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Exploring the Impact of Islamic Finance Principles on Micro and Small
Enterprise Performance: A Systematic Review

Abstract

Both micro and small enterprises (MSEs) can drive economies to growth and eradicate poverty,
but numerous challenges challenge their finances. The principles of Islamic finance, with other-
centered equity, ethical quality, and risk-sharing, have the potential to considerably benefit
MSE development and commercialization as compared to conventional systems. This review
systematically analyzes existing literature relating Islamic finance principles to MSE
performance based on the synthesis of work conducted in Uganda, Oman, Indonesia, and
Nigeria. The findings show a positive relationship between the application of mechanisms of
Islamic finance, including profit-sharing, interest-free financing, and partnership-based
models, and the business performance indicators of profitability, revenue growth, and
sustainability. However, the review pinpointed major gaps in available research, including a
constricted geographical cover, a small sample size of enterprises, and inadequate gender-
dimensional exploration. Further, some inherent methodological inconsistencies, such as
ambiguous performance indicators and sampling biases, additionally hamper the generalization
of findings. To overcome such gaps, this study suggests that research should be extended into
the rural and less-represented regions, should explore gender issues, and should use more solid
methodological approaches. This would enable researchers, policy-makers, and financing
bodies to appreciate and utilize the very full potential of the principles of Islamic finance in
empowering MSEs to promote inclusive economic development.
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Introduction

Micro and Small Enterprises (MSEs) are considered pivotal to economic growth, poverty
alleviation, and innovation, especially in developing countries. However, these small
enterprises often are restricted in their growth and sustainability because of several
impediments to development, including poor access to finance, lack of management skills, and
unfavorable economic conditions [8-10]. In recent years, Islamic finance has come to be
regarded as one of the vigorous vehicles through which the financial woes of MSEs are being
solved, especially in the Islamic world. Islamic finance is founded on ethical, equitable, and
risk-sharing principles. Proponents argue that the Islamic finance toolkit-highlighting profit-
sharing modes, Islamic interest-free financing, and investment partnerships-would put MSEs

in a better position to access finance [5-7].



Previous studies have assessed the effects of Islamic finance on the performance of small
businesses across various contexts and regions. For instance, Buyondo (2024) has established,
although with limited external validity due to a small sample size and geographical restrictions,
that Islamic finance principles correlated significantly with MSE performance in Uganda,
while in Oman, Sibani & Salim (2021) posed that Islamic finance positively affects the growth
of SMEs, showing some methodological gaps, especially regarding sampling transparency.
Research from Indonesia (Faisol, 2017; Lisnawati & Ahman, 2019) continues to highlight the
role of Islamic entrepreneurial characteristics and philosophy of Islamic banking mechanisms
in the life of SMEs; with local scope studies supporting this trend, small sample sizes limit the

generalizations.

Till now, more studies about SMEs have either dealt in broad terms or looked for specific
Islamic financial instruments, leaving gaps in their understanding of how these principles can
be applied in micro and small businesses in different urban settings. So far, little attention has
been accorded to how Islamic entrepreneurial characteristics play a particular role among
niches, such as women-owned businesses ins Muslim-majority areas [11-15]. The present
study, therefore, aims to fill these voids by looking at Mbarara City, Uganda, an urban area that
is fast growing as an entrepreneurial base. With the use of a mixed-method approach and a
clear address to previous studies' methodological weaknesses, the aim of the study is to provide
an in-depth understanding of the relationship between Islamic finance and performance of
micro and small enterprises. This work contributes to existing literature, offering applicable
practices for policymaking institutions, financial institutions, and sustainable enterprise

entrepreneurs in mobilizing Islamic finance.
Effect of Islamic Finance Principles on the performance of micro and small businesses

Buyondo (2024) conducted a correlational study in Uganda, revealing a significant relationship
between Islamic financial principles and MSME performance. The study's strength lies in its
quantitative approach and use of multiple variables. However, the sample size of 86 individuals
from 30 MSMEs raises questions about the generalizability of the findings. The study's limited
geographical scope (Makindye Division, Kampala) further constrains its applicability to
broader contexts. The current study will address this limitation by focusing specifically on
Mbarara City, expanding the geographical scope within Uganda and providing insights from a
different urban context. Sibani & Salim (2021) employed a mixed-methods approach in Oman,

demonstrating the positive impact of Islamic finance principles on SME growth indicators. The



study's use of both quantitative and qualitative methods strengthens its findings. Nevertheless,
the review fails to critically assess the study's limitations or potential biases in the sample
selection process. To address this gap, the current study will explicitly discuss its sampling
methodology and potential biases, ensuring transparency and allowing for more accurate

interpretation of results.

Faisol (2017) focused on Islamic bank financing in Indonesia, utilizing partial least squares
analysis. While the study establishes a positive relationship between Islamic bank financing
and SME performance, the review does not provide sufficient information about the sample
size or the specific performance metrics used. The current study will address this limitation by
clearly defining and operationalizing performance metrics for micro and small businesses,
providing a more comprehensive understanding of how Islamic finance principles impact
various aspects of business performance. Kiran (2022) adopted a qualitative approach to
examine the impact of Islamic finance on Omani SMEs. The study's use of semi-structured
interviews with diverse stakeholders enhances its depth. However, the review does not address
potential limitations of qualitative research, such as researcher bias or the generalizability of
findings. The current study will employ a mixed-methods approach, combining qualitative
insights with quantitative data to provide a more robust analysis and mitigate the limitations

associated with purely qualitative research.

