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CHAPTER 1
MACROECONOMIC PROCESSES AND
REGIONAL ECONOMIES MANAGEMENT

Economic System of Islam and Its Effect on Growth and
Development of Entrepreneurship’

Alina Zapalska, Dallas Brozik, Steve Shuklian

I. Introduction

Entrepreneurship has been regarded as a significant casual factor in the process of eco-
nomic growth and development. Differences in entrepreneurial behavior between and among so-
cieties may account for differential rates of growth and development. Those societies that include
individuals willing and eager to perform the entrepreneurial function can accelerate the growth and
development process while those societies lacking such individuals lag behind.

The decision to behave entrepreneurially is the result of the interaction of many factors.
One such set of factors includes the personal characteristics of the individual, the individual’s per-
sonal environment, the relevant business environment, the individual’s personal goal set, and the
existence of a viable business idea. A substantial body of research relates elements of culture and
religion to entrepreneurial activities (Hofstede, 1980).

The relationship between culture and entrepreneurship could create problems in societies
with a strong religious orientation. An example of such a potential conflict exists in the Islamic
nations. According to some entrepreneurs who run their businesses in Islamic countries, true be-
lievers in these countries can follow the ethics laid down in Islam’s holiest book and make a profit.
Some believe that this profit should be given back to the people, and such activists blend the profit
motive with a mission to aid the poorer members of the Muslim community.

This paper presents a model of the Islamic economic system to examine the theoretical
economic implications for a development of entrepreneurship in the countries of Islam. It presents
the belief system that defines Islam’s conception of the Ideal Man, life, and society in the context
of the Islamic norms. The paper specifically focuses on examining the property rights, incentive
mechanisms, decision-making structures, and mechanisms for information and coordination to
assess barriers to entreprencurial growth and development. The purpose of the paper is to stimu-
late interest in the Islamic economic system and to encourage the recognition of the role of entre-
preneurship in the process of growth and development of economies that allocate resources ac-
cording to the principles stated by the Islamic beliefs.

I1. An Economic System

An economic system is the organizational arrangement that is used to make decisions
about resource allocation. It is a statement of how a society organizes itself to address the basic
economic problems of what is to be produced, how much is produced, and who is involved in the
production process. In the process of satisfying their wants, economic agents interact individually
and through the organizations and institutions that they create. An organization, in turn, develops
its own structure, shape, and mode of operation.

Governments are created and laws are enacted to further codify the nature of the eco-
nomic system. The economic system, reflecting the interaction and participation of individuals,
organizations, and institutions in the process of production, consumption, exchange, and distribu-
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tion, is governed by a set of rules and laws specific to that system, and different viable economic
systems can exist simultaneously, each with its specific laws and rules.

In order to distinguish one economic system from another, it is necessary to compare the
fundamental elements of each system. Gregory and Stuart provide a systematic method of ad-
dressing the key characteristics that go to make up a particular economic system (Gregory et al.,
1998). In Table 1 we present characteristics of the Islamic system in contrast to Capitalism and
Planned Socialism.

The first characteristic of an economic system focuses on the issue of the organization of
decision-making arrangements or the method of and process of decision making employed by eco-
nomic agents, including the government. Economic systems can be classified according to the
different degrees of centralization used in the process of decision making, both within organiza-
tions and between organizations and their clients.

Table 1
The Classification of Economic Systems by Gregory and Stuart
Capitalism Planned Socialism Islamic System
Decision- making Primarily Decentralized Primarily Centralized Primarily Decentralized and
Structure Some Centralized
Mechanisms for Infor- Primarily Market Primarily Planned Market and Government
mation and Coordina- Coordination
tion
Property Rights Primarily Private Own- Primarily State Owner- Private and State Owner-
ership ship ship
Incentives Primarily Material Primarily Moral Primarily Moral

The second characteristic of an economic system is the mechanism for the provision of
information and coordination of decisions. This characteristic is concerned with the process
through which decisions made by consumers, producers, and government as to consumption, pro-
duction, and the use of inputs. These decisions are communicated and coordinated in order to
guarantee the production and consumption of the proper basket of goods and services. There are
three coordinating mechanisms which have been identified, the market which operates through its
price-signaling device, the plan which operates through its physical quota and target system of
inputs and outputs, and tradition which operates through its reliance on custom and the status quo.
Each mechanism makes its own assumption about human behavior and establishes its own distinct
economic objectives.

The third characteristic used by Gregory and Stuart to distinguish economic systems from
one another is that of property rights; who is entitled to own what. Ownership in society can take
one or a combination of the following forms, private, public or cooperative. The type of property
ownership in society is of great significance since it affects the pattern of income distribution.

The fourth characteristic of an economic system focuses on how society can employ ma-
terial or moral incentives to regulate its economic activities. Material incentives can be divided
into private and collective ones. Collective material incentives are meant to reward individuals
materially while promoting a sense of social consciousness and solidarity, rather than competition
and individualism. Private material incentives reward proper economic behavior with a greater
share of national output. Moral incentives promote man’s sense of altruism and his concern for
responsibility towards the general or social good. The use of moral incentives assumes that social
recognition and approbation are just as important as the provision of material goods in motivating
proper economic performance.

