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Preface 

The analysis presented here argues that the problems afflicting present-day 

economies arise primarily from the use of interest-based banking. Analysis shows 

that, in contrast to the teaching of mainstream economic theory, interest as an 

incentive for ensuring an efficient allocation of resources simply does not, and 

cannot, achieve results that are in any sense comparable to those that may be 

achieved when profit is used for the purpose. Significant differences exist between 

profit and interest as motives for the efficient allocation of capital. These difference 

have important consequences not just on how resources are allocated, but also on 

how the rewards of productive activity are distributed.  

To make matters worse, with a few exceptions, nearly all analysis takes place 

within the Keynesian or neo-Keynesian paradigm. A number of observers have 

already stated that Keynesian theory is flawed and thus hardly suitable to provide 

the basis for serious analysis.1 The work presented here recommends adopting a 

paradigm that is free of interest as an incentive for rewarding economic activity. It 

tries to demonstrate that resources are allocated more efficiently when profit rather 

than interest is used as the primary incentive to reward economic activity.  

Islamic finance has not been palpably successful in addressing various 

macroeconomic challenges. In replicating mainstream finance, it has produced debt-

like structures, with income and capital guarantees that in substance make them 

little different from interest-bearing bonds. Thus, as a number of observers have 

stated, we have witnessed what appears to be a conventionalisation of Islamic 

finance rather than the Islamisation of conventional finance.  
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The main flaw in the present-day economic theory is the view that interest 

serves as a suitable incentive for rewarding participation in production. Analysis 

shows, on the contrary, that interest-based finance produces a range of harmful 

macroeconomic effects. These include inefficiency, indebtedness, inflation, 

unemployment, stagnating growth, cyclical instability and an uneven distribution of 

wealth.  

As the problems mentioned above are produced by different forms of interest-

based financing, it follows that they should be addressed by implementing risk 

sharing as the preferred method of financing over borrowing at interest on a system-

wide basis. 

The work presented here is based on a decade of teaching economic theory, 

both in Canada and in Malaysia, as well as several years of research in Islamic 

banking and finance at IAIS Malaysia. The research presented here draws on both 

sources. My papers on Islamic banking and finance may be found on the IAIS 

Website, at the following links:  

1) http://www.icrjournal.org/icr/index.php/icr/search/authors/view?firstName

=Abdul%20Karim&middleName=&lastName=Abdullah&affiliation=&country= 

and,  

2) http://www.iais.org.my/e/index.php/dirasat-sp-1862130118/economic-

finance-zakat-awqaf.html  

 



 5 

                                                        

1 Although the so-called Austrian school of thought has expressed reservations about 

interest, like its Keynesian counterpart, it fails to see the damaging macroeconomic effects 

of interest-based lending. Raising interest rates is not the solution to the economic problems 

caused by interest-based lending. Even going back to the gold standard, although a step in 

the right direction, does not represent a complete solution to macroeconomic problems 

caused by lending such as economic instability. What is required is to abolish interest 

altogether and adopt risk sharing on a system-wide basis as the preferred mode of financing.  





 

Introduction 

A well-regulated economic system requires incentives that reward productive 

and withhold rewards from unproductive activity. Such incentives are put in place by 

means of legislation and enforced with the help of regulatory agencies. A well-

managed system will allocate resources more efficiently than a system in which 

income may be gained without active participation in economic activity, by lending 

at interest in particular, which invariably increases the prices of finished goods 

without, however, adding any value.  

Interest-based lending produces a range of important, though rarely highlighted, 

side effects. They include inefficiency, indebtedness, instability, inflation, 

unemployment, slow or declining economic growth, and an uneven distribution of 

wealth.  

Despite many adverse macroeconomic effects of debt financing, lending at 

interest occupies a prominent place in conventional banking and finance and, to a 

lesser extent, in Islamic finance, in a replicated form. This should be of concern. 

What should be of even greater concern, in particular to policymakers in Muslim 

nations, is that to the extent that Islamic finance replicates mainstream finance, it 

also replicates the latter’s harmful effects.  

The way to address the adverse effects interest-based financing is to utilise risk 

sharing on a wider scale than has hitherto been the case. This holds true for 

mainstream as well as Islamic finance. Equity financing not only does not produce 
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the adverse macroeconomic effects produced by interest-based financing. On the 

contrary, it mitigates them.  

Equity financing allocates resources efficiently than loan financing because 

rewards to capital providers are linked directly to the profitability of the enterprises 

they finance. In loan financing, however, the amount of interest paid to lenders does 

not depend in any way on the profitability of the enterprises being financed with 

loans.  

The principle that rewards need to depend on productivity (performance) is a 

central pillar of the free enterprise economy. Its application ensures that payments 

to a factor of production are proportionate to its contribution to production. This 

principle characterises all financing on the basis of risk sharing.  

This cannot be said, however, about lending at interest. Promising 

predetermined returns to lenders in the form of interest payments, regardless of the 

performance of the businesses being financed, does not reflect the principle that 

reward should be linked to productivity.  In an interest-free financial system, 

however, payments to the providers of capital would be closely linked to the 

performance of the businesses receiving financing by means of risk sharing.  

In an interest-free regime income is earned in exchange for productive activity 

or in exchange for taking risk, in the form of wages, rents or profits. There would be 

little prospect of “earn” interest. Productive activity is rewarded in proportion to 

contributions made by different factors of production. All funds would remain in the 

real sector (the circular flow) when profits, wages or rents are paid.  
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Risk sharing improves welfare at the macroeconomic level. When financing 

spending takes place by borrowing at interest, however, repayments of loans 

invariably leave the circular flow of money, however temporarily. Moreover, they 

remain outside the real sector until they are re-injected once again into the economy 

with the expenditure of newly borrowed funds.  

Moreover, when financing takes place on the basis of risk sharing, investment 

takes place within the limits of available income and savings. The use of savings, 

rather than newly “created” funds borrowed to finance spending, inhibits the 

formation of asset bubbles. This helps to mitigate the economic swings that come 

with business cycles.  

Financing investment on the basis of risk sharing would also help to reduce 

inflation. The reason is that when firms raise funds by selling shares, there is no need 

for them to pass interest expenses on to consumers in the form of higher prices 

because they have no interest expenses.  

Equity financing also helps reduce unemployment. In an environment where the 

option to earn guaranteed interest income does not exist, parties with surplus 

capital will be compelled to invest their funds in the real sector. The requirement to 

earn high profits and to post acceptable collateral would no longer stand in the way 

of access to investment funds.  

Equity financing would in addition enable better sharing of wealth. The reason is 

that lenders will no longer be able to collect “guaranteed” payments of interest. The 

one-way, long-term flow of interest income from borrowers to creditors will be 
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arrested. This will reduce the concentration of wealth in the hands of the 

shareholders of financial institutions.  

A major obstacle to a fuller implementation of risk sharing is a limited awareness 

of the burdens placed upon society by interest-based financing. Thus, it becomes 

important to highlight the burdens imposed on society, not all of which take a 

monetary form, of debt or debt-like financing. It is also necessary to propose viable 

responses to these problems. The work presented here seeks to accomplish 

precisely that.  

Part I identifies a number of issues that emerged in Islamic finance as a result of 

the replication of debt instruments. These include the type of transaction utilised in 

the securitisation process and the resulting level of protection available to investors. 

It concludes by putting the practice of replication in Islamic banking and finance, 

inclusive of benchmarking profits on Islamic securities, into the spotlight.  

Part II provides a comparison between Islamic and mainstream finance. 

Specifically, it looks at differences between profit and interest, as well as investment 

and lending. Additionally, I highlight the implications of financing by borrowing 

rather than by way of partnerships, and explore the question of the ethics of 

interest-based financing.  

Part III identifies and highlights the adverse effects of interest-based financing. 

These include reduced efficiency in the allocation of resources, indebtedness, 

systemic instability, inflation, unemployment, stagnating growth and a growing gap 

between the rich and poor.  
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Part IV explores at the Keynesian response to the effects of lending at interest. It 

is generally taken for granted that interest-based financing helps to allocate 

resources efficiently by “rationing” capital to enterprises sufficiently profitable to 

pay the rates of interest demanded by financial institutions. However, evidence 

indicates that interest-based financing, in fact reduces the efficiency with which 

scarce resources are allocated.  

Part V explores risk sharing. It highlights in particular the economic benefits to 

be realised by a wider utilisation of risk sharing. It argues that financing on the basis 

of risk sharing, far from producing the harmful effects brought about by debt 

financing, has precisely the reverse effects. Financing by way of risk sharing increases 

output, reduces unemployment, and stabilises prices. It also ensures greater stability, 

a more even distribution of wealth and dispenses with the need to go into debt. In 

the case of Islamic finance, a broader utilisation of risk sharing would additionally 

present-day bring practices in harmony with the requirements of the Shariah. 

Together, these constitute compelling reasons for adopting risk sharing as the 

preferred method of financing, whether in conventional or Islamic finance.  





 

I. Issues in Islamic finance 

1. Introduction 

Islamic finance experienced rapid growth since 2001 until about the 2008 global 

financial crisis, when a number of sukuk defaulted while others nearly defaulted. A 

number of issuers were unable to make periodic payments to investors on schedule 

as promised. When it became clear that not only the periodic payments but even the 

investors’ capital was at risk, alarm bells rang across the world of Islamic finance.  

The recent global financial crisis was a “test” of sorts for Islamic financial 

innovation. There is no doubt that at least some defaults took place because the 

sukuk obliged entrepreneurs to make predetermined payments to investors, as well 

as to guarantee investors’ capital, regardless of the conditions prevailing in the 

market and the profitability (or lack of it) of the businesses being financed.  

The defaults made it clear that the sukuk that defaulted were not designed to 

share risk, but to confine it to issuers. Had the sukuk been designed to share risk, 

investors would have had to share losses with issuers. There would have been no 

defaults, only losses.  

The defaults illustrated the risks of fixed income instruments, which committed 

issuers to make predetermined (fixed) payments, regardless of the profitability of 

the underlying assets. During an economic downturn, issuers may be unable to earn 

sufficient profits to make payments promised to investors. The commitment to 
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guarantee both periodic payments as well as capital increased the risk of bankruptcy 

faced by issuers. 

The sukuk that defaulted or nearly defaulted featured both of the primary 

characteristics of bonds: a commitment to pay fixed income to capital providers, and 

the commitment to guarantee (return) the investors’ capital. The first commitment 

is known as the “income guarantee.” The second commitment is known as the 

“capital guarantee.”  

The income and capital guarantees had the effect of transforming what should 

have been risk-sharing contracts into replicas of debt instruments or conventional 

bonds. In this way the inclusion of income and capital guarantees, introduced into 

the sukuk contract a new risk, one that was not there before: the risk of default.  

The fact that sukuk are commonly referred to as “Islamic bonds” confirms the 

view that little substantial differences exist between sukuk and conventional bonds. 

The differences appear to be largely formal. This is further conformed by the fact 

that sukuk are treated in the same way as bonds for the purposes of taxation.  

2. Sukuk  

Sukuk is the plural of sakk, meaning a “certificate.” Sukuk are certificates of 

investment. Sukuk are certificates of ownership of specific “underlying” assets.” As 

owners of the underlying assets, sukuk holders become entitled to a share of the 

profits generated by those assets.  



 15 

Sukuk are issued to finance trading and investment. Sukuk are issued by parties 

that require funds for the purpose of investment or trading. They are purchased by 

parties willing to provide such funds.  

Sukuk signify ownership of assets1 known as the “underlying assets.”2 These 

assets generate the returns (profits) to investors. In principle, if not always in 

practice, sukuk certificates may be traded in the secondary securities markets. 

All sukuk require assets “to be sold, leased, or invested in. This is the essence of 

sukuk … the certificate should represent an ownership interest in the underlying 

asset.”3 The claim embodied in sukuk is “not simply a claim to a cash flow but an 

ownership claim …”4 This recognition needs to be reflected in the way the sukuk are 

structured, as the sukuk would “lose their Shariah compliance without a share in 

ownership of the asset.”5  

As co-owners of productive assets, sukuk holders face the risks of ownership. In 

particular, they face the risk that their assets may not generate profits or may even 

incur losses. They also face the risk that the assets may be damaged or destroyed.  

Early forms of sukuk were used as far back in Islamic history as the time of the 

caliph Omar. These sukuk entitled the bearer (typically a soldier) to collect a 

specified quantity of food (such as grain) at designated centres of distribution. The 

sukuk were marketable and were commonly traded at discounts. They were directly 

exchangeable into a specific and intrinsically valuable asset, and they derived their 

value from the asset backing the sukuk, normally a specified quantity of a given 

commodity.  
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When a person bought an asset-backed certificate of this type, he purchased not 

only the certificate, but also the underlying asset backing the certificate. If the sukuk 

were not exchangeable into the asset backing them, they would lose their value. 

These were the earliest examples of what we would today call “asset-backed” sukuk. 

Borrowing at interest is not permitted in Islam, as “all loans must be interest-

free…”6 The interest-free loan is known as qard hasan (good loan). Not everyone, 

however, may be willing to lend a given sum of money without getting something in 

return. Accordingly, another incentive is required to reward people with surplus 

funds who make them available to those that need funds. This other incentive is 

profit. While Muslims cannot make or obtain loans at interest, they are permitted – 

indeed encouraged – to earn profit. One way to earn profit is by investing in sukuk. 

Sukuk are categorised into trade-based and participatory sukuk. Trade-based 

sukuk are used to finance trade, while participatory sukuk are used to finance 

investment.7 Sukuk issued to finance trade are known as contracts of exchange, 

('uqud mu'awadhat). Sukuk issued to finance investment are known as contracts of 

participation ('uqud ishtirak).8  

Sukuk issued to finance trade enable issuers to make payments (to sellers) or 

deliveries (to buyers) on a deferred basis.9 Sukuk murabahah, for example, enable 

buyers of assets (issuers of sukuk) to pay sellers of assets on a later date or dates. By 

issuing sukuk, the party buying a given asset evidences its debt to the seller of the 

asset (sukuk subscribers).  

Trade-based sukuk include bai' bithaman ajil (BBA), sukuk istisna' (a contract to 

manufacture specified items), sukuk salam (a forward sale) and sukuk ijara (a sale 
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and leaseback contract). In so far as they represent promises to deliver goods rather 

than funds on a future date, sukuk salam and istisna are also known as “non-

monetary debt securities.”10  

The type of sukuk a trader issues depends on the type of contract he or she 

intends to finance. The most popular trade-based instruments are sukuk murabahah. 

The expression murabahah comes from ribh, meaning gain or profit. A murabahah is 

a sale in which an asset is sold at a price that includes the price of goods plus a mark-

up. The cost price of the item is made known to the buyer.11 The price can be paid 

on the spot or on a deferred date or dates. When the price is paid on a later dates or 

dates, buyers of the asset issue sukuk murabahah to evidence their debt to the 

sellers of the asset.  

Sukuk salam is a prepaid (or forward) sale. Payment is made on the spot and the 

assets (typically commodities) are delivered in future. The seller of the commodity 

issues sukuk salam to the buyer of the commodity in exchange for cash paid on the 

spot. The sukuk certificates evidence the obligation of the seller to deliver the 

receivables (commodities) to the buyer in future. The price, quantity, quality, and 

the delivery date are all agreed upon in advance. Buyers of the commodities realise a 

profit by reselling them for a higher price to third parties.12  

Sukuk istisna’ is a manufacturing contract. A financial institution will buy an asset 

(not yet constructed) from a manufacturer for a cash price paid on the spot. The 

manufacturer will use the proceeds to construct the asset according to specifications. 

The financial institution will subsequently sell the completed project to a third party 

for a higher (deferred) price, to be paid in instalments. The third party buying the 
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completed assets will issue sukuk istisna to the financial institution (investor) to 

evidence its obligation to make the promised payments over the course of the 

payment period.  

Sukuk ijarah is a sale and leaseback contract of selected assets over a period of 

time. The originator (party seeking to raise funds) sells specific assets to an SPV 

(special purpose vehicle) that acts as a trustee on behalf of investors (sukuk holders). 

The buyers of the assets (lessors/investors) subsequently lease the assets back to the 

seller (lessee/originator) for a specified period of time at an agreed upon rental 

payment. The asset can be a parcel of land, a building, an aircraft, a ship, or any 

other rental-generating asset. After an agreed period of time, the lessor (investors) 

sells the asset back to the originator.  

Profit and loss-sharing sukuk are known as “participatory” sukuk, because they 

enable investors to participate in different ways in a given business enterprise. By 

selling participatory sukuk to investors, issuers invite interested parties to become 

partners in a given business venture. Like sukuk issued to finance trade, participatory 

sukuk reward investors (sukuk holders/partners) with profit – when profit is earned. 

Profit is earned in exchange for funding and participating in a business enterprise, 

and for taking risk in the course of this participation.  

Contracts of participation include the musharakah (partnership) and the 

mudharabah (managed partnership). Participatory (profit and loss-sharing) sukuk are 

similar to ordinary shares.13 Sukuk mudarabah and musharakah are risk-sharing 

contracts par excellence.14 In return for making funds available to issuers, investors 

(subscribers) become part owners of the underlying assets.  
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Participatory sukuk evidence the participation of investors (sukuk holders) in a 

business enterprise. As owners of the assets, sukuk holders (investors) are entitled 

to an agreed upon share of the total profits they generate, less any legitimate 

deductions such as management fees. Neither profit nor capital is guaranteed to 

investors.15  

The ratio at which profit is shared among partners is determined beforehand. 

The total amount of profit earned, however, is not determined in advance. Neither 

party knows how much profit may be generated by a given investment. This means 

that the counterparties are required to share the risks of the enterprise. Profitability 

depends on a number of factors. Prominent among these are the efficiency of the 

assets purchased using the raised funds, the management, the regulatory 

environment, as well as prevailing economic conditions.  

Participation in a business partnership will depend on the role investors (buyers 

of sukuk or sukuk holders) wish to play. In the case of the mudarabah, a professional 

manager (mudarib), who can also be a partner, is hired to manage the enterprise. 

The party financing the investment (buyer of the sukuk or investor) is the rabb al mal 

(capital provider). The owner of the capital and the mudarib share profits according 

to a pre-agreed ratio. Losses are borne exclusively by the rabb al mal, unless the 

mudarib is also a partner. Where the mudarib functions only as a professional 

manager, he is responsible for losses only in cases of wilful negligence or fraud.16 The 

mudarib cannot guarantee profits to sukuk investors. 

It should be noted that it is not permissible to guarantee the capital or profit in a 

mudharabah sukuk transaction. The mudarib is considered as the manager and 
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trustee (amin) of the mudharabah fund and its project. Thus, the mudarib is not 

responsible for losses unless they are due to negligence or dishonesty.17 

If investors wish to participate more directly in the management of the business 

and have a say in how the business is run, the partnership may take the form of a 

musharakah. Partners share both profits and losses, as the case may be.18 Profits are 

shared – as in a mudharabah – according to a pre-agreed ratio. Losses, however, are 

shared on a proportional basis (according to the amounts invested by each 

partner).19 As in a mudharabah, neither profits nor capital are guaranteed.20  

The advantage of participatory sukuk is that they enable genuine profit and loss 

sharing. The sharing of rewards as well as losses is more in agreement with justice 

than an arrangement where the party providing financing shares in the profits but 

not in the losses of the enterprise.  

Participatory sukuk provide opportunities people to participate in projects such 

as universities, schools, hospitals, clinics, factories, bridges, highways, roads, ports, 

airports, and other projects. The construction of dams, waste disposal facilities, 

telecommunication infrastructure, electricity generating stations as well as power 

delivery grids are likewise commonly financed by issuing sukuk.   

Sukuk are issued by means of “securitisation.” This enables governments and 

businesses to obtain credit or funds in the capital markets for the purpose of trade, 

investment or development. Securitised assets commonly include real property, 

usufructs or receivables, or a combination of these. Securitisation makes it possible 

to the trade assets by trading securities.  
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There is limited consensus among Muslim scholars on what constitutes 

acceptable assets for the purpose of securitisation. Some insist that real assets such 

as buildings or land need to comprise at least 51% of the portfolio of the securitised 

assets. Others maintain that receivables (debts) may also qualify as assets for the 

purpose of securitisation.21  

Securitisation begins with the party seeking funds (originator) selling some of its 

assets to a special purpose company. This company is known as a “special purpose 

vehicle” (SPV) or a special purpose mudarib (SPM).22 The SPM acts as a trustee on 

behalf of the sukuk holders (investors). It acts in the interests of the sukuk holders 

(investors).  

The mudarib issues and sells sukuk to investors, local and foreign. The proceeds 

of the sale are used by the mudarib to purchase the securitised assets from the 

originator (entrepreneur). The buyers (subscribers) of the sukuk become the sukuk 

holders (investors) and the owners of the underlying assets.23 The SPM periodically 

remits dividends generated by the underlying assets to the sukuk holders, less the 

agreed-upon share due to the mudarib.24  

To protect the interests of the sukuk holders, the SPM needs to be “bankruptcy-

remote” from the originator. This requires the SPM to be legally separate from the 

sponsoring company (originator). The SPM owns and manages the securitised assets 

independently of the originating company.  

