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Abstract: Interest-based financing presents a number of pitfalls to individuals,
business firms, as well as governments. Each of these pitfalls alone constitutes
a compelling reason for abandoning this hazardous mode of financing and
replacing it with financing on the basis of risk sharing, such as the muḍarabah
and mushārakah. The major pitfalls include the inherent inefficiency of lending
at interest, the profoundly destabilising effects it has on economic activity,
and the crippling indebtedness of nations, firms, as well as individuals that
it brings about. The paper investigates these shortcomings, and recommends
utilising risk sharing partnerships as a way of avoiding the pitfalls of interestbased financing.

Introduction
Financing is the process of funding personal, corporate, and government spending.
It requires identifying and utilising a suitable method of raising funds. Invariably,
in any financing arrangement, whether it is a loan or a business partnership, a
transfer takes place from those with a surplus to those with a shortage of funds.
Parties who are short of funds raise them from parties that have a surplus.
Funds can be obtained by borrowing or in the case of businesses, by means
of profit- and loss-sharing contracts. When funds are supplied in the form of
loans, the providers of capital are rewarded in the form of interest. When funds
are raised by way of profit and loss sharing agreements, the suppliers of capital
are rewarded with a share of the profits generated by the businesses they help to
finance.
Financing by borrowing at interest presents a number of hazards—one might
say pitfalls, to both lenders and borrowers. Some pitfalls arise in practice, others
in theory. The pitfalls, especially those facing individual borrowers as well as
society at large, are rarely highlighted in the literature on finance, conventional
or Islamic. This paper highlights three pitfalls that arise in practice: a less
efficient allocation of resources, economic instability, and personal, corporate
and government indebtedness.1 In addition, it highlights some pitfalls that arise
in the theory of finance, in particular from the way certain terms, in particular
“efficiency”, are used in the discourse of finance.
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The point made in relation to the last pitfall is that to view financial markets, in
particular credit markets, as having the capacity to ensure the efficient allocation
of resources in the real sector markets is unwarranted. The incentives that ensure
an efficient allocation of resources in the real markets (profits) simply do not
exist in the financial markets. Trading activity in the financial markets is largely
driven by incentives that reward the transfer of wealth rather than its production.2
Rewarding unproductive activity, however, inevitably results in a significant
waste or inefficient allocation of resources.3
The pitfalls of interest-based financing manifest themselves in a variety of
ways and at different levels. In some cases, a given pitfall may appear in one
form in one place and in another form in another place. Thus, an imbalance in
a market in the form of a surplus or a shortage may appear as an instance of
instability from one perspective, and at the same time as evidence of inefficiency
from another perspective.
We address these pitfalls one by one and, where suitable, demonstrate how
they relate to other pitfalls. We conclude by recommending phasing out financing
at interest and replacing it with financing on the basis of profit and loss sharing.
For profit and loss sharing enables a more efficient allocation of resources, brings
greater stability, and also protects parties in need of financing from indebtedness.
In general, financing by way of profit and loss sharing promotes sustainable and
balanced economic growth over the longer term significantly more effectively
than does financing by way of interest-based lending.

Inefficiency
Efficiency has both a narrow (microeconomic) and a broad (macroeconomic)
meaning. In its microeconomic sense, efficiency signifies the ability of a firm
to produce a good quality product at a low cost. Lower unit costs bring higher
profits, assuming other factors remain constant. In so far as increasing efficiency
enables businesses to increase profits, all businesses aim at realising efficiency.
In the macroeconomic sense, efficiency is the ability of the economy to produce
the maximum amount of wealth over a given period of time, utilising all of its
resources, without giving rise to any persistent shortages or surpluses.4 This
means that whenever employment remains below full employment (there is a
surplus of labour), or prices remain or become unstable (inflation takes place) a
degree of inefficiency arises.5
Government policies at the macroeconomic level, like corporate policies at
the microeconomic level, seek to establish and maintain a regulatory framework
that is conducive to the realisation of efficiency. This requires setting up and
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maintaining a structure of incentives that promotes efficiency at both levels.6
When the structure of incentives is such that it enables the realisation of efficiency,
both the individual firm as well as the economic system can be expected to
perform well, resulting in higher profitability, higher output, and a better standard
of living.
