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INTRODUCTION 
 The ongoing global financial crisis, triggered by US subprime mortgage crisis and has 

spread to some EU countries, is just a repeat of previous financial crises, started in 
England 1825 and 1837. 

 The new financial crisis usually has wider, deeper and more devastating impacts on the 
economy and the people. In the history of capitalism, there have actually been crises 
almost continuously for the past 200 years except for during one short period, 1945-
1971, under Bretton Woods Agreement. 

 Laeven & Valencia (2012) 

 431 FC: 147 BC; 218 CC; and 66 DC. 

 Including 68 Twin C; and 8 Triplet C. 

 

 Clearly, the current financial system has fundamental flaws which make it unstable and 
susceptible to financial crisis. This study aims to determine root causes of financial crisis 
from Conventional and Islamic perspectives using Vector Error Correction Model (VECM) 
using Indonesian data and propose real remedies to cure the financial crisis 
permanently and to avoid the similar mistakes in the future, so that financial crisis will 
not repeated again and again. 
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Theory of Financial Crisis (1) 
 FIRST GENERATION MODEL: financial crisis is originated from currency crisis or BOP 

crisis, caused by macroeconomic imbalances due to weak economic fundamentals. The 
collapse of fixed exchange regime (FER) is due to unsustainable fiscal policy. 

 Under FER the GOV should set the amount of money supply fixed in accordance with 
fixed exchange rate. This requirement would severely limit the ability of the GOV to 
raise seigniorage revenue from printing fiat money. Therefore, when the GOV runs 
persistent primary deficits (this is the hallmark of FGM), it has to use foreign reserves or 
borrow continuously. In the long run, this is not feasible, so that the GOV would have to 
print more money, which would lead to the collapse of FER (Flood and Marion, 1999). 

 FGM in Islamic Economics (IE) Perspective: The root causes of FGM financial crisis are 
international monetary system based on multiple fiat currency system, interest system, 
excessive fiat money supply, excessive fiscal deficits and excessive debt.  

 The emphasize of first-generation model is currency crisis due to the debasement of 
currency, where fiat currency does not have any back up assets, to create the 
seigniorage necessary for a rational system of government money. 

 The creation of benefits without any counter value (‘iwad) in terms of ownership risk 
(ghurmi), value added (ikhtiyar), or liability (daman) are categorized as ribā by Ibnu 
Arabi. 
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Theory of Financial Crisis (2) 
 SECOND GENERATION MODEL: SGM suggests the central role of expectations and 

coordination failure among creditors, so the crisis could occur independent of soundness 
of economic fundamentals.  

 When investors have doubts about whether the government is willing to maintain its 
exchange rate peg, this model generally will exhibit multiple equilibriums, so speculative 
attacks due to self-fulfilling prophecies may be possible (currency crisis + bank run). 

 SGM in IE Perspective: The root causes of SGM financial crisis are fiat money system, 
expectation, speculation, fractional reserve banking system, leverage system, non-
performing loan, troubled financial institutions, and interest system.  

 The emphasize of second-generation model is banking crisis due to fractional reserve 
banking system (in commercial banking) and leverage system (in investment banking 
and shadow banking), which create bank money similar to fiat money creation. 

 For illustration, the leverage ratios of Lehman Brothers and Goldman Sachs before they 
went bankrupt were 30 and 26, respectively. Some European banks had even a higher 
leverage: BNP Paribas at 32; Dexia and Barclays’ leverage ratios are both estimated at 
about 40; UBS’ at 47; and Deutsche Bank’s a whopping 83 (Lietaer, et al., 2009). 

 Similar to fiat money creation, bank money creation through fractional reserve or 
leveraging is considered ribā. 
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Theory of Financial Crisis (3) 
 THIRD GENERATION MODEL: TGM redefines the fundamentals more broadly to include 

micro incentives and policies. This model emphasizes the role of the financial sector in 
causing currency crises and propagating their effects, since many currency crises 
coincide with crises in the financial sector.  

 Keywords of third-generation model of financial crisis are mismatches in currency and in 
the characteristics of financial institutions, such as liquidity and maturity mismatches. 

