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I. INTRODUCTION

The global debt levels have reached new records despite the massive technological advances
made in recent decades.! The current global debt has reached approximately 350% of the global
GDP, or the equivalent of $37,500 per person in the world.” Although international economists have
forecasted that the global economy will continue to grow in 2023, albeit at a decreased rate of 2.7%
from the 6% of 2021, their predictions are based upon gross domestic product, (“GDP”),> a metric
that is often criticized as misrepresenting the true state of economic health or the general well-being
of societies.* Looking at the debt levels within the United States alone, circumstances do not appear
to be any better as federal borrowing has practically reached the nearly $31 trillion national cap, with
the Treasury Department using latch ditch accounting maneuvers to postpone a default on the debt,
which many view as being inevitable.’

However, as the governments of the world’s economic powers rush to stave off a debt crisis
that could reach cataclysmic proportions,’ the global Islamic finance industry has proven itself to be
resilient under mounting pressures, like the recent pandemic. Its success has come from its, unique
principled approach that complies with the Environmental, Social, and Governance (“ESG”)
framework,” a tool utilized by institutions in assessing the sustainability of an organization.® Driven
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significantly by the high demands of increasing Muslim populations and consumers averse to the
heightened risks of conventional financing from increasing interest rates, assets held by Islamic
financial institutions (“IFIs”) are forecasted to maintain double digit growth rates like the record rate
of 17% seen in 2021.”

The theory that widespread adoption of Islamic financial practices could provide relief from
the mounting debt levels is one of rational basis, but the feasibility of implementing Islamic financial
practices on a large scale and stimulating the sustainable growth of these institutions in the American
market may be problematic. Despite their demonstrated resilience and high demand amongst
consumers, the principles of IFIs, especially the requirement that all transactions be underpinned by
a legitimate trade or real asset,' are inherently at odds with the conventional financial scheme upon
which the American system of regulating was built around,'" and significant regulatory changes
would be necessary if IFIs are to successfully proliferate and provide the economy with the needed
relief.

This note will argue that if the current regulatory regime is modified to create a parallel
governing structure that accommodates the principles and practices of IFIs, the growth of these
institutions and their services could remedy the looming threat of increasing debt and grant the
economy a reprieve for recovery. Part II provides a breakdown of the history and fundamentals of
Islamic financial practices as well as conventional Western financial practices, how they differ from
one another, and describes the current regulatory regime. Part III will analyze the risks associated
with Islamic financial practices, the risks of the conventional Western financial practices, and the
sustainability of each of the categories in practice. Part IV will argue that a substantive change in the
regulatory framework to accommodate IFIs and their growth should be adopted if regulators want
to avoid the total economic collapse threatened by the national and global debt crises.

I1. BACKGROUND

The twentieth century marked the beginning of a new era in rapid growth of the global
economy, driven largely by developments in international monetary systems, a restructuring of the
major industries from technological innovations, and an expansion in the role of the public sector
into the commercial space.” Spurred by decreased administrative controls on international capital
mobility and increased free trade, the efforts to address the financial instability that arose following
the World Wars, Western financial institutions were able to bypass any remaining controls" and
penetrate the Islamic world by establishing branches.'* Although the basic principles guiding trade
and business in the Islamic wotld were established in the seventh century,” the end of European
colonization, which had destroyed the previous socio-political and economic structures in the
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Middle East, brought forth a need for new systems as a means of asserting Muslim independence
and self-determination.'®

The presence of Western banks in the Islamic world combined with an absence of viable
alternatives to the Western banking model that could meet the demands of a globalized economy
was a serious issue that needed resolving if Muslims wanted stabilized communities and participation
in global trade."” The banking institutions of the West, having been developed and made profitable
on the charging of interest, were found incompatible with the religious doctrines of Islam, as it
strictly prohibits the use of interest in transactions.'® In Islamic law, also known as “Shariah”, interest
is considered usury, or “riba” in Arabic, and is strictly prohibited as it is traditionally seen as being a
means for devouring the wealth of others and inherently based on a system of the gain of one at the
loss of another."” Also, the Shariah prohibitions on gambling or speculation, known as “maysir,” as
well as excessive risk and uncertainty in investments, known as “gharar,” has made dealing with
Western financial institutions while maintaining adherence to Islamic values extremely challenging.”

