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AN ALTERNATIVE BASIS OF
CREDIT

The Imperative for an Alternative Credit
Structure

Even if all arguments that have been advanced so far regarding
the unavoidable necessity of abolition of interest were conceded,
no creative consequence would emerge, unless it can be
established that an unexploitative alternative to the present basis
of lending and borrowing can be devised. Credit is one of the
earliest of human institutions which preceded the coining of
money by over two thousand years. Coinage did not exist before
the first millennium Bc, but old Sumerian documents going back
to 3000 Bc reveal a systematic use of credit based on loans of
grain by volume and loans of metals by weight (Homer 1977:
17). The second important fact that emerges from the study of
ancient economic history is that interest has coexisted with
credit. Interest has generally, though not always, been the basis
of most lending and borrowing. And third, opposition to this
institution is as old as the institution itself. Even in Sumerian
and Babylonian periods, law givers reflected concern with the
depredation of interest and strived to limit it. All great religions
prohibited it. Yet interest has not only survived unscathed, but
the magnitude of its exploitation has risen until we must once
again try to win release from its parasitic tentacles.

It is not something which can be wished away or even
attenuated on an enduring basis. The general level of interest
charged today is indistinguishable from the one in vogue four
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thousand years ago. The Code of Hammurabi fixed the
maximum rate of interest for silver loans at 20 per cent (Homer
1977: 3). Most short-term small loans could be obtained free of
interest from temples, although interest was charged for delay
in repayment. In Pakistan, the going rate is 18 per cent. Several
American states had in 1980 to relax their usury laws, limiting
interest to 18 per cent on credit cards (Newsweek, 31 March
1980: 36). The notion that with the passage of time accurnulation
of capital will lower interest rates has proved incorrect. The hope
expressed by Keynes that within one generation the rate may fall
to zero (1951: 220), has not only not been realized, it appears
unlikely of attainment unless conscious steps are taken in that
direction. The inordinately difficult nature of the problems we
confront appears to make it mandatory that we give a second
look to this persistent conflict between man and money, to see
whether it is possible to subordinate credit institutions to our will
and subservient to our welfare rather than to suffer scarcity and
want and advance the gain of the rentier.

The study of history does not hold out much hope. After all,
the release of humans from the bondage of money was the main
reason why law givers, moralists and humanists opposed interest,
and yet it must have some remarkable survival value o have
persisted to this day. In spite of this sombre background, there
are indications and imperatives which suggest that this cannot
be the end of the story. Until 200 years ago, the same thing
could have been said about the retention of slavery: it had existed
since the beginning of time, it was dehumanizing, morality and
religion had striven to mitigate its hardships through the ages.
Yet it had survived because economic imperatives gave to it its
exceptional survival value and, to all appearances, it could be
abolished only at the cost of an unacceptably inordinate
dislocation in economic arrangements and human affairs. Today,
however, slavery stands abolished; instead of the fears becoming
true, mankind has taken a leap forward and new hopes have
kindled in human hearts.

The same thing could have been said about territorial
imperialism up to the Second World War, when England had an
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empire on which the sun did not set. This was the high
watermark of imperialism. which existed throughout human

‘history. Yet. that empire, along with quite a few smaller ones,

kas been swept off the major parts of the earth by the rising tide
of the spirit of liberation. Freedom from impenial oppression
was attaincd within two decades after the end of World War II
by vast territories, holding out promise that the remaining
colonial peoples may not take long in attaining their own
freedom.

The spirit of freedom is contagious. It is also a many faceted
jewel. If it is so keen to impose its stamp in the area of rclease
from political subservience it cannot possibly reconcile itself
with subordination to mere money. The human spirit has chosen
first to win freedom from oppression, and while yet it has quite
some way to go in this direction it cannot remain unconcerned
with freedom from want. Reverberations in this direction are
visible, and the institution of social security in most industrial
countries and of diverse subsidies in developing ones
institutionalize the trend of times. Even these could not hide the
inherent contradictions of the capitalist system which are
becoming increasingly manifest; capitalism’s capacity to
continue with the help of social security or a subsidies apparatus
is becoming less firm, is showing its cracks and will soon start
crumbling.

There are only two options open today. Accept capitalism
with its in-built subordination to money interests and suffer

" pangs of unemployment, inflation, privation, periodic booms

and busts, along with the ignominy of accepting doles instead
of the enthrailing pleasure of participating in a creative
endeavour of one’s choice. Or if this does not satisfy the human
spirit, we can repudiate the frying pan of capitalism and jump
into the fire of socialism. Jobs amd living of sorts would be
assured, but freedom of expression, freedom of assembly,
freedom (o criticize even the establishment will have to be
surrendered. This is not to deny that both capitalism and
socialisimn have exhibited enormous constructive capabilities
compared to the situation which preceded both, yet they appear
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to have reached the end of their tether. If anyone cherishes
freedom and the honestly earned loaf of bread, neither of the
two systems provides the answer. We have to choose to have
freedom from oppression or freedom from want, but cannot
have both. Human dignity is not assured by either dole-
orientated capitalism or cenirally dictated socialism. We have to
have a third system which guarantees human dignity by
providing freedom from oppression and from want
simultaneously. We need a system of free enterprise shorn of its
exploitative mechanism, a system ensuring a proper living
without the sacrifice of any of the fundamental rights. Man docs
not want to be a cog in the economic machine under either the
behest of money or that of the party. If his irreducibly minimum
demand of bread with dignity cannot conceivably be met by
either of the two systems, he would much rather repudiate them
both and aspire and strive for a third system.

To all appearances abolition of interest provides the answer
tailored to the demand of man. Every one can be assured of a
living according to the market value of his or her creative
capabilities. They can be released of all halters they are forced
to wear under either of the present arrangements, The only halter
the new system will insist on fastening will be on the depredation
of capital. This is the only conceivable arrangement which can
ensure simultaneous attainment of both the freedoms from want
and from oppression. The spirit of man in the course of its
increasingly strident march to unshackle all its chains has no
option except to pit itself against this mast formidable of all
chains and summon forth the requisite will to devise a suitable
alternative to interest.

The inescapable necessity of devising an alternative basis of
borrowing is manifest by the logical certainty that with the
extinction of interest both varieties of exploitation may be swept
out of the way of the advancement of man to a simultaneous
economic and political freedom with resplendent possibility of
the emergence of an entirely new civilization. Another promising
factor is the march of events and the changing temper of times.
To illustrate the point, let us see the reasons that were advanced
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in favour of interest in discussions among schoolmen and which
~_persuaded the church to relent in its ersiwhile unflinching
opposition to interest. A lender, it was claimed, in the act of
lending, foregoes certain advantages which either exist or can
emerge during the pendency of the loan and which entitle him
o recompense, particularly when the same loan enables a
borrower to earn a significant profit. This argument was
reinforced by another equally compelling one pertaining to delay
in return of loan and consequential loss to the lender, for which
compensation was deserved. In the context of modern lending
not an iota of substance remains in these two arguments. No
individual lends to another individual as a general rule. He
deposits savings in a bank, earning interest. Had there been an
opportunity for investment, he would have taken it, so the
question of compensation for denied opportunity does not arise.
Again, if opportunity of investment of savings arises at any
time during the pendency of the deposit in the bank, there is no
difficulty in drawing out the deposit and investing it whenever
the saver may desire, The notion of opportunity cost of capital
becomes obsolete as we shift from individual to institutionalized
loans. Similarly, the question of a loan not being returned by
the borrower at the stipulated time is equally irrelevant in an
age of institutionalized credit arrangements. Failure of a bank
borrower to return the borrowed sum in time or at all, puts no
limit to the right of a depositor to claim back a deposit. Actually,
the word interest is etymologically related to Latin word
interesse, which meant compensation for delayed payment—
though prevalent even now, it has no relevance to the depositor
nor hinders the capacity for withdrawal.

Or look at another positive quality attributed to interest: its
allocative function. Before World War 11 it was not possible
empirically to repudiate the argument. But now when we find
that the bulk of savings are taken over by governments to cover
Fheir budgetary deficits, the absence of any rationing capability
in interest becomes unquestionably established. Indeed, it proves
. something opposite to what was claimed. It now appears clearer

than ever before that interest, by the nature of its being, first
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misallocates resources from creative to possessive investments,
leading to unemployment; then via pseudo-Keynesian
expansionism, misallocates resources over again in fiscal and
monetary loss of restraint, leading to inflation, without curing
unemployment even fractionally in any enduring sense; and
finally forces the entire economy (o misallocate the bulk of
available resources in the most unproductive chunnel of massive
fiscal deficits, So the allocative function was a myth—the reality
is its exact opposite.

Another myth lending support to the institution of interest is
the issue of scarcity of capital. We now know better than at any
previous time that this scarcity is self-imposed through the
institution of bank reserve. We also know that development of
the concept of deposit insurance, of increasing involvement of
central banks and governments in the security of the banking
sector, clears the path for evolution of alternative arrangements
in place of bank reserve, extinguishing both the scarcity of
capital and one of the most persuasive reasons for retention of
interest. Similar is the position in relation 1o other intellectual
props devised for the institution of interest. The advunce of time
has created conditions which have enabled us 1o sec through
and demolish every constructive claim advanced on behalf of
this institution.

Yet another phenomenon is the deepening dimension of the
exploitative ramifications injected into economy by Interest
which have made its consequential distortions more visible now
than in any previous age. Stagflation did nol exisi before the
late 1960s. In spite of an occasional fall in unemployment or
inflation, or both, their long-term upward direction has become
increasingly manifest. Social security apparatuses did not exhibit
any sign of becoming a burden beyond the cupability of our
shoulders before the 1980s. These and similar distortions will
increasingly impel the consideration of dispensing with interest.
If its repudiation holds the key to the evolution of un economic
system which is shorn of privations without becoming either
constrictive or oppressive, an objective which cannot be reached
through either capitalism or socialism, in any of theit pumerous
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versions and interpretations, this becomes the foundation of the
Third Way, towards which man appears destined to march. The
only issue left for people of good will around the globe to
decide is whether we should take to this road before or after a
conflagration which is bound to demolish most of what has
been built so far, and which is indissolubly linked with hostilities
generated by unjust economic arrangements,

But all these positive pointers have been and can continue to
be thwarted by the absence of a suitable alternative to interest.
So long as an equally simple, workable, and in fact automatic

- substitute to interest does not become available, interest can be

sure of its power of survival. Even though such a substitute
does not exist, some of the major efforts hitherto made,
howsoever partial or unsuccessful, deserve to be examined, in

the hope that we may be able to grapple with this issue with a
greater measure of success.

Profit and Loss Sharing

Perhaps the most ancient form devised to outgrow the
exploitation of interest was 1o enter into a partnership in which
one person supplied capital and the other assumed the obligation
of managing the business, with the profit distributed in a
predetermined ratio, desirably one-third for the investor and
two-thirds for the active partner. But if both contributed towards
capital, whether in the shape of money or merchandise, the
division of profit or loss, if not provided otherwise, was made
in equal parts (UJE 1948, 10:6). These partnerships have a hoary
history and regulatory provisions were made for them aimost
4,000 years ago in the Code of Hammurabi (JEn 1905, 12:389).
This Code itself is an outcome of numerous earlier attempts in
this direction (ERE 1959, 12:549). This stands to reason because
the earliest chief cause of the secular formulation of partnership
must have been the common ownership of land which has, if
anything, even more ancient history. From this emerged the
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early form of non-usurious investment which was widely known
to the Babylonians (Udovitch 1970: 10).

The comprehensive manner in which the Code of Hammurabi
deals with this form of interest-free lending shows that the
legislator was conversant with the difficulties. It is, therefore,
provided that detailed accounts have to be kept. Negligence was
penalized. Quantum of capital provided and ratio of division of
profits had to be spelled out in writing in advance. To prevent
violations, the code required that all loan contracts be drawn up
in the presence of an official and witnessed, otherwise the lender
would lose all rights to repayment (Homer 1977: 26-7).

The Jews, when they came to Babylon during their first
exodus, found this method of advancement of loans conforming
to the prohibition of usury in the Old Testament. The Judaic
law inherited this concept, and the rabbis shed light on the basic
principle which differentiates this permissible form of
investment from the one on interest. They argued that if there is
risk involved and the return is not predetermined, profit can be
shared in any commercial venture on the basis of advancement
of capital (Newman 1948: 162). In the case of loss the investor
must bear a proportionate share and if the agreement does not
provide for this share in the loss it becomes inadmissible on
account of the prohibition of interest. In the case of total loss
the lender loses his capital (JEn 1905, 12:389). The records of
Spanish rabbis show that such partnerships were extensive and
were found not only among trading classes but even among
artisans. This arrangement had a particularly fruitful
consequence in the establishment of many an international firm
when close friends and relatives found themselves scattered in
more than one country.

The Christian Church found in partnership a permissible
alternative basis of lending and borrowing. A stay-at-home
merchant could entrust his goods to an agent, e.g. the owner of
a trading ship, and fix with him his share of the profit of the
venture. This partnership assumed many forms and each one
could have the approval of the canonists, provided two
conditions were met. First, the investor must remain the owner
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of his capital and, second, he must share the risk, thus earning a
moral right to share the profits (ERE 1959, 12:551). Islamic
jurists also regard profit and loss sharing in any enterprise as an
eminently suitable alternative to lending on interest, which is
also prohibited in Islam. This kind of partnership had fairly
wide currency in Arabia at the time of the emergence of Islam,
besides some varieties of usurious dealings. On account of
prohibition of the latter forms of lending, early Muslims had
substantial recourse to various forms of partnership, in the main
falling into two categories. One is called shirkah, where both
partners contribute capital in predetermined ratios and share
profit and loss in agreed ratios. The other is called mudarabah
in which one partner contributes capital and the other services
and skills. 1f there is profit in this venture, it is divided between
the partners in predetermined ratios; but if there is a loss, it has
to be borne in its entirety by the lender, which is assumed to be
matched by the loss of labour on the part of the borrower.

This arrangement, though acceptable to all religions as well
as to moralists and humanists, has obvious inherent difficulties.
It is workable at the level of individuals, but its
institutionalization confronts numercus obstacles. 1t is not
possible to raise a credit structure on this basis which may
answer the needs of all varieties of credit for which a borrower
can come to a modern bank. Many investment banks, partly or
wholly, work on this basis but their advances are confined to
exceptionally profitable ventures undertaken by parties
distinguished for sound financial position and integrity. No bank
working on this basis can afford to lend to small borrowers,
even for productive purposes, and often not even to borrowers
in the medium range, on account of the moral hazard dictating
inordinate expansion of supervisory arrangement, whose cost
can outstrip the possible advantage from small loans and perhaps
even medium ones. An institutionalized credit structure has to
cater to the credit needs of diverse borrowers whose numbers
even in a country such as Pakistan have averaged one million
borrowers a year between 1978 and 1981 (ARSBP 1983-34:
38-9). Institutional arrangements to oversce their functioning
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so obviously crosses the bounds of practicability that it is
surprising that many Islamic economists continue to rely on this
basis as a feasible alternative to interest. When we add to it
hazards involving integrity of a million borrowers, any banking
structure raised on this foundation is doomed to failure. Even
the Council of Islamic Ideology (Pakistan) concedes difficulties
posed by the moral aspect: “Moral values being what they are,
introduction of the profit/loss sharing system in the financial
dealings of banks and other financial institutions can aggravate
malpractices’. Regarding difficulties of supervision, they write
‘The likelihood of collusion between staff of financial
institutions and the parties seeking finance cannot be ruled out’
(CIIEI 1980: 10).

The limitation of this form of credit became visible to the
Jews in their early history in relation to bills of exchange. This
convenient method of facilitating trade already existed in
Babylon when the Jews went there. Every bill of exchange is in
effect a short-term loan which can be endorsed to a third party
against cash payment. Discount for the period a bill has yet to
run is deducted from its face value. The convenience offered by
trade bills is so great that increasing involvement of Jews in
trade after their exodus to Babylon made their having recourse
to it unavoidable. Yet interest is the basis of discount deduction
of trade bills. The Jews solved this practical problem by
imparting flexibility to their definition of interest, leaving trade
bills outside its scope. Maimonides, one of their more eminent
jurists, is specific in validating these bills: ‘There are things
resembling interest that are allowed; e.g. a man may buy at a
discount bonds belonging to his neighbour’ (JEn 1905, 12:390).
Jews, who started earning interest with various historic reasons
into which we need not go, directed the bulk of their endeavour
in the direction of the advancement of loans on interest.

It is instructive to note that in spite of their deep faith in the
prohibition of interest, their inability to find an interest-free
basis of encashment for bills of trade amounted to an admission
that the profit and loss sharing concept is impractical and opened
the path for eventual widening of the acceptance of interest in
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other forms and fields as well. Actually, this provides us with a
touchstone of workability. Any alternative tp interest in order to
prove its workability should show why and how a bill that is yet
to run for, say, thirty days can be encashed today at its face
value. If such a device can be conceived, interest can be
abolished; otherwise no method of stopping the creeping
disequilibrium appears possible.

Muslims appear to repeat the experience of Jews. They rely
on their concept of bay al-muajjal which permits higher price
for deferred payment for validating deduction of discount on
commercial paper. ‘Most fugaha (jurists) have...permitted a
difference between cash and credit prices to cover the additional
cost of servicing credit sales’ (Chapra 1985: 70). Chapra
concedes that there are others who regard this as built-in interest,
yet appears to accept the permissible interpretation (ibid.: 88).
It is surprising because validating difference in spot and future
price of commodities perforce must oblige us to accept an
identical difference between spot and future prices of money,
which is exactly what is called interest. Besides, the recognition
of permissibility of bay al-muajjal implies acceptance of the
non-workability of the profit and loss sharing concept in the
related field; otherwise, the need for evolving this interest-
orientated concept would not have arisen. The moment we
accept difference in spot and future prices of commodities, we
open wide the gate of acceptance of interest as the basis of
credit. This objection is not conjectural but is what has actually
happened in the case of Jews in the past and in the case of
Pakistan today. The government claims that it has already
abolished interest, although all that it has done is to raise the
rate of interest from 14 1o 18 per cent and given it the name of
mark-up. The sanction behind it is a substantially devious
interpretation of bay al-muajjal, in itself an obviously interest-
oriented basis of credit sales. Those who accept validity of bay
al-muajjal and mark-up appear to subscribe to the view that a
rose called by another name will not smell as sweet.

