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1. Introduction  

In an efficient economic system, the law permits activities that encourage 

productivity and discourages wasteful or unethical practices. In such a system, 

rewards are distributed in harmony with the requirements of ethics. Justice entails 

giving every person his or her due. Rewards may be gained only as a result of 

participation in productive activity, or by giving up a suitable value in trading, except 

in cases of charity or inheritance. Because of its ability to allow beneficial activities 

and prohibit harmful ones, the legal environment plays a central role in ensuring an 

efficient allocation of resources and a just distribution of wealth.  

The analysis in the previous parts showed that resources are allocated efficiently 

in an interest-free economy and inefficiently in a system where interest is used as an 

incentive to reward capital providers for taking part in business enterprise. The 

reason is that in interest-free financing (risk sharing) the returns to the providers of 

capital are directly linked to the efficiency of the businesses they finance. As 

investors are required to share risks with entrepreneurs, rewards to investors 

(dividends) rise and fall in tandem with profits. The risk facing investors provides a 

powerful incentive to them to invest only in enterprises that have realistic prospects 

of earning profits. Put differently, risk provides a powerful incentive to investors to 

exercise due diligence and thereby ensure an efficient allocation of resources.  
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This is not the case in loan financing, where returns to lenders (interest 

payments) do not depend on the profitability of the businesses they finance. 

Payments of interest to lenders are linked to the amount of capital lent and the rate 

of interest charged. Because interest is calculated as a percentage of the capital lent 

rather than as a percentage of profits earned, it is possible to determine the amount 

due to capital providers in advance. Variations in the profitability of the business 

using loan financing have little impact on the determination of what must be paid to 

lenders. Moreover, borrowers need to guarantee both interest and the principal 

amount of the loan.  

Because returns to lenders are determined in advance, lenders have little 

incentive to provide financing to businesses that may be more profitable than what 

it takes to repay loans with interest. As long as an enterprise is able to repay its loans 

and provide acceptable collateral, its relative efficiency is of minimal concern to the 

lender. This explains, among other things, why “bankers provide credit to investment 

projects they have only very limited information about.”1 In order to enhance the 

efficiency with which resources are allocated, it would accordingly make sense to 

replace loan financing with equity financing. 

A number of observers noted that scaling down interest-based financing “would 

not interfere with the efficiency of the economy.”2 In light of the analysis presented 

here, however, it would be accurate to observe that reducing debt financing, and 

replacing it with equity financing would actually increase the efficiency with which 

resources are allocated. Indeed, interest-free financing would bring additional, 

macroeconomic benefits as well.  
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These would include reduced inflation, better growth, a decline in 

unemployment, higher stability, reduced indebtedness and an equitable distribution 

of wealth. These constitute compelling reasons for phasing out loan financing and 

supplanting it with risk sharing. Appropriate legislation may facilitate the transition 

from risk transfer to risk sharing. In this part, we look at how interest-free financing 

may be implemented on a system-wide basis.  

2. Risk sharing  

Risk is the possibility of an adverse outcome of a given decision or course of 

action. It arises out of the fact that our knowledge, including our knowledge of the 

future, is limited. There are many types of risks.  

In business, the risk of losses arises from the fact that investors may have made 

poor investment decisions. This risk is known as investment risk. In lending, the risks 

of losses arise from the fact that borrowers may fil to repay their loans. This is 

known as credit risk or the risk of default, also known as counterparty risk.  

Lenders protect themselves from credit risk by requiring borrowers to post 

acceptable collateral. Another method is to purchase credit derivatives such as credit 

default swaps (CDS), effectively a form of insurance on debt.  

Interest risk is the risk that interest rates may change in an unfavourable 

direction. This risk applies only to variable interest loans, in which the interest rates 

on loans vary with market rates. As a result, a borrower may be forced to pay more 

than what he was paying initially, or a lender may receive less interest income than 
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what he received initially. A common method of protection against interest risk is to 

enter into interest rate swap (IRS) contracts.  

Market risk is also known as systemic risk. This is the risk that entire markets 

may become adversely affected, thus causing losses to both investors as well as to 

lenders. For example, a recession or competition from foreign countries may 

significantly reduce the sales of a business, and thereby make it harder if not 

impossible for that business to continue repayments of debt to creditors.  

Foreign exchange risk, also known as currency risk, arises from the fact that 

currency exchange rates may change in an unfavourable direction. This risk faces 

exporters and importers, as well as investors in foreign countries. It also faces parties 

that borrow in foreign currencies.  

The risk is that the value of a foreign currency relative to the value of the local 

currency may appreciate, thus obliging the borrower to repay more (in terms of the 

local currency) than what he borrowed originally. A common method of protection 

against this risk is to enter into foreign exchange swaps.  

The risk that a firm may experience a shortage of cash is known as liquidity risk. 

It arises in both lending and investment. Liquidity risk typically increases during a 

time of crisis. The reason is that it is difficult to liquidate securities, whether stocks 

or bonds, at customary prices at a time of crisis.3  

Liquidity risk arises from the way banks operate. Banks borrow from depositors 

and lend to borrowers. Banks keep only a small amount of cash to meet unexpected 

withdrawals. All banks keep an account with the central bank, which acts – among 
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other things – as a settlement house for all claims that various banks have on each 

other.4 

However, to the extent that Islamic banking replicates mainstream banking, a 

similar risk also arises in Islamic banking. It is the risk that a bank may be unable to 

meet its financial obligations due to a shortage of cash (liquidity).  

Liquidity risk arises from the fact that, on the one hand, banks lend their 

depositors’ money to borrowers. At the same time, banks lend most of the same 

money to borrowers at interest. The banks face liquidity risk because, as a result of 

lending, they are left only with a small fraction of the total money deposited with 

them, commonly less than 3%, to meet unexpected withdrawals.  

Financial institutions that operate on the basis of risk sharing, by contrast, do not 

face such risk, because they are not obliged to guarantee their customers’ funds. 

Thus, they face no risk that investors will suddenly withdraw their funds and the 

institution could not oblige. There is only the possibility that customers may 

liquidate their investments by selling them to third parties.  

Such sales do not cause a withdrawal of funds from the institutions; they result 

in a transfer of ownership of the investments from a given party to another. Instead 

of liquidity risk, institutions that operate on the basis of risk sharing face asset risk.  

Liquidity risk in banking is evident in the fact that, as a result of lending 

depositors’ funds, a mismatch develops between the liquid assets (cash reserves) of 

a bank and its liabilities (deposits). Assets in the form of loans are not easy to 

liquidate. The mismatch between the liquid assets (cash reserves) and its liabilities 

(deposits) leaves banks vulnerable to sudden withdrawals by large numbers of 
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depositors, in an event known as a “run on the bank.” In such cases, some banks 

may be unable to oblige.  

The possibility that a bank may find itself with “insufficient funds” to meet its 

obligations gives rise to the need for “liquidity management.” Companies that fail to 

manage this risk either go bankrupt (such as Lehman Brothers) or need to be bailed 

out (such as Goldman Sachs). 

To the extent that Islamic financial institutions operate along the lines of 

conventional banks, they face similar risks, including liquidity risk. Just like capital 

guarantees in sukuk structures replicate the risk of default, so the guarantee of 

investors’ funds by Islamic financial institutions to depositors gives rise to liquidity 

risk. In the absence of capital guarantees, however, neither of these risks would arise 

in the first place.  

Liquidity risk can be overcome, it has been argued, by developing an Islamic 

equivalent of a “money market.” Developing an “Islamic money market,” however, is 

problematic because, as a matter of principle, there can be no “market for money” 

in Islam. The reason is that in Islam money is not an asset that can be traded for a 

‘price.’ When money is traded for a ‘price,’ this ‘price’ invariably turns out to be 

interest (riba).  

For the same reason, there can be no such thing as a “price of funds” in an 

Islamic monetary system. The buying and selling of money – in which a smaller 

amount (the loan) is “sold” for a higher amount (the repayment) – is a key feature of 

interest-based “lending.”  
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Rather than attempting to replicate conventional money markets, the right way 

to solve the problem of liquidity risk in Islamic finance is to ensure that Islamic 

financial institutions operate on the basis of risk sharing. For such an institution, the 

issue of liquidity risk does not arise in the first place. It faces only asset risk. 

