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Abstract

In the 14th and 15th centuries, religion and law in Western Europe often prohibited
the practice of usury—defined as the charging of any interest on loans. Many
international bankers, who were predominantly Italian, made money by charging
interest in circuitous ways. They also monetized the goodwill and leverage their
‘interest-free’ lending brought to them. This case study encourages readers to think
about the multiple ways a business can make money from its product, and the
implications such multiplicity has for business strategy and public policy.

Case

Learning Outcomes

By the end of this case study, students should be able to understand:

how difficult it is to exactly specify what constitutes an interest-bearing loan;
the multiple ways to make money from a product beyond explicitly charging for it;
how a firm can use one line of a business to enhance the profitability of others;
that price controls are hard to enforce.

Case

Today, visitors to Florence, where the Renaissance flowered in the 15th century, learn that
much of the city’s marvellous art and architecture from the era was built with the sponsorship
of the Medici dynasty. That this dynasty of bankers acquired such spectacular wealth during
an era when charging interest was prohibited both by law and religion makes for an
illuminating case study of business strategy as well as economic policy. The Catholic Church
had long decreed the charging of interest to be Contro Natura (against nature) and
unacceptable to God. The charging of any interest was thus banned by law, creating in effect
a legal ceiling of 0% on the price of loans. Yet between 1397 and 1420, the Medici bank had
an average annual rate of return of 32% on invested capital (Ferguson, 2008). Such a record
of profitability would inspire envy on Wall Street today. No doubt the prohibition on interest
was ignored in several instances. But the Medici were too prominent and too pious to openly
defy the church on any significant scale; they were the bankers to the Pope himself. So
instead, like Facebook and Google today, they mastered the art of making large sums of
money while ostensibly giving out their main product for free.

The key to understanding their profit strategy is to know that international banks in medieval
times did more than just lend money. The Medici bank, for example, imported wool from
England and alum from Turkey for the famous Florentine textile workshops, some of which it
owned. The finished cloth was then sold by Italian merchants all over Europe. In an era when
carrying cash over long distances was quite risky, the bank, with branches in all the major
financial centres of Europe, facilitated international remittances for merchants, travellers, and
churches alike. The bank also served as a currency exchange. With many a feudal lord
considering it his divine right to issue his own coin with his face stamped on it, there were
hundreds of currencies circulating in Europe, and the demand for the banks’ expertise in
evaluating the content and relative value of each was quite high. Though the Church
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prohibited making money from lending, it did not prohibit profiting from other financial services
or trading.

The line between lending and other financial transactions, however, is blurry. If a banker
agreed to make a payment to an English monastery a year in advance for a future delivery of
wool in exchange for a discount on the price, was he engaged merely in merchandise trade,
or a profitable loan? Theologians debated such questions, but could not arrive decisively on
one side or the other. Meanwhile, the Italian merchants developed such a reputation for
making “advance payments,” some for deliveries to be made years later, that they were
accused by their English competitors of gaining an unfair advantage (Postan, 1973). Their
competitors could see how an Italian merchant’s ability to extend credit enhanced the
profitability of his wool trade.

The bankers utilized ambiguity about the nature of many financial transactions to lend
circuitously for profit. The most profitable of these was what business historians call ‘loan on
exchange’ (Postan, 1973). Suppose a borrower showed up at a bank in Florence for an
“interest-free” loan of 100 florins. The bank would advance that amount, but gratuitously route
the repayment through a foreign branch. Such a route would entail the use of bills of
exchanges (a medieval form of money-order) and multiple currencies, invariably resulting in
profit for the bank.

