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Abstract 
The objective of this study is to investigate the major challenges and 

opportunities for Islamic Banking and SME’s sector in Pakistan. 

International Finance Corporation in 2014 reveals that there is a huge 

financing gap between Islamic banking and SME’s in nine countries 

including Pakistan. The primary data collection method is used in this 

study. Structured interviews have been conducted with 50 Islamic 

banking representatives and 40 SME’s owner. Quota sampling 

technique has been used for collection of data from Islamic Banking 

and SME sector. NVIVO 11.0 software was used for analysis of 

qualitative data to analyze the major opportunities and challenges and 

to fill the financing gap.During interviews, Islamic banking and SME’s 

owners highlighted many constraints. A list of most repeating and 

major opportunities as well as challenges has been given in the results. 

These challenges and obstacles can be removed by taking the 

appropriate measures for achieving the opportunities of both sectors. 

This research is helpful for the policy makers who can use it for 

revising the current policies regarding SME’s financing in Pakistan. 

Keywords: Islamic banking; SMEs; Challenges for SMEs & Islamic 

Banks; opportunities for SMEs & Islamic Banks. 

 

Introduction 

Financial sector of any country is considered as one of the most 

important sector for economic growth, so its importance can’t be denied. 

Banks are the institutions which help to mobilize the savings of the 

country and hence act as a partner in the economic development. 

Moreover, it acts as a bridge between lender and borrower.  

Islamic banking was first introduced in Pakistan in 1997 when 

the first Islamic bank was established with the name of Al Meezan(Iqbal 

& Molyneux, 2016; Majeed & Zainab, 2017). Its objective was to pursue 

the principles of Islamic Shariah. Later in 2002, it was converted as a 

pioneer Islamic bank of Pakistan. After the establishment of Meezan 

bank, many other banks specified separate Islamic banking departments 

to pursue the interest free banking. Islamic banking has witnessed growth 

in previous decades and it is continuously flourishing since then. The 
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outlook of Islamic banking in Pakistan is very positive. Islamic banking 

has gained separate entity recognition than conventional banking. For 

Islamic Finance to give out its support towards a sustainable growth of 

the countries’ SME’s, it needs to regulate its products offering in the 

market(Alibhai, Bell, & Conner, 2017). These products hold the nature 

of buying and selling of assets, investment management, partnership, 

leasing, Islamic bonds and insurance, agency and lastly contract of 

works.  

State Bank of Pakistan has introduced a regulatory framework to 

assess Islamic Finance in Pakistan. Under this framework three types of 

Islamic banks in Pakistan are existed (i) Full fledge Islamic Banks (100% 

dealing Islamic Products and Services) (ii) Islamic banking subsidiaries 

of conventional banks (Both Islamic and Conventional banking 

independently) and (iii) Islamic Banking Branches (IBBs) of 

conventional banks (independents branches)(Alam, Gupta, & 

Shanmugam, 2017; Israr, Qureshi, & Butt, 2018).  

 
Figure 1: Islamic Banking Branches Network in Pakistan, State Bank of 

Pakistan, 2016 

The above graph shows the Islamic banking network at the end 

of each year from 2002 to June 30, 2015. The Islamic Banking network 

is gradually increasing from 2002 to June 30, 2015. Islamic Branches of 

Conventional Banks are also increasing from 2003 to June 30, 2015 

whereas Sub Branches of Islamic and conventional banks’ network start 

from 2009 and then have been increasing from 2009 to June 30, 2015. 

