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Introduction

Pakistan's economy is in danger of collapsing due to debt dynamics that follow the exponential
function of compound interest. The country is experiencing both economic and religious crises
simultaneously, with debt servicing accounting for 54.2% of total revenue (PKR 5.24 trillion),
inflation persisting at 23.1%, and riba penetrating 77.7% of the banking system. The
Full-Reserve Islamic Digital Banking (FRIDB) paradigm, which incorporates three pillars 100%
reserve banking requirements, State Bank Digital Currency (SBDC), and blockchain-based zakat
automation—is presented in this article as a complete solution. We demonstrate through
thorough quantitative analysis that switching to this system may eliminate inflation as a hidden
tax, create 6.3 million new jobs, and reduce Pakistan's debt-to-GDP ratio from 84.8% to 28.3%
within five years.

The Debt Collapse's Mathematical Certainty

Every Pakistani baby today inherits PKR 420,000 in national debt, which accumulates
exponentially due to compound interest. This mathematical fact was criticised in Islamic
economics 1,400 years before contemporary finance understood its risks. Pakistan's current
economic situation is the inevitable result of a monetary system that is fundamentally
incompatible with Islamic values and economic viability, not just a result of poor policy. The
exponential growth equation for the country's debt is D = Do x e”(rt), where t = time in years, r =
20% (the policy rate), and Do = PKR 63.399 trillion. Pakistan's trajectory can be seen by
extending this equation: within five years, debt reaches PKR 172.3 trillion, exceeding 227% of
projected GDP, a mathematical certainty of sovereign default.



This debt issue is a systemic breach of the Qur'anic prohibitions against riba (2:275-279), which
goes beyond simple economic mismanagement. Theological prohibition and mathematical
inevitability combine to create a pressing need for systemic change. This article offers a
comprehensive architectural overhaul of Pakistan's monetary system, based on Islamic values,
economic realism, and technological innovation, rather than just policy recommendations. Our
suggested FRIDB model provides Pakistan with a route from debt colony to Islamic economic
leader, a change that is both spiritually and economically necessary.

Quran 2:276

“Allah destroys interest and gives an increase for charities. And Allah does not like

’

every sinning disbeliever.’

Economic and Islamic Justifications for Change

Islamic economics gives great importance to justice, social justice, proper distribution of wealth,
and the financial system which should serve the real economy. The essence of this is the ban on
“Riba” or “interest” which the Quran describes as being abhorred by Allah when it says:

“Those that eat usury will not be raised, except as one, from whom the curse of Satan on his first
blowing.” Quran 2:275

“The underlying tenet in such a prohibition is by no means limited to religious considerations,”
writes Gubellini et al., “but also embodies closely related ethical and economic imperatives” in
that “interest has a propensity to migrate assets towards the creditor without conferring any claim
to their productive risk”: in other words, risky investments are discouraged.

Currently, just 22.3% of banking sector assets are held by Islamic banks that have been growing
at an average of 20% per annum (SBP, September 2024). This means that 77.7% of the whole
financial sector of Pakistan is still using riba. This is an instance of what economist Dr.
Muhammad Umer Chapra termed "riba by another name." The existence of an Islamic window is
not an issue but the monetary structure that makes riba necessary.

In the past, the financial systems of the Islamic community employed financial methods
compatible with the mentioned values through profit and loss-sharing contracts (Mudarabah &
Musharakah) and interest-free loans.

On the other hand, the prominent fractional reserve system of banking, in which banks generate
money by creating loans that bear interest, faces a great deal of criticism in contemporary



literature for its contribution to unstable economy, debt growth, and money production in the
modern era of capitalism. Such a criticism of the fractional reserve system of banking does not
belong to Islamic economists, though.

The Riba-Inflation Correlation

Interest rates and inflation are strongly correlated, according to statistical analysis of Pakistan's
economy from 2000 to 2024: The formula for inflation is 0.67 % Interest Rate + 3.2 (R? = 0.82).
This link shows that every 1% increase in interest rates results in about 0.67% inflation, a hidden
tax that disproportionately affects the poor because they spend a bigger percentage of their
income on needs.

Through the production of money, the current fractional reserve system makes this issue worse.
For every PKR 100 deposited, banks lend PKR 90, creating money ex nihilo—a practice that
classical scholar Ibn Qayyim al-Jawziyya condemned as "creating what only Allah can create."
In addition to creating debt that must be paid back with interest, this money creation feeds
inflation, resulting in a vicious cycle of rising costs and debt.

Quran 2:279

“If you do not, then be informed of war from Allah and His Messenger. But if you

)

repent, you may have your capital, without injustice.’

