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Abstract
Pakistan's dependence on a fractional reserve and interest system of money has helped to sustain the persistent fiscal deficits, mushrooming of public debt and inflation. This research analyses the possibility of moving to a full-reserve interest-free monetary system by combining the knowledge gained from Islamic monetary principles, Chicago Plan, and sovereign money theory. The methodology is a blend of theoretical analysis and comparative historical evidence drawn from Canada's monetary operations (1935-1975), Islamic finance experience and global Central Bank Digital Currency (CBDC) pilots using a conceptual Stock-Flow Consistent (SFC) structure showing the accounting differences between debt-based and sovereign monetary regimes. The results suggest that a sovereign money system could be useful in decreasing the dependence of Pakistan on interest-bearing debt, greater fiscal space due to seigniorage and more monetary-fiscal coordination in the event that money creation is balanced with productive capacity and overlaid with robust institutional protection. While there are substantial issues to overcome, the model conforms closely to Islamic economic goals, by eliminating riba, being distributive and promoting broad-based public welfare.
Keywords: Full-reserve banking; Interest-free money; Debt elimination; CBDCs; Pakistan; Islamic finance; SFC modeling.
1. Introduction
Pakistan economic is unstable under the fractional reserve banking system, where the bank creates money by interest-bearing lending (Dangulbi et al., 2012; Farley et al., 2013; Javaid, 2023). This leads to increasing government debt, fiscal deficit and inflation as bond issuance transfers wealth to financial institutions and restricts spending on development (Hein & Woodgate, 2020; Tacanho, 2024). Interest-driven credit also generates boom-bust cycles, with a damaging effect on growth and rising inequality (Aoki, 2016; Farley et al., 2013).
A full-reserve and interest-free monetary system provides an alternative. Money creation is centralized, fully backed by reserves, and private lending is not involved, which is consistent with Islamic finance rules and prohibitions of riba and encourages the distribution of wealth through zakat (Berkeley et al., 2024; Saeed, 2019). Such system connects money with productive capacity and in the meantime less debt driven instability (Aboobaker & Ugurlu, 2023; Hein & Woodgate, 2020)
Empirical evidence shows that sovereign, interest-free currency can eliminate private borrowing dependence that is to reduce debt and deficit without causing inflation (Mosler, 1995; Riazanova, 2023; Ryan-Collins, 2015). Historical cases such as Canada (1935-1975) confirm that monetary financing that is consistent with growth can keep the fiscal balance and prices under control (Ryan-Collins, 2015). The modern monetary theory supports this, as it points out that taxes control demand, not fund spending (Bell, 1988; Tymoigne, 2023). 
A system that recovers seigniorage from banks allows the governments to fund public projects and create an inclusive economy (Antal & Bergh, 2013; Dionysopoulos et al., 2023; Macfarlane et al., 2017). Central banking digital currencies offer further reinforcement for this architecture through programmable money that enables fiscal and monetary interventions that enable the financial inclusion and stimulus (Ahnert et al., 2023; Elsayed & Nasir, 2022; Temperini et al., 2023). 
This article examines whether full reserve, interest-free monetary system can eliminate Pakistan's debt and deficit, stabilize inflation and contribute to sustainable economic growth and thereby provide an evidence-based road map to economic reform and public welfare.
2. Literature Review
Fractional reserve banking allows commercial banks to generate money by lending, which often leads to economic instability, inflation and wealth concentration (Dangulbi et al., 2012; Farley et al., 2013; Ryan-Collins, 2015). This debt-based money creation directly adds to government deficits and national debt because the government spends money based on an interest-based borrowing instead of money creation that is productive (Berkeley et al., 2024; Saeed, 2019). Alternative systems that separate money creation from private banks might be more in line with financial flows and real economic activity and social welfare (Aoki, 2016; Hein & Woodgate, 2020). 
The Chicago Plan (1933) recommended full-reserve banking (banks had to maintain 100% reserves against deposits), returning money-supply to the state (Ryan-Collins, 2015). Modern Monetary Theory (MMT) similarly contends that sovereign governments can finance spending through currency creation with no limits to that end, by inflation (i.e., there is no need to collect taxes or sell government bonds to finance the government), challenging the notion that taxation and bond sales are necessary to fund government spending (Bell, 1988; Javed, 2019; Mosler, 1995; Tymoigne, 2023). In this view, deficits reflect a natural fiscal operation and not anomalies, with taxation playing an important role in regulating demand and value of currency (Ann Pettifor, 2019; Aragaw, 2024). 
