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A QUICK RECAP

* IE: Islamic Economics

Week 1

The foundations of IE

Worldview of Islamic 
Economics
Islam is Deen (Tawhid); Man in 
Islam; Nature/Universe in Islam; 
Aim in life

Week 2

The IE System

The Aims & approaches
Philosophical foundations
Operational principles
Goals & characteristics

Week 3

Third Sector & IE

The concept
Shortcomings of the 
market and state
Values and instruments

Week 4

Maqasid al-Shariah

The concept
The application: Resource 
allocation

Week 5

Aims and goals
Stabilization policies
National output and 
human well-being

Week 6

Market Structures

The characteristics
Functions & mechanisms
Pros & cons
Issues

Week 7
Financial System & 

Monetary Policy
Money creation & the 
fractional reserve banking 
system
Types and tools of MP

Intro to 
Macroeconomics

Week 8
Macroeconomic Issues 

& Fiscal Policy

Causes
Implications
Fiscal policy initiatives

* MP: Monetary policy



SESSION OUTLINE(S)

Session 1

Macroeconomic Issues and Goals

Economic fluctuations and business cycles

Causes of economic volatility

Impacts of cyclical fluctuations

- Unemployment
- Inflation

Session 2

Role of Government & Fiscal Policy

The role of government

Counter cyclical measures – Theoretical 
perspective

Fiscal policy initiatives
- Types
- Tools

Zakah & fiscal policy

Macroeconomic Instability The Stabilization Policies



MACROECONOMICS: DEFINITION AND SCOPE

• Is the economy growing and if so, how rapidly?
• How can we avoid or recover from recessions?
• Why is inflation a problem and what can be done to keep it at modest levels?
• What will be the impact of exchange rate changes on imports and exports?
• Why do governments borrow and what are the implications of government debt on 

economic health of countries?  

Macroeconomics studies the behaviour of the entire economy and analyses 
how the economy performs.

The goal is to understand the causes of economic instability and to suggest 
appropriate government policy measures to address the economic problems 
at the national level.



LEADING OBJECTIVES OF ISLAMIC MACROECONOMICS

ECONOMIC EQUITY

ECONOMIC STABILITY

ECONOMIC GROWTH
New production generates greater employment 
opportunities and stimulates higher level of income for 
the economy.

Primarily concerned with the functional distribution of 
income and sharing of prosperity. Ensuring justice in the 
distribution of wealth and income in a society. 

Sustained economic growth and low level of fluctuations 
in economic activity. This is manifested thru small 
volatility in output, inflation and unemployment rate etc.



LEADING OBJECTIVES OF ISLAMIC MACROECONOMICS

The components of Islamic Economy shares some aspect with the conventional 
economy; however, the means and scope of the components differ.

The concept of 
development and 

progress 

Integration of material 
well-being with intellectual 
and spiritual well-being, 
which are consistent with 
the Maqasid al-Shariah.

In harmony with the Maqasid al-Shariah in promoting the maslahah (interest) of the public

Attainment of Falah (success or well-being) in this life and hereafter, Adl (justice) and ihsan
(benevolence), establishing Ma’ruf (good deed) and eliminating Munkar (indecency)

Islamic Economy places 
a lot of emphasis on the 

third sector

Islam has an in-built 
measures like infaq, 
sadaqaat, zakat, qard hasan
and awqaf to mitigate 
inequalities and poverty.

Financial and monetary 
system that is in line 

with Islamic principles

Provide important linkages 
with other economic 
sectors in promoting 
growth and equity.



POLICY CONTEXT & LANDSCAPE

Identifying the issues 
& problems

Stabilization policies & 
initiatives

Economic diagnostic 
tools

Fiscal policy (FP)
- Expansionary FP
- Contractionary FP

Monetary policy (MP)
- Expansionary MP
- Contractionary MP

Unemployment
- Cyclical 

unemployment
- Natural rate of 

unemployment

Inflation
- Demand-pull inflation
- Cost-push inflation

Economic indicators
- Gross domestic 

product
- Unemployment rate
- Producer and 

consumer price index
- Foreign exchange rate
- Export and import 

data
- Leading indicator



ECONOMIC FLUCTUATIONS AND BUSINESS CYCLES

Source: IMF Datamapper
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ECONOMIC FLUCTUATIONS AND BUSINESS CYCLES

Source: IMF Datamapper

Along with the decline in GDP, 
unemployment increases 
significantly.

