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1. Introduction

The main aim of this paper is to discuss the nature and scope of allocation of resources
among the goods and services produced in an interest-free economy. In this paper an at-
tempt will be made to discuss the conditions or criteria required for efficient allocation of
resources based on Islamic value system. The topic of allocation of resources primarily
comes within the purview of micro-economics and itsrelated discipline known aswelfare
economics. Micro-economics or welfare economics mainly dealswith the utilisation of re-
sources at a particular time. It is not very concerned with the growth of resourcesin re-
gponse to changes in time. As a result, the discussion of micro-economics or welfare
economicsin allocation of resourcesis primarily static. It is not a dynamic one.

Inthispaper itisassumed that thereisno difference betweeninterestand’ riba‘ andls-
lam recogni sesthe concept of wage, rent and profit asstatedinthe Holy Qur’an and Sunnah
of Prophet Muhammad (SAW).

In the paper it is shown that the efficient allocation of resources in an interest-free
economy is possible through the introduction of the Islamic value-loaded concept of *ac-
counting price’ for capita as one of the decision criteria. In other words, we must link up
material considerationswith economic ethics based on Islamic value system. Therefore, it
is obvious that allocation of resourcesin an Islamic economic system depends upon both
objective and subjectivecriteria. The objectivecriteriawill be represented by the  account-
ing price’ of capital which must be based upon the | slamic opportunity cost and the subjec-
tive criteria will be represented by the economic ethics which must be based upon the
injunctions of the Holy Qur’an and Sunnah. So, the scope of alocation of resourcesisboth
wide and narrow at the sametime. It isnarrow or restrictive in the sense that the allocation
of resources must take place under theframework given by the Holy Qur "an and Sunnah. It
iswidein the sensethat the allocation of resources must take into consideration the market
and non-market forces like externalities, secular factors etc. and religious factors like
moral, socia and economic values of 1slam (Mannah, 1984).

The paper is divided into four sections. Section | gives the introduction, Section I
makesareview of thereal processof allocation of resourcesin both capitalist and socialist
economic systems, Section 111 deal swith thetheory and practiceof resourceallocationinan
Islamic economic system and Section IV concludes the analysis and makes an attempt to
bring about the policy implications of the analysis made.

Il. Resource Allocation Under Capitalist and Socialist Economic Systems: A Brief Re-
view

A. Resource Allocation Under Capitalist Economic System: One of the most important
theories of resource alocation in the capitalist economy is the neoclassical doctrine.
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Though neoclassical theory failed to answer clearly why interest ispaid, yet it playsavital
role in the allocation of resources from the micro and macro-economic viewpoints of the
capitalist economy. Inthe market economy the commadity price and therate of interest are
established in such away that they can ensure equilibrium between demand and supply of a
particular commodity at a particular time. Attempt has been made to formalise the concept
of market economy through the competitive equilibrium model. Therefore, it is claimed
that perfect competition hel psto make achoice of Pareto Optimum. For instance, if therate
of interest becomes equal to marginal productivity of capital in both present period (t) and
future period (t+1) of aparticular investment project, the optimum level will bereached. In
thiscase both the variables are defined with respect to aparticular commodity whichischo-
sen asanumeraire (Mannan, 1984). Since the present market system ensures perfect equi-
librium between investment plans of different agents of the economy, we need some
planning for achieving the optimum level. If we assume that the marginal benefit and cost
of relevant combinations of different variables like individua-social, direct-indirect,
economic-non-economic etc. have aready been determined, then the criteriafor choosing
between different investment projects must reflect time-val ue of money. Because the bene-
fit from capital comesfrom anincome-flow over along period of time. To compare antici-
pated income stream with cost we require to find out the present value of the benefit to be
received in future over along period of time (i.e. the life-time of the project). Usually the
present value of the future benefit isfound out by discounting interest-income from the re-
turns of the life-time investment. In fact, the reversal of the cumulative interest to be re-
ceived in futureis known as discounting. Hence interest occupies a place among decision
criteriairrespective of thekinds of interest receiversin acapitalist system (Mannan, 1984).
L eaving aside discussion regarding the question which will bethe appropriaterate of inter-
est to be used for discounting futureincome stream or if the discounting by therate of inter-
est is appropriate, let us now discuss about the investment decisionsin the following:

Usually two typesof decisionsare needed: (1) whether aparticular investment will be
carried out or not; (2) whichinvestment project should be chosen among thelimited number
of aternative projects. Certainly a project should be chosen which is quite different from
the investment projects already undertaken. According to the neo-classica theory, four
typesof criteriaare used for taking investment decisions. These are: (i) present valuecrite-
rion, (ii) cost-benefit criterion, (iii) internal rate of return, and (iv) criterion of break-even
time. Let us now discuss them one by one:

(i) Present Value Criterion
The present value criterion should be expressed with the help of the following formula:

r r r
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Where
PVMNB = present value of the marginal net benefit;
r's= marginal net benefits obtained from investment project;

i = rateof interest.

Accordingtotheabovecriterion weget two principlesof choosinganinvestment project:
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@ Theproject should beundertaken for all ocation of resourcesonthebasisof the
assumption that the social opportunity cost of capital isrepresented intherate
of interest.

(b) The project whose present val ue of net benefitsisthe highest should bechosen
for alocation of resources.

