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Islamic Interest-Free Banking: A Theoretical Analysis

MOHSIN S. KHAN

INTERNATIONAL MONETARY FUND
WASHINGTON, D.C., USA

ABSTRACT. This paper presents essential features of an Idamic banking system that is
interest-free and consistent with the rules of Shariah (Idamic Law). An analytical
mode isused, employing tools and concepts of modern economics.

The purpose of the exercise is fourfold: first, to show that the Idamic banking system
can be formulated in aneoclassical framework; second, to demonstrate that, when cast
in this formal way, the model underlying Iamic banking is not totally alien to
conventional economic thinking (indeed, it is pointed out that variants of such a
system have appeared in the writings of a number of eminent economists, such as
Fisher (1945), Simons (1948), and Friedman (1969); third, to argue that there may be
circumstances in which an Idamic banking system would be relatively more stable
than the traditional interest-based banking system in the face of certain types of
shocks; finally, to propose how the Idamic banking system should be implemented so
asto maximize itsinherent benefits.



