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ABSTRACT 

The primary objectives of this research are to trace the history and relevance of interest-based banking, as well as its impact 
on the socioeconomic environment. The influence of the interest-based banking system was concentrated and examined with great 
care, and an attempt was made to characterise the interest-based system's operating mechanism. What is the impact of interest and the 
financial system on society, and how has it led to a dangerous situation? How does this system effect people's life, causing a rise in 
societal ills including anxiety, despair, and even suicide among borrowers? On the basis of the Islamic finance idea, this study also 
proposes solutions for interest-based banking systems. All of these descriptive studies give a better picture of the interest-based 
banking system from the inside. On the basis of readings from several journals, newspapers, research papers, online information given 
by websites, and personal experience, this study employs descriptive and qualitative research methodologies. While reading this 
article, one will have a better understanding of interest-based banking and its mechanisms, as well as their impact on society and the 
economy, and how to address them using Islamic finance as a model. 
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INTRODUCTION  

In the real economy that serves society, financial institutions that direct resources toward activities that promote social 
empowerment, economic resilience, and environmental regeneration are required. By providing financial intermediation, financial 
institutions, primarily the banking sector, play a critical role in economic development and progress. In most nations, the banking 
industry is the most crucial sector for financial system stability. The banking sector's financial soundness and resilience have a 
substantial influence on the financial system's overall stability. 

 
It is impossible to ignore the role of banks in the development and expansion of the economy and country. This is one side of 

the coin depicting the good aspects of the present banking system. In general, the banking system is founded on the interest system, 
which is a contentious subject in and of it.  

 
As contemporary banking is based on the interest banking system, the other side of the coin should now be presented, and the 

interest banking system itself is a symbol that depicts such outcomes, which caused the economy and society to suffer and bear losses. 
There have been several occasions in which the harsh face of the interest-based financial system has been shown. The quantity and 
severity of loss and harm caused by the interest system may vary depending on the amount financed. In general, when funds were 
organised using an interest-based system, the ultimate result was unfavourable to both the lender and the borrower. The outcome may 
be beneficial to the lender, but it is an appeasement of the borrower. 

 
Objective  
 To demonstrate the effects of changes in interest rates on the socioeconomic environment;  
 To indentify the Value-Based Banking in the Islamic Finance 
 To indentify the social evils of Interest system.  
 To indentify how Using the Islamic Finance Concept, you may lessen your reliance on interest-based banking. 

 
LITERATURE REVIEW  

The banking industry has remained an appealing research venue. Banking study has yielded several intriguing facts and 
figures demonstrating its contribution to the development and expansion of the economy, as well as its detrimental influence on the 
economy and society. The modern banking system has been studied in depth, and researchers have expressed a variety of opinions on 
the subject. Some have discovered the hidden curial face of interest-based banking, which has had a negative impact on the economy. 
The interest-based banking system harms society and produces Non-Performing Assets (NPA) for banks or lenders because clients are 
unable to pay the premium, which was the total of interest and principal amount, at times or generally. This suggests that interest-
based banking impacts borrowers and lenders in both the organised and unorganised sectors. 
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Moral hazard, in contrast to adverse selection, is an asymmetric information problem that occurs after the transaction and 
when a principal commissions an agent to act on his behalf but the agent shirks, prioritises self-interest over the determinant of the 
principal's interest, or engages in dishonest or immoral behaviour, according to Mishkin. (S., 1997) According to Moral hazard, 
according to Akoi, is a hidden action problem that develops when investors are unable to discern the effect of an incident over which 
management has no control from the effect of management activities made in carrying out an investment project. Financial 
intermediaries may be able to mitigate their problem by monitoring management activities. (M., 1997) Moral hazard is the inclination 
of individuals or organisations to engage in riskier behaviour than they would otherwise because of an implicit notion that someone 
else would bear a share of the costs and consequences if the risk fails. The economic literature defines effect of interest as "Activity by 
economic actors to maximise their own utility at the expense of others in situations when they do not face the full consequences of 
their actions". (WOLF, 1999) (Ivan & Manuel, 2004) (Pindyck & Rubinfield, 1998)  

