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ABSTRACT

Though views on the role of the financial system on economic growth vary, there is a general belief that financial sector development plays an important role in the overall development of an economy. One way to study the role of the financial system in the economy is to examine its functions and the implications of these functions on growth. Islamic financial practice being in its infancy does not have a comprehensive financial structure to cater to the needs of all the functions in the economy.  This paper evaluates the extent to which Islamic financial system performs these growth enhancing functions. The role of Islamic financial institutions in achieving economic growth is assessed by first discussing the factors of economic growth. The role of Islamic financial institutions and instruments in facilitating the growth factors are then analyzed. The paper identifies the gaps and omissions in contemporary Islamic financial system in providing the different financial factors of growth. By identifying the gaps, this paper indicates where focus of future research and practice is required to develop a comprehensive Islamic financial system that is conducive to economic growth. 

1. Introduction

Theoretical and empirical studies indicate that the financial sector plays an important role in the overall development of an economy. Many economists have maintained that development and efficiency of the financial system are closely linked to economic growth and have pointed out various channels through which the financial system affects economic growth (Levine 1997, McKinnon 1973, Shaw 1973, and Tsuru 2000). Most of the empirical studies on the topic find a positive relationship between financial sector development and economic growth (see Levine et.al. 1999, Khan and Senhadji 2000, King and Levine 1993 a, b). One way to study the role of the financial sector in the economy and its impact on growth is to examine the functions the sector performs and the implications that these functions have on growth. 

Being nascent, the Islamic financial system lacks a comprehensive set of operational institutions and instruments as compared to their conventional counterparts. Honohan (2001) questions the scope of the Islamic financial system and its role in facilitating growth. He maintains that the Islamic financial system that relies on popular financial instruments may be weaker in delivering the financial services needed to facilitate economic growth.  Due to limited menu of financial instruments, the Islamic financial system may not be able to allocate resources optimally in the economy. He contends that this may be reflected in the inability of the financial system to perform the growth enhancing functions, particularly with respect to monitoring managers and reduction of risks. 

The picture appears to be not so encouraging in countries that have tried to implement the Islamic financial system. For example, studies on Sudan, one of the two countries that have an Islamic financial system, indicate that there has been financial dis-intermediation in the country during 1992-1997. Furthermore, the financial sector has failed to mobilize resources for investment and does not appear to have contributed to growth in the economy (see Kireyev 2001 and Al-Jarhi and Hussein 2002).  Similarly, the reversal of judgment on eliminating riba in Pakistan by the Shari[ah Appellate Bench of the Supreme Court shows the difficulties of implementing a comprehensive Islamic financial system.

There is a need to analyze and evaluate the role of the Islamic financial system in facilitating economic growth. In this paper we attempt to do the same. To study the role of financial system in inducing growth we look at, among others, problems of financing firms and consumers in an economy. We identify the factors of economic growth and then link the financial sector to these factors. We then assess if the Islamic financial system can meet the different financial needs of the firms and the consumers to bring about growth. In doing so, we identify the strengths and weaknesses of the Islamic financial system and suggest the areas on which further research and innovation are required. 

The paper is organized as follows. Section 2 discusses the contribution of the financial sector to growth. We derive the financial factors of growth by examining, among others, the corporate finance functions that financial institutions perform. Section 3 outlines the different financial institutions in a conventional economy and examines how they contribute to growth by providing different financial services.  In section 4, we investigate the Islamic financial system’s contribution to the different factors of growth. This will be studied at the institution, activity, and product/instrument levels. After identifying the gaps and omissions in contemporary Islamic financial sector in providing different financial factors that affect growth, Section 5 outlines the policies and strategies that may help develop a comprehensive Islamic financial system conducive to economic growth.  The last section concludes the paper. This section also identifies the areas where focus of future research of Islamic finance is required. 

2. Financial Sector and Economic Growth

The linkages between the financial sector, the financial factors of growth and economic growth are shown in Figure 1 below. In this section, we examine the link between financial factors and economic growth (shown by Arrow B in Figure 1). We discuss the role of financial sector in providing the financial factors of growth (shown by Arrow A in Figure 1) in the next section.

Figure 1: Financial Sector and Economic Growth: Linkages
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Owners of resources (labor, capital, and raw materials) sell the factors of production to firms in the input markets. The firms use these inputs to produce products that are sold to consumers in the product markets. At the micro-level, a need for cash arises in production because the production process involves a lag between input use and the final sale of output. This implies unsynchronized cash flows where firms pay before receiving revenue from the sale of their products, necessitating financing in the input market. Similarly, in the product market, the consumers need financing to purchase high-value durable goods and assets. The income and savings of a household may not be enough to purchase durable goods and assets and a need for financing to purchase these items may arise. 

To understand the determinants of growth, consider a typical production function showing the relationship between inputs and output as given by,


Y=f (L, K, │T) 

Yi>0, Yii<0;



(1)

where Y is the output, L is the labor, K is the capital, T represents the technology, Yi and Yii are the first and second derivatives of output with respect to input i (i = L and K). Equation 1 states that, given the level of technology (T), output produced (Y) increases at a decreasing rate when either labor (L) or capital (K) increases. In order to identify these sources, empirical work uses Cobb-Douglas production function framework. The growth equation derived by taking the logarithmic derivative of this function is written as: 

dlnY = lnA +  dlnL + dln K + (,   




(1a)
where d and ln are the total differentiation and natural logarithm operatives respectively, A represents the constant, and ( is the error term. The growth accounting literature attributes output growth to three sources: increases in the factors of production (labor and capital), increasing returns to scale, and technical progress.  The coefficients of labor and capital ( and respectively) show the relative effects of the two factors of production, while the sum of coefficients reveal the returns to scale effect, and the effect of technological change is found as the residual.
 

Note that the production function above shows the relationship of real variables. In reality, firms face cash constraints that can limit the use of capital and labor affecting the production and growth of output adversely. In order to understand the relationship between the financial sector and economic growth, we examine the role of finance in the input and output markets of an economy. 

The role of the financial sector in production and growth can, thus, be shown by the cash constraints faced in the input and output markets of the economy. Specifically, in the input market, the firms have to pay for the use of labor and capital before receiving revenue. Assume the price of labor and capital are w and r respectively. The cash needs of a firm to purchase the necessary inputs is given by 

rK= Fk,








(3)

wL = Fw,








(4)

and


Ft = Fk + Fw.