In response to the impracticalities of Western banking in the Islamic world and increasing
pressure on the governments of Muslim countries, the 1970s witnessed a push for Islamic financial
services®' which spilled into the United States in the 1980s.”* Emerging IFIs sought to base their
services in three basic principles compliant with the rule of Shariah: equity, risk sharing, and real
ownership.” Regarded as an alternative to interest-based transactions, the application of the
principle of equity and equality of risk sharing is adopted in the transactions and services of IFIs as a
measure of ensuring that none of the parties in any given transaction are at a disadvantage to
another.”* Whereas in conventional debt-financing the bulk of the risk is bore by the borrower in a
lending transaction in the use of interest rates, Islamic finance views this practice as being
unilaterally exploitative of borrowers™ and returns on capital borrowed are predetermined in the
form of a markup fee at the origination of a lending transaction, profit-and-loss sharing
partnerships, or deferred payment contracts.”

The sharpest contrast between conventional Western and Islamic financial practices is the
general underpinning of each of their respective transactions. Shariah requires all banking products
and finance transactions to be backed by assets which are traded, rented, or invested in on a risk
sharing basis.”” Thus, IFIs are generally known to be asset-based,” although some EFIs may also
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offer equity-based products and services.”” In contrast, Western financial conventions treat money as
a commodity in itself and lend and borrow against it, operating on a system of credit with interest
being its sole driver of profit.”’ The standard bank essentially acts as a liaison between the depositor
and the borrowers the funds are lent to.” At any given moment, only a fraction of a customer’s
funds is readily available as banks rely on the notion that most will not need to access more than that
fraction of their funds at any given moment.” Therefore, the entire system in practice operates as a
debt-based system on credit.

Moreover, all banks in the United States must be licensed by either the Office of the
Comptroller of the Currency (“OCC”), if they are national, or a state banking authority and all banks
are subject to regulations imposed by the Federal Reserve System (“the Fed”) and the Federal
Deposit Insurance Corporations (“FDIC”).” Although none of the laws in the current regulatory
scheme of the United States expressly prohibit IFIs, many of the current regulations impose
requirements that IFIs cannot comply with because they impose practices that conflict with
Shariah.”* This makes their proliferation within the U.S. banking market difficult, if not impossible,
on a principled basis.”

For example, Islamic mortgage lenders must abide by the Shariah capital guarantee
requirement that all transactions be underpinned by assets.’® One way IFIs do so is by engaging in
transactions called “murababa.” In these transactions, the IFI will purchase real property, a home
for example, and simultaneously enter into a lease-to-purchase agreement with a customer for the
property from the IFI for the amount paid plus a flat premium markup.” In practice, this type of
transaction resembles a lease-to-own deal.”’ However, the issue lies in that the National Bank Act"
prohibits banks from holding real property with a provision that grants exceptions to four
circumstances, none of which this type of transaction would fall under.*" Although the statute was
designed to protect consumers by preventing banks from holding masses of property** and by
preventing speculation in real estate by banks® it was also largely implemented to forcefully reduce
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the risk banking institutions could take on.* The risk it was intended to prohibit, however, was
exactly the type of risk created in the profit and loss sharing principles that IFIs base their practices
upon.®” In 1997 an accommodation was made for murababa transactions when the OCC, under
pressure from the Bank of Kuwait,* issued an interpretive letter reconciling the statutory violations
posed by its principle in practice.”’

Additionally, the Western banking system has long operated on a system of creditworthiness,
requiring institutions to partake in the debt-based credit system in order to access the capital that is
needed to hedge against liquidity risks and insure themselves.* IFIs in the United States are subject
to the insurance requirements governing deposits, imposed by the FDIC, if they do not meet the
high minimum capital requirements® to be sufficiently liquid and allow depositors to withdraw
funds at any time without notice.”” The FDIC, established during the catastrophic bank failures of
the Great Depression, was intended to promote stability and consumer confidence in the nation’s
banking systems by guaranteeing that depositors would not lose their funds if a bank failed.”
However, this standard practice of insuring is not Shariah compliant because it creates an imbalance
in the apportionment of risk by reimbursing depositors using funds which they have not contributed
to regularly.”” As commentators have argued, by ensuring that bank depositors suffer no losses from
risky lending practices, this insurance requirement effectively requires IFIs to violate their Shariah
compliant profit and loss sharing model.” But, if IFIs are to offer relief to the issues caused by
overleveraging, regulatory agencies need to make substantive changes to accommodate the
alternative approach, rather than use superficial technicalities to reconcile them with the very
practices and standards that caused the debt crisis in the first place.
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II1. ANALYSIS

