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1. Introduction 

Equity and loan financing impact the economy in different ways. In the case of 

equity financing these effects are beneficial. By comparison, the effects of interest-

based loan financing are invariably harmful. The first adverse effect of loan financing 

is indebtedness. Additionally, delinking rewards paid to the providers of capital from 

the profitability of the enterprises receiving financing, a basic feature of loan 

financing, reduces the efficiency with which resources are allocated throughout the 

economy. Inefficiency emerges within the economy not only in reduced productivity. 

It also manifests itself in the form of inflation, unemployment, slow or declining 

economic growth, instability in the form of business cycles, and an uneven 

distribution of wealth.  

The 2007 financial crisis serves as a reminder of the adverse effects of debt 

financing. Subprime mortgages were at the heart of the crisis. The global financial 

system has experienced an upheaval on a scale comparable to that of the Great 

Depression. Economists have referred to this crisis – the most pronounced since the 

Great Depression – as the Second Great Contraction.1  

In the two years after the 2007 subprime mortgage crisis, global GDP declined by 

6 per cent. In many industrial countries, including the US and the UK, economic 
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stagnation continues. Unemployment levels rose and remain at high levels, 

especially among young people. The need to divert tax revenue to repay debt is 

necessitating “austerity measures” and “belt-tightening.” 2 

Several nations, to say nothing of individuals and business firms, are deeply in 

debt. Governments are struggling to find ways to stimulate growth without going 

more deeply into debt. The need to channel increasing amounts of income towards 

the repayment of debt is reducing aggregate demand and slowing economic growth. 

Diverting increasing amounts of money to repay debt with interest reduces 

consumer spending, business investment and government expenditure on essential 

social services.3  

In cases of debt owed by governments, repayment of debt is necessitating 

increases in taxes and reductions in social services.4 Rising taxes further reduce 

aggregate demand and slow down economic growth. Contrary to the claims made 

on behalf of interest-based financing, far from fostering economic growth, interest-

based lending in fact hampers it, especially over the longer term.  

Despite this reduction in growth as well as other problems, one finds little 

awareness of the harmful effects of loan financing within mainstream economic 

theory. From time to time one hears calls for “more stimulus”5 but the fundamental 

assumptions of modem economic theory, which are at the root of its inability to 

suggest viable responses to major economic problems, remain unchallenged. In what 

follows we identify and briefly outline the adverse effects of financing spending by 

borrowing at interest.  
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2. Inefficiency  

“Efficiency” has both a narrow (microeconomic) and a broad (macroeconomic) 

meaning. In microeconomics, efficiency signifies the productivity of workers and 

businesses. An increase in the productivity of labour or a reduction in expenses of a 

firm is equivalent to an increase in efficiency.  

At the business level, an increase in efficiency is manifests itself in higher profits, 

assuming all other factors remain the same. As higher efficiency increases profits, all 

businesses aim at increasing the efficiency of their operations. Indeed, in the 

absence of regulatory and market failure, profitability is a leading measure of 

efficiency. 

In the macroeconomic sense, efficiency is the ability of the economy to produce 

goods and services at stable prices that meet the people’s needs, while utilising all of 

its resources, without giving rise to any persistent shortages or surpluses in any 

markets.6  

The realisation of efficiency in the allocation of resources requires the use of 

incentives that reward productivity. When such incentives are used, the economy 

will allocate resources efficiently, especially over the long run. One can expect higher 

productivity, greater profitability, growing national income, and an improving 

standard of living.  

When the system of incentives that rewards participation in economic activity 

becomes distorted in some way, however, inefficiency or waste in one form or 

another will be the result. Such a distortion takes place when it becomes possible – 
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as well as morally and legally acceptable – to gain income without a palpable 

contribution to production. There will be less growth, more unemployment, higher 

inflation, and a less even distribution of wealth.  

In a modern economic system, the incentives for the efficient allocation of 

resources include interest, profit, wages, and rents. Collectively, these are known as 

“payments to the factors of production.” Closer analysis shows that interest income 

as an incentive for the allocation of resources differs in a fundamental way from 

other incentives, namely profits, wages, and rents.  

Interest differs from all other payments to the factors of production in that the 

recipient of interest income (the lender) gains it without giving up any counter value 

(iwad) to the party paying it. In the case of secured (collateralised) loans, lenders are 

not even required to share risk.  

Lenders are rewarded only for contributing capital, and even that on a 

temporary and in most cases secured basis. Lenders require borrowers to guarantee 

both the interest as well as the principal amount of the loan. This means that lenders 

do not share the risks of the business enterprise with the entrepreneurs. If 

entrepreneurs suffer a loss, they suffer it alone. Lenders are shielded from it.  

This is very different from the way investors earn profits in business. Dividends 

to investors are paid only when profits are earned. Dividends are neither specified in 

advance nor guaranteed. 

Financing investment by secured lending reduces the efficiency with which 

resources will be allocated. Due to the collateralisation of loans, lenders lack a 
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compelling incentive to perform due diligence. As a result, they often finance even 

projects that are less than viable from a business point of view. This can result in a 

misallocation of resources.  

Examples of waste caused by secured lending abound. They include the surplus 

of properties financed by subprime mortgages in the US, sold in the form of the so-

called “collateralised debt obligations” or CDOs to hedge funds, insurance companies 

and pension funds that make up the “shadow banking sector.” They also include the 

surplus of properties in Dubai, similarly financed by lending.  

One measure of the waste caused by interest-based lending is given by the total 

amount of interest paid to lenders as a proportion of GDP. This ranges between 5 to 

10 % of GDP. In other words, the total amount of interest paid in a year to all 

creditors is a measure of an economy’s inefficiency. In an interest-free economy, this 

money would have instead been paid to workers in the form of wages, corporations 

in the form of profits, and property owners in the form of rents. 

Despite evidence of waste caused by loan financing, lending at interest is 

justified by the claim that it allocates resources efficiently. This allegedly takes place 

by “rationing” capital to businesses that are sufficiently profitable to pay the ‘price’ 

of capital demanded by financial institutions.7  

To say that only profitable (or efficient) businesses qualify for loan financing, 

however, is to see only a half of the picture. The other half of the picture includes all 

the business that fail to qualify for loan financing on account of being insufficiently 

profitable, or for being unable to post acceptable collateral. A closer look reveals 
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that far from helping to allocate resources efficiently, interest-based financing 

causes inefficiency in a number of different forms.  

The basic inefficiency of interest-based financing arises from the fact that a party 

with surplus capital is able to “earn” (interest) income without offering anything (a 

counter value) in exchange to earn it.8 Unlike everyone else, lenders are able to 

obtain (interest) income from borrowers without making any tangible contribution 

to production.  

No businessman would pay a wage to a worker without expecting a palpable 

contribution to production. Yet an exception to this principle appears to take place in 

loan financing. Lenders are rewarded with interest income without making any 

palpable contribution to production and in many cases even without taking risk.  

As the rewards (interest) paid to lenders are not linked in any way to the profits 

earned by the enterprises they finance, the amount of interest paid to lenders 

cannot depend on the performance of the businesses they finance. Thus, it needs to 

be determined in some other way. This other way is to calculate the amount of 

interest payable to lenders as a proportion of the total amount of capital they supply 

(the loan) rather than as a proportion of the total amount of profit earned by the 

businesses they finance.  

This proportion is known as “the rate of interest.” Because the magnitude of 

reward to lenders is determined as a proportion of the capital they provide (lend), 

the magnitude of the rewards to lenders (interest payments) can be specified even 

before the businesses they finance begin to earn any profits.  
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This is very different from the way the amount of dividends paid to investors are 

determined. Because the amount of dividends paid to investors is determined as a 

proportion of the total profit earned, the amount of dividends paid to investors can 

be determined only after it has been confirmed that profit has been earned in the 

first place.  

Because the payment of dividends depends on whether any profits have been 

earned, the rewards paid to investors depend directly on the efficiency (profitability) 

of the enterprises they finance. Thus, financing by risk sharing is more conducive to 

an efficient allocation or resources than loan financing. 

The inefficiency of interest-based financing manifests itself in the economic 

system in different ways. Since all markets are linked to, and indeed depend on the 

credit market, any inefficiency first arising in the credit markets eventually spreads 

to all other markets, in particular the product, resource and foreign exchange 

markets.  

Inefficiency is introduced into the credit markets by the fact that capital comes 

at a “cost.” The first way in which evidence of inefficiency manifests itself is in the 

form of a surplus of capital. The reason why a surplus of capital develops within the 

financial institutions is that, due to their slim profit margins, not all businesses, in 

particular the SMEs, to say nothing of start-up ventures, will find capital from 

financial institutions affordable. They will be unable to obtain loan financing because 

their profit margins fall below the interest rates demanded by financial institutions.  

