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I present my material in four sections and will be concise in my expressions.  Since the theme of the Conference concerns Islamic economics & Finance, I assume that all quantitative analyses of the paper under discussion are correct. I trust that it is the case. The four sections are as the following:

1 -Comments on the findings

2 -The type of banking as practiced in Iran

3 -Our expectations of results of practicing Islamic banking in Iran, and comparing it with the conventional banking 

4 -The necessity of revision of the terminology in Islamic banking and finance, as emerged in the course of development of the literature thus far

Below, I will proceed treating the above-mentioned categories:

1. Comments on the findings

Initially I should thank the authors of the paper for the great efforts they have put into this writing. I, along with others active in this area of research in Iran felt kind of left alone thus far. Now I see that scholars are joining in and that research in this field is being  expanded. This is certainly an encouraging development, and it is more so by noticing that the authors’ bibliography is indicative that new references (sources) have been utilized in a proper manner.

The findings of the paper are solid and firm, yet they do not strike me as an unexpected phenomenon for I feel that this paper provides yet another evidence for my conviction that too little attention has been paid to the law of usury-free banking operations (which will be referred to, here on, simply as “the law”, unless explained otherwise). I also hold that not enough attention has been directed to the philosophy of Islamic banking which encourages cooperation and mutual support in relationships emerging as activities pertinent to Islamic economics. The philosophy of Islamic banking is implicit in the heading reserved for it, that is Profit & Loss Sharing (PLS). It is within the spirit of this sharing which, if taken properly, two alternative monetary aggregates; M1and M2 will be both controllable and reliable. The authors, using the new method of cointegration, have rightly come up with the following conclusions, on which I will focus in the next remaining sections:

1. “...the degree of controllability of M2 has not changed after the implementation of the new monetary arrangement”.

2. “The results show that the no-interest banking has neither increased nor decreased the reliability of the monetary aggregates (i.e., M1and M2) in Iran”.

3. “... the new banking system in Iran has not caused a major change in the usefulness of the Iranian monetary system. This might be attributed to the fact that the new system after 1984 still mimics the pre no-interest banking arrangements”.

4. “while there is no official interest rate in the system, the profit rate is set administratively by the monetary authorities”.

5. “In practice, the administratively determined lending rates denote the profit rate that the borrower has to obtain and the bank will collect from them.”

6. “...the implementation of a pre-determined profit rate system might be an important source of inefficiency in the Iranian monetary sector”.

Most important of all is the fact that the writers being aware of Islamic banking and of “the law”, have written: 

“...it seems that this type of lending and borrowing operations are, in practice, against Islamic principle of profit-loss sharing advocated by Muslim economists.”

And, thus, they have recommended that:

“...the Iranian financial system should complete its progress and move faster toward the implementation of a real profit-loss sharing system.”

Given some indulgence, all findings of this paper are logical and tenable, and it is hoped that the implementation of  “the law” be taken into account by the authorities. This hope is based on our belief that covering the problems up is not considered resolving them. Until and unless we confront the problems and take measures aimed at resolving their complex structures, there exists the danger, given the increasing complexity of the issues facing us, that they grow out of hand and that we become unable to solve them.

2. The type of banking as practiced in Iran

As a member of the committee for the composition of the No-Interest Banking Operations Act, which was actually a draft-initiating committee, I testify that much was done to create the Act. The work encompassed Islamic jurisprudence, economics, law, and banking. One can safely consider the Act as representing one of the best pieces of law concerning usury-free banking, and it may well be the best law passed in post-Revolution Iran in this regard. Although  “the law” has its own critics, who have sort of seen it as flawed in minor items, their critique is not much convincing for the work was an unprecedented effort intended to prevent ambiguities. The mis-interpretations on the part of some banks’ experts, particularly those of the Central Bank of Islamic Republic of Iran, prompted me to be critical of some leading items of “the law” as well as of some of its provisions. The criticisms partially can be justified and/or accounted for on the grounds that we were simply not much experienced at the time of deliberation. This is why I devoted a short chapter of my detailed 845-page book on the matter. The book is in Farsi and its title can be expressed in English as Islamic Money and Banking in Comparison with that of Capitalistic. In the fore-said chapter I have taken the task of re-writing  “the law” with the motive of preventing inappropriate misinterpretations, and of giving it more dynamism. 

There is much evidence indicating that the banks in our country have been operating on a conventional basis under an Islamic guise. This is due to unnecessary misinterpretations of “the law” on the part of the Central Bank followed by  issuance of circular letters on procedures of operations by the Central Bank. These flaws have been pointed out by some religious scholars as well as by certain economics professors, myself included, in the mass media (newspapers, radio, and T.V.). My recent book (Money and Banking in Comparison with that of Capitalistic) contains a more in-depth analysis of these shortcomings. Opinions expressed by the ordinary citizens of Iran regarding banking operations constitute a good basis for judgment about the issue, and they prove the claim put forward concerning the fact that banks operate on a conventional basis rather than on an Islamic one. These opinions reveal that people are outraged by interest rates of over 30%, and that firms are suffering from high interest costs that have brought them to the brink of bankruptcy, and that inflation has caused inequitable distribution of income and wealth (except in the last year and in this year, the country has been struggling with stagnation), that nation’s official statistics show an unemployment rate of over 14.2%.

