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Abstract
The development of Islamic finance is governed by Islamic laws
(Shariah). The main principles that regulate all forms of transactions in
Islamic banking activities include the prohibition of interest or usury
(riba), the use of excessive risk (gharar), and gambling (maysir). The
Islamic finance industry has become a prominent sector and is one of
the fastest growing components of financial developments over the
last decade in the global financial system. The availability of large
numbers of Islamic finance products will increase significantly as
there have been a growing demand throughout the world, especially
in OIC participating countries. Hence, the objective of this study is to
identify the important factors that enhances financial development in
the selected OIC countries (Malaysia, Indonesia, Jordan, Kuwait, Saudi
Arabia, Sudan and Yemen). Three indicators of financial development
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were used; Islamic finance, broad money and liquid liabilities. The
data used in this study is the panel data from the year 1990 to 2012
which were obtained from the International Monetary Fund, Islamic
Banks and Financial Institutions Information (IBIS), and World Bank
databases. This study employed pooled OLS, fixed and random effect
model. The results indicate that there are significant relationships
between Islamic finance and financial development. Specifically,
this study found that liquid liabilities and Islamic finance are two
factors that have significantly influenced financial development in
the OIC countries. Furthermore, the findings suggest that the OIC
governments are required to develop policies that would integrate
Islamic finance into their financial system. These policies should be
centred around regulatory framework and supervisory role to utilize
Islamic finance for greater economic growth.
Keywords: Islamic finance, Financial development, OIC countries,
Pooled OLS, fixed effect, random effect.
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Introduction
The Islamic finance industry has become a prominent sector and is
one of the fastest growing components of financial developments
over the last decade in the global financial system. Based on the study
by Haron and Ahmad (2000), since the establishment of the first
Malaysian Islamic bank in 1963, the number of Islamic banks have
increased significantly and have shown tremendous growth over the
years. The Malaysian International Islamic Financial Centre (MIFC)
2015 reported that “the current value of the Islamic finance assets,
(led by the Islamic banking sector and the global sukuk market) is
estimated to be more than $2 trillion (representing a compounded
average growth rate of 17.3%). It is expected that the Islamic finance
industry will expand further, with total assets projected to increase to
nearly $3.5 trillion by 2018.”
The development of Islamic finance is governed by Islamic law
(Shariah). The main principles that regulate all forms of transactions
in Islamic banking activities include the prohibition of interest or
usury (riba), the use of excessive risk (gharar), and gambling (maysir).
Contrary to conventional finance, Islamic finance operates on a profit
and loss sharing (PLS) mode established within the frameworks of
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Shariah law that are based on the Quran, Sunnah and other secondary
sources on Islamic laws. There are many references from the Quran
that explains the concept of riba, for example in Surah Al-Baqarah,
275-279. The prohibition of riba or interest has been articulated and
emphasized by Allah SWT in the Surah Al-Imran, 130.
Islamic banking differs greatly from conventional banking,
particularly with regards to assets and liabilities. In conventional
banking, almost all financing and deposit of side products are loan
based; while the assets and liabilities in Islamic banking are free
from interest. Qureshi (2003) explained that banking can be built as
an alternative structure using prohibition of riba and partnerships
concept. As stated by Khaldi and Hamdouni (2011), the basis of
mudarabah/musharakah contract is based on the provision of funds on
the side of the liability. For example, deposits that are made according
to the mudarabah/musharakah concept on the side of the liability of a
bank’s balance sheet has been the primary mechanism through which
money is received from depositors. Furthermore, this makes each
depositor to be an accomplice in the bank’s business.
Moreover, Islamic banks have provided various financing contracts
on the asset side of the balance sheet. These contracts are on a
partnership basis if the profit - loss sharing (mudarabah and musharakah)
mode are used. Another method that may be employed is the fixedincome modes of financing like cost-plus sale (murabaha), leasing
(ijarah) and a commission to manufacture (istisna). In addition, Tabash
and Dhankar (2014) asserted that the utilization of Islamic finance
can promote financial transactions which are directly linked to real
economic transactions without the element of interest.
Khaldi and Hamdouni (2011) stated that the demand for Islamic
finance and banking is higher in the Middle East and Southeast Asia,
however, has been increasing rapidly in the United States and Europe
over the years. It is suggested that many countries, especially the
Organization of Islamic Cooperation (OIC) participating countries
such as Malaysia, Indonesia and Saudi Arabia are pioneer countries
