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[bookmark: _Toc214640097][bookmark: _Toc214640380]REFORMING MONEY AND BANKING: A FULL – RESERVE, INTEREST – FREE SYSTEM FOR PAKISTAN
[bookmark: _Toc214639363][bookmark: _Toc214639744][bookmark: _Toc214640098][bookmark: _Toc214640381]Abstract
This article investigates the structural origins of Pakistan's persistent economic instability—government debt, deficits, and inflation—and traces them to the mechanics of the fractional-reserve banking system and its reliance on riba (interest). The analysis reveals how this system necessitates endless growth in debt and the money supply, to the detriment of public welfare. In response, the article offers a comprehensive design for an alternative monetary architecture: a two-tiered, Full-Reserve banking system where the transactional sector is fully backed by reserves, and the investment sector operates on purely Islamic, profit-and-loss sharing contracts. The findings indicate that this model effectively severs the link between debt and money creation, empowering the state to fund development interest-free and granting the central bank definitive control over inflation, paving the way for sustainable and equitable growth.
1. [bookmark: _Toc214639364][bookmark: _Toc214639745][bookmark: _Toc214640099][bookmark: _Toc214640382]Introduction: The Crises of Current Paradigm
Pakistan’s economic landscape has long been shaped by persistent government borrowing, growing deficits, increasing inflation, and a financial system dependent on interest-based lending. These structural weaknesses create cycles of instability that burden citizens, undermine economic growth, and limit the state’s ability to invest in public welfare. This trifecta of debt, deficits, and inflation is not a series of independent failures but symptoms of a single, systemic flaw: the contemporary fractional-reserve banking system.
This system allows private banks to create money ex nihilo (out of nothing) in the form of loans [1]. When a bank grants a loan, it does not lend out existing deposits; rather, it creates new digital money, demanding back principal plus interest. This process, while facilitating credit, has profound consequences. It ensures that the total money supply is always linked to a larger total debt, creating a inherent scarcity and a perpetual transfer of wealth from the productive economy to the financial sector. From an Islamic perspective, this system is fundamentally illegitimate due to its reliance on riba, which is unequivocally prohibited in the Quran (Al-Baqarah 2:275-279) for its exploitative and unjust nature.
2. [bookmark: _Toc214639365][bookmark: _Toc214639746][bookmark: _Toc214640100][bookmark: _Toc214640383]The Problems with the Current Monetary System in Pakistan
Pakistan’s existing system operates on fractional-reserve banking, where commercial banks hold only a fraction of deposits as reserves and loan out the rest with interest. This allows banks to create money digitally, contributing to inflation as money supply expands faster than real economic activity. Additionally, the government relies heavily on interest-bearing domestic and foreign loans to finance deficits, creating a cycle of debt servicing. A significant portion of Pakistan’s annual budget is allocated to interest payments, limiting spending on development. As inflation rises due to money creation and deficit financing, purchasing power declines, disproportionately affecting vulnerable populations.
[bookmark: _Toc214640384]2.1 Equation for Fractional Reserve System
· M = 1 / r    
Where;
            r is the fraction of deposit liabilities banks must keep as reserves. In Pakistan this is expressed as the Cash Reserve Requirement (CRR): the share of banks’ applicable demand & time liabilities they must hold (with the SBP) rather than lend.
[bookmark: _Toc214640385]2.1.1 Money Multiplier Calculation for Pakistan (Theoretical-Based)
The SBP’s CRR for banks was reported at 5.0% (Feb 2025 data series) [2] in official data compilations. I use this as the reserve ratio r=0.05r = 0.05r=0.05 for the theoretical calculation.
Formula:
M = 1 / r
With r = 5% = 0.05 :

· 0.05 =    5__   
                            100
                      
                        =   1_ 
                            20

The reciprocal of  1_ is 20.
                                  20
So, the theoretical multiplier is:
                                 M =   1     = 20
                                         0.05
[bookmark: _Toc214640386]2.1.2 Empirical check using Pakistan data (M₂ and Reserve Money)
To show how the real-world multiplier can differ from the textbook value we compute the empirical multiplier:
                                 Mempirical  =                     Broad Money (M2 )_____________ 
                                                           Reserve Money ( Monetary Based)
 