Inefficiency in the credit markets in the form of a surplus of capital is matched by 

a parallel inefficiency in the equity (share) markets. Here, inefficiency takes the 
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form of a shortage of capital. In other words, while causing a surplus of funds in the 

credit markets, the fact that capital comes at a ‘price’ at the same time causes a 

shortage of capital in the share markets. All businesses unable to qualify for loans 

due to their narrow profits and inability to post collateral will be unable to obtain 

investment funds even in the equity markets.  

The reason is that parties with surplus funds can gain higher income in the form 

of interest by depositing their funds in the financial institutions rather than investing 

them in the risky real sector for relatively low returns. The option to gain guaranteed 

interest income from the financial institutions provides parties with surplus funds 

with an incentive to place and keep their funds within financial institutions.  

Some businesses will experience a shortage of capital because their profit 

margins fall below the rates of interest offered by financial institutions. In other 

words, the option to gain guaranteed interest income constitutes an incentive for a 

significant portion of surplus funds for remaining disengaged from participation in 

the real sector in the form of investment. Other businesses may be unable to obtain 

loan capital even if their profits exceed the rates demanded by financial institutions, 

due to their inability to post acceptable collateral.  

The surplus of capital in the credit markets, and the simultaneous shortage of 

capital in the equity markets constitute significant evidence of inefficiency in the 

capital markets. In not a few cases, surplus funds trapped in financial institutions are 

loaned to households and are used for financing consumption instead of being 

channelled to businesses for the purpose of investment. Sometimes, surplus funds 

are channelled to making loan abroad, thus draining the local economy of much 
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needed liquidity.  

In this way, funds that by right should be channelled to SMEs go to consumers to 

finance spending on goods and services that in effect have not been produced 

because the companies that would have produces could not obtain the necessary 

funding. This will cause another form of inefficiency, this time in the form of inflation 

in the product markets.  

Interest-based financing causes inflation in the product markets in another way. 

Businesses that succeed in securing loans typically pass their interest expenses onto 

consumers in the form of higher prices. As a result of higher prices, the demand for 

goods and services falls, and another form of inefficiency arises in the product 

markets. This time inefficiency arises in the form of a surplus of unsold goods and 

services.  

Evidence of inefficiency also emerges in the labour market, where it appears in 

the form of unemployment. Rising prices of goods and services in the product 

markets reduce aggregate demand. The surplus of unsold goods and services in 

rising inventories will trigger a reduction in investment and production (supply). The 

need to cut back production levels will cause some workers to be laid off. This gives 

rise to inefficiency in the labour market in the form of unemployment (surplus of 

labour).9  

An increase in unemployment will reduce the disposable income of households. 

Reduced spending will worsen any surplus in the product markets. A decline in 

spending due to higher prices and a reduction in disposable income will reduce 

aggregate demand, spending and production. GDP or its rate of growth will 
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decline. An overall reduction in production, resulting from reduced spending, also 

reduces the standard of living, leaves fewer funds available for research and 

development, and exacerbates recessions. A reduction in production also indicates 

reduced efficiency.  

Inefficiency also spreads to the foreign sector. As inflation makes exports more 

expensive, rising prices of local goods will reduce exports and increase the demand 

for comparatively cheaper imports. The excess of imports over exports will cause or 

exacerbate any deficit on the current account (the balance of payments for imports 

and the receipts from exports).  

A deficit on the current account will cause a surplus of local currency, causing 

downward pressure on the domestic currency. In response, the central bank can 

raise interest rates or reduce the foreign exchange rate of the local currency. If the 

central bank chooses the former alternative, higher interest rates will attract 

additional funds from foreign countries. This will cause a surplus on the capital 

account.10 Thus, over the longer term, interest based financing causes a deficit on 

the current account and a surplus on the capital account – at the same time. 

In this way, inefficiency caused in the credit markets by the fact that capital 

comes at a cost spreads to other markets and in that way affects the entire 

economic system. “Instability originating in the financial sector spreads to the real 

sector affecting balance of payments, employment, production and living 

standards.”11 Thus, contrary to popular perception, interest-based financing reduces 

rather than increases the efficient use of resources.  
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3. Debt 

Debt is a legally enforceable contract between one party (debtor) and another 

(creditor). The creditor lends the borrower a given sum of money for a period of 

time for a fee (interest). The money loaned must be returned to the lender with an 

additional amount known as interest.  

The interest rate charged by the lender to the borrower is determined in 

advance. The interest rate is applied to the amount of money loaned, known as the 

principal amount of the loan. The principal has to be returned to the creditor in full 

on a date likewise agreed upon in advance. This date is known as the maturity date 

of the loan.  

Loans can be repaid in a single (bullet) payment or they can be amortised. When 

a loan is amortised, the total amount of repayment is spread evenly over a specified 

number of repayments. By the time the debtor makes the last payment, the loan will 

have been fully repaid. The amount of interest, along with the dates on which it has 

to be paid, is specified in advance.  

Borrowing enables people to by-pass the natural limits on spending (income and 

savings) and spend – as well as live – beyond their means. Borrowers generally go 

into debt in the expectation that their future income will be enough to pay off any 

debts with interest. However, this expectation is not always fulfilled.  

Debtors may be unable to repay for a number of reasons. They may have 

borrowed too much. Alternatively, personal or business income may fall short of the 

levels necessary to make repayments. An economic downturn, a drop in the price of 
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exported commodities or an unfavourable change in the foreign exchange rates can 

also make debts more difficult to repay. “What is certainly clear is that again and 

again, countries, banks, individuals, and firms take on excessive debt in good times 

without enough awareness of the risks that will follow when the inevitable recession 

hits.”12 

Borrowing is risky even when no interest is paid on a loan. There is no guarantee 

that a borrower will be able to repay his or her loan, as and when agreed upon. 

Going into debt is riskier when money is borrowed at interest, because adding 

interest to debt increases it. Adding simple interest increases it at a constant rate. 

Adding compound interest increases it exponentially (at an accelerating rate).  

Over time, debt may grow so large that the debtor may be unable to repay it and 

default. As a result of interest and compound interest charges added to the original 

loan, going into debt can easily turn into becoming trapped in debt. A debt trap is a 

condition of being unable to come out of debt.13 

When adjustable rate loans are taken out, borrowers become exposed to 

“interest rate risk,” or the possibility that interest rates may go up, thereby 

necessitating higher repayments. This applies not only to households but also to 

firms and governments.  

People and institutions borrow for various reasons. At the personal level, people 

may be unable to meet their basic needs using their own resources, and thus feel 

compelled to borrow. In most cases, however, people borrow to purchase consumer 

items such as automobiles or houses. Businesses borrow to finance investment, 
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while governments borrow to finance development or a budget deficit (to make up 

for a shortfall of tax revenue over operating and other expenses).  

While the risks of lending to creditors are often highlighted, the same cannot be 

said about the risks to debtors. The risk to the lender is that a borrower may fail to 

repay the debt or a part of it to the lender. The borrower, by contrast, faces the risk 

of being unable to repay the debt.  

The pressure to repay debt increases with the amount owed and the interest 

rate charged. In case the debtor is unable to repay debt, or make a payment on time, 

he may suffer the indignity of becoming a defaulter and even being blacklisted. In 

some nations failing to repay debt is considered a crime – whatever the reasons – 

and defaulters go to prison.14 

Today, indebtedness no longer affects only individuals and business, but even 

nations and their governments. Entire countries (Greece, Portugal, Spain, Ireland, 

and others) are teetering on the brink of bankruptcy. Given the number of personal 

and business bankruptcies in many countries, including bankruptcies of entire 

nations (sovereign default), debt-restructurings have become a part of life. 

Indebtedness poses a threat even in relatively advanced nations.  

High and rising debt is a source of justifiable concern … household and 

corporate, as well as government. Over the past 30 years, summing these 

three sectors together, the ratio of debt to GDP in advanced economies has 

risen relentlessly from 167% in 1980 to 314% today, or by an average of 

more than 5 percentage points of GDP per year over the last three 

decades.15 



 15 

Between 1962 to 1995 a “1,000% expansion of private and public debt occurred 

in the U.S.A. … the largest share coming from the private sector.”16 Total non-

financial debt in the US – government, business and consumer – just prior the Great 

Depression it was at 300% of GDP.17 By 2010 it was 360% of GDP.  

The US national debt currently exceeds $19 trillion, more than 100% of GDP. This 

does not include an additional US $66 trillion of unfunded liabilities, mostly social 

security (pensions) and Medicare. Private debt in the US stands at $42 trillion.  