(5)

A firm needs funds to purchase capital and to pay for labor (as shown by Equations 3 and 4 respectively). Let these be called fixed capital (Fk) and working capital (Fw) respectively. The sum of these gives the total cash requirements (Ft) of a firm (Equation 5). As the output and its growth depend on the use of inputs over time, which in turn is determined by the availability of funds, the output supplied can be written as a function of the cash constraints as shown below,

Ys = f(Fw, Fk).







(6)

The level and growth of technology used in production are important factors determining the output and growth in an economy. One way to include this factor is to consider embedded technologies. This implies that technology is entrenched in capital. In this case, capital accumulation not only refers to its quantity but also its quality. As the quality of capital improves due to better use of technology, there is a corresponding need for higher quality of human capital to manage it. Human capital can be improved through education, research, and training. Thus, there is a need to invest in the household sector to build human capital. Other than ensuring that institutions that provide education and training exist, there is a need for the availability of low cost funds that allow individuals to avail education and training. These facilities increase the knowledge and skill base in an economy and affect the productivity and efficiency of labor and thereby economic growth positively. 

On the product market side, the output sold by firms can be constrained by the demand for the goods. To understand the demand side constraints, we define the budget constraint of the household sector. A household can spend less or more than its income I (= wL + rK + (; ( being the profit) by saving (S) or borrowing funds for consumption (Fc) respectively. The cash constraint on the demand side indicates that the output purchased (Yd) is a function of its income, savings, and borrowings, as shown in the following equation, 


Yd =g( I –S + Fc).






(7)

Thus, output produced in an economy can be constrained on the demand side, by among others, the cash available to the household sector in the form of credit (Fc).

The equilibrium output (Y*) at a pointing time in an economy is determined where quantity demand equals the quantity supplied (i.e., Yd = Ys). By using the supply- and demand-side cash constraints (from Equations 6 and 7 respectively) we get the equilibrium output in terms of cash constraints as,

Y* = h(S, Fw, Fk, Fc). 






(8)

Equation 8 shows that the quantity of real output produced and its growth in an economy will depend on the availability of different financial flows. We call these flows the financial factors of economic growth. As cash constraints can arise on the demand and supply sides of the product market, the short-side rule will determine the output produced in the economy. That is, if the supply (demand) is greater than demand (supply), then the latter determines the output produced in the economy. 

To sum up, in a closed economy, total resource mobilized (S) in the economy will be less than or equal to the total financing needs (Fw+ Fk+ Fc).
 The role of the financial sector is to mobilize savings in the economy and allocate it efficiently among the three heads of financial factors. Note that there is a complementary relationship among the financial factors of growth. These factors must be financed in a balanced and proportional way to satisfy the needs of the firms and the household. For example, if a financial system can finance fixed capital (Fk) without difficulty but is unable to provide sufficient funds for working capital (Fk) due to lack of institutions or instruments, then growth will be hindered. Similarly, the household sector’s inability to purchase durable goods on credit can dampen the aggregate demand and the growth in an economy.

From the simple model outlined above, we observe the financial sector’s role in enabling growth as mobilization of saving in the economy and its allocation on the supply and demand sides of the product market. Though we have not explicitly discussed the government, this sector is an important player in the financial markets. Governments finance their expenditures from tax revenues and, in case of deficit, from borrowings. There can be two possible effects of government expenditure on investment and growth. Expenditures by government can either increase the cost of capital and crowd-out private investment or stimulate private investment by acting as a complementary factor.
 On the revenue side, government use short- and long-term debt instruments (bills and bonds respectively) to finance their deficits. These funds tapped in by government borrowing also come from the resources mobilized through saving (S).
 

2.1. Financial Factors and their Contribution to Economic Growth 

Levine (1997, p. 689) identifies the functions of a financial system that relate to economic growth as “the trading of risk, allocating capital, monitoring managers, mobilizing savings, and easing the trading of goods”.
 He asserts that these functions of a financial system can enhance growth by increasing saving and promoting capital accumulation and technological innovation. Even though financial systems and structures may differ, these basic functions are common to all systems and induce growth in the economy. In providing the financial factors of growth, the financial sector performs various functions that facilitate economic growth. We briefly discuss below how each of the financial factors of growth (derived in Section 2 above) performs different functions that lead to growth. 

Resource Mobilization (S) 

On the resource mobilization side, savers have different financial needs as regards placing their funds in different institutions. Though people save for different reasons, the most important of these is to transfer resources across time for future use. Institutions in the financial sector provide the means to the public to store liquidity, a system for clearing and settling payments, and investment in various assets.  After putting aside a part of income in liquid form to meet current and unexpected needs, the rest is put in assets/investments with different risk/return/maturity profiles. Whatever the format of savings, the financial institutions mobilize resources in the economy. By minimizing risk through diversification and other risk management practices and enabling capital accumulation, the financial sector not only encourages savings but also increases exchange in the input and output markets. All these factors stimulate economic growth.

Working Capital (Fw) 

As discussed above, working capital constitutes operational costs (like paying wages to labor) and is needed for relatively shorter periods of time. Hamlin and Heartfield (1991) point out that one main difference between working capital and fixed capital is the way they are financed. Working capital requires short-term financing and is usually financed through debt. The financial sector efficiently allocates capital and enables exchange in the input market by providing working capital. In the process of financing, the financial institutions take necessary measures to mitigate credit risk. One way this is done is by monitoring the operations of the firms thereby inducing better governance. Thus, the financial sector allocates funds for working capital, increases exchange in different markets, and improves the performance of firms affecting economic growth positively.

Fixed Capital (Fk)

Fixed capital (Fk), being long-term investment, is typically financed through equity. As in the case of working capital, the financial sector efficiently allocates capital and enables exchange in the input market by providing fixed capital. Equity financing improves governance in firms either through market discipline or by direct involvement of the shareholders in their management. In the process, they ensure that the risks involved in financing are minimized. Thus, the financial sector induces economic growth by allocating capital efficiently, facilitating risk mitigation, improving corporate governance, and enabling exchange in the input market.

