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I. INTRODUCTION

The Islamic fundamentalist doctrine on riba states that the rate of interest is zero, a doctrine based upon the Quranic injunctions against it.
 The word 'riba' means 'increase' as interpreted by Imam Razi,
 which corresponds to the word 'interest' as defined by Webster's New World Dictionary. In both cases the increase refers to the amount beyond what is owed. Thus, the strictest interpretation that can be given to the word riba is that it means interest-an amount, or rate, due above the principal of a loan. The word riba, however, is commonly translated as usury
 which is defined by Webster's Dictionary as "an excessive or unlawfully high rate or amount of interest." Thus, the fundamental aspect of the controversy about the doctrine of interest in Islam is whether the rate of interest is zero, in which case riba is interpreted to mean interest per se, or whether a positive rate of interest is permissible, in which case riba is interpreted to mean usury.

The purpose of this paper is a limited inquiry about some aspects of the controversy on riba as they affect contemporary economic transactions in a Muslim society. Since the writing of this paper arose in the context of the workings of Islam in North America, the initial question to address is the full implications of adherence to interest-free transactions by a subset of a society when these transactions are also carried out between the subset of the society and the rest of the society which operates with a positive rate of interest. Some of the issues raised in this context clearly also have relevance to a larger model which encompasses economic transactions between a fundamentalist Muslim state that adopts the full workings of an interest-free economic system and the non-Muslim world which functions with a positive rate of interest. The analogy would also apply between Muslim states at large and the rest of the world if the former invoke Islamic laws on riba along the same lines. 

There is no full-fledged working model of a mixed economy based on the initial assumption of a zero rate of interest. This problem must be solved at the theoretical level and the resulting model must lead to functional policy tools on output and employment, on prices, and the balance of payments, before a fundamentalist Islamic state can adopt such a model with its full workings. Clearly a partial substitution of interest-free transactions for some sectors and their neglect in other areas would not only tend to misallocate resources, but also would not be in conformity with the spirit of Islamic laws as interpreted by fundamentalists. No attempt is made in this paper to construct such a model. 

However, the broad outlines of such a model are stated below without the detailed requirements of its workings. In Sections II-V the background of the controversy on riba, kinds of riba, reasons for prohibitions, and a brief comparison of the earlier doctrines on usury, as well as the manner in which this problem was resolved in the Christian world and the current functional status of the laws on riba in the Muslim world are discussed in that order. In Section VI some theoretical issues are considered. Section VII presents the issues on the effect of the Islamic laws on interest on economic transactions between the subset of Muslim community and the rest of the society under the stated assumptions. Finally, Section VIII extends these issues to transactions between a Muslim state and the rest of the world.

II. THE NATURE OF THE CONTROVERSY ON RIBA

The controversy on riba is not due merely to the meaning attached to it by some translators of the Quran; for if that were the case then the insertion of the word 'interest' for 'usury' in the translation would resolve the matter. The fact that there was room for different interpretations of the Quranic injunctions against riba is traceable to the time of Hadhrat-i-Omar in the first century of the Islamic period, who was quoted as saying: "The last to be revealed was the verse of usury and the Prophet expired without explaining it to us. Therefore, give up usury or anything resembling it."
 This statement implies not only that Omar wished there were a greater explanation regarding all aspects of riba, but also that to be safe he opted for an interpretation according to which one must avoid anything which might resemble riba in dealings with others. It is of immediate interest to note that in this translation the word 'usury' is used rather than interest.' The question then arises: Did Omar mean usury or interest by riba? If he meant that riba is usury, then Islamic behavior would require two kinds of patterns, one a following of the given interpretations case by case as established by fiqh (systematic interpretation of Quranic injunctions), and the other, in case of doubt, in which a person must follow his best judgment until assessment is given by ifta (the scholarly exercise of such judgment). If, on the other hand, Omar meant interest in his statement, then only nonmonetized transactions in the form of barter may involve some problems of interpretation. For monetized transactions any interest above zero would qualify as riba. In the case of nonmonetized transactions there are also two types of behavior patterns under the latter interpretation of riba; first, avoiding examples involving barter which had been declared as constituting riba by the Prophet Muhammad (discussed below), and second, monetized transactions through the market and thus avoiding problems of interpretation.

