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ABSTRACT

1. Banking as a social institution has had its esses and failures in the society.
It is performing very useful and essential serviteshe community. That's why it

can be said that the progress of modern societyased on it. However, certain
drawbacks in the basic concept of conventional im@nkave been noticed since its
inception mostly by its affected nations or indivads. Global financial crisis which

jolted the world, in the year 2007/2008, completekposed the shortcomings of
capitalist economy. Since, in the Secular CapitaliProfit motive or Private

ownership are given unbridled powers to make ecana®cisions and there are no
Divine restrictions in this regard, this unlimitéderty has led to some very harmful
practices which cause imbalances in the societterdst, gambling, speculative
transactions tend to concentrate wealth in the $aofidfew. Unhealthy human

instincts are exploited to make money through imah@nd injurious products /

activities. Unbridled profit making creates monaeslwhich paralyze the market
forces. Some Influential circles control the ecogoand even legislation in this

regard, on the basis of their political strength.

2. The evils emanating from this attitude catydoe curbed through Divine
Guidance / imposing restrictions. In Islamic Finagcand Banking concept which is
based on the guidance provided by Almighty AllatHmly Quran as well as in other

Revealed Books like Bible, certain restrictions dndoeen imposed on the economic



activities. Prohibition of Riba (Usuary or Intergsgambling, hoarding, dealing in
unlawful goods or services, short sales and speeeldransactions are some
examples of these divine restrictions. All thesehguitions if followed in true letter

and spirit, have a cumulative effect of maintainlvejance, distributive justice and
equality of opportunities. Islamic Financing coveitk spheres of society i.e. trade,
industry, agriculture, science, technology, emplegin benevolent sector and the

environment, with special focus on the “human fecto

3. In this paper, an effort has been made to hgbhlicertain fundamental
weaknesses in the existing banking system whichriboed in establishment and
spread of global financial slump. In addition, ihgact of this financial crunch on
developing as well as developed countries has ladem touched upon. Later on, a
brief account of the concept of Islamic Financimgas vis its comparison with current
system of banking has been discussed. Aim of tiperpa to present peculiarities of
Islamic Banking due to which it remained unaffedieuin the current global financial

turmoil and suggest it as an alternate to the iegistystem.

INTRODUCTION (COLLAPSE OF CONVENTIONAL BANKING /

FINANCIAL SYSTEM)

4. Mid 2008 was a turning point of the contemporfangncial world which is
based on so called capitalist system. It proved ¢lan the biggest powers in the
world can go down due to their own mistakes. Stgrirom United States of America
through Europe, Africa and then Asia, the financiasis and its waves struck hard
enough to collapse these super powers’ financistegy within a very short span of

time.



5. Around the world stock markets had falleargé financial institutions had
collapsed or been bought out, and governments em ¢ve wealthiest nations were
shaken badly. On the one hand, many people wereusr concerned that those
responsible for the financial crisis were beingldzhiout, while on the other hand,
there was a fear that a global financial meltdowould affect the livelihoods of

almost everyone in an increasingly interconnecteddv Governments came up with
rescue packages to bail out their financial systefneollapse of the US sub-prime
mortgage market and the reversal of the housingmbao other industrialized

economies had a ripple effect around the worldval$ known to be the worst of crisis

since the great depression of 1930.

FROM WHERE IT STARTED (ROOT CAUSES)

6. Most of the people around globe blamed the gogafall Street responsible
for this financial crunch since most of the infltiah banks, institutions and
ideologues that pushed for the policies that catisegroblems are located in the US.
United Nation’s Conference on Trade and Developmienits Report for the Year
2008 summarized that the downturn after four yeérglatively fast growth was due
to a number of factors: the glodallout from the financial crisis in United States, the
bursting of the housing bubblesin the US and in other large economies, soaring
commodity prices, increasinghgstrictive monetary policiesin number of countries,

andstock market volatility .

7. US Housing Bubbles All the Americans have a dream of having a two

kids family with a yard home, a car or two, multoliee room with flat screen etc. To

achieve this vision, Bush administration pushecew policy of encouraging home



ownership with “Zero down payment”. Some comparhesl government backed
programs allowing getting mortgages with no dowrynpant and some with no
maturity payment. Most of these were without prodecumentation. At the end,
these turned into derivatives built on some otlegivdtives packed and repackaged in
a manner where it could not be identified whabitained and how much is it worth
of. Experts termed these derivatives as “Finangedpons of mass destruction”. This
is because these are negotiated between two priyatiees. These are neither
regulated by governments nor have any central tiggomechanism to determine
their value.