Credit for the Household Sector (Fc) 

Consumer credit is needed by the household sector in different situations. Credit can facilitate purchases when funds available with the household is less than the expenditure in a given time period. Though people sometimes may need to borrow funds to purchase necessities, credit is mainly used to buy real estate and high-valued durable goods like automobiles and other household items. Provision of consumer credit facilitates exchange in the product market and prevents slowdown in economic growth induced from the demand side. In allocating credit, the financial institutions take all the necessary steps to minimize the credit risks. As pointed out above, Levine (1997) also recognizes the role of financial sector in facilitating borrowing to improve skills and building human capital. Credit provided for education and training is usually of longer term and provided by public financial institutions.

3. Conventional Financial System and Financial Factors of Growth

A financial system can be analyzed at four levels (Merton and Bodie 1995, pp. 16-20). First, is the system level that relates to a country’s entire financial system. The second level of analysis is at the institution level. At this level, different financial institutions in a financial system that provide various financial services are identified. The third level relates to the activity level in which the activities of financial institutions are elaborated. Activities would, for example, be lending, leasing, or equity financing. The fourth level concerns products where the financial products or instruments are identified and discussed. At this level the specific contracts used for financial transactions in different activities are studied. 

A wide range of institutions and instruments are needed to provide different financial services to ensure growth in the economy. It is important to remember that rules, regulations, and different governmental bodies play a very important role in determining the structure and scale of any financial system. It is the responsibility of these public institutions to establish appropriate environment, legal and regulatory system that facilitate financial intermediation and transactions. In order to appraise the role of Islamic financial system in facilitating growth in some perspective, we discuss the role of the conventional financial system in inducing growth. We do so by examining the contributions of conventional financial institutions towards various financial growth factors.

In conventional economies, two broad categories of financial systems can be identified (Hermes and Lensink 2000). The first is the market-oriented financial system found in countries like U.S., U.K., and Ireland. This system is characterized by dominance of the stock market with open corporations that have widely dispersed shareholders. These economies have well-developed and liquid financial markets in which ownership and control rights are frequently traded. Banks provide short term and medium term finance through credit and usually do not have equity stakes in corporations. The second financial system found in countries, like Germany and Japan, is the bank-dominated financial system that is characterized by large banks and relatively illiquid capital markets. One special feature of this financial system is universal banking in which a bank can undertake multitude of activities. Banks not only provide credit, but also hold equity in corporations and get involved in their decision-making process. 

Table 1: Financial Institutions, Activities, and Growth Factors

	Institutions/

Instruments
	Activity Type
	Financial Factors of Growth a

	Private 
	 
	S
	Fw
	Fk
	Fc

	Commercial Banks
	Debt
	(
	(
	(
	(

	Micro-finance Institutions
	Debt
	(
	(
	(
	(

	Corporate Bonds Market
	Debt
	(
	(
	
	

	Near-Banks
	Debt
	(
	(
	(
	(

	Retailer Credit
	Debt
	
	
	
	(

	Real Estate/

Leasing Cos.
	Debt/

Leasing
	(
	
	(
	(

	Mutual Funds 

(stock market)
	Equity
	(
	
	
	

	Stock Market
	Equity
	(
	
	(
	

	Investment Banks
	Debt/

Equity
	(
	(
	(
	

	Private Equity Funds/

Venture Capitalists
	Equity/

Debt
	(
	(
	(
	

	Public 
	
	
	
	
	

	Government Bills/Bonds Market 
	Debt
	(
	(
	(
	

	Educational Loans
	Debt
	
	
	
	(

	Development Banks
	Debt
	
	(
	(
	


NOTES: a - ( indicates has relevance to the financial functions.

Table 1 shows the main activities of different financial institutions and their contribution to various financial factors of growth. We do not provide an exhaustive list of all the financial institutions, but only the prominent ones that directly or indirectly affect growth in the real economy. Financial activity is divided into three categories: debt, equity, and leasing. Note that the regulatory regime will determine, to a large extent, the size of different institutions and the activities that institutions can undertake in an economy. For example, while in a market oriented financial system the stock markets will relatively large, the banking sector will be dominant in the bank dominated financial system. Similarly, in regimes where banks are allowed to undertake multiple activities like the universal banking system, commercial banks can get involved in all the activities and affect all the financial factors of growth. 

Typically, large established firms use the stock market and investment banks to procure funds for long term financing for fixed and working capital. In addition, larger established firms can borrow funds from the public by issuing bonds.  Not all firms, however, can raise funds from the stock or bond markets. When a firm is new, it starts out as a small enterprise. The new entrepreneurs often do not have any track record or acceptable physical collateral to obtain funds from institutional sources like commercial banks. The only source of finance for these firms is insider finance, where an individual or a group  (family members, friends) uses its savings to finance the setting up of the project and bear the operating costs. In case of new start-up firms with innovative ideas, venture capitalists play an important role in providing funds for fixed and working capital. In some cases development banks may also invest in these ventures. As firms age, they develop a track record. Firms with high growth potentials can finance their expansion either by venture capital or investment banks. Medium and large size firms with long track record and acceptable physical collateral can get short-term and long-term credit from institutional sources like commercial banks and near banks. 

We notice in Table 1 that near banks, investment banks, and venture capitalists can provide all the financial factors (i.e., S, Fw, Fk, Fc) that facilitate growth. While commercial banks and near banks predominantly use debt as mode of financing, investment banks and venture capitalists use equity. Fixed capital can be financed through the stock market, commercial and investment banks, development banks, and venture capitalists. The main source of short-term credit for working capital is commercial banks. In case of investment banks and venture capitalists, working capital can also be financed by using equity. As equity financing does not guarantee a fixed return, these financial institutions are actively involved in the management of the firms they invest in.  

In the last two decades or so, micro-finance institutions have evolved as specialized institutions and are playing an important role in serving the poorer sections of the population in many countries. The poverty-focused micro-finance institutions provide the financial factors of growth for the poorer section of the population. They provide funds to the poor for micro-enterprises and several saving programs for the poor. Credit risk is mitigated by forming groups and using peer pressure to ensure repayments. Monitoring by the officials of the micro-finance institutions and peer pressure improve the management of micro-enterprises. Though most of their credit is short- to medium-term, these institutions also provide long-term loans for capital accumulation and asset building (like loans for building houses and tube wells).
  