Empirical evidence based on the economic policy implemented in Canada between 1935 and 1975 shows that spending financed by the monetary sector that was carefully adjusted to economic expansion did not cause runaway inflation (Riazanova, 2023; Ryan-Collins, 2015). Nevertheless, there is a risk that excessive reliance on monetary financing will create a kind of "fiscal dominance" and undermine the independence of central banks, increasing volatility in asset prices (Drumetz & Pfister, 2021; Focacci & Focacci, 2024). Moreover, in less developed economies, deficits often lead to endogenous growth of the money supply, which is a major challenge in operationalizing the Modern Monetary Theory (MMT) (Aboobaker & Ugurlu, 2023; Nell, 2023).
Islamic economies complement these insights and promote interest-free finance, profit-loss sharing and taka redistribution to ensure stability and social justice (Ahmed et al., 2021). By bringing the principles of full-reserve banking and these principles together, money creation will be synchronized with productive economic activity and debt-induced economic instability will be minimized (Chohan, 2020; Olk et al., 2023). Modern innovations such as Central Bank Digital Currencies (CBDCs) promises programmable direct state-controlled money which eliminates the need for commercial banks and is conducive to better fiscal and monetary coordination (Dionysopoulos et al., 2023; Elsayed & Nasir, 2022; Temperini et al., 2023). 
Empirical research also finds that other benefits: reclaiming seigniorage for public use, reducing the need for taxation, stabilizing inflation and increasing financial inclusion (Ahnert et al., 2023; Antal & Bergh, 2013; Baeriswyl et al., 2024; Kuehnlenz et al., 2023; Macfarlane et al., 2017). Overall, the literature seems to indicate that the combination of full-reserve banking, interest-free principles and sovereign digital currencies provide a solid framework for eliminating government debt and deficits and fostering equitable growth, financial stability and social welfare (Ahmed et al., 2021; Dionysopoulos et al., 2023; Mattassoglio, 2024). 
3. Methodology
This study is based on conceptually based and evidence-driven methodology, as opposed to a fully computational approach, since Pakistan is currently not running a full-reserve or sovereign-money system, which could be modeled with high empirical accuracy. The analysis hence is a combination of three complementary strands. First, it develops on the existing theoretical backgrounds that are based on the Islamic monetary thought, the Chicago Plan, and sovereign money literatures, all of which assert the value of isolating money creation and the private debt. Second, it uses comparative evidence of historical and current experience of states employing interest-free or state-directed monetary instruments. Third, it applies a simplified illustrative Stock-Flow Consistent (SFC) model to compare the accounting operations of a system of a fractional-reserve bank with that of a full-reserve system. This methodology is aligned with earlier evaluation of monetary reform proposals, including (Chohan, 2020; Dangulbi et al., 2012; Ryan-Collins, 2015) in which the emphasis is placed on monetary logic, institutional feasibility, and historical precedent and no longer on purely econometric forecasting.
3.1 Theoretical Framework
The theoretical framework that the study relies on is based on three related traditions of monetary economics that meet at the same point, which is the sovereign ownership of the money creation. First is the Chicago Plan that was originally created by Fisher in the 1930s and revised by (Benes & Kumhof, 2012), which suggests dividing money creation and lending by commercial banks with the help of full-reserve regime to achieve better stability and lessen the indebtedness of the population. The second one is the strand of sovereign money theory that suggests that government is able to issue money directly in the social interest without going through interest-bearing debt and thus seigniorage is brought back to serve the common good (Berkeley et al., 2024; Ryan-Collins, 2015). The third and equally significant pillar is based on Islamic banking teachings of scholars like Chapra, Saeed, and Mirakhor that forbids riba, promotes equity-based financing systems, and considers money as a medium of exchange and not as a rent-generating asset. When integrated, these views conceptualize a full-reserve and interest-free system where deposits are completely secured by reserves, where the creation of the money supply is limited, where monetary growth is tied to the real productive potential, and where the state recovers fiscal space by seizing monetary incomes that are now flowing to the banking industry.
