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Abstract

In the economic literature, various definitions exist for different types of interest rates
(intertemporal, intratemporal, subjective, as well as monetary and banking), which
are often referred to under the same interpretation. However, interest rates have
diverse effects on macroeconomic variables and play a crucial role in regulating
economic activities. From a theoretical perspective, the current model of bank-based
financing, due to the characteristic of monetary insatiability in money demand and
the presence of speculative motives, generates deficiencies that specifically result in
limiting the level of employment, inefficient production, and the emergence of
inflation. This characteristic, alongside the dual origin of banking interest rates in
both intertemporal and intratemporal dimensions, not only creates economic
disequilibrium but also renders the activities of the real sector unjustifiable, even
when returns exceed banking interest rates. Therefore, a deeper look into the role of
different types of interest rates in the economy, and particularly the effects of
monetary interest, appears essential. The present study first explains that the existence
of intratemporal interest rates and the property of monetary insatiability hinder the
formation of full employment equilibrium and lead to persistent unemployment.
Then, using principles of microeconomics, it demonstrates: (1) under conditions of a
positive monetary interest rate, although growth and credit allocation may promote
production growth, specifically due to the impact of inflation on consumers and the
dominance of credit acquisition costs over its benefits, it cannot guarantee social
welfare (including the banking institution, the production sector, and consumer
groups); (2) credit allocation will not have negative effects only if the monetary
interest rate is at most equal to zero. Based on the results, the study suggests
examining bank financing within the framework of participatory banking, in which
production needs are met through the existing liquidity pool, as a solution that can
ensure an increase in production alongside higher welfare for the final consumer.

Keywords: Interest Rate, Monetary Insatiability, Bank-based Financing, Credit
Allocation, Participatory Banking.
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Introduction

In the economic literature, diverse definitions exist for various types of interest rates, including
intertemporal, intertemporal, subjective, monetary, and banking rates, which are often referred to under a
unified interpretation. However, these distinct categories of interest rates have heterogeneous effects on
macroeconomic variables and play differentiated roles in regulating economic activities. The theoretical
foundation of bank-based financing highlights significant challenges due to the insatiability of money demand
and the presence of speculative motives. These features generate inefficiencies such as limited employment,
unproductive output, and inflationary pressures (Keynes, 1936; Friedman, 1968). In contrast to the classical
framework, which assumes full employment and the diminishing marginal utility of money, Keynesian thought
posits that the marginal utility of holding money remains positive even at very large quantities, implying
persistent unemployment and monetary stagnation (Ono, 1994; Ono, Ogawa, & Yoshida, 2004).
The insatiability of money implies that households derive ongoing utility from liquidity and speculative asset
holdings regardless of the monetary stock’s size (Feenstra, 1986). As a result, money’s liquidity premium does
not vanish, contrasting with the diminishing marginal returns to other assets. This Keynesian feature challenges
the neoclassical presumption of equilibrium, where the marginal utility of money converges to zero at large
balances (Friedman, 1968). The persistence of liquidity preference and the positive utility of money mean that
interest rates exert strong influence on savings, investment, and credit allocation, perpetuating disequilibria in
employment and production (Akesaka, Mikami, & Ono, 2024).
Bank-based financing intensifies these inefficiencies. Since commercial banks create credit through lending,
often without proportional deposit backing, they steer money creation toward sectors offering the highest short-
term profitability. In many contexts, this has meant credit flows to real estate, speculative markets, and
affiliated groups rather than to productive enterprises (Bank of England, 2014; Bundesbank, 2017).
Consequently, inflationary pressures emerge, while productive investment remains underfinanced,
contributing to unemployment and stagnation (Nasiri Aghdam, 2018). This feature illustrates how the
speculative motives in money demand combined with positive interest rates undermine the social welfare
function by limiting output and employment (Hosseinzadeh, Jafarzadeh, Mahmoodzadeh, & Abolhassan
Zadeh, 2012).
The concept of credit guidance has been introduced as a corrective policy, aiming to redirect liquidity toward
production sectors and entrepreneurial ventures to stimulate growth. However, because of the dual sources of
interest—intertemporal and intratumoral-—and the insatiability of money, even credit guidance cannot
guarantee effective economic outcomes (Robertson, 1932; Simmel, 1978). Theoretical contributions argue that
only under conditions where monetary interest rates approach zero can credit guidance achieve its purpose
without imposing inflationary costs (Hosseinzadeh et al., 2012; Ono, 1994).
From an Islamic economic perspective, bank-based interest systems are considered structurally inefficient and
destabilizing. Alternatives such as profit-and-loss sharing contracts (PLS) are proposed, replacing interest with
participatory returns, thereby aligning financial flows with real economic activity (Adela, 2020; Mojahedi
Moakhar, Esavi, Khademalizadeh, & Tari, 2023). Empirical studies further demonstrate that Islamic finance
mechanisms can promote stability, reduce speculative demand for money, and enhance productive investment
(Sugema, Bakhtiar, & Effendi, 2010). Thus, a deeper inquiry into monetary insatiability and its implications
for bank-based financing becomes imperative.
This study contributes to this discourse by integrating Keynesian and neoclassical theories with microeconomic
optimization principles to analyze the persistent disequilibria caused by monetary insatiability. It develops a
mathematical model to compare the outcomes of production financing with and without bank credit under
different interest rate scenarios. By doing so, it clarifies the extent to which monetary interest undermines
social welfare and proposes participatory banking as a viable alternative (Ono, 1994; Obstfeld & Rogoff,
1983).
Methods and Materials