Moreover, asset risks are borne by investors, not the institution.  

Accordingly, instead of solving the problem of liquidity risk by developing an 

“Islamic money market,” it is better to transform the financial institutions to operate 

on the basis of risk sharing, as indeed required by the Shariah. In such a system, 

there is no risk that depositors (lenders) will withdraw their deposits in large 

numbers on a short notice. The main risk facing investors is that their assets may 

decline in value. This is known as asset risk. Prudent asset management, rather than 

liquidity management, can go a long way towards ensuring that even this risk will be 

minimal.   

Liquidity crises typically take place when investors wish to liquidate their assets 

at the same time. During the 2008 global financial crisis, a large number of investors 

became unable to liquidate their holdings of CDOs (collateralised debt obligations) as 

they all wanted to sell at the same time.5  

Selling pressure drove prices down and made it impossible to liquidate securities 

at any but rock bottom prices. Even prices that were previously not correlated 

become correlated. As a result, at a time of crisis portfolio diversification ceases to 

serve as an effective hedge against losses.6  

As a result of the large number of risks, investors as well as lenders apply a wide 

range of risk management instruments to reduce risks. The most common way of 



 8 

managing risk is to “transfer” it to someone willing to accept it. Risk transfer takes 

place when a party that takes a risk “transfers” the responsibility for adverse 

consequences (losses) of a risky action onto another party. Normally, risk is 

transferred for a fee. Thus, risk transfer in principle amounts to the “sale” of risk.  

A popular method of transferring risk– in particular the risk of default – is to sell 

risky assets, for example loans. Risk transfer in the form of the sale of debt was used 

extensively from 2000 to 2006, in the lead up to the global financial crisis of 2008.  

Originators (lenders) of subprime loans to people with limited ability to pay 

transferred the risk of default on the loans (subprime mortgages) by selling them to 

other parties, namely investment banks.  

Investment banks subsequently sold the same loans (this time on a wholesale 

basis) to institutional investors, such as pensions funds, insurance companies and 

hedge funds. The loans were sold in the form of collateralised debt obligations 

(CDOs). These are pools of mortgage backed securities (MBSs) or mortgage bonds. 

The sales of the CDOs were facilitated by the fact that rating agencies assigned “AAA” 

ratings to them.7  

Another way to transfer the risk of default is to insure debt by means of 

purchasing credit default swaps. CDSs are typically sold by investment banks and 

insurance companies. Sellers of CDS insure debt in exchange for a premium payment 

fixed in advance.  

CDSs oblige issuers (sellers) to compensate subscribers (buyers) to the extent of 

the latter’s loss, in case a borrower defaults or a credit event (such as a 

downgrading) takes place. Most of the time, issuers are able to honour their 
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obligations. There is no guarantee, however, that the issuer of the CDS will be able 

to live up to his obligations at a time of systemic crisis. The case of AIG proved this 

beyond any doubt. 

CDOs and CDSs are known as credit derivatives.8 Under normal conditions, they 

transfer all of a given risk, in this case the risk of default. Other credit derivatives 

such as interest rate swaps (IRSs) transfer only a part (half) of a given risk, the risk 

that interest rates may rise or fall. IRSs are traded OTC (over the counter) and make 

up the great majority of derivatives, currently at $548 trillion.9 

Counterparties enter IRS contracts because they expect interest rates to change 

in opposite directions.10 An IRS contract requires counterparties to exchange (swap) 

interest payments. Normally, a fixed rate is exchanged for a floating rate. Both rates 

are applied to a notional amount. The floating rate is determined in relation to a 

reference rate such as LIBOR (London Interbank Offered Rate). The fixed rate is 

agreed upon in advance.  

Should market rates rise, the party paying the fixed rate will gain, as the party 

paying the floating rate will have to pay more than before. Should the rates fall, 

however, the party paying the floating rate will gain, as it will be obliged to pay less 

than before.  

Parties that enter IRSs become exposed to an additional risk that may arise from 

fraud, in the form of “fixing” the reference interest rate, as happened recently with 

LIBOR. This price fixing resulted in billions of dollars of losses on both sides of the 

Atlantic.11  
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The problem with risk transfer is that by passing on the responsibility for a given 

act to a person other than the one who carries it out, risk transfer provides an 

incentive for “irresponsible” or high-risk behaviour. By giving counterparties a false 

sense of security, it gives rise to “moral hazard.” By imparting a false sense of 

security, risk transfer encouraged many financial institutions to take progressively 

greater and greater risks with their shareholders’ and depositors’ funds.  

Another disadvantage of risk transfer is that while it may work in ordinary times, 

it rarely works under extraordinary conditions. The reason is that while risk transfer 

may reduce the risks faced by various parties individually, it does so only by 

increasing the (systemic) risks faced by all parties collectively. At extraordinary times, 

parties willing to take on risks from others often prove themselves unable to meet 

their obligations, giving rise to the spectre of a systemic collapse.12   

When risk sharing is applied on a system-wide basis, by contrast, the risk of a 

systemic collapse is reduced by the fact that a greater number of parties share the 

total risk. By obliging a greater number of parties to share risks, risk sharing 

disperses risks more widely than risk transfer.  

At a time of crisis, the counterparties in risk transfer contracts, like 

counterparties in risk sharing contracts, “sink or swim together.” The difference is 

that the utilisation of risk transfer contracts dramatically raises the likelihood of a 

systemic crisis. It does this by transferring risks that should ideally be borne by all, as 

in risk sharing contracts, to only half of the counterparties, those that feel “able” to 

take the risks.  
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In the last 2008 global financial crisis the financial system nearly collapsed the 

way a ship may capsize when its cargo is transferred from one side to the other. At a 

time of systemic crisis, even portfolio diversification no longer protects against asset 

price declines, as the prices of even unrelated assets tend to move (down) 

together.13 Mainstream risk management failed to provide protection to investors 

precisely at a time when they most need it, a time of crisis. 

The reliability of a science, including risk management, depends on the firmness 

of its foundations. Such foundations typically come in the form of underlying 

assumptions. The crisis of 2008 has laid bare a number of questionable assumptions 

underlying conventional risk management science. The chief of these assumptions is 

that best way to manage risk is to transfer it to someone else, willing and able to 

bear it.  

The 2008 financial crisis showed that a willingness to bear risk does not yet 

guarantee the ability to bear it.14 The crisis showed that while risk transfer may work 

well under normal conditions, it is less likely to work as expected when a crisis takes 

place on a systemic scale. There were many institutions “willing” to bear risk – 

notably investment banks Lehman Brothers, Bear Stearns, and insurance giant AIG – 

but few were able to deliver when called upon to do so.15 A better way to manage 

risk is to share it. However, utilising contracts that require counterparties to share 

risk appears to have been frowned upon by not a few businesses as well as financial 

institutions.  

Risk sharing as the preferred method of managing risk did not receive sufficient 

support from governments either. The result was a string of bankruptcies that 
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included household names and substantial losses to investors. The failure of risk 

transfer as an effective way of managing risk has made it necessary to restate the 

case for risk management in the form of risk sharing. 

Another consequence of the underutilisation of risk sharing was a misallocation 

of resources on a scale not witnessed before. The waste was evident in the millions 

of repossessed and unoccupied houses, originally financed by subprime mortgages. 

This money was provided by the shadow banking” system, institutional investors 

including insurance companies, investment funds and pension funds. Millions of 

houses have since been torn down due to dilapidation. Trillions of dollars have been 

wasted this way. Something has evidently gone wrong. The roots of the problem 

may be found in the theory of risk management that underpinned the myriad of 

investment decisions that cumulatively led to the crisis.  

A flaw within a theory may cause it to fail, especially when the theory is tested 

under trying conditions, for example during a financial crisis. The flaw in the theory 

typically takes the form of an unwarranted and indeed untested assumption. The 

theory fails to deliver the expected outcome because it was not designed to account 

for extreme cases. Moreover, a flawed theory is incapable of explaining unexpected 

events in a plausible way. A theory or paradigm failure triggers the quest for another 

paradigm, or a rehabilitation of the existing paradigm.  

The rehabilitation of a theoretical paradigm that has been tested and found 

wanting in trying conditions requires identifying and addressing faulty assumptions 

that may have found their way into the theory in one way or another. When these 
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assumptions have been identified, they need to be abandoned and supplanted by 

assumptions that can support a better, more reliable theory.  

