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INTRODUCTION

The relationship between financial development and economic growth
has long been recognized as fundamental to sustainable prosperity. Islamic
banking distinguishes itself within this landscape by adhering to ethical and
religio-legal principles derived from Shariah law, including the prohibition of
interest (rba), avoidance of excessive uncertainty (gharar), and rejection of
investments in socially and environmentally harmful activities. This ethical
framework promotes individual financial responsibility while creating a more
equitable economic system benefiting society as a whole.

Central to Islamic finance is a risk-sharing model based on profit-and-
loss sharing (PLS) contracts and asset-backed financing, which promotes
financial stability by ensuring close alignment between intermediated funds and
real economic activities. Unlike conventional banking systems that emphasize
debt and interest, Islamic banking fosters a collaborative approach in which
both the financier and the entrepreneur share the risks and rewards of business
ventures. This structure encourages entrepreneurship and sustainable business
practices, which are vital for long-term economic health. Islamic banking’s
emphasis on equitable and ethical finance particulatly supports consumption
smoothing and stable monetary flows among middle and lower-income
segments. The provision of asset-backed and participatory financing empowers
households and businesses that have historically been underserved by
conventional banking, enhancing economic participation and fostering
entrepreneurship across diverse communities. This inclusivity contributes to a
more balanced wealth distribution and greater access to opportunities,
sustaining consumption patterns, mitigating vulnerabilities, and enhancing the
stability of aggregate demand—elements crucial for resilient macroeconomic
growth.

Over the past four decades, Islamic finance has experienced rapid
expansion across the Gulf Cooperation Council (GCC), Southeast Asia, and the
Middle East and North Africa (MENA) region, necessitating rigorous empirical
and theoretical examination of its role in promoting growth, fiscal stability, and
social equity. Research indicates that Islamic banks contribute uniquely to
financial systems through their resilience against crises, counter-cyclical
behavior, and robust ethical frameworks—critical during periods of economic
uncertainty when conventional banking systems may falter.

This study employs advanced panel econometric techniques—including
stationary and counteraction testing, error-correction modeling, Granger
causality analysis, FMOLS, and quintile regression—while integrating formal
Islamic economic theory through the mathematical optimization of profit-and-
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loss sharing contracts. The dataset encompasses 1990-2023 across major
Muslim-majority economies, facilitating comprehensive analysis of causal
relationships, stable growth dynamics, and heterogeneous impacts of Islamic
finance on macroeconomic variables, moderated by inflation and policy
uncertainty. This integrated approach bridges theoretical principles with
empirical validation, offering actionable insights for policymakers and
practitioners.

LITERATURE REVIEW

Scholarly literature robustly documents positive correlations between
Islamic banking and economic growth. Tabash and Dhankar (2014)
demonstrate a long-run co integrated relationship between Islamic finance and
development in Bahrain,1 Suggesting that principles prioritizing ethical
investment and risk sharing contribute significantly to economic development.
The integration of these values fosters a more resilient and inclusive financial
environment, which is crucial for sustainable development.

Pappas et al. (2017)2 Affirm enhanced financial stability for Saudi
Islamic banks, indicating these institutions not only demonstrate resilience but
also support the broader economy. This stability fosters investor confidence and
ensures sustainable growth. By adhering to Shariah-compliant principles, these
banks mitigate risks associated with speculative practices, enhancing their
reliability in financial markets.

Gheeraert and Weill (2015) find that Islamic finance exhibits superior
efficiency and macroeconomic effects compared to conventional finance,
attributable to operational frameworks aligning more closely with genuine
economic activities rather than speculative endeavors. The emphasis on real
asset financing ensures investments are directed toward productive ventures,
stimulating job creation and economic expansion.3

"M I Tabash and R S Dhankar, “Islamic Banking and Economic Growth: A
Cointegration Approach,” Romanian Economic Journal 17, no. 53 (2014): 61-90.

2 “The Role of Islamic Banks in Financial Stability: Evidence from Saudi Arabia,”
Investment Management and Financial Innovations 21, no. 3 (2017): 357—69.