(i) Cost-Benefit Criterion

This criterion may be represented with the help of the following formula:

q >
=1 (1+0)
BCR = 3 1
§ =
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Where,
BCR = benefit-cost ratio;
C = amount of cost;
B = amount of benefit;
[ = rate of interest or discount rate;
t = time;
n = number of years.

The formula may also be stated in the following way:

Present Value of Benefit (PVB)
Present Vaue of Cost (PVC)

Benefit Cost Ratio =

According to thiscriterion, if the gross benefit and cost ratio of a project after discounting
becomesequal to unity or more, the project should betaken up for all ocation of resources.

(iii) Internal Rate of Return

Theinternal rate of returnisarate which may be compared to any interest rate representa-
tive of social opportunity cost of public capital. Itissuch arate of interest which makesthe
present value of benefit and cost equal. If therateis higher than the rate of expected return,
more investment will be preferred subject to the availability of sufficient capital required
for additional investment. The internal rate of return for discounting can be expressed in
terms of the following equation under the assumption of indefinite rate of return:
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= B
C
Where,
B = present value of returns,
C = present value of costs.

In other words, theinternal rate of return under fixed total benefit and cost over thelife-time
of the project and under the specified period of time is one which makes benefit and cost
equa. That is:

§8.-Co
1 (1+i)
Where,
Bt = amount of benefit in each year;
Ct = amount of cashin each year;
t = time;
n = number of years;

rate of interest or discount rate.

[
There are two implications of the above formula:
(a) Theproject whoserate of returnishigher thanthe market rate of interest isacceptable.

(b) The project whoserate of returnisthe highest should befinally chosen for allocation of
resources.

(iv) Criterion of Break-even Time

The break-even time is a time after which the net return of the investment project begins.
The break-even time may be expressed in terms of the following formula:

(Bt- C) 3 1, fort =t*, the break-even time.
The implications of the above formula are the following:

(a) Theproject whosebreak-eventimeislesser thanthe pre-determined timeisacceptabl e.

(b) The project whose break-even timeisthe least should be undertaken. According to the
classical economists, interest is areward for waiting. Keynes and other proponents of li-
quidity preferencetheory regarded interest not only asareward for saving, but also asare-
ward for parting with liquidity. Interest is the price paid for investing a part of the liquid
money kept idle for speculative purposes. Interest may also be regarded as a premium to
compensate for the money kept in asset formslike bonds, securities, etc., to face the uncer-
tainties. The higher the degree of future economic uncertainties, the higher will betherate
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of interest. When the price of all economic assetsincluding bonds ceasesto risefurther, the
speculators become very much concerned of apossiblefall in asset prices. Asaresult, they
arewilling to hold money in cash. On the other hand, when the specul atorsforesee arisein
the price of economic assets, then they reducetheir demand for cash and want to hold more
€CON0Mi C assets.

When price of assets increases, the economic assets can be sold out at a profit. Of
coursg, if therate of interest fallsto avery low level, then the specul ators want to hold infi-
nite amount of cash. In the circumstances, the economy is caught under a“liquidity trap”
and the demand curvefor money becomesperfectly horizontal . Inthiscase, therate of tech-
nological progressis usualy so slow that the marginal efficiency of capital gradually de-
creases with the increase in capital. Of course, it will not be unreasonable to think that if
money supply increasesfurther, it will increase consumption and the demand for money for
transaction purposes. Usually the individual and firm are inspired by the expectation re-
garding future economic conditionsto give priority to economic assetsover cash money. If
the specul atorsthink that the marginal efficiency of capital and rate of interest will increase
infuture, then only they givepreferenceto theinvestment of capital asset. Therefore, theas-
set holders must take into consideration the future price of assets and prospective yields
(which isreflected in the marginal efficiency of capital) compared to bond and other debt
instruments. The present and prospective (expected) price of capital asset partially depends
upon the present and expected rate of interest. That iswhy the rel ationship between money,
loan and equity isvery complex. According to the Keynesian investment theory, if the mar-
ginal efficiency of capital ishigher than the prevailing rate of interest, investment will take
place. That is, profitability is the main factor for investment decision (Mannan, 1984).
Therefore, in the capitalist growth theory, the rate of interest isrelevant so long asit influ-
encesthe amount of investment. It isalso argued that the rate of interest isatechnical con-
cept since it is not only relevant in case of gross investment in new machines, it is aso
relevant in case of influencing human behaviour. Therate of interest affectsthelevel of use
of old machines (because it affects the installation of new machines) and these become
competitivewith old machinesin theframework of discounted value of futurereturns. Asa
result, the rate of interest also affects the value of these assets and capital formation. Ac-
cording to capitalist theory, capital formationisatool for effective technological progress.
Theeconomy will cometo the adjustment path by the changeininvestment rateand asare-
sult, therate of interest will comecloser to itsequilibrium path. The optimum level of inter-
est rate appears to be equal to the growth rate of gross output. Therefore, we find that in a
capitalist economic system the rate of interest islinked up with investment decisionsin a
very complicated way. Hencewe can rightly say that therate of interest playsavita rolein
the allocation process under market economy (Mannan, 1984).