 TGM in IE Perspective: The root causes of TGM financial crisis are fiat money system, 
fractional reserve banking system, leverage system, currency, liquidity and maturity 
mismatches, interest system, expectation and speculation.  

 The emphasize of TGM is currency mismatch due to multiple fiat currency system, as 
well as liquidity and maturity mismatches due to fractional reserve banking system (in 
commercial banking) and leverage system (in investment banking and shadow banking), 
where both of them have been categorized previously as ribā.  
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Theory of Financial Crisis (4) 
 AUSTRIAN BUSINESS CYCLE THEORY: ABCT emerges from Austrian school of thought, 

which assumes that money is not neutral and financial flows are a mere mirror of what 
is happening in the real economy (Zelmanovitz, 2011). ABCT can be divided into four 
stages, namely, expansion, crisis, recession and recovery.  

 Expansion stage starts when low interest rates or expansionary monetary policy tend to stimulate 
borrowing or credit expansion from the banking system, which results in widespread mal-
investments. Crisis stage starts with a correction (credit crunch, recession or bust), occurs when 
exponential credit creation cannot be sustained. Money supply suddenly and sharply contracts. 

 Recession stage follows after the crisis when output and prices drop and interest rates increase. 
Recovery stage start when markets finally “clear” and causing resources to be reallocated back 
towards more efficient uses. In this stage stocks recover due to the fall in prices and incomes, as 
well as increases in productivity, consumer confidence, aggregate demand and prices. 

 ABCT in IE Perspective: The root causes of ABCT FC are fiat money system, fractional 
reserve banking system, leverage system, interest system, excessive credit creation, 
adverse selection, moral hazard, mal-investments, expectation and speculation. 

 The emphasize of ABCT is excessive credit creation due to fractional reserve banking system, which 
is considered as ribā, as well as expectation and adverse selection leading to mal-investments and 
finally causes stock market crash, due to expectation and speculation, which are considered as 
maysir and are prohibited in Islamic perspective.  
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Theory of Financial Crisis (5) 
 MINSKY’S THEORY: MT hypothesizes that the capitalistic economy has an inherent 

tendency to develop instability/fragility (a.k.a. Financial Instability Hypothesis). High 
fragility leads to a higher risk of a financial crisis, which culminates in severe economic 
crises.  

 Minsky makes a distinction between three types of firms as borrowers. First, hedge 
borrowers who can meet all debt payments from their cash flows. Second, speculative 
borrowers who can meet interest payments but must constantly roll over their debt to 
be able to repay the original loan. Third, Ponzi borrowers; they can repay neither the 
interest nor the original loan, which lead to the most fragility. 

 MT in IE Perspective: The root causes of MT crisis are fiat money system, fractional 
reserve banking system, leverage system, interest system, excessive debt, expectation, 
speculation, moral hazard, adverse selection, and fraud.  

 The emphasize of MT is expectation and speculation in relation to speculative 
borrowers, as well as fraud in relation to Ponzi borrowers. All of these could lead to 
banking crisis due to credit defaults and stock market crash due to firms’ bankruptcies.  

 Therefore, Minsky’s crisis is caused by the intertwined among ribā, maysir and fraud, 
which are all prohibited in Islamic perspective.  
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VARIABLE CONVENTIONAL ISLAMIC 
BEHAVIOR     
- Maysir 

(speculation) 
Marthinsen (2010:p. 59), Bardhan (2010: 
p.19), Burnside, et al. (1998: 3), Crotty 
(2009:p.577), Pereira (2010:p.4), Prychitko 
(2010:p.205) 

Trabelsi (2011: p.17), Almoharby (2011: p.106), Ghoul (2011: p.58-
59), Ahmed (2010: p.307), Hassan & Kayed (2009: p.36), Farooq 
(2009: p.8), Siddiqi (2009: p.8), Seidu (2009: p.29), Al-Masri (2009: 
p.290), Chapra (2008: p.16), Chapra (2007: p.164&166), Meera & 
Larbani (2004: p.10-11), Ahmed (2001: p.30), Oguz & Tabakoglu 
(1991: p.66), Zarqa (2009: p.247) 

- Criminal Acts Marthinsen (2010:p.59), Jalilvand & 
Malliaris (2010: p.139), Pereira (2010: 
p.12&18), Soral, et al. (2006:p.179-180) 