Both Jewish and Muslim experience proves that profit and
loss sharing is incapable of providing an answer to the
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substitution of interest in the matter of encashment of bills of
exchange; and acceptance of interest in this area tends to enlarge
its acceptance all the way. It may be relevant to locate the main
reason for the unworkability of profit and loss sharing in the
matter of bills of exchange, notwithstanding the fact that these
relate to an unmistakably productive activity. To begin with, the
calculation of contribution that each trade bill makes to the
profit of the borrower is fraught with diverse .complexities,
which distinctly outstrip the bounds of practicability of
evaluation on account of the fact that a bill of exchange can
change several hands during the period of its immaturity, tuming
the bill from a personal arrangement to an institutionalized one,
This shows that although a trade bill relates to an unmistakably
productive activity, its inherent tendency to shift from a personal
to an institutional level of arrangement pushes it outside the
workable limits of profit and loss sharing arrangements. The
incapacity of this concept to provide discount substitution for
trade bills becomes the first reason why it is unsuitable.

The second reason for its unsuitability is that the pull of
practicality makes this basis of credit arrangement averse to
small and medium borrowers, which is bound to accentuate
polarization of wealth. To some extent this is inherent in all
kinds of banking arrangements since banks, irrespective of their
basis of lending, prefer advancing fewer and larger loans to a
large number of small loans. In the case of profit and loss
sharing, this tendency is reinforced by the limits of workability
in the matter of supervisory arrangements and, in effect, the
non-corporate sector has to be deprived of credit availability,
reinforcing polarization of wealth.

The third reason why profit and loss sharing cannot be the
basis of any kind of modern banking is the fact that the bulk of
modern borrowing is not for productive purposes at all. The
largest single borrower in most countries is the government
itself, and the main purpose of this borrowing is to cover
budgetary deficit. The level of deficit is so great that in countries
as diverse as Pakistan and the US, the budgetary deficit at times
can be larger than the annual increase in bank deposits in either
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country. Profit and loss sharing by its very nomenclature
declares its incapacity to meet the requirements of any variety
of consumption loans, including the inordinately large amounts
needed by modern governments.

Even a generous estimate will not regard profit and loss
sharing capable of meeting more than 20 per cent of the total
requirements of credit in any country in the modern context,
and in quite a few cases the percentage could be much less.
This brings us to the most compelling argument for discarding
profit and loss sharing as a possible basis for unexploitative
credit. If 20 per cent of credit structure works on profit and loss
sharing and the remaining 80 per cent, in the absence of any
ather humanistic basis of borrowing, works on interest, the result
will be that the level of interest in the larger part of the economy
will become the benchmark for return under profit and loss
sharing as well. If profit and loss sharing will yield a higher
reward than interest, capital will seek investment on that basis;
otherwise it will prefer investment on the basis of interest. In
equilibrium, returns on the two forms of investment will equalize
at the margin and profit and loss sharing will become another
guise for perpetuation of interest, notwithstanding the difference
of nomenclature. Its incapacity to cover the entire economy will
end up in its incapacity to cover any part of the economy, except
as a reflex action of interest,

It was necessary to discuss all this in order to underscore the
futility of all efferts which continue to be made even at this
time in several Islamic lands, at least at the theoretical level, to
devise institutional credit arrangements on the basis of profit
and loss sharing. Any institutionalization of credit on this basis
is bound to cuiminate in virtual acceptance of interest,

A theoretical enunciation of acceptance of interest on the
basis of profit sharing already exists. For instance, John Eck, on
behalf of the powerful banking house of Fuggers of Augsburg,
pleaded before the University of Boilogna in 1515 for acceptance
of interest as a composite of three contractual arrangements,
none of which was prohibited by Christianity or any other
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religion, if made at three different levels (ERE 1959, 12:552).‘
The three contracts are a contract of partnership on the basis of
sharing of profits, a contract of insurance against loss of capital
and a contract of insurance against fluctuation of profit.-

The difficulty in the acceptance of this superficially strong
argument is that no insurance company will be willing, on any
workable terms, either to insure against loss of capital or against
loss in transactions. So the last two non-workable contracts are
imposed on the borrower along with a predetermined quantum
of profit, irrespective of whether it occurs or not. In fact, varioqs
productivity theories of interest lean heavily for .thelr
justification on the concept of sharing of profits, irrespective of
whether they actually occur or not. Boehm-Bawerk has
repudiated all varieties of productivity theories with a finality
that leaves no room for any addition to be made, in spite of the
passage of considerable time since he handled the subject
(Boehm-Bawerk: 1890).

The only valuable development of the concept of proﬁt
sharing is the joint stock company and the stock market wherein
shares of the corporate sector are bought and sold. This is the
only variety of investment which is substantially and securely
based on profit and loss sharing, and all efforts to extend the
application of this concept to lending and borrowing as an
institutionalized arrangement is foredoomed to failure.

Leasing

Leasing has been used both directly and indirectly as a basis of
advancement of loans. Talmudic teaching ruled that "a person
who lends money to his fellow shall not live in his courtyard
gratis, nor shall he presume to lease it for less than its true
rental value, for this is usury’ (Newman 1948, I: 211), Howeyer,
more flexible rulings are also in good supply. In practice,
reliance was often placed on the more flexible, since these
facilitated investment without bearing the odium, at least
nominally, of interest.
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The Christian Church was by no means happy with leasing.
Though the canonists often tended to admit it, Luther equated it
with usury. Tawney, explaining the position of ‘Luther with
regard to interest, writes, ‘not content with insisting that lending
ought to be free he denounces the payment of interest as
compensation for loss and the practice of investing in rent-
charges, both of which the canon law in his day allowed’
(Tawney 1948: 104). Actually, the permission of canonists to
claim rent was not always absolute. Thomas Aquinas, for
instance, made a distinction between lending consumer and
productive goods, and permitting rent only for the use of the
latter (Canadian Banker, October 1984: 54). Practical
compulsions tended to disregard such fine points and eventually
even its wholesale condemnation was completely overlooked.

The Prophet of Islam appears to have prohibited leasing even
in the case of productive goods. For instance, there are several
ahadith in which he has prohibited leasing of land (Maududi
1954: 64-7). There are others in which he has prohibited leasing
of houses in Mecca, and this prohibition was interpreted to
extend to certain other cities such as Baghdad (Shahab 1973:
116-17). In the matter of the land he even prohibits sharing of
the produce by the owner of the land with the tiller. He
specifically regards both these forms as extensions of usury
(Maududi 1954 64-7). Yet, for reasons which fall outside the
scope of this book, these prohibitions, by and large, have been
seldom observed in practice by the Muslims.

We, therefore, skip over the issue of whether leasing is
permissible or not from the point of view of the three great
religions and accept the factual position that the general attitude
of the followers of all three religions is that of permissibility.
However, it is necessary to add that if uneamned reward is sought
to be excluded by extinction of interest, the objective wiil not
be fully achieved unless repudiation of unearned income from
land and houses is also achieved. Besides, this is not merely a
moral issue, but also an economic one. If possessive investments
are sought to be defeated and creative investment encouraged
by abolition of interest, renting out lands and houses are also
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two significant varieties of possessive investments which can at
least partially bar the path of creative investments.

Jews were the first (o use leasing as a basis of banking. The
specific form they gave to banking should perhaps better be
called mortgage. A productive asset was mortgaged by the
borrower against a loan, without either paying interest on the
loan or demanding any lease money for the mortgaged asset.
Since in this arrangement interest and lease money cancel out
one another, its permissibility from the point of religion is fairly
persuasive. Even if we admit the implicit acceptance of lease
money in this arrangement, the implicit acceptance of interest is
not proved because the return of the iender is of the nature of a
variable variety, depending on how well the mortgaged asset is
put to use by the lender.

Historically, the first bank that worked on this basis was the
Egibi Bank of Babylon, founded in the seventh century Bc by a
Jewish deportec from lsrael by the name of Jacob. The records
of this banking house show ‘most of the early loans...to have
been granted without interest’ (Burn 1958, I: 109). Loans were
granted on the security of productive assets, e.g. horses, lands,
orchards, slaves and cattle. The mortgaged assets earned income
or were rented out and the reward of a loan was the return from
the mortgaged asset. As the asset was generally of higher value
than the amount advanced, its income was not regarded as
interest, which is a direct and fixed payment for the use of
money. The return here fluctuated and depended on the
competence with which a mortgaged asset was handled and
could therefore, perhaps, be regarded outside the pale of usury.
In its day, the Egibi Bank was one of the most flourishing
banking institutions, and it also entered business ventures as a
partner (Homer 1977: 28).

The use of leasing in the shape of mortgaged assets is a
distinct advance on the concept of profit and loss sharing, It
excludes the necessity of supervisory arrangements to assure
competent handling of business or to prevent unfair
manipulation. Yet it can cater to a limited market in that it
excludes borrowers who do not have productive assets to lease
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to the bank. This is likely to accentuate gravitation of loans to
more prosperous borrowers who may find the pledging of a
productive asset more convenient than others who are likely to
suffer from constraint of this variety of pledging. Subject to this
limitation, it raises no conceptual obstacle to small or medium
borrowers, nor is forced to confine itself to productive loans.
Short-term loans, however, appear inappropriate since the return
from a productive asset, say, land or orchard, may have a longer
time horizon than the period for which loan is sought. In view
of this constraint, added to the difficulty that a trade bill often
tends to change hands, the concept appears incapable of meeting
the problem of their encashment. We have already noted that
the acid test of whether or not a substitute for interest can be
deemed a workable alternative depends on its capacity to encash
bills of exchange without deduction of discount.

The limitation of this concept extends to government loans,
though not in the same measure. Kings are known to have
received loans against pledging of certain revenues. The State
Bank of Caliph al-Mugqtadir was operated by Christians and
Jews, whose advances were paid for by the revenue of the
Province of Ahwaz (Muslim 1974: 98-9). In this type of
arrangement, implied interest easily becomes explicit interest.
For instance, after the death of Aurangzeb, Fateh Chand handled
financial matters of the empire. He advanced needed sums to
the state and charged his interest from land tax (ibid.: 117). In
the case of modern governments, this basis of credit appears
unworkable, or at least unsuitable. Since this variety of
borrowing exceeds all other varieties of borrowing put together,
leasing is incapable of solving the problem we are confronted
with. It is true that with abolition of interest a qualitative change
is likely to occur, since intensification of production and
expansion of enterprise can on the one side bolster government
revenues and on the other reduce the need of transfer payments
and subsidies. But this happy consequence is contingent on
devising an unexploitative alternative to interest whose
workability does not stop short of trade bills and government
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loans. It is obvious that mortgage of a leasable asset does not
provide that alternative.

The Islamic Ideology Council of Pakistan, on the basis of
recommendation made to it by its Panel of Experts, recommends
leasing as a substitute for interest in the case of medium- and
long-term finance. The Council explains that a ‘finance lease’ is
based on a contract between the lessor and lessee for hire of a
specific asset selected from a manufacturer or vendor of such
assets by the lessee. The lessor retains the ownership of the asset
and the lessee has possession and use of the asset on payment of
specified rentals over a period. Though the lessor is the legal
owner, the lessee is given exclusive rights to the use of the asset
for the duration of the contract. The rental of the asset is indicated
to be ‘sufficient to amortise the capital outlay of the leasing
company and provide an element of profit’ {CIIEI 1980: 13).

Obviously this is only a subterfuge for interest. The bank,
instead of advancing a loan for purchase of an asset, has
purchased the asset and leased it to the borrower. In the former
case the bank would have fixed instalments for return of loans
along with interest; in the latter case it will fix identical
instalments for returmn of cost of the asset along with hire charges.
It was perhaps for this very reason that the Prophet Muhammad
(pBUH) equated leasing with vsury. If now we find that we cannot
dispense with either leasing or interest, the best course will be
to keep advancing loans on interest, for we will then at least be
calling things by their proper names. In any case, economic
factors have no particular predilection in favour of one
nomenclature against another. From the point of view of Keynes,
what matters is lowering the ‘cost of capital assets’. Whether
we now wish to raise it through interest or through leasing, the
impact on investment decisions would be identical. Leasing,
then, being merely another name for interest, can provide no
substitute for interest, apart from the fact that unlike interest, its
applicability is grossly limited—neither trade bills can be cashed
nor government loans provided.
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Service Charges

The concept of service charges arose from efforts of the
Christian Church to provide free loans to small borrowers.
Repudiation of usury was not deemed enough, and the Church,
in view of its being one of the largest holders of property and
monies and following the patlern of Babylonian temples, started
giving free loans to the poor. The Franciscans, with their
sensitivity to the needs of the poor, instituted at Orvieto (1467)
and elsewhere these philanthropic loan funds to give small loans
on the security of pledges. But even with papal patronage and
the promise of spiritual and temporal advantages 1o those who
should subscribe towards so charitable a work, the managers of
the montes pietatis, as these were called, found it necessary to
make a small charge for the loans in order to cover working
expenses (ERE 1959, 12:552),

Considerable opposition was expressed to this charge because
it closely resembled interest, leading to the judgement of Lateran
Council of 1515 by which montes were allowed to levy moderate
interest, provided their object was to cover working expenses

"and not to make a profit, This helped spread the movement
from Italy, by the first half of the sixteenth century, to France,
Germany and the Low Countries. Parishes, religious fraternities,
guilds, hospitals and monasteries started lending com, cattle
and money on this basis (Tawney 1948.-65). These institutions
before long became indistinguishable from savings banks,
paying a small interest on deposits and charging a higher rate
on advances. This exemplifies the unreliability of this concept
as a workable substitute for interest.

In countries where banks are nationalized, as in many Third
World countries, it is theoretically an alternative to interest. It is
capable of meeting all varieties of credit needs, including
encashment of trade bills, consumptional and government loans.
Complexities of calculation are a minor point, and though the
measurement of service charge has to be made at an exante
level, there is previous banking experience regarding cost to go
by. Though the estimation of banks is likely to err on the higher
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side and if at the expost level banks find that they have
overcharged their borrowers, they can reduce this charge so that
a slight undercharging next year.levels off the receipts of the
two relevant years. Under this arrangement, although some
interest will have been paid by borrowers in the first year, other
borrowers in the next year will have underpaid, and the doctrine
of necessity may perhaps be relied upon to condone this.

Keynes appears to accept this arrangement without
mentioning the name of service charges. He calls it institutional
minimum, and estimates it at around 2 per cent. He does not
point out whether depositors are to be paid anything, but looking
at his general approach, he appears to exclude it. This need not
create any problem of mobilization of resources since empirical
evidence overwhelmingly supports persistent increase in deposits
even in the face of negative real rates all over the world during
most of the 1970s. The situation does not change when negative
real rate increases to double digit.

On a trip to Huatung Commune, 47 kilometres west of
Canton, I learned that China actually practised an arrangement
not very far from service charges during the Mao regime, and
interest reportedly paid to depositors around 1974 was 0.27 per
cent on fixed deposits; charged from communes it was slightly
short of one per cent. Whether industrial enterprises paid
somewhat more or not is not known, But the activation of
enterprise, contingent as it is upon free market conditions, could
not fructify under arrangements existing at that time. However,
strictly speaking even this is not an interest-free economy, since
interest, however insignificant, was both received and paid. This,
however, does give the impression of workability of the service
charges concept, at least in the context of over-all contrived
arrangements. But supposing conditions are not contrived. In
free market conditions no bank can function, in-the domain of
private enterprise, on the basis of service charge, for the simple
reason that it will not yield a profit to the banking profession. If
banks are government-owned, the concept will work. However,
the quality of banking owned by the public sector suffers such
gross deterioration that only fifteen years after the
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nationalization of banking, there is a persistent demand in
Pakistan for opening of banks in the private sector. If banking is

-done both in private and- public-sectors,- by definition in the

private sector it will have to be on some basis other than service
charge. If only public sector banks work on service charge basis,
other complications will ensue. For instance, if private banks
pay interest on deposits and public sector banks do not, many
depositors may like to keep their deposits in the private banks.
Similarly, if public sector banks operate on service charge basis,
all borrowers will come to these banks, and some kind of under-
the-table payments may become necessary to secure loans,
because the private banks are bound to charge the going rate.

The first practical difficulty in the case of the service charge
concept is that this variety of banking cannot operate in the
private or mixed sector. It can only be done if all banking falls
in the public sector. If the problem of loss of efficiency in
banking under the public sector can somehow be remedied, this
concept can be regarded workable. A fundamental consideration
casts doubt on entrusting to service charge the responsibility of
an alternative credit structure. In shape and form it is so close to
interest, and misconceptions and myths regarding the
constructive role of interest so widespread, that in an inflationary
situation, public policy may feel compelled to raise the level of
interest, beyond the level of service charges and thus revert to
the situation in which diverse national deprivations must emerge
once again.

We have to take a fundamental decision: is interest an
instrument of economic stability, a kind of whip which both
forces the economic horse to run, and yet reins it against
overexertion? The answer of orthodox economics is in the
affirmative. My argument is that it is the main propeller of
destabilization in the economy. If we take the former position
the necessity of finding an alternative to interest does not exist.
If on the other hand, we come to accept the imperative necessity
of abolition of interest, service charge can be regarded an option
providing its close resemblance to interest does not draw a veil
behind which we slide back to interest.

b
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Exchange Bank

The. exchange bank concept of -Proudhon is a remarkable
amalgam of a profound understanding of the necessity of
abolition of interest and a failure to disentangle interest, which
has to be abolished, from money itself, which has to be retained.
The convergence of a creative and a confused impuise produced
the exchange bank concept of Proudhon, which has not been
either the first or the last of this specific variety projected as an
alternative to interest. Proudhon’s conceptual clarity regarding
the inherently restrictive consequences of interest is manifest.
Interest being ‘an integral part of the price of products, it follows
that the price of products, composed as it is of wages and
interest, cannet be paid by those who have only their wages,
and no interest to pay it with; so that, by the existence of usury,
labour is condemned to idleness and capital to bankruptcy’
{(Cohen 1927: 120). Since the word ‘idleness’ stood for
unemployment in the nineteenth century, the causal relationship
between interest and unemployment, which was to receive
elaboration at the hands of Keynes one century later, stands
incontestable even at the level of Proudhon. He reverts to this
issue again, ‘It is impossible, I say, as in commerce interest on
capital is added to the working man’s wages as a part of the
price of merchandise, for the working man to repurchase what
he has himself produced. Tc live by working is a principle
which, as long as interest exists, involves a contradiction’ (ibid.:
128-9).

He repudiates the productivity theory of interest, claiming
that land and labour alone preoduce value (ibid.: 22). If value
emerges only through these two sources, it is a mere reciprocal
statement to say that ‘all capital is unproductive’ {ibid.: 97). He
declares that abolition of interest will result in abolition of rent
except for ‘compensation for the difference between the products
of superior and inferior soils’ (ibid.: 119). He poses the question,
‘rent and interest being abolished, where remains any
productivity of capital?’ (ibid.: 27).

