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Preface

The regulation and institutionalization of the borrowing transactions has 
been done only a few centuries ago. The sector that first emerged in the 
West has spread all over the world in a way to meet the financial needs of 
the real sectors, also contributing to the development and growth. A small 
margin in the growth rate leads to dramatic gaps between the welfares of 
the nations. For this reason, growth is extremely crucial for a society to 
keep its prosperity. Economists focusing on this issue have investigated 
the dynamics to analyse the impact of technological developments upon 
growth. It is unrealistic to expect that an economy where technology 
fails to provide sufficient contribution will attain stability in the long run. 
Technological development depends upon promotion of new investments. 
The financial markets are now growing fast due to the advanced technol-
ogy used in communication. The financial system provides the funds for 
the investment projects needed for further development.

Particularly the studies analysing the developments after industrial 
revolution are focused on the contribution by the financial markets to 
the physical capital stock because the technological investments affect-
ing the efficiency of the production factors can be made through finan-
cial capital. For this reason, in an economy where the financial markets 
do not operate well, a productive and competitive real sector cannot be 
expected. In a well-operating financial market, the borrowing transac-
tions are also competitive because the interest rate is determined theo-
retically by the balance between supply and demand of the loan in a free 
market. At the optimum equilibrium, if the financial resources are used 
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wisely, the physical capital stock increases and makes contribution to the 
competitiveness of the economy.

The importance of the financial sector becomes clear when all the sec-
tors are affected by the malfunction of the system. At times when proper 
solutions are not offered, the problems turn into structural flaws, taking 
the economy to deeper crises. For this reason, the relevant institutions, 
monitoring the economic developments, take measures to regulate the 
system. A quick look at the history of economy in the world tells us that 
the adequacy of the conventional measures remains controversial. It is 
not possible to argue that the interest-based conventional measures have 
worked well to resolve the economic issues. Major crises still emerge, 
affecting the lives of billions all around the world and exacerbating the 
global poverty. Despite this, nothing has been done to offer an alterna-
tive up until recent decades.

The global crisis in the American financial markets in 2008 has deeply 
affected the world. On the other hand, the good performance of the 
Islamic finance has attracted attention during the crisis. For this reason, 
it has become a major discussion in the Muslim world and the Western 
countries. The debates in the Muslim countries (most of which are devel-
oping nations) have been focused on a wide range of issues including the 
legal status of Islamic finance and the managerial performance.

Some Muslim scholars argue that Islamic finance is nothing more than 
a slightly different version of the interest-based conventional system; but 
those who subscribe to a moderate view are of the opinion that it is a 
promising alternative financial model that may contribute to addressing 
the gap between the Muslim world and the modern developed world. 
Both approaches offer solid arguments; the first group of scholars refers 
to the technical details in the Islamic law because the Islamic financial 
institutions in the different parts of the world have to comply with the 
rules of a secular legal system. This often leads to complexities and issues 
because of the detailed approaches employed in Islamic law.

Obviously, a financial system that does not make any major dif-
ference cannot be expected to serve as an alternative. For this reason, 
the ability of the Islamic finance to hold its potential of serving as an 
alternative depends upon its capability of growing further and prov-
ing its success in the markets. A moral alternative can be offered only 
if its remains attached to the main precepts of Islam. For this reason, 
it has to observe major priorities including protection of the environ-
ment, loss- and profit-sharing and a balanced approach to the markets. 
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If these main principles are eroded, it will eventually lose its popularity 
and assertion of becoming an alternative to the conventional model even 
if it is still successful in terms of contribution to development and real 
sector. This has to remain one of the priorities of the sector in differ-
ent parts of the world. Given that major breakthroughs have been per-
formed in the Western world and that the Muslim nations have remained 
mere bystanders, the importance of a successful Islamic finance becomes 
clear. In case of stable success, the Islamic finance may become the global 
brand of Islam. One of the goals of this study is to contribute to this 
process.