The dominant paradigm for risk management rests on the assumption that the 

best way to manage risk is to transfer it to a third party. Risk transfer, however, 

failed to protect investors from catastrophic losses. The immediate cause of these 

losses was the dramatic collapse of the prices the collateralised debt obligations, 

(CDOs).  

A domino effect of systemic collapse was only stemmed by government 

intervention in the form of bailouts of troubled financial institutions, such as 

insurance giant AIG and investment banks that depended on it.16 However, the 

bailouts effectively transferred the risks to taxpayers.17 Thus, while risk transfer 

reduced the risks for some, it increased them for others, in particular the taxpayers. 

The prevalence of the use of risk transfer methods in contemporary finance may 

have resulted in part from of a lack of appreciation of the role that risk plays in 

investment. Risk serves as an incentive for performing due diligence, and thereby for 

ensuring that resources will be allocated only to commercially viable projects, that is 

to say efficiently.  

Profit and risk are powerful incentives. Investors are driven by a hope of profits 

and restrained by the risk of losses. As profit constitutes a positive incentive for 

investment, risk provides a restraining effect. The possibility of earning profit 

motivates people to take risks in entrepreneurial activity. The possibility of suffering 

losses acts as a deterrent.  
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The risk of suffering losses is an incentive to investors to allocate resources 

wisely. Where investors feel there is little or no risk, they are more likely to commit 

resources on a scale greater than what is justified by a more accurate assessment of 

risks and the prospects of returns. Risk constitutes an important incentive for 

exercising due diligence, a sine qua non of an efficient allocation of capital. 

The risks in purchasing subprime mortgages during the 2008 crisis were 

overlooked partly because these securities were touted as collateralised, in 

particular the “collateralised debt obligations” (CDOs).  

Investors who “hedged” their investment by purchasing credit default swaps to 

protect themselves against defaults of the CDOs fared no better, in so far as a 

number of companies that sold this “protection,” such as AIG, themselves did not 

hedge their own positions, and went bankrupt precisely at a time when they were 

expected to save others (their counterparties) from bankruptcy.  

The lesson to be drawn from the last (2007) global financial crisis is that risk 

transfer neither provides protection against risk nor enhances systemic stability. By 

contrast, risk sharing does both. It reduces risks to investors and increases systemic 

stability – at the same time.  

The conventional risk management models that were used to value complex 

financial securities made a number of assumptions. Most of these have in retrospect 

turned out to be unwarranted. One of these assumptions is the view that the past is 

an accurate predictor of future events.18  Another such assumption that major 

catastrophes have a very low probability of taking place.19  



 15 

Problematic assumptions included the view that a low or high degree of probability 

can for all practical purposes be identified with certainty. 20  According to the 

conventional risk management models, the probability of the occurrence of the 1987 

stock market crash was negligible, even over the lifetime of the universe.21  

The risk-measurement models used in the run up to the 2008 crisis failed to 

determine the prices of securities (in particular the collateralised debt obligations or 

CDOs) accurately. This became clear from the dramatic and unexpected collapse of 

their prices.22 The inaccurate valuation of securities resulted from a failure to assess 

risk accurately. Many investors bought these “assets” only to find out that they 

became worthless (toxic) with the onset of the credit squeeze, an extraordinary 

event.  

Even credit rating agencies rated the subprime CDOs inaccurately. As a result, a 

number of investors have launched lawsuits against some of the rating agencies on 

the grounds that they wrongly assigned a triple “A” rating to the CDOs purchased by 

investors.  

Another drawback of conventional risk management arises from the fact that 

the risk of mispricing a derivative security is greater than the risk of mispricing a 

common share or a bond. The reason is that pricing derivatives requires the pricing 

of two securities and not just one, as is the case with ordinary securities such as 

stocks.  

The underlying security has to be priced accurately first. Then, the (derivative) 

security whose price depends on the performance of the first security (or asset) has 

to be valued separately. For this reason, the risk of error in the valuation of 
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derivatives rises. It goes without saying that if the underlying security (such as a 

subprime loan) is mispriced, the price of the derivative security (such as a CDS or 

credit default swap) will also be inaccurate.  

Another weakness of conventional risk management is that intuition has been 

marginalised. Intuition takes into account – even if in an imprecise way – the 

presence of variables that may have been ignored in purely mathematical models. 

Quantitative models are by definition unable to account for any variables that do not 

lend themselves to quantification and measurement.23 Managing risk by way of 

intuition simply means avoiding investments about which an investor may have a 

“bad feeling,” perhaps due to their inherent complexity, but cannot clearly articulate 

the source of the ill feeling. 

Among the questionable assumptions was the view that markets perform in the 

same way under normal conditions as in extraordinary circumstances, that credit 

markets operate fundamentally in the same way as other markets, and that trading 

(buying or selling) has little effect on prices. The last 2008 financial crisis showed, 

however, that trading – in particular trading under duress – can significantly impact 

prices even in a relatively short period of time.24   

Because of the many weaknesses of risk transfer, a better way of managing risks 

needs to be found. Such a way is already available in Islamic finance. Islamic finance 

teaches that the best way to manage business risk is to share it.  

Risk sharing in business is a way of taking collective responsibility for the 

outcome of a given investment. By sharing risk, business partners reduce the 

amount of risk faced any one partner. The greater is the number of partners sharing 
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the risk the lower is the risk facing each partner. Partners can also offer advice to 

one another on how to run their business. Consultation should in turn enhance the 

level of knowledge and trust among partners. 

When an investor takes on a single equal partner, he reduces his risk by fifty per 

cent. When three parties share the risk (equally) the risk is reduced by two thirds of 

what a single party would have to bear. The greater the number of parties sharing 

the risk, the lower will be the risk facing each party. The amount of risk decreases as 

the number of partners increases. 

Thus, risk sharing replaces the creditor-debtor relationship with a partnership 

relationship; it replaces lending at interest with investment for profit. In this way risk, 

as well as any profits or losses, are shared.  

The need to share risk means that ill-conceived projects are unlikely to attract 

funding. As a consequence, it is unlikely that “white elephant” projects will attract 

funding. The need to take risk will help to allocate resources more efficiently and 

reduce waste. The terms on which capital providers supply investment funds to 

entrepreneurs depend on the type of partnerships they form.  

A partnership can be active or passive. Where investors actively participate in 

the running of the business, the partnership is known as a musharakah or a profit 

and loss sharing partnership. Where the suppliers of capital do not actively 

participate in the management of the enterprise, the partnership is known as a 

mudarabah or a profit sharing partnership.  

Participation in risk sharing can also take the form of buying the shares of a joint 

stock company. By purchasing some of its shares, investors become part owners of 
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the company, and share both its profits and losses in proportion to the extent of 

their ownership. 

Different types of partnership issue different types of securities in exchange for 

investment funds. Musharakah partnerships issue sukuk musharakah. Mudarabah 

partnerships issue sukuk mudarabah. Publicly owned businesses (joint stock 

companies) issue voting shares. Participation in companies on the basis of 

shareholding is permissible under the Shariah because it requires investors to share 

not only profits but also the risks of business enterprise.  

Ordinary shares are contracts between capital providers and entrepreneurs. 

These contracts specify that in return for supplying funds, capital providers become 

co-owners, on a proportionate basis, of any profits generated by the businesses. As 

co-owners of the assets, investors become entitled to a proportionate share of the 

profits generated by those assets or businesses.  

One of the most important advantages of risk sharing partnerships is that they 

do not require any of the partners to go into debt. A debt burden, even at low rates 

of interest, invariably entails a commitment to pay “fixed” costs in the form of 

interest payments. Interest has to be paid regardless of how well or poorly the 

business utilising loan financing performs. This is why – contrary to the currently 

prevailing view – the ideal debt to equity ratio is zero per cent. In other words, all 

financing should take place by means of common shares or participatory sukuk.  

The activities of a musharakah are governed by the musharakah agreement. This 

must include a detailed business plan. The agreement needs to be drawn up in such 
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a way as to comply with the requirements of both the Shariah as well as the law of 

the country where the certificates are issued.  

