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FOREWORD

As an international financial institution fostering the economic
development and social progress of the Islamic Ummah, the Islamic
Development Bank (IDB) is responsible, inter-alia, for undertaking research
and training in the areas of Islamic economics, banking and finance and
other related fields. It was in realization of this particular responsibility that
IDB established the Islamic Research and Training Institute (IRTI) in
1401H (1981). The institute's objectives are to undertake theoretical and
applied research with a view of developing methods and models in
conformity with Islamic Shari'ah in the fields of economics, finance and
banking, to extend training facilities for personnel engaged in development
activities in the Bank's member countries and to disseminate information in
fields related to its activities. The Institute has already produced a series of
monographs as an outcome of this activity.

The present research, "On the Demand for Consumer Credit: An
Islamic Setting" by Dr. Boualem Bendjilali tries to lay down the main
axioms that govern the consumer credit in an Islamic framework.

The study discusses in detail the economic implications of each one
of them and brings up their differences. In addition, the paper derives the
demand function for consumer credit using the Murabaha mode of
financing. It shows that this demand function depends explicitly on the
Murabaha rate, on the income structure size, and on the above axioms
which are embodied in the first partial derivatives of the utility function of
the consumer. A simple econometric model is built that can be used to
estimate the demand for consumer credit in an Islamic setting.

It is hoped that the publication of this paper will be found useful by
those who are actively involved in research as well as in teaching Islamic
economics, banking and finance. It is also expected that the research will be
beneficial for the world in general and, the Islamic Ummah in particular.



We seek the blessings of Allah, The Almighty to help us in our
endeavours in spreading the word of Islam for the benefit of all mankind.

A1

M. Fahim Khan
Officer-in -Charge, IRTI



INTRODUCTION

The issue of credit has profound implications at both. the micro and
macro levels. At the micro level, the existence of a perfect credit market,
will facilitate the problem of illiquidity, since consumers will be able to
meet their expenditures without having to pay on the spot. In other words, in
a perfect credit market individuals could borrow or loan in infinitely small
amounts with certainty of repayments and with no costs of investment or
disinvestment. That is, a spending unit under such circumstances could loan
his receipts until needed to those whose expenditures exceed their receipts
receiving repayments as needed for expenditures. However, it is difficult to
have a perfect credit market since there exists always a probability of default
in repaying and there are always costs involved in making and receiving
such loans.

We are not interested in the present research at looking at the axioms
governing the credit market as a whole nor are we interested in looking at its
mechanism even though we think it is important.

Consumer credit represents one of the main component of the credit
market. The development of consumer credit in a proper manner will
promote the sale of goods in sufficient quality in the trade network, the
demand for which lags behind supply or is subject to seasonal fluctuations.
This will accelerate inventory turnover time, will avert the possibility of its
physical deterioration and will reduce storage costs. The sale of goods on a
deferred sales basis for example makes it possible to solve a number of
social and economic problems. Consumers with non regular incomes, and
those with relatively low incomes can purchase relatively expensive and
necessary commodities and better satisfy their present requirements. The
payment will be postponed for later date. Hence, consumer credit can be
used to provide households with the basic needs which comprise first the
tharouriyat as classified by the fukaha. In other words, consumer credit
may be used as a financial instrument to direct the resources towards the
production of such commodities



(tharouriyat) and to enhance their production process. Consumer credit may
also be used by the policy makers in the development of regions that have
some strategic importance in diverting more resources towards the
inhabitants of this or that region the state would like to develop, and this
through consumer credit as financial instrument. In addition, consumer
credit can be regulated in such a way to enhance the investment of human
and non-human resources of a particular region for the purpose of
development. In other words, consumer credit as an instrument should be
used to ease the life of those who cannot pay at the present moment not
because of their means of payments but because of other external factors.
Consumer credit should also be utilized to find solutions to some of the
economic problems such as ‘the liquidity problem, to enhance the production
process of certain sectors and commodities through an increase in the
production etc. Consumer credit as an instrument is used to orient, to
motivate, and to enhance the economy to reach its goals. Hence, the terms of
granting and repayment consumer credit change together with changes in the
socio-economic conditions of life and the advancement of new social
problems. Moreover, since consumer credit may have in general both
monetary and commodity form, it will, therefore, shape the consumer
demand. This is so, because consumer credit may be used to stimulate the
expanded consumption of commodities that have high cost of production in
its first stage of its production.

A regulated mechanism can then be set up by the financial
institution using this instrument to respect the order priorities of goods. That
is, a mechanism may be constructed in. such a way that the tharouriyat be
fulfilled first, then the ihtiyajat and lastly the kamaliyat for a given income
category of a particular country. Hence, consumer credit might have an
effect on three dimensions, the income group dimension, the space
dimension and the good classification dimension. In addition to this,
consumer credit may also be used as an instrument to give to those who can
afford to repay the credit on time; the possibility to maximize their life
stream income.

Consumer credit takes three possible forms. The credit given to the
consumer can be either greater than the consumer's means of payments less
or equal. The credit is given by the financial system which
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uses a mechanism working on certain principles. These principles are the
key elements that control the speed of adjustment. If the speed is too high
then credit exceeds the means of repayments and the consumer becomes
indebted where the debt might be passed from the present generation to
future generations. This speed depends on the pivots of the financial system
in question. For instance, in the interest based system, the various
advertising methods based on the psychology of the consumer have a great
influence of persuasion which makes the consumer overspend sometimes
for unnecessary articles. The use of the credit card became really a financial
service card nowadays, since it reduces check fees and time transaction.
This kind of cash drawing facilities might become a mean of temptation to
overspend in non-consumer commodities such as gambling etc.

Banks in the interest based system extend credit on the basis of a
collateral which represent the asset the consumer is holding such as his car,
or his 'house or his piece of land etc., and on a promise of payment.
Advertising methods are used to persuade the consumers to spend more
than their means of payments. Such evil methods will give to the interest
based financial institutions the opportunity to transfer the assets of these
consumers who are not able to meet the terms of repayment of the contract.
In general those who are not able to pay are the poors. This system has been
able through consumer credit to transfer the ownership of the assets of the
poors and middle class individuals to the rich who own most of the capital
held in the banks. The poor consumers in the interest based system become
poorer while the rich become richer. In other words, what the consumer
benefits from credits in the form of goods and services is less what he will
pay in form of principal and interests. The consumer become indebted and
the debt is then passed from generation to generation. The problem of
equity between generations becomes, therefore, a dilemma. This problem is
felt in most of the third world countries such as Turkey, etc.