R
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He repudiates the concept of opportunity cost of lending. He
is willing to concede that lending, when viewed objectively is a
service which has its value but ‘when viewed subjectively, does
not involve an actval sacrifice on the part of the capitalist; and
consequently that it does not establish the right to set a price on
it’ (ibid.: 120). He holds that a loan is advanced because the
lender ‘neither intends nor is able to make it valuable to him
personally’ (ibid.: 115). He regards even ‘one per cent per
annum interest on money lent on perfect security” as too high a
rate and concludes that all levying of interest in spite of ‘perfect
security is profoundly immoral’ (ibid.: 222).

He is conscious of the vast economic and social consequences
of the abolition of interest. With free credit, as his editor points
out, competition will enforce sale of goods at cost (ibid.: v).
Pure profit, i.e. profit beyond the fair payment of enterprise, is
dictated by the credit system. In the language of his editor ‘it is
the banker, sustained by privilege...who fixes the rate of interest
that he must be paid, and thus establishes the rate of profit
which all capitalists can exact’ (ibid.: viii). So the proper answer
to exploitative profits is not to strive to abolish or restrain profit
motive, with unavoidable concomitants of extinction or
restriction of personal liberties and productive efficiency, but to
abolish interest which produces the same creative consequence
without.obstructing efficiency or making an inroad into the area
of personal freedom. ‘

In fact, Proudhon is all for liberty and individua
responsibility and believes that without the assurance of these
two values there cannot be progress (ibid.: vii). The loss to
labour in interest-oriented economy is incontestable. As the
editor points out, writing in 1927, the use of machinery in.the
last 150 years has increased ‘capacity of the labourer to produce
over fiftyfold more wealth than he could produce before, but
has given him only a fourfold increase in his income” (ibid: vii).
Our potentiality for extinction of penury and privation becomes
manifest with the assurance of employment for all. Answering
the question that if interest is abolished, pawn-shops will also
be abolished, and what substitution will take their place, ‘I wouid
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put nothing at all....As two negatives make an affirmative, the
result for you wiil be the abolition of the pawnshop and the end
Qf idieness, as you would always have work and would never be
:in ];:ebt‘ (ibid.: 82). He obviously means petty consumptional

ebt,

. This clear conception of the implication of the abolition of
fnterest in ensuring gainful employment of a variety in which
!nfiividual responsibility and liberty are securely anchored is
_}omt.:q with a surprisingly foggy concept of the necessity of
abolition of money. Somehow he regards the former contingent
on the latter: ‘Let all merchandise become current money and
abolish the royalty of gold’ (ibid.: 46)." Or again, ‘with the
privi]ege of gold abolished, all privileges disappear’ (ibid.: 69).
lt. 15 this notion of exclusion of the use of money which justifies
Els ca.lling his banking scheme a Bank of Exchange because, as

e points out, indirect exchange is repla i

o7 E placed by direct exchange
‘ Here true and false analysis appear to be inextricably
mfermixed. It is true that with the abolition of interest all
privileges disappear, but this consequence is not contingent on
abolition of money. Interest, historically, precedes money, so
f:xtinction of money does not necessarily lead to the abolition of
interest. If it were so, interest should not have eXisted when the
very concept of money did not exist. As Keynes has clarified, if
we extinguish money, and use wheat or houses as our medium
of exchange, these will come to have their own rates of interest
(Keynes 1951: 229). So, neither abolition of interest is
contingent on the ‘abolition of money, nor can this purpose be
advanced in any meaningful sense by adopting this strategy.

This is not to deny that money is not neutral. All that Malthus

or \_/eblen or Keynes have said on the subject is correct. The
intuitive repulsion felt by Proudhon, and many other sensitive
spirits before and since, has its element of truth. If interest
persists, direction of economy becomes the privilege of money
and money owners, and no line of action which man has so far
been able to conceive, including socialism and fascism can win
release for man from the straightjacket of one kind or another.
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But the mament interest is abolished, unneutrality of money
comes to an end, the prerogative of dictating direction to the
economy._reverts_to man, and ceases to be the preserve of money.
The money, which does not demand a predetermined fixed return
for its use, can coexist with the disappearance of ‘all privileges’;
and abolition of money, without abolition of interest, can
perpetuate ‘all privileges’.

His exchange bank set its goal on centralization of all
operations of commerce by issuing paper of identical value
against all bills, drafts and invoices. This bank paper ‘will itself
be a pledge of the products or real values that these obligations
represent’ (Cohen 1927; 67). Excessive issue of bank paper is
avoided by ensuring that it is delivered ‘only against first class
commercial paper—that is to say, against promises of certain
payment’ (ibid.: 67).

The crucial question of the acceptance of this bank paper as
equivalent of central bank currency is met by the statement that
‘No one would refuse it, since, by the fact of cenfralization of
exchange, all citizens would become members of the bank’
(ibid.: 67). But supposing some or many do not become
members, as is more likely, and centralization of exchanges
does not fructify in the measure anticipated, where is the
assurance of par value of this bank paper? It is likely to suffer
depreciation in the measure of its falling short of general
acceptability. This is the more likely because this bank paper
called ‘circulating notes is not redeemable in specie’ but
‘represents the various individual obligations of the members of
the association and the various products which they have pledged
as security’ (ibid.; 70).

The bank was to issue these circulating notes wherever money
would be needed against commercial paper, orders and
acceptance, buying and selling of consignments, and loans ‘on
mortgages 1o landowners and farmers’ (ibid.: 71). Since these
notes will be in the round figure denominations of 20, 100, 500,
and 1,000 francs, coins will have to be used in making change
(ibid.: 70), so that absolute release from money is not
guaranteed.
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‘The Bank of Exchange will not make any profits’ (ibid.:
70)-——if $0, why should anybody run it? Unless philanthropic
spl'rit becomes by a huge leap more widespread than appears in
ev1_dence in human societies at the moment, operating a bank
which does not earn profit will remain an unrealizable dream.
This variety of banking could perhaps be run in the public sector
on the basis of ‘no profit, no loss’, but Proudhon is opposed to
mutual banking being done by the state since this conflicts with
the creative values he assigns to private initiative and free
competition,

Regarding meeting the expenses of running the bank, it is
stipulated that ‘no discount is deducted but only a commission
charged to defray the cost of conducting the bank. This
c_or.nmmission is fixed provisionally at one per cent per annum'
(ibid.: 71). To say that ‘no interest is exacted on loans, except
elnough to cover risks and expenses' (ibid.: 29) is a very tricky
line and potentially possesses enough reasons to revert to the
current level of interest. Quantitative reduction is no answer to
the problem of extinction of interest unless qualitative
substitution prove impossible of attainment.

It is conceded that, at least at the start, the bank should be
able to ‘pay specie for its notes wherever specie is demanded’,
and also that this state of affairs wil} persist until ‘the notes of
the bank shall have attained a general curtency’ (ibid.: 39). The
necessary resources are intended to be raised by offering shares
‘bearing no interest and receiving no dividend’. Why should
anyone subscribe towards a business venture which promises no
retarn? ‘Only those interested in the realization of the scheme
would subscribe’. As Charles A. Dana points out, ‘the details
are not in all cases...worked out, and, where they are so, are
perhaps often imperfect” (ibid.: 40).

There were several departures from the scheme when it was
actually put into operation, To begin with, the name adopted
was Peoples Bank and it had a capital of five million francs,
divided into shares of 5f each. As the Exchange Bank was 1o
suppress metallic money, the Peoples Bank had to be content
with issuing notes against certain kinds of commercial goods
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only. As the Exchange Bank was to suppress interest, the
Peoples Bank fixed-it-at 2.per cent, expecting that it could be
reduced to a minimum of 0.25 per cent (Gide and Rist 1953:
326).

In spite of these steps compromising both the fundamental
notions of abolition of interest and money, the bank did not
work. Three months’ efforts at raising subscription did not
produce more than 18,000f when the number of subscribers was
claimed to have been 12,000. So either they did not subscribe 5f
each, which was the price of one share, or many who were
counted among subscribers were only sympathizers or, at best,
prospective subscribers. Supposing all of them purchaseq one
share each, the collection would have been 60,000f, which 1s
still far from five million.

As it was barely two and one-half months after the founding
of the bank, Proudhon was sentenced to three years’
imprisonment and fined 3000f for having wrilten articles
attacking Louis Bonaparte. On 11 April 1849, Proudhon
announced that the experiment would be discontinued, “and that
events had already proved too strong for it, which seemed to
suggest that he had lost faith in the scheme’ (ibid.: 326).

It is obvious that Proudhon, even conceptually, failed to
evolve a substitute for interest which, without inflicting
privations endemic in an interest-oriented economy, may build
a bridge between a sale for cash and sale against future Payment.
So long as immediate command over a sum of money is judged
more advantageous than its future possession, without building
an unexploitative bridge extinction of interest does not appear
workable. Gide and Rist evaluate the experiment by saying that
‘the false ideal of free credit contains the germ of a true ideal,
namely, mutual credit’ (ibid.: 321). It is rather early to call the
ideal of free credit false, for the simple reason that no workable
substitute was even theoretically evolved by Proudhon. The idea
of mutual credit has in it the germ of substitution, provided both
borrowers and lenders are conceptually enabled to advance
equivalent loan values to each other. If genuine mutual cref:lit in
this sense is achieved, no interest need be paid by either side.
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His clear analysis of the exploitative nature of interest,
intellectual bankruptcy of theories supporting it, its indissoluble
relationship with unemployment, and overproduction coupled
with price upraising will remain valid. Although evolving an
alternative basis of banking proved impossible, some of his
observations may be constructively used by anyone seeking to
overcome this perpetual instrument of enslavement from which
man has suffered. Proudhon is conscious that with abolition of
interest, demand for loans can outstrip the available resources
(Cohen 1927; 89j. Any attempt at evolving an alternative credit
stracture will have to devise availability of additional resources
consistent with additional creative possibilities.

According to Proudhon’s conception, the Exchange Bank was
to have no reserve {(ibid.: 93). He is as aware as Bastiat, in spite
of their difference on whether interest should or should not be
retained, that release from the obligation of reserve would enable
banks to lower their rates of discount, and by implication enable
them to meet increased demand for loans, until ‘not more than a
hair’s breadth separates us from gratuite du credit” (Wicksell
1936: xxvii). The potential capacity of abolition of reserve to
provide the answer to the problem of inadequate credit resources
does not end with the failure of the Peoples Bank. There is yet
another ray of illumination shed by Proudhon regarding the
relationship of abolition of interest with the foreign exchange
position of the country that dares to take this initiative. He
entertains none of the fears that lurk in the minds of most people
when they raise this issue. On the other hand, the reduction in
cost of production of commodities produced under credit
arrangements that demand no interest will enable us to ‘be
immediately in a position to be able to meet foreign competition
without risk to our own capital, and with immense benefit to
our commerce’ (Cohen 1927: 83).

Many other banks of exchange have evolved but without
achieving the solution to the problemn of substitution of interest.
These include development of the mutual credit concept of
Proudhon by Jules Lechevalier who regarded confinement of
the principle of mutualism to the area of circulation as
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unworkable, unless simuitaneously extended to the areas of
-production and consumption as.well (ibid.; 31}. This is intended
to enhance_the acceptability of circulating paper which, even if
attained, per se, makes no contribution to the problem of
substitution of interest.

Similarly, even before Proudhon, the concept of the exchange
bank existed, not with the object of suppression of interest, but
as a link between producers and consumers. In this case, the
bank only plays the role of an instrument of marketing of the
goods produced. ‘An experiment of this kind was made by
Fulerand Mazel in 1829 (Gide and Rist 1953; 323), but since
this makes no contribution to the solution of the problem of
substitution of interest with which we are confronted at the
moment, we need not go any further into it.

Other identical schemes are associated with the names of
Owen, Bray and Rodbertus (ibid.: 322). They visualize issuance
of what are called labour notes as contrasted with Proudhon’s
circulating notes. These represent commercial goods produced
for the purpose of private exchange in which the market
determines prices. In the case of labour notes, value is
determined in relation to the labour time expended, and units of
labour time are enabled to purchase products of labour time. In
both cases, exploitation of capital is sought to be excluded, but
both founder becanse of confusion between interest and money.
As it is, extinction of interest is not possible without evolving
an unquestionably equitable principle and foolproof strategy
through which a thirty-day bill may be encashed at face value
today, and neither earlier nor later versions of exchange bank
help us in this regard.

Some Partial Suggestions for Substitution:
Budgetary Deficit

We have found that the various alternatives hitherto suggested
for abolition of interest are in fact only partial remedies, and so
long as we do not find a substitute for interest which answers
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all varieties of credit requirements, partial answers will not meet
the necessary precondition for abolition of interest, nor succeed
in thwarting the exploitative purpose of the inordinately
powerful money-interests. In fact, our partial remedies, even
when these are sensible and workable, will be overwhelmed by
the massive area of government loans and trade bills for which,
except for service charge, we really do not have an answer.
Current versions of once organized platforms of opposition to
interest, such as Judaism, Christianity and Islam, appear to have
compromised with the institution of interest, but the spirit of
man, struggling to emancipate itself from the depredations of
capital, cannot compromise in the matter until it is established
that no alternative to interest is conceptually possible.

Persistent past failure however, does not necessarily mean
that success is not possible. Many failures have preceded the
launching of space programmes, many setbacks have heralded
the abolition of slavery, many successful repressions of struggles
for emancipation have ushered in the attainment of freedom by
the colonial peoples. It cannot be otherwise in the case of
interest. If it has to go, the will of man is bound to find an
answer.

Even the inadequate alternatives to interest we have examined
hitherto are not entirely in vain. We have learned that a sound
alternative to interest will be the one which enables encashment
of a bill of exchange at its face value without any deduction of
discount. To find atouchstone, an acid test to measure the degree
of our success, is by no means a small achievement.

We have also learned that efforts devoted to extinction of
money will prove useless, that a massive increase in credit
requirement should be anticipated with the abolition of interest,
and that whatever substitute of interest we find should be able
to evolve an answer to various problems connected with
manifold increase in the volume of credit. We have met with a
tempting idea of mutual credit. If we could raise a banking
system on the basis of mutuality of credit from both the sides,
notwithstanding obvious disparity of resources, perhaps some
creative method may become visible to make banking a
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profitable business without demanding any interest. These and
similar guidelines are far too precious to suffer neglect.

In this voyage of discovery we may also evaluate certain
substitutes for interest which concern themselves with one or
the other specific sector of economy and avoid grappling with
the issue in a wider perspective. Even if these do not guide us to
a suitable substitute for interest, they may perhaps tell how not
to go about it. This negative guidance too can be of value.

Expansionist interpretation of Keynes, without fulfilling his
precondition of extinction of interest, which was so much in
vogue during the first three decades after the Second World
War and is by no means extinct even now, largely concerned
itself with discovering an interest-free basis of availability of
credit at the government level. At that time the only negative
consequence conceded to flow out of the institution of interest
was unemployment; stagflation, not having yet emerged and
forced us to read our Keynes once again, expansionary
government policies were deemed—in fact, so far as the
textbooks are concerned, these are still deemed—adequate
substitutes for abolition of interest in the matter of employment
generation. The only issue to be sorted out was how to secure
resources for this expansionary policy. Several approaches were
suggested and this section will concern itself with the more
significant of these, even though in effect all these boil down to
money expansion. All along there is an undercurrent of rescuing
public finance from the burden of interest payments. Implicitly,
therefore, even these partial remedies strive for extinction of
interest at the level at least of public finance, though also again
implicitly they indicate either unwillingness or inability to tackle
the problem of extinction of interest along the entire gamut of
credit transactions.

Harrod holds that ‘debt incurred for the sole purpose of
sustaining purchasing power in a slump should carry no interest’
(Harrod 1956: 136). He makes it the business of an independent
authority, called stabilization fund to generate the necessary
resources and this authority in place of the chancellor of the
exchequer or even the cabinet, will take decisions regarding the
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size of budgetary deficit (ibid.: 138-9). This safeguard does not
convert the reality that the generation of requisite resources will
ultimately be through the expansion of money supply. But he
asks, “Why should money issued...carry interest?’ (ibid.: 136).
Apart from the fact that all deficit financing eventually tends to
inject inflation into the economy, the issue here is of
simultaneously running with the hares and hunting with the
hounds. The economy at large will run on interest and generate
unemployment and erosion of purchasing power, which will
then be countered by monetary expansion with ‘the sole purpose
of sustaining purchasing power’ (ibid.). Two diametrically
opposite lines of approach are bound substantially to cancel out
each other, although in the process inflation is added to
unemployment to indicate the magnitude of our conceptual error.
He concedes that there is general agreement that the true remedy
for.unemployment is ‘a sufficient fall in the rate of interest’ and
that since the system will not on its own secure a sufficient fall
in the rate of interest, there is ‘a prima facie case for a planned
reduction in the rate of interest’ (ibid.: 99). The suggestion for
interest-free loans to the government does not appear to open
any path towards a planned reduction in the rate of interest. In
fact, the lack of concern with fiscal balance which this monetary
expansionism generated has, as a general rule, tended to harden
interest rates.

There is yet another aspect which this analysis appcars to
have completely overlooked. The efficiency-sensitive part of
the economy is left to be squeezed by the depredation of our
credit structure, whose consequences are supposed to be
remedied by an efficiency-insensitive public sector. To talk of
government expenditure (g) making up the shortfall of
consumption and investment (C+I) is completely to neglect
increased inefficiency in the former sector and lower
productivity and hence lower efficiency in the latter sector. This
point is conspicuous by its absence in the evaluation of orthodox
€Conomics, amounting to a surprising unconcern. However great
the error of this analysis may be, there has been such an
overwhelming consensus on this approach that the global



456 MAN AND MONEY

economy continues to reel under the privation gratuitously
inflicted by its acceptance.

Lerner, for instance is all for what he calls ‘functional
finance’. Its essence is that ‘if there is not enough spending, so
that there is excessive unemployment, the government shall
increase total spending by lowering taxes or by increasing its
own expenditures or both® (Lerner 1951: 8). As this remedy
conflicts with all known principles of fiscal discipline, he has
no hesitation in throwing them all overboard. He points out that
if his prescription conflicts with ‘the principles of “sound
finance” or of balancing the budget or of limiting the national
debt, so much the worse for these principles’ (ibid.: 11).

