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Abstract. The normativerulesgoverning exchangein an |damic stock market arediscussedand
the free enterprise capitals model of stock market is evaluated from the |amic and economic
points of view. Exchange of financial claimsisfound morevulnerableto hazard and tolack of
information, both contrary to Idamic rules of exchange. The efficiency criteria of capitalist
stock marketsarecritically examined in thelight of thetheoriesof P. Cootner, P.A. Samuelson
and J.M. Keynes. The dominance of speculative motives (vs. that of real investment) and the
nature of interaction among "professional" and "non-professional” market players, deprivethe
capitalist stock market of internal stabilizers and undermine its efficiency. Efficiency in the
financial market cannot be ensured by leaving it free and ungoverned. It is necessary to
reinforce Idamic rules. Some regulatory measures are indicated.

|. Introduction

This paper examinesthe general principlesand the special constraintswhich characterize
the normative Islamic stock exchange (NISE). We set forth to provide aShariah-oriented
appraisal to the contemporary stock exchange (CSE) together with an appraisal of its
efficiency hypothesis. We portray the NISE as one which abides by Shariah, bearing in mind
that Shariah rules are focused on the targeting of maximum possible social meritsat theleast
possible demerits, thus requesting both informational and operational efficiency. We are
mainly concerned with the basic forces underlying the stock exchange rather than itsroutine
operational and manageria aspects, amatter which we may address only casualy. Of coursg, it
could have been avital issueto address the alternativetopic of critically evaluating thenewly
growing stock exchange markets in Arab and Muslim countries to help re-direct them more
closely towards their developmental targets. However, we believe priority must be given at
thisstage tothetheoretical statement of basic normsthat must be adhered to in the process of
setting up an Islamic stock exchange.
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The paper consists of three main sections. In the first section we demonstrate the
Shariah aspects which characterize what we call the Normative Islamic stock exchange
(NISE), as opposed to the contemporary one (CSE). The second section questions the
pertinence of the efficient market hypothesis to the CSE, with specia reference to some
fundamental Shariah restraints. Inthethird sectionwe highlight the consequenceof violating
Shariah restraints by the CSE. We conclude the paper by deriving suitable criteria
determining the NISE while offering possible directives to show how it can be projectedin
real life.

II. The Modern Corporation in the Jurists’ View

The stock exchange is the market place where various forms of financial securities are
bought and sold. Since modern stock markets are mainly dominated by corporate shares, and
bonds to alesser extent, it isonly natural to start examining the Islamic stand asregards the
acceptability or otherwise of the modern corporation as aform of business organisation.

The corporate sector, indeed, is the spearhead of economic growth in the developed
world, as it has facilitated the mobilization of massive capital investments, to finance
ambitiously large scale projects. The emergence of the limited liability concept, as stated by
Hicks (1982), has historically been associated by the construction of the British railway
system. In the contemporary Muslim nations this idea has been widely advocated and
encouraged by governments to face harsh developmental challenges. Most notably, the
pioneering Islamic entrepreneurs have quickly picked up the corporateidea, to the effect that
incorporation is presently a distinctive organizational feature for most Islamic banks. The
concomitant provisions of independent legal entity and limited liability provision havedreedy
been established, not only through a strong social convention in the Muslim world, but more
directly through the explicit approval by contemporary Muslim jurists. The critical element
that remains of utmost concernto Muslim juristsisto ensure that corporate bondsand other
interest-based tool s of financing are categorically banned.. Otherwise, acquisition of corporate
sharesisallowed provided that they represent companiesthat are engaged in permissiblereal
economic activities, hence excluding banks and financial institutionsthat operate in money
markets, aswell asdealersin gold and silver, together with producers of alcoholic products,
pigs meat, gambling activities, weapons, and other non-ethical products”.

Given the latter provision, we set forth to discuss the fundamental principles which
characterize the lslamic stock exchange model (NISE) as opposed to the contemporary model
(CSE).

(1) Thisjuristic view issupported by variousfatawaissued by notable contemporary scholarslike Shelkh Mohammed
bin Salih bin Othaimin, Sheikh Abdullah bin Manee’, Sheikh Mustafa Alzarga, Shariah Board of AlRgjihi
Banking and Investment Corporation, and the Figh Acadamy of the Organisation of the Idamic Conference
(OI1C).
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The Juristic Concept of ‘Company”’

As abackground for our present inquiry it is worthwhile providing a brief note on how
the concept of company, (sharikah) asitisknowninthereceived Islamicjurisprudencediffers
from the modern concept of a corporation. The latter was never known in earlier Islamic
history, thus justifying the initial debate among contemporary Islamic jurists about the
acceptability (or otherwise) of company asaan independent legal entity with alimited ligbility
provision - amatter which remained for sometime acontroversial issue. Perhgps, that wasthe
second most crucia issue to be faced by contemporary Islamic jurists ranking next in
importance after theissue of interest-rate prohibition, thoughit is now settled through explicit
consensus that the modern corporation, in general, does not violate Shariah. Still, it is
interesting to draw some useful insight from the special nature of company contractsthat had
been recognized by the received Shariah jurisprudence. Ingeneral, jurists classify company
contracts into three main classes as follows?.

a - Financial (or Properties) company

It is formed when two or more partners come together in ajoint contract to contribute
specific shares of capital for trade purposes. Such companies are classified further into equal
shares companies (Mufawada) and unequal shares companies (‘Anan). In  Mufawada
contracts partners authorize each other to act on behalf of each other during both the presence
or absence of the other partner, and are held committed to each other’ s actions. Every partner
enjoys the status of being both ‘agent” and ¢ guarantor’ in the Mufawada company. But in
‘Anan company the actions of partners are restricted such that every partner enjoysthe status
of ‘agent’ subject to approval for his actions, but not that of ‘guarantor’. The Mufawada
company turnsinto a ‘Anan company whenever the condition of eguality of partnerscapita or
debtsis violeted.