Bankruptcy-remoteness can be achieved by setting the SPM up as an “orphan” 

company. This will prevent originators (the parent company) from using the assets of 

the SPM to pay for any liabilities that may result from a possible originator 
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bankruptcy. Moreover, to ensure that the securitised assets become “bankruptcy 

remote” from the originator, they have to be sold to the SPM by way of a “true sale.” 

In a true sale, sellers transfer all rights to an asset to buyers. When a true sale 

takes place, originators legally transfer the ownership of the underlying assets to 

investors. In this case, the returns (profits) to sukuk holders/buyers should remain 

unaffected even if the originator (the company that sold the assets to the SPM) goes 

bankrupt because the profits come directly from the productive activities of the 

underlying assets rather than from the general revenues of the originators.25  

In practice, however, most sukuk have been structured to enable originators to 

retain legal ownership of the underlying assets, even after “selling” them to the 

investors.26 The reason is that “many companies do not want to ‘sell’ their quality 

assets to investors.”27 Retaining legal ownership of the underlying assets is typically 

accomplished in two ways. Originators retain legal ownership of all assets owned by 

the SPM by retaining legal control and ownership of the SPM. Such an SPM would 

not, however, be bankruptcy-remote. Under such an arrangement, no true sale of 

the securitised assets takes place.  

Alternatively, the originator can retain legal ownership and control of the 

underlying assets by retaining them on its balance sheet rather than selling to the 

mudarib (SPM) at all. In these cases, no sale of assets to an SPM acting on behalf of 

the investors takes place, let alone a true sale. Originators retain legal ownership of 

the underlying assets in both cases. In neither case does a “true” sale of the assets 

take place.28 



 23 

Structuring sukuk to replicate conventional bonds was justified on the grounds 

that the “market tends to … expect sukuk to be within the ‘fixed income’ types of 

investment with minimal or controlled risks and capital preservation features.”29 

Market expectations, however, cannot provide guidelines on how to structure sukuk 

in ways that comply with the Shariah.  

Markets have many expectations, some of which include the production of 

intoxicating substances or the provision of gambling services. Markets are willing to 

supply any products or services, as long as there is a demand for it. Surely, complying 

with the Shariah needs to take priority over meeting market expectations.  

Contrary to a popular misconception, a large volume of funds that finance 

business investment is raised in the form of equity (and not loans) on the open 

market (that is, common stocks, which are permissible under Islamic law. Indeed, 

“[a]s a practical matter, equity financing is widely used and has many advantages 

over debt-based financing.”30 

The issuance of sukuk was spurred over the last few decades by the need to 

finance large infrastructure development in Muslim countries including the 

construction of highways, ports, airports, universities, hospitals, power generating 

stations, distribution grids, telecommunication networks, railroads, housing, clean 

water supply as well as drainage facilities. The need to tap Islamic funds generated 

by the sales of oil in the Middle Eastern and other resource-rich Muslim countries 

contributed to the growth of the sukuk market.31 As Muslims are not permitted to 

issue, buy or sell interest-bearing securities, there was a need to find a way of raising 
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and investing funds in the capital markets that would dispense with the need to pay 

or earn interest. This need was met by sukuk.32  

In Malaysia, sukuk made their first appearance in the early 1990’s. They were 

known as Islamic Debt Securities or IDSs. These included the murabaha sukuk in the 

form of the BBA (Bai’ Bithaman Ajil, deferred payment sales).33 Additional types of 

sukuk appeared after 2000. These included istisna, salam, ijarah, and intifa’.34 The 

IDSs remained the most common type of sukuk up until 2004, when the market saw 

the emergence of participatory sukuk such as the mudarabah and musharakah, as 

well as sukuk exchangeable or convertible into common shares.  

By 1996, total sukuk issued in Malaysia amounted to RM2.3 billion. This rose to 

RM5.2 billion in 1997. There was a slowdown in the issuance of sukuk in 1998 and 

1999 due to the Asian financial crisis. In 2000, total sukuk issued rose to RM7.6 

billion, rising to RM13.2 billion in 2001. By 2003, the total amount of sukuk issued in 

Malaysia was RM 70 billion. By 2006, the total amount of sukuk outstanding grew to 

RM105.2 billion. By 2007 it stood at RM135.8 billion. As of September 2008, just 

before the recent financial crisis, the total outstanding sukuk stood at RM146 

billion.35 In 2009, total sukuk issuance in Malaysia was RM32 billion. In 2010, sukuk 

issuance in Malaysia fell 30% from 2009 to RM22.4 billion. 36  By the end of 

September 2011, sales of sukuk in Malaysia totalled RM 19.3 billion.37 By the end of 

July 2011, Malaysia had RM 350 billion (US$ 112.3 billion) of sukuk outstanding, or 

62.7 per cent of the world’s total.38 “Bursa Malaysia's total sukuk listings amount to 

US$27.6 billion, comprising 19 sukuk listed by 17 issuers, three of which are foreign 

issuers.”39 
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Global sukuk issuance increased from slightly more than US$5 billion in 2001 to a 

record of US$ 32 billion in 2007.40 In 2008, issuance declined to US$14.9 billion.41 It 

rose again to US$24.7 billion in 2009.42 In 2010, global sukuk sales amounted to 

US$15.3 billion.43 By the end of July 2011, they reached US$18 billion.44 Most of the 

issues were sovereign (government) or quasi-sovereign (government-linked). The 

total amount of sukuk outstanding globally by the end of September 2011 was 

US$130 billion, of which 60% has been issued by Malaysia.45  

In 2002, Malaysia launched the world’s first US dollar denominated sovereign 

issue of sukuk ijarah, worth US$600 million, with a five-year tenor.46 In 2003, Qatar 

followed with its own sukuk ijarah worth US$ 700 million. In the same year the 

Islamic Development Bank issued US$ 400 million worth of sukuk istithmar. In 2004, 

Dubai Civil Aviation issued US$1 billion of sukuk ijarah. 2005 saw the Emirates 

Airlines issue US$550 million of sukuk musharakah. In the same year Pakistan issued 

US$600 million worth of sukuk ijarah. In 2006, Khazanah Nasional of Malaysia issued 

the first tranche of US$750 million exchangeable sukuk musharakah. In the same 

year, PCFC and Nakheel issued US$3.5 and US$3.52 billions of sukuk musharakah 

and ijarah, respectively. In 2007, Al Daar Properties issued US$2.35 billions of 

mudarabah convertible sukuk. In the same year, Daar International issued US$600 

million of ijarah sukuk. Khazanah Nasional of Malaysia issued its second tranche of 

musharakah exchangeable sukuk of US$750 million in 2007. In the same year, 

Malayan Banking issued US$300 million worth of sukuk.47 In 2009, Petronas of 

Malaysia issued US$ 1.5 billion of sukuk ijarah.48 In 2010, after a hiatus of eight years, 

Malaysia issued US$1.25 billion sovereign sukuk ijarah with a five-year maturity 

period. The sukuk yield 3.928% returns per annum. 49  In 2011, notable issues 
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included the RM600 million issue, the first tranche of a RM3.5 billion program that 

ends in 2016, by Kuwait-based Gulf Investment Council (GIC). The sukuk were 

structured to yield 5.25% per annum.50 In the same year, Malaysia issued two 

tranches of sukuk wakala. The first was a US$1.2 billion 5 year tranche yielding 

2.99% per annum, and a US$800 million 10 year tranche yielding 4.65% per annum.51 

Top originators currently include Nakheel, PCFC, Aldar Properties, DP World from 

UAE, SABIC from the Kingdom of Saudi Arabia, and Nucleus from Malaysia. Together 

these originators have issued about 31% of total world sukuk.52 

3. Defaults 

Default takes one or both of two forms: i) the failure of borrowers to make a 

promised periodic repayment, and ii) the failure of borrowers to repay the principal 

amount of the loan.  

Adverse economic conditions played a role in the sukuk defaults and near 

defaults. When the cash flows of any enterprise utilising loan financing in preference 

to risk sharing turn out to be lower than expected, the likelihood of default increases.  

However, the fact that the majority of sukuk were structured to replicate 

conventional bonds, i.e. securities subject to default, played a key role in the 

defaults and near defaults. By mimicking the chief characteristics of conventional 

bonds, income and capital guarantees, issuers replicated and thereby exposed 

themselves to the risk of default.53  

On April 27, 2009, Kuwait-based The Investment Dar (TID) missed a $100 million 

payment on its sukuk registered in Bahrain.54 TID, which claimed 50% of British 
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luxury carmaker Aston Martin in its portfolio of investments, had debts at that time 

amounting to nearly $3.5 billion.55 The default was followed by a dispute with 

Lebanon’s Blom Bank.56  

On April 12, 2010 another Kuwait company, the International Investment Group 

(IIG) failed to pay a distribution payment of $3.3 million on a $200 million sukuk. IIG 

defaulted a second time, on July 12, 2010, when it missed a $152 million due on 

another sukuk.57  

In Malaysia, “there were … seven sukuk defaults totaling RM741 million, 

accounting for only less than half a per cent of the country’s total sukuk market, 

between January and November 2009.”58 

The Saad Group of Saudi Arabia, which owns a stake in HSBC,59 and has been at 

the centre of fraud allegations, defaulted on a $650 million sukuk, even as it asked 

creditors not to take legal action.60 Texas-based East Cameron Gas Company, which 

issued a US offering of sukuk worth $165 million backed by oil and gas assets, was 

another defaulter.  

Most prominent among the “near defaults” were sukuk issued by Nakheel World, 

a subsidiary of Dubai World, owned by the Dubai government. 61  Due to the 

extraordinarily large sums involved, the Dubai “near defaults” had the greatest 

impact on the sukuk market.   

All sukuk that defaulted or nearly defaulted had three distinctive characteristics 

of “conventional fixed income or ‘debt’ instruments.”62 First, the sukuk agreements 

legally (contractually) obliged originators to pay fixed income – similar to interest 

payments – to investors (sukuk holders) on specified dates. The magnitude of the 
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“dividend” payments as well as due dates were determined in advance, much the 

same way as the payments of interest are determined on conventional loans.  

Second, originators were legally required to return to investors all of their capital 

– just as borrowers are required to return the principal amounts of loans to creditors 

– on a specific day, again determined in advance, known as the “maturity date.” 

Third, the quantum of the “dividends” to be paid to the providers of capital was 

determined as a percentage of the amount of money invested rather than as a 

percentage of the amount of profit earned. This means there was no link in these 

contracts between the amount of profit earned by the underlying assets and the 

amount of “dividends” paid to “investors.”  

Determining profits as a proportion of the total amount of the loan rather than 

as a proportion of the total profits effectively made the amount of “profit” paid to 

investors depend on a factor other than the efficiency (profitability) of the 

underlying assets. This stands in sharp contrast with the standard business practice 

of making reward – whether in the form of profit, rent or wages – dependent on and 

indeed proportionate to the value of the contribution by the party receiving the 

reward.  

The risk of default was incorporated into the sukuk structures by the inclusion of 

profit and capital guarantees in the sukuk agreements. The risk of default in the form 

of a failure to make a periodic payment on time was incorporated into the sukuk 

structure by requiring originators to make predetermined “dividend” payments to 

investors. The risk of default in the form of a failure to repay the principal amount 
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was incorporated into the sukuk structure by requiring issuers to repurchase the 

underlying assets on a specified date in the future.  

The obligation to repurchase the underlying assets incorporated the risk of 

default into the sukuk structure by producing an “amount owing” by issuers to sukuk 

holders.63 Since originators were obliged to repurchase the underlying assets at the 

same (exercise) price at which they initially sold them, “investors” would get back 

exactly the same amount as they originally “invested.” The repurchase undertaking, 

in other words, was a way to “repay principal to the Sukuk investors.”64 In cases 

where originators fail to repurchase the assets on the due date, they will be in 

default. The repurchase undertaking (wa’d) replicated the “redemption” of 

conventional bonds.65  

The risk of default in the form of a failure to repurchase the underlying assets is 

known as asset redemption risk. This is the risk is that by the time the sukuk 

“mature,” issuers might not have enough money to “redeem” the sukuk by 

repurchasing the underlying assets.66  The risk arises “due to the fact that the 

originator has to buy back the leased assets.”67 When the originator does not have 

enough money “to buy [the underlying assets] back from the certificate holder,”68 a 

“default” takes place. As a consequence of such “default,” originators may be forced 

into bankruptcy or forced into restructuring their obligations.  

The incorporation of income and capital guarantees in the sukuk structures 

transformed what are expected to be profit and loss sharing securities into replicas 

of debt instruments, similar to bonds. Income and capital guarantees effectively 

rendered the principle of profit and loss sharing inoperative.  
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Despite formal compliance with the Shariah, “much of Islamic finance today is 

focused on replicating the conventional system … an inevitable consequence is that 

any problems/flaws are also likely to be replicated (emphasis supplied).”69 To make 

matters worse, not only were sukuk structured to replicate bonds; the vast majority 

(90%) were structured to replicate unsecured bonds.70 

The practice of guaranteeing to sukuk holders both dividends as well as capital, 

“created sukuk instruments that, in substance, attempt to be identical to 

conventional bonds.” 71  “[M]any sukuk are structured to resemble conventional 

bonds … This is one of the criticisms of Islamic products: instead of coming up with 

products that reflect the spirit and substance of Islamic law, they are structured very 

similar to conventional products.”72  

In other words, while sukuk have achieved Shariah compliance in form, it is less 

evident that they achieved it in substance. “Questions have been raised as to 

whether mirroring existing products and returns through financial engineering is a 

sound basis for the industry to develop … Islamic finance differentiates itself from 

other forms of finance through the sanctity of the [S]hariah principles on which it is 

based … If this sanctity is compromised, then the point of Islamic finance is lost.”73  

For these reasons, “The AAOIFI Sharia Board recommends and advises Islamic 

financial institutions to limit their dependence on operations which closely replicate 

traditional lending and borrowing, and to capitalize on real musharakah transactions 

based on profit and loss sharing, in a way that better achieves Shariah objectives.”74 

The recommended form of business participation in Islam is the partnership, in 

the form of the mudarabah or the musharakah. “Mudharabah may be viewed as 
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equity due to its feature of no pre-fixed periodic payments; rather payments are 

made from profits, similar to dividends. Further, as a general rule, the rab al-mal 

cannot foreclose or take legal action if there are no profits for distribution.”75 The 

fact that profit and loss sharing sukuk do not come with guarantees does not mean 

that their holders of cannot liquidate (recover) their investments. Depending on 

timing and market conditions, holders of profit and loss-sharing instruments can sell 

their securities in the secondary market. 

The defaults and near defaults, as well as doubts regarding the protection 

afforded to investors in cases of default dented the reputation of sukuk as 

investment vehicles that offer strong investor protection. In order to restore investor 

confidence in Islamic finance and ensure compliance with the Shariah, a change is 

required in the way sukuk are structured. There is a need to move away from 

structuring sukuk as debt-like instruments and structure sukuk as securities that 

enable genuine profit and loss sharing, a fundamental pillar of Islamic finance. 

Sukuk are typically categorised into “trade-based” and “participatory,” 

depending on whether they are issued to finance trade or investment. However, as a 

result of the recent defaults of a number of sukuk and the near defaults of others, a 

new classification entered the sukuk discourse, that between “asset-backed” and 

“asset-based” sukuk.  

Few investors, it seems, were aware of the differences between the “asset-

based” and “asset-backed” sukuk or of the implications these differences have on 

investor protection. An examination indicates that the apparently minor difference 

in the designation of the sukuk obscures significant differences. These centre on the 
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type of sale utilised in the securitisation process, the kind of ownership this type of 

sale bestowed on them, and the degree of protection investors could expect from 

the type of ownership they acquired. 

The sukuk defaults took place in the aftermath of the recent (2008) financial 

crisis and came as a surprise. This was the first time any issuers of sukuk “defaulted” 

in recorded history. All sukuk that defaulted were of the “asset-based” variety. As a 

result, investors were asking not only why the sukuk defaulted, but why in particular 

the asset-based sukuk defaulted while the asset-backed did not. 

One need not look far for the reason why the “asset-based” sukuk defaulted 

while the “asset-backed” did not. The asset-based sukuk, unlike their asset-backed 

counterparts, were structured to replicate debt instruments, such as bonds. The 

latter require issuers (borrowers) to guarantee both interest and the principal 

amount of the loan to bond buyers (creditors). Taken together, these guarantees are 

known as “income and capital guarantees.” 

Bonds are IOUs or loans. All lenders are exposed the risk that their loans might 

not be paid back. This risk is known as credit risk or the risk of default. However, 

because they were structured to replicate conventional bonds, the asset-based 

sukuk also replicated the risk of default.  

By contrast, none of the asset-backed sukuk defaulted. The reason was that the 

asset-backed sukuk did not have a debt-like structure. All “asset-backed” sukuk – 

unlike their asset-based counterparts – were structured to share profits and losses 

rather than replicate bonds. Originators of asset-backed sukuk did not promise 

investors profits whose quantum and due dates were determined in advance.  
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Unlike issuers of bonds, issuers of profit and loss sharing securities cannot 

default. The reason is that raising funds on the basis of risk sharing does not require 

issuers to commit themselves legally to make predetermined payments of dividends 

to investors. Neither does it require entrepreneurs to guarantee investors’ capital.  

In other words, issuers of risk sharing securities offer investors neither income 

nor capital guarantees. Issuers of such securities pay dividends to investors only 

when the underlying assets earn profits. 

Issuers of asset-based sukuk, however, incorporated both income and capital 

guarantees in the sukuk contracts. By doing so, they imparted a debt-like structure 

of conventional bonds to the sukuk they issued. Income and capital guarantees are 

the chief characteristics of bonds. The inclusion of income and capital guarantees, 

however, ensured that a single failure to make a periodic payment on time, or to 

redeem the principal amount on the due date, would constitute “default.”76  

The income guarantee was incorporated into the sukuk structure by requiring 

issuers to pay investors a specified amount of “dividends” on specific dates. Both the 

amount of the dividends as well as the dates on which they were to be paid were 

determined in advance.  

In other words, the quantum of the profits that the originators were going to pay 

was determined before the business activities that were to generate the profits even 

commenced. In a striking departure from business practice, if not from common 

sense, entrepreneurs (originators) agreed to pay investors “dividends” even when 

their enterprises experienced losses.  
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The asset-based sukuk resembled bonds also in that “dividends” were calculated 

as a percentage of the total amount “invested” rather than as a percentage of total 

profits, just as interest payments are determined as a percentage of the total 

amount of a given loan.77  

The capital guarantee was incorporated into the sukuk structures by requiring 

originators to refund to investors their capital in full, on a specific day in the future, 

known as the maturity date. To comply with the Shariah – at least in form – the full 

repayment of the principal amount “invested” was ensured by requiring originators 

to repurchase the underlying assets from investors on an agreed-upon date. The 

price at which the assets were repurchased was identical to the price at which they 

were first sold to the investors.  

This had the effect of returning to “investors” exactly the same amount they 

“invested” when they initially purchased the assets. In other words, the repurchase 

had the same effect in substance as repaying a loan. It is thus hardly surprising that 

asset-based sukuk are commonly referred to as “Islamic bonds.” Even from the 

perspective of the law – for the purpose of taxation – asset-based sukuk are treated 

as bonds.  

The sukuk were structured to replicate conventional bonds on the grounds that 

“this is what investors were looking for” and because “this is what the market 

wanted.” The “market,” however, cannot provide guidance on what type of sukuk 

meets Shariah requirements. Markets facilitate trade. They reflect what people are 

buying and selling, as well as the quantities and prices at which trading takes place. 

Markets are neither equipped, nor able to make, judgments of an ethical nature.  
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Another reason for replicating debt-like instruments was that issuers wanted to 

raise capital without having to sell any assets. Investors, on their part, did not want 

to become owners of assets and assume the risks of ownership. They wanted bond-

like instruments with income and capital guarantees. They wanted their profits to be 

guaranteed and to earn them without taking risk.  

In order to enable both originators and investors to realise their respective 

objectives, a special type of sale was accordingly required. Selling the underlying 

assets to investors by way of a true sale, as required by the Shariah, would not 

achieve the desired objectives of the originators and the investors.  

What was required was a type of sale that would enable originators to “sell” 

underlying assets to investors, while at same time enabling them to maintain legal 

ownership of the assets thus “sold.”  

This could be accomplished by utilising a special type of sale, known only in 

common law. This type of sale is known as a sale that “falls short of a true sale.” 

Such a sale does not require the transfer of legal ownership from the seller to the 

buyer. A sale that falls short of a true sale transfers merely “beneficial ownership” on 

the buyer.  

A sale that “falls short of a true sale,” however, is not recognised as a valid sale 

under the Shariah. It is, however, recognised as a valid sale in another legal system, 

the common law, widely known for its creditor friendliness. Resorting to the 

common law instead of the Shariah notion of sale, however, raises a number of 

issues.  
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First, is the departure from the Shariah conception of a valid sale justified? 

Second, is it reasonable to expect that a sale that is not valid under the Shariah is 

likely to produce sukuk that are Shariah compliant? Third, what implications do sales 

of underlying assets to investors by means of sales that fall short of true sales have 

on investor protection in cases of originator bankruptcy?  