B. Resource Allocation in a Socialist Economy

According to Schumpeter (Schumpeter, 1951), in asocialist economy therewould benoin-
terest as an independent value phenomenon. In the erstwhile Soviet Union interest was not
observedinthecost of production of the state enterprises after theabolition of privateenter-
prises. Apart from very few exceptions, in most cases interest was not paid for the use of
fixed capital. Since capital was not so abundant to bring down the rate of interest to azero
level, itsrelative efficiency in aternative employment was considered for achieving wel-
fare. Moreover, since animportant range of investment decisionwasreally decentralised, it
was necessary to inform the decision makers about the scarcity pricefor national alocation
of resources, and everybody had to abide by it. According to the well-known conditions of
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profit maximization, the rate of interest should be uniform throughout the economy so that
the supply of investment fund (which is politically determined) becomes equal to demand
(Grossman, 1953). Therefore, the makersof investment planinthethen Soviet Unionintro-
duced different coefficient of deficiencies relating to the norms of functioning of capital.
These coefficient were used by the makers of investment plan and natural dataand parame-
ters for modifying the unjust lower price of material inputs supplied through rationing. In
the then Soviet Union, three arguments were shown for capital charges:

(1) The use of capital charges may be supported for the developed concept of opportunity
cost required for allocation of scarce capital.

(2) Theuse of capital charges may be supported for increasing capital required for new net
investment on the basis of the needs of the economy.

(3) The use of capital charges may be supported for introducing a criterion for aminimum
amount of capital and current cost in an arbitrary period (T) if the annual present operating
cost flow is assumed as constant. This processis equivalent to the method of applying 100
percent interest chargesto primary capital investmentintime‘T’. (That is, 100/T percent).
AsMannan said, “ But the makers of investment planswere careful to dissociate the capital
charges advanced by them from the capitalist category of interest, even to the extent of as-
serting that there is nothing in common between the two.” (Mannan, 1984). The proposed
capital chargewasjust acal culating device and thiswas neither aprice paid to the capitalist
for the use of capital nor a kind of personal income prevalent in the capitalist system.
Though the proponents of capital charges brought some changes in the concept of capital
charges subsequently and though they failed to realise that the proposed interest came
within the accounting cost of investment project and that thiswas a price forming element,
yet they did not recognise the existence of interest (Grossman, 1953).

It should be mentioned here that the capital charges played avital rolein one way or
theother intheallocation of scarce capital in East European countrieslike Poland, Bulgaria
etc. though the financing of large-scal e investment projects through the non-reimbursable
interest-free grants of the Finance Ministry and paid by the Industrial Bank of the countries
concerned continued in Czechoslovakia and Hungary. Even new financial disposition in
Rumaniaintheyears 1967 and 1970 al so did not include any capital charges. Of coursg, itis
argued that the allocation of scarce capital in Marxian theory is not efficient. Professor
Grossman said that there was no doubt about the fact that the then Soviet economists faced
some problemsin removing thisinefficiency. Among the problems, theimportant oneisthe
axiom represented by the labour theory of value for resource alocation. This obstacleis
more acutein casesof capital allocation. Itsfatal blow isthat it measures output in terms of
labour. But according to the logic of rational allocation the aternative combination of re-
sources should bemeasured in terms of maximand or minimand. Therefore, theinputs must
bemeasured in terms of production unitsin case of minimisation of labour inputs (maximi-
sation of leisure) with afixed bill of goodswhere unit of minimandistheunit of labour time.
It should be mentioned herethat Professor Friedman (1962) criticized Marxian labour the-
ory of valuefromdistributive point of view. Inthewords of Friedman, “ Evenif one accepts
the basic ethical proposition, the Marxian theory of exploitation is logically fallacious.
Clearly, somepart of current product isattributableto non-human capital. The Marxian an-
swer is that non-human capital is the product of past labour-embodied Iabour, asit were.
But if thiswere so (and | do not meantoimply that it is), the Marxian slogan would haveto
be rephrased: present and past labour produce the whole product but present labour gets
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only part of theproduct. At most, thisimpliesnot that present |abour isexploited but past la-
bour is, and anew ethical proposition would haveto beintroduced to argue that present la-
bour should get present and past labour produce” (Friedman, 1962).

From the above discussion it is clear that the rate of interest or capital chargesplay a
very vital role in both the capitalist and socialist systems. The capitalist system is based
upon consumer’ ssovereignty whilethe socialist radical paradigmisbased upon producer’ s
sovereignty. Asaresult, thenature of role played by therateof interestinboth thesystemsis
quite different. Since the ownership of production organisation and objectives of produc-
tion aredifferent in both the systems, the implications of opportunity cost, the nature of the
rate of interest and the motivation properties are also different in both the systems. There-
fore, the alocation of investment resources under producer’ s sovereignty is quite different
from marginal productivity criterion under consumer’s sovereignty (Mannan, 1984).

I11. Allocation of Resources in Islamic Economic System

The dlocation of resourcesin Idamic economic system is quite different from the alloca-
tion of resourcesin acapitalist or asocialist system. Theresourceallocationin Islam differs
from all ocation of resourcesin acapitalist systeminthefollowing ways(Mannan, 1984):

(i) Inacapitalist systeminterest is considered as an element of cost of productionwhilels-
lamic economic system rejectsinterest asan element of the cost of production. In acapital-
ist system the distributive shares are four: wage, rent, interest and profit, while in the
Islamic system the distributive shares are three: rent, wage and profits. Thereisno place of
interest inthels amic economic set up sinceitisnotincludedinthe cost of productioninthe
I slamic economic system.