When the system of incentives is distorted or flawed in some way, however,
inefficiencies will occur. At the microeconomic level inefficiency will arise in the
form of shortages and surpluses, while at the macroeconomic level it will take
the form of inflation, unemployment and sluggish economic growth. Under such
conditions, the economy will perform at below optimal levels, resulting in a lower
standard of living. Thus, from the point of view of public policy, it is essential
to ensure that the incentive structure is such as to reward real contribution to
production, rather than different types of rent seeking, in particular rent in the
form of interest.
Interest constitutes a poor incentive for ensuring efficiency in the allocation
of resources since income “earned” by passive lending rather than by active
participation in economic activity essentially rewards people for remaining
idle or unproductive. With the legalisation of lending at interest, however, the
incentive for remaining idle has effectively been institutionalised. However, the
rising costs, personal as well as social, of interest-based financing make it clear
that another look at this mode of financing is required to determine whether it
indeed serves the interests of society as claimed by its supporters, rather than
only those of a few wealthy lenders.
Remarkably, the institutionalisation of interest-based financing is routinely
justified by the claim that it helps to allocate resources efficiently, supposedly by
“rationing” capital only to businesses that are profitable enough to pay the price
(interest) of capital demanded by financial institutions.7
While it is true that interest-based financing channels capital only to enterprises
sufficiently profitable to pay the required rates of interest, the fact that capital
comes at a price – a minimum price – also means that all businesses unable to
pay this price will remain without loan financing. In particular, it excludes the
SMEs, the small and medium sized businesses.8 The small, medium and start-up
businesses, due to the intensely competitive environment in which they have to
operate, often have razor-thin profit margins.
Since the profit margins tend to be the lowest in the most competitive
industries, the requirement to pay interest for capital effectively disqualifies from
loan financing precisely those firms that most deserve to receive it, i.e., the most
competitive and efficient firms.
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Consequences of Costly Capital
The fact that capital comes at a cost introduces inefficiency into every market
within the economic system, starting with the capital market. As all markets depend
on, or are linked to the financial sector in one way or another, the inefficiency that
first arises in the capital markets eventually spreads to all other markets.
At the microeconomic level, inefficiency arises in the form of surpluses in the
product and resource markets.9 At the macroeconomic level, inefficiency takes
the form of inflation (rising cost of living and production), unemployment (waste
of human resources), and slower economic growth (lower standard of living).
Evidence of inefficiency arises first in the financial markets in the form of a
surplus of capital.10 What causes the surplus is the fact that capital comes at a price.
A minimum price of capital causes a surplus of capital just as a minimum price
of labour causes a surplus of workers (unemployment) in the labour market.11
Inefficiency caused by the surplus of capital in the financial market then
spreads to the product markets in the form of inflation, arising from the need to
include the cost of financing in the prices of final goods and services.
Inflation, arising as a result of firms passing their interest expenses on to
consumers in the form of higher prices, reduces the demand for goods and
services. As a result of reduced aggregate demand, a surplus of unsold goods
develops. The need to cut back production levels in response causes some
workers to be laid off. This causes inefficiency in the labour market in the form
of unemployment (surplus of labour).12
Rising unemployment in the labour market in turn worsens the surplus in the
product markets. A decline in the disposable income of households, reduced as a
result of a rise in unemployment, then causes an additional reduction in aggregate
demand, spending and production.
Finally inefficiency in the product and labour markets brings a reduction in
overall GDP growth rate. A decline in economic growth takes place as a result
of a decline in sales caused by rising prices and a decrease in disposable income,
caused by a rise in unemployment. Additional reduction of economic growth
takes place as a result of the need to divert funds from spending towards the
repayment of debt.