Sales that fall short of true sales transfer only “beneficial” but not “legal” 

ownership of the underlying assets from sellers to buyers. Beneficial ownership 

accordingly does not entitle investors to sell the underlying assets in cases of 

originator bankruptcy. In this way, the failure to gain legal ownership of the 

underlying assets exposes investors to the risk of losing all their investments in cases 

of originator bankruptcy. 

As a result of a lack of a true sale of the underlying assets by originators to 

investors, a new class of sukuk emerged, known as “asset-based” sukuk. The “asset-

based” sukuk, however, were declared non-compliant by the AAOIFI in 2008, just 

months before the recent global financial crisis. It was in this class of sukuk that all 

the defaults took place. Sukuk issuers defaulted because – due to the economic and 

financial crisis – they did not earn sufficient profits to make the payments promised 

to investors. 

The development of the two types of sukuk created something of a crisis in the 

sukuk industry, reflecting differing visions of Islamic securitisation. One vision seeks 

to implement profit and loss sharing, while the other appears satisfied with 

replicating conventional bonds and achieving at least formal if not substantial 

compliance with the Shariah. There is a need to harmonise these two visions. 
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Taking a look the roots of Islamic finance, and its quintessential requirements 

should be helpful. Consensus needs to be arrived on how sukuk differ from 

conventional instruments and on how they need to be structured to comply with the 

Shariah. Revisiting the notion of a valid sale in Islamic securitisation would be a good 

place to begin. 

The tendency to replicate conventional instruments not only gave rise to a new 

type of sukuk, the asset-based sukuk. It also gave rise to a new type of ownership. 

This ownership is known as “beneficial ownership.” It is distinguished from 

traditional “legal ownership.” Like the sale that “falls short of a true sale,” the 

concept of “beneficial ownership” has been “imported” into the Shariah from the 

common law. It has no precedent in fiqh. 

Ownership is the right to possess, use, sell, donate or give as a gift any asset 

(property) belonging to a person known as the “owner.” Ownership signifies a 

particular kind of relationship between a person known as the “owner” and assets 

known as “property.”  

Ownership (milkiyah) is not the same as possession (qabd), as it is possible to 

own something without possessing it, or to possess something without owning it.  

Islam recognises the right of people to own property. Property is enjoyed as a 

convenience of life. It brings facility and ease (taysir). The protection of property is 

one of the objectives of the Shariah.  

Ownership of property, however, comes with responsibility. This includes the 

obligation to pay zakah and to use property only for good ends, whether private or 
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public. In other words, property should never be used for evil ends or criminal 

activities. 

The owner of an asset has control over his or her property to the exclusion of 

others. This means that a person cannot use someone’s property without the 

owner’s permission. In this sense, the right to property is an “exclusive” right. The 

right to own property is one of the expressions of the right to privacy.  

At a higher level, however, Islam teaches that all property belongs to God, and 

His servants are its custodians on earth. All property is held on trust (amanah) from 

God.78 Islam sees man as a vicegerent (khalifa) of God on the earth. Property is to be 

used for good purposes, such as helping the needy and the destitute. Within these 

limits, people may do with their property as they please.  

Ownership of an asset can be obtained by buying, inheriting it from one’s 

relatives, or accepting it as a gift or a donation. Ownership of an asset can also be 

acquired through work (’amal) or by manufacturing it. Where an asset is made by its 

owner, it is typically manufactured out of materials belonging to the owner, in a 

place owned or leased by the owner, and using tools belonging to the owner.  

However, an asset can also be manufactured using facilities owned and provided 

by others. In such cases, the manufacturer would rent any facilities required for 

making an asset from their respective owners. He may even engage the labour of 

others by paying them wages. Nevertheless, the person responsible for organising 

the production of the asset (the entrepreneur) would still be its rightful owner. 

In contrast to views espoused by ideologies such as socialism, ownership can 

take a “private” as well as a “public” form.79 Private property is owned directly by 
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people or households; public property is owned on behalf of the people by the 

government. The government represents (acts on behalf of) the people. Publicly 

owned property is also known as “government property.” Public utilities, for 

example, may be owned jointly by government and businesses or individuals.  

Private property may include land, houses, automobiles, home appliances, 

furniture as well as books, clothes and other items. Private property may also 

include businesses (sole proprietorships and partnerships). Examples of assets 

owned by firms include land, buildings, manufacturing equipment, materials, 

transportation and communication equipment, office furniture, and other items.  

Government property includes the infrastructure utilised in the delivery of public 

services. These include the supply of water, electricity, the maintenance of public 

safety, the administration of justice, and the establishment and maintenance of 

recreational amenities such as public parks and libraries. Government property 

additionally includes the infrastructure and equipment used in the provision of 

public education, health, welfare, and transportation. It may include infrastructure 

used in public broadcasting.  

A common way of transferring the ownership of an asset from one party to 

another is by selling it. In order to be valid under the Shariah, however, the sale 

requires the seller to transfer all his rights to the asset to the buyer.80 After the 

transfer of all rights to the asset is complete, the seller has no more claims to the 

asset sold. The new owner has the right to dispose of the asset as he/she sees fit. 

This includes selling the newly acquired asset to a third party.  
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In the case of assets of lesser value, such as a home appliance, there is no need 

to record the transfer of ownership in writing. In the case of more valuable assets 

such as land or houses, the name of the new owner should be recorded on a deed or 

certificate of ownership, as well as registered in public records, where applicable.  

The Shariah recognises the right of people to transfer ownership to others in 

different ways, which include by means of making a gift, inheritance or by way of a 

sale. However, the Shariah recognises only one type of sale as a valid sale. This type 

of sale is known as a “true sale.”  

In a true sale the seller transfers all his/her rights to an asset to the buyer, 

including the right to sell the asset to a third party. In other words, a true sale 

transfers full legal ownership from the seller to the buyer of the asset. This type of 

sale produced a class of sukuk known as “asset-backed” sukuk.  

If the seller transfers to the buyer only some but not all rights to an asset, such 

as the right to sell the asset, then such a sale is known as “a sale that falls short of a 

true sale.” This type of sale produces sukuk known as “asset-based” sukuk.  

However, a sale that falls short of a true sale is not recognised as a valid sale 

under the Shariah. The reason is that in a sale that “falls short of a true sale” sellers 

transfer only some but not all rights to an asset to the buyers.  

These rights include the right to use the asset or obtain revenues from it. An 

important right – some would say the most important right – is not transferred to 

the buyers in a “sale that falls short of a true sale.” This is the right of the new owner 

to sell the asset he purchased to a third party. 
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Unlike a true sale, which bestows full legal ownership of an asset on the buyer, a 

“sale that falls short of a true sale” transfers merely “beneficial” ownership from the 

seller to the buyer.  

As a result, in all cases where this kind of sale was utilised – a sale that falls short 

of a true sale – investors acquired merely “beneficial” rather than full legal 

ownership of the underlying sukuk assets. Investors who purchased assets by way of 

sales that “fall short of true sales” thus acquired merely the right to a cash flow but 

not to the productive assets themselves.  

A number of issues arise in relation to a sale that “falls short of a true sale.” First, 

does the Shariah permit a seller of an asset to collect the full purchase price from a 

buyer without transferring legal ownership to the buyer of the asset in exchange?  

The sale that falls short of a true sale creates uncertainty about ownership 

because, since the seller of the asset retains legal ownership of the asset “sold,” he 

could conceivably sell the same asset again to another party, as he would still be the 

legal owner of the asset. Similarly, does the Shariah require a “buyer” to pay for an 

asset in a “sale” that does not entitle him to its legal ownership?  

Moreover, on what grounds is a party that acquires merely “beneficial 

ownership” of a given asset entitled to claim revenues generated by that asset? 

Revenues generated by an asset rightfully belong to the legal owners of the assets.   

Additional concerns arise about the validity of sales in which investors “sell” 

underlying sukuk assets back to the originators at the end of the sukuk term, as 

commonly required by repurchase undertakings. Effectively, investors are selling 

assets that do not legally belong to them. What is more, sukuk holders can sell the 



 42 

underlying assets only to the originators. In other words, investors are not permitted 

to sell their assets to third parties.  

The inability of the buyer to sell the sukuk assets to a third party acquired by 

way of sales that “fall short of true sales” means that buyers are effectively unable to 

“liquidate” their assets in the open market. This prevents them from recovering the 

money they paid for the assets by selling them. The investors become dependent on 

the originators not only for maintaining periodic payments but also for liquidating 

the underlying assets at the end of the sukuk term.  

This may not be a problem under normal conditions. However, a different 

scenario may emerge at a time of crisis, when originators may be experiencing 

liquidity problems, and for that reason be unable to keep their promise to 

repurchase the underlying assets at the price previously agreed upon.  

Liquidity is one of the most important features sought by investors. A lack of 

liquidity acts as a deterrent for investors to invest in any securities that give them 

anything less than legal ownership of underlying assets.  

It is for this reason that the sukuk certificates that signify merely beneficial 

ownership of the underlying assets – the asset-based sukuk – effectively become less 

tradable in the secondary markets, unlike their counterparts that offer legal 

ownership of the underlying assets to investors, the asset-backed sukuk.  

In principle, one may well wonder in what sense a transaction in which the legal 

ownership of an asset “sold” remains with the seller can be viewed as a “sale”? Is 

not the objective of a sale first and foremost the transfer of ownership of an asset 

from seller to buyer? If a transfer of ownership does not take place, can one 



 43 

reasonably claim that a “sale” has in fact taken place? One cannot help wondering 

how many buyers of a sound mind would knowingly enter a transaction that requires 

them to buy an asset in a manner that subsequently prevents them from selling it.  

It appears that the sale that “falls short of a true sale” defeats the primary 

purpose of a sale, which is to transfer ownership from seller to buyer. Due to its 

inherently ambiguous nature, a sale that “falls short of a true sale” could be used for 

fraudulent purposes. For example, it could be used to extract money from 

unsuspecting buyers by making them believe that they were purchasing assets while 

in fact they were not, at least not in the sense that matters most, the legal sense. 

The absence of legal ownership of the underlying assets in all asset-based sukuk 

had important implications for investors’ protection. The fact that investors obtained 

less than legal ownership of underlying assets exposed them to the risk that – in case 

of originator bankruptcy – they could lose their investments in toto.  

Investors in asset-based sukuk face this risk because – unlike investors in asset-

backed sukuk – their status in any originator bankruptcy proceedings would be akin 

to that of (unsecured) creditors. Their recourse would be only to the originators 

rather than to the assets. This might not matter much as long as originators were 

able to make all the agreed-upon payments to investors. However, a very different 

scenario may emerge at times of distress, when originators may be experiencing 

difficulties in meeting their financial commitments and perhaps facing bankruptcy at 

a time of dwindling profits.  

Recent experience when a number of sukuk “defaulted” and others nearly 

defaulted during the global financial crisis has provided evidence of this risk. A 
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number of investors who thought they were the legal owners of the underlying 

assets realised that in fact they were not. This came as a shock to them, because 

they assumed that when they “purchased” the underlying assets, they also became 

the legal owners of those assets. It appears these investors were unaware of the 

difference between legal and beneficial ownership or of the difference between 

sukuk that were “asset-backed” and those that were merely “asset-based.”  

In hindsight, it appears that there is a need to enhance both Shariah compliance 

as well as investor protection. Indeed, enhancing the former is likely to enhance the 

latter. There is also a need for greater transparency. Investors need to be informed 

what type of sukuk they are buying, in what sense they are buying them, and what 

type of ownership of the underlying assets they can expect. The law may need to be 

amended in order to ensure compliance with disclosure requirements.  

If it is confirmed that a “sale that falls short of a true sale” does not meet the 

requirements of a valid sale under the Shariah, it should be replaced by a sale that 

does, the true sale. The true sale of the underlying assets will not only ensure better 

compliance with the Shariah but will also provide better protection for investors, as 

they will become legal rather than merely beneficial owners of the underlying assets.  

The common law and the Shariah, while overlapping in some respects, 

nonetheless constitute different legal systems. In order for Islamic securitisation to 

remain Shariah compliant, maintain its credibility, and ensure investor protection, it 

is advisable to utilise Shariah notions of sale and ownership rather than those 

“imported” from other legal systems, such as the common law. Otherwise, there is a 
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risk that Islamic securitisation may produce instruments that reflect the ethos of the 

common law more fully than that of the Shariah.  

4. Replication  

When Islamic finance first made its appearance in its contemporary form in the 

1990s, expectations were high. It was hoped that Islamic finance would provide a 

more stable – and just – alternative to the conventional system, based on riba and 

characterised by roller-coaster cycles of boom and bust, caused by alternating 

expansions and contractions of credit. Islamic finance would also avoid other pitfalls 

of conventional finance, among them the rise of large and growing levels of debt – 

public and private – as well as a dramatically uneven distribution of wealth.  

Muslim nations with high birth rates, generously endowed with natural 

resources, needed Shariah compliant ways to channel funds from the sales of oil into 

development. This included the provision of infrastructure, oil exploration, drilling 

and refining, manufacturing, transportation, communication, health care and 

education. Islamic finance would channel funds first to where they were needed 

most. Sukuk, the Islamic financing instruments par excellence, would help direct 

resources in Shariah compliant ways to sectors requiring funding, and do so in the 

necessary quantities.  

Business enterprises requiring investment funds would issue sukuk to parties 

with surplus capital. These funds would be used to generate halal returns to 

investors in the form of profit. End-users such as workers in offices and factories, 

students in schools and universities, or patients in hospitals, would reap various 
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benefits from these investments, for example better quality infrastructure or 

educational facilities.  

What actually transpired was different from what was expected. Some 

businesses – such as Dubai World – ended up with unexpectedly high levels of debt, 

as well as a glut of infrastructure (residential and commercial property) for which 

there appeared to be little demand. 81  The surplus of property was proving 

particularly difficult to sell or rent as the financial crisis of 2008 went into full swing.  

Soon a number of sukuk defaulted. Others – such as those issued by Nakheel – 

nearly defaulted. The defaults came as a surprise as, in principle, only borrowers can 

default. The sukuk defaulted because they replicated conventional debt instruments 

(bonds) But sukuk were not expected to replicate debt. Something went wrong.  

Since the defaults and the near defaults it has become clear that sukuk defaulted 

not only because of lower profits earned by originators as a result of the financial 

crisis. They defaulted because they were structured to replicate instruments that are 

exposed to the risk of default: interest bearing bonds.  

While reduced profits due to the financial crisis triggered the defaults, it was the 

debt-like structure of the sukuk that made issuers vulnerable to default in the first 

place. Had the sukuk been structured as profit and loss sharing securities – as indeed 

required by the Shariah – no defaults could have taken place. At most, investors 

would have suffered losses. Default is an event that takes place in the context of 

lending, not investment. 

One risk in structuring sukuk in ways that replicate conventional bonds is that 

issuers may raise and invest funds in excess of what is required by commercially 
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viable projects. “Since banks are effectively insulated from the outcomes of business 

in the system of interest-based loans, they lend on criteria different from the 

intrinsic merit of investment.”82 This exposes banks to a moral hazard. It arises from 

the lack of exposure to market discipline. Since they do not share the risks of 

business enterprise with their clients, they occasionally extend loans even to 

projects with limited prospects of commercial success. 

The rationale for replicating debt instruments in the structuring of sukuk was 

that investors had little appetite for risk; they wanted to “invest” in instruments that 

come with income and capital guarantees. Nonetheless, it appears that issuers were 

happy to oblige. However, by providing investors with income and capital 

guarantees, issuers inadvertently replicated a major risk associated with 

conventional debt instruments, the risk of default.  

Replicating conventional bonds produced several anomalies. For one, sukuk 

contracts required issuers to pay “dividends” even when the underlying productive 

assets incurred losses. Moreover, the amount of the “dividends” – like payments of 

interest – was not determined as a proportion of the profits earned but rather as a 

proportion of the capital “invested.” Determining the amount of “dividends” as a 

proportion of the capital invested in turn enabled the investors to determine the 

amount of the “dividends” in advance. Finally, just as issuers of conventional bonds, 

issuers of asset-based sukuk were required to return all capital to investors on dates 

specified in advance.  

Few inquired about the rationale for paying investors dividends when underlying 

assets incurred losses. Neither did many inquire in what sense can instruments that 
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are universally acknowledged as replicas of debt instruments can pay “dividends” in 

the first place. It appears that the difference between investment and lending was 

becoming blurred in the process of sukuk structuring.  

One adverse consequence of raising funds by way of asset-based sukuk has been 

large – and in some cases growing – levels of debt. These debts need to be serviced 

regardless of how well or poorly the enterprises owing them perform. Other 

consequences included defaults and near defaults.  

When the time came to repay creditors their principal sums, some issuers – 

notably Dubai World – were short of cash. Only a last minute rescue by its neighbour 

– Abu Dhabi – prevented a full-scale default in December 2009 on a Nakheel sukuk in 

excess of four billion US dollars.  

The most recent financial crisis (2007) inflicted less damage on Islamic finance 

than on its conventional counterpart, where losses by insolvent companies (and 

costs to the taxpayers including future generations) have been estimated in the 

trillions of US dollars.83 However, in light of some sukuk defaults and near defaults, 

there is now a significant “public scepticism concerning sukuk and the extent of the 

differences with conventional bonds…”84  

As a result, some observers are concerned that the “conventionalisation” of 

Islamic finance is gradually and imperceptibly eroding its distinctive character by 

assimilating it to, and making it more and more indistinguishable from, its 

conventional counterpart. This process is sometimes referred to as the “convergence” 

of Islamic and conventional finance. One may ask, however, what is the point of 

having Islamic finance in the first place, if it is merely going to replicate its 
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conventional counterpart, along with all the problems (including indebtedness and 

instability) that the latter brings in its wake. 

Thus, there is a need to rethink whether replication of conventional bonds in the 

best way to move forward in Islamic finance. Risk sharing has many advantages. 

Prominent among these is that raising funds on the basis of profit and loss sharing 

does not require issuers to go into debt. Neither does it require issuers to commit 

themselves to making “dividend” payments to the suppliers of capital that have 

been determined in advance, regardless of whether the businesses they finance earn 

profits or incur losses.  

This protects issuers against the risk of bankruptcy, caused by the need to pay 

“dividends” even when their businesses experience losses. Finally, issuers get to 

keep all capital they raise by way of profit and loss sharing instruments. They get to 

keep this capital in exchange for giving up a share of the ownership of the business 

enterprise receiving financing. 

In light of recent experience, it may be a good time for Islamic finance to utilise 

profit and loss sharing structures on a larger scale rather than continue with debt-

like structures. In the case of sovereign issues, this will be better not only for issuers, 

but also for the future generations, as they will not be saddled with having to service 

and repay large amounts of debt incurred by the current generation.  

Structuring sukuk as profit and loss sharing securities requires first of all sukuk to 

be free of income and capital guarantees. The reason for this is that income and 

capital guarantees effectively render the principle of profit and loss sharing in the 
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sukuk structures inoperative, and effectively transform sukuk into replicas of debt 

instruments that mimic bonds in all but name.  

The replication of conventional practices – or the conventionalisation of Islamic 

finance – has also been evident in a practice known as “benchmarking.” 

“Benchmarking” is used in both contracts of exchange ('uqud mu'awadhat) and in 

contracts of participation ('uqud ishtirak). It links the profits paid to investors in 

Islamic sukuk to interest rates on conventional bonds. Linking profits to interest 

rates in effect makes the magnitude of profits depend on interest rates.  

Benchmarking makes it possible for issuers of Islamic securities (sukuk) to specify 

in advance the amount of profit they will pay to subscribers (sukuk holders). As a 

result, investors know exactly how much “profit” they will earn and when.  

The magnitude of the dividends paid to investors by issuers of sukuk that 

replicate bonds is determined in the same way as the amount of interest is 

determined on bonds, as a proportion (percentage) of the total amount of the loan 

or notional amount of the bond.  

In the case of sukuk that replicate bonds, the amount of “dividends” is similarly 

determined as a proportion of the total amount “invested,” which in this case is the 

total amount paid for the “purchase” of the assets. A reference interest rate is 

selected and a few basis points are added to it to arrive at a benchmark profit rate.85 

In most cases, the reference interest rate is Libor (London Interbank Offer Rate). This 

benchmark rate will then be applied to the total amount “invested” in order to 

determine the amount of “dividends” due to “investors” every year, over the 

duration of the term of the sukuk. 
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For example, if Libor is 4 per cent and 50 basis points are added to it, the “profit 

rate” becomes 4.5 per cent. If $100 million was “paid” for the assets, then $4.5 

million will be due yearly to “investors” in the form of “dividends.”86 It is because of 

this close resemblance between sukuk and bonds that sukuk are commonly referred 

to as “Islamic bonds.”  

The immediate effect of benchmarking is that profits on Islamic instruments 

become comparable in magnitude to the interest income received by conventional 

bondholders. However, as real sector investments (shares) normally outperform 

bonds over the longer term by 5 per cent to 6 per cent on average, one may well 

wonder about the rationale for a practice that imposes an upper limit on investors’ 

income by tying it to interest rates.  