On the other hand, in the case of lack of collateral the interest based

system as well as the Islamic system cannot extend credits. However, since
their consumers belong to the group of poors the Islamic
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state must provide to them the necessary help through the Zakah
Institution or other Financial Institutions such as Bait al Mal.

In the interest based system where interest represents the bank's
income; interest is the engine of transmission, that permits to transfer the
income of the poor and middle income group to the rich income group. To
give only some statistical figures, the rates of debt owed to consumer
disposable income has risen reaching nearly 19 percent in 1986." It has been
noticed also that the incidence of credit use has risen, especially among
consumers in the top 20 percent of the income distribution. This increases
the numerator of the debt-consumer disposable income ratio while leaving
the denominator unchanged. Moreover, as interest rate increases, consumers
are less willing to use their savings to make purchases, using debt instead.
This will increase the numerator of the previous ratio.

The principles governing consumer credit play an important role in
the direction and magnitude of the economic impact that consumer credit
will have on the welfare of the society. The modes of financing constitute
the main determinants in shaping the form of the demand function of the
consumer credit, where the demand function plays a key role in the
construction of. the dynamic or the transmission mechanism. This
transmission mechanism determines the speed of adjustment of consumer
credit vis a vis the means of payments of the consumers. It is, therefore,
crucial to know the principles that frame consumer credit in an Islamic
economic environment and their economic interpretations. Moreover, the
demand function for consumer credit which constitutes one of the main
components of the consumer credit mechanism must also be investigated and
estimated.

This study constitutes a step towards achieving this goal. This paper
summarizes first the main studies that have dealt with the subject from an
Islamic point of view. In its third chapter, it focuses on laying down the main
principles governing consumer credit in an Islamic

See W.C. Dunkelberg: "Analyzing consumer spending and debt", Business Economic 1989.
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framework. The economic analysis of these principles will be discussed and
the differences will be pointed out. These axioms should help us in deriving
the demand for consumer credit. The third chapter of this study will in fact
concentrate in deriving the demand function for consumer credit using the
Murabaha mode of financing. The study will look at the different factors
particularly those related to the principles cited above that will affect the
demand function for consumer credit. Finally, the fourth part of this work
will be dealing in constructing a simple econometric model that might be
used to estimate the demand for consumer credit in an Islamic setting.
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I1

LITERATURE REVIEW ON
ISLAMIC CONSUMER CREDIT

This part of this study gives a brief survey of the literature on
consumer credit from an Islamic point of view.

Muhammad Najatullah Siddiqi has divided the members of the
society who need consumption loans into two groups. The first one is
composed of the needy people who have neither any assets nor any source
of income that permit them to repay the loan. The second group is the
category of people who possess assets and sources of income. If they are
advanced loan temporarily to meet their existing needs, they can repay from
their future income. Siddiqi views the first type of loans as a social welfare
problem. He quotes "This category of people who do not need loans, but
they actually need financial assistance™. The solution to the problem of
consumer credits for consumption for this type of needy consumers is
viewed by Siddiqi to be in the provision of Qard Hassan from taxation
revenues including Zakah and from savings made available to the public
sector for this purpose.

The second category of individuals who have assets and source of
incomes and temporarily need credits to meet their primary and secondary
needs; may be financed on commercial basis. Siddigi proposed more than
one source of loans to fulfil the needs of this category. Among them, he
proposed to establish autonomous bodies where consumers may raise funds
by depositing their small savings from which loans could be provided for
the members of this institution. Siddiqi argued also that saving banks and
insurance companies whose objective in an Islamic setting is not to earn
profit can temporarily advance loans to the individuals who have the
capacity of repayment. Siddiqi explains that the application of profit-
sharing principles to this second type of loans is difficult because the
investment in consumer durables does not produce

1M. N. Siddigi: "Banking without Interest", p 168.
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a tangible marketable product and because there exists a number of
imponderables making the imputation of value very difficult'.

Mannan in his article "Consumption loan in Islam”, sets up four
principles pertaining to consumption loan in general:

(1) The principle of genuineness which arises from the fact that
taking a loan without any valid reason is discouraged in
Islam.

(2) The principle of contract owes its origin to the verse 282 in
sourate El Baqarah.

(3) The principle of payment. Mannan argues that the debtor is
directed to make every sincere effort to make payment of the
loans.

4) The principle of help.

Mannan states that in an Islamic state it is presumed that a
consumption loan shall be taken only to meet the genuine need of the
people. He added that all types of loans in Islam are to be in the nature of
grants in aid and not commercial transactions. The author thinks that an
Islamic state may adopt any of the three or all three following courses of
action to meet consumption loan:

(a) Through the creation of a network of consumers' cooperatives
under the patronage of the state.

(b) Through the establishment of an Islamic Bank.

"Rationale of Islamic Banking', International Centre for Islamic Economics, Jeddah, 1981,

P7,

3Reference made to the Hadith "The Prophet, peace be upon him, did not like to say prayers
over the bier of a person who had not paid his debt".

16



(c) Through the establishment of a Consumption Credit Fund
by the government.

In his discussion on the principle of contract Mannan added that
"the principle of loan is equally applicable to both the consumption and
productive loans. Islam has also made provision for granting a loan against
proper security ". The verse 282 in Sourate El Bagarah and which sates:

"When you deal with each other in contracting a debt for a fixed
time, write it down" is related to debt and not to loan. The principle of
contract that the author is laying down should focus on debt contract instead
of loan contract.

Umar Chapra pointed out that it is the obligation of the Muslim
society to meet the consumption needs of the poor. He added that borrowing
for other consumption purposes needs to be controlled and organized. Umar
Chapra sees that consumer credits should be discouraged and that the
purchaser of goods for demonstration purposes for example should also be
discouraged even on cash payment since Islam does not encourage a high
consumption economy. The consumer credit which is considered necessary
for realizing Islamic objectives could be arranged by the instalment
businesses on a Mudarabah basis from individual financiers and financial
institutions with whom the dealers have a profit and loss sharing
arrangements. In short, Chapra argued that there should be no instalment
finance arrangements in an Islamic society for common goods purchases
which are unnecessary and prestige-oriented or which do not make any
difference in the real' well-being of the individual or his family. He added
that the financing of other essential welfare-oriented durable consumer
goods purchases where the profit element is not attractive but their
instalment sales are still considered necessary in socio-economic grounds
should be arranged through specialized credit institutions.