3.2 Empirical Component: Historical and Comparative Case Studies
Since Pakistan is yet to adopt a full-reserve or sovereign-money system, the research relies on the past experiences of other countries to assess the viability and operational consequences. A notable example is the case of Canada between 1935 and 1975, where the large part of government spending was funded by non-interest-bearing money creation without triggering the destabilizing inflation, as long as money creation was linked to productive activity (Ryan-Collins, 2015). Further evidence can be found in Islamic finance-based regimes in Sudan, Iran, and Malaysia, which, though not full-reserve systems, prove that large-scale interest-free instruments can facilitate the national-level financial activity without destabilizing the monetary policy (Ahmed et al., 2021; Saeed, 2019). The recent evidence of the global Central Bank Digital Currency (CBDC) pilots, such as in China, Nigeria, and the Bahamas, also demonstrates how digital money under the control of the sovereign can help cut the intermediation costs, improve the transmission of fiscal policy, and improve the coordination of the policy (Ahnert et al., 2023; Elsayed & Nasir, 2022). These are discussed mainly by documentary analysis of central bank publications and policy reports and peer-reviewed literature, in line with methodological strategies employed in (Dionysopoulos et al., 2023) and other monetary institutional reform studies.
3.3 Dynamic Stock–Flow Consistent (SFC) Modeling
This study adheres to a conceptual instead of predictive Stock-Flow Consistent (SFC) framework in order to explain the accounting differences between the existing fractional-reserve system in Pakistan and a hypothetical full-reserve system based on the sovereign-money system. The SFC structure is applied to each of the monetary regimes using the frameworks of (Dittmer & Lemkow, 2015; Sawyer & Veronese Passarella, 2021) to describe the interaction of government expenditure, money creation, public debt, and seigniorage. A deficit by the government in a fractional-reserve system has a mechanical effect of converting government expenditure into public debt since it funds that expenditure by issuing interest-paying bonds. In contrast, in a sovereign-money system the same spending can be funded without issuing new money in the market, but by issuing new money directly by the state, so seigniorage is received by the state instead of commercial banks, which will lead to less structural dependence on debt. This simplified SFC representation is not aimed at giving numerical forecasts or deterministic paths of inflation but rather offers a logically consistent way of understanding the difference of direction in the monetary and fiscal dynamics between the two systems, as advised by IMF (2021) on the interpretation of theoretical monetary models.
3.4 Integration with Policy Tools
The proposed framework of full-reserve, interest-free approach needs to be assessed in combination with the policy instruments that can practically support its implementation. In this study, policy integration is studied in a conceptual rather than an operational design. The focus is still on instruments that have already been tested at the global level and are compatible with sovereign-money systems.
First, central bank digital currencies (CBDCs) are considered as they are the most realistic mechanism in which governments can issue sovereign money directly to households and firms. The empirical evidence from existing CBDC (CBDC) pilots, most notably in China, the Bahamas and Nigeria - is showing that digital sovereign money can help to strengthen fiscal transmission, lower transactional friction, and improve monetary control without requiring private credit expansion (Ahnert et al., 2023; Elsayed & Nasir, 2022). Within a framework of full reserve banking, CBDCs help to make the issuance of money transparent and help bring monetary expansion and productive spending better into line.
Second, policy coordination between the treasury and central bank becomes very critical under sovereign-money arrangements. Historical examples (e.g. Canada 1935-1975) show that monetary financing can be maintained with appropriate rules between money issuing and economic capacity and investment priorities (Ryan-Collins, 2015). Therefore, this analysis takes fiscal-monetary coordination as a structural need, not as a tool of choice. 
Finally, the paper acknowledges that prudential regulation is of key importance even in a full-reserve system. While private banks would not be creating money anymore, they would remain intermediary for investment finance. This includes revised liquidity requirements, deposit protection regimes, and mechanisms to ensure that flows of credit are productive matters that have been pointed out in sovereign money literature (Benes & Kumhof, 2012; Berkeley et al., 2024).
Together, these policy tools are reviewed conceptually to illustrate how such a transition towards the creation of a sovereign system that would be interest free might be supported within realistic institutional boundaries.
3.5 Data Sources and Reliability
The analysis is based on secondary data and peer-reviewed materials only, which aligns with the conceptual methodology of the study. The macroeconomic indicators include government spending, inflation, and government debt which are obtained using publicly accessible datasets of the State Bank of Pakistan (SBP), Pakistan Bureau of Statistics (PBS), and the International Monetary Fund (IMF). These give the empirical base on which the fiscal position of Pakistan can be compared to the alternative monetary structures. 