Unlike ‘Anan company which isgenerally accepted by the main school s of jurisprudence,
the Mufawada company is rejected by Shafi’i, Hanbali, Zahiri, and Jaafari schools while
accepted only by Hanafi and Maliki schoals.

b- Works Company

It arises when the partners are skilled workers possessing similar or different skills,
combining their efforts in a single company to offer their services at market price to the
public. The works company is a so classified intoMufawada and ‘Anan but it isrejected by
Shafi’i, Zahiri, and Ja’afari schools while being accepted by Hanafi, Maliki, and Hanbali
schools.

c- Credit Company

It arises when partners do not possess more than popular namesin trade and they simply
carry out trade using the capital of an inactive partner. This type of company is highly
controversial in Islamic jurisprudence and it is only accepted by Hanafis and Hanbalis.

(2) See Alkhayat, | zzat A., Val. 2, pp. 7-12
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d- the Mudaraba Company

It arises when one party(Rabbulmal) puts up capital to another party (Mudarib) in order
to carry on trade on profit-sharing basis. If profit isrealized it would be distributed between
the two parties in accordance with an agreed upon profit sharing ratio. Whereas if loss is
incurred the Mudhrib loses any reward for his effort and the whole financial 1oss would be
born by Rabbulmal. The mudaraba company is fundamentally accepted by all schools of
Islamic jurisprudence and it is presently advocated by Muslim economists as the main
aternative to interest-based finance.

Inthe light of the above brief review we may notice sharp similarities between Mudaraba
company and the modern financial trust, and al so between financial company and the modern
partnership. It clearly appears that the juristic concept of company fals in line with the
modern class of persona companies, that is, the class of companies initiated through the
conclusion of mutual agreement between two or more individual partners to carry out
business for profit and bear the consequences of their actions on the basis of full personal
responsibility. However, the concept of financial (as opposed to personal) company inmodern
terminol ogy differs significantly from the corresponding juristic concept in the sense that the
latter is specifically based on the contracting partners who have deliberately combined both
money and physical effort inthe running of their company. Asaresult the company s contract
shall automatically be liquidated if any one partner decides to discontinue in the company.
Even if someone else offers to take his position, the remaining partners may legitimately
liquidate the company and refuse the new offer. In contrast, the contemporary concept of a
financial corporation ignores the personal element completely. Partners need not know each
other and the company’s contract isinsensitive to exit of old partners or entry of new partners.
Partners are related to the modern financial corporation only through their financial shares
which define both their financia liabilities and the number of votes they may exerciseannually
in the general assembly’s meeting.

Obviously, earlier jurists did not look at ‘company’ and ‘its partners’ as two distinct
entities like the case of modern financial corporation which possesses its own legal entity
independently of its partners( i.e. shareholders). This point explains why it was difficult for
some contemporary jurists to justify the modern corporation in terms of the received rules of
Islamic jurisprudence. It was particularly so because of the rulesrel ated to mutua consent and
ascertainment of personal qualification and due to lack of explicit ‘offer/acceptance’
mechanism (asin thejuristic concept). As against thisin the corporate form the metter relies
wholly on individual’s initiative to join the company simply through purchase of a share.
Khayat reported contemporary jurists’ views, including those of Sheikh Mohammed Abdu,
Sheikh Mohammed Shaltute, Mohammed Y ousuf Musa, Sheikh Abdulwahab Khallaf and
Sheikh AlKhalsi who have justified the modern corporation, the modernfinancia trust and the
joint-stock limited liability company on the basis of the received rules of Idlamic
jurisprudence. These scholars have appealed to the juristic principle of mutual consent ona
meatter of preponderant merit devoid of harm or injustice. Also, that the modern financial
corporation may fall under special forms of Mudaraba company, or ‘Anan company.®®.

(3) Ibid, pp. 208-221
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As it appears the same juristic tradition of ‘preponderant merit’ that has justified the
modern corporation, should also be observed in our appraisal of the concomitant stock
exchange.

Exchange of Sharesfrom Shariah Perspective

Corporate share carries the same meaning as a partner’s share in the juristic financial
company. It is the document which testifies a partner's ownership of a portion of the
company’s paid up capital, interms of assets and retained profit. We are concerned here with
ordinary shares ( a so referred to as common stocks ), sincetheir acquisition ispermitted by
Islamic jurists to the exclusion of non-permitted interest-bearing bonds, debentures and
preferred shares.

Juristic consensus also seemsto approve of the current practice which allows free market
exchange of ordinary corporate share, through appeal to thejuristic tradition that: accepted
conventionislikean explicit condition But the crux of theissueisthat the act of purchasinga
share cannot be visualized like the act of purchasing any ordinary commodity intended to
satisfy an individual’s consumption or investment motive. Khayat has expresdy pinpointed that
the act of joining acorporation must fulfill the condition ofniyya (deliberate intention ) by the
individual ) This is because a traditional juristic corporation cannot be based on a purely
casual decision. Rather, the individual who joins a traditional juristic company must be
satisfied by its goal s and possess a sense of active belonging both financially and personalyto
the family of its partners. If such a pre-requisite is applied to the modern corporation, the
sharehol der should be keen on the success of the company in the attainment of itseconomic as
well as social targets, rather than quickly parting with its sharesin the face of any negative hot
rumor circulated by market brokers.