Recessionary Phase



ECONOMIC FLUCTUATIONS AND BUSINESS CYCLES

Source: IMF Datamapper

At some point during recovery, the 
economy expands faster than 
production capacity, thereby 
generating inflation.

Expansionary Phase



ECONOMIC FLUCTUATIONS AND BUSINESS CYCLES
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recessions

Unemployment Rate and Recessions since 1948

Source: Unemployment data is from the Federal Reserve Bank of St. Louis

Business cycles 
are irregular in 
two ways:

1.  The length of the 
phases

2.  The magnitude 
of the phases



CAUSES OF ECONOMIC FLUCTUATIONS AND BUSINESS CYCLES

Originating from the demand and supply shocks

Political events Unexpected political events, such as peace treaties, new 
wars, create economic opportunities and strains. In 
adjusting to these shocks, the economy may experience 
upswings or downswings.

Changes in 
resource quantity 
or quality

Examples include labor supply change due to migration 
laws, minimum wage rules, higher education 
opportunities, better compensation packages etc.

Monetary factors If credit is cheap and easily obtainable, households and 
firms will be able to finance more of their consumption 
and investment needs.



ECONOMIC FLUCTUATIONS AND BUSINESS CYCLES

Source: https://en.wikipedia.org/wiki/List_of_economic_crises



UNEMPLOYMENT

Measurement of Unemployment

Types of Unemployment
1. Frictional unemployment
2. Structural unemployment
3. Cyclical unemployment

Issues and concerns

Larger part of the population is leaving 
the workforce

Beyond market employment –
underemployment

Ageing society and low birth rate 

Consequences of Unemployment
1. Loss of national output (Okun’s Law)
2. Fiscal costs to the government
3. Lower spending power and 

indebtedness
4. Negative multiplier effects
5. Social costs 

- social deprivation leads to crime
- widening inequality of income



INFLATION

Measurement of Inflation

Types of Inflation

1. Demand-pull inflation
- Israf (extravagance)
- Tabdhir (wastefulness)

2. Cost-push inflation

Issues and concerns

The calculation of market baskets

To calculate the consumer price index 
based on basket of minimum needs.

The need to calculate the consumer 
price index based on income 
categories.

The issue of collusion and market 
dominance

Consequences of Inflation
1. Affecting the purchasing power of 

different groups of people in the 
economy

2. Effects on outputs and business
cycles

Definition

A rise in the general level of prices

* Hanke-Krus 
Hyperinflation Table



ECONOMIC FUNCTIONS OF THE STATE

THE ALLOCATION 
FUNCTION

THE DISTRIBUTION 
FUNCTION

THE  REGULATION 
FUNCTION

THE STABILIZATION 
FUNCTION

To regulate the market so that there is no tendencies for exploitation of 
consumers and other economic agents.

The provision of social goods, which cannot be made available to the 
society via the routine market mechanism, is considered as the primary 
duty of the state.

To promote equitable distribution of income and wealth and alleviate 
poverty, especially through the expansion of voluntary sectors including 
promotion of cooperatives and awqaf.

To use the budgetary policy as a mean of attaining full employment 
equilibrium for the purpose of economic stabilization process.



ECONOMIC STABILIZATION POLICY

FISCAL POLICY MONETARY POLICY

The use of federal government 
expenditures and revenues to help 
nations achieve desirable 
macroeconomic objectives. 

It involves deliberate or automatic 
changes in government spending 
levels and taxation to stimulate 
spending and economic activity.

An attempt to manage money 
supply by the monetary authority 
(i.e., Central bank) to achieve 
macroeconomic goals and 
objectives.

Too much money in circulation may 
result in inflation and vice versa.



FISCAL POLICY AS COUNTER CYCLICAL MEASURES

THE HISTORICAL CONTEXT

18TH and 19th centuries

The Classical economists assert 
that markets function best with 
minimal government intervention 
– ‘The invisible hand’.

