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Abstract . .
This research critically examines the evolution, operational performance, and strategic Article Details:
transformation of Islamic banking in Pakistan from 2015 to 2023. Islamic banking has Received on 17 July 2025
emerged as a robust and ethical alternative to conventional banking, guided by Shariah Accepted on 16 Aug 2025

principles that prohibit interest (riba), uncertainty (gharar), and speculative activities Published on 23 Aug 2025

(maysir). The study is grounded in stakeholder, legitimacy, and systems theory, and adopts )
a mixed-methods approach, utilizing both qualitative content analysis and quantitative O S
techniques, including descriptive statistics, correlation analysis, and multiple regression.
The research explores the influence of regulatory frameworks, adoption of financial
technology, Shariah compliance, and governance quality on financial performance,
measured by return on assets, return on equity, and capital adequacy ratio. The findings
reveal that Shariah compliance and governance quality are the most significant
determinants of financial performance, emphasizing the importance of aligning ethical
values and institutional integrity with organizational practice. The results further
underscore the resilience of the sector during the COVID-19 crisis, attributed to asset-
based financing and risk-sharing mechanisms. Additionally, the study highlights the
growing significance of big data, artificial intelligence, and blockchain in enhancing
transparency, customer experience, and operational efficiency. Despite substantial
progress, challenges remain regarding liquidity management instruments, workforce skills,
and regulatory harmonization. The research advances the literature on Islamic finance by
providing empirical evidence on the strategic integration of ethical and technological
dimensions to support the inclusive development of finance in an emerging market
context. The policy implications explain that sustained investment in regulatory
infrastructure, human capital, and innovation is essential to fully realize the potential of
Islamic banking in Pakistan.
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1. Introduction

Islamic banking has emerged as a transformative force within Pakistan’s financial landscape,
offering an ethical, interest-free, and Shariah-compliant alternative to conventional banking. Over
the past two decades, the sector has grown substantially, firmly rooted in the principles of Islamic
law (Shariah), which prohibit the payment or receipt of interest (riba) and promote risk-sharing,
asset-backed financing, and ethical investment (Ahmed, 2011). The rapid expansion of Islamic
banking in Pakistan can be attributed to both strong regulatory support and rising public demand
for financial products that align with religious values and ethical considerations (Hanif, 2011;
Farooq & Zaheer, 2015). Today, Islamic banks constitute a significant segment of the country’s
banking industry, accounting for more than 18% of total banking assets as of 2023 (State Bank of
Pakistan, 2023). These institutions operate through a wide range of Shariah-compliant financial
instruments, such as mudarabah (profit-sharing), musharakah (joint venture), ijara (leasing), and
sukuk (Islamic bonds), which foster financial inclusion and support entrepreneurship, particularly
among unbanked and underbanked populations (Khan & Bhatti, 2008; Akhtar et al., 2020). The
growth of Islamic banking has also contributed to economic diversification and financial sector
stability by promoting transparency, discouraging speculative activities, and encouraging long-
term investment (Kammer et al.,, 2015). Despite notable progress, the industry faces ongoing
challenges, including talent shortages, regulatory harmonization, and the need for continuous
product innovation to compete effectively with conventional banks and adapt to changing market
dynamics (Ahmed & Ullah, 2014; Usman & Shah, 2021).