In 2012 $432 billions of interest, or nearly 3% of GDP, was paid on the national 

debt. For the five-year period beginning in 2008 the US taxpayers have paid a total of 

$2.134 trillion in interest payments on the national debt alone.18  

Consumer and corporate debts have likewise reached unprecedented levels. It is 

estimated that more than 1 trillion credit cards are in use in the US alone. Starting 

from near zero in the 1950s, by the second half of 2012 household debt in the US 

reached $12.9 trillion,19 on which more than $1.1 trillion of interest will have to be 

paid.20 Paul Krugman observed:  

The root of our current troubles lies in the debt American families ran up 

during the Bush-era housing bubble. Twenty years ago, the average 

American household’s debt was 83 per cent of its income; by a decade ago 

that had crept up to 92 per cent; but by late 2007, debts were 130 per cent 

of income.21 

Other developed countries are hardly in a better position. In Germany, during 

the twenty-one years from 1968 to 1988, while GNP rose by 423 per cent, the 

amount of interest paid on the federal government debt rose by 1,360 per cent.22 
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Some nations (Greece, Spain, and others) are teetering on the brink of bankruptcy.  

In advanced economies, during the five years preceding 2007, the ratio of 

household debt to income rose by an average of 39 percentage points, to 

138 per cent. In Denmark, Iceland, Ireland, the Netherlands, and Norway, 

debt peaked at more than 200 per cent of household income.23  

Developing nations are not spared either. Beginning in 1964, the government of 

Nigeria borrowed $17 billion. By 2005, and after six years of not borrowing, Nigeria’s 

debt ballooned to $31 billion, because compound interest and penalties were added 

to the original debt when Nigeria failed to make promised payments.24 The inability 

to repay debt with interest is common. Even sovereign defaults (by governments) 

are more common than is generally realised.25 

Of the Third World countries' total debt of one trillion dollars in 1986, about 

one third was lent in order to repay interest on previous loans. There is no 

hope that these countries will ever be able to pull out of the situation 

without a major crisis or fundamental policy change.26   

Public (government) debt imposes a burden on current as well as future 

generations. This may be unfair to future generations, as they may not benefit as 

much as the present generation from current spending financed by debt. Borrowings 

ultimately have to be repaid using tax revenue. Higher taxes necessary to repay 

debts reduce private spending, and thus impede economic growth. Excessive 

borrowing also restricts the government’s ability to maintain existing social 

programs and finance new ones.  

For these reasons, avoiding indebtedness is in the public interest (maslahah). 

Risk sharing modes of financing do not create debt. It is, therefore, advisable to 
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utilise risk sharing rather than borrowing for the purpose of raising funds in the 

capital markets. Savings generated by avoiding indebtedness can be used for the 

economic development of the community. They can be used to increase spending on 

education, research and development, for building infrastructure, as well as to help 

the poor. Social investment of this nature can be expected to generate valuable 

productivity gains, especially over the longer term.  

4. Inflation 

Inefficiency also manifests itself in the form of inflation, a general increase in the 

price level. Inflation arises not only out of the need to include interest expenses in 

the prices of final goods and services produced by businesses. It is also caused by an 

increase in spending financed by borrowing, which finances a substantial amount of 

consumer, business and government spending.  

Inflation also arises from the expansion of the money supply. On average, in a 

typical industrial economy, the money supply expands at the rate of approximately 

5-6% per annum.27 Rising prices impose a variety of hardships. They increase the 

cost of doing business as well as the cost of living. 

Inflation affects different segments of society differently. It benefits some 

sectors at the expense of others. Higher prices of goods and services reduce the 

standard of living for members of households, but increase the profits of businesses. 

Lower prices have reverse effects.  

Conversely, higher wages (in the labour markets) increase the standard of living 

for households, but reduce the profits of businesses. A reduction in wages has 
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reverse effects. Inflation benefits owners of real property (as the price of real estate 

continues to rise) but penalises savers (as it reduces the real value of their savings).  

Inflation reduces the purchasing power of currency and reduces the real income 

of the population, especially of those living on fixed incomes, for example pensioners. 

By debasing the value of currency, inflation threatens everyone – in particularly the 

poor – with poverty and bankruptcy. Thus, inflation is sometimes referred to as “the 

silent robber.”  

In the public sector, inflation increases government expenses. At the same time, 

it causes tax revenues to increase, as some taxpayers with rising incomes will pay 

additional taxes, due to the need to pay taxes at higher rates. Inflation also reduces 

the real value of any government debt outstanding. 

Inflation makes it difficult to predict future prices. Uncertainty about prices 

makes it difficult to plan for the future. In uncertain times, businesses become less 

willing to invest even when they have funds of their own (retained earnings) to do so. 

Thus, uncertainty caused by inflation adversely impacts investment, employment 

and economic growth (GDP).  

Inflation resulting from an increase in aggregate demand or a reduction in 

aggregate supply is known as demand-pull and cost-push inflation, respectively.28 

Spending financed by borrowing causes inflation by increasing aggregate demand in 

the short term.  

Interest-based financing also causes “cost-push” inflation. This results from the 

fact that borrowers have to pay a “cost” – interest expense – by for the use of 
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borrowed funds.29 Businesses that finance their investment by borrowing at interest 

pass their interest expenses on to consumers in the form of higher prices.30 They do 

this in the same way as they would pass a new sales tax onto buyers in the form of 

higher prices.  

Governments fund spending – like the private sector – in part by borrowing at 

interest. Any additional demand for goods and services, however, caused by 

government spending financed by borrowing, likewise adds to inflation. Moreover, 

going into debt provides governments with an incentive to inflate their way out of 

debt by printing money, which again adds to inflation.31  

When funds are obtained on the basis of risk sharing, however, no interest 

needs to be paid for the use of capital. Thus, financing on the basis of risk sharing 

does not add to the cost of production the way financing by borrowing at interest 

does. For this reason, financing on the basis of risk sharing does not cause the prices 

of finished goods and services to increase the way financing at interest does.  

5. Unemployment 

Financing investment by means of borrowing at interest also adds to 

unemployment, especially in the longer term. Like inflation, unemployment imposes 

substantial costs on society. Some costs (such as personal hardships) are imposed 

directly on the unemployed, while others (higher taxes needed to provide funds for 

the social assistance to the unemployed) on the working members of the society.  

Unemployment is a condition of idleness. The unemployed person is unable find 

to work. An unemployment person is not in a position to “realise his or her 
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potential.” It is hardly normal for a healthy human being capable of work to remain 

idle for any length of time.  

Unemployment represents a waste of human potential. It destabilises families 

and adds to social problems like crime. Moreover, unemployed persons become 

burdens on the state, which in many cases helps to support them while they are out 

of work. This adds to government expenses and increases the national debt. 

Furthermore, the government loses the potential tax revenue that it could earn 

under conditions of full or fuller employment.  

The persistence of unemployment confirms the fact that most economies that 

utilise interest-based financing, which incudes industrialised economies, have been 

performing at below potential (full-employment) output for decades. Much 

unemployment results from the fact that the need to pay interest makes it 

uneconomical to initiate any investments using interest-based financing that bring 

returns (profits) lower than the cost of financing (the going rate of interest).  

Conventional analysis identifies several causes of unemployment: insufficient 

aggregate demand, (demand-deficient unemployment), a mismatch between skills 

and jobs, (structural unemployment), people moving from one job to another, 

(frictional unemployment) or seasonal unemployment, which results from the 

changes in seasons.  

However, financing investment by borrowing at interest also adds to 

unemployment, both directly and indirectly. It causes unemployment directly by 

preventing all firms, whose profits fall below levels required to repay all loans with 
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interest, from obtaining loan financing. The inability to obtain investment capital 

reduces investment and thereby adds to unemployment.  

Interest-based financing also causes unemployment indirectly by first causing 

inflation. Inflation arises in the product and resource markets due to the need by 

producers to pass their interest expenses on to buyers in the form of higher prices of 

finished goods as well as resources such as raw materials.  

But higher prices reduce the demand for goods, services and resources, and 

therefore sales. As a result of rising prices, the demand for goods, services and 

resources will decline. A surplus of unsold goods will arise, causing a reduction in 

production, and thereby causing not only an increase in unemployment but also a 

decline in output (GDP).  

Thus, unemployment cannot in principle be overcome in any economy in which 

capital comes at a “cost.” To overcome unemployment, the cost of capital (interest 

rates) needs to be brought down to zero. Depositing funds in financial institutions to 

earn interest would not be an option in an interest-free economy.  

Empirical evidence amply demonstrates that whenever interest rates rise, 

investment declines and unemployment rises. As a result of reduced investment, 

economic growth slows (or becomes negative), and unemployment rises. Conversely, 

when central banks lower interest rates, investment, employment and economic 

activity all increase.  

Significant levels of unemployment can persist even during periods of growth. 32 

This was the case in particular during the 1970s, after the oil crisis, when most 
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developed nations experienced for the first time a significant degree of “stagflation,” 

or the co-existence of high levels of both inflation and unemployment.   

