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Abstract. In this study, we classify the unconventional monetary views found in the
modern Middle East economic literature into five main categories. These five categories
include 1) Full reserve-like approach to the banking system, 2) Commodity/Asset-backed
monetary systems or Currency board-like frameworks, 3) Interest-free approach to the
banking system, 4) Bank-free approach to the banking industry, and finally 5) Public
money or monetary guidance approach to the monetary system. Additionally, we identify
a collection of ideas as hybrids or combinations, some of which are in their developmental
stage and are receiving significant attention and support. Our review of these approaches
summarizes their theoretical foundations, historical and current advocates, and relevant
policy recommendations.
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1. Introduction
oney and banking are sometimes referred to as one of the most
important inventions in human history. However, it is also
believed that if monetary structures are developed inadequately or
inappropriately, they can become destructive weapons that can be unleashed
against economic and social systems.

Ditferent schools of thought, reflecting their philosophical, theoretical or
ideological roots, have different approaches to this issue. In the Middle East,
which is the cradle of some of the earliest civilizations and the source of some
old social and philosophical ideas, there has been a historical focus on
monetary systems.

These ideas were usually passed down in the context of philosophical
writings and were not categorized within a purely economic framework. The
previous century, with its development of the banking industry and of
economics as an academic discipline, witnessed the addition of
mathematical and modern micro/macro language to the literature of money
and banking.

Due to their unique theoretical and philosophical foundations, many of
the theories developed in the Middle East differ from conventional
approaches to money and banking. This research is the first systematic step
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in identifying and distinguishing various unconventional approaches in the
"modern" literature on money and banking in the Middle East.

The term modern is used because ancient to old approaches were often
developed and presented in a holistic sense, with an unclear boundary
between economic knowledge and philosophy. In contrast, the approaches
of recent decades have mainly been expressed in modern academic language
and have the potential to be understood in the context of modern economic
literature.

The time scope of this study of texts is the past five decades. The
geographical area of the study is the Middle East (scholars born in or with
the nationality of Middle East countries), and the language of reviewed texts
are English, Arabic, and Persian. Given these restrictions, similar texts from
other countries such as Indonesia, Malaysia, and Pakistan have not been
reviewed or mentioned in this study.

To increase the readability of this summary for outsiders, technical details
are avoided, and simple descriptive language is used to present the results.
To limit the number of classifications and increase the straightforwardness
of the big picture depicted in this study, minor disputes have been
sidestepped and the ideas with significant common points have been
classified into the same group.

2. Modern monetary thought in the Middle East

As previously stated, this study examines the concepts of money and
banking in recent decades; an era is known for its modern thinking in this
field. For this purpose, we identify five distinct schools of thought in this
field based on their distinctive principles. It is noteworthy that none of the
mentioned schools in this study openly identified themselves with such
categories. They often referred to themselves by obscure or mixed titles,
making it difficult to identify themselves from other philosophical or
economic schools of thought. Hence, we categorized them based on their
most important or the most frequently cited element or principle they
emphasized, making it easy to draw a big picture. According to our study,
these schools are as follows:

2.1. Full reserve-like approach to the banking system

There is a set of thinkers and economic theorists who have developed
arguments against the fractional reserve banking system, which often
include an implicit defense of the full reserve system or similar banking
arrangements, as visible in various publications (which are listed in the
bibliography). Among those thinkers are Mirakhor (2014, 2017), Dallali
Esfehani (2002, 2005, 2006, 2016), Al-Jarhi (1980, 1981a, 1981b, 1983, 2003,
2004a, 2004b, 2005, 2013), Bakhshi Dastjerdi (2004a, 2004b, 2007, 2009, 2011a,
2011b, 2011c), Hosseini Dolatabadi (2016, 2018, 2019), Mojahedi Moakher
(2011, 2013, 2015, 2016), Izadkhasti (2014, 2017), and Vaez Barzani (2013,
2015). Those arguments can be summarized as follows:
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e Fractional reserve banking is neither morally defensible nor
economically efficient and stable/sustainable. This system, by providing the
possibility of creating money from nothing?, benefits the system itself or
people who have access to it at the expense of others.

