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Abstract
In this paper, we examine the relationship between Islamic banking size, Islamic investment, Islamic
banking deposit and economic growth in member countries of Organization of Islamic Cooperation. We
have a balanced panel consisting of 16 countries with 13 years of annual data in our panel. Fixed effects
controlling for autocorrelation and heteroscedascitiy is applied to see the contemporaneous effect of our
Islamic Banking variables on real GDP growth rate. To check the response of real GDP growth rate
over time to a shock in Islamic Banking variables, we also applied Panel VAR analysis. Islamic deposit,
Islamic Investment and Islamic Size variables positively and significantly explains real GDP growth
rate at 1% significance level in our panel of 16 countries. Impulse response functions and variance
decomposition show the magnitude and significance of this effect in the long run. Our results are robust
after controlling for macroeconomic variables.

INTRODUCTION
The relationship between financial development and economic growth has attracted a great deal
of attention based on improvement of banking industry and other financial intermediaries. One of
the important tools of economic growth is financial market. When financial markets develop,
Individuals, want to save much more money, relating to capital accumulation increase. Also,
increase of capital accumulation stimulates investments. The result of increase of investments are
allocated more capital to process of production, therefore can contribute positively to economic
growth. There are many different views related to financial market and economic growth nexus.
Levine (1997) indicated that financial intermediaries play an important role. Financial

intermediaries that are a part of financial markets not only provide risk diversification services but
also help to resource allocation for economic growth. While Lucas (1988) examined that, share of
financial matters in economic growth is badly over-stressed, as a new determinant of economic
growth has started to research in endogenous growth literature.
The role of Islamic finance has increased in importance over time in the financial markets.
Although history of Islamic finance based on nearly forty years ago, main improvement provided
after the 1980s especially Islamic finance institutions demonstrated rapid growth in the last
decades. While Islamic assets were approximately USD $ 150 million in the 1990s (Gravel, 2011),
market size of this assets estimate to reach $ 2 trillion dollar at the end of 2014 (The City UK,
2013). Regarding to development of Islamic finance, Islamic banking that is known the interestfree banking has been rapidly increasing in importance. The rules of Islamic banking based on
principles of Sharia and money is used for medium of exchange. Also these banks aren’t capable
of doing certain transactions like business of alcohol, gambling, speculate in Islamic rules (Fasih,
2012). Apart from these, profit and loss sharing principle come into prominence in Islamic
banking, according to profit and loss share (PLS) the relationship between lender, borrower and
intermediary depend on financial trust and partnership (Yudistira, 2004). There are three basic
components of Islamic financial institutions especially Islamic banking that can compete against
other financial constructions. Meanwhile, these components help to improve socially and ethically
responsible business practices. Business practices are indicated respectively Sharia supervision,
screening, community based investment (Zaher and Hassan, 2001).
Even though, Islamic banking and economic growth nexus attract attention in academic literature
there are limited studies about this. Furqani and Mulyany (2009) made first empirical study that
indicated the relationship between Islamic finance and economic growth in Malaysia. In the short
term while they find no causality relationship between Islamic banking and economic growth,
there is an uni-directional relationship among Islamic banking and investments. When investments
increase by Islamic banking, real sectors develop in Malaysia. But in long term among Islamic
banking and investment is found bi-directional. While Islamic banking facilities increase, investing
activities promote in productive sectors and also more investment develop Islamic banking. In the
way of Islamic banking, economic growth stimulates Islamic banking intuitions but not vice versa.
Therefore they support demand following hypothesis.

Abduh and Omar (2012) emphasized that the relationship between Islamic banking and economic
growth is bidirectional in Indonesia. Improvement of Islamic banking promote economic growth,
likewise economic growth stimulate evolution of Islamic banking. Tajgardoon et al. (2013)
searched Islamic banking and economic growth nexus in selected Asian countries (Bahrain, Iran,
Malaysia, United Arab Emirates, Pakistan, Kuwait, Saudi Arabia, Qatar, Iraq, Turkey, and
Yemen). According to results Islamic banking and Islamic facilities effect on economic growth
positively.

We aim to find economic growth and Islamic banking nexus significant and bi-directional by using
determinants of banking and also evaluate components of economic growth through regions
(MENA, OIC, East Asia, OECD). Furthermore to understand why the savings are low level in
some of countries and try to develop saving policy. At the same time, we rendered explanatory
variables (trade, current account balance, life expentancy, fertility HDI index etc) of economic
growth using empirical model. While there are rare literature about Islamic finance and economic
growth, other components of economic and financial development impact on economic
development.

This paper organized as follows. Section II provides literature review, we explained data and
proxy measures of financial development and economic growth together effect on economic
growth of other variables in Section III, Section IV describes model, We analyze the empirical
results in Section V, Section VI provides policy implications on financial and social development
to increase economic growth, Section VII indicate conclusions.