3 Laurent Gheeraert and Laurent Weill, “Does Islamic Banking Development Favor
Macroeconomic Efficiency? Evidence on the Islamic Finance-Growth Nexus,” Economic
Modelling 47, no. June 2012 (June 2015): 32-39,
https://doi.org/10.1016/j.econmod.2015.02.012.
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Cross-country FMOLS analyses by Miniaoui and Gohou (2013),4
Tabash and Dhankar (2014),5 and Hachicha and Amar (2015)6 Support the
notion that Islamic finance positively impacts economic growth, offering
comprehensive views of its influence across regions and reinforcing the capacity
of its principles to generate favorable financial outcomes. Imam and Kpodar
(2015) validate causality across multiple Muslim economies using the generalized
method of moments (GMM), indicating clear causal relationships between
growth in the Islamic banking sector and overall economic performance,
underscoring the importance of Islamic finance in promoting sustainable
development.7

Despite these positive findings, challenges remain in integrating varying
market shares, regulatory frameworks, and macroeconomic uncertainties,
complicating the assessment of Islamic banking’s actual growth impact.
Advances in quintile regression and panel data methodology enable more
sophisticated elucidation of growth differentials across economic cycles, crucial
for accurately capturing Islamic finance dynamics in the evolving global
economy.

Theoretically, Khan (1986) and Possumah (2019) emphasize that Islamic
economics’ focus on real-asset backing, risk sharing, and ethical commitments is
a pivotal driver of sustainable growth.8 These principles foster financial
inclusion and ensure that economic activities are grounded in ethical
considerations, leading to long-term stability and growth by embedding ethical
practices within financial systems and contributing to more equitable wealth and
resource distribution.

4 H Miniaoui and G Gohou, “Did Islamic Banking Perform Better during the Financial
Crisis? Evidence from the UAE,” Journal of Isiamic Economics, Banking and Finance 9, no. 2 (2013):
115-30.

5> M I Tabash and R S Dhankar, “An Empirical Analysis of the Flow of Islamic
Banking and Economic Growth in Bahrain,” International Journal of Management Sciences and Business
Research 3, no. 1 (2013).

¢ N Hachicha and M Ben Amar, “The Impact of Islamic Banking on Economic
Growth in Malaysia,” Asian Economic and Financial Review 5, no. 2 (2015): 345-59.

7 Patrick Imam and Kangni Kpodar, “Islamic Banking: How Has It Expanded?,”
Emerging Markets Finance and Trade 49, no. 6 (2013): 112-37, https://doi.org/10.2753/REE1540-
496X490607.

8 M. Fahim Khan, “Macro Consumption Function in an Islamic Framework,” in
Contributions to Islamic Economic Theory, vol. 1 (London: Palgrave Macmillan UK, 1986), 14065,
https://doi.org/10.1007/978-1-349-07728-1_11; Buethan T Possumah, “Reconstruction of
Islamic Economic Theory: From Revelation to Methodology,” Turkish Journal of Islamic Economsics
7, no. 2 (2019): 56-75.



~ Rodrigo Bochner:
Islamic Banks as Agents of Economic Growth ...~

RESEARCH METHOD
Data and Variables

This study employs panel data covering twelve principal Muslim-
majority countries—Bahrain, Saudi Arabia, United Arab Emirates, Malaysia,
Indonesia, Turkey, Iran, Qatar, Kuwait, Jordan, Pakistan, and Egypt—spanning
1990-2023. The comprehensive temporal and geographic scope enables robust
analysis of Islamic banking’s role across diverse economic contexts and
development stages.

The main variables include:

1. Real Gross Domestic Product (GDF,): Measured in constant USD, serving as
the primary proxy for economic growth

2. Islamic Banking Financing (IBF.): Credit extended by Islamic banks to the
private sector

Gross Fixed Capital Formation (K): Measuring physical investment
Labor Force Participation Rate (L.): Proxy for labor input
Consumer Price Inflation (IINF,): Annual inflation rate

AN

Economic Policy Uncertainty Index (EPLT): Capturing macroeconomic
policy volatility

7. Financial Inclusion Indicators (FI.): Metrics representing access to financial
services, such as bank account ownership

Data sources include the International Monetary Fund (IMF), Islamic
Financial Services Board (IFSB), and International Federation of Accountants
(IFAC), ensuring data reliability and consistency.