e Money in this system, from the moment of creation, is created as
public debt and bankers’ assets, and through the mechanism of interest, both
debt and assets increase.

e The amount of debt created is ultimately unpayable, mathematically
speaking, and is continuously increasing because the money at the moment
of creation just covers the principal of the debt without considering the
interest needed to service the debt in full.

e  While fractional reserve banking is justified as a mechanism serving
the public interest, the money in this system is mainly created for the benefit

of private bankers or for the private benefit of individuals at the public banks.

e The creation of financial value in this system, through inflation, leads
to a reduction in the value of the real assets of the people. In fact, inflation is
the tax of the banking system on the real wealth and income of the people.
The banking sector’s owners and associates, by creating financial assets and,
consequently, real assets for themselves from thin air, simultaneously create
debt for the non-bankers and reduce the value of their assets by inflation.

e Inorder to maintain the macroeconomic balance and sustainability of
the system, the banking system has to play with the amount of money in the
economy or in circulation through Open Market and other banking
operations. During this operation, they have to purchase and sell debt
securities mainly issued by themselves, once more creating financial assets
and then real assets for themselves.

e This banking model, by artificially attempting to maintain
equilibrium in the economy, leads to economic cycles of inflation and
recession and intensifies the business cycles.

e Fractional reserve banking, with justifications that include its
capacity to create an economic boom by injecting money into the economy,
uses tools such as frightening politicians into increasing taxes and removing
them from their positions if they oppose such measures. Defenders of such
a system also purchase political influence and, most importantly, convert
their desired schemes into legally binding local and international laws,
trying to install and strengthen its unsustainable system of artificial
exploitation.

e  The bottom line, according to this school, is that the fractional reserve
system is economically unstable and unsustainable, morally indefensible,
and socially unfair. Hence, it should be replaced by a system that is more
accountable, stable, efficient, and fair.

e In this school, the proposed policy recommendation is to move into a
100 percent reserve system that could be implemented in a variety of ways,

2 Creation of credit from nothing is explained - by or without using endogenous theory of
money — through the possibility of creating one unit of credit based on a fraction of the base

credit/money unit.
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including by moving to narrow banking, return to the gold system, or other
strategies. This school is not a defender of currency boards; however, in
practice, their implications and results can be similar to those described
above.

The idea of a full-reserve banking structure and similar plans can be
traced to the near-Middle Eastern region (Pakistani, Sudanese, Turkish) and
scholars including Khan (1986a, 1986b, 1989, 1990 1994, 2010, 2015) and Abu-
Saud (1976, 1986, 2006).

2.2. Currency board-like frameworks

In the words of some of the thinkers who mainly are under the influence
of Haeri Shirazi (2012a, 2012b), the need to move towards creating a
monetary system based on authentic or physical assets, instead of credit
money, has been discussed. In these works, the central bank should be
obliged to create a system or replace the current arrangement with a system
that, instead of issuing credit-based money, issues and circulates a currency
based on a commodity or asset with "intrinsic credit" such as gold. The
following points can be traced to this group:

e Inasystem similar to that in the traditional economic literature of the
currency boards, the central bank or its amended version or the monetary
authority is responsible for issuing currency and banknotes in the country
on a one-to-one (or any other fixed or publicly announced ratio) valid
backing of a credible commodity or asset (for example, gold). Monetary
authority should adjust this relationship so that all local currency notes can
be converted into a reserve currency and vice versa.

e The supporters of a currency board-like system usually combine
conventional defenses for currency boards with ideological, local and
national views. For example, the proposition that moving to a currency
board-like system causes the economy to be invulnerable to external threats
is a familiar theme in most of these works.

e In the later works of the advocate of this theory, as in the works of
Motavalli Emami (2018) and Gholami (2019), one prominent argument
relates to the prevention of economic turmoil - especially to what is called
the drying up of the root of inflation — by reforming the current form of
money creation and moving to a system similar to that of a currency board.

e There is also a view that, because money is created without being
backed-up by commodities or assets, it favors the people close to the
monetary system and simultaneously reduces the wealth and income of
others by generating inflation. So, it causes or intensifies both economic
inequality and poverty. Thus, moving towards money based on commodity-
based credit instead of fiat money can lead to a reduction in poverty and
inequality.

