Reforming Money and Banking – How a full-reserve, interest-free system can eliminate government debt, deficits, and inflation
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Introduction
The recurring macroeconomic crises in Pakistan are often discussed as separate episodes: a balance-of-payments shock in one year, elevated inflation the next, and debt rollover stress soon after. Yet the underlying pattern remains broadly consistent. Fiscal deficits are financed through debt; rising debt servicing crowds out development spending; growth weakens; and inflation re-emerges as shocks hit an economy with a fragile exchange rate. This persistence suggests a structural problem in how Pakistan finances the state and intermediates savings and credit, not only short-term policy slippages.

Pakistan is also operating under a specific legal timetable to eliminate Riba (interest). Reporting on the 26th Constitutional Amendment indicates that Article 38(f) has been strengthened by specifying a deadline: elimination of Riba, as far as practicable, by January 1, 2028 (Geo News, 2024; The Express Tribune, 2024).

This schedule makes an urgent reform of the financial sector. It is a strategic question as to whether Pakistan is going to re-brand the current products or address the underlying architecture that drives government borrowing, bank balance sheets and inflation dynamics. The structural reform argued for in this essay (i) to have full-reserve money of transactions a payments utility, rather than an interest-bearing trade claim and (ii) to have interest-free, risk-sharing finance structured as risk-bearing intermediation. This is not being provided as an economic panacea to the Pakistani economy. The narrower claim is that the decoupling of money creation and credit creation can be used to relax the feedback mechanism between government finance and bank balance sheets, and by extension, to inflation, especially strong when the sovereign–bank nexus is particularly tight (International Monetary Fund [IMF], 2024).

Pakistan’s debt-deficit-inflation trap
The problem of debt in Pakistan is structural. According to the Ministry of Finance, Annual Debt Review 2023–24, the total public debt is approximately PKR 71.3 trillion as of June 2024 and follows an upward trend that is attributable to both the constant fiscal deficit and high costs of funding it (Ministry of Finance, 2024a). This is not a headline figure, it is also a self-amplifying fiscal generator. More debt service has the effect of crowding out social and development expenditure and leading the state to roll over its loans in the short term. The macro implications, including a crowding out effect, rollover risk, and the extent to which the cost of interest is conditional on the policy rate, are actively discussed in Pakistani popular discourse (Khalilullah, 2024; Kundi, 2024) and align with the structural diagnosis, which is promoted in the official set of documents devoted to debt policy (Ministry of Finance, 2024b).

One of the significant conduits of such a trap is the sovereign-bank loop. Banks in emerging economies hold huge volumes of government securities and the domestic activities of the government are funded by banks; in times of strain, central bank long-term liquidity assistance may be used to enhance the interconnectedness between a sovereign and banking institutions. This article examines these links and the ways they can tie policymaking decisions in Pakistan over time (IMF, 2024). Inflation is a major social loss in this environment. Supply shocks and exchange-rate pass-through can be stronger and more persistent where fiscal dominance prevails, weakening the credibility of the nominal anchor and blurring the constraint between excessive expenditures and tax financing. This is why international assessments often emphasize restoring fiscal sustainability and confidence as conditions for durable stability (World Bank, 2023).

Why fractional-reserve banking matters
Three technical features link monetary architecture to Pakistan’s macroeconomic constraints.
First, modern banking systems create much of the money used for transactions. As the Bank of England explains, when a commercial bank extends a loan, it simultaneously creates a matching deposit; banks are not simply lending out pre-existing savings (McLeay et al., 2014). Credit cycles can therefore become money cycles: when credit expands rapidly, transaction balances expand; when credit tightens, liquidity conditions tighten.

Second, runnable deposits create the logic of public backstops. When confidence shifts, depositors can move balances quickly, forcing liquidity interventions to protect the payments system. Post-2023 regulatory reviews highlight how rapidly liquidity stress can emerge and how authorities may deploy extraordinary measures to contain contagion (Basel Committee on Banking Supervision, 2023; Financial Stability Board, 2024).

Third, this architecture can tilt incentives toward financing the state rather than the productive economy. If banks can fund holdings of government paper with short-term deposits and expect liquidity support during stress, government securities become a comparatively attractive balance-sheet strategy. In Pakistan, where the sovereign-bank nexus is well documented, this helps explain why banks allocate heavily to government paper and why private-sector credit—especially for SMEs and long-term investment—can remain structurally constrained (IMF, 2024).