Probably the most common objection to the zero rate of interest on a business loan from which otherwise dividend income is lawful has been the implicit argument that such a loan involves an opportunity cost to the lender determined by the foregone profits that the lender would have earned had he invested the funds in a business investment. The discussion of riba which recognizes this argument is given in the work of Imam Razi. Razi countered this argument by stating that there are no guarantees that higher profits will always accrue from such self investment.
 Clearly what is implicit in this argument is the assumption that the degree of risk involved in alternative uses of funds is the same in all cases. This, of course, need not be the case except under conditions of perfect market certainty, which is an additional assumption that must be attributed to

Imam Razi's argument if the argument is to hold.

This interpretation comes close to the argument that a modern capitalist would make in favor of charging a positive rate of interest on a business loan under uncertainty with varying degrees of risk without, however, winning acceptance in the view of Imam Razi. The most clear-cut case in favor of a positive rate of interest within the structure of modern credit and banking systems is given by Yusuf Ali, an eminent translator of the Quran, who, among others as noted above, translates riba as usury and states that: "My definition [of usury] would include profiteering of all kinds, but exclude economic credit, the creature of modern banking and finance."

This position, however, is rejected by several modern writers on the subject of riba. These writers generally interpret riba to mean interest rather than usury, and thus are arguing for a zero rate of interest on all transactions.
 Moreover, in a recent issue of Daawa
 ifta was given by Muhammad Abdullah al-Khatib in response to questions asked by Shaber Ahmad al-Said, a representative of the Muslim community in Houston, Texas, regarding riba. The clear implication of this ifta is that riba is interest per se.

III. KINDS OF RIBA AND THEIR IMPLICATIONS

There are two kinds of riba according to Imam Razi:
 (I) riba nasia or riba on credit and (2) riba fadl which relates to barter transactions. The injunctions stated by the Prophet Muhammad on riba fadl also have broad implications on riba nasia. These injunctions are reported by Abu Said al-Khudari as: "Sell not gold for gold except in equal quantity, nor sell anything for the same thing in lesser quantity. ..nor sell anything present for that which is absent."
 

This statement implies that barter exchanges of the same products were unlawful unless the exchange took place at parity and in the spot market. Further, in the context of contemporary terminology, if the quality of the products within the same code classification differed and the exchange at parity would end up unfair to the owner of the higher quality goods then both the higher and lower quality products must be sold at their respective market prices and the demand for each grade of the same product must be satisfied through monetized purchases from the market. At the same time barter transactions between products of different code classifications were lawful as long as such transactions take place in the spot market and future deliveries were based on spot market prices.
 

In general, given the above kinds of issues involved in the interpretation of riba fadl it would be desirable to fully monetize transactions and remove barter trading altogether. Barter trading is inefficient by its nature and its removal through monetization of transactions would eliminate any doubts about the implications of riba fadl. In fact, full monetization of transactions which is lacking in many developing Muslim countries in the Middle East and other areas, should be part of a national monetary reform since it accelerates development through greater efficiency of transactions, introduces more accurate measurement of national income, and facilitates in the monetization of savings for investment purposes and the performance of public finance. This aspect of the interpretation of the statement by the Prophet about riba fadl is, in essence, independent of whether riba is translated to mean usury or interest, since in either case barter transactions involve imprecise assessments of values. Thus, it would be much easier to effect monetized transactions than to obtain ifta on all cases that might involve riba fadl.

The interpretation of the Islamic laws governing market transactions which follow the pronouncements on riba fadl requiring that trading involving loans and other types of transactions be carried in spot market prices whether deliveries are intended for the spot or future periods, would present no difficulty as long as these transactions occur under conditions of constant prices and in the same currency. The same argument would hold in international trade when the exchange rate is fixed and constant prices prevail. However, the interpretation of these laws becomes more difficult when one or more of the above conditions change. These difficulties are independent of whether riba is interpreted to mean usury or interest. The effects of some of these issues, which are part of the contemporary scene such as the presence of inflation and aspects of the foreign exchange market, are discussed below.