Econometric Framework
Panel Unit Root Tests

To determine the order of integration and ensure valid statistical
inference, this study applies multiple panel unit root tests: Levin-Lin-Chu (LLC),
Im-Pesaran-Shin (IPS), and Augmented Dickey-Fuller Fisher (ADF-Fisher).
These tests confirm whether variables are stationary or require differencing,
establishing the foundation for subsequent co integration analysis.

Johansen Cointegration Analysis

The Johansen co integration test, implemented within a Vector
Autoregressive (VAR) framework, identifies long-run equilibrium relationships:

ASCETIN, 4 B0 T AT g, oo 1)
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where X, =(GDP,IBF. K L. INF,EPU_FL) Represents the variable vector. The
matrix IT decomposes as TT=ad', where @ contains adjustment coefficients and
Contains cointegrating vectors representing long-term equilibrium relationships.
The test determines the cointegration rank. 7, indicating the number of stable
long-run relationships.

Error Correction Model (ECM)

To link short-run dynamics with long-run equilibrium, the error
correction model is specified as:
JGD; ._= ¢)I.’:'|_1-__+.r;;z___l +E_. ............................................................... (2)

where Z.,=57,, represents the lagged error correction term capturing the

previous period’s deviation from equilibrium, 4 denotes the speed of adjustment
coefficient, and ¢ Captures short-run dynamics. This specification reveals how
the system corrects deviations from long-run equilibrium.

Granger Causality Analysis

Granger causality tests investigate directional relationships between IBF,
and GDP, controlling for simultaneity and potential endogeneity through
instrumental variable techniques and system GMM estimations. This approach
addresses the critical question of whether Islamic banking drives economic
growth, whether economic growth facilitates Islamic banking expansion, or
whether both relationships exist simultaneously.

Fully Modified Ordinary Least Squares (FMOLS)

FMOLS provides long-run parameter estimates adjusting for
simultaneity bias and serial correlation in co integrated panel data, offering
robust estimates of the magnitude of Islamic banking’s impact on economic
growth across the sample period.

Quantile Regression Analysis

Quantile regression models the conditional quantiles of the dependent
variable:

Q_(GDP_ l-__:] =_-‘.L-__Ij_ ..................................................................... (3)
for quantile level 7= (0,1 j, where parameters .57 Are estimated by minimizing:

min I o ( GDP.-X, 3._) ................................................................ 4
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with the check function g__[;‘r]=;‘f[:.‘-l w0} ), where 1,,.q, equals one if #<0 And
zero otherwise. This approach reveals how Islamic banking’s impact varies
across different growth states, from recessions to expansions.

Mathematical Modeling of Islamic Finance Contracts

To formalize the theoretical underpinnings of Islamic finance, agents
maximize expected utility, balancing returns and risk:

where profit 7;=5E, with §; representing agent #’s profit-sharing ratio and R

I

denoting project return with expected value by and variance '5'%'.- The

optimization problem:

maxl; =g - 50,
Yields the first-order condition:
aLr: =
2 i =#R-; "5, I:]_R-=|:| .......................................................................... (6)
giving the optimal sharing ratio:
5= _; .................................................................................... @

The second-order condition C_F:-"=-r-.-_g§f;[: Confirms a maximum. This

[t r
mathematical framework demonstrates how Islamic finance’s profit-sharing
mechanism optimally allocates risk based on agents’ risk preferences, providing
a theoretical foundation for empirical observations.