Benchmarking is also used in the issuance of trade-based sukuk, known as sukuk 

murabahah. Sukuk murabahah are issued by buyers to evidence their obligation to 

make a deferred payment or payments to sellers of assets. The price of the asset 

sold to the buyer includes its cost price (paid by the seller) and a mark-up (similarly 

added to the cost price of the asset by the seller).  

A benchmark interest rate is implicit in the mark-up added to the cost of the 

asset or service sold in murabahah transactions. The formula used to calculate the 

total amount of the mark-up is the same as that used to calculate the total amount 

of interest a borrower would pay to a lender, had the transaction been a loan 

instead of a sale.87 The price of the asset sold takes the place of the principal amount 

of a loan.  



 52 

Benchmarking investors’ profits to interest rates raises a number of questions. 

First, how can profits be determined in advance when they cannot be known in 

advance? Profits cannot be known in advance because of the uncertainty in business 

activity.  

In the real sector, payments of dividends depend on whether any profits are 

earned in the first place. Profits can neither be guaranteed nor specified in advance 

because they cannot be known in advance. Profits can at best be “projected.” But a 

projected profit is very different from actual profit.  

Second, what is the rationale for determining the amount of profit paid to 

investors with reference to a factor other than the actual profit earned by the 

enterprise? The benchmark interest rate is an external factor, entirely unrelated to 

the internal profitability of the business.  

Determining profits to sukuk holders by benchmarking them to interest rates is 

like paying the shareholders of a business an amount of profit equal to the amount 

of interest paid by another business to its creditors. It is hard to see the logic in this 

arrangement. The profits of each business depend on a number of factors, most of 

which differ from business to business. To expect two unrelated businesses, 

operating in entirely different conditions, to earn similar profits is hardly reasonable.  

Third, can rewards that are specified in advance as a proportion of capital 

provided – and are moreover guaranteed – be credibly viewed as “profits”? Can 

profits be earned by lending? Fourth, is guaranteeing the sukuk holders’ income, as 

well as the sukuk holders’ capital, consistent with risk sharing?  
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Along with imparting the essential characteristics of conventional bonds to 

sukuk, benchmarking introduces a risk into Islamic financing, which was not there to 

begin with. This risk is known in conventional finance as “interest rate risk.”88 The 

risk arises from the fact that that prices of securities change when interest rates 

change.  

Another risk arises from the fact that issuers may be required to pay floating 

rates of profit to sukuk holders. As profits are benchmarked (linked) to interest rates, 

profits will rise and fall in tandem with interest rates. But rising interest rates 

generally slow down economic activity. Thus, the risk in linking profits to interest 

rates is that issuers may become obliged to pay higher “dividends” to investors 

precisely at a time when their earnings are likely to decline as a result of declining 

economic activity caused by rising interest rates.  

To promise an investor a specific profit in advance, whose quantum moreover 

does not depend in any way on actual profit earned, seems unwise. It entails making 

a promise that one may be unable to keep. There is no guarantee in a volatile 

business environment that the issuing enterprise will be able to earn any profits at 

all, let alone profits sufficiently large to pay investors profits that were promised to 

them in advance. As the promise to pay predetermined profits is explicit in the sukuk 

contract, it has the status of a legal commitment. In case originators are not able to 

make the promised payments, the prospect of default or a restructuring becomes 

unavoidable.   

Benchmarking is also problematic from the macroeconomic point of view. The 

primary reason is that it amounts to a form of price fixing. Price fixing prevents 
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prices from rising or falling in accordance with changing market conditions. As long 

as prices are prevented from fluctuating, the process of reallocating resources in 

accordance to changing market conditions will remain effectively paralysed, as there 

will be no incentive for any re-allocation of resources to take place in the first place. 

Thus, price-fixing in the form of benchmarking can hardly fail to reduce the overall 

efficiency with which resources will be allocated over the long-term within a given 

economic system.  

Price fixing also raises the costs of financing. This will translate into higher prices 

of goods and services. Higher prices of goods and services will in turn reduce 

consumer spending as well as business investment. Any decline in private spending 

will reduce economic growth. By causing inflation, price fixing also reduces real 

income, and thus causes hardship, especially to parties on fixed income such as 

pensioners.  

Moreover, price fixing effectively eliminates competition among participating 

businesses or sectors. In finance, it gives an unfair advantage to lenders at the 

expense of borrowers. This causes injustice (zulm). For these reasons, price fixing is 

illegal in many nations. Convictions in cases of price fixing include fines as well as 

prison terms.  

Given the above concerns, the following questions arise: is the reduction of 

competition between the Islamic and the conventional sector in the public interest 

(maslahah)? Should Islamic financial institutions continue to use interest rates, or 

any other “benchmarks” for that matter to calculate their profits? What is there to 

prevent an Islamic financial institution from determining the amount of mark up on a 
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sale transaction, to be paid on a deferred date or dates, without referring to any 

benchmark?  

Profits should be determined by the forces of demand and supply or the 

interaction between buyers and sellers, in a competitive environment (with the 

exception of industries made up of natural monopolies).89  

Due to savings resulting from lower cost of financing resulting from greater 

competition among suppliers of credit, consumers would have more money to spend 

on consumer goods and services, and producers would have more money to spend 

on investment. This will stimulate economic growth. It will also result in a more 

efficient allocation of resources.  

There is no compelling reason why Islamic financial institutions should adhere to 

any benchmark, let alone an interest rate benchmark. However, there are many 

reasons to abandon benchmarking. Profits are best determined by market forces and 

competition among various businesses.90 Profits may fluctuate, but this is healthy, as 

it will signal a more efficient overall allocation of resources. 

Adopting an Islamic benchmark will not overcome any of the problems identified 

above. First, even if profits are determined by reference to an Islamic benchmark, 

they are still determined with reference to a factor that is external to the 

profitability of the business, and indeed wholly unrelated to it. Second, profits are 

still predetermined even when Islamic benchmarks are used. Third, as long as they 

guarantee investors’ dividends and capital, even sukuk that utilise Islamic rather 

than conventional benchmarks still fall short of the Shariah ideal of enabling genuine 

risk sharing. 
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5. Conclusions  

A number of issues in Islamic finance need to be addressed. One, it is important 

to ensure a true sale of the underlying assets in the securitisation process. A true 

sale would ensure that investors become the legal owners of the underlying assets. 

This would not only ensure better investor protection in cases of originator 

bankruptcy, but also ensure that the sale complies with the Shariah. Once true sales 

become utilised in Islamic securitisation, all sukuk will become asset-backed.  

True sales will result in legal rather than beneficial ownership. The legal 

ownership of the underlying assets will establish a direct link between the rewards 

paid to investors and the performance (profitability) of the underlying assets. It will 

ensure that investors will share the risks of business enterprise with the originators. 

Capital and income guarantees need to be discontinued, as they are inconsistent 

with the principle of risk sharing.   

It is also important to ensure that the sukuk issuing SPVs (special purpose 

vehicles) that act on behalf of investors remain bankruptcy-remote from the 

originators. If not, originators can “claw back” some of the securitised assets from 

the SPV in a time of stress, and use them to pay of any of their liabilities (debts).   

In case the underlying assets do not generate sufficiently attractive profits, 

investors as legal owners of the sukuk assets will be able to sell the assets to recover 

their capital. The trading of sukuk should also be enhanced in the secondary markets.  

Educational efforts need to be intensified to explain the difference between 

permitted profit and forbidden riba. Structuring Islamic financial instruments will 

then have a better chance of compliance with the Shariah. 
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Risk sharing rather in preference to risk transfer needs to be implemented. Risk 

sharing will enhance the Shariah compliance of the sukuk, as well as enhance overall 

macroeconomic stability. The practice of benchmarking similarly needs to be 

abandoned. Profits need to be determined by market forces. Competition will help 

realise greater macroeconomic efficiency. The replication of conventional 

instruments should be discontinued. Islamic finance needs to return to its roots and 

emphasise risk sharing.  

In addition, Islamic financial institutions need to be structured as investment 

companies. Such companies operate exclusively in the real sector and on the basis of 

risk sharing. Since risks are ultimately borne by the shareholders or investors, a 

major risk that faces conventional banks – liquidity risk – simply does not arise. In 

general, financial institutions should operate on the basis of risk sharing rather than 

as de facto lenders.  

There is a need to ensure that a true sale takes place when originators sell assets 

to investors (sukuk holders). Sukuk need to be structured as asset-backed rather 

than asset-based. This can be achieved by ensuring a true sale, which will have the 

advantage of ensuring legal rather than merely beneficial ownership. Structuring 

sukuk on the basis of risk sharing will require abandoning the incorporation of 

income and capital guarantees in the sukuk structures. It is necessary to ensure that 

all SPMs are bankruptcy remote of the originators, to ensure that investors become 

the true (legal) owners of the underlying assets and thereby ensure their protection. 

The practice of benchmarking profits on sukuk to interest rates also needs to be 
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abandoned, as it reduces competition among financial institutions, thereby reducing 

efficiency in the allocation of resources.  
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II. Islamic finance 

1. Introduction 

Finance is the science of managing funds, public as well as private, to achieve 

specific objectives, personal or social. Public finance includes the collection of tax 

revenues as well as expenditure by all levels of government, federal, state and local. 

Private finance comprises personal as well as business finance. Public finance serves 

the public interest. Private finance serves private interests.  

Financing may be undertaken using one’s own funds (savings) or other people’s 

funds. Parties that lack surplus funds may utilise other people’s funds. Conventional 

financial intermediaries comprise commercial (retail) banks, investment (wholesale) 

banks, credit unions, insurance companies, as well as mutual, pension and hedge 

funds.  

Islamic financial intermediaries include investment houses, mutual funds, 

cooperatives, and insurance companies (takaful). Islamic finance differs from 

conventional finance by virtue of the fact that income can be earned by investors 

only in the form of profit, rather than interest.  

In Islamic finance investors make funds available to entrepreneurs on the basis 

of risk sharing rather than by means of contracts that confine all risks of business 

enterprise to the entrepreneurs. Loan financing, unlike financing on the basis of risk 

sharing (equity financing), requires borrowers to guarantee not only the periodic 

payments interest, but also the repayment of the principal amount of the loan. The 
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dates on which payments need to be made, as well as the amount of the payments 

are specified in advance.  

These requirements (income and capital guarantees) impose additional burdens 

on borrowers, and expose them to the risk of bankruptcy in case they are unable to 

service their loans and make the promised payments. By contrast, in financing by risk 

sharing the risk of default simply does not arise in the first place, as entrepreneurs 

are required to guarantee neither the income nor the capital of the investors.  

Islamic finance operates in the real sector. Muslim entrepreneurs earn profits by 

selling assets at marked up prices or by forming partnerships in business enterprises. 

Trading or investing in real assets ensures that income is earned in the form of profit 

rather than interest.  

The transfer of capital from those with a surplus of funds to those facing a 

shortage takes place by means of securities. A “security” is similar to a receipt with 

various terms and conditions attached. It is a legally enforceable contract that 

stipulates the rights and obligations of the counterparties.  

Parties in need of funds issue (sell) securities, while parties with surplus funds 

buy (subscribe to) them. Conventional finance utilises two types of securities for 

raising funds: common shares and bonds. Shares enable issuers to raise capital in the 

form of equity, while bonds enable issuers to raise capital in the form of loans (debt). 

Shares and bonds come in a number of different forms, depending on the specific 

features incorporated into a particular structure.1  

Shares and bonds are traded in the share and credit markets respectively. 

Trading of shares in effect represents the trading of companies, while the trading of 
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bonds represents the trading of debt. Prices of securities fluctuate according to 

market conditions.2 Because they are convertible into cash, shares and bonds are 

“liquid” securities.3 Currently, the size of the global bond market is US$82 trillion. By 

contrast, the size of the global share (stock) markets stands at US$44 trillion: “the 

world bond market exceeds the world stock market in size by a factor of nearly 2 to 

1.”4  

While shares and bonds facilitate the channelling of surplus funds (savings) to 

those parties that experience a shortage of capital, they do so in fundamentally 

different ways. The different ways in which they do so in turn have different social 

implications. 

Conventional finance uses both equity and loan financing. Equity financing 

enables risk sharing, while loan financing confines business risks to entrepreneurs. 

There are significant differences between equity and loan financing. Equity financing 

requires investors to take an ownership stake in the enterprises they finance. Loan 

financing does not require lenders to take an ownership stake in the businesses they 

finance with loans.  

The combination of equity and loan financing is known as the “capital structure” 

of a company. Over the years, equity financing has been declining and loan financing 

has been increasing. Currently, the total amount of loan financing globally is 

approximately double that of equity (risk sharing) financing.  
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2. Interest and profit  

The Arabic riba, translated into English as interest or usury, literally means “extra” 

or an “addition.” Interest is an extra amount of money, paid by borrowers to 

creditors in addition to the repayment of the principal amount of a loan. Riba is 

prohibited (haram). This is clear from a definitive (qat’i) verse, “God has permitted 

trade but forbidden usury” (Qur’an 2:275). The cause (illah) of the prohibition is the 

difference between the counter values exchanged. The rationale (hikmah) for the 

prohibition is to realise justice (‘adl).  

Riba is different from profit (ribh). Commonly translated as “profit,” ribh comes 

from the extra amount of money added on top of the cost price of a good or a 

service. This “extra” is known as a “mark-up.” Profit is the difference between total 

revenues and total expenses of a business enterprise. Profit represents 

compensation to the entrepreneur for the effort made and risk taken by bringing a 

product or a service to market. Riba, by contrast, is added not to the cost of a 

product but to a loan of money.  

Riba is mentioned in the Qur’an in 30:39, 4:161, 3:130, 2:275-276, and 278. The 

majority of commentators agree that riba is a sum of money a lender claims from a 

borrower on top of the principal amount of a loan, as a reward for extending the 

loan, or for allowing more time for repayment. It does not matter whether the 

additional amount is small or large; even the smallest amount is still riba because it 

constitutes an “addition.”  

Riba referred to in the Qur’an takes place in the course of lending, and is known 

as riba al nasi’ah. Despite the fact that the Qur’an draws a clear distinction between 
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a sale (al ‘bay) and riba (Qur’an 2:275), according to prophetic traditions riba may 

also arise in the course of trading (buying and selling). This type of riba takes place 

when items of unequal value are exchanged in barter, or when an asset is traded at a 

price that substantially exceeds or falls short of its market value. In trading, riba is 

known as riba al fadl.  

The loan and its repayment with interest constitute an exchange of values. In so 

far as the loan is invariably smaller than the repayment (because the latter includes 

interest), the amounts of money exchanged in a loan at interest are always unequal. 

The smaller amount (the loan) is paid on the spot, while the larger amount 

(repayment) is paid later. Thus, as in a trade where riba takes place, the values 

exchanged in a loan at interest are also unequal.5  

As the counter values exchanged in the two types of riba are unequal, riba may 

be defined as the amount by which one of two counter values exchanged exceeds 

the other counter value, regardless of whether this takes place in lending or in 

trading.  

The injustice of a ribawi transaction – whether this takes place in a loan or in 

sale – arises from the fact that one party gives up a greater value than the 

counterparty.6 In such a transaction, this difference (riba) between the two values is 

transferred from one party to the counterparty. Effectively, the party receiving the 

greater value benefits at the expense of the party receiving the lesser value. In a 

sense, the party receiving the greater value “takes advantage” of the party receiving 

the lesser value. 
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In a conventional loan, a given amount of money is exchanged for another, 

larger amount. The larger amount is invariably delivered (paid) in future. In other 

words, an interest-based loan is a sale of a given amount of money for more money. 

The difference between the two amounts is interest (and a specified period of time).  

Since the total amount of interest paid by a borrower to a creditor over the 

lifetime of some loans (e.g. those extended to finance the purchase of houses) can 

be several times higher than the principal amount of the loan, the two amounts of 

money exchanged (countervalues) may be radically unequal.  

One can hardly help wondering about the fundamental justice or fairness of a 

transaction in which one party gives up so much and the other so little. Under 

normal conditions no one would willingly give up something of much greater value 

for something of much lesser value. Entering a contract with terms skewed so 

dramatically in favour of creditors hardly appears to be in the interest of borrowers.  

Interest-based lending and borrowing also have a significant impact on society. 

Transactions in which one party receives a greater value than the counterparty will, 

over the longer term, produce a community made up of a few very wealthy people 

and a large number of very poor people. This runs counter to the ethos of Islam, 

which emphasises the need to share wealth, rather than concentrate it among a few 

wealthy persons.  

The Qur’an leaves little doubt as to the seriousness of the offence of riba, and 

calls on the believers to give up whatever remains of their demands for riba.7 It 

advises the believers to give time to debtors in difficulty to repay the principal 
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amounts of their debts. Indeed, it recommends forgiving even the principal sums by 

way of charity. In other words, the Qur’an calls for debt forgiveness.8  

The difference between interest and profit arises from the fact that they are 

earned in fundamentally different ways. Interest is earned in the context of lending 

while profit is earned in the context of trading. Profit is earned by taking risk, while 

interest in (collateralised) lending is earned in a risk-free (guaranteed) manner. 

Trading and investment take place in the real economy. Buying and selling meets 

people’s needs. Lending, on the other hand, does not meet people’s needs. Money 

in itself is not useful. While profits have to be earned by active participation in 

economic activity, interest is gained passively, without the participation of lenders in 

the production or distribution process. In the case of collateralised loans, interest is 

earned even without taking risk.  

It is important to maintain the distinction between profit and interest. If this 

distinction is lost, it may become difficult to tell the difference between ribh and riba. 

Without a good understanding of the difference between forbidden riba (interest) 

and permitted ribh (profit), it may be difficult to maintain the compliance of Islamic 

finance and banking with the Shariah, as well as to realise the benefits of Islamic 

finance, such as a more efficient allocation of resources. 

Significant differences also exist between profit and interest as incentives for 

participating in economic activity. These differences have profound effects on how 

resources are allocated in the economy, as well as on how the fruits of economic 

activity are distributed within society. In the case of profits, the effects are positive. 

In the case of interest, they are harmful.9 
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The major difference between interest and profit is that while all profit earned 

by investors depends on and is closely linked to the performance of the business 

enterprise they help to finance, interest income is not linked in any way to the 

performance of a business making use of loan financing.  

The fact that interest payments are not linked to the profitability of the 

businesses financed with loans means that lenders, unlike investors, have no 

incentive to channel resources into projects that offer returns higher than what it 

takes to repay all loans with interest. 

Interest paid to lenders invariably comes from the profits earned by the 

entrepreneurs, with the help of any loans they obtain from lenders. Determining the 

amount of interest paid to lenders before it is known whether any profits have been 

earned in the first place is made possible by the fact that the amount of interest paid 

to lenders does not depend on the magnitude of the profit earned by a given 

business, but rather on the amount of the loan and the rate of interest charged.  

Determining the amount of interest due as a proportion of the loan rather than 

as a proportion of profit makes it easy to determine the amount of interest to be 

paid to lenders. The reason is that the magnitude of the loan, unlike the magnitude 

of profit earned, if any, is always known in advance. 

Because profits are never known in advance, the amount of dividends to be paid 

to investors likewise cannot be known in advance. At best, the magnitude of 

dividends to be paid to investors can only be projected.  

Because of its harmful effects, eliminating interest as an incentive from 

economic activity can bring significant benefits. These benefits would enhance social 
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welfare and ensure higher efficiency which resources are allocated among 

alternative uses.10  

Financing without interest is possible. Globally, approximately one third of 

financing takes place on the basis of risk sharing. Equity financing has been around 

for centuries, even if its proportion out of total financing has declined, especially 

beginning the latter half of the twentieth century.   

A major difference between lending and investment is that borrowers are legally 

obliged to guarantee both the interest and the principal amount of the loan to 

lenders. By contrast, entrepreneurs are obliged to guarantee neither profits nor the 

capital invested. The reason is that unlike lenders, investors are obliged to take risk.  

The need to take risk provides investors with a strong incentive to exercise due 

diligence before investing in any project. Exercising due diligence in turn helps to 

allocate resources more efficiently, as only viable projects will attract funding. 

Borrowing imposes greater burdens on entrepreneurs than raising funds on the 

basis of risk sharing. One reason is that it is not enough for businesses to earn rates 

of profit on borrowed capital that exceed the lending rates. They need to earn 

profits that will enable them to repay the principal during the amortisation period.  

Thus a business that borrows $ 100, 000.00 over a ten-year period at 8% interest 

rate needs to earn approximately 14.5% profit rate on the money borrowed if it is to 

repay the entire loan over a ten-year period with a total of 120 repayments. Yet the 

average return on equity in developed nations is approximately 13%, which is below 

the level of profits required used in our example.  
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Another problem with the “rationing of capital” theory is that it identifies 

profitability with efficiency. As is well known, the most profitable companies are not 

necessarily also the most efficient. Every monopoly is highly profitable yet by no 

means efficient. Monopolies gain higher profits by raising prices and reducing output. 

They are able to do this because they face no competition.  

Conversely, slim profits do not necessarily indicate inefficiency. Every small or 

medium sized business that operates in a highly competitive environment is likely to 

have small profits, precisely because it operates in a highly competitive environment. 

Under the logic of the “rationing of capital” theory, monopolies (de facto the least 

efficient businesses) are the first to qualify to borrow capital, while the most 

efficient businesses, the SMEs, are the last, if they qualify at all. 