Hassan & Kayed (2009: p.36), Mirakhor & Krichene (2009: p.29), 
Seidu (2009: p.30), Ali (2006&2007: p.26), Garcia, et al. (2004: 
p.1), Bashar (1997: p.48), Sabzwari (1984: p.3) 

- Expectation Harvey (2010: p.2 & 27), Corsetti, et al. 
(1999: p.306) 

Siddiqi (2009: p.8) 

EXTERNAL     
- Intl. Multiple Fiat 

Currency System 
Corsetti, et al. (1999: p.306), Eichengreen 
& Hausmann (1999: p.2) 

Trabelsi (2011: p.17), Meera & Larbani (2004: p.12), Ahmed (2001: 
p.10) 

GOVERNANCE     
- Price Control Rothbard (2009: p.1075-1076) , Rothbard 

(1995: p.124) 
Khan & Thaut (2008: p.11), Azid, et al. (2008: p.61), Iqbal & Khan 
(2004: p.2), Kahf (2000: p.9), Oguz & Tabakoglu (1991: p.64) 

MONETARY     
- Ribā (interest or 

usury) 
Lietaer & Dunne (2013:p.41-42), Bragues 
(2010: p.4-5), Kremer (2008:p.27-28), 
Shakespeare (2007:p.91-101), Shakespeare 
& Challen (2002:p.215-217) 

Othman, et al. (2012: p.10), Trabelsi (2011: p.17), Ghoul (2011: 
p.58-59), Ahmed (2010: p.307), Smolo & Mirakhor (2010: p.375), 
Hassan & Kayed (2009: p.50), Mirakhor & Krichene (2009: p.9), 
Siddiqi (2009: p.6), Seidu (2009: p.29), Al-Masri (2009: p.289), 
Thaker & Azam (2009: p.10), IAIE (2009: p.267), Chapra (2008: 
p.3), Chapra (2007: p.162), Iqbal & Khan (2004: p.2), Ahmed 
(2001: p.30), Oguz & Tabakoglu (1991: p.66), Zarqa (2009: p.251) 

Previous Studies (1) 
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VARIABLE CONVENTIONAL ISLAMIC 
MONETARY     
- Fiat Money Lietaer & Dunne (2013:p.23-36), Shakespeare 

(2007:p.79-90) ,  Shakespeare & Challen 
(2002:p.213),  Hoppe (1994: p.74), Rothbard 
(1990: 43-45) 

Trabelsi (2011: p.17), Thaker & Azam (2009: p.10), Hassan & 
Kayed (2009: p.37), Meera & Larbani (2004: p.10) 

- Fractional 
Reserve Banking 

Lietaer & Dunne (2013:p.25&39), Bragues 
(2010: p.6) , Shakespeare (2007:p.79-90) , 
Nuri (2002:p.31-46), Shakespeare & Challen 
(2002:p.213-214), Hoppe (1994: p.74), 
Rothbard (1990: 26), Bagus & Howden 
(2010:p.33&36) 

Othman, et al. (2012: p.12), Trabelsi (2011: p.17), Farooq (2009: 
p.8), Mirakhor & Krichene (2009: p.14-15), Thaker & Azam 
(2009: p.10), Meera & Larbani (2004: p.10), Garcia, et al. (2004: 
p.1) 

- Leverage Gorton & Metrick (2012:p.21), Bragues 
(2010: p.4), Marthinsen (2010:p.59), 
Demiyanyk (2010: p.92), Bardhan (2010: p. 
19), Georgiou (2009: p.3), Shakespeare 
(2007:p.79-90), Pereira (2010:p.12) 

Trabelsi (2011: p.17), Ahmed (2010: p.318), Smolo & Mirakhor 
(2010: p.372), Hassan & Kayed (2009: p.36), Mirakhor & 
Krichene (2009: p.26), Siddiqi (2009: p.3), Seidu (2009: p.28), 
Ahmed (2009: p.15), Chapra (2008: p.2), Chapra (2007: 
p.165&166) 

