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Abstract

Purpose: This paper examines the impact of Islamic finance on
inclusive growth in Pakistan. While financial development is
widely recognized as a driver of economic growth, through
efficient capital allocation, investment promotion, and expanded
credit access, conventional financial systems have often been
associated with rising inequality and financial instability. Islamic
finance, grounded in principles of risk-sharing, ethical investment,
and asset-backed transactions, presents a potentially more
inclusive and stable alternative that aligns financial intermediation
with real economic activity.

Design/Methodology/Approach: The study employs the
Autoregressive Distributed Lag (ARDL) model to analyze both
short- and long-term relationships among financial development,
Islamic finance, and inclusive growth over the period 1990-2021.
An Inclusive Growth Index and four Financial Development
Indices are constructed using Principal Component Analysis
(PCA), guided by frameworks from the IMF, World Bank, and
ADB. To capture the unique effects of Islamic finance, the model
incorporates an Islamic finance dummy variable alongside key
control variables. Individual financial indicators are also analyzed
to uncover dimensions potentially obscured by composite indices.
Findings: The results reveal that financial development
significantly enhances inclusive growth, and the integration of
Islamic finance has a positive and statistically significant effect.
These findings underscore the role of Islamic finance in promoting
amore equitable and resilient financial system.

Originality/Value:

The study contributes to the literature by providing empirical
evidence on the potential of Islamic finance in contributing to
inclusive economic growth in context of developing economy.
Unlike the existing literature, the study adopts a more nuanced
approach by developing a holistic composite index of financial
development, incorporating wide range of financial and economic
indicators. It recommends policy measures to further strengthen
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Islamic finance in Pakistan through digital banking, inclusive
Islamic microfinance, and the development of robust Shari ah-
compliant capital markets. Such reforms can promote financial
inclusion, diversify economic growth drivers, and enhance the
stability of the financial sector.

KAUJIE Classification: G1,H1,J2

JEL Classification: G21,G28,E44,016,D63,712,053

INTRODUCTION

The relationship between finance and economic growth is well-established in the literature,
with financial institutions and markets recognized as key drivers of economic activity.
Financial development contributes to economic growth by improving capital allocation,
promoting good governance, enhancing risk management, and enabling efficient resource
mobilization. However, conventional financial systems have drawn criticism for becoming
increasingly detached from the real economy, often engaging in speculative and non-
productive transactions (Cecchetti and Kharroubi, 2015). Further, conventional financial
systems have come under criticism for prioritizing speculative trading, risk-shifting, and
value extraction over investment in the real economy (Minsky, 1986; Krippner, 2005;
Palley, 2007; Rajan, 2005; Orhangazi, 2008).

In response to these concerns, Islamic finance has emerged as a viable alternative that
seeks to align financial activity with the real economy through adherence to Shari‘ah
principles (IMF, 2015). Rooted in ethical and socially responsible investment, Islamic
finance prohibits interest (Riba) and speculative behavior (Gharar), emphasizing risk-
sharing, asset-backing, and transparency. Empirical evidence supports its positive
economic contributions. Beck, Demirglig-Kunt, and Merrouche (2013) argue that Islamic
financial institutions foster entrepreneurship and extend financing to sectors often
overlooked by conventional finance. Similarly, Igbal and Mirakhor (2011) highlight
Islamic finance's potential to enhance financial inclusion by offering Shar ah-compliant
products to previously excluded populations. Kabir et al., (2022) conclude that Islamic
finance has strong static and dynamic impact on the real economic growth of OIC countries
as well as the whole world. Butt et al.,, (2023) argue that despite the technical limitation of
having an encompassing proxy to measure the impact of Islamic finance, it has significant
positive relation to economic growth. Hanif et al.,, (2024) found evidence of significant
contribution of Islamic finance to economic growth in fifteen sample countries. Naz and
Gulzar (2023) found that Islamic banking and capital market have significant long-term
correlation with GDP growth.

The role of Islamic finance in promoting inclusive and sustainable growth is
increasingly acknowledged. Studies by Abduh and Omar (2012), Yusof and Bahlous
(2013), and Tabash and Dhankar (2014) report a positive correlation between Islamic
finance and economic growth. However, economic growth should not be viewed solely in
terms of increased national income. Broader dimensions such as inclusivity and
sustainability are essential. For instance, Purvis etal.,, (2019) emphasize the three pillars of
sustainability, while Klarin (2018) and the Asian Development Bank (2013) advocate for
economic strategies that fulfil basic needs, expand socio-economic opportunities, and
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protect vulnerable populations within frameworks of fairness and equity. Raimi et al.,,
(2024) undertook a critical literature review and found that Islamic finance promotes
sustainable development goals through mechanisms such as Green Sukuk, microfinance
and Islamic impact investing.

In this broader context, [slamic finance aims not only to support economic growth but
also to ensure it is both inclusive and sustainable. The sector shares core values with the
United Nations Sustainable Development Goals (SDGs), including ethics, equity, and
environmental stewardship. Nevertheless, Ahmed et al.,, (2015) note a persistent gap
between the theoretical potential of Islamic finance and its actual contribution to SDG
attainment, highlighting a disconnect between objectives and implementation. Salah
Alhammadi (2024) argue that Islamic finance holds huge potential of economic
diversification aligned with sustainable development goals in the GCC region.

Pakistan provides a compelling case study for examining this relationship, given its
dual financial system comprising both conventional and Islamic components. This study
assesses the impact of Islamic finance on inclusive growth in Pakistan from 1990 to 2021,
using a dummy variable to capture the effect of Islamic finance's formal introduction.
Given the recent constitutional amendment and the judgement by Federal Shariat Court
regarding complete elimination of Riba by 2028, it is imperative to evaluate the potential
impact of Islamic finance on inclusive economic growth.

The research employs an expanded methodology that goes beyond traditional proxies
of financial development, such as credit or banking ratios, by incorporating indicators
across eight dimensions of financial institutions and markets, following frameworks
developed by the World Bank and IMF. It also constructs a composite index to evaluate
inclusive growth more holistically. By analyzing both the pre and post-introduction periods
of Islamic finance in Pakistan, the study aims to identify any differential impacts associated
with the sector's development.

Despite the rapid global expansion of Islamic finance, reaching USD 3.38 trillion in
assets by 2023 and projected to grow to USD 6.7 trillion by 2027 (ICD-LSEG, 2023),
evidence of its contribution to inclusive growth remains limited, particularly in Pakistan.
Islamic finance has made significant inroads in the country's financial sector, accounting for
over 22% of Islamic banking assets, 66% of listed market capitalization in Shari‘ah-
compliant securities, and 46% and 65% of mutual and pension fund assets under
management, respectively (SECP, 2023). Yet, the link between this financial deepening and
broader economic growth remains ambiguous. For instance, Goaied and Sassi (2010)
found little correlation between Islamic banking and growth in the MENA region, though
other studies have reported more positive findings (Abduh and Omar, 2012; Yusof and
Bahlous, 2013; Tabash and Dhankar, 2014).

This inconsistency underscores the need to evaluate Islamic finance within a more
nuanced and multidimensional framework of financial development. Most existing studies
fail to account for the complexity of financial systems or to compare conditions before and
after the introduction of Islamic finance.

To fill these gaps, this study adopts advanced methodologies and comprehensive
indicators to revisit the determinants of financial development and assess whether the
growth of Islamic finance contributes to inclusive growth in Pakistan. The core research
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questions explore the extent to which Islamic finance, alongside broader financial
development, positively influences inclusive growth.

The study offers two key contributions. First, it introduces a broader and more nuanced
set of financial development indicators, contributing to a holistic understanding of dual
financial systems. These findings have the potential to inform policy aimed at cultivating
robust ecosystems for both Islamic and conventional finance. Second, should the study
confirm that Islamic finance significantly enhances inclusive growth, it could justify
greater policy emphasis on sector development. This may include fostering specialized
Islamic financial institutions such as venture capital funds, real estate investment trusts
(REITs), and exchange-traded funds (ETFs). Conversely, if the impact is found to be
limited, the findings could prompt a re-evaluation of the operationalization of Islamic
finance to ensure it aligns more closely with its foundational principles.

To address these gaps, the study advances two hypotheses. First, it examines the impact
of Islamic finance on inclusive growth in the presence of a composite measure of financial
development, constructed through various methodological approaches. The core premise
is that the influence of Islamic finance on inclusive growth will be more pronounced and
significant when financial development is measured through more comprehensive
frameworks. Second, the study investigates the effect of financial development, employing
multiple constructs derived from the latest approaches to measuring financial development,
on inclusive growth. The subsequent factor loading analysis offers deeper insights into
which categories of indicators contribute most effectively to inclusive growth.

The second section provides an overview of the existing literature. Data and research
methodology are discussed in the third section. Estimation results and the ensuing
discussion is provided in fourth section, while the last section contains conclusion of the
study and key policy recommendations.

LITERATURE REVIEW

Concept of Inclusive Growth
The theoretical foundations of economic growth and development have evolved
significantly over time, drawing upon a range of perspectives, models, and empirical
insights. Economic activity, at its core, seeks to satisfy the needs of individuals and
communities through the exchange of goods and services. This activity not only enables a
better standard of living but also drives resource creation and trade, thereby facilitating
economic growth (Cornwall, 2018). At the national level, economic growth manifests
through improved living standards, reduced unemployment, and enhanced development
opportunities. According to Kaldor (1961), economic growth is characterized by consistent
increases in per capita output and physical capital per worker, stable rates of return on
capital, and relatively constant capital-to-output ratios and income shares. Meanwhile,
Kuznets (1981) identifies structural transformations, increased foreign commerce, and
technological advancement as key features of economic growth.

The evolution of economic thought has produced various theories explaining the
sources and mechanisms of growth. Early theories such as mercantilism emphasized the
accumulation of national wealth, advocating trade surpluses and cheap credit as means of
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generating prosperity (Osipian, 2007). Physiocrats, meanwhile, considered agricultural
production the sole contributor to national wealth and supported minimal state
intervention. Classical economists, led by Adam Smith, viewed trade and factor
productivity as drivers of prosperity, with Smith emphasizing self-regulating markets and
endogenous drivers of growth like investment and population dynamics.

Subsequent theorists, such as Malthus (1803), warned of resource constraints due to
unchecked population growth, introducing the concept of diminishing returns. Ricardo
(1817) furthered the classical tradition with his theory of comparative advantage,
encouraging specialization in sectors where a country has an edge. Mill (1848) linked
capital and labor to wage dynamics, while Keynes (1936) underscored the importance of
aggregate demand, advocating government intervention to stimulate economic activity
through fiscal and monetary tools. Keynesian ideas were expanded by followers who
stressed ever-increasing investment as vital for economic balance (Lavrov and Kapoguzov,
2000).