In addition, borrowers need to post acceptable collateral, which few small and 

medium sized businesses can provide. This is another reason why small and medium 

enterprises, to say nothing of start-up businesses, are often excluded from loan 

financing. Yet the SMEs provide most of the jobs in the modern economy.11 In this 

way, the results of withholding capital from SMEs include reduced investment and 

higher unemployment.  

Investment can be financed by means of investment for profit (risk sharing) or by 

means of loans (borrowing at interest). The first is interest-free and permitted; the 

latter uses interest to reward providers of capital and is therefore proscribed.12  

Parties that provide capital to businesses in the equity (share) markets are 

investors. Those that make capital available in the credit markets are lenders. 

Investors and lenders participate in economic activity in significantly different ways.  
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The investor is an active participant that takes risk and therefore responsibility 

for his decisions. The lender by contrast is a passive supplier of capital, who takes 

little or no risk, and therefore no responsibility for the relative success or failure of 

the enterprises he helps to finance. In the case of investors, the objectives of 

entrepreneurs and financiers coincide; in the case of lenders, they diverge.  

Common shares are asset-backed securities. The nominal price of a share is 

equal to the net worth of a company (total assets – total liabilities) divided by the 

total number of shares. The value of a share does not include any liabilities in the 

form of debt, as these are excluded from the calculation of the net worth of the 

company when debts are subtracted from the assets of the company.13  

As a rule, financing by means of shares or participatory sukuk is conducive to an 

efficient allocation of resources. “Efficiency” here refers to the allocation of 

resources over the longer term in ways that meet society’s needs without causing 

lingering shortages and surpluses.  

Financing by borrowing at interest, by contrast, is far from efficient in this way. 

On the contrary, financing using interest-based loans reduces the efficiency with 

which resources are allocated. This is evident from the shortages and surpluses 

caused by financing investment using collateralised interest-based lending.  

At the business level, equity financing has significant advantages over loan 

financing. First, it does not require entrepreneurs to go into debt. Second, equity 

financing requires providers of capital (investors) to share risks with the 

entrepreneurs. This shields entrepreneurs from having to shoulder all the risks of a 

business enterprise.  
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The risk of losses provides investors with an incentive to exercise due diligence, 

something that cannot always be taken for granted in collateralised lending. 

Exercising due diligence increases the efficiency of the allocation of resources, as 

projects with poor prospects are unlikely to attract funding.  

Under equity financing, credible proposals will attract more funding than 

projects with uncertain prospects. This helps to prevent waste and thus to increase 

efficiency in the use of resources. Moreover, because it requires capital providers to 

share the risks of business enterprise with entrepreneurs, equity financing is also 

more just than lending at interest.  

Additionally, financing on the basis of risk sharing brings significant benefits at 

the macroeconomic level. These include higher levels of employment resulting from 

an increase in investment; reduced cyclical instability due to lower financing using 

money “created” by financial institutions, and reduced inflation caused by lower 

prices.14 Thus, for the purpose of public policy, it is advisable to promote risk sharing 

as the choice means of financing, while at the same time phasing out financing 

expenditure by borrowing at interest. 

Interest-based lending is generally extended only to parties able to post 

sufficient collateral. In other words, those who need help the most – the poor – do 

not qualify for loans due to their inability to post collateral. The value of the 

collateral is normally equal to or greater than the amount of the loan. In the event 

that a borrower obtains a loan and is unable to pay it back, the creditor is legally 

entitled take possession of the asset pledged as collateral. By selling the collateral, 

the creditor is able recover the value of the loan. In other words, the requirement 
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for the borrower to post collateral eliminates the risk of non-repayment to the 

creditor.  

Those unable to post collateral will be ineligible for loans.15 “Potentially very 

good investments would be passed up if the investor does not have enough 

collateral to guarantee repayment in case of an unfavourable outcome.”16 Start-up 

businesses may find it difficult to obtain bank financing due to their limited ability to 

post collateral. “The current collateral based system for financing business 

effectively locks the poor out of participation…”17 By withholding funding from start-

up businesses due to inability to post collateral, conventional lending institutions 

contribute little to facilitating innovation in business enterprise.  

The (secured) lender takes little risk in making his capital available for a period of 

time to a borrower. He does not make any contribution beyond providing capital, 

such as management expertise, to ensure the success of the business he finances. It 

has been argued that, “Reward should only be given for productive behaviour.”18 In 

what sense, however, does risk-free (collateralised) lending of money at interest, 

which does not require the lender to take any responsibility for the outcome of the 

business enterprise he finances, qualify as productive behaviour that merits being 

rewarded?  

The entrepreneur, in contrast to a lender, has to take risk to earn profit. He 

needs to take full responsibility for the on-going management and therefore the 

outcome of the business enterprise. The entrepreneur has no guarantee that he will 

earn a profit, or even that he will be able to recover his capital. There is a direct 

correlation between the effort he makes and the reward he earns. 
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Entrepreneurs who qualify for loans can maintain loan repayments only as long 

as their businesses generate profits at least equal to, or greater than, the payments 

they need to make to repay their loans (interest plus loan). When profits fall below 

the level necessary to service loans, businesses may fail due to defaulting on their 

loan repayments. Creditors may force such businesses into bankruptcy. This can 

happen despite the fact that the business is still making profits, albeit insufficient to 

cover loan repayments.  

This means that conventional lending can force even profitable businesses into 

bankruptcy. By contrast, this cannot happen to businesses financed by means of 

profit and loss sharing. They should be able to survive periods of low profits as long 

as contributing partners have the commitment to see their business through difficult 

times. This means that, on the whole, the prospects of success and long-term 

viability of enterprises financed on a profit and loss sharing basis are better than 

those financed by debt.  

In collateralised lending the lender’s main concern is the protection of capital. In 

the vast majority of interest-based loans, debtors are required to provide capital and 

interest guarantees. Once the debtors commit themselves to guarantees, missing a 

payment constitutes “default” – which from a legal point of view constitutes a 

breach of contract. The creditor becomes entitled to claim the collateral posted and 

even force the debtor into bankruptcy.  

While the main objective of lenders is capital protection, the main objective of 

entrepreneurs is the success (profitability) of the project being financed. The 

interests of the lenders and the entrepreneurs are thus not fully aligned. Secured 
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lenders have little incentive, for example, to share information with their clients. The 

clients (borrowers) thus benefit little from the knowledge and expertise of bank 

officials.  

Under conventional interest-based financing backed up with collateral, the bank 

has no real incentive to share its information – it is guaranteed a fixed return in any 

case. In the Islamic system, the return to the bank depends on the return to the 

investor and hence the bank will have great incentive to ensure that the new 

investor has the best possible information for planning.19  

By contrast, the interests of investors on a profit and loss sharing basis and the 

entrepreneurs utilising the investors’ funds are closely aligned. The counterparties 

share a common interest: to see to it that their (commonly owned) productive assets 

become and remain profitable. 

Equity capital is raised by issuing shares, while loan capital is raised by borrowing. 

The latter can take place by taking loans from financial institutions or by issuing and 

selling bonds.20 In principle, it is better to raise funds by means of issuing shares than 

by issuing bonds. The main reason is that borrowing obliges entrepreneurs to 

commit themselves to paying predetermined amounts of interest, and also to 

guarantee (return) the lenders’ capital on dates likewise determined in advance. 

These guarantees have the effect of confining all business risks to the entrepreneurs, 

and therefore increase the risk of bankruptcy in case the economic environment 

were to turn sour. 

Companies raise funds in the share market by inviting parties with excess savings 

to become shareholders in the issuing company. This “invitation” takes the form of 
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an initial public offer (IPO) of shares, described in a prospectus (business plan).21 In 

exchange for share capital, investors become part owners of the company. As 

owners of the company, shareholders become responsible (liable) for its actions. 

This liability is normally limited to the amount that they have invested in the 

company. They bear the risks, on a proportionate basis, of their company’s activities. 

As such, they become eligible for a proportionate share of the profits, when profits 

are earned. They also become responsible for bearing losses, if any. The rewards or 

losses, if any, of the shareholders depend on how well they can manage their 

company. Good management generally brings profits; poor management generally 

results in losses. Thus, participating in business activity by investing in common 

shares maintains the link between responsibility and reward. 

Each share certificate entitles a shareholder to one share of the total profits in 

the course of a given accounting period. In case of a bankruptcy of the company, the 

ownership of each share entitles the shareholder to one share of the net assets of 

the company (shareholders’ equity or the difference between total assets and total 

liabilities).  

As owners of the company, shareholders are responsible for overall 

management. Shareholders elect representatives – members of the board of 

directors – at shareholder meetings. The board of directors in turn appoints the 

executive officers (day-to-day management). The management reports to the board 

of directors and the board of directors reports to shareholders. It is common for 

senior executive officers, as well as large shareholders, to be on the board of 
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directors. This facilitates communication between the shareholders and the 

management of the company.  

Shares and bonds are traded in the share and bond markets. Securities are also 

traded in the informal, over the counter (OTC) market. Here counterparties trade 

securities directly, without the mediation of stock or bond exchanges (markets). The 

total amount of equity (common shares) outstanding globally is approximately $42 

trillion. The total amount of bonds is almost double that amount or $80 trillion.  

In so far as common shares are profit and loss-sharing investment certificates, as 

long as other criteria are also met, investing in shares is consistent with the teaching 

of Islam. Purchasing a common share is equivalent to purchasing one share of a 

company. The ownership of each share entitles the shareholder to one share of the 

company’s profits or losses. Neither the profit nor the investment (capital) of the 

shareholders is guaranteed.  

When investors become partners in the company they help to finance they share 

the risks of business enterprise. This puts all shareholders on an equal footing, in 

proportion to their shareholdings. All are responsible for the outcome of the 

business enterprise. This provides investors with a compelling incentive to 

participate, however indirectly (such as by attending shareholder meetings), in the 

management of their companies.  

Entrepreneurs who raise funds by way of issuing risk-sharing securities (shares or 

participatory sukuk) are under no obligation to pay profits to investors when their 

businesses earn no profits or incur losses. They pay dividends only when they earn 

profits. Whether profits are paid, and in what amount, is at the discretion of the 
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entrepreneurs. No such discretion is available to entrepreneurs who raise funds by 

borrowing.  

Moreover, there is no requirement for entrepreneurs to return any of the capital 

to investors who participate in the business as partners; all businesses that raise 

capital on the basis of risk sharing effectively get to keep it. If investors wish to 

recover their investments, they can sell their shares or sukuk in the secondary 

markets. 

For these reasons, financing on a risk-sharing basis is “less risky in term of cash 

flow commitments. There is no obligation or liability to distribute or service profit 

when there is no profit made.”22 There may be losses from time to time, but there 

can be no defaults. 

All shareholders face the risk that the company may fail to earn profits, or that 

they may lose their investments in toto. Risks of losses, however, are balanced by 

the possibility – and in the case of well-managed enterprises the probability – of 

earning profits. This is in keeping with the principle, “the earning of gain is justified 

by taking risk.” Profits are expressed as an “x” number of dollars and cents per share, 

not as an “x” number of per cent out of the total amount invested.  

The risk of losses provides a strong incentive to investors to exercise due 

diligence before and after committing funds. Once funds are committed, investors 

need to participate on an on-going basis in their company. The exposure of the 

investors’ capital to risk helps to ensure that only promising business plans will 

secure funding. This contributes to a more efficient allocation of resources and a 

reduction of waste. Efficiency – in the sense of supplying the required quantity and 
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quality of products and services – is rewarded with profits. Inefficiency – providing 

products or services in excess of what is demanded by the market – is likely to result 

in losses.23  

Investors share profits and losses on a proportional basis. Those who invest 

more become entitled to a greater share of the profit than those who invest less. 

Sometimes a part of the profits is retained for future investment. Shareholders do 

not lose if a company does not distribute dividends. Retained profits strengthen 

share prices and shareholders benefit from capital gain.24 The possibility of capital 

gain provides an additional incentive to investors to invest in shares.  

Ordinary shares, unlike bonds or loans, do not come with income and capital 

guarantees. In particular, they do not come with “maturity” dates. They do not 

require issuers to refund to investors their capital on a date specified in advance. 

This means that issuers of shares, unlike those of bonds, are not under pressure to 

ensure that they have enough money return to investors their capital on the 

specified date. If investors wish to liquidate their investments, they can do so by 

selling their shares in the secondary market.  

The prices investors may obtain in the secondary market may be higher or lower 

than what they originally paid for the shares, depending on how well or poorly the 

company has performed. If the company performed well – and no significant market 

failure (such as insider trading or share price manipulation) influenced share prices – 

it is likely that shareholders will obtain higher prices than what they initially paid. If 

the company performed poorly, it is unlikely that shareholders would obtain more 

than what they originally paid.  
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In order for investors to buy shares, they need to have the confidence that their 

investments are well managed. This requires good corporate governance, 

transparency, a sound regulatory regime, and a level playing field. Tax laws that 

allow companies to treat interest payments as expenses, for example, put issuers of 

equity (shares) and equity-type instruments at disadvantage compared issuers of 

bonds.25 Such laws provide an incentive to companies to raise capital in the form of 

debt rather than equity. When tax laws are amended to create a level playing field 

between debt and equity, the issuance of equities and equity-like instruments can be 

expected to increase. 

High ethical standards are required of all stakeholders to maintain interest in, 

and the credibility of, equity financing. This requires transparency and accountability 

in all corporate and regulatory matters. Shareholders may shy away from equities 

when they see the value of their shares diluted on account of insider trading, fraud, 

violation of minority shareholders’ rights, misalignment of the interests of executives 

and shareholders, conflicts of interest or opaque transactions.  

When issuing shares does not appear to be a viable option, conventional 

businesses may borrow. Businesses borrow to finance expansion, pay off debts, or 

raise working capital. They can borrow either by taking out bank loans or by issuing 

bonds. 

A bond is an IOU (I owe you) or a written promise (contract), issued by a 

borrower to a lender. The IOU is issued in exchange for a sum of money (loan). The 

borrower promises to pay back the principal amount of the loan, along with an extra 

amount (interest), on a specified date in future (maturity). The extra amount 
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constitutes the incentive for parties with excess savings to make their funds available 

to those who experience a shortage. The exact amount of interest, the magnitude of 

each repayment and the date on which the principal needs to be repaid are all 

specified in advance.  

Unlike shareholders, bondholders know beforehand how much they are going to 

receive, when they are going to receive it, and when the principal amount of the 

loan will be returned to them. Bondholders receive rewards that have been 

determined and agreed upon in advance and therefore do not depend on the 

uncertainties (risks) of business enterprise. The fact that rewards paid to creditors 

are determined without any reference to the performance of the business they help 

to finance means that they are shielded from the risks facing those businesses.  

In other words, creditors do not share the risks faced by the enterprises they 

finance. It is for this reason that interest-based (collateralised) bonds have the effect 

of transferring risk rather than sharing it. The terms of the interest-based loan 

contract ensure that all risks remain with the borrower. The fact that creditors are 

paid rewards that are independent of the performance of the businesses they 

finance also means that there is no meaningful link between the magnitude of the 

interest payments paid to creditors and the efficiency of the businesses they finance. 

For this reason, interest-based financing, unlike equity financing, is at odds with a 

fundamental principle of the free enterprise (capitalist) economy, which is that 

reward needs to be linked to performance (efficiency).  

As a result of having both their income as well as capital guaranteed, 

bondholders face little uncertainty (risk) compared to buyers of common shares. 
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Unlike shareholders, bondholders do not play an active role in, nor take 

responsibility for, how the funds they provide in the form of loans are utilised. The 

responsibility for the use of the funds (with the corresponding risk) rests squarely on 

the shoulders of the borrowers. Secured lenders earn (interest) income solely for the 

service of providing a given amount of capital over a given period of time.  

Bondholders invariably make their capital available to issuers on a temporary 

basis. They are legally obliged to return capital to creditors on a date or dates 

specified in advance. The amount of interest is expressed as a fraction (percentage) 

of the total amount borrowed. Interest is paid on a periodic basis: annually, semi-

annually, monthly, or daily, depending on the terms of a particular agreement. The 

difference between “nominal” and “real” interest rates is due to inflation. If, for 

example, the inflation rate is five per cent per annum, and the nominal rate of 

interest is eight per cent, the real interest rate is 3 per cent (8 – 5 = 3%). Historically, 

real interest rate have been relatively constant in the longer term at about three per 

cent. 

Businesses issue bonds with the help of “underwriters” or investment banks. The 

underwriting institutions, which initially buy the company bonds, resell them to 

parties interested in “fixed income” instruments such as pension funds, insurance 

companies, and some individuals. Banks retain bonds they are unable to sell on their 

own books. Privately placed bonds are sold directly to buyers without the assistance 

of financial intermediaries. Private placements are cheaper, because borrowers save 

on fees to investment banks for arranging and underwriting services.  
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Bonds are issued (sold) in primary markets and traded in secondary markets. A 

limited number of bonds, mainly those issued by corporations, are listed on 

exchanges. Most bonds are traded over the counter (in a decentralised manner) or 

directly between broker-dealers and financial institutions. Participants in the bond 

markets include investment banks, hedge funds, insurance companies and pension 

funds. Buyers may be local or foreign.  

Bonds are classified according to maturity, risk, liquidity, and whether they are 

secured or not. Bonds issued by corporations are known as “notes” or (commercial) 

“paper.” Bonds can be of a long-term, medium term, or short-term nature. Long-

term bonds range from 12 to 30 years; medium term bonds (notes) are issued for a 

period of 1 to 12 years, while short-term bonds, known as “bills” or “money market 

instruments” mature in less than one year.26  

Bond prices vary inversely with interest rates. When interest rates fall, bond 

prices rise. When interest rates rise, bond prices fall. This is known as “bond market 

volatility.” When bonds are traded at above their nominal (par) value, it is said that 

they are traded at a premium. When they are traded below their nominal value, it is 

said that they are trading at a discount. The market price of a bond in a secondary 

market is the present value of the future payments by the issuer to the bondholder, 

calculated at the current interest rate.27 

Returns on bonds are directly related to risk. The main risk facing bondholders is 

the risk of default. As risk rises, so does the yield. High-risk (and high yielding) bonds 

are known as “junk bonds.”28 The risk of default can be mitigated by requiring 
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borrowers to post collateral or security. Creditors can also mitigate the risk of 

default by purchasing credit default swaps, a form of “insurance” on debt. 

A major difference between “fixed income” securities such as bonds and risk 

sharing securities such as shares is that bonds come with legally binding income and 

capital guarantees while shares do not. This means that, in the context of risk 

sharing, the possibility of default simply does not arise. Issuers of common shares 

are under no legal obligation to “guarantee” either profits or investors’ capital. The 

amount of profit paid to shareholders or partners by issuers of shares or equity like 

instruments is at the discretion of the issuers. No such discretion is available to 

issuers of debt or debt-like instruments. They have no choice in how much they will 

have to pay to creditors during any particular accounting period, as these amounts 

(as well as repayment dates) are commonly specified and contractually agreed upon 

by both parties in advance.  

Raising funds in the form of conventional loans effectively obliges borrowers to 

promise contractual certainty on the basis of operational uncertainty. Parties that 

raise funds in the form of debt rather than equity are obliged to make specified 

payments at agreed upon times regardless of the profitability of the assets that they 

invested in using the borrowed funds, and regardless of the market conditions 

prevailing at any particular time. This means that borrowers are legally obliged to 

keep up interest and principal repayments even when the productive assets invested 

in using the borrowed funds experience losses.  

The need to guarantee both interest as well as principal means that should 

borrowers fail to make a promised payment on time, they will be in default. This may 
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result in legal action against borrowers by creditors. The failure of a borrower to 

make a payment on time entitles lenders to seize whatever assets may have been 

pledged as collateral and possibly force borrowers into bankruptcy. The possibility of 

default thus puts borrowers under considerable pressure to ensure that their 

enterprises will earn sufficient profits to service the loans at all times.29  

It is therefore hardly surprising that businesses that meet their financing needs 

by borrowing have a higher rate of failure than businesses that obtain financing by 

issuing profit and loss sharing instruments: “the probability of bankruptcy and 

financial distress are increased when debt-based financing is used.”30 This is in sharp 

contrast to issuers of common shares, who are under no legal obligation to pay 

profits to shareholders (dividends) when no profits have been earned. 31  Thus, 

financing with the help of profit and loss sharing instruments such as common 

shares is more conducive to the success of the firm in the longer term, as such 

financing does not require issuers to make payments to the providers of capital even 

when the businesses financed by them experience losses.  

3. Implications  

Islam encourages sharing. This includes the sharing of wealth. In business, it 

includes the sharing of risks as well as rewards, of profits and losses. The form of 

business enterprise best suited to enable sharing is the partnership. A partnership is 

a form of friendship. Forming a partnership presupposes a degree of trust among the 

partners. Trading and investment carried out by partnerships have many advantages. 