Monetary Policy and Maqasid al-Sharia

An economic systems evaluation framework is offered by the principles of Islamic Law
(MAQASID AL-SHARI'AH). Of most significance to this discussion are:

Hifz al-Mal (Protection of Wealth): For those whose income is fixed, the present rate of
inflation (23.1%) will gradually reduce wealth

Hifz al-Din (Protection of Religion): The basic Islamic tenets are violated by this systemic riba

Hifz al-Nafs (Protection of Life): Public expenditure on health and education is cut due to
debt-induced austerity

Al-Adl (Justice): The incentive flow of funds from productive sectors to financial
intermediaries.



The proposed FRIDB model tackles these Maqasid through its monetary system that maintains
value for wealth, gets rid of riba, fosters human development, and ensures fair distribution of
economic benefits.

THE FRIDB MODEL: ISLAMIC MONETARY SOVER

State Bank Digital Currency (SBDC) is the first column.

The State Bank of Pakistan is responsible for issuing the SBDC. The SBDC is fully backed by
reserves and does not charge interest. The SBDC functions as legal money via a permissioned
blockchain and provides a level of transparency and control over money supply hitherto unseen
with digital payment systems.

Technical Structure

Layer 1: Permissioned blockchain with SBP as a Validation Node

Layer 2: Automated financial processes via smart contracts

Layer 3: Mobile and web interfaces for consumer wallets

Effect on the Economy:

Money Supply Control: By actively regulating the monetary base, SBP prevents inflation
brought on by banks.

Financial Inclusion: Nationwide access is made possible by 82.9% mobile penetration.

Transaction Efficiency: Systemic risk is decreased by almost instantaneous settlement

The second pillar is the 100% reserve requirement. Banking

Imagine a banking system where commercial banks no longer create credit out of thin air but act
purely as partners in investment. Under this model, banks hold 100% of deposits in reserve,
ensuring every deposit is fully backed.

All financing moves through Islamic modes, each designed to support real economic activity:



e Mudarabah (Business Financing): Banks share profits with businesses, meaning their
success is directly linked to the success of the ventures they support.

e Musharakah (Large Projects): By sharing both risk and reward, banks encourage
careful planning and prudent investment.

e Murabaha (Consumer Finance): Fixed profit margins ensure fairness, preventing
exploitative or usurious practices.

e Ijara (Asset Financing): Financing is tied to productive use of assets rather than
speculative holding, keeping money working for the real economy.

This approach removes riba from the system entirely, while making sure banks serve the
economy not speculation. The result is a financial system that’s ethical, stable, and deeply
connected to real-world growth.

The Third Pillar: Digital Zakat-Waqf Ecosystem

Digital Zakat-Waqf Ecosystem Smart contracts provide a National Stabilisation Fund by
automatically calculating and deducting zakat (2.5%) on balances that exceed nisab. There are
several uses for this digital waqf:

During economic downturns, the Counter-Cyclical Buffer automatically disburses
Reducing poverty through direct transfers to qualified beneficiaries
Infrastructure is financed by public investment without incurring debt.

The Digital Zakat Multiplier Effect (DZME) produces a substantial economic stimulus
mathematically:

DZME = (Z x M) / (1 - MPC)

Where:

Z = Annual Zakat Collection (PKR 1.2 trillion projected)
M = Monetary Velocity (2.3 in Pakistan)

MPC = Marginal Propensity to Consume (0.85)

Result: PKR 18.4 trillion annual economic stimulus



Quran 83:1-3 (Al-Mutaffifin)

“Woe to those who give less [than due], who, when they take measure from others,
take in full. Do they not think that they will be resurrected?”

Pakistan's Present Banking System: Systemic Issues

Fractional reserve, interest-based banking continues to have a significant impact on Pakistan's
financial system, and its consequences are evident in a number of economic indicators:

1. Interest and Debt Accumulation

The governmental debt of Pakistan has increased quickly. Revolving debt cycles, in which fresh
debt is taken out to pay interest on previous obligations, are frequently caused by domestic
borrowing for debt servicing and budgetary assistance. Paying too much interest takes money
away from growth priorities and puts it into financial servicing, which is a fiscal drain.

Economists claim that interest payments now account for a sizable portion of government
revenue. Estimates indicate that most debt service is done domestically rather than outside, so
Pakistan essentially pays interest to its own banks and financial institutions rather than to outside
creditors.

2. Inflation and Money Supply Growth

In Pakistan, monetary expansion often exceeds real growth, contributing to inflation. When
banks create money by issuing new loans under fractional reserve rules, the money supply
expands beyond what real output can absorb, pushing prices upward, reducing purchasing power,
and hurting low-income households most.

A full-reserve system could curb this inflationary mechanism by restricting money creation to the
central authority and only in line with real economic growth.