Moktar Metwally in his article "Financing housing, consumer

durable and personal expenditure in an Islamic Economy: An Opportunity
Cost Profit Approach”, presented a methodology which deals with the
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problems of financing housing, consumer durable and other consumption
expenditure, the methodology suggested in his paper is based on the
opportunity cost principle which states that the true economic cost of any
activity is the loss of economic return from the alternative economic activity
which has to be foregone. He proposes that the rate of profit/loss which
should be charged to household loans equals the opportunity cost of that
loan. The author proposes that consumer credit can be conceived as follows:

(1) Banks in an Islamic economy makes loans to household to
finance the purchase of consumer durables and consumers
will be required to repay such loans over an agreed period of
time.

(2) The bank and the household will agree on an opportunity
cost project (O.C.P). The household will select an O.C.P.
from the list of projects or activities to which the bank offers
loans on Mudaraba basis.

3) The O.C.P. once chosen, continues to be the basis for the
duration of the loan.

(4) The household pays to the bank the amount of profit made on
the primary loan but will receive credit for any loss.

The author in his method is linking the risk incurred by a given
industry with the credit loan. Therefore, the bank would always like the
customers to choose the good projects in order for them to pay a higher rate.
On the other hand, the customers will try to choose the bad projects in order
to gain and hence make the bank lose. In this case the bank and consumers
have conflicts of interests. In addition, this method makes consumers bear
the risk of investment projects without having any relation with these
projects. Why should the consumers bear the risk of some thing that they
don't have any thing to do with it ? Hence, the methodology advanced by
the author does not sound correct neither economically nor it is in the spirit
of Islam since Islam encourages the
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cooperation and not conflict. In our opinion, the O.C.P. method advanced
by the author is based on riba.

Toutouchian IRAJ: "Consumer Durable, Investment and Financial
Cooperatives in the Islamic Framework." The study is concerned in
incorporating a new institutional setting into the analysis of the demand for
durables. Specifically, the attention is focussing on the type of institutions
in a Muslim society, where consumer behaviour is a reflection of the
Quranic rules on social and economic life. More specifically, the author
takes the case of Iran where he analyzes first the demand for durables in the
conventional setting then incorporating the new institutions into the analysis
to find the implications of the effect of these new constraints on the
behaviour of the consumer. The author considers the case of Persian
consumers. The consumers found a mechanism for consumer credit that
comply to the Shari'ah by forming Family Financial Cooperatives (FFC)
among themselves in order to help those who are in need of borrowing. The
demand for loans is financed by the voluntary participation of members
whose earnings for some period exceeds their consumption for the same
period. The objective of his research was to show that the FFC is a rational
response to the intertemporal allocation problem within the Islamic
framework. The author has used the conventional mode of maximizing the
consumer's intertemporal utility function. The author has used the same
model in deriving the demand for consumer durables subject to the Islamic
constraints under the same assumptions as in the conventional model.
Specifically these are related to the utility function and to the possibility of
borrowing and lending at a zero rate of interest among the members of the
Family Financial Cooperatives (FFC). He further argues that the existence
of family financial cooperatives indicates that the members either (i) derive
utility from joining the cooperative due to the Islamic teachings and their
emphasis on cooperation with one another , or (ii) that they estimate that the
implicit cost of borrowing without having to pay interest is less than or at
least equal to the present value of the implicit return for that period.
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He concludes that:

(1) Given the Islamic constraints prohibiting the charging of interest
on loans, the FFC is a rational response of Muslims to the
absence of a bond market.

(2) A consumer's utility is higher through participation in an FFC
than in participation in the capitalistic sector as far as lending
and borrowing are concerned.

(3) The existence of a positive rate of interest makes consumers in
the capitalistic system save more and consume less than in
the FFC model.

This study has used Qard Hassan as a mode of financing to finance
consumers credit for durable goods, relying heavily on the smoothness of
the intra-cooperative mechanism of the members of the FFC. In addition, the
third result of this study may be in contradiction with the spirit of the
Islamic principle of moderation, since Muslims are taught to be moderate in
consumption.

In deriving the demand for durable goods under the Islamic
framework, the author has used the same conventional model by setting the
interest rate equal to zero, noting that the return on any amount of money
lent using Qard Hassan as a mode of financing is equal to zero. Furthermore,
given the main property of the Qard Hassan which is a finance help exit, the
Islamic financial system cannot rely on this particular mode to finance
consumer credit. His study did not consider the other modes of financing
that could be used to finance durable goods such as Murabaha etc.

20



III

GENERAL SETTING
3.1 ON THE PRINCIPLE OF MODERATION

Islam has always incited Muslims to live according to their means
and from their own work. The Prophet, peace be upon him, said:
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UM oeay Jue e JSL oS 8 gla &l P Ob s 024

"ol as Al

Ladadl apd) e JU8 als g anle ) laa ) Jsmuy g 4de &) i) 5008 ol 0 s
JUALLLY L Jland) 0l dBanall a Ldad) oyl o dand) o) e A