RESULT AND DISCUSSION

Stationarity and Integration Properties
Unit root tests (LLC, IPS, ADF-Fisher) reveal that key variables—GDPFP,
IBF,, K, L. INF, EPU, and FI—are non-stationary at levels but become

stationary after first differencing, indicating integration of order one I (1.
Formally, for each vatiable X

ATCEICI, (D)oo rerrersrmmersssmnes st 8)

This property justifies the cointegration analysis to identify stable long-run
equilibrium relationships among these integrated variables.
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Long-Run Equilibrium Relationships

Johansen cointegration tests identify one to two cointegrating vectors in
most country panels, confirming stable long-run equilibria. Mathematically,

cointegration implies the existence of coefficients. = { ﬁl,ﬁg,.. ..a, Such that:
Z =a,GDP+a,IBF.ta,K+a,l +a.INF+a,EPU +aFL~I(0).....cccoeenen... )

While individual wvariables exhibit non-stationary behavior, their linear
combination remains stationary, demonstrating a stable long-term relationship.
This finding suggests that Islamic banking, along with other macroeconomic
factors, maintains a predictable equilibrium relationship with economic growth
over time.

FMOLS estimation reveals Islamic banking financing elasticities ranging
from 0.14 to 0.22, statistically significant at conventional levels. These estimates
indicate that a 10% increase in Islamic banking financing is associated with
approximately a 1.4-2.2% increase in GDP, controlling for other factors. Capital
formation and labor participation show expected positive correlations with
GDP, while inflation and economic policy uncertainty exhibit negative
associations, consistent with economic theory.

Short-Run Adjustment Dynamics

The ECM estimates an adjustment speed coefficient. A=-0.45, indicating
that approximately 45% of equilibrium deviations are corrected within each
period. This moderate adjustment speed suggests meaningful but not
instantaneous correction mechanisms. Stability requires -1<i=C, with values
near -1 implying rapid correction and values near 0 indicating slower
adjustment.

Shott-run innovations in Islamic banking financing (AIBF) significantly
and positively impact GDP growth (AGDP), demonstrating that increases in
Islamic banking activity immediately stimulate economic expansion beyond their
long-run equilibrium effects. Model diagnostics confirm the absence of
autocorrelation and heteroscedasticity, with eigenvalue stability conditions
satisfied, validating the model specification.

Bidirectional Causality

Granger causality tests reveal bidirectional relationships: IBF+=GDP,
indicating that Islamic banking and economic growth mutually influence each
other. This finding suggests that the expansion of Islamic banking facilitates
economic growth, while economic growth creates demand for Islamic banking
services, establishing a virtuous cycle. System GMM techniques address
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endogeneity concerns, ensuring robust causal inference. This bidirectional
relationship has important policy implications: strategies promoting the
development of Islamic banking can stimulate economic growth, while policies
fostering general economic expansion naturally create an environment
conducive to the development of the Islamic banking sector.

Heterogeneous Effects Across Economic Conditions

Quantile regression analysis reveals varying impacts across the GDP
growth distribution. At upper quantiles (=0.73,0.90), elasticities peak near 0.25,
indicating more substantial effects of Islamic financing during economic
expansions. Conversely, at lower quantiles (7=0.10,0.23) effects remain positive
but smaller (approximately 0.12-0.15), evidencing stabilization during
downturns.

This heterogeneity demonstrates Islamic finance’s dual role: amplifying
growth during expansions while providing stability during contractions. The
counter-cyclical nature of Islamic banking—stemming from its risk-sharing
mechanisms and asset-backed structure—contributes to overall macroeconomic
resilience, distinguishing it from conventional finance systems that may exhibit
pro-cyclical tendencies.

Moderating Effects of Macroeconomic Conditions

Inflation and economic policy uncertainty significantly moderate the
impact of Islamic banking on growth. Rising inflation and uncertainty increase
project return variance (dg ), modeled as:

-

2 =G, INFAGEPU, ..o (10)

where 4;,0:=0 Represent sensitivity parameters. Increased risk reduces the
optimal profit-sharing ratio:

S, (11)

u']:
o
Oy

diminishing financing volumes and growth impacts. However, strict Shariah
governance and asset-backed contracts provide partial insulation, contributing
to Islamic finance’s relative resilience compared to conventional systems. This
finding underscores the critical importance of maintaining macroeconomic
stability to fully leverage the growth potential of Islamic finance.