Lisnawati and Ahman (2019) investigated the relationship between Islamic entrepreneurial
characteristics and SME success in Indonesia. The study's focus on specific Islamic attributes
provides a unique perspective. Yet, the small sample size and limited geographical scope
restrict the generalizability of the findings. The current study will build upon this work by
examining how these Islamic entrepreneurial characteristics specifically manifest in Muslim
women-owned businesses in Mbarara City, providing a more targeted analysis of this
understudied population. Agbaje (2023) examined the effects of specific Islamic financial
instruments on MSME performance in Nigeria. The study's strength lies in its focus on concrete
financial products. However, the review does not critically assess the study's methodology or
potential limitations in data collection and analysis. The current study will address this gap by
providing a detailed methodology section, including a critical discussion of data collection
methods, analysis techniques, and potential limitations, ensuring greater transparency and

reliability of findings.



Methodology

This review article undertakes a systematic approach within the framework proposed by the
PRISMA statement, synthesizing literature that exists on the effect of Islamic finance principles
on the performance of micro and small enterprises (MSEs). The systematic search is undertaken
in major academic databases such as Google Scholar, PubMed, ScienceDirect, Emerald Insight,
and JSTOR to include diverse and high-quality studies. Keywords and Boolean operators,
“Islamic finance” AND “micro and small enterprises” OR MSEs OR SMEs to find Islamic
financial principles AND business performance, have been used for literature in finding out
sources relevant to the study. Inclusion criteria center on high-quality peer-reviewed articles
and grey literature published in English between the years 2010 and 2024, for a contemporary
and global context. Studies were included if they are based on how Islamic finance principles
were, having an impact on MSEs or SMEs's performance. Some exclusion criteria address such
things as having no relevance to the topic, incomplete data, or the study being duplicated. Also,

references from the studies selected were dug to be able to find more sources.

The quality assessment of papers selected was employed using the CASP (Critical Appraisal
Skills Programme) checklist, which evaluates the clarity of objectives, rigor of the
methodology, and validation of findings. The data extraction system followed the steps of
gathering information regarding the study objectives, location, sample size, type of research
design, and major findings between Islamic finance principles and business performance.
Thematic synthesis is adopted to analyze diversities, similarities, and gaps in the literature. For
example, the synthesis is a part of sharing aspects of Islamic financial instruments such as
profit-sharing and interest-free loans and their measurable impacts on business growth metrics
like profitability and acquisition of assets. Also, the review mentions the gaps, such as
unexplored geographical regions, studies focused on gender, and lack of methodological
transparency. This review thus ensures an integrative and holistic understanding through
transparent and structured methodology while providing evidence for practical
recommendations on Islamic finance principles and MSE development fields in the future.

Results And Discussion

The review's results showed that Islamic finance principles positively influence the
performance of micro and small enterprises (MSEs) across various geographical and economic
contexts. Studies based in Uganda (Buyondo, 2024), Indonesia (Faisol, 2017; Lisnawati &

Ahman, 2019), and Oman (Sibani & Salim, 2021) demonstrate how Islamic financing schemes



such as profit-sharing (mudarabah) and partnership based models (musharakah) give MSEs
support by providing interest-free financial investments while balancing risk-sharing
arrangements. Such principles do enable a business to access external financing without the
burden of repaying a loan with interest, easing a business's financial strain and fostering
sustainable growth. Moreover, the results point out that Islamic finance conforms with ethical
business practice, building up trust and transparency between financiers and entrepreneurs,

which provides business sustainability and customer loyalty.

However, this review also outlined some broader gaps and challenges concerning the
application of Islamic finance principles to MSEs. Many studies are geographically limited,
thus restricting generalizability of findings. For example, while a study within Uganda is
mostly focused within urban settings such as the Makindye Division, rural MSEs, as well as
their unique challenges, still remain underexplored. Furthermore, there are study limitations
such as small sample sizes or bias against gender perspectives, which impact the involvement
of Islamic finance in benefitting women entrepreneurs. Other methodological inconsistencies
such as a failure to define performance metrics clearly or a lack of attention to sampling bias
also lessen the reliability of some of the findings. Such results further point out the gap
concerning the need for more inclusive, transparent, and methodologically robust research to
understand how Islamic finance principles can support the diverse needs of MSEs in varied
contexts. This review thus provides a solid foundation for addressing such issues and furthering

the discourse on Islamic finance and entrepreneurship.
Conclusion

This review identifies the major contribution that Islamic finance might make in boosting the
performance of MSEs. Interest-free financing, profit-and-risk sharing offer through ethical and
fair financial products to create trust and transparency between him and the financier-
entrepreneur. Positive effects in a whole series of performance indicators encompassing
profitability, growth in revenues, and sustainability have shown to have a notable impact in
Uganda, Indonesia, Oman, and Nigeria. Other areas in the literature that have proved to be
limitations include a lot of geographical areas that have concentrated rather well on gender
impacts with assorted methodological inconsistencies that overwhelmingly obscure

comparative analysis on Islamic finance potentials in various settings.

Recommendations



In order to fill these voids, further research should embark on a broader geographical coverage
- encompassing rural areas and less-studied regions - to capture the diverse experiences of
MSEs interacting with Islamic finance. Gender-specific studies are particularly critical to
understanding how Islamic finance principles impact women-owned enterprises, especially in
regions where women face structural barriers to entrepreneurship. Researchers should also
prioritize methodological rigor by clearly defining performance metrics, ensuring
representative sample sizes, and transparently discussing potential biases. Policymakers and
financial institutions could draw the insights outlined above for the design and implementation
of specifically targeted Islamic financial products tailored to the unique needs of MSEs, thereby
facilitating inclusive economic growth and entrepreneurship. Doing so would ensure a more

complete realization of the role Islamic finance can play in delivering sustainable development.
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