IV. REASONS FOR PROHIBITIONS ON RIBA

Loans may be taken out for two purposes: first, for consumption and, second, for investment in a business venture. Riba is unlawful on both of these types of loans.
  The basis of the injunction against riba on consumption loans is that those who borrow are assumed to be in need of such loans for purposes of maintaining some minimum standard of living. To make a loan to another without riba, then, is an act of charity. Thus, those with higher incomes and, therefore, higher savings (surplus funds) are asked to make loans to those with lower incomes who are in need without having to exact riba from them. Achieving equity among different levels of income and wealth is a fundamental aspect of the Islamic value system. Islamic taxation in the form of zakat is directed toward this end. The prohibition of riba on consumption loans is clearly also aimed at the redistribution of purchasing power from the rich to the poor.

In the case of loans for business investment it is generally argued that the basic reason for the prohibition of interest is that it generates income without "labor" (work) on the part of the lender.
 It seems that this prohibition is directed at those who would, in essence, be clipping coupons from fixed interest earning assets. But this reasoning also has the implication that money has no productivity per se. The argument is aimed at encouraging capitalists to invest directly, through proprietorships or active partnerships, or indirectly through silent partnerships (mudaraba) and purchases of shares in corporations rather than hold idle cash balances. Thus, capital formation should proceed through the expenditures by any of these types of business on new buildings, machines, equipment, or inventories from their available capital funds. Along these lines physical capital is clearly considered to be a factor of production in the conventional sense. However, Islamic laws on interest substitute the earning of profits, which is a measure of the productivity of an enterprise as a whole, for interest, which is the net productivity of physical capital in the conventional theory of capital. Entrepreneurs, when calculating their profits, must apply a measure of cost attributed to the use of physical capital in production. There are no interpretations of the Islamic laws on interest that rule out earnings on the rental of physical capital such as rent from new buildings or, for example, an entrepreneur's setting up a machine and tool rental enterprise, the rent for which is determined by the market demand and supply of equipment. The rental cost can be included in the total cost in determining profits by a business concern. The problem arises when the net productivity of heterogeneous physical capital and of different vintage has to be evaluated for investment or for capitalization purposes. In the neoclassical theory of capital the market rate of interest is the net productivity of capital (after depreciation). A positive net productivity of capital and, therefore, a positive rate of increase are required for saving to take place and, thus, for capital formation to continue. For a zero rate of interest to prevail the net productivity of physical capital must reach a floor of zero and no net saving must take place. But these results occur under conditions in which there is no change in technology or factor supplies.
 Despite the central role for the rate of interest in the theory of capital and in the process of capital formation, the empirical role of the rate of interest in determining saving behavior is at best uncertain.
 Thus, as a guiding mechanism for the allocation of scarce capital goods to alternative uses in the economy, the rate of interest (or discount rate) could assume a positive value without violating the Islamic injunctions on riba. This will continue to hold as long as no attempts are made by policy makers to influence saving behavior through changes in the rate of interest, and the owners of capital do not receive interest income. 

Constructing models of business organizations which show earnings of variable dividend income declared from profits instead of earning fixed interest income from bonds and debentures is not problematic.
 However, before such models can be put into operation to meet the requirements of Islamic laws on riba, the methodology of calculating total costs under standard assumptions (where the business concern employs physical capital and attempts to minimize costs by obtaining an optimal mix of the different factors of production including capital) must be worked out. This has not been done in the literature on riba. The Islamic model of a business concern using physical capital considers capital a factor of production and, therefore, in the calculations of optimal factor combinations and in the calculation of total costs the purchase price of capital good or its rental can be used. This means that the standard assumptions of economic theory are accessible to business concerns in Islamic societies, except for allowing the raising of funds through interest-bearing loans in order to meet capital costs. Capital costs can be met from the sales of shares (which in turn can earn dividends as a lawful incentive) and business savings-internally generated funds from undistributed profits and the deprivation allowance.