The relationship between interest rates and unemployment can be illustrated 

with the help of a chart. Unemployment rises and falls with interest rates. In other 

words, the rate of unemployment and the rate of interest are directly related.  

The chart below shows that as the cost of (loan) capital rises fewer and fewer 

businesses are able to afford to borrow for the purpose of investment. Thus, every 

firm whose rate of profit is less than the interest rate will find borrowing 

unaffordable. Businesses profits range from zero (breakeven point) and up.  

Thus, whenever interest rates are greater than zero, some businesses will be 

shut out of the credit markets. As a result, some resources – in particular human 

resources – will remain unemployed. The higher the cost of capital, the greater will 

be the quantity of unemployed resources. 

Unemployment and interest rates33  
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Unemployment is plotted on the vertical axis (%) while interest rates (%) are 

plotted on the horizontal axis. The graph shows that as interest rates increase so 

does unemployment. For example, when the (lending) rates are 2.5%, the 

unemployment rate is 5%. When interest rates rise to 5%, unemployment doubles to 

10%. In other words, a direct relationship exists between interest rates and 

unemployment. This means that only when the cost of capital falls to zero, in other 

words when interest rates become zero, (when the economy becomes interest-free) 

can full employment be reached.  

In an interest-free financial system, unemployment falls to zero or close to zero 

over the longer term (barring seasonal, frictional and other types of short term 

unemployment) because in such a system even enterprises that earn minimal profits 

will be able to obtain some funds for investment, as long as a surplus of funds exists.  

In the absence of the opportunity to earn interest on savings in an interest-free 

regime, parties with surplus funds will have to invest in the real sector. This will 

ensure that all surplus funds will be reinvested in the real sector, rather than remain 

idle in financial institutions in the form of “savings.”  

The investment of surplus capital (savings) will engage additional (formerly 

unemployed) workers in productive activity. The additional wages and salaries 

earned by the newly employed workers will in turn ensure that there will be demand 

for whatever additional output the newly hired workers collectively added to the 
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GDP. 

The prospect of attaining full employment with financing on the basis of risk 

sharing constitutes a powerful incentive for phasing out interest based financing and 

replacing it with risk sharing. There is no reason to fear that reducing the cost of 

capital to zero will cause inflation. On the contrary, prices are likely to become more 

stable in an interest-free monetary regime.  

In the absence of interest, businesses will no longer have any interest expenses 

to pass on to consumers in the form of higher prices. Moreover, in the absence of 

the option to earn interest, all surplus funds will have to be invested in the real 

sector. Finally, without the option to finance consumer spending by borrowing, the 

demand for goods and services is not likely to increase beyond the ability of 

consumers to pay, thereby restraining inflation arising from spending financed by 

debt. 

There would be no room in such a system for inflationary credit expansion 

caused by lending. Moreover, due to higher employment, more goods and services 

will be produced. The increase in the supply of goods and services will reduce 

pressure on prices to rise, and may even cause them to decline. Consumers will not 

be in a position to put pressure on prices to rise by increasing spending financed by 

borrowing. 

Macroeconomic inefficiencies in the form of unemployment and inflation, as 

well as their co-existence in the form of stagflation, arise from the same source. 

They arise from the fact that the incentive used for ensuring the efficient allocation 
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of resources is fundamentally not suitable for the purpose. This incentive is interest.  

As long as financing investment takes the form of borrowing at interest, and as 

long as interest rates are higher than zero some unemployment will be inevitable. 

The higher the interest rates, the higher will be the unemployment. The problem of 

unemployment (inefficiency in the use of human resources) accordingly cannot be 

solved as long as spending continues to be financed by interest-based debt. 

6. Stagnation  

Economic growth requires spending. One person’s expenditure is another 

person’s income. Spending can be financed by current income or savings or a 

combination of these two. It is also commonly financed by borrowing. The main 

advantage of financing spending by current income or savings is that it does not 

require going into debt. Financing spending out of current revenues or savings also 

has a stabilising effect on the economy.  

The reason is that the limits imposed on spending by current savings and income 

do not permit spending beyond one’s means. Spending using borrowed funds 

contributes to asset bubbles. When asset bubbles burst, a period of growth is 

followed by a slowdown or a recession.  

Financing spending by borrowing reduces growth in the long term. When loans 

are repaid with interest, the amount of money that leaves the circular flow invariably 

exceeds the amount of money that is initially injected into the circular flow when 

borrowed money is spent. The difference between the two amounts is equal to the 

total amount of interest paid. Over the longer term, the excess of the leakages from 
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the real sector over injections slows down economic growth and may cause a 

recession. 

Spending at rates higher than the rates at which income is earned, or at rates 

higher than at which the economy is able to produce the goods and services 

demanded, will cause “asset bubbles.” Asset bubbles most commonly arise in the 

share and property markets. Rising prices of assets (which commonly serve as 

collateral for loans) encourage more lending and spending. The period of expansion 

and inflation, financed by the expenditure of borrowed funds, is known as the 

“boom” stage of the business cycle. 

Spending financed with borrowed funds increases aggregate demand in the 

short term beyond the capacity of the economy to keep up production with the 

surge in demand. Thus, disequilibrium between aggregate demand (AD) and 

aggregate supply (AS) is guaranteed to take place. The disequilibrium takes the form 

of an excess of aggregate demand over aggregate supply.  

Expenditure of borrowed funds first boosts aggregate demand (AD) in all 

categories: consumer, producer or government. An increase in spending causes the 

inventories of finished products to decline. A decline in inventories will trigger 

increases in production, investment, and employment. Economic growth accelerates 

and additional resources – including human resources – will be engaged in the 

production process.  

As production of consumer goods is unable to keep pace with an increasing 

demand financed by borrowing, however, prices begin to rise. As demand exceeds 

supply, prices rise and production accelerates. The short-term effect is 
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inflation. This holds true in both the product as well as the resource markets, for 

both consumer as well as producer goods. This represents the boom stage of the 

business cycle.  

After the initial surge in demand (caused by the expenditure of borrowed funds), 

however, rising prices as well as the need to repay loans will begin to restrain 

spending. As the economy “overheats,” central banks will raise interest rates, 

thereby reducing spending further by making both consumer and business credit 

more expensive.  

Declining spending will cause inventories to increase. This will trigger a general 

reduction in the production of goods and services. A decline in production levels will 

reduce investment, as well as employment. As overall economic conditions worsen, 

some borrowers become unable to continue repaying their loans. Falling asset prices 

reduce the market value of the collateral pledged for loans. Bankruptcies, both 

personal and business, are likely to rise. This represents the “bust” phase of the 

business cycle. At this stage some investment projects are likely to be 

“abandoned.”34  

Aggravating the downturn in economic activity is the absence of any guarantee 

that funds flowing back into the financial institutions in the form of repayments of 

loans with interest will be recycled into the real sector. Even if the funds are recycled, 

there is no guarantee that they will re-enter the real sector in a timely manner and in 

the necessary amounts. A delay or shortfall in the recycling of such funds is likely to 

make the contraction worse.  
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Declining spending now causes another disequilibrium. Inventories of unsold 

goods begin to accumulate and aggregate supply exceeds aggregate demand. This 

represents the bust stage of the business cycle. The money supply is expanded, 

interest rates are lowered again, and the entire (business) cycle repeats itself. This is 

one way that financing spending by borrowing exacerbates business cycles. 

Since the amount that borrowers are obliged to repay is always higher – on 

account of interest – than what they borrowed initially, the overall reduction in 

spending during the repayment stage (leakages) is invariably greater than any initial 

increase in spending (injections) during the growth phase. An excess of leakages 

from the circular flow of income over injections will cause an economic contraction.  

In other words, whatever boost was given to economic activity by an initial 

expenditure of borrowed funds is more than offset by subsequent reductions in 

spending, necessitated by the need to repay debt with interest. This means that the 

net effect on aggregate demand (and therefore on GDP) over the entire cycle of 

borrowing, spending, and repayment, will be negative.  

Put differently, spending money borrowed at interest stimulates economic 

growth in the short run only by reducing it by a still greater amount in the long run. 

In this way, financing spending by borrowing inhibits rather than stimulates 

economic growth over the long term. Moreover, since spending and repayment of 

debt take place on a personal as well as the national level, the effects of reductions 

in overall spending are felt far and wide. 

Repayments of debt to financial institutions require the diversion of funds from 

the real sector to the credit sector. The greater the amount of funds diverted, 
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the less remains available for spending in the real sector, and the greater will be the 

impact on economic growth.  