Istanbul, Turkey, 2017 Dr. Murat Ustaoğlu
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CHAPTEr 1

Introduction

Ahmet İncekara and Murat Ustaoğlu

Abstract  Economics, as a social science, is a discipline that seeks to 
ensure a sound relationship between man and the universe, paying 
attention to human factor the most. It relies on the assumption that 
man will become happy when he attains greater prosperity and seeks to 
ensure that every individual improves their lifestyle by utilizing a variety 
of instruments. For this reason, many countries made efforts to imple-
ment the most appropriate policies in order to improve social welfare 
standards. The primary objective of these policies is to attain reasonable 
growth rates that are considered to be indicators of welfare level. Despite 
some opposing views, real sector is considered the main engine for a 
good growth performance. This study analyses the relationship between 
finance and growth in selected Islamic countries using empirical findings.

Keywords  Dual banking · Islamic finance · Economic growth
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introduction

The Western world has accomplished a dramatic economic transforma-
tion over the past centuries thanks to the industrial revolution. Advances 
in science and technology have led to radical changes in production tech-
niques and increases in demands for goods and services. This eventu-
ally contributed enormously to the welfare level (Ali et al. 2014). Many 
countries have developed new methods to ensure real increase and sur-
plus in the production of goods and services. The states which were able 
to adapt the technological and scientific inventions to production have 
attained high growth rates. Economists call the real increase and perfor-
mance in the goods and services growth, which becomes a major factor 
in a number of fields including economic transactions, interstate relations 
and political engagements. Even a small margin in the growth rates of 
two countries can cause a huge gap in terms of development levels in 
the long term (Pamuk 2015). For this reason, almost every country is 
focused on economic policies that seek to ensure the highest possible 
growth rate. A review of the developed nations indicates that sectors 
such as automotive, petrochemical industry, electrical vehicles and vessel 
construction make the greatest contribution to the growth. Additionally, 
agriculture, mining, construction and tourism also seem to be popular 
sectors for good growth performance.

real sector is considered the main engine of growth; but empiri-
cal studies also show that an advanced financial sector is also important. 
A well functioning financial system channels savings to the economy, 
ensuring that these resources are used to fund economic activities (Lai 
2015). A number of economists believe that the foundations of the mod-
ern economy have been laid down by the establishment of the modern 
banking system (Ferguson 2015). Modern banking provides finance to 
the capital used in the production and thus contributes to the develop-
ment of production systems. The spread of new technologies and realiza-
tion of capital accumulation requires availability of funds; for this reason, 
an advanced financial system is an important element to the process of 
growth, because they are able to channel the small amount of savings to 
huge investments (Bangake and Eggoh 2011). Additionally, they ensure 
diversification of investments and thus minimize the risks for investors 
and savings holders. Thanks to the technical opportunities and expertise, 
they can exhibit a better performance in the investment projects. As a 



1 INTrODUCTION  3

result, they can immensely contribute to growth and high rate of pro-
ductivity (Aslan and Küçükaksoy 2006). This indicates that sustainable 
growth requires good financial performance. However, despite this com-
monly held agreement that a strong financial system is an important ele-
ment in the economic system, there is no consensus as to how financial 
performance is measured. Some economists refer to total market capitali-
zation and market transaction volume whereas others look at the ratio of 
total loans and total savings of the national income for a better under-
standing of financial development and performance. One issue that econ-
omists grapple with is the relationship between finance and growth.

Studies on the direction of and relationship between finance and 
growth can be evaluated based on four main assumptions. The first group 
of theories argues that growth leads to financial development, and sug-
gests that growth takes place first, being followed by the development of 
a financial system that supplies funds. According to this approach, growth 
fosters the financial sector. The second popular approach in the literature 
argues that the relationship runs just the opposite. This theory indicates 
that the development of financial markets takes place before growth, for 
this reason, financial system contributes to growth. The financial sector 
accelerates the process of inclusion of savings in the economy. The easy 
access to funds becomes an advantage in terms of competition which 
then also contributes to the increased amount of consumption. For this 
reason, the direction of the relationship is from the development of a 
financial sector to growth. The third theory, on the other hand, indi-
cates that there is a mutual relationship between financial development 
and growth. This approach stresses that when growth slows down, the 
financial sector is affected; and if the financial sector experiences difficul-
ties, this will also have an impact on economic performance. A fourth 
approach claims that there is no linkage between financial development 
and growth, suggesting that the two are independent from each other 
(Kandır 2007). It is possible to refer to studies in the literature support-
ing each one of these four approaches. The findings in this study support 
the argument that there is a mutual relationship between the two.