Partners pool their resources and in this way increase the amount of capital at their 

disposal. They also benefit from each other’s knowledge.  
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Partners agree to share good times and bad, profits and losses. They have a 

common interest, the success of their business enterprise. Because profit and loss 

sharing contracts enable the sharing of profit, they contribute to a more equitable 

distribution of wealth. For this reason, partnerships are better suited for the 

realisation of the social objectives of Islam, in particular the alleviation of poverty 

and a higher quality of life.32  

Islamic finance is constructed upon the principle of brotherhood and 

cooperation. It promotes such sharing and cooperation between the provider of 

funds (investor) and the user of funds (entrepreneur).33 The Qur’an states, “Verily, 

this brotherhood of yours is a single brotherhood…”34  

Financial institutions generally lend on condition that borrowers provide income 

and capital guarantees to lenders. These conditions ensure that wealth remains, and 

indeed over time increases, among the well to do.35 Income and capital guarantees 

ensure that the amount of capital that “trickles up” in the form of loan repayments 

over the longer term will always be greater than any amount that may have “trickled 

down” in the form of loans in the shorter term. For this reason, the use of interest-

bearing bonds widens the gap between the rich and poor, and therefore does little 

to advance a leading social objective of Islam, an equitable distribution of wealth.  

Making loans at interest is characteristic of a society where man is seen as an 

individual with few, if any responsibilities to his fellow man or to the larger 

community. In such a society, characterised by individualism, each person pursues 

his self-interest. A member of such a society is fundamentally indifferent to the fate 

of the “other.” He views life as a process in which any party can win only if another 
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loses. There is little that members of such a community have in common. Islam, by 

contrast, envisions a society whose members have a common interest and even 

share a common destiny. It envisions an inclusive social structure in which no one 

lives outside the community. It is for this reason also that the Shariah supports 

partnerships rather than creditor/debtor relationships. Partnerships unify 

communities; creditor/debtor relationships divide them.  

Borrowing establishes and reinforces different relationships among 

counterparties than business partnerships. Debt is a legally enforceable contract 

between one party (debtor) and another (creditor). Going into debt means that the 

borrower becomes beholden to the creditor. Debt effectively places the debtor in a 

position of service to the creditor, for as long as the debtor has to service the loan. 

Thus, being in debt represents a form of servitude. The need to repay debt reduces 

the borrower’s disposable income and his standard of living. It also limits his ability 

to participate in other activities, at least until the debt is repaid. With high interest 

rates this can take a long time.  

Being in debt can be demoralising. A heavy burden of debt can reduce an 

indebted person’s confidence. A drop in the confidence level in turn may make it 

difficult for the indebted person to succeed. Paying off debt entails additional 

hardship when compound interest (interest on interest) is added to the loan. If the 

debtor is unable to pay the full amount of interest, he or she will slide deeper into 

debt. Such debt may become impossible to repay. The person may fall into and 

remain in a debt trap.  
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Going into debt entails risking one’s reputation. In case the debtor fails to repay 

a debt or to repay it on time, he would have broken his word. The failure to keep 

one’s promise brings disgrace. It may expose the defaulter to ridicule, contempt, 

blacklisting and other forms of social ostracism.36 Islam, while placing a high value on 

keeping one’s promises, also places a high value on dignity.37 It requires Muslims to 

protect their dignity and to refrain from violating that of others.38  

A relationship among partners requires more trust (amanah) than a relationship 

that obtains between creditors and debtors. The insistence on income and capital 

guarantees betrays a lack of trust by creditors in borrowers. Guarantees protect 

creditors from a possible failure by borrowers to repay their debts as promised. 

Partners, by contrast, have confidence in one another – and may even become 

friends – something that rarely takes place in creditor/debtor relationships. Indeed, 

many a friendship has come to end when a debtor failed to repay to a creditor. 

Friendship among partners, by contrast, need not terminate when partners suffer a 

loss, as they suffer it together. Indeed, friendship among partners may grow stronger 

as a result of a loss because the loss is shared. Thus, partnership is more in keeping 

with the spirit of brotherhood than a relationship that arises among creditors and 

debtors. Relationships between creditors and debtors tend to be adversarial; those 

among partners tend to be co-operative. Lending at interest destroys the spirit of 

brotherhood; investing on a profit and loss sharing basis strengthens it.  

Going into 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 
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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. 

Excessive government spending using borrowed funds can contribute to inflation by 

driving up product and resource prices. 

Since profit and loss sharing (PLS) instruments do not create debt, it is better to 

utilise PLS rather than debt or debt-like instruments 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 as well as for building 

infrastructure. This kind of social investment can be expected to generate valuable 

productivity gains, especially over the longer term. In other words, savings from 

avoiding indebtedness can be used in a variety of ways to enhance the overall 

quality of life of the people. 

The primary principle of ethics is justice. Ethical acts are consistent with justice; 

unethical acts violate it. Whenever the laws of a community depart from justice, 

they also depart from ethics. At such time, reform becomes necessary. The challenge 

is to bring laws into harmony with the requirements of justice (ethics).  

Justice requires giving each person his or her due. The well-being of individuals 

as well as of the society depends on how well the community conforms to the 

demands of ethics. Where a person gains a reward without a meaningful counter 

value in exchange, a degree of injustice takes place. Except in cases of charity or 

inheritance, such income remains unearned and therefore undeserved.  
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Justice requires that reward has to be earned. In the ordinary course of events, 

income is earned by giving up what is known as a “counter value.” In the case of 

wages, the “counter value” is work. In the case of rental income, the counter value is 

a useful asset such as a house or a building. In the case of profits, the counter value 

is the provision of entrepreneurial skills and/or the willingness to share risks. In all 

cases (wages, rents and profits), a palpable counter value is given up in exchange for 

income. But what is the counter value given up by a lender in exchange for interest 

income?  

Work requires exertion over an extended period of time and skill. Investment 

requires performing due diligence, and the sharing of risk. Work and investment 

both contribute to the production of useful products or services. Both take place in 

the real economy. Moreover, the quantum of wages paid to workers is 

proportionate to the amount – and quality – of work performed. The amount of 

profits or loss is likewise proportionate to the capital invested. In al cases a 

meaningful counter values is given up in exchange for the reward earned.  

In lending at interest, by contrast, income is gained without giving up a 

meaningful counter value in exchange. For this reason, lending at interest is unlike 

any other income generating activity. It enables lenders to acquire income without 

giving up anything more than time in exchange.  

The legalisation of interest enabled parties with surplus funds (the wealthy) to 

obtain income without work and even without having to take risk in a business 

enterprise. Because it enabled parties with surplus funds to “earn” income without 
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work, the legalisation of interest had the effect of undermining “work ethic,” rather 

than the reverse, at least as far as lenders were concerned.  

The impact on debtors, by contrast, was predictably different. Going into debt 

obliges debtors to work harder than before, and harder than would have been the 

case if they had remained, or been able to remain, debt-free. In other words, lending 

at interest relieved lenders from having to work for a living, while at the same time 

forcing borrowers to worker harder than before. Borrowing at interest has other 

adverse effects. The need to repay debt reduces the borrower’s disposable income 

and standard of living. It also limits his ability to participate in other activities, at 

least until the debt is repaid. With high interest rates this can take a long time. 

The legalisation of lending at interest altered the relationship between business 

partners. It transformed it from one of relative equality, into one of inequality that 

characterises creditor-debtor relationships. The obligation to service the debt puts 

debtors at the “service” of the creditors.39  In this way, interest-based lending 

replaces a co-operative relationship, characterised by a sense of brotherhood, with 

one characterised by individualism. 40  At the same time, interest-based lending 

contributes to the fragmentation and disintegration of society.  

The damaging effects of lending at interest, however, would not manifest 

themselves on a large scale until centuries later, in the current debt crisis engulfing a 

number of European countries, and threatening even Japan and the United States. 

The adverse effects of interest-based financing include reduced efficiency in the use 

of resources, economic and financial instability, persistent unemployment and 

endless inflation.  
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The absence of the link between reward and performance makes interest-based 

lending inconsistent with a basic requirement of justice. This requirement is that 

reward needs to depend on, and indeed be proportionate to effort (productivity) or, 

in the case of business investment, risk.  

The fact that lenders earn income without work does not mean that income 

cannot be earned in an ethical way without working. Persons with no time, skills, or 

opportunities to become entrepreneurs can still participate in business. They can do 

this by investing in enterprises managed by others. They can buy common (ordinary) 

shares or bona fide participatory (mudarabah) sukuk.  

By becoming shareholders or partners in companies, investors agree to share 

business risk. They take a degree of responsibility for the outcome of the business 

enterprise they help to finance. This obliges them to share not only profits but also 

losses. Their rewards (profits) are justified by having taken business risk.  

Assessment of risk presupposes performing due diligence. Performing due 

diligence – the assessment of whether a given investment is or is not likely to 

succeed – requires a degree of knowledge. Thus, investors that earn profits by 

investing in risky enterprises may be said to be rewarded for a successful application 

of knowledge in performing due diligence.   

The entrepreneur has to take responsibility for every decision. If he makes the 

right decisions, he is likely to succeed, and he and his partners (other shareholders) 

will earn profits. If he makes poor decisions, he is more likely to fail, with the result 

that he and his partners will incur losses. In other words, the entrepreneur and other 

shareholders are exposed to risk.  
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By contrast, obtaining interest income by lending requires no factory to build, no 

equipment to operate, and no land to cultivate. There are no inventories, either of 

finished goods or raw materials, no marketing departments and no sales force. In 

other words, interest income is gained without engaging any factors of production. 

The reason is that lending at interest does not require any factors of production. 

Lending is fundamentally unproductive: the lender does not produce anything.  

The rationale commonly given why the borrower pays an additional amount 

(interest) to the lender is that without the willingness of the borrower to pay this 

additional amount, the lender would have been unwilling to make the loan in the 

first place. In other words, the lender claims interest to compensate him for his 

willingness to go without a given sum of money (the loan) for a specified period of 

time.  

It appears, therefore, that the lender is being compensated for giving time to the 

borrower to repay the loan. Accordingly, it has been claimed that the counter value 

for interest is time. The lender lends money to a borrower “for a time” in the 

expectation that the borrower will earn enough money in the meantime to repay the 

entire loan with interest, and perhaps even to generate some profit for himself.  

The price (interest) to be paid by the borrower to the lender depends on the 

length of time for which the money is lent, on the total amount of the loan, as well 

as on the rate of interest charged. However, it is time a marketable product or 

service? Do lenders have ownership time?  

Another view is that the lender needs to be compensated for the effects of 

inflation. Inflation erodes the purchasing power of money. Due to inflation, the value 
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of money decreases. Therefore, if the borrower were to return to the lender exactly 

the same number of units of currency that he borrowed initially, he might have 

returned exactly what he borrowed, but at the same time he would have returned a 

smaller value than what he borrowed. This would be unjust.  

The reason why the borrower has to pay back more than what he borrowed is to 

ensure that the value of the money that he returns to the lender will be the same as 

what he borrowed in the first place. In other words, the borrower has to pay an 

additional amount of money to the lender in exchange for a loan to ensure that the 

counter values in the exchange remain the same.  

Another view is that the lender needs to be compensated for the “lost 

opportunity” to earn profit with the money he loaned to the borrower. This rationale 

is also unconvincing, as there is no way of confirming that the lender would have 

earned any profit, let alone a profit equal to or greater than the amount of interest 

claimed by the lender.  

Loans at interest are in effect sales of money. The reason is that in an interest-

based loan a given amount of money (the loan) is being exchanged (sold) for a larger 

amount (the repayment with interest). The smaller amount is invariably paid on the 

spot while the larger amount is paid on instalment. However, in such a transaction, 

the counter values exchanged are palpably unequal. A transaction where two 

unequal amounts of money are exchanged is therefore unfair. This holds true 

regardless of whether the two amounts of money are exchanged on the spot or with 

one (the larger) amount deferred.  
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Despite the fact that lending at interest does not contribute to the real economy 

enormous sums in interest payments are paid to lenders. Substantial sums of money 

are spent to finance the trading of debt, in particular bonds. The trading of debt, 

however, merely transfers the ownership of receivables from one party to another; 

it does not generate any new wealth. This alone constitutes a considerable waste of 

resources.41  

In the typical industrial economy the total amount of interest paid to creditors 

ranges from 5% to 10% of the GDP. This seems to be a substantial sum of money to 

pay for so little. Thus, phasing out financing at interest and replacing it with risk 

sharing could be expected to increase real GDP by at least an amount equal to that 

currently paid in interest income to lenders. In an interest-free regime, income could 

be earned only in exchange for a real contribution to productive activity rather than 

for mere lending. 

Instead of using interest-based loans, capital needs to be channelled to 

entrepreneurs on the basis of risk sharing. This would require the suppliers of capital 

to share risks with entrepreneurs. The sharing of risk would supply the ethical 

justification for claiming a share of the entrepreneurs’ profits currently missing from 

lending. This would also ensure that all income paid to capital providers would take 

the form of permitted profit rather than forbidden interest.  

In a well-structured system of incentives, differences in achievement generally 

reflect differences in effort, ability, and commitment. God rewards those who work 

for a good cause. Yet lending at interest rewards people differently. The amount of 

interest income, unlike wages, does not depend on the effort made by its recipients. 
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Indeed, lending cannot reward a lender for effort, because gaining interest income 

from lending requires no significant effort to speak of.  

For this reason, interest income is a poor incentive for the realisation of 

productivity (efficiency). The possibility of living off interest income is likely to 

encourage people to become passive lenders rather than active contributors. The 

interest paid to the lender comes from the wages or profits of the worker or 

entrepreneur, respectively. The interest “earned” by a lender comes from the lawful 

income of other parties. 

What is known as collateral is an asset of value (at least equal to or greater than 

the amount of the loan) that the creditor can claim from the borrower in the event 

that the borrower (collateral owner) is unable to repay the loan or maintain the 

required repayments. The requirement for borrowers to post collateral means that 

even if a business financed by a creditor goes bankrupt, the creditor is able to 

recover his capital without loss. This shields the creditor from the risks faced by the 

borrower.  

In a loan secured with collateral the creditor takes no responsibility for the 

outcome of the business enterprise he helps to finance by lending at interest. 

Gaining a reward without taking risk, however, runs counter to well-known Islamic 

maxims such as al-ghurm bi al-ghunm, “profit is justified by taking risk,” and al-

kharaj bi al-daman, “earning profit requires taking responsibility.” 

Since borrowers tend to be poor and lenders rich, interest-based lending 

gradually transfers wealth from the poor to the rich. Over the longer term, this 

transfer widens the gap between the rich and poor. Wealth becomes progressively 
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concentrated among the wealthy, as only the latter – on account of their wealth – 

are in a position to lend. But the concentration of wealth in the hands of the few 

runs counter the Qur’anic injunction that wealth should circulate among all 

segments of society.42  

The concentration of wealth in the hand of the few causes a number of adverse 

long-term consequences. Such a gap acts as a formidable impediment to economic 

growth. A large gap between the rich and poor endows some (the wealthy) with 

more wealth than they can reasonably spend in ways that result in the generation of 

new wealth.  

At the same time it leaves others (the poor) with less than what they require to 

meet – in some cases – even basic needs, to purchase (and consume) the very goods 

that they themselves may have helped to produce. Collectively the wealthy spend 

too little on consumer goods and services due to their small numbers. The poor, on 

the other hand – even though there are many of them – spend too little due to their 

limited or non-existent wealth. Thus, many goods produced remain unsold, without 

buyers. A surplus develops.  

The wealthy will not buy the surplus goods because they do not need them, and 

also because they are more likely to buy expensive or luxury goods. The poor, by 

contrast, will not buy them simply because they cannot afford them.  

Thus, a surplus of products accumulates and economic activity remains sluggish, 

due to the limited amount of disposable income on the part of the vast majority of 

people caused, among other factors, by the diversion of disproportionate amounts 
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of purchasing power from the poor to the wealthy by means of interest-based 

lending.  

In this way, the gradual accumulation of wealth on the one side (among the 

wealthy) and its matching decline on the other (among all others) ensures that 

aggregate demand – and with it – aggregate supply (GDP), becomes lower and lower 

as time passes, allowing for increases such as those due to population growth.  

To make matters worse, the concentration of wealth in fewer and fewer hands 

provides an incentive for businesses to produce luxury products that cater to the 

tastes of the wealthy. This commonly takes place at the expense of producing 

necessities to meet the needs of the majority of people. An overproduction of luxury 

goods and a lack of basic necessities constitute additional evidence of inefficiency 

and injustice, besides causing hardship for people that have to do with limited, low 

quality or non-existent basic amenities.  

As the poor are more numerous than the wealthy, an increase in the disposable 

income of the poor will do far more to increase aggregate demand, and thereby 

stimulate overall economic growth, than any increase in the wealth of a few. A single 

person can at most eat one meal, wear one set of clothes, occupy one house, or 

drive only one automobile at any one time.  

Thus, any increase in the wealth of those who are already wealthy is unlikely to 

increase the demand for basic goods and services in any perceptible way. This is why 

tax advantages to the wealthy can be expected to have only a minimum positive 

effect on aggregate demand and spending. For this reason, an effective and 
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sustainable national development policy needs to aim at raising the disposable 

income of all, rather than only of a few individuals.  

A response to the problem of inequitable distribution of wealth can take the 

form of replacing financing by lending at interest with financing on the basis of risk 

sharing. This will arrest the trickle of funds flowing to wealthy lenders in the form of 

guaranteed interest payments and help to ensure that wealth is shared more 

equitably by circulating it among all sectors of society, as indeed required by Islam. 

Sharing brings many advantages. When wealth is shared, all members of society 

are able to acquire and enjoy some wealth. Thus, everyone has a reason to become 

and remain content. This contributes to peace and security. A community is bound 

together more firmly when wealth is shared. In a society where wealth is shared 

equitably – and this does not mean equally – there is neither poverty nor opulence. 

In such a society there is little disaffection, alienation and, most likely, little if any 

crime.  

Equitable sharing of wealth is evidenced by the absence of excessive disparities – 

surpluses or shortages of wealth – among different sections of society. A “significant 

disparity” is a gap between the rich and poor that is greater than what is warranted 

by differences in effort and ability. While some disparities are justified by natural 

differences among people, interest-based lending makes this gap worse. It does this 

by channelling wealth in the form of interest payments from the needy (borrowers) 

to the wealthy (lenders).43  

Islam calls for the believers to share. This includes the sharing of wealth. In 

business, it requires the sharing of risks as well as rewards, of profits as well as losses. 
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The form of business enterprise best suited to enable sharing is the partnership. 

Trading and investment carried out by partnerships have many advantages. Partners 

can pool their resources and in this way increase the amount of capital at their 

disposal. They can also benefit from each other’s knowledge.  

Partners agree to share good times and bad, profits and losses. They have a 

common interest, the success of their business enterprise. Because risk-sharing 

contracts enable the sharing of profit, they contribute to a more equitable 

distribution of wealth. For this reason, partnerships are better suited for the 

realisation of the social objectives of Islam, in particular the alleviation of poverty 

and a higher quality of life.44  

Islamic finance is constructed upon the principle of brotherhood and 

cooperation, which stands for a system of equity-sharing, risk-sharing, and 

stake-taking. It promotes such sharing and cooperation between the 

provider of funds (investor) and the user of funds (entrepreneur).45 

By contrast, sharing is conspicuously absent from relationships that obtain 

between creditors and debtors. Creditors distance themselves from the challenges 

(including risks) facing debtors, and are generally more concerned with timely 

repayments of loans and the preservation of their capital than with the success of 

the business enterprises they help to finance. The interests of the counterparties in a 

creditor/debtor relationship coincide only partly. This has significant social 

implications, and is also at odds with the teaching of Islam, which emphasises that at 

the level of dignity, human beings are all created equal. “We have bestowed dignity 

on the children of Adam,” says a well-known verse in the Qur’an.46  
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The creditor/debtor relationship is favourable to creditors and unfavourable to 

borrowers. In collateralised or secured lending, not only are risks not shared, they 

are confined entirely to borrowers. Ensuring that risks remain with the entrepreneurs 

is accomplished by means of income and capital guarantees. Should the borrower 

incur losses, he must maintain payments as promised. In case the borrower fails to 

repay the loan as a result of any losses, the lender takes possession of the collateral 

pledged by the borrower as security for the loan. This is why it is in principle 

problematic to speak of a “risk premium” in any secured (collateralised) loan. 

Islam encourages partnership relationships in preference to a creditor/debtor 

relationship. Human dignity is better protected in partnerships and more at risk in 

creditor/debtor relationships. Secured lending introduces a win/lose relationship 

between the counterparties. If a debtor is unable to repay debt, the creditor can 

take possession of the collateral pledged for the loan. By contrast, in risk-sharing 

partnerships partners share profits and losses, either in proportion to their 

investments, or according to the terms of the partnership.  

4. Conclusions  

Equity financing enables trading and investment in Shariah compliant ways, as 

investors earn profit (or rent) rather than interest. The difference between bonds 

and sukuk corresponds to the difference between lending (at interest) and trading or 

investing (for profit). In order to earn legitimate profit, investors need to take 

responsibility for the outcome of an investment, which requires the taking of risk. 

Neither profits nor capital is guaranteed. The taking of responsibility (risk) justifies 

the earning of profit. Holders of sukuk become owners not merely of securities, but 
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also of the underlying assets (backing) those securities. It is the underlying assets 

that generate the returns to investors. There is a direct link between the productivity 

(efficiency) of the underlying assets, and the dividends paid to investors. 