As levels of debt rise, the amount of money that has to be diverted from the real 

economy to service the debt rises proportionately. By diverting funds from the real 

into the credit sector, repayment of debt with interest reduces consumer spending, 

business investment and government expenditure on essential social services.35  

For example, in the US the rise in debt during the post war period was 

accompanied by “a significant decline in the growth of consumption.”36 A fall in 

consumption, or even a decline in its growth, will slow down economic activity, as 

consumption is the largest component of aggregate demand, making up 

approximately 70% of all spending. Repayment of government debt requires 

increases in taxes and reductions in social services, which further reduces aggregate 

demand.37  

Indebtedness poses other risks. For households and business firms, “over-

borrowing leads to bankruptcy and financial ruin. For a country, too much debt 

impairs the government’s ability to deliver essential services to its citizens.”38 High 

levels of debt make borrowers vulnerable to downturns in economic activity: 

As debt levels increase, borrowers’ ability to repay becomes progressively 

more sensitive to drops in income and sales as well as increases in interest 

rates. For a given shock, the higher debt, the higher is the probability of 

defaulting … If the downturn is bad enough, defaults, deficient demand and 

high unemployment might be the grim result … In other words, higher 

nominal debt raises real volatility, increases financial fragility and reduces 

average growth.39  
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The effect of diverting funds from spending in the real sector towards the 

repayment of debt is similar to the effects of taxes.40 Economic growth declines by 

the amount of money diverted, multiplied by the spending multiplier. On account of 

its sheer magnitude, lenders are unable to recycle their wealth in the real sector at a 

rate comparable to the rate at which they acquire it. The only way to recycle new 

wealth at a rate comparable to the rate at which it is gained is by investing it or by 

extending more loans. 

What keeps the economic system functioning is that additional liquidity is being 

injected into it. But this liquidity is injected into it in the form of more debt. This 

means that, as always, more will have to be repaid than what was borrowed. 

Extending more loans to indebted nations does not solve the underlying problem. It 

only provides temporary relief but only at the cost of making the problem bigger. 

Hence, this “solution” only makes the problem worse as time goes by. Every 

“rescue package” comes with the condition that more be repaid than what was 

originally lent. Any additional liquidity (debt), when it is paid back, only drains more 

liquidity from the system than what it brought into it the first place.  

The capital drained from the real sector through the process of interest-based 

lending accumulates in pools of liquidity (money) known as hedge funds. “Ever larger 

amounts of money are concentrated in the hands of ever fewer individuals and 

corporations.”41  

In this way, the diversion of funds from the real sector into the financial sector 

reduces spending and economic growth. The more money is drained from the real 
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sector over the longer term, the greater is the reduction in the rate of growth. Entire 

sectors are starved of capital.  

How long can this process continue before a depression, greater than any 

previous crisis, becomes inevitable? To forestall a collapse, it is necessary to restore 

the balance between the leakages and injections into the circular flow of money.  

The consequences of draining funds from the real sector into the financial sector 

can now be seen in nations such as Greece, Spain, Ireland and others. Unless 

effective measures are taken, it is only a matter of time that, as less and less wealth 

remains in the hands of ordinary people, prolonged economic stagnation and even 

decline due to a lack of demand for goods and services, resulting from the rising 

poverty of all but the lending class of society.  

 

 

 

 

 

 

 

The fact that over the longer term the flow of funds into financial institutions 
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exceeds the flow of funds from financial institutions into the real economy means 

that over time a surplus of funds will accumulate in the financial system, as leakages 

from the circular flow (repayments of loans with interest) exceed injections 

(spending financed by funds borrowed at interest).  

In the US this surplus is currently estimated to be at $1.6 trillion, about 10% of 

GDP. Some of these surplus funds are found in offshore investments and tax-free 

havens. Globally, the amount wealth hoarded in offshore accounts and elsewhere is 

estimated to exceed $40 trillion. Hoarding of wealth, however, does not contribute 

to economic growth.  

Parties that earn income beyond their ability to spend it in the real sector on 

basic necessities normally spend it on buying assets. But not all of these assets are 

“new.” Trading in assets that have already been produced, however, contributes 

little to economic growth. The trading of such assets, whether real property, stocks 

or other assets, results merely in a transfer of wealth (change of ownership of assets) 

rather than a production of new wealth. It also results merely in a transfer of funds 

from one account into another.  

Moreover, investing surplus funds in off shore tax havens reduces the circulation 

of wealth in the real sector. It signifies the circulation of wealth among the wealthy, 

something that is explicitly proscribed in the Qur’an.  

Rising levels of public debt also cause problems in the public sector. As debt 

increases, creditors are likely to demand higher rates of interest: “as the ratio of 

government debt to GDP rises, the government’s borrowing cost … likely rises with 



 33 

it.”42 If lenders begin to have doubts about a government’s ability to repay,  

the government will begin to pay a premium to international lenders as 

compensation for default or inflation risk. This higher interest rate in turn 

[will] make fiscal sustainability even harder to achieve, possibly leading to a 

fiscal crunch – a tipping point in which sovereign interest rates shoot up and 

a funding crisis ensues.43 

In this way excessive borrowing restricts the government’s ability to maintain 

existing social programs and finance new ones: 

the capacity of the public sector to borrow is not unlimited. When a crisis 

strikes, the ability of the government to intervene depends on the amount 

of debt that it has already accumulated … Fiscal authorities may become 

constrained both in their attempt to engage in traditional countercyclical 

stabilisation policies and in their role as lender of last resort during a 

financial crisis. That is, high levels of public debt can limit essential 

government functions.44 

A study of the effects of high levels of debt on economic growth in twenty 

advanced countries during the post WWII period showed that countries with level of 

public debt in excess of 90% had experienced average annual levels of economic 

growth that were significantly lower than countries with lower levels of public debt. 

Over the last two hundred years, countries with a debt higher than 90% of GDP grew 

at an average rate of 1.7% per annum.45 By contrast, countries with relatively low 

levels of public debt (30% of GDP) grew on average at the rate of 3.7% per annum.46  

A separate IMF study confirmed that, “countries that crossed the 100 per cent 

threshold [of public debt to GDP] typically experienced lower GDP growth than the 

advanced economy average.”47 A study conducted by the Bank for International 
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Settlements, similarly concluded that: “beyond a certain level, debt is bad for growth. 

For government debt, the number is about 85% of GDP. For corporate debt, the 

threshold is closer to 90%. And for household debt, we report a threshold of around 

85% of GDP.”48 

The researchers of another study found “a significant relation between debt 

loads and borrowing costs,” Even more ominously, they found that interest rates 

“rise much more quickly at higher debt levels,”49 The reason for this is that as debt 

levels rise in relation to GDP, creditors “demand a higher interest rate in 

compensation for the possibility of default or inflation.”50 This has already taken 

place in 2010 “when several European countries suddenly faced rapid increases in 

borrowing rates on sovereign debt that rendered their current fiscal policies 

unsustainable.”51 

The implication is that a number of countries with high levels of debt would 

require impossibly high rates of GDP growth to service their debts. The 

creditworthiness of the nation decreases as its debt load increases. As the 

creditworthiness of countries falls, creditors demand higher rates of interest to 

compensate for the possibility of default.  

In 2012 the average yield on ten-year Greek government bonds was close to 23% 

per annum.52 If Greece were to pay a 23% interest rate on its outstanding debt, 

repaying its debt would become virtually impossible. “The reason is that with debt 

already at 165% of GDP, 23% interest on this debt would require 31% [growth] … of 

GDP each year just to make the interest payments.”53 
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Even a large nation such as the US is not immune from the damaging effects of 

an increase in interest rates. Should the currently low interest rates on short-term 

debt – less than 1% – rise to their former levels of approximately 4% to 5%, “debt 

service costs will skyrocket.”54  

The danger presented by large and growing debts over the longer term is that a 

growing proportion of wages, profits, and tax revenues has to be diverted from the 

real sector to repay debt. As a result, progressively less money remains available for 

spending on consumption, investment and the provision of essential public 

services.55 Lower spending in the real sector reduces aggregate demand and slows 

down economic growth.56 A reduction in growth in turn reduces government tax 

revenue and makes it still harder to repay debt. “Without rising GDP, there will be no 

way to raise the revenues governments need to reduce their exploding debts.”57 

This can result in a vicious spiral: first, taxes need to go up in order to repay 

debt.58 Higher taxes, however, reduce consumption and investment. A reduction in 

consumption and investment spending slows down economic growth. A declining, 

stagnant or negative growth in turn means a decline in government tax revenue. A 

reduction in tax revenue worsens the (budget) deficit and makes it still harder to 

repay debt. Taxes may have to go up again, and the same cycle repeats itself. 