A workable reform model
A full-reserve, interest-free system is best designed as a two-tier structure that separates a safe payments utility from risk-bearing intermediation.

Full-reserve “Payment Banks” for transaction money
Transaction accounts would be fully backed by central bank reserves (or sovereign digital cash). The provider—whether a bank or a licensed payments institution—would act as a custodian and payments service, charging transparent fees for account and payments services rather than using transaction balances to fund loans. In this model, transaction balances function as sovereign money held in custody, not as risky bank liabilities. Structurally, this reduces classic run dynamics and allows deposit protection to focus on actual risk exposures rather than on protecting bank-created transaction money.

Capital formation via separate Investment/Financing Institutions
Time-bound investment accounts, equity-like participatory contracts, and asset-based instruments would be used to finance credit and investment. The architecture clarifies a common practical confusion in Islamic finance: transaction services resemble Amanah or Qard-like safe custody and payments, while investment finance is provided through Mudarabah and Musharakah (profit-and-loss sharing), Ijara (leasing), and well-designed sukuk that allocate and disclose risk transparently.

Clear SBP and Treasury roles under strong governance
In this model, price stability and financial stability remain SBP’s responsibility. SBP would be the issuer of transaction money under explicit rules, transparency requirements, and independent oversight. SBP’s own planning recognizes the scale of legal and operational transformation required for a transition to an interest-free system (State Bank of Pakistan [SBP], 2022).

How reform can lessen debt, deficits, and inflation
The case for reform rests less on promised “miracles” and more on several reinforcing channels that can reduce systemic amplification.

Channel 1: Transition dividend—seigniorage and breaking the sovereign-bank loop
A full-reserve transition involves converting bank-created transaction deposits into sovereign money, thereby ending the creation of deposit money through bank lending. Benes and Kumhof (2012) argue that if banks cease to create money when extending loans, lending rates would tend to rise. At the same time, the state could capture seigniorage previously generated through deposit creation, which could help smooth boom-bust cycles and, in principle, retire part of the public debt.

For Pakistan, the most important structural benefit is not a one-off debt write-down, but a weakening of the “vicious triangle” in which banks finance the government, the government relies on banks for rollover, and the central bank faces pressure to provide liquidity support in stress episodes, thereby tightening sovereign–bank interdependence (IMF, 2024).

Channel 2: Medium-term fiscal dividend—lower servicing pressure and better expenditure quality
Official reporting emphasizes that Pakistan’s debt dynamics are driven by persistent fiscal deficits and high financing costs (Ministry of Finance, 2024a). An interest-free regime would not eliminate the need for fiscal discipline, but it could alter the composition and risk profile of public liabilities. In particular, unless public financing shifts toward audited, asset-linked sukuk and revenue-participation instruments, rather than short-term, interest-sensitive domestic borrowing, debt-servicing costs will remain closely tied to short-term interest-rate movements. This aligns with debt-management priorities highlighted in Pakistan’s debt policy materials (Ministry of Finance, 2024b).
Lower debt-servicing pressure could also improve expenditure quality by protecting development spending, which supports growth and, over time, revenue mobilization. The World Bank similarly argues that credible fiscal consolidation and structural reforms are central to restoring Pakistan’s fiscal sustainability (World Bank, 2023). A financing structure that reduces sensitivity to debt-service cycles can therefore support the broader agenda of stabilization and reform.

Channel 3: Inflation control—rule-based money growth and less credit-driven volatility
When transaction money is sovereign, transaction balances are less mechanically tied to private credit booms (McLeay et al., 2014). Research on narrow banking suggests restricting money creation can reduce instability, but it can also create growth trade-offs if alternative intermediation is weak (Merkel, 2020). The design objective for Pakistan is therefore not to starve the economy of finance, but to govern transaction money growth under a transparent issuance rule while ensuring that investment finance is delivered through risk-bearing channels that do not automatically expand transaction money.