Taking the example of the juristic company, Khayat has argued that a clause of ¢ pre-
emptive right ‘can be adopted in the modern corporation chart as it may prove useful for its
success. The pre-emptive right is an established property in Shariah, giving existing
shareholders priority over potential sharehol derswhenever new shares areissued, or existing
shareholdings are negotiated. Moreformally it can be defined as“entitlement of a partner to
claim his partner’s share if it has passed to a third party's hands”.®® The pre-emptive right
(shuf ‘a) issupported by various reports of the Prophet’s Tradition, most notably the report by
Jabir bin ‘Abdillah stating that : “The Apostle (PBUH) hasimposed shuf ‘a on the undivided
plots but when borders are drawn and paths are cut out, there will be noshuf 2.

No doubt, the option of adopting pre-emptiveright introduces asignificant restraintinthe
velocity of shares circulation, thus deviating from the pure model of free exchange on which
the modern stock exchange is based. But in any case shareholders are free to adopt the pre-
emptive clause or towaiveit, depending onwhat they consider most fit for their objectives. It
is reported in the Prophet’s tradition that: “people are governed by the conditions they have
agreed upon”. Hence, judging on the Islamic advisability or otherwise of restrained shares

(4) 1bid, p. 127.
(5) Ibn Qudama, (Al-Mughni), Val. 5, p. 459.
(6) Itisan authenticated report but we only trand ate the sense.
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circulation depends on the underlying considerations of market efficiency, whichisfirmlytied
up with the attainment of socio-economic goals. We now turn to investigate a fundamental
share’s peculiarity that must give room to apolicy of restrained circulation.

Shareisunlike other Economic Goods

Gharar isacentral concept in Islamic jurisprudence, which means uncertai nty about any
one of the obj ects of exchange : either amount of priceto be paid for aspecific commodity, or
nature of commodity to be bought at a given price. Avoidance of gharar is a fundamental
Shariah restraint which renders a corporate share unlike other economic goodsthat are freely
tradable as consumer’s or producer’ goods ; for unless buyer of shares knows precisely what
they really stand for he would be committing seriousgharar. In the absence of accurate and
reliableinformation about what the*share” standsfor, its mere purchase turns out likeplaying
any gambling game. Serious gharar is indistinguishable from prohibited gambling. Thus,
avoidance of serious gharar marks the main point of departure between the normative
Islamic stock exchange model (NISE) and the contemporary one (CSE) which takestoollittle
guards against gharar or gambling motives. Inactual practicethe CSE provides afertile soil
for the satisfaction of professional gamblers, quite apart from the gharar-prone speculative
motive which accounts for the bulk of turnover rates. A large amount of scarceresourcesseem
to be devoted to the handling of purely speculative ‘short sales’.

Toavoid gharar, Shariah lays special emphasis onthe provision that a purchasing party
must be sufficiently informed about the object of purchase, both quantitatively and
qualitatively. And since ‘share’ is a composite non-tangible good combining heterogeneous
forms of corporate assets (including cash and receivable debt), it is not at all easy for any
purchaser of ashare to analyze the company’s bal ance sheet and itsincome statement, and to
assess the contribution of other diverseinformation ( like changesin dividend policy) inthe
valuation of the company’s share.

In theory, it is known that the current ‘true’ market exchange value of astock isequal to
the present value of the future expected stream of dividend income discounted at the firnis
cost of capital - no matter whether the shareiskept for earning dividend incomeor sold shortly
toreap aquick capital gain. That is, short-term capital gainsare themselves defined interms
of the future expected dividend income stream ") Thus, unless participants in the stock
exchange are well-equipped to carefully analyze al such financial indicators, the mere
interaction of supply and demand may not yield any sensible prices. We can safely conclude
avoidance of serious gharar is possible through two main conditions:

FIRST: Making accessibleall relevant information and financial indicatorsfor theuse
of participantsin the stock exchange.

SECOND: Participants must acquire (or somehow seek the service of ) theanalytical
ability to carefully process such information to obtain consistent estimates for the
true expected exchange values of the shares.

(7) SeeKolb and Rodriguez (1992), pp. 148-150.
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If the above two Shariah restraints are satisfied, then the free supply/demand mechanism
is bound to yield consistent prices based on true expectations of a shares future dividend
income stream, in sharp contrast with the current practices in the CSE which appears to
satisfy the First restraint but not the Second one. Indeed, the daily market operations of the
CSE may not differ significantly from the supply/demand determination of a fair gamblés
price under different waves of optimism and pessimism. This shortcoming of the CSE yields
an instability that was rightly noted by Keynes as:

“.. there is the instability due to the characteristic of human nature that a large
proportion of our positive activities depend on spontaneous optimism rather than on
mathematical expectation.....Most, probably, of our decisionsto do something positive,
thefull consequences of which will be drawn out over many days to come, can only be
taken as aresult of animal spirits - of a spontaneous urge to action rather than inaction
and not as the outcome of a weighted average of quantitative benefits multiplied by
quantitative probabilities” (Keynes, 1970, p 161 ).

Therefore, careful enforcement of both Shariah restraintsshould ensure maintai ning the
real exchange values of corporate shares at all times, but of course at the cost of negetively
affecting the shares’ velocity of circulation. We would have to address the popular counter
argument that market efficiency and its liquidity would be sacrificed due to restricting
exchange and lowering the circulation velocity. Thisleads usto the following section.

[11. The Efficiency Hypothesis of the CSE

Economists have addressed the difficult issue of how to ascertain and measure market
efficiency using various statistical formulas, e.g. weak form, semi-strong, and strong formtests.
Using such measures, financial economists have attained the conclusion that modern stock
markets (CSE) seem to satisfy the semi-strong test and hence they are operating fairly
efficiently®.

