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Introduction: The Paradox of Poverty and the Chains of 

Debt 

Pakistan stands at a critical economic juncture. Despite abundant natural resources, a resilient 

workforce, and immense strategic potential, the nation remains shackled by a trifecta of 

economic crises: escalating government debt, unmanageable fiscal deficits, and persistent 

inflation. For decades, policymakers have sought solutions through external borrowing and 

austerity measures, yet the problems only deepen. The definition of insanity, it is said, is doing 

the same thing repeatedly and expecting different results. It is time to recognize that these crises 

are not merely symptoms of mismanagement but are structural inevitabilities of the current 

monetary system—Fractional Reserve Banking (FRB) operating on interest (Riba). 

To build a "Just and Prosperous Economy Guided by Islamic Principles," as envisioned by the 

Policy Research Initiative for Zakat-Based Interest-Free Economy (PRIZE), we must look 

beyond superficial reforms. We must dismantle the engine of debt itself. The solution lies in a 

radical yet scientifically sound structural transformation: the adoption of a Full-Reserve, 

Interest-Free Banking System. This essay argues that by stripping commercial banks of the 

power to create money and returning that sovereign privilege to the state—governed by strict 

Shariah-compliant and macroeconomic rules—Pakistan can structurally eliminate its national 

debt, balance its books, and conquer inflation permanently. 

The Root Cause: The Alchemy of Fractional Reserve 

Banking 

To understand the cure, one must first diagnose the disease. The modern banking system is often 

misunderstood as a simple intermediary that lends out the savings of depositors. This is a myth. 

In reality, under the fractional reserve system, commercial banks create new money out of thin 

air whenever they issue a loan.
1
 When a bank lends PKR 1 million, it does not transfer existing 

funds; it simply types the numbers into the borrower's account, creating a deposit (money) and a 

corresponding asset (debt).
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This system of privatized money creation is the root of our economic instability for three critical 

reasons: 

1. The Inflationary Bias: Because private banks profit from lending, they have an incentive to 

expand the money supply beyond the real needs of the economy, fueling asset bubbles and 

devaluing the currency.
3
 



2. The Debt Trap: Money is created as the principal of a loan, but the interest required to repay it 

is never created. This creates a mathematical impossibility: there is always more debt in the 

system than there is money to pay it off. To prevent mass defaults, the economy must 

continuously borrow more to service old debts, creating an inescapable spiral of compound 

interest.
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3. Moral Hazard: Banks gamble with depositors' money, keeping the profits from successful loans 

while expecting taxpayer bailouts when speculative bubbles burst.
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From an Islamic perspective, this system is fundamentally unjust. It creates wealth not through 

production (risk-sharing), but through the commodification of money itself (Riba), violating the 

core tenets of Shariah which demand that return be contingent on liability for loss (Al-ghunm bi 

al-ghurm).
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The Solution: A Full-Reserve, Interest-Free Model 

The proposed alternative is not a theoretical novelty; it is a robust framework supported by 

historical heavyweights like Irving Fisher and modern research from the International Monetary 

Fund (IMF).
6
 The "PRIZE Model" adapts these insights into an Islamic framework with two 

pillars: Full-Reserve Banking and Interest-Free Financing. 

1. Full-Reserve Banking (Separating Money from Credit) 

Under this system, commercial banks are required to hold 100% reserves against their demand 

deposits.7 They can no longer create money by lending. If a customer deposits money for 

safekeeping (a checking account), the bank must keep that money in the vault or at the central 

bank; it cannot touch it. To lend money, the bank must borrow it from investment account 

holders who explicitly agree to take a risk for a return.8 

This restores the power of money creation exclusively to the State Bank, which creates money 

debt-free, not as a loan.5 

2. Interest-Free Financing (The Elimination of Riba) 

While Western proponents of full-reserve banking (like the Chicago Plan) focused on stability, 

the Islamic model adds the essential ethical dimension of eliminating Riba. The credit function 

of banks is transformed into genuine investment intermediation. Banks would finance businesses 

through Profit and Loss Sharing (PLS) modes like Mudarabah and Musharakah.
5
 This aligns the 

financial sector with the real economy; banks only profit if the businesses they finance succeed, 

ending the parasitic extraction of interest.
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Eliminating Government Debt: The Great Swap 

The most immediate and transformative impact of this reform is the potential elimination of 

government debt. Critics often ask: "How can we pay off trillions in debt?" The answer lies in 



the transition mechanism itself, often described in economic literature as the "Debt-to-Equity 

Swap." 

