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It is almost impossible at present to find a passage on the Islamic economic system that does not contain a proclamation that interest is prohibited in Islam.1 Some Muslim economists go as far as citing the Keynesian and Marxist economic precepts to justify their position of interest being usurious.2 Yet, it is hard to find a well-thought-out discourse on the subject of interest versus usury in Islamic economics literature that has emerged over the last two decades. Whatever has been discussed is limited to the definition of interest according to various Western secular schools of economic thought. Seldom is there any reference made to the Jewish and Christian positions on interest and usury, despite the fact that the scholars from these two faiths also wrestled with the same concerns for centuries. Only recently have they accepted the position that interest and usury are not necessarily synonymous.3 Moreover, there has not been much, if any, discussion of how interest rates are actually determined and treated in a modern financial system. Until a proper inquiry is made on the nature of interest rates in modern financial transactions, one should not identify interest as usury and condemn it as evil and prohibited in Islam.

With this in mind, let us first examine the Islamic shari'ah and its interpretations on riba (usury), and then the nature of interest in modern financial institutions before accepting or rejecting what seems to be considered as an axiom (i.e., "interest is usury").

Interpretation of the Islamic Shari'ah on Ribi (Usury)

Qur'anic Injunctions:

The Qur’anic injunctions against usury were revealed in four stages: 

First. Surat ar-Rahman, Verse 39 tells us:

"That which you layout for increase through the property of (other) people, will have no increase with God; but that which you layout for charity, seeking the countenance of God, will increase; it is these who will get a recompense multiplied."

Second. Surat an-Nisa', Verse 161:

"That they (the Jews) took usury, though they were forbidden; and that they devoured men's substance wrongfully; We have prepared for those among them who reject faith a grievous punishment."

Third, Surat Ali-'Imran, Verse 130:

"O you who believe! Devour not usury, doubled and multi-plied; but fear God; that you may (really) prosper."

Fourth, Surat al-Baqarah, Verses 275-279:

"Those who devour usury will not stand except as stands one whom the satan by his touch has driven to madness. That is because they say 'trade is like usury.' But, God has permitted trade and forbidden usury. Those who, after receiving direction from their Lord, desist shall be pardoned for the past; their case is for God to judge; but those who repeat the offence are companions of the fire: they will abide therein for ever."

“God will deprive usury of all blessing, but will give increase for deeds of charity: for He does not love creatures that are ungrateful and wicked.”

"Those who believe, and do deeds of righteousness, and establish regular prayers and regular charity, will have their rewards with their Lord: on them shall be no fear, nor shall they grieve." 

"0 you who believe! Fear God, and give up what remains of your demand for usury, if you are indeed believers."

“…deal not unjustly, and you shall not be dealt with unjustly."

Do we really get any message as to the nature of usurious transactions from these verses? Only in Surat Ali-'Imran, Verse 130 above, has there been some indication of what is usury: "Doubled and multiplied," or "multiplied several-fold." In Surat al-Hajj, Verse 5, and Fussilat, Verse 39, the word 'rabat' is mentioned to mean "swelling up" of barren land after rain water pours down. Does not riba, therefore, mean swelling up of the principal amount lent "unjustly?" Some of the more thoughtful commentators on the Qur'an have been bothered by the assertion that interest, in any form, is usury. 'Abdullah Yusuf 'Ali, in his commentaries on the Qur'an,4 Surat al-Baqarah, verse 275, states:

Usury is condemned and prohibited in the strongest possible terms. There can be no question about the prohibition. When we come to the definition of usury, there is room for difference of opinion. Hadhrat 'Umar, according to Ibn Kathir, felt some difficulty in the matter, as the Apostle left this world before the details of the question were settled. This was one of the three questions on which he wished he had more light from the Apostle, the other two being Khilafat and Kalalat (see iv.12.n.518). Our 'Ulama,' ancient and modem, have worked out a great body of literature on Usury, based mainly on economic conditions as they existed at the rise of Islam. I agree with them on the main principles, but respectfully differ from them on the definition of usury.  As this subject is highly controversial, I shall discuss it, not in this Commentary but on a suitable occasion elsewhere. The definition I would accept would be: undue profit made, not in the way of legitimate trade, out of loans of gold and silver and necessary articles of food, such as wheat, barley, dates, and salt (according to the list mentioned by the Holy Apostle himself). My definition would include profiteering of all kinds, but exclude economic credit, the creature of modem banking and finance. (p. 111 of 1946 copyrighted translation)