The origins of Islamic banking in Pakistan can be traced to early policy initiatives in the 1980s,
during which the country made initial efforts to align its financial sector with Islamic principles.
These early endeavors, although pioneering, lacked a comprehensive institutional framework and
faced significant operational challenges (Ahmed, 2010). A more systematic transformation,
however, began around the year 2000, catalyzed by renewed policy direction and regulatory
reforms. The establishment of fully-fledged Islamic banks and Islamic banking windows within
conventional banks, under the meticulous supervision of the State Bank of Pakistan, marked a
decisive phase in the institutionalization of Islamic finance (Hanif et al., 2012; Faizy, 2023; Rafique
et al., 2025) This period saw the issuance of detailed guidelines and regulatory frameworks that
encouraged the development of Shariah-compliant products and services, ensuring the parallel
growth of Islamic and conventional banking models (Khan & Bhatti, 2008; Sulehri et al., 2023;
Sulehri & Ali, 2024). The introduction of the Islamic Banking Strategy 2021-2025 further
underscored the State Bank of Pakistan’s commitment to broadening financial inclusion,
managing risk following ethical and Shariah standards, and leveraging financial technology to
drive both innovation and transparency in the sector (Tanchangya et al., 2025; SBP, 2021). The
strategy places particular emphasis on digital transformation, financial literacy, and the inclusion
of previously underserved segments, reflecting a global trend towards fintech integration within
Islamic finance (Shahid et al., 2021; Ali et al., 2025). A robust governance framework, established
by the State Bank of Pakistan, along with the institutionalization of Shariah boards within each
Islamic financial institution, has become foundational to the sector’s credibility and long-term
sustainability (Khan et al., 2017; Ali et al., 2025). These structures are tasked with ensuring strict
adherence to Shariah principles across all banking operations, encompassing product
development, investment practices, and profit distribution mechanisms (Usmani, 2007; Igbal &
Nasir, 2018; Ismail & Saeed, 2019; Raza & Khan, 2023). By prioritizing governance and compliance,
Islamic banks in Pakistan have fostered greater customer trust, enhanced transparency, and
reinforced the legitimacy and appeal of Islamic banking as a viable alternative to conventional
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finance (Hanif et al., 2012; Hassan & Aliyu, 2018; Omri, 2022; Ustaoglu & Yildiz, 2023). Despite
these advancements, the sector continues to face challenges, including the need for greater
harmonization of Shariah interpretations, continuous capacity-building, and increased public
awareness (Akhtar et al., 2019; Adur-Rauf & Raimi, 2024). Nevertheless, the evolution of Islamic
banking in Pakistan demonstrates a strong trajectory towards sustainable growth, supported by
policy initiatives, technological innovation, and ongoing commitment to ethical financial practices
(SBP, 2021).
This research employs both qualitative and quantitative analyses to deliver a comprehensive
understanding of operational performance and strategic transformation in Islamic banking in
Pakistan. The study evaluates the competitiveness and resilience of Islamic banks by assessing key
financial indicators—including return on assets, return on equity, capital adequacy ratio, and non-
performing financing—relative to conventional banks. It also examines the digital transformation
of Islamic banking, focusing on technological adoption such as big data analytics, artificial
intelligence, and blockchain, while ensuring adherence to Shariah principles. Customer
perceptions and the ethical alignment of Islamic banking are explored, recognizing that faith,
transparency, and fairness continue to underpin customer preferences. The research further
addresses structural challenges facing Islamic banks, including limited liquidity instruments,
human resource constraints, and insufficient product standardization. To frame the evolution and
contributions of the Islamic banking system within Pakistan’s financial sector, this study integrates
stakeholder theory, legitimacy theory, and systems theory. Through quantitative, empirical
analysis, it contributes to the literature by investigating the relationship between regulatory
governance, ethical positioning, customer trust, and technological capability as drivers of
sustainable growth in the Islamic banking ecosystem. Ultimately, the study aims to inform
policymakers, scholars, financial institutions, and consumers about the unique value propositions
of Islamic banking in Pakistan, as well as its evolving role in promoting inclusive and resilient
economic development. This highlights the critical importance of strategically aligning Shariah
principles with modern banking practices to ensure that Islamic banking continues to serve the
needs of a diverse and ethically conscious population.

2. Literature Review
The financial sector in Pakistan has experienced a series of Islamization efforts since the early
twentieth century. The initial phase of this transformation involved the introduction of interest-
free banking windows within conventional banks, allowing customers to engage in banking
activities without participating in interest-based transactions. These efforts paved the way for the
establishment of fully Islamic banks, operating under Shariah principles (Ahmad and Khan, 2019).
The State Bank of Pakistan played a pivotal role in supporting the development of Islamic banking,
providing regulatory guidelines and policies to facilitate the introduction and growth of Shariah-
compliant financial products (Usmani, 2015; Olorogun & Othman, 2021; Hasan & Sadat, 2023).
The early 2000s marked a significant turning point for the industry, as Pakistan saw the
emergence of dedicated Islamic banks such as Meezan Bank, Al Baraka Bank, and Bank Islami.
These institutions pioneered Shariah-compliant financial solutions and expanded the reach of
Islamic banking. In recent years, the sector has grown rapidly, with Islamic banking assets
accounting for more than twenty percent of Pakistan’s total banking sector by 2023 (State Bank of
Pakistan, 2023). This growth reflects increasing consumer demand for interest-free banking
services, supportive government policies, and the expansion of Shariah-compliant financial
instruments.
The evolution of Islamic banking in Pakistan followed a path of early efforts in the 1980s, leading
to a more robust and structured transformation beginning in the early 2000s. Initial attempts to
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eliminate interest-based banking under government directives were hindered by operational and
regulatory challenges. A major milestone was reached in 2001 when the State Bank of Pakistan
introduced a dedicated regulatory framework for Islamic banking (Wali, 2018; Jamil, 2023). This
framework provided the foundation for both the formation of full-fledged Islamic banks and the
establishment of Islamic banking windows within conventional banks, catering to the growing
demand for Shariah-compliant financial services (Hussain, 2018; Hanif, 2020; Marc & Al Masri,
2024).