In the years preceding the Great Recession of 2008, the residential housing market
experienced a boom which mortgage lenders were eager to capitalize on.” Lenders proceeded to
approve as many loans as they could, including to subprime borrowers not typically qualified for
conventional loans due to their heightened risk of defaulting, and then, to profit off the low interest
rates, bundled the loans together and sold them to secondary market investors.” Through the
complex process of securitization, Western mortgage lenders were able to secure new fundings by
selling off their consumer debt holdings to securities investors, effectively transferring the risks to
the investors while generating new capital for lending.” Then during the recession, Congtess
authorized the Department of Treasury (the “Treasury”) to establish federal programs to stabilize
the financial system”” or, as many viewed them, bail outs for the lending institutions whose risky
lending practices caused the recession in the first place.” Rather than acknowledging the failure of
the conventional financing system and its high-risk propensities, the government swept it under the
rug.

As originally intended, the securitization of debt assets allows institutions to reduce their
borrowing costs through the transfer of risk and thus lower their minimum capital requirements as
enforced by regulators.” This practice has historically proven to have a net positive outcome in
slow-moving developing economies in need of capital to stimulate their growth.”” However, as
demonstrated, practices like securitization, that leverage and transfer debts, are inherently high risk
because their profits and the value of their assets are dependent on interest rates.”’ Once interest
rates rose to remedy inflation fears, loans that originated at lower interest rates and were securitized
became practically worthless.”” The overall value of assets held by institutions engaged in this
practice dropped and they became faced with a liquidity crisis.”” As the banks failed, the FDIC
stepped in and made sure that no one lost a penny of insured deposits.” Ultimately, it was
consumers who bore the cost of the risky banking practices through higher interest rates on their
debts, foreclosures on their homes, high unemployment rates, and through the government bail
outs, using taxpayer dollats, of the very institutions who were at fault in the first place.”

Despite the global impact of the crisis, institutions that did not engage in high-risk
securitization practices and those who took caution in retaining non-interest rate dependent assets
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weathered the storm better.”” Amongst them were IFIs, whose principles prohibited them from

engaging in the high-risk interest-rate dependent practices that precipitated the crisis.”” It is likely
that if the institutions at fault adhered to the Shariah prohibitions on the use of interest for profit
and speculation, the crisis never would have occurred. Hence, IFIs have become attractive for
investors with recession concerns and those seeking to mitigate risks through diversification.”®

Also, the inherent alignment of IFIs with the ESG approach has led some across the world
to review it as a being well suited for economic recovery. Due to their macro-level aim of reducing
inequity while fostering prosperity through contract moderated risk sharing,”” IFIs would never
engage in the excessively high-risk practices that caused the crisis. Even lenders responsible for the
2008 crisis, like Fannie Mae and Freddie Mac, have purchased Shariah compliant Islamic mortgages
as hedges against their own subprime lending.” However, the profit and loss sharing basis of IFIs
has its own risks but, unlike conventional financing, its risks incentivize stronger management and
due diligence.” Being outcome dependent, IFIs have a greater incentive to exercise caution in their
investment practices and thus, theoretically, a higher utility can be achieved using their methods of
financing as opposed to debt financing.”” In contrast, western debt-based financing practices are not
only inherently higher risk, but their practice is also enabled by the assurances granted by FDIC
regulations and requirements.” Although FDIC insurance was intended to maintain stability in the
banking industry, it also creates a problem of a “moral hazard,” where banks can take excessive risks
with deposits knowing that if they fail the government will rescue their depositors rather than hold
them accountable.”™

In recent news, US banking saw the second largest bank failure in history which has caused
great alarm in the markets.” Silicon Valley Bank (“SVB”) experienced a reckoning when its decision
to invest 94.4% of its deposits in low interest rate bonds and mortgage securities proved to be fatal
once inflation increased and interest rates rose to tame it.” Not only was SVB dependent on interest
for profit, but it also failed to back its transactions with enough liquid assets while gambling that
interest rates would not rise and drop the value of its holdings.”” Keeping in line with the 2008
failures, the federal government has announced that all depositors will be fully protected,”® making
an exception for funds that surpassed the $250,000 maximum that has been in place since 2008.”
Given the current debt crisis, this exception complicates the issue because the funds used to repay
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depositors will need to be borrowed from the Treasury if the Deposit Insurance Fund (“DIF”) runs
out.” Market commentators are concerned that if additional bank failures like SVB continue to
occur before Congress can raise the debt ceiling, the risk of default on the national debt will
increase.”