Similarly, Fazlur Rahman, in his outstanding commentary entitled Major Themes of the Qur'an (Chapter Three, "Man in Society," p. 41), questions the wisdom of the assertion about interest:

The prohibition of usury was essential for the public welfare; the medieval lawyers of Islam, however, drew the conclusion from this that all forms of interest are banned, a stand to which even today the vast majority of Muslims still cling, despite the fundamental change in the role of modern banking in the context of a development economy.

The ban on interest as usury by the traditional Muslim jurist was questioned by other Muslim thinkers going as far back as the thirteenth century A.D. For example, 'Izz ad-Din Ibn 'Abd as-Salam as-Sulami rejected the idea that interest was akin to usury.5

Even though it is generally understood by Muslim scholars that behind each Qur'anic revelation there is some specific occurrence or circumstance, it has become almost a tradition among them to ignore the background and context of the revelation and extrapolate the apparent meaning of a verse to form a judgement. The verses on the riba (usury) were revealed to remove the suffering of tribes who were burdened with extreme debts by loan sharks. Thus, the terms ad'afan muda'afah, or "many many-fold," pertain to usury. There is no indication in the Qur'anic teaching that fixed returns are usurious. If one takes on the literal meaning of riba, i.e., "increase," there cannot be any lending and borrowing for trade and business. However, if one interprets riba as "swelling," then modem financial transactions cannot be termed usurious.

Before we delve into the Hadith literature on the question of riba, let us look at how the Jews and Christians interpreted their scriptures.6
Jewish and Christian Traditions:

"He does not lend at usury or take interest. ...That man is righteous; he will surely live, declares the Sovereign Lord."

(Ezekiel 18:8-8)

“…lend… without expecting to get anything back."

(Luke 6:35)

"If you lend money to one of my people among you who is needy, do not be like a moneylender; charge him no interest."

(Exodus 22:25)
"Do not charge your brother interest, whether on money or food or anything else that may earn interest. You may charge a foreigner interest, but not a brother Israelite. .."

(Deuteronomy 23:19-20)

The last verse was declared invalid by the first general council of the Christian Church in 325 A.D. (the Council of Nicea). From that date and for another 300 years, attacks on usury were carried out intermittently. However, not until the eleventh century A.D. was there a systematic and a detailed analysis of the doctrine of usury. The church authorities then spelled out in detail the prohibitions against usury:

Usury was then declared to be even a form of robbery: a sin against the Seventh Commandment (140). It became subjective: mental usury, according to St. Augustine, occurs when you "expect to receive something more than you have given. .."

Pope Eugene III decreed that "mortgages, in which the lender enjoyed the fruits of a pledge without counting them towards the principal, were usurious,” (141). Restitution was required as in theft…The fear of the sin of usury weighted heavily on the consciences of political and Church leaders and of merchants and bankers. As trade revived in the eleventh and twelfth centuries, governments and enterprises made great efforts at large expense to inconvenience and outlay to finance their activities without the aid of usury. Those credit forms which developed were sometimes designed to avoid the sin. The consciences of financial leaders were constantly tortured by the apprehension that they might be guilty, directly or indirectly, of usury. (Sidney Homer, pp. 70-72.)

Between the thirteenth and fifteenth centuries, Church authorities began to modify their views on usury, and the new credit forms that began to emerge eventually received the acceptance of the religious body. It should be interesting to note that the term usury comes from the Latin noun usura, meaning the "use" of anything, and here the borrowed capital. Thus, usury is the price paid for the use of money. To quote Sidney Homer:

The Latin verb intereo means "to be lost;" a substantive form of interisse developed into the modern term "interest." Interest was not profit but loss. ...Interest was considered the compensation due to a creditor because of a loss which he had incurred through lending (148). The concept derived from Roman law, where it was considered the difference between where the lender's or other injured party's present position and that in which he would have stood if he had not loaned. It was 'damages' in the broad sense of sometimes including the profit that the lender might have made with the money loaned. In early cases, loans were supposed to be interest-free from the beginning, acts of charity which, however, incurred a penalty, that is, interest, if not repaid promptly. But soon interest as a penalty was by some, and in certain circumstances, permitted from the beginning of a loan. One such case was as compensation for time and effort in making loans, a sort of wage. Another was when the money could clearly have been used profitability if not loaned, and still another was when loss was incurred by the lender, say in selling property, in order to raise the money to lend. (Sidney Homer, pp. 73-74.)