Service fees for remitting payments abroad or exchanging currency were not the only sources
of profit. One feature of medieval international finance was that a coin had a higher value in its
place of issue than in places more distant (Parks, 2005). A pound sterling in Florence might
be exchanged for 10 florins, but in London it would likely fetch 11 florins. If a loan were taken
out at the exchange rate prevailing in Florence, a loan of 100 florins would be due as 10
pounds sterling at the London branch. Though the London branch had a legal right to insist
on repayment in cash from the borrower (or his agent in London), it was often happy to
extend a new loan for 10 pounds, interest-free of course, to be repaid in florins back at the
Florence bank at the rate exchange prevailing in London. The Florence branch would now be
due 110 florins. The exchange rate difference, though sometimes made small by the workings
of market forces, was never completed eliminated, thus providing bankers with a steady
source of profit. By embedding their lending into other profitable financial transactions, the
bankers made their profits from lending hard to pinpoint, and thus, the prohibition on them
hard to enforce.

The bankers monetized the influence and leverage that they gained through their lending.
Basic economics leads us to expect that a price ceiling, such as a 0% interest-rate ceiling on
loans, leads to a shortage. It is not hard to imagine that the paucity of the bankers willing to
lend at 0% must have given the few remaining bankers, like the Medici, some leverage over
borrowers. Many clergy, grateful beneficiaries of interest-free loans, turned a blind eye when
the Medici overcharged for the goods they sold to the church. The Medici were not above
using their leverage to engage in corruption. Giovanni de’ Medici, the bank’s founder, backed
a candidate for the papacy with a loan that was used to bribe the members of the Curia for
their votes. When that candidacy was successful, the Medici bank was awarded the
enormously profitable business of collecting tithes for the papacy across Europe and remitting
them to Rome. The Medici also had the Pope’s ear, into which they whispered the names of
th is  or  that  pr iest  for  considerat ion for  a lucrat ive eccles ia l  of f ice.  When thei r
recommendations bore fruit, they collected a fee from the appointee, thus monetizing some of
the influence that they had gained by lending to the Pope at 0%.
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More generally, by eliminating competition from honest bankers who were unwilling to lend at
0%, the ban on charging interest encouraged the concentration of wealth in the Medici. The
paucity of loans available at the mandated rate of 0% enabled the Medici to use their lending
operations as a source of patronage. In an era when charging interest explicitly could lead to
ex-communication, a death sentence, or mob violence, the Medici were fêted by the common
people in republican Florence as father figures. Their popularity brought them political power.
When Cosimo de’ Medici was made a political prisoner and a target of assassination by a rival
faction in Florence, the upwelling of support in his favor outside the prison gates and all the
way to Venice caused his opponents to relent and set him free. Eventually, the Medici came to
formally rule Florence as dukes, two of its members became popes, and two became queens.
The legal prohibition on charging interest thus had the perverse consequence of accruing
wealth and power for the Medici, who fortunately for us, sponsored the Renaissance.

Discussion Questions

In addition to those mentioned in the case, think of other legitimate business
transactions that a lender could use to camouflage an interest-bearing loan. Also
discuss the kind of regulations that would be needed to ensure that the prohibition on
charging interest was adhered to in spirit as well as in letter. What would be some of
the effects of enforcing such regulations?
Bank regulators today have often considered proposals to ban banks from tacking on
surcharges to withdrawals made from an ATM owned by a different bank. If such a ban
were to be enacted, discuss how banks might respond, and the net effect on the
customer’s wallets.
Some readers will recognize that when the Italian bankers agreed to (a) a price of wool
to be delivered in the future, or (b) the exchange rate for a loan repayment in a foreign
currency to be received in the future, they were entering into forward contracts. A
forward contract is basically a bet on the future price of a product or currency and can
be an enormous source of profits for someone who, compared to the other contracting
party, is able to predict future price changes more accurately. Can you think of reasons
why a banker might have been able to predict future price changes more accurately
than his contracting parties?
Government price controls are not the only reason why firms may not be unable to
raise revenue directly from their product. Piracy of popular films and music, as is
rampant in India and many other countries due to lax enforcement of copyright laws,
leads the creators of artistic content to rely on indirect sources of revenue. The Indian
movie industry, despite rampant piracy of its products, has grown to be largest in the
world in terms of the sheer number of films produced, and Indian movie makers and
movie stars are some of the wealthiest people in the country. Discuss the possible
indirect ways movie makers and movie stars might be monetizing their work.
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