V. COMPARATIVE DOCTR1NES AND PRACTICES ON RIBA

In the non-Muslim world the history of the arguments against usury, or for that matter interest per se, is long-beginning with the Aristotelian declaration that money is 'barren,' and, therefore, the accumulation of wealth through interest is unjustifiable. The pagan Arabs were concerned about using 'clean wealth' (wealth without usury) for work on the Kaaba.
  During the Roman period there were taws which regulated the relations between creditors and debtors, and during the Middle Ages there were usury laws passed by various European nations which in some cases survived operationally to the middle of the nineteenth century.
 In fact, Adam Smith in his Wealth of Nations (1776) approved of the usury laws in Britain which limited the rate of interest to 5 percent.
 

In the Christian world the solution to the controversy over usury was in part given by the Reformation of the sixteenth century which separated the affairs of the church from those of the state. One effect of this was that income from interest became lawful, whereas at the same time the concept of usury was retained with the result that limitations had to be placed on the maximum rate of interest on loan transactions. Even though some laws regarding usury might still be found, their operational effectiveness clearly has faded with time-especially when it is considered that during the early part of 1980 the prime rate of interest in the United States reached 20 percent, and that the carrying charges on consumer loans are commonly 18 percent or above, both in the United States and in Canada. These are results of the operations of money and capital markets, both domestic and international, as determined by the prevailing forces of supply and demand and by the controls exerted on these markets by the central banks directly or through commercial banks and other financial intermediaries.

In brief, in this long process in the evolution of the regulations on loan transactions in the Christian world, what has transpired has been a substitution of the economic concept of market pricing of loans for the traditional view on usury. 

In Islam only a limited degree of secularization has been attempted by some Muslim states. In general, the Islamic state derives the basis of its laws and their interpretations from the Quran, Hadith, the orthodox Muslim law schools (Maliki, Shafi, Hanbali, and Hanifi) and ifta. Within the framework of sharia, Islamic jurisprudence permits differing interpretations of Islamic laws. Accordingly, the degree of state regulations governing economic transactions has varied among different Muslim states based either on differing interpretations given to the laws, or in some cases on the neglect of the laws altogether. The laws on riba are a case in point. 

The interpretations of the issues on riba have varied among the different schools of Islamic thought. There is evidence, for example, in the case of cash waqf (an interest-bearing trust fund) that its use was acceptable according to some interpretations of Hanifi fiqh, whereas it was unacceptable to the other schools. While this controversy continued in sixteenth century Ottoman Turkey, the actual practice of founding cash waqfs apparently was established in the fifteenth century, and by the seventeenth century it was generally accepted in the Ottoman legal and economic systems.
 

Moreover, there is also evidence that a rate of interest of 10 percent was in common use in Egypt during the nineteenth century.
 In this case it seems that the determination of the rate of interest resulted from the workings of the domestic and international money and capital markets rather than being influenced by arguments on riba.

Fresh research is clearly needed on the question of the practical applications of the laws on riba to determine the status of these laws during the earlier Islamic periods.

At the present, banking practices in general and practices on loan transactions regarding interest vary among the Muslim countries. From a recent survey of banking in some Middle Eastern countries and of Middle Eastern international financial institutions, a mixed picture emerges on the role of interest in banking and commercial transactions.
 While charging interest seems to be common in the domestic money and capital markets in these countries, fifteen international banking and other types of financial institutions operate in the Middle East, organized with varying aims of assisting the less-developed Muslim countries that do not have a uniform interest policy. Among these are eight institutions that offer loans free of interest but include a minimal service charge for transaction costs, whereas the other seven institutions charge interest rates that range between 2 and 7 percent. However, it seems that the 'softness' of these loans is a function of the degree of economic development in a Muslim country, such as in the case of the Kuwait Fund for Arab Economic Development, rather than the interpretation of riba as usury, whereas others, such as the Islamic Development Bank, which makes loans free of interest, are adhering to interpretation of riba as interest.