Interest as compensation for damages began to be an accepted form of payment by 1400. The increase on public loans (state loans) were declared interest, i.e., compensation for damages, and not usury. Insurance, the 'societas' (partnerships), the 'census' (annuities), and deposit banking, especially dealing with commercial lending, all gradually became accepted. Along with them, there emerged a clear distinction between interest and usury by the sixteenth century. During the Reformation, when many Protestant leaders defended credits based on interest, the usury doctrine, for all practical purposes, lost its effectiveness. However, the Catholic Church took a longer time to accept interest as legitimate. It was not until 1950 when Pope Pius XII declared the banking system to be honest and not usurious.7
The Hadith Literature and Commentaries:

The Prophetic hadiths abound as far as Riba al-Fadl, or usury on exchange of commodities, such as gold, silver, wheat, barley, dates, and salt, are concerned. In order to avoid usury, one is required to repay in exactly the same commodity, quantity, and quality. No exchange of one kind for another was permitted. Since Riba involving gold and silver were clearly mentioned, the Muslim jurists, argued that it implied there was usury in lending money for a return because both gold and silver were used at times as the media of exchange (i.e., money).8 Gold and silver are no longer used as currencies and, as such, that argument is moot now.

The raison d'etre for usury in monetary transactions, according to Chapra (see footnote 8), is based on a hadith narrated by Usama Ibn Zayd, which purportedly reads: 

"The Prophet, peace by on him, said: There is no riba except in nasi'a [waiting]."9
Another frequently quoted hadith is that from Ibn Mas'ud, which quotes the Prophet as saying that, "even when riba is much, it is bound to end up into paltriness" (Ibn Majah, Vol. 2, pp. 756-2279). This quote is reproduced from 'Umar Chapra's paper, mentioned above. The only difference from his quote is that the term "interest" was replaced by the original term "riba" that was the real part of the tradition. None of the traditions, however, specifically mention riba in ordinary monetary transactions. Riba an-Nas'a, usury on money, is nothing more than derived interpretations of some of the sayings of the Prophet. What is most disturbing is that despite the paucity of any clear sayings of the Prophet regarding the subject and the subsequent well-know lamentation by Caliph 'Umar over it, the later Muslim jurists came up with an emphatic prohibition of interest, saying it is usurious.

Thus, citing Usamah Ibn Zayd and claiming that that particular narration rules out dealings with interest do not sound convincing. Nor can the sayings about loans (it is unclear whether they were in cash or kind), where lenders were admonished not to accept any gift from the borrowers, be construed as a prohibition against returns from deposits or investments in today's financial environment. The narrators as well as the collectors of the hadith failed to explain within what context such sayings of the Prophet came forth. It is quite possible that the borrowers in question could ill afford any gift for the lenders.

Modem Financial Intermediaries and Monetary Policies

The Bank as a Financial Intermediary:

One of the many financial intermediaries that is frequently talked about by today's Muslim economists is a commercial bank. A bank is a financial intermediary formed either by the shareholders' capital or the depositors' (mutual bank) money. It is in the business to collect deposits and channel them to borrowers in need of funds for he benefit of an three parties- the depositor, the intermediary (i.e., the bank), and the ultimate borrower. If the deposit is for safekeeping or to facilitate transactions, the depositor is likely to put it in the form of a checking account and is willing to pay bank fees for the convenience the bank provides. Such a depositor is not looking for any earnings on the deposit.

On the other hand, there are a good many depositors who cannot invest their savings in a trade or craft of one form or another by themselves because they are preoccupied with their current professions, but will need to use these funds in the future to meet various needs. They cannot afford to keep their funds in safe deposit boxes because of the declining purchasing power of money arising out of inflationary forces that are ever present in a growing economy. Thus, they put their savings in a banking institution in the form of savings or time deposits which invariably pay a lower return than what the individuals could have earned if they had been in business by themselves. This return is called interest, which does not have to be fixed for any prolonged time because what the bank can pay depends on what it can earn from its borrowers and suppliers of securities.