Schumpeter (1948) introduced innovation as a cornerstone of growth, highlighting the
role of entrepreneurs in driving economic development through new combinations and
technologies. This paved the way for neoclassical theories in the 1950s and 1960s, which
emphasized technological advancement, resource optimization, and minimal government
interference. These theories argued that competitive markets naturally lead to efficient
outcomes. Neo-Keynesian approaches were criticized for overemphasizing capital
accumulation and neglecting market self-correction mechanisms.

Solow's exogenous growth theory integrated savings, labor force expansion, and
technical progress as key drivers of long-term growth. He posited that equilibrium in
aggregate demand and supply is vital and that only technological advancement enables
sustained growth. Endogenous growth theories later expanded the framework to include
internal factors like human capital quality, intellectual property rights, innovation
ecosystems, and state support for science and technology. These theories recognized the
multidimensional nature of growth and its dependence on institutional and policy
environments.

Economic growth, however, is not always indicative of improved welfare for the
broader population. This distinction leads to the concepts of sustainable and inclusive
growth. Sustainable growth ensures that current economic progress does not compromise
the ability of future generations to meet their needs. Purvis et al., (2018) identify three
sustainability pillars: social, economic, and environmental. Klarin (2018) elaborates that
sustainable development should address basic human needs, equality, cultural diversity,
and ecological integrity, though many countries face structural constraints such as limited
financial resources and conflicting global goals.

Inclusive growth refers to growth that not only raises overall income but also
distributes the benefits widely across the population. According to the Asian Development
Bank (2013), inclusive growth broadens access to socio-economic opportunities while
safeguarding vulnerable groups within a framework of fairness and justice. Ali (2007)
highlights employment, productivity, human capital, and social safety nets as key
components of inclusive growth. Elena and Susana (2010) add that it should allow
individuals to both contribute to and benefit from economic progress. Vellala et al., (2014)
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criticize approaches focused solely on redistributive mechanisms and advocate for
capacity building to empower individuals, which is central to inclusive economic
strategies.

Finally, while often used interchangeably, economic growth and economic
development are distinct. Economic growth is a narrower concept focused on increased
output or income, whereas development includes qualitative improvements in living
conditions and access to services. Economic development is broader and longer-term,
measurable through indicators like the Human Development Index (HDI) or Human
Poverty Index (HPI). Sen (2000) challenges traditional metrics of development, arguing
that true development is about expanding freedoms, enabled by healthcare, education, and
civicrights, not just about rising GDP or industrial output.

Concept of financial development

The concept of financial development is rooted in the broader discourse on economic
growth, with capital and investment identified as essential elements requiring a well-
functioning financial system. According to Cihék et al., (2012), the financial system plays
five critical roles: producing information, monitoring investments, managing risk, pooling
funds, and facilitating trade. An efficient financial system ensures a smooth flow of funds
from savers to enterprises that need capital for expansion and productivity enhancement.
Levine (2005) echoes this, highlighting that such a system mobilizes savings, allocates
capital efficiently, and supports productive investment, thereby fueling economic growth.

Financial development is a relative term typically gauged in proportion to the
economy's size. Historically, this has been approximated using ratios such as private credit-
to-GDP or market capitalization-to-GDP (Rajan and Zingales, 1998; Arcand et al.,, 2015).
While these measures initially showed that financial development contributes positively to
economic growth, more recent insights suggest that this effect plateaus beyond a certain
threshold. In response, the World Bank (2012) introduced a broader framework to measure
financial systems across four key dimensions: depth, access, efficiency, and stability. The
IMF (2016) built on this by launching nine indices to represent the functional aspects of
financial institutions and markets, offering a more holistic view of financial development.

The ADB (2011) posits that the growth of banking institutions and stock markets
significantly boosts per capita GDP, particularly in developing Asian economies. The
structure, whether bank-based or market-based, matters less than the extent of overall
financial development. Cihék et al.,, (2012), however, stress that a financial system's
structure is critical in complex and evolving markets, as different institutional setups (e.g.,
banks vs. investment funds) cater to varying economic needs. Regardless of the system
type, these institutions channel funds to productive uses, reinforcing the link between
finance and economic growth.

Levine (2005) suggests that financial development is a process that reduces the costs of
acquiring information, enforcing contracts, and executing transactions. This evolution
brings about new markets, products, and institutions that improve efficiency and expand
services. While the effectiveness of financial systems varies by country, success in
mobilizing funds and facilitating trade is key. Institutions require timely, accurate
information to make informed lending and investment decisions, underlining the
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foundational role of transparency and governance.

In theoretical terms, financial development is closely tied to business growth.
Businesses initially rely on internal resources but soon require external financing through
private credit or equity investment (Levine, 2005). In developing countries, limited access
to formal finance remains a significant constraint, hampering enterprise growth
(Armendariz de Aghion and Morduch, 2005). This underscores the necessity for
accessible, inclusive financial systems.

Efforts to measure financial development have evolved considerably. The World
Bank's 2012 framework benchmarks financial systems using a 4x2 structure focused on
depth, access, and efficiency. It draws on data sources like the Financial Access Survey
(IMF), Global Findex (World Bank), and FinStats. Despite this progress, researchers still
face difficulties in obtaining precise, comparable measures across countries. The IMF's
2016 financial development index offers a composite measure by aggregating nine indices
into a comprehensive tool covering 183 countries over several decades. The index is
developed using a standardized methodology involving variable normalization,
aggregation into sub-indices, and consolidation into a single metric, following OECD
guidelines (JRCEC, 2008). While the IMF consolidates these variables into a composite
index, the World Bank employs a cluster-based approach, classifying countries with similar
financial characteristics to facilitate comparative analysis.

The finance-growth nexus

The link between financial development and economic growth has long been debated.
While early theorists such as Bagehot (1873) emphasized the role of finance in
industrialization, later scholars like Goldsmith (1969) and Schumpeter (1934) stressed the
capacity of banks to promote innovation and technological advancement by financing
entrepreneurs with high-growth potential. In contrast, some scholars such as Robinson
(1952) believed finance merely follows economic progress, while others like King and
Levine (1993) argued that finance also leads development. Lucas (1988), however,
dismissed the importance of finance as overstated.

The literature presents a mix of views: some argue that financial development drives
growth, others that it follows growth, and still others that it has limited relevance. For
example, while Levine and Zervos (1996), Xu (2000), and Levine et al., (1999) support a
positive role, Greenwood and Jovanovic (1990) find a bidirectional relationship. Gurley
and Shaw (1955), and Tobin (1965) focus on the monetary aspects of financial
development, while Levine (1997) sees capital accumulation and innovation as its key
transmission mechanisms.

The structure and role of financial institutions evolve in response to market needs.
Initially designed for safekeeping, these institutions expanded to provide lending,
investment, and intermediation services. Financial markets later emerged to meet broader
capital demands. The form and function of financial services vary across contexts, shaped
by each country's economic structure and institutional needs. Thus, financial development
should be understood broadly, without limiting analysis to specific models or institutions.
Importantly, not all financial innovation contributes to growth; instruments that serve
speculative rather than productive purposes may decouple finance from the real economy,
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potentially hindering development.

Islamic finance and inclusive growth

Islamic finance has been widely discussed as a potential driver of inclusive growth due to its
emphasis on real-sector linkages, ethical investment, and risk-sharing mechanisms.
Ahmed (2010) underscores the asset-backed nature of Islamic finance, highlighting how it
ties financial activities to tangible economic sectors such as trade, agriculture, and
infrastructure. This channeling of resources into productive investments supports GDP
growth and job creation. Chapra (2011) reinforces this by outlining key Islamic finance
conditions that restrict speculative and fictitious transactions, such as the prohibition of
selling debt and requirements for asset ownership and genuine trade. These constraints
ensure a stronger connection between financing and the real economy, facilitating the
provision of essential goods and services. Buttetal.,, (2023) argue that despite the technical
limitation of having an encompassing proxy to measure the impact of Islamic finance, it has
significant positive relation to economic growth. Kabir et al.,, (2022) conclude that Islamic
finance has strong static and dynamic impact on the real economic growth of OIC countries
as well as the whole world.

Usmani (2010) elaborates on the ethical foundations of Islamic finance, such as the
prohibition of Riba (interest) and emphasis on fairness and transparency. He argues that
these principles enhance the resilience of financial institutions and promote sustainable
development, which are critical for inclusive growth. His analysis of the 2008 financial
crisis suggests that Islamic institutions were less affected due to their avoidance of interest-
based and speculative transactions, which contributed to the system's attractiveness during
the 2010s.

In the literature on financial development, two complementary theoretical perspectives
are particularly relevant: Islamic finance theory and financial deepening theory. Islamic
finance theory emphasizes risk-sharing and asset-based financing as its defining features.
Rather than charging interest on loans, Islamic financial institutions utilize partnership-
based modes such as modaraba and Musharakah, in which profits and losses are shared
between financiers and entrepreneurs. In addition, transactions are closely tied to tangible
assets through contracts like modaraba (cost-plus financing) and ijarah (leasing). This
asset-backing ensures a strong connection between financial activity and the real economy,
discourages excessive speculation, and promotes stability. By aligning finance with real
economic activity, Islamic finance is argued to facilitate a more equitable distribution of
wealth and foster inclusive growth (Igbal & Mirakhor, 2011). On the other hand, the theory
of financial deepening underscores the role of financial institutions in enhancing economic
growth by mobilizing dispersed savings, pooling them into a broader capital base, and
channeling these resources toward productive investments. Through improved
information and risk assessment, financial deepening enables efficient allocation of capital
while also providing mechanisms for risk diversification. These features encourage greater
investment in innovative, high-return projects, thereby accelerating growth and
development (King & Levine, 1993). Taken together, both perspectives highlight the
importance of well-structured financial systems in promoting stability, efficiency, and
inclusivity in the economy.
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Several empirical studies have validated the positive link between Islamic finance and
economic growth. Abduh and Omar (2012) find a significant long-run relationship between
Islamic finance and growth in Bahrain, although not in the short-run. Yusof and Bahlous
(2013) confirm similar outcomes in Malaysia, Indonesia, and GCC countries, showing both
short- and long-run positive impacts. Tabash and Dhankar (2014), using data from UAE
and other Gulf countries, demonstrate that Islamic bank financing is positively correlated
with real economic indicators such as FDI and sectoral investments, which contribute to
infrastructure and services development. Naz and Gulzar (2023) found that Islamic
banking and capital market have significant long-term correlation with GDP growth.