Other than retailer credit, the household sector’s financial needs in a conventional economy are met by loans provided by commercial banks, near banks, leasing companies and micro-finance institutions. The main function performed by retailer credit, mutual funds, and real estate leasing funds is to enable exchange in the goods market, stock market, and real estate market respectively. Stocks and bonds are means of raising funds from the financial markets using equity and debt instruments respectively. The firms can use these funds to cover their capital and labor costs. The prices of these instruments reflect the inherent risks involved. Financial institutions and investors allocate their funds among different stocks and bonds according to the their risk/return preferences. 

In addition to issuing government debt in form of bills and bonds to finance the capital and operational needs, governments can also affect capital accumulation through specialized development banks. These development banks offer credit to prospective projects at concessionary interest rate. Similarly, educational loan given to the household sector affects both the quantity and quality of human capital. The funds coming mainly from specialized public funds, enhances productivity and efficiency of labor affecting economic growth positively.

4. Islamic Financial System and Economic Growth: An Assessment

In this section, we outline the main features of Islamic financial sector and study its significance with respect to economic growth. To evaluate the Islamic financial sector in a comprehensive way, we examine it at the institution, activity, and product or instrument levels. In doing this, we will identify the gaps at different levels that inhibit the financial sector’s contribution to growth. Before relating the institutions to their activities and products, we briefly outline the main features of Islamic financial instruments.

4.1. Islamic Financial Instruments

Credit in an Islamic economy can either be interest free (qard-hasan) or loans that charge service costs only. These instruments, however, may not be appealing to financial intermediaries as they cannot earn economic rates of return that is inherent in financing. While qard hasan yields no return, loans that charge service costs cannot charge, in principle, anything in excess of the actual costs of providing funds. As no risk or maturity premiums can be charged on these loans, financial institutions may be reluctant to use them for financing purposes. 

Other than loans, the principles of Islamic financing can be broadly classified as partnerships (shirakat) and exchange contracts (mu[awadat).
 Partnership can be on the basis of profit sharing or output sharing. Profit sharing again can take two forms—musharakah and mudarabah. Whereas in musharakah more than one party finance and participate in a project and distribute the profit at an agreed ratio, in mudarabah one party supplies the funds and the other party carries out the project and share the profit at agreed upon ratio. One main difference between musharakah and mudarabah is that in the former the financier takes part in the management of the project, while in the latter the financier is a sleeping partner. From a financing point of view, financial intermediaries face various asymmetric information problems in using these instruments. In particular, the prevalence of moral hazard problem prevents financial intermediaries to use profit-sharing modes of financing.

Though there are different kinds of exchange contracts, the important among them is the deferred-trading principle. Deferred-trading contract can either be a price-deferred sale or an object-deferred sale. In price deferred sale (bai-mua’jjal) the object of sale is delivered at the time of the contract but the price is paid later. The price can also be paid in the future by installments. One type of financial transaction under this format is mark-up sale (murabahah), in which a good or asset is sold to the client at a mark-up. The client pays for the good or asset at a future date or by installments. Note that murabahah contracts are usually of short- to medium- term durations. 

Salam and istisna[ contracts fall under the category of object-deferred sales, the former being used for merchandise and agricultural goods and the latter for manufactured goods. In these contracts, the price of the good/asset is paid in advance and delivery taken at an agreed upon time in the future. A financier, however, may not be inclined to finance projects using this mode of financing unless there is a buyer for good/asset that is being produced. Ijarah is a leasing contract in which the client uses an asset by paying rent. One form of this arrangement can be the hire-purchase scheme or lease-purchase scheme (ijarah wa iqitina’), in which the installment includes rent and part of the capital. When the installments are fully paid, the ownership of the asset is transferred to the client.

4.2. Islamic Financial System and Economic Growth

The list of Islamic financial institutions along with their primary activities and instruments used are given in Table 2.  Note that we have only included the institutions corresponding to the conventional ones listed in Table 1 above.

We notice in Table 2 that lending activity is replaced by sale contracts that create debt. The specific instruments that fall under sale contracts are murabahah and salam/istisna[. The main activity of commercial banks, micro-finance institutions, near banks, and retailer creditors has taken the form of murabahah. The nature of bonds in an Islamic economy will also change, as these securities (corporate and government) must be backed by assets. While some bonds can be linked to assets through a leasing contract, others can be in the form of equities or istisna[/salam contacts.
 Investment banks and venture capitalists will use equity financing either in the form of mudarabah or musharakah contracts. Mutual funds and stock markets enable individuals to invest directly or indirectly in secondary capital markets (stock exchanges). Real estate and leasing companies use ijarah contracts for financing. Loans can be only provided as qard hasan or given with payments of service charges for educational purposes.

Table 2: Islamic Financial Institutions, Instruments, and Activity

	Institutions/

Markets
	Primary Activity on the Asset Side
	Other Activities on the Asset Side

	Private 
	Activity
	Instruments
	Activity 
	Instruments

	Commercial Banks
	Sale (Debt)
	Murabahah


	Leasing/ Equity
	Ijarah/

Mudarabah

	Micro-finance Institutions
	Sale (Debt)
	Murabahah
	Leasing/ Equity
	Ijarah/

Mudarabah

	Corporate Bond Market
	Leasing
	Asset backed sukuk
	
	

	Near-Banks
	Sale (Debt)
	Murabahah
	Leasing/ Equity
	Ijarah/

Mudarabah

	Retailer Credit
	Sale (Debt)
	Murabahah
	
	

	Real Estate/

Leasing Companies
	Leasing
	Ijarah
	
	

	Mutual Funds 
	Equity
	Mudarabah/Musharakah
	Leasing/

Debt
	Ijarah/

Murabahah

/salam

	Stock Market
	Equity
	Mudarabah/ Musharakah
	
	

	Investment Banks


	Equity
	Mudarabah/ Musharakah
	Debt/

Leasing
	Murabahah/ Ijarah

	Equity Funds/ Venture Capitalists
	Equity
	Musharakah
	Debt/

Leasing
	Murabahah a/ Ijarah

	Public 
	
	
	
	

	Government Bills/Bonds Market
	Leasing
	Leasing sukuk
	Others Asset Backed bonds
	Equity/

Istisna[

	Educational Loans
	Debt
	Loans 
	
	

	Development Banks
	Leasing
	Ijarah
	Equity
	Mudarabah/ Musharakah


To analyze the role of Islamic financial system in inducing economic growth, we will focus on the system’s contribution to the financial factors of growth. To do so, we discuss the link of different Islamic financial instruments (along with the corresponding activity type) to the financial factors of growth. We also point out the institutions that use these instruments (and activities). The contribution of the various Islamic financial instruments to each of the financial factors of growth is discussed next.