VI. CONSIDERATION OF SOME BROAD THEORETICAL ISSUES

If riba were to be interpreted to mean usury, making a 'reasonable' rate of increase (interest) permissible, then the burden of determining what is reasonable would fall basically on the structure of the market; whether the market functions under competition in which prices and values are impersonally determined by the market forces of supply and demand, or whether monopoly power exists and thus unreasonable prices and rates in return would prevail. Since monopoly is condemned in Islam owing to its undesirable effects,
 and its regulation is deemed desirable,
 under this interpretation of riba the task of restructuring a capitalist economy to fit the Islamic economic model is not difficult. It would basically mean the adaptation of the standard model of workable competition for different markets and the dissolution and dismemberment of monopolies as well as the institution of antimonopoly codes of conduct such as are required for enterprises like public utilities. 

In this system the central bank would function as a state instrument for generating and implementing models of workable competition in the money and capital markets, while the primary role of the central bank as the controller of the money supply and the credit system would be maintained as it is in mixed economies such as those of Canada and the United States. 

We proceed, however, with the argument that riba means interest, the rate for which is zero as determined by Islamic law. This argument clearly has broad implications for the workings of the money market, the capital market, commodity markets, the foreign exchange market, and, in general, for all transactions involving forward markets. A zero rate of interest will not only change the behavioral assumptions and structural conditions of these markets, but it will also have profound effects on income determination and on the applications of monetary and fiscal policies. In effect, to fully understand the implications of a zero rate of interest as an initial condition in a mixed economic system in which both the private and public sectors playa part in decision-making processes that involve the use of resources for the production of output, we must have a full-scale theoretical model of the economy. Based on such a model appropriate policy decisions would then be made for helping the system achieve its goals. No such full-scale model has been presented so far, although some partial attempts for particular markets have been made.
 Consideration of such a model is beyond the scope of this paper. But it must be recognized that within the framework of an Islamic system this kind of a model must contain private ownership of resources and the profit motive as modi operandi for the free enterprise system to function through privately organized markets.

Islam permits public enterprise. But the Islamic economic system per se is not fundamentally a socialist system. Inherent in Islam are the basic principles of property rights and freedom of enterprise. At the same time the state is encouraged to adopt the principle of maximization of its social welfare function, defined by absolute equality of the participants. An operational model of an Islamic economic system would resemble that of a mixed economy, with the basic exception that a zero rate of interest is built into its structure. The degree of this mixture of public and private enterprises can clearly vary in different Muslim countries, since the extent of public enterprise is not defined in all its aspects within the set of laws governing economic activities that would comprise an Islamic economic system.

VII. EFFECTS OF THE LAWS ON RIBA ON ECONOMIC TRANSACTIONS OF MUSLIMS IN NON-MUSLIM STATES

In a non-Muslim State a model of an Islamic community interpreting riba as interest would have the following basic structure: 

First, it has been a long-standing tradition that according to the laws of riba it is lawful to earn salaries and wages from different forms of employment, rent as income from land, rent from buildings and other types of physical capital (which may vary from spades to high-speed computers), profits as residual income to entrepreneurs reflecting the productivity of their enterprise and, in general, income from sales or lease of natural resources on the land or underneath it are all lawful according to the laws on riba.

Moreover, in terms of investment activities it is clear that the direct establishment of commerce and service industries including banking, enterprises that produce goods, such as manufacturing and agriculture, or indirect participation in these enterprises through purchases of shares in any existing forms of business organizations are also lawful. In the above categories of activities the only prohibitions are on the purchase and sale of fixed income-bearing assets such as bonds, debentures, commercial papers, and interest-earning time deposits. 

While the above conditions are implied in the laws concerning riba nasia there are certain implications of riba fadl which also affect the conduct of economic transactions in such a community. For example, since no two parcels of real estate are exactly alike, direct exchange of real estate may involve riba. Barter transactions of services such as those between doctors and lawyers may also involve riba. The same would hold for exchange of stock, such as the splitting of shares practiced by various corporations and the conversion of preferred stock into common stock. Clearly these are the kinds of issues which require closer scrutiny on a case-by-case basis. But as indicated above, only monetization of these transactions will remove the difficulty.