By contrast, the issue and sale of conventional bonds does not require issuers 

(borrowers) to sell any assets to bond buyers (lenders). Only the bond is sold to 

investors. The fact that interest payments as well as the principal amount are 

guaranteed means that buyers of (collateralised) bonds take little or no risk. If 

issuers fail to pay any part of the agreed upon payments or the principal amount of 

the loan on time, they will be in default. Creditors will become legally entitled to 

take possession of any collateral pledged to secure the loans. For this reason, 

collateralised lending at interest is fundamentally risk-free.  

While default is not a crime in most countries, it entitles creditors to take legal 

action to recover any outstanding amount of a loan. They may commence to take 

action to repossess any assets owned by debtors. A default cannot happen in 

contracts structured to share profits and losses, such as sukuk musharakah or 

mudharabah, as they are not loans but profit and loss sharing contracts. Issuers of 

profit and loss sharing sukuk, unlike issuers of conventional bonds, have no legal 

obligation to pay dividends to investors when no profits have been earned. This 

means that investors will not receive dividends when losses are incurred. Investors 

may earn dividends when the underlying assets become profitable again.  
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III. Macroeconomic consequences of interest  

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 

stagnation continues. Unemployment levels rose and remain at high levels, 
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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 – 

as well as morally and legally acceptable – to gain income without a palpable 
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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 

compelling incentive to perform due diligence. As a result, they often finance even 
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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 

that far from helping to allocate resources efficiently, interest-based financing 

causes inefficiency in a number of different forms.  
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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.  

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 
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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 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 
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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 

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 
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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 decline. 

An overall reduction in production, resulting from reduced spending, also reduces 

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

exported commodities or an unfavourable change in the foreign exchange rates can 
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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, 

while governments borrow to finance development or a budget deficit (to make up 

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

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-
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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 

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 



 130 

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 

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 
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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 

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).  
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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 

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 
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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 potential.” 

It is hardly normal for a healthy human being capable of work to remain idle for any 

length of time.  
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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 

interest, from obtaining loan financing. The inability to obtain investment capital 

reduces investment and thereby adds to unemployment.  
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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 

developed nations experienced for the first time a significant degree of “stagflation,” 

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

GDP. 
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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 

of resources is fundamentally not suitable for the purpose. This incentive is interest.  
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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 inflation. This 
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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.”33  

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.  

Declining spending now causes another disequilibrium. Inventories of unsold 

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

less remains available for spending in the real sector, and the greater will be the 

impact on economic growth.  
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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.34  

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.”35 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.36  

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.”37 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.38  

The effect of diverting funds from spending in the real sector towards the 

repayment of debt is similar to the effects of taxes.39 Economic growth declines by 

the amount of money diverted, multiplied by the spending multiplier. On account of 
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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.”40  

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 

sector over the longer term, the greater is the reduction in the rate of growth. Entire 

sectors are starved of capital.  



 145 

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.  
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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 

it.”41 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 
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[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.42 

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.43 

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.44 By contrast, countries with relatively low 

levels of public debt (30% of GDP) grew on average at the rate of 3.7% per annum.45  

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.”46 A study conducted by the Bank for International 

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

85% of GDP.”47 

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,”48 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.”49 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.”50 

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.51 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.”52 

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

service costs will skyrocket.”53  

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

down economic growth.55 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.”56 

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

debt.57 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.58 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 

1929 and 1939, nearly two million homes were lost to foreclosure.59 
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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.60  

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.” 61  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.”62 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. 63  Much of its debt it owes to its own citizens, known for their high 

propensity to save. 
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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.64 A business cycle is a 

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

been getting more pronounced.65 

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).66 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 

despotism.    
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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.67  

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.”68  

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.  

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.69 Nominal 
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interest rates peaked in 1981 at 21 per cent.70 In the second quarter of 1982 real 

interest rates reached “the all-time high of 9.55% (per annum).”71 The high interest 

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

on their mortgages tripled.”72  

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.”73   

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.”74 

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.75 

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 
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1987, wiping out $1.5 trillion from the world’s stock markets in a matter of days.76 

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.77  

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.”78  

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 1985.79 

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 
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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.80 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 

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 
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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.81 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 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.82 
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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.”83 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.”84 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.85  

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 mortgages 

in the United States eventually sparked off a full-blown global financial panic.”86  

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, 
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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. 87  During the same period, 7.3 million people declared 

bankruptcies.88  

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.”89  

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

financial system’s creation of private credit and money.”90 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.”91  

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 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. 
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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.”92  

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.93  

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 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 
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some other bank.94  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 

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.”95 

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.  
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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.  

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.  
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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. 

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.  
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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.  

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.  
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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, 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 
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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 

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).”96  
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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.  

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.  
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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.97  

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 

2.0% of value of any loan, regardless of the size.98 

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 
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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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IV. Keynesian paradigm  

1. Introduction 

Theories of business cycles explain fluctuations in business activity, and attempt 

to find ways of stabilising it. A theory of business cycles thus needs not only to 

describe economic activity, but also to prescribe responses when things do not work 

out in line with expectations.  

Theoretical analysis invariably rests a range of assumptions. If any of the basic 

assumptions turn out to be false or problematic in some sense, it will be difficult for 

the theory to deliver results, and offer viable responses to any problems that may 

arise in a given system.  

Thus, a theory is as reliable as the underlying assumptions on which it rests. If 

any of its assumptions turn out to be problematic, the theory cannot be expected to 

provide a sound basis for analysing problems as and when they arise. For a flawed 

theory will provide flawed results.  

The prime reason for the inability of contemporary economic theory to generate 

credible responses to major economic problems is that mainstream analysis contains 

precisely such a flaw (anomaly).  

This flaw is the assumption that interest as an incentive for productive activity 

and allocating resources efficiently is no different from profit. A closer look at 

interest, however, shows that this is far from the case.  
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The results of this analytical faux pas include a flawed economic theory, but also 

a range of burdens imposed on society in various forms. Thus, the assumption that 

interest is no different from profit needs to be looked at. The challenge is as much 

theoretical as it is practical. Economic theory will have to be reconstructed to bring it 

in line with reality.  

Despite evidence to the contrary, mainstream economic theory continues to 

maintain that interest-based financing channels resources efficiently. In the 

meantime, government stabilisation policies continue to meet with limited success 

in overcoming economic problems.  

These problems impose significant social and personal costs on society. These 

“costs” include an inefficient allocation of resources, indebtedness, inflation, 

unemployment, cyclical instability, stagnating growth, and a growing gap between 

rich and poor. In light of the analysis presented here, this hardly comes as a surprise.  

Mainstream stabilisation policies have met with limited success. The main 

reason is that they are based on flawed economic analysis, the Keynesian paradigm. 

A closer look indicates that this theory is deeply flawed. The primary flaw in this 

model is the assumption that interest is little different from profit as an incentive to 

ensure an efficient allocation of resources.   

2. Counter-cyclical policies 

In his theory of business cycles John Maynard Keynes explained fluctuations in 

economic growth as being caused changes in aggregate demand.1 He assumed that 

the relationship between aggregate demand and aggregate supply, demand was the 
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“independent” while supply served as the “dependent” variable. 2  Thus, he 

recommended countercyclical government spending (fiscal policy) as a way of 

overcoming recessions. This requires the government to spend more during periods 

of economic slowdown, and to spend less during periods of expansion.  

A closer look, however, shows that much instability remains even after the 

administration of Keynesian stabilisation policies. The reason is that Keynes assumes 

that debt may be traded the way real assets are traded. In the Keynesian universe of 

discourse, money itself becomes an asset, and subject to trade. Money is traded at a 

price known as “interest.” Moreover, the ‘price’ of money is determined by the 

interaction between the demand and supply of money, in ways comparable to those 

in which the prices of goods, services and resources are determined. This price is 

known as the market or “equilibrium” price, which is a price at which the demand 

for money equals to its supply. 

What Keynes did not appreciate is that interest rates are not determined by the 

demand for and the supply of money, because interest rates do not fluctuate up and 

down with market forces. Rather, interest rates are fixed, in the sense that they are 

set by central banks.  

Secondly, while the Keynesian model acknowledges that equilibrium takes place 

when investment and savings become equal, it overlooks the fact that this takes 

place only when the ‘price’ of money falls to zero. In other words, investment can 

become equal to savings only in an interest-free economy. The reason is that only at 

this ‘price’ will all surplus funds (savings) remain in the real sector.3 When the price 
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of money falls to zero, even marginally profitable businesses will be able to attract 

some funds.4  

Fixing the interest rate at a level higher than zero is tantamount to imposing a 

minimum price of money (price floor). However, a minimum ‘price’ of capital will 

cause a surplus in the money markets (financial institutions) just as a minimum wage 

will cause a surplus of workers (unemployment) in the labour market. Thus, 

whenever the interest rates are higher than zero, some funds will remain within the 

financial institutions.  

Surplus funds will remain there due to the fact that parties averse to risk will 

prefer to earn a lower rate of return from a financial institution rather than take a 

risk in the real sector, even with a prospect of better returns. Surplus funds will also 

remain in the financial institutions because they are too expensive for some (the 

marginally profitable) businesses to borrow. 

As long as parties with surplus capital have the option to “earn” guaranteed 

returns in the form of interest, they will have an incentive to keep their funds in the 

financial institutions, rather than invest them in the real sector. The opportunity to 

gain interest income will reduce the amount of savings flowing into the real sector 

(share markets) for the purpose of investment.  

In the absence of the possibility of “earning” guaranteed interest income in 

financial institutions, parties with surplus funds will be compelled to channel them 

into the real sector, even if the profits were to appear relatively slim. Put differently, 

were depositors able to invest directly in the businesses that currently borrow to 

finance investment, without the costly intermediation of financial institutions, 
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businesses should be able to obtain funds at rates as low as those that financial 

institutions currently pay on savings accounts to depositors or even lower.  

For the same reason, former depositors turned investors should be able to 

obtain rates of return on their investments as high or higher than the rates currently 

obtained by financial institutions on their loans to businesses. In other words, 

eliminating the proverbial “middleman” would increase transactional efficiency: it 

would increase the returns for investors and at the same time it would reduce the 

“cost of funds” to businesses.  

Suppose that the rate of interest paid by financial institutions to depositors is 3 

per cent, and the rate charged to borrowers is 8 per cent. The difference between 

the lending and savings rates or the interest “spread” in this example is 5 per cent. It 

is the difference between what a financial institution obtains from borrowers and 

what it pays to depositors. This is the amount that the financial institution retains for 

itself from the amount charged to borrowers.  

Were savers to invest directly in businesses on the basis of risk sharing, they 

could claim not only the 3 per cent they currently receive in the form of interest 

from financial institutions, but also the remaining 5 per cent that the financial 

institutions currently retain for themselves. Thus, the returns to savers would rise by 

at least the amount that the financial institutions currently gain for their 

shareholders. This extra gain for savers constitutes a compelling reason to switch to 

risk sharing modes of financing rather than continuing to rely on loan financing. 

There are other advantages of equity financing over borrowing at interest. 
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All businesses whose profits over a given period of time fall short of the amount 

needed to repay loans over the same period of time will be disqualified from 

obtaining loan financing, as their income will be insufficient to repay the loans. Since 

periodic repayments of loans include not only the payment of interest but also the 

repayment of the principal amount borrowed, the amount of profit that a firm using 

loan financing needs to earn to repay loans has to be higher than the percentage of 

interest the firm has to pay for the loan.  

Even earning profits sufficiently high to repay loans, however, does not yet 

guarantee obtaining loan financing, as firms are also required to post acceptable 

collateral. Any firm unable to post acceptable collateral will remain without loan 

financing, even if it makes profits sufficiently high to repay the loan. 

This would include a substantial number of businesses, in particular the SMEs. 

These business, due to the highly competitive conditions in which they operate, tend 

to have the slimmest profit margins. For the same reason, they are also the most 

efficient businesses. Moreover, it is well known that SMEs also provide the highest 

number of jobs. Thus, in a regime where capital comes at a “cost,” the most efficient 

business, the same businesses that contribute to social welfare most by providing 

the highest number of jobs will remain without financing due to its prohibitively high 

“cost.” 

In the Keynesian universe, disequilibrium between savings (S) and investment (I) 

resulting from a deficit of private spending (in particular investment) is not achieved 

– as it should be – by bringing the “cost of funds” to zero. Rather, it is resolved by 

increasing government spending in a process known as countercyclical fiscal policy. 
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This is in keeping with the (Keynesian) idea that when private sector investment is 

low, governments need to step in and take up the slack. But this is hardly a 

satisfactory response, because it amounts to solving one problem by creating 

another. Disequilibrium (surplus of goods and services) in the private sector is 

overcome by creating a disequilibrium (deficit) in the public sector. 

Moreover, apart from displacing (crowding out) private investment, public 

sector deficit spending adds to the national debt. For example, as a result of deficit 

spending the public (government) debt in the US has grown from $2.4 trillion in 1987 

to $20 trillion by 2016. Higher taxes necessary to repay debts in turn reduce private 

spending, and further slowdown economic growth. Thus, the solution to this 

problem is not palpably better than the problem. 

As a result of its lack of awareness of the harmful effects of interest-based 

financing on economic activity, the conventional (Keynesian) analysis has been 

unable to provide responses for addressing the major problems confronting present-

day economies, in particular inflation and unemployment, as well as their co-

existence in the form of “stagflation.” In so far as both inflation and unemployment 

are directly caused by the fact that capital comes at a “cost,” it follows that phasing 

out interest-based financing should contribute to overcoming both problems at the 

same time.  

In the conventional analysis, inflation and unemployment constitute a “trade-off,” 

exemplified by the “Phillips curve.” The trade-off between inflation and 

unemployment (the Phillips curve) means that stable prices and full employment 

cannot be realised at the same time. In other words, the economy can never reach 
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its full potential.5 This is certainly the case, but only in a regime where capital itself is 

traded: in an interest-based financial system.  

The Phillips curve implies that unemployment can be reduced only if society is 

prepared to tolerate more inflation. Similarly, it conveys the idea that 

unemployment can be reduced if society is willing to accept a higher rate of inflation. 

In other words, standard neo-Keynesian economic theory takes the alleged trade-off 

between inflation and unemployment as a given. Thus, public policy based on this 

model can only recommend moving from one point on the Phillips curve to another. 

But this amounts merely to substituting one kind of inefficiency with another.  

In mainstream economic theory the trade-off between unemployment and 

inflation is presented as inevitable. But it is not inevitable. The reason is that this 

trade-off is a direct consequence of interest-based finance. In an interest-free 

system, the trade-off between inflation and unemployment does not arise on the 

first place.  

The supply side model, tried by the Thatcher as well as the Reagan 

administrations, has not been more successful in eliminating the problems of 

unemployment and inflation. Significant stagflation prevailed even during the 

Reagan-Thatcher years. This hardly comes as a surprise. The supply-side model, like 

its Keynesian counterpart, shows little awareness of the harmful effects of financing 

spending by borrowing at interest.  

Another difficulty in the Keynesian model is that it assumes the possibility of 

equilibrium in the “money markets.” However, no equilibrium ever takes place in the 

money markets. The reason is that equilibrium invariably can only take place at one 
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price. However, the market for money is not a single market; it comprises two 

markets.  

The first is a market for savings, while the second is a market for loans. The fact 

that there are two markets is confirmed by the fact that there are also two prices in 

the markets for credit: a lending rate and a savings rate. The first is charged to 

“buyers” (borrowers) while the other is paid to the “lenders” (savers). The financial 

institutions effectively “borrow” from depositors, and use the money thus 

“borrowed” to make loans of their own. What explains this co-existence of the two 

markets in the credit sector? 

The reason why there are two markets is that savers do not interact directly with 

parties that need financing. The two markets arise directly from the fact that 

financial institutions position themselves between savers and users of capital. The 

financial institutions to make an income from the difference between the price they 

pay to savers and the price they obtain from borrowers.  

This arrangement, however, prevents the money market from ever reaching 

equilibrium. As long as financial institutions play the role of “intermediaries,” they 

will charge one (a higher) ‘price’ to borrowers, and pay another (lower) ‘price’ to 

lenders (savers).  

While a single ‘price’ may be unattainable under interest-based financing, a 

single ‘price’ could be achieved under risk sharing. Here the ‘price’ of financing 

would take the form of an average rate of profit. The reason why a single price could 

be attained is that risk sharing dispenses with the need for costly intermediaries 
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between the suppliers and the end users of capital, intermediaries that add to the 

cost of financing without, however, adding value. 

In an arrangement that would allow the suppliers of capital to interact directly 

with the users of capital, the money that borrowers currently pay to financial 

institutions in the form of interest would be paid directly to the suppliers of capital 

(the savers) in the form of profit. Under such conditions, all surplus funds could be 

channelled into investment, and even marginally profitable businesses would attract 

some capital. The reason is that there would be no opportunity to place funds in 

financial institutions to earn “guaranteed” interest income that might be higher than 

any profits earned in the real sector.  

Moreover, by sharing risk, investors could expect to earn higher returns than the 

rates paid by financial institutions on savings accounts. It is well known that over the 

longer term equity investments outperform bond markets by approximately 5 to 6 

per cent. At the same time, entrepreneurs (former borrowers) would not have to 

pay predetermined rewards to the suppliers of capital (former lenders).  

Were interest to be phased out, the equilibrium ‘price’ of money would of 

necessity have to be zero. It is at this ‘price’ and only at this ‘price’ that not only 

stability but even efficiency become realistic goals. The solution to the chronic 

problem presented by financial crises is to abandon the interest-based economic 

system, and adopt and interest-free alterative. This will ensure that profitable firms 

will be able to attract investment funds, in proportion to their profitability. 

Additional benefits may be expected to follow. These include better growth, lower 

unemployment and greater price stability. 
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The problem of inefficiency in the form of inflation and unemployment will 

persist as long as businesses, consumers and even governments continue to utilise 

interest-based loan financing in preference to risk sharing. The implementation of 

risk sharing can contribute to the realisation of three major economic objectives: 

growth, full employment and stable prices. In an interest-free economy, all parties 

with excess savings wishing to earn a return would be obliged to invest in the real 

sector. They could invest in the share market or the market for sukuk. Indeed, they 

could earn higher returns in the real sector markets than in the markets for fixed 

income securities.  

Investors would not lose by investing in equities. Some of the greatest fortunes 

were made in the equity markets. The fact that the returns on equity investments 

over the longer term outperform conventional bonds is well documented. Since 

WWII, common stock in the US, for example, yielded a real (after inflation) average 

annual return (dividend payments and capital appreciation) that was 6% higher than 

the real return on government-issued Treasuries. 

Moreover, the fact that all savers would invest their surplus funds – with the 

exception of balances held for transaction purposes – would ensure equilibrium 

(equality) between savings and investment. This would have a stabilising effect on 

economic activity. All excess savings would be channelled directly back into the real 

sector, without having to rely on intermediation by financial institutions, whose 

ability to recycle funds into the real sector is reduced by the need to charge a 

“minimum price” (interest) for any funds loaned.  
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In an interest-free system, all surplus savings would be recycled in the real sector. 

This would take place because there would be no need to pay for the cost of 

investment funds. Moreover, the government would be relieved of the responsibility 

to maintain high levels of employment. This would reduce the national debt and 

bring fiscal discipline to government spending and enable it to balance its budget. 

Effectively, market forces would bring about the results that have so far proven 

elusive for governments. 

3. Efficiency  

A market is a mechanism for buying and selling. There are as many markets as 

there are products, services or resources. Markets include producer, consumer and 

capital markets. In exchange for the payment of taxes, various ministries provide 

public services, such as transportation, education, welfare and health care.  

Markets enable the exchange of goods, services and resources in an organised 

manner. Resource markets comprise human, natural resource and capital markets. 

The latter comprise equity and bond (credit) markets. Assets in the form of company 

shares are traded in the stock markets, while liabilities (loans) are traded in the bond 

markets. Equity markets comprise share (stock) and Islamic sukuk markets.  

Efficiency is an attribute of workers, businesses or entire economies. Efficiency is 

productivity. Thus, an efficient worker is a productive worker. Similarly, an efficient 

business is a productive business. An efficient economic system is a productive 

system.  
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In macroeconomics, the leading measure of productivity is national income or 

the GDP (Gross Domestic Product).6 The efficiency in the use of human resources is 

reflected in the employment rate.7 At the microeconomic (business) level, leading 

measures of efficiency include output per unit of input, cost per unit of output, and 

profitability.8  

The term “efficiency” is also used to characterise economic systems. Some 

systems (such as the free market system) are seen as “more efficient” than others 

(for example a socialist or command system). If resources are allocated without 

generating any lasting shortages of surpluses, they are said to be allocated efficiently. 

If resources are allocated in ways that cause either shortages or surpluses, they are 

said to be allocated inefficiently. In a free market system, markets help allocate 

resources efficiently. They do this by means of the price mechanism. 

Markets help allocate resources efficiently by identifying industries or sectors 

where prices are rising and higher profits may be earned. Other factors being 

constant, changes in prices signal changes in profitability. Rising prices indicate rising 

profits while falling prices indicate declining profits.  

