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EVER SI NCE THE COLLAPSE OF THE gol d standard in 1925, increasing turnoil
and volatility are evident in world financial markets. It w eaked havoc on
the flow of international trade by one-third between 1929 and 1933 and
partly contributed to the industrial depression in the United Kingdomin
1926 and the crash of the stock market in the United States in 1929.

The 1997 Asi an economc crisis and the Mexi can peso debacle in 1991 were
two i nfanmous events that nercilessly plunged energi ng econom es into near
bankruptcy. Wat actually went wong is no | onger a nystery but what ought
to be done remmins an agenda in which world economi es nust find comon
ground.

At least two factors can hel p explain why financial volatility persists
today. The first is the fact that it has a lot to do with excessive noney
creation and the second is the absence of regul ation over the activities
of hedge funds. And both are linked to the exchange rate system and
nmonet ary order of trading nations.

When maj or econoni es adopted the gold standard in 1870, noney was
created only when enough gold reserves were added to the existing stock.
Thi s was because by using a conmodity-backed currency, nanmely noney backed
by gol d, people saw that hol ding currency was as good as hol di ng gol d.

The gol d standard system all owed convertibility of currency into gold.
CGol d was the basis on which the exchange rate of currency between nations
was established. But when world nonetary order placed the US dollar in
pl ace of gold at Bretton Wods and eventual |y all owed exchange rates to
nmove according to nmarket forces in 1973, it allowed noney creation to roam
at will since nations could increase the noney supply w thout any need to
i ncrease gol d reserves.

Excessive noney creation creates inflation eventually driving up
interest rates. In the econonmics of capital flows, high interest rates
attract foreign portfolio funds, which causes the country's exchange rate
to increase. Currency appreciation inplies trade deficits when exports
becone | ess conpetitive.

A country can overcone trade deficits if it has enough hard currencies
to pay for the increasing inports. OGherwise it will resort to borrow ngs.
If nothing el se works, devaluation is the only way out. But deval ui ng
one's currency erodes the trust and confidence other nations place in that
country. And when one gets entangled with the International Mnetary Fund
for help, it can nmean | ess freedomto neet national economnm c and socia
obj ecti ves.

Notwi t hstanding | M- s role, the prospect of deval uation invites hedge
funds to a country's doorstep as well. By “buying | ow and selling high',
arbitrageurs seek i medi ate profits based on exchange rate differentials.
Fuel ed by greed, in the nane of market forces they further brought short-
selling of the currency. Excessive noney creation earlier |anded say, the
ringgit or baht, in international bank accounts.

Arbitrageurs, nanely the international specul ators, borrow amunts of
these ringgit to sell themback. Oversupply of ringgit sees it plunging
further down. By buying ringgit at the | ower price and paying a nini nal
interest charge on the ringgit |oan, specul ators nmake noney in the
billions, |eaving the economny bl eeding with corporate bankruptcies, rising
unenpl oynent and production standstill.

Wt hout any renedial international consensus to regul ate hedge funds and



putting a tight control on noney creation, returning to the gold standard
is one viable option. As nearly all financial crises put the blane on
money, either too nuch or too little of it, controlling the noney supply
must be a basic necessity. If the power to create noney lies in the hands
of the state, it can be used as a political tool to garner nore power and
comm t corrupt practices, and when banks are nade free to create noney by
way of deposit creation, it can lead to simlar evils.

The Asian econonmic crisis is clear evidence of banks' destructive
capabilities. According to Thonas Jefferson, "The banking institutions are
nore dangerous to our freedomthan the enem es' armes. The creation of
noney has to be renoved fromthe banks' hands.'

Under the gold standard concept, countries agree to define their
nmonetary units in terns of a physical anmount of pure gold. For exanple, if
the dollar can buy 1/20 of an ounce of gold and a British pound is defined
as 1/4 of an ounce of gold, inplicitly it means one British pound can be
exchanged with five dollars, or 1 British pound = US$5. Based on m nt
parities, the exchange rate exchange rate between dollar, franc, deutche
mark, yen, ringgit and so on can be established.

Central banks should be able to redeemall currencies for the amount of
gold they are defined. In this manner, the country's money supply is
dependent on the anpbunt of gold reserves the nation's nonetary authority
has. Aratio of noney stock and gold reserves can be then established. For
exanpl e, between 1879 and 1913, the US noney stock was 8.5 tines the
anount of nonetary gold stock. If the supply of gold remains constant, it
pronotes long-termstability in the noney stock and long-run stability in
real output, prices and exchange rates.

Wthout a gold standard, printing noney and deposit creation can run out
of control. The Bretton Wods systemis one step forward to reduce the
role of gold in making international trade settlenent. Instead the system
uses the US dollar to settle cross-border transactions with only a US
dollar to gold convertibility.

However, the US abandoned the convertibility of dollar into gold
reserves, partly driven by the Vietnamwar. Financing the war inplied
printing nore noney, which was only possible if it had enough gold to do
so. The US al so feared foreign governnents m ght sabotage it by presenting
their million dollar reserves for gold.

When President N xon closed the Gold Wndow in 1971 he said, "the US
woul d suspend tenporarily the convertibility of dollar into gold or other
reserves assets, except in anmounts and conditions determned to be in the
interest of nonetary stability and in the best interest of the United
States.'

