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ABSTRACT 

 

This paper concerned with the issues of interest which is a focal point 

in connection with the deference behaviour in Islamic and Western banking 

systems. We discus the linguistic root of the word Riba, the ambiguities 

arising from translation, commonalities between the western and Islamic 

approaches and outline a potentially stabilising risk sharing (PLS) model. 

 

I. INTRODUCTION 

 

The Islamic approach to interest is distinct from pure monetary theory 

(for example Hawtrey, 1962, 1927; Harberler, 1937; Hayek, 1933; Keynes, 

1931; Fisher 1933; Minski, 1982) which tends to be concerned with interest as 

a component of a loanable funds theory and the role of interest rate as a tool of 

economic policy. Unlike the modern Western tradition Islam does not 

distinguish spiritual from the temporal. The corpus of Islamic law (Shariah) 

comprises the Quran, the pattern of Mohammed’s behaviour (Sunnah), his 

attributed sayings (Hadith), the consensus rulings of Islamic scholars and 

jurists (Ijuni) and, sometimes, analogous teachings drawn from these sources 

(Qiyas). As a result of not distinguishing the spiritual and the temporal, 

ambiguity, hidden but not absent in the Western tradition, becomes explicit in 

Islam. 

 

Two questions concerning the Qur'an arise. First, does the Qur’an 

represent  ultimate knowledge revealed to mankind by the Messenger of Islam 

which applies to all societies and balances equity, efficiency and obedience to 

God and ‘automatically generates maximum social felicity’ (Choudhury, 1989, 

p.36)? Second is the word of the Qur’an immutable and applicable to all 

societies at all times (Ariff, 1982a, p.2)? Answers to both of these questions 

are predicated on common understanding. 

 

Since the Qur'an is a religious text it is the subject matter of 

hermeneutics and deconstruction, so a certain ambiguity is inevitable. Also the 

issue of linguistics arises. Strictly in the Arabic language the word verb Riba 

means to increase (not the taking of interest). On the one hand Riba has 

become associated with taking of interest on financial investment. On the 

other hand it is associated with usury which has the connotation of excessive 

interest charges. According to the Qur’an Riba is forbidden. The Qur’an 

allows profit from trade, but transactions must be on a profit-sharing basis. 

What is not clear is whether it is usury in the sense of excessive interest that is 
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forbidden or whether the whole concept of an interest charge is prohibited 

(haram). 

 

Following this introduction (section 1) discussion is divided into four 

sections. Section 2 briefly compares Christian and Islamic traditions with 

respect to interest and usury. Section 3 analyses three key issues; the time vale 

of money, the issue of real versus money rates of interest, and the questions as 

to whether interest as such is haram or whether the issue is really one of 

whether the interest is excessive or exploitative. Section 4 discusses risk 

sharing. A brief conclusion follows in section 5.  

 

II. THE ISLAMIC AND CHRISTIAN PROHIBITION OF RIBA 

(USURY) 

 

The table below illustrates commonality in attitudes between Islam and 

Christianity. Without discussing the matter in detail here it is clear that both 

traditions are concerned with the issues of equity, justice, exploitation and the 

impact of these factors both in this world and the next. 

 

Islam 

Al Rome, 

verse 39  

 

 

 

 

Al Omran: 

verse 130 

 

 

Al Baqara’: 

verses 275-

279 

 

 

That which ye lay out for increase <riba> through the property 

of (other) people will have no increase with God: but that 

which ye lay out for charity seeking the countenance of God 

(will increase): it is these who will get a recompense 

multiplied. 

 

O ye who believe! Devour not usury <riba> doubled and 

multiplied <Compounded> but fear God: that ye may (truly) 

prosper. 

 

Those who devour usury (riba) will not stand except as stands 

one whom the evil one by his touch hath drive to madness.  

That is because they say: ‘Trade is like usury (riba)’. ……  

God will deprive usury of all blessing and he will gibe increase 

for deeds of charity.  For he loveth not creatures ungrateful 

and wicked. 

 

O ye who believe! Fear God, and give up what remains of your 

demand for usury (riba) if ye are indeed believers. If ye do not 

(give up riba), take notice of a war from God and His 

apostle….. Deal ye not unjustly,              and ye shall not be 

dealt with unjustly. 

 

Christianity 

Luke 

Chapter 6 

verses 34-

35: 

 

And if ye lend them of whom ye hope to receive, what thank 

have ye? For sinners also lend to sinners, to receive as much 

again. But love ye your enemies, and do good, and lend, hoping 

for nothing again: and your reward shall be great, and ye shall 

be the children of the highest: for he is king unto the unthankful 

and to the evil. 



 

 

Judaism 

King James  

Exodus, 

Chapter 22, 

verse 25: 

 

Leviticus, 

Chapter25, 

verses 34-46 

 

 

 If you lend money to any of my people that is poor by thee, 

thou shalt not be to him as an usurer, neither shalt thou lay 

upon him usury. 

 

 And if thy brother be waxen poor, and fallen in decay with 

thee: then thou shalt relieve him: yea though he be a stranger, 

or a sojourner, that he may live with thee. 

 

Take thou no usury of him, or increase: but fear thy God: that 

thy brother may live with thee. 

 

 

 

III. RIBA AND INTEREST 

 

We focus on three aspects of the problem of interest in Islam; first, the 

time value of money, second real versus nominal rates and third interest versus 

usury.  

 

The time value of money 

 

Classical jurists of all major schools that time have a share in the price.  