One area of economic transactions has not received due attention in the literature: the question of whether capital gains are lawful, that is, the appreciation of the value of an asset which otherwise would earn either no income or variable income subject to market conditions for the period that the asset is held. Clearly, all types of assets such as financial portfolios consisting of stocks, real estate, or even commodities such as gold and wheat fall in this area. The basic premise for obtaining capital gains is that an asset is held for a period in anticipation of an appreciation of its value. This involves some degree of speculation. There seem to be injunctions against speculation in Islam;
 however it is not clear whether the injunctions apply against all speculative activities, even those that have a stabilizing effect on market prices, or whether they refer to destabilizing speculation which would tend to create shortages in the spot market, and thus higher prices when speculators buy at the spot in rising markets in expectation of even higher prices. Stabilizing speculation, of course, has the effect of increasing supply and thus will reduce prices during rising markets when speculators sell to take advantage of higher prices. In falling markets speculators will buy, thus increasing demand which tends to stabilize falling prices.

It is my interpretation that the injunction against speculation in Islam is aimed at the destabilizing kind that generally leads to shortages in the short run rather than at the desirable effects that stabilizing speculation creates. This argument must hold for the orderly development of a stock market which is central to the existence of a capital market in an Islamic economic system. In this system private firms or public institutions cannot raise long-term capital by selling long-term interest-bearing obligations. They may, however, sell stocks in order to raise capital. Since purchasers of stocks will want to maximize their income from stock portfolios, they will expect dividend incomes as well as appreciation of the value of their portfolios. Further, private firms and public enterprises will compete for the limited supply of funds provided by purchasers of stocks. Thus, they will payout dividends as well as increase the profitability of their enterprises in order to meet the expectations of stock purchasers. It is clear that under these conditions various degrees of speculative activity will be present in the stock market as a stock prices change. Expectations formed about stick prices will be the basis of these speculative activities. Thus, to rule out speculative activities which are involved in stock market transactions is to rule out active participation in the stock market per se. this kind of ruling would effectively eliminate the workings of capital market along with means of channeling funds for capital formation.

Second, for a Muslim community in a non-Muslim state commercial banks and other financial intermediaries can perform all of the conventional services except acting as depositories for interest-earning savings or as sources of loans for consumption or investment purposes. Savings may be deposited in these institutions for safe keeping just as demand deposits are made for transaction purposes. Maintaining savings (time) deposits with financial institutions serves no purpose other than offering some degree of safety; these institutions by law must pay a minimum rate of interest on deposits which the Muslim community, interpreting riba as the nominal rate of interest, will reject. Clearly the opportunity cost of maintaining such deposits in view of earning any positive income from dividends or profits is not zero. To abide by the laws on riba, the Muslim community and its members should therefore hold idle balances, for example, savings deposits. 

Third, interpreting riba as the nominal rate of interest also requires special consideration of consumption patterns by the Muslim community and its members. Consumption will depend on current or past income (assets) of families or individuals, and interest-free loans that other members of the community are willing to make. The conventional credit system will be of limited use to the community. Since most business concerns provide interest-free loans through the conventional credit system in the form of credit cards, for a limited period the consumer can clearly use such interest-free loans up to their limits without violating the laws on riba. A problem arises with installment-payment schemes that stretch over a longer period and therefore, by convention, will contain interest charges. This practice covers purchases of most durable consumer goods including housing.

In a recent ifta convention mortgage installment scheme has been declared unlawful.
 This means that the demand for housing and other expensive consumer durable goods must be satisfied with cash purchases. This pattern of satisfying demand is, or course, more critical in the case of housing which requires substantial funds. The community may, however, form cooperatives or other forms of commercial partnerships, thus pooling its resources to purchase or build dwelling units. But clearly such transactions will fail outside the conventional money markets. Alternatively, the community and its members can resort to renting dwelling units. This, of course, will deprive the consumer of obtaining any capital gains that might otherwise result from holding real estate.     