8. This bubble busted after the housing prices wémivn due to supply
overwhelming the demand. Money sub prime borrovi@usad that their homes were
worth less than their mortgages. Defaults rosethadlownward spiral started. Now
investors piled on Collateralized debt obligatiq@D0O’s) which are complicated
securities based on pools of mortgages. Consumsosgat big mortgages with little
documentations began to default. Due to risingewtgdf obligations, CDOs lost their

value. As a result, big names like Bear sternsmashbrothers went down.

9. Paper Based Financing (Issuance of Derivativedds discussed above the

derivatives (conventional) were changed from fodvey future contracts. In these
contracts, delivery (receiving) was not necessaitytlie contract started moving hand
to hand. In this way, the transactions had beere doany times although the real
assts were very littldt’s just similar to an inverted pyramid where threal asset lies

on the bottom and the debt layers on top of it.



10. Gambling and Speculative Business As 95% of the money loaned

through derivatives was used fgambling and speculative purpose, it started
growing rapidly. And when the people were not ipasition to repay the bank loans,
the banks were also unable to face the depositatgallapsed. It's very clear that the
sudden growth of the Credit Default Swap (CDS) wauwe to the gamblers interest
which brought them multiple profits with no effat all. The best example is Barings
Bank (1762 - 1995) which was the oldest merchank in London until its collapse
in 1995 after one of the bank’s employees, Nicksoge lost 827 million pound

($1.4) billion) speculating primarily on future dogicts

11. Debt to Debt Financing Debit to debt financing was another problem is th

system. Where an already existing debt was deal wanother new debt based
transaction. Thus the debtor had an upper hantdenreditor while entering into the
contract. Such contracts were mostly based onfleboditions which subsequently

created problems for the system.

12. Compound Interest Interest factor, which is the basis of converdion

banking, emerged as a root cause for this crisiBrings multiple effects on the
debtor’s burden. It also makes the rich richer #m&l poor poorer. Following the
August 2000 G8 Summit in Okinawa, Nigerian PresidenObasanjotold reporters
“All that we had borrowed upto 1985 or 1986 was arond $5 billion and we have
paid about $16 billion, yet we are still being toldthat we owe about $28 billion.
That $28 billion came about because of the injusticin the foreign creditor's
rates, If you ask me what the worst thing in the wdd is, | will say it is compound

interest.”



INGREDIENTS OF ISLAMIC FINANCING

13. Islam gave an all-embracing system of finarmcéhe mankind, which takes
care of not only the individual but also the saaiahterests and concerns. The
constituents of the Islamic Financial System (IF&e not only logically
comprehensible but also appealing in that they remtural, compassionate and
contemporary in all respects. The IFS is differ&oim other prevalent financial
systems because it is based on certain socialtolgeclislam guides human life and
ensures free enterprise. While the conventionakéramay not be concerned with
moral implications of the business, Islamic bankpgsa close eye on utilization of
loaned capital*. Describing the IFS simply as “interest-free” does provide a true
and complete picture of the system. Certainly, iiitibn of interest is the nucletisf
the system but it is supported by various otheresaaf finance. Similarly, the IFS is
not limited to banking but covers capital formati@apital markets and all types of

financial intermediation.

14. Principles of Islamic Financial Systent

a. Prohibition of Interest (Riba). Prohibition ofriba, whether in loans or

sales, is the key tenet of the system. Any posifixed, predetermined
rate tied to the maturity and the amount of priatif.e., guaranteed
regardless of the performance of the investmerapisiderediba and

is prohibited.




b. Risk Sharing. Because interest is prohibited, supplier of funds

becomes investor instead of creditor. The provaldinancial capital
and the entrepreneur share business risks andsprofi

c. Money as PotentialCapital. Money is treated as potential capital i.e.

it becomes actual capital only when it joins hawith other resources
to undertake a productive activity. Islam recogsifiee time value of
money but only when it acts as capital and not witaa potential

capital.

d. Prohibition of Speculative Behaviour IFS discourages hoarding and

prohibits transactions featuring extreme uncern@sntgambling and
risks etcetera.

e. Sanctity of Contracts Islam upholds contractual obligations and the

disclosure of information as a sacred duty. Thatuee is intended to
reduce the risk of asymmetric information and mbesdard.

f. Shariah-Approved Activities. Only those business activities that do

not violate the rules o$hariah qualify for investment. For example,
any investment in businesses dealing with alcolgainbling and

casinos etcetera is prohibited.