Resource Mobilization (S): All modes of financing can be used to attract savings and resource mobilization. Commercial banks use loans and mudarabah modes to attract deposits (qard hasan for current account deposits and the mudarabah for investment deposits). Investment banks and venture capitalists can mobilize funds on long-term mudarabah basis.  Mutual funds can attract funds under different instruments. For example, different funds like murabahah funds, salam funds, leasing funds, and equity (musharakah) funds exist. Similarly, asset-backed bonds can be based on mudarabah, salam, or ijarah modes. 

Working Capital: As murabahah and ijarah are linked to goods or assets, these instruments cannot be used to finance variable input like labor or working capital. Though salam modes is usually used to facilitate sale, it can also be used for financing purposes. In these contracts, an advance payment is made for production and delivery of goods at a later date. In theory, the funds can be used for both, fixed capital and working capital. If the financier, however, does not have a buyer of these goods, then the costs of liquidating these goods and can increase a lot. While theoretically equity instruments (mudarabah and musharakah) can be used to finance working capital, the problem is to ascertain the rate of return on these investments. Moreover, there are no operational models that enable the use of equity financing to finance working capital. Loan on service charges are more practical modes to finance working capital. This mode, however, is not attractive for financial institutions, as they cannot charge in excess of the actual costs of providing the funds.

Fixed Capital: In theory, almost all modes of financing can be used to finance fixed capital. Ijarah or leasing, in particular, appears to be appropriate modes of financing fixed capital. Similarly, murabahah, whereby the financier sells fixed capital to the firm and the firm pays the price back in installments can be used. The problem of financing fixed capital with this instrument, however, may be that it is usually of short- to medium- term maturity whereas fixed capital requires longer term financing. In theory, loan can be provided with service charges and can be used to purchase fixed capital, but this mode is not appealing to financiers. As pointed out earlier, advance paid in a salam can be used for fixed capital also if there is a buyer for the good/asset being produced. Both modes of equity financing can be used to finance fixed capital. There are, however, difficulties in ascertaining the profit share and ensuring returns on investments. 

Credit to the Household Sector: Other than loan on service charges, only fixed-income modes of financing like murabahah and leasing appears to be appropriate to finance household needs. Due to the reasons already pointed out, however, the use of loan to finance the household sector will be limited in practice.

The roles of different instruments in an Islamic financial system in providing for each of the financial factor of growth are summarized in Tables 3a and 3b. After identifying the different instruments and their corresponding activities, these tables show the likelihood of their contribution to the different financial factors of growth. While Table 3a indicates the existence of theoretical models for different instruments that contribute to various financial factors of growth, Table 3b shows the availability of operational models for the same.

To have a quantitative notion of the role of the Islamic financial system, we derive an index showing the extent to which the system can contribute to each of the growth factors. To arrive at the index, we give a value of 2 when instruments can contribute to the financial factors with ease (i.e., alternatives are available is shown by Y in the tables). We give a value of 1 if instruments can contribute in a limited way (i.e., the alternatives are limited or constrained is indicated by L in the tables) and a value of 0 in cases when the instruments cannot contribute to the growth factors (i.e., no alternatives available is demonstrated by N in the tables). Given that there are six instruments (with four activity types), the maximum number showing the contribution to different financial factors of growth can be 12. The index for each financial factor is then derived as a percentage of this maximum number.

Table 3a shows that at the theoretical level, there are no problems for the Islamic financial sector in resource mobilization (S) and financing fixed capital (Fk). All the Islamic instruments can be used for these financial factors of growth as indicated by the index of 100 percent. As already indicated above, while murabahah and ijarah instruments cannot be used to finance working capital (Fw), theoretical models using other instruments (salam/istinsna[, mudarabah, musharakah, and qard) can be used giving it an index of 66.7 percent. Similarly, the index for credit to the household sector (Fc) equals 50 percent as theoretically only murabahah, ijarah, and qard can be used to finance this sector.

Table 3a: Islamic Financial Instruments and Financial Factors of Growth: Theoretical Models

	
	
	Theoretical Models a

	Instruments
	Activity Type
	S
	Fw
	Fk
	Fc

	Murabahah 
	Sale (Debt)
	Y (=2)
	N (=0)
	Y (=2)
	Y (=2)

	Salam/Istisna[
	Sale (Debt)
	Y (=2)
	Y (=2)
	Y (=2)
	N (=0)

	Mudarabah
	Equity
	Y (=2)
	Y (=2)
	Y (=2)
	N (=0)

	Musharakah
	Equity
	Y (=2)
	Y (=2)
	Y (=2)
	N (=0)

	Ijarah
	Leasing
	Y (=2)
	N (=0)
	Y (=2)
	Y (=2)

	Qard 
	Loan
	Y (=2)
	Y (=2)
	Y (=2)
	Y (=2)

	
	Total
	12
	8
	12
	6

	
	Index (%)
	100
	66.7
	100
	50


NOTES: a-Y (=2) indicates alternatives available; N (=0) indicates no alternatives available.

Table 3b: Islamic Financial Instruments and Financial Factors of Growth: Operational Models

	
	
	Operational Modelsa

	Instruments
	Activity Type
	S
	Fw
	Fk
	Fc

	Murabahah 
	Sale (Debt)
	Y (=2)
	N (=0)
	Y (=1)
	Y (=2)

	Salam/

Istisna[
	Sale (Debt)
	Y (=2)
	L (=1)
	L (=1)
	N (=0)

	Mudarabah
	Equity
	Y (=2)
	L (=1)
	L (=1)
	N (=0)

	Musharakah
	Equity
	Y (=2)
	L (=1)
	L (=1)
	N (=0)

	Ijarah
	Leasing
	Y (=2)
	N (=0)
	Y (=2)
	Y (=2)

	Qard 
	Loan
	Y (=2)
	L (=1)
	L (=1)
	L (=1)

	
	Total
	12
	4
	7
	5

	
	Index (%)
	100
	33.3
	58.3
	41.7


NOTES: a-Y indicates alternatives available; N indicates no alternatives available;

L indicates limited use.