that have spearheaded and implemented Islamic finance and banking.
Financial development is not only influenced by Islamic finance, but
has also been affected by other factors that were examined in previous
studies, such as liquid liabilities (King & Levine, 1993; Demetriadies
& Law, 2006; Ahlin & Pang, 2008) and broad money (Gillman & Haris,
2004; Odeniran & Udeaja, 2010). Therefore, the objective of this study is
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to identify the important factors that enhances financial development
in the selected OIC countries (Malaysia, Indonesia, Jordan, Kuwait,
Saudi Arabia, Sudan and Yemen). The remaining sections will review
previous studies, followed by methodology, findings and conclusion.
Review on Development of Islamic Finance
Recent developments on Islamic finance have been vigorous. Lee
and Detta (2007) stated that “from the perspective of an Islamic
bank, the elements of a market for Islamic finance products have
five tenets: the seller (Islamic banks and other banks participating
in Islamic banking), the buyers (the customers of the banks), the
relevant products or assets, the exchanges made according to the
various Islamic civil contracts and the selling price. The five tenets
above are important information that should be explicitly mentioned
in the contract between the customer and the Islamic bank in order to
comply with Islamic principles.”
In addition, Akacem and Gilliam (2002) have stated that the most
important guideline for Islamic banking is the presence of equity that
is based on the profit and loss sharing (PLS) mode, as compared to
interest rate operations. Choudhury and Hussain (2005) have also
indicated that the prohibition of interest and profit sharing mode are
two basic principles in Islamic financing. According to Chapra (2000)
and Iqbal (1997), PLS finance was able to promote macroeconomic
stability. Khoutem and Nedra (2012) stated that PLS development has
been the best driver for economic development by advancing gainful
ventures through the effective utilization of fund and enhancing the
productivity of resource allowance. Moreover, excluding effective
financial capital market, the enhancement of financial development
is able to solve issues on asymmetric information. On the other hand,
Khan and Bhatti (2008) found that despite making so much progress,
Islamic banking has been facing problems such as the need to
improve their liquidity, corporate governance and risk management
techniques.
Furthermore, the lack of PLS and the abundance of debt based shortterm instruments have become a growing problem, for which Bacha
(1995) have indicated that with the use of debt-like instruments,
Islamic banks will continue to stay on the periphery of the financial
sector and such a case would be incompatible with the social needs
of the countries. Haque and Mirakhor (1986) suggested that the
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uncertainty and information asymmetry will affect PLS contracts.
Their proposed model concludes a classic agent vital relationship,
in which the operator is the entrepreneurial firm and the principal
is the consumer-investor. Hence, in such situations, the impact
of asymmetric information and the uncertainties on PLS is overinvestment.
Apart from that, Basher (1999) observed that Islamic banks do not
disclose the returns on Islamic financial products on a PLS premise
due to the nonappearance of investor protection and successful
regulations in the Islamic banking sector. Furthermore, the inefficient
tax system, high rate of absence in education, low accounting
standards and the practice of keeping a double set of accounts in
the majority of businesses have caused a major impediment to the
practical usage of the PLS system in most Muslim countries (Ghafoor,
1999; Khan, 2003; Khan & Bhatti, 2006).
Furthermore, Matthews et al., (2002) stated that, with regards to
minimizing risk, Islamic banks could establish enhanced arrangement
of investment participation in order to diminish the global risk
identified in the balance sheet report. On the other hand, the model
proposed by Baldwin et al., (2002) is aimed at discovering the conduct
of an Islamic firm, in the presence of moral hazard and adverse
selection.
In addition, Ascarya (2010) have identified several reasons for the
lack of PLS in Indonesia. These reasons are a result of internal and
external factors. Technical and managerial factors are major internal
problems, while the lack of will from the authorities and the lack
of trust from the society are basic external problems. This is further
supported by Addawe (2012), which indicates that the banks forces
onto customers a minimum profit expectation which implies moral
hazard, as explained by a Shariah review director. Khoutem and
Nedra (2012) noted that PLS development would be more productive
if an Islamic bank chooses low risk projects and avoids highly
leveraged investments.
Apart from the basic prohibition of riba and the application of the PLS
system, there are many other factors that may affect Islamic finance.
According to previous studies, there are four main characteristics
that defines Islamic finance, while other studies have identified more
(for example Mirakhor, 2000; Siddiqi, 2001; Haron & Hisham, 2003;
Qureshi, 2003; Derbel et al., 2011; Khaldi & Hamdouni, 2011). Based
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on these studies, there are nine characteristics of Islamic finance and
banking (see Table 1).
Table 1
Nine Characteristics of Islamic Finance and Banking
Main Characteristics