The Great Depression of 1929-1939 confirmed that, over the longer term, high 

debts reduce rather than boost economic growth. Heavy debt loads, crushing 

interest rates and dramatic collapses in asset prices, all contributed to the Great 

Depression.59 Prior to the October Crash of 1929, household debt had been steadily 

rising, reaching a peak of 53% of household income. Following the crash, between 
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1929 and 1939, nearly two million homes were lost to foreclosure.60 

The experience of Japan with utilising loan financing is instructive. In the 1970s, 

Japan’s Ministry of Finance “trivialized the role of equity markets” and encouraged 

Japanese corporation to use borrowing rather than risk-sharing (equity) financing for 

the purpose of investment.61  

Initially the expenditure of borrowed funds stimulated investment and economic 

activity. Observers spoke of the “Japanese miracle.” Over the longer term, however, 

the miracle proved elusive. The large-scale expenditure of borrowed funds caused 

inflation and an asset bubble, especially in the property sector. As one observer 

noted, “Credit creation by the banking system produces overinvestment in relation 

to voluntary saving.” 62  Two decades later, in 1991, the bubble burst. Then a 

recession struck.  

Now the problems of Japan include “a huge accumulated debt, and a very slow 

growth rate.”63 Over the last decade the average rate of growth in Japan has been –

1%. Japanese corporations are struggling to free themselves from a mountain of 

debt incurred in the heydays of borrowing. No end to the recession appears in sight.  

In response to the recession, the government of Japan embarked on a policy of 

deficit spending. In trying to rescue the corporate sector, however, the government 

of Japan not only did not succeed in ending the recession. Instead, it itself went 

deeply into debt. Japan’s national debt is now the highest in the world, at 230% of 

GDP. It stands at 120% of GDP even after reserves of foreign exchange are taken into 

account. 64  Much of its debt it owes to its own citizens, known for their high 



 37 

propensity to save. 

Despite these realities, few signs of alarm about lending at interest are 

discernible in mainstream discourse on the latest crisis that started in 2007. From 

time to time one hears calls for “more stimulus,” as a way of overcoming the current 

crisis, but seldom, if ever, are fundamental assumptions, such as the utility of 

interest-based lending, subjected to scrutiny. Were parties with surplus capital 

forced to invest in the real sector instead of making loans at interest, many of the 

problems currently being experienced would be overcome.  

In the meantime, government efforts are focused on identifying areas where 

money can be saved to divert more funds towards the repayment of debt rather 

than at attempts to reform the financial system. Due to a lack of alternative vision, 

governments solve the problem of debt by more borrowing (rolling over the debt). 

This does not solve the problem of debt in the long run. What is required is nothing 

less than the adoption of a truly interest-free alternative for the purpose of financing. 

History teaches that large national debts can be politically destabilising. The 

Ottoman Empire collapsed in part due to the large debts it owed to foreign creditors. 

The large debts that Germany was saddled with after World War I facilitated the rise 

of Nazism, with calamitous consequences, which manifested themselves in the run 

up to and during World War II. The need to reduce spending on social services and 

increases in taxes to raise revenue to repay debt are causing political upheavals in 

various European nations.   
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7. Economic fluctuations 

In general, stability is the capacity of a person, object or system to resist change. 

When we describe a person, object or a system as stable, we mean that the 

condition, position, or composition of the person, object or system is unlikely to 

change or change easily. Stable does not mean static, as change can take pace in a 

stable way.  

In economics, instability takes the form of the business cycle. This is a period of 

growth followed by slow or negative growth and stagnation.65 A business cycle is a 

period of prosperity followed by a time of adversity. Business cycles since WWII have 

been getting more pronounced.66 

Different phases of the business cycle impose costs and bring benefits, both 

social and personal. Periods of growth reduce unemployment but add to inflation. 

Contractions may stabilise prices, but increase unemployment and reduce growth.  

A business cycle is a period of economic growth (boom) and inflation is followed 

by a recession or depression (bust).67 These constitute the high and low points of the 

cycle, respectively.  

Economic instability causes hardship. It adversely impacts especially the lower 

income group. By increasing prices, inflation reduces the purchasing power of 

currency and increase the cost of living. Recessions, by contrast put people out of 

work. Unemployment prevents people from earning wealth or keeping what wealth 

they may have. In extreme cases, such as in the Weimar republic, inflation can result 

in complete social disintegration, which in turn raises the prospect of the rise of 
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despotism.    

It is generally assumed that business cycles are due to factors largely beyond 

human control and therefore unavoidable. Such factors include fluctuations in 

aggregate demand, profit levels or consumer tastes and preferences. They also 

include innovation and advances in technology, such as improvements in 

transportation and communication methods. Population growth, changes in policy, 

occurrence of war, and epidemics also play a role. Sill other factors include the 

discovery and exploitation of metals such as gold and silver or of natural resources, 

such as oil, timber and minerals.68  

One factor, however, that is rarely identified as a major cause of business cycles 

is the instability of interest rates. Evidence shows that the fluctuations of interest 

rates and the money supply play a direct role in causing business cycles. “The typical 

story of past recessions is that a booming economy displays increasing indications of 

inflation. Central banks raise interest rates, bubbles burst, and economies go into 

recession.”69  

The “cost” of credit has a significant impact upon economic activity. Three out of 

four recent business cycles were triggered by an initial period of low interest rates, 

followed by a dramatic rise in interest rates. We briefly look at each in turn. 

The business cycles in question culminated in the 1982, 1987, 1997 and the 2008 

recessions, respectively. In the 1982, 1987 and 2008 downturns, an initially “easy” 

monetary policy (of low interest rates) was followed a monetary tightening (a rise in 

interest rates). In each case a period of growth was followed by a recession.  
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In 1973 a rise oil prices triggered a period of inflation. When inflation reached 

double-digits in the late 1970s, interest rates in the US were pushed up.70 Nominal 

interest rates peaked in 1981 at 21 per cent.71 In the second quarter of 1982 real 

interest rates reached “the all-time high of 9.55% (per annum).”72 The high interest 

rates led to a wave of bankruptcies. In 1983 “the number of people who defaulted 

on their mortgages tripled.”73  

The effects of the crash were felt far and wide. As belt tightening policies were 

implemented across the world to free up funds for the repayment of debts, in South 

America alone, 50 million people fell below the poverty line. “Homelessness, hunger 

and malnutrition stalked the continent, at the same time that billions were sent to 

financial institutions in the global North to pay off foreign debts.”74   

As a result of growing indebtedness and the dramatic increase in interest rates, a 

number of nations defaulted on their external loans. Mexico defaulted in 1982. 

Twenty other nations defaulted on their loans and could pay interest charges only. 

“Essentially, the poor countries had become insolvent.”75 

In response, interest rates were lowered again in 1983. This was achieved by a 

dramatic expansion of the money supply. However, with prices beginning to rise 

quickly at the beginning of 1987, the growth of the money supply was dramatically 

reduced, resulting in a large spike in interest rates and another recession in late 1987.  

High interest rates raised the cost of servicing large debts, which were often 

funded at variable interest rates linked to world markets. Falling prices for 

commodities, the main export for most emerging markets, also made it 

more difficult for them to service debts.76 
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The spike in interest rates caused a collapse in the share markets, as 

shareholders sold shares and purchased bonds, which now paid higher effective 

rates than before. The stock markets crashed on “Black Monday,” 19 of October 

1987, wiping out $1.5 trillion from the world’s stock markets in a matter of days.77 

The expectation the interest rates would continue to rise reinforced market 

psychology and accelerated the flight from equity to bond markets. Automated 

program trading contributed to the crash.78  

Like the recession of 1982, the recession of 1987 was caused by a period of 

monetary expansion (low interest rates) followed by a monetary contraction 

(dramatic increases in interest rates) by US central bank, the Federal Reserve. “From 

1981 to 1986 (and earlier), the Federal Reserve embarked on a massive increase in 

the money supply which averaged 9.6 per cent per year while the GNP in real terms 

expanded by only 2.6 per cent.”79  

While in 1986 the money supply increased by 9%, the following year it only 

increased by 3%. The subsequent dramatic increases in interest rates sharply 

reduced business investment. The collapse in the demand for iron, steel, and copper 

in 1985 and 1986, as well as other commodities made things worse. At the 

international level, dramatic increases in borrowing by developing nations made 

things worse:  

Despite problems in repaying their debts in the 1980s, developing nations 

dramatically increased their borrowing during the following decade. While in 

1990, they issued only $4 billion of bonds, in 1997 they borrowed $99 billion. 

By 2000, the level of low income country debt was 150% higher than it had 

been in 1985.80 
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The Asian currency crisis of 1997, while not directly caused by interest rate 

volatility, was caused by large-scale speculation made possible by using funds 

borrowed at interest. Hedge funds can borrow up to forty times their (already 

substantial) capital. They then use this money to speculate in the currency and share 

markets of selected nations, by short selling both currencies and shares.81 Due to the 

near complete absence of regulation collectively hedge funds are known as the 

“shadow banking” sector. 