Economic systems, however, are significantly affected and shaped by a set of factors such
as the level of economic development, social, religious and cultural factors, and the environment.
The differences between the various systems are more than cosmetic, and it is crucial to recognize
and understand how these differences can shape economic behavior.
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II1. The Islamic Economic System

The four characteristics shown in Table 1 can be used to illustrate the Islamic economic
system which can range from a free market to a planned economy.

a. The Organization of Decision-making Arrangements

Numerous references can be found concerning the management of society, that is, who
should make decisions, who constitutes the best manager, and how decisions should be coordi-
nated (Birley and Westlead, 1990; Timmons, 1982; Hisrich and Peter, 1989; Boyd and Vozikis,
1994). At the national level it can be argued that the organization of decision-making arrange-
ments by basic economic units is subject to two types of centralized command.

Within the constraints of the first type of centralized command, individuals have the free-
dom to make decisions only within the fixed and eternal set of orders coming from God. In con-
trast to the centrally planned system in which directives, targets, and even economic laws are sub-
ject to change according to political decisions of the state leadership, in the Islamic economic sys-
tem certain commands in the real of production, consumption, exchange, and distribution are fixed
and eternal. In this sense, the economic system of Islam can be considered a permanent command
economy in those aspects stipulated by primary sources.

The second type of centralized command is moral in nature. It can be argued that the Is-
lamic economic system allows the basic economic units to make the final decisions. However, the
freedom of choice of the consumer and the producer is restricted and conditioned by not only the
obligations but also the recommendations of Islam’s elaborate value system. Within the con-
straints of those values and commands that are imposed, Islamic governments seek to attain the
economic objectives of the system.

Government intervention in the market is encouraged under specific circumstances. It
can be argued that perfect competition, operating through its own self-adjusting automatic mecha-
nisms, constitutes the primary coordinating mechanism of the Islamic economic system, providing
it fulfils the Islamic system’s first-order priorities. Numerous general guidelines can be found in
the primary sources, which guarantee a free market under normal conditions (Carland et al., 1984;
Krueger and Brazeal, 1994; Wilson, 1980; Broakhouse, 1982). Islam prohibits price fixing by
buyers or sellers and encourages exchange in a market characterized by numerous buyers and sell-
ers in which none possesses a controlling share. A general consensus exists that profit making
does constitute a feature of the Islamic economic system since there are no restrictions on profits.

The market of Islam is characterized by free information and free of discrimination. Pro-
ducers are expected to inform consumers of the quality and quantity of the goods they claim to be
selling, in return for the consumers’ payment of the market price. In the Islamic market, therefore,
cheating or short-changing consumers, committing any type of fraud, or the exercise of any type of
sellers’ preference, as well as the payment of bribes, is prohibited.

b. The Mechanisms for Information and Coordination: Market Mechanism

Subject to restrictions on the exchange of certain goods, such as wine, pork, gambling in-
struments, icons, gold or silverware, and musical instruments, Islam accepts the market as the basic
coordinating mechanism of its economic system. The institution of the market, under perfect compe-
tition, allows consumers to obtain their desired basket of goods and producers to sell what they have
produced through the establishment of a mutually acceptable price. In the absence of coercion, the
market is said to gratify the profit motive of seller and the satisfaction drive of the buyer.

Islam recognizes a limited but important role of government in an Economy. An Islamic
government steps into an economy only when the market fails to operate on its own. According to
Islam, there is no role of government under capitalism as the invisible hand takes of the market.
On the contrary, in Islamic economy government steers entire economy with a perfectly visible
hand and owns all means of production in a socialist framework.
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c. Property Rights

Islam’s concept of property ownership is based on God’s absolute, natural, and divine
right of possession in relation to all that is on earth. Real ownership belongs to Allah, and man
holds property in trust for which he is accountable, in accordance with established rules. Acquisi-
tion of property as well as its use and disposal are subject to limits, and ownership should be
guided by the established norms. In a philosophical sense, man cannot become an absolute owner,
since ownership of all things, including man himself, belongs to God. As long as man remains
worthy of God’s trust, then man has the right to enjoy the use and advantages of God’s property.

Besides private property, public ownership is also a concept in Islam. Public property in
Islam refers to those natural resources created by God to which all men have an equal right. Indi-
viduals may use such resources according to their needs. Each individual’s right of use is legiti-
mate as long as it does not undermine the equally valid right of others. The role of the Islamic
state is supposed to be one of supervision and guardianship. Some writers stand for social owner-
ship of land and other natural resources, confining private property to articles of consumption
(Broakhouse, 1976; Carland et al., 1984; Chen et al., 1998; Daily and Dollinger, 1992).

d. Incentive System

Theoretically, it is an absence of immediate private material gain as the reward for desir-
able acts that distinguishes the Islamic incentive system from other incentive mechanisms. The
principal force that motivates man to undertake any economic activity is presented as that of secur-
ing the pleasure of God. Private satisfaction can only be attained through pleasing God. Acts
pleasing in the eyes of God can include self-satisfying activities. If all activities are conducted
with the intention of gaining proximity to God through serving Him according to His laws, man
will be rewarded both in this world and the hereafter.