Inefficiency will also surface in the foreign sector. Inflation in the product
markets makes exports more expensive and thereby causes a deficit on the current
account (an excess of payments for imports over receipts from exports). Rising
prices of local goods reduces exports and leads to an increase in demand for
comparatively less expensive imports.
A deficit on the current account puts downward pressure on the value of the
domestic currency and causes disequilibrium in the foreign exchange markets (a
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surplus of local currency). The downward pressure on the local currency forces
the central bank to raise interest rates. Higher interest rates, however, will attract
inflows of funds on the capital account (which records cross-border flows of capital
for purposes other than trading). This will cause a surplus on the capital account.13
Thus in all these ways, what was an initial inefficiency in the capital markets
in the form of a surplus of funds caused by the “cost” of financing eventually
begins to spread through all other markets and effectively destabilises the entire
economic system.14

Reward and Performance
In principle, the inefficiency of interest-based financing arises from the fact that a
lender is able to “earn” (interest) income without giving up anything of value in
exchange to earn it, in other words without adding value.15
No businessman would pay a wage to a worker without expecting a palpable
contribution to production. Yet an exception to this appears to take place in the
lending of capital. Unlike everyone else, lenders are able to obtain (interest) income
from borrowers without making any tangible contribution or effort to production.16
The amount of interest paid by borrowers to lenders is normally agreed upon,
and sometimes fixed, in advance. This means that the amount of interest paid
does not – and indeed cannot – depend on the efficiency or profitability of the
enterprises lenders finance. There is effectively no link between the amount of
interest paid to lenders and the profitability (efficiency) of the enterprises they
finance.
The absence of the link between reward and performance, however, gives
lenders little reason to invest capital in any enterprises that are more profitable
(efficient) than what it takes to repay debt with interest. As long as an enterprise
is able to repay debt and provide acceptable collateral, its relative efficiency is of
little concern to the lender. Thus, lenders sometimes finance even projects with
uncertain prospects of success.17
Examples of a waste of resources (or malinvestment as Hayek called it)
attributable to interest-based lending abound. They include the surplus of
properties financed by subprime mortgage in the US, as well as the surplus of
properties in Dubai, likewise financed by borrowing. Yet despite clear evidence of
the inefficiency of interest-based financing, few economists appear to question the
suitability of lending at interest for ensuring the efficient allocation of resources.18
In contrast to interest-based lending, in financing by way of profit and loss
sharing the rewards (profits) to the suppliers of capital (shareholders) are firmly
linked, and indeed depend on, the efficiency (profitability) of the enterprises
they finance. While shareholders may not participate on a day-to-day basis in
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the affairs of the enterprises they finance, and therefore are not rewarded for any
“work” performed for the company, their rewards depend of the performance of
the businesses they finance.19
In lending, however, not only does the reward of the lender not depend on
the lender’s productivity (as the lender, like the shareholder does not directly
participate in production), it does not even depend on the productivity
(profitability) of the enterprise the lender helps to finance. The reason is quite
simple: the amount of interest paid to lenders cannot depend on the amount of
profit earned since the quantum of interest paid to the lender is determined in
advance and profits cannot be known in advance.
Investors in profit and loss sharing contracts face risks of losses, and this gives
them a powerful market incentive to exercise due diligence in allocating their
resources wisely, to the most efficient and profitable businesses. This holds true
both before and after committing funds. Thus, only businesses with strong and
credible prospects of success can expect to obtain financing. Businesses with
limited prospects of commercial success will find it hard to attract funding, and
this ensures a more efficient (less wasteful) allocation of resources.20
A necessary condition for the realisation of efficiency is for reward to depend
on performance (productivity). This is a central pillar of the free enterprise
economy. The link between reward and effort ensures that payments to a factor
of production, assuming other factors remain constant, depend on, and indeed
are proportionate to its productivity (efficiency). Indeed, this is why workers
paid on the basis of piecework tend to be more productive (and also earn higher
incomes) than workers that are paid on a salaried basis, where no direct link
between productivity and reward exists.