The diversity in the views on the direction of the relationship does not 
change the fact that a sound financial system provides funds for sustain-
able development. For this reason, an improved financial system remains 
important for stable growth. In some Islamic countries, the financial sys-
tem is composed of two elements: conventional financial system (CF) 
and Islamic financial system (IF). Thanks to the privileges associated 
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with the IF, the financial options and opportunities are greater in some 
Islamic countries including Turkey, Malaysia, Indonesia and Qatar. The 
IF, relatively very new compared to the CF, offers better options in 
terms of meeting the financial needs of the real sector (Yanpar 2015). 
The IF, by definition, has to use the funds it collects from the saving 
holders in trade-related activities (Beck et al. 2013). The profits they 
make mostly rely on the partnership models realized through real sector 
projects in line with the philosophy and idea that serves as the founda-
tion of their presence. To better understand the importance of this struc-
tural feature of the IF, it is sufficient to evaluate the performance of the 
IF institutions during the global financial crisis (Lai 2015). The roots of 
the crisis that negatively affected world economy can be attributed to the 
selfish and irresponsible practices of the CF (Beck 2014). Due to these 
practices, some CF institutions faced bankruptcy; however, in the same 
period, the IF institutions have increased their assets by 28.6 pct. This 
gives an idea on the difference between the two systems (Yanpar 2015). 
The selfish and irresponsible practices of the CF which pay no attention 
to public utility have taken the global economy to the edge of collapse.

In fact, the IF owes its popularity to the flaws of the CF and the 
public reactions to the poor performance of the conventional banking 
institutions. The placard that appeared during the Occupy Wall Street 
protests which reads, ‘Let’s bank Islamic way’, is an interesting exam-
ple signifying this public reaction. For the first time, part of the Western 
world started to discuss whether or not a religious alternative finan-
cial model can save the capitalist system (Irfan 2014). Time will show 
whether or not the IF saves the capitalist world; but its contribution to 
the real economy, its solid performance during the crises and the steady 
growth it has attained in the past decades indicate that it will remain 
popular for the foreseeable future (Bhuiyan 2015). The most important 
distinction between the IF and the CF is its philosophy and principles 
which do not comply with the capitalist assumptions and prepositions. 
Yanpar (2015) holds that this system, based on the Islamic rules and eth-
ical values, may serve as a guide if the world shows courage to create a 
new financial system in the future.

The contribution of the capitalist Western world to the current level 
of global welfare cannot be underestimated. Despite the weakened image 
after the crisis in 2008, the financial system still remains the main force 
in the development of the West (Ferguson 2015). Aware of this reality, 
developing Islamic nations including Turkey, Malaysia and Indonesia 
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have designed their economic policies in line with the development poli-
cies implemented in the West. These nations, trying to act in line with 
the popular trend in the world, have sought to use the utilities of the 
interest-based conventional system for financing growth (Bordo and 
rousseau 2012). On the other hand, reliance on interest in the construc-
tion and operation of the financial system has caused some theological 
problems in Islamic nations due to the strong religious prohibition in the 
Abrahamic religions on interest. Islam seems to be the only religion that 
places the greatest emphasis upon this ban in modern times. To over-
come this problem, some attempts have been made in Islamic countries. 
And the most concrete step was first taken in 1973 when the Islamic 
Development Bank was established. This paved the way for the insti-
tutionalization of IF. The main idea was to attract petro-dollars to the 
Islamic countries and to ensure involvement of Muslim individuals in the 
mainstream economy. But the most distinctive characteristic of the IF is 
its reliance on interest-free model in the financial transactions. However, 
whether or not these institutions truly rely on interest-free instruments 
remains controversial.

Some economists and theologians argue that this argument is base-
less. The whole argument is based on the idea that there are no signif-
icant differences between IF products and those of the CF. But those 
who hold optimistic views suggest that despite some of its mistakes, the 
IF remains in line with the main precepts of Islamic law in its operations 
and practices. Yet it would be realistic to say that not all reservations or 
concerns have been addressed so far. The study can be justified by the 
diversity of the views on the compatibility of the IF activities with the 
Islamic rules and precepts. It should be noted, however, that the theo-
logical dimension of the IF activities is not part of this research.