¢ One of the other arguments often observed in the works of defenders
of this idea is that the increasing disproportion and disparity between the
real sector of the economy, on the one hand, and the monetary/financial
sector, on the other, is attributable to the system that creates fiat money,
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ultimately resulting in economic turbulence and recessions. So, it is argued
that moving towards a reform of the monetary system and a more
fundamental change, backed by commodities such as gold, would prevent a
disproportionate monetary expansion and, consequently, lessen the degree
of mismatch between the real sector and the financial sector, reduce the
sporadic turbulence, and smoothen the business cycles.

e One of the motives behind the support of currency board-based
reforms is that it should enhance the fairness of monetary arrangements or
what is called the prevention of oppression caused by credit money. For
example, it is said that inflation reduces the purchasing power of the fiat
money, so the lender suffers a loss. As a result, the borrower must pay
interest to avoid the lender’s imposition while, simultaneously, the borrower
cannot gain extra value by borrowing money. This is because, for example,
he may spend the borrowed money on necessary consumable goods or
medical expenses and may suffer a loss by paying interest. However, when
money is backed by commodities, even though those assets become more
expensive or cheaper in the market, there will be no need or less need to
collect and pay that extra amount during lending and borrowing because the
real measure of money lent and borrowed is the quantity of that commodity
(For example, kilograms for gold-not the price or purchasing power of it -
regardless of the fact that the price changes in commodities such as gold are
generally insignificant). Thus, both lender’s and borrower's sides are not
oppressed, and they move one step forward toward a fairer monetary
framework.

e It is commonly said that because of the strict budget constraints on
commodity-backed money creation systems, governments cannot create
money to compensate for their deficits. In this way, the government's fiscal
discipline improves, and deficits cannot be monetized by generating
inflation and imposing taxes. The proponents of this system say that it is true
that the commodity-backed money system disallows the government from
artificially stimulating the economy during recessions, but the system's
sustained benefits outweigh their costs. They say that such situations are
temporary because money is "neutral" and cannot increase potential output
in the long run.

e Defendants of this system state that monetary policy in the "normal
structure" of the monetary sector —without the creation of credit money and
using commodity-based money —is "unnecessary" or that the need for such
a policy will be much less.

e This group argues that a system-wide replacement of the currency
board-like structure instead of the conventional central bank would put
money into passive territory and paralyze the state in its current form,
leaving it out of the "artificial engine of growth", which in factis a fraudulent
scheme, to pay for emergency needs or development programs. However,
the right and natural way of creating such policies involve the resources
obtained by taxing the value-added of economic effort, not the money
printing machine. They argue that the use of artificial means, although it may
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be a remedy and relieve pain in the short run and in one part of the economy,
results in the cost of inflicting severe medium- or long-term pain on the other
parts.

e Proponents of currency board-like reforms believe that the
traditional view that claims currency board-like arrangements conflicts with
national political independence of countries (because the states cannot create
the needed resources by themselves and are compelled to borrow from other
countries) is not logically defensible. Supporters of currency board-like
systems insist that creating monetary resources in the credit money system
is a kind of tax policy carried out through inflation taxes, while the
government can collect real taxes instead of artificial taxes. However,
governments do not follow that policy because of electoral and political
reasons and not because of pure economic reasoning. Moreover, the
traditional systems are also borrowing from other countries, which relates to
the management of the economy and not to the type of money created and
circulated.