Meaning

The prohibition of
interest (Usury)

All forms of contracts and transactions must
be free from riba.

The prohibition of
unethical investments

Islamic banking is also characterized by
ethical norms and social commitment.
According to Wilson (1979), ethical
investment funds exclude tobacco, liquor,
gambling, weapons and armaments among
others.

The freedom from alDarar

Contracts should not be harmful to any party.

The freedom from alGharar

Islamic finance should avoid conflicts with
major speculative behaviour and must be free
from uncertainties.

The freedom from
impulse

Investors are prohibited from making any
faults that are unsafe to their interests.

The desirability of profit
sharing

Profits and losses must be shared between the
borrower and lender, rather than being solely
distributed to one side.

The emphasis on
equitable contracts

Investors have the privilege not to be
constrained into a transaction or to be kept
from making a transaction.

The linking of finance to
productivity

Islamic financial transactions are
systematically linked to real assets, such as
muḍārabah and mushārakah. “Consequently,
the Islamic banking system leads economic
growth by promoting productive projects
and supporting the trade of commodities and
services.”

Zakah and Al Qard AlHassan

Zakah is defined as an obligatory periodic levy
on all Muslims who have a certain minimum
amount of wealth, and is directed to specific
categories of poor and needy people.
Meanwhile, Al Qard Al-Hassan is simply
defined as an interest-free loan.
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Based on Table 1, the prohibition of riba and the desirability of profit
sharing are some of the main characteristics of Islamic banking. In
addition to these characteristics, Islamic banking presents several
advantages which are described in the next subtopic.
Since Islamic banking has emerged as a promising industry in the
financial system, many countries have began offering Islamic banking,
including OIC countries. Based on previous studies, there are four
main advantages of Islamic banking.
Friedman (1969) demonstrated that the condition for the optimal
allowance of resources is when the interest rate is equals to zero.
Similarly, Wilson (1979) and Cole and Kocherlakota (1998) have
empirically concluded that in general equilibrium models, a zero
interest rate is vital and adequate for proficient distribution of
resources. Moreover, previous studies (e.g Alshammari, 2003; AlJarrah & Molyneux, 2005) have found that by having zero interest
rates on expense and profit function, Islamic banks will become
more efficient than conventional banks. This notion was further
supported by Goaied and Sassi (2010) and suggested that if Islamic
banks exclude all speculative activities that relates to the principles
of interest, the adjustment in cash flow will take place through the
changes in supply and demand. Srairi (2010) found that Islamic banks
in GCC countries are relatively efficient at generating profit than at
controlling costs during the period between 1999- 2007, based on
data from 71 commercial banks’ performance. However Abdul-Majid
et al., (2005) and Mokhtar et al., (2008) concluded that the efficiency
of Islamic banks is either similar or lower than conventional banks.
Abdul-Majid, Saal and Battisti (2010) investigated the efficiency of
Islamic and conventional banks in 10 countries that operated from
the year 1996 to 2002 by using an output distance function approach.
The result shows that the efficiency of Islamic banks is lower than
conventional banks. Additionally, the findings from Baele, Farooq and
Ongena (2010) identified that conventional bank are more efficient on
loan as compared to Islamic banks in Pakistan, based on the study
period from the year 2006 to 2008.
Cihak and Hesse (2010) carried out the z score analysis and found
that the Islamic financial system is financially stronger and less
hazardous than the conventional banking system. The authors stated
that holders of investment accounts in the Islamic banking system
do not have to settle low - value securities. The study conducted by
Samad and Hassan (2002), which focused on Malaysian data over the
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period of 1984 to 1997, suggested that Islamic banks are less risky
and more solvent than conventional banks. Kia and Darrat (2003)
found that in the demand equations for cash and profit sharing
deposit, the demand driven profit sharing deposits are more stable
and has strategy invariant capacity. They proposed that the banking
framework based on profit sharing could help sustain the financial
framework from changes in interest rates, thus, minimizing the risks
of financial uncertainties. The study concluded that profit sharing
deposits could represent a tenable instrument for financial approach
in Iran. This is further supported by other studies (Kaleem, 2000;
Kia, 2001; Darrat, 2002; Samad, 2004) which suggested that without