Table 3b indicates the availability of operational models in the Islamic financial system to satisfy the various financial factors of growth. There are no problems in mobilizing resources (S) using any of the instruments, giving it an index of 100 percent.  The index for working capital (Fw) falls from 66.7 percent in Table 3a to 33.3 percent in Table 3b, indicating operational problems for using these instruments. Though theoretical models of using salam/istisna[, mudarabah, musharakah, and qard exist, operational models for using these instruments are limited. Salam/Istisna[ are not appealing if there are no buyers for the good/asset that is being financed. Similarly, financial institutions do not use profit-sharing modes as incentive compatible operational models that resolve the moral hazard problems in financing have not been developed yet.  Similarly, the index for fixed capital (Fk) falls from 100 percent in Table 3a to 58.3 percent in Table 3b. While the problems associated with instruments discussed under working capital are same in case of fixed capital, the problem of using murabahah is the maturity mismatch. The corresponding index for household sector credit (Fc) falls to 41.7 percent (from an index of 50 percent in Table 3a), reflecting the operational problem in using qard to finance this factor.

It appears from the above discussion that there are operational problems in providing the different financial factors of growth in an Islamic financial system. While this system has problems of varying degrees to finance different factors of growth, the problem appears acute in financing working capital. Specifically, as murabahah and leasing (ijarah) modes of financing are tied to goods and assets, these cannot be used for working capital. Furthermore, while theoretically equity modes of financing can be used for working capital, it is difficult to do so at the operational level. Similarly, unless the financier has a buyer to purchase the asset/good being financed, a salam contract will not be feasible alternative for financing. 

5. Towards a Comprehensive Islamic Financial System

Hermes and Lensink (2000) assert that a financial system’s positive contribution to economic growth will be determined largely in the way the system is designed. Aspects of financial system design include not only the types of existing financial institutions and instruments, but also the establishment of the legal, regulatory, and supervisory environment. To understand the Islamic financial sector’s role in bringing about growth, we examine the different aspects of the financial system and suggest some policies and strategies that may help develop it.  Note that while in a narrow sense growth refers to an increase in the national output in an economy over time, an Islamic economy will also emphasize the distributive aspects along with growth. 

The role of the government and central bank/regulatory authorities to control and stabilize the financial sector is very important. Other than establishing a congenial environment through laws, rules, and regulations that encourage the Islamic financial sector, these organs must also ensure the stability of the financial system as a whole. The role of the regulators formulating rules and standards is crucial for the development and stability of an Islamic financial system. The financial sector is prone to systemic risks that can spread instability throughout the financial system, affecting the economy and growth adversely.
 The inherent instability of the financial institutions induces governments to intervene not only for the stability of the financial markets but also to protect different stakeholders. Establishing good governance practices and structures are important to bring stability and efficiency in the banking sector.
 

Levine et. al (1999) find that countries in which laws protect creditors claims against firms, legal system that rigorously enforces contracts, and accounting system and standards that produce high-quality standardized and comprehensive corporate financial statements tend to have better developed financial intermediaries. This suggests that legal and accounting reforms that strengthen creditor rights, contract enforcement, and accounting practices can promote the development of financial intermediaries and thereby accelerate economic growth. If contracts are not enforceable, there can be a disruption of operations of financial institutions. The result would be under-investment that in turn slows economic growth. This is particularly true for an Islamic financial system, which emphasizes profit-sharing modes of financing. Other than the overall environment, different financial institutions and instruments have to be encouraged and developed to serve the various needs of firms in the economy.

While an Islamic economy cannot have a “pure profit-sharing” financial system, there is a need for a balanced mix between fixed income and profit-sharing modes of financing (Al-Jarhi 1999). Data on different Islamic financial institutions (banks and micro-finance institutions), however, show that most of them use either debt or leasing contracts.
  These instruments cannot be used to finance working capital. Another problem of using fixed income modes of financing is that the maturity of these instruments are short-term. An implication of shying away from long-term equity financing is that the Islamic banks are not performing an important role in financial intermediation in capital markets that spurs economic growth. The solution to these problems is the development of operational models of instruments and institutions that can use equity financing. 

The problem of financing different growth factors by using equity-based instruments may be tackled at different levels. At the instrument or activity level, equity financing can be increased if incentive compatible profit-sharing contracts that Islamic financial institutions can use are developed. These contracts would have an incentive structure that would minimize, among others, the moral hazard problem.
 At the institutional level, there is a need to establish more financial institutions that engage in equity financing. The institutions in this category are, among others, universal banks, venture capitalists, and investment banks. Finally, at system level a legal system that enforces equity-based contracts and regulatory regime that encourages their use has to be developed.  

Until recently, the Islamic financial system has been dominated mainly by Islamic banks that are involved in short-term fixed return financing. The lack of development of other financial institutions can problematic in an Islamic economy. It has been observed that finance from commercial banks overwhelmingly tend to go to larger firms. This may be true for Islamic banks as well as they are modeled in line with conventional banks. As the Islamic economic system pays particular attention to income distribution, there must be a mechanism to for smaller firms or micro-enterprises to have access to finance.  This can be done either by Islamic banks that open special schemes/windows for financing smaller firms and enterprises, or by establishing venture capital and micro-finance institutions.
 

An important factor that will determine growth and distributive equity in the economy is the development of the overall human capital. While governments have traditionally subsidized education, good quality higher and technical education is expensive. This prevents many people, particularly from the poorer sections of the population, to access it. One way to resolve this problem is to make funds available to deserving individuals for education and training. As the financing of human capital has to be in the form of loans (either qard-hasan or service fees based), this may not be provided by the private sector financial institutions. Specialized public institutions are required that can provide this essential service so that the most important resource in the economy (human capital) can be developed to enable growth in the economy. 