According to government’s experts if the third plan for economic development achieves all of its objectives, unemployment rate will reach 19%... These are significant reasons, which demonstrate that a violation has occurred that is the content of “the law” has not been implemented. There are obviously other reasons for this failure among which one may point to the low efficiency of economic decision-makers and weak diagnostic capability on the part of economic experts. 

The Mudarabah contracts are conducted operating with overt 30% interest rate and above. The Musharakat contracts are either not administered or they constitute a small percentage of total loans (one should note that of all Islamic contracts this particular one is long-term and that there is no conceivable termination year for it. So, the accounts are not cleared and figures are carried forward from the previous to the next years. This is contrary to other Islamic contracts that enjoy high rates of turnover and are cleared within short time periods. That is why some observers wrongly reached the conclusion that the number of Musharakat was considerable). 

People’s sacrifices in the course of the Revolution created a momentum, which was demonstrably fortified during the imposed war with Iraq. It is unfortunate that this momentum was not utilized properly. The ambitious costs of reconstructing the damages caused by the war, acquisition of heavy foreign loans, abandonment of the incomplete so-called development plans, on the one hand, and support given on the part of the pressure groups regarding “the law” not to be implemented to render them richer, for they considered themselves the main beneficiary to be credited for carrying the war on, they, under the guise of supporting the war, actually also supported the monetary authorities to the effect of maintaining the status quo, on the other hand. The combination has created a situation, which does entirely correspond with the results obtained by this paper. In addition, monetary authorities were completely or partially unknowledgeable and also lacked the sufficient courage necessary for the implementation of a law as valuable as that of usury-free banking operations. Academic research was not used nor incorporated. All this fostered the context leading to the present situation.

In other words, stocks of scientific discoveries were not transformed into practical flows. This is a characteristic feature of the third world underdevelopment. In my view, the higher the rate of transforming scientific stocks into flows in a country, the higher the rate of development of that country. In the final analysis, what can be regarded as social capital resulting from Islamic economics is relatively weak in our country. This weakness sometimes requires that social liability be placed in lieu of social capital.

Islamic economics attempts to form social capital in its full capacity through maximization of positive externalities and minimization of negative externalities (moreover, since externality is, by nature, a one-way process, it reinforces social capital). This brought about the expansion of Islam to many countries in the early Islamic State. We must move in the same direction that is to strengthen these foundations so that we can overcome the shortcomings even in the face of weak physical capital.

3. Our expectations of results of praticing Islamic banking in Iran, and comparing it with the conventional banking

In this discussion I specifically put forward “the law” (although I do not hold that principles of Islamic banking as expounded by Muslim economists to discord significantly). “The law”, if properly practiced, looks at any demand for finance as a project (however small it may be, as plumbing repair of a home or purchasing a Xerox machine). That is to say, a value-added will be created in society. Thus, every unit of money that is to exit the Iranian banks will be linked to a project. In other words, it is the unutilized output potentialities, which determine the money supply not vice versa.  That is, utilizing the change in relative profit share compared with capital share and without interfering in market mechanism we can either upgrade or limit demand for project finance. This task is fulfilled along with placing an absolute sanction against interest (usury). This would omit speculation (we can easily demonstrate that interest is the necessary and sufficient condition for speculation. That is, it works both ways; interest causes speculation, and speculation in any market results in interest. Perhaps it is for this reason that J.M. Keynes discusses commodity rate of interest. It means that if speculation were made on one commodity, then equal to the number of commodities available in the community, there will be interest rates). 

Omitting speculation will also eliminate money whirlpool, and hence, Say’s Law which, is the necessary condition for full employment will be realized in the system. In this situation (and in ideal theoretical setting) the general level of prices will be stabilized, full employment will be realized, and income distribution will be directed toward equity. This is so because depositors will be benefiting from real profits sum of which is several times larger than that of interest rate. Finally, manufacturing costs of commodities will be reduced thanks to elimination of interest, and purchasing power of the public will increase.

In short, in such a system, firstly, investment is a function of profit rate. This rate would emerge as a result of competition among producers in each area of the private sector. Its mathematical expectation as well as its standard deviation, also in risk situation, will be the basis upon which decisions are made. Secondly, as a result of state banks participation and because of their close supervision, financial discipline will prevail and fiscal reports will be prepared properly and correctly. Thirdly, as a result of existence of various contracts applicable in all areas, whether request is put forward by a real or legal entity, the money market will be diminished and ultimately this will eliminate the context in which excess demand appears, excess demand being the main cause of inflation.

Now if the experience of banking in Iran after 1984 is far from the above-mentioned results, we must be doubtful whether law and practice correspond with each other (indulgence is to be considered as a natural distance always separates these two: law & practice).