interest rates, Islamic financial intermediaries are more sustainable
than conventional banking.
Islamic banks poses a greater advantage over conventional banks as
Islamic banks are able to benefit from the characteristics of freedom
of gharar (uncertainty) and al-darar (harmful in contracts) which have
reduced the moral hazards and adverse selection problems. Moreover,
Goaied and Sassi (2010) have suggested that the study of shariah
coupled with a high level of cultural aptitude would reinforces the
validity of Islamic banking and produce a competitive advantage
over conventional banking.
As the most important criteria for financing projects in the
conventional banking system are the ability to repay loans, collateral
and guarantees, it was identifies that only the wealthy will have access
to the financial market. In contrast, Islamic finance provides funds
on the basis of profit sharing and loss principles which emphasizes
the importance of profitability and rate of return (El-Galfy & Khiyar,
2012). Therefore, those who are not wealthy but have acquired
essential skills to ensure success in projects would have a better
chance in acquiring the necessary finances. Dusuki (2008) found that
Islamic financial institutions must not only concentrate on increasing
profits but should play a vital role in addressing socio-economic
problems such as poverty, and help improve important aspects of
human welfare (e.g. education illiteracy, reducing child mortality,
etc) by efficiently directing financial assets towards productive
opportunities. Subsequently, this will boost production, investment
and trade activities.
In neoclassical growth theories, the emphasis has been on expanding
savings and innovation progress. Most of these theories were
aimed at identifying the increment in capital for every worker and
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eventually output per worker, and to determine the factors that
empower an economy to achieve the steady state level of output. In
the endogenous growth theory models, advanced works had been
carried out by endogenizing the innovation, human capital and
savings. As stated by Shaikh (2012), the rate of wage zakat promotes
the productive sector, whereby zakat serves as an incentive to ensure
accomplishment of potential output with tolerable financial and no
shortage of capital through the prohibition of interest in the Islamic
banking sector.
Furthermore, in the classical and neo-classical literature on growth
and development, the theories and policies did not produce a fair
conclusion on income distribution. In contrast, Islamic economics
have non-state systems that ensure wage redistribution without
interfering with individual opportunity and other component in the
business sector. Shaikh (2012) asserted that the prohibition of interestbased earnings, exploitative types of trade and burden of excessive
charges from the state beyond zakat by Islam would subsequently
ensure more extensive opportunities to individuals
The application of the riba system has created many discrepancies, and
have either failed or has been inconsistent, particularly when applied
in an economy that is regulated through interest rate control. On the
contrary, financial systems that are based on profit and loss sharing
would be a better alternative as it is free from the imperfections of
the riba system and would enhance economic development. In the
context of microeconomics, Islamic banking has a positive effect on
an individuals’ social and economic status when achieving potential
outputs, without the use of interest for capital. Islamic finance and
banking has also improved the income distribution of people in need
(through the payments of zakat). Hence, Islamic banking will be able
to benefit all levels of society, including both investors and workers.
Methodology
To identify the important factors that establishes financial
development in the selected OIC countries, this study used balanced
panel data from the year 2000 to 2012 in seven OIC countries. In this
study, the selected counties were chosen as these countries have been
implementing Islamic finance since 1969, and has been utilizing a
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on financial development. Moreover, the variable on quasi money,
QM, shows that an increase in money supply will have a positive
impact on financial development.
Result and Discussions
This study examined the relationship between Islamic finance and
economic growth in 7 selected OIC countries. This section is divided
into two parts, which are the descriptive statistic and results of the
fixed effect and random effect. The descriptive statistics analyze the
overall data collected and identify the relationship between financial
development, liquid liabilities, quasi money and Islamic finance. The
data for the descriptive statistics are presented in Table 2.
Table 2
Descriptive Statistics for Seven Selected OIC Countries
Variables