6. Conclusion

This paper studies the salient features of an Islamic financial system and evaluates its role in contributing to growth. We derived the financial factors of growth and evaluated the performance of the Islamic financial system in its contribution to these factors. The paper identified some gaps in the Islamic financial system that need to be addressed. Specifically, it was shown that there are operational problems to use equity based instruments (mudarabah and musharakah) to finance different financial growth factors, in particular working capital. In an Islamic environment, debt contracts like murabahah and leasing contracts (ijarah) cannot be used to finance working capital. Furthermore, no operational models of using mudarabah and musharakah to finance it exist.  While salam/istisna[ contracts and credit on service charges can be used, financiers may face certain problems in using them. 

In order to have a meaningful contribution to growth of an economy, the Islamic financial system has to develop institutions and instruments that serve the current and future financial needs of the people in a society. Given the complementarity among the financial factors of growth, the ability of the Islamic financial sector to bring about growth will be constrained by its inability to finance all these factors in a balanced way. To solve the problem of financing different growth factors and enhance economic growth, equity-based instrument and institutions have to play a more active role in an Islamic economy. In this regard, there is a need to develop operational models of corporate finance in general and workable equity-based instruments and institutions in particular. 

We had earlier identified the market oriented and bank dominated financial systems in conventional economies. With its emphasis on distributive equity along with growth, an Islamic financial system will have financial institutions and instruments that also serve smaller firms. If the market oriented financial system is dominated by the stock market and well-developed financial markets and the bank-dominated model is characterized by large banks, then an Islamic financial system will be one that is dominated by equity-based institutions like private equity funds, venture capitalists, and investment banks. Note, however, that an Islamic economy will also have debt instruments. The Islamic banks would be more in line with universal banking so that they can hold equity stakes in firms along with providing credit facilities.  

Given that the Islamic financial system is in its infancy, research and institutional development of this system has, until recently, focused mainly on Islamic banks that were designed in lines with conventional commercial banks. The paper shows that the thrust of research in Islamic finance should be on operational aspects of equity based institutions and instruments. At the instrument level, this can be done by first investigating the problems that financial institutions face is using profit sharing modes of financing and then suggesting operational models that remove these constraints. At the institutional level, institutional structures that enable the use of the equity based financing needs to be developed. The development of institutions that reflect Islamic values and goals are indispensable for a comprehensive Islamic financial system that fulfills all the financial needs in the economy.

References

Ahmad, Ausaf (1993), Contemporary Practices of Islamic Financing Techniques, Research Paper No. 20, Islamic Research and Training Institute, Islamic Development Bank, Jeddah.

Ahmed, Habib (2001), “Frontiers of Islamic Banking: A Synthesis of Social Role and Micro-finance”, manuscript.

Ahmed, Habib (2002a), “Incentive Compatible Profit-Sharing Contracts: A Theoretical Treatment”, in Iqbal and Llewellyn (Editors), Islamic Banking and Finance: New Perspectives on Profit-Sharing and Risk, Edward Elgar Publishing Limited, Cheltenham, UK.

Ahmed, Habib (2002b), “Financing Micro-enterprises: An Analytical Study of Islamic Micro-finance Institutions”, Islamic Economic Studies, 9, 27-64.

Ahmed, Habib and Stephen M Miller (2000), “Crowding-out and Crowding-in Effects of the Components of Government Expenditure”, Contemporary Economic Policy, 18, 124-33.  
Aggarwal, Rajesh K. and Tarik Yousef (2000), “Islamic Banks and Investment Financing,” Journal of Money, Credit, and Banking, 32, 93-120,

Al-Jarhi, Mabid A (1999), “Islamic Economics from Vantage Point” Keynote Lecture, International Conference on Islamic Economics Towards 21st Century, Kuala Lumpur. 

Al-Jarhi, Mabid A. and Khalid A. Hussein (2002), “Operational Efficiency in Islamic Banking: The Sudanese Experience,” manuscript, Islamic Research and Training Institute, Islamic Development Bank, Jeddah.

Chapra, M. Umer (1985), Towards a Just Monetary System, The Islamic Foundation, Leicester.

Chapra, M. Umer (1992): Islam and the Economic Challenge, Islamic Economics Series 17, The Islamic Foundation, Leicester and International Institute of Economic Thought, Herndon. 

Chapra, M. Umer and Habib Ahmed (2002), Corporate Governance in Islamic Financial Institutions, Occasional Paper No. 6, Islamic Research and Training Institute, Islamic Development Bank.

Hamlin, A.P. and D.F. Heartfield (1991), “Competitive Management and Working Capital”, Management and Decision Economics, 12, 207-217.

Hermes, Niels and Robert Lensink (2000), Financial System Development in Transition Economies, Journal of Banking and Finance, 24, 507-24.

Honohan, Patrick (2001), “Islamic Financial Intermediation: Economic and Prudential Considerations”, manuscript, The World Bank

Hulme, David and Paul Mosley (1996a), Finance Against Poverty, Volume 1, Routledge, London.

Hulme, David and Paul Mosley (1996b), Finance Against Poverty, Volume 2, Routledge, London.

Iqbal, Munawar, Ausaf Ahmad, and Tariqullah Khan (1998), Challenges facing Islamic Banking, Occasional Paper No. 1, Islamic Research and Training Institute, Islamic Development Bank, Jeddah.

Kahf, Monzer and Tariqullah Khan (1992), Principles of Islamic Financing, Research Paper No. 16, Islamic Research and Training Institute, Islamic Development Bank, Jeddah.

Khan, Mohsin S. and Abdelhak S. Sendadji (2000), Financial Development and Economic Growth: An Overview, IMF Working Paper WP/00/209, International Monetary Fund, Washington D.C.

Khan, Tariqullah (1995), “Demand and Supply of Mark-up and PLS Funds in Islamic Banking: Some Alternative Explanations”, Islamic Economic Studies, 3, 39-78.

Khan, Tariqullah and Habib Ahmed (2001), Risk Management: An Analysis of Issues in Islamic Financial Industry, Occasional Paper No. 5, Islamic Research and Training Institute, Islamic Development Bank.

Khan, Waqar Masood (1987), "Towards an Interest-Free Islamic Economic System," in Mohsin S. Khan and Abbas Mirakhor (Editors), Theoretical Studies in Islamic Banking and Finance, The Institute for Research and Islamic Studies,Houston.