The economy may fall below or go 
beyond the natural GDP levels; 
however, the market mechanism 
will respond and adjust to correct 
the disequilibrium.

The market failed to work as
expected particularly during The 
Great Depression.

John Maynard Keynes introduced a 
new economic framework that 
brought forward the role of 
demand to stimulate and restore 
the economy.

Keynes proposed a planned 
increased in spending and 
initiation of the public sector 
construction and development 
programmes during depression.



FISCAL POLICY AS COUNTER CYCLICAL MEASURES: THE INTUITION

THE KEYNESIAN FRAMEWORK



FISCAL POLICY AS COUNTER CYCLICAL MEASURES: THE INTUITION

THE KEYNESIAN FRAMEWORK

-

level of
spending



FISCAL POLICY AS COUNTER CYCLICAL MEASURES: THE INTUITION

THE KEYNESIAN FRAMEWORK



ISLAMIC GUIDING PRINCIPLES OF GOVERNMENT EXPENDITURES

To ensure effective control over public expenditure, the Shariah and Muslim jurists have 
prescribed several guiding principles:

Moderation in Spending

Govt. expenditure is closely related to its 
budget.

In the Islamic Economics system, spending is
made in accordance with the revenues
available.

This theoretically provides a safeguard against
the risky inclinations that are inherent in the
modern budgets such as heavy debts and huge
fiscal deficits.

Priorities in Spending

The main purpose of Islamic Law is to secure the 
maslahah in all aspect of life.

This can be accomplished through the
government by proper handling of public
expenditures.

The government expenditure and order of 
priority can be based on the categories and 
order of public interest that are daruriyyat
(necessities), hajiyyat (complementaries) and 
tahsiniyat (refinements).

Ottoman Civil Code
(Majallat al-Ahkam al-Adliyyah)

All public expenditure should be 
aimed at meeting the welfare of the 
people.
The provision of comfort is always
secondary to the removal of hardship
and injury.
The majority’s interest should always 
be prioritized over the interest of the 
minority.



ZAKAH AND FISCAL POLICY

Islamic scholars generally view Zakah as a measure of fiscal policy in an Islamic 
economy. 

However, Zakah cannot be considered as fiscal tool per se or treated in the same 
manner as taxation.

Zakah is a religious tax that must be collected by the Muslim state at all times regardless of the 
economic situation. Its foundation is based on divine order and unlike tax which is man-made.

The nisab and rates of Zakah are fixed and cannot be manipulated to meet the objective of a certain 
policy.

The intentions for which the proceeds of Zakah can be used are also clear. The Quran (9:60) clearly 
mentions that the beneficiaries of Zakah are divided into 8 categories (asnaf).



FUNCTIONS OF ZAKAH IN FISCAL POLICY

ZAKAH & 
REDISTRIBUTION OF 
INCOME

ZAKAH & STABILIZATION

ZAKAH & ECONOMIC 
GROWTH

By distributing Zakah proceeds to the 8 asnaf, the government ensures
that they are redistributing resources from the better-off members of the
society to the lower-income bracket of the population.

Zakah plays its role in fiscal policy through the built-in stabilizer. Although 
the Zakah levies is fixed, the government may also vary the levels of 
exemption to the Zakah payers whenever necessary.

Movement of money throughout the economy and its circulation across 
multiple agents can be supplemented by Zakah as it increases the 
demand for necessity goods such as food and clothing.



MACROECONOMICS EFFECTS OF ZAKAH

IMPACT ON 
SAVINGS

IMPACT ON 
INVESTMENT

IMPACT ON 
CONSUMPTION

Zakah is believed to increase total consumer expenditure since the 
marginal propensity to consume of the recipients is higher than those 
who give it.

Zakah is a permanent device so that the nature of gaining or losing 
income will also be permanent. Thus, the ratio of permanent 
consumption to permanent income will be the same and the Zakah will 
not change the level of savings.

Zakah is payable on idle funds. Businesses will be encouraged to invest 
their funds as paying Zakah yearly on those idle funds.
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