Reforming Money and Banking — How a Full-Reserve, Interest-Free

System can Eliminate Government Debt, Deficits, and Inflation.

Abstract: This article analyses the systemic failures of the fractional reserve banking model
and its role in perpetuating Pakistan’s chronic economic crises. It identifies the “multiplier
effect” of debt-based money creation as the primary driver of the “Invisible Thief” of inflation,
persistent fiscal deficits, and sovereign insolvency. By synthesizing the technical framework of
the IMF’s “Chicago Plan” with Islamic jurisprudence on Riba, the paper proposes a transition to
a Full-Reserve, Sovereign Money system. Such a reform would reclaim the state’s right to
issue debt-free currency tied to real productivity, effectively eliminating the need for interest-

bearing public borrowing and providing a structural solution to the “IMF Trap.”

The Moral Cost of Debt: A Crisis in the Heart of Karachi

If money was created to aid humanity, then why has it become the most prominent source of
anxiety and dependence for countless people and nations? Why do thousands of people in Karachi
find themselves unable to do anything to battle poverty which stems from the steady erosion of the

money they earn through blood, sweat, and tears.

The daily struggle for survival is not due to the failure of individual hard work, but the inevitable
consequence of system that creates money through debt. In our country, inflation is like an invisible
thief, but instead of taking away the money, it takes away the value of those notes. Most people
think the government prints money based on assets; however, almost all our money came into
existence as a bank loan. Commercial banks create money out of thin air every time they issue a
loan [1]. To understand how this works, consider a simple example: when a person goes to a bank
to take a loan of 100,000 PKR, the bank does not physically take that money out of a vault or from
someone else’s savings. Instead, they simply type the borrowed amount into the borrower’s bank
account. In that moment, one lac of *new’ money is created as a digital entry. While the borrower

now has more money to spend, the total amount of goods in the country, that is food, cloth, fuel,



remains the same. As this process is repeated millions of times, the sheer volume of money being
created causes the prices to rise, stealing the value of the hard-earned money. If no one was in
debt, there would be no money at all to begin with. This constant creation of debt-money causes
the preexisting money’s value to plummet, making inflation a permanent feature of the system,

rather than a temporary crisis [2].

Riba: The Rigged Scale of Modern Banking

This systemic extraction of value is exactly why Islam takes an uncompromising stance against
Riba. According to Islam, money is a measure, not a commodity. If the measure is constantly
shrinking due to bank loans, it is like a merchant using a “rigged scale” to cheat customers. Riba
is forbidden because it allows the wealthy to gain more without doing any real work, while those
in poverty end up losing even more. Surah Al-Baqarah warns us that those who do not give up
interest are in a state of war against Allah and His Messenger [3]. This is not simply a religious
warning, but a description of a system that ruins the very foundations of our society. In the Islamic
framework, money must function as a stable medium of exchange rather than a tool for
exploitation. As scholars have clarified, any guaranteed increase over a loan, regardless of its
purpose, is classified as Riba as it secures profit for the lender while the borrower carries the burden

of risk [4].

The Mechanism of Injustice: Fractional Reserve Banking

To understand the solution, we must first name the specific system that creates this injustice,
namely, Fractional Reserve Banking. This is the dominant global model where banks are only
required to keep a small fraction of their deposits in reserve, often as little as 10%, while lending
out the rest. As demonstrated earlier in the example of the 100,000 PKR loan, this allows a small
amount of base money to be ‘multiplied’ into a massive mountain of digital debt. This multiplier

effect is the primary driver of the inflation that devalues the currency.

Aamanah Restored: The Full-Reserve Solution



To dismantle this, we must transition to a Full-Reserve system. In this model, banks are required
by law to always keep 100% of their customers’ demand deposits in their vaults. This restores the
Islamic concept of Amanah, where the bank acts as a true custodian rather than a creator of debt.
If someone deposits their savings for safekeeping, the bank cannot touch it, nor can it use that
deposit to back new loans. This simple change effectively kills the ‘Invisible Thief” because the

money supply is no longer being artificially expanded by private banks [5].

Breaking the Chains of Sovereign Debt

The injustice of the fractional reserve system is most visible at the national level. Currently, the
government of Pakistan is forced to borrow billions of Rupees from commercial banks to fund
public services and infrastructure. The irony is staggering. These banks create that money digitally
out of “thin air” on a computer screen, yet they charge the Pakistani taxpayer real, interest-based
debt for the privilege of using it [6]. This is not just a theoretical concern. According to the
Pakistan Economic Survey 2024-25, nearly 94% of the country’s net revenue has been consumed

by debt servicing, leaving almost no fiscal space for public welfare [7].