The study adopts a theoretical and mathematical modeling approach. It begins with a utility maximization
framework for households that incorporates both consumption utility and liquidity utility derived from holding
money. Following Keynesian and post-Keynesian models, the insatiability of money demand is formalized.
Next, firm behavior is modeled under conditions with and without bank lending. Mathematical equations
simulate equilibrium states, production outcomes, and price levels. The analysis compares three scenarios:



absence of bank credit, credit with positive interest rates, and credit with zero or negative interest rates.
Numerical examples are constructed to illustrate the results, using stylized data sets to represent sectors with
varying returns on production.

Findings

The results reveal that in the absence of bank loans, production growth depends solely on sectoral return
rates, with higher-return sectors generating greater output. However, prices decline proportionally with
increased output, ensuring that overall revenues across sectors remain constant.
When bank loans are introduced with positive monetary interest, total production increases relative to the no-
loan case. Nonetheless, this output expansion is accompanied by higher price levels due to monetary growth.
The analysis demonstrates that while banks’ provision of credit boosts short-term production, inflationary
pressures offset consumer welfare gains. Furthermore, producer revenues net of loan repayment costs remains
unchanged, indicating that the benefits of credit expansion are illusory under positive interest conditions.
In scenarios where the monetary interest rate is set to zero, production rises without triggering inflation. The
stability of prices ensures that consumer welfare is preserved, while producers benefit from additional output
without incurring higher financing costs. Importantly, the model shows that net revenues for producers in this
case are equivalent to those in the no-loan scenario, implying that credit guidance under zero interest avoids
welfare losses.
In the case of negative interest rates, producers experience net gains from loans, as the cost of borrowing is
offset by increased revenues. Prices remain relatively stable, and welfare improves for both consumers and
producers. This condition suggests that only when interest rates are zero or negative can bank credit allocation
yield positive welfare outcomes.
Overall, the numerical simulations confirm that under positive monetary interest, the costs of borrowing exceed
the benefits, rendering loans detrimental to producers. Simultaneously, inflation erodes consumer welfare. The
model thereby establishes that monetary interest rates must not exceed zero for credit guidance policies to
succeed in fostering economic welfare.
Discussion and Conclusion

The study underscores the incompatibility between bank-based financing with positive monetary interest
rates and the objective of sustained social welfare. The persistence of monetary insatiability, as argued by
Keynes (1936) and supported by Ono (1994), implies that money’s utility does not diminish with accumulation,
leading to enduring liquidity preference and unemployment. This condition invalidates neoclassical
assumptions of equilibrium and demonstrates the structural inefficiencies of interest-based financing.
The findings contribute to the theoretical and policy debates on credit allocation. They highlight that while
bank credit can expand production, its effectiveness is contingent on the monetary interest rate. Positive interest
rates induce inflation, erode consumer purchasing power, and impose net losses on producers, thereby
undermining the goals of welfare maximization. By contrast, credit allocation under zero or negative interest
rates maintains price stability and enhances producer revenues, aligning with Pareto efficiency principles
(Hosseinzadeh et al., 2012; Ono et al., 2004).
The implications extend to Islamic finance and participatory banking frameworks, which replace interest with
profit-and-loss sharing mechanisms. Such systems align financial returns with productive outcomes, avoiding
speculative distortions and ensuring that financing contributes directly to economic growth (Adela, 2020;
Mojahedi Moakhar et al., 2023). Participatory banking thus emerges as a practical solution capable of
reconciling the benefits of credit guidance with the elimination of welfare losses.
In conclusion, the study demonstrates that monetary insatiability is a fundamental property of modern
economies, invalidating assumptions of full employment equilibrium. Bank-based financing under positive
interest perpetuates inflation and welfare losses, while zero or negative interest conditions are necessary for
credit guidance to be effective. The adoption of participatory banking models, where financing is tied to
existing liquidity pools and profit-sharing arrangements, offers a pathway to enhanced production and
consumer welfare.
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