Pl e le " alis dale A Glaa ) Jswy QU JU die A gy e oo il e
B 4g Al QIS Y] Aaggr sl Oled) 5l sab ade JSLE e 0 g s sl g Gk
" olaall el "

dale &) daa &1 Jsm ) Dl Jlas¥) g dea )y (sl 1 JUB daie &) paza )y il e
Gl cdummy Jaun s cdudmy Guadi Guda amd (JUE € o b Wiy o8 Ja M JLE alag
O 10U 5 oag alus s agle A1) laa Leadals ol olald (lgy 53] Qe elall 498 (o yls
2303 O Lpdes dale ) lia &) Jga ) U8 can o Leadal Ul da ) JUB S0nda g b
2als bl Lealheld (paa jo Leadal Ll Joay JI8 3330 51 005 ,e aa o e
Sind) g @dal ) e3nild Lalaks Leasaly ins) JU8 5 (g luasV) Leallacl s (pea ol
Gl ad QU a3 ceag lase alus dle Al s A J sy add 4y asls Legad a0
5 Jadd Le gy e lual 285 ela ad Jadd la gy Judie daed iy )l ¥y cpas bial
Al daa ad JlEd lalak Lgammas s clogd Lganayy 5,0l aal jo e Glial 2dy cla
Y alladl o) Aaladl) a sy a8 4585 Al o oa3 O e Jua 138 alus 4nle

aasa ad Al _5‘ cﬁj.n 88 Al Y cj_..a:a

\f\Yqu::lg_,,:i.d Cau..-lc,u(\

21



Borrowing is assumed to be bad if it resorts to unnecessary
purchases, such as, for demonstration purposes and should be discouraged
even on cash payment. Islam does not encourage an extravagant
consumption economy and calls for moderation. Many verses and Hadith
emphasize this aspect. In sourate Al Furqan, verse 67, Allah says:

"Those who, when they spend are not extravagant and not niggardly,
but hold a just (balance) between those (extremes) ".

1 Lol 38 IS s IS 5 15 55 ol 58 s s 131 gl
(VDI S5 ) e )
Allah says in Sourate Al Israa verse 29 :
s as J

M sna e gle 22838 Janal) JS Ledanasi Y g liie 1) & glae el Jaai Y 5 "

(\"’L:&.ﬂcg\‘)u\]\'é‘))u)

"Make not thy hand tied (like a niggards) to thy neck, nor stretch it
forth to its utmost, reach, so that thou become blameworthy and destitute ".

The Prophet, peace be upon him, told to one of his companions when
he found him making ablution from a well without paying attention to the
quantity of water spent, that he should be moderate in his consumption. The
companion of the Prophet told him even when using water, the Prophet
answered him even when using water.

On the personal level, borrowing is assumed to be bad because it
incidates one is living beyond his means. On the aggregate level, borrowing
is thought also to be bad because as the consumer debt grows the country
may become a nation of debtors.

On the basis of the above Hadith and verses, the Muslim consumer
will borrow only when it is necessary to borrow. Moreover,
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the Islamic teachings incite the Muslim consumer to live from his own
work and according to his own means.

Let us now examine the principle of moderation. Let UX1 X))

denote, the utility function of a consumer where X1 and X, represent two
goods. Assume that the utility function is a well behaved function.

Xz
o x. X| :;l
FIG.2
The total change in U is equal to
AU = U, AX, + U, AX, G
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Where U, and U, Jdenote the partial derivatives of U with respect
to X, and X, respectively. -

: The moderation principle states that for the same change in X
(AX,) the change in U (AU) under the moderation principle is higher than
under the non-moderation principle, as illustrated by fig.1 and fig. 2. In
fig. 1, as the consumer moves from A on U, to B on U,, X, being
constant and equal to X, , he needs a quantity AX, - X; - X! of X,.
On the other hand, in fig. 2, in order, for the consumer to move from A~
on U, to B” on U, keeping always Xi constant and equal to X, ; the
consumer needs the quantity AX," - X;" - X{". The change in U (AU)
in both figures is the same, however, the quantity of X; (AX,) needed to
move from A to B in fig.1 is greater than the quantity of X, (AX;")
needed to move from A" to B’ in fig. 2.

On the other hand, we assume that the utility of the consumer U,
is a function of consumption C where C is a function of income Y.
Furthermore, we assume that U is a well behaved function (as used in the
literature, i.e., U is smooth, differentiable, increasing with a decreasing
rate, etc.)

U=U(@©) where : C=C\()
The total change in the utility U is equal to
dU =U’C"dY ' @)

Where U’ and C” denote respectively the first derivative of U and
C with respect to consumption (C) and income (Y), that is the marginal
utility and the marginal propensity to consume.

If we compare a Muslim consumer who is supposed to obey to the
principle of moderation to a non-Muslim consumer, then for one unit
increase in income (AY = 1), the change in the utility of a Muslim
consumer is greater than the change in the utility of a non-Muslim. This
can be expressed mathematically as follows. From equation (4), we,
therefore, have : _ :
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AUy, < AU,
which is then equivalent to
w'ch,y, < WaH, (5)

which implies the following inequality.

du du -
(-E)'"“ < (EE)"' (6)

This result is true only for C greater than C, which represents the

bsistence level.

¥}

ol i

-
c

(o] Co <

For a fixed amount C greater than C, the utility of the Muslim

consumer is higher than the utility of the non-Muslim consumer, since the
Muslim consumer will observe the principle of moderation which leads to
a higher utility for the same amount of consumption.

As an observation from this simple analysis, we get the following

inequality between the ratio of marginal utilities and the ratio of marginal
propensity to consume of the Muslim and Non-Muslim.
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MUy, _ MPC, ©
MU, ~ MPC,,

Inequality (6) shows that the ratio of marginal propensities to
consume is always greater than the ratio of marginal utilities of the Muslim
and Non-Muslim.

3.2 ON THE NON-RESCHEDULING PRINCIPLE

Differences between promised and actual requirements on
Murabaha loans are the result of uncertainty concerning the consumer's
ability (or willingness) to make the repayments when they are due. This
creates the risk of borrower default (probability default). The repayment
prospects are determined by the future income prospects, demographic
factors such as the size of the family and the level of income of the
consumer himself. For the financial institution that is giving the funds under
Murabaha contract, the willingness to repay which depends on the degree
of Iman of the borrower, may matter as much as the ability to repay. For the
Muslim financial institution any delay in the repayment causes a financial
loss. This financial loss increases with the increase in the default risk
payment which increases proportionately with the difference of time
between the due time and the next due time. -The Islamic financial
institution has no right to charge the borrower for the extra time and there is
no way how it can use its money. This amount of money is now idle for this
extra period of time and no real transaction can take place corresponding to
this amount of money. However, in the case of the interest based financial
institutions, the borrower is charged with a higher interest rate because of
the default of payment which constitutes a higher return for the interest
based financial institution in case there is no other default of payment.