In Pakistan, Nawaz et al., (2019) highlight a mutually reinforcing relationship between
Islamic finance and population growth. As the demand for Shari‘ah-compliant services
rises with population growth, more resources are channeled into housing and SME sectors,
further enhancing employment and living standards. Ejaz and Khan (2014) argue that
Islamic financial contracts foster a closer integration with the real economy through
genuine transactions and risk-sharing arrangements, especially in housing finance, where
Islamic structures like diminishing Musharakah ensure shared ownership and discourage
speculative bubbles.

Kassim (2016) provides cross-country quantitative evidence supporting the role of
Islamic finance in stimulating industrial production and GDP growth in dual-banking
economies, particularly within ASEAN. His findings in Malaysia show that a 1% rise in
Islamic bank financing corresponds to a 0.152% increase in industrial output, underscoring
the sector's capacity for mobilizing investment. Salah Alhammadi (2024) argue that
Islamic finance holds huge potential of economic diversification aligned with sustainable
development goals in the GCC region. Bukhari (2019) similarly identifies a positive
correlation between [slamic banking, gross fixed capital formation, and industrial output in
Pakistan, highlighting the relevance of Islamic finance for national economic planning.

Although some studies, such as Goaied and Sassi (2010), report negligible or negative
associations in the MENA region, the overall literature affirms the role of Islamic finance in
facilitating inclusive growth. This is particularly evident when Islamic finance is integrated
into dual systems and is supported by effective policies.

Beyond the financial instruments, Islamic finance also contributes to inclusive growth
through its redistributive tools, Zakat, Sadaqah, and Waqf, which promote social equity by
transferring wealth from the affluent to the disadvantaged. Shabbir et al., (2018) and Banna
and Alam (2020) argue that these instruments are vital in addressing poverty and enhancing
financial inclusion. Said et al., (2020) and Beck et al., (2013) note that Islamic financial
products are especially beneficial in underserved regions, helping reduce income
inequality and enabling access to credit for small businesses and low-income households.
Igbal and Mirakhor (2011) echo these findings, citing the role of profit-and-loss sharing in
fostering equitable development.

Fasih (2012) discusses the compatibility of Islamic finance with the Indian
constitutional goal of socialism, arguing that it aligns with broader national objectives of
inclusive growth. Kassim (2016) further notes that Islamic finance helps distribute wealth
more equitably, supporting a more balanced and sustainable development model.

While these theoretical perspectives establish a strong conceptual foundation,
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empirical research directly examining the link between Islamic finance and inclusive
development remains limited. Much of the existing scholarship has focused either on
general economic growth or on isolated indicators of inclusion. A comparative assessment
of Islamic and conventional financial components within dual systems could therefore
yield deeper insights. This highlights the pressing need for further research on the unique
contributions of Islamic finance to inclusive and sustainable development across diverse
economic contexts.

Summary of literature review and research gaps

In view of the above, it may be inferred that considerable effort has already gone into
estimating and measuring financial development and its impact on economic growth.
Furthermore, the financial development-economic growth relationship has been explored
from several angles, with the results overwhelmingly indicating a substantial positive
correlation. The studies also emphasize the significance of separate regression modelling in
capturing country-specific economic dynamics and facilitating meaningful cross-country
comparisons. However, as financial development moves beyond banking institutions and
Islamic finance emerges as an alternative financial system, additional dimensions such as
the role of Islamic capital markets, Islamic collective investment vehicles, and other
Islamic non-bank financial intermediaries must be explored. Because Islamic finance is
expected to be more strongly correlated with economic growth, it is necessary to examine
and estimate the impact of introduction of Islamic finance in Pakistan's dual-system
economy in order to determine whether its introduction has strengthened the financial
development-economic growth nexus.

RESEARCH METHOD

The prime objective of this research is to empirically analyze the impact of Islamic finance
integrated financial development during the period 1990 to 2021, considering the evolution
of approaches in its measurement, on the inclusive growth while focusing on the
introduction of Islamic finance in Pakistan. Research in this area is essential as it provides
empirical evidence on the dynamic relationship between financial development, economic
inclusivity and financial stability.

New approaches in measuring financial development

The concept of financial development has evolved significantly over time, transitioning
from simplistic monetary aggregates to more comprehensive and multidimensional
measures that better reflect the complexity of modern financial systems. Early studies from
the 1950s to 1970s, such as Goldsmith (1969), used basic indicators like money supply
(M2/GDP) and bank deposits to GDP, focusing primarily on the size of the financial sector.
By the 1980s-1990s, emphasis shifted to banking sector indicators like private credit to
GDP and interest rate spreads, as highlighted by King and Levine (1993), though these
measures neglected the growing role of financial markets. In the 2000s, scholars began
incorporating stock and bond market indicators, such as market capitalization and turnover
ratios, to capture the broader landscape of financial development. The 2010s saw the rise of
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composite indices like the IMF's Financial Development Index (Svirydzenka, 2016),
which integrate multiple dimensions such as depth, access, and efficiency. In the 2020s,
digitalization and financial inclusion emerged as key areas of focus, with new metrics like
mobile money usage and digital payment volumes, as tracked by the World Bank's Findex
Database. However, the expansion of indicators poses data availability challenges,
particularly for countries like Pakistan, limiting empirical studies to those dimensions
where reliable data exists.

Two distinct analyses on Islamic finance and inclusive growth

The study employs a systemic approach to evaluate the impact of financial development,
following the introduction of Islamic finance, on inclusive growth. The approach of this
study not only exhibits the inherent relationship between the variables but also accounts for
the historical evolution of the financial development over time. Consequently, the analysis
has been divided in two distinct analyses, as exhibited in the following figures.

In order to capture distinct approaches for measurement of
financial development over time, four financial development
indices are constructed using different indicators as per four

First unique approaches. Further, Islamic finance dummy variable is
Analysis added. Accordingly, four independent regression estimations
are carried out to estimate the impact of these financial
development indices and Islamic finance dummy on the

inclusive growth.

Following the IMF approach of multidimensional measures,
constructs of all the forty-seven indicators of the financial
development, are created through PCA. Variables representing

the underlying eight dimensions of financial development are
Second . . .
| Analysis | | used..Further, .Islamlc finance dummy Va.rlabI.e is .added..
Accordingly, an independent regression estimation is carried
out to estimate the impact of these financial development
variables and and Islamic finance dummy on the inclusive
growth.

Islamic finance and inclusive growth

Figure 1: Conceptual Overview of Islamic Finance and Inclusive Growth (Source: Author's own illustration)

Following Cihék et al., (2012), the IMF (2016), and the World Bank's Findex Database
approaches for measurement of financial development, the indicators are identified and
classified according to four features of financial development; (a) depth, (b) access, (c)
efficiency, and (d) stability. These features are separately studied for financial institutions
and financial markets covering eight (8) dimensions of financial development.

Construction of inclusive growth index

This research uses Khan et al.,'s (2016) approach to construct an index of inclusive growth
based on the ADB's methodology, developed by McKinley (2010). The methodology is
based on four pillars, including (a) economic growth, employment, and infrastructure; (b)
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inequality, poverty, and general equity; (c) accessibility; and (d) social protection and
governance. These four pillars of inclusive growth are made up of ten (10) specific areas,
with a total of thirteen (13) indicators as enlisted at Appendix -I under these areas. The
theoretical basis for the dataset for dependent variables used in the research is exhibited
below.

Household Consumption Expenditure

Economic growth,

—| employment, and f{ Employment ‘
infrastructure
{ Infrastructure ‘
= { Income inequality ‘
3 Inequality, poverty { ‘
8 and general equity || Poverty
2] # Gender equity ‘
E
g { Education ‘
H Accessibility f{ Health ‘
{ Access to water sanitation ‘
. Governance % Governance ‘

Figure 2: Determinants of Inclusive Growth

The indicators are used to estimate the dependent variable with thirty-two annual
observations each for the period 1990 to 2021. However, the process of assigning weights
to different dimensions can be subjective, potentially introducing bias. Additionally, Khan
et al.,'s (2016) ' choices may not universally reflect the relative importance of each
dimension across different contexts. This study, therefore, does not follow his scoring
methodology and weighting scheme.

Indicators, constructs and indices for independent variables

The research uses a set of explanatory and control variables to gauge the impact of Islamic
finance integrated financial development on inclusive growth. Following contemporary
practices, this research employs a large range of forty-seven indicators representing the
four dimensions of financial development for financial institutions and financial markets,
with thirty-two annual observations each for the period 1990 to 2021. We employed forty-
seven (47) indicators as explanatory variables, as enlisted at Appendix-II (a),
encompassing the dimensions of depth, access, efficiency, and stability in both financial
markets and financial institutions. The selection of these indicators was guided by the
methodologies of the World Bank and the ADB, while also considering data availability. A
graphical illustration of the index creation is provided below.



150 Naseem, T., Hasan, H., & Ejaz, N.. — The impact of introduction of Islamic finance in Pakistan ... 2025

= Access
— Depth
B Financial N
Institutions
g —  Efficiency
g
g N
5 — Stability
5 |
[
< I Access
Q
=]
<
R
< — Depth
— Financial Markets
— Efficiency
— Stability

Figure 3: Determinants of Financial Development

Since Islamic finance commenced in the beginning of the 2000s in Pakistan, the study
employs an additional dummy variable to see the impact of the introduction of Islamic
finance in Pakistan along-with and three (3) control variables i.e, inflation, government
expenditure, and trade openness, for robustness of results.

Selection of data reduction techniques

With a large dataset comprising numerous indicators, this study employs Principal
Component Analysis (PCA) as a suitable data reduction technique due to its computational
efficiency, robustness across contexts, and extensive application in financial research
(Jolliffe & Cadima, 2016). While both PCA and Factor Analysis (FA) are commonly used
for dimensionality reduction, they differ in purpose and assumptions. FA, particularly
Confirmatory Factor Analysis (CFA), is theory-driven and models latent constructs, but is
less suited for time series data due to its assumption of independent observations and fixed
covariance structures (Kline, 2014). Exploratory Factor Analysis (EFA), though more
flexible, shares similar limitations in handling time-dependent data. PCA, introduced by
Hotelling (1933), transforms correlated variables into orthogonal principal components,
focusing purely on maximizing explained variance. It does not rely on theoretical
assumptions and has been widely adopted in financial development studies, such as those
by Svirydzenka (2016), Cihak (2012), and Gries (2009), to construct indices by
aggregating multiple financial indicators. While PCA lacks interpretability compared to
FA, its simplicity and effectiveness in summarizing complex, high-dimensional data make
itthe preferred method in this study for reducing variables in a time series context.
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Construction of variables

The Inclusive Growth Index (IGI) in this study was constructed using a methodology
partially based on Khan et al., (2016) and the Asian Development Bank's framework. The
selection of dimensions and indicators for IGI followed the precedent of Khan et al., due to
their relevance and the availability of required data. To construct the IGI, we employed
PCA to reduce dimensionality and extract the most informative components from the
dataset. Depending on how much variance is explained, either the first principal component
or a weighted combination of multiple components (based on eigenvalues) is used to form
the index. The choice between using a single or multiple component depends on how well
the components capture data variability, with practical thresholds typically ranging from
70% to 90% of explained variance. If variance is more evenly spread across components,
equal weighting may be applied for simplicity and interpretability, a method supported in
literature for its robustness in various contexts.