The Effects of Change in Prices

An issue that requires special attention is the interpretation of the laws on riba under inflationary and deflationary conditions. It is significant that the Prophet was aware of the effect of inflation.
 There is, however no Hadith on riba that considers the effects of inflation and deflation on loan transactions. Inflation reduces the real purchasing power of money, whereas deflation increases its purchasing power. thus, a loan of $100 at a zero nominal rate of interest between t and t + 1 periods of time at an average rate of inflation of 10 percent will be worth only $90, whereas with an average fall in the general level of prices of the same loan, ceteris paribus, will have a real purchasing power of $110 at t + 1. 
The conventional interpretation of the laws on riba indicate that no 'increase' is permitted on the principal of a loan when riba is translated to mean interest. But should this 'increase' be measured in real or nominal terms, and, therefore, should a real or nominal rate of interest be applied on loans? The interpretation of the 'increase' is contained in both nominal and real terms under the taws covering riba. Under riba nasia the 'increase' refers to a nominal measure over the principal of a loan. But under riba fadl the increase is measured in real terms, since the law refers to barter transactions which are nonmonetized and any change in value is measured in real terms.

The application of these two interpretations of the laws on riba becomes a function of the conditions under which they are considered. Clearly the issue of interpretation arises irrespective of whether riba is translated to mean interest of usury. Under inflationary conditions a creditor receiving his loan made at the zero nominal rate of interest will receive less than the real principal of the loan. Further, under deflationary conditions a lender receiving the same nominal amount of a loan will obtain an 'increase' over the real principal of the loan. If prices vary randomly in either direction so that their effect on the purchasing power of money is nil during a given loan period, a nominal or real measure of the 'increase' may be applied in interpreting the taws on riba. But recent experience indicates that inflation will not be eliminated completely in the world at large. Under these conditions it seems equitable for the lender to obtain the same level of purchasing power at which a loan was initiated. It seems then, that the application of the law on riba fadl is more appropriate under inflationary and deflationary conditions. This in turn means that when riba is interpreted to mean interest the real rate of interest will be zero, which will permit nominal increases or decreases over the principal of the loan equivalent, respectively to the rate of variation in the price level under inflationary and deflationary conditions.

VIII. CONDUCT OF BCONOMIC TRANSACTIONS BBTWEBN COUNTRIES

Whether international economic transactions are carried out between two Muslim countries or a Muslim and a non-Muslim country, the effects of the laws on riba will clearly be the same on these transactions as long as one of the parties invokes them. Economic transactions between residents of two countries, including their governments, fall within the framework of the balance of payments as a periodic record of these transactions. Both international trade in commodities and international capital movements fall into this framework. Further, foreign exchange markets as integral parts of international economic transactions, which exist simultaneously in all trading countries, are also affected by the laws on riba. The conduct of international economic transactions which are affected by the laws on riba may be categorized in three broad areas:

1. International trade in commodities

2. International capital movements

3. Operations of the foreign exchange markets.

1. For international trade in Commodities the laws on riba nasia and riba fadl imply the same set of market conditions as they do for domestic trade. The basic difference is that in this Case monetization of trade takes place through the foreign exchange market instead of the domestic money market. A country invoking the laws on riba will carry out its international trade transactions in the spot market. Therefore, spot market prices will determine the value of its exports and imports. Receipts for exports and payments for imports may be made in the spot market, or they may be part of future contracts involving lump sum or installment payments. In addition, a Country may extend interest-free loans to finance its exports. But generally a similar way of accommodating capital inflow to finance its imports free of interest charges will be unavailable, unless the

Muslim country confines its imports to other Muslim countries applying the same laws on riba. Whereas the application of the laws on riba will not adversely affect a country's pattern of export trade, the same will not necessarily hold for the pattern of its import trade. This in turn may affect the country's balance of trade, depending on a new set of relative prices that may emerge as a result of dealing only through the spot markets and trading with a reduced number of countries. Yet at the same time any interest free financing of exports should expand exports and improve the balance of trade. Since Muslim countries in general have a relative scarcity of capital and capital goods form only part of their imports, a shift of their import trade from the relatively capital-rich non.