According to this total network of banks in 2002 were only 06 and now 

from June 30, 2015 it is up to 1702. This indicates that the demand of 

Islamic Banking is increasing in Pakistan and Islamic banks are getting 

attention from clients. 
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SME Sector in Pakistan  

State Bank of Pakistan defines SME as “An entity ideally not 

being a public limited company, which does not employ more than 250 

persons (manufacturing) and 50 persons (trade/services) and also fulfills 

one of the following criteria; (i) a trade/services concern with total assets 

at cost excluding land and buildings up to Rs. 50 million (ii) a 

manufacturing concern with total assets at cost excluding land and 

building up to Rs. 100 million (iii) any concern (trade, services or 

manufacturing) with net sales not exceeding Rs. 300 million as per latest 

financial statements.”(Cairns & Sliwa, 2017; Kostiew, 2017) 

Pakistan has three million SMEs, in the industrial sector. They 

comprise more than 90 percent of all private businesses, employ almost 

78 percent of the non-agricultural labor force, and contribute over 30 

percent to Gross Domestic Product. A deterioration of access to finance 

has been seen by micro enterprises. 90 percent of working capital is 

inside financed by them and 81 percent of new investments(Baidoun, 

Lussier, Burbar, & Awashra, 2018; Sivasakthiya & Sivaprakasam, 2017).  

In Pakistan Islamic banking is strongly demanded. There is an 

abundant requirement from SMEs for Islamic funding in the short to 

medium term. A probable gap of$13.2 billion for Islamic SME’s 

financing among nine countries in the region is highlighted by Small and 

Medium Enterprises in Middle East North Atlantic (MENA). It was 

stated by IFC that the country that have a well-defined regulatory 

structure for enhancing Islamic banking is only Pakistan while Morocco, 

Egypt, and Tunisia were in the course of developing new frameworks 

(Corporation International Finance, 2014). Many SME’s are seeking 

exclusive Islamic banking products to meet their financing needs and 

hence would not go for conventional banking products due to the lack of 

Shari’ah compliance. So, this research focuses on a solution for 

improvement of financial access for SMEs from Islamic Banking. 

The purpose of this study is to investigate the reasons, which 

create hurdles and delay the process of financing to SMEs from Islamic 

banking, and to highlight those factors to an extent where the solution 

can be found. The second purpose of the study is to highlight the 

hindrances, which Islamic Banking is facing while offering loans to 

SMEs and to find out those indicators, which can help and facilitate these 

obstacles(Al Matrafi, 2017). 

Literature Review 

In 2011 the research study observes that contribution of 43.5% 

of total employment made through SME’s and also generated new 

employment opportunities for people of country(Ahmed, Wahab, & 

Mahmood, 2011; Arham, 2014). They estimated that 600 million job 
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opportunities were created in year about 2030 with increasing labor force 

as well. SME’s contribution in country GDP (Gross domestic product) 

about 33% increase in developing country (Word Bank, 2014)and is 

about 50% in high income country (SME Corp. Malaysia, 2015). 

In order to run business operations, financial resources are more 

important. SMEs are having comparatively restricted resources and face 

greater problems in obtaining the funding sources; moreover, they are 

dependent on a single product(Mason & Brown, 2014). For sustain a 

suitable national economy, whole world focuses on support programs for 

the growth of SME sector(Olawale & Garwe, 2010). As SME’s have 

acute shortage of funds for R&D and to give quick speed to their 

products, Government should focus on provision of funds to this sector. 

SME’s which get advantage of acquiring the capital from third party, 

generally have the better chances for its success(Khilji, Mroczkowski, & 

Bernstein, 2006). Pakistan that reveals that 51% SMEs found very hard 

to finance from bank, 31% don't have a bank account and 85% drives 

towards Informal Sources of Financing(Al Matrafi, 2017).  

The Islamic Microfinance having one major advantage, namely 

risk, which is shared between financial institutions and beneficiaries, 

allowing the entrepreneurs to concentrate on what they do 

best(Obaidullah, 2008; Tamanni & Liu, 2017). In emerging economies 

these types of entrepreneurs need to grow. Now the challenge is to 

develop socially oriented banks that will contribute in socio economic 

empowerment and poverty alleviation through sustainable Islamic 

financial services. 