FISCAL     
- Excessive 

Government Debt 
Reinhart & Rogoff (2010: p.2), Reinhart & 
Rogoff (2009: p.1&3), Corsetti, et al. 
(1999:p.306); Burnside, et al. (1998: p.3), 
Park (2009:p.125) 

Othman, et al. (2012: p.9), Chapra (2007: p.163), Ali 
(2006&2007: p.9), Iqbal & Khan (2004: p.34&95), Khan (2001: 
p.253) 

- Poor Mgt. of 
Strategic 
Commodities 

Rothbard (2009: p.137-142) Chapra (2007: p.163), Oguz & Tabakoglu (1991: p. 64) 

Previous Studies (2) 
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METHODOLOGY 
• Vector Error Correction Model (VECM) 

A VECM is a vector autoregressive (VAR) multifactor model which adds error correction features to 
the model. 
 
 
Where: 

 xt is t selected endogenous variables, specific for each model; 
 εt is disturbance or error term with zero means and constant variance-covariance. 
 
• THE MODEL 

1) INFLATION: xt = [INFL, INT, PLS, FM, FRB, NB, EXCH, GOLD, VF, ADM, XINFL]; and  
2) GROWTH: xt = [GRO, INT, PLS, FM, FRB, NB, EXCH, GOLD, VF, ADM, XINFL] 
 

tit

k
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ittt xxx   
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Variable Crisis Behavior External Governance Monetary Fiscal 

Conventional 
- Inflation 

(INFL);  

- Growth 
(GRO); 

- Expectation 
(XINFL) 

- Intl. Mult. Fiat 
Currency System 
(EXCH)  

- Price Control; 
Administered 
Price (ADM) 

- Interest Rate (INT) 

- Fiat Money (FM) 

- Fractional Reserve 
Banking (FRB) 

- Poor Strategic 
Comm. Mgt.; 
Volatile Food 
(VF) 

Islamic 

- No 
Expectation 

- Single Global 
Currency System/ 
Gold Standard 
(GOLD)  

- No Price 
Control 

- Profit-and-loss 
Sharing (PLS) 

- Just Money (GOLD) 

- Narrow Banking (NB) 

- Good Strategic 
Comm. Mgt. 
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RESULTS – Inflation Model 
CONVENTIONAL      ISLAMIC 

 All conventional variables induce inflation or financial crisis, especially, interest rate ‘INT’ 
and administered price ‘ADM’.  

 Meanwhile, two Islamic variables curb inflation or financial crisis, namely, single global 
currency or just money ‘GOLD’ (gold or gold-backed money) and profit-and-loss sharing 
‘PLS’ (prohibition of ribā or interest), while one Islamic variable still induces inflation or 
financial crisis, namely, narrow banking ‘NB’. 
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RESULTS – Inflation Model 

 Interest rate ‘INT’ gives the highest share (43.66%) to induce inflation or financial crisis, 
followed by administered price ‘ADM’ with 14.41% share, while single global currency or 
just money ‘GOLD’ gives the highest share (8.03%) to reduce inflation or curb the 
financial crisis. 
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RESULTS – Inflation Model 

 All conventional variables (see table, center), including expected inflation ‘XINFL’ (Behavior), 
multiple currency ‘EXCH’ (External), administered price ‘ADM’ (Governance), interest rate ‘INT’, 
fiat money ‘FM’ and fractional reserve banking ‘FRB’ (Monetary), as well as volatile food ‘VF’ 
(Fiscal), induce inflation or financial crisis.  

 Meanwhile, some Islamic variables, including ‘GOLD’ as single global currency (External) and just 
money (Monetary), as well as profit-and-loss sharing ‘PLS’ (Monetary), reduce inflation or curb 
the financial crisis, while one Islamic variable, narrow banking ‘NB’ (Monetary), still induces 
inflation or financial crisis (see table, right), since narrow banking is being proxied by using M1, 
where M1 comprises of M0 (fiat currency) and Demand Deposits (part of fractional reserve 
banking) which are considered ribā in Islamic perspective. 