Meade has a proposal which is not any different from the
prescription of Harrod, except that the name of the agency asking
for increased money creation has changed to Unemployment
Assistance Board and the primary function is unemployment
assistance and not employment generation, The income of this
board will normally be contributions ‘levied from all employed

workers and from all employers’. But in case ‘the volume of

unemployment rises above the standard and the ordinary receipts
of the board are no longer sufficient to cover its payment of
benefit, the difference will be financed by new notes issued by
the Bank of England and covered by a non-interest bearing debt
of the Unemployment Assistance Board to the Bank of England’
(Meade 1950: 52). The concept of social security, including
unemployment insurance in a fairly developed form, is already
an integral part of economic arrangement in most developed
countries, and the results achieved have only intensified the
exploitation of the economy by money owners.

Kurihara simplifies the whole process of borrowing by the
government by pointing out that government securities can be
sold to the central bank, and even if interest is paid on these
loans, eventually part or all of it will go to the government
{Kurihara 1951: 36). This is what most governments have done
for the better part of the last four decades. Many developing
countries went one step further and nationalized banking to
ensure that all interest earned by the banks improves the revenue
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receipts of the government, but this has not improved their
economies but has only injected inefficiency and
mismanagement into the banking sector. Even if this had not
happened, it would not have made a significant difference. So
long as banking is done on the basis of interest, the formidable
hinderance it places in the path of investment, employment,
income and saving cannot be counterbalanced by mere shift of
ownership of banks from private to public sector.

It appears that the more we wish to avoid grappling with the
issue of abolition of interest by piecemeal palliatives, the more
insistent becomes the necessity of its wholesale extinction. The
entire scheme of things visualized in joining together
expansionism to arrest unemployment and social security to
redress its hardships had an internal contradiction to which no
attention appears to have been paid. Instead of complementing
each other as the protagonists of expansionism visualized, these
have in point of fact exhibited an in-built antipathy towards
each other. Every step towards expansionism tends to harden
the rate of interest, directly when a government goes to the
money market to borrow loans, and indirectly, via inflation
injection, when a povernment prints more money. Either way,
the result whether immediate or delayed is a higher interest rate,
with adverse result on employment, which in turn advances the
necessity and cost of social insurance beyond what the original
protagonists viszalized. Simultaneous increase in costs of both
continues to inject more money into the economy compared to
its productivity with inflationary consequences. These call for
additional budgetary allocations, additional deficits, additional
loans, higher interest, yet higher unemployment, and eventually
unworkably higher social insurance costs.

This is a situation not entirely dissimilar to the one that the
developing countries, and not these alone, faced in a somewhat
different arena. Caught between the pulls of capitalism and
socialism, they opted for mixed economy, by and large, hoping
thereby to gain the egalitarian benefits of socialism without the
sacrifice of efficiency of free enterprise. What they actually got,
as a general rule, is the worst of both worlds. They have joined
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together exploitation of the capitalistic system with the waste
and inefficiency of socialism. The fault in the case both of
developing and .developed countries is of either some kind of
intellectual inertia, as insensitive to jolts and jerks of the
economy as to lack of logic in some vital parts of the principles
on which it is based, or in some cases at least, of downright
purchase, whether conscious or unconscious, of both the policy-
maker and the economic theoretician, by the rentier. The
problem of both developing and developed countries can only
be met by extinction of interest, for which so far, we have
reached no substitute beyond service charge which, perforce,
has got to be an inefficient basis of banking.

Proceeding further towards other proposals for interest-free
borrowing by governments, we examine Wemette's scheme for
financing full employment. The view of this scheme was that
under our present arrangements, alternate expansion and
contraction of money supply being a function of bank credit, it
is devoid of any basic plan or philosophy. It is therefore
suggested that a Federal Stabilization Board be created, invested
with the power to control the total amount of money. The board
‘shall have the power of creating new money, to be turned over
to the federal government to finance budget deficits...so as to
directly and indirectly stimulate industry and maintain full
employment’ (Wernette 1945: 33). Presumably this money is
being advanced to the government without charge of interest.
‘Actually, the huge debt is a burden. It is deterrent to enterprise’
(ibid.: 14). ‘

The aim of this stabilization programme ‘is the maintenance
of full employment’ (ibid.: 31). This in the opinion of the
proposer does not conflict with monetary reasoning which has
‘in view the stabilization of the price level’ (ibid.). Why should
injection of money, without assurance of equivalent increase in
goods and services, fail to raise prices? It is this input-output
ratio which market economy always keeps in view, but which
suffers complete neglect when entrusted to bureaucratic
management, howsoever noble the sentiments which regard
private enterprise as exploitative and public enterprise as
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contributing to general social welfare. The error of this
perception no longer calls for argument. The facts of the
economic situation which have emerged from relentless pursuit
in this direction in most Third World countries do not leave
much ground for further debate. 1 will give just one example
each from developed and developing countries. The Economist
(6 December 1980: 18) narrates the story of British Shipyards
nationalized in 1977. Quite a few of these, presumably, were
paying income tax before nationalization. After assumption of
responsibility by the public sector, British Shipbuilders, the
amalgam of nationalized shipyards, lost £157 million in the first
two years, followed by a loss of £110 million in'the third year.
The following year it needed a cash infection of £65 million
over and above external financing limit of £120 million.

In Pakistan, Bhutto’s government nationalized shipping.
Pakistan Shipping Corporation was a highly profitable concern
until its ownership shifted to the public sector. It was paying
income tax in the range of tens of millions of rupees. It has now
to be subsidized in the range of hundreds of millions every
year. What was income at one time is now a multiplied subsidy.
What helped meagre resources at one time is now a perpetual,
unending burden. Its share of Rs 10 before nationalization was
quoted at Rs 55. It is now quoted below Rs 5. None evaluates
performance better than the stock market.

The functions intended to be entrusted to the Federal
Stabilization Board have always been performed by the Federal
Reserve Board. ‘The only new aspect’, Wernette writes, ‘is the
minor one that the Federal Stabilization Board, taking over this
function (i.e. that of the Federal Reserve Board), should be
authorized to make larger variations in the legal minimum
reserve ratios of the member banks than the Federal Reserve
Board is now authorized to make’ (Wernette 1945: 92). In fact,
it should be authorized to make these variations ‘to whatever
level is deemed necessary’ (ibid.: 95). Actually, the entire bane
of banking is that it tends to tie itself to the apron strings of an
entirely obsolete concept, that of reserve ratio, which in practice
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performs no function other than injecting artificial scarcity of
credit, to create justification for perpetuation of interest.

Another proposal to rescue public finance from the burden of
interest payments made by Professor Hayes is that ‘The
government could sell to commercial banks non-interest-bearing
notes at a discount of, say, two per cent....The notes would be
eligible for sale at full value to the Federal Reserve Banks for
reserve purposes or for cash’ (Hayes: 213). He points out that
the essential diffesence between his proposal and the present
basis of borrowing is that ‘interest would be paid for one year,
not indefinitely’, adding that ‘the paper issued...would be no
debt—nothing to pay off’ (ibid.). If it is a loan, and a long-term
one at that, why should banks subscribe to it for a mere 2 per
cent, unless the overall rate of interest has been lowered to this
level? And if this paper involves no debt, it is a mere addition
to money supply which, unless creatively utilized to generate
equivalent production of goods and services, is bound to exert
upward pressure on prices.

To avoid facing these objections, Professor Hayes has an
alternative proposal. It is ‘to make the twelve Federal Reserve
Banks outright government institutions rather than quasi-
government banks as at present’ (ibid.). It is true that borrowing
by government becomes burdenless when banking is taken over
by the government, interest payments on loans being
counterbalanced by revenue gains from the banking sector, It is
only a superficial aspect of the issue of interest that the net
burden on the government exchequer has been removed. The
mere fact that the economy continues functioning on the basis
of interest ensures perpetuation-of unemployment, loss of
purchasing power and continuous shortfall of investment, which
therefore involves running ever higher deficits and ever higher
debts by government with the eventual consequence of
simultaneous suffering from bath inflation and unemployment.
Proposals such as these which pay lip service to avoiding interest
in the public sector and strive to overcome depredation of
interest through expansionary monetary policy have a valuable
iesson for those who are seriously concerned with eradicating
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the root cause of the more malignant maladies from which the
economy suffers.

To look for extinction of interest in a horizontal direction is
worse than useless. One cannot extinguish interest in any one
sector of the economy unless simultaneous action be taken across
the entire gamut of the economy. If society concludes that
extinction of interest is essential for its viability, and even
survival, it will have to adopt a vertical attack on interest,
lowering it by stages, until we reach the zero rate—provided we
can evolve a workable substitute for it.

While presenting his proposal, Professor Hayes observes,
following W.C. Mitchell, which, though of great significance,
we tend to overlook. Money, he says, is a bad master, and yet a |
good servant. To rescue man from the hegemony of moneys, it is
essential to take far more radical steps than his proposal appears
to make possible. Money with the help of interest has snatched
sovereignty from the hands of man and now controls all his
affairs like a bad master; reversion of sovereignty to man is not
possible by any palliatives short of ‘euthanasia of the rentier’
which will make money fall into its proper role of ‘a good
servant’, Hayes notes that one justification for interest is that it
keeps the business of banking solvent. Any alternative to interest
which does not provide for this will not work. However, the
suggestion of Hayes that ‘forthright public grants for this
purpose’ {ibid.: 214) should be made available to banks to enable
them to function may register his acceptance of the need for
abolition of interest, but does not provide the alternative we
need.

Professor Frank D. Graham similarly holds that ‘the issue of
interest-bearing governmental debt is...quite unnecessary’
(Lerner and Graham 1946: 41), in order to sustain full
employment. He notes that ‘little effective action has been taken
or can be taken to provide efficient incentives to full output
until we remove from the competent enterpriser the fear that he
will be ruined by overproduction’ (ibid.: 44). To exercise this
fear, this proposal is that enterprisers ‘be encouraged to produce
as much as they can, with all the labour at their disposal, on the
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understanding that on the appearance of sagging markets the
Federal Reserve Banks, acting on behalf of the public through
an affiliate Federal Reserve Corporation (FRC), will purchase
liens on any unsold present or accruing inventory at a price
sufficient to cover the enterpriser’s out-of-pocket expenses in
the production of the goods in question’ (ibid.: 44-5). The FRC
‘will pay for the lien in newly issued Federal Reserve deposit
credit’ (ibid.: 45). It is specifically provided that ‘the financing
of the inventory will be free of interest' (ibid.: 46). Storage
expenses, including insurance, will be paid by the government
‘as the sole cost of maintaining full employment, maximum
output and a stable price level’ (ibid.). The lifting of the lien
will be entirely at the option of the enterpriser. This looks like a
substantially more sophisticated expansionist programme than

most that we have examined so far. It does not assume any .

direct responsibility for creating job opportunities through
monet?\ry expansion, but only an indirect responsibility for
removing a major hurdle in the path of investment, viz., unsold
stock of goods. Though sympathy with avoiding interest is
manifest in the issue of requisite resources without interest, this
fractional abolition does not hold any promise of extending itself
to other areas of enterprise where restrictivism is dictated by the.
cost of credit. The first objection to this proposal is that its
stated objectives of ‘full employment, maximum output and a
stable price level’ are unlikely to be attained except in some
partial measure in the case of the first two points, and a yet
shorter measure in the case of the third point, viz., stable price
level. So far as the first two objectives are concerned, it has to
be noted that this commitment to lift up unsold goods cannot
cover the entire market. It is specifically stated that this support
will be confined to ‘standard storable goods' (ibid.: 44). This
obviously excludes non-standard and non-storable items from
its purview. To the extent that these form a share of the total
market, the move will be devoid of any impact.

But the major failure to lift the morale of sagging industries
emerges when price protection assurance does not go beyond
‘out-of-pocket expenses in the production of the goods in
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question’ (ibid.: 45). In spite of the fact that any protective
assurance beyond this level creates diverse financial and
practical complications, to fix it at out-of-pocket expenses may
work as a palliative for a while but will cease to help generation
or even continuation of creative enterprise if stagnation spreads
for any substantial period of time.

Perhaps the weakest link in the chain of the argoment is the
notion that this arrangement will exert no upward pressure on
the price level. Any act of purchase of lien will have two
immediate consequences: expansion of money supply to the
extent of the lien value, and withdrawal of goods from the
market of identical value, If price level is primarily a function
of relationship between money supply and goods (and services)
supply, an increase in the former coupled with a decrease of the
latter is bound to have inflationary impact. If, on a more
favourable interpretation of the scheme, we regard the goods
taken over as a temporary reduction until identical goods are
produced and brought to the market, the inflationary impact
will be reduced but not avoided.

To sum up, the notion that we can solve the problem
generated by exploitative credit arrangements without extinction
of interest involves chasing a mirage. Although the notion is as
devoid of logic as anything can be, its acceptance worldwide
has given it an empirical reputation that we neglect at our peril.
Since World War Il, we have consistently experimented with
one or other variant of expansionism, but have only succeeded
in pushing up the price level with almost simultaneous pushing
pp of the unemployment level. We are at a greater distance
from the goal of full employment at stable prices than we have
ever been before we extended respectability to various variants
of monetary and fiscal irresponsibility.

Similarly the notion of confining abolition of interest to public
loans for development purposes, made easier by extension of
ownership and control over the banking sector by the
governments, has proved equally sterile. Unless interest is
abolished across the board, extinction of unemployment even in
a partial, yet temporary, sense is not possible without paying
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the price of inflation. The only lesson we learn from the results
of arbitrary generation of resources to overcome unemployment
is the urgency to retrace oursteps from this road, and look
around for some more creative alternative.

Mutual Aid among Small Communities

Small communities and groups of people often have mutual aid
arrangements and saving societies which do not work on the
basis of interest. In Pakistan and other countries of South Asia
we often come across savings and advance arrangement under
what is called the kamaity—perhaps derived from the English
‘committee system’. A number of people decide to save, for an
identical number of months (or weeks, etc.), a specified sum
every month. Each month the contribution will equal the total
saving each member is bound to make over the entire period.
This monthly saving is passed over to one member every month,
chosen by mutual consent, who passes on the collection every
month to one of the participating members. The order of
distribution is often settled in advance, but is capable of revision
by mutunal agreement. This is how it works. Suppose twenty
persons decide to collect Rs 100 every month for twenty months.
They will collect Rs 2000 every month. Every month one of the
members of this group will receive Rs 2000. If member A is
designated to receive the collection for the first month, he will
have paid only Rs 100 for the Rs 2000 received. Only the person
who receives collection of the twentieth month will have paid
the entire amount before collecting his saving. 1t means that
nineteen of twenty members receive a large or small advance in
addition to their saving, by the mere trick of joint collection.
All such advances are without interest.

This is a fairly widespread arrangement in the Indo-Pakistan
subcontinent, and is often indulged in by housewives, artisans,
small and medium traders and others. Identical or similar
arrangements are reporled to exist elsewhere as well. The main
advantage, apart from the possibility of receiving an advance
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according to one’s need, is the social compulsion of saving.
Once a person has joined a saving group, he must contribute the
agreed amount every month. There is seldom any default,
because of social compulsion. There is no expenditure, no
bookkeeping, ho profit or loss, and of course, no interest. It is
obviously not possible to institutionalize the arrangement in an
expanded form because when the element of profit, without
which banks cannot function, is introduced, its profile will have
to undergo complete transformation. But the element of
generation of capability of advancing credit to every member
(but one) is a remarkable example of fruitfulness of mutual
credit. Attempts at somewhat larger area of operation of mutual
credit are made by Co-operative Credit Societies, though the
element of interest is only occasionally excluded. One such was
the Co-operative Credit Society of Settlement and Land Record
Department which did not charge interest for its loans, Its
twentieth annual report shows that its assets exceeded one hundred
thousand rupees, and it could advance loans worth Rs 50006000
every month. Membership had reached 1000, each one having
bought at least one share of Rs 100, payable in instalments of
Rs 1 per month. The amount collected as subscription was
advanced as loans to eligible members, and was returned in
identically small monthly instalments. :

Establishment expenses were small and appeared conﬁned to
stationery, as one pie (a fraction of one US cent) per member
per month was paid for the purpose, besides tax of one anna
(two US cents at the time) was claimed on every application for
a loan. This question of establishment expenses is obviously a
major hurdle in the way of larger institutionalization of this
concept. In a small society, where membership is confined to a
particular office, it may be possible for management to function
on a part-time basis, as a kind of social service, but banks
cannot be run unless they yield profit over and above
establishment expenses, and subscriptions, howsoever small,
cannot be substituted in their place. If establishment expenses
are met in some more suitable form, we will only be reverting
to the service charge concept.
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Somewhat larger in scale has been the Mit Gharnr Savings
Bank project which met with significant success (Ready 1966).
This was a pioneering experiment started by Dr El-Naggar and
his nineteen associates who formed the Municipal Savings Bank
Assaciation, They started their bank on an interest-free basis at
Mit Ghamr in 1963 and from there spread out to other locations,
starting with the two neighbouring villages of Dondait and Kom
El-Noor. The total number of depositors by 1965 was nearly
20,000 with rotal deposits of Egyptian £50,000, and by 1968
there were 60,000 depositors with deposits of Egyptian £325,000
(Mannan 1968).

Deposits could be in savings accounts with a minimum
deposit of five piasters (11 to 12 US cents). It was non-interest
yielding and could be withdrawn on demand. There was a social
service fund, under which charities were held by the bank and
spent on suitable causes which did not exclude aid to saving
depositors who met some financial crisis. There was also an
tnvestment account with a minimum deposit of one pound,
withdrawable yearly only, yielding depositors a share in bank
profits according to size and term of the deposit.

The bank generally offered loans to no one who had not been
a depositor for at least six months. Loans were of two kinds:
non-investment loans with principal only repayable and used
mainly for subsistence purposes by savings depositors, and
investment loans given for investment purposes to investment
depositors. During the outstanding life of a loan, the borrower
paid the bank a share of his profit, which ranged from 10 per
cent to 50 per cent, depending upon the project and the
borrower's capacity for paying. Generally the share was 25 to
30 per cent. The manager of the bank had a high degree of
flexibility in fixing terms and conditions of loans and personal
guarantee constituted the only security required by the bank. By
and large default was successfully avoided. Management
personnel of each bank were selected from the area of its
operation and were trained under the auspices of the Association.
Heavy emphasis was given above all to the bank belonging to
the people. In this way the project created a climate for the
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people to exercise their own social control over anyone who
tried to cheat or harm the bank.

The average value of non-investment loans was Egyptian £30
per loan, and two-thirds of all investment loans were of less
than E£700, which shows that the savings bank project clearly
served very small borrowers. With a ratio of total loans to
deposits of only 1:8, the project appeared to have to go a long
way towards using fully its lending resources. Dr El-Naggar
explained this deficiency in the project, saying that the first
thrust had to be in recruiting saving and in educating people to
save consistently and to trust the bank with their deposits.