The previous discussion on the current state of Islamic SME-

financing may lead us to conclude that the IBs still have a lot to be done 

as far as the development of SMEs is concerned(Abdullah & Egbu, 2009; 

Phiri, 2017)(Phiri, 2017). One way of doing it is by the IBs offering more 

PLS-based modes of equity financing. Contemporary Muslim scholars 

argued that the application of mark-up contracts should not be out of 

proportion.  

Many proposals for the development of SME sector through 

Islamic microfinance have been made(Abdul, 2007; Aliyu, Yusof, & 

Naiimi, 2017). Only the trained graduates for Vocational Training 

institutes can be served with the Islamic micro finance schemes as Bai-

Muajjal, Ijara and other equity based modes such as Mudarabah or 

Musharaka. This method of linking vocational training institutes with the 

Islamic mode of Financing may result in generating economic activity 

and will promote self-employment in youth to reduce poverty levels in 

country (Hassan, Mohamad, & Bader, 2009). 
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In an international conference on Islamic banking and Economics(Khan 

& Mirakhor, 2015)said that Islamic finance growth momentum has 

moved from a more theoretical concept to a practical reality. Besides the 

challenges of financial literacy, sources of funds, legal structure, 

standardized Islamic financial products and Shariah procedures of audit 

assurances of the products, the key issues of the Models of the Islamic 

micro finance has been discussed by (Bell, 2017; Shah & Hassan, 2015). 

According to them the Riba free concept of Islamic Micro Finance 

institutions on the advancement of loan and saving accounts does not 

apply on the business model. Secondly, interest is reflected as mark up in 

Mudarabah model, which needs monitoring and transparency. Thirdly, 

Takaful is subject to questions due to its speculative nature and lastly, the 

Islamic micro finance needs a social support system in terms of 

charitable contribution and investment. 

In comparison between past research and current situations the 

difference in demand gap between SME’s is from 277 billion to 400 

billion because this is only for the poor performance of the SME sector 

business. The banking procedure for providing finance to SME’s is very 

difficult because SMEs does not maintain documents and registration 

through prescribed institutions. The SME’s also called engine for the 

development of financial and economic development of the country and 

poverty level decreases from the creation of employment opportunities in 

country. SME’s also help to accelerate the other industry working in the 

country in order to play a vital role to expand or develop the economic 

situation of country(Schwab, 2017; Taglioni & Winkler, 2016). 

SME sector has high growth and development in the economy of 

country but there are some problems include in it. Before 2000, mainly 

focus on the government sector, banking sector and other financial 

institutions to finance the business the result is a high percent of failure 

due to unlawful activities, political relationship and unfair labor practice 

in the business with large financing failure (SMEDA, 2010). An 

important portion of SME sector that not a proper security of any activity 

according to (Schwab, 2017) is document or loan. Most business involve 

in SME sector that lack of proper accounting treatment and financial 

information or financial statements based on given or taken criteria 

(Curran, 2007). Another problem is lack of planning in the business 

sector of SME’s that is based on cash flow of business and return on 

making investment include general accounting system of the 

business(Collis, Holt, & Hussey, 2017). 

Some other issues of SME’s sector in Pakistan that person who 

run business activity is not properly skilled, not proper information about 

accounting like capital, liquidity, ratios, analysis, how making 
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competitive strategy, may be lack of market data according to their 

business activity (SME bank). Other important problem is not now how 

the proper and formal way of financial statement or financing policies or 

credit rating and others that is why SME sector has great or high chance 

that default in repay or return loan to the financial institution that provide 

credit facility to running business activity and mostly default rate of 

SME sector is 12% to 14%(De la Torre, Gozzi, & Schmukler, 2017; 

Kwaning, Nyantakyi, & Kyereh, 2015).  

In 2013, according to the report given by World Bank there was 

large financial service growth in Pakistan. Almost more than half of the 

population borrow loan from the bank, financial institution and others. 