2. Literature Review
We looked at finance and economic growth nexus in literature before we investigate the
relationship Islamic banking and economic growth. First of studies Schumpeter (1912) discussed

financial intermediaries stimulate technological innovation and economic development. Also
financial developments contribute the mobilization of productive savings and improve risk
management by evaluating projects (King and Levin, 1993a). Goldsmith (1969) stated that the link
between financial development and economic activity is positive correlation (Demirguc-Kunt and
Levine, 2001). According to McKinnon (1973) and Shaw (1973), efficient financial system can
promote economic growth and financial depression cause to decline investment through savings
(Huang, 2010). When we looked at the contemporary theoretical and empirical studies the
relationship between economic growth and finance nexus, (Greenwood and Jovonavic (1990);
Bencivenga and Smith (1991); Roubini and Sala-i-Martin (1992); King and Levine (1993a);
Greenwood and Smith 1997) indicated that growth and financial structure were inevitable linked
and also financial repression effect on economic growth negatively. Therefore, financial markets
and instutions become more efficiently than by evaluating and monitoring services. They influence
either decision of investment or to mitigate transaction cost frictions and the effects of information
(Hassan, Sanchez & Suk Yu, 2011). That way productivity investments impress economic growth
positively.
Authors which study about finance and economy in literature, discuss direction of causality in
finance and economic growth nexus by evaluating empiricial and theoritical models. Some of
authors find that there is a causal direction from FD to economic growth. Development of financial
systems tend to economic growth (McKinnon (1973), King and Levin (1993a), Levine, Loayza &
Beck (2000), Christopoulos and Tsionas (2004). Other authors indicated that the directon is
economic growth to financial development. While economy grow, demand of financial services
increase and also this situation stimulate expansion in financial sector. Gurley and Shaw (1967),
Goldsmith (1969) and Jung (1986) supported this opinion.
On the other hand other authors showed that, there is a bidirectional causality relationship between
financial development and economic growth. Financial development and economic growth
reinforce each other. Blackburn and Hung (1998) establish positive and two way causality
relationship between financial development and economic growth. Also privately informed
designers obtain external finance for their research projects through incentive-compatible loan
products. Luintel and Khan (1999) stated that bidirectional causality between financial
development and economic growth. When borrowing is limited, producers with access to financial

intermediary loans obtain higher returns to investment than other producers. This creates
incentives for others to undertake the technology adoption necessary to access investment loans.
Therefore costs of financial intermediation reduce and increase rate of economic growth. Patrick
(1966) describes hypothesis the direction of causality between financial development and
economic growth in relation to stages of economic development. In early stages of economic
development, financial development stimulate growth and innovation. Resources are transferred
from traditional to modern sectors of the economy and support real sector. This situation indicate
the supply-leading relationships. When the real sector develops in the stage of economic growth,
demand of financial services increase and result of financial expansion growth causes finance.
Therefore, in this model, causality runs economic growth to financial development under the
deman-following hypothesis (Banerjee and Ghosh, 2010).
Levine (2005) also stated that a strong positive link between the functioning of the financial system
and long run economic growth (as well as King and Levine, 1993a 1993b). Khan and Senhadji
(2000,2005) find that effective financial markets impact economic growth positively. Claessens
and Laeven (2005) searched banking system competition and economic growth. They indicated
that the higher competition between banks cause to grow faster in external financially dependent
sectors. Demetriades and Hussein (1996) and Shan, Morris and Sun find that bi-directional
causality by using time series technique in their samples. Calderon and Liu (2002) study 109
developing and industrial countries 1960-1994. Economic growth encourages financial
development, as well financial development stimulates economic growth. Moreover, financial
deepening contributes more to the causal relationships in the developing countries than in the
industrial countries.

One of the other important issues that are discussed in literature is Islamic finance and economic
growth nexus. Although there are limited studies, Islamic finance and derivatives have received a
great deal of attention from researchers. Mulyany and Furqani (2009) were first researchers to
investigate as empirical model the relationship between the Islamic finance and economic growth.
When they studied for Malaysia over the period (1997Q1 to 2005Q4), They have found that in the
long run Islamic bank finance is positively and significantly correlated with economic growth and

capital accumulation of Malaysia. Furthermore, development of financial infrastructures
contributes to real economic sectors and long run economic welfare.
Abduh and Chowdhury (2012) examined that the causal relationship among Islamic banking and
economic growth for Bangladesh by using quarterly data (2004Q1 to 2011Q2). Also Abduh and
Omar (2012) showed that Islamic banking and economic growth nexus for Indonesia through
quarterly time series data (2003Q1 to 2010Q2). Both of them have found that the relationship is
bi-directional. Improvement of Islamic banking and finance stimulates economic growth and at
the same time related to economic growth, expansion of real sector can significantly influence the
development of Islamic banking. Majid and Kassim (2010) examined different the direction of the
relationship. According to them there is a supply-leading view among Islamic financial
development and economic growth link (Abduh and Chowdhury,2012).
Farahani and Hossein (2012) with Farahani and Dastan (2013) searched that Islamic banking and
economic growth nexus. As a result Islamic banking and economic growth influnce each other. In
the short term and in the long term the causal direction is bi-directional. Other author, Tabash and
Dhankar demonstrated that the causality between Islamic banks’ financing and economic growth
is bi-directional relationship and vice versa for Bahrain and Oatar. They also find that unique
direction from the development financial system to economic growth, but not opposite direction
in UAE. Tajgardoon et al. (2013) searched that the relationship between Islamic banking and
economic growth in Asia countries over the period of 1980-2009. As a result Islamic banking and
Islamic activities impact on economic growth positively. The causality direction is bidirectional
either Islamic banking and economic growth or trade and economic growth nexus.
Studies are about Islamic banking and economic growth link showed that the causality direction
is positive, however according to K. Johnson (2013) diffusion of Islamic banking has no significant
explanatory power for GDP growth. Also she said that Islamic banks may be more beneficial to
development of the financial sector in French legal origin countries.
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