Sukuk musharakah signify proportionate ownership in a pool of underlying 

assets, and the entitlement of the sukuk holders to a proportionate share of the 

profits generated by those assets.25  

A major advantage of the musharakah is that partners need not go into debt. 

This relieves them of a major burden that faces all borrowers. Another advantage is 

that they face no risk of default. Another advantage is that musharakah partners are 

not obligated to pay dividends when no profits are earned.  

The musharakah and the mudarabah partnership are fiduciary contracts. 

Whether in the case of the mudarabah or musharakah, partners trust one another 

with faithfully discharging their duties to the best of their ability for the purpose of 

earning a shared profit.26  

In the case of the mudarabah, the mudarib is entitled to a share of profits, 

according to a pre-agreed formula or ratio. This is his incentive for performing due 

diligence and investing wisely. The profit ratio is applied to profits earned rather 

than to the capital provided. When the enterprise earns no profits, the mudarib is 

not rewarded. The fact that the mudarib earns no reward when the enterprise he 

manages performs poorly acts as a disincentive for poor performance. 

The capital provider is expected to leave the decision-making up to the 

managing partner, the mudarib. As long as he acts in good faith, the mudarib is not 

responsible for any losses. All losses are borne by the capital provider. In case of 

criminal negligence or fraud, however, the mudarib becomes liable for losses.  
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The mudarabah is set up for a specified period of time. Terms and conditions of 

the mudarabah partnership are set out in the mudarabah agreement, which is 

similar to the musharakah agreement.27  

The advantages of mudarabah are similar to those of musharakah. The 

entrepreneur need not go into debt. This arrangement is suitable for parties where a 

capital owner may have neither the time nor the expertise to manage wealth, while 

the party capable of managing wealth has no wealth of his own to manage. 

The musharakah and mudarabah partnerships obtain funds form investors by 

issuing Islamic certificates of investment, known as sukuk. Participatory sukuk are 

similar to ordinary or common shares, except that the sukuk certificates are issued 

for a specific period of time, while shares are issued without a maturity date. Both 

common shares and sukuk can be traded in secondary markets.  

Business shares, also known as common stocks, likewise constitute risk-sharing 

securities. For this reason, assuming they meet other conditions, they are compliant 

with the Shariah. Shareholders are co-owners of the company that generates their 

profits. Their profits are proportionate to their shareholdings. It is their ownership of 

the underlying assets that entitles them to a share of the profits, in proportion to 

their share of ownership.  

Investors in ordinary shares are not guaranteed any profits. Because profits are 

not guaranteed, investors face risk. Just as they share the ownership of the 

enterprises they finance together with other investors, they also share its risks. They 

are paid dividends only when their companies earn profits. It makes little sense to 
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pay profits to investors when their companies incur losses. Such a practice is 

comparable to paying members of a football team a bonus for losing a game. 

When a company makes profits, shareholders benefit from any dividend 

payments and/or the appreciation of the value of their shares.28 In cases where the 

company decides to retain some profits, prices of shares can be expected to increase 

as a result of the addition of retained profits to the assets of the company.29  

The total number of shares that a company is legally permitted to issue is known 

as “authorised capital.” The total amount of money that has been raised by selling 

shares to investors is known as “paid up capital.” In some jurisdictions, companies 

are legally permitted to issue new shares only at prices that do not reduce the value 

of the existing shares. Ordinary shares are also known as “stocks,” “voting shares” or 

“common shares.” Each common share certificate represents one share of the net 

worth of the company.30  

Shareholders elect the board of directors, which in turn appoints the executives 

of the company to manage the company’s day-to-day affairs. All publicly traded 

companies need to hold annual general meetings (AGMs) and file yearly reports or 

financial statements. Privately owned companies are exempted from this 

requirement. Shares of publicly traded companies are traded on stock exchanges.  

Equity participation (company ownership by way of shareholdings) by financial 

institutions in businesses has been successfully practiced in some nations such as 

Germany, where lenders often take a stake in the companies they finance. This gives 

them the right to participate in the management of these companies, to the extent 
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of their shareholding. It also gives them an incentive to invest only in profitable 

enterprises or in enterprises that offer prospects of future profitability.  

In contrast to risk transfer, risk sharing has many benefits. The chief among 

these is that a partnership relationship is more in keeping with the ethos of Islam 

than a creditor debtor relationship that characterises all forms of lending. Where risk 

transfer undermines the spirit of brotherhood, risk sharing fosters it. Risk sharing is 

also more in line with justice than a system where rewards to investors are not 

linked in any meaningful way to the efficiency (profitability) of the enterprises they 

finance. 

Another benefit of risk sharing is that making the payments of reward depend 

on the profitability (efficiency) of the enterprises results in a more efficient 

allocation of resources. This is far from the case, however, in creditor/debtor 

relationships. The amount of interest paid to lenders bears no relationship to the 

amount of profit earned by the enterprises they finance. Rather it depends on the 

total amount of the loan and the interest rate charged.  

Because the quantum of interest payments – unlike the amount of dividends 

paid to investors – is established independently of the profitability (efficiency) of the 

enterprises being financed, lenders remain ineligible for a share of these higher 

profits in cases where the businesses in question earn higher than expected profits. 

Neither are lenders required to accept any reduction in payments in case the profits 

of the firm should decline.  

What is more, should profit levels fall below those required to service loans, the 

entrepreneurs will experience a liquidity crisis and may even be forced into 
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bankruptcy, due to insufficient profits. This is a risk that every business that opts for 

loan financing in preference to risk sharing has to face. It constitutes one of the 

greatest disadvantages of utilising loan financing in preference to risk sharing.  

In a creditor–debtor relationship, the borrower is legally obliged to return the 

entire amount of the loan to the lender on a specified day in the future. This is not 

the case when financing takes place on the basis of risk sharing, in the form of 

investment.  

In a partnership relationship, the counterparties share both the risks and 

rewards of business enterprise. In that they enjoy an equality of sorts. Their rewards 

and risks, however, are proportionate to the amount invested. Moreover, the 

interests of the partners are firmly aligned. They succeed or fail together. Therefore, 

it is in the interest of each partner to ensure that all partners succeed.  

3. From banks to investment houses 

The contemporary banking system is known as the “fractional reserve system.” 

The reason is that financial institutions in this system operate with only a “fraction” 

of all deposits in the form of cash. Banks are permitted by law to make loans at 

interest to parties willing to borrow. Shareholders of financial institutions earn 

interest income by making loans using depositors’ savings to borrowers at rates 

higher than those they pay to depositors.  

However, making loans is risky. Risk arises from two sources. One, lending out 

depositors’ funds produces a mismatch between the bank’s short-term liabilities 

(deposits) and its assets, most of which are in the form of not easy to liquidate, long-
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term loans. If a sufficient number of depositors wished to withdraw their funds on a 

short notice, the financial institution would most likely be unable to oblige. The 

reason is that it no longer has sufficient funds on hand, as it has loaned them to 

borrowers.  

Another risk arises from the fact that loans may not be repaid or only partially 

repaid. As a result, the ability of the bank to refund to depositors their funds may 

become impaired. When loans become non-performing, the liabilities of the financial 

institutions exceed their assets. This increases the mismatch between the two sides 

of the financial institutions’ balance sheet and thus increases the risk of insolvency.  

The structural mismatch between its liquid assets (cash reserves) and the 

financial institution’s total liabilities (deposits) gives rise to the need for what is 

known as “liquidity management.” It requires ensuring that the financial institution 

does not run out of cash due to lending depositors’ money to third parties to earn 

interest. In other words, it requires ensuring that the bank is able to meet all its 

obligations at all times. 

One measure of the mismatch between a financial institution’s liquid assets and 

its total liabilities is indicated by the statutory (cash) reserve ratio the financial 

institution is legally required to observe. The lower the statutory reserve 

requirement, the greater the mismatch, and the higher the risk of insolvency. As its 

liquid assets in relation to total liabilities (deposits) become smaller, in other words 

as the statutory ratio becomes smaller, the risk to the stability of the financial 

institution becomes greater and greater.  
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In other words, the risk of a failure of the financial institution to meet current 

liabilities increases as the statutory (cash) reserve requirement decreases. When its 

reserves are too low, the financial institution becomes “undercapitalised. 31 

Interestingly, in the UK in the 1960s, liquidity requirements were about 30%.32 Today 

the liquidity requirements are much lower than that, which indicates a significantly 

reduced degree of financial stability. 