Before empirical chapters that comparatively analyse the financing of 
growth in some Muslim countries, it is necessary to take a look at the 
evolution of the Islamic finance for a better understanding. For this rea-
son, the first two chapters are dedicated to the evolution and progress of 
the IF since the 1970s, followed by an evaluation of the common prob-
lems that the IF encounters in the world. The introductory section also 
deals with the main features and principles of the IF. Subsequently, this 
section also analyses the practices and policies pursued in different sec-
tors in Turkey, Malaysia, Indonesia and Qatar.

Chapters from 3 to 7 focus on the relationship between finance and 
growth through empirical analyses. First, the main concepts that will 

http://dx.doi.org/10.1007/978-3-319-59554-2_3
http://dx.doi.org/10.1007/978-3-319-59554-2_7
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help understand this linkage are explained. The theories presented in 
the literature on the direction of the relationship in the short and long 
terms are evaluated in great detail. Additionally, the empirical findings 
in the study are also evaluated. This chapter serves as the theoretical 
background and literature review of the whole research. The roles and 
functions of the CF and IF on the growth are comparatively analysed to 
better measure the contributions of the financial institutions to growth in 
Turkey, Malaysia, Indonesia and Qatar.

Chapter 4 investigates the development policies, the dynamics of the 
domestic policies and the economic policies implemented in Turkey. The 
chapter explains the structural transformation from the Ottoman era 
to the republican period and further measures the performance of the 
financial practices and mechanisms in this period. The importance of the 
CF and IF in the national economy is evaluated. Subsequently, the chap-
ter empirically measures the contribution of the financial sector to the 
growth in agriculture, mining, manufacturing, construction and tourism.

Chapter 5 analyses the economic policies of Malaysia, considered one 
of the most important economies in the Far East and the Muslim world 
in general. Further, it reviews the policies implemented for the growth of 
agriculture, manufacturing, tourism and construction sectors. The funds 
provided to real sector are comparatively analysed and the growth perfor-
mance of the sectors is also benchmarked based on empirical findings and 
evidence. Chapter 6 focuses on Indonesia and its economic performance 
since its independence. The structural transformation is explained in this 
chapter. The economic dynamics of the sectors reviewed are analysed 
and the performance of the CF and IF in the development of the sec-
tors is measured empirically. Chapter 8 focuses on the economic develop-
ment of Qatar, a major oil exporting country in the Gulf, and analyses 
the growth dynamics and economic policies implemented in this country. 
The chapter further analyses the impact of the loans provided by the dual 
banking system upon growth and the sectors reviewed in the study.

The purpose of this study is to offer a comparative benchmark of 
how growth is financed in selected Islamic countries. For this reason, 
some criteria have been taken into consideration in the selection of the 
countries included in the analysis. The first criterion is that the coun-
try to be included should be a developing Islamic nation. The second 
criterion suggests that this country should have a dual banking system 
(both IF and CF). Without a dual banking system, a comparative analy-
sis cannot be offered. For this reason, Pakistan, Iran and Saudi Arabia 

http://dx.doi.org/10.1007/978-3-319-59554-2_4
http://dx.doi.org/10.1007/978-3-319-59554-2_5
http://dx.doi.org/10.1007/978-3-319-59554-2_6
http://dx.doi.org/10.1007/978-3-319-59554-2_8
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were excluded. The final criterion is the availability of the information 
on the loans provided by the financial system for the sectors. This infor-
mation has been collected from the central bank and statistical offices of 
each country. The data have been included in the econometric model. 
Because it was not possible to have access to the data provided by Egypt, 
Jordan and United Arab Emirates, these countries were not included 
in the scope of the research. Similar sectors and dataset covering same 
period have been used in this study.
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Abstract  Major religions in the world have introduced an interest ban 
for different reasons. Those other than Islam have, however, made leni-
ent changes to this ban over the centuries, ultimately completely elimi-
nating it. As a result, the modern financial system has evolved onto the 
interest-based banking model which played a huge role in the develop-
ment of the Western world. On the other hand, most Muslims have dis-
tanced themselves to this model for religious reasons in predominantly 
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Muslim countries, leaving most financial sources idle. As a cure to this 
problem, an alternative model based on PLS principle has been offered, 
briefly called Islamic Finance (IF). A dual banking system has subse-
quently emerged with the involvement of both conventional and Islamic 
finance models in the system in some countries in the world.