Riba and the SBP reform roadmap: Pakistan Transition Framework (to 2028)
Pakistan’s reform timetable is unusually explicit. Geo News reports that the constitutional amendment targets elimination of Riba practically by January 1, 2028, framing the amendment as consistent with the court-driven direction of transition (Geo News, 2024). According to The Express Tribune, the amendment requires Riba to be removed no later than 1 January 2028 (The Express Tribune, 2024). In a different context, SBP’s Financial Stability Review reports the direction allowed by Federal Shariat Court and identifies important challenges and opportunities for transitioning banking to Islamic modes through end-2027 (SBP, 2022). External constraints remain binding. Pakistan’s credibility rests on access to financing and the (ability) to roll-over commitments. Pakistan has sought external financing from regional banks, Reuters reports, and against this background macroeconomic discipline has a significant influence on confidence (Reuters, 2024a). Debates on large scale Islamic financing facilities have also crisscrossed the discussions on financial and energy sector liabilities indicating that a lack of interest does not mean that there is no price, risk allocation mechanism, or implementation burden to resolve (Reuters, 2024b).

Policy recommendations (sequenced and implementable)
1) 2026: Set up a two-tier licensing system. Develop separate regulatory structures for (i) Payment Banks, or ring-fenced payment subsidiaries of banks offering transaction accounts fully backed by reserves, and (ii) Investment/Financing Institutions providing risk-bearing finance. Need rigorous ring-fencing, reserve backing disclosure in real time and strong consumer disclosure standards.

 2) 2026–2027: Switch governments flows over first. Circulate government receipts, salaries, pensions and big payrolls through fully reserved transaction accounts. This could achieve scale rapidly, and decrease systemic risk within payments, as well as enhancing fiscal transparency.

3) 2026–2028: Legislate a Monetary Issuance Rule. Tie net issue of transaction (base) money to an explicit rule compatible with SBP’s price stability mandate. Mandate for quarterly reporting and independent audit, with parliamentary oversight through a Sovereign Money Report. Such governance is necessary to ensure that reform is not mistaken for a way to monetize through the backdoor.

4) 2026–2028: Reform public financial instruments. Develop high-quality sukuk issuance underpinned by audited cash flows, converged legal documentation and secondary market liquidity infrastructure. Use any transition seigniorage only for well-defined, publicly announced purposes (for example in paying off expensive domestic debt); not for new recurrent spending. This could be made consistent with optimization debt-management themes, as per the debt policy documents (Ministry of Finance, 2024b).

5) 2027-28: Create alternative private credit conduits. Build Islamic capital-market capacity at scale through the vehicles of SME equity funds, private credit funds, takaful-linked long-term savings and securitized asset pools. When state support is necessary, favour targeted credit guarantees and credit enhancement over directed lending.



Risks and mitigations
Credit contraction is the most striking objection. The literature does make clear that narrow banking can generate stability–growth trade-offs if other intermediation is weak (Merkel, 2020). Pakistan can do this with sequencing: move transaction deposits out gradually while scaling investment products and non-bank intermediation; also, temporary liquidity facilities for solvent institutions without bringing back deposit-based money creation.

A second problem is politically motivated money issuance. In Pakistan’s political economy, that risk is very substantial. This is exactly why rule issuance, transparency and independent audits are critical design principles. Reform would make any monetary financing of deficits more visible and more constrained — not easier or less accountable.

Finally, welfare effects are debated. Williamson (2024) finds that narrow banking may be welfare deteriorating under some regulation structures. For Pakistan, this is a warning: reform to payments needs to be accompanied by robust supervision of investment institutions, consumer protection and the development of markets; otherwise, risk may merely shift to less regulated areas.

Conclusion
The 2028 Riba deadline is an ambitious deadline, but it is an opportunity to fashion the financial architecture of Pakistan in a manner that can anchor macro stability. A sovereign, transaction-driven, investment-funded regime—using full-reserve interest-free system consistent with risk-sharing ownership-based finance—offers a focused challenge to the structural relationship between debt accumulation and fiscal dominance as well as inflation persistence.

This structure is not a substitute for tax reform or spending restraint. Instead, it may just make such reforms more sustainable by breaking the sovereign-bank and placing less reliance on runnable deposits for public debt financing while making monetary policy’s influence on the stable growth of transaction money more manifest. By treating the Riba transition as structural reform (rather than relabeling), Pakistan can take a step back from crisis management to settle macroeconomics on more permanent terms.
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