Market efficiency is generally defined as the speed at which stocks prices respond to
changing i nformation such that no participant can outwit the market, i.e. take aninformationa
advantagethat is not yet publicized. Anefficient stock market is defined asonewhich quickly
and accurately mobilizesliquid capital to whereit gets highest returns. More particularly, we
may have to distinguish between the two complementary concepts of internal efficiency
(operational efficiency) and external efficiency (informational efficiency). Theformer relatesto
accessibility of informationto all participantsintimeand at |east cost, whereasthelatter refers
to transaction costs and speed of concluding and finalizing financial deals and transactions,
thus involving therole of brokers and the size of commissionsthey charge. Naturally, we are
mainly concerned here with the critical appraisal of the hypothesis of informational efficiency
and how it really appliesto the CSE asit isheld in mainstream financial economics. We shall
seek to answer this question in the light of the Shariah restraint that has already been
introduced.

Although empirical evidence on the CSE has supported the hypothesis of informational
efficiency, mainly at the semi-strong level, thisissue has always remained a controversia one.

(8) Ibid, pp. 513-515.
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Themain critical charge against those earlier empirical tests has been amethodological one. It
is that there is a circular argument involved in the hypothesis testing procedure, since
empirical tests are formulated on the basis of an equilibrium capital asset pricing model (the
CAPM) whereasthe CAPM itself isbased on the assumption of informational efficiency. On
the other hand, the CAPM itself has ever remained atarget for severe criticism. Rolfswell-

known critique(Roll, 1977, 1978) has discredited the CAPM due to the impossibility of
verifyingit empirically. Recently we have attacked anew the standard mathematical assertion
due to Tobin, that risk/return indifference curves for normally distributed returns must be
convex from below, which is a necessary condition for equilibrium pricing in the CAPM -
making the counter assertion that risk-averterswould morelikely possess linear indifference
curves(Tagel-Din, 1991). Morerecently, the CAPM theoretical framework has comeunder
new attack as market anomalies, which made it possible to outwit the market, have been
di sc%ered in away that rai ses doubts against the hypothesis of informational efficiency inthe
CSE™.

However, rather than being quickly carried away by the technical details on the i ssue of
market efficiency it isworthwhile asserting the normative |slamic concept of market efficiency
which does not rely exclusively on the pure profit motive asit isthe case in the CSE. The
importance of a socio-ethical element in the Islamic concept of efficiency cannot be ignored
particularly in a genuine Muslim society where investment motives by fund$ owners do not
exclude asense of ethical responsibility towards the attainment of social goals. Hence, the
criterion of market efficiency in a genuine Islamic perspective does not rely on the speed of
liquid capital’s flow from less profitable projects to more profitable ones. In practice, most
socially desirable projectsare of the former type since they are often high cost in the short run
and low -return yielding, though in the long run they are capable of generating a continuous
and stable streams of income. On the other hand the purely profit-oriented concept of market
efficiency cannot be defended on social grounds due to the adverse consequencesit may have
on the real investment motive over the long term, and the strong temptation it provides for
making high profit in the short run - or indeed the very short run. If we add an additional force
tothe previoudly stated Shariah restraints, namely that of socio-ethical investment motives, it
would undoubtedly control the velocity of shares circulation still further.

The question, however, remains even under the CSE's pure profit motive, whether
unrestrained velocity does achieve efficiency.

External Efficiency

Ingeneral, itis believed that individual share prices follow arandom walk when plotted
onweekly basis, implying that successive returns areindependent i.e. for any week thereisan
equal chance that the share’s price may go either up or down by the same magnitudé™®. This
pattern of random variation is adouble-edged weapon when looked at from amarket efficiency
perspective:

i. Onone hand it violates the stability-oriented efficiency criterion which requiresactual
market prices must coincide with ‘true’ exchange valuesat all times, in line with thetheory of

(9) Ibid, pp. 536-539.
(10) Ibid, pp. 523-526.
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shares’ prices efficient fluctuations(see Elton and Gruber,1981). This efficiency criterion
seems to satisfy the above-stated Shariah restraints most directly.

ii. On the other hand, random variations can be taken as a technical proof of external
efficiency solong asthey represent thefact that all relevant information is already absorbedin
share’s equilibrium market price, apart from the random fluctuations caused by the erratic
unpredictable behavior of the naive masses who often over-react to rumors.

Thelatter criterionisthe onewhichis currently adopted in mainstream financid theory as
the basis for the empirical proof of market efficiency, being also testified by the so-called
dart-board theory of stock sel ection dueto Alfred Cowleswhich holds that: “Y ou can throw
adart at the Wall Street Journal as away of selecting stocks™. However, brokers’ have
vested interest to spread exciting rumors (hot tips) among investors to encourage as much
speculative trading as possible for the accounts of their clients, being motivated by the
commissions they get in return. This phenomenon of excessivetradingiswell recognizedin
the literature as ‘churning’, and it is forbidden by the law but in most casesit is difficult to
prove.

Cootner (1965) depictsthis random walk as one with reflecting barriers placed on either
side of acentral line representing the true price of the share, see the figure (a).

Share's Price

Upper Reflecting Barrier

Actual Market's

True Exchange Value Price

Lower Reflecting Barrier

Time
Figure (a)

Inthis pattern Cootner’stheory goesto explain the existence of reflecting barriersinterms
of the directiverole played by professional expertswhose constant intervention mitigatesthe
erratic effects caused by the misguided speculative behavior of masses, and hence controls
the ups and downs in the share’s price to remain within reasonable bounds of the true
exchange value.