By using large borrowings, the unregulated hedge funds were able to influence 

the prices of securities in their favour. By entering a given market on a large scale, 

they increased the demand for shares. As the demand for the shares went up, their 

prices rose accordingly. Hedge funds made huge profits by selling shares at prices 

that were higher than those at which they bought them. 

When speculators felt that the prices of shares were unlikely to rise further, they 

began to sell their shares. In addition to selling their own shares, they sold shares 

short sell, thereby driving down their prices even more.  

When the price of all shares dropped due to large-scale selling, speculators 

bought some of the shares back at lower prices and returned them to their owners. 

They made a profit on the difference between the (higher) selling price and the 

(lower) purchase price.  

Problems to the host countries arose when their central banks did not have 

enough foreign exchange reserves (and may have been unwilling to borrow form 

international lenders such as the IMF) to buy back the local currencies now sold by 
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speculators as they attempt to withdraw their funds from the host country.  

While initially the entry of large sums of short-term investments into Asian stock 

markets boosted prices, the subsequent exit from Asian markets of a larger amount 

of short-term capital, however, had the reverse effects. A number of countries ran 

out of foreign exchange and had to devalue their currencies or borrow from the IMF. 

Borrowing large sums by hedge funds, and using these funds for speculative 

purposes, destabilised and bankrupted entire countries.  

As a result of currency devaluations, the loans of the affected nations owed to 

foreign lenders ballooned.82 A number of countries defaulted on loans denominated 

in foreign currencies. Thailand defaulted in 1997, the Russian Federation in 1998, 

Brazil in 1999, Turkey in 2000, and Argentina in 2001. The crisis forced either IMF 

bailouts or the imposition of currency controls and currency devaluations.  

Ten years later, the most recent global financial and economic crisis of 2007, 

witnessed the deepest contraction in 50 years. Interest rate volatility and excessive 

debt (leverage) were again major factors contributing to the crisis. Surplus funds 

managed by hedge funds, along with pension funds, and insurance companies 

played a leading role in this crisis, when they channelled vast sums of money into the 

US subprime mortgage market by purchasing collateralised debt obligations (CDOs) 

on a large scale.  

The failure of Bear Stearns, in the spring of 2008 was followed by the collapse of 

Lehman Brothers, another leading investment bank, in September 2008. Shortly 

thereafter, the American International Group (AIG), was bailed out using taxpayer 

funds, along with Freddie Mac and Freddie Mae, two major US state 
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sponsored mortgage-refinancing institutions. In the UK, Northern Rock and the Royal 

Bank of Scotland had to be rescued.  

Northern Rock experienced a “run” on the bank, the first run on a British bank in 

one hundred years. A number of financial institutions were likewise deeply in debt.83 

As a result of the rescues of troubled financial institutions, the government debt 

increased dramatically: “when private borrowing has fiscal backing, default increases 

public debt.”84 The 2007 crisis was caused by large-scale lending and interest rate 

volatility. Poor regulatory oversight and excessive risk taking likewise played a role.  

The global financial crisis of 2007 was the first global downturn since WWII. In 

the lead up to the crisis the money supply increased dramatically and interest rates 

dropped: “from January 1990 to April 2008, the United States M-2 money supply 

more than doubled from $3.2 trillion to $7.7 trillion.”85 Easy monetary policy was 

implemented in November 2002, in the aftermath of the dotcom bust. By July 2003, 

the federal funds rate dropped to 1 per cent and stayed there for a year.86  

Large increases in the money supply caused the price of credit (interest rates) to 

fall. Subprime lending took place on a large scale. Lending standards were 

significantly lowered. Deregulation and financial innovation in the form of debt 

securitisation facilitated the flows of large amounts of capital from institutional 

investors into the US subprime housing market.  

In time a steady rise in interest rates reversed the expansion process by making 

spending financed by borrowing, as well as the servicing of existing loans more 

expensive. When interest rates began to rise in 2005, the housing bubble began to 

deflate. “By mid-2007, a sharp rise in default rates on low income housing 
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mortgages in the United States eventually sparked off a full-blown global financial 

panic.”87  

The people most affected were subprime borrowers with adjustable rate 

mortgages. During the five-year period from 2007 to the mid 2012 of the recent 

global financial crisis more than 4 million families lost their homes in the US alone, 

while another 3.5 million homes were in foreclosure or behind in payments. In 

addition, 13.5 million houses were worth less than the mortgages that were taken 

out to buy them. 88  During the same period, 7.3 million people declared 

bankruptcies.89  

As the recession struck, the US government committed vast sums to support 

failing financial institutions. “Fearing that the global financial system would itself 

collapse unless drastic action was taken, the government committed about $12 

trillion to support financial markets.”90  

“The financial crisis of 2007 to 2008 occurred because we failed to contain the 

financial system’s creation of private credit and money.”91 As a result of excessive 

lending and low interest rates, an asset bubble developed in the real estate sector. 

The bubble burst when credit markets froze in August 2007. Asset prices – including 

the prices of the collateralised debt obligations – collapsed. “The subsequent sharp 

economic downturn in advanced countries reduced fiscal revenues and led to 

increased government spending, with the result that government debt has grown 

dramatically for most developed economies since 2008.”92  

While the immediate cause of business cycles is interest rate volatility (caused 

by fluctuations in the money supply), the deeper cause of instability is the 
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volatility of credit or lending. This volatility arises from the ability of the conventional 

system to “create” additional money, far beyond the amount represented by money 

in the form of cash (notes and coins). The ability to “create” money in turn is made 

possible by the fractional reserve system of banking. Indeed, it is the fractional 

reserves system of banking that makes lending at interest possible in the first place. 

In a fractional reserve system of banking, financial institutions use the savings of 

some to make loans to others, but also have the ability to “create” completely new 

funds. The financial institution collects income from the difference between the 

interest it pays to depositors and the interest it collects from borrowers. Lending 

rates are invariably higher than savings rates.  

In a fractional reserve system of banking financial institutions are legally allowed 

to lend the bulk (up 97%) of their depositors’ funds at interest, while paying 

depositors a mere fraction of what the financial institutions gain by lending. As a 

result, the financial institutions operate with a mere fraction of all deposits in the 

form of cash. In this way, financial institutions “can grant credit to an amount several 

times greater than the sum originally deposited.”93  

The ability to “create” money gives the financial institutions the capability to 

extend credit up to the limit set by statutory reserve requirements. With a statutory 

requirement of 2.5 per cent, financial institutions can make loans of up to forty times 

their cash reserves kept in the central bank, which acts as a banker to the 

commercial banks.94  

The ability of the financial institutions under the fractional reserves system of 

banking to “create” money has the effect of expanding the money supply far 
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beyond the total amount of cash in circulation. When exercised collectively by all 

financial institutions, the power to “create” money can generate a large volume of 

credit and thereby provide means for spending far beyond one’s current income and 

savings. 

When a financial institution makes a loan, it writes a check; the loan is not made 

in the form of cash. The borrower deposits this check either in the same bank or 

some other bank.95  Subsequently, the borrower may withdraw funds from this 

account in the form of cash, or he or she may pay by check.  

As soon as a loan is deposited in any account, new money is “created,” in so far 

as the “money supply” includes not only cash (banknotes and coins) but also 

deposits in financial institutions. Thus, whenever a financial institution makes a loan, 

new money is “created.” This money did not exist before.  

The ability to borrow new money enables consumers, producers and even 

governments to spend money they have not yet earned. Because the newly created 

money has not been earned in exchange for production, the amount of money in 

circulation increases faster than GDP. This means that demand financed by 

borrowing “created” money enables borrowers to demand goods and services that 

have not yet been produced.  

Apart from putting pressure on prices to increase, however, this additional 

demand for goods and services by consumers, producers and governments causes 

an imbalance between aggregate demand and aggregate supply. The injection of 

money that has not yet been earned into the circular flow of money causes an 

imbalance (disequilibrium) between spending and production, as demand far 
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outstrips supply. It is for this reason that, as one commentator observed, “Fractional 

reserve banking has given rise to a boom and bust business cycle.”96 

This means that equilibrium between aggregate demand (AD) and aggregate 

supply (AS) cannot in principle be achieved as long as financial institutions are legally 

empowered to “create” new money and lend at interest, and in this way enable 

borrowers to finance spending using money they have not yet earned.  

In other words, no long-term equilibrium can be expected to take place under 

the fractional system of banking, because it is this system of banking that allows 

financial institutions to “create” money. As long as borrowers are in a position to 

spend money without having to earn it first, no equilibrium can be expected to take 

place.  

For these reasons, attaining macroeconomic equilibrium will require phasing out 

the fractional reserve system of banking, and replacing it with a 100 per cent reserve 

banking. This means that financial institutions will no longer be able to lend money 

at interest. As a result, they will be obliged to operate exclusively in the real sector. 