The non rescheduling principle in Islam allows the interest based
financial system to gain a higher return than the previous one. On the other
hand, the non-rescheduling principle makes loose the Islamic financial
system on two grounds. On one side, the Islamic financial institutions get a
zero return on the extra time allocated for the borrowed funds and on the
other side no extra real transaction can take place during the extra period.
Hence, the Islamic financial institution will be more



severe in the process of scrutinizing their customers to whom they will be
given the consumers loans. Given this line of reasoning, the principle of
non-rescheduling has a negative effect on the supply curve. Compared to the
interest based system the supply curve in an Islamic setting will be lower
holding every thing else constant. Moreover, the principle of moderation as
we have already discussed has also a negative effect but on the demand side.
The demand of funds in an Islamic setting is lower

than the demand in a conventional economy due to the moderation principle.
This is illustrated in the following diagram using supply and demand
analysis:

Murabaha
Profit rate

0 B B, Bo Loan Size

Let So and D, denote the supply and demand of funds before
applying the two principles (the principle of moderation and the principle
of rescheduling), and let E( denote the equilibrium point between D, and
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So. We can think of Eo. of being the equilibrium point in a conventional
setting where Bo. represents therefore the loan size allocated to consumers.
When the principle of moderation is applied, D, shifts downwards to D; or
D,. On the other hand, as we apply the principle of rescheduling the supply
shifts also to the left from S, to S;. In case, it shifts to D; the new
equilibrium point is given by E;, leading to a higher Murabaha rate and a
lower quantity of loanable funds. However, in case D, shifts downward to
D,, we get the new equilibrium point E, that gives a lower Murabaha rate
than the initial rate and a lower quantity of loanable funds B,. The difference
in magnitude in shifting between D; and D, depends on the first and second
derivatives of the utility function of the Muslim consumer with respect to
consumption. In other words, when both the demand and supply for
consumer credit fall the total loans declines. On the other hand, the
Murabaha profit rate will depend on the shifting magnitude of the demand
which depends on the marginal propensity to consume and its rate; that is the
Murabaha profit rate will in general be indeterminate unless we know
explicitly the shifting magnitude of the demand.

3.3 ON THE PRINCIPLE OF LIVING ACCORDING TO HIS MEANS

Islam has always incited Muslim consumers to live according to their
means and not be guided by their desires, but on the contrary, to be guided
by the laws of the Shari'ah in all their practices even in their eating and
drinking. Hence, as long as, their desires are in accordance with the
principles of Islam in their directions and their magnitudes, these desires will
be satisfied. However, if they deviate from these Islamic norms, they will
constitute an abuse and therefore have to be corrected. Islamic banks
advance loans temporarily to consumers who can repay such loans from their
expected future incomes. These consumers in complying to the principle of
living according to their means, will affect positively the growth of the
demand of goods and services. The magnitude of the growth will be exactly
equal to the expected change in the growth of their incomes. In other words,
the demand of goods and services in an Islamic setting shifts upward to
offset exactly the expected change in income. As long as the different factors
that have been
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considered to calculate the expected income, are real, the difference between
the expected rise in income and the magnitude in the shift of the demand of
goods and services will not in general be higher. The demand of goods and
services might be higher or lower than the expected growth of income of the
consumers, but by a difference that stays in a controllable range. The size of
this difference is expected to not destabilize the economy.

However, in a non-Muslim economy, the different sophisticated
methods of advertisements make consumers in general buy more than what
they need. These same methods are also used to attract consumers to buy on
credit, using the banking facilities of credit and payment. This of course
enhance the demand at the first stage, but may lead later on to the transfer of
ownership of the assets in the hands of those who will not be able to meet
their promises of payments, to the hands of the rich who hold most of the
capital in the economy.

If we denote by AY; (i=1,2--n) the increase in the income of the
consumer via consumer credit and by AM,. (i=1 to n) the amount which
will be paid by the consumer to the interest based financial system. AM;
is composed of the principal plus interests. If AY; is less than AM;, the
consumer becomes indebted. If this debt grows over time, this will lead
to the flow of the assets which are in the hands of the consumer to the
owners of capital. '

Islam came to regulate consumer credit based on the principles listed
above as well as, on the modes of financing which eliminates all forms of
speculations. If G, denotes the net gain of consumer i via consumer credit
then a dynamic might be formulated which governs the gain of the
consumer over time as follows:

where a; can be thought to indicate the speed of adjustment. This speed of
adjustment depends on the nature of transactions which then depend on the
modes of financing.
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3.4 THE UNCERTAINTY ENVIRONMENT

To illustrate the effect of uncertainty, we assume that the person's
income has two possible outcomes. Let Y denotes the uncertain income
with Y; as the bad income and Y, as the good income. Let P1 and P,
indicate the likelihood of each income (P1 + P, = 1). The expected income is
Ye =PI Y1+P;Y,=1 and represents the central tendency of the incomes.

In an Islamic setting, putting aside the Qard Hasan mode and
concentrating only on the Murabaha mode of financing consumer credits,
the loan contract specifies the price, the quantity and quality of the goods to
be bought on credit and the mark-up. Hence, if P and Q represents the price
and quantity to be bought on credit and r the mark-up, then the promised
repayment is equal to the amount P.Q (1+r). We have three basic cases,
depending on the size of the contracted repayment PQ (1+r) relative to the
size of the two possible incomes.

Case 1: If the contract repayment (1+r) QP is less than the bad
income Y1 the financier always receives the contract repayment.

Case 2: If the contracted repayment (1+r) PQ exceeds the good
income Y, then the consumer always defaults and the expected repayment
equals the expected income.

Case 3: This is the most interesting case when the contracted
repayment falls between the two possible incomes. The expected repayment
is then equal to P,(1+r) QP + P;Y; which reflects the repayment of the
contracted amount (1+r) PQ when the good income occurs with probability
P, and repayment of the available proceeds Y, when the bad income occurs
with probability P1. Since the expected repayment P1 Y1 + P, 0+r) PQ is
reduced by a lower value for the bad income but is unaffected by a higher
value for the good -income, the financier and the consumer participate in
this third situation to a zero - sum game, with the consumer keeping that part
of the income not repaid to the financier. Consequently, with other factors
being hold the same financier prefers safer consumers and higher mark-up,
while the
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consumer prefers just the opposite. These Murabaha contracts include terms
which constrain the consumer to reduce the likelihood of default. Collateral
is one of them, it consists of financial and tangible capital assets that are
pledged by the consumer to guarantee at least partial if not complete, loan
repayment. It is also worth noticing that the value of the collateral may be
uncertain and there may be transactions costs associated in liquidating it. As
a result, collateral may reduce, but generally does not eliminate the risk of
default.