Keywords  Dual banking · Islamic finance · Emerging economies

introduction

Economic relations which took two forms of monetary and real foun-
dations reveal themselves in the measurement of the performance in 
improving the welfare of the people in the growth process. Harmony 
between real and financial sectors in the economy is very important. The 
main function of the financial sector in the growth process is to ensure 
that the real production increases are involved in the process of repro-
duction. And this becomes possible in case of a financial structure that 
is well organized and well functioning (Nişancı et al. 2011). For this 
reason, a well-functioning financial system is crucially important. In this 
relationship, the function of the real sector can be defined as provision 
of high level of contribution to the national welfare through investments 
that improve competitiveness in global markets.

Harmony between the two sectors made positive contribution to the 
development process in the Western economies. With the emergence of 
the modern banking system, the developmental gap between the most 
developed and least developed areas has become a more serious concern. 
The financial model that contributed to this process was interest-based 
banking system which raised serious controversies throughout the his-
tory. In the Muslim world, on the other hand, the interest-based bank-
ing model has been discouraged because of the strong ban introduced 
by Islam. Even though ‘monetary foundations’ have been put in place 
in some rare occasions, no alternative model has been offered up to the 
1970s. But the ground has become appropriate for an IF model in this 
period where debates on development have been made more frequently. It 
is possible to argue that the modern IF model merged the traditional com-
mercial methods of Islam and the CF system’s institutions and products.

The establishment of the Islamic banks has been followed by the 
emergence of Takaful (Islamic insurance) and Islamic capital market 



2 DUAL BANKING SYSTEMS’ DYNAMICS AND A BrIEF DEVELOPMENT …  11

tools. In the 1950s, a group of Pakistani economists and financial experts 
worked on Islamic financial methods which culminated in the establish-
ment of the first collective bank in the western part of Pakistan in 1958 
(Türker 2010). In the same period, another initiative was put in place 
to lay the groundwork of the IF in Mit Gamr in Egypt. This was a bank 
based on a unique approach mixing venture-capital and monetary foun-
dation to meet the needs of the Egyptian rural people. Developed by 
Dr. Ahmad Al-Naggar, this model offered a number of services includ-
ing commercial partnership and insurance. The model, allegedly inspired 
by the social development banking in the economic history of Germany, 
sought to merge the economic and cultural elements of Islam as well as 
the contemporary trends.1

With the exception of some individual initiatives, the IF was first 
implemented in an organized method during the reign of Saudi King 
Faisal. A substantial amount of funds has been accumulated in the oil-
producing Middle Eastern countries due to the increasing oil prices 
in 1970s. The accumulated monies were used to provide funds for the 
development policies of the Muslim countries. To materialize this idea, a 
huge regional bank was created. The Islamic Development Bank, founded 
in Jeddah in 1975, provided funds for public projects but failed to meet 
the finance needs of the real sector. To fill the void, a holding, Dar al 
Maal al Islami was established in 1981. Dallah Baraka Group, imitating 
this initiative and its know-how experience, developed the interest-free 
financial system which has spread through different Muslim countries 
since then.

Currently, a number of countries including non-Muslim ones spend 
efforts to make legislations for proper operation of the IF. Particularly in 
addition to Muslim countries including Gulf countries, Turkey, Malaysia 
and Indonesia, the US, Britain, Switzerland, Germany, Luxembourg and 
Canada offer incentives for IF investments in an attempt to meet the 
needs of the Muslim populations in their territories. Today, the total sum 
of the IF funds in the entire world is estimated to be around 2 trillion 
USD.