(i) Inacapitalist system therate of interest islinked up with the capitalist money market in
oneway or the other. The money, bond, loan and equity in which economic values can be
held overtime areinfluenced by therate of interest in oneway or the other. Thereisno such
counterpart of thistype of money marketinIslam. Islamic money market isboth simpleand
complex. Itissimple becauseit recognisestheright of the sharehol ders and encourages eg-
uity participation onthebasis of profit-sharing. Itissimpleal so becauseit doesnot support
such speculative activities which distort resource all ocation. In the Islamic money market,
speculationisto bereplaced by forecasting and prediction based on solid economic data.

(1) Resource dlocation in Islam has not only economic objective, but aso has social and
moral objectives. The Marxian welfare and investment functions disregard moral, ethical
and non-material values. Of course, it does not mean that Marxian social systemisvalue-
neutral. Theideaof accounting pricein Islam differsfrom the Marxian idea of accounting
price. Theaccounting price of capital inthe Marxian economic system takesaform of price
forming element and it isreflected in price. On the other hand, accounting priceinldamis
not a part of price. Becauseif it becomes a part of price, it impliesthat it indirectly recog-
nises interest.

(2) Marxian theory isbased upon the labour theory of value. According tothistheory, price
reflects production cost and production cost is measured in terms of absorbed labour time.
Only labour yields surplus value. Because the value of labour received by the capitalist for
using labour is higher than the value paid to labour by the capitalist for using labour serv-
ices. According to Marx, other factors of production like machines, plant, raw materials,
etc. reproduce themselves in the production process. Islam does not accept this narrow
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view. LikeMarxiantheory Idam alsorejectsinterest asacategory. But likeMarxian theory
Islam does hot consider labour as the only source of value.

(iii) According to Marx, thewelfarefunction for influencing investment decisionis created
from the source within the society and it represents the will of the Communist Party in
power. The welfare function in Islam is created from the source outside the society and it
representsthewill of God. Thisrole of the constant exogenousvariablein building Islamic
economic structureisvery important. The flexibility of the endogenous variables does not
depend upon the whims of the capitalist or the bureaucracy of the Communist Party, it de-
pends upon the principles of Shari’ah. Of course, this does not mean that thereis no scope
for new thinking or argument in Islam. Thereal allocation of resourcesin Islam mainly de-
pends upon subjective factors. The objectivefactorsin Islam play alimited role in aloca-
tion of resources.

The objective factors may be expressed in terms of accounting price of capital while
the subjectivefactorsmay be expressed in termsof Islamic welfarecriteria. Let usnow dis-
cuss about the two types of factorsin the following:

() Objective factors

The objective factor isthe accounting price of capital. The accounting price of capital may
be used for ensuring efficient allocation of resourcesin Islamic economic system. The ac-
counting price can be determined by the profit index or the share dividend index of a se-
lected industry based upon time series or cross section data. Thiskind of accounting price
may be based upon the concept of opportunity cost. It ispossibleto havearange of account-
ing priceinan Islamic system. Ideologically, thisaccounting price may be seen asaneutral
concept sinceit can work in any economic system as an accounting device. Butin Idlam it
must haveideol ogical orientation and bias. Because the accounting price of capital must be
evauated intermsof explicit valuejudgement based uponthecriteriaof Islamic social wel-
farewith aview to ensuring efficiency and equity in resource alocation. Itislikely that the
pattern of accounting pricein different sectors of the economy will be diversified to reflect
the pattern of priorities given by the national plan. Needlessto say, the main task of the na-
tional plan isto determine the amount of fund to beinvestedin public and private sectorsin
aparticular period of time and to determine the nature and pattern of investment under Is-
lamic set up. Itimpliesthat 1slam supports agood deal of flexibility and decentralisationin
investment and output decisions. | lam supports freedom of choicein occupation and con-
sumption consistent with the Shari’ah Law (1lamic Law). It may be shownwiththe hel p of
thefollowing example how the accounting price of capital helpsthe process of resourceal-
location in ISam (Mannan, 1984):

Let us suppose that the Central Planning Authority has identified three investment
projects. Theprojectsare X, Y and Z. Let us suppose that all the three projects are equally
socially desirableand consistent with thelslamic values. But theresourcesat thedisposal of
thestateat present allow only two projectsto betaken up. Now the problemishow to decide
which one of the three proj ects should be given up. Based on the past experiencelet us sup-
posethat theaccounting priceof capital is15 percent and thecal culated rates of return of the
three projectsare 17 percent, 10 percent and 19 percent respectively. Therefore, according
to theaccounting price of capital, weareto choose projects X and Z sincetheratesof return
of thesetwo projectsare higher than the assumed accounting price of capital. Of course, be-
fore final acceptance for implementation, the two projects should be analysed and evalu-
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ated fromwelfareviewpoints. Needlessto say, the accounting price hasonly been shownin
paper; itisnot used for real transactions. Till now thisconcept isideologically neutral and it
hasonly helpedin the decision making processsinceit hasbrought objectivity inthealloca-
tion process of resources. It will be erroneous to include accounting price of capital inthe
same class of interest of the capitalist system.

The accounting price in the socialist system is determined by the objectives and
evauation of the national plan and the bureaucracy in charge of administration. Therefore,
the accounting price in the socialist system reflects the preference of the people at the top
and thelevel of this preference works asthelevel of valuation of the consumer goods. The
consumersinthe socialist system depend upon the mercy of the Central Planning Authority
or the bureaucracy. But in Islam the accounting price reflects the economic, social and
moral welfarefunctions. The preference of both the consumer and producer is subordinate
toit.