The inefficiency of interest-based financing can be overcome by utilising profit
and loss sharing contracts, that reward only genuinely productive activity. This will
also eliminate all other forms of efficiency that arise in various markets, beginning
with the capital market, as a result of the fact that capital comes at a cost.

Instability
The inefficiency of interest-based financing gives rise to various types of
surpluses and shortages. Insofar as these represent market imbalances, they
signify instability.
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 place in a stable
way. Stability can be broadly contrasted with chaos.
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Stability, or the absence of a propensity to change, takes many forms, including
physical, psychological, or systemic. We speak of a stable aircraft, a stable
person, or a stable system. This could be an economic system, a political system
or an ecosystem. Different types of stability, such as economic and political
stability, generally reinforce each other. In principle, a condition of stability is
to be preferred to instability, although stability is not necessarily desirable for
its own sake. A prisoner may be leading a stable existence; this does not mean,
however, that a life in prison is desirable.
The Qur’an mentions “stability” (qarar), in the context of contrasting a good
word with an evil word.21 Good and evil words are compared to trees. Each type
of tree brings forth a different kind of fruit. An old adage says, “a tree is known by
its fruit.” A good word is like a tree that is firmly rooted or stable; the evil word,
by contrast, “has no stability”22 and is likely to collapse at any time.23 Following
divine guidance is like having one’s feet “planted firmly,”24 and “grasping a firm
handle-hold.”25
In general, instability is hazardous, as it brings many risks. Thus we speak of
an unstable marriage or an unstable person. Political and economic instability are
likewise to be avoided.26 Islam enhances stability by means of both commands
and prohibitions. It promotes stability by prohibiting destabilising practices
such as gambling, consuming intoxicants, and “earning” riba. While gambling
destabilises people financially, consuming intoxicating substances destabilises
people physically as well as intellectually. Borrowing at interest destabilises
individuals, businesses, and entire nations financially.
Islam also enhances stability by mandating practices that have a stabilising
effect. These include performing prayers, paying zakah and fasting. Achieving
and maintaining stability helps to realise the objectives (maqasid) of the Shariah:
protection of life (arising from a reduction of crime), protection of the family
(arising from preventing marriage breakdown), and the protection of property
(arising from avoiding financial crises, indebtedness and bankruptcies).
At the macroeconomic (national and global levels), instability manifests
itself in the form of business cycles. These are periods of accelerating growth
followed by slow or negative growth and stagnation. Business cycles that become
particularly severe are known as crises. In principle, instability in the interestbased system of financing arises from an increase in spending, made possible by
borrowing, that is then followed by a reduction in spending, brought on by the
need to repay debt with interest.
Historically, a number of business cycles stand out as having caused a great
deal of hardship. These include the crisis of 1929-1933 (the Great Depression),
the 1973 oil crisis, the commodities crisis of 1987, the currency crisis of 1997,
the dotcom bust of 2001, and the global financial crisis that started in 2007 and
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shows no signs of abating. These crises have taken, and continue to take, a heavy
toll on people, businesses and entire nations.
Friedman, Hayek and other leading economists have observed that monetary
policies of central banks, despite all good intentions, can cause a significant
degree of instability. What is less frequently noted is that in the longer term, and
in contrast to financing on the basis of profit and loss sharing, financing at interest
causes cyclical instability regardless of whether central banks keep interest rates
constant, or allow them to fluctuate with market conditions.
Instability caused by financing spending by means of borrowing takes
place as follows: an expenditure of borrowed funds initially boosts aggregate
demand (AD) in all categories, consumer, producer or government; an increase
in spending causes a decline in inventories of finished products; an increase in
sales triggers an increase in production, investment, and employment; additional
resources, including human resources, are then engaged in the production process
and economic growth accelerates.
Because of the increase in demand financed by the borrowed funds, however,
prices in product and resources markets begin to rise. Thus, the first effect of
financing spending by borrowing is inflation. Prices in product and resources
markets rise because borrowing enables all sectors, e.g., households, firms, as
well as governments, to claim a share of GDP that is larger than their current
income and savings allow them to claim. Were consumers, producers and
governments compelled to finance their spending out of savings or income, this
inflation would not arise in the first place.
