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  Epistemology deals with the question of what we know about a 

phenomenon and how do we know it. 
  The term Islamic finance industry to refer to their activities in designing 

and trading “Shari’ah-compliant” ways and means of financing.  
  It was the conventional finance subsystem that gave birth to the present 

Islamic finance industry. 

  A “market failure” in the conventional financial system as there 

was substantial unmet demand for Shari’ah-compliant financial 

products.  

 Difference between pioneer Shari’ah-scholars and pratitioners 

 Two ideal financial systems based on risk sharing – conventional 

and Islamic – and one actual – conventional system focused on risk 

transfer. 
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An overall socio-political-economic system gives rise to an economic 
system out of which grows a system of financing to facilitate production, 
trade and exchange.  

The contemporary conventional economic system is usually traced to 
Adam Smith’s conception of an economy as envisioned in his book, the 
Wealth of Nations. 

  What is lacking is the fact that, from an epistemological point of view, 
Smith’s vision of the economy is embedded in his vision of a moral-
ethical system that was described in Smith’s book: The Theory of Moral 
Sentiments 

  “Invisible hand” refers to the design of the Supreme Creator “who 
arranged the connecting principles such that the actions of all those 
seeking their own advantage could produce the most efficient allocation 
of resources, and thus the greatest possible wealth for the nation. This is 
indeed a benevolent designer”. (Evensky, 1993, p.9). 
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  During the second half of the last century attempts were made to 
present a particular conception of Smith’s vision of the economy.  

  For example, Arrow and Debrau (1954) and Arrow and Hahn (1971) 
sought to show “that a decentralized economy motivated by self-
interest” would allocate resources, such that it “could be regarded, in a 
well-defined sense, as superior to a large class of possible alternative 
dispositions …” (Arrow and Hahn, 1971, pp. vi-vii). 

  Few lessons can be derived here:  
i. this is the Smith that has been ignored by the economics profession 
ii. Smith makes clear in his Theory of Moral Sentiments that compliance 

with the rules prescribed by the Creator and with the rules of the 
market was essential to his vision.  

iii. it is also clear that Smith considers the internalization of rules – being 
consciously aware of ever-presence of the Creator and acting 
accordingly - as crucial to all human conduct, including economics. 
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  It is believed that, had actual finance developed along these works, i.e., 
with complete markets and contracts, keeping in mind the overall 
institutional framework for the economy as envisioned by Adam Smith, 
the result might have been emergence of conventional finance different 
from the contemporary system.  

  That system would instead be dominated by contingent, equity, risk-
sharing financial instruments. 

  Perhaps the most influential factor in derailing that trajectory is the 
existence and the staying power of a fixed, predetermined rate of 
interest for which there has never been a rigorous theoretical 
explanation.  

  It can be argued that it is the existence of this exogenously imposed rate 
on the economy that transformed Arrow-Debreu vision of a risk-sharing 
economy and finance. The resulting system became one focused on 
transferring or shifting of risk rather than sharing it.  
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  The ideal Islamic finance points to a full-spectrum menu of instruments 
serving a financial sector imbedded in an Islamic economy in which the 
institutional “scaffolding” (rules of behavior as prescribed by Allah swt 
and operationalized by the Noble Messenger, including rules of market 
behavior prescribed by Islam) is fully operational.  

The essential function of that spectrum would be spreading and 
allocating risk among market participants rather than allowing it to 
concentrate among the borrowing class.  

 Islam proposes three sets of risk-sharing instruments: 
a) mu’amalat risk-sharing instruments in the financial sector;  
b) redistributive risk-sharing instruments through which the 

economically more able segment of the society utilize in order to 
share the risks facing the less able segment of the population; and  

c) the inheritance rules specified in the Qur’an through which the 
wealth of a person at the time of passing is distributed among 
present and future generations of inheritors. 
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  The fountainhead of all Islamic thought is the Qur’an.  
  The starting point of this discussion is therefore Verse 275 of Chapter 2 

of the Qur’an, particularly the part of the Verse that declares contract of 
Al-Bay’ permissible and that of Al-Riba non-permissible.  