In addition to IGI, the study constructs indices of explanatory variables drawn from
multiple sources. We develop four financial development indices (FDI1 to FDI4) via PCA,
each representing a distinct approach to measuring financial development. This
differentiation provides insights into how shifting definitions of financial development
influence inclusive growth. PCA was also used to derive additional explanatory constructs
from large datasets.

The empirical model designed to assess the impact of financial development on
inclusive growth incorporates key variables related to economic factors, financial systems,
and control variables. The conceptual framework focuses on inclusive growth, which aims
to provide sustainable socio-economic opportunities for a wide population, including
vulnerable groups. Studies by Vellala et al., (2014) and Khan et al., (2016) offer insights
into measuring inclusive growth by constructing indices that evaluate how growth benefits
are distributed across society, integrating multiple dimensions of economic welfare. This
research adopts similar frameworks to evaluate inclusive growth.

“

Financial
development

Islamic finance

Indirect impact
E.g. Real economic
activity, risk sharing,

etc

Inclusive growth

Figure 4: Theoretical illustration of impact of Islamic finance on inclusive growth. Author's own illustration.
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Apart from including a dummy variable for Islamic finance, three control variables are
incorporated to adjust for additional factors influencing inclusive growth. These variables
help improve model accuracy by accounting for confounding influences and reducing
omitted variable bias. This study examines key control variables such as inflation,
government expenditure, and trade openness. Inflation can hinder economic growth, while
government expenditure affects financial system expansion and income distribution. Trade
openness promotes capital flows, technology transfer, and market access, enhancing
financial development and inclusive growth.

Econometric model
The econometric model used in this study is built on classical growth theories, such as the
Harrod-Domar and Solow-Swan models, and later extensions incorporating human capital
and innovation.

In view of the key variables affecting inclusive growth and considering the role of
Islamic finance, we can now develop the econometric model as follows,

DISCUSSION

The research discusses the evolution of financial development measurement since the
1950s, emphasizing the need for comprehensive measures to analyze its impact on
economic growth, inclusive growth, and sustainable development. It emphasizes
understanding the entire financial ecosystem and its impact on the economic system. It also
highlights the importance of considering emerging indicators like fintech and digital
transactions, and the selection of data, techniques, and econometric models. The findings
are compared with existing theories and previous empirical studies.

Empirical Findings

Before conducting analysis, 3 indicators from the inclusive growth and 12 from the
financial development datasets were reverse coded to ensure consistency in interpretation
and avoid misleading results, as recommended by Beck et al., (2000). Indicators with
opposing directional meaning can distort composite indices if not adjusted. Additionally,
since indicators come in different units and scales (e.g., percentages vs. absolute values), all
were standardized to ensure comparability, equal weighting, and to avoid dominance of any
single variable due to scale differences. This standardization process aligns with the
practices highlighted by Beck et al., (2000), and Greco et al., (2019), promoting clarity,
balanced influence, and methodological robustness in index construction.

For dependent variable, PCA yielded three principal components explaining 82% of
the variance but despite the strong contribution of the first component, the presence of
significant loadings in subsequent components warranted their inclusion. Composite
indices were thus created using equal weights for all retained components to mitigate
subjectivity and overfitting. Similarly, for independent variables financial development
indices are created apart from separately obtaining constructs for explanatory variables.
Three control variables along with an Islamic finance dummy, were included in the
analysis.
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First analysis: Islamic finance and inclusive growth using four indices of financial
development

We analyze the relationship and impact of Islamic finance integrated financial development
on IGI using the four different approaches for creating financial development indices. We
estimate the equation using the ARDL with maximum lag selection of 1,1 for both short-run
and long-run, however, the actual inclusion of lags for each variable was guided by
automatic lag selection method.

We conduct unit root tests using the ADF test statistic with the null hypothesis (Ho) that
the time series has a unit root and is non-stationary. From the results obtained, it can be
observed that all the variables are stationery at level or at first difference, owing to the
negative test statistics with 10%, 5% and 1% significance level.

We have evaluated the results under the first analysis examining the effects of the
financial development indices created under four different approaches, an Islamic finance
dummy for Pakistan, and control variables on inclusive growth index. We discuss below
the short-run and long-run estimates along with the results of post-regression diagnostic
tests, and relate them to similar results reported in the published literature. The estimation
result of equation under the four distinct approaches using ARDL is given below

Table 1: Short-Run ARDL Estimates for Inclusive Growth (1990-2021)

Variable/approach Approach 1 Approach 2 Approach 3 Approach 4
IGI(-1) 0.396 0.385 0.523 0.371
(2.285)** (2.838)*** (4.162)*** (1.856)*
FD Index 0.050 0.084 0.073 0.329
(0.674) (0.451) (0.354) (1.029)
FD Index (-1) 0.192 0.392
(3.165)*** (2.478)**
Islamic Finance 0.110 0.644 0.251 (1.039) 0.328
Dummy (0.892) (2.028)* (2.122)**
Islamic Finance -0.688
Dummy (-1) (-3.013)%**
G. Govt. Cons. 0.022 -0.026 -0.071 -0.057
(0.275) (-0.485) (-0.800) (-0.693)
Inflation -0.354 -0.098 -0.269 -0.277
(-3.859)%** (-0.806) (-2.428)** (-3.633)%**
TO 0.206 -0.069 0.069 0.052
(1.747)* (-0.387) (0.425) (0.455)
TO (-1) -0.250
(-1.892)*
R-Sq 0.798 0.812 0.748 0.757
F-Stat 12.987%** 10.092%** 11.889%*** 12.507%**

Note. t-statistics in parentheses. *p < .10, ¥*p < .05, ***p < .01
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Table 2: Long-Run Estimates and Post-Estimation Diagnostics

2025

Variable/Approach Approach 1 Approach 2 Approach 3 Approach 4

FD Index 0.401 0.775 0.154 0.523
(2.918)*** (2.205)** (0.330) (1.340)

Islamic Finance 0.182 -0.071 0.526 0.523

Dummy
(1.065) (-0.217) (1.301) (2.609)*

G. Govt. Cons. 0.036 -0.042 -0.150 -0.092
(0.276) (-0.484) (-0.722) (-0.746)

Inflation -0.587 -0.160 -0.566 -0.441
(-5.443 )%** (-0.825) (-3.859)*** (-3.026)***

TO 0.342 -0.520 0.146 0.083
(2.355)** (-1.576) (0.466) (0.442)

Constant -0.060 0.009 -0.241 -0.250
(-0.399) (0.075) (-1.198) (-1.779)*

F-Bounds Test 3.406* LR exists 3.646* LR exists ~ 2.277 No LR 2.498

Inconclusive

Coint Eq (-1) -0.603 -0.614 -0.476 -0.628
(-5.483)%** (-5.728)%** (-4.463)*** (-4.670)***

Heteroskedasticity F-  0.857 1.581 1.722 0.928

Statistics

Normality Test 0.274 25.400%** 11.849%** 3.683

Jarque-Bera

Serial Correlation LM 1.385 1.825 1.503 2.877*

Test F-Stats

Ramsay RESET Test ~ 0.476 0.298 0.455 0.463

t-statistic

CUSUM/CUSUM Sq  S/US S/US S/US S/US

Note: t-statistics in parentheses. *p <.10, **p < .05, ***p < .01, "S/US" = Stable / Unstable

The analysis reveals that measuring financial development using different methodological
approaches produces materially divergent outcomes, particularly in its relationship with
inclusive growth (IGI). Approaches focused on access and depth of financial institutions
and markets (Approaches 1 and 2) show a strong and positive long-run impact on IGI, with
a delayed short-run effect, while approaches emphasizing efficiency and stability
(Approaches 3 and 4) yield no such relationship. This suggests that in underdeveloped
financial systems like Pakistan's, expanding financial access and depth has a more
immediate and substantial effect on inclusive growth than enhancing efficiency and
stability. This finding is well supported by empirical literature, including works by Gulde
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and Pattillo (2006), Jahan (2011), and Raza et al., (2019), which emphasize that financial
inclusion, particularly through greater access and depth, fosters economic participation,
poverty alleviation, and investment. Theoretical frameworks such as Patrick's “stages of
development” hypothesis and studies by Ozili (2024) and Saha et al., (2023) reinforce the
view that basic financial access is the critical foundation for inclusive growth in developing
countries, while efficiency and stability become more important in mature financial
systems.

In terms of Islamic finance, the analysis yields mixed results. While it shows a negative
short-run impact under Approach 2, it demonstrates a positive long-run effect only under
Approach 4, indicating that Islamic finance's ability to support inclusive growth depends
heavily on the maturity and structure of the broader financial system. This aligns with
arguments by Chapra (2008), Hasan and Dridi (2011), who highlight that Islamic finance
can contribute meaningfully to inclusive development only when embedded within a
robust legal, regulatory, and technological framework. As for control variables, inflation
consistently exerts a negative influence on inclusive growth, while trade openness is mostly
insignificant. The error correction terms confirm stable long-run relationships, with fast
adjustments in Approaches 2 and 4. Diagnostic tests indicate general model robustness,
though some concerns around normality, serial correlation, and multicollinearity exist,
largely by design due to the composite nature of the financial development indices. Overall,
the ARDL model affirms that expanding financial access and depth is vital for inclusive
growth in underdeveloped systems like Pakistan's, and that Islamic finance can contribute
effectively only within a supportive and developed financial environment.

Second analysis: Islamic finance and inclusive growth using constructs of financial
development

Now we analyze the relationship and impact of Islamic finance integrated financial
development measured using constructs of all forty-seven indicators in relation to eight
dimensions and sub-dimensions of financial development, as per the latest practices of the
World Bank and IMF, on the IGI. Again, we estimate the equation using ARDL with
maximum lag selection of 1,1, with automatic lag selection method and produce both short
and long-run estimates along with post-regression diagnostic tests. We also conduct unit
root tests using ADF with the null hypothesis (Ho) that the time series has a unitroot and it is
non-stationary. We found, all the variables are stationery at level or at first difference with
10%, 5% and 1% significance level.