A Muslim consumer who approaches the Islamic bank to get a loan
for a real transaction to be financed through Murabaha mode is endowed
with a certain level of Iman. The degree of Iman which is directly associated
with the degree of honesty will have a direct effect on the cost of default.
Since the degree of Iman vary from one consumer to another, the cost of
default will vary over the population. Some consumers have high cost of
default because of their low level of Iman while other consumers have low
cost of default, so they may intend to default. If we denote by Z (Ii) the cost
of default associated with consumer i and where I, represents the level of
Iman. The degree of Iman will indicate the degree of compliance to the
Islamic Shari'ah. A "moral hazard" is therefore, introduced by the fact that
consumer i will default if his cost of default Z (I;) is less than the loan
repayment (1+r)QP. This cost of default includes the lost access to further
credit, the loss of prestige in the society etc. The Islamic financial
institution, however, meets difficulties to identify the consumers who are
likely to default, because these consumers will act in general as their honest
counterparts so as not to identify their true character. However, one of the
task of Islamic banks is the selection of the good partner in choosing
projects as well as the selection of the good Muslim consumer in giving
loans.

3.5 ON THE DEMAND FOR CONSUMER CREDIT

Several theories try to explain why households borrow to finance
consumer expenditure. One of the best known theory is the life cycle
hypothesis (L.C.H.) (Modigliani and Brumberg 1955), under which
households may, during their earlier years, have a desired or required
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level of consumption which exceeds their current income. This difference
may be financed by consumer borrowing to be repaid out of their expected
future income.

Another explanation to the borrowing, consumption, income
relationship is suggested by habit persistence theories (Brown 1952,
Mayer 1972 pp-20-1, Pollin 1988). Here current consumption depends
heavily on past consumption levels, which in turn are affected by past
income. Such theories are entirely backward looking. On the occasions
when current income falls, therefore, one might anticipate a positive
relationship between past income and current borrowing. In order to
analyse the trade-off between consumer expenditure this and next period,
we shall start by looking at the standard two-period model, in which
consumer receives current income Y1 and future income Y2 and has
current consumption C; and expected second period consumption C2 . Let
r be the Murabaha market rate. We are assuming in this study that the
consumer is getting credit from the Islamic financial institution on the
basis of Murabaha.

By definition, the Murabaha contract requires the knowledge of
the price, the quantity and hence the amount to be borrowed and the fixed
mark-up to be charged®. If we assume also that there is no cheating on
the part of the consumer, the amount to be borrowed equals by definition
to the price times the quantity. In other words, if we denote by {2 the set
of pairs constituted of prices and quantities by definition of Murabaha
there corresponds one and only one element of {}; say (Pg, Qp) for each
amount B such that P; Qg = B. Hence, in an Islamic setting there exists
a one to one correspondence between the market for goods and services
and the financial market. In other words, the two markets, the financial
market and the market for goods and services act as one market via the
Murabaha mode of financing. Moreover, the equilibrium is determined
simultaneously in both markets. -Now, we study more formally the
problem. Let U (C, , C;) denotes the utility of the consumer. By

4
1f there is no quantity involved then there is no Murabaha and hence no consumer credit.
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assuming all the differentiability conditions, the problem can be written
formally as follows:

Max U (C, , Cy) Q)
Subject to the budget constraint

C,-Y +PQ @)

PQ represents the demand for consumer credit via Murabaha mode.
This demand as also illustrated in Fig.1 and as represented by equation (13)
depends, on the cost of credit represented by the Murababa rate r, on the income
structure size, and the form represented by the first and third argument of f, and
also on the principle of moderation and the principle of living according to his

means represented by the first derivative of the utility function U.

C; - Y, - (1+1) PQ ©®)
or
C,+C - Y, +Y, -rPQ (10

If instead of assuming perfect foresight we assume that

"
-y Wi.h, o (11)

i=0

which shows that the future income depends on the (n+1) past

mcomes. -

. '
By plugging equation (11) into equation (10) the maximization
problem becomes

Max U (C,, C,)

subject to the budget constraint.
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. n

C+CG =Y, +) W_,Y,-rPQ (12)
-0 )

This maximization problem leads to

PQ-f(yr ¥ W Y,) - Y, (13)

Equation (13) shows that the amount borrowed which equals to P.Q
depends on the function f which includes the households preferences for
consumption today as opposed to consumption tomorrow. The household's
preference depends on the principle cited above such as the principle of
moderation and the principle of living according to his means.

For a given value of the first period of income Y1, the quantity PQ
which represents the amount borrowed is higher if the desire to spend now
is relatively stronger and if the past periods' incomes are higher. Let us now
look at the effect of a change in Y1 on PQ. From equation (13) we have

2P _ £ o4y, + £, w, v, - dv,
2 Y,

fﬂ"(ﬂ“‘fzwl‘l)ﬂl - (14)

ar

It is clear from equation (14) that Y1 affects the quantity of money
borrowed for consumer credit in two ways. Assuming no change in Cl1, a
one riyal increase in Y,, reduces the expected amount to be borrowed by one
riyal: (this is the third term). On the other hand, an increase in Y; by dY1
shifts the demand upward by the quantity f, + f, w;. Hence, an increase in
Y, will not automatically results in an increase in the amount borrowed
unless f1 + f, wl is greater than unity. The quantity f, + f, wl depends on
the preferences of the consumer and hence on the principles governing his
preferences and among them the principle of moderation and the principle of
living according to his means.
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In an Islamic setting, the goods and services market and the financial
market are integrated with each other as if they form one market. Since to a
given financial transaction, there must correspond one real transaction via
the Murabaha mode of financing. The following figure illustrates the
derivation of the demand for funds under the
Murabaha mode.

1

oY

35



Fig.2

D1 represents the demand for consumer credits under regular conditions. D,
represents the demand for consumer credits under irregular conditions such
as non convexity of the utility function etc.