Currently the proportion of money – specified by the law – that financial 

institutions keep in the form of cash out of total deposits can be as low as 3%. This 

means that up to 97% of total deposits, depending on the statutory reserve 

requirement set by the central bank, are in the form of relatively non-liquid assets, 

mostly loans interest. Under normal conditions, financial institutions may operate 

well with a relatively low cash reserve requirement. It may be different in 

extraordinary times or a time of panic.  

The attempt by a large number of depositors to withdraw (liquidate) their 

deposits is known as a “run on the bank.” History shows that such a risk is all too real. 

In the case of a run on a bank, the central bank, as lender of last resort, normally 

lends additional funds to the bank. 33  Bank runs happen with regularity. They 

commonly take place during periods of panic and limited confidence in the financial 

system.34  

The lending of “excess reserves” at interest has been justified by claiming that 

the risk of a “run on a bank” is most of the time too small to matter. The “laws of 

probability” indicate that only a small number of depositors will withdraw their 

savings at any given point in time. Moreover, most of the time new deposits will 
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offset any withdrawals during a given period. As the two amounts are nearly 

identical, the net change in the financial institution’s reserves is minimal. This “frees” 

up the rest of the funds for “investment” by lending at interest. 

The problem with this view is that it holds true only under “normal” conditions – 

at most but not at all points in time – especially not at times of panic. At such times, 

depositors may lose confidence in the financial institution and for that reason wish 

to withdraw their savings en masse. This may be difficult to do when the financial 

institutions has “invested” in excess of 90 per cent of depositors’ saving in the form 

of loans and other less than liquid “investments,” unless the central bank lends the 

financial institution in trouble sufficient funds to overcome the crisis. 

Put differently, the risk of a “run on the bank” is always present. There have 

been a number of banks runs in history. The best known of these are the bank runs 

during the Great Depression, 1929 – 1939), when thousands of banks failed in the US 

and elsewhere. There have been bank runs as recently as 2007 when the Northern 

Rock was subject to a run.  

The risks inherent in fractional reserve banking are mitigated to some degree by 

deposit insurance and secured (collateralised) lending. Bank bailouts by public 

authorities have also been used to save banks. The latter, however, invariably takes 

place at the expense of the taxpayers.  

The risks presented by the fractional reserve system of banking can be mitigated 

by a wider utilisation of risk sharing. Financial institutions operating on this basis 

would have a partnership relationship with their customers (former depositors). In 

this way the interests of the investors (former depositors) will be fully aligned with 
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the interests of the shareholders. They will also have a stronger incentive to exercise 

due diligence, and ensure that they commit funds only to convincing and credible 

business enterprises. The law needs to change to enable banks to buy share in 

businesses, as is already the case in a number of countries, such as Germany. 

Implementing risk sharing would require a change from lending at interest to 

investing for profit. One advantage of this would be that former depositors as 

shareholders could expect higher returns (in the form of dividends) than what they 

obtained as depositors (in the form of interest payments).  

Risk-averse investors could invest funds in guaranteed transaction accounts. 

Such accounts, however, would pay no dividends. Others, willing to take risk, can be 

given the option to participate in a range of investments, with different levels of risk. 

Investors such as pensioners could invest in relatively low risk investments such as 

ijara securities, which provide a relatively stable, rental source of income. Others, 

with a stronger appetite for risk, could invest in murabahah, mudarabah or 

musharakah instruments. 

The transformation of the interest-based system into an interest-free one, based 

on risk sharing, can be accomplished by converting existing debt – whether public or 

private – into equity. This has indeed been already done in the case of a number of 

troubled financial institutions. The conversion may be done gradually. One type of 

asset (debt) is converted into another type of asset (equity). Owners of debt need 

not suffer any losses due to the conversion process, and indeed stand to gain, 

especially over the longer term. 
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There are several ways to convert debt into equity. For example, some bonds are 

issued with warrants that give the option to creditors to convert their bonds into 

shares. Another method would require financial institutions, on the asset side of 

their balance sheets, to purchase shares of businesses they wish to finance instead 

of making loans to them. On the liability side of the financial institutions’ balance 

sheets, depositors (lenders to financial institutions) would be reclassified as investors. 

Their deposits would similarly be reclassified as investments. The depositors would 

have to be informed, however, that as investors they would face a degree of risk, 

depending on the manner in which they choose to participate. Former depositors 

could also opt to place their funds in risk-free transactions accounts. These however 

would pay no dividends, and depositors might even have to pay a small management 

fee.35 

Debt would be converted into equity on both sides of a financial institution’s 

balance sheet. On the liability side, financial institutions would no longer “owe” a 

debt to depositors in the form of guaranteed deposits. Depositors would become de 

facto investors in, and even shareholders of the financial institution, which would 

from that point on be known as an “investment company.” On the asset side, these 

new companies would no longer “lend” at interest to parties requiring financing but 

rather invest for profit. The newly established companies would resemble mutual 

funds, where neither the dividends nor the capital would be guaranteed.  

Implementing risk sharing requires transforming the relationship between 

parties with surplus capital (savers) and parties requiring capital (businesses, 

governments, and households). The relationship between counterparties in financing 
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arrangements needs to change from a creditor/debtor relationship – such as 

currently exists between savers and financial institutions – to a partnership 

relationship. This would require firms to raise capital by issuing shares and 

participatory sukuk rather than by borrowing.  

In order to facilitate the transition from risk transfer to risk sharing, regulatory 

changes need to be implemented. Incentives need to be provided to promote risk 

sharing and discourage risk transfer. Disincentives for lending at interest need to be 

implemented at the same time.  

Currently, interest payments are treated as expenses and therefore tax 

deductible. This enables a business, whether a bank or a real sector firm, to reduce 

the total amount of tax payable. It thus provides an incentive to businesses to utilise 

lending and borrowing in preference to entering risk sharing contracts.  

Tax advantages currently enjoyed by financial institutions need to be transferred 

to firms that use equity financing.36 The requirements for the issuance and listing of 

equity need to be simplified and made less costly. Red tape needs to be cut to a 

minimum. All financial transactions, including the sales of bonds and derivatives (in 

particular interest rate and credit default swaps), should be subjected to a sales tax.  

An additional incentive for financial institutions to operate in the real sector can 

be provided by imposing a tax on all credit transactions. Transaction in the real 

sector, by contrast, should be tax-free.  

A tax on financial transactions will not only discourage unproductive speculation 

but also help the government raise additional revenue to repay the national debt. A 

one per cent tax on derivatives alone, currently at approximately $450 trillion dollars, 
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would collectively raise $4.5 trillion of tax revenue, enough to pay off one quarter of 

the US national debt.  

In addition, the rights of minority shareholders of real sector companies need to 

be better protected, transparency and accountability need to be enhanced, and 

corporate abuses need to be curtailed. Indebted firms should retire their debt by 

issuing profit and loss sharing certificates such as sukuk or common shares (equity) 

in exchange of loans.  

There needs to be better awareness of the benefits of financing by way of profit 

and loss sharing, as well as of the harm, both public and private, caused by lending at 

interest. The role of the entrepreneur needs to be explained, in particular the need 

to take responsibility for the outcome of entrepreneurial activity and business risk to 

earn profit. It is also important to understand the need to perform due diligence 

when investing. 

Manufacturers should be legally permitted to sell goods directly to consumers 

on credit. This should be applied in all markets, including resource and consumer 

markets. Construction companies, for example, will be able to begin selling 

residential property directly to consumers. Due to the significantly reduced prices of 

such properties, demand can be expected to rise.  

The sales of surplus properties should accelerate due to reduced prices. The 

reduction of income in the short term, caused by the fact that the firm will not 

receive a lump sum payment for any property sold will be offset in the longer term 

by higher sales, and the receipt of a steady and rising income over the long term. 
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This long term stream of income would also help protect the firm from short term 

shocks and fluctuations in market conditions. 

