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ABSTRACT

Pumpose This study aims to lwok at the monelary system from an Lslamic

perspective.

Design/Method/Approach: This recearch i literature research wiing a
qualitative approach and using descriptive methods related to the discussion.

Fﬁ?dings.‘ The results of the ;'.I’.rrq'ly indicate that it i wecessary fo abalish the
inferest sysfems, increase nvestwent, maxintize yakal instrumeents, and others
regarding cross-subsidies or bridges between the rich and the poor, and besides that,
the central hank is obliged fo assess the desand for smoney in the context of price
stabifity and other monetary policy fargets.

Originality/Values: The main contribution of this reseanch i to fili the gap.
The magority pj’;‘fﬂd&u‘ .wuing"y_ Soeus an the r.'.'.wr.'a‘.')fmn" and theoretical aspects of the
Lslawsic monetary econonsy withont awy empirvical validation i the field. The
anthor siggests the application of Lslansic monetary instruments to carry out the
ideal goals of wanagement-based Islanmic monetary.




1. Introduction

Money and its function within an Islamic framework, not unlike any other
economic system, we should consider the monetary policy as an important tool
available to governments to achieve macroeconomic goals. In Islamic economics, we
need to use several policies to target important economic variables such as inflation,
employment, or economic growth. Monetary policy plays an important role in
building the stability and growth of the Islamic economy.

At the time of the Prophet Muhammad, the dinar and dirham were set as the
monetary standard at that time. Where the two types of currency were adopted based
on Roman and Persian. There are no businesses to print their currency. Therefore,
the process of supply and demand for gold and silver money is related to trade using
the two kingdoms. At that time if the demand for money was higher then dinars and
dirhams were imported. on the other hand, if the demand for money falls, then
commodities are imported. The volume of imports of dinars and dirhams as well as
commodity goods depends on the volume of commodities exported to the two
kingdoms and the areas under their control.’

The interesting thing is that there were no restrictions on the import of money
at that time because the internal demand for the Hijaz (which was the area of the
Daulah Islamiyah at that time) for dinars and dirhams was very small as a result, it
had no effect on supply and demand in the Roman and Persian economies.
However, during the reign of the Apostle, money was not fulfilled according to state
finances but according to the output of foreign trade.”

The non-printing of a scparate currency using the special characteristics of
Islam by the Islamic Khilafah took place during the time of the Prophet,
Khulafaurrasyidin, and the early days of the Umayyad Caliphate. When Abdul Malik
Ibn Marwan as caliph was then printed Islamic dinars and dirhams using exclusive
characteristics and weights that were permanent. before that, there were no Islamic
dinars and dirhams, although the dinars and dirhams were applied and used as
monetary standards.’

From this fact, it can be understood that it is permissible (permissible) for a
country to print a specific currency. However, if the conditions require printing
currency to keep the country's economy and monetary condition under control and
avoid foreign control and control, printing currency is legally mandatory. In addition,
there is no requirement to produce gold and silver (dinar and dirham) as a monetary
standard (full-bodied bimetallic standard).’

Ideally, an economic system can build general welfare, in Islamic economics to
claim the welfare of the people, the state has a crucial role, namely, social security,
social balance, and state intervention.”

Social Security means that the state is responsible for the living standards of all
individuals in the Islamic people. Balance means that there is no comparison in the
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distribution of people's income and government hegemony is carried out when the
market fails to perform its main function, because the market may run unfairly as a
result of direct parties seeking profit by ignoring social values (using fraudulent
methods). Therefore, in Islam, business is not always left to private parties alone,
there are times when the government is the main actor, but it is permanent to the
principles of ownership in the interests of the wider community.*

The monetary system seeks to create macroeconomic conditions that include
economic growth, price stability, and controlled inflation rates. The fight against
inflation is carried out by regulating the money supply, especially principal money.
When the economy experiences high inflation, the monetary action taken is to reduce
the circulation of money in the community. This measure is commonly known as a
tight monetary policy. On the other hand, if the central bank has an interest in
increasing the amount of money to stimulate people's economic activides, then it is
an expansionary monetary policy. Both monetary policies can be operated with
interest rate instruments. Interest rate instruments can be in the form of an auction
of Bank Indonesia Certificates (SBI) or the form of the use of a discount facility
(discount rate facility) or the form of a minimum mandatory reserve deposit in an
account from the central bank (reserve requirement).