The convenience of record keeping and determination of costs and returns forces banking institutions to quote fixed interest rates for deposits and loans for specific intervals of time. This also provides some semblance of certainty to both lenders and borrowers so that they can plan their future course of action. The bankers are portfolio managers and not entrepreneurs or investors. They rarely have any knowledge of how to run a business enterprise other than their own.

Over a period of time, they have developed certain criteria for judging the creditworthiness of potential borrowers. They use past credit histories and consult knowledgeable persons or institutions, often paying fees and commissions, to ascertain the likely prospect of recovering loans. The interest or finance charges that they collect from their borrowers are expected to cover their own costs of operations, pay for interest payments to depositors, and yield some profits for their shareholders. The whole process is for the benefit of all the parties, and if anything, the interest payments are nothing short of just rewards for each party's contribution. If the depositors are not paid interest, justice is denied to them since the principal amount returned after a certain time period will invariably be worth less than the amount originally deposited. Borrowers benefit because of availability of loanable funds when they need to expand existing operations or establish new ones. They take the risk and do all the work in utilizing borrowed funds, and they deserve to keep the fruits of their labor in exchange for a known percentage payment on the amount borrowed.

The borrowers have no relationship with the depositors-they only know the middlemen who collect the depositors’ funds for lending purposes. Neither the borrowers nor the banking institutions are equipped to continually estimate profits and losses of their respective enterprises. Even the quarterly estimates of earnings require enormous manpower. Yet, such estimates are at best no more than approximations. Thus, the returns (interest payments) are prefixed for specific time intervals, if not for any other reason, for the sake of practicality. Not all depositors know beforehand how long they are going to keep their funds on deposit. Deposit amounts and times vary for the varied depositors. Calling the interest payments "profit sharing" (by the so-called Islamic banks) does not change the fundamental nature of the payment.

In the absence of banking institutions, individuals have to rely on their funds to run an enterprise. They are the ones who earn profits or incur losses. If they lose and if their enterprises are not insured, they may go bankrupt. Why should the arrangement be any different when they borrow funds? It is not the lenders' fault if the borrowers incur losses in their operations. The lenders should not be asked to share the losses the borrowers incur. Such losses should either be covered by insurance or lacking that, be borne entirely by the borrower. Economic justice and fair play would demand that sharing profits and losses by depositors, banks, and borrowers, as suggested by some Islamic economists, is a travesty of justice. This sharing makes sense for partnership arrangements under which the borrowers and lenders are in contact with each other and are both meant to play some role in forming and/or managing the enterprise.

Modern business enterprises often have to borrow in order to finance accounts receivables, inventories, payroll, plant expansion and modernization, just to mention a few. Most enterprises establish a regular financial relationship with one or more banking institution to meet their short and medium-term capital needs. Once a line of credit is established after a thorough examination of the enterprise's cash budget statements, as well as further operational plans, the bank allows it to utilize its credit line almost at will. For this, the bank charges fees and interest (combined to yield the so-called finance charges) for the funds borrowed.

How do these functions performed by modern commercial banks differ from those of Islamic banks, which have emerged within the past decade or so? First, Islamic banks claim they do not deal with interest because it is considered usury and, therefore, prohibited by Islam. Second, they purportedly share profits and losses with the depositors and borrowers on the basis of agreed-upon percentages for each group. Third, they claim that they invest their funds in "permissible" (by Islam) assets only. Let us examine these claims.