The increase in demand made possible by the ability to spend through
borrowing well beyond the limits of one’s savings and income, causes “asset
bubbles,” particularly in the property and the share markets. The rising prices
of assets (which often serve as collateral for loans) encourage more lending and
spending. Any increases in spending financed by credit will be magnified by the
multiplier. This period of economic expansion, financed by spending borrowed
funds, represents the “boom” stage in the business cycle.
After the initial surge in demand (caused by the expenditure of borrowed
funds), rising prices as well as the need to repay debt begin to restrain spending.
As the economy overheats, central banks raise interest rates, thereby restraining
spending by making both consumer and business borrowing more expensive.
In time a sufficiently large spike in interest rates will reverses the expansion
process.27 This will initiate the contraction stage of the business cycle.
The multiplier effect will again magnify the change—now a reduction—
in spending. Reduced spending will cause a rise in inventories and trigger a
reduction in production of goods and services. A decline in production reduces
growth, investment, employment, as well as profits.
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Some borrowers become unable to continue servicing 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.28
Thus, credit financing exacerbates business cycles by enabling increases in
spending to take place, financed by borrowing, that are subsequently followed by
decreases in spending, necessitated by the need to repay debt.
To make matters worse, 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) will
invariably be greater than any initial increase in spending (injections) during the
growth phase.
Thus, 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, can only 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, to finance spending through borrowing is only to thwart, rather
than foster 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 changes in overall spending are felt far and wide.
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
fashion or in the necessary amounts. A delay or shortfall in the recycling of such
funds is likely to make the contraction worse.
Extending more debt, whether to private businesses or governments, merely
postpones solving the underlying problem, and may in fact magnify it. The shortterm solution is to write off all accumulated interest charges,29 and even the
principal amounts owed.30
The long-term solution to the problem of instability caused by interest-based
financing is to adopt profit and loss sharing as the preferred mode of financing.
This would compel households as well as businesses to live within their means,
without spending in excess of their means. Utilising profit and loss sharing would
also relieve businesses and government of the need to pay interest and reduce the
burden represented by the national debt on both current and future generations.
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Indebtedness
Financing by way of borrowing obliges the borrower, whether a person, a firm
or a government, to go into debt. Because it imposes a future obligation on the
debtor, going into in debt puts pressure on him to make good his promise to repay.
This pressure increases with the amount owed and the interest rate charged.
Going into debt obliges borrowers to become beholden to creditors.
Indebtedness places borrowers at the “service” of the creditors, for at least as long
as it takes to repay (service) the debt. Thus, borrowing from the outset establishes
a relationship of inequality between debtor and creditor. This is 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.31
Debt presents risks not only to creditors but also to debtors. 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, except in cases of collateralised lending, is that
a borrower may fail to repay the debt or a part of it to the lender.32 The risk to the
borrower is that he or she may suffer damage to his or her reputation as a result
of inability to repay debt and possibly be blacklisted as a result.
Moreover, being in debt can turn into being trapped in debt, as a result of an
increase in debt, from interest and compound interest charges added on top of the
original loan. A debt trap is a condition of being in debt and unable to come out
of it. Going into debt is easier than coming out of it, as the repayment of money
borrowed at interest always exceeds the initial amount borrowed.33
Going into debt enables people to by-pass the natural limits on spending
(income and savings) and to spend, as well as live, beyond their means.34
Problems arise when debtors are faced with the need to repay debt and find that
they are unable to do so for some reason, such as a lower than expected income.35
This holds true even when the loan is interest-free, but it is worse when the
loan is made at interest. On what grounds would a person willingly expose
himself to the risks presented by going into debt? The answer most likely has to
do with need. People go into debt because they feel they have little other choice.
