource-owners/savers will continue to remain either mudarabah or musharakah. Therefore, there is need to review the author’s claim that “All modes of financing can be used.”

There are several other question marks in this part of the paper. For example, according to the author, “While theoretically equity instruments (mudarabah and musharakah) can be used to finance working capital, the problem is to ascertain the rate of return on these investments”. Nay, the question is to design the transaction.
 His claim that there are no operational models that enable use of equity financing to finance working capital, is also not tenable. Last but not the least, as noted above, loan—whether with or without service charge—will be a non option for Islamic financial institutions.

His derivation of index for contribution of Islamic financial system to various financial factors of growth, Tables 3a and 3b, is questionable on several counts. As noted above, assignment of positive weights to Murabahah, Salam/ Istisna[ and Ijarah toward mobilizing S is not correct. Same point applies to other non-zero weights in Table 3a. The analysis in Table 3b raises questions of a different sort. As we know, Islamic financial system does not exist. He has not given sufficient grounds to justify the numerical weights reported in this table. This casts considerable doubts on conclusions drawn by him.

The policy recommendations in section 5 are too general. In the absence of a well-developed theory of Islamic finance and Islamic financial institutions, any recommendation would remain tentative.
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� Page number references correspond to typescript of the paper.


� We are skipping the point about market-based system and universal banking system.


� We ignore institutions/instruments listed under the Public category.


� The activity entry in the Other Activities column reads “Debt/Leasing” for Investment Banks. It should be “Sale (Debt)/Leasing in order to be consistent with other entries in this table.


� See, for example, IIIE’s Blueprint of Islamic Financial System (Islamabad: International Institute of Islamic Economics, 1999), Chapter 4, for details.


� See IIIE’s Blueprint of Islamic Financial System, ibid.
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