According to this theory the naive masses play a crucial role in producing the observed
unexplainable ups and downs of share prices, not due to careful processing of relevant
information (as required by the second Shariah restraint ) but due to an over-reaction to

(11) Samuelson, and Nordhaus (1992), p. 520.
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mostly irrelevant information. This point has been clearly explained by Keynesin terms of the
‘mass psychology’, remarking that :

"A conventional valuation which is established as the outcome of the mass psychology
of alarge number of ignorant individuals is liable to change violently as aresult of a
sudden fluctuation of opinion due to factors which do not really make much difference
to the prospective yield “(Keynes, 1970, p 154 ).

Hence, in order to minimize such fluctuations and restore greater stability in the stock
exchange, the otherwise active, ill-advised speculative influence of the masses, must be
replaced by discrete, better-advised participation along the previoudly stated Shariah
restraints. This would, of course, result in reducing the shares’ circulation velocity. In other
words, the normative NISE is bound to be more stable with arelatively smaller circulation
velocity and hence less shock-prone as compared with the CSE. It israther ironic that while
the CSE isjudged as re-assuringintermsof efficiency measures, it has nonethel essremained
threatened by catastrophic shocks exemplified by that of the black Monday, 1987.

Unfortunately, however, the standard statistical measures do not introduce a measure of
stability to qualify their informational efficiency claims, whichisitself aserious drawback of
the tests. Had such a stability qualification been explicitly embodied by tests, they may not
provide their present reassuring implications. They would rather detect ‘abnormal’
fluctuations and hence serve to indicate earlier warnings deeming immediate regulatory
measures. The recent history of stock exchange regulation in the devel oped world haslearned
a lot from the experience of past catastrophic shocks to which the system was taken by
surprise. It is interesting to see how Shariah has already pinpointed the rel evant regulatory
principles of stock exchange, though they have only been recognized recently in the
developed world . In the Prophet’s (PBUH) traditions free exchange is governed by basic
ethical valuesto guard against illegitimate external influences on the true market price - e.g.
najash, which means any mock interference by athird party with theintention toinfluence the
pricing of a good in favour of the seller. A najash-like practice flourished openly in the
American system before the great depression of 1929 when large profits were made out of
najash practices until it was abolished by law in 1934. But before its legal abolishment,
investors used to recruit large capital and expertise to organize aso calledpool” which usedto
work actively and secretly in a tactical way within the stock exchange to misguide the
ignorant participants, and hence re-direct the shares price movement towards some desired
target. It appears that the American system is still unableto limit the influence of suchillegal
pools.

Tosumup, itisdoubtful whether the claim of informational efficiency is sustainable by
the CSE given the destabilizing speculative behavior of naive masses and the undetectable
non-ethical practices which account for an unnecessarily high circulation velocity.

Internal Efficiency

Turning now to the other dimension of market efficiency, we encounter the active role of
brokersat variouslevel swithin the stock exchange, ranging from the rel atively small-sizehall
brokerstothelarge-size specialists who enjoy membership rights, investing largeamounts of
capital intheir brokerage activities. It isgenerally held that among the main historical reasons
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for the establishment of Third and Fourth marketsin U.S.A. asdternativesto the New Y ork
Stock Exchange (NY SE) are the high and rising commissionsimposed by the NY SE brokers.
The new markets were established to offer cheaper brokerage particularly to large packages.

No doubt, the need to generate sufficient returns for such highly sophisticated and
specialized brokerage and investment advisory systems, must encourage brokers and analysts
to fuel up the exchange velocity through undetectable churning which normally victimizes
naiveinvestors. Indeed, if the economists belief that ‘the stock exchangeisinformationally
efficient’ is truly and honestly conveyed to the participants, we wouldn't have encountered
such hectic engagement by brokers and investment anal ysts aiming to persuade participants of
a looming opportunity to make money. Obviously it does not pay brokers and analysts to
promotethebelief that the market cannot be outguessed. High exchange vel ocityis, therefore,
both the cause and effect of a well-entrenched brokerage structure.

It appears clearly that the complex build-up of ancillary servicesaround atypical CSE, is
both cause and effect of unduly intense specul ative activity measurablein the order of millions
of dollars per second. Yet, according to the dart-board theory, the claim of external
(informational) efficiency rendersthe advice by abroker or aninvestment anayst asworthless
as reading luck from tree leaves. That is, efficiency cannot come about as a result of
excessively high velocity, reflected by the large scatter around the true expected value of the
share. To my best knowledge, no one asyet has attempted to estimate the amount of capital
wastage resulting from large and consistent discrepanci es away from the otherwise stableand

true exchange val ue of the shares.

The Speculative Motive and Sacrifice of Managerial Efficiency

Theinefficiency problem, reflected by large and consi stent discrepancies away from the
share’struevalue, isadirect result of misguided speculative activity of the naive masses. The
great bulk of dealersin the CSE tend to skip the registration stage of their shareholdingswith
the issuing corporations. They would rather register their shareholdings with a broker who
would immediately sell the shares at atime of temporary pricerise and then re-purchase them
when pricefalls. Thisisonly one possible form of purely specul ativetransactions, calledshort
sales © as commonly practiced by well-established investment companies (e.g. hedge funds),
which employ highly specialized techniques to maximize income through choice of optimal
combination of both short and long positions.

Widespread short sales’ practices, therefore, account for the high circulation velocity
which characterize the CSE. It is not surprising that modern investment theory is formulated
with the assumption that the rational investor is indeed a busy speculator, figuring out the
optimal re-allocation of his savings between the variousincome earning securitiesin an ever-
changing environment. With accel erated specul ative tendencies, asit isthe casein thepresent
economic order, the corporate sector becomes very much like amoving train where passengers
exchange seatsrandomly for short tripswith too little concern withwhoever drives. Apart from
signingaproxy statement, which automatically approves of existing corporate managers, the
shareholder does nothing else to distinguish him from a bondholder. In this fashion,
shareholders of agiven corporate no longer exercisetheir legal right of closaly cross-checking
the performance of i nefficient managements, a problem which would reflect negatively onthe
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overall productivity index of the corporate sector. Hence, efficiency losses are caused either
directly through the large random discrepancies or indirectly through perpetuation of
i nefficient managements. Although the expansionist phenomenon of mergers and acquisitions
actsasaclear external threat for inefficient managements, this hasresulted in the emergence
of special defensive strategies by inefficient managementsto ward off such athreet, likethe so-
called ‘poison pill’®?.