However, to ensure that the financing will remain interest-free, credit prices 

would have to remain the same as the spot prices. This would allow real sector firms 

to sell their products such as houses and automobiles directly to consumers on 

credit, without the costly – efficiency reducing – intermediation of financial 

institutions. To compensate sellers for the additional expense of administering sales 

on credit, a minor administrative charge could be charged. However, this charge 

would have to be set by the law in order to prevent abuse.37  

Direct, zero-interest credit sales are already used by companies such as IKEA and 

Apple Corporation. Both companies offer zero-interest credit (instalment) sales to 

their customers. Legalising direct selling on credit would not oblige sellers to sell on 

credit whenever a customer demanded it, but only give them the legal right to do so.  

Direct selling dispenses with the need for a financial intermediary, which adds to 

the cost without adding value. This would result in great savings to buyers without 

imposing any great costs on sellers. Allowing manufacturers to sell directly to end-

users (customers) on credit would reduce the cost of houses to buyers, without 

reducing the profits of the developers.  

Conventional loan financing makes houses more expensive to end users than 

they need to be because they have to pay interest to the financial institution in 

addition to the price they pay to the developer, which already includes a profit 

margin. The result of loan financing is that the credit price of the house to the 
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consumer is on average between 100 to 150 per cent higher than the cash or spot 

price.   

Permitting firms to sell their products directly to consumers on credit would 

bring many benefits. Apart from reducing the expenses of businesses by enabling 

zero-interest, instalment purchases of materials, direct selling would also enable 

firms to increase their sales, due to the lower prices of their products.  

On the consumer side, interest-free credit sales would enable consumers to buy 

products such as cars and houses at significantly lower prices, as interest would no 

longer factor as a cost in the final price of a given product or service. In other words, 

eliminating the proverbial “middleman,” the financial intermediary, would enhance 

overall efficiency by reducing the expenses of both buyers and sellers.  

At the macroeconomic level, direct selling would boost aggregate demand and 

stimulate economic growth. The reduction in the prices of consumer items will 

stimulate sales, increase production levels and increase levels of employment, all at 

the same time. As a result of lower prices aggregate demand can be expected to 

increase. Employment and production in turn will increase as a result of higher 

overall demand achieved by reduces prices. 

Transforming the financial system can take place gradually. The regulatory 

framework needs to change first. Being permitted and even encouraged to make 

zero-interest credit sales directly to customers would enable companies to speed up 

the sales of surplus goods.  

Due to higher efficiency, it would be only a matter of time that the financial 

institutions would be compelled either to go out of business or adapt to the new 
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environment, as profits paid to investors of their competitors would in all likelihood 

be higher – especially in the longer term – than any interest income paid by financial 

institutions to depositors.  

In an interest-free financial system financial institutions would be obliged, like 

everyone else, to participate in the real sector. They would be compelled to earn 

profit or rent, as there would be no opportunity to obtain interest income. Those 

unwilling to invest on a risk-sharing basis will not earn any returns.  

Businesses would only be able to solicit funds for the purpose of trade or 

investment. Their expenditure would be limited by the total amount of money 

invested with them. In order to invest savings, investment houses (formerly interest-

based financial institutions) would have to re-invent themselves as investment 

companies, or manufacturing concerns.  

Faced with the need to operate in a risky environment, financial institutions 

(now investment houses or manufacturers) will need to preform due diligence, 

something that is not always among the highest priorities in collateralised (secured) 

lending. The need to buy something will require the financial institution to make a 

payment rather than a loan.  

It goes without say that, if the financial institution needs to make a payment 

rather than a loan, it can only spend up to the total amount of money provided by 

investors/shareholders. This means that there could be no expansion of credit, only 

spending up to the limit imposed by savings. The fact that spending would be limited 

to the total amount of money supplied by the providers of capital would reduce the 
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possibility of overinvestment and the development of asset bubbles, commonly 

followed by recessions. 

Since trading requires making full payments for purchases made, savings will act 

as a natural limit on how much can be invested, and in this way restrain any 

tendencies to overinvest. The problem of overinvestment would in principle be 

solved. A financial institution will not be able to lend at interest, as it will be illegal to 

do so. It would only be able to invest in the risky real sector, to earn profit.  

In a conventional financial system, the primary responsibility of the central bank 

is to maintain financial stability. This includes maintaining the stability of the 

financial institutions, as well as that of prices. Ensuring the stability of financial 

institutions takes place by means of regulation.  

Maintaining price stability takes place through the exercise of monetary policy or 

managing the money supply. The money supply is made up of the banknotes and 

coins in circulation and deposits in financial institutions. Changes in the money 

supply affect not only prices but all other aspects of economic activity: investment, 

employment, as well as economic growth.  

Changes in the money supply also affect interest rates. An increase in the money 

supply lowers interest rates, while a decrease in the money supply raises them. Low 

rates stimulate spending, while higher rates restrain it. Falling interest rates 

encourage borrowing, and stimulate investment and economic growth. 38  Rising 

interest rates have the reverse effects.  

The central bank carries out monetary policy mainly by buying and selling 

government bonds, in a process known as “open market operations.” When the 
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central bank sells government bonds to financial institutions, it reduces their 

reserves, and thereby their ability to extend loans. The money supply contracts. As a 

result of a reduced availability of credit, overall spending declines and a slowdown in 

economic activity takes place.  

When the central bank buys government bonds from financial institutions, this 

process takes place in reverse. The money supply expands, spending increases and 

economic activity increases. By increasing or decreasing the money supply, the 

central bank can either slow down or stimulate economic activity, as the case may 

be. 

Government bonds are issued by the ministry of finance and purchased by 

commercial or investment banks, as well as by private individuals or foreign 

investors. 39  However, the central bank also buys and sells government bonds. 

Whenever the central bank purchases government bonds, entirely new money 

enters the financial system. This process is tantamount to “printing” money. 

Monetary policy can be carried out in other ways, for example by changing 

statutory (or cash) reserve requirements, transferring government deposits from the 

central bank to commercial banks and vice versa, altering the bank rate, and moral 

suasion.40  

Which policy the central bank will follow at any given point in time will depend 

on prevailing economic conditions at the time When the country faces an 

inflationary period (rising prices), the government is likely to adopt a “tight” or 

restrictive monetary policy in order to restrain spending and thereby reduce 

inflationary pressures.  
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An anti-inflationary monetary policy will require the central bank to sell 

government bonds to the financial institutions as well as to individual investors, both 

local and foreign. The money paid in exchange for bonds will be withdrawn from 

circulation. This reduces the money supply and raises interest rates. Higher interest 

rates will reduce borrowing, and therewith spending financed with borrowed funds. 

A reduction in overall spending will reduce the pressure on prices to increase.  

On the other hand, if the primary problem is a recession, an “easy” monetary 

policy will be required. The central bank will seek to increase liquidity in the financial 

system and bring about lower interest rates, this time by buying bonds. The 

payments received by banks for the bonds from the central bank will raise the 

reserves of the banks, and enable them to make more loans. More spending will 

stimulate employment, investment as well as economic growth. In due course of 

time, however, asset bubbles may develop in particular in the property and share 

markets.41  

The argument against the implementation of an interest-free finance is that if 

bonds are phased out, the central bank will have no way of regulating the money 

supply, because it will not be able to conduct open market operations. Thus, in order 

to enable the central bank to exercise monetary policy, it is necessary to retain the 

interest-based system of banking, inclusive of financing by way of the issuance and 

trading of conventional, interest-bearing bonds.  

However, monetary policy can also be carried out without trading debt. Instead 

of trading bonds, the central bank can buy and sell other securities, for example 

shares or asset-backed sukuk. Both common shares and sukuk are certificates that 
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signify ownership of real assets. The issue of interest does not arise, as it does with 

the trading of bonds (debt). When additional liquidity is required, the central bank 

will buy shares or sukuk. When liquidity needs to be reduced, the central bank will 

sell them.  

In principle, there is nothing wrong with the central bank buying shares either in 

public or private companies. After all, the central bank is an agency of the 

government. At a time of crisis, government will buy shares of financially troubled 

banks, as well as of other companies. If it is acceptable to buy ownership in financial 

institutions, why should different standards apply to taking an ownership stake in 

other businesses? If governments or its agencies, in this case the central bank, can 

buy shares in private financial institutions, surely they can also buy shares of other 

private sector companies. This is done in the public interest.  