The acquisitive and greedy man has to be reborn as the compassionate, charitable, and
generous one if he is to be rewarded in the hereafter. The emphasis on the divine incentive system
is on benefiting and enriching others at the cost of forgoing gain and even reducing one’s own
private riches. Contrary to worldly material incentives, the divine incentive system penalizes a
“good* Islamic man in the short-run by decreasing his material possessions. In the long run, he
might be compensated with an increase in his worldly wealth, and he certainly attains salvation
and eternal bliss in the hereafter. Islam disapproves of worldly preoccupations and the pursuit of
material prosperity as an end, while it attaches great importance to spiritual pursuits in this world
as a means of attaining salvation in the hereafter.

IV. Economic Enterprise

Philosophy provides the proper perspective to man’s economic activities. No inhibitions
are attached to economic enterprise. Men are encouraged to take advantage of the vast opportuni-
ties of productive enterprise of agriculture, trade, commerce and industry. The various forms of
productive enterprise known in the early days of Islam have been explicitly mentioned in this con-
text. What is crucial, however, is the motivation, the ends of economic activity.

Many writers discuss the proper ends of economic enterprise in detail (Zapalska, 1997a
and b, Jarillo, 1989; Wilson, 1980; Lansberg et al., 1988; Taylor, 1997). These ends may be indi-
vidual or social. Legitimate individual ends include the fulfillment of personal needs and those of
the family. It is in fact a duty to earn the minimum necessary for survival. Saving to provide for
the future and the desire to leave an inheritance are also recognized as proper ends of productive
effort (Hannan and Freeman, 1977; Brown, 1991; Gnyawali and Fogle, 1994). While no maxima
are fixed in quantitative terms, moderation in fulfillment of these needs is emphasized. Modera-
tion is generally defined with reference to the negative concepts of extravagance and expenditure
on goods and services prohibited by Islam. Indulgence in luxurious living and the desire to show
off is condemned. Islam does not tolerate conspicuous consumption of the leisure class.

Writings on economic enterprise attach great importance to the social ends, which are
summed up by the phrase “striving in the cause of Allah.” Eradication of hunger, poverty, disease,
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and illiteracy and the mobilization of resources for strengthening the Islamic State and spreading
the message of Allah are stated to be the primary aims of individual economic activities. One who
engages in productive activities for these purposes is doing God’s will and is promised adequate
rewards here and hereafter. It must be pointed out that in view of the limitless nature of the social
ends of enterprise, as against the limited nature of the individual ends, economic enterprise as such
is afforded limitless scope and utmost encouragement.

V. The Entrepreneur

No serious attention has been paid to the behavior of the entrepreneur in Islamic society.
The code of conduct for a Muslim entrepreneur prohibits dishonesty, fraud and deception, coercive
practices, and gambling. Entrepreneurs should not do anything injurious to others. This rules out
hoarding, speculation, and collusion among producers and traders against the interests of consum-
ers. Monopoly is also regarded as injurious to the interests of society. The entrepreneur is charged
with justice and truthfulness in all his dealings. He should consider the interests of the society.
Social good should guide him in his decisions, besides his own profit.

There is an overall positive attitude to economic enterprise and socially oriented rights of
ownership in Islamic society. Entrepreneurs can cooperate with one another, especially in pro-
duction and the exchange of wealth. This view of cooperation does not rule out free and fair com-
petition in the market, provided all economic agents adhere to Islamic morality. Competition is
emphasized in contrast to monopoly whose elimination is regarded as a prerequisite to ensuring
justice and growth.

VI. Development and Growth

Islam’s economic philosophy does not stop at teaching men to cooperate after having en-
couraged them in productive enterprise; it creates a powerful drive for development. The Muslim
society orients its policies in order to ensure efficiency and peace for all. Economic development
therefore becomes a necessary condition to be fulfilled to assure the well being of all. The distin-
guishing feature of the Islamic strategy for economic development is that social justice and growth
go together. This is ensured by the motivation that Islam provides for economic development.
The individual profit motive is not the chief driving force. Developmental efforts are mainly so-
cial, and entrepreneurs are willing to cooperate in these ventures. These developmental efforts
cannot become an end in themselves. Their aim is a good life in its many dimensions of which the
economic aspect is only one.

VII. Conclusions

Islam is founded upon the notion of Tawhid, a total commitment to the will of God. Total
compliance with God’s vision of how man should regulate his relation to Himself, other men, and
nature guides the Islamic man in every aspect of life, including the economic life. His vision is
focused on both the material world and the hereafter. This double perspective obliges him to de-
velop a very different outlook on life compared to his secular counterpart.

The distinguishing element of an Islamic economy is that entrepreneurs act under the
guidance of norms drawn from the traditional sources of Islam. They promote the avoidance of
waste, extravagance and ostentation. They discourage activities that create harmful externalities.
They stimulate generosity and work hard, charge fair prices, and pay others their dues.
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