InIslam neither consumersnor producersexploit anybody. They co-operatewith each
other for thewellbeing of all the peopleof thesociety. Therefore, we seethat theaccounting
priceof capital inlslam must takeinto consideration thefactorslike consumer’ spreference,
preference of the private sector, preference of the public sector, the relative scarcity and
profitability in terms of displaced alternatives at home and abroad and Islamic ideological
weight (Mannan, 1984). This concept of accounting price may be applied in the following
cases of resource alocation:

(i) Resource Allocation in the Pure Public Sector: Thereisaneed for supplying social good
inthissector and externalitiesexist inthissector. In this case market system does not work.
The national importance of this sector is very high.

(i) Resource Allocation in the Pure Private Sector: In this sector smaller investment is
needed for producing consumer goods and producer goods and the people do not feel the
need of borrowing.

(iii) Public Sector Induced Investment with Private Sector: The projectsin which the risk
exists and the private initiative is not encouraged in investment, the participatory invest-
ment on the basis of profit and loss sharing is needed.

(iv) Externally Induced Investment. Theinvestment on the basis of profit and loss sharing
may be madein those sectorswherethereisascopefor technology transfer from one coun-
try to the other.

The price mechanism in terms of the market forces of demand and supply under the
overal Islamic structure of production, consumption and distributionisapprovedin Islam.
Thereisno place of asocialist solution regarding directed labour, administered output plan
and priceintheldamic set up. Of course, it does not mean that the I slamic market systemis
identical with the capitalist solution of output plan and price. In the capitalist system the
market mechani sm generatesimpersonal forcesof demand and supply. Inthecapitalist sys-
tem all transactions are impersona and profit-oriented. In Islam thisistruein avery re-
stricted sense. In Islam the market mechanism generates such demand and supply forces
which are consistent with the value system derived from faith in Allah (SWT). Inthissense
al kinds of transactionsin Ilam are persona and welfare-oriented. Because in the Holy
Qur’an time and again stress has been laid upon high degree of honesty, reliability and
truthfulnessin economic and commercial transactions. Therefore, if aproject ischosen on
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the basis of objective consideration led by market forces, it should also be acceptable from
welfareviewpoints(Mannan, 1984). L et usnow discussabout thewelfarefunctioninlslam
and itsrolein the allocation of resources in the following:

(b) Subjective Factors (Welfare Criteria)

InIslaminvestment criteriaand welfarecriteriaareinterlinked. In the sameway individual
and socia welfareareal sointerrelated. So, unlike capitalist systemtheldamicwelfareeco-
nomicsisnot different fromindividual consumer behaviour or theindividual firm’'sbehav-
iour. Because both theindividual and firm work under Shari’ah Law, therefore |slam does
not support Pareto Optimum Criterion. The Pareto Criterion wants to say that if a change
makes someone better off without causing any harm to anybody, then it will beregarded as
welfareor betterment. To comparethisconcept of Pareto Optimum with thelslamicinsight
let us now discuss the Pareto Criterion with the help of diagram asfollows:

/N E
Y's
utility D
. >
X's utility

L et ussupposethat therearetwo individualsin the society: X and Y. The utility of individ-
ual X isrepresented by the horizontal axiswhilethevertical axisrepresentstheutility of in-
dividua Y. Accordingto the Pareto Criterion, if achangefrom point A takesapersontothe
right of point A, to point B or above point A to point C or D, then that situation may bere-
garded asanimprovement. Becauseindividual X will bebetter off at point C, but individual
X isaso not worse off and both will be better off at point D. But according to Pareto Crite-
rion, point E can not be evaluated. Becauseat point E, individua Y isbetter off, butindivid-
ua X isworseoff. The Pareto Welfare concept isnot ableto solvethe basic social problems
of distribution and redistribution.

Islam is very much concerned with these social problems. Even when the capitalist
Government facesallocational problems, then it triesto solvethe alocational problemson
thebasisof itsown arbitrary valuejudgement. Thisarbitrary valuejudgement worksonthe
basisof capitalist welfarefunction. In this sensethereisno solid foundation of welfare eco-
nomics under capitalist economy. But in Islam the social and moral considerations are so
interrelated that these must encompassthe Qur ‘anic value judgement. Thiskind of welfare
functionisonly confined to the Islamic society. If an economist does not know how to dis-
tinguish between development and underdevel opment resulting from a policy change due
to new investment decisions, then hewill not be ableto give any recommendations regard-
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ing any allocation of resources. Thereisnoway of weighing thenet result onthe basisof the
objective priority despitethe problem of interpersonal comparison. Theonly way out isthe
formulation of a set of explicit value judgement which enables the analyst to evaluate in-
vestment decision on the basis of welfare criteria. The Shari ah principleswill providethe
basisfor making allocation, production and distribution fair and legitimate. Therefore, itis
imperative to classify the genera criteria which will help construct an indifference map.
Theindifference curve will help us rank the utility of the different combinations of goods
consumed by the members of the | slamic society. Theindifference map uponwhichthein-
dividual decision isbased may be regarded as social and moral welfare functions of Islam
(Mannan, 1984).