Speculative Activity and the Claim for Liquidity

The most appealing argument in support of speculative activity is the argument that it
generates liquidity in the stock exchange. In the first place, the very existence of a stock-
exchange is justifiable by the liquidity potentia it provides for shareholders, who may
otherwise refrain from holding corporate shares even though they may be willing to takelong
positions. The need for a secondary market where shares are freely traded isdictated by the
fact that once issued corporate shares are non-redeemable.

Of course the ideal way to satisfy liquidity needs of along-positioned shareholder, isto
find a potential shareholder who iswilling to buy his shares also at along position, hence
avoiding the wasteful speculative practices. But obviously such ideal matching of two long-
positioned shareholdersis too hard to find in actual practice, and if enforced by law it would
minimize the market’sliquidity potential, making corporate sharesfar less attractive. A long-
positioned shareholder will be more gratified to be ensured of immediateliquidity whenever he
needs it even where it can only be secured by the free entry of speculative-motivated
participants.

Hence, to the extent of providing liquidity potential to satisfy the immediate needs of
existing shareholders, thereisamaximum level of harmless speculative activity that must be
maintained at all times; for asKeynes (1970, p. 159) putsit*“Speculators may dono harmas
bubbles on a steady stream of enterprise”. But the argument of liquidity assurance, is often
taken too far by the advocates of unrestrained specul ative activity, apoint that isindicated by
Keynes while making his historical strong remarks against speculations "Of the maxims of
orthodox finance none, surely, ismore anti-social than the fetish of liquidity ...... It forgetsthat
thereisno such thing asliquidity of investment for the community as awhole“(Keynes, 1970,
p. 155). It should be obviousthat exchangein the secondary market does not produceany new
liquidity to the economy.

Therefore, thereal challenge is how to decide onthat critical level of speculative activity
beyond which efficiency |osses may dominate. To answer this question we have toinvestigate
into an aternative role that can be played by professional analysts who are currently
aggravating the problem of excessive speculations.

(12) *Poison pill” is defined in financial management as“strategic move by a take-over target company to makeits
stock less attractive. For instance, a firm may issue a new series of preferred stock that gives share holdersthe
right to redeem it at a premium price after atake-over. Downes, John and Goodman, Jor dan Elliot (1991),
Dictionary of finance and Investment Terms, Barron's Educational SeriesInc.
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Unpredictable Fluctuations

The criterion on which current standard measures of stock-market efficiency arebased, as
we aready observed, do not take explicitly into consideration the large random short term
deviations of market pricesfrom their respectivetrue market values. This point whichviolates
the two Shariah restraintsis nonetheless taken as an empirical proof of market efficiency in
the sense that no participant may outwit the market. We have also explained in terms of
Cootner’s model the role of professional investors whose effective participation imposes
reflective barriers on either side of the true market value of a share as ameansto mitigate the
otherwise wild fluctuations caused by the behavior of the naive masses. It remains now to
show whether professionals do perform that corrective role. Y et, we have to distinguish
between two situations:

i. The case of unchanging expectation abouttrue exchange val ue of ashare, i.ewherethe
market opinion about the expected dividends' stream and the associated risk isgiven. Thisis
precisely the case represented by Cootner’s random walk model where actual market prices
tend to scatter around a given expected share value. Using probability theory, we may
describe this situation as that the market is drawing its actua prices from one and the same
distribution, having fixed mean asmeasure of location, and fixed variance asmeasureof risk.

ii. The case of changing expectation about the true exchange value, i.e. where market
participants continuously revise their opinions about the expected income stream to be earned
from holding a corporate share and the risk associated with it.

Clearly, the second situation describesreal life more accurately than thefirst one. Hence,
we may safely describe the daily operation of real life stock market asdrawing its actud share
pricesfrom an inventively large family of probability distributions having different meansand
variances. Cootner’s model appears to be highly optimistic in its representation of the naive
masses behavior since in actual practice the naive masses are vainly scoring at a randomly
moving target, rather than astable one. Thisideaof randomly moving target isthe essence of
the efficient fluctuation theory which implies that a‘true’ share value fluctuates randomly in
response to changing business conditions. Hence the actual price of a share in an efficient
market must also fluctuate around such a random path.

No doubt if we still cling to the idea of random walk around atrue value, the challenge
becomes much more difficult than in Cootner’s model, not only for the existence of naive
masses who are already unable to score a stable target, but aso for professionals whose
effective participation is assumed to place reflecting barriers around the true market value.
Thistimethe ‘reflecting barriers’ must al so be moving randomly if we still maintain Cootner’s
assumption that professionals are indeed keen to streamline the actua market price
fluctuationswith thetrue market values- apoint which we shall shortly re-consider inthelight
of the Keynesian view. No doubt the resultant deviations of actual share pricesaway fromthe
efficiently fluctuating targetwould be (absolutely) much larger than the case where astable
target was assumed, hence showing a much larger scatter around he the true market values
than was al ready shown in Cootner’srandom walk model. Such asituation is best describedin
terms of figure (b):
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Figure (b)

Thethinlineinthefigure representsthe theory of efficient fluctuations of amerket sharés
true value, whereas the bold line shows the real life fluctuations of the actual market prices
around the thin line. We may compare this situation with a hypothetical case of figure (c)
wherethe thin line of true share’svalue fluctuatesin an almost predictable manner asit may be
the case for the share prices reflecting seasonality in certain agricultural activities.
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Figure (c)

Notethat the bold line which shows the magnitude of actual price fluctuations around the
true values is less erratic than the case shown by figure (b) above. The obviousreasonisthe
unpredictability of true share values patternin figure (b). In certain studies it was shown that
the general level of yesterday’ s pricesin the stock exchange does not explain morethan 1.5%
of today’s price level, i.e. 98.5% of today's price level is an unpredictable evenf*®.