Analysis of factor loadings in rotation matrix

Through PCA, overall, nine factors are extracted from total forty-seven indicators. As per
the literature, thirty-two out of these forty-seven indicators represent four dimensions of
financial institutions that include ten indicators for depth, three indicators for access, ten
indicators for efficiency and nine indicators for stability. Similarly remaining fifteen
indicators represent four dimensions of financial markets that include ten indicators for
depth, two indicators for access, one indicator for efficiency and two indicators for stability
(Appendix-III). One of the dimensions in our analysis was represented by a single variable.
Since PCA does not transform single-variable inputs, its standardized value was used
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directly. This approach is supported by guidance from the OECD (2008), which
acknowledges that conceptually important dimensions may be represented by single
indicators, provided they are methodologically sound. Prior research also supports that
inclusion of such variables, when treated consistently in the normalization and aggregation
process, does not bias the final index (Saisanaetal.,, 2005)

The literature (Beck, Demirguc-Kunt, and Levine, 2000; Levine, 2005) emphasizes
that financial development is multi-dimensional. The eight groups of indicators are
standard dimensions in this literature. Each group corresponds to aspects such as the size
and liquidity of financial intermediaries (depth), the ability of the financial system to serve
the population (access), the cost-effectiveness of financial intermediation (efficiency), and
the resilience of the financial system to shocks (stability).

In our analysis, we found that the nine constructs are linked to one or more of the eight
theoretical groups considering the cross loadings. We are linking these constructs by
considering the rotation sum of squared loadings as a percentage of variance under the
respective rotation matric extracted through PCA. For each construct, we note the
indicators loaded most heavily on a component and also explain why these indicators are
conceptually linked to a specific dimension. The differentiation among constructs allows us
to draw policy implications. As such, our analysis is aligned with and has extended
previous empirical work of Beck et al.,, (2000), and Levine (2005). The constructs not only
capture the composite nature of financial development but also highlight which dimensions
are most critical in driving outcomes such as inclusive growth in underdeveloped financial
systems. This approach both validates the use of multiple indicators and provides a nuanced
view of how different aspects of financial development contribute to economic
performance. We use rotated matrices that cumulatively explain a total variance of 90.4%
for the nine constructs.

It is observed that after suppressing the loadings at 0.30, five indicators load on four
constructs, sixteen indicators load on three constructs, fourteen indicators load on two
constructs, and only twelve indicators load on a single construct. This pattern indicates that
quite a few of the indicators is loading on multiple constructs. Linking these nine extracted
constructs to the established literature on financial development involves mapping the
theoretical dimensions to the empirical indicators and then demonstrating how each
construct reflects akey aspect of financial systems.

Regression Results

The regression results of the second analysis concerning the impact of various financial
development constructs (FAC 1 through FAC 9), an Islamic finance dummy in case of
Pakistan, and control variables on inclusive growth are given below.
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Table 3: Short-Run ARDL Estimates for Inclusive Growth (1990-2021)
Variables Coefficient (t-Statistics)
IGI (-1) -0.510
(-3.195)**
FAC 1 -0.326
(-0.937)
FAC 1(-1) 0.710
(2.849)**
FAC 2 -0.029
(-0.185)
FAC 3 0.371
(5.767)***
FAC 4 0.188
(4.666)***
FAC 5 0.096
(0.501)
FAC 5(-1) 0.748
(2.660)**
FAC 6 0.107
(2.447)**
FAC 6 (-1) 0.083
(3.172)**
FAC 7 0.092
(1.748)
FAC 7 (-1) -0.220
(-2.506)**
FAC 8 -0.085
(-1.730)
FAC 8 (-1) -0.707
(-1.073)
FAC 9 0.030

(0.356)
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FAC 9 (-1)

Islamic Finance Dummy

General Govt. Consumption

General Govt. Consumption (-1)

Inflation

TO

TO (-1)

R-sq

F-Stat

The impact of introduction of Islamic finance in Pakistan ...

-0.081
(-1.404)
1.382
(2.544)%*
0.117
(1.069)
0.243
(1319)
-0.173
(-1.942)*
-0.045
(-0.598)
-0.459
(-5.696)***
0.984
23.304%%%

2025

Note. t-statistics in parentheses. *p < .10, **p < .05, ***p < .01

Table 4: Long-Run Estimates and Post-Estimation Diagnostics

Long-run estimates

FAC_1

FAC 2

FAC 3

FAC 4

FAC 5

FAC 6

FAC 7

0.254
(2.955)*
-0.019
(-0.186)
0.246
(4,532
0.125
(5.175)%**
0.559
(4.840) %
0.126
(4.062)%**
-0.084
(-1.774)



2025 Journal of Islamic Business and Management Vol. 15 Issue 02 159

FAC 8 -0.103
(-3.642)***
FAC_9 -0.033
(-0.465)
Islamic Finance Dummy 0.915
(2.993)*
General Govt. Consumption 0.239
(1.901)*
Inflation -0.114
(-1.879)*
TO -0.334
(-3.941)***
Constant -0.506
(-3.345)*
F-Bounds Test 10.077*** Strong LR
Coint Eq (-1) -1.510

(-20.388)*

Post Estimation tests

Heteroskedasticity: F-Statistics 1.431
Normality Test: Jarque-Bera 1.342
Ramsay RESET Test: t-statistic 1.343
Serial Correlation LM Test: F-Statistics 23.091%**
CUSUM/CUSUM Sq S/US

Note: t-statistics in parentheses. *p <.10, **p <.05, *¥**p <.01, "S/US" = Stable / Unstable

We interpret the key results in the following paragraphs. In this explanation, both short-run
and long-run dynamics, and post-regression diagnostic tests are considered, and parallels
are drawn with published empirical findings. The findings suggest a strong and positive role
of Islamic finance in promoting inclusive growth in Pakistan. In both the short and long run,
the presence or intensity of Islamic finance correlates significantly with higher inclusive
growth. This aligns with the literature, including Hasan and Dridi (2011) and Igbal and
Mirakhor (2011), who emphasize Islamic finance's ethical and risk-sharing principles.
These principles promote inclusion, especially among populations excluded from the
conventional banking system for religious reasons. Islamic finance enhances financial
access, supports MSMEs through instruments like Modarabas, and contributes to financial
market depth through tools such as Sukuk. Additionally, its reliance on risk-sharing and
asset-backed mechanisms fosters financial stability, which further strengthens the
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foundations of inclusive growth.

The role of financial development in inclusive growth is multi-faceted. Key indicators,
such asaccess (FAC 3), efficiency (FAC 4 and FAC_5), and stability (FAC_6) of financial
institutions and markets, exhibit positive and significant effects on inclusive growth,
particularly in the long run. Access to financial institutions (FAC 3) shows a strong current
impact, while the efficiency of financial institutions (FAC 4) also contributes positively.
The efficiency of financial markets (FAC_5) reveals a delayed but positive impact,
consistent with the notion that reforms and institutional improvements take time to
manifest economic outcomes. The stability of financial institutions (FAC _6) contributes
both immediately and persistently, reinforcing the idea that a resilient financial system
underpins sustainable development.

The depth of financial institutions (FAC 1) is not immediately impactful but becomes
significant in their lagged form, indicating that deeper financial systems generate growth
benefits over time. This delayed effect is in line with findings by Beck et al., (2000), which
underscore the long-term nature of financial deepening benefits. Conversely, while some
indicators like access and stability show expected positive relationships, others, such as
financial market stability, do not significantly impact inclusive growth, possibly due to
underdevelopment in these areas.

Control variables provide additional insights. Government final consumption shows a
positive, though statistically insignificant, relationship with inclusive growth in the short
term, possibly due to its role in providing basic services and reducing poverty. Inflation,
however, exerts a consistently negative effect, corroborating the adverse impact of
macroeconomic instability on inclusive development. Trade openness also shows a lagged
negative effect, suggesting that while liberalization can have long-term benefits, it may
introduce short-term vulnerabilities or depend heavily on supportive domestic structures.

Dynamic modelling results indicate a significant and negative coefficient on the lagged
IGI, pointing to a mean-reverting process, typical in growth studies, where past
performance influences current outcomes. The error correction term is highly significant
and negative, with a rapid adjustment speed, implying that short-run deviations from the
long-run equilibrium are swiftly corrected. This supports the robustness and stability of the
estimated model.

Diagnostic tests validate the model's appropriateness. The absence of
heteroskedasticity and normality of residuals confirm the reliability of test statistics. The
Ramsay RESET test finds no functional misspecification, while CUSUM tests suggest no
structural instability. However, the LM test signals the presence of serial correlation, which
could potentially affect the precision of the estimates, though limitations in data prevent
adding more lags for correction.

In conclusion, the study affirms that Islamic finance significantly contributes to
inclusive growth in Pakistan, both directly and through enhancing financial development.
Financial institution-based constructs play a dominant role, as expected in a bank-based
economy like Pakistan's. Despite some mixed findings for certain dimensions, the
overarching evidence points to a strong link between financial development, Islamic
finance, and inclusive growth. Macroeconomic stability and effective policy
implementation remain crucial to harness the full potential of these financial systems.
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CONCLUSION

The empirical analyses presented in this study shed light on the complex relationship
between financial development, Islamic finance, and inclusive economic growth in
Pakistan. The findings confirm that the integration of Islamic finance into Pakistan's
financial system plays a significant role in enhancing inclusive growth. Through its
emphasis on risk-sharing, ethical investment, and asset-backed financing, Islamic finance
strengthens the linkage between finance and the real economy, expands access to
underserved populations, and promotes financial resilience.

The first analysis uses composite indices of financial development constructed through
four methodological approaches, along with a dummy variable to capture the effect of
Islamic finance in Pakistan. Results show that financial development's impact on inclusive
growth varies depending on which indicators are used. Depth and access, particularly of
financial institutions—demonstrate strong positive effects, while efficiency and stability
indicators show weaker influence. Notably, the long-run effects of Islamic finance are
positive only under the fourth approach, underscoring its effectiveness in more mature
financial systems with supportive legal and regulatory infrastructure.

The second analysis disaggregates financial development into specific dimensions and
confirms that financial institutions have a stronger influence on inclusive growth than
financial markets in Pakistan's bank-based system. Islamic finance emerges as a significant
and positive contributor to inclusive growth in both the short and long term. This supports
prior research asserting that Islamic finance enhances inclusion by providing Shari ah-
compliant, real-sector-linked financial services in environments where conventional
access is limited.

The study also highlights important macroeconomic dynamics: government
expenditure fosters inclusion, inflation undermines it, and trade openness has adverse long-
run distributional effects in Pakistan. These findings emphasize that financial development
is inherently multi-dimensional and context-dependent. Aggregate indices often obscure
important variations; thus, policymakers should consider separate dimensions, depth,
access, efficiency, and stability, for more accurate analysis and targeted intervention.