15.  Islamic Financial Instruments'. A few quite popular instruments in

Islamic financial markets are discussed in ensparggraphs.

a. Trade with Mark-up or Cost-plus Sale (Murabaha). This is the

traditional notion of purchase finance. The investmdertakes to

supply specific commodities, incorporating a mutualgreed contract




for resale to the client at a mutually negotiateatgm. Around 75% of
Islamic financial transactions are cost-plus sales.

Leasing (jara). Leasing is designed for financing vehicles,

machinery, equipment and aircraft etcetera. Diffeferms of leasing
are permissible, including leases where a portibrthe installment
payment goes toward the final purchase (with thesfier of ownership
to the lessee).

Profit-Sharing Agreement (Mudaraba). This is identical to an

investment fund in which managers handle a podlinds. The agent-
manager has relatively limited liability while hag sufficient

incentives to perform. The capital is invested irodaly defined

activities, and the terms of profit and risk shgrare customized for
each investment. The maturity structure ranges fsbort to medium
term and is more suitable for trade activities.

Equity Participation (Musharaka). This is analogous to a classical

joint venture. Both entrepreneur and investor gbuate to the capital
(assets, technical and managerial expertise andkivgoprcapital
etcetera) of the operation in varying degrees ardeato share risks
and returns in proportions agreed to in advance.

Sales Contracts Deferred-payment saléddy' mu'ajja) and deferred-

delivery sale lfay' salam contracts, in addition to spot sales, are used
for conducting credit sales. In a deferred-paynsate, delivery of the
product is taken on spot but delivery of the paymermelayed for an
agreed period. Payment can be made in a lump sumistallments,

provided there is no extra charge for the delaydeferred-delivery



sale is similar to a forward contract where delwef the product is in
the future in exchange for payment on the spot stark

f. Binding for Islamic Financial Institutions . Two thigs are very

important for the Islamic financial institution.rily the Islamic banks
are bound to follow the Islamic Shariah principl8sice shariah is the
divine will of Allah (s.w.t) NO LAPSES Can be fourma any situation

Secondly the Shariah supervisory board/ advisolisake sure that
all the bank transactions as well as fields of streent remain Islamic

and according to Shariah.

COMPARISON OF BOTH THE BANKING SYSTEMS

16. Even though there is some commonness as well,there are clear
differentiation between two banking systems andimgggavalues in Islamic Finance ,

which make Islamic banking system more fruitfuthie society.
a. CONVNETIONAL
(1) It is based on interest.
(2) It deals in money or papers.
3) It is based on fixed return on both sides efltalance sheet.
(4) It does not involve itself in trade and busmes
5) Conventional banking prices money

(6) Depositors get a fixed rate regardless of taekls profitability, thus

insulating them from the bank’s true performance.



b. ISLAMIC BANKING
(2) It is based on profit or rent and loss sharing.
(2) It deals in assets.

3) It Is based on profit sharing on deposits ,sated on profit on assets

side.
(4) Islamic Bank actively participates in trade gmdduction.
(5) Islamic banking prices goods and services

(6) Profit is shared with the depositor, higher bamk’s profit, higher the

depositors income

CONCLUSION

17. From the current financial crisis a significanhclusion can be drawn. That is
the centuries old capital based financial systettagsed while the forty year old
Islamic financial industry remained steady and tewéd. The reasons for stability of
Islamic Banks are following of Divine principles wh never allow exploiting, or
gambling. Secondly the Shahriah supervisory boaadivisors ensure that all the
transactions including depositors’ money usage mnhslamic and according to
Shariah. Major flaws in the Conventional Bankingeli Paper based financing
including forward contracts (credit default swap$aper based derivatives used in
Deceiving, Speculative business and gambling, Daloisaction, Compound interest

etc which became cause of crisis, are strictlyitlatén in Islamic Financing.

18. Islamic banking has been defined as bankimpmsonance with the ethos and
value system of Islam; it is governed, in additiorthe conventional good governance

and risk management rules,

10



by the principles laid down by Islamic Shariah Ldstamic banking system is based
on risk-sharing, owing and handling of physical d®anvolvement in the process of
trading, leasing and construction contracts usiagous Islamic modes of business
and finance. It is an alternate to the interesebtdsanking, not in the traditional sense
of the world. The real aims and objectives of d&hing Islamic banks are put the

Islamic economic system into practice through bagland financial institutions.
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