Theldamic concept of utility isamuch wider concept than the concept of utility under
capitalism. Islamic concept of utility isbest knownas’ maslahah' (masalehat-al-Ibad). The
term‘maslahah' referstothewellbeing of the human beings. Accordingto Al-Shatibi, ma-
slahah isthe property or power of agood or servicethat governsthe basic elementsand ob-
jectives of life of the human beings in this world. According to him, there are five basic
elements of existencein thisworld. They are: (i) life (al-nafs), (ii) property (al-mal), (iii)
faith (al-din), (iv) intellect (al-aql) and (v) posterity (al-nasl). All goodsand serviceswhich
have the power to promote these five basic elements are said to have ‘ maslahah' and the
goodsand serviceswhich have maslahah will betermed asneeds. Want in capitalismisde-
termined by the concept of utility while need in Islam is determined by the concept of ma-
slahah (Khan, 1989).

The concept of goodsisalso different in Islam. In Islam goods are bounties bestowed
by God upon mankind. According to the Holy Qur’an, the consumable goods are those
which attribute moral and ideological values to them (mankind). In the Holy Qur’an re-
garding goodstwotermsareused. Theseare: al-tayyibat and al-rizq. Theword, al-tayyibat
has been used 18 timeswhiletheword a/-rizqg hasbeen used 120 timesin the Holy Qur ‘an.
Al-tayyibat refers to good things, pure and good things, clean and pure things, good and
wholesomethingsand sustenance of the best. Al-rizq refersto Godly sustenance, divine be-
stowal, Godly provision and heavenly gifts (Ali, 1975). According to Islam, consumer
goods are the useful, beneficial consumable materials whose utilisation brings about the
material, moral and spiritual betterment of the consumer. Things which are not useful and
prohibited in Islam are not goodsin the Islamic sense. In capitalism goods are those which
areexchangeable. But in |slam goods are those which are exchangeableand morally useful
(Choudhury, 1991).

Thecriteriontojudgeif aparticular good has maslahah isfixedin lsamwhilethecri-
terion to determine utility differsfrom person to person. Individua masiahah isconsistent
with social maslahah whileindividual utility may bein conflict with social utility. Inlslam
maslahah underlies al economic activities in a society such as consumption, production
and exchangewhile utility i sthe objective of consumption and profit isthe objective of pro-
duction in capitalism. The utility derived from the similar quantity of same good differs
from person to person and the comparison of utility can not be objectively determined. But
comparison of masiahah in several instances may be possible. For instance, person A may
be protecting his life by eating an apple while person B, by the same act may only be im-
proving his health. So, maslahah of A is more than masiahah of person B.

Islam associates belief in the Day of Judgement and the life in hereafter inextricably
with belief inthe Unity of God. Thisextendsthe Muslims’ time horizon beyond death. Life
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beforedesth and lifeafter death are closely interrel ated in asequential manner. Thishastwo
effects as far as alocation of resources by the consumer is concerned. The outcome of a
choice of action iscomposed of two parts. immediate effect in thislifeand effect inthelife
to come. Thenumber of aternative uses of one’ sincomeisincreased by theinclusion of all
the benefitsthat will be gained by theminthelife hereafter. For instance, interest-freeloan,
qard-e-hasana, sadagah to the poor and the needy, caring for animals, spending for the
welfare of thefuture generation, improving community life, propagating the message of Is-
lam, promoting good deeds and thoughts, time in the remebrance of God.

Therefore, many alternative uses of one’sincome may have positive utility inthe Is-
lamic frame of reference, athough their utility or benefits in the capitalist or communist
frame of reference may be zero or negative. True successfor the Muslimsrefersto thetotal
horizon of timesinceit isthe sameeffort to do good which resultsin successbothinthislife
inall aspectsand in thelife after death (Weber, 1958; Shows, 1972; Ali, 1975; Kahf, 1989;
Choudhury, 1991; Shatibi, undated). The Holy Qur’an unequivocally emphasizes this be-
havioural norm for material and spiritual matters with a view to securing a balanced life.

According to Islam, resources should befirst allocated to the essentials (daruriyyat).
After meeting the essential s, the resources should be alocated to the fulfillment of comple-
mentarities (hajiyvat). Resources left out after alocation of resources to essentials and
complementarities may be allocated to amelioratories (tahsiniyyat). Thisorderingisatype
of lexicographic ordering and cannot be represented by convex indifference curves that
neo-classical economics assumes for preference ordering. The second level of preference
ordering comeswhen choiceisinvolved within three categories of needs. In thiscase of es-
sentials and complementarities we may not be able to construct a preference ordering that
can give smooth convex indifference curves. Only in case of amelioratories we can use
smooth indifference curves (Banna, 1965; Siddiqi, 1972; Khan, 1989). In other cases, we
need balancing and there is no room for prodigality (/sraf).

The concept of extensive complementarities among life-sustaining and moral possi-
bilitiesisbetter addressed by thetheory of social well-being. Thisisdistinct fromtheentire
utilitarianideaof socia welfare, happiness, freedom and rational choiceinfavour of exten-
sive interactions, integration and creative evolution. These attributes are causally related
with the organizational behaviour of the shuratic process world view in Islamic political
economy. Thusathoroughly non-neoclassical perspectiveisintroduced inthisway into re-
source allocation in the Islamic palitical economy (Choudhury, 1991).

Inthelight of the Holy Qur’an and Sunnah we can specify at least four principlesand
twelve criteriaof welfare from Islamic viewpoints. Thefour principles are: permissibility,
consistency, balancing and desirability. Thewelfarecriteriaare: ideological promotion, ef-
ficiency in resource allocation, equity in distribution of resources, collective good, priority
to the immediate need, stability, certainty, continuity, productivity, human consideration,
universality, ethicsand morality. Let usnow discussthese principlesand criteriain thefol-
lowing section in some detail.