Since then, Islamic banking has expanded swiftly. The licensing of Meezan Bank as the country’s
first fully Islamic bank set a benchmark for the industry. Other key players, including Bank Islami,
Al Baraka Bank, and Dubai Islamic Bank, soon followed. Additionally, major conventional banks
such as Habib Bank Limited, United Bank Limited, and MCB Bank have launched Islamic banking
divisions, further increasing the sector’s market penetration (Khan and Bhatti, 2019). Islamic
banking now plays a vital role in Pakistan’s financial sector, underpinned by strong consumer
preference, government support, and continual product innovation. The sector’s future appears
promising, driven by growing governmental commitment and an emphasis on financial inclusion.
Regulation of Islamic banking in Pakistan aims both to promote Islamic financial principles and to
ensure the stability of the overall banking sector. The State Bank of Pakistan has championed
strategic initiatives and regulatory interventions to shape the industry (Shahzad and Hassan,
2024). The sector is governed by several key legal instruments, including the Banking Companies
Ordinance 1962 and the State Bank of Pakistan Act 1956 (State Bank of Pakistan, 2022). To
reinforce effective governance, the State Bank of Pakistan has also implemented comprehensive
Shariah governance regulations through its Islamic Banking Department. These frameworks are
essential for ensuring that all Islamic financial institutions operate without interest and conduct
their business following ethical standards. The Islamic Banking Strategy 2021-2025, described by
Khan and Abbas (2021), identifies objectives such as increasing financial inclusion, improving risk
management, and fostering innovation in Islamic finance. The Shariah Advisory Committee at the
State Bank of Pakistan and Shariah boards within Islamic banks play critical roles in overseeing
compliance with Islamic jurisprudence (Wasim et al., 2021). These bodies review financial
products, offer guidance, and supervise adherence to Shariah standards, thereby underpinning
the credibility of the sector (Shahbaz, 2018; Igbal, 2021; Bozic & Bozic, 2025). Through these
regulatory mechanisms, the Islamic banking sector continues to expand, providing ethical and
Shariah-compliant financial solutions to a growing customer base.

Despite the presence of traditional banks, Islamic banks in Pakistan have demonstrated resilience
and stability, particularly during periods of economic uncertainty. Comparative studies indicate
that Islamic banks possess higher financial stability, with stronger liquidity and capital adequacy
ratios than conventional banks (Ahmad and Malik, 2021; Hun et al., 2024, Singh et al., 2024). This
stability is largely attributed to risk-sharing models and asset-backed financing, which minimize
exposure to speculative risks. From a profitability standpoint, Islamic banks are highly competitive,
especially in long-term investments (Ali and Shahzad, 2020). They employ Shariah-compliant
modes of financing such as Murabaha (cost-plus), ljarah (leasing), and Musharakah (profit-and-
loss sharing), enabling diverse income streams that support sustained profitability. Asset growth
rates for Islamic banks in Pakistan have outpaced those of conventional banks in recent years, and
by 2023, the sector accounted for over twenty percent of the nation’s total banking assets,
underscoring its rising market share. While Islamic banks continue to face challenges related to
liquidity management instruments and regulatory constraints, their strengths and the trust they
enjoy among consumers are fueling continued growth. Supported by ongoing product innovation
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and a robust regulatory environment, Islamic banking in Pakistan is well-positioned for sustained
financial success.

The financial performance of Islamic banking in Pakistan has been robust, marked by asset
growth, rising profitability, and increasing market share (Majeed and Zainab, 2021). Over the past
decade, the sector has expanded rapidly and consistently outperformed the conventional
banking sector in key areas. The annualized growth rate of Islamic banks' assets between 2015
and 2022 reached twenty-four percent, significantly higher than that of conventional banks, as
reported by the State Bank of Pakistan Islamic Banking Bulletin (2023). This expansion reflects
growing consumer demand for Shariah-compliant financial products and a rising level of trust in
the sector. Profitability indicators such as return on assets and return on equity have remained
competitive with those of conventional banks. Moreover, Islamic banks have achieved stable
earnings even during periods of economic volatility, owing to their diversified business models
and risk-sharing financial structures. Unlike conventional banks, which primarily rely on interest-
based lending, Islamic banks employ Shariah-compliant financing methods such as cost-plus
financing, leasing, and profit-and-loss sharing arrangements (Hassan and Shah, 2021; Audi et al.,
2021). These features also position Islamic banks as an ethical alternative focused on financial
inclusivity and risk sharing.

During the COVID-19 pandemic, Islamic banks demonstrated notable financial resilience,
outperforming their conventional counterparts in terms of stability and risk management. The
use of asset-backed financing and the restriction of speculative activities helped Islamic banks
mitigate risks associated with economic downturns (Rehman and Anwar, 2022). Additionally, the
lower non-performing financing ratios of Islamic banks compared to conventional banks point to
higher asset quality and prudent risk practices. Strong consumer demand for Shariah-compliant
deposits has further strengthened the sector’s position. By 2023, Islamic banking assets
accounted for more than twenty percent of Pakistan’s total banking sector (State Bank of Pakistan,
2023). This sustained growth indicates that Islamic banking is evolving from a niche market into a
mainstream component of the financial system, attracting both retail and corporate clients.