The Islamic banks claim they share profits and losses with their depositors. The profits are in percentages just as much as interest is. Interest payments are predetermined for a short period of time-from one month to three months in some cases-on the basis of the banks' past performance (profits or losses) and that of similar ventures with similar risks. (Longer term time deposits are another matter and should not be part of this discussion.) Islamic banks cannot be in a position to determine their profits beforehand to give their short-term depositors a percentage of their "profit share." They also rely on the information from past records. What they give is no different than the interest payments made by commercial banks in the West. The only noble idea is that the Islamic banks also share losses, unlike the commercial banks. In practice, the depositors do not receive any return and may even lose their principal if an Islamic bank falters for any reason-including mismanagement and fraudulent practices. In the case of a commercial bank in the West, if the losses were due to improper management, then the bank's shareholders are called upon first to absorb the loss. In case of a mutual bank, the depositors themselves share the loss. If they had insurance coverage, the insurance company absorbs the loss. When all else fails, it is the society as a whole through its government that pays for the loss.

It is not possible to receive detailed financial reports of the Islamic banks because many of them are owned by private shareholders. It would be interesting to find out whether or not any of these banks shared losses with their depositors and are still operating as a bank. Attempts by this author to get financial reports of such banks have not yet been successful. All one can receive from them is a statement about their capital and assets (in a paragraph or two).

It has often been claimed in the media by proponents of Islamic banks that they provide larger returns to their depositors than comparable banks dealing with interest. Such claims were possibly true, at least in the early 1980s, when the oil boom generated tremendous amounts of profit and cash for the oil-exporting Muslim countries, like the Gulf States and some of their client states, such as Pakistan and Egypt, where the Islamic banks were introduced. However, the "profits" earned by these banks did not come from "Islamic investments" but from sources directly in conflict with Islamic ideals.

While extending such loans as construction or business start-up loans, these banks in practice have been deducting their "profit shares" even before the borrower left the premises of the bank after signing the loan contract.10 This sort of profit share (read interest) deduction beforehand is considered a "discount" in banking jargon and it is loathed by borrowers because it has a higher implicit cost. For example, if someone borrows $500 from a bank at 7 percent interest, he is expected to return $535 ($500 principal plus $35 interest) as the end of the year .If, however, it was a discount, the banker would lend the borrower $465 only ($500 principal less $35 in interest) and receive back $500 at years end. The interest rate in this case is 7.53 percent ($35 for an actual amount lent of $465), over half a percent higher than a straight loan. Obviously, the so-called Islamic banks are raking in additional interest dollars in the name of "profit sharing."

A second reason for higher "profits" for such banks was investment in commodity futures, which brought in excessive returns in the go-go days of early to mid 1980s. By all standards, commodity futures and their allied instruments, such as futures indexes, options, index options, currency futures, etc., are considered outright gambling. In order to avoid "interest," how such Islamic banks could resort to gambling, which is prohibited by Qur'anic injunctions in no uncertain terms, is difficult to understand. Even the Amana Mutual Fund, an offshoot of the North American Islamic Trust, is hedging its investments with options and sending its funds to the Islamic banks in Europe, which, in turn, invest heavily in commodity futures to earn profits. Clearly, the claims of investments by Islamic banks in Islamically-approved assets cannot hold any ground. It is better for the proponents of Islamic banking to realize that what are referred to as usurious in the shari'ah deal with individuals taking advantage of each other's financial circumstances and cannot be extended to modern financial dealings between various parties, each providing specific services. Unless they do, they will continue to engage in practices like those in Medieval Europe up until the Reformation, which are worse than dealing with interest.

In some Muslim communities, such as in the United States, Canada, South Africa, and Australia, there have emerged cooperative credit societies, which collect deposits from members and then lend out the proceeds to others, supposedly interest free. This author, over the years, has talked to quite a few organizers of such societies. Some of them buy cars for their borrower from dealers at a 10 to 15 percent cash discount, but charge the borrowers the full amount in installments. They claim they do not charge! In some other cases, they do not charge interest on the loan but fixed monthly membership fees irrespective of the size of the loan. When analyzed, such "Islamic" loans yield as much as 15 to 25 percent implicit interest rates. It is high time to stop such nonsense and recognize what is usury and get on with the business of providing financial services that are just too all parties.