Case Study Evidence: Saudi Arabia and Indonesia

Saudi Arabia exhibits Islamic banking penetration exceeding 50%, with
advanced Shariah governance frameworks. Empirical analysis confirms positive
cointegrating relationships between Islamic banking credit and GDP growth.
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The mathematical optimization framework applies directly: rising inflation and
policy uncertainty inflate. Sigmagg, reducing 5 An, constraining financing,
mirroring empirical moderation effects observed in the data. Saudi Arabia’s
experience demonstrates that robust institutional frameworks and supportive
regulatory environments maximize the contribution of Islamic banking to
growth.

Indonesia displays robust growth in Islamic banking, supported by
government policy and expanding financial inclusion initiatives. Time-series data
confirm stable long-run relationships via Johansen co integration and error
correction dynamics. Quantile regression results align with aggregate findings,
showing higher impact elasticity during expansion phases, supporting targeted
policies leveraging Islamic finance during growth periods. Indonesia’s case
illustrates how strategic policy integration with financial inclusion objectives
amplifies the developmental impact of Islamic banking, particularly for
underserved populations. These case studies, combining mathematical rigor with
empirical validation, exemplify the applicability of theoretical models to real-
wortld Islamic finance systems, providing concrete guidance for effective policy
design and institutional development across diverse economic contexts.

Policy Recommendations

Based on the empirical findings and theoretical framework, this study
offers several actionable policy recommendations to optimize Islamic banking’s
contribution to economic development:

Strengthen Shariah-Compliant Financial Infrastructure

Governments and regulators should invest in broadening infrastructure
supporting diversified Islamic finance products beyond traditional banking,
including corporate Sukuk, green Sukuk, SME financing, and fintech
applications. Saudi Arabia’s Vision 2030 exemplifies the benefits of coordinated
infrastructure development and product innovation, demonstrating how
strategic planning can accelerate the growth of the Islamic finance sector while
supporting broader economic diversification objectives.

Enhance Shariah Governance and Transparency

Unified and harmonized frameworks reducing Shariah standards
fragmentation are essential for building market confidence and reducing
compliance ambiguity. Sustained investment in scholarly training capacities at
dedicated Islamic finance institutions, coupled with transparency measures—
such as KPI disclosures on qualified Shariah scholar ratios to financial
institutions and their representation on international bodies—strengthens
governance and stakeholder trust. Bahrain’s centralized governance framework,
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which emphasizes digital-first policies through platforms such as the Sijilat
portal for business registrations, offers regional best practices for other
jurisdictions.

Expand Financial Inclusion Through Islamic Finance

Financial inclusion strategies should leverage Islamic finance’s cultural
and ethical appeal by supporting Shariah-compliant microfinance initiatives
linked to charitable mechanisms such as zuzkat (obligatory almsgiving) and wagf
(endowment). Deploying digital financial literacy programs enhances outreach
effectiveness, particularly in rural and marginalized demographics, as
demonstrated by Indonesia’s successful initiatives. This integrated approach
addresses both financial access and financial capability, fundamental
components of inclusive growth.

Maintain Macroeconomic Stability

Stable inflation, predictable financial regulations, and consistent
monetary policies are critical for sustaining Islamic finance growth and
maximizing its macroeconomic benefits. Malaysia’s monetary stability
exemplifies how a conducive economic environment bolsters positive finance-
growth linkages, encouraging both domestic and foreign investment by
providing low-risk, high-predictability conditions. Policymakers must prioritize
macroeconomic stability as the foundation for the development of the Islamic
banking sector.

Reduce Regulatory Uncertainty

Clear and stable regulatory frameworks reduce uncertainty that dampens
credit growth and investment. The UAE’s harmonized, multi-emirate regulatory
consolidation has bolstered growth in the Islamic finance market and investor
confidence, demonstrating tangible benefits of regulatory clarity and
consistency. Jurisdictions should prioritize regulatory stability and transparency
to foster an environment conducive to the expansion of Islamic banking.