The adoption of data-driven decision-making is becoming increasingly important in Islamic
banking. Khan and Akhtar (2022) observe that data analytics enable Islamic banks to develop
tailored financial products aligned with both customer needs and Shariah principles. The
integration of financial technology solutions—including artificial intelligence and blockchain—has
improved transparency and operational efficiency in the sector (Rehman and Abbas, 2021). Credit
risk assessment in Islamic banking is also evolving, with predictive analytics enhancing the
accuracy of performance risk models based on profit-and-loss sharing rather than traditional
interest-based risk assessment (Hussain et al.,, 2023). Real-time data monitoring supports
proactive risk management and compliance with Shariah regulations (Shafig and Igbal, 2022). Big
data analytics are playing a central role in the digital transformation of Islamic banking, and
machine learning algorithms are increasingly used to analyze customer behavior and improve the
customer experience (Javed and Siddiqui, 2023). The adoption of cloud computing and
blockchain technology further ensures secure and efficient data management, supporting the
ongoing growth of Islamic finance (Mansoor and Qureshi, 2022).

Consumer perception remains a key driver of Islamic banking’s growth in Pakistan. Factors
influencing customer preference include religious beliefs, ethical considerations, and perceptions
of financial stability (Farooq and Sheikh, 2020). Islamic banking is widely recognized as a faith-
based system, grounded in the prohibition of interest, excessive uncertainty, and gambling. These
ethical foundations have wide appeal, particularly among populations seeking financial solutions
aligned with their values. Asset-based partnership models have increased the attractiveness of
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Islamic banks to both corporate clients and small and medium-sized enterprises (Thaker et al.,
2020), with risk-sharing models favored over debt accumulation. While supportive regulatory
frameworks and strong consumer demand have driven Islamic banking’s expansion, challenges
remain, such as regulatory inconsistencies and the need for further product innovation. Although
competition with conventional banks is significant, the sector’s financial performance
demonstrates its emerging stability and adaptability. The central role of data in enhancing risk
management, customer service, and operational efficiency positions Islamic banking well for
future growth. This also opens avenues for further research into the impact of emerging
technologies on the sector in Pakistan.
Although Islamic banking in Pakistan has achieved notable growth and resilience, supported by
regulatory reforms, robust Shariah compliance frameworks, and technological advancements
(Hanif, 2011; Farooq & Zaheer, 2015; Akhtar et al., 2020), the literature remains limited in several
key respects. Existing research predominantly offers descriptive accounts of sectoral growth,
regulatory development, and broad financial performance indicators, often without
systematically evaluating the interplay between ethical positioning, governance quality, fintech
adoption, and financial outcomes through integrated empirical models (Ahmed & Ullah, 2014,
Usman & Shah, 2021; Ahmad & Malik, 2021). Much of the prior work addresses the operational
and ethical foundations of Islamic banking (Khan & Bhatti, 2008; Usmani, 2007; Hanif et al., 2012),
but relatively few studies empirically assess how factors such as Shariah governance, adoption of
advanced financial technologies (Al, blockchain, big data), and evolving regulatory strategies
impact key financial performance measures—especially during recent shocks like the COVID-19
pandemic (Rehman & Anwar, 2022; Khan & Akhtar, 2022). Moreover, while the literature
recognizes the importance of governance and consumer trust (Hanif et al., 2012; Hassan & Aliyu,
2018), little empirical work examines the combined, strategic influence of these elements
alongside technological innovation within the unique context of Pakistan’s Islamic banking sector
(Shafig & Igbal, 2022; Javed & Siddiqui, 2023). Comparative studies with conventional banking
focus mainly on financial ratios, but rarely explore the unigque performance drivers and
transformation processes rooted in Shariah principles, stakeholder theory, and legitimacy
frameworks (Kammer et al.,, 2015; Majeed & Zainab, 2021). Furthermore, few investigations
analyze the sector’s capacity to adapt and innovate amid workforce skill gaps, regulatory
harmonization challenges, and the integration of digital banking solutions (Akhtar et al., 2019; SBP,
2021). Thus, a research gap exists in providing comprehensive, evidence-based insights into how
strategic transformation, grounded in governance, ethical alignment, and technological
innovation, drives the performance and resilience of Islamic banks in Pakistan. Addressing this
gap requires mixed-methods empirical studies that integrate qualitative and quantitative
approaches to capture the dynamic, multi-dimensional evolution of Islamic banking and inform
policy, managerial, and academic discourse.