The problem arises when we need to choose an instrument for the
implementation of monetary policy. According to Islamic law, it is not permissible to
use interest-based as an instrument of monetary policy in the Islamic economic
framework. Chapra argues that the absence of interest rates in an Islamic economy,
and the existence of several institutions such as zakat, minimizes speculative money
demand and makes the total demand for money in an Islamic economy more stable.”
Metwally believes that there are only two reasons for the demand for money, such as
transaction motives and precautionary motives.® As a result of this kind of the point
of view, Chapra suggests that in an Islamic economic system, monetary instruments
play a major role in executing monetary policy. In Islamic economics, monetary
policy must be carried out to control the money supply and there is no need to use
interest-based instruments.

Ahmad asserts that there are two main difficulties with the adoption of open
market operations in Islamic economics. The first is a conceptual problem, because
interest rate instruments are incompatible with Islamic economics, and the second is
an institutional problem because in most Islamic countries financial markets are
underdeveloped. The second problem, recently, is still a source of concern in many
countries, and the first problem is almost solved.

Several tools in Islam involve profit rate instruments as a substitute for
interest-based instruments. The Islamic government issues commercial shares such as
profit sharing. Kiaee explains, whenever the government needs to decrease the
volume of money in the economy, it sells these certificates to the public and
whenever the government needs to expand the volume of money, it will buy these
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commercial shares from the people. The profit rate of commercial certificates plays
the role of interest rates in the monetary policy process and by changing this rate, the
central bank can persuade people to buy or sell these certificates. Kia pointed out
that the central bank should issue all papers and certificates based on some
productive economy projects otherwise the profit-sharing principle doesn't work.

The problem arises when we need to choose an instrument for the
implementation of monetary policy. According to Islamic law, it is not permissible to
use interest-based as an instrument of monetary policy in the Islamic economic
framework. The problem that arises when we need to choose an instrument for the
implementation of monetary policy based on Islamic law, it is not allowed to use
interest-based as an instrument of monetary policy in the Islamic economic
framework. This is the point of the problem that will be discussed.

2. Methods

The author uses a qualitative approach and uses a descriptive method through
library research’ The reason the author uses the descriptive method is to describe the
problem. Adopting the opinions of experts and practitioners from international
books and journals and national journals'” who have an understanding of
= - : / . e 5 B

Fundamentals of Economic and Monetary Policy in Islam’.

the object of this scientific study. The approach is done by analyzing and
interpreting things that are theoretically related."’ After that, a literature search will be
carried out according to the research topic.”

3. Results and Discussion

The stability of currency values is a top priority in monetary activity. Because
this stability will reflect the stability of the price level in the end price stability will
affect the realization of the achievement of a country's economic development goals.
Such as meeting basic needs, equitable distribution of income and wealth, optimum
real economic growth rate, job expansion, and economic stability. So that monetary
management activities must have a positive contribution to the achievement of these

goals,
Money stability is the goal of monetary management, in addition to being

interpreted as the strength of the value of money against the price of goods, the
strength of the value of money against other currencies is a condition according to
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the strength of the economic structure. Islamic monetary is intended to be another
approach to monetary management in the economic system which is of course
grounded in the initial concept of money and other basic principles and Islamic
values. The figures who studied this case include Muhammad Umer Chapra, Masudul
Alam Choudhury, Muchsin Khan, Abbas Mirakhor, and others."

Synchronous monetary management using this syar'i basis is needed to help
realize the goals of Islam. However, given the absence of interest and instruments
(instruments) of bonus interest rates and open market operations in the form of
interest-based securities. Of course, it will raise questions about how to equalize
money supply and demand without interest rates and how monetary policy can play
an active role in achieving the target.

To encourage economic growth as well as stability, Islam does not use interest
instruments or money supply through printing a budget deficit. In Islam, what is
done is to increase the speed of money circulation and the development of
infrastructure in the real sector. The supporting factor for the acceleration of
turnover is caused by excess liquidity of money that cannot be hoarded and cannot
be loaned using interest. While the recommended money withdrawal factor is using
the gqardh (benevolent loan), alms, and business cooperation in the form of syirkah or
mudharabah. The primary advantage based on this cooperative system is that the
actors and funders jointly receive experience, information, methods of supervision,
management, and knowledge of the risks of a business. Furthermore, there are
several theories regarding monetary regulation in this sharia perspective which
include money demand, money supply, monetary policy, and instruments that can be
used."