But only 4% to 5% population of country use loan or borrowing money 

for productive purpose and rest of the population use money in 

nonproductive purpose and ultimate bad result of the economy of the 

country. If some of the business that include in SME’ sector show the 

report with high fundamental procedure and case then bank manager 

required all of its use fundamental proof then make a high problem 

(Word Bank, 2014).  

In Pakistan, banks only provide 7% to 8% of the funding 

requirement of SME’s. Hence, access to finance is single impediments to 

its future growth. Poor households can improve their ability through 

greater access to credit for improvement of production and consumption. 

Similarly, in developing economies, opportunities are very scarce for 

women in the labor market hence, financing self-employment 

opportunities with effective credit source can be relatively important for 

women. On contrary, micro financing has helped in poverty reduction in 

India and Bangladesh by giving financial services to the poor(Banerjee & 

Jackson, 2017; Sultana, Jamal, & Najaf, 2017). 

The statistics of Islamic Banking Bulletin shows that the growth 

pace in the overall fiscal year has been slow. However, major share is 

taken by the Murabaha and Diminishing Musharaka. On the other hand, 

the Textile industry is having major financing concentration than other 

Corporate and Small Entrepreneurs. Moreover, the client-wise financing 

shows SME’s share of financing as 2.8% which is far much lower than 

the financing in the corporate sector. Finances which cater the 

requirements of SME’s will always contribute for its growth.  

Table 1: Client wise Financing Portfolio (Share Percent) 

 June -15 Industry 

Corporate Sector 78.2% 67.2% 

Agriculture 2.8% 5.6% 

Consumer Finance 11.2% 6.6% 

Commodity Financing 4.6% 12.6% 
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Staff Financing 1.4% 2.1% 

Other 1.2% 0.1% 

Total 100.0% 100.0% 

Source: Islamic Banking Bulletin Mar-June 2015, State Bank of Pakistan 

As mentioned in the SBP prudential regulations for SME (2013) 

reports SME’s are contributing 30% in the GDP and employs 78% of the 

non-agricultural workforce. Therefore, it cannot be neglected as it is 

considered to be the backbone of the economy. The Governor of State 

Bank of Pakistan said on 7th Pakistan SME Conference on Strengthening 

Institutional Ties for Increasing SMEs Access to Finance, (2013) “The 

SME sector is vulnerable to economic shocks and is perceived as a 

highly risky sector by the banks”.  

On the basis of above literature, the researcher found that there is 

a need of research to fulfill the gap of financing between SMEs and 

Islamic banking sector. As per report issued by State Bank of Pakistan on 

June 2015, the Islamic Banking sector is financing 78.2% to corporate 

sector, while only 2.8% to SMEs. This research finds out that what are 

the reasons and hindrances for low financing between both sectors.   

Methodology 

Qualitative approach has been applied in the current research 

study. The reason for choosing this approach is to allow investigations in 

depth of the factors in the study. Quota sampling technique has been 

used to select respondents for the study. The population and sample 

selection from each province of Islamic Banking Sector and SMEs for 

our study is given in below tables. 

Table 2: Population and Sample of Islamic Banks in Pakistan 

Province Total No of 

Branches 

Percentage of 

Total 

No of Respondents 

(n=50) 

Punjab 797 46.83 23 

Sindh 539 31.67 15 

KPK 180 10.58 5 

Islamabad 90 5.29 3 

Baluchistan 66 3.88 2 

AJK 18 1.06 1 

Gilgit 

Baltistan 

7 0.41 1 

FATA 5 0.29 0 

Total 1597 100.00 50 

Source: Islamic Banking Bulletin, State Bank of Pakistan, June 2015 
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Table 3: Population and Sample of SMEs in Pakistan 
Province Percentage of Total (Approx.) No of Respondents (n=30) 

Punjab 65.26 26 

Sindh 17.82 7 

KPK 14.21 16 

Islamabad 0.62 1 

Baluchistan 2.09 2 

AJK N/A - 

Gilgit Baltistan N/A - 

FATA N/A - 

Total 100.00 40 

Source: The Economic Survey of Pakistan, 2009 

International Finance Corporation, 2014, has already designed a 

questionnaire for determining the need of SMEs financing through 

Islamic Banks in nine countries. For interviews, we used same 

questionnaires for SMEs and Islamic Banking sector. Interviews from 

renowned high profile bankers were conducted. One-to-one interviews 

from Islamic Banks and SMEs owners were recorded to get awareness to 

find out major factors and obstacles. The collected data was analyzed 

after compiling a comparative table through NVivo as per requirement of 

the data set. 