Keynes introduced the ternt* mass psychol ogy” to describe the force which accounts for
such erratic and unpredictable changes in shares prices. Hence, it is worthwhile re-
considering Cootner’s assumption about the directive role of ‘professionals’ under the

Keynesian psychologically-driven force.

(13) Elton and Gruber (1981), p. 366.
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V. Failureto Meet Shari'ah-Restraints

Effective participation of professionals in the stock exchange under Cootner's random
walk model was assumed to produce upper and lower reflecting barriers to counteract the
otherwise erratic reactions of naive participants, and hence control the extent of random
fluctuations around the stable true share's value. However, when the broader perspective of
the theory of efficient fluctuations was introduced it proved an even much harder task for
professionalsto mitigate the explosive variations around the randomly changing true val ues.
But in the first place, as Keynes puts it, the real question is whether professional$ roleisa
corrective one. The answer to this question provides an even more pessmistic characterization
of the CSE than that of the efficient fluctuations theory. Indeed, it is themass psychology which
governsthe professional analysts’ valuation of share prices and not thereverse- thusnullifying
the assumed corrective role of stock exchange professionals. It exposes the efficient
fluctuations theory to question so long asthe actually fluctuating shares prices determined by
mass psychology are themselves considered the true shares values ? Keynes has accurately
described the job of professional analystsin the stock exchange as“to guess better than the
crowd how the crowd will behave” (Keynes, 1970, p 157) ), implying that the skill of the
analyst isreflected in his ability to foresee the direction of mass psychol ogy and make profit,
rather than to re-direct it. Thisis not a surprising result if we appreciate that in the final
analysisthe professional participant isan income-maximizing specul ator, and that heisby no
means responsible for ensuring the economic consistency of actual market prices with their
corresponding true share values. It is, rather, the responsibility of the issuing corporation to
convince people of its sound financial position, hence substantiating the conclusion that the
assessment of the effect of various economic and administrative changes on shares pricesis
effectively carried out by naive people rather than professional analysts.

Therefore, the theoretical claim of market efficiency is hardly attainable. The admitted
effective participation of naive masses who are easily victimized by hot tips and undetectable
churning, and the absence of an exogenously neutral built-in stabilizer to re-direct the mass
psychology towards the true shares’ values makes it almost infeasible to make an objective
assessment of market efficiency. In fact Keyneswas pointing out to this problematic situation
when he warned economists of the dwindling role of real economic information acquired by
the productive investors and the increasing influence of financial shareholderswho have too
little real economic knowledge. He concludes his view rather dramatically by stating :

“The spectacle of modern investment markets has sometimes moved me towards the
conclusion that to make the purchase of an investment permanent and indissoluble, like
marriage, except by reason of death or other grave cause, might be auseful remedy for
our contemporary evils' (1970, p. 160).

Why Shari'ah Restraints?

Thetwo previously stated Shariah Restrainsare deliberatel y formalized to guard against
serious gharar in the stock-exchange, and hence affect closer convergence of actual shares
market priceswith their real economic values. We believe, the stock-exchange would work
with higher efficiency if these restraints are closely observed, bearing in mind that these
Shariah restraintsdo not forbid short-sales that are driven by the capital gain motive solong
astheissuing corporate sharesfall within the accepted class as previously defined. Peopleare
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free to buy and sell corporate shares of such aclass at any time so long as serious gharar and
gambling tendencies are well-guarded against. In this way the shares circulation velocity is
bound to be much lower and the rate of speculative-driven exchange would be substantially
reduced, perhaps at no larger rate than the bare one needed to produce the necessary liquidity
in the market.

A clear evidence that circulation is considered part of abroader processof productionis
found in the Prophet’s tradition which prevents sale of a commodity before its physical
acquisition. According to M. al-Bagir al-Sadi™ thistraditionimpliesthat any specific good
must be sold to the final consumers either directly by its original producer or indirectly
through a middleman who physically movesthe good to the place of final consumers. Inthe
latter case the middleman has completed the production process and hence such acirculation
of the good is encouraged by Shariah. But the mere documentary circulation of legal titletoa
specific good without actually being moved from its place is only a means through which
profits can be generated to successive owners of agood who exchangeitslegal titlefor money
without creating any added value to the good - apart from encumbering it with high cost.

Similarly, shares’ circulation that does not add any real value to the social community
apart from the gambling-like speculative gains, must be kept down to the possible minimum.
Most particularly, in theless devel oped countries with relatively small imperfect marketsand
poor capital bases, both quantitatively and qualitatively, greater care must be taken to
discourage the catastrophe-prone specul ative tendencies and encourageamore productiveand
devel opment-oriented role for the stock-exchange. In less developed countries where real
productive enterprise activity isrelatively small it may turn out to be nolarger thanabubbleon
awhirlpool of speculation.