3.1. Money Demand

In a shari'ah-based economy, the demand for money will only arise according
to the motives of transactions and precautionary measures which are influenced by
the income strata of money and its distribution.”” The demand for money due to
speculative motives is driven by fluctuations in interest rates in a capitalist economy.
A decrease in interest rates coupled with hope for an increase will encourage
individuals and companies to increase the amount of money they hold. Money
creation in a free or interest-free system will be oriented towards investment, not
lending or lending."*

Monetary policy can be implemented without using interest rate instruments.
This was proven at the time of the Prophet Muhammad and Khulafaur Rashidin.
The economy of the Arabian Peninsula at that time was a commercial or trade
economy, not an economy based on natural resources. When traders export goods, it

means they are importing dinars or dirhams."”” On the other hand, it means that
dinars or dirhams are exported when goods are imported. Therefore, the balance of
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supply and demand in the money market is a market that comes from the balance of
the market for goods and services.™®

According to Merza Gamal based on al-Ghazali's opinion, people who hoard
money mean they have committed a crime because collecting money means that
money is withdrawn from circulation. In modern monetary theory, hoarding money
means slowing money down. This means reducing the occurrence of transactions so
that the economy slows down."

The theory of money demand developed by al-Ghazali has many similarities
with the Quantity Theory of Money which later emerged and was put forward by
monetarists such as [rving Fisher and Milton Friedman. The core of the monetarist
thought states that the nominal amount of state income is equal to the velocity of
money circulation multiplied by the money in the economy. Because it can be seen
mathematically that the faster money circulates in the economy, the higher the
national income and in turn, the people will be more prosperous. On the other hand,
if money is kept out of circulation, the wheels of the economy will slow down and
stagnation will occur in the economy. This means that the current monetary policy is
a contractionary monetary policy.”’

To study the Islamic monetary instruments used to execute monetary policy,
Kiaee took a case study from Iran. The Iranian government implemented Islamic
rules and regulations in all aspects of society and the banking system
comprehensively after the Islamic revolution in 1979, Ausaf also explained some of
the regulatory controls that had been implemented in Pakistan when it started the
Islamization of its banking system in 1979.*'

Apart from that, Pakistan and Sudan have also become the focus of Ausaf's
study to determine monetary policy instruments in Islamic economics, it is known
that since December 1984, all commercial banks in Sudan have been operating
according to Islamic law. Islam does not find interest to be an appropriate
mechanism for efficient or fair management of the demand for money. As a result, it
tries to regulate the demand for money with a strategy that relies on several
instruments, some of which are implemented in countries that use Islamic financial
institutions.?

The establishment of an economic system based on Islamic values requires
fundamental changes in the operations of financial institutions. Since interest rates
are not allowed, alternative mechanisms are relied on primarily. Truman said that the
financial system contributed to the monetary crisis. A malfunctioning international
financial system contributed to the crisis and maybe the main cause, but a
malfunctioning international monetary system is neither the main nor minor cause of
the crisis. Truman emphasized that a malfunctioning international monetary system
was the main cause of the crisis. Changes in the international monetary system are
unlikely to have much effect on the functioning of the international financial system
unless the system also changes. After the crisis, changes in the international financial
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system were needed and desired, more than just changes in the international financial
system.

For the government sector. Thus, creditors will consider the feasibility of the
project and the government's ability to manage a project. So the government also
cannot obtain hyperbolic financing that is used for unprofitable public sectors.
Applications based on this provision may create short-term ditficulties, but in the
long term, they can reduce regulatory and macroeconomic imbalances, and can build
better economic conditions.”

For the government sector. Thus, creditors will consider the feasibility of the
project and the government's ability to manage a project. So the government also
cannot obtain hyperbolic financing that is used for unprofitable public sectors.
Applications based on this pm\mon may create short-term difficulties, but in the
long term, they can reduce regu atory and macroeconomic imbalances, and can build
better economic conditions.**

In the view of the mainstream schools, the imposition of taxes on idle assets
(dues of idle funds) is one of the primary tactics and instruments of monetary policy
to create a dynamic money circulation. The philosophical basis is that Islam directs
the sources of power to be utilized optimally and efficiently. In this case, hoarding
money or hoarding wealth is a crime.”

Meanwhile, from the iqtishaduna school, the demand for money for
transactions is a function of a person's income level, an increase in income level, the
demand for money to facilitate transactions of goods and services will also increase.
The function of the demand for money just in case (which also includes the demand
for money for investment and savings) is influenced to a large extent by the price of
tough g00d< for the pu.tchaee of non-cash gonde In commodity tradmg on credit,
Zainal ibn Ali Zainal Abidin Ibn Husain Ibn Ali Ibn Abi Talib allows payment using
a higher price based on cash prices.”