Monetary Policies:

The common tools of monetary policies can be classified into five categories. They are (1) changes in reserve requirements, (2) open market operations, (3) discount rate policies, (4) credit rationing, and (5) moral "suasion" (obligation urged by the central bank). The modern Islamic economists include other tools such as (6) "Regulation of the High- Powered Money," (7) "Profit Ratio," (8) "Lending Ratio," (9) "Demand Deposit Ratio," and (10) "Refinance Ratio." Fortunately for these authors, none of the Muslim countries' governments even tried to figure out what they mean .by "High-Powered Money" -or low-powered, for that matter. When these governments cannot even manage the simple monetary policies followed in the West, how are they to tackle abstract and utopian tools suggested by the Islamicists? The rates of inflation in the Islamic Republics of Pakistan and Iran and the Kingdom of Saudi Arabia bear testimony to the general confusion from which these countries suffer in maintaining their monetary policies.

There is no virtue in coming out with cumbersome models and suggestions to predetermine "profit ratios," "lending ratios," and "demand deposit ratios," which in reality bring back the predetermined interest rates as a monetary tool through the back door. Knowing the level of expertise that is available in Muslim countries, it is quite unlikely that anyone of them would be able to figure out the appropriate reasons for their economies suggested by the Islamic economists. The term 'High-Powered Money" has a nice tone to it though.

Fiscal Policies and The Islamic Economists

The basic tools of fiscal policies are taxation, borrowing, and deficit financing. While the earlier Islamic economists believed that the imposition of Zakah would solve all the need of revenues of the modem day government, including defense and development expenditures, there has been a realization in recent years that Islamic governments have the right to impose additional taxes if needs arise.11

If there is any difference between the positions taken by Muslim economists and the secular economists with respect to the incidence of taxation, it is cosmetic. Both consider the adoption of some degrees of progressive taxation to promote better distribution of wealth. The government documents regarding annual or five-year development plans of almost all the Third World countries have sections on goals of monetary and fiscal policies which read very much like the ones propagated by the Islamists. Unfortunately, when Zakah is introduced into Islamic countries, the incidence of it falls on the relatively poor, who are more religious minded than the rich, who specialize in tax evasion. The experience of Malaysia12 and of Pakistan13 in recent years bears testimony to that effect.

The principal sources of tax revenues for today's Muslim countries appear to be import or export duties, customs and excise taxes, and land revenue. Income taxes play a very little role in these economies. Because of this, it is not clear how the modem Islamic economists actually propose to shift the burden of taxes on the rich. At present, the majority of countries that proclaim themselves to be Islamic are feudal in their characteristics. Even the over-zealous mullahs of Iran have not been able to legislate any meaningful land reform and redistribution policy despite their ruling the country for about nine years. Pakistan continues to be a feudal state, and indeed, if anything, the feudal lords gained more powers under the Islamization policies. With the feudal families controlling all spheres of the governmental, military, industrial, and agricultural establishments, it is unlikely that the Islamic Republic of Pakistan will be altering anytime soon its distribution of wealth whether or not it pursues Islamic fiscal policies.

Borrowing as a means of financing needed government expenditures is quite acceptable to the Islamic economists as long as the borrowing is done though a profit-loss sharing basis. Financing through the issuance of government bonds that yield interest income to the lending public is anathema to them. Thus, borrowing needs to be for governmental projects that yield clear monetary returns. Such projects are few and far between. Most projects that bring monetary returns are likely to be picked up by private enterprise. Governments embark on projects that have long gestation periods and yield returns over a long period of time. Examples are infrastructure facilities, i.e., transportation and communication networks, irrigation and dam buildings, etc. Rarely does one hear from these economists about governmental needs for short-term borrowing, which are financed in the West through such means as Treasury Bills. Treasury Bills in the United States do not have any fixed returns to them. They are in denominations of ten thousand dollars each, and they are auctioned through a bidding process. The difference between the price the investors pay and the face value they receive on maturity (30 days, 90 days, 6 months, and one year in duration) determines the yield from such investments. What can then be the reason for not recommending their use in an Islamic state? The United States uses Treasury Bills for its open-market operations (a tool of monetary policy) and the Muslim economists suggest the use of "High-Powered Money" instead in their economies!

To finance economic development, the Muslim countries have been borrowing heavily from abroad or from foreign aid donors and paying interest and finance charges on such long-term loans. Domestic borrowing also involves interest and finance charges. Replacing long-term interest bearing bonds with profit sharing bonds is not at all feasible because it is difficult, if not almost impossible, to figure out profits from projects financed by governments. Such attempts at determining returns from government projects for profit-loss sharing purposes is wholly unnecessary. The Islamic government would be better off issuing bonds with variable rates pegged to the general performance of the economy from year to year. Such returns would be just and, as such, not usurious by any standard.