Computation:
· M2=35.01M_2 = 35.01M2​=35.01 trillion PKR.
· Reserve money =11.753217861 trillion PKR.
Now divide:
                                        35.01_______
                                11.753217861

Answer
                    Mempirical = 2.9788 M 
So the empirical money multiplier ≈ 2.98 (about 3), which is far smaller than the textbook 20 from 1/r.
[bookmark: _Toc214640387]2.1.3 Why the textbook and empirical values differ so much?
  Currency drain / cash outside banks: People hold a sizable share of money as currency rather than deposits — this reduces the deposit base that can be multiplied.
  Excess reserves & liquidity preferences: Banks hold reserves above the statutory CRR for liquidity/caution — this reduces their lending and money creation.
  Regulatory and prudential constraints: Statutory liquidity ratio (SLR), capital adequacy, and other central-bank operations change the effective multiplier.
  Monetary policy operations: SBP open-market operations, sterilization, and other interventions actively manage the base and its impact on M2.
3. [bookmark: _Toc214639366][bookmark: _Toc214639747][bookmark: _Toc214640101][bookmark: _Toc214640388]Understanding a Full-Reserve Banking System
A full-reserve system requires banks to hold 100% reserves for all depositor funds [3] and [4], meaning every rupee on deposit must be backed by a real asset or held in reserve. This eliminates banks' ability to create money through lending, transferring money creation responsibility solely to the central bank for controlled money supply expansion.
                       Full-Reserve Banking: Money Supply = Monetary Base
[bookmark: _Toc214640389]Table 1: Comparison of Fractional & Full-Reserve System
	Feature
	Fractional-Reserve Banking
	Full-Reserve Banking

	Reserve Requirement
	1%–10%

	100%

	Money Creation
	Created by commercial banks

	Created only by central bank

	Risk of Bank Runs
	High

	Very Low

	Inflation Impact
	Often increases inflation

	Controls inflation



3.1 [bookmark: _Toc214640390]The Blueprint: Pillars of Full-Reserve, Interest-Free System
The proposed model rests on three core pillars that directly address the flaws of the current fractional-reserve system, combining monetary stability with ethical finance principles by prohibiting interest.
3.2 [bookmark: _Toc214640391]Full-Reserve Requirement: Reclaiming Monetary Sovereignty
The most critical reform institutes a 100% reserve requirement for transaction banking: 
· Narrow Banking: Banks offering current/saving accounts function purely as secure warehouses for money. Every deposited rupee is held in full reserve, backed by cash or its equivalent at the central bank. 

· Separation of Functions: This severs the link between deposits and loans. Banks can no longer create money, re-storing this sole authority to the state. This eliminates bank runs and returns seignior age profit from private banks to the public.
4. [bookmark: _Toc214639367][bookmark: _Toc214639748][bookmark: _Toc214640102][bookmark: _Toc214640392]Interest-Free Finance in an Islamic Framework
Islamic finance prohibits riba (interest) as it promotes exploitation, unfair risk distribution, and wealth concentration. Islamic finance enables the use of Islamic instruments like Mudaraba, Musharaka, Murabaha and Ijara [5].These modes encourage productive investments rather than speculative transactions. 
4.1 [bookmark: _Toc214640393]PRICIPLES OF INTEREST-FREE SYSTEM
Islamic finance prohibits riba (interest), replacing it with ethical, asset-backed alternatives that promote real economic growth and shared risk [6].
4.1.1 [bookmark: _Toc214640394]ASSET-BASED INVESTMENT MODEL
This model utilizes Sharia-compliant contracts for all financing, ensuring a direct link to the real economy. 
· Profit-and-Loss Sharing (PLS): Using instruments like Mudarabah and Musharakah, banks become investment partners, sharing in profits or losses instead of charging fixed interest [5]. 

