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Abstract

Financial stability has gained significant importance as a central goal for central
banks following the 2008 financial crisis. Bank regulation is widely regarded as
the primary strategy for supervisory authorities to ensure financial stability.
However, despite repeated reforms in the regulatory framework of the banking
sector after each major financial crisis, these measures have proven insufficient
in preventing the recurrence of banking crises. This article employs a descriptive-
analytical approach to argue that the inherent liquidity risk, a key driver of bank
instability, stems from the uninsurable individual shocks faced by economic
entities and the liquidity risks embedded in their lives. In the banking system,
fractional reserve practices have merely transferred these risks to banks. In
response to this inherent instability, many Muslim economists have proposed an
Islamic monetary system based on a full-reserve banking framework. However,
this article highlights critical oversights in these proposals and seeks to develop a
more comprehensive decision-making framework. This framework not only
addresses financial stability but also emphasizes price stability and the financing
of economic growth. Given that economic growth and improving living standards
are central to Islamic economics—and, as noted by Martyr Sadr, represent
common ground between Islamic and capitalist economies—the article argues
that an unconditional endorsement of a full-reserve banking system as the sole
model for an Islamic monetary system is inadequate. Such a model fails to
reconcile the potential conflict between financial stability and the imperative of
fostering economic growth. Therefore, this article calls for a more nuanced
approach that balances these competing objectives within the Islamic economic
framework.
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1. Regulation is acquired by the industry and is designed and operated primarily for its benefit.
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