To understand why this internal debt leads to an external crisis, one must define the role of the
International Monetary Fund (IMF). Traditionally viewed as the global “lender of last resort”,
the IMF provides emergency foreign currency loans to countries like Pakistan when they can no
longer pay their international bills. However, these are not grants, these are interest-bearing loans
that require the recipient nation to implement “Structural Adjustment Programs.” These
programs demand that the government prioritize debt repayment over social welfare, often leading
to a loss of economic sovereignty where national policies are dictated by external creditors rather

than the needs of the local population.

This cycle of borrowing to pay back old interest is what leads Pakistan into the perpetual “IMF
Trap.” To understand why Pakistan has been forced into 25 IMF programs since 1958 [8], we
must look at the mathematical flaw inherent in debt-based money. In a fractional reserve system,
every rupee in circulation is created as a loan that must eventually be paid back with interest.
However, while banks create the principle through a simple digital entry, they never create the

money needed to pay the interest.



This creates a systemic “money shortage” where the total debt in the country, both public and
private, is mathematically guaranteed to be greater than the total money available to pay it. This is
why the national debt never actually disappears; it is mathematically impossible for it to do so. To
fill this gap and prevent a total economic collapse, the government is forced to borrow more “new”

money just to pay the “interest” on the “old” money.

This is the heart of the IMF Trap. When domestic banks can no longer provide enough liquidity,
the nation turns into the IMF. However, as the Pakistan Economic Survey highlights, these bailouts

come with conditions that serve the debt but starve the people. These conditions often include:

e The Removal of Subsidies: Forcing the price of electricity and gas to record highs, hitting
the labor class in Karachi the hardest.

¢ Indirect Taxation: Increasing GST on necessities, which fuels the “Invisible Thief” of
inflation

e Austerity: Cutting spending on the very healthcare and education program that could lift

the nation out of poverty.

A Full-Reserve system breaks this mathematical trap by separating money from debt. Because the
State Bank would issue debt-free money based on the nation’s real productive capacity rather than
borrowing digital entries from private banks, the government would no longer need to tax its
citizens into poverty just to service interest. Under this “Sovereign Money” framework, as
researched in the IMF Working Paper “The Chicago Plan Revisited,” the state reclaims the power

to issue currency as a public utility rather than a private debt [9].

The Path to a Riba-Free Pakistan by 2027

The technical feasibility of this transition is supported by the Chicago Plan, framework revisited
by IMF researchers which demonstrates that requiring 100% reserves can lead to a nearly total
elimination of public debt [9]. For Pakistan, this is not just an academic theory but a necessary
roadmap to meet the Federal Shariat Court’s 2027 deadline. On April 28, 2022, the court ruled
that the prohibition of Riba is absolute and gave the state a five-year window to purge interest from

the entire financial system [10]. This mandate was further solidified by the 26™ Constitutional



Amendment in 2024, which pushed the finality of this transition to January 1, 2028 [11],
highlighting the elimination of Riba as a fundamental state obligation.

By adopting the principles of the Chicago Plan within an Islamic framework, the State Bank of
Pakistan (SBP) can reclaim its right to issue money, ensuring that the currency remains a stale
measure of value rather than a source of perpetual interest-based debt. This transition allows the
government to fund vital public works such as the expansion of the national power grid or
Karachi’s transport infrastructure without the need for interest-bearing loans from private
commercial banks. Because the money is issued as a debt-free public utility rather than a private
bank loan, the fiscal burden on the Pakistani taxpayer is drastically reduced. Interest expenses have
reached nearly 8.9 trillion PKR. Reclaiming this for public welfare would effectively end the
chronic budget deficits that have plagued our nation for decades [7].

Furthermore, this shift transforms private banks from “debt-merchants” into true “investment
partners.” In a Full-Reserve system, banks cannot create money; they must act as intermediaries
for real savings. This facilitates the implementation of Mudarabah (Profit-Sharing) and
Musharakah (Joint Partnership) models. Instead of taking a loan with fixed interest, an
entrepreneur in Karachi would enter a partnership with the bank. If the business succeeds, profits
are shared; if it fails, the risk is shared fairly. This ensures that the financial sector finally serves

the real economy, rewarding productive labor rather than the mere possession of capital.

Conclusion: A Sovereign Future

Money was designed to be a servant to humanity, a stable measure for the exchange of our “blood,
sweat, and tears.” However, through the “rigged scale” of fractional reserve banking, it has become
our master. The struggle for survival in Pakistan is not the failure of us citizens, but the inevitable

outcome of a system that extracts value through digital debt.

By transitioning to a Full-Reserve system, Pakistan can reclaim its economic sovereignty and lead
the world toward a just financial era. Only by aligning our monetary system with the principles of
justice and meeting the Constitutional deadline [11] can we build a nation where a worker’s savings

are safe and prosperity is a blessing for all.
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