Results and Findings 

In current study NVivo 11.0 software is used to generate the 

Word Cloud figures. These figures are output of NVivo which are based 

on the responses of the respondents. NVivo is the best and number one 

qualitative software to generate the themes of qualitative responses. 

These figures depicts the most repeated and frequent answer by different 

respondents. In our study these figures highlighted the major challenges 

and opportunities which are emphasized by our respondents.  

The following questions asked from Islamic Banking Sector for 

comprehensive analysis purpose.  

1. What are the challenges that you face while dealing with the SME 

sector? 

2. In your opinion, what are the major opportunities for banks within 

the SME sector, specifically for Islamic finance products? 

The results of our research activity of respondents are given below.  

First question from Islamic Banking sector: What are the challenges that 

you face while dealing with the SME sector? 
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Figure 2: NVIVO Output of IB Challenges 

When this question was asked from different respondents of Islamic 

banking sector, majority of respondents dealt with SME sector and they 

had practical experiences. They shared challenges as they faced during 

dealing with SMEs. Majority of respondent’s answer was different, 

everyone highlighted challenges as he/she perceived. A person who has 

practical experiences, he/she can share and give better opinion. Majority 

of respondents said SMEs do not maintain the proper accounting records, 

proper documentations, financial statement, registration issue etc.  

The top seven problems emerging out of this exercise are the following 

as mentioning the problem percentage of respondents in below Table: 

Table 4: Major Challenges highlighted in percentage of respondents 
S. 

No 
Problems 

Percentage of 

Respondents 

1 The SMEs do not maintain the proper financial record. 75% 

2 The SMEs owners are less educated. 60% 

3 The SMEs do not maintain the proper documentation. 52% 

4 SMEs do not have collateral for financing purpose. 49% 

5 
Government is not taking proper initiative for the 

development of this sector. 
44% 

6 SMEs do not pay tax properly. 39% 

7 SME sector is lacking of proper infrastructure. 35% 
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Second question from Islamic Banking sector:  In your opinion, what are 

the major opportunities for banks within the SME sector, specifically for 

Islamic finance products? 

Figure 3: NVIVO Output of IB Opportunities 

Different respondents indicate the major opportunities for Islamic banks 

in the SME sector, one of the respondents said, “Islamic banking is doing 

well in the Pakistan economy but some of the potential opportunities and 

challenges should be taken up to make Islamic banking more user 

friendly in every segment of economy and society. There is need to make 

a clear and transparent system of general Islamic banking which is 

concerned to all sectors of society and economy in order to address the 

challenges and threats of the future needs of the financial sector.”  

The top seven problems emerging out of this exercise are the following 

as mentioning the problem percentage of respondents in below Table: 

Table 5: Major Opportunities highlighted in percentage of 

respondents 
S. No Problems Percentage of 

Respondents 

1 The Islamic banks can develop the specific product and 

service for SMEs. 

85% 

2 Islamic banks may design SME banking models. 77% 

3 Islamic banking sector pay attention toward biggest 

sector of Pakistan economy.  

72% 

4 The Islamic banks must focus on building relationships 

with SMEs. 

63% 

5 Islamic banks can play a role in the awareness of their 

products. 

49% 

6 The Islamic banks streamline their transaction execution 

processes to make the easier for SMEs. 

38% 

7 For promotion of domestic products, the liaison of SMEs 

and Islamic banking is an opportunity for both sectors. 