VARIABLES CONVENTIONAL ISLAMIC 

BEHAVIOR - XINFL: (+), 2.82% - n/a 

EXTERNAL - EXCH: (+), 2.40% - GOLD: (-), 8.03% 

GOVERNANCE - ADM: (+), 14.41% - n/a 

MONETARY 

- INT: (+), 43.66% - PLS: (-), 0.02% 

- FM: (+), 5.54% - NB: (+), 2.32% 

- FRB: (+), 0.08% - GOLD: (-), 8.03% 

FISCAL - VF: (+), 5.79% - n/a 
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RESULTS – Growth Model 
CONVENTIONAL      ISLAMIC 

 Almost all conventional variables reduce economic growth or induce financial crisis, 
especially, interest rate ‘INT’, fiat money ‘FM’ and volatile food ‘VF’. Fractional reserve 
banking ‘FRB’ and international multiple fiat currency system ‘EXCH’ still promote 
economic growth or curb financial crisis.  

 Meanwhile, all Islamic variables promote economic growth or curb financial crisis, 
especially narrow banking ‘NB’ and single global currency/gold standard or just money 
‘GOLD’. 
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RESULTS – Growth Model 

 Interest rate ‘INT’ gives the highest share (24.85%) to reduce growth or induce financial 
crisis, followed by fiat money ‘FM’ with 13.49% share, while fractional reserve banking 
‘FRB’ (8.02%), narrow banking ‘NB’ (5,98%) and single global currency/gold standard or 
just money ‘GOLD’ give the highest share  to improve growth or curb financial crisis.  

 The results consistent with the tight money condition in Indonesia (with M2/GDP less 
than 0.4), where loosening monetary policy will improve growth. 
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RESULTS – Growth Model 
VARIABLES CONVENTIONAL ISLAMIC 

BEHAVIOR - XINFL: (-), 0.24% - n/a 

EXTERNAL - EXCH: (+), 1.21% - GOLD: (+), 3.50% 

GOVERNANCE - ADM: (-), 5.33% - n/a 

MONETARY 

- INT: (-), 24.85% - PLS: (+), 0.09% 

- FM: (-), 13.49% - GOLD: (+), 3.50% 

- FRB: (+), 8.02% - NB: (+), 5.98% 

FISCAL - VF: (-), 9.11% - n/a 

 

 Most conventional variables (see table, center), including expected inflation ‘XINFL’ (Behavior), 
administered price ‘ADM’ (Governance), interest rate ‘INT’ and fiat money ‘FM’ (Monetary), as 
well as volatile food ‘VF’ (Fiscal), reduce growth or induce financial crisis, while multiple currency 
‘EXCH’ (External) and fractional reserve banking ‘FRB’ (Monetary) improve growth or curb 
financial crisis.  

 Meanwhile, all Islamic variables (see table, right), including ‘GOLD’ as single global currency 
(External) and just money (Monetary), as well as profit-and-loss sharing ‘PLS’ and narrow 
banking ‘NB’ (Monetary), improve growth or curb financial crisis. 
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ANALYSIS 
↑INFLATION and ↓GROWTH ↑INFLATION and ↑GROWTH ↓INFLATION and ↑GROWTH 

Conventional 

XINFL; ADM; INT&FM; VF EXCH; FRB  -- 

Islamic 

-- NB GOLD; PLS  

 

 In summary, interest rate ‘INT’ (Monetary) is the number one root cause of financial crisis with 
43.66% share in inducing inflation and 24.85% share in curbing economic growth, followed by 
administered price ‘ADM’ (Governance) with 14.41% share in inducing inflation and 5.33% share 
in curbing economic growth, fiat money ‘FM’ (Monetary) with 5.54% share in inducing inflation 
and 13.49% share in curbing economic growth, and volatile food ‘VF’ (Fiscal) with 5.79% share in 
inducing inflation and 9.11% share in curbing economic growth.  

 Meanwhile, ‘GOLD’ as single global gold currency (External) and just money (Monetary) is the 
number one cure of financial crisis with 8.03% share in curbing inflation and 3.50% share in 
inducing economic growth, followed by profit-and-loss sharing ‘PLS’ (Monetary) with 0.02% 
share in curbing inflation and 0.09% share in inducing economic growth. Narrow banking ‘NB’ 
will be more effective if it is combined by gold or gold backed currency. 
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ANALYSIS 

Dear Sirs: 

I am writing regarding Article 4, Section 2b of the International Monetary Fund (IMF)'s Articles of 

Agreement. As you may be aware, this language prohibits countries who are members of the IMF from 

linking their currency to gold. Thus, the IMF is forbidding countries suffering from an erratic monetary 

policy from adopting the most effective means of stabilizing their currency. This policy could delay a 

country's recovery from an economic crisis and retard economic growth, thus furthering economic and 

political instability. 