Mean

Standard
deviation

Minimum

Maximum

1.

Financial
development
(FD)

23.39

1.71

19.46

25.76

2.

Liquid liabilities
(LIQ)

24.37

1.61

20.82

26.83

3.

Quasi money
(QM)

26.72

0.16

26.59

27.00

4

Islamic finance
(IF)

21.92

1.71

18.68

25.27

No

Source: Based on estimation by Authors

Table 2 shows that the mean value for financial development from these
selected countries during the period of study is 23.39. The minimum
value for financial development is 19.46, while the maximum value is
25.76 and standard deviation is 1.71. The mean value for the financial
development indicators show that quasi money (26.72) has the
greatest mean value than liquid liabilities (24.37) and Islamic finance
(21.92). In terms of standard deviation, Islamic Finance (1.71) has
the highest value for standard deviation when compared to liquid
liabilities (1.61) and quasi money (0.16). Therefore, this indicates that
the difference between the means of the variables is less than two,
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while the difference between standard deviations is less than one.
The results also imply that the variance of the mean is not volatile, as
reflected by the lower standard deviation values.
Table 3 presents the results of the pooled OLS, fixed effects and
random effects on the variables and estimation from the seven OIC
countries over the period of 2000 to 2012. In order to eliminate the
co-linearity problem caused by the interaction term in the regression
analysis, orthogonalizing (or residual centering) method was applied
during the analysis process (Little et al., 2006; Geldhof et al., 2013).
The pooled OLS estimation results are presented in the second
column of Table 3. The direct relationship of Islamic finance and liquid
liabilities on financial development is positive and significant at the
1% significance level. The interaction term for quasi money shows a
negative value of -1.57, which implies an inverse relationship with
financial development and is significant at the 1% significance level.
Table 3
Analysis Result of Fixed Effect and Random Effect

Variables

Pooled
Model

Random
Effects

Fixed Effects

Fixed
effect with
corrected
standard
errors

38.62***
(3.90)

35.25***
(4.83)

34.62***
(4.50)

38.62**
(2.82)

Liquid liabilities
(LLiq)

0.85***
(17.86)

0.82***
(7.43)

0.80***
(5.75)

0.85***
(9.89)

Quasi money (LQM)

-1.57***
(-4.09)

-1.41***
(-4.45)

-1.37***
(-3.95)

-1.57**
(-2.57)

Islamic finance (LIF)

0.27***
(6.04)

0.26***
(4.64)

0.27***
(4.24)

0.27***
(4.00)

Constant

Number
observation

91

R-squared (R2)

0.90

Multicollinearity
(vif)

1.70

Breush-Pagan LM
test

0.90

0.90

0.90

176.64***

(continued)
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Variables
Number
observation
R-squared (R2)
Multicollinearity (vif)
Breush-Pagan
LM test
Restricted F-test
Restricted F-test
Hausmantest
test
Hausman
Heteroskedasticity
Heteroskedasticity
stat)
(  2  stat
)