2.3. PLS/Interest-free approach to the banking system

Among the scholars who take an profit and loss sharing (PLS)/interest
free approach to banking are the following: Al-Sadr (1982, 1983), Kahf (1978,
1981, 1982, 1992), Chapra (1982, 1992, 1995), Hosseini Beheshti (1964, 1990,
2008), Motahari (1985), Namazi (2005), Mirakhor (1989, 1990, 1991, 1993,
1994, 1995, 19864, 1986b, 1987, 1996, 1999, 2000, 2007, 2010, 2011, 2012, 20134,
2013b, 2013c, 2015), Tootoonchian (1996, 2000), Razavi (2014, 2018),
Mousavian (1999, 2006, 2013, 2014a, 2014b) and Sobhani (1995, 2003, 2014,
2017). This approach, in comparison with modern unconventional
approaches, dates back to more distant times. These scholars support the
idea of a more participatory banking system, seeing it as preferable to the
conventional lending model. Some common points are as follows:

e In the PLS (PLRS)? banking system, the structure of banking
operations is preserved, but the conventional interest rate system does not
hold such that all loans are paid out in the form of participation in profit and
loss. In other words, if a profit from the economic activity of the borrower is
created, it is divided as the gain between the lender and the borrower,
according to their contract, and if it is not profitable, then there will be no
interest. Also, if the loss arises as a result of the economic activity arising

3 PLS, without clarifying the risk factor and without considering the conceptual context of the
idea, "may" refer to sharing of profit and loss at the end of a given contract (Which is an ex-
post concept). However, to eliminate the risk subsidy, the sharing ratio has to be negotiated
at the beginning of the contract when the outcome of the contract is unknown (ex-ante). This
requirement makes the decision for the provider of finance capital and the receiver of the
capital subject to risk and uncertainty. Therefore, at the beginning of a contract, it is the
sharing of the risks of the success/failure of the contract which influences the negotiations
on the parameter of PL sharing at the end of the project, which makes PLRS just a more
representative expression of the PLS idea (To avoid hyper/paratextual misinterpretations of
the main idea).
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from the receipt of a loan, this loss, if not insured, must be divided between
the borrower and the bank.

e  This banking system operates with maximum "risk-sharing" between
the bank and the client, and there is no possibility of receiving risk-free
profits by the lender as the guaranteed interest.

e In this system, any degree of interest, positive, zero or negative,
without risk sharing is considered reckless and unfair. So, the proponents of
the system tend to name the system as interest-free, and not the zero-interest-
rate system, because zero or even negative interest rate can sometimes be a
characteristic of traditional banking.

e In this monetary and banking system, the role of financial
information management systems to monitor financial operations and profit
or loss of economic activities for the entire value chain is vital from the
moment the loan is received from the financial sector up to its economic
result in the real sector. Without a comprehensive IT system, loans cannot be
individually assessed and the task of separating profit or loss is not feasible
in each case. In such systems with a shared pool of loans, usually, profit and
loss are aggregated in whole or in aggregate for specific sectors such as
agriculture and industry and are considered for all or similar loans.

The idea of PLS or interest-free banking can be traced back to other near-
Middle Eastern (Indo-Pakistani, Turkish, Indonesian, Malaysian) scholars
including Siddiqi (1981, 1982, 1983a, 1983b, 2004, 2009), Rahman (1979a,
1979b) and Ariff (1982a, 1982b, 1988, 2008).

2.4. Bank-free/Non-bank approach to the banking industry

This school, which is similar to the PLS school but more radical, can be
traced back to the works of academics such as Smsami (2010, 2014, 2016),
Davoudi (2002, 2010), and Hassani (2017). The main features of this school of
thought can be summarized as follows:

e It supports the idea that due to the intrinsic nature of the banking
system, which they say is the interest-based lending, a fair and real reform
within this system "by maintaining the traditional structure of the bank" is
not possible.

e In their view, the approaches preserving the structure of the bank by
making some changes and trying to make it more reasonable or fairer are
minimal, nominal, fake or unfeasible and are doomed to fail in most cases.

e In their view, the economy does not need the bank, but the lenders
need the bank more than the economy and, hence, pursue their needs and
have developed the banking system in the name of the needs of the economy.
The need for finance can be solved by a non-bank institution.

e This view has the same basic approach to the banking sector as the
PLS, but the main difference is that it does not consider bank reforms as a
way of reforming the banks.