The theoretical foundation of the study is based on historical and comparative evidence of monetary financing (Ryan-Collins, 2015), Islamic models of money (Chohan, 2020; Saeed, 2019), and recent evaluations of CBDC projects (Ahnert et al., 2023; Elsayed & Nasir, 2022). Theoretical understanding of sovereign money, full-reserve banking, and SFC accounting systems is premised on the relevant economic literature (Benes & Kumhof, 2012; Dittmer & Lemkow, 2015; Sawyer & Veronese Passarella, 2021).
4. Results and Analysis
The objective of the findings is intended to explain the directional impacts and macroeconomic processes that arise when comparing the existing system of fractional-reserve, interest-based money with a suggested system of full-reserve, interest-free, sovereign-money. Since the analysis is based on a conceptual Stock-Flow Consistent (SFC) framework as opposed to a calibrated econometric model, the results represent structural differences observed in the previous literature as opposed to deterministic projections. This approach is in line with the historical assessment of monetary reform - such as (Benes & Kumhof, 2012; Berkeley et al., 2024; Ryan-Collins, 2015), which focus on qualitative fiscal and monetary dynamics rather than point predictions.
4.1 Government Debt Dynamics
In a fractional-reserve system, deficits by governments automatically result in an increase in the amount of public debt since government expenditure is mostly funded by issuing interest-paying bonds. This structure, as illustrated by the Canadian example (1935-1975) and recorded by (Ryan-Collins, 2015) introduces a permanent interest charge on fiscal accounts even at moderate levels of deficit. This mechanism is recreated by the conceptual SFC framework applicable in the current study: bonds-financed expenditures raise the stock of debt, which must be repaid with interest in the future, which in turn expands fiscal gaps. 
In a sovereign-money system or full-reserve system, the accounting identity is altered. In the case where the expenditure is financed by money issued by the state instead of the issue of bonds, no new public debt is made, and seigniorage is received by the government itself. According to historical and theoretical studies (Benes & Kumhof, 2012; Berkeley et al., 2024), it minimizes the pressures of long-term debts and enhances fiscal sustainability. Although the present paper does not determine numerical ways of debt paths, the directional implication is obvious: a full-reserve, interest-free system is a systematic reduction of future debt accumulation compared with the current system.
4.2 Inflation Dynamics
Inflation outcomes depend critically on how money creation interacts with productive capacity, supply conditions, and the institutional discipline guiding issuance. Empirical studies indicate that state-directed money creation may not necessarily result in a runaway inflation in case it is associated with the real activity of the economy and has proper governance (Riazanova, 2023; Ryan-Collins, 2015). Contrarily, inflationary pressures can be increased by systems based on the principles of the fractional-reserve system, which is marked by credit cycles and expansion of liquidity, as well as speculative lending (Aboobaker & Ugurlu, 2023; Hein & Woodgate, 2020). 
In the conceptual SFC framework, sovereign money issue minimizes pass-through of interest costs, restricts pro-cyclical credit growth and decreases the difference between money supply growth and real output. These processes make it possible to have more stable inflationary dynamics in the medium run. The findings however also indicate that the moderation of inflation is also conditional on institutional protection and productive state expenditure. Thus, the analysis does not indicate the level of numerical inflation changes but rather indicates the direction of change.
4.3 Seigniorage, Fiscal Space, and Public Investment
A key finding of the comparative analysis is that there is a significant disparity in the distribution of seigniorage within monetary regimes. In fractional-reserve banking, commercial banks are the ones that take the majority of seigniorage by means of credit creation and maturity conversion. Research by Antal & Bergh (2013) and Macfarlane et al. (2017) indicate that this restricts fiscal space of the state and moves economic rents to financial intermediaries.
In a full-reserve or sovereign-money system, seigniorage returns to the public sector because money creation becomes a state function. This allows governments to direct monetary gains toward public investment, infrastructure, and social spending without requiring additional taxation or borrowing. Evidence from Islamic finance systems which rely on non-interest instruments and profit-sharing arrangements corroborates the potential for expanded fiscal capacity within riba-free environments (Ahmed et al., 2021; Saeed, 2019).
The results therefore indicate that sovereign money issuance can meaningfully increase fiscal space, reduce reliance on private banking liquidity, and support long-term development goals. However, real-world implementation would depend on monetary governance, institutional capacity, and the productivity of spending allocations.