The surplus funds, however, were not idle. The banks made
some direct investments of their own. An example was a brick
factory outside of Mit Ghamr, built to show what could be done
in developing small industry from local resources. In this
instance, provision was made to transfer ownership gradually to
the factory manager, a man with considerable know-how of
brick manufacture but who lacked capital and risk-taking
incentive to invest in the factory himself at the outset.

In ail instances of investment loans, the bank gave assistance
to the borrowers for improving their business operations.
Sometimes the assistance took the form of purchasing and
supplying the raw materials, especially when the bank could do

- this for several borrowers. In one village, for instance, in which

many men were engaged in making bamboo baskets, the bank
purchased the bamboo for all of them as a loan and a service. In
another instance, several shoemakers had loans with the bank.
The bank helped them to consolidate their operations in one
location, assisted them in pooling their raw material purchases,
advised them on layout problems and suggested better ways of
marketing their output.

That is the broad profile of the project. Within three years
five banks emerged in five towns, with ten branches attached to
these banks, of which Mit Ghamr had six of the ten branches.

The whole project was developed by Dr El-Naggar and twenty
original associates, who shared closely all aspects of the birth of
the idea and the establishment of each bank and branch. They
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saw their responsibilities as seeking and appraising requests for
new savings banks, advising and directly assisting the
establishment of new banks; recruiting, selecting, and training
bank staff, advising banks through their boards of directors;
advising on loans; providing assistance in business operations
for all investment borrowers; conducting analytical and statistical
studies of all operations of the project; maintaining relations
with the central and local governments; and generally aiding
community development wherever they had savings banks.

In the initial establishment of a bank, one of the twenty
associates acted as manager for periods that varied from six to
fifteen months. As rapidly as local residents could be trained,
the directions and operations of each bank were turned over to a
local board of directors, a permanent local manager and local
employees. Banks established their own branches with advice
and assistance from Dr El-Naggar and his associates. They
believed that the groups had the capacity to establish five new
banks a year, and Dr El-Naggar faced requests for many more
than that number.

Even though from a social point of view the project was
worthy of highest regard, from a purely financial and
commercial point of view it was substantially subsidized. Before
the establishment of these banks, Dr El-Naggar had several
conferences with authorities at the Ministry of Economic and
Financial Affairs, the National Bank, the Central Bank, and the
Postal Savings Bank to exchange views. After some initial
acceptance of Dr El-Naggar’s ideas, a committee was formed in
the Ministry of Economic and Financial Affairs to decide what
official body should take responsibility for executing the project,
and from this committee came in 1961 the proposal to establish
the Municipal Savings Banks Association with responsibility to
the Deputy Minister of Economic and Financial Affairs. The
committee drafted a basic statute by which the association was
charged with providing ‘advice, consultation and research for
the local administrative unit...with the aim of establishing new
Municipal Savings Banks’. The committee requested a budgetary
allocation of E£10,000 for its first year of operation (1962—63).

AN ALTERNATIVE BASIS OF CREDIT 469

Eventually Dr El-Naggar and his twenty associates formed the
membership of the association. Budgets provided for subsequent
years by the Deputy Minister were: E£78,000 for 1963-64, of
which E£40,000 was for construction of a bank building in Mit
Ghamr on land donated by the Governor of Dakhalia; for 1964—
65, E£49,000, and for 196566, E£165,000. These amounts from
the government went principaily to salaries, office expenses,
and local travel for the association.

However valuable the experiment may be in lifting up the
economic tone of the countryside, which is an imperative of
highest significance in most developing countries, it does not
give much guidance in evolving an interest-free credit structure.
This fails short in two of our fundamental tests. First, the banks
were not only not profitable, but were not even self-financing.
Their functioning depended upon government aid which, at least
in the initial years, was greater than the total deposits of these
banks. As this measure of subsidy could not be continued
indefinitely, the banks eventually had to close. Second, there is
the question of meeting our test which relates to encashment of
trade bills. If a method is evolved to cash these at their face
value, that method can be extended to all kinds of advances. On
the other hand, if we fail to meet this issue, and accept their
discounting to fall outside the purview of eradicating interest,
difference in spot and forward prices of all commodities, including
money, will persist which only means interest will stay.

However, sense of social responsibility and even more
mutuality of credit implicit in some proposals in general and in
the kamaity system in particular give a pointer that the issue
may not be as intractable as it appears on the surface, provided
we can find some method of institutionalizing interdependence
between the borrowers and banks.

The Concept of Loan Value

What Gide and Rist have called in the context of their appraisal
of Proudhon’s Exchange Bank ‘germ of a true ideal, namely,
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mutual credit’ (Gide and Rist 1953: 321} looks like the key to
this problem. Although a significant element of mutual credit is
available in both Proudhon and the kamaity system of South
Asia, both suffer from deficiencies. Proudhon’s concept failed
because it had no in-built arrangement to meet the problem of
time, to bridge the gap between spot and future prices. The
kamaity system appears to make a deeper utilization of mutuality
in saving and credit arrangements, enabling it to overcome the
problem of time, to the extent of the bulk of members, but
appears to confound all possible arrangements to institutionalize
it, much less to exhibit a capacity to meet such tricky problems
as the encashment of a bill of exchange at its face value.

Mutuality of credit arrangements can theoretically overcome
the inordinate obstacle of time. If both lenders and borrowers
were to lend each other identical sums for identical periods of
time, there would be no need for any interest, and the bridge
between spot and future prices would be securely built. But this
is, from a practical point of view, an absurd notion. Why should
a borrower borrow an amount if he can simultaneously lend an
identical one to the lender for an identical period of time? But
supposing we take out the word identical from both ingredients
of a loan and provide for less of one, and more of the other, so
that equivalent loan values are exchanged.

To simplify the arrangement, we may evolve the concept of
loan value. It is the potential advantage received by a borrower
in the shape of an amount of money, for a particular period of
time, which matches the magnitude of what the lender foregoes.
It is calculated by multiplying the amount of loan by the period
of time. For example, lending Rs 1000 for one year, Rs 500 for
two years, Rs 250 for four years, Rs 200 for five years or Rs
100 for ten years all have the same loan value: Rs 1000. If a
lender of a loan of Rs 1000 for one year was to receive from the
borrower, in exchange for this facility, a counter loan of Rs 100
for ten years, the equivalent loan value will be exchanged. In
this arrangement, because of the equal loan values, the necessity
of receiving or paying interest, leaving out of consideration for
a while the questions both of costs of banking and making of
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worthwhile profits, appears to become redundant. This concept
which has been called Time Multiple Counter Loan (TMCL)
appears to have all the automaticity, simplicity, and workability
of interest-oriented credit structure, and yet is completely free
of even a speck of exploitation one way or the other. 1 first
presented TMCL to a seminar at the Institute of Islamic Culture
in Lahore in 1960, and the paper was later that year published
in the Institute’s journal Saqafat. I elaborated the concept in a
paper read before the International Islamic Conference in
Rawalpindi in 1968, and included it in my book Social Justice
in Islam. The name ‘Time Multiple Counter Loan’ was given to
the concept by the Panel of Experts of Pakistan (PPE 1980).

This TMCL concept appears capable of meeting the problem
of time, which has hitherto baffled attempts at substituting
interest; what is more interesting, it does so with the help of
time itself. Just as smallpox and polic are made the bases of
medicines to provide immunity from these diseases, the
stumbling block of time appears capable of being broken into
pieces to pave the road towards a humanistic and unexploitative
credit structure. If time can meet the problem of time, with the
help of the concept of counter loans, which possess equivalent
loan value, we may have taken a major leap towards the
resolution of the issue. Of course, several difficult questions are
yet to be answered. Will this concept be capable of meeting the
cost of running banks? Will it yield adequate profits to make
banking an attractive vocation? How will it meet the problem of
inordinate increase in demand for loans, on account of interest
having literally fallen to zero? What would be the impact on the
price level if we accept all applications for credit? If we do not,
are we not creating the consequences of interest, even after its
abolition? Can we outgrow the necessity of monetary
management with the abolition of interest? Assuming we take
the view that certain circumstances can arise, even after abolition
of interest, which call for expansion or contraction of credit,
how will we go about it in the absence of a major instrument of
monetary management?
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Table 7.1
Encashment of trade bills on face value against counter loans
Bills of exchange Counter loans
Face value  Period short Units of Amount Period Units of
of maturity loan‘value of time loan value
Rs 10,000 30 days Rs 300,000 Rs 1,250 240 days  Rs 300,000
50,000 20 days 1,000,000 6,250 160 days 1,000,000
120,000 11 days 1,320,000 15,000 88 days 1,320,000
5,000,000 7days 35,000,000 625,000 56 days 35,000,000

It is conceded that unless satisfactory answers are available
to these and perhaps quite a few other questions, we will not
have reached the end of our journey. But at a prima facie level,
it is heartening to note that, potentially, we have for the first
time a non-interest alternative to encashment of bills of
exchange. A fractional counter loan for a reciprocal multiple of
time, so that equivalent loan valve is exchanged between the
one who presents the bill and the one who purchases it, provides
the only conceivable method of encashment of bills of exchange
at their face value. By way of illustration, if the level of counter
loan is fixed at 12.5 per cent by the Central Bank of a country,
the commercial papers indicated in Table 7.1 will be exchanged
for the counter loans indicated against each. In each case,
equivalent loan values are being exchanged. Counter loan is
one-eighth of the face value of the trade bills. This shortfall of
counter loan is made up by a reciprocal multiple in the period
of utilization of counter loan. This means that the period of time
of counter loan is eight multiples of the period of time of
maturity of trade bills. In the exchange of equivalent loan values
we have reached a potential for encashment of trade bills without
deduction of discount, provided answers to questions raised a
moment back can be given. Before we proceed to attempt these,
the aptness of use of time as the basis of alternative 10 interest
needs to be checked and measured to assure ourselves that we
may not just be straying,
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Evaluation of Time as a Substitute for Interest

Time is not an economic category. It is not a saleable or
purchaseable commodity per se. Yet all credit operations, under
interest, purchase and sell time. Indeed interest is as much the
price of the use of money as of time for which it is used. The
two cannot be disentangled. No use of money is possible without
the use of time when a fixed price determined in advance is
demanded for the use of money. We are concutrently demanding
a fixed price for time. This has been the main hurdle ail through
the millennia in devising an alternative to interest which has an
equally inherent capability of responding to two magnitudes
simultaneously, namely, those of time and money. Most
alternatives have not worked because they lacked the
sophistication of this integration available in the concept of
interest. The basic strength of the TMCL concepl lies in ils
acceptance of defeat. It stoops to conquer. It accepls
disentanglibility of the ingredients of credit, and uses them both
to resolve the problems which flow out of interest.

If interest is the payment for the use of money for a period of
time, let a fractional use of money for a multiple period of time
provide the recompense, so that interest can be eliminated. The
irreplaceable integration of time and money stands- confronted
with an equally indissoluble integration of both, dispensing with
the necessity of either, demanding or paying intetest. Il appears
time has much more to do with all over economic arrangements
than we have either conceded or measured- its -implications.
Time’s not being a marketable commodity in any direct shape
or form has often made economics overlook i significance,
except in the direction of providing justification for interest, All
production takes place in time. Crops take (ime lo grow.
Machinery takes time to produce and recover s cost, Orchards
take time to produce fruit. These things have been noted by
economists from the point of view of legitimizing the claim of
interest. They have conveniently chosen to overlook ' that
sometimes crops do not grow at all, that frull trees are blighted,
that machinery can become obsolescent before it has repaid its
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cost. The fact that bountiful productivity of time includes all
kinds of hazardous possibilities prohibits enhancement of these
hazards through the institution of interest, This institution tilts
the balance of hazards which lead to privation against the
productivity of time.

Protagonists of interest appear not to have provided for the
repeated occurrence of what Marshall’s caution visualized: “The
unexpected may happen and the existing tendencies may be
modified before they have had time to accomplish...their full
and complete work' (Marshall 1952: 347). Of the extent to which
the institution of interest is responsible for accentuating these
inherent hazards of time, neither the general min of economists
nor the great poet exhibit any significant awareness. But
occasionally there are persons who note that time is not only
productive but is also responsible for generating disequilibrium.
‘In order to have general equilibrium’, writes Professor Shackle,
‘Time-to-come must be abolished. The general equilibrium
where every person’s action springs from fully informed reason
can exist only in a timeless world, a world of single moment
with no future’ (Weintraub 1977: 24). Although this statement
most competently highlights the imponderables associated with
time, unfortunately human beings have no competence to create
a timeless world. It is useless to strive for something we have
no power to achieve; and thank God we have no power. Without
time there will be no production. The fault does not lie with
time, the fault lies with our misuse of it. We have chosen to
utilize time instead of engaging ourselves in productive pursuits
and ensuring that everyone who wants to do so should not be
confronted with insuperable obstacles, in depriving the creative
segment of the population to reward the possessive portion. If
the inequitable nature of interest creates incurable disequilibria,
the fault may be exhibited through time, but it is generated by
the price demanded for the utilization of money whose
depredation operates in time.

The elementary facts of the situation are quite clear. We
cannot create a timeless world and have to live in the mainstream
of history; second, we cannot exclude the possibility of a
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different result, perhaps even a negative result, from the pursuit
of a productive process which cannot possibly tally with any
fixed rate of interest, howsoever low; third, the entrepreneur
and capitalist being more often different persons, the necessity
of securing a loan before undertaking any enterprise has to be
catered for; fourth, banks cannot be run unless some assured
recompense is available for their efforts and hitherto the only
known basis of this recompense with capability of meeting ail
varieties of loan has been interest; fifth, as long as interest
survives, general equilibrium can seldom be obtained between
jobs and labour power, or between saving and investment, or
between demand and supply, or between prices and purchasing
power, or between budgetary receipts and necessary expenditure.
If interest exhibits through time its irreversible capacity for
imposing upon the economy various disequilibria, and time
cannot be dispensed with, then the only available method of
attaining general equilibrium is through liberating the economy
from the stranglehold of interest. If time exhibits any capability
of functioning as a substitute for interest, it appears at the prima
facie level a potential of profound proportions. This opens up
the possibility of cutting asunder the apparently indissoluble
link between interest and time, between depredation and
productivity, between exploitation and enterprise. Interest is far
too powerful an entity to suffer extinction at any hands short of
an all pervading force of the dimension of time.

It is a happy coincidence that time is not a marketable
commodity per se. If it were, interest should still survive. Banks
would earn time and comvert it into money, which would
occasion shortage of time in the productive sectors of economy
and correspondingly contract its creativity. It is true that time is
money. It is convertible to our monetary advantage, through
every creative effort from agriculture to industry. But this
monetary advantage, unlike interest, is not predetermined. It is
a possibility, not a datum,; its creativity hinges on some kind of
physical performance, not on any variety of possessive
advantage; it has no parasitic tentacles and does not demand
any share for being put to any variety of creative action,
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irrespective of the dimension of profit, The indifference
exhibited by time to demanding any share of fruits of production
has been possible for it because of its non-material, abstract
nature. Indeed, any reward for the use of money which is given
a material shape will tend eventually to perform the parasitic
function of interest. Even such a widely regarded non-interest
substitute as profit sharing tends to imitate the level of interest,
Apart from the reasons advanced in the context of our appraisal
of this concept, one concrete example would be enough. The
Panel of Experts in Pakistan suggest as an altemnative, ‘Financing
on the basis of normal rate of return’ (PPE 1980: 10). As the
very name indicates, profit participation is being pushed into
complete similitude with interest. But such pushing around is
unnecessary. Whatever be the shape of reward for the use of
borrowed money, if it is a material one, it will tend to
approximate interest with its distinguishing traits of non-
participation either in labour or management or risk taking, and
demanding a portion of the reward produced by the productive
faculties.

There are other considerations which hold out high hope for
harmonious utilization of time as a substitute for interest. In
spite of being a non-material abstract entity, time is convertible
into money: all kinds of investments, whether in trade, or
industry, or stock exchange, or real estate are various ways of
turning time into money. These two characteristics of time lead
to two remarkable consequences. On the one hand its being a
non-material abstract entity ensures exclusion of exploitation if
it is used as our basis of credit; on the other, its convertibility
into money holds out high promise of its practicality, if this
convertibility can be conceived to extend to meeting the cost
and return on enterprise of banking. If this can be reasonably
anticipated, it would for a first time create the theoretical
possibility of releasing productivity from depredation, enterprise
from exploitation, man from the bondage of money.

If these two virtually paradoxical qualities of time—non-
conversion into money directly and convertibility into money
under the auspices of enterprise—can promise to produce such
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a magnificent consequence, can we not look for_an i.dentical
possibility by using other abstract entities which, like tlrne‘, are
also convertible into money? Such abstract entities as ability,
beauty, drive are also convertible into money. If these-are the
two things we are looking for, why must we fzonfme pur
attention to time? Here we reach a third characteristic of time
which is not shared by any other abstract entity: its dimension 1s
measurable, as though it were a material object. We clear!y l%ve
our days, weeks, months and years as if these. were ob]‘ectlve
entities. As a general rule, no subjectivity is involved in the
measurement of time. For example, there is no difference of
opinion between the two parents about the day, month ancll year
in which their first chitd was bomn or of the age she or he is at a
particular point of time. Beauty, on the other hand, can })e as
much in the eye of the beholder as in the object of beauty itself.
Valuations can differ about the relative competence of persons,
and drive and experience, similarly, elude exact measurt?ment.
All abstract phenomena, contributing to utility of their end
products, suffer from subjective valuation. So far as I can
determine, time is the only exception.

This leads us to the fourth characteristic of time: unlike any
other abstract phenomenon, it can be added, subtracFed,
multiplied and divided. This is of great practical relevance, since
all credit operations have, in the nature of things, to work out
calculations of money and time as the core of their pafOrmance,
irrespective of whether the basis is interest, ot pr.oﬁt :e,hanng or
leasing, or service charge or time itself. In adopting time as ﬂ?e
basis of credit, we cut out the exploitative mechanism of credit,
since money and time advanced are directly recompensed by
equivalent loan value, consisting of a fraction of money and a
multiple of time.,

Can Interest-free Banking Attract Deposits?