V- Conclusions

Now, on the basis of the preceding discussion we may conclude this paper by deriving the
major characteristic norms of the NISE ( Normative Islamic Stock-Exchange). We have
already seen that buying a corporate share is unlike buying atangible good with directly visible
properties, a point which makes corporate shares moregharar-prone. Avoidance of gharar is
simply re-assurance of the standard text-book economic rationality assumption that abuyer is
fully aware of the utility that he may generate from the price he offers for buying the goodin
question. We derived two Shariah restraints: calling for the provision of relevant information
on one hand, and the analytical ability to estimate true exchange values on the other. These
two main restraints are intended to attack the problem of gharar, or to put it differently, they
areintended to account for closer convergence of the actual share's pricewithitstrue expected
economic value. Using Keynes* critical description of the contemporary stock-exchange, the
problem of divergence from true economic val uesisthe direct consegquence of real economic
knowledge having a dwindling role in the valuation of real economic activity whereas the
community of inexperienced shareholders continues to play greater role in the valuation
process.

The paper has focused mainly on gharar-rel ated i neffi ciencies whi ch are seldom reported
intheliterature, but the following points provide sfuller description of the Normative Islamic
Stock-Exchange ( NISE) :

(14) Al-Sadr, Mohammed Al-Bagir (1981), Igtisaduna, Beirut, Dar al-Maarif, , pp. 680-683.
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1. The NISE isasecondary market only for equitiesof companiesthat are engagedinthe
production of goods and services that are permitted by Shariah. This point carriestwo main
implications. It implies that corporate bonds, debentures, preferred shares or similar assets
which carry promised returns on an interest-rate basis cannot be exchanged in the NISE. It
also implies that equities of companies producing impermissible goods like : pig meat,
alcohalic products, gambling returns or devices,...etc cannot be exchanged.

2. The NISE is administered in such a way as to subordinate the financial market
movements to the real goods and services market movements, and hence make the former
transparent to the latter. Thus, real economic knowledge must dominate..

3. Control of purely speculative transactionsto the critical level whichisjust necessaryto
generate needed liquidity without sacrificing market efficiency or corporate management
efficiency.

4. Propagation of behavioral norms among sharehol dersto encourage themto hold longer
positions in order to exercise their voting rights to choose more efficient managements, to
effectively participate in the policy-making process of corporate managements, and to ensure
the attainment of the stated social and economic goals.

What About The Appropriate Organizational Set-Up?

Finally, we shall touch briefly on the issue of how to institutionalize an NISE, an issue
which needs more specialized effort than the current paper which focused mainly on normative
principles. No doubt any suggested organizational set-up cannot do without deliberate
government involvement to take care of the above-stated policy norms. We have argued that
the needed control on the velocity of shares circulation is only to the extent of minimizing
widespread gharar in the stock-exchange. However, it isworth-emphasizing that littlegharar

(unlike little riba ) is tolerable by Shariah since in practice it is amost impossible to
completely eliminate gharar. In the Prophet’s tradition sale of food stuff without proper
weight scaling is permitted whenever such scales are unavailable - but to ascertain tolerable
levels of gharar is not at all an easy matter. The juristic general consensus as regards
avoidance of gharar isto strike abal ance between the two extremes of total control and total
negligence, both of which are harmful to the operation of the stock-exchange. Within this
broad range we may propose two possible alternative organizational frameworks asfollows:

(A) The Conservative Organizational Model

This model utilizes agrowing trend in the devel oped financia sectors, namely therising
demand for professional rating service of variousfinancial products (e.g. the S& Pratings), in
order to inform potential investors about the products quality. Through experience,
sophisticated investors have devel oped the feel of what differenceit makestothemintermsof
potential yield to acquire a security ratedAAa’ when compared with an aternative ‘Aaa’
security. Our ideaisto extend the scope of this trust-worthy professiona service of risk-
rating further to the provide, on daily basis, computerized estimates for all the registered
individual share prices, directly on the basis of the mathematical formula which defines the
price of a share in terms of prospective yield adjusted for the company's risk. Further, to
qualify as a registered company in the stock exchange the company must hire such a
professional service to make such information accessible to shareholders.
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Then, participation in the stock-exchange is to be restricted exclusively to two main
categories

1. large number of individual shareholders.
2. Intermediary ingtitutional investors : mutual funds, unit trusts and investment
companies.

Inthis set-up dealing directly with the stock exchangeis confined exclusively to the well-
versed shareholders who seem to possess the necessary economic knowledge and have
positive role and presence in the setting of corporate policy. The professionally estimated
pricesareintended to act asguiding bench marks, not aslegally binding prices. Actua prices
must be bargained between the participantsin anormal supply/demand mechanism with due
consideration to the trust-worthy estimates. On the other hand the large mass of ignorant
househol d-sector investors (i.e. small shareholders where‘small’ isused in arelative sense)
can only deal in corporate shares through the easy entry and exit from an open-ended
intermediary. Offer and bid pricing of redeemable investment units are, as usual, related
directly totheoriginal stock prices; but mass-psychology will no longer be operativesincethe
large ignorant masses are already held back from the valuation pricesin the stock-exchange.

In this set-up informative trust-worthy professionalism would dominate over mass
psychology, while actual prices may fluctuate fairly slightly around the professona estimates.
Also greater operational efficiency could be granted through cost reduction and elimination
of the distorting roles of internalized brokers and vested-interest professional analysts.

(B) Theliberal Model

The above organi zational model may be considered too restrictive by those who prefer an
open mass-dominated stock-exchange with minimum regul atory interference. Inthiscasethe
current open system can be permitted to operate but with the provision that all registered
companies must hire the service of trust-worthy professionals to produce and publicize
computerized estimates of the company’s sharevalue. This is perhapsthe minimumlevel of
necessary control for the operation of the NISE, though the matter still deems to be handled
more critically by future research.
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