· Asset-Backed Financing: For consumer needs, methods like Murabaha (cost-plus sale) and Ijara (leasing) are used. The bank purchases and owns the tangible asset, eliminating purely speculative lending.
4.1.2 [bookmark: _Toc214640395]SOVEREIGN MONEY FOR PUBLIC BENEFIT
With money creation centralized, the state can fund essential projects without interest-bearing debt. 
· Interest-Free State Credit: The central bank provides interest-free credit to the government for approved public projects like infrastructure. 

· Direct Spending: In critical situations, money can be created directly and spent into the economy for disaster relief or vital public works, freeing the nation from debt.
5. [bookmark: _Toc214639368][bookmark: _Toc214639749][bookmark: _Toc214640103][bookmark: _Toc214640396]The Outcome: Resolving the Triple Crisis
5.1 [bookmark: _Toc214640397]ELIMINATING GOVERNMENT DEBT
By using interest-free credit from the central bank for public investment, the government stops issuing interest-bearing bonds. This eliminates crippling interest payments, dramatically reduces the fiscal deficit, and frees national resources for productive capacity and social welfare.
5.1.1 [bookmark: _Toc214640398]Government Budget Constraint
                                           G = T + ΔB   
Under interest-free system, ΔB ≈ 0
5.2 [bookmark: _Toc214640399]TAMING INFLATION
A Full-Reserve system provides superior monetary control [4]. With private banks unable to create money, the central bank can precisely manage the money supply, ensuring it grows with the real economy. This ensures long-term price stability and significantly mitigates boom-bust cycles driven by credit.
[bookmark: _Toc214640400]Chart 1: Pakistan’s Inflation Trend

[7] and [8]
*NOTE: This sharp rise highlights the severe inflationary pressures the Pakistani economy has been facing, which the proposed full-reserve banking system aims to control, since banks cannot expand money supply independently, inflationary pressure decreases. Central bank-issued money is backed by real assets or economic value generation.
[bookmark: _Toc214640401]5.2.1 Relationship of Inflation
Inflation Relationship:
                                                π = ΔM / M   
Inflation increases when money supply grows unnaturally.
5.3 [bookmark: _Toc214640402]FOSTERING A JUST ECONOMY
The system promotes economic justice by eliminating unearned interest income. Profit is earned only through genuine risk-sharing and productive enterprise, discouraging speculation and channeling capital toward job-creating, tangible investments for a more stable and equitable economy.
6. [bookmark: _Toc214639369][bookmark: _Toc214639750][bookmark: _Toc214640104][bookmark: _Toc214640403]Challenges and Implementation Roadmap
Transitioning to a full-reserve system demands strategic planning to overcome challenges like bank restructuring, shifting public perception, and establishing new legal frameworks. A phased, multi-step approach is critical for a stable transformation.
The implementation roadmap would proceed as follows: 
[bookmark: _Toc214640404]Chart 2: Implementation of Riba - free System

· Phase 1: Strengthen the infrastructure for Islamic banking to provide a robust foundation.
· Phase 2: Gradually increase reserve requirements for commercial banks toward the 100% target. 
· Phase 3: Introduce government-backed, Sharia-compliant risk-sharing instruments to fuel the investment sector. 
· Phase 4: Systematically reduce reliance on interest-based domestic and foreign borrowing. 
· Phase 5: Formally implement controlled money supply management at the national level, completing the transition.
7. [bookmark: _Toc214639370][bookmark: _Toc214639751][bookmark: _Toc214640105][bookmark: _Toc214640405]Conclusion
Pakistan stands at a critical crossroads. The conventional interest-based, fractional-reserve system has led to recurring debt, persistent deficits, inflationary pressure, and economic inequality. The Full-Reserve, Interest-Free banking model is not a theoretical fantasy; it is a practical, coherent, and morally imperative solution to the core problems of government debt, deficits, and inflation. By reclaiming the power to create money from private banks and abolishing the institution of riba, Pakistan can liberate itself from financial subjugation and build an economy that serves the many, not the few. This is more than an economic reform; it is a fulfillment of a moral duty to establish a system rooted in justice (adl) and welfare for all (maslaha), paving the way for true and sustainable prosperity.
[bookmark: _Toc214639371][bookmark: _Toc214639752][bookmark: _Toc214640106][bookmark: _Toc214640406]References
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