The Principles of Resource Allocation in Islam

(1) Permissibility. According to this principle, the allocation of resources for investment
should be made in such away that it is permissiblein Iam.
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(2) Consistency: The alocation of resources should be made in such projects or sectors
which are consistent with the principles of the Holy Qur’an and Sunnah. The concept of
consistency isvery dynamic. If aparticular investment isideologically consistent with the
principles of the Holy Qur’an and Sunnah should be decided by the ijtihad and giyas.

(3) Balancing: According to capitalist principle of transitivity, if among the three projects
X,Y and Z, X ismore acceptable than Z and Y is more acceptable than Z, then if X isac-
cepted for investment. Z can not be accepted instead of Y even though project Z alsoiscon-
sistent with the Islamic value system. Arrow used this criterion in 1963 in developing
General Possibility Theorem regarding social choice and individual price. Thiscriterionis
based upon the assumption of capitalist economy whichisnot acceptableinislam. Inldam
one should make a desired balance between subjective and objective factors of life. The
rulesof lifeinldamisto maintain an honest living with the appropriate and balanced use of
human intellect and bounties provided by God. Therefore, if the principle of balancing is
violated, then it may give rise to a problem of inconsistent use of resources.

(4) Desirability: According to this principle, the investment should be made in those proj-
ectswhicharedesirableand beneficial for thewellbeing of the society asawholeand which
satisfy the basic elements of maslahah. Needlessto say, thisconcept of desirability must be
in conformity with the Islamic value system.

Welfare Criteria for Allocation of Resources in Islam The criteriaof welfare will work as
conditionsfor choosing among different investment projectsfor all ocation of resourceson
the basis of Islamic Shari’ah. Of course, most of these criteria are mutually overlapping.
However, it should be mentioned herethat these criteriaarejust indicative, but not exhaus-
tive. Let us now discuss the criteriain some detail in the following.

1. Ideological Promotion: The investment expenditure should be such that it leads to the
promotion of Islamization. Theallocation of resources cannot bemadein any project which
downgrades the Idamic image. God says“ The similitude of those who spend their wealth
for the cause of God is like the similitude of a corn which grows seven ears, in each ear a
hundred grains. God is Bountiful, All knowing.” (2:261). Man must make appropriate use
of theresources bestowed upon him by God for their balanced growth. Otherwiseit will not
be ableto promote | slamic value system. Therefore, theinvestment of resourcesin projects
whichdirectly or indirectly accel erate the promotion of |slamization should be promoted.

2. Efficient Use of Resources: The concept of efficiency in capitalismisto maximize utility
or profit with the use of available resourceswhilein Islam it refers to the maximization of
the fulfillment of needswith the use of available resources. The fulfillment of needsisde-
sirable since the needs have maslahah. Greater emphasis has been laid upon the efficient
useof resources. A great warning hasbeen givenintheHoly Qur’an to give up wastageand
excessive expenditure with a view to ensuring efficient use of resources. God says, “But
waste, not; By excess, for God loveth not wasters.” (6:141). “Verily spendthriftsare broth-
ers; of the Evil ones; And the Evil one; isto hisLord ungrateful.” (17:27). Theimportance
given by the Holy Qur’an regarding efficient use of resources should be understood in a
wider perspective. The concept of resources stated in the Holy Quran refersto all kinds of
resources such as human resources, natural resources, mineral resources etc.

3. Equity in Distribution of Income: Theallocation of resourcesshould ensureequitabledis-
tribution of income. The existence of different classes of peoplein society isrecognisedin
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the Holy Qur’an. The Holy Qur’an mentions about the differencesin intellect, incomeand
asset or resources. (4:33). Islam does not advocate dead-level equality. The concept of eg-
uity depends upon the socio-economic level and stage of asociety imbued with thelslamic
concept of socio-economic justice.

4. Collective Good: In case of implementation of an investment decision theindividual in-
terest may clashwiththecollectiveinterest. In such case preferenceor priority will begiven
to collectiveinterest. Of course, it does not mean that the individual interest should be to-
tally ignored. If theindividual interest isaffected, the system of compensation should bein-
troduced if the necessity for the same arises.

5. Priority to the Immediate Need.: |t isimpractical to think that allocation of resourcesina
particular time will bring equal welfare for all members of the society. Priority should be
determined on the basis of immediate need for all ocation of resourcesin the projects under
consideration. This priority should be made in the light of the Holy Qur’an. God says,
“Worship God and associate naught with Him and conduct yourself with beneficence to-
ward parentsand toward kindred and orphans, and the needy, and toward the neighbour that
isastranger, and the companions by your side, and the wayfarer, and those who work for
you. Surely God loveth not the proud and boastful who are niggardly and enjoin peopleto
niggardliness.” (4:37-38).

6. Stability: Thealocation of resources should be madein such away that it does not bring
any instability intheeconomy. It should be mentioned herethat if thereisundesirableinfla-
tion dueto unplanned investment, it may lead to alack of confidencein the home currency.
The undesired inflation distorts real income level and efficiency.

Islam does not support hoarding, profiteering, speculation, monopoly etc., sincethese
disturb stability of the economy. Therefore, balanced all ocation of resourcesin accordance
with Islamic ideology is the only means to attain stability in the economy.