 
More moral hazard arises as a result of the borrower's incentives to participate in high-risk projects in which the borrower 

profits if the project succeeds but bears the majority of the cost if the project fails. The borrower has additional incentives to 
misallocate ends for personal gain, such as investing in unproductive initiatives that improve the borrower's power structure. The 
conflict of interest between the borrower and the lender, caused by moral hazard or the agency problem, suggests that many lenders 
would decide that they would prefer not provide loans, resulting in sub-optimal lending and investment. Insurance is a major cause of 
moral hazard, according to Mishkin, Sandmo and Wolf, who found that insurance companies must recognise that an insurance policy 
may change the insured's behaviour in a way that makes the event converted by the insurance policy more likely to occur.  (S., 1997) 
(Sandmo, 1998)  (WOLF, 1999)   

 
According to Corsetti and colleagues, when there is over-investment, excessive external borrowing, and current account 

deficits in a poorly watched and controlled economy, moral hazard becomes a source of crises. Moral hazard, according to Ely, causes 
financial crises in three conditions. The major source of isolated or non-contagion financial aspects is poor management (poor interval 
control, self-dealing, faulty landing and investment selections, and too quick growth). Second, an economic contagion, nearly 
invariably sparked by a drop in asset market value, caused the banking sector to fail when it would not have in normal economic 
times. Third, government asset limits and geographical risk dispersion hinder individual banks' or financial institutions' capacity to 
diversify their asset risk and protect themselves against contagion events like regional asset deflation exacerbated by asset fire sales. 
(Corsetti, Giancarlo, Pesenti, & Roubini, 1999) (B.Ely, 1999)  Justice Muhammad Tqui Usmani investigates the consequences of 
interest on society in the history of interest judgements in Pakistan's Supreme Court. This was in light of the Islamization of the 
country's banking system. (Justice Muhammad Taqi Usmani Justice of the Supreme Court of Pakistan,The adverse effects of 
interest on society, 8th September 2013)   

 
Imam Al-Gazzali (d. 505 A.H), a distinguished jurist and philosopher of Islamic history, examined the essence of money 

during a time when western money theorems did not exist. He extended the notion of a medium of exchange to its logical conclusion, 
arguing that when money is exchanged for money of the same denomination, it should never be used as a profit-generating 
mechanism. This technique of Imam Al-Gazzali, which is fully supported by the specific direction of the Holy Quran and Sunnah, has 
never been regarded as correct by certain practical academics, and even in interest-driven civilizations. Many of them have admitted 
that their economic position was aggravated by the fact that money was not restricted to being used for its primary duty as a medium 
of exchange after witnessing the bad consequences of their financial system based on money trading. In January 1933, during the 
dreadful 1930s economy, the Southampton Chamber of Commerce formed a "Economic Crises Committee." Mr. Dennis Mundy led 
the ten-member group. In its report, the committee investigated the root causes of the severe drop in national and international trade 
caused by the interest rate adjustment. This committee also believes that if transactions are carried out without the foundation of an 
interest-based concept, the problem will be solved. 

 
IMPACTS OF INTEREST RATE CHANGES ON THE SOCIO-ECONOMIC ENVIRONMENT 

This portion of the research tries to concentrate on the consequences of interest and its changes on socioeconomic contexts. 
The major goal is to demonstrate the activities and their negative impacts on the environment, as well as ways to mitigate the effects. 
Bank failures in the United States and Europe, which created panic, widespread loss, and instability, hurting so many economies 
significantly and negatively, cannot be prevented. There are certain key aspects that may help to describe the regions of interest and 
the effects of change. 
 Banks and Interest Rates-Banks and interest rates in India are overseen by the Reserve Bank of India, a central regulatory 

institution. This is the primary body in charge of determining the country's interest rate. Banking is the key industry where the 
degree of influence from interest rate fluctuations is particularly significant, and this sector experiences increased volatility and 
unpredictability. As a result of this transformation, the bank confronts several challenges and always modifies their lending 
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rates in accordance with RBI requirements. Borrowers face several issues as a result of the shift in lending rates. Their monthly 
budget is disrupted, and they must prepare appropriately. From the standpoint of banks, it is extremely difficult to keep up with 
the RBI's interest rate regulation on a regular basis, which adds to the banks' workload. To obtain correct results, a great deal of 
math is required. 