Promote International Regulatory Harmonization

Promoting adherence to the Islamic Financial Services Board (IFSB) and
Accounting and Auditing Organization for Islamic Financial Institutions
(AAOIFI) standards creates a coherent regulatory environment within the
Islamic finance sector. Cooperation among Organization of Islamic
Cooperation (OIC) member states mitigates regulatory fragmentation, yielding
benefits including reduced transaction costs, facilitated market integration, and
enhanced cross-border operations. Continuous public exposure of ethical
prohibitions on interest (77ba), uncertainty (gharar), and harmful investments to
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global financial actors would facilitate efforts by competent bodies to unify rules
and markets, thereby strengthening the overall integrity of the Islamic economic
system.

Align with Sustainable Development Goals

Islamic finance inherently aligns with United Nations Sustainable
Development Goals (SDGs), encompassing poverty eradication, economic
inclusion, climate action, and social equity. Key operational tools—zakat, waqf,
and benevolent lending—mobilize financial resources toward sustainable
development. Expanding green Swkuk issuance can significantly enhance
funding for environmentally sustainable projects. Governments can provide
incentives for SDG-aligned finance through tax breaks for investors in
sustainable projects, capital relief for Islamic finance-supporting institutions, and
encouragement of public-private partnerships. Multilateral actors such as the
Islamic Development Bank, World Bank, and International Monetary Fund can
complement these efforts through technical assistance and funding, with
increased engagement with Islamic economics scholars facilitating knowledge
transfer and capacity building.

CONCLUSION

This study establishes Islamic banking as a crucial engine for inclusive, equitable,
and sustainable economic growth. The technical advantage of Islamic finance
arises from its Shariah-based financial architecture comprising profit-and-loss
sharing contracts aligning incentives and enabling risk-sharing, asset-backed
financing anchoring financial activity to tangible assets and fostering productive
investments, and ethical prohibitions on interest (r7ba), uncertainty (gharar), and
harmful investments underpinning stable, socially responsible financial systems.

The mathematical framework demonstrates optimal profit-sharing ratios
(;*=2a) that dynamically adjust to risk aversion and project risk, providing a
-
theoretical foundation for empirical observations. Islamic financial design
enhances macroeconomic stability by sustaining consumption and monetary
flows, particularly among middle and lower-income populations who benefit

most from its inclusive approach.

Empirical evidence across twelve Muslim-majority economies spanning
1990-2023 confirms statistically significant positive growth elasticities of Islamic
banking financing (0.14-0.22), stable long-run equilibrium adjustments (45%
annual correction speed), and bidirectional causality reinforcing the finance-
growth nexus. Quantile regression analysis reveals Islamic finance’s dual role:
amplifying growth during expansions while providing stability during
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contractions, demonstrating its unique contribution to macroeconomic
resilience.

To fully leverage these benefits, policymakers must ensure
macroeconomic stability, establish harmonized Shariah governance with
enhanced scholar training, provide regulatory clarity, promote product
diversification, including green finance, align with transparency principles and
the Sustainable Development Goals, and prioritize the expansion of financial
inclusion. The moderating effects of inflation and economic policy uncertainty
underscore the critical importance of stable macroeconomic environments for
optimizing Islamic finance’s developmental impact.

Islamic economics and banking thus provide a stable, inclusive, ethical,
and growth-supportive model of financial intermediation with global
applicability. The sector’s emphasis on serving vulnerable populations creates
positive economic cycles: increased banking access and credit availability
enhance consumption beyond subsistence levels, stimulating aggregate demand,
attracting domestic and foreign investment, encouraging economic
diversification (which is significant for resource-dependent economies), and
generating employment opportunities that further expand demand and create
additional jobs. This virtuous cycle demonstrates Islamic finance’s potential to
address contemporary development challenges while maintaining ethical
foundations.

Future research should explore Islamic finance’s role in specific sectors,
its interactions with technological innovation and digital transformation, and its
potential to address climate change through green finance mechanisms.
Comparative studies across different regulatory environments and economic
structures would further illuminate optimal policy frameworks for maximizing
Islamic banking’s developmental contribution.
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