From equation (13) if P and Q denote respectively the vectors of
prices and quantities of goods then equation (13) can be written in the form
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PQ -~ |PliIQfcos (P, Q) -f(,..) - Y,
which can be written as

l n
cos (P, Q) - Piior {f @Y, r gwl_, Y,,)-Y) (15

Equation (15) shows that the degree of dependence between the
vectors of prices and quantities, since as the angle between the price vector
and quantity vector changes the degree of dependence changes. For
instance, as the angle approaches ninety degrees the vectors become
independent. Hence the direction of these vectors is affected by any change
in the angle and consequently by any change in the endogenous or
exogenous variables such as the Murabaha rate, the present income or past
incomes, or in the partial derivatives of (f) that are themselves directly
related to the principles of moderation and living according to his means. On
the other hand, if the amount of funds allocated for consumer credit B
changes, then either one of the three following quantities changes, the
magnitude of the vector prices or the magnitude of the vector of quantities
or the cosine between these two vectors that is the direction, or any
combination of these three quoted factors.

3.6 MACROECONOMIC ASPECT OF CONSUMER CREDIT

In analyzing the behavior of consumer credit, it is important to
notice that the most important Islamic financial mgdes which can be used to
finance consumer credit are Murabaha and Qard H48an. This latter mode is
a very particular one and appears to be limited by its nature. In addition, the
limitation on the number of modes makes the volume of consumer credit
transactions that could be performed by the Islamic financial system much
smaller than what. could be performed by the interest-based system. This
will imply that the excess amount which was supposed to go for consumer
credit 1s now directed for investment. Moreover, given the rigidity and the
larger set of information needed by the Islamic financial system concerning
consumer credits, consumers are left with only one possible way which is to
count on themselves by increasing their productivity through hard work. In
addition to the existence of the one to one relationship between the goods
and services
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market and the money market will definitely restrict the creation of
money.

From the simple following macro-economic equation

Y=C+1 (16)

We conclude that consumption in an Islamic economy changes at a
smaller growth than in a conventional economy due the first principle of
moderation in consumption and the principle of living according to his
means. The principle of moderation will have more effect on the rich
group than the middle and poor group of the society. On the other hand,
the principle of living according to his means has more effect on the two
latter groups than the rich group. These two principles when applied will
affect all segments of the society and hence, the aggregate consumption is
lower compared to the aggregate consumption in a conventional economy.

Moreover, investment grows at a higher rate due to the
channelization of resources towards investment because of the limitation
of the number of modes of financing consumer credit and also because of
their nature. Hence, the total change in the GNP; AY which is supposed to
be higher in an Islamic economy due to the higher productivity will be
equal to the change in consumption plus the change in investment. As
noted before ACy is less than AC, and Aly is greater than Al, where M
stands for Muslim economy and c for conventional economy.

Another point of interest is that in an Islamic economy debt or
dayn will be equal to Qard Hassan plus deferred sales. If say Q, and DS

denote respectively Qard Hassan and deferred sales, then the debt or dayn
is equal to :

D= Q* + DS (17)
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Where
DS = (1+9)P.Q (18)

Where PQ represents the amount of money borrowed to buy Q
units of goods at the price P. Hence, _
D= Q + (1+nPQ (19)

If we assume P 1 for the purpose of analysis, equation (-19).

becomes

D

Q +(1+nQ (20)

i

»
o 1, 2 Quantity
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The slope of equation (20) is equal to 1 +r, which shows that the
amount of debt varies proportionally with r. As the quantity Q increases from
Q1 to Q? the amount of debt increases from D1 to D,. The quantity Q* on the
vertical axis represents the total amount of Qard Hassan which might be
thought to be representing the level of solidarity or cooperation between the
members of the society which of course gives also an idea in an Islamic
society about the level of awareness of the application of the Islamic Shari‘ah,
and hence about the level of Iman in that society. The higher level of Iman,
the more expected coercion between the members of the society will be and
consequently, the higher quantity of Qard Hassan will be. In other words,
Q* increases as the degree of coercion or (Tamasak) increases.

For the same level of debt DI, since the quantity of Qard Hassan
had increased due to the increase in the degree of coercion between the
member of the society, the less quantity (1 +r) PQ is needed to fulfill the
equilibrium. This last part [(1+r) PQ] which represents the demand for
consumer credit via the Murabaha mode decreases. This might have the
following effects; either the quantity Q decreases (maintaining the same
level of price P) or the Murabaha rate r decreases, or both of them. If the
policy is to alleviate poverty, that is if we would like to reach the maximum
number of consumers via the Murabaha mode, the Murabaha rate will be
made close to zero. By converging r to zero, the quantity Q which gives a
signal on the demand for funds via Murabaha increases over time giving a
push to the production process. On the other hand, if r is maintained
constant, then the quantity Q is reduced. Hence, the demand for consumer
credit via Murabaha mode decreases. This decrease in the quantity Q will
squeeze the demand for funds. Since there is a one to one correspondence
between the goods and services market and the money market, the decrease
in the demand for consumer credits will have a negative effect on the
production process and consequently on the economy. It is important to
notice that for the financier who would like to increase his net profit which
equals in this case to rPQ, decreasing r or decreasing Q does not affect him
as long as the quantity rPQ is maintained the same.
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vV

ECONOMETRIC APPROACH TO THE
ESTIMATION OF THE DEMAND FOR
CONSUMER CREDIT

In practice we need to have a way to estimate the demand for
consumer credit. This section tries to study and analyze the different
endogenous and exogenous variables affecting the demand for consumer
credit. It is clear from equation (13) of section (3.5) that the demand for
consumer credit depends on the form of the utility function of the consumer.
Since the desires and satisfactions of the consumer are governed by the
main Islamic principles quoted before; the demand for consumer credit will
be affected by these principles. In addition, form the same equation, the
demand for consumer credit depends on the rate of profit from the
Murabaha mode of financing r, and on the present income Y1 as well as
past incomes. Moreover, other Islamic modes of financing such as Qard
Hassan might be used in giving consumer credits. From practical point of
view, it is also preferable to test the discrimination between . the different
categories of consumers. In this study, we distinguish two groups, the
employees and non employees of the Islamic institutions. We expect that the
rate of profit on Murabaha to be lower for the employees of the Islamic
financial institutions who might be given some privileges. We shall also
consider these two groups for any other mode of financing used in giving
consumer credits. Let us consider the following variables:

t = time

D;-:'; = Demand for consumer credit in period t via Murabaha for
the employees in group j.