e  What this school proposes as the alternative or the only "real"
solution to reform the banking sector is not inherently a bank, but a company
performs the following tasks. Firstly, it can enter into a partnership in some
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projects with its customers (the relationship between the customer and the
bank is one of partnership, not one of lending-borrowing) and divide the
risks and profits/losses between themselves. Secondly, the company can
provide loans with a zero interest rate to customers who need money not for
economic activity but rather for urgent consumption (the company can act
as a cooperative charity-like institution, taking money from members,
providing loans to needy individuals, and receiving the principle without
receiving interest).

e  This school sees the main problem as interest-based lending and not
as one of money or the creation of credit in the banking system. Hence, it is
generally assumed that there is no need for a full reserve system and that the
monetary institution or company can sustain itself with a system for deposits
much like the fractional reserve system.

2.5. Public money and monetary guidance approach to monetary
arrangements

This circle of intellectuals, who are younger and more modern than the
previous circles based on non-traditional monetary thought, have relied
mainly on endogenous monetary concepts to promote their ideas. They
advocate a more "active" monetary leadership in the form of a development-
oriented central bank. From this perspective, the independent central bank
is, in fact, a proxy to promote private and not public interests, and hence,
"directing" money creation for the public interest is necessary.

These intellectuals support the idea that due to the intrinsic nature of
money creation and specifically due to the endogenous mechanism of money
creation on the balance sheet of banks, the current system is both
theoretically weak and ineffective in meeting its goals, including inflation
targeting.

The thoughts of this circle, which is also called the "money/credit
guidance school" are to some extent shared with Modern Monetary Theory
(aka MMT) in the current literature, especially regarding issues such as
financing development plans (of or off the budget).

More well-known thinkers in this school are Yazdanpanah (2014, 2016a,
2016b, 2017, 2019a, 2019b, 2019c), Doroudian (2016a, 2016b, 2018, 2019a,
2019b), Dehghan Dehnavi (2019), Nasiri Aghdam (2019), Shakeri (2019a,
2019b), Rohani (2018) and Bani Taba (2019).

Some common concepts in the works published by this circle are as
follows:

e The creation of money in the fractional reserve system is done in an
endogenous manner, without the complete control of the central bank, by
the banking system, so the conventional set of monetary governance and
regulation, based on the theory of exogenous money creation, is ineffective.
Therefore, monetary governance must be revised and improved, and current
and conventional regulations should be replaced by a new set of regulations
and a new framework for monetary policy. There is also a less famous
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version of this school that insists on credit guidance without insisting on
endogenous theory of credit.

e Money is a debt instrument that is not necessarily related to goods
and is essentially a social phenomenon or consensus with economic
functions.

e  Money as an institutional construction has a role to play beyond just
mediation between economic agents. Itis at the forefront of today's economy.
It is not neutral nor can it ever be neutral. It is an institutional possibility that
can add to the wealth and value of the economy in the form of association
with some other institutional arrangements and inputs.

e Money brings together the factors of production and fills the gap
between investment and return on capital. From this angle, money is not
merely an intermediary in the exchange of manufactured goods but rather a
factor that precedes the production of any product such that if it is not
applied correctly, production does not proceed.

e The economy, especially when it is not in full employment, is usually
constrained in its institutional capabilities (one of whose main components
is money), not physical restrictions, and money can overcome this gap.

e The agenda of the central bank must be to guide the flow of money
and thus realize the economy's potential, and so the central bank has an
operational function and an agenda that goes beyond targeting inflation.

e The central bank, even if independent, faces difficulties in achieving
its inflation goals and is continually being affected by developmental factors
(by incidental events such as floods and earthquakes, the government's
policy of supporting job creation or the abandonment of specific industries
such as the carbon publishing industries). Consequently, whether directly or
indirectly, it becomes impossible for the bank to do its job effectively.
Therefore, itis advisable that the monetary authority should proactively (not
passively) respond to these developmental phenomena. Given that the
largest economies in the world have used their monetary engines to jump-
start their economies, why should developing countries limit themselves to
taxes, subsidies, and similar concepts? There is great potential for monetary
policy and the central bank to contribute to development, and that fact
should not be ignored.

e  Other unconventional ideas in this area, such as the move towards a
full reserve system or currency boards, are not realistic and even fictional,
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depriving the economy of its considerable capacity described as
"development based on the creation and direction of money" *.