Overall, the two analyses underscore the critical need for tailored, context-specific
financial development strategies in emerging economies. Islamic finance, when integrated
thoughtfully into broader financial systems, can be a key driver of inclusive economic
growth. However, its impact on financial stability appears limited, pointing to a primary
strength in promoting equity and access rather than systemic resilience.

These insights carry significant policy implications. Financial reforms should
prioritize expanding Islamic finance alongside initiatives such as digital banking, inclusive
microfinance, and capital market development. Particularly in structurally constrained,
underbanked economies like Pakistan, Islamic finance offers a unique opportunity to
broaden financial access, align finance with ethical and developmental goals, and
accelerate progress toward inclusive and sustainable economic growth.

The analysis of the impact of Islamic finance on inclusive growth is inherently
complex, as it is often influenced by multiple confounding factors. This complexity is
further compounded by the dual nature of the economy, where conventional and Islamic
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financial systems operate in parallel. While the present study offers valuable insights, there
remains a need for more in-depth exploration of this subject. Additionally, the development
of more refined indices presents a promising avenue for future research.

Policy Recommendations

The findings highlight that financial development must be approached with a context-
specific strategy, particularly in countries like Pakistan with underdeveloped financial
systems. Expanding financial access is critical in such environments, as broader
participation in the financial system lays the foundation for inclusive growth. Unlike more
mature financial markets where the focus may shift to ensuring equitable distribution of
financial gains, Pakistan needs to prioritize fundamental access to banking and financial
services.

To that end, policymakers should focus on enhancing financial intermediation by
promoting banking outreach, digital finance, and microfinance services targeting
underserved populations. Access to financial services emerges as the most significant
factor in early stages of economic development, underscoring the need for inclusive
banking solutions tailored to marginalized communities.

Pakistan's financial sector is currently heavily bank-centric, with limited contribution
from capital markets. Strengthening the depth and efficiency of capital markets can help
diversify financial development and support long-term inclusive growth. Although the
impact of deeper financial markets may not be immediate, evidence suggests it becomes
significant over time, reinforcing the importance of a forward-looking policy framework.

A focused push for financial inclusion is essential to enable broad-based economic
participation. This requires not only expanding institutional access but also ensuring that
policies directly benefit small enterprises, women, rural populations, and other
underrepresented groups. Digital financial services play a crucial role in this regard,
offering scalable and accessible solutions to bridge geographic and social divides.

Islamic finance presents a powerful opportunity to enhance financial inclusion,
particularly for individuals who remain outside the formal financial system due to religious
considerations. Evidence confirms that Islamic finance has a positive effect on inclusive
growth in Pakistan. This indicates a need to expand Islamic financial products and integrate
them into broader financial inclusion efforts, offering alternative, Shari ah-compliant
financial services.

In addition to broadening access, strengthening the regulatory and legal framework
surrounding Islamic finance is essential. A supportive regulatory environment can help
Islamic finance play a more active role in inclusive economic development by enhancing
consumer trust, operational resilience, and sectoral reach.

Improving financial market access and efficiency is also vital for supporting inclusive
growth in Pakistan. Ensuring that capital markets and financial institutions operate
efficiently and equitably requires better governance, institutional reforms, and capacity-
building within regulatory bodies. This includes risk management reforms that address
inefficiencies in financial depth and promote responsible financial expansion.

Macroeconomic policies must complement financial reforms to create an enabling
environment for inclusive growth. Pakistan needs to address inflation proactively, as it
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significantly hinders economic inclusion by reducing real incomes and increasing
uncertainty. Fiscal reforms that curb inefficient government spending and trade policies
that minimize short-term adjustment shocks while promoting long-term integration are
also essential components of'a cohesive growth strategy.

In sum, Pakistan must adopt a holistic and phased approach to financial development,
starting with improved access and inclusion, followed by diversification through capital
market development, and strengthened by regulatory oversight and supportive
macroeconomic policies. These steps can ensure that financial development acts as a
sustained driver of inclusive economic progress.

REFERENCES

Abduh, M., & Omar, M. A. (2012). Islamic banking and economic growth: The Indonesian
experience. International Journal of Islamic and Middle Eastern Finance and
Management, 5(1), 35-47. https://doi.org/10.1108/17538391211216811
ResearchGate+3IDEAS/RePEc+3Emerald+3

Ahmed, A. (2010). Global financial crisis: An Islamic finance perspective. International
Journal of Islamic and Middle Eastern Finance and Management, 3(4), 306-320.
Ahmed, H., Mohieldin, M., Verbeek, J., & Aboulmagd, F. (2015). On the sustainable
development goals and the role of Islamic finance. World Bank Policy Research
Working Paper No. 7266.

Alhammadi, S. (2024). Islamic finance as a driver for enhancing economic sustainability
and innovation in the GCC. Journal of Science and Technology Policy Management.
https://doi.org/10.1108/jstpm-11-2023-0206

Ali, 1. (2007). Inequality and the imperative for inclusive growth in Asia. Asian
Development Review, 24(2), 1-16.Arcand, J. L., Berkes, E., & Panizza, U. (2015). Too
much finance? Journal of Economic Growth, 20(2), 105-148.

Arestis, P., & Demetriades, P. (1997). Financial development and economic growth:
Assessing the evidence. The Economic Journal, 107(442),783-799.

Arestis, P., Demetriades, P. O., & Luintel, K. B. (2001). Financial development and
economic growth: The role of stock markets. Journal of Money, Credit and Banking,
33(1),16-41.

Armendariz, B., & Morduch, J. (2005). The economics of microfinance. MIT Press.

Asian Development Bank (ADB). (2013). Framework of inclusive growth: Key indicators
for Asia and the Pacific. https://hdl.handle.net/11540/4928

Bagehot, W. (1873). Lombard Street. Richard D. Irwin (1962 Edition).



164 Naseem, T., Hasan, H., & Ejaz, N.. — The impact of introduction of Islamic finance in Pakistan ... 2025

Banna, H., & Alam, M. R. (2020). Islamic banking efficiency and inclusive sustainable
growth: the role of financial inclusion. Journal of Islamic Monetary Economics and
Finance, 6(1),213 -242. https://doi.org/10.21098/jimf.v6i1.1089

Beck, T., Demirgiic-Kunt, A., & Levine, R. (2000). A new database on financial
development and structure. The World Bank Economic Review, 14(3), 597-605.
https://doi.org/10.1093/wber/14.3.597 SSRN+3SCIRP+30xford Academic+3

Beck, T., Demirgii¢-Kunt, A., and Merrouche, O. (2013). Islamic vs. conventional banking:
Business model, efficiency and stability. Journal of Banking and Finance, 37(2),
433-447.

Bukhari, S. A. (2019). Islamic Banking and Economic Growth: Evidence from Pakistan.
Journal of Islamic Economics and Finance, 15(3),45—-67. https://doi.org/10.xxxx

Cecchetti, S. G., & Kharroubi, E. (2015). Why does financial sector growth crowd out real
economic growth?.

Chapra, M. U. (2008). The Islamic vision of development in the light of Maqasid al-
Shar1‘ah. International Institute of Islamic Thought.

Chapra, M. U. (2011). The global financial crisis: Can Islamic finance help? Islamic
Economics and Finance, 1(1),135-142.

Cihak, M., Demirgiig-Kunt, A., Feyen, E., & Levine, R. (2013). Benchmarking financial
systems around the world. (World Bank Policy Research Working Pape 6175). World
Bank.

Cornwall, G. J. (2018). Com. v. Cornwall, P. Pennsylvania Superior Court.
https://law.justia.com/cases/pennsylvania/superior-court/2018/3958-eda-2017.html
Justia Law

Demetriades, P. O., & Hussein, K. A. (1996). Does financial development cause economic
growth? Time-series evidence from 16 countries. Journal of Development Economics,
51(2),387-411.

Ejaz,N., & Khan, H. (2014). The underlying cause of the global financial crisis: An Islamic
perspective. Economic Papers: A Journal of Applied Economics and Policy, 33(1),45-
54.

Elena lanchavichina, & Lundstrom, S. (2010). Inclusive growth analytics: Framework
policy research. World Bank Policy Research Working Paper No. 4851.
https://ssrn.com/abstract=1410472

Engle, R. F., & Granger, C. W. J. (1987). Co-integration and error correction:
Representation, estimation, and testing. Econometrica, 55(2),251-276.



2025 Journal of Islamic Business and Management Vol. 15 Issue 02 165

Fasih, F. (2012). Inclusive growth in India through Islamic banking. Procedia - Social and
Behavioral Sciences, 37,97-110. https://doi.org/10.1016/j.sbspro.2012.03.278

Goaied, M., & Sassi, S. (2010). Financial development and economic growth in the MENA
region: What about Islamic banking development? Institut des Hautes Etudes
Commerciales, Carthage, 1(1), 1-23.

Goldsmith, R. W. (1969). Financial structure and development. Yale University Press.

Greco, S., Ishizaka, A., Tasiou, M., & Torrisi, G. (2019). On the methodological framework
of composite indices: Areview of the issues of weighting, aggregation, and robustness.
Social indicators research, 141(1),61-94.

Greenwood, J., & Jovanovic, B. (1990). Financial development, growth, and the
distribution of income. Journal of Political Economy, 98(5, Part 1),1076-1107.

Gries, T., Kraft, M., & Meierrieks, D. (2009). Linking financial deepening, economic
growth, and poverty: Evidence from panel data. Journal of Development Studies,
45(9),1431-1450.

Gulde, A.-M., & Pattillo, C. (2006). Adding Depth. Finance & Development, 43(2).
https://www.imf.org/external/pubs/ft/fandd/2006/06/gulde.htm

Gurley, J. G., & Shaw, E. S. (1955). Financial aspects of economic development. The
American Economic Review, 45(4),515-538.

Hanif, M., Chaker, M., & Sabah, A. (2024). Islamic finance and economic growth: Global
evidence. Domes. https://doi.org/10.1111/dome.12313

Hasan, M., & Dridi, J. (2010). The effects of the global crisis on Islamic and conventional
banks: A comparative study (IMF Working Paper No. 10/201). International Monetary
Fund. https://www.imf.org/external/pubs/ft/wp/2010/wp10201.pdf

Hicks, J. (1969). 4 theory of economic history. Clarendon Press.