  Arguably, these few words can be considered as constituting the 
organizing principle – the fundamental theorem as it were – of the 
Islamic economy. 

  It is worth noting also that all Islamic contractual forms, except spot 
exchange, involve time and hence are subject to uncertainty and 
uncertainty involves risk. 

Therefore, it can be inferred that by mandating Al-Bay’, Allah swt 
ordained risk-sharing in all exchange activities. 
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I. Property Rights 
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III. Markets 

10 



7/21/2013 

6 

  The global financial crisis shook the international financial system 
around the globe and its repercussions are still felt globally.  

  In the last 27 years, the world has witnessed more than 124 distinct 
financial crises.  

  It’s now, more than ever before, clear that the current conventional 
financial system is not stable and that invisible hand is not doing what its 
proponents claimed.  

  The assertion by Minsky (2008) that stability of the conventional 
financial system breeds instability, i.e. his ‘financial instability 
hypothesis,’ seems to be gaining greater acceptability. 
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 The global financial crisis also brought the IFI into the limelight as a 
possible alternative.  
 However, IFI has not been totally immune to the crisis as it has been hit 
as well, although to a much more moderate extent.  
 This may indicate a possible correlation between IFI and the 
conventional counterparty as it lives under the same umbrella and is 
governed by the same rules of the game 

i. The Role of Debt and Interest-like Instruments  
ii. Human Factor 
iii. Financial Innovation 
iv. Risk Management 
v. Liquidity, Leveraging and the Fear of Contagion 
vi. Regulatory and Supervisory Framework 
vii. Transparency and Governance 
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 Uncertainty is a fact of human existence.  
 Uncertainty stems from the fact that the future is 

unknown and therefore unpredictable.  
In other words, uncertainty is converted into risk.  
Risk, therefore, is a consequence of choice under 

uncertainty.  
Risk exists when more than one outcome is possible.  
It is uncertainty about the future that makes human lives 

full of risks. 
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 Islam, in particular, has provided the ways and means by 
which uncertainties of life can be mitigated.   

i. It has provided rules of behaviour and taxonomy of 
decisions – actions and their commensurate payoffs in 
the Qur’an. Complying with these rules reduces 
uncertainty and they also promote cooperation and 
coordination.  

ii. Islam has provided ways and means by which, those 
who are able to, mitigate uncertainty by sharing the 
risks they face by engaging in economic activities with 
fellow human beings through exchange. 
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 It is important to note a nuanced difference between risk taking 
and risk sharing.  

 The former is an antecedent of the latter.  
 It is also to be noted that the Islamic contract modes that have 

reached us are all bilateral real sector contracts.  
 What the contemporary Islamic finance industry has 

accomplished is to: 
a. multilateralize the bilateral contracts as the latter move from 

the real sector to the finance sector, &  
b. employ instruments of risk transfer available in the 

conventional finance but made them Shari’ah-compatible. 
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  This paper has sought to trace the epistemological roots of conventional 
and Islamic finance.  

  This paper contents, however, that this is only meeting the second half 
of the part of verse 275 of chapter 2 of the Qur’an in which Allah swt 
first ordains exchange contracts and, second, He swt prohibits Al-Riba 
contracts.  

The paper argues that this approach has further entrenched the present 
Islamic finance industry within the conventional financial system 
rendering Islamic finance industry a new asset class within the 
conventional system.  

 In the event, it was the conventional finance that gave Islamic finance 
industry its take-off platform, thus making the study of the epistemology 
of conventional finance relevant. 
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Short-termism represents a possibility of emergence of path 
dependency. That is, later outcomes are partly a function of what has 
inspired in the earlier rounds of economic and financial exchange.  

Such path dependency may be translated as that short-termism, safety 
and liquidity, as well as no riba, are all there is to Islamic finance.  

The thrust of this paper is that this is not so. Islamic finance is more 
about risk spreading and risk sharing. 

Consequently, the paper suggests that lack of available equity 
instruments within the menu of Islamic finance instruments is akin to a 
market failure; creating a strong ground for government intervention.  

Additionally, the paper suggests that the introduction of Islamic finance 
at the global level represents a remedy for the failure of financial 
markets to meet a strong demand for Islamic instruments.  
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