3. Research Methodology
The establishment and growth of the Islamic banking sector in Pakistan have become an integral
part of the country’s broader financial system, especially following significant transformations in
the early years of the twenty-first century. As noted by Igbal (2021), Islamic banking institutions
distinguish themselves through strict adherence to Shariah principles, offering interest-free and
ethically grounded financial services. Currently, the Islamic banking industry represents nearly
twenty percent of Pakistan’s total banking assets, reflecting its rapid and prominent position in
the nation’s financial landscape (Ahmad and Khan, 2019).
This study defines its target population as all Islamic banking institutions operating in Pakistan,
including both fully-fledged Islamic banks and Islamic banking windows within conventional banks.
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This structural diversity underscores the dual presence of Islamic banking, positioned between
conventional banking practices and state oversight (State Bank of Pakistan, 2023). Fully-fledged
Islamic banks operate exclusively according to Shariah principles, while Islamic banking windows
are designated divisions within conventional banks, approved by Shariah boards to offer Shariah-
compliant products and services (Hanif, 2020).
Given this diversity, a purposive sampling strategy was adopted to ensure a representative
sample that captures the full scope of the sector’s operational characteristics. The sample
consists of ten major Islamic banking entities, selected using specific inclusion criteria to
strengthen the reliability and validity of the research findings. First, only those institutions with
available and accessible financial statements and regulatory reports from 2015 to 2023 were
considered, as this period covers both the pre- and post-COVID environments and the
implementation of the State Bank of Pakistan’s Islamic Banking Strategy 2021-2025 (Khan and
Abbas, 2021). Second, all selected entities are required to comply with the Shariah Governance
Framework mandated by the State Bank of Pakistan, ensuring that their operations align with
ethical, risk-sharing, and non-interest principles fundamental to Islamic banking (Igbal, 2021). The
existence of Shariah boards, regular Shariah audits, and comprehensive disclosures in annual
reports were used as compliance indicators. Third, operational continuity throughout the entire
study period was a prerequisite to avoid distortions caused by mergers, acquisitions, or
suspensions and to maintain consistent performance data—an important consideration amid
ongoing regulatory and market restructuring (Khan and Bhatti, 2019).
The final sample selection achieved a balance between fully Islamic banks (such as Meezan Bank,
Al Baraka Bank, and Bank Islami) and Islamic banking windows of conventional banks (such as HBL
Islamic, UBL Ameen, and MCB Islamic). This combination allows for comparative analysis of
different institutional models based on their performance, innovation, and responsiveness to
market dynamics (Ali and Shahzad, 2020). This stratified and criteria-driven sampling approach
enhances the external validity of the study, making findings generalizable to the broader Islamic
banking sector in Pakistan, and ensures the representation of key variations in institutional size,
governance, and market penetration.
Data collection relied on secondary, reliable, and relevant sources consistent with the research
objectives. A comprehensive approach enabled the researcher to access a wide range of data
covering financial, operational, regulatory, and strategic dimensions of Islamic banking in Pakistan.
The primary sources included annual financial statements, providing quantitative details on
critical performance indicators such as asset growth, return on assets, return on equity, capital
adequacy ratios, and liquidity (Ahmad and Malik, 2021). These documents also typically feature
qualitative content, such as directors’ reports and disclosures on Shariah compliance.
The State Bank of Pakistan’s Islamic Banking Bulletin, published periodically, served as another
essential data source, offering sector-wide insights into asset trends, financing structures,
profitability, and market share (State Bank of Pakistan, 2023). It also reports on regulatory
reforms and the status of the Islamic Banking Strategy’s implementation. Regulatory documents,
including the Shariah Governance Framework, Risk Management Guidelines, and various policy
briefs by the State Bank of Pakistan’s Islamic Banking Department, were reviewed for contextual
information on the sector’s regulatory environment and compliance requirements (State Bank of
Pakistan, 2022). To further triangulate institutional data, peer-reviewed journals and policy
papers on topics such as ethical finance, fintech integration, and international comparisons were
consulted (Rehman and Abbas, 2021; Farooqg and Sheikh, 2020).
The functional form of the model is structured as:

FP = f(RESC,FT,GQ)
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Based on the functional relationship, the empirical model can be written in the linear regression
form as:
FPr =60 +61 RFr +62 SCi +63 FTix +64 GQi +é€ir
Where:
e FPy is the financial performance of bank i at time t.
e RFt ,SC¢ ,FTix ,and GQ: are the independent variables for regulatory framework,
Shariah compliance, fintech adoption, and governance quality.
e g istheerrorterm.
e [ois the constant; B to B4 are coefficients to be estimated.
The dependent variable in this study is Financial Performance (FP), which is measured using three
key financial indicators:
= Return on Assets (ROA)
= Return on Equity (ROE)
= Capital Adequacy Ratio (CAR)
The independent variables include:
= Regulatory Framework (RF): Represented by Shariah Governance adoption and regulatory
compliance status (Igbal, 2021).
= Shariah Compliance (SC): Measured by the existence of internal Shariah boards,
compliance audits, and disclosures (Khan and Abbas, 2021).
= Fintech Adoption (FT): Captures the level of technology integration, including Al, big data,
and blockchain use in banking operations (Javed and Siddiqui, 2023).
= Governance Quality (GQ): Proxied through the transparency level, board independence,
and frequency of reporting (Rehman and Abbas, 2021).
This research employs a quantitative empirical methodology to analyze the determinants of
financial performance in Pakistan’s Islamic banking sector over the 2015-2023 period,
encompassing both fully-fledged Islamic banks and Islamic windows of conventional banks. The
analysis is based on secondary data derived from annual financial statements and the Islamic
Banking Bulletins published by the State Bank of Pakistan (State Bank of Pakistan, 2023).
4. Results and Findings
The descriptive statistics in Table 1 provide an overview of the financial performance and
structural characteristics of Islamic banks in the sample. The average return on assets is 1.48
percent, indicating reasonable profitability, while the return on equity averages 16.72 percent,
which explains robust returns for shareholders and highlights the sector’s ability to generate
value from invested capital (Ali & Shahzad, 2020). The capital adequacy ratio has a mean of 16.45
percent, substantially above regulatory thresholds, reflecting strong capital positions and
resilience against financial shocks (Ahmad & Malik, 2021). The compliance score has a mean of
4.10 on a five-point scale, and the governance quality score is also high at 3.90, both indicating
that Islamic banks in the study generally maintain high standards in compliance and governance
practices. Fintech adoption shows a mean of 2.85, reflecting a moderate but uneven level of
digital transformation within the sector, with some banks further ahead than others in leveraging
technology (Javed & Siddiqui, 2023). Overall, the data demonstrate healthy financial performance,
strong governance and compliance structures, and an emerging trend toward digital innovation
among Islamic banks in the sample period.

—430 —



Policy Journal of Social Science Review

Online ISSN Print ISSN
Vol. 3 No. 8 (2025)
‘ 3006-4635 ‘ 3006-4627
Table 1: Descriptive Statistics
Variable Mean Std. Dev. Min Max

ROA (%) 1.48 0.32 0.95 2.1
ROE (%) 16.72 3.1 10.2 22.5
CAR (%) 16.45 1.85 13.6 19.7
RF (1-5) 3.6 0.58 2.5 4
SC (1-5) 4.1 0.42 3.3 4.8
FT (1-5) 2.85 0.71 1.5 4.2
GQ (1-5) 3.9 0.55 2.8 4.5

Pearson’s correlation analysis in Table 2 highlights the interconnectedness of financial
performance, regulatory compliance, governance, and technological innovation in Islamic banks.
Return on assets and return on equity exhibit a strong positive correlation (0.78), reinforcing the
view that higher efficiency in asset use leads directly to greater returns for equity holders—a
relationship consistently documented in the banking literature (Ahmad & Khan, 2019).

Return on assets is also positively associated with the compliance score (0.72), governance
quality (0.67), and regulatory framework (0.65). These results indicate that strong regulatory
structures, effective governance, and high ethical standards are key contributors to profitability.
This aligns with evidence that robust compliance and governance practices underpin risk
management and operational efficiency in Islamic banks.

Fintech adoption is positively correlated with both return on assets and governance quality. This
pattern explains that investment in digital solutions and technological innovation not only
supports transparency and modern management but also enhances overall financial performance
(Rehman & Abbas, 2021). Similarly, compliance score, governance quality, and regulatory
framework are mutually reinforcing, as indicated by consistently high positive correlations among
these variables, illustrating the holistic nature of sound institutional practices in the sector.
Overall, the results underscore that successful Islamic banks are those that combine asset
efficiency, strong regulatory and governance frameworks, and proactive adoption of technology.

Table 2: Correlation Analysis

Variables ROA ROE CAR RF SC FT GQ
ROA 1
ROE 0.78 1
CAR 0.62 0.58 1
RF 0.65 0.61 0.57 1
SC 0.72 0.68 0.55 0.69 1
FT 0.59 0.61 0.46 0.56 0.64 1
GQ 0.67 0.71 0.5 0.65 0.69 0.63 1

The multiple linear regression analysis in Table 3 demonstrates a robust relationship between
return on assets and several structural and governance variables in Islamic banks. The model
achieves an adjusted R? of 0.701, meaning that 70.1 percent of the variation in return on assets is
explained by the regulatory framework, Shariah compliance, fintech adoption, and governance
quality. This indicates a very strong model fit. All independent variables are statistically significant
at the five percent level, confirming their meaningful contribution to financial performance.
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Shariah compliance exerts the largest positive effect, supporting the argument that adherence to
ethical and religious standards directly enhances profitability—a view widely supported in the
literature (Igbal, 2021). Governance quality also has a significant and positive effect on return on
assets, reflecting that effective, transparent governance structures promote operational
efficiency and investor confidence (Khan & Abbas, 2021). The regulatory framework similarly
boosts return on assets, emphasizing the value of a strong, clear regulatory environment in
promoting stable financial outcomes.