7. Certainty: In the Islamic economy most of the investments are collective investments
which havegreater risk absorptive capacity. Despitethisthereisaneed to reducetherisk of
loss due to the possibility of uncertainty of profit. Since the economy is established on the
principle of profit-loss sharing and equity participation, it is needed to earn profit fromin-
vestment. There are many measuresfor overcoming risk and uncertainty such as discount-
ing of risk, sensitivity analysis etc.

8. Continuity: Accordingto thisprinciple, the use of resources should be continuous so that
growth isencouraged. An efficient but growing economy is better than an efficient but un-
worthy economy. Prophet Muhammad said, “ The person who seized |and bel onging to no-
body would ceaseto have any right to such land if hedid not reasonably exploit it after three
years of possession.” In another Hadith stated from Ayesha Siddiga Prophet Muhammad
said, “Whoever cultivatesland which is not the property of anyone has a better titleto it.”
Therefore, the continuous use of resources is desirable so that it encourages growth.

9. Productivity: The allocation of resources should be such that it leadsto productivity and
it enablesthe peopleto satisfy their basic needs. God lays utmost emphasis upon the human
effort and human involvement in the production process to satisfy material wants with a
view to leading an honest and adecent living. God said, “ And when prayer isfinished, then
disperse ye through the land and seek the bounty of God.” (62:10).
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10. Humane Consideration: Theallocation of resources should be such that the poor and the
needy are benefited. In Islam utmost importance has been laid upon doing welfare to the
poor and the needy by investment in social insurance, social security, minimum wage etc.
God says, “And in their wealth the poor and outcast have due shares.” (51:19). God aso
says, “ So give what is due to kindred, the needy and way-farer. Thisis best for those who
seek countenance of God and itisthey whowill prosper.” (30:38). “Andintheir wealth and
possessions was the right of him who asked (the needy), and him who was prevented for
asking (for some reason).” (51:19).

11. Universality: Theallocation of resources should be suchthat it bringswelfareto most of
the people. Attention should be given so that allocation of resources does not serve thein-
terest of aparticular region or aparticular section of peopleignoring the collective good of
the society.

12. Ethics and Morality: The fina objective of the allocation of resources in investment
project of the different sectors of the economy isto attain the satisfaction of God, to serve
the cause of God both intheworld hereand hereafter. Therefore, the allocation of resources
should be made in such away that it serves this noble objective.

How to Apply Islamic Welfare Criteria in Allocation of Resources

Thefour principlesmentioned above must befulfilledin caseof alocation of al typesof re-
sources. Of course, it isnot likely that al welfare criteria or conditions should be fulfilled
together. One criterion may comein conflict with another criterion. For instance, stability
criterion may clash with the criterion of ideological promotion. The investment expendi-
turein ideological promotion may lead to excessive inflation which may pose athreat to
economic stability. In this case even if some conditions are not fulfilled, we can take re-
courseto the second-best choice. Besides, some of the criteriaare objectivewhileothersare
subjectivein nature. It isvery difficult to assess the subjective criteria In this case, appro-
priate decision-making depends upon the value judgement of the concerned decision-
makers. The criteria may be evaluated in the following ways:

@ The criteria influencing the investment alternatives under consideration
should be identified.

(b) The selected criteria should be evaluated in such a way that they are well-
defined and clear.

(© The criteria should be ranked in chronological order in accordance with the
value judgement of the decision makers.

(d) Thecriteriaarranged in chronological order according to valueor rank should
be assigned anumber. For instance, the most important criteria should be as-
signed *)100" and the least important one should be assigned ‘1'.

(e The assigned numbers will indicate the importance of the criteria and they
will also help to decide which criteria should beignored in making allocative
decisions.



Volume 25 Number 5 1999

1V. Conclusion

We can derive the following conclusions from this paper:

1

Theallocation of resourcesunder producer sovereignty isdifferent from mar-
ginal productivity criterion under consumer sovereignty. The resource alo-
cationin Islamic economic system not only takesinto consideration the good
things of both the systems (capitalist and socialist), but also includes some
additional criteria based on Idamic social and mora welfare functions.

Therea alocation of resources depends|ess upon objectivefactorsand more
upon subjective criteria. The objective criteria are expressed either in terms
of accounting priceof capital whichisdetermined by share-dividendindex or
profit index of the selected industries or in terms of opportunity cost.

Theaccounting price of capital islslamic value-loaded. It may bediffer-
ent for different sectors of the economy depending upon the national plan re-
quirement and overall priorities.

The subjective criteriaare expressed in terms of welfare criteriaand the
investment criteriaareintermixed with the criteriaof welfare. We haveiden-
tified in this paper four principles and twelve welfare criteriain the light of
theHoly Qur ’an and Sunnah. However, thesearenot fully exhaustive, but in-
dicative.

Itisnot likely that all welfare criteria should be fulfilled at atime. The best
way isto rank each criterion on the basis of importance and to seeif most of
the important criteria are satisfied as well as the investment decisions are
taken in conformity with the Islamic values and ideology. That is, the best
way istofollow the second-best policy to chooseamong thewelfarecriteria.

The concept of extensive complementarities among life-sustaining and
moral possibilitiesisbetter addressed by thetheory of social well-being. This
is distinct from the entire utilitarian idea of socia welfare, happiness, free-
dom and rational choice in favour of extensive interactions, integration and
creative evolution. These attributes are causally related with the organiza-
tional behaviour of the shuratic processworld view in Islamic political econ-
omy. Thus a thoroughly non-neoclassical perspective is introduced in this
way into resource allocation in the Islamic political economy.

49
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