The amount of debt currently outstanding is unprecedented. At the same time,
a small number of people (in particular shareholders of financial institutions)
have amassed vast fortunes. A number of industrialised nations currently suffer
from a debt “overhang.” The US owes $ 15 trillion of 100 per cent of GDP.36
Japan’s debt stands at 170 per cent of GDP (or 94 per cent if reserves of foreign
exchange are taken into account).37 The economic problems due to the need to
repay debt with interest are worst in heavily indebted countries such as Greece,
Spain and Ireland, all reeling under their debt burdens.
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In the US, household debt amounts to $3 trillion, on which $300 billion of
interest is paid yearly. Developing nations are not spared large debts. Mexico
had massive debt problems in 1984-1985. A number of Latin American countries
such as Argentina defaulted outright on their foreign debts. Given the number of
personal and business bankruptcies in many countries, including the bankruptcies
(sovereign default) and near bankruptcies of entire nations, the inability to repay
debt with interest and “serial default” have become a fact of life. In many parts
of the world, debt-restructurings have become common. Sovereign defaults
(defaults by governments) are far more common than is generally realised.
The danger over the longer term is that as growing proportions of wages,
profits, and tax revenues are diverted to repay debt, progressively less money
remains available for spending on consumption, investment and the provision
of essential public services.38 In this way, the reduction in spending, caused by
the need to repay debt with interest, reduces aggregate demand and therefore
economic growth. This can result in a vicious spiral: first, taxes need to go up in
order to repay debt.39 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.
Rogoff and Krugman refer to the current economic slowdown, the most
pronounced since the Great Depression, as the Second Great Contraction.40 In
the two years after the 2008 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 are high, especially among younger
people. The need to divert tax revenue to repay debt is necessitating “austerity
measures” and “belt-tightening.”
The solution to the problem of large and growing debts, public or private,
lies in phasing out financing at interest and replacing it with financing on the
basis of profit and loss sharing. This will leave all money earned in the form of
wages, rents and profits within the real sector (the circular flow), and make it
unnecessary to borrow it at a cost (interest) from the financial institutions in order
to finance consumption, investment or government spending.

Analytical pitfalls
While a number of pitfalls arise in the practice of interest-based financing, other
pitfalls may be found in the discourse of finance. Indeed, the latter pitfalls may
well explain the former pitfalls.
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The discourse of a given discipline provides the parameters within which
analysis takes place. Depending on its comprehensiveness as well as ability to
integrate new insights, academic discourse presents opportunities but may also
impose limitations on what can be conceptualised. Thomas Kuhn had already
noted some of the challenges in attempting to rehabilitate an existing paradigm
(way of looking at things) or introduce a new one and the resistance one can
expect from parties with an interest in maintaining the status quo.41
A lack of clarity in the understanding of key economic terms, or of the way key
institutions work and relate to each other, may result in a flawed understanding
of how the economic system functions. Analyses resting on a problematic
articulation of the meaning of key terms (such as riba), institutions (such as
markets), or incentives (such as profits) may cause a profound misunderstanding
of the dynamics of economic activity. This can result in the adoption of policies
that may turn out to be detrimental and even counterproductive over the longer
term. Such policies do not serve the public interest (maslahah) but may on the
contrary undermine it in unforeseen ways.
The pitfalls in the discourse of finance commonly take the form of unwarranted
assumptions about the meaning of key expressions.42 One key term that has been
affected in this way is “efficiency.”
In the real sector, the term efficient is applied to a worker, a business, or a
system. It refers to the ability of a worker, a business or a system to generate new
wealth in a way that minimises waste and maximises output (production). It is
seldom applied to a market, except insofar as markets help in assisting to allocate
resources efficiently.
In finance, however, the term efficiency is used differently. Unlike in
economics, in finance the term efficient is applied almost exclusively to markets.
The allocation of resources hardly ever gets a mention. Thus, in finance the
term efficiency is not – at least not explicitly – applied to the way resources are
allocated. The term efficiency is used in a narrow sense, where it is restricted to
the ability of markets to determine prices accurately.
The view that financial markers are efficient in the sense that they determine
prices accurately is known as the “efficient market hypothesis” (EMH). This
hypothesis says that the market price of an asset always reflects its true value.43
The efficient market hypothesis is part of the classical theory of economics,
which sees markets as efficient not only in the way they determine prices but also
in the way they allocate resources.