The difference would be that instead of buying the shares of troubled companies, 

the central bank should buy the share of the best performers instead of the worst 

performers. As it is, bank bailouts reward the worst performers, and thereby create 

moral hazard. The reverse should be the case. It is the best performers that should 

be rewarded. Any increase in prices, due to the fact that the central banks buys the 

shares of successful companies, will provide additional reward to the shareholders of 

well-managed companies and thereby provide additional incentives to all companies 

to improve their performance.  

Moreover, changes in share prices caused by the purchases of shares by the 

central bank work produce effects similar to those desired by the central bank: to 

increase investment. Rising share prices due to purchases by the central bank 
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provide additional incentives to successful companies to invest more, as they can 

obtain higher prices for new issues of shares. This helps to increase investment at a 

time that the central bank itself is seeking to increase economic activity by injecting 

additional liquidity into the financial system.  

Similarly, at a time when the central bank may be seeking to contain inflationary 

pressures by selling shares, the effects of changes in share prices resulting from sales 

will contribute to achieving the results desired by the central bank. Falling share 

prices, due to sales of shares by central banks, will reduce the incentives of 

companies to issue new shares at this time, as they are likely to obtain lower than 

normal prices.  

As it happens, governments tend to buy the shares of the worst performers, 

thereby bailing out the shareholders of poorly managed companies – often financial 

institutions – at the expense of the taxpayers. Yet it is the shareholders of such 

institutions who should take responsibility for the poor performance of their 

companies. Bailing out mismanaged private companies sends the wrong signal to 

other companies, and may create a moral hazard by giving reason to company 

executives to believe that if things go bad, they may expect to be bailed out by 

taxpayers.  

The fact that the trading of shares by the central bank would affect their prices is 

not an issue. The trading of bonds impacts bond prices as much as the prices of 

stocks. Moreover, changes in the prices of bonds translate into changes in interest 

rates, which increases volatility. This would not be the case with changes in share 
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prices resulting from central bank trading, as changes in the prices of stocks would 

be largely confined to those actively traded by the central bank. 

The shares that should be given priority for trading by the central bank are of 

those companies are not only the most successful (profitable) companies, but also 

those that contribute most to the realisation of social objectives. Thus, shareholders 

of such companies would see the value of their shares rise at a time of slow growth, 

when additional liquidity may be required in the financial system. Any new issues of 

shares by such companies would fetch higher prices, and thus prove additional 

reward to well-managed and socially responsible companies.  

Possession of company shares by the central bank need not be permanent. 

When the time comes, for example when inflation may appear to be a problem, the 

shares can be sold back to the private sector or to the government, as the case may 

be, and thereby withdraw liquidity from the system to reduce inflationary pressures. 

Whenever the central bank wishes to stimulate economic activity, it can buy 

company shares from the share market or newly issued shares. This will inject 

additional capital into the economy and expand the money supply. In the case of 

new issues, the purchase of these share will provide entrepreneurs with much 

needed funds to invest. 

Moreover, the fact that the money is injected directly into the real economy 

means that the effects will be immediate rather than delayed, as is often the case 

with bank financing. Significant time lags pass when funds are injected into the real 

sector via the financial sector. The financial sector also makes access to these same 
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funds more difficult by making them more expensive by charging interest for their 

use.  

By contrast, if the money supply needs to be reduced, the central bank can sell 

some shares or sukuk, to the extent required. The money paid for the shares and 

sukuk will be withdrawn from the circular flow, thus restricting the overall money 

supply and volume of investment. 

However, even if the cash reserves of financial institutions increase as a result of 

central bank purchases of bonds, there is no guarantee that additional funds 

received by financial institutions will be recycled, or recycled any time soon, in the 

real sector in the form of loans. As the saying goes, “one can take a horse to the 

water, but one cannot force it to drink.”  

In other words, just because there is an increase in loanable funds in the 

financial sector does not guarantee that these funds will be borrowed and invested 

any time soon, especially during a recession. Even if money is borrowed, there is no 

guarantee that it will be invested where it counts most, in the real sector rather than 

used for the purpose of unproductive speculation.  

However, if entrepreneurs obtain funds directly by selling shares to the central 

bank, these funds will be directly and immediately injected into the real sector. This 

is likely to stimulate economic activity faster and more effectively than any funds 

that first need to be “processed” (lent out at interest) by the financial sector.  

Thus, managing the money supply by buying and selling shares is both more 

effective and efficient than doing so through open market operation where bonds 

are traded. Inflation as well as unemployment can be reduced, and economic growth 
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stimulated, at the same time. These benefits constitute strong incentives for the 

implementation of an interest-free financial system, which uses only profit, wages 

and rents as primary incentives for rewarding productive or entrepreneurial activity. 

Accordingly, the implementation of risk sharing requires not only an asset-

backed monetary policy, but indeed an entirely new economic system. The new 

system will have to utilise exclusively real sector incentives (wages, profits and rents), 

to the exclusion of interest income, to drive economic activity.   

4. Debt-free finance 

The implementation of interest-free finance would bring a range of benefits, at 

the microeconomic as well as the macroeconomic level. At the business level, 

entrepreneurs would not need to go into debt, and have to pay predetermined and 

guaranteed interest income to creditors, regardless of the performance of their 

businesses. Entrepreneurs obtaining financing on the basis of risk sharing would pay 

dividends to investors when their businesses earned profits, and they would no 

longer need to guarantee investors’ capital. This would take major burdens off the 

shoulders of business people. Financiers would benefit by receiving higher returns – 

over the long term – on their investments than those they would receive had they 

merely deposited their funds in savings accounts. 

Investing on the basis of risk sharing would strengthen the stability of financial 

institutions. A financial institution that operates on the basis risk sharing requires its 

investors to share risks. As such, it is not obliged to guarantee its clients’ investments. 

Thus, there would be no mismatch between its assets and liabilities. Any change on 
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the asset (investment) side of the balance sheet would be automatically matched by 

a corresponding and equal change on its liability (deposit) side. In case any 

investments were to go sour, losses on the asset side would be immediately 

matched by an equal reduction on the liability side. This increases the stability of the 

company, and eliminates the need for costly public bailouts of institutions 

experiencing a liquidity crisis.  

Replacing interest-based financing with real sector financing (risk sharing) also 

generates benefits at the macroeconomic level. Banks that are unable to address 

liquidity problems resulting from a mismatch between liquid assets and total 

liabilities require bailouts using public (taxpayer) funds. Having financial institution 

utilise profit and loss sharing would force the shareholders of financial institutions to 

absorb all losses and thereby save taxpayers potentially large sums of money, as well 

as make it unnecessary to add to the national debt.  

There are other benefits. As financial institutions would have to operate in the 

real sector, they would no longer be able collectively to “create” money and lend it 

at interest. The problem of overspending financed by excessive credit expansion and 

borrowing would in principle be overcome. The inability of financial institutions to 

“create” money would ensure that all spending would remain within the limits 

imposed by income and savings.  

Restraining excessive spending financed with borrowed funds would eliminate 

one of the principal causes of cyclical instability, dramatic swings in the expansion of 

credit. Due to reduced swings in economic activity, brought about by the elimination 

of credit creation, there would be less instability. Financing investment by means of 
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risk sharing would reduce inflation. Using retained earnings to finance investment 

would free businesses from having to pass interest expenses on to consumers in the 

form of higher prices.  

A decrease in the costs of production will enable producers to increase the 

supply of goods and services. An increase in the supply of goods and services will 

similarly reduce pressure on prices to rise, and may even cause them to decrease. 

Lower consumer prices in turn would reduce pressure on employers to increase 

wages to enable their employees to keep abreast with rising cost of living. Due to 

lower inflation, currency would become more stable. 

An interest-free economic system would also be good news to the unemployed, 

as firms that were previously unable to gain access to capital due to its cost, would 

now be able to raise it on a risk sharing basis. With more capital, they would be able 

to invest more and hire more workers. Increased economic growth and higher 

employment would ease the hardship faced by many individuals and families. As 

more people would be employed, the benefits of economic growth would be more 

evenly distributed.  

The eradication of inflation and unemployment would resolve the intractable 

problem of stagflation, or the simultaneous occurrence of inflation and 

unemployment, represented by the Phillips curve. In this way, replacing interest-

based financing with financing by way of profit and loss sharing can be expected to 

reduce inflation, increase employment, as well as stimulate economic growth – all at 

the same time. 
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As a result of higher sales, production, and employment levels, governments 

would collect higher taxes. At the same time, they would be able to reduce their 

expenses on account of not having to assist unemployed workers and businesses 

struggling to find ways to repay debt. Higher tax collection and reduced government 

spending would help reduce fiscal deficits as well as the national debt.   