In an earlier chapter we looked at the relationship between
interest and bank deposits in five countries during the decade of
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the 1970s. Again and again, in country after country, the real
rate of interest fell not only to zero but entered the negative
category, without tapering the flow of deposits in banks. In the
fifty period-countries examined, irrespective of the level of the
real rate of interest, the level of savings kept rising in forty-nine
period-countries—the single exception related to a year in which
bank rate had risen by 100 per cent, giving singularly
incontestable support to the Keynesian notion that saving is an
inverse function of interest. Savings fell by 12.08 per cent in
Germany in 1979, although bank rate rose to 6 per cent in that
year compared to 3 per cent in the previous year.

Except for this single exception, the consistently rising
crescendo of deposits in all the five countries examined in the
face of fairly widespread negative real rate of interest can only be
interpreted as testifying to the interest inelasticity of bank deposits.
The prevalence of negative real rate is widespread enough to
ensure that this is no fortuitous conclusion. Real rate of interest
was a negative entity in the United Kingdom and Germany in six
years out of ten; in Japan, nine years out of ten; in Switzerland,
eight out of ten; and in the US, four out of ten. In all thirty-three
of the fifty country-periods in which negative real interest
prevailed, not once did bank deposits fail to rise. This trend of
increase in deposits continues {0 prevail even when negative real
rate enters the double-digit category. Evidence therefore appears
to be compelling that the motives for savings which assume the
shape of bank deposits decline to indicate any dampening with
the fall in the real rate, even at the double-digit negative level.
That being the case, any banking arrangement which declines to
give interest on its deposits is unlikely to experience any tapering-
off of deposits on this account.

A measure of indifference to interest py a significant
percentage of savers is exhibited by the magnitude of difference
between time and demand deposits. Banking facilities in both
cases are identical. Most time deposits in general and saving
accounts in particular have chequing facility comparable very
fairly with demand deposits. Up to a given frequency and a
given limit, e.g. twice a week and Rs 15,000, respectively, in
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Pakistan, a saving depositor is as resource liquid as is the
demand depositor. The theoretical difference between the two is
that when a higher than maximum withdrawal is involved, a
week’s notice is necessary in the case of a saving depositor; but
the theoretical difference is often non-existent since a predated
notice is accepted along with the cheque for withdrawal from
most depositors.

To sum up, the difference in liquidity between the two
varieties of deposit is the one which relates to the possibility,
however remote, of a bank declining payment on account of
non-existence of withdrawal notice, in which case payment ¢an
be delayed by one week. This possibility being the only
difference in liquidity between the twa accounts, the difference
of availability of interest on time deposits as compared with
demand deposits should have made much deeper impact en the
relative magnitude of deposits, if interest were a significant
consideration of an average depositor.

Tabie 7.2 studies the relationship of interest and inflation
together in forcing a shift of deposits from demand to time
deposits. The study relates to eight countries, and extending as
it does to a quarter century, 1956-80, it projects quinquennial
averages of discount rate, inflation as measured by consumers
price indices, and time deposits as percentage of total deposits.
It is remarkable that in spite of formidable pressures, e.g., the
pull of interest and the push of inflation, the demand deposits
remain a significant category, neglecting to a remarkable degree
the fact that these earn no interest at all. In two of eight
countries—Italy and Pakistan—even by the time of the last
quinquennia nearly 53 per cent of deposits took the shape of
demand rather than of time deposits. In France and the US,
nearly 40 per cent of deposits belonged to demand category. In
the UK, 36 per cent and in Japan 31 per cent of deposits persist
in this category. Only Germany with 22 per cent and Sweden
with 15 per cent appear to fail significantly from an over-all
unweighted average of 36.4 per cent. Because of the magnitude
of the US economy the weighted average is bound to be
somewhat above the unweighted one.
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In assessing the likely response of the depositor to the
emergence of a non-interest banking system, we cannot negiect
the significant reality that more than one-third of depositors, in
spite of the available alternative of earning interest, prefer
untraminelled access to their deposits to earning any interest at
all. Another equally remarkable fact is that during the first
quinquennium examined, 1956-60, the unweighted average of
deposits preferring demand over time deposits was 50.64 per
cent. Thus, up to the 1950s, more than half the depositors were
concerned with only one thing, their ability to encash any amount
from their deposits. As we go back, this percentage of depositors
exhibiting relative indifference to interest rises even higher.
Figures given by Keynes for the US appear to support this view.
In 1918, 77 per cent of deposits were in the category of demand
deposits whose percentage kept sliding down until 1928 when
demand deposits constituted 58 per cent of total deposits (Keynes
1933, 2: 15). The reason recorded by Keynes for this increase in
time deposits is not the lure of interest, but the persuasion of
banks to shift to time deposits on account of lower percentage of
reserves required against time deposits. In fact, the basic propeller
of deposit mobilization for the greater part has been convenience,
ease and security afforded by a chequing account. If that is not
available in a time deposit, notwithstanding the lure of interest,
demand deposit will be preferred.

There is, of course, a secular trend towards higher percentage
of deposits being attracted towards time deposits. Many
additional reasons have joined hands with the one pointed out
by Keynes. Inflationary impact on eroding the value of deposits’
is a consideration for accepting interest which may have, at
least in part, a restorative consequence. Some forms of time
deposits, such as savings bank accounts, have identical chequing
account facility, so that the basic demands of convenience, ease
and security are met, besides earning some interest. However,
there is nothing in these figures to indicate that interest plays
any deposit-mobilizing role, much less of a magnitude and
intensity which is likely to cast in jeopardy the initiation of any
variety of interest-free banking arrangement by the non-

-
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availability of necessary deposits. This view wins emphatic
support from the empirical reality of continuous increase in
deposits in spite of negative real rate of interest in the case of
66 per cent of country-periods examined.

Table 7.2

Interest with inflation elasticity of time deposits as percentage
of total deposits in eight countries 1956-80

(1) Average discount rate for five years.

(2) Average rate of inflation over g five-year period.

(3) Total of discount rate (1) and rate of inflation (2).
(4) Percentage average of time deposits percentage of (otal deposits.

France Germany Ttaly
¥y 2 3 4 I2 3 4 I 2 3 4

1956-60 4.0 56 9.6 1609 40 18 58 69.73 37 19 565311
1961-65 3.7 3.7 74 2296 . |32 28 60 73.39+| 35 49 B84 5353+
1966-70 5.6 4.4 100 40.54+ | 4.6 24 7.0 7742+ 4.0 3.0 7.0 48.86+
197175 9.2 8.8 18.0 5397+ | 5.0 6.1 111 77.82+| 7.6 11.3 18.9 42.77-
1976-80 9.7 10.4 20.1 60.11+ | 4.6 4.2 107 77.79+|13.7 164 30.1 46.84+

Japan Sweden United Kingdom
12 2 4 I 2 3 4 1 2 3 4

1956-60 7.45 1.9 93 6382 |4.6 37 83 8320 |510 2.6 7.7 44.26
1961-65 6.35 6.2 12.5 6595+ | 47 3.6 83 8238 |550 3.5 9.0 47.25+
1966-70 588 5.4 11.3 66.88- | 6.2 4.6 10.5 84.02+ 1740 4.6 (2.0 54.80+
1971-75 670 114 18.1 65.32- | 5.6 7.9 13.5 8522+ |9.95 13.0 229 6547+
1976-80 " 550 6.5 12.0 68.98- | 83 10.5 18.8 84.59 - |129 144 273 63.87-

United States Pakistan
I 2 12 4 i 2 3 4
1956-60 3.1 20 51 2.9 3.4 593 933 31.48
1961-65 36 13 49 4146 -] 42 167 587 43.95-
1966-70 52 42 9.4 4886+ | 50 3.60 8.60 53.54+
1971-75 6.5 67132 53.78+ | 7.419.6427.04 46.78 -
1976-80 9.1 89 18.0 59.50+| 9.8 8.33]8.13 47.0! -

Source: Inrernational Financial Statistics Yearbook 1984,

Samuelson refers to studies made by Kuznets, Friedman,
Modigliani and Goldsmith, indicating overall stability of saving
behaviour relative to income over a long period: ‘Their general
finding is that, aside from short-term cycles, the percentage saved
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The first three tables, i.e. Tables 7.4-7.6, relate to income of
banks, in their first, second and third year of working on the
basis of interest, according to the rules prevalent in Pakistan.
The assumption of total deposits at Rs 1000 is arbitrary and
chosen mainly for the sake of convenience; otherwise, it is
obvious that even a single bank cannot start with such a small
amount, much less a national banking system.

Table 7.8
Income of bank on TMCL basis, second year

(1) Period (months); {2) Advance generated deposits; (3} Loan return; (4} Increased
deposits; {5) Total resources; (6) Advance; (7) Counter loan; (8) Central bank reserve;
{9) Liquid reserve; (10) Investment; (11} Income investment current year; (12) Income
investment previous year; {13) Total income.

I 2 3 ¢ 5 6
12 1,000 1,000 39530  2,395.3 2,395.3
10.66 2,395.3 1,000 0 3,395.3 3,395.3
9.33 3,395.3 1,000 0 43953 43953
] 4,395.3 1,000 0 53953 5,395.3
6.66 53953 1,000 0 63953 63953
5.33 6,395.3 1,000 ] 73953 173953
4 7,395.3 1,000 0 83953 8.395.3
2.66 8,395.3 1,000 0 53953 9,395.3
1.33 9.395.3 1,000 — 0 103953 103953

48.162.40  9,000.00 39530 57,557.70 57.557.70

7 & 9 10 i1 12 13

299.41 59.88 4791 191.62 19.16 8 27.16
424.41 84.88 67.91 271.62 2734 7.1 31.24
549.41 109.88 87.91 351.62 . 2877 6.22 33.56
674.41 134.88 107.91 431.62 2840 5.33 34.10
799.41 159.88 12791 511.62 26.28 4.44 32.84
924.41 184.38 14791 591.62 22.39 355 29.83
1.049.41 209.88 16791 671.62 -16.66 2,66 25.05
1,174.41 234,84 18791 751.62 9.22 1.77 18.43
1.299.4] 259.88 207.91 831.62 2 0.88 1¢.30

7.194.69 143892 LI151.19 4,604.58 202.32 39.96 24251

Notes; Col. 2, row | = last advance in table 7.7; rows 2-9 from col. 5 of present table.
Col. 3, from col. 3, 1able 7.7. Col. 4, assumed in the text. Col. 5, sum of cols. 2-4. Col.
6, 100% of cal, 5. Col. 7, 12.5% of col. 6. Col. 8, 20% of col. 7. Col. 9, 16% of col. 7.
Col. 10, = col. 7 - (col, 8 + col. 9). Col. 11, 10% of col. 10. Col. 12, income from
investment in previous year (col. 8, table 7.7). Col. 13, wotal income (col. 11 + col. 12).
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Table 7.7 relates to the first year working of banks on the
TMCL concept. No interest is charged on advances, no interest
is paid on deposits, and statutory reserve is likewise lowered to
zero, to enable the banking system to meet the demand of
productive loans. The liquidity, which at present is given by
statutory reserve, will be catered to by the advancement of 2.5
per cent out of 12.5 per cent counter loans received by banks to
the central bank, on which they become eligible for up to eight
multiples of advances from the central bank. Out of the counter
loans received by the scheduled banks, 8 per cent is earmarked
for real investment on which these are assumed to earn 10 per
cent profit. The balance of 4.5 per cent provides the cushion for
liquidity. Two per cent is earmarked as till money for the bank,
and 2.5 per cent is to be advanced to the central bank, from
which on the basis of 12.5 per cent counter loan, it is eligible to
claim up to 100 [T 12.5 ¥ 2.5 = 20 per cent of deposits. So cash
liquidity of 2 per cent plus demand liquidity of 20 per cent
should normally be deemed adequate security for deposits.

Table 7.9
Income of bank on TMCL basis, third year

(1) Period (months); (2) Advance gcnerated deposits; (3) Loan return; (4) Increascd
deposits; (5) Total resources; (6) Advance; (7) Counter loan, 12.5% of Advance; (8)
Central bank reserve, 2.5% of total resources; (9) Liquid reserve, 2% of total; (10)
Investment, 8%; (11) Income investment current year, 10% on investment; {12) Income
investment two previous years; (13) Towal income.

i 2 3 4 5 6
12 10,395.30 2,395.30 395.30 13,185.00 13,185.00
10.66 13,18590 3,395.30 0 16,581.20 16,581.20
9.33 16,581.20 4,395.30 0 20,976.50 20,976.50
8 20,976,50 5,395.30 G 26,371.80 26,371.80
6.66 26,371.80 6.395.30 0 32,767.10 32,767.10
5.33 32,767.10 7.395.30 0 40,162.40 40,162.40
4 40,162.40 8,395.30 0 48,557.70 48,557.70
2.66 48,557.70 9.395.30 0 57,953.00 57,953.00
133 5195300  10.395.30 — 0 6834830 6834830
266,950.90 57,557.70 395.20 324,903 324,903.00
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7 8 9 10 o 12 13
1,64824  329.65 26372 1,054.87 10549  27.16 13265
207265 41453 33162 1,326.50 11784 3125 14909
262206 52441 41953  1,678.12 13047 3352 16399
329648 65930 527.44  2,109.74 14065 3410 17475
409589 81918 65534  2,621.37 14549 3286 17835
502030 100406 803.25  3,212.99 14271 2984 17255
606971 1,213.94 97115 388462 12049 2504 15453
724413 144883 1,159.06  4.636.24 10277 1847 12124
8,543.54 1,708,71 _1,366,97 5,467.86 _60,60 10.12 10.72

40,613.00  8,122.61 6,458.08 25,992.31 1,075.50 24236 1317.90

Notes: Col. 2, row 1 = last advance in Lable 7.8; rows 2-9 from col. 6 of present Lable.
Col. 3, from col. 5, iable 7.8. Col. 4, assumed in the text. Col. 5, sum of cols. 2-5. Col.
6, 100% of col. 5. Cols. 7-10, explanation of columns on table 7.8 holds good, although
the explanation given in columns in this table is also correct; they amount to the same
thing.

If someone holds that till money of 2 per cent is inadequate
and regards, let us say, 5 per cent as the necessary minimum,
the counter loan level will have to be raised from 12.5 to 16.5
per cent. Loans in this case will be six multiples of counter
loan, which will stay in the bank for six years instead of eight
years available in the simulated exercise. At this level of counter
loan, the break-up of the use of this loan will be as follows:

Cash security = 5 per cent
Deposit with.central bank = 3 per cent
Real investment = 8.5 per cent

The liquidity level of the bank will be besides 5 per cent till
money, accommodation of six multiples of 3 per cent from the
Central Bank, i.e. 18 per cent, making a total liquidity of 23 per
cent. This percentage of counter loan is perhaps a better level to
start this kind of banking in the developing countries, while 20
per cent counter loan might be better for the developed ones.
The fact is that within the two categories also, there can be
variation in the level of counter loan from country to country,
and from time to time in the same country. Abolition of interest
and statutory reserve which are at present used as a mechanism
for monetary management, will need to be substituted by
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something equally potent and upward and downward revision
of counter loan will help in curtailing. or expanding credit
supplies.

So the adoption of 12.5 per cent level of counter loan is
merely illustrative and not an unalterable precondition of the
TMCL concept.. Adopting this basis, we get the following
comparative result of gross income on the two patterns of
banking durmg the first three years

Table 7.10 .

Abridged result of the six tables (total deposits of .the banking
system Rs 1000)

Year of working Income on the hasis Income on the basis Detailed working shown
of interest of TMCL in tables

|st year Rs 64.50 Rs 39.96 Tables 7.4 and 7.7 respectively

2nd year Rs 172.51 Rs242.30 Tables 7.5 and 7.8 respectively

3rd year Rs 426,95 Rs 1,317.90 Tables 7.6 and 7.9 respectively

It is obvious that except during the first year, the gross income
of TMCL banking is much higher than the one we get in
conventional banking. The second noteworthy feature is that
whereas the gross income of a bank working on the conventional
pattern is rising slightly short of three multiples from year to
year, the gross income on the TMCL basis is rising slightly
short of six multiples every year. It is also worthy of notice that
the gross income of the TMCL basis by the third year exceeds
the total deposits the bank started with. Yet this entire income is
the result of a very modest level of profit of 10 per cent on real
investment, made out of 8 per cent of counter loans. Not a
single penny has been claimed as interest, or as one of the
numerous subterfuges of interest. It has to be conceded that an
alternative viable interest-free capital structure is by no means
incapable of improvisation. If this has been the hurdle hitherto,
at least conceptually, it stands removed.
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Will it Make Any- Difference to the Poor?

Any innovative idea has the duty to meet all kinds of objections
which can be foreseen. This one is bound to be attacked both
from the right and left, and very rightly, too, for it not only
implicitly repudiates them both but provides groundwork for
raising the edifice of the Third Way which can simultaneously
say ‘yes’ to freedom and ‘no’ to exploitation. The doctrinaire
attachment of the left, and under its influence of much of liberal
economic thought, to regarding profit as the basic instrument of
exploitation cannot view with acceptance the total shift of blame
from profit to interest. The TMCL concept, far from considering
profit as an exploitative category, regards it as basically creative.
Whatever exploitation is visible in the profit motive is
transmitted to it by the exploitative credit system. Once the
credit system is shorn of its predatory claws, profit motive under
the powerful force of competition which abolition of interest is
bound to generate will have no option left except to restrain
itself to legitimate reward of entrepreneurial chores. Any direct
control of profits hitherto has only lowered efficiency and
restricted various freedoms without extinguishing exploitation.
Pamper the profit motive so much that its in-built trait of
competition lowers pure profit to zero, without placing an
obstruction in the path of its creative operation. In one word,
exploitation is exogenous in the matter of profit motive and
endogenous in the case of interest. lts extinction is necessary
not only in its own right, but also because it is the only
conceivable method of exercising all varjeties of excesses which
the present working of profit motive makes manifest.

Besides the basic difference of vision, liberal thought in
general and the left in particular will find fault with the
functional details of the suggested variety of banking. It is
possible to argue from their point of view that even if such a
pattern of banking could be established, it would not change the
plight of the downtrodden. Even the proposed system of banking
will help the rich become richer and provide no relief to those
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who need it most. If someone has security worth Rs 1,000,000
and counter loan of Rs 125,000, she can get a loan of Rs
1,000,000, and without interest to boot. But the one who has
security worth Rs 1000, and only Rs 50 in her purse, cannot get
even a loan of Rs 10,000. Factually it is correct that the one
with a security worth one million can get a loan of a million, or
to be more correct, Rs 900,000 at 10 per cent margin, and the
one with a security worth Rs 1000 or $1000 cannot get a loan of
Rs 10,000 or $10,000, whichever be the currency we deal with.
But that person can get a loan of Rs 900 at 10 per cent margin,
whereas under the present system of 30 to 40 per cent margin,
he can only get Rs 600 to 700, for which he will have to pay the
current rate in interest, that is, if the loan is available at all.