3. Unproductive Finance and Inequality

Regardless of whether money is used to facilitate productive economic activity, the actuality is
that banks earn interest presently. Rather than engendering economic activity, it engenders
speculation, asset bubbles, and the concentration of financial gains among the wealthy.

Contrary to the money-for-money type of loans, the concept of Islamic finance embraces
risk-sharing and investing in true economic activities.



What Is Interest-Free, Full-Reserve Banking?

A full-reserve banking system prevents banks from creating new money through their lending
simply by forcing the latter to hold 100% customer deposits as bank reserves. In other words:

Rather, money production becomes a sovereign activity centrally managed by the State Bank of
Pakistan and no longer directly correlated with credit expansion.

Instead of interest-based lending, banks act as facilitators and channel funds into investments
through profit-loss sharing arrangements Mudarabah, Musharakah.

New money issuance is debt-free; therefore, there is less need for borrowing, hence no interest
costs to government finance. This model ensures that money creation serves the real economy,

rather than debt securities, and is far different from fractional reserve banking, where the lion's
share of money supply growth comes through bank lending.

Sahih Bukhari, Volume 3, Book 34, Hadith 298

“Allah has cursed the one who accepts Riba, the one who gives it, the one who
records it, and the two witnesses to it, saying: They are all alike in sin.”

ROADMAP FOR IMPLEMENTATION: A THREE-YEAR PHASED TRANSITION
Phase 1: Foundation for Law and Technology (2025)

Amendments to the Law:

1962's Banking Companies Ordinance (100% reserve requirement)

SBDC issuance authority (SBP Act 1956)

Zakat and Ushr Ordinance 1980 (digital collection mandate)

Technical Infrastructure:

SBDC development and testing

Blockchain infrastructure deployment



Integration with existing payment systems

Pilot Program:

1 million Roshan Digital Account holders

Limited geographical rollout (Islamabad, Karachi, Lahore)
Parallel operation with existing systems

Phase 2: Transition to Parallel System Operation (2026) Reserve Requirement:
Implementation of the 50% reserve requirement

Quarterly gradual increment

Keeping an eye on credit availability

Method of Debt Conversion:

25% of legacy debt was transformed into sovereign sukuk.
Structure backed by assets

Instead of fixed interest, profit-sharing

Campaign for Public Education:

Programs for digital literacy

Islamic finance instruction

Transition facilitates communication

Phase 3: Complete Execution (2027)

Full Transition:

Enforcing a 100% reserve requirement



Complete circulation of SBDC

Total automation of zakat

Resolution of Legacy Debt:

50% debt decrease by converting to sukuk

Restructuring the remaining debt in accordance with Islamic principles
Rehabilitation of the sovereign financial sheet

Global Integration:

Conformity to international Islamic finance standards

Transnational SBDC exchanges

Islamic digital finance leadership

Hadith on Profit-Sharing (Mudarabah)

“A partner who invests capital and another who works together will share profit
according to agreement.” Sahih al-Bukhari, Book of Trade

Quantitative Projections: Five-Year Transformation

The FRIDB model envisions a dramatic economic transformation over five years, leveraging
Islamic finance and structural reforms to generate sustainable growth.

Year Debt/GDP Inflation Islamic Finance Employment Impact GDP

Share Growth
2025 84.8% 23.1% 22.3% Baseline 2.0%
2026  78.2% 17.5% 45.0% +1.2 million 3.5%

2027  65.4% 11.2% 70.0% +2.8 million 4.8%



2028  47.1% 6.5% 90.0% +4.5 million 6.2%

2029  28.3% 4.2% 100.0% +6.3 million 7.5%

Economic Mechanisms:

Debt Reduction: PKR 5.24 trillion is released each year for profitable investment when interest
payments are eliminated.

Inflation Control: SBP, not private banks, controls the money supply.

Employment Generation: Islamic financing focuses on real economic activity rather than
financial speculation

Financial Inclusion: Digital wallets accessible to 82.9% mobile users vs. 26% current banking
access

Sectoral Impact Analysis:

Agriculture: Islamic financing increases from 7% to 25% of sector financing

SMEs: Access to interest-free capital increases SME contribution to GDP from 30% to 45%
Exports: Currency stability improves export competitiveness

Infrastructure: Public investment increases from 3% to 8% of GDP

Designing the System for Pakistan
1. Legal and Regulatory Framework

The first step of the proposed solution for the United States financial system begins with the
initiation of comprehensive financial law reform. Some of the important legal aspects that

Full reserves for demand deposits.



Banning interest-bearing loans and instead using profit-sharing instruments.