The fact that over the long term prices are determined accurately and resources
allocated efficiently in the real sector does not yet mean, however, that the same
can be expected to take place in the credit markets. One of the major fallacies in
contemporary finance is to think that what markets can achieve in the real sector,
they can also achieve in the credit sector.
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Credit markets do not operate in the same way as real sector markets. Thus,
just because real sector markets in the absence of market and regulatory failure
are able to allocate resources efficiently, it does not follow that credit markets can
do the same. In other words, the classical “efficient market hypothesis” still holds
true, but only for the real sector markets, and even that only over the longer term,
and not for credit markets.44
Recent experience in fact has disproved not only the claim that financial
markets determine prices of securities accurately in the financial sector,45 but also
that they ensure an efficient allocation of resources in the real sector. Evidence of
inefficiency of the credit markets appears in the form of the massive quantity of
resources that have been channelled (and wasted) in the construction of houses
financed by subprime mortgages. This has also been seen in the overinvestment
in the property sector that took place in Dubai, using similar debt-like instruments
of financing.
The claim that credit markets are efficient, and the implication that they also
help to allocate resources efficiently in the real sector, has facilitated the flow
of large amounts of resources into wasteful uses. In order to prevent a similar
waste in future, it has to be recognised that financial markets, in particular credit
markets, do not operate in the same way as other markets, in particular real sector
markets. The activities in the two types of markets are driven by radically different
incentives, interest on the one hand and profits on the other. One incentive (profit)
is conducive for ensuring that resources will be allocated efficiently. The other
(interest income) is not.
When functioning in the absence of market and regulatory failure, real sector
markets, the product and labour markets in particular, are efficient (over the
longer term) both in the sense of determining prices accurately and in the sense
of allocating resources efficiently. The same, however, cannot be said about the
markets for credit (debt). These have proven themselves, in retrospect, to be
inefficient in both ways.
The fundamental inefficiency of credit markets, as argued elsewhere in
this paper, stems from the fact that capital comes at a cost. As long as capital
comes at a cost, inefficiencies will persist. Thus, to eliminate the full range of
inefficiencies caused by interest-based financing, a different mode of financing,
in particular profit and loss sharing, needs to take its place. When this happens,
the inefficiencies caused in the real sector by interest-based financing will be
eliminated.
One may add that the ability of prices to determine prices accurately is only
one of the conditions, even if an important one, of achieving macro-economic
efficiency. For the latter to take place, other conditions need to be fulfilled. These
include the need to ensure that resources flow into the real economy and that
investment takes place in the real sector.
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These conditions also include the need to implement a regulatory framework
and a system of incentives that reward real investment (production of wealth)
rather than unproductive speculation (transfer of wealth) such as takes place in
the trading of securities in the financial markets.46 The contemporary discourse of
finance appears to be largely silent on these other conditions.
Above all there is the need to share investment risk. Risk constitutes a powerful
incentive for exercising due diligence, a sine qua non of an efficient allocation of
capital. It is the possibility (risk) of suffering losses, more than any other factor,
that acts as a powerful incentive to investors to allocate resources carefully.
Where investors feel there is little or no risk, they may commit resources on a
scale greater than is justified by a more accurate assessment or risk.
Rather than seeking to devise ways of sharing risk, however, conventional
finance, and to a worrying extent Islamic finance, has been seeking to reduce
risk for lenders, if not completely eliminate it. The reduction of risk to lenders is
accomplished simply by transferring it to borrowers.
The belief that risk could be eliminated by transferring it to borrowers or
insurers turned out to be unfounded. The risk was transferred, but not eliminated.
Moreover, third parties (such as AIG) to whom the risk was transferred turned
out to be unable to bear it. In the end, the risk was transferred to the taxpayers.