3.1. Money Supply

When the demand for money is stabilized and linked to the needs of achieving
citizens' welfare and development, the battles that need to be considered are first,
how the aggregate money supply meets money demand as a result of which there is
an equilibrium, then how to allocate this money supply by the needs to realize
common goals.” According to Metwally, the supply of money to Islam is fully
controlled by the state as a legal tender monopoly holder. During the Apostle's time,
the Baitul Mal forum was a prototype of a central bank whose function was to issue
money and keep the exchange rate stable, as well as control its ownership.® The
government's policy in dealing with shocks in the money market, for example, excess
demand for money, is not by printing money but by influencing the behavior of the
demand for money through the imposition of fees on idle assets. This policy will
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avoid inflation caused by excess money.”’

The supporters of the iqtishaduna school view that the amount of money
spread is a complete supply using the thesupplynment's estimate that the government
is the holder of the monetary authority cannot influence the amount of money that is
spread out. This was based on the economic conditions of the time of the Apostles,
the free trade terms at that time according to the customs bureaucracy, the relatively
small area, good trade terms, and the parallels between intrinsic value and nominal
value. This causes the government cannot control the amount of money spread. In
addition, at that time there was no central bank that printed its currency, it was only
in Ali's Caliphate that money printing was carried out.

The supporting policies implemented are eliminating practices that interfere
with the creation of a fully competitive market, for example, the practice of hoarding
money and goods, the obstruction of information among all economic actors, the
prohibition of talaqqi rukban (buying goods according to traders who have not
entered the market).

3.3. Monetary System in Islam

From an economic perspective, monetary policy is defined as one of the
efforts to achieve better economic stability. With the assumption of economic
stability, it is intended that the recipient through the circulation of money regulates
the supply of money to realize short-term goals (optimization of production levels
and price stability) and long-term goals (social welfare), monetary behavior of
government regulations. This is what underlies the existence of the monetary policy,
both conventional and sharia.

A policy system is needed that can overcome various macroeconomic
problems faced by a country. One of the important steps that can be used to
overcome these problems is to make a policy in the monetary sector. Therefore, it is
important to analyze the role of monetary policy in controlling economic activity in
the desired direction, namely achieving economic activity. It can be said that
monetary policy is an action taken by the monetary authority (generally the central
bank) to influence the amount of money and credit which in turn will affect the
economic activity of the people. Monetary policy is primarily aimed at economic
stability, which is measured using employment opportunities, price stability, and a
balanced international balance of payments. If stability in the economy is disturbed,
then economic policies can be carried out to restore it (stabilization measures).™

The basic difference between modern monetary policy and Islamic monetary
policy is seen from the main assumptions in the fundamental understanding of the
motives for money demand, and monetary policy instruments, interest-based and
non-interest-based. Meanwhile, in the short term, conventional-Islamic policies are
jointly aimed at increasing the optimization of production levels and maintaining
price stability.

Chapra stressed that attempts to regulate the various components of money
demand through interest rate mechanisms tend to squeeze money demand for the
fulfillment of needs and productive investments rather than unproductive and

20 Kholig, Teori Moweter Lslans, 63.
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speculative use, resulting in the realization of a frustrating goal. Moreover, since the
demand for money associated with comumption and epeculation is conspicuou‘;
tends to be relatively more volatile than that for meeting needs and productive
investment, a high degree of instability will be injected throughout the economy. Not
surprisingly, recent empirical studies have revealed large volatility in the aggregate
money demand function as well as its principal component.™

So far, Islamic economics may be more successful in offering an alternative
per‘;pective on the economic system than in pmviding a substandally different way of
being economical. The emphasis of his theory on social consciousness is the sharmg
of risk, the redistribution of wealth and opportunity. But Islamic economics has
found it difficult to put theory into practice. The list of reasons ranges from history,
law, politics, regulation, human behavior, and so on. But the important reason is that
Islamic economics has generally been made to conform to systems designed for
modern economies, and in the process of making concessions, seems to be losing
what its critics see as substance.”

Since banks play a central and still evolving role in the monetary and financial
system, there has been strong criticism of Islamic monetary management as it is
currently pracnced The essence of the criticism is that Islamic monetary
management, especially Islamic monetary instruments, is nothing but a rep ication of
the existing modern monetary management with I‘;la.mn: labels. There is a lot of
validity and support for this critique. Early attempts in various parts of the world to
establish 'pure' Islamic finance institutions were not entirely successful, mainly
because they were long in religion and short in economics and contemporary
realides. They, then, bounced back by establishing institutions that are different in
their operations from existing modern economic institutions. In the absence of a
workable model, policymakers and economic actors feel the need to simply replicate
the product in the early years, with the hope that purer, more authentic products will
be developed over time. But for more than 30 years, their hopes have not been
realized.