This part of the research deals with the meaning of the dual banking 
concept in the literature, followed by the evolution of the system in the 
Muslim world, a discussion of the criticisms directed against the system 
and some common problems. Subsequently, the paper research examines 
the evolution of the IF system in Turkey, Malaysia, Indonesia and Qatar.
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dual banking and islamic finance in global economy

The dual banking notion was first used in the federal states of the 
Western world to connote subjection of banks operating in multiple 
provinces to both the provincial and the federal administration (redford 
1966). In the Islamic Finance literature, on the other hand, the concept 
refers to the presence of two different financial models in the financial 
sectors, particularly after the emergence of the IF as an alternative model 
to the conventional banking. CF, one leg of the concept, refers to the 
system of financial institutions mediating for the exchange of all interest-
based financial products. IF, on the other hand, is a banking system that 
complies with the Shariah principles in the conduct of the operations 
performed by the CF. The model is based on the principle of removing 
interest in all financial transactions and processes. Capital cannot be lent 
without being purified from interest. In this sense, it is considered as the 
opposite of the modern banking system which permits profit based on 
money-lending.

There are some major differences between the IF and the CF. Unlike 
CF, there is no banker–customer relationship in the IF system. Due to 
the ban over all interest-based financial transactions, there is a partner-
ship relationship based on the share of profit and loss associated with the 
investment. Because the fund lent for the investment has to be based on 
an asset, the IF institution will have to act like an investor rather than a 
financial lender. Additionally, under Islamic law, a contract is considered 
valid and binding only if such elements as subject, price and delivery time 
are clearly indicated. When these conditions are enforced, the IF elimi-
nates the possibility of speculation in the financial transactions, a major 
setback in the CF system (Kasaroğlu 2015). The IF institutions active 
in the sector include commercial banks, finance companies, merchants’ 
banks, Takaful companies, securities firms, savings institutions, rural 
cooperative banks, Islamic Money Market and Islamic Capital Market. 
But interest-free banks (participation banks) are the most effective struc-
tures and institutions of this model (Bulut 2012). Another distinction 
between Islamic banks and conventional counterparts is that Islamic 
banking does not allow involvement in a number of sectors including 
trade of alcohol and pornography as they are also banned in Islam. Given 
that these products are mostly considered harmful to the social harmony, 
it is possible to argue that IF enjoys a moral ground.
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The countries where IF operates can be divided into two groups. The 
first group of countries like Iran, at least in theory, where all banks are 
required to comply with the Islamic rules and therefore interest-based 
transactions, are forbidden. The financial system of these countries 
is being criticized because it allegedly follows the path of the CF. The 
second group of countries includes Malaysia, Indonesia, United Arab 
Emirates, Yemen, Bangladesh, Jordan and Turkey where both interest-
free and interest-based products are offered in the financial system. The 
dual banking system in these countries creates an advantage of competi-
tiveness and contributes to the emergence of institutional financial struc-
tures in different fields.

The role and position of the CF in the 2008 global crisis was strongly 
criticized (Beck et al. 2013). On the other hand, the peculiarity of the IF 
financial modelling was first noticed in this crisis.2 Even Vatican, holding 
the conventional banks responsible for the crisis, recommended interest-
free banking as a remedy for the greatest crisis of the twenty-first century. 
The IF model was distinguished from its counterparts because it did not 
involve troubled asset, it had to make investment in real sector alone, did 
not pay any attention to sectors that may raise moral issues and did not 
allow high-risk transactions and speculations (Aras and Öztürk 2011).

criticisms against islamic finance and some common 
Problems

Despite its popularity, the IF did not attract huge attention until mid-
2000s mostly because of the popular perception of the IF activities and 
operations. Experience shows that in cases where there is legal infra-
structure, the IF flourishes. For this reason, the course of action for the 
IF system is obvious; the most important thing to do was to focus on 
policies for greater effectiveness and for removal of the ambiguities sur-
rounding the Islamic banking. Introduction of a legal framework for the 
activities of a bank will inevitably improve its performance (Ergeç et al. 
2014). The rapid implementation of the measures offered for the identi-
fied problems makes the IF more endurable and resistant to the cases of 
crisis.

While it becomes more popular, the IF also attracts criticisms for 
resemblance with the CF system. The criticisms are mostly based on the 
argument that there are