Dy ;= Demand for consumer-credit in period t via Murabaha for
non-employees in group j.

Dg;' = Demand for consumer credit in period t via Qard Hassan
for employees in group j.
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Hy

Demand for consumer credit in period t via Qard Hassan
for non-employees in group j.

Demand for consumer credit in period t via other modes
of financing for employees in group j.

Demand for consumer credit in period t via other modes
of financing for non-employees in group j. '

Rate of profit on Murabaha for employees in period t.

Rate of profit on Murabaha for non-employees in period
t%

Amount of collateral in period t deposited by the non-
employees in group j. :

Amount of collateral in period t deposited by the
employees in group j. '

. Average income of class j in period t; j = 1, 2, 3.

Average income of class j in period t-1; j. = 1, 2, 3.

Average income of class j in period 1-2; j = 1, 2, 3.
Duinmy variable which indicates the policy control aimed
at controlling consumer credit. G takes the value zero if
there is no government lending restrictions; one if there
are qualitative restrictions, two if there are quantitative
restrictions.

The Murabaha rate is determined exogenously. Hence empirical
appraisal is equivalent to examining what are the other endogenous
variables that determine the demand alone. The earlier analysis identified
the following factors : current income, past incomes, wealth. the profit rate

via Murabaha and the main Islamic principles governing the behavior
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of the consumer credit. The remaining influences are those which disturb
the market from its equilibrium., The main variable is the policy control
aimed at controlling consumer credit. This variable might have three
values, the first value (zero for instance) indicates the periods when there
are no government lending restrictions. This might correspond to the high
level of Iman, when consumers as well as financial institutions are
complying very rigorously to the Shari'ah. The second value (one)
indicates qualitative restrictions and the third value (two) indicates
quantitative restrictions.

The following system of. simultaneous equations represents the
estimated demand for consumer credit where the coefficients in these
equations represent the estimated ones. The original equations included an
additional random error in every equation. This error term is assumed to
have the usual assumptions such as normality assumption, expected value

P ol ISRV (AP

Dg" - a,+a, ré+a2 C,;Jm3 17,—“-‘“4 171 (-1 +ag }7} (-2)+ag G!

Dl = b, + b Ci+b, Y b Y (-1)+ b Y, (-2) + b G

Dgl -k, + k Cgy+ ky ¥ + ky Y, (1) + k, ¥, (-2) + kg G*

M t r ‘
Dyp; - @, + o, ryg + 0y Cyp, + a3 G
Hp t ‘
Dyg; = B, + By Cyg; + B, G

8, + 8, Cyz; + 8, G

oz
Dy

We have introduced present and past incomes of the employees in
the Islamic financial institutions because we expect that these data are in
general available. However, we expect that the data on incomes for the
non-employees is not available. The indice (j) indicates the income group.
This system of equations will give us an idea on the demand for consumer
credit and on the influence of each of these variables on the demand. The
collateral represents a proxy for the wealth variable. The econometric
procedure which could be adopted here, is to begin with a
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general lag structure with more than two lagged values for both
independent variables. We have taken: first two in our model, but we can
always extend in order to pick-up the adjustment process of ‘moving
consumer. debt to its desired quantity. The variables that will not be
significant will be deleted. As indicated in the previous section
-coefficients of the income variables should be carefully interpreted. The
regression coefficient of Y, (with Logarithmic data) actually measures the
elasticity of the flow of debt with respect to the level of income. We
expect that the income coefficients such as a,, as, bs,.bs, ki, ks, ks, ku, ks
to be positive since the demand for consumer credit is expected to be
positively related with present and past income. On the other hand, the
government policy control variable G is expected to be negatively related
‘to the demand for consumer credit since the demand for consumer credit
will be restricted by the intervention of the government. Hence, the
coefficients of the G variable such as a,, b, k;, «,, 8, and-§, are expected
to be positive. Finally as the rate of profit on Murabaha increases the
demand for consumer credit is expected to decrease. Hence the
coefficients a,, and «, are expected to be negative.

From the definition of the Murabaha mode of financing, since the
difference between the end-period amount of consumer credit and the
beginning period amount of consumer credit is equal to the difference
between the end period amount of the product of quantity times price and
its beginning period. Mathematically

D, - D, = (PQ), - (PQ), (22)

For each period the adjustment process of moving consumer debt to
its desired quantity is equivalent to adjusting the quantities of goods and
services to the desired optimal level in the good and services market given
the prices. Moreover, knowing the correlation between the price vector and
the quantity vector, the- adjustment process of moving consumer debt to its
desired quantity will be equivalent at moving the vector of quantities of
goods and services in the real market and the vector of the corresponding
prices to their desired levels.
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CONCLUSION

In this paper we have summarized the main studies that have dealt
with consumer credit from an Islamic perspective. Most of these studies as
we have pointed out, were of general nature but were necessary in this first
stage. After a brief literature review, the paper emphasized on laying down
the main principles that govern the consumer credit in an Islamic
framework. The study discussed in detail these axioms examining the
economic implications of each one of them and showing the main
characteristics that differentiate them. In addition, the paper has illustrated
the effect of uncertainty by introducing a moral hazard effect. It showed the
positive relationship existing between the cost of defaulting and the degree
of Iman.

On the basis of the previous axioms, the study derived the demand
function for consumer credit using the murabaha mode of financing. The
demand function has been shown formally to depend on the murabaha rate
which represents the cost of credit, the income structure size and on the
principles listed in the second chapter which are embodied in the first partial
derivatives of the utility function of the consumer in question.

The study has also examined the effect of the -consumer credit on
the macroeconomic variables. It showed that the effect of consumer credit
on the aggregate demand in an Islamic environment is less than its
counterpart in the conventional setting.

Finally, the study has set up a simple econometric model which can
be used to estimate the demand for consumer credit. This simple model
incorporates the usual variables such as present and past incomes, the rate of
profit on murabaha, and some dummy variables related to government
intervention. The econometric model examines the demands for consumer
credit via the different modes of financing, murabaha, gard hassan and
other modes of financing. In addition, it discriminates between the two
categories of individuals, the employees in the Islamic financial institutions
and the non-employees of these institutions.
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