Muslim industrial Countries to Muslim countries will not be feasible. The alternative of purchasing capital goods in the spot market at a scale that would meet development requirements in Muslim countries will be available only to those countries which have large exportable resources. As indicated, only a limited amount of interest-free loans from international financial institutions in the Middle East are available to the lesser-developed Muslim countries to finance required imports. Consequently, these countries, when invoking laws on riba, will have to adopt a strategy for development which will enable them to meet their important requirements from their export earnings.

2. The Laws on riba will clearly affect both short--term and long-term international capital movements. Accommodating short-term capital outflows can occur to finance exports from Muslim countries. But accommodating short-term capital inflows will not be available to these countries. On the other hand, autonomous short-term capital movements can occur for reasons other than interest rate differentials between Countries. Thus, interest arbitrage as an activity will be eliminated, but short-term capital flows can occur to take advantage of differentials in currency rates in the spot foreign exchange markets. Furthermore, the international banking system can offer a similar set of services to depositors from Muslim countries just as the banking system in a non-Muslim country provides for the Muslim community in that country. This will include all the non-interest-bearing services such as demand deposits to facilitate commodity and foreign exchange transactions and tourism. 

Long-term international capital movements will be restricted to direct investment and portfolio holdings of stocks. But, financing of direct investment through long-term borrowing will not be available. Moreover, long-term capital inflows to the developing Muslim countries will be restricted to development finance available from those international financial organizations in the Middle East that lend at the zero nominal rak of interest and to grants from non Muslim countries and international organizations such as the United Nations. In brief, countries invoking the laws on riba will limit their participation in international money and capital markets to the cross section of activities which conforms with them. The net effect will be a shift in the pattern of import trade, as well as a reduction in that trade for countries which will be unable to obtain long-term interest-free financing of their import requirements for economic development.

3. The application of the laws on riba to the foreign exchange markets imply several conditions. The conventional spot and forward foreign exchange markets will collapse into the spot market since the linkage between the two markets (interest arbitrage) will be eliminated. As indicated above, forward markets per se will be inoperative because under the laws on riba forward transactions may be carried out only in terms of spot market prices. It will reduce speculative activity in the foreign exchange market to trading in the spot market simply to take advantage of differentials in bilateral or cross currency rates. Further, the elimination of the forward exchange market will remove hedging as an activity against risk in covering possible losses from receipts or payments in foreign currency and in the holding of assets in foreign currency whenever devaluations or revaluations take place. The absence of hedging will transfer the risks from commodity trading and foreign investment directly to the groups involved in these activities. It will limit activity in these areas since traders and investors will generally minimize risks and accordingly reduce the volume of their activity.

Whether the foreign exchange market consists of a system of flexible or fixed rates, the laws on riba do not constrain trading in the spot market in general.  The application of the interpretation of riba fadl to this market under either system may, however, involve riba when the intrinsic and nominal values of currencies differ. The gold and silver standards exemplified the fixed exchange rate system, whereas the issue of differences in the intrinsic and nominal values of currencies under the flexible exchange rate system would arise when currencies are backed by gold or silver in different proportions that are generally not reflected in the market determined nominal exchange rates. The injunction, 'do not exchange gold or silver except for equal quantity' precisely implies that metallic currencies and currencies backed by metals, such as gold or silver should be exchanged at parity, reflecting their intrinsic values. Under current conditions, however, since gold and silver standards are only of historical interest and a return to these standards or the establishment of similar standards that may involve other commodities seems remote, pragmatically this difficulty in interpretation has no current relevance. Furthermore, the intrinsic values of currencies are generally below their nominal values. This means that under the flexible exchange rate system currently in wide use, even though currencies may not be exchanged at parity in terms of their intrinsic values, the question of riba will not arise since there will be no incentive for melting down currencies to obtain an “increase” over their market-determined unit values.
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