Kimenyi, Mwangi S., Robert C. Wieland, and J.D.V. Pischke (Editors) (1998), Strategic Issues in Micro-finance, Ahsgate Publishing Ltd., Hants, England.

King, R. and R. Levine (1993a), “Finance and Growth: Schumpeter might be Right”, Quarterly Journal of Economics, 108, 707-37.

King, R. and R. Levine (1993b), “Finance Entrepreneurship and Growth: Theory and Evidence”, Journal of Monetary Economics, 32, 513-42.

Kireyev, A. (2001), Financial Reforms in Sudan: Streamlining Bank Intermediation, IMF Working Paper No. 53, International Monetary Fund, Washington DC.

Levine, Ross (1997), “Financial Development and Economic Growth: Views and Agenda”, Journal of Economic Literature, 35, 688-726. 

Levine, Ross, Norman Loayza, and Thorsten Beck (1999), Financial Intermediation and Growth: Causality and Causes, Policy Research Working Paper 2059, The World Bank, Washington DC. 

Lim, D. (1996), Explaining Economic Growth: A New Analytical Framework, Edward Elgar, Cheltenham.

Maddison, A. (1970), Economic Progress and Policy in Developing Countries, Allen and Unwin, London.

McKinnon, R.I. (1973), Money and Capital in Economic Development, Brookings Institute, Washington DC.  

Merton, Robert C. and Zvi Bodie (1995), “A Conceptual Framework for Analyzing the Financial Environment.” in The Global Financial System: A Functional Perspective, Harvard Business School Press, Boston, Massachusetts.

Naqvi, Syed Nawab Haider (1981), Ethics and Economics: An Islamic Synthesis,  Islamic Economic Series-2, The Islamic Foundation, U.K.  

Otero, Maria and Elisabeth Rhyne (Editors)(1994), The New World of Microenterprise Finance, Kumarian Press, West Hartford, Connecticut. 

Ramakrishnan, R.T.S. and A.V. Thakor (1984), "Information Reliability and a Theory of Financial Intermediation," Review of Economic Studies, 51, 415-32. 

Robinson, S. (1971), “The Sources of Growth in Less Developed Countries: A Cross-Section Study,” Quarterly Journal of Economics, 85, 391-408. 

Sadeq, AbulHasan Muhammad (1990), Economic Development in Islam, Pelanduk Publications, Selagor Darul Eshan.

Shaw E.S. (1973), Financial Deepening in Economic Development, Oxford University Press, New York.

Schneider, Hartmut (Editor) (1997), Micro-finance for the Poor, Development Centre of the Organization for Economic Cooperation and Development, OECD, Paris.  

Tsuru, Kotaro  (2000), “Finance and Growth: Some Theoretical Considerations and a Review of the Empirical Literature”, Economics Department Working Paper No. 228, OECD, Paris.

Wade, Robert (1998), “The Asian Debt-and Development Crise of 1997-?: Causes and Consequences,” World Development, 26, 1535-53.

Young, Alwyn (1996), “Lessons from the East Asian NICs: A Contrarian View,” European Economic Review, 38, 964-73. 




Financial 


Sector











Economic Growth








Financial


Factors of Growth


(S, Fk, Fw,Fc)








( Economist, Islamic Research and Training Institute, Islamic Development Bank, Jeddah, Saudi Arabia.


� On June 24, 2002 the Shari[at Appellate bench of the Supreme Court of Pakistan set aside its earlier judgment in which it had directed the government of Pakistan to eliminate riba from the economy by June 30, 2002. 


� Empirical evidence suggests that the contributions of these sources differ for developed and developing countries. In most developing countries capital accumulation is the most important factor explaining growth, followed by labor, with technical progress having an even smaller effect. In developed countries, the most important source of growth is technological progress. The contribution of the factors of production, particularly capital, is less significant (see Lim, 1996, Maddison 1970, Robinson 1971, Young 1996).


� In an open economy, a part of the funds used in the economy can come from foreign sources. The inclusion of the foreign sector does not change the qualitative results of this paper and is omitted to avoid complications. 


� See Ahmed and Miller (2000) for a discussion.


� As pointed out, in an open economy another source of borrowing would be from foreign sources.


� Merton and Bodie (1995) identify six functions of financial system that are very similar to those outlined by Levine (1997). According to Merton and Bodie (1995) the functions provided by a financial system are clearing and settling payments (to facilitate trade), pooling of resources, transfer of economic resources, managing risk, proving price information, and dealing with incentive problems. 


� For extensive study on micro-finance, see Hulme and Mosley (1996a &b), Journal of International Development (Vol. 8, No. 2),  Kimenyi, et.al. (1997), Otero and Rhyne (1994), and Schneider (1997).


� Detailed expositions of the different principles of Islamic financing are found in Kahf and Khan (1992) and Ahmad (1993).


� For a discussion on the problems that Islamic banks face in using profit-sharing modes of financing, see Ahmed (2002a), Aggarwal and Yousef (2000), and Khan (1995). 


� There are and can be some specialized institutions unique to the Islamic financial sector (like mudarabah companies, ijarah companies, etc.) that are not included.


� For a list of Islamic bonds and securities, see Khan and Ahmed (2001, p.148). 


� Islamic economists have emphasized equity and distributive aspects to be essential elements of an Islamic economy (Chapra 1985 and 1992, Naqvi 1981, Sadeq 1990). 





� The Asian crisis of the late 1990s shows how years of growth can be wiped out in a very short time due to financial crisis. For discussions on the impact of the Asian financial crises, see Wade (1998). 


� For a discussion on corporate governance in Islamic financial institutions, see Chapra and Ahmed (2002).


� To see the dominance of fixed-income instruments in Islamic banks see Iqbal et.al. (1998) and for micro-finance institutions see Ahmed (2002b).


� For a discussion on incentive compatible profit-sharing contracts that can be used in financing, see Ahmed (2002a) and Khan (1987)


� Islami Bank Bangladesh has a Rural Development Scheme through which it finances micro-enterprises. Ahmed (2001) shows that the operation of the scheme be done by Islamic banks at no extra cost.  For a discussion on financing micro-enterprises by micro-finance institutions, see Ahmed (2002).  


� Mudarabah companies and the RDS micro-finance program of Islami Bank Bangladesh Ltd. are couple of examples of such institutions.
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