In Western terms this is interpreted as saying that the equilibrium real interest 

rate should equal the marginal rate of substitution between consumption and 

saving (the rate of time preference). However examples from the Hadith 

usually focus on fairness and equity issues arising from instantaneous trade in 

which no productive increase as such takes place – merely exchange. 

According to Abu Said Al-Khudriy, for example, the Messenger of God 

(pbuh) said  

 

‘gold for gold, silver for silver, wheat for wheat, barley for barley, date 

for date, and salt for salt: like for like, hand to hand, in equal amounts: 

and any increase is riba’. Also the Messenger is reported as follows: 

 

Bilal visited the messenger of God (pbuh) with some high quality dates, 

the prophet (pbuh) inquired about their source. Bilal explained that he 

traded two volumes of lower quality for one volume of higher quality.  

The Messenger of God (pbuh) said: This is precisely the forbidden riba 

do not do this.  Instead, sell the first type of dates, and use the proceeds 

to buy the other. 

 

The process of selling one type of dates in the market only to use the 

proceeds to buy the other type may seem to some to be obsessively ritualistic, 

neglectful of necessarily inefficient trade arising from incomplete information, 

but such an interpretation misses the main point. In the examples, there is no 

increase in total wealth: one party deliberately takes reward at the expense of 

another and this both displeases God and is socially disruptive.  

 



 

Ibn Rushd explains the prohibition of riba in the cases above in terms 

of injustice. Further we could interpret these Hadith in the purely secular terms 

of neoclassical economics as saying that the equilibrium price (in 

instantaneous trade- no time preference is involved) should equal the marginal 

rate of substitution between the two goods concerned.     

 

Real versus nominal rates 

 

A sceptic of Islam might point to the ambiguous nature of the Hadith 

we quote. But the term interest is not free of ambiguity in the modern western 

tradition. Further the western tradition at least in principle frowns on usury: 

one of the targets of financial regulation.  

 

Interest charged by a modern commercial bank first includes non 

interest elements and second it is rather mute on the issue of the time value of 

money. For example consider the following definition: Cost of borrowing = 

interest paid to the owner of the funds + cost of services + cost of overheads + 

a risk premium + compensation for inflation + remuneration to the bank for 

providing the service. 

 

Usury 

The definition apart from taking account of risk bearing and the need 

to allow for differences between real and nominal rates (due to inflation), 

includes non interest costs (cost of services + cost of overheads) and a mark-

up determined by the (often overwhelming) bargaining power of the bank 

(remuneration to the bank for providing the service). Time preference does not 

feature explicitly but is implicit (in interest paid to the owner of the funds) but 

this presumably includes the elements of bargaining power. For excessive 

bargaining power we could read usury which is often the rather elusive) 

subject of financial regulation in the West. 

 

The Messenger was intensely pragmatic about both spiritual and 

societal issues. Why then is there no reference in the Qur’an to issues of 

nominal versus real rates and to the need to consider the marginal rate of 

substitution between consumption and saving? Consider the context. 

Essentially he spoke in the context of a barter economy, and in a barter 

economy inflation (a general rise in the price level) cannot exist: only changes 

in relative prices can happen. Second, he wrote in the contest of a no growth 

economy so the correct marginal rate of substitution is between current goods 

(not consumption and saving, the latter relating to future goods): this is exactly 

the terms of the Hadith we quote above. 

 

IV. RISK SHARING: A PLS MODEL  

 

What remains to be discussed is the relation between interest, riba and 

risk sharing in Islam. The profit and loss sharing (PLS) model addresses this 

issue. The administration of the PLS model is more complex than 

conventional methods of financing. Indeed, PLS models imply several 

activities are carried out in PLS, that are not normally performed by 

conventional banks, including the determination of profit-loss-sharing ratios 



 

on investment projects in various sectors of the economy, as well as the 

ongoing auditing of financed projects to ensure proper governance and 

appropriate valuation. The Messenger in his wisdom and pragmatism 

recognised the need to channel savings into investment: the issue of loanable 

funds and interest rate theory generally.  

We will sketch a model of risk sharing (PLS) which we will argue has 

emerged in the West and are consistent with a Western form of finance in our 

presentation. We will also argue that it offers a degree of stability absent in the 

Western model: precisely because risk is shared and issues of asymmetric 

information and moral hazard are moderated. Table 2 compares the situation 

of an Islamic Bank that adopts the PLS model vis a vis a Western Bank. 

 

Features Islamic Banking 

 

Conventional Banking 

Guarantee of: 

Demand deposits 

Investment 

deposits 

 

 

Yes 

No 

 

Yes 

Yes 

Rate of return on 

deposits. 

Uncertain, not guaranteed  

. 

Certain and guaranteed 

Mechanism to 

regulate final 

returns on 

deposits  

 

Depending on bank 

performance/profits from 

investment. 

Irrespective of bank 

performance/profits  

 

Profit-and-loss 

(PLS) principle. 

  

Yes No 

 

 

V. CONCLUSION 

 

Returning to the linguistic definition of Riba as increase, we conclude, 

as a result of our analysis that this definition should be interpreted (a) as an 

injunction against excessive charges on loan and (b) as an injunction that risk 

should be shared between borrowers and banks. Putting aside the penetrating 

comment by Ahmed (1992), “It’s not clear to whom we are cheating…” about 

hypocrisy in the current practice of Islamic banks, let us deal with the realm of 

the ideal. Consider an ideal situation in which Islamic principles of interest 

were adhered to by a substantial proportion of the world financial system. The 

discussion of Islamic finance in connection with global financial practices 

introduces an ethical as well as spiritual dimension that is welcome. Also as 

Khan (2002) points out an Islamic system of finance might create a more 

stable world financial market.  
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