The risk was overlooked in part because a great many of the investments
were touted as collateralised, in particular the “collateralised debt obligations”
(CDOs).47 Thus, in a bizarre turn of events, the very securities – products of
“financial innovation” – that were supposed to reduce the risks for investors
not only did not protect investors from risks but in fact made investors more
vulnerable to risk by giving them a false sense of security.
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 their counterparties from bankruptcy. Another factor that
was overlooked was that while hedging devices might work in isolated cases of
defaults, they would not work in the case of a default on a system wide basis.
The lesson to be drawn from this is that risk transfer neither fosters an efficient
allocation of resources nor provides protection against risk. By contrast, risk
sharing does both. It reduces risks to investors and fosters the efficient allocation
of resources – at the same time.
The belief that financial markets, and in particular credit markets, are efficient
is one of the major fallacies in the contemporary discourse of finance. The fallacy
is due to the failure to differentiate between real sector markets and credit markets
and the belief that credit markets operate in the same way as real sector markets do.
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The failure to differentiate between the two types of markets is in turn due
to the failure to understand how each type of market operates and how the
incentives that drive it operate. In order to set finance on the right footing, a better
understanding of markets and how they operate is therefore required.
By adopting a restricted meaning of efficiency as the ability of markers to
determine prices, finance has effectively excluded macro-economic (social)
consideration from its discourse. Thus, finance uses what may be thought of as a
“privatised” notion of efficiency. Yet this “private” notion of efficiency appears
to have not only entered, but even come to dominate, the public discourse on
efficiency. A notion of efficiency that has been stripped of its social significance
may serve private interest well. However, it is not clear how such a meaning can
serve the public interest (maslahah).48
Thus, there is a need to re-establish the link between the meaning of efficiency
as it is understood in finance and how it is understood in the real sector, a link that
has been severed in the new discourse and practice of finance. More specifically,
the scope of the dominant meaning of efficiency needs to be broadened, to include
social goals, such as an achieving stable prices, full employment and sustainable
economic growth.49
For this to happen, the understanding of efficiency needs to be rooted in the
real sector because it is in the real sector that goods and services that meet social
needs are produced. It is only on the basis of a broader understanding of efficiency
that the macro-economic objectives of economic activity (social well being) can
be comprehensively articulated and successfully implemented.

Conclusions and Recommendations
The basic inefficiency of interest-based lending, the various forms of instability
it causes, and the large debts it has given rise to, constitute good reasons for
phasing out this mode of financing and replacing it with a mode of financing that
is more conducive to economic growth: profit and loss sharing.
Were interest-based financing to be replaced by financing on the basis of profit
and loss sharing, the surplus of idle funds commonly found in financial systems
that use interest-based financing could be overcome. Specifically, this surplus
of funds could be used to finance investment in enterprises currently unable to
earn sufficient profits to pay the rates of interest demanded. This would increase
investment, reduce unemployment and stimulate economic growth, all at the
same time.
In a system of financing on the basis of profit and loss sharing, the funds that
previously flowed to financial institutions in the form of interest payments would
now flow to the businesses in the form of profits and to workers on the form of
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wages. This means that businesses would have more funds to invest from internal
sources. They would no longer have to access funds at a cost and they would
no longer have to pass interest expenses on to consumers in the form of higher
prices. This would reduce inflation. Extra funds held by business in the form of
retained earnings, combined with the higher disposable income of households,
would boost aggregate demand and economic activity.
•

Awareness needs to be created that interest-based financing, contrary
to popular perception, is in fact inefficient and adversely impacts every
sector by causing a range of inefficiencies in the economy.
Awareness also needs to be created about the destabilising effects
of interest-based financing, in particular, the link between this mode
of financing and cyclical instability. This is a compelling reason for
abandoning interest-based financing in favour of profit and loss sharing.
The dangers of going into debt, personal as well as social, need to be
widely publicised. Alternative methods of financing should be explored.
The discourse of finance needs to be revisited to ensure that the
terminology used reflects the economy of the real sector and that key
drivers (incentives) of economic activity are properly understood.
Interest-based financing needs to be phased out and replaced with
financing on the basis of profit and loss sharing.

•

•
•
•
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