Pooled
Model

0.90
1.70

Random
Effects

Fixed
effect with
Fixed Effects 91 corrected
0.90
0.90standard
errors

176.64***
20.59***

0.90

20.59***

0.08

184.20***

0.08
184.20***

Serial
10.64***
Serial Correlation
Correlation(F-stat)
Notes:
*** indicates significant at 1%, ** indicates significant at10.64***
5%, and * indicates significant at 10%; t(F-stat)
statistics are in parentheses ( ).
Notes: *** indicates significant at 1%, ** indicates significant at 5%, and * indicates
significant
at 10%; t-statistics
are in
The pooled
OLS estimator
assumes that
theparentheses
error term ( is ).identical and independently distributed
across countries that are uncorrelated with the explanatory variables. However, the pooled OLS
estimation
results
mayestimator
turn out to assumes
be an inconsistent
estimator
if thereisare
unobserved individual
The pooled
OLS
that the
error term
identical
effects
involved such asdistributed
inflation, political
environment
stability.
This would affect financial
and independently
across
countriesand
that
are uncorrelated
development and growth as these elements are not examined by the pooled OLS estimator. If the
with the explanatory variables. However, the pooled OLS estimation
unobserved individual-specific effects are correlated with the explanatory variables, the estimations
results by
may
turn out
anand
inconsistent
estimator
there 3are
provided
the pooled
OLS to
are be
biased
inconsistent (Hsiao,
1986). if
Columns
and 4 of Table 3
unobserved
individual
involved
as effects
inflation,
political
present
the results
of estimationeffects
using random
effects such
and fixed
estimator,
respectively.

environment and stability. This would affect financial development

The
the fixed
and random
are tested
HausmanOLS
test. The Hausman
andapplicability
growth asof these
elements
areeffect
notmodels
examined
by using
the pooled
test
rejects
the
null
hypothesis
which
indicates
that
the
individual
effects
are
uncorrelated
with the
estimator. If the unobserved individual-specific effects are correlated
explanatory variables in the model. Thus, the fixed effects model was found to be more appropriate
withrandom
the explanatory
by the
than
effects model variables,
when makingthe
the estimations
comparisons forprovided
financial development.
The null
pooled OLS
are biased and
inconsistent
(Hsiao,
1986).
Columns
3 and problem in
hypothesis
of homoscedasticity
is rejected,
which implies
that
there is
a heteroscedasticity
4 oferror
Table
3 present
resultsthe
ofheteroscedasticity
estimation using
random
effects and
the
term.
Therefore,the
to correct
problem,
an adjustment
is made using the
robust
fixed standard
effects error.
estimator, respectively.
The estimation results of the fixed effects with panel corrected standard error model are presented in
The applicability of the fixed and random effect models are tested
column 5 of Table 3. The estimated coefficient of liquid liabilities (Lliq) is positive and statistically
using Hausman
test.ofThe
Hausman
test rejects
significant
at the 1% level
significance.
The results
indicatethe
that null
when hypothesis
liquid liabilities increase by
which
indicates
that the
effects arebyuncorrelated
the
1%,
financial
development
willindividual
increase approximately
0.85%. Hence,with
this concludes
that the
liquid
liabilities variables
variable is aninimportant
factor in
facilitating
financial
development,
explanatory
the model.
Thus,
the fixed
effects
modelas assumed by
the
consistent
the findings from
literature
(e.g. Favara,
washypothesis,
found and
to isbe
more with
appropriate
thanprevious
random
effects
model2003; Ahlin &
Pang, 2008; Odeniran & Udeaja, 2010; Rachdi and Mbarek, 2011; Ali, 2013).