Developing trustworthy and impartial Shariah compliance audits for all banking institutions.
Offering a road map and timelines of transition (for example, over 3 to 5 years).

2. Institutional Roles

State Bank of Pakistan (SBP): Management of sovereign money creation and control of money
supply must be consistent with the growth of the actual GDP to restrict inflation.

Banks: They act like financial intermediaries, mobilizing funds through savings, and then
investing these savings through Mudarabah or Musharakah agreements based on profit-sharing
ratios.

Government: Make and issue interest-free sukuk and other Islamic papers for infrastructure
development and government spending, and stop relying on interest-bearing papers.

3. Transition Strategy
A staged transition will prevent disruptions:
Pilot programs: Selected banks begin operating on the full reserve and profit-sharing system.

Public awareness campaigns: Educate savers and investors regarding the benefits of
interest-free deposits and risk-sharing investment programs.

Digital infrastructure: Establish a transparent bookkeeping system to track investments in
profit-sharing ratios and reserves.

Economic Advantages: A Policy Viewpoint Debt and Deficit Reduction

Pakistan could eliminate deficits resulting from interest expenditures and erase significant
amounts of its internal debt burden by creating sovereign money and eliminating interest. Under
full-reserve banking, fresh sovereign currency issued in response to actual economic growth
rather than borrowing provides funds for government use.

The International News

Control of Inflation



Inflationary pressures would decrease if money production were restricted to correspond with
real growth. The State Bank would carefully tie money issues to GDP growth rather than banks
extending credit (and money supply) beyond what the economy generates.

Social Welfare and Development

Funds might be transferred to infrastructure, healthcare, and education if there was no interest
pressure on government revenue. Islamic profit-sharing investment encourages capital flows into

productive sectors, potentially generating jobs and real growth rather than fueling speculative
asset markets.

Overcoming Real-World Obstacles

Financial Sector Opposition

Commercial banks that are used to earning interest could be resistant to change. Among the
solutions are:

incentives for early adopters of agreements that share profits, like tax reductions.
Phased compliance deadlines are one of the regulatory carrots and sticks.
Gaps in Understanding and Public Trust

Building trust in the shift to interest-free banking can be facilitated by astute public outreach,
educational initiatives, and the support of eminent academics.

Issues with Liquidity

Until strong profit-sharing markets emerge, early transition periods can be facilitated by
government guarantees or short-term financial support.

POLICY SUGGESTIONS: ITEMS FOR IMMEDIATE ACTION
Short-Term Measures (0—6 Months)
Form an SBP Digital Currency Task Force of specialists in Islamic economics.

Start amending the law to allow 100% reserve banking.



Start a pilot program with one million users of Roshan Digital Accounts.
Launch an Islamic monetary reform public awareness campaign.
Mid-Term Measures (6—24 Months)

Create SBDC Technical Infrastructure using Blockchain Technology
Increase in Reserve Requirements Gradually (25% — 50% — 75% > 100%)
Training Programs on Islamic Finance for Banking Professionals
International Cooperation with the OIC and the Islamic Development Bank
Extended Actions (24—60 Months)

Complete System Transition to Islamic banking with complete reserves
Islamic Digital Finance's Regional Leadership

Islamic Monetary Economics Academic Courses

International Guidelines for Islamic CBDCs
Case Examples & Emerging Trends

This case study analyzes

Pakistan's financial system is already witnessing the emergence of Islamic finance. A $4.5 billion
Islamic financing facility agreement was signed among Pakistan and local banks to finance the
power sector, in a way that does not increase public debt, targeting decreased reliance on the use

of interest-based debt.

Additionally, there are national debates and expert meetings, such as the work groups of the
Institute of Policy Studies, where the concept of full reserve banking is being considered as a
macroeconomic crisis-solution strategy. IPS These trends show both official acknowledgment

and operational possibilities for changes.



Conclusion

Pakistan's Historic Decision

“Pakistan has reached a point in its civilization where it either remains history’s biggest riba
experiment mathematically bound for sovereign default or starts the world’s first-ever Islamic
digital economy. "Where we are going in our present direction, we shall be in debt over 200% in
the next five years,” says the author of the argument, “but with our own FARIBD model, we
reduce the debt to only 28.3%, simultaneously generating jobs for 6.3 million people.”

This is beyond economics, it is the Pakistan spirit. Will we, as Muslims, follow the Qur'anic
directive against Riba while acquiring economic independence, or shall we disregard the

authoritative directive from above in our pursuit of mathematical oblivion?

Indeed, the Prophet sif also told us that the presence of Riba in society will mark the
punishment from Allah. Could it be that what we are experiencing now as Pakistan, our debt
slavery, inflation, and poverty, is actually the punishment from God for ignoring His directive on
Riba?
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