 Interest Rate and Price Level Change- The interest rate can be regarded or assumed as a percentage of the money or capital 
borrowed from lenders. The interest rate at which this portion is charged is referred to as the interest rate. Following that, 
assuming a constant amount of money in the economy, as the price level raises, real income declines, and the extra amount of 
money is required. To fulfil the increased demand and meet the criteria, one must borrow money in order to sustain actual 
income. Because there is a fixed quantity of money in the economy, the demand for money will be greater than the supply. As a 
result, an increase in the price level raises both the demand for money and its price, which is the rate of interest. When there is 
a large demand for money, the price of it or the rate of interest rises, which has a negative influence on the entire cost of 
manufacturing. 

 Interest Rate and Inflation- The whole financial and banking system is based on interest, thus any change in interest rates 
will have an effect on the financial market, especially the money market. It suggests that any rise in interest rates would result 
in higher borrowing costs, which will have a negative effect on production costs as a whole. On the other side, when interest 
rates fall, consumer spending rises, resulting in increased economic growth. In general, it is considered that excessive economic 
development is harmful and may be used to purposefully stifle the economy. Hyperinflation may occur when the economy 
grows too quickly, resulting in greater costs and prices for products and services. When financial needs occur out of the blue, it 
is common to find that these needs are met by funds obtained through a loan. The majority of investments and growth plans 
may be realised with the support of a strong financial structure that includes debt. Businesses typically borrow money to cover 
capital expenditures such as factory construction, plant and machinery acquisition, and technical advancements. The debt fund 
is sometimes utilised for household needs like a car, air conditioning, and furnishings. Consumer spending is mostly 
determined by their purchasing power, which is heavily influenced by inflation and interest rates. Interest rates have a direct 
effect on the ultimate cost of production and, as a result, on consumption. 

 Interest Rate and Employment- Interest rate fluctuations are a terrible indicator for employment and GDP. With the aid of 
various government economic and monetary initiatives, this picture may be comprehended. People choose to store their money 
in banks rather than spend it on durable or expensive products when interest rates are high. As a result of this consumer trend, 
demand for durable or expensive items tends to decline, slowing corporate growth and development goals. When individuals 
avoid buying durable and luxury items, businesses lose clients, which leads to a drop in overall income. Because of a shortage 
of funds, companies are having a difficult time managing their operations and activities correctly. They favour cost-cutting 
strategies to manage and continue their activities amid a crisis, which results in a reduction in staff. The interest rate system has 
a negative impact on output, growth, and employment in this way. When interest rates are exceptionally high, companies do 
not want to borrow due to the high cost of capital as well as the high cost of capital as interest. In this situation, businesses 
frequently decide against or delay their expansion or development plans, and new cost-cutting measures are put in place. 
Employers who follow this approach are more likely to dismiss existing employees or cancel future plans for new hires. The 
terrible impacts of interest have reappeared, forcing individuals to lose career chances and even their jobs. As unemployment 
grows, so does concern about social security and social illness. It is critical for every economy, whether underdeveloped, 
developing, or developed, to have a sufficient pace of growth and employment to fulfil social demand. Employment is essential 
for long-term growth as well as a civilised community. 
 

VALUE-BASED BANKING IN THE ISLAMIC FINANCE 
Islamic finance is founded on the Islamic Shariah. One of the pillars of Islamic finance and a key distinction between Islamic 

and conventional banking is the restriction on riba (interest). The other fundamental tenet of Islamic finance transactions is profit and 
loss sharing, which requires capital providers (lenders) to take on a portion of the company's risks in exchange for a return. Because 
they want to make money off of their investments, capital providers should share the risks of the entrepreneur. But the primary goal of 
Islamic financial institutions (including banks) is not to maximise profits; rather, it is to promote moral and spiritual advancement. 
((UNEP), 2015) 