In capitalistic economy, too, both the classical economists and Keynesians have wrongly claimed that investment is a function of interest rate. While, M. Evans within five chapters of his book on investment has not succeeded in coming up with a final conclusion. Searching through his statistical observations concerning the U.S.A., he declares the issue “inconclusive”. It should be added that interest rates in the U.S.A., and many European countries, as well in Japan, have not increased the investment incentive. Added to the above declaration are the following three points:

1st.
Interest rate will make capital allocation optimal.

2nd
In the long run, interest rate and profit rate (it should be called internal rate of return) will be equal.

3rd
Pricing each activity will result in optimal allocation in that area.

The following remarks are observed as to the above points:

One) Where we are faced with more than one investment project, optimal allocation will not take place, as projects will compete over their IRRs.

Two) The statistical evidence for Group of Seven, both individually and as a whole, show that long run real interest rate has not been even equal to long run real profit rate within twenty six years (not to mention equality of interest rate and IRR) and that the former has been much lower than the latter within the aforesaid period. 

Three) Where externality and private goods are lacking, their analysis holds, but in circumstances where externality is present or goods are public, pricing based on private sector’s principles, renders the analysis to be incorrect, as the private sector aims at profit maximization. In addition, professor Nath has proved that where externality is present, an optimal is obtainable, and that Pareto’s optimality is not necessarily better than any other optimal.

Based on the above discussion, if Islamic banking as envisaged in “the law” was practiced in Iran it could have passed both the controllability and reliability tests, for under these circumstances, money supply, not because of change in interest rate (which is forbidden in Islamic economics) but because of inseparable links it bears with economic projects, could have attained the above capability. The writers of the paper certainly expected that after the implementation of “the law”, M1 and M2 both become controllable and reliable. Whereas since this hypothesis is not proved then we conclude that problem lay in implementation of law. The final phrase of the paper attests that this claim is genuine.

The last point is worth mentioning; it is not difficult to prove that money will be eliminated in Islamic economics, an economy in which interest in sanctioned against, and by extension the same fate would be true of speculation. Money, in Islamic economics, will emerge as an impure public good. Therefore the state must take up the ownership of the Islamic banks. Although running the banks, for the sake of preserving community’s interests and for the purpose of instigating more activity, may be given to the private sector.

 4 -The necessity of revision of the terminology in Islamic banking and finance, as emerged in the course of development of the literature thus far

It’s been more than four decades since Muslim economists started research on various economic topics. Theoretical debates dealing with human behavior are articulated through conceptualization. Nevertheless, despite various research conducted, a mutual understanding based on close dialogue, has not been reached among scholars. The situation is such that certain people still make distinction between interest and “riba”, and that they accept low interests.  To others, it is permissible to speculate on money in Islamic economics.

It is well known that concepts like those of interest, money, profit, and capital are complex, and economists have their own share in making them more complicated than they really are. Where we read: capital produces interest, the content bewilders us. Similarly, to evade a famous fallacy, some maintain that interest is capital’s share, and profit is share of management. All these are highly surprising. Yet, elsewhere interest rate is replaced by profit rate, and investment is introduced as a reverse function of profit share, defined as such. There are instances where despite omission of money market in Islamic economics due to banning of interest, individuals are still seeking LM curve, and apologetically place it next to IS curve, to make it explicit that no disrespect is intended to capitalistic economy?!

Then, it is necessary to form training workshops and explain the real content of the terminology in a devised edition. After all, many of our researchers have paved dry valleys adding to the complexity of Islamic economics. Hereupon, I propose formation of such training workshops and declare my readiness to participate in them.

The present paper (under discussion) is not free from these misunderstandings. Their writers, like many other researchers, have made use of statements and concepts, which bear dual meanings. This is due to the fact that the Westerners have pioneered the terraincognita, and the writers have not made distinctions as required.

Here, I will state the main differences based on cases I have cites on in Section One:

1st)
The Islamic bank (particularly that which is meant in “the law” in Iran) will transform bank from lender and borrower, as it is conceived of in the West, into an entity that is not supposed to either lend (except in cases like Qard-ul Hasan) or borrow. On the one hand, the bank is the legal representative of depositors, and on the other, it is the investor’s partner.

2nd)
Unlike conventional banking where banks are fund intermediaries, and parasitically live on the organism that is society’s economy, Islamic bank establishes as an endogenous institution and cannot perform as fund intermediary.

3rd)
The Islamic bank may not make use of any of the monetary policy tools, and based on the above cases it evolves from a monetary institution into a financial one. It is for this reason why we should not insist calling it even a bank. It is properly a financial institution that at the same time performs certain functions attributed to conventional banks.

It is evident that the writers of the paper under discussion have sincerely embarked on and achieved such a valuable and substantial research. Now, the question is this: given their acceptance of the above remarks, how can they rewrite the paper? In my opinion they might take the option of incorporating the afore-mentioned remarks in paper’s introduction, and proceed by omitting the phrase “implementing no-interest”, prior to presenting it. This is based on the fact that “the law” has not been implemented (except in minor cases) in Iran. The entirety of the paper, provided the inclusion of above-said points) may be maintained. 

*Professor of Economics, Az-zahra University, Tehran, Iran.
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