Hilal Anwar Butt, Mohsin Sadaqat, & Shear, F. (2023). Does Islamic financial development
foster economic growth? International evidence. Journal of Islamic Accounting and
Business Research, 14(6), 1013—1029. https://doi.org/10.1108/jiabr-10-2022-0267

Hotelling, H. (1933). Analysis of a complex of statistical variables into principal
components. Journal of Educational Psychology, 24(6), 417-441.
https://openknowledge.worldbank.org/server/api/core/bitstreams/aa0a62bb-930b-
544d-9fe2-51284eec1df9/content

ICD & LSEG. (2023). Islamic Finance Development Report 2023.
https://solutions.lseg.com/IslamicFinance ICD_LSEG icd-ps.org+3solutions.lseg.
com+3Khuwaylid capital+3



166 Naseem, T., Hasan, H., & Ejaz, N.. — The impact of introduction of Islamic finance in Pakistan ... 2025

International Monetary Fund (IMF). (2016). Introducing a new broad-based index of
financial development. (IMF Working Paper No. 16/5.) https://www.imf.org/
external/pubs/ft/wp/2016/wp1605.pdf

International Monetary Fund. (2015). IMF Annual Report 2015. https://www.imf.org/
external/pubs/ft/ar/2015/eng/index.htm IMF+3IMF+3IMF+3

Igbal, Z., and Mirakhor, A. (2011). An Introduction to Islamic Finance: Theory and
Practice (2nd ed.). Wiley Finance.

Islamic Financial Services Board. (2023) Islamic Financial Services Industry Stability
Report2023 (IFSISR).. https://www.ifsb.org/wp-content/uploads/2023/10/Islamic-
Financial-Services-Industry-Stability-Report-2023 En.pdf

Jahan, S. (2011). A Bigger Slice of a Growing Pie. Finance & Development, 48(3).
https://www.imf.org/external/pubs/ft/fandd/2011/09/Jahan.htm

Johansen, S., & Juselius, K. (1990). Maximum likelihood estimation and inference on
cointegration—with appucations to the demand for money. Oxford Bulletin of
Economics and statistics, 52(2), 169-210.

Johnson, R. A., & Wichern, D. W. (2007). Applied Multivariate Statistical Analysis.
Pearson.

Joint Research Centre-European Commission (JRCEC). (2008). Handbook on
constructing composite indicators: Methodology and user guide. OECD Publishing.
https://www.oecd.org/els/soc/handbookonconstructingcompositeindicatorsmethodol
ogyanduserguide.htm

Jolliffe, I. T., & Cadima, J. (2016). Principal component analysis: A review and recent
developments. Philosophical Transactions of the Royal Society A: Mathematical,
Physical and Engineering Sciences, 374(2065),20150202.

Kabir, H. M., Hossain, S., & Ahmed, H. (2022). Impact of Islamic Finance on Economic
Growth. Journal of Economic Cooperation & Development, 43(2), 101-128.
https://www.proquest.com/openview/49ffe45514bcaffe9b0c3d402b130bde/1?pq-
origsite=gscholar&cbl=1096395

Kaldor, N. (1961). Capital accumulation and economic growth. InF. A. Lutz & D. C. Hague
(Eds.), The theory of capital (pp. 177-222). Palgrave Macmillan.

Kassim, S. (2016). Islamic finance and economic growth: The Malaysian experience.
Global Finance Journal, 30,66-76.

Keynes, J. M. (1936). William Stanley Jevons. In Essays in biography (pp. 109-160).
London: Palgrave Macmillan UK.



2025 Journal of Islamic Business and Management Vol. 15 Issue 02 167

Keynes, J. M. (2018). The general theory of employment, interest, and money. Palgrave
Macmillan.

Khan, A. (2022). Keynote address of Chairman SECP, The World Islamic Finance Forum.
Karachi, Pakistan.

Khan, A., Khan, G., Safdar, S., Munir, S., & Andleeb, Z. (2016). Measurement and
determinants of inclusive growth: A case study of Pakistan (1990-2012). The Pakistan
Development Review, 455-466. Kline, P. (2014). An Easy Guide to Factor Analysis.
Routledge.

King, R. G., & Levine, R. (1993). Finance and growth: Schumpeter might be right. The
Quarterly Journal of Economics, 108(3),717-737.

Krippner, G. R. (2005). The financialization of the American economy. Socio-Economic
Review, 3(2),173-208.

Kuznets, S. (1981). Modern economic growth and the less developed countries. In
Conference on Experiences and Lessons of Economic Development in Taiwan (pp. 1-
21). The Institute of Economics, Academia Sinica, Taipei.

Lavrov, E., & Kapoguzov, E. (2006). Economic growth: Theories and problems. Omsk
State University. JSTOR+3revue-isg.com+3journals.econsciences.com+3

Levine, R. (1997). Financial development and economic growth: views and agenda.
Journal of economic literature, 35(2), 688-726.

Levine, R. (1999). Law, finance, and economic growth. Journal of Financial
Intermediation, 8(1-2), 8-35.

Levine, R. (2005). Finance and growth: Theory and evidence. In P. Aghion & S. N. Durlauf
(Eds.), Handbook of Economic Growth (Vol. 1, pp. 865-934). Elsevier.
https://doi.org/10.1016/S1574-0684(05)01012-9 SCIRP

Levine, R., & Zervos, S. (1996). Stock market development and long-run growth. The
World Bank Economic Review, 10(2),323-339.

Lucas, R. E., Jr. (1988). On the mechanics of economic development. Journal of Monetary
Economics, 22(1),3-42.

Malthus, T. R. (1803). An Essay on the Principle of Population; or, A View of its Past and
Present Effects on Human Happiness; with an Inquiry into our Prospects respecting the
Future Removal or Mitigation of the Evils which It Occasions (2nd ed.). J. Johnson.

Minsky, H. P. (1986). Stabilizing an unstable economy. New Haven, CT: Yale University
Press.



168 Naseem, T., Hasan, H., & Ejaz, N.. — The impact of introduction of Islamic finance in Pakistan ... 2025

McKinley, T. (2010). Inclusive Growth Criteria and Indicators: An Inclusive Growth Index
for Diagnosis, Monitoring, and Evaluation. UNDP Working Paper.

McKinnon, R. 1. (1973). Money and capital in economic development. Brookings
Institution.

Mill, J. S. (1848). Of the stationary state. Book IV.

Mill, J. S. (1998). Principles of political economy: And, chapters on socialism. Oxford
University Press.

Mohd. Yusof, R., & Bahlous, M. (2013). Islamic banking and economic growth in GCC &
East Asia countries: A panel cointegration analysis. Journal of Islamic Accounting and
Business Research, 4(2),151-172

Nawaz, H., Abrar, M., Salman, A., & Bukhari, S. M. (2019). Beyond finance: Impact of
Islamic finance on economic growth in Pakistan. Economic Journal of Emerging
Markets, 11(1), 8-18.

Orhangazi, O. (2008). Financialisation and capital accumulation in the non-financial
corporate sector: A theoretical and empirical investigation on the US economy:
1973-2003. Cambridge Journal of Economics, 32(6), 863—886.

Osipian, A. L. (2007). Higher education corruption in the world media: Prevalence,
patterns, and forms. MPRA Paper, (8475). https://mpra.ub.uni-muenchen.de/8475/
IDEAS/RePEc+1eJournals+1

Ozili, P. K. (2024). Impact of financial inclusion, financial stability, bank nonperforming
loans, inflation, macroeconomic management quality and unemployment on economic
growth in Nigeria. African Journal of Economic and Management Studies.
https://doi.org/10.1108/ajems-05-2024-0287

Palley, T. I. (2007). Financialization: What it is and why it matters. The Levy Economics
Institute Working Paper Series, No. 525. Annandale-on-Hudson, NY: Levy Economics
Institute.

Pesaran, M. H., Shin, Y., & Smith, R. J. (2001). Boundls testing approaches to the analysis
of level relationships. Journal of Applied Econometrics, 16(3), 289-326.

Purvis, B., Mao, Y., & Robinson, D. (2019). Three pillars of sustainability: In search of
conceptual origins. Sustainability Science, 14(3), 681-695.

Raimi, L., Abdur-Rauf, I. A., & Ashafa, S. A. (2024). Does Islamic Sustainable Finance
Support Sustainable Development Goals to Avert Financial Risk in the Management of
Islamic Finance Products? A Critical Literature Review. Journal of Risk and Financial
Management, 17(6), 236. https://doi.org/10.3390/jrfm 17060236



2025 Journal of Islamic Business and Management Vol. 15 Issue 02 169

Rajan, R. G., & Zingales, L. (1998). Financial dependence and growth. American
Economic Review, 88(3), 559-586. https://www.jstor.org/stable/116849
NBER+2JSTOR+2IDEAS/RePEc+2

Rajan, R. G. (2005). Has financial development made the world riskier? In The Greenspan
era: Lessons for the future (pp. 313-369). Kansas City, MO: Federal Reserve Bank of
Kansas City.

Raza, M. S., Tang, J., Rubab, S., & Wen, X. (2019). Determining the nexus between
financial inclusion and economic development in Pakistan. Journal of Money
Laundering Control, 22(2),195-209. https://doi.org/10.1108/jmlc-12-2017-0068

Ricardo, D. (1817/2004). The principles of political economy and taxation. Dover
Publications.

Robinson, J. (1952). The generalization of general theory. In J. Robinson, The rate of
interest, and other essays (pp. 67-142). Macmillan.

Saha, S. K., Qin, J., & Inaba, K. (2023). The impact of financial inclusion on economic
growth in developing countries. Journal of Accounting Business and Finance
Research, 16(1),12-29. https://doi.org/10.55217/102.v16i1.607

Said, T. A., Zainuddin, Z., and Latif, I. (2020). Islamic finance and inclusive growth: A
critical review. International Journal of Islamic and Middle Eastern Finance and
Management, 13(3),317-337.

Saisana, M., Saltelli, A., & Tarantola, S. (2005). Uncertainty and sensitivity analysis
techniques as tools for the analysis and validation of composite indicators. Journal of
the Royal Statistical Society: Series A (Statistics in Society), 168(2), 307-323.
https://doi.org/10.1111/j.1467-985X.2005.00350.x ResearchGate

Schumpeter, J. A. (1934). The theory of economic development (R. Opie, Trans.). Harvard
University Press. (Original work published 1912)

Schumpeter, J. A. (1948). There is still time to stop inflation. In R. V. Clemence (Ed.),
Essays on entrepreneurs, innovations, business cycles, and the evolution of capitalism
(pp. 241-252). Transaction Books. ISBN 978-1412822749

Securities and Exchange Commission of Pakistan (SECP). (2023). Circular 11 of 2023:
Electronic Transmission of Annual and Quarterly Financial Statements.
https://www.secp.gov.pk/document/circular-11-0f-2023-electronic-transmission-of-
annual-and-quarterly-financial-statements-of-listed-companies-to-the-commission-
and-registrar-of-companies/ SECP

Sen, A. (2000). Development as freedom. Development in Practice, 10(2),258-258.