 
Islamic banking, unlike the conventional financial system, has its roots in the creation of a value-based economy and the 

promotion of social justice. (Amna, Youji, & Hisashi, 2016) In Islamic banking, interest is not acknowledged as a kind of 
compensation for legitimate economic activity. As a result, in Islamic finance, there should be underlying assets rather than financing 
for finance. This indicates that Islamic finance is money for a good cause, money for a good price, and money for underlying assets. 
By the end of 2019, Islamic banking was the largest industry in Islamic finance, accounting for 69 percent of all Islamic finance 
assets. (Icd-Refinitiv, 2020) It is also a thriving and extensively distributed industry that uses monies in accordance with Islamic 
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Shariah rules and does actions in accordance with these principles. Whereas the conventional banking business is primarily concerned 
with financial benefits, Islamic banking is an exception in that it incorporates both economic and social aspects. (Parashar, S.P., & 
Venkatesh, 2010)  

 
By managing funds and carrying out social activities, Islamic banks, if properly guided by Shariah goals (Maqasid al 

Shariah), may play a significant role in economic prosperity and human well-being. Islamic banking contributes to the eradication of 
the unjust behaviour of the numerous stakeholders brought on by the interest-based banking system since it is also heavily based on a 
commercial association and partnership style. (Javed, Umemoto, & Kohda, 2013) (Masruki, Ibrahim, Osman, & Wahab, 2011) 
Islamic banking solutions have also been created with trust and community in mind. Because stakeholder interests in Islamic financial 
institutions (including Islamic banks) differ from those in conventional institutions, the corporate governance structure should be 
established to fulfil the rights and duties of IFI-based stakeholders. In 2017, Malaysia launched a central bank-level programme for 
value-based intermediation (VBI) in Islamic banking. In partnership with other stakeholders, Malaysia's central bank, Bank Negara, 
recommended a number of measures targeted at boosting the responsibilities and influence of Islamic financial institutions. According 
to Bank Negara's strategic paper, VBI is an intermediation function that aims to deliver the intended outcomes of Shariah (Islamic 
Law) through practises, conduct, and offerings that generate positive and sustainable impacts on the economy, community, and 
environment without compromising financial returns to shareholders. It also sought to enable Islamic financial institutions to 
incorporate Shariah aims (Maqasid al-Shariah) into their operations. Islamic Shariah (Maasid al-Shariah) promotes cooperation and 
trust in the business world and has an all-inclusive purpose. Compared to the VBI principles, Maasid-al-Shariah has a far wider range 
of application. As a result, VBI's goal is not to create something new, but rather to actively encourage Islamic financial institutions to 
include Maqasid-Al-Shariah into their operations. All Islamic financial sectors are believed to be compatible with the suggested 
methods and guidelines. The VBI's foundations are laid out in the Strategy Paper, together with the suggested execution strategy and 
tactics for taking the Islamic banking sector on its next strategic course. As a consequence, it is anticipated that this strategy paper will 
be very helpful in attaining the social goals of Islamic banks. The Bank Negara has developed a VBI scorecard in connection with the 
introduction of VBI to evaluate how well this initiative is being executed in Islamic banks and other financial institutions. 

 
The scorecards are used as a yardstick to quantify successes or progress toward VBI goals and are made public so that 

stakeholders may compare the banks' performance. The recommended solutions direct Islamic banks to practise inclusive governance, 
constructive cooperation, and impact-based evaluation. Greater alignment between stakeholders' expectations and business emphasis 
will result through active engagement in decision-making with many stakeholders, including conventional and non-traditional 
stakeholders. Constructive collaboration with broader stakeholders, even those with no direct commercial links, is successful in VBI. 
Impact-based evaluation considers applications' potential economic, social, and environmental implications. It also encourages impact-
focused disclosure, which includes information on the customers (i.e., purpose, location, and outcome) to and in whom they lend and 
invest. In the long run, impact-based disclosure builds trust among customers and the public, as well as NGOs, societies, and 
governments, and leads the bank to new insights, broader opportunities, and knowledge for improving business impact.  

 
Central banks have a responsibility to promote the creation of a setting favourable to Islamic banking. In order to create a 

favourable atmosphere, all parties involved must work together and make use of a variety of tools and techniques designed to hasten 
the execution of this task. Developing prospective advocates, enhancing transparency, strategically networking, and performance 
monitoring are some of the combined actions of stakeholders. These strategies have been implemented progressively so that the 
participants (Islamic financial institutions) may choose when to use them. 