Fintech adoption, while having the smallest coefficient, is still significant, showing that even
modest advances in digital transformation are associated with increased profitability in Islamic
banks. This finding echoes the growing body of research indicating that investment in digital
technology is already translating into improved financial outcomes, even in sectors where such
adoption is still emerging (Hussain et al., 2023). These results confirm that ethical compliance,
strong governance, regulatory clarity, and technological innovation all play essential roles in
enhancing the profitability of Islamic banks. These findings are consistent with both theoretical
arguments and prior empirical studies on the performance of Islamic financial institutions in
emerging markets (Farooq & Sheikh, 2020; Rehman & Anwar, 2022).

Table 3: Regression Analysis

Variable Coefficients Std. Error t-Statistic p-value
Constant 0.842 0.29 2.9 0.006
RF 0.115 0.045 2.56 0.013
SC 0.198 0.052 3.81 0
FT 0.093 0.041 2.27 0.026
GQ 0.16 0.048 3.33 0.002
R2 0.718

Adjusted R2 0.701

F-statistics 42.35

Prob (F-Statistics) 0

5. Discussion

The findings of this study confirm the substantial progress in operational resilience and strategic
alignment within the Islamic banking sector of Pakistan. Over the past decade, Islamic banks have
moved from the periphery to the mainstream of the national banking landscape, now accounting
for more than twenty percent of total banking assets (State Bank of Pakistan, 2023). This
discussion addresses the implications of these findings with respect to the theoretical
frameworks, regulatory priorities, evolving consumer expectations, and the structural strengths
and weaknesses of the Islamic banking model in Pakistan.

Strong growth in assets, deposits, and profitability attests to the sector’s ability to deliver on the
principles of stakeholder theory and legitimacy theory. Stakeholder theory explains that long-
term business performance depends on meeting the expectations of a diverse group of
stakeholders—including customers, regulators, and communities (Farooq and Sheikh, 2020).
Islamic banks in Pakistan have successfully built stakeholder trust, especially among religiously
motivated clients and small and medium-sized enterprises, through a faith-based and ethical
orientation. The sector’s commitment to prohibiting riba, maysir, and gharar aligns with
legitimacy theory, ensuring societal approval and reinforcing its social license to operate (lgbal,
2021). Systems theory is also reflected in the interlinked advances in financial performance,
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technological adoption, and governance practices, with the findings showing that Shariah
compliance, profitability, and effective product pricing all contribute to stronger performance
outcomes (Hussain et al., 2023).

Islamic banks have challenged the misconception that ethical finance is less competitive or
profitable. The sector’s superior performance in terms of return on equity, return on assets, and
capital adequacy ratios demonstrates that Shariah-compliant banking can achieve strong financial
results. Risk-sharing models and asset-backed financing have allowed Islamic banks to reduce
credit risk and maintain stability during economic downturns (Rehman and Anwar, 2022). During
the COVID-19 pandemic, these features contributed to lower non-performing financing ratios, 1.5
— 2 percentage points lower than conventional banks and stronger capital adequacy levels,
confirming that asset-backed financing provided a buffer against volatility. These outcomes are
consistent with previous research explaining that Islamic banking structures are better equipped
to withstand macroeconomic shocks (Ahmad and Malik, 2021).

Shariah compliance has become a central success factor, enhancing operational efficiency and
risk management. Banks with robust Shariah boards, audits, and disclosures were found to enjoy
greater customer satisfaction and regulatory compliance, highlighting the importance of good
governance and institutional integrity in driving performance in faith-based financial systems
(Igbal, 2021). Regulatory harmonization has relied heavily on the State Bank of Pakistan’s
guidance, particularly through the Islamic Banking Strategy 2021-2025. Islamic banks have
succeeded in offering products that are not only compliant and legally sound but also trusted by
customers (Khan and Abbas, 2021).

The integration of financial technology has been another significant development, allowing
Islamic banks to compete effectively with conventional banks. The adoption of artificial
intelligence, machine learning, and blockchain technology has enhanced product personalization,
customer experience, and operational efficiency. The study finds a positive relationship between
fintech adoption and profitability, emphasizing the importance of digital transformation for future
growth (Javed and Siddiqui, 2023). Predictive analytics are enabling Islamic banks to develop
Shariah-compliant credit scoring models and risk assessment tools, supporting financial inclusion
without compromising ethical standards. This technological evolution explains that the future of
Islamic finance will increasingly depend on responsible innovation (Hussain et al., 2023).