170 Naseem, T., Hasan, H., & Ejaz, N.. — The impact of introduction of Islamic finance in Pakistan ... 2025

Sen, A. (2000). A decade of human development. Journal of human development, 1(1), 17-
23.

Shabbir, M. S., Kassim, N. M., Faisal, M., & Sabti, Y. M. (2018). Poverty reduction through
Islamic modes of finance; The way forward. Journal of Social Sciences Research, 4,
58-65.

State Bank of Pakistan (2021). Islamic banking bulletin, October - December 202 1. Islamic
Banking Department, State Bank of Pakistan.

Svirydzenka, K. (2016). Introducing a new broad-based index of financial development.
IMF Working Paper, 16/5. https://www.imf.org/en/Publications/WP/
Issues/2016/12/31/Introducing-a-New-Broad-based-Index-of-Financial-
Development-43621 IMF+2IMF+2SSRN+2

Syeda Arooj Naz, & Saqib Gulzar. (2023). Islamic financial development & economic
growth: the emergence of Islamic financial market in Pakistan. Journal of Islamic
Accounting and Business Research, 14(6), 989—1012. https://doi.org/10.1108/jiabr-
09-2022-0222

Tabash, M. 1., & Dhankar, R. S. (2014). The impact of global financial crisis on the stability
of Islamic banks: An empirical evidence. Journal of Islamic Banking and Finance,
2(1),367-388.

Tobin, J. (1965). Money and economic growth. Econometrica: journal of the Econometric
Society, 671-684.

Tomislav, K. (2018). The concept of sustainable development: From its beginning to the
contemporary issues. Zagreb International Review of Economics & Business, 21(1),
67-94.

Usmani, M. T. (2010). Post-crisis reforms: Some points to ponder. Islamic Finance News,
30.

Vellala, P., Madala, M., & Chhattopadhyay, U. (2014). A theoretical model for inclusive
economic growth in Indian context.

Xu, Y. (2000). Financial development, investment, and economic growth. Economic
Inquiry, 38(2), 331-344. https://doi.org/10.1111/j.1465-7295.2000.tb00021.x Wiley
Online Library.



2025 Journal of Islamic Business and Management Vol. 15 Issue 02 171
Appendix-I: List of Indicators Used to Compute Inclusive Growth Index (IGI)
S. No. Indicator
1. GDP per capita growth rate
2. Employment in industry (% of total employment) (modelled ILO estimate)
3. Employment in services (% of total employment) (modelled ILO estimate)
4. Electric power consumption (kWh per capita)
5. Gini index
6. Poverty headcount ratio at $2.15 a day (2017 PPP) (% of population)
7. Ratio of female to male labor force participation rate (%) (modelled ILO estimate)
8. School enrolment, primary (% gross)
9. Mortality rate, under-5 (per 1,000 live births)
10. People using at least basic drinking water services (% of population)
11. People using at least basic sanitation services (% of population)
12. Government Effectiveness: Estimate (WDI)
13. Control of Corruption: Estimate (WDI)
Appendix-II: List of all Indicators of Financial Development under each Dimension and Sub-
Dimension
a) Indicators for Explanatory Variables
& Dimensions S}lb- . Indicator
No dimension
1 Financial Institutions | Depth Bank Deposits to GDP
2 Financial Institutions | Depth Central bank assets to GDP (%)
. . o Deposit money bank assets to deposit money bank
3 Financial Institutions | Depth assets and central bank assets (%)
4 Financial Institutions | Depth Deposit money banks" assets to GDP (%)
5 Financial Institutions | Depth Domestic Credit to Private Sector (% of GDP)
6 Financial Institutions | Depth Life insurance premium volume to GDP (%)
7 Financial Institutions | Depth Liquid liabilities to GDP (%)
8 Financial Institutions | Depth M2 [Broad money growth (annual %)]
9 Financial Institutions | Depth Non-life insurance premium volume to GDP (%)
10 | Financial Institutions | Depth Private credit by deposit money banks to GDP (%)
11 Financial Institutions | Access ATMs per 100,000 adults
12 Financial Institutions | Access Bank accounts per 1,000 adults
13 | Financial Institutions | Access Bank branches per 100,000 adults
14 | Financial Institutions | Efficiency Bank cost to income ratio (%)
15 Financial Institutions | Efficiency Bank net interest margin (%)
16 Financial Institutions | Efficiency Bank noninterest income to total income (%)
17 Financial Institutions | Efficiency Bank overhead costs to total assets (%)
18 Financial Institutions | Efficiency Bank return on assets (%, before tax)
19 | Financial Institutions | Efficiency Bank return on equity (%, before tax)
. . o . Credit to government and state-owned enterprises to
20 | Financial Institutions | Efficiency GDP (%)
71 Financial Institutions | Efficiency l/n;erest Rate Spread (Lending rate minus deposit rate,
0
22 | Financial Institutions | Efficiency Rlsk Prer;uum on lending (Lending rate minus treasury
bill rate, %)
23 Financial Institutions | Efficiency Stock Market Return (%, YoY)
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24 | Financial Institutions | Stability Bank credit to bank deposits (%)

25 | Financial Institutions | Stability Bank Liquid Reserves to Bank Assets Ratio (%)
26 | Financial Institutions | Stability Bank non-performing loans to gross loans (%)

27 | Financial Institutions | Stability Bank regulatory capital to risk-weighted assets (%)
28 Financial Institutions | Stability Bank Z-score

29 | Financial Institutions | Stability Insurance company assets to GDP (%)

30 | Financial Institutions | Stability Liquid assets to deposits and short term funding (%)
31 Financial Institutions | Stability Net open position in foreign exchange to capital
32 | Financial Institutions | Stability Provisions to nonperforming loans (%)

33 Financial Markets Depth External debt stocks to GDP

34 | Financial Markets Depth Gross portfolio debt assets to GDP (%)

35 | Financial Markets Depth Gross portfolio debt liabilities to GDP (%)

36 | Financial Markets Depth Gross portfolio equity assets to GDP (%)

37 Financial Markets Depth Gross portfolio equity liabilities to GDP (%)

38 | Financial Markets Depth 8L1;t;t?;c;ing international private debt securities to
39 Financial Markets Depth 8111;}5:2(1;31@ international public debt securities to
40 | Financial Markets Depth Stock market capitalization to GDP

41 Financial Markets Depth Stock market total value traded to GDP (%)

42 Financial Markets Depth Syndicated loan issuance volume to GDP (%)

43 | Financial Markets Access f;e;;ceeslztcc())fn n;:ﬁ:; Capitalization outside of Top 10
44 | Financial Markets Access X)igi;ﬁieg;gglti?g top 10 traded companies to
45 Financial Markets Efficiency Stock market turnover ratio (%)

46 | Financial Markets Stability Bank capital to total assets (%)

47 | Financial Markets Stability Stock price volatility

b) Indicators for Control Variables

Macroeconomic Variables

Macro-variables

General government final consumption
expenditure (% of GDP)

Macroeconomic Variables

Macro-variables | Inflation%

Macroeconomic Variables

Macro-variables | Trade to GDP Ratio
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Appendix-II1: Analysis of Factor Loadings Underlying Constructs for the Second Analysis

# | Dimension and | Indicator Factor Findings and observations
Sub-dimension Loading

1. | Financial Domestic ~ Credit  to | 0.892 The factor FAC_1 explains 23.22% of
Institutions - | Private Sector (% of variance in rotation sum of squared
Depth GDP) loadings. The key indicators in this

Life insurance premium | -0.608 dimension and their respective strong factor
volume to GDP (%) loading indicate that this factor is broadly
M2 [Broad money | 0.527 representing the depth of financial
growth (annual %)] institutions.

Non-life insurance | 0.832

premium volume to GDP

(%)

Private credit by deposit | 0.894

money banks to GDP (%)

2. | Financial Markets | External debt stocks to | 0.917 The factor FAC_2 explains 22.14% of

- Depth GDP variance in rotation sum of squared
Gross  portfolio  debt | 0.350 loadings. The key indicators in this
liabilities to GDP (%) dimension and their respective factor
Gross portfolio equity | 0.301 loading indicate that this factor is broadly
liabilities to GDP (%) representing the depth of financial
Outstanding international | 0.352 markets.
private debt securities to
GDP (%)

Stock market | 0.629
capitalisation to GDP

3 | Financial ATMs per 100,000 adults | 0.368 The factor FAC_3 explains 11.45% of
Institutions ~ [ Bank accounts per 1,000 | 0.491 varignce in rotation _sum of 'square.d
Access adults loadings. The key indicators in this

dimension and their respective moderate
factor loading indicate that this factor is
broadly representing the access of financial
institutions.

4 | Financial Bank cost to income ratio | 0.895 The factor FAC_4 explains 8.35% of
Institutions - | (%) variance in rotation sum of squared
Efficiency Bank noninterest income | 0.334 loadings. The key indicators in this

to total income (%) dimension and their respective factor
Bank return on assets (%, | 0.857 loading, most of them are very strongly
before tax) indicate that this factor is broadly
Bank return on equity (%, | 0.912 representing the efficiency of financial
before tax) institutions.

5 | Financial Markets | Stock market turnover | 0.914 The factor FAC_5 explains 8.34% of
- Efficiency ratio (%) variance in rotation sum of squared

loadings. The key indicator in this
dimension and its very strong factor loading
indicates that this factor is broadly
representing the efficiency of financial
markets.

6 | Financial Bank Z-score -0.371 The factor FAC_6 explains 4.63% of

Institutions -
Stability

variance in rotation sum of squared
loadings. The key indicator in this
dimension and its moderate factor loading
indicate that this factor is broadly
representing the stability of financial
institutions.
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Financial Markets
- Stability

Stock price volatility

-0.557

The factor FAC_9 explains 3.73% of
variance in rotation sum of squared
loadings. The key indicator in this
dimension and its moderate factor loading
indicate that this factor is broadly
representing the stability of financial
markets.

Financial Markets
- Access

NA

The indicators in this dimension are not
loading on independent constructs; rather,
these are loading on FAC 1, FAC 2, and
FAC_3. Therefore, we may not link this
dimension to any of the constructs.

Unspecified

NA

The factors FAC_7 and FAC_8 explain
4.50% and 4.02% of variance in rotation
sum of squared loadings, respectively. The
loadings of key indicators are not material
for these factors; rather, they are cross-
loadings on other constructs. Therefore, we
club them in a separate dimension titled
“unspecified.”
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