4.4 Implications for Financial Stability
The comparative outcomes also indicate differences in the implications of financial-stability. Fractional-reserve systems make leverage-driven credit booms, speculative investments in assets, and pro-cyclical lending-related factors, which are linked to volatility and the risk of crisis, possible (Aoki, 2016; Drumetz & Pfister, 2021). Full-reserve structures, in contrast, restrict the capacity of banks to issue money by lending and make the system less susceptible to liquidity crises or bank runs. 
Modern digital infrastructure supported by the sovereign-money systems, including CBDCs, can also increase the transparency, minimize settlement risk, and enhance the transmission of monetary policy (Ahnert et al., 2023; Elsayed & Nasir, 2022). Such mechanisms enhance a more predictable and stable financial environment. However, there is risk of disintermediation or over-centralization which should be mitigated with the help of gradual adoption and regulatory controls.
5. Discussion
The revised analysis suggests that the shift to the full-reserve, interest-free monetary system may have a considerable effect on the fiscal and monetary situation in Pakistan, but they are theoretical and directional, not predictive. With fractional-reserve banking, the government expenditure is dependent on interest-bearing debt. Conversely, a sovereign-money system directs the money that is created to public spending without necessarily creating liabilities. This is consistent with the results of (Benes & Kumhof, 2012; Ryan-Collins, 2015), which indicate that the creation of money by the state can lead to a decrease in structural dependence on debt in the presence of right institutional regulations. 
The system proposed also aligns with the Islamic financial principles, whereby riba is avoided, equity-based arrangements are preferred, and money is considered as a medium of exchange and not as an instrument of rent extraction. Associating money issue with productive action and reclaiming seigniorage to be used by the people is consistent with the maqasid al-shariah objectives of fairness, stability, and welfare. 
It is plausible based on comparative evidence. The central bank financing of the development in Canada in the mid-20th century shows that non-interest monetary operations can finance public investment without leading to high inflation provided they are done in accordance with the economic capacity. Likewise, CBDC pilots in China and the Bahamas demonstrate that state-controlled digital money can improve transmission mechanisms and offer a technical basis of sovereign monetary operations, but these are early-stage projects. 
There are still practical difficulties. The full-reserve system would demand significant institutional change, new regulatory frameworks, anti-abuse measures, and prudent administration of inflation. The removal of the credit creation by the private banks is also a challenge to both operations and politics. Therefore, although theoretically beneficial, the transition should be slow, gradual and supported by institutions.
6. Policy Implications and Systemic Stability
Transitioning to a sovereign, interest-free system would suggest a number of directions in policies: 
· Less exposure to debt: Separating money creation and debt issuance can help decrease the use of expensive debt financing in Pakistan and instead finance more through a combination of taxation, sovereign money issuance, and non-interest instruments, as in historical and European experience. 
· Increased fiscal space: The re-allocation of seigniorage to the state sector will offer a predictable source of revenue to invest and enhance efficiency and resource allocation (Berkeley et al., 2024; Macfarlane et al., 2017)
· Digital integration: CBDCs will have the ability to enhance transparency, transmission of policies, and targeted disbursements. Privacy, cybersecurity, and banking disruption are some of the risks that should be addressed in the institutional and technological context of Pakistan.
· Systemic stability: Full-reserve banking decreases the weakness of maturity transformation and restricts the risks of bank-run and the variability of credit cycle (Aoki, 2016; Hein & Woodgate, 2020). This may need alternative sources of financing such as the equity funds, Islamic partnerships, and development banks to help in making sure that there is sufficient credit supply. 
Overall, a sovereign-money system can promote fiscal sovereignty, stability, and adherence to Islamic economic principles, given that it is accompanied by good governance, regulatory ability, and gradual reforms.
7. Conclusion
This paper examined the viability and consequences of full-reserve, interest-free monetary system in Pakistan based on Islamic principles of monetary and historical evidence, and a hypothetical SFC model. The results indicate that this system would help decrease the need to use debt with interest, increase seigniorage to be used by the community, and make monetary growth more consistent with the actual economy. These benefits are in line with the Islamic goals such as the removal of riba, propagation of distributive justice and money as a productive medium. Historical (Canada) and modern (CBDC) experience would indicate that it is possible to have monetary systems that are disciplined and operate effectively without the need to have a gold standard. Nevertheless, the change demands regulatory redesign, operational clarity, banking reform, and fiscal mismanagement protection. The framework can provide a road to fiscal sustainability, debt elimination, and more equitable and ethically based financial system in accordance with long-term development and social well-being, with gradual implementation and good governance.
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