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Shari‘a Arbitrage Revisited

® Riba: cash now for cash later — forbidden

* 9nab: credit-sale followed by cash resale

— Al-Shati‘ test: is second contract stipulated in first?

* Tawarrug: cash purchase from A, credit-sale to C, cash
resale to D (or A?) =2 C gets credit

— Ibn ‘Uthaymin required legitimate third (fourth?) party
* Murabaha: 1n fact, the final cash-sale may be ignored,

characterizing only the cash purchase from A followed by
credit-sale to B as Murabaha-to-order or Murabaha-facility

— Can always add more “layers” (SPVs, IBCs, etc.)

* Theorem: Any conventional financial product can be
replicated with sufficient number of layers (laundering)
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Prelude: Ibn Taymiyya onTawarrug

* Ibn Qayyim Al-Jawztyyah (A‘lam Al-
Muwaqqi‘in — changes and differences in fatwa
— proof of prohibition of legal stratagems and
their types):

. And our teacher (God bless his soul) forbade
Tawarrng. He was challenged on that opinion
repeatedly in my presence, but never licensed it
[even under special circumstances]. He said:
“The precise economic substance for which 7zba
was forbidden is present in this contract, and
transactions costs are increased through
purchase and sale at a loss of some commodity.
Shari‘a would not forbid a smaller harm and
allow a greater one”.

* Ibn Taymiyyah (Al-fatawa Al-Kubra — Selected
Scholarly opinions — Sales — Riba) And Tawarrug
is forbidden, as per one narration on the
authority of Ahmad
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Transactions costs — secular considerations

e Static view:

— Standardized (nominate) contracts reduce contract formation and
negotiation costs

— Adoption of variants of classical nominate contracts minimizes
contemporary divergence of opinions and increases standardization

— Conclusion: encourage harmonization of Shari‘a standards, etc. (current trend
in Islamic finance)

— 'Then, would we have to tolerate inefficiencies in the name of Islam? Or,
shall we introduce more nominate contracts resembling conventional ones?

* Dynamic view:
— Islamic finance started with mutual-fund (mudaraba-based) model of
financial intermediation, highly inefficient due to information asymmetries

— Sequential innovations have led to ever increasing convergence with
conventional financial structures

—  Conclusion: discourage harmonization (premature codification and precedent-
setting of Islamic standards) of Shari‘a standards, allow more efficiency
considerations to influence the evolution of Islamic jurisprudence

— Then, would there be Islamic finance in the long-run?
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Macro vs. Micro Considerations I

* Micro-consideration: Jurists are in agreement that fafwa
varies by time, place and circumstances

* Macro-consideration: Ibn Taymiyyah and ibn al-Qayyim
saw Tawarrug as a ready means of legalizing the worst
types of rzba (coerced usurious “sale” in place of usurious
loan)

— Mustata al-Zarqa’s “Nazariyyat al-1a'assuf” parallels Anglo-

American legal principles in evaluating coerced sales

— Rafiq al-Misri: It is better to label mark-up as interest, which is
subject to usury-law ceilings, rather than as profits, for which
there are no ceilings

IIFF, Istanbul, Sep. 2004: Mahmoud A. El-Gamal Slide 6 of 10



Macro vs. Micro-Considerations I1

* Micro-consdieration: If bank loan at market
interest rates does not exhibit the substance of
riba, but only its form =2 devise murabaha ot
tawarrug alternative to give it the form of sales

e Macro-consideration:

— With lower transactions costs than zara and murabaha,
banks would choose to use zawarrug, squandering the
benefits ot secured financing

— With fatwa available, those lacking access to banking
may be exploited with this hidden form of 77ba
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Strategic Macro-considerations

* Consider dynamic effects:

— How will bankers and lawyers react to this fafwa? (Why was 1t
solicited in this particular form?)

— How will this fazwa attect other ftuture fatawa? Does it support
or hinder convergence?

— How will this fafwa attect future secular legislation?

— Opverall consideration: Does this fatwa hinder or foster overall
development of Islamic finance?

* Consider welfare effects:
— Who are the primary beneficiaries from this fatwa?
— How does the fatwa atfect others inadvertently?

— Opverall consideration: Is the average Muslim better off? Is the
average market participant better-off?
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Myopia of Micro-fatwa approach

* Consider the debt-ratio screening rule:

— Originally, one-third debts/assets produced an acceptable universe of equities, and
thus codified

— 'Then, in response to changes in asset prices, it was changed to one-third debts to
market capitalization, later to moving averages thereof

— Note the rigidity of “one-third” and debts/something rules = fafwa adjustments
become more difficult with time

— Of course, if the one-third rule is fixed, and the denominator is fixed, then investors
would be forced to “buy-high (as market cap increases, and assets are included) and
sell-low (as market cap decreases and assets are excluded)”

— 'The arbitrary one-third rule, albeit used elsewhere, becomes a hindrance to
developing flexible debt screens (establishing license in proportion to need in
invoking the rule of necessity)

* Other harmful precedents:

— Economic harm: Canonization of “profit sharing” ideas has become an obstacle to
deposit insurance ambitions in US and UK, source of animosity to recent Azhar
opinion thereof, obstacle to efficient bond issuances, etc.

— Possible religious harm: Canonization of “asset-backed” i1deas have led to inefficient
bond structures for “sukuk al-salam” issuances, which often include forbidden %nah
(same item sold, re-leased to same party, and in most cases re-sold to same party)
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Advantages of Micro-fatwa approach

Faster response to needs of those without access to conventional
financial sector, for various reasons

* Jurists, lawyers and bankers have managed to produce instruments
that are not significantly inetficient relative to conventional ones

— e.g. M. El-Gamal and H. Inanoglu, Journal of Applied Econometrics,
(forthcoming, 2004), find Turkish Special Finance Houses to be cost- and
labor-efficient

* 'The fatwa approach is by its very nature micro-oriented — there is
no obvious substitute

* We should hope that some macro-considerations will also be
discussed and considered by jurists before issuing opinions

* We should also hope that jurists will be open to re-examining
previous opinions based on their observed macro-effects, rather
than lament their abuse (which has become quite common)
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