Currently, Pakistani banks hold vast amounts of government debt (treasury bills and bonds) as 

assets. Against these assets, they hold customer deposits (liabilities) with very little cash in 

reserve. 

In the transition to a Full-Reserve system, the State Bank would print the necessary cash to back 

all deposits 100%. It would provide this cash to the commercial banks. In return, commercial 

banks would transfer their government bond holdings to the State Bank to pay for this cash 

injection.10 

The result is a balance sheet miracle: The State Bank now owns the government's debt. Since the 

State Bank is a government entity, the government effectively owes the money to itself. This 

debt is cancelled.6 

IMF economists Benes and Kumhof, using advanced modeling, confirmed that this transition 

would result in a "dramatic reduction of the (net) public debt," effectively wiping the slate clean 

without default and without inflation, as the new money simply replaces the old debt-money 

already in circulation.6 

Eliminating Deficits: Restoring Fiscal Sanity 

With the national debt eliminated, the single largest expense in the federal budget—debt 

servicing—vanishes. Currently, interest payments consume a massive portion of Pakistan's tax 

revenue, forcing the government to borrow more just to keep the lights on. This is the primary 

driver of the fiscal deficit.
5
 

Under the PRIZE model, the deficit is attacked from two sides: 

1. Expenditure Reduction: The elimination of interest payments instantly turns the primary deficit 

into a surplus. 

2. Revenue Generation (Seigniorage): In the current system, the profit from creating money 

(seigniorage) is privatized by commercial banks as interest. In a Full-Reserve system, the State 

Bank creates the money. The profit from issuing currency—which costs virtually nothing to 

produce—accrues to the state.
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This new non-tax revenue stream allows the government to fund public welfare projects and 

development without resorting to exploitative taxation or foreign borrowing.
5
 It enables the 

"Responsible Government Expenditure" envisioned by PRIZE, where funds are directed toward 

Masarif-e-Zakat categories to uplift the poor.
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Eliminating Inflation: A Rule-Based Monetary Policy 



The fear that government-issued money leads to hyperinflation is based on the misuse of the 

printing press. However, the Full-Reserve system includes a strict constitutional constraint: 

Money supply growth is capped at the rate of real GDP growth. 
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If the real economy (production of goods and services) grows by 4%, the State Bank increases 

the money supply by exactly 4%. This ensures price stability. There is no "too much money 

chasing too few goods." Furthermore, by banning speculative credit creation by private banks, 

the system eliminates the asset bubbles (in real estate and stocks) that drive up the cost of living 

for ordinary citizens.5 

The IMF study confirms that such a system allows for "steady state inflation to drop to zero" 

while stabilizing the business cycle.6 

Conclusion: A Moral and Economic Imperative 

The implementation of a Full-Reserve, Interest-Free banking system is not merely a technical 

adjustment; it is an act of liberation. It frees the state from the dictates of creditors, frees the 

entrepreneur from the burden of compound interest, and frees the poor from the theft of inflation. 

By adopting this model, Pakistan can break the cycle of debt dependency that threatens its 

sovereignty. We can replace a system built on the extraction of wealth (Riba) with one built on 

the circulation of wealth (Zakat). As the Policy Research Initiative for Zakat-Based Interest-Free 

Economy (PRIZE) advocates, this is the path to a "Just and Prosperous Economy."
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 The tools 

for this transformation are available; the theory is sound; and the moral mandate is clear. All that 

remains is the political will to reclaim our economic destiny. 
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