Under the TMCL system the person is first assured of getting
the loan provided the demand is for a productive purpose,
without payment of interest, and it will be about 30 to 50 per
cent higher than is available under present arrangements. There
are therefore some significant steps in the right direction. It has
to be conceded that the demand for stability insists on
prescribing a minimum of 100 per cent collateral under TMCL
banking. The bank is not charging any interest, is not sharing
any profit made by the borrower or imposing any other
obligation. Now to expect this bank to go without security on
its advances will obviously impetil its very functioning. If only
10 per cent of its loans become bad debts every year, the bank
itself can become insolvent in a matter of a few years, or at
least become incapable of advancing loans without interest, since
any interruption in the flowback of money will render the
banking system incapable of coping with the magnitude of valid
requests for productive loans. Therefore, one of the unamendable
preconditions for the stable operation of this variety of banking
is to demand a collateral of a minimum of 110 per cent of the
loan that is sought.

In spite of this limiting factor, it is incorrect to say that the
new basis of banking will not change the condition of the
downtrodden. The loans advanced under this banking system
have to be confined, at least during several initial years, 10
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preductive loans. This productive expansion cannot stop short
of giving-employment. to-all except.cases of physical or mental
handicap or frictional unemployment. The example of the poorer
person mentioned in the objection, the one with Rs 1,000 worth
of collateral, and Rs 50 in her purse, can also obtain
employment, do some saving and come back to the bank for a
loan of eight multiples of her saving, provided she can also
provide the requisite coliateral. If she cannot do that, she has
two options, either to aspire to advance in this job in a
consistently expanding economy, or if she must venture forth in
the area of self-employment, lower the demand for loan to the
level of security available. She has the option of either starting
a productive endeavour of her own, although at a lower level
matching the collateral she can provide or stay working in the
job available. Under the present arrangement, the second option
is just not available and even the resources available under the
former option are substantially less, besides the charge of interest
which must hit hard a person in that category. So the shift in the
situation of the poor is likely to be more than significant, in fact
substantial. Those who cannot get loans, can get jobs. If no
assurance of either employment or unexploitative resources
necessary for self-employment is available in the present
arrangement, and TMCL banking is capable of giving this most
difficult of all assurances, it is a leap of exceptional proportion
in the direction of egalitarian purpose.

Contrasted with rigidity in the matter of minimum level of
collateral, considerable flexibility is possible in the matter of
counter loan. If a borrower has the requisite collateral, has a
promising purpose, but does not have a counter loan, its absence
can be condoned by the bank, by advancing the counter loan to
him as well. Supposing a person needs $100,000, has the
requisite collateral but does not have $12,500 which is demanded
as counter loan. The bank can advance this amount as well to
him. The borrower in this case will sign an 10U of $112,500,
receive $100,000 from the bank and an 10U from the bank for
$12,500. The borrower by the end of the period of the loan will
have to pay back to the bank the entire amount of $112,500 and
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~ wait for expiry of the counter loan period to receive from the

bank the excess of $12,500 paid by him. So if the project is
sound, the absence of counter lean-may not stand in the way.
However, this is subject to the monetary policy of the state,
whether or not it permits either fractionally or in entirety this
manipulated provision of counter loan.

Will this not be a Rudderless Boat?

Because of the uninterrupted association of banking with interest
and cash reserves, it is unexceptionable if someone expresses
doubt about the workability of banking based on the TMCL
concept notwithstanding whatever its profitability may be. If we
can agree on the basic compulsions of a shift in our banking
practices which have been detailed in the previous chapters, and
will not bear repetition beyond the remark that neither
unemployment nor inflation can be cured under our interest-
oriented credit structure, and also realize that ‘euthanasia of the
rentier’ is not practicable without outgrowing banking reserve
which is an in-built arrangement for perpetuating scarcity of
capital and if these are the rudders which have hitherto propelled
the boat of our credit structure, their discarding will be justified
if some alternative in-built propelling mechanism can be devised.
it is for the readers to decide whether the TMCL concept
provides that in-built mechanism. All innovations are
understandably regarded suspect, yet every progressive step was
taken only when this initial obstacle was overcome. So what we
regard as rudders may not turn out to be as indispensable as we
regard these at the moment. If someone had told Columbus that
in days to come it would be possible to cross the Attantic without
either sails or oars, he would have laughed at the suggestion.
Even the wisest and noblest of men can err in the matter of
imperatives of the march of history.

For thousands of years interest has been claimed on loans
and paid by debtors, howsoever grudgingly. But its ascendancy
contains in it the seed of its eventual extinction. The inimitable
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Ghalib, poet of the Indo-Pakistan subcontinent, has expressed
the point in his virtually untranslatable verse, ‘May efforts at
construction sow lhe seed of my eventual destruction; The
lightning that bums out the dwelling has its kinship with the
warm blood of the tiller of the earth’. This idea applies in
particular to all exploitative arrangements, which contain in their
own being the seed of their eventual termination. After all, there
is a limit to what the traffic.can bear. When interest had not
spread its tentacles either so wide or so deep, no one could or
needed to concentrate on the magnitude of its depredation. But
with the spread of expansionist philosophy, with the rentier as
the sole beneficiary, and the advancement of the concept of
social insurance to a level where national resources are
increasingly falling short of its magnitude, and forcing
governments to go to the rentier once again, the very one whao is
responsible for the emergence of unemployment in the first
place, a stage has reached when serious questioning of the
validity of this institution may not be delayed for 100 long. As
this entire book hitherto has been dealing with this very issue, it
is not necessary to elaborate the imperative of extinction of
interest once again. The issue really boiled down to an enquiry
whether an alternative basis of banking which could pay its pay
and provide a tempting residue above it, is at all possible. We
have already read Hawtrey’s answer to this question: ‘A system
of bank advances free of interest could be devised if an adequate
method of controlling the amount and purpose of advances could
be devised, and if some source other than interest could be
provided for meeting the cost of banking services’ (Hawtrey
1938: 263).

Hawtrey, of course, did not spell out how these objectives
could be achieved. The TMCL concept does appear (0 meet
substantially the fundamental requirements of Hawtrey’s
conditions regarding interest-free banking. Now when at long
last a way has emerged which is capable of ensuring both
development and stability, we may be told that it would nurture
instability. Let us check which of the consequences of the
adoption of the counter loan concept will impart instability into
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the economic system. Is it extinction of unemployment that is
dangerous, or the extinction of budgetary deficit which poses
some ominous threat, or is it that, through the extinction of
banking reserve, the proposed credit system for the first time
ensures equality of saving and investment and thus imparts
endogenous stability into the economic system that it has
deserved comparison with a rudderless boat?

If the objection is primarily concerned with abolition of
interest, which can become possible for the first time with the
acceptance of the proposed basis of banking, it must point out
the positive role that interest is supposed to play in any economy,
may it belong to a developing or a developed country. We have
examined in the course of this book every significant argument
that has been advanced to justify this inequitable institution and
found each one as unsustainable on logical grounds as it was on
empirical ones.

If the idea is that on abolition of interest we surrender a
monetary management mechanism, we also evolve a new
management mechanism in the shape of a variable counter loan
in place of a variable rate of interest. There is no reason why
the latter mechanism should be preferred over the former one,
whereas there are many good ones for preferring the former
over the latter. Leaving aside issues relating to equity and
productivity, interest generates various disequilibria in the
cconomy which it is supposed eventually partially to overcome
by variability of its rate. Even if it were correct, it is like arguing
for retention of such diseases as smallpox and polio because
with their extinction the source of the serum which gives
immunity from these diseases will also vanijsh. The basic
argument in favour of the counter loan basis of credit is that
even when it is capable of eradicating both unemployment and
inflation which are the smallpox and polio of the economy, it
does not deprive itself of the capability of overcoming these, if
for any reason these look like re-emerging. The second possible
line of argument to support the thesis of ‘the rudderless boat’ is
the discarding of banking reserve in the TMCL concept. Until
the last century banking reserve was credited with the protection
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it afforded to deposits. Goldsmith establishments from which
~—banking evolved;-originally worked on the basis of 100 per cent
~reserve (Samuelson—-1976: 295). ‘This ratio, notwithstanding
Auctuations in the course of history, has tended to fall over the
long haul, until we reach the US level on different varieties of
deposits ranging from 3 to 16.5 per cent (ibid.: 298). Samuelson
records the argument of bankers ‘that legal reserves of as little
as 10 per cent—some of us would say 5 per cent—are all that
prudence requires in the age of insured deposits’ (ibid.: 299).
So far as till money is concerned, ‘perhaps less than 2 per cent
normally seems needed in the form of cash' (ibid.: 296).

Two developments have tended to make reserves, as affording
protection of deposits, substantially obsolete. One is the
evolution of the concept and practice of banker’s bank. ‘In a
banking system with a central bank, itself capable of creating
money to act as lender of the last resort, the function of bank
reserves as cushion of liquidity is no longer important’
(Karunatilake 1963: 215). This lender of last resort assurance
makes a large part of reserves redundant, so far as the original
purpose of reserves is concerned. This is the more so because
governments now stand behind the banks more than these ever
did before. If a banking panic were to occur in the US once
again, ‘Congress, the President, and the Federal Reserve Board
would act, even using their constitutional powers over money to
print the money needed to meet a national emergency’
(Samuelson 1976: 299). The measure in which governmental
backing imparts confidence would be clear from a single
example. The federal deposit insurance agencies have resources
of less than one per cent of the deposits they have insured
(Tobin 1985: 24), and yet the confidence generated by
governmental involvement has not yet proved the resources as
inadequate. Besides the development of the concept of banker’s
bank, along with concern and backing of the government, the
development of deposit insurance has also worked in the same
direction. In the US, the Federal Deposit Insurance Scheme
covers all deposits up to the first $100,000, which has prevented
bank failures and panics (ibid.). In Samuelson’s view, in the
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future banks will be closed by bank examiners and government
authorities and not by the panicky behaviour of depositors. He

‘points out that in the 1970s the only banks that failed were

those involved in fraud or £ross neghgencc but their depositors
were protected by the FDIC (Samuelson 1976; 300),
Government supervision, availability of accommodation from
the banker of last resort and deposit insurance have thus rendered
the notion of banking reserve obsolete so far as its function of
protection of deposits is concerned. If the objection of ‘the

- rudderless boat” relates to exclusion of banking reserve, the

answer is that rudders have become unnecessary as the evolution
of banking reaches a stage when a marine engine may be fitted.

There is, however, another role which has been assigned to
banking reserve in this century. In the early 1920s, proposals
were made that reserve ratio should be varied in order to control
the credit base of commercial banks. It was in 1933 that the
function of legal reserve requirement as an instrament of credit
control was given official recognition in the US in the Thomas
Amendment to the Agricultural Adjustment Act, It is noteworthy
that both the points of time, the one when the concept was first
projected and the one in which it was first accorded acceptance
relate to periods when unemployment had either then or in the
recent past emerged as an issue whose resolution called for
urgent attention. The present policy posture, in most countries
since World War II, with regard to retention of banking reserve
derives from its variability of the bases of control of the extent
and dimension of credit. This is one of the instruments of ‘soft
tuning’ even though used most sparingly, but one that is always
available in the reserve armoury of monetary management. Yet
the noteworthy feature of this instrument is that unlike bank-
rate manipulation and open market operation, it is not
distinguished for the frequency of its employment. So far as
developing countries are concerned, some central banks do not
have the authority to vary reserve requirements, e.g. India; and
there are others who in spite of the possession of this authority
have not used i*, e.g. Pakistan (Karunatilake 1963: 221). But the
crucial importance relates neither to who has or did not have
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recourse 10 the manipulation of banking reserve, nor to the
frequency of its use, but to the conceptual validity with which
the notion can be credited. It cannot be contested that banking
reserve is basically an instrument of restrictive implications for
credit policy and therefore one that confines the productive effort
within preordained limits. The economy can expand up to a
particular point, and after the limit is reached no expansion of
credit is possible, no matter how sharp may be the nose-dive of
the economy in consequence. Its in-built restrictionist slant is
the foremost reason why it cannot be continued any further, on
account of the long-range secular trend of the economy towards
a creepingly higher level of unemployment.

A second equally incontestable consequence of banking
reserve is the resultant inequality between savings and
investment, which when out of step cause conflict between
growth and stability. The seed of this conflict is first sown in
the economy by the institution of interest, which is bolstered
and protected by the perpetvation of artificially imposed scarcity
of credit resources through banking reserve. Hawtrey points out
that it is vital to take account of the inherent instability of credit
(Hawtrey 1970: 168), even though he does not give due
emphasis to the role of interest in this context, yet affirms that
the dangers inherent in credit are ‘increased by the practice of
basing credit policy on the outstanding quantity of bank credit
in relation to reserves’ (ibid: 169). Contraction of credit in view
of the demand of reserves is not concerned with whatever
persuasive reasons might exist for expansion of credit. It is like
a water supply arrangement which can work only for prescribed
hours, and during water supply termination hours one has to
depend on the water one has preserved or go without it. On the
other hand, under the TMCL arrangement we have water supply
for twenty-four hours, yet fully equipped with valves and faucets
to ensure that there is no wastage of water.

It is the function of the economy to demand the financial
accommodation it requires in the productive sector, and the
TMCL concept is capable of ensuring that that accommodation
will be available, provided adequate security of loans is
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forthcoming, and adequate counter loan is available. Apart from
drying out the channels of consumptional credit, levels of
security and counter loan will become the main monetary
management mechanisms, replacing interest and reserve ratio.
This means that the supply of credit will be determined by
sound economic and banking considerations and not by an
extraneous and arbitrary reserve consideration. Repudiation of
reserve might look like working in the direction of throwing
away rudders, but is in reality substituting for them something
more effective, humane and creative.

Will This Not Lead to Inflation?

The chief argument that can be advanced against this concept is
that unrestrictive advancement of credit is bound to lead to
inflationary pressure in the economy. First, the objection is not
correctly worded because advancement of credit under the
TMCL concept is severely restrictive for every sector except
the productive one. The argument that expansion of credit even
for productive purposes is bound to ignite inflation has to be
compared with the present position in which the non-productive
sector in genera] and governmental deficit in particular are the
main recipients of credit, whichever country of the world we
consider, whether it be Pakistan, the US or any other country.
In fact, the deficit of either of these governments exceeds the
total increment of deposits in the entire banking structure of the
felevant country, The situation of other countries, as a general
rile, whether developed or developing is no different.
Surprisingly, the supporters of the status que do not find any
inflationary implication in the magnitude of this inflationary
spending by the governments of this age, from which no escape
is possible until interest is extinguished. 1t is not necessary either
to repeat my earlier argument why unemployment can not be
overcome without abolition of interest nor the argument that
inflation must persist in an interest-oriented credit structure
beyond stating that as long as unemployment persists,
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expansionary fiscal and monetary policies have got to be
accepted—in fact, their level has to rise from year to year
because we are unwilling to shift our approach from
symptomatic treatment to curing of the root cause of our
economic ailments.

All supporters of the status quo are willing to view with
equanimity the non-productive expansion of credit represented
by the growing rise in public debt, in spite of its
counterproductive fiscal and monetary implications. They are
willing to subscribe to Samuelson’s view that so long as the
‘GNP grows at 5 or 6 per cent from now until Kingdom come,
the public debt of.the federal government can grow at those
rates, ultimately passing one, two or any number of trillion
dollars’ (Samuelson 1976: 372). All authentic economists appear
to hold that posture. Apparently they have persuaded themselves
to overlook the implications of this debt in the context of a
situation when economy does not grow at that pace, as in the
one in which it does not grow at all and even in a situation
when it creeps down instead of advancing, and this
consumptional credit expansion in spite of its magnitude does
not appear to them to be igniting any inflation. After all, this is
the beam in one’s own eye and is therefore proverbially
invisible.

The unconcern with deficit budgets extends even to those
situations when recourse to deficit financing is unavoidable.
Here again the supporter of the starus quo will accept the verdict
of Samuelson, including perhaps its tone and temper. Discussing
possible recourse to deficit financing to meet the expansionary
imperatives of the situation, Samuelson says, ‘If all it takes...is
the printing of little bits of currency paper, you may be sure that
populist democracy will insist that such currency be issued’
(ibid.: 821), Samuelson has the dexterity of shifting
Tesponsibility to populist democracy and, true enough, eventually
it i.s for the people to decide. But there is always an enlightened
opinion, an expert opinion, which guides and informs and in the
process helps in the formulation of right responses. What has
that enlightened expert opinion to say in the matter? Is this
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recourse to the printing press to meet fiscal deficits and
expansive spending to activate the economy inflationary or not?
Is there any way of getting out of this triangular quagmire
bounded by interest, unemployment and inflation, and if no
escape route is known to midstream economics, why not look at
an option which by demolishing the wall of interest opens up
the possibility of extinction of both unemployment and inflation?
But its very strength becomes its weakness. After all it is a mote
in another eye and therefore very visible.

