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The Nature of Money and The Effects of (Bank) Money
Creation in Modern Economy: A Critical assessment From

Islamic Economics standpoint
Abstract

The justification of money creation by commercial banks can be questioned from the
perspective of the Islam’s Economic values. This study attempted to provide an
answer to the question. We initially did Reflections on ontology of money. Separating
two Levels of Money’s understanding, We Define Money’s Essential concept as
“abstract Measure of Value”; While The Correct Conventional understanding of
Money is “a Debt Represented in unit of Account terms Having accepted and Availed
Due issuer’s creditworthiness”. Then, Reviewing Money Creation Through assessing
disputes, We went to several important propositions: First, Banks Create Money trust
to non-redemption (settlement) of Meaningful share of deposits Simultaneously.
Second, an individual Bank is forced to balance between its deposits and loans, So It
can not Lend More Than excess reserves. But, expansion of Lending by Banking
System as a Whole Overcomes obstacles Limiting a Single Bank. Third, The correct
Understanding of Bank money creation, The Power of Bank to Have Assets
(liabilities) relied on Fractional Reserve, is not Inconsistent with its Function as
intermediary, to Observe the balance between loans and deposits, But in the Case of
the expansion of Lending by Banking System as a Whole the concept of Intermediatin
is Irrelevant. Fourth, Commercial banks are in a rather privileged position Compared
with ordinary businesses Because Someone else (Taxpayers Through Government)
Guarantees Their liabilities (deposits) And They have Free access to reserves Because
of Central Bank’s Basic Function as “Lender of Last Resort”.

there are two conflicting views on plausibility of money creation by Commercial
banks. The opponents Treat Bank Money creation as Immoral, unnatural, pro-cyclical,
incompatible with distributive justice, Confiscator of state support to seek private
interests, Stripping of state power in the exercise of the right to issue money, and
feeder of less productive activities. Others, on the opposite side, point out the benefits
of money creation by banks Including financing of production and Flexibility of the
economy. Christian scholars unanimously believe that money creation by banks is
illegitimate in terms of religious criteria. Islamic Economists also tend to reject The
Power of Money creation and insist on the need to take it away of the banking system.
This study, stressing on two main criteria of justice and productivity, introduce the
flexible creation of money by the banking system as a potential to expand production,
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although the degree of actualization of the potential depends on factors affecting bank
credit allocation. But banking money creation violates the measure of justice because
it relies on priviledge rights and also contains non-agentive negative distributional
effects. Therefore, convergence of the bank money creation with the economic values
of religion requires regulations assure that credit allocation Orientation is aligned with
the social priorities; provision of Mechanisms to Reduce the negative distributive
effects; and Recognition and Separation of government’s (society’s) of the Bank's
share in the benefits of credit creation.
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