I would greatly appreciate an explanation from both the Treasury and the Federal Reserve of the reasons the 

United States has continued to acquiesce in this misguided policy. Please contact Mr. Norman Singleton, my 

legislative director, if you require any further information regarding this request. 

Thank you for your cooperation in this matter. 

Ron Paul 

U.S. House of Representatives 

Note: Neither the Federal Reserve Bank nor the US Treasury Department has so far responded to this request 

for an explanation. 

 

Letter of US Congressman to Federal Reserve Bank and US Treasury Dept. (April, 2002) 

Source: Hosein (2007). 

 13 States in USA votes for gold currency: UT, MO, SC, MT, CO, ID, IN, NH, GA, WA, MN, 
TN, VA. The Utah Sound Money Act 2011 recognizes gold and silver as currencies: 
American Gold Eagle: from 0.1 ounce, 5-50 dollars; American Silver Eagle: 1 ounce, 1 
dollar. 
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ANALYSIS 
 ISLAMIC COUNTRIES: Central Banks of Middle East are building up their gold reserves. 

 SWITZERLAND: SNB increases its gold reserves from 10% to 20%. Coin: Swiss gold franc. 
E-Gold: Combibar Gold Card. Swiss is going to provide its people freedom to choose 
currencies using parallel currency under new referendum. 

 CHINA: BoC is building up its gold reserves at 1000 tons a year. Coin: Gold Yuan (popular 
but unpublished, yet). 

 RUSIA: Russia’s Central Bank reserves have increased markedly in recent years. 
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ANALYSIS 
 Felix (1999) states that there is no long period of time, in the past or present which is 

comparable or closely resemble to the achievement (the high production, high 
productivity, low unemployment, and just distributive income) of Bretton Woods era 
(“golden age of capitalism”). 

 Stiglitz (2010) mentions that in the history of capitalism, there have actually been crises 
almost continuously for the past 200 years except for during one short period, the 25 or 
30 years after World War II (i.e., Bretton Woods System). 

 In other words, to prevent financial crisis, in monetary side, interest system should be 
replaced by profit-and-loss sharing system, while international multiple fiat currency 
system should be replaced by single global currency based on gold or gold standard.  

 Meanwhile, in government/fiscal side, there should be no price control on goods and 
services, but there should be good regulation, supervision and management of goods 
and services, especially for strategic commodities to stabilize their demands and 
supplies.  

 Moreover, misbehavior of economic actors, especially speculation should be prohibited. 
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ANALYSIS 
 In Indonesia case, the increase of interest rate will increase inflation and decrease 

economic growth (Indonesian economy is more New Keynesian than Neo Classic, with 
persistence unemployment and imperfect market).  

 There is an anomaly of broad money supply (M2) which always significantly lowers than 
GDP (see the figure), where M2/GDP in 2012 only reached 0.40. 
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RECOMMENDATION 
 Structural reforms are needed in monetary system, fiscal system and governance, as 

well as in international system, which are more fair, just, stable and sustainable. 
Moreover, behavior of economic actors should be controlled by market conduct 
regulation and improved by education. 

 The share of Islamic finance should be increased, while the share of PLS system in 
Islamic finance should be increased to improve the stability of financial system in a 
country adopting dual financial system. 

 International monetary system should move towards a just single currency system, 
which is not a currency of certain country. Gold standard is the most just and stable 
monetary system. 

 In Indonesia case, to lower inflation, and at the same time prevent the CRISIS, interest 
rate should be lowered up to its optimal level. 

 In Indonesia case, to stimulate growth, and at the same time prevent the CRISIS, 
M2/GDP should be gradually increased up to its optimal level.  

 Indonesia should increase its gold reserves to improve financial system stability.  



Wallahu a’lam Bishawwab 