While recent times have shown that the government will bail out financial institutions when
they make a mess, IFIs do not have those same assurances due to the limitations of the
Establishment Clause of the Constitution® and the markets lack the infrastructure that can assist
them in hedging liquidity risks.*’ Even though IFIs are structured around compliance with a
particular moral framework, they are also open to consumers seeking their offered services from all
backgrounds. However, their religious affiliation subjects any governmental support to judicial strict
scrutiny when challenged™ against the Establishment Clause.” Additionally, since they ate privately
held, like all financial institutions in the United States, IFIs face another issue in the operational
differences across the industry.” The religious underpinnings of their principled approaches are
varied across the different Islamic schools of thought, with each IFI having its own Shariah Board
advising it on compliance with respect to the schools of thought adhered to by the Board

members,” and devising a regulatory framework that can meet all their needs in a uniform manner
could be difficult.*®

IV. RECOMMENDATION

With the looming threat of economic collapse on the horizon, financial regulators should be
looking at all potential remedies rather than transferring debts through accounting measures.
Granted, individual consumers may be reluctant to allow changes in regulatory regime to
accommodate institutions grounded in religiously derived viewpoints, specifically those associated
with Islam, because of the negative stigmas associated with the faith practice.” However, as
researchers for some of the preeminent capital market indexes have said, averting the crisis will
require unpopular actions and a great reset of policymaker mindset.”” While members of Congtess
are calling for the quick fix of raising the debt cap, it will not provide a long-term solution if
financial institutions continue to trade debt as a commodity rather than backing their trades by liquid
assets.”!
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For the long-term sustainability and health of global markets and the US economy, it is
imperative for financial institutions and governing bodies to transition away from high-risk
speculative practices associated with debt-based financing and towards asset-based or equity-based
financing. Regulators should hold banks accountable instead of enabling them to invest in interest
dependent assets under the FDIC safety net. Allowing the reliability of institutions to dictate
customer deposits would be a much more prudent approach. As such, the FDIC insurance
requirements should be lifted, providing banks and consumers the option to choose their level of
participation.

Additionally, to enhance oversight of IFIs, financial regulators should establish a separate
agency with a specialized Shariah Board, well-versed in various schools of thought, that runs parallel
to current agency regulators.”” This agency can enforce consistent requirements across all IFIs,
ensuring consistency and uniformity in their financial practices while limiting potential confusion for
customers arising from a lack of familiarity with the products and services they offer. Moreover, the
creation of a parallel regulatory structure for IFIs will facilitate their development and offer a safety
net to IFIs that hedges against the risks of debt-based financing, serving as a remedy to the current
debt crisis. By adopting these measures, financial institutions can contribute to the stability and long-
term prosperity of both global and US markets.

V. CONCLUSION

When repeatedly faced with economic crises resulting from reckless speculative financial
practices, the reasonable conclusion becomes that the practices must cease and be replaced with
healthier alternatives. The current debt-based financing practices have proven to be unreasonably
reckless, exploitative of consumers, and only beneficial to a minority profiting off them. Consumers
entrusting their wealth to financial institutions should have confidence that their funds will not be
used in reckless lending schemes. This fundamental fiduciary trust lies at the core of Islamic finance
and banking practices. Implementing such principles into the economy, if done properly and
embraced, can effectively address issues stemming from overleveraging debts.

92 See U.S. DEP'T OF TREASURY, Speech: Regulation of Islamic Financial Services in the United States, Mat. 2, 2005)
(expressing that US regulators understand the importance of IFIs and have a desire to learn about the principles so that
they can accommodate them. Also explained the case-by-case approach adopted in issues raised by IFIs in granting them
special permissions for the financial products and transactions).