when making the comparisons for financial development. The null
hypothesis
is negative
rejected,
implies
there
The
coefficientofforhomoscedasticity
quasi money (Lqm) is
butwhich
significant
at the that
5 % level
of significance.
is
a
heteroscedasticity
problem
in
the
error
term.
Therefore,
to
correct
This implies that an increase of 1% in quasi money would substantially decrease financial
development
by 1.57%. As stated
by Al-Malkawi
et al., (2012),
the negative
of quasi
the heteroscedasticity
problem,
an adjustment
is made
usingrelationship
the
money
financial error.
development can be attributed to the act of the business cycle rather than a
robustonstandard

representation of long - term relationship. Furthermore, consistent with the hypothesis, Islamic
finance (Limf) is positive and significant at the 1% significance level with a coefficient of 0.27. This
The estimation
results
ofisthe
fixed
effects
panel
corrected
standard
indicates
that Islamic
finance
fairly
effective
in with
enhancing
financial
development.
These results are
error model
arefindings
presented
in column
of Bahari,
Table 2009;
3. The
estimated
consistent
with the
from previous
studies5(e.g.
Saleh
et al., 2013; Tabash &
Dhankar,
2013).
coefficient
of liquid liabilities (Lliq) is positive and statistically

significant at the 1% level of significance. The results indicate that
when liquid liabilities increase byConclusion
1%, financial development will
increase approximately by 0.85%. Hence, this concludes that the

This study concludes that Islamic finance and liquid liabilities have a positive and significant
relationships with financial development. With regards to quasi money, this variable has a negative
but significant relationship on financial development.
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liquid liabilities variable is an important factor in facilitating financial
development, as assumed by the hypothesis, and is consistent with
the findings from previous literature (e.g. Favara, 2003; Ahlin & Pang,
2008; Odeniran & Udeaja, 2010; Rachdi and Mbarek, 2011; Ali, 2013).
The coefficient for quasi money (Lqm) is negative but significant at
the 5 % level of significance. This implies that an increase of 1% in
quasi money would substantially decrease financial development by
1.57%. As stated by Al-Malkawi et al., (2012), the negative relationship
of quasi money on financial development can be attributed to the
act of the business cycle rather than a representation of long - term
relationship. Furthermore, consistent with the hypothesis, Islamic
finance (Limf) is positive and significant at the 1% significance level
with a coefficient of 0.27. This indicates that Islamic finance is fairly
effective in enhancing financial development. These results are
consistent with the findings from previous studies (e.g. Bahari, 2009;
Saleh et al., 2013; Tabash & Dhankar, 2013).
Conclusion
This study concludes that Islamic finance and liquid liabilities have
a positive and significant relationships with financial development.
With regards to quasi money, this variable has a negative but
significant relationship on financial development.
There are vast amounts of opportunity for industries to grow
further through the increase of public awareness on the benefits of
Islamic finance, establishing better financial infrastructures, and
the enforcement of transparency and adherence to Shariah law. In
addition, the governments of OIC countries should encourage banks
to develop, improve, and utilize Islamic finance efficiently within
their financial sector through the implementation of public and
monetary policies. Many OIC participating countries such as Bahrain,
Kuwait, Malaysia and UAE have already developed infrastructures
for Islamic finance. However, countries, particularly those in the
African region, have yet to develop new policies that introduce and
implement Islamic finance infrastructure.
Apart from that, policymakers would need to develop regulatory and
supervisory frameworks that encourages improvements in Islamic
finance, especially through the introduction of more Shariah financial
tools and products in OIC countries. The regulatory and supervisory
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functions have become more prevalent in order to build a stronger
Islamic finance sector that enables access to financial services for
Muslims and individuals who are interested in investing in zero interest markets or towards communities who are in need for sound
and profitable investments. Malaysia has played an important role in
Islamic finance across the globe. In 2006, the Malaysian government
implemented a new category of licenses for International Islamic
Banks under the Islamic Banking Act 1983. The licenses were issued
to qualified foreign and Malaysian financial institutions to conduct
businesses in international currencies. This regulation was enforced
through the Malaysian Islamic banking system and has successfully
garnered the attention of many foreign companies to invest funds in
Malaysia. Moreover, Malaysia has grown to become one of the most
successful country that have continued to implement Islamic finance.
Hence, other OIC participating countries such as Yemen and Lebanon
which have recently started implementing Islamic finance, could
draw on the experience from Malaysia.
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