34% 
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From SME sector following two questions were asked for analyzing their 

opinion in detail.  

1. What challenges do you face while accessing finance through formal 

channels? 

2. In your opinion, what are the major opportunities for SMEs within 

the Islamic Banking in Pakistan?  

The results of our research activity of respondents are given below.  

First question from SME sector: What challenges do you face while 

accessing finance through formal channels? 

Figure 4: NVIVO Output of SMEs Challenges 

There are numerous challenges that SME sector faced while accessing 

finance trough formal channels in Pakistan. The top seven challenges 

emerging out of this exercise were the following as mentioning the 

problem percentage of respondents in below Table are: 

Table 6: Major Opportunities highlighted in percentage of 

respondents 
S. 

No 

Problems Percentage of 

Respondents 

1 The huge requirements of documentation for financing are a 

major challenge for SMEs.   

88% 

2 Banks charge high interest from SMEs.  73% 

3 Mostly SMEs are not aware of the financing procedure and 

source of easy financing. 

66% 

4 SMEs financial illiteracy is a big hurdle for this financing 

through formal sources. 

58% 

5 The financing procedure for application approval is strict 

vetting.    

54% 

6 For SMEs financing process, the high transaction costs are 

attached. 

49% 

7 Repayment of financing is very short, and SMEs are often 

limited to a period.   

43% 
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Second question from SME sector: In your opinion, what are the major 

opportunities for SMEs within the Islamic Banking in Pakistan?  

Figure 5: NVIVO Output of SMEs Opportunities 

There are numerous opportunities that SME sector can avail while 

accessing finance trough formal channels in Pakistan. The top seven 

challenges emerging out of this exercise are the following the problem 

percentage of respondents in the below Table: 

Table 7: Major Opportunities highlighted in percentage of 

respondents 

S. 

No 

Problems Percentage of 

Respondents 

1 In Pakistan Islamic banking sector is well established 

and there is high preference for Shariah-compliant 

products. 

86% 

2 State Bank of Pakistan is playing a significant role in 

filling the gap between SMEs and Islamic banking 

sector. 

80% 

3 Due to interest free banking, Islamic banking is an 

attractive option for SMEs in Pakistan. 

71% 

4 Majority of SMEs prefer Shariah based financing, which 

can be got from Islamic banking sector. 

62% 

5 In Pakistan potential demand of Islamic banking 

products within the small and medium enterprises sector 

is high. 

55% 

6 SMEs have a strong preference for Islamic banking 

which can translate into a substantial funding 

opportunity. 

34% 

7 Islamic banking sector is providing opportunities for 

SMEs like the availability of a SME proposition, 

31% 
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Conclusion 

From 2002 to 2017 the Islamic banking sector shows the 

significant growth in Pakistan and same SMEs in every year 

continuously contribute in the GDP around and above 70%. The results 

of our study are highlighting challenges and opportunities for Islamic 

banking and SMEs. The manufacturing SMEs efficiency can be 

increased by using the new technology because success of the business is 

directly depending upon technological factors and for new technology. 

The Islamic banking can be facilitating to this sector. The State Bank of 

Pakistan can play an important role in this regard by making easy process 

and less conditions for financing to SMEs. The Islamic banks should 

directly deal with SMEs instead of black marketers because they create 

negative perception of Islamic products and services. Based on data 

collected it is necessary for Islamic banks to provide fast track services 

and special services counter for SMEs. The Islamic banking sector 

should reduce the documentation requirements and reduce the transaction 

cost to attract the more SMEs. 

The State bank of Pakistan and SMEDA should try to reduce the 

hurdles that are creating gap between these two sectors. If the Islamic 

banking sector and SMEs both create a liaison in the Pakistan, a number 

of the benefits can be achieved by this process. In future, other 

researchers can further explore the challenges and opportunities for both 

sectors. The government should try to reduce the hurdles for SMEs 

sector and promote this sector with the help of Islamic Banking.  
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