
 

Philip Allan Publishers © 2015 www.hoddereducation.co.uk/economicreview 

 

Volume 33, Number 2, November 2015 

Answers 

Islamic economics, banking and 
finance 
Jon Guest 

This resource provides answers to the ‘Questions and activities’ set in Shabbir Dastgir’s article 
on Islamic economics in the November 2015 issue of ECONOMIC REVIEW (pp. 26–9). 

Explain why Islamic economics prohibits interest 
rates 
Two arguments are often used in Islamic economics against the use of interest rates. First, that the 
use of interest rates causes greater inequality in the distribution of income and that this outcome is 
socially undesirable. Those people with savings will become richer from the interest they earn on their 
investments while those with debts will become relatively poorer. Take the following example of three 
people who each spend all of their income in a year but one of them has savings of £100,000, another 
has savings of £1,000, and the third has debts of £1,000. Assuming the annual interest rate is 10%, by 
the end of the year the first person will have £110,000, the second £1,100, and the third will have 
debts of £1,100. The argument follows that the inequality in income between these three people will 
continue to grow year after year. 

Second, it is argued that interest rates can be thought of as a payment to a factor of production that 
has unusual characteristics. The examples of land (raw materials) labour and capital are usually used 
as examples of factors of production. The payments made to these factors usually vary with their 
contribution to production, i.e. more highly skilled workers whose efforts contribute more to the value 
of a product or service are paid more than unskilled workers. Islamic economics argues that the 
interest rate can be thought of as a payment to another factor of production — the willingness of 
people to either forgo or postpone spending on their own consumption, i.e. they are willing to save. 
This interest payment is paid regardless of whether the borrowed money has contributed to the value 
of a product or service. For example, the same interest rate would have to be paid whether the 
borrowed money was lost in a terrible investment or if it was used to finance a very profitable 
investment. 

For this reason Islamic economics promotes the use of profit and loss sharing arrangements. With this 
type of finance, firms repay money they have borrowed with a pre-agreed share of profits. The more 
profitable the investment the greater the amount repaid to the lender and vice versa. The article in 
ECONOMIC REVIEW provides some more specific examples.  
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What two methods have been used to avoid 
uncertainty in trading? 
Islamic economics prohibits uncertainty in contractual terms and conditions. For example all products 
must be accurately described, the price clearly communicated and the delivery time agreed. However, 
it may not be possible to precisely describe the required actions of both parties in a contract to every 
possible outcome that might occur in the future. For this reason economists often argue that contracts 
will always be incomplete. Another method used to reduce uncertainty is for trade to be agreed at 
tomorrow’s prices. The buyer might not be given immediate possession of the product and the price 
might not be exactly determined by tomorrow’s price. 

UK Islamic financial products 
The principal types of UK Islamic financial products are: 

(a) property purchase methods 

(b) business support 

Classify each of the following products as either (a) or (b): 

(i) cost-plus margin (a) 

(ii) lease financing (b) 

(iii) initial capital and subsequent profit sharing (b) 

(iv) diminishing partnerships (a) 
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