In terms of the development of Islamic banking, within the limits of Islamic
monetary instruments, Islamic banks also compare their fixed return contracts with
conventional interest rates charged in the interbank market, which are usually based
on Treasury-bill rates. However, the loan supply of Islamic banks is less likely to
react to changes in monetary policy because, as noted earlier, they have fewer
investment opportunities and are more likely to sit on a lot of reserve liquidity.™

Moreover, since Islamic bank assets are only indirectly linked to policy interest
rates, Islamic banks may not be too aftected by changes in monetary policy. Anwar
said no economic system can sustain its health and strength or contribute positively
to the achievement of its socio-economic goals without sane support and a fair
money and banking system. The money and banking system must therefore be
reformed to avoid excesses and imbalances that drive inequality, conspicuous
consumption, and unhealthy monetary expansion to the detriment of all that should
discourage large-scale business, unless necessary, and in general, patronize the
business. small and medium.

2 Chapra, “Monetary Management in an Islamic Economic,” 1-35,
 Fauzi and Hapsari, “Islamic Monetary Management: A Critical Overview,” 99-111.
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The objectives of monetary policy in the presence of Islamic banks must be
comprehensively aligned with the objectives of the Islamic economic system. Shortly,
the function of Islamic monetary operations should be redirected and optimized
back to the ideal application as stated by the scholars. The central bank must create a
new Islamic monetary contract, therefore, the central bank can engage in real
economic activity and work more than just managing the supply and demand for
money supply. This is the true aim of Islamic monetary management.”

Like other policie‘; in Islamic economics, monetary policy needs to reflect the
Islamic worldview and the unique and broad nature of Islamic ideology. Monetary
policy is made to complement other policies to achieve development goals. The
objectives of monetary policy are not only focused on achieving stability in the real
value of money, full employment energy requirements, and optimum growth rates,
but also on achieving socio-economic justice and equitable distribution of income
and wealth.™

In this case, there are several tactics in Islamic monetary policy, where the
demand for money will rise naturally due to demand and precautionary motives. This
need is what generically occurs at a given level of income and distribution. A more
even distribution of income will increase the demand for money at the aggregate
level because more people can buy goods and services. Meanwhile, to anticipate and
minimize the demand for money for speculation, Islam stipulates the prohibition of
usury (interest) and stipulates a permanent levy in the form of 2.5% zakat on assets.
There are at least three reasons for this:

First, with the abolition of the interest system in Islam, people who hold liquid
funds must choose between holding their funds in cash without receiving a return
(vield) or choosing to invest in profitable investments to receive a return.

Second, good investment Opportunme‘; in the short and long term have
varying levels of risk and are possible for all investors, both those who dare to take
high risks and those who are also low risk-takers. The extent of the possible risk will
be offset using the expected level of profit. Investors who are reluctant to use high
risk will tend to enter investments using low risk to offset the effect of zakat on their
financial balance.

Third, as long as there is an erosive effect based on zakat on deposits, it is
rational to expect holders of liquid funds not to hoard them beyond the need for
precautionary and transactional purposes. It is also useful to avoid increasing
speculation motives.

In addition, the central bank must assess the demand for money in terms of
full employment in the context of price stability and other monetary policy targets.
This is certainly not an easy task, it can be said that people's expectations can
influence the demand for money, therefore this similarity will lead to hopes to reduce
one's demand for money if the demand for money is determined by the speculative
motive. Because the transaction and precautionary motives may be predictable by the
government but this is not the case using speculative motives. Therefore, the

 Rifki Ismal, “Model of Islamic Monetary Operation for Liquidity Management in Islamic
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government must try through the central bank to regulate the money supply. the
main objective must be to ensure that monetary expansion will not be excessive
compared to using the capacity of supplying goods and services.

Conclusions

The conventional central bank monetary operation model provides an overview
of what variables are involved in the monetary operations model and contributes to
the Islamic monetary operating model modeling for Islamic economic practices, in
which the banking industry plays an important role in it. However, although a lot of
research is done by Islamic researchers to improve Islamic monetary theory, the
majority of studies mainly focus on the conceptual and theoretical aspects of Islamic
monetary economics without any empirical validation in the field. The author
suggests the application of Islamic monetary instruments to carry out the ideal goals
of management-based Islamic monetary.
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