comments on

The Role of Islamic Banks in Economic Growth: The Case of Jordan 
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Economic growth, that magic term, never stopped to attract and sometimes fascinate researchers and writers in the economics discipline. One wonders why this is the case. I may venture to attribute that to its macro-economic effectiveness and ramifications, its susceptibility to measurement and quantification, or the fact that it can be influenced by almost any imaginable factor. 

Even when some writers researched into the more “comprehensive economic development” indicator of macro-achievement, they frequently resorted to per capita growth of income, a measure of economic growth, as the most prominent indicator when it comes to the measurement of economic development. Such emphasis is usually undertaken at the expense of other, sometimes more pragmatic indicators of achievement like performance and efficiency. 

Associating economic growth with the development of financial systems or institutions e.g. banks and stock markets, is not new in the economic literature. The new thing about this endeavor is its application to Islamic banks. The objective of this discussed paper is to tread this path. The effort, though important in its academic portion, raises doubts, however, about whether it serves a practical purpose. One would ask the following question: If Islamic Banks were found not to contribute much, or for that matter not at all, to economic growth, does that mean they are not needed ?  In other words, is it relevant, at least from the practical point of view, to the justification of the existence and development of Islamic Banks, whether they contributed to the economic growth of the communities they were established in?

In my view, the answer is no, because there are other paramount, religious and social, reasons for the founding of such banks, although one would not deny that establishment of the fact that Islamic Banks contributed, much or less, to the economic growth of their communities would lend help to the argument for their establishment and may even encourage support and assistance from the governments as well as the public at large.

However, this kind of reasoning may not stand too much strong in the face of the counter-argument that such influence is not specific to      Islamic Banks. Almost all other financial institutions and particularly commercial banks share such influence. What is, thus, particular about Islamic Banks that make their contribution to economic growth worth special attention? The answer for such a question is what, in my view, makes a research paper venturing into such a topic worth its effort. Unfortunately, the discussed paper did not succeed much in this regard, because of three main reasons:

First, the theoretical background was conventional. It applies more to conventional financial intermediaries than to Islamic financing institutions. The author failed to emphasize the more specific factors that can affect the role of Islamic Banks on economic growth, mainly:

Delegate monitoring and corporate governance. Islamic Banks, through their particular modes of financing based on profit/loss sharing "Musharakat" would enhance monitoring of financed corporations and strengthen their governance, thus stimulating effective resource allocation and productivity growth. Failure by Islamic Banks to exercise such responsibility would naturally lead to slower growth.

Enhanced liquidity. The potential mis-match between (long-term) investment projects financing and (short-term) deposits could create liquidity problems for Islamic Banks, as it would reduce the incentives to invest in long-term projects because investors cannot easily sell their shares in these projects if they need their savings before the projects mature.

Enhanced liquidity, therefore encourages investment in long-term and so higher-return projects that boost resource mobilization and productivity and therefore stimulate economic growth. 

Risk-sharing. Through undertaking long-term more risky investments, Islamic Banks may contribute positively to economic growth. Higher returns and better risk-sharing may induce more investment deposits, thus enhancing resource mobilization and capital accumulation.

Information symmetry. Asymmetric information which means that information between the principal ( the depositor/investor ) and the agent ( the bank ) is not a two-way strong activity, particularly weak from the bank to the depositors side. Such a phenomenon does not consist with the kinds of investment modes of Islamic Banks which rely on mutual investment activities and does not lend support to strong monitoring and corporate governance. In addition, asymmetric information may lead to adverse selection by either depositors in choosing the best deposit portfolios or the banks in selecting among the available investment channels. All this may impede healthy capital accumulation and efficient resource allocation.

Second, the statistical results of the paper were not clearly conclusive and were riddled with mistaken derivation. In particular, the conclusion of the reduced form effects of the exogenous variables on the endogenous variables ( pp.17-18 ) from the conclusions of the structural form ( pp. 14-16 ), using the  " chain rule ", was not statistically legitimate, because some of the effects in the structural form were not statistically significant ( p.16 ) and thus cannot be relied upon when calculating the reduced form effects, through the chain rule, to conclude significant effects.

Third, it is not enough to conclude that Islamic Banks promote economic growth. It is even more important to identify which mode        ( or modes  ) of financing contributed most. Islamic banks differ from conventional banks in that their spectrum of financing is more panoramic. Their investments are more diversified in terms of maturity, liquidity and risk, ranging from the relatively short-term, more liquid and less risky mode of Murabahah to the longer-term, less liquid and more risky mode of equity (or direct Musharakah) financing. 

Each mode differs in its effect on the capital accumulation capability and resource utilization efficiency of the banks and so the economic growth of the relevant country. The effect of these banks activities on economic growth will thus depend on which modes of finance and investment the bank undertakes most and how much each one of these modes contribute to economic growth.

In addition, Islamic banks financing activities tend more towards investment or universal banking compared to conventional (commercial) banking. Thus, they merit different treatment in the analysis of the way they effect economic growth, particularly when dealing with the four abovementioned factors of influence, which makes comparison with conventional banks in this regard unbalanced and less accurate .

Although the model used by the author is simplistic in its structure and components and the statistical methods used are basic and do not adopt the latest state of the art statistical tools, the paper, however, serves the good purpose of drawing attention to the potential capabilities of Islamic Banks to contribute to the welfare of their communities. The author will help in attaining this objective and improvise on his paper if he takes advantage of the comments and suggestions raised in this discussion and others and make the linguistic, structural and statistical corrections raised and marked on the paper delivered to the conference organizers.
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