 
SOCIAL EVILS OF INTEREST SYSTEM 

People often believe that interest-based banking tortures borrowers more than it benefits them. There are several instances 
when it is clear that the borrower suffered significantly as a result of a loan obtained via this strategy from a bank or another lender. 
Due to this brutal interest structure, the borrower had to lose his or her possessions, financial security, and possibly his or her life. The 
curse of interest was revealed in 2008 when the biggest banks in the United States failed, producing widespread panic and uncertainty. 
As a result, many communities and economies rejected the system. The real negative effects of interest-based banking may be 
described in terms of a few things. 

 A lack of awareness of compassion and wellbeing leads to greed and selfishness. 
 Poor and vulnerable people are exploited. 
 Effect on the performance of small businesses and individuals. 
 Capitalism controls resources, institutions, production, and national income. 
 Inadequate distribution of wealth and income in society. 
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 A barrier to social and communal growth. 
 Social unrest. 

 
The fundamental problem here is that while interest-based banking provides numerous options for finance and investment, it also 

has severe consequences for the economy and society. 
 

REDUCING DEPENDENCE ON INTEREST BASED BANKING CAN BE DONE USING NON-INTEREST FINANCE 
CONCEPTS 

A system that lowers reliance on interest rates and the effects of interest rate fluctuations on the economy and its many 
sectors must be developed and put into place. This system should have the characteristics of a stable financial system with less 
reliance on external influences. There is some banking services that are not covered by interest baking that could be a good substitute. 
Bai' al 'inah (sale and buyback agreement)- Bai' al inah is a type of finance that involves the lender and the consumer engaging in 
buy-and-sell transactions. 
Bai' bithaman ajil (deferred payment sale)- In this arrangement, items are sold at a fixed price that includes a profit margin that has 
been agreed upon by both parties, with payment being deferred. 
Mudarabah- It is a unique type of partnership arrangement in which one partner invests money in the business of the other. It is a 
profit-sharing agreement or contract in which one party gives all of the funds and the other party contributes specialised knowledge 
and experience to manage the investment. 
Bai' muajjal (credit sale) - It is designed to be sold on credit. The term "bai' muajjal" (literally, "credit sale") refers to a method of 
Islamic banking financing in which the bank makes a profit on the purchase price while allowing the customer to pay the price of the 
good in one lump sum or in instalments at a later time. 
Istisna (Production Finance) - Istisna (Production Finance) is a method of making payments in stages to help with manufacturing, 
processing, or building. 
Ijarah (Lease or Rent) - It's similar to selling advantages in order to use assets. 
Musharakah (joint venture) - In this structure, capital is provided to a company by two or more partners, and profit and loss are split 
proportionally. 
 

Other services, such as Qard hassan/Qardul hassan (good loan/benevolent loan), Sukuk (Islamic bonds), Takaful (Islamic 
insurance), Wadiah (safekeeping), Wakalah (power of attorney), and many more, may provide an alternative to interest-based 
banking. 

 
CONCLUSION  

The formulation and execution of effective plans that fulfil the needs of society, economies, and the environment can be sped 
up by government interventions such as legislation and incentives. Regulators and policymakers should provide the necessary legal 
framework and implement the necessary steps to promote the creation of value-based strategies and the incorporation of such ideas 
into the operations of Islamic financial institutions. It is essential to go from policy division to policy coherence and convergence in 
order to create an environment that permits the implementation of value-based policies and guidelines in Islamic financial institutions 
on a global scale. Financial firms have been required to define and execute sustainable banking principles by regulatory agencies, 
which have created a precedent. 

 
In order to discover long-term solutions, value-based banks must consider their socioeconomic component. Microfinance and 

other financial inclusion tools have a tremendous impact on millions of individuals all over the world. The majority of value-based 
banks and financial institutions are leading the way in terms of innovation. They give economically feasible banking solutions that are 
tailored to the requirements of society, resulting in a more diversified financial ecology. The tactics also allow banks to form strong 
bonds with entrepreneurs, who are critical to society's economic progress and socioeconomic well-being. 
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