Risk sharing would assist in addressing poverty. In 2010 the amount of net 

interest income earned by financial institutions (the difference between what they 

received from borrowers to what they paid to lenders or depositors) in the US was 

$527 billion. Personal interest income amounted to $1, 008 billion.42 In other words, 

total interest income paid to lenders was $1, 535 billion or 10% of GDP.  

In an interest-free system of financing, money paid to lenders in exchange for 

unproductive activity would flow instead to entrepreneurs and workers, in the form 

of profits and wages, respectively. Economic production (real GDP) could be 

expected to rise by at least the amount of interest income currently paid to lenders. 

Currently, only the price level increases because of the need to include interest 

expenses in the prices of final goods and services. But because lenders obtain 

interest income without adding value, only the nominal but not the real GDP 

increases. It increases by the amount paid to lenders ($1.5 trillion).  

In financing by way of risk sharing, profits, wages and rents are paid only in 

exchange for productive activity. Businesses would in principle be able to obtain 

investment capital at zero cost (interest). Even enterprises previously insufficiently 

profitable to qualify for loan financing would be able to obtain some funds.  
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Even marginally profitable businesses would qualify for financing by way of 

profit and loss sharing. This would result in higher investment, employment and 

economic growth. Higher output would dampen inflationary pressures. A decline in 

inflation would stabilise the purchasing power of currency, and provide relief to 

parties (such as pensioners) living on fixed incomes.  

Money that was previously paid to financial institutions and depositors in the 

form of interest income would remain within the real sector and not be drained 

from the real sector and flow into financial institutions, diverted there by the 

prospect of guaranteed returns in the form of interest. Funds needed to finance 

consumer spending or investment would no longer have to be borrowed at a cost 

(interest) from financial institutions.  

Consumer spending, instead of being financed by borrowing other people’s 

savings, would instead have to be financed internally, using one’s own savings. 

Households would be obliged to spend – and live – within their means. This would 

reduce the moral hazard caused by the ability to spend in excess of one’s means by 

borrowing. It would also reduce the fluctuations in business cycles caused first by 

spending in excess of one’s ability to spend, and subsequently by the reductions in 

spending, necessitated by the need to repay all debt with interest. Similarly, 

businesses would have to finance investment from retained earnings, without 

borrowing at interest. Alternatively, they could raise new capital by issuing new 

shares.   

In the average industrial economy, for every $1 paid in profits, approximately $2 

is paid in wages. This means that, in the case of the US, under financing by way of 
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profit and loss sharing, out of the total of $1, 500 billion currently paid to creditors in 

the form of interest payments, $500 billion would flow instead to entrepreneurs in 

the form of profits while the balance of $1, 000 billion would flow to workers in the 

form of wages.  

With 13 million currently unemployed workers in the US, this means that each 

worker would on average earn $76, 923.00 per annum or $6, 410.00 monthly before 

taxes. If we include the underemployed (people working part-time or in jobs below 

their qualifications) as well as those that have given up looking for work, the number 

of unemployed and underemployed together rises to double the official 

unemployment figure or 26 million persons. It follows that if the money currently 

paid to lenders in the form of interest were channelled to the unemployed – even 

when defined more broadly – the unemployed would still earn on average $3, 

205.00 per month before taxes.  

Moreover, there would no longer be any need to support the unemployed with 

a range of social safety nets. As a result, the government would save substantial 

sums of money. The national debt could be repaid sooner. The government would in 

addition gain additional funds in the form of income and sales taxes paid by the 

newly employed.  

In other words, implementing profit and loss sharing on a system-wide basis 

would go a long way towards solving all major economic problems – at the same 

time. The gains in the efficiency in such a system as well as the social benefits arising 

from its implementation constitute compelling reasons for a system-wide adoption 

of profit and loss sharing.  
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5. Conclusions  

Capital serves a number of purposes. In addition to serving as a medium of 

exchange, store of value, and a means of deferred payment, capital is needed to 

finance investment. However, investment presupposes the accumulation of savings. 

Thus, in order to increase production in the long term, present consumption needs 

to be curtailed. This much is recognised in the literature on investment.  

What is less well recognised is that in order to obtain a higher standard of living 

in future it is not enough to forego current consumption and invest. How surplus 

funds (savings) enter the real sector is also important. The reason is that financing 

investment by borrowing impacts economic activity differently than financing by 

means of issuing equity. In the case of the latter, these effects are positive. In the 

case of the former, these effects are invariably harmful.  

The effects of financing spending by borrowing include reduced efficiency in the 

allocation of resources, greater institutional as well as systemic instability, inflation, 

unemployment, declining or stagnant long-term growth, and a less even distribution 

of wealth. Real sector financing, by contrast, has precisely the reverse effects. In this 

way equity financing contributes to the realisation of the objectives of economic 

stabilisation policies, at the same time.  

It appears that the effects of different types of financing have not received 

sufficient attention in the discourse of finance. As an incentive for ensuring an 

efficient allocation of resources, interest is seen as hardly different from profit. 

Contrary to the claims made on its behalf, loan financing allocates scarce resources 

with a significantly lower degree of efficiency than equity financing.  
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The principal reason for the inefficiency of loan financing is that the interest paid 

to lenders by borrowers is not linked in any way to the profitability of the enterprises 

using loan finance. The amount of interest paid to lenders is not calculated as a 

proportion (percentage) of profit earned; rather, it is calculated as a percentage of 

the amount of capital loaned.  

This has major implications on how resources are allocated in an economic 

system in which lending is used to finance investment in preference to equity 

financing. In such a system, capital providers have little incentive to channel funds to 

businesses that are more profitable than what it takes to repay all loans with interest.  

Unlike equity capital, all loans need to be repaid on a specified date or dates. In 

other words, borrowers are legally obliged to guarantee the lenders’ capital. The 

need to guarantee both interest payments and capital means that the risks of 

businesses enterprise are confined to entrepreneurs and are not shared by lenders.  

In equity participation, by contrast, entrepreneurs need to guarantee neither 

dividends nor capital of the investors. In other words, investors need to take risk. 

This obliges them to exercise due diligence when investing their funds. In cases 

where the returns to investors fall below their expectations, they can sell their 

shares or participatory sukuk on the open market and invest their funds in 

companies that show prospects of better returns.  

Risk serves as a powerful incentive to investors to perform due diligence before 

committing their funds. Businesspeople seeking equity financing need to present 

convincing business plans to investors to attract funding. Ill-conceived proposals are 

unlikely to attract investors. This will reduce the possibility that capital will be 
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allocated to projects with uncertain prospects of success, only because borrowers or 

their guarantors are able to post acceptable collateral. Risk provides a compelling 

incentive to allocate resources efficiently.  

The main objectives of government economic stabilisation policies include an 

efficient allocation of resources, stable prices, robust growth, full employment, a fair 

distribution of wealth and cyclical stability. Equity or equity-like financing contributes 

to the realisation of all these objectives. Loan financing, by contrast, inhibits the 

realisation of these objectives. Thus, the realisation of public welfare, to say nothing 

of ethical considerations, call for the implementation of risk sharing on a system 

wide basis, and the gradual phasing out of financing by lending at interest. These 

changes can be achieved incrementally, without any major shocks to the financial 

system, by means of various incentives to promote risk sharing and to discourage 

lending at interest.  

Economic analysis needs to highlight the differences between credit and real 

sector markets and the effects each have on the efficiency of the location of 

resources. Economic and finance theory needs to be reviewed and revised so as to 

replace interest with profit within the theoretical framework. Courses in economics 

should incorporate modules that highlight differences between interest and profit 

and outline the effects each has on different aspects of economic activity. Laws need 

to be amended to allow direct selling by producers to consumers in all sectors, 

without the costly intermediation by financial institutions. Tax incentives should be 

put in place to encourage a timely transformation of the financial institutions. Taxes 

should be imposed on all credit transactions. Wherever possible, real sector 
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transactions should be exempted from taxes. Monetary policy should be carried out 

using common shares and participatory sukuk. 
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