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Abstract:

Research Aim: A comparative comparison between Neoclassical and Institutional microeconomics
literature with emphasis on the importance and role of "institutional decision making" and "transaction
cost" in economics. The basic question of this paper is whether Islamic economics should emphasis on
neoclassical approach or institutional economics.

Research Method: We have analytically combined some concepts from cognitive-behavioral
economics and new institutional economics to characterize institutional decision-making and its
implications for Islamic economics (there is no experimental hypothesis testing).

Findings: The essence of neoclassical economics is the modelling approach to solve problems or in
other words mathematical optimization and the equilibrium outcomes of this optimization. There is no
conflict between Islamic decision making and optimization-based decision making but they are
heterogeneous.We have combined some concepts from cognitive-behavioral economics and new
institutional economics to characterize institutional decision-making. Evidences from cognitive and
behavioral economics show that the mental costs of direct optimization, even in simplest forms, are high
and agents tend to make decisions institutionally to reduce this mental costs. Coase and Williamson
argue that "non-zero transaction costs" can result “hierarchy” replaced instead of “market” and similarly
we argue that "non-zero decision making costs" can result “institutional decision making” replaced
instead of “direct optimization”. Religious behavior is a kind of institutional behavior (following
religious rules and habits) and considering this view that institutional decision making and direct
optimization both are important and both have distinctive roles in decision making process can influence
microfoundations of Islamic economics.

Conclusion: Constructing Islamic economics research programme based on the institutional economics
literatures will be more homogeneous because a large part of the Islamic behaviors based on
"institutional decision making" and many of Islamic legal and ethical rules reduce "transaction costs".
We believe that "institutional decision making" and "institutionalization to reduce transaction costs" are
more important compared to "mathematical optimization" and thus change in approach of Islamic
economics from neoclassical economics to institutional economics can result to improvement of Islamic
economics. Thus there should be more emphasis on institutional literature in Islamic economics
programme. For one example of applications of discussion, we argue why and how reba- free banking
requires to institutional and contractual redesign.

Keywords: Islamic Economics, Institutional Economics, Cognitive and Behavioral Economics, Institutional
Decision Making, reba.
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