When the price of a given product declines, the profits of its producers fall in 

tandem. As prices and profits fall, businesses shift their resources out of the 

production of goods whose prices are falling and into the production of goods whose 

prices are rising.  

Variations in profitability are also reflected in the prices of company shares. The 

prices of the shares of business firms whose profits are rising are also likely to rise, 

assuming other factors remain constant. Conversely, the prices of the shares of 
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companies whose profits are declining are likely to fall. A shift of (capital) resources 

takes place whenever investors sell the shares of companies whose profits are falling, 

and invest instead in the shares of companies whose profits are rising.   

Excessive regulation of markets, for example by means of price controls, reduces 

efficiency. In order for markets to allocate resources efficiently, prices must be free 

to go up or down, to reflect changing market conditions accurately. If prices are not 

“free” to change, resources will not be allocated efficiently. Whenever prices are 

regulated (fixed), shortages or surpluses develop, signifying a reduction in 

efficiency.9 

A surplus indicates inefficiency in that it shows that too many resources are 

being allocated to the production of a given good, at least in the short term. A 

shortage, on the other hand, shows that not enough resources are being channelled 

into the production of the good of which there is a shortage.  

Under ideal (competitive) conditions, surpluses and shortages are overcome 

automatically by changes in prices, without any intervention by regulatory 

authorities. A change in the price of the product, service or resource is followed by 

changes in production levels and a reallocation of resources. In the case of surpluses, 

prices fall, freeing resources for alternative uses. In the case of shortages, prices rise, 

engaging additional resources in the production of goods and services for which 

demand appears to be rising.  

When a surplus or shortage is overcome, equilibrium or the balance between 

the demand and supply of the product is re-established. At this point, the 

adjustment process comes to an end. Since the balance between demand and supply 
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(market equilibrium) indicates an absence of shortage or surplus, whenever 

equilibrium prevails in a given market, resources are allocated efficiently. They are 

allocated efficiently because just the right amount of a product is being produced: 

neither too much (causing a surplus) nor too little (causing a shortage). In this way, 

markets can be said to contribute to an efficient allocation of resources.  

However, markets are also understood to be “efficient” in one other sense, the 

sense in which this term is used in finance. For in finance the term “efficiency” is 

used in a way that differs profoundly from the way this term is used in economics. In 

economics, efficiency is seen as an attribute of the market system, rather than of any 

particular market or markets.  

In finance, by contrast, markets are understood as “efficient” not on account of 

the way they allocate resources, but on account of the way they affect prices. More 

specifically, in finance markets are viewed as efficient when they determine prices, 

in particular the prices of securities, accurately.  

In other words, the meaning of efficiency in the discourse of finance reflects a 

shift of focus from resources to prices. One might say that the perspective of the 

economist gives way to the perspective of the trader. There are a number of 

problems with the view that markets are efficient in the sense in which term is 

understood in the discourse of finance. 

The view that markets are efficient in that they determine prices of securities 

accurately was espoused by Eugene Fama in the 1960s.10 The view that “markets are 

efficient” is known as the efficient market hypothesis (EMH). Fama initially applied 
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his hypothesis to the share markets. Later he extended it to apply to the bond 

(credit) markets as well.  

According to Fama, markets are able to provide accurate prices of securities, in 

particular the prices of stocks and bonds, because, over the longer term, market 

prices reflect all information. In practice this means that there can be no substantial 

difference between the price of a security and its “real” value, especially over the 

longer term.  

However, one problem with this view is that the sweeping designation of 

markets as “efficient” obscures important differences between credit and real sector 

markets. For these two types of markets neither operate in the same way nor 

produce the same effects. Where real sector markets are efficient, credit markets 

are not.  

In the absence of market or regulatory failure, real sector markets – including 

share markets – are efficient both in the sense in which this term is used in finance, 

as well as in the sense in which it is used in economics. They both determine prices 

accurately and allocate resources without causing long-term surpluses or shortages.  

However, evidence shows that – unlike share markets – credit markets are 

efficient neither in the sense in which this term is used in economics, nor in the 

sense in which this term is used in finance. In other words, credit markets neither 

allocate resources efficiently, nor determine prices accurately.  

The reason for this is that there are important differences between credit 

markets and share markets. These differences have profound implications on how 

well markets can achieve what is expected of them. Credit markets do not operate in 
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the same way as share markets, and therefore cannot be expected to produce the 

same results. 

Assuming that credits markets operate in the same way as share markets can 

result in a misallocation of resources. The reason is that the allocation of resources 

in the real sector (share markets) depends to a large extent on how capital is 

allocated in the credit markets. If resources are misallocated in the credit markets, 

they will be misallocated in the real sector.   

4. Financialisation 

The view that markets are “efficient” emerged at a time known as 

“financialisation.”11 Financialisation was part of a larger trend, market liberalisation. 

This trend finds its grounding in the ideology of liberalism, that views individual 

“freedom” as the most important feature of a well-governed system.12 This view 

assumes that people and institutions are best left to regulate themselves. 

Liberalisation of commercial activity was undertaken in the conviction that 

markets were capable of regulating themselves. In general, it was expected that 

deregulation would increase both productivity and growth. It was believed that freer 

markets would enable a more efficient allocation of resources.  

It appears that the argument that markets should be left to “regulate 

themselves” found favour among the regulatory authorities. Later events, however, 

would throw a different light on the experiment with the wholesale deregulation of 

financial markets that took place in the years leading up to the most recent (2007) 

financial crisis.13  
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The first consequence of deregulation was an increase in speculation. One 

perception that fuelled the rise of speculation was the perception – alleged or real – 

that higher returns could be earned in the financial sector than in the real sector. 

The difference between a businessman and a speculator is that while a 

businessperson is willing to invest over the longer term, the speculator seeks short-

term gains. 

While benefiting some companies in the short term – financial institutions in 

particular – overall deregulation had an adverse long-term impact on economic 

activity. This was evident in the build-up of indebtedness and threats to the stability 

of the financial system as a whole.14  

A significant amount of resources was diverted from the real sector, where 

production takes place, to the financial sector, where speculation is the dominant 

activity. This “transformation” was facilitated by changes in the law. The changes 

invariably favoured the banking sector over the real sector.15  

As a consequence of financialisation, the proportion of loans compared to equity 

financing in the capital structure of corporations increased dramatically. In the 

developed world, approximately two thirds of corporate financing takes place by 

means of loans.  

The view that credit markets are efficient in the finance sense of the term – in 

that they indicate prices accurately – was proven false by the unexpected and 

dramatic collapse of the prices of the CDOs or collateralised debt obligations, which 

lay at the heart of the recent global financial crisis. In other words, credit markets 
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have proven themselves to be inefficient not only in the way they allocate resources 

but also in the way they determine prices. 

That credit markets are inefficient also in the way they allocate resources was 

confirmed by the large surplus of empty homes whose construction was financed by 

subprime mortgages. Millions of people had to vacate their homes due to 

repossessions by creditors during the subprime crisis, in which credit markets 

channelled vast sums of money into the construction of subprime houses. This was a 

waste of resources on a large scale.  

After being repossessed by financial institutions due to defaults by house buyers, 

these surplus properties subsequently had to be demolished due to dilapidation.16 

Similarly, overinvestment also took place in the property market in Dubai, using 

similar, debt-like instruments of financing. In other words, credit financing did not 

ensure an efficient allocation of resources.  

The amount of waste caused by interest-based lending can be ascertained by 

identifying the total amount of interest paid out to all lenders in a given year by all 

borrowers. In a typical developed country, the amount of interest paid as a 

component of national income ranges from 8 to 11% of total GDP.  

It goes without saying that in any economic system where it would be illegal to 

gain interest income, and where income could only be earned in the form of wages, 

rents and profits, the real GDP could be expected to increase approximately by the 

amount of money currently paid out to lenders by borrowers, in other words by 

approximately 8 to 11% per annum.  
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To eliminate the inefficiencies spawned by financing investment by lending at 

interest, an alternative – interest-free – mode of financing needs to be utilised. This 

mode of financing needs to ensure that rewards to the providers of capital depend 

directly on the performance of the productive assets they finance. Financing on the 

basis of risk sharing provides just such a method of financing. 

In order to prevent waste in future, and thereby enhance the efficiency of the 

allocation of resources, it needs to be recognised that credit markets do not operate 

in the same way as other markets, in particular real sector markets. The prime 

reason is that activity in the two types of markets is driven by radically different 

incentives, interest on the one hand, and profit on the other.  

One incentive – profit – is conducive for ensuring that resources will be allocated 

efficiently. The other – interest – is not. The reason is simple. The magnitude of 

dividend payments to investors in the real sector depends on the efficiency of the 

enterprises they finance. As profits in a particular sector increase, so does 

production. The magnitude of interest payments to creditors, by contrast, does not.  

It follows, therefore, that the realisation of efficiency requires more than free 

markets. The efficient allocation of resources requires a legal framework in which it 

is legal to earn profit and illegal to gain interest. Only when suitable incentives are in 

place, can resources be allocated efficiently. Putting these incentives into effect 

requires suitable regulation and even legislation.  

This includes the need to restructure the system of incentives. In particular, 

there is a need to implement a regulatory framework and a system of incentives that 
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reward real investment (production of wealth) rather than speculation (transfer of 

wealth) such as takes place in the trading of bonds in the debt markets.  

One might say that having free markets constitutes a necessary but not a 

sufficient condition for the efficient allocation of resources. To realise efficiency in 

the macroeconomic sense there needs to be a structure of incentives that rewards 

productive activity.  

Put differently, in order to realise efficiency, markets need to be free in one 

sense and regulated in another. For example, prices need to be free to fluctuate. 

And markets need to be regulated in the sense that income may legally be earned 

only in the form of wages, profit, and rents, but not in the form of interest.  

When markets are free to determine prices, and regulated to allow the earning 

of profit but not of interest, they can be expected to allocate resources in ways that 

meet the needs of society, that is efficiently in the broad or macroeconomic sense of 

the term.  

To ensure efficient allocation of resources, the decisions on how to allocate 

resources need to be made in the real sector (share markets) rather than in the 

credit (bond) markets. This can be achieved by gradually supplanting interest-based 

(credit) financing with financing on the basis of risk sharing.  

Phasing out interest-based financing will ensure that decisions on how to 

allocate resources will always be made in the real sector, where investors are 

required to take risk. The need to take risk is a powerful incentive for ensuring that 

only convincing business proposals will qualify for financing.  
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The greater efficiency of the real sector in the allocation of resources, as 

compared to the credit sector, constitutes a compelling reason for adopting equity 

over loan financing.  

When risk sharing takes the place of lending at interest, one can expect 

reductions in the levels of debt, the freeing of government resources for spending on 

social services, higher employment, lower inflation, higher growth, a fairer 

distribution of wealth, and greater systemic stability – at the same time. 

Thus the problem of interest, however, needs to be addressed first. Interest 

constitutes an aberration within economic practice. Thus, what is required is a 

paradigm shift, away from an interest-based to an interest-free economy.17  

5. Conclusions  

What the law permits and prohibits has a significant impact on society. First and 

foremost, the law needs to realise justice. The widespread use of interest-based 

financing has impacted society in a number of different ways. Interest-based lending 

causes inefficiency, inflation, unemployment, indebtedness, as well as instability. It 

also reduces economic growth over the long term and causes excessively uneven 

distribution of wealth. These constitute compelling reasons for phasing out interest-

based financing and replacing it with risk sharing.  

The harmful effects of interest-based financing appeared in the indebtedness of 

nations, businesses and individuals. It is only a matter of time that unsustainable 

levels of debt will make it necessary to switch to an alternative mode of financing. In 

principle, it is better to be proactive rather than wait until a crisis forces change.  
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The fact that interest-based financing has been entrenched for centuries need 

not deter reforms. Slavery was likewise entrenched for centuries, until it was finally 

abolished. The fact that many nations are facing bankruptcy should add a degree of 

urgency to the much-needed reform of the financial system.  

Reform will require financial institutions to re-invent themselves as investment 

companies that, due to the prohibition of “earning” interest, will be required to earn 

income in the real sector. It will also require the central bank itself to adopt a way to 

exercise monetary policy that does not depend on the buying and selling of debt 

(bonds). This requires regulatory changes.  

Implementing an interest-free financial system will require phasing out the 

fractional reserve, interest-based system and its replacement with an interest-free 

financial system, where financing takes place on the basis of risk sharing. This will 

ensure that all money will remain within the real sector at all times and not be 

withdrawn from it at any stage.  

It will also ensure that businesses, households and even governments will not be 

able to spend beyond their means. This should help reduce excessive spending 

caused by cheap credit, and insufficient spending caused by expensive credit. In all 

cases, it will also bring about an environment where only interest-free loans can be 

made.  

Financing investment on the basis of risk sharing brings many advantages. It 

produces indebtedness neither for the private sector nor for the government. 

Neither does it cause inflation arising from the expenditure of borrowed funds. 
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Equity financing is more conducive to maintaining systemic stability and a fairer 

distribution of wealth than financing by debt.18 

Thus, it is advisable to restructure the financial system to ensure that it will 

operate in the real sector. In such a system, parties with surplus capital will not be 

able to earn income in the form of interest by lending. They will only be able to earn 

profit or rent. Because the financial institutions will no longer be able to lend at 

interest, they will be compelled to earn their income exclusively in the real sector. 

Socialism declined in part because of the injustice implied in its failure to reward 

and motivate people in proportion to their efforts. This was a direct consequence of 

severing the link between reward and productivity, caused by the prohibition of 

private enterprise, the right to own private property, and the collective ownership of 

productive resources.  

As a result, incentives to work were lacking. Disincentives for not working were 

likewise lacking. Those that were abler than others could not expect greater rewards. 

Those that did not exert themselves earned as much reward as those who did. Such 

a stance can hardly be in accord with justice.  

Like socialism, interest-based financing severs the link between reward and 

performance. The increasing financialisation of economic activity is draining valuable 

resources away from the real sector into largely unproductive speculation in the 

credit sector. The interest-based system may collapse as a result of the debt arising 

from lending at interest. The poor are especially vulnerable.19  

In the series of crises since the Great Depression, each crisis has been more 

severe than the one that preceded it. It is clear that financing by way of lending at 
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interest is neither sustainable nor viable over the longer term. The fact that interest-

based financing has been entrenched for centuries need not deter reforms. The fact 

that many nations are facing bankruptcy should add a degree of urgency to the 

much-needed reform of the financial system.  

In order to achieve a fuller utilisation of resources, it is necessary to ensure that 

investors take responsibility for the outcome of the enterprises they finance. The 

opportunity to obtain guaranteed income without effort or taking risk should not be 

tolerated in any well-governed society as a matter of principle.  

Deregulation is not a panacea for economic problems. Economic activity needs 

to be regulated for the benefit of the participants and to ensure fair competition. 

Practices that privilege the wealthy at the expense of the poor need to be 

abandoned. Economic activity needs to be regulated in ways that promote an 

efficient allocation of resources rather than hinder it. Incentives need to be in place 

to reward real contributions to production. Above all, the opportunities for rent 

seeking in the form of income for which no meaningful counter value needs to be 

given up, need to be eliminated. Moreover, tax advantages currently granted to the 

interest-based financial sector need to be withdrawn, and granted instead to the 

real sector. What is required is the political will to set the modern financial system 

on the right footing. 

Awareness needs to be created that interest-based financing is not only 

inefficient in the way it allocates resources, but also an unethical way of “earning” 

income. The destabilising effects of interest-based financing need to be highlighted, 

in particular, the link between this mode of financing and cyclical instability. 
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Economic theory has to be reformed in a way that will dispense with interest-based 

financing. Law reform needs to be initiated to facilitate the replacement of interest-

based financing with risk sharing. Incentives (in the form of tax breaks and regulatory 

changes) need to be provided to encourage financing on the basis of risk sharing. At 

the same time, disincentives (taxes as well as regulatory requirements) need to be 

implemented to facilitate the gradual phasing out of interest-based financing. Public 

education is required to facilitate the conversion of debt-based to asset-backed or 

equity-type financing. It is necessary to explain the advantages of financing on the 

basis of risk sharing.  

 

Endnotes 

                                                        

1 The role of the spending “multiplier” in magnifying the effects of spending constitutes 

a particularly valuable insight. 

2  This would apply to all markets, at both the microeconomic as well as the 

macroeconomic level. In relation to the economy as a whole, this principle is expressed by 

the equation AS = f(AD), which states that “aggregate supply is a function of aggregate 

demand.” This notion was turned upside down in the early 198s by “supply side economics,” 

which became popular during the Reagan/Thatcher years, and which postulated that supply 

determined demand or AD = f(AS). Supply side economics was a throwback to the theory 

known as “Say’s law,” proposed by J.B. Say, according to whom “supply creates its own 

demand.” The significance of this change from the point of view of public policy is that any 

government stabilisation policies would have to begin on the supply side of markets. These 

would take the form of reducing government regulations and eliminating or reducing taxes. 

3 Assuming that all savers are willing to take at least some risk. 

4  It is not unknown that even loss-making businesses can attract tremendous 

shareholder interest, in the basis of excellent future prospects. Google is a case in point.  
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surprise that this figure is roughly equal to the average rate of unemployment in the US. 

6 National income is “earned” in the process of generating the “national product.” Thus, 

“national income” is the monetary value of national production, normally calculated from 

the income tax receipts over a period of one year. 

7 The unemployment rate would be a measure of inefficiency in the use of human 

resources. 

8 The first two are monetary while the third is a non-monetary measure of efficiency.  

9 Disequilibrium is a condition of inequality between the demand and supply of a given 

product. A surplus or a shortage in turn signifies a condition of instability or disequilibrium. 

According to classical theory, all disequilibria are temporary. The reason why it is temporary 

is that there are natural market forces that will re-establish equilibrium, without any need 

for outside (regulatory) assistance. 

10 Fama, Eugene F. and French, Kenneth R. “Common Risk Factors in the Returns on 

Stocks and Bonds,” Journal of Financial Economics Vol. 33 (1), pp. 3–56, 1993. 

11 Foster, John Bellamy “The Financialization of Capitalism,” Monthly Review, Issue 11 

(April), Volume 58, 2007. Available online at: 

<http://monthlyreview.org/2007/04/01/the-financialization-of-capitalism> 

12 While freedom is necessary to protect the dignity of the individual, freedom is not 

without limits. This is recognised by the fact that even the freest nations impose restrictions 

on freedom in various ways.  

Some restrictions thus need to be placed on freedom, if for no other reason than to 

prevent abuses. Life with dignity itself is hardly possible without differentiating acts that 

contribute to well-being from those that undermine it. The prohibition of interest is a case in 

point. 
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Seen in a broader context, the legalisation of interest was part of a liberal trend that 

swept Europe during the sixteenth and seventeenth centuries. It was also to a degree a 

result of a new confidence, perhaps not entirely warranted, in the power of human reason 

to legislate in the area of ethics, traditionally a preserve of religion.  

The legalisation of interest was a part of a moral revolution, which took place in part by 

drifting away from revelation as a source of guidance. During this upheaval, individual 

autonomy became more prominent and the state was expected to protect it.  

The liberation of modern man from the restraints “traditionally” imposed on human 

initiative by the need to conform to the requirements of religion was justified by appealing 

to the doctrine of human rights. However, it appears that in the haste to recognise and 

protect human rights, the need to maintain consciousness of human obligations appeared to 

have taken a back seat. 

13 Rogoff, Kenneth S. & Carmen M. Reinhart This Time Is Different, Princeton University 

Press, 2009, p. 208. 

14 See Roubini, Nouriel and Stephen Mihm Crisis Economics, Penguin Books, New York, 

2010. 

15 Financialisation is a global phenomenon. According to the World Bank, the global 

volume of financial transactions is approximately 15 to 20 times greater than what is 

required to finance world trade. Kennedy, Margrit, Interest and Inflation Free Money, Seva 

International, 1995, p. 10. Available online at: 

<http://userpage.fu-berlin.de/~roehrigw/kennedy/english/Interest-and-inflation-free-

money.pdf> 

16 “Since 2007, banks have foreclosed around eight million homes. It is estimated that 

another eight to ten million homes will be foreclosed before the financial crisis is over.” 

Currently there are 18.6 million unoccupied houses in the US. That is approximately 6 

houses for each of the 3.5 million homeless persons. The National Economic and Social 

Rights Initiative, The Mind Unleashed, 2014. Available online at: 

<http://themindunleashed.org/2014/02/18600000-vacant-homes-united-states-

enough-every-homeless-person-six.html> 
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17 One may note in passing that in the discourse on sustainable development, little 

attention is being accorded to ensuring that financing of development itself will be 

sustainable.  

This is especially worrying in light of the fact that estimates show that anywhere from 

3.5 to 5 trillion dollars per year will be required to finance development over the next fifteen 

years. The need to pay attention to the sustainability of finance shows up dramatically in the 

issue of indebtedness, especially by poorer nations.   

Hopefully “development” will be sustainable not only in terms of the impact on the 

environment, but also from the financial point of view, in terms of the impact on the people 

that will, in the final analysis, have to pay for it.  
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2011, p. 17, accessed online on 15 April 2013; 
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V. Interest-free economy 

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 
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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  
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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 



 228 

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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