Of the three basic tools of fiscal policies and deficit financing, financing of government expenditures by printing money is the most frequently used in almost all the Third World countries because it is the simplest way of paying bills. The government does not need to have much of an idea about the demand for money in the economy; all it needs to know is when it has to pay its own bills. When they come due, simply print the money and meet the payments. The result, of course, is a high rate of inflation in such countries.

Islamic countries are not averse to the idea of deficit financing since there is no interest payment (read usury) involved here. However, they would like to see that deficit financing is resorted to only to finance the production of marketable goods and services.14 In actual practice, however, we find countries using deficit financing more often to pay for immediate transaction needs than to finance development projects. Today's Islamic states are no exception to the norm. What goes on in reality in some countries can be seen from the quote in footnote 13 about Pakistan. It seems that the Islamic economists have come up with ideas that are either too abstract or too absurd to be followed by even such ardent supporters of an Islamic economic system as the government of Pakistan (under Zia-ul Haq). To quote such an economist:

It may be demonstrated in the light of current Islamic economic research that profit-sharing may save nations from some of the problems created by interest-based debt finance at the international level. (M.N. Siddiqi, see footnote 11.)

Let us hope that we do not need to wait forever to see the result of the "current Islamic economic research" on the subject.

Conclusion

This paper examined the current thinking on the nature of what monetary and fiscal policies should be in an Islamic state, and it questioned the basic premises on which they were based. The paper contends that there is no prima facie evidence in the Islamic shari'ah that lends credence to the assertion that all interest is usurious and that monetary policies in an Islamic state be substantially different from the ones in vogue in the rest of the world. It asserts that the so-called Islamic banks are neither Islamic nor banks in the proper commercial banking sense, and that the Islamic fiscal policies are more lofty slogans than actual policy tools to be undertaken by today's governments.
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11For example, see Akbar Muhammad, "A Note on the Concept of Zakah and Taxation," in M. Raquibuz Zaman, ed., Some Aspects of the Economics of Zakah (Plainfield, IN: American Trust Publications, 1981), 69-76. See also M. Najatullah Siddiqi, Some Notes On Teaching Economics in Islamic Perspective: Public Finance (Jeddah, Saudi Arabia: Centre for Research in Islamic Economics. King Abdulaziz University, 1986).


12See the article by Isma'il Muhammad Saleh and Rogayah Ngah, "Distribution of Zakah Burden on Padi Producers in Malaysia," Some Aspects of the Economics of Zakah. 80-143.


13See Abdul Hafeez Shaikh and Hafiz A. Pash's article "Tax Evasion and Revenue Yield Implications of Profit-Loss Sharing System of Lending in Pakistan: A Theoretical Analysis," in Proceedings Papers of the Economic Discipline Council's Seminar on Islamic Economics, (Herndon, V A.: Association of Muslim Social Scientists & International Institute of Islamic Thought, March 28-29, 1987). 246-293.

See also "Thrive on, Pakistan: The New Prime Minister has to be tough if the economy is to keep strong... The Economist (26 November 1988), 16-17. According to The Economist:
Tariffs contribute most of the government's revenue, and ingenious smugglers limit the scope for increasing them. Only lm of Pakistan's lOOm people pay tax. Farmers are exempt. That not only deprives the government of revenue from a quarter of GDP (slightly less than industry's share), it also provides a convenient avenue of tax evasion. Businessmen buy bits of land and attribute their profits to their allotments. Since almost all the politicians are landlords, they resist any attempt to tax agricultural income. Because the government spends so much on debt-servicing and the army, it does not now cover even its current budget from such tax revenue as it can collect. All capital spending is financed by borrowing-mostly high-interest bonds sold to the public.

That means more debt to be serviced. (p. 17)

14See M.N. Siddiqi’s paper referred to in footnote 13 above

*M. Raquibuz Zaman is Charles A. Dana Professor of Finance and International Business at the School of Business, Ithaca College, Ithaca, New York. He is a/so the Chairman of the Department of Finance and Coordinator, International Business Studies.
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