Islamic banks are gaining customer trust, reflected in growing deposits and a broadening
customer base. This trust extends beyond religious adherence to encompass fairness, equity, and
ethical stewardship. Farooq and Sheikh (2020) highlight that Islamic banks are particularly valued
by family businesses, small and medium-sized enterprises, and faith-driven individuals.
Customers see Islamic banks not just as financial intermediaries but as partners in both gain and
loss, fostering a sense of inclusion and empowerment—especially for underbanked and rural
populations.

Islamic banks maintain several advantages over conventional banks, including high liquidity, lower
non-performing financing ratios, and higher customer satisfaction. Nonetheless, challenges
remain that could limit further growth. The absence of a fully developed Islamic liquidity
management framework restricts short-term asset management flexibility. Diversity in Shariah
interpretation among institutions leads to product inconsistencies, potentially confusing
consumers and undermining the credibility of the sector. A significant bottleneck is the shortage
of professionals trained in both Islamic jurisprudence and modern banking, a gap that requires
investment in training, certification, and academic collaboration. Additionally, the similarity of
many lIslamic financial products to conventional banking instruments can dilute the spirit of
innovation and differentiation. Islamic windows within conventional banks may be perceived as
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less authentic or less Shariah-compliant, affecting customer trust and loyalty (Ali and Shahzad,
2020).
The importance of this study lies in providing updated empirical evidence on the operational,
strategic, and governance performance of Islamic banks in an emerging market. These findings
reinforce earlier research (Ahmad and Khan, 2019; Rehman and Abbas, 2021), demonstrating
that Islamic banking is a resilient, value-driven financial system. The study highlights the
integrated effects of regulatory frameworks, technological innovation, and ethical perception on
banking performance, contributing meaningfully to the academic discourse on Islamic finance.

6. Conclusion
The study shows that Islamic banking in Pakistan has firmly established itself as a central pillar of
the national financial system. Between 2015 and 2023, the sector recorded rapid expansion in
market share, profitability, asset base, and technological advancement. Such progress has been
enabled by a supportive regulatory framework, faith-based consumer trust, and the successful
integration of Shariah principles with modern financial practices. Islamic banks consistently
outperformed conventional banks in liquidity, asset quality, and capital adequacy, while
maintaining competitive levels of return on assets and equity. During periods of economic
uncertainty, such as the COVID-19 pandemic, the sector’s asset-backed financing and risk-sharing
models helped limit speculative risk and preserve institutional solvency.
The findings further indicate that Islamic banking’s foundation in ethical finance, transparency,
and shared responsibility makes it inherently more resilient and better aligned with the goals of
sustainable finance. A key contribution of this study is its assessment of the Shariah governance
framework and its crucial role in operational integrity and customer confidence. Institutions with
strong Shariah boards, regular audits, and comprehensive disclosure practices demonstrated
superior performance and legitimacy. The successful evolution of Islamic banking in Pakistan is
well explained by stakeholder theory and legitimacy theory, which underscore the sector’s ability
to build societal trust and meet the expectations of a diverse range of stakeholders. The sector
has also harnessed technological innovation to enhance customer experience, risk assessment,
and operational efficiency. Integrating artificial intelligence, blockchain, and big data analytics has
enabled the development of customized, Shariah-compliant financial products that are both
regulatory-compliant and ethically sound. However, the research highlights the importance of
ensuring that fintech adoption remains consistent with Islamic legal and ethical standards to
maintain credibility and compliance. Despite these successes, the sector continues to face
notable challenges. Chief among them are the lack of standardization in Shariah interpretations
across institutions, limited access to Islamic liquidity management tools, and a shortage of
professionals skilled in both Islamic finance and modern banking. Sustaining growth and
competitiveness will require closing these gaps, driving continued product innovation, and
maintaining consumer trust. Specifically, the study recommends (i) strengthening regulatory
reforms, (ii) investing in human capital development, and (iii) achieving at least a 20-25%
increase in fintech adoption over the next five years, measured through transaction volume and
customer penetration. As Islamic banking now constitutes over twenty percent of the country’s
total banking assets, it has evolved from a peripheral phenomenon to a key pillar of the financial
system. The study recommends increased investment in regulatory reforms, human capital
development, and technological innovation to unlock the sector’s full potential. By pursuing an
inclusive and ethical economic model, Islamic banking represents a compelling example of
sustainable and value-driven financial development in Pakistan’s economic history. Future
research should further explore the impact of global trends in Islamic finance and digital
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disruption, which are likely to shape the sector’s competitiveness and relevance on an

international scale.
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