However, with the sl owi ng down of the US econony, people may find it
|l ess worthy to hold the dollar as it may | ose val ue over tine. The yen too
is not spared with the Japanese econony still in the doldruns after a
decade of recession. In Malaysia, the prospect of a depreciating dollar
woul d also mean a falling ringgit if the country continues to peg the
ringgit to the greenback. Malaysia nmay run a huge trade deficit in view of
its high dependence on capital and internedi ate i mports.

What we fear is that no currency will be worth hol ding because it is
worth nothing. Money as legal tender is a prom se of paynment but nowit is
not convertible into gold, nor guarantees a tangi bl e conversion. Econom es
may resort to the barter systemand even use commpdity noney to settle
econom ¢ transacti ons.

Abu Bakr ibn Abi Maryamreported that he heard the Messenger of Allah
may Al lah bl ess himand grant hi mpeace, say, Atine is certainly com ng
over Mankind in which there will be nothing (left) which will be of use
save a dinar and a dirham (The Musnad of | nmam Ahmad i bn Hanbal).



The Islamic dinar is a specific weight of gold equivalent to 4.3 grans.
Returning to the gold standard can nean adopting the dinar standard or the
m nt standard of the early gold exchange rate system On these grounds,
the Islam c dinar nmust take the formof a commodity-backed noney rather
than a conmodity noney, although the latter can be used on a limted basis
i nvol vi ng cross-border transacti ons.

The Islam ¢ dinar can help control the supply of noney by way of changes
in gold reserves simlar to the gold standard. In this manner, the rol e of
the central bank can be made redundant since noney supply is no | onger
determ ned by size of nonetary base but by the anount of gold reserves. An
increase in the noney supply is a reflection of real growh arising from
nmore exports. No longer would it conme into being by way of artificial
demand arising fromspecul ati ve purchases in real estate and shares.

As the Shariah serves to protect common interest, the prohibition of
riba (interest) nust acconpany the Dinar system It is a nobnetary order
t hat establishes the framework wi thin which individuals conduct and settle
transactions. Wthout an order, that is, laws and regulations, it is
i mpossible to see how justice can be pronoted effectively.

For exanple, in the Islam c Dinar Oder, both debtor and creditor can be
protected fromthe evils of inflation and recession. In the case of
inflation, it is normal that a creditor gains while a debtor |oses out. In
the Islamic Dinar Order, |oans given out in currency, say three-year
RMb, 000 ringgit personal loan is pegged to the dinar. The contract of |oan
thus is based on dinar and not ringgit. If one dinar is equivalent to
RM600, then the | oan nmade is 50 dinars which the debtor nust pay at the
same anount upon naturity.

If the price level increases on paynent day where he has to pay, say,
RMB, 000 to buy 50 dinars, he nust do so. In this nmanner the creditor is
protected fromnonetary depreciation since he receives 50 dinars but
enj oys higher anmount in currency. This is not riba, since the contract is
not based on currency but dinar. As the Prophet (pbuh) says, “~CGold for
gold, silver for silver, like for like." It is a natural process of
i ndexation that serves to protect the creditor in time of inflation.

The call by Prime Mnister Datuk Seri Dr Mhathir Mohamad to revanp
existing international nonetary order is tinely and the Islamc dinar can
pl ay a nmeani ngful role, at |east anong Muslimcountries. Before that, it
is crucial to deternmine the mint parity of one dinar for each of the
Organi sation of Islamc Conference (O C) nenber countries' mnt parity.

To maintain the mint parity, that is, the exchange value of the nation's
currency with gold, the country nmust condition its noney stock on the
l evel of its gold reserves. Doing so will see hedge funds unable to find
enough noney to execute short-selling activities. In short, the value of a
nation's currency i s now dependent on gold and not market forces. In sone
sense, nmarket forces are necessary to guarantee efficiency, but they are
al so open to mani pul ati on

On this point, the 11th century Islamc jurist Ibn Taimyyah in his
fatawa said "The rise and fall in prices is always due to injustice (zuln
of some people. Sonetines its reason is deficiency in production or a
decline in inports of the goods in demand. Thus, if the desire for goods
i ncreases while their supply decreases, their price rises. On the other
hand, if availability of the goods increases and the desire for them
decreases, the price cones down. This scarcity or abundance may not be
caused by the action of any people; it nay be due to a cause not invol ving
any injustice or, sonetines, it nmay have a cause that involves injustice.
It is Allah the Almighty Who creates desires in the hearts of people.’

Thus, nmarkets are sinply tools to be made subservient to the desire of
peopl e. When narkets are exposed to skilful nmanipul ati on of hedge funds,



prices are no longer equitable and this invites volatility. In the Islanic
di nar system Malaysia can sell oil palmto Saudi Arabia paid in riyal,

whi ch Mal aysia can convert into the Islamic dinar on call. Thus, there is
|l ess to worry about currency fluctuation and the need to hedge agai nst
adverse price novenents.

Lastly, in the Islamc dinar systemthe role of fiat noney as a nmedi um
of exchange will be replaced by dinar-backed noney. By definition, fiat
money is noney not redeemable for any conmodity and its status as noney is
conferred by the governnent. In Islamc history, the introduction of
copper coins or fulus as nmoney by the Mam uks (648/1250) coupled with
fam ne created a period of high inflation or ghala', leading to its
downfall. The fulus unlike the dinar can easily be produced at wll.
Wthout control, excessive supply of copper fulus |eads to spiraling
inflation. The sane applies in nodern tinmes when excessive fiat noney
creation created overspendi ng and asset bubbl es.
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