In other words, macroeconomic equilibrium can be achieved only when the ‘price’ of 

money (rate of interest) effectively falls to zero and stays there.  

The fractional reserve system is inherently unstable and prone to “runs” on the 

bank. Such bank runs have been all too common in history. During the Great 

Depression, more than half of all banks in the US failed. The reason for the inherent 

vulnerability of the financial institutions to bank runs is that financial institutions 

operate with a mere fraction of total deposits (current liabilities) in the form of cash.  
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The right to “create” money by lending, and collect interest on money thus 

“created” effectively amounts to – if not a licence to print money – at least to a 

subsidy to the shareholders of privately owned financial institutions. The amount of 

this subsidy is equal the amount of interest income gained by lending “created” 

money. Apart from the adverse effects of financing by lending at interest, one may 

wonder what possible rationale could justify subsidising the shareholders of financial 

institutions in this way.  

The long-term solution to the problem of instability as well as unequal 

distribution of wealth caused by interest-based financing is to adopt risk sharing as 

the preferred, and indeed the only mode of financing, apart from interest-free loans 

(qurud hasan). The inability to borrow at interest will compel households as well as 

businesses to live within their means. Utilising risk sharing would also relieve 

governments of the need to pay interest on borrowings, and thereby reduce the 

burden represented by the national debt on both the current as well as the future 

generations.  

Thus, the fractional reserve system should be transformed into a 100% reserve 

banking system. In such a system, all deposits will be 100% covered by cash. In the 

current system, the total amount of cash in circulation is a mere fraction of total 

deposits. There is no reason to fear that the lack of the availability of credit will slow 

down economic activity, because any reduction in the availability of credit can be 

compensated for by an increase in the velocity of money or the frequency with 

which it is used in making transactions. 
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8. Inequality 

One of the biggest challenges facing humanity is the problem of poverty. It is 

difficult to live a dignified life in a condition of poverty. Millions of people live on less 

than $ 2.00 per day. Even in relatively wealthy Europe and North America, high levels 

of unemployment persist and there are significant pockets of poverty. Increases in 

taxes, made necessary to raise additional revenues to pay interest on government 

debt are reducing living standards further.  

The concentration of wealth among the few reduces the standard of living for 

the many. In the US, for example, real incomes since the 1960s have fallen 

precipitously. The migration of jobs to lower income countries is only one cause. 

Cheaper foreign products constitute another reason. The structure of incentives is 

yet another cause.  

With the Industrial Revolution and various improvements in technology, 

automation and mechanisation of production, a number of commentators expressed 

the hope that poverty would become a thing of the past. How can so much poverty 

exist amid so much wealth? Many people have predicted – wrongly – the end of 

poverty and steadily rising standards of living.  

Evidently, for some reason this has not happened. Great inequality has arisen, 

and there are signs that things are not getting better. What is the cause of this 

problem? The answer is to be found in the system of incentives that drive economic 

activity. It is these incentives that determine how the fruits of economic activity will 

be shared.  
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A significant degree of distortion was caused by the introduction of interest into 

the system of incentives. Economic activity is driven by several incentives. Incentives 

that reward real contribution include wages, salaries, rents and profits.  

There is one incentive, however, that does not reward productivity. This 

incentive is interest. Interest is not a suitable incentive for an efficient allocation of 

resources. Yet it was added to the existing structure of incentives that drive 

economic activity. It is this incentive that has contributed to the rise of inequality, 

and continues to do so.  

When interest is used as an incentive, a disproportionate amount of wealth and 

purchasing power is channeled to the few in exchange for little or no real 

contribution, while at the same time a disproportionate amount of wealth is being 

extracted from borrowers. As loans are typically collateralised, and borrowers need 

to guarantee repayments inclusive of interest, there is little risk to lenders that they 

will lose by lending.  

As financial institutions do not directly participate in the risk-filled real sector, 

they remain in a “protected” environment. Income and capital guarantees effectively 

provide the financial sector with a form of “protectionism.” In addition, the interest 

rate mechanism ensures that there is a steady transfer of wealth from the borrowers 

(needy) to the lenders (wealthy). In this way, the growth of inequality is built into the 

structure of the financial architecture. 

In order for this to change, the incentive in the form of interest income needs to 

give way to any one of the other bona fide incentives, profit, wages, or rents. This 

will ensure that only real contributions will be rewarded. In the longer term, 



 52 

the elimination of interest as an incentive to drive economic activity can be expected 

to bring many benefits, including higher GDP, reduced unemployment and greater 

price and cyclical stability.  

The right response is to ensure a more equitable distribution of wealth is to 

transform the economy to operate in an interest-free manner. If all the money 

currently paid to banks in the form of interest were channeled instead into the real 

sector in the form of wages, salaries, rents and profits, the problem of 

unemployment could in principle be solved. There would also be an increase in 

economic growth, as well as a reduction in inflation. 

9. Conclusions  

It appears that the legalisation of usury (interest) facilitated the way for its 

integration into economic theory and practice as an efficient way of allocating 

resources. Closer inspection, however, shows that this claim is not warranted.  

Analysis shows that at interest-based lending produces a range of undesirable 

effects including a less efficient allocation of resources, indebtedness, inflation, 

unemployment, stagnating long term growth, cyclical instability, and a less even 

distribution of wealth. 

The incorporation of interest as a bona fide factor payment into economic 

theory has inflicted other damage. It paralysed economic theory to the point where 

it is unable to provide an effective response to any of the major economic problems. 

The existing Keynesian paradigm simply takes it for granted that financing by way of 

lending at interest is both efficient as well as morally acceptable way of financing 
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spending. It offers no way out of the current crisis.  

It is time to discard the Keynesian paradigm as an intellectual platform for 

analysing economic problems. As one observer noted, “our major macro-models, our 

standard macro models … that virtually everybody has been using, tell us absolutely 

nothing about our present problems and need to be reconsidered in total … there is a 

great deal that still needs to be done in the subject in order to try and get our 

models into some conjunction with the realities around us (emphasis supplied).”97  

Interest-based financing is inconsistent with a basic principle of the free 

enterprise system, otherwise known as “capitalism.” The free enterprise system is 

presented as a “fair” or just system because it rewards people in proportion to their 

effort or lack of it. Reward, whether in the form of profit or wages, has to be earned. 

Yet lending cannot reward the lender in proportion to his effort because lending 

does not require effort. Neither does lending at interest reward the lender according 

to the performance (profitability) of the business he finances.  

The reason for this is that the payments of interest to lenders are determined 

entirely independently of the profitability of the businesses they finance. Lending at 

interest rewards lenders in proportion to the amount of the loans they makes and 

the rate of interest they charge.  

The absence of a link between reward and performance means that the system 

of incentives in loan financing is fundamentally corrupt. Instead of encouraging work 

and bona fide enterprise, it rewards passive and – in the case of secured loans – risk-

free lending.  
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Engaging in business enterprise to gain profit should not be confused with 

lending at interest. The two are very different activities, both from an operational as 

well as form an ethical point of view.  

Before effective responses to the problems caused by loan financing can be 

found, economic theory needs to be freed from notions that are at odds with ethics, 

as well as an efficient operation of the market system. Once such notions are 

overcome, practices need to be modified accordingly.  

The change to a system of risk sharing may take place in one of two ways. Either 

through proactive measures, geared towards avoiding a systemic crisis, or by way of 

a crisis. Proactive steps are required to implement risk sharing, to address the root 

cause of crises, before a crisis itself forces change. The main challenge is to 

transform the creditor/debtor relationship into a partnership relationship.  

An effective response to the problems of growing debts, public or private, as 

well as the incidence of inefficiency, instability, inflation, unemployment and unfair 

distribution of wealth lies in adopting alternative – interest-free – methods of 

financing, in particular risk sharing. This mode of financing has already been adopted 

on a limited basis in some countries. In Turkey participatory banking has been 

introduced. In Sweden, interest-free lending is available in the form of the JAK 

banks.98  

Established in 1965, JAK stands for “land-labour-capital” in Swedish and is 

the only cooperative, members-owned bank in the world that of operates on 

the principle of shared financial capital of all members and extending loans 

to members without interest charges … In almost 40 years of operations, the 

JAK loan fee, which simply covers JAK’s operating costs, has averaged about 
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2.0% of value of any loan, regardless of the size.99 

Addressing these challenges will require ensuring that economic incentives 

reward active participation in economic activity, rather than passive rent seeking, in 

particular rent in the form of interest income. This necessitates amending the 

regulatory environment. What is required is to phase out financing by lending at 

interest and replace it by interest-free, equity type of financing. This will ensure that 

only palpable contributions to economic activity will be rewarded. Many benefits can 

be expected to follow, including a more efficient allocation of resources, a fairer 

distribution of wealth, and greater stability in economic activity. 
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