Let us now measure the dimensions of this mote. It is argued
that because an accelerating increase in credit money is the
basis of the TMCL concept, this must push prices upwards.
This fear which would be valid in similar credit expansion under
present banking arrangements becomes inapplicable in the case
of TMCL banking for two reasons. First, credit expansion at
every step is matched by credit contraction of counter loan,
every loan is an occasion for exchange of equivalent loan values,
and difference in period of maturity equilibrates magnitudes of
the two loans. It is true that there is a time gap between
fructification of every loan and counter loan, and that the
existence of counter Joan is not in a small measure a substantial
disinflationary device. Second, we have to note that under this
credit arrangement acceleration in the increase of credit money
is matched by an equally accelerated increase in goods and
services. It is true that M is important but Q is not less so. The
time-multiple concept insists on advancing loans to productive
sectors alone, and the speculative and consumptional sectors
generally and the governmental deficit in particular are excluded
from its orbit, for the very purpose of avoiding an in-built source
of disequilibrium between money supply and available goods
and services. As previously noted, these restraints which are
incapable of integration in the present credit structure become
eminently workable in the context of the TMCL concept. So if
goods supply and money supply keep in step, and the slant of
the concept ensures it, the occasion for price level to increase
does not arise.
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The objector can argue on the basis of time lag. Even if ex-
post equilibrium between fructification of loans as against
counter loans on the one hand, and of goods and services as
against credit expansion on the other, be conceded, the exante
disequilibrium is bound to make its appearance when credit is
being expanded but no goods have yet appeared to use the
extension in credit. This could have been a good argument if
vast idle capacity did not exist in the productive sector of
economies the world over. Writes Robert J. Samuelsen, ‘In the
US, factory utilization has been stuck at about 80 per cent of
capacity since 1984’ (Newsweek, 3 Feb. 1986). In Pakistan,
dormant and sick mills are estimated to be some 25 per cent of
the total installed capacity. In the experience of this country,
mills cease working when interest charges render them
unworkable. How much of factory dormancy is dictated by
interest rates in the US and elsewhere is not known to me, but it
has to be substantial on a priori grounds. No one will instal! a
mill and leave it unworked unless he is sure that its working is
bound to lead to greater losses than its reduced working or even
the extreme step of its closure. Some idea of the magnitude of
the loans of interest will be available from the situation of
industrial sector in Pakistan. In a sample survey conducted by
the State Bank of Pakistan, 120 corporate industrial firms, all
working and solvent, belonging to sixteen representative groups,
had total profit before taxation of Rs 1606.54 million, against
their interest payments of Rs 1636.67 million during the year
1983. It means that the entire industry is not too far from the
brink. If the former figure slides down a few steps, and the
latter figure slides up identical steps, we reach a position where
the more vulnerable mills will have either to curtail working or
stop working altogether. It is indeed possible that some of these,
even as it is, may have been forced to work below their capacity,
otherwise such a close shave by interest may not have been
possible. It is this excess capacity, generally estimated between
20 and 25 per cent, which ensures bridging the time lag between
outlays, and sale of goods produced, under the TMCL system.
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As has already been pointed out, conversion of the credit
structure from the basis of interest to counter loan will be
gradual. After steps in the three-pronged direction of lowering
of interest, lowering of reserve ratio and lowering of fiscal deficit
are taken, several of these sick mills which are marginal cases
will become healthy ones. After that, every stepping down in
the three directions will go on adding to the number of healthy
mills, even while it provides credit facilities for initiating new
ventures involving productive purposes. Whatever inflationary
impact may be ascribed to time lag in the case of later ventures
will tend to be countered by the activation of a part of dormant
capacity in the existing mills. The goods which the continuous
shedding of dormancy in the idle capacity will throw up in the
market will tend to mop up expansionary expenditure of new
mills, until their own production is steady. By the time workable
portion of idle capacity has been brought on stream, the factories
whose gestation period is ending will look after the price level
pressure of factories whose gestation period is starting; this chain
is unlikely to break because the in-built conflict between growth
and stability which is generated by interest with the help of
banking reserve has already been excluded from the credit
mechanism.

Another angle of attack on the TMCL concept from the aspect
of ascribing inflationary implication to it, is to point out to the
pressure it will generate in the labour market. Increasing
opportunities for employment are bound to bid up the wage
level and since three-fourths of production costs are generally
constituted by wages, this increase is bound to be reflected in
the price level. Hitherto, the experience of boom conditions
does not appear to support this line of attack. During both the
First and Second World Wars, the only periods when industrial
societies could outgrow unemployment, it has been rise in prices
which has led to higher wages and not vice versa. Wages in fact
have tended to lag behind in most inflationary situations during
war as well as peace. There is no reason to think that with the
introduction of the TMCL concept the trend of upraising of
prices, assuming for the sake of argument that there is an
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increase of prices, will reverse in the direction of labour costs
rising ahead of commodity costs.

Thus, even this angle of anticipation of inflation, because of
extinction of unemployment, does not appear to be realistic. But
assuming for the sake of argument that it is correct, we have to
compare this situation with the one that obtains at present and
dec-iqe which of the two is more inflationary., The present
position is that we do not engage a part of our human power in
t:reative occupations, but give them unemployment benefits in
1ts place and a host of other social security benefits which have
grown out of the employment insurance concept. In 1985, the
total cost of such in the US reached the level of 25.69 per cent
of tf)tal revenue receipts—$188.6 billion dispensed without
getting any work in return. If we are forced to practise
expansionism in any case, productive expansionism under
TMCL banking has got to be a price-stabilizing arrangement
compared with the consumptional expansionism we are
practising at the moment. Should this not be regarded far more
inflationary than employing these people and giving them wages
according to the value of creativity of their work? To call
employment generation inflationary and countenance persistent
¥ong—term growth of unemployment, notwithstanding
inflationary coverage of this unemployment, has got to be
ascribed to some variety of squint in the eye, pertaining to the
area of economics or logic or both.

The argument does not change when we come to developing
countries. Pakistan, for instance, spent Rs 5.32 billion in 1985
on subsidies, which is more than 8 per cent of revenue receipts.
Much of this would be unnecessary if unemployment could be
.overcome. Actually, in an indirect sense, much larger sums are
involved which could be saved without unemployment. In
Pakistan, at one time, two-thirds of all industria] capacity along
}vith shipping, banking, insurance, etc., were nationalized. Many
industrial and other units which were prosperous privately have
turned into sick units, which cannot be closed because labour
wgu]d not let that happen. The other option is to return these
units to private enterprise at an auction price which can be
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realized for units running at loss, but labour is unwilling to
accept this arrangement either. Labour is aware that under
private management, a significant part of labour, which was
foisted on these nationalized units for political reasons, would
lose their jobs. But if unemployment did not exist, whoever was

"surplus in one factory would be employed in another, and since

labour’s interests would be protected, they would have no
acceptable reason to oppose transfer of units from loss-incurring
management to a profit-earning one, Inflationary expenditure
will cease to exist when the TMCL concept ensures extinction
of unemployment rather than igniting inflation as is suggested
by objectors.

The TMCL concept is the only possibility we possess of
outgrowing our unending inflationary pressure by lowering the
cost of production through the removal of interest, by
extinguishing unemployment and reducing the burden of
governments by enabling them to dismantle most transfer
payments, and by ensuring that governments attain capability of
fiscal balance and discipline. Credit expansion for the first time
will reach a stage where real production matches expansion and
becomes capable of halting persistent inflation from which we
have already suffered too long. TMCL banking, far from igniting
inflation, is perhaps the only method so far projected that can
halt it.

New Mechanism for the Central Bank and the
Money Market

A legitimate question that can be raised by a discerning critic
will relate to the cost of operating the Central Bank. Hitherto,
_its income is almost entirely based on interest, but and since
interest is intended to be abolished, the Central Bank will have
either to be subsidized under the Ministry of Finance or receive
a certain portion of income of the scheduled banks; if it must
remain an income-generating autonomous body, its income-
generating mechanism will have to be devised.
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The critic may point out that a major source of income of a
centr.'fll. bank are the loans advanced to governments against
securities on which the bank earns interest. Apart from the fact
thaF interest is proposed to be abolished, even government deficit
yvhlch provided occasion for the issue of these securities is also
intended to be done away with. Although absence of deficit
does not prevent government from floating securities, in the
absence of interest why should these be necessary? '

. This brings in the question of existing securities which earn
nterest at present. Are these to stop earning interest from D-day
or will there be a graduated decline in interest earning capability
staggered, over a period of time? Whatever the answer, it can
lead to yet another question. After all securities have ce'ased to
earn interest, will it not amount to dismantling of a major part
of the money market? If there are no securities to buy and seli
and Mo reason for them either, monetary authorities will be:
deprived of the sole Surviving monetary management mechanjsm

after interest and banking reserve disappear. Even if it were -

conceded that extinction of interest and banking reserve are
replaced by upward or downward movement of the quantum of
counter loan, and an identical movement of margin of loan as a
percentage of security offered for the loan, still doing away
with the possibility of open market operations appears to weaken
the armoury of monetary management, without offering an
alternative.

These are all valid questions which 1 will tentatively try 1o
answer, but no claim is made to their finality. In the course of
nme_, more competent hands are bound to impart the
so_phlstlcation into these questions that they deserve. To begin
w1th' the issue of the Central Bank, it is obviously preferable
tl'{at it should not become an appendage of either the Ministry of
Fmanc; or the scheduled banks. lts autonomous income-
generation will take the same route which scheduled banks have
a?ready adopted. One or more holding companies will engage in
direct investment of about one-third of the banking labilities of
a central bank, and income generated by the investments of this
holding company will constitute the main income of the bank.
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Of the remaining two-thirds of liabilities, one-half is proposed
to be held in cash and the other invested in securities, shares,
treasury bills and commercial paper. The liabilities of the Central
Bank which will receive this utilization will include a portion of
counter loan that all scheduled banks will deposit with the
Central Bank and that in due course will become a large and
constantly growing sum of money.

Government securities will continue to be floated even after
abolition of interest and attainment of fiscal solvency by the
government because securities serve a stabilizing role which is
unconcermed with either interest or fiscal deficit. The money
market requirements of credit institutions will need to be met
even after abolition of interest, and there is no reason why these
should not be met. Tf counter loan is as profitable as we have
seen, there is no reason why they would not advance money to
the most credit-worthy party in the country on the same basis
on which they advance credit to others, with the sole difference
that pledging of security will be unnecessary in the case of the
government. This counter loan will be invested and generate
income for the bank, while the holding of securities will enhance
liquidity of the bank to the extent of its entire value minus the
counter loan that will have to be paid at the time of the sale,

Someone may add a yet more fundamental question. Why
should a banking system work on counter loan and then invest
these counter loans through a holding company when it can
invest all its deposits in real production? If it does so, it will
cease to be a bank. 1t will not have means of repayment to
enable it to meet its liabilities, all its resources having been tied
up in fixed assets. What is more noteworthy is that investing
counter loan is not less but more profitable than investing total
deposits directly. Counter loan emerges as the result of a flow
which is infinite, whereas direct investment of all deposits, even
if it were possible, would halt that flow and, therefore, reduce
eventual income compared with investing only counter loans. It
is far more profitable than the present pattern of banking.

If securities have to be floated for filling in necessary gaps in
the credit structure and the government does not need the amount
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that has been raised through the sale of securities, the government
can deposit this amount with the Central Bank. If the government
is unlikely to need it in the foresecable future, two-thirds of the
amount, instead of the norma! one-third, may be allocated to
direct investment. Since central banks generally belong to
governments, particularly in developing countries, all net income
of the bank eventually goes into the government exchequer.

So far as existing securities are concerned, they will continue
earning interest even after the D-day, until they reach their
maturity and cease to earn interest. Every year some past
securities are converted into new securities. New securities
issued after D-day will not earn interest. Banks will buy them
for the same reason and on the same basis on which they buy
commercial paper and which has already been illustrated in
Tabie 7.1. Until D-day, there will be a span of time which could
be as long as a decade, during which every year co-ordinated
reduction in the three interrelated magnitudes of interest, banking
reserve and government deficit will be pursued. Naturaily during
this transitional period while securities will earn interest, its
level will every year be lower than the one which obtained in
the previous year.

It is incorrect to presume that after the abolition of interest
there is no reason either to buy or sell securities. Banks will be
keen to buy securities within the limits of their resources. Interest
and liquidity lure banks to invest their surplus resources in
government securities at present. With the abolition of interest,
counter loan and liquidity will perform exactly identical
functions with the sole difference that elements of exploitation
will have been rigorously excluded.

So long as government securities exist, and so long as there
are good reasons to buy and sell them alongside other
compoenents of the money market, such as bonds, bills, shares,
etc., the monetary management mechanism can be worked and
no dilution in its capability occurs merely because interest and
banking reserve have ceased to exist. It may be added that bonds
as we are familiar with them today will, subject to contractual
obligations, cease to exist after D-day. Why should any firm
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pay interest on its obligations when it can get all the finance it
needs on the TMCL basis? There is another non-interest bearing
alternative in Pakistan: profit participation certificates which, as
their name indicates, participate in profits according to a fixed
percentage, not of capital, but of the profit on that capital. This
alternative will appear far less attractive to enterprise compared
to counter loan, and eventually lead to its extinction.

In the field of government finance,.abolition of banking
reserve will facilitate conversion of interest-oriented securities
to counter loan based government securities. Whatever the
magnitude of purchase of these securities by the banking system,
the resources of these banks do not diminish by even a fraction.
Whoever sells securities gets cash from the bank. What better
place is there to keep that cash except the banking system. This
consideration enables the banking system to have its cake even
after eating it. If the banking system purchases securities, it can
be sure of the reversion of this purchase price to the coffers of
the banking system, in the shape of deposits. Whatever is
withdrawn by a depositor, whether for purposes of consumption
or for investment, there is no manner of escape as a general rule
for that amount of money except to come back into the banking
system.

To sum up, the Central Bank will continue to function and
make money, the secunties will continue to be bought and sold,
the money market will not only exist but it may be more potent
than ever before, because of the twin achievements of abolition
of interest and banking reserve.

What Would Happen to War Finance?

A question may be raised regarding financing wars and how it
can be made workable under the TMCL concept. Actually,
TMCL per se is neutral to the purpose for which a loan is
sought. Whether a loan is needed for a productive purpose, a
speculative purpose, a consumptional purpose or prosecuting a
war, it can be secured through TMCL. The reason why in the
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exposition of the concept the last three varieties of loan have
been excluded is to avoid the inflationary possibilities that
expansion of credit for these purposes can generate, and not for
any inherent impossibility of advances for these purposes.

The first relevant change in the context of international
relations is that with the abolition of interest and productive
employment of all human resources, one of the major sources
of tension among countries will cease to exist. This arrangement,
therefore, provides a significant possibility that nations may
engage themselves in peaceful development rather than fritter
away their energies in preparing for and going to war. However,
this in itself provides no guarantee that a war cannot be foisted
on a nation which has shifted away from interest-oriented credit
structure.

Some preparation for this possibility can be made during
peace. It may be adopted as a principle of fiscal policy that
budgets should not only be balanced but should be surplus by a
minimum of, say, one per cent of total revenue receipts for
meeting national emergencies, among which possibility of a
war has to be regarded significant. This accumulation will not
be enough, however long the period of peace, but will pile up
substantial counter loan resources to meet the first few months
or even a year of war without exerting undue pressure on the
price level. Eventually, all conventional war time fiscal
arrangements, except borrowing on interest, will be used. These
will include postponement or curtailment of consumptional
expenditure, raising of taxes and borrowing on counter loan.
However, when production is geared to produce destructive
weapons, inflation is bound to creep up eventually, and the shift
from interest to counter loans might fractionally reduce it but
cannot exclude it. Inflation then will be a consequence of war
and not of the cotnter loan concept.

In this respect we could conceivably go beyond the TMCL
concept to find resources for meeting the cost of a prolonged
war, The present arrangements are atrocious, After all, it is men
and money both that are needed to prosecute a war. Men may
be conscripted, but money cannot be. This reflects that
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supremacy of money over man which is the fundamental cultural
perversity, deserving to be obliterated, as distinct from economic
reasons that have already been given, for the abolition of interest,
so that we can snatch this sovereignty from money and return it
to man who far more eminently deserves to possess it.

Let us go a little further in measuring the unconscientious
nature of our present arrangements and the length to which we
have permitted ourselves to go. In an interest-oriented economy,
it is regarded entirely valid to conscript the service of man, and
the sanctity of ‘frec contract’ is not violated in the least if the
conscripted person, for personal, family, professional or other
reasons finds it to his grave disadvantage to engage himself in a
battle field. He is of course a mere man and should subordinate
his interest to the vital interest of his country. But when we
come to need money to fight this very war, we suddenly
remember the sanctity of ‘free contract’, and offer a rate of
interest which may persuade the rentier to offer some of his
spare money for the protection of his country, the very one
which has given him all his wealth, Since no ‘free contract’ is
possible without offering interest to the rentier, it should be
paid to him. Not for him to subordinale even a fractional
advantage for the sake of vital interest of his nation. War instead
of being an occasion for sacrifice, as it is for all patriotic men,
becomes an opportunity for loan capital to dig deep its parasitical
tentacles. So young men are conscripted, trained and sent to the
battlefield, many of whom die or become incapacitated for life.
No one can offer a higher sacrifice for any cause than to offer
his life. Millions make this supreme sacrifice in a global war.
But not a penny can be called upon to make an identical sacrifice
and meet extinction for the cause of one’s country,

Comparatively speaking, if the money needed was either
borrowed without interest or even levied as a capital tax on the
propertied and financial classes, their hardship and sacrifice will
not match the sacrifice of the loss of life and limb valiantly
borne by the youth of the nation. But even this small sacrifice is
not demanded from the exploiting class. War is, in fact, allowed
to become its period of most bountiful reward. Whatever merit
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may be in the thesis of Marx and many others that international
tensions and wars are themselves the result of exploitation
inherent in capitalism, it receives significant confirmation by
the manner in which loan capital emerges as the sole beneficiary
of a war. Men die and wither, money blooms and prospers. War
then is an occasion when the distorted sense of values generated
by an interest-oriented economy becomes unmistakably
manifest.

Another strange inanifestation of this arrangement is that
while the sacrifices made by men in a war are suffered and
endured, in the main during a lifetime, the opportunity utilized
by money to feather its nest does not end with the war, or even
with the end of the lifetime of the investor, but the securities are
perpetuated by inheritance from generation to generation. The
inequity of this arrangement is described well enough by Jeffrey
Mark in The Modern Idolatory: ‘This gross expenditure of life,
labour and material was the real cost of the war and that this
cost was paid on the nail while the war was in progress’.

‘How then does it come about that the country still is paying
for a “cost”, which it has in reality already paid?...The British
taxpayer is still paying interest on the money borrowed by the
government to finance the war that ended in the battle of
Waterloo (1815). The American taxpayer has already paid back
four times over the money borrowed to finance the Civil War
and still owes, with interest, another billion dollars® (Qureshi
1961: 192-3).

To sum up, the TMCL concept is as capable of substituting
interest during wartime as during peace. Therefore, the shift of
the banking structure from interest to a counter loan basis will
not present any obstacle to the raising of finance for prosecuting
a war. This basis of raising finance will be far more equitable
than interest which declines to concern itself with any human or
social aspect of money utilization. Yet perhaps we will need to
go beyond even counter loan so far as war finance is concerned.
If a war is fought to protect values which a nation regards more
valuable than even the golden glow on the brows of its young
men, it must be regarded more valuable than the stinking bundles
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of currency notes which are also needed to fight a war. If
conscription is regarded legitimate in one case, it should be
regarded equally legitimate in the other. Unti! mechanics are
devised to extend to men a treatment which is no lower than the
one sanctified in the case of money, the TMCL concept would
serve adequately the need of raising finances for the purpose of
war. So, after all, man has in his power the possibility of
banishing interest both during peace and war and thus cure the
more significant of the intractable ailments from which the
economy started suffering beyond endurance at the end of the
Second World War. But the more important consequence will
be that in the process of successful obliteration of interest, we
will secure our own release from the stranglehold of money,
and lay the foundation of a creative civilization instead of the
possessive cult that pervades the scene.