3. Hybrid approaches

Typically, unconventional monetary theories do not limit their scope to
their principal core and extend themselves by creating theoretical coalitions
with similar schools. Also, there are hybrid branches in the literature that are
created based on a mixed or selected composition of theories, in an attempt
to provide a more comprehensive view. With the review of non-conventional
monetary literature, the following hybrids can be identified:

e Hybrid of full reserve-like and PLS schools (some works by and
narrations/interpretations from Mirakhor, Dallali Esfehani, Hosseini
Dolatabadi, Bakhsi Dastjerdi)

e Hybrid of bank-free and full reserve-like approaches (some
narrations/interpretations from Sobhani, Hassani, Samsami, Davoudi, etc.)

e Hybrid of currency board-like schools and PLS (some narrations
from Hayeri Shirazi)

e Hybrid of PLS and monetary guidance school (some narrations from
Doroudian, Yazdanpanah, etc.)

4. Marginal unconventional branches

Along with more well-known non-conventional monetary ideas, there are
some emerging ideas that focus on the technical aspects of the monetary
system. These ideas, which mainly use the blockchain platforms and similar
technologies, emphasize concepts such as promoting a "distributed" money
creation system, the de-monopolization of money creation, individualism in
monetary arrangements, the movement toward global public money,

# On the contrary, the supporters of competing unconventional ideas, such as the proponents
of full reserve-like systems or currency board-like systems, are responding that they
(proponents of credit guidance theory), instead of looking for the root cause of inefficiency,
inequality and instability in the banking system, justify their ideas with the explanation that
the creation of money in partial reserve system is necessary/prerequisite for development,
and the current system cannot be reformed as dramatically as proposed by advocates of the
full-reserve system or other schools. In other words, they say that the current system is a
"necessary evil" and must be controlled and pushed in the right direction, instead of being
fundamentally reformed. But the main question is that regardless of the development
benefits of monetary guidance, does the supporters of this idea accept responsibility for the
disadvantages of this system, such as unfairly benefiting other stakeholders in the banking
system —owners and those who have access to the credit—or the second-round receivers of
the money created in the system? (Assuming that it can be completely used for development
purposes in the first stage).

5 There are other thinkers, like Peighami (2015, 2018), who are not among the circle of
advocates of money guidance school, but similarly, believe in the endogeneity of money
creation and insist of the need to direct money through the fundamental banking reform.
However, this group believes that the government or monetary authority should target
keeping people's purchasing power in check and stable by creating money, without
worrying about the inflation or “zeros of the currency” because the zeros in the currency
issued by the banking system are not important and can be dropped later.
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network money, and so on. Such views are still in their embryonic stage and
are yet to find significant support among economic advocates of
unconventional views.

5. Conclusion

With a review of the monetary literature published in recent decades by
Middle Eastern scholars, several non-conventional circles can be identified.
Among the most important common attributes of these circles is the
opposition to the fractional reserve arrangement in the banking system,
along with the attempt to increase "fairness" in the banking system and the
defense or more risk sharing in financial activities. The solutions proposed
by these unconventional schools to reform the status quo are mainly in the
form of one or a combination of different approaches, including moving to a
full reserve system in central banking and banking system governance,
replacing fiat credit money with commodity-based money that has intrinsic
value, establishing a currency board monetary authority instead of
conventional central bank, instituting an interest-free profit and loss sharing
banking system based lender-borrower relations in the banking business
and, ultimately, monetary guidance to enhance development in favor of
public interests in money creation process.

These ideas or branches or hybrids of them are now in a phase of growth
and expansion, and it is expected that during the next global or regional
banking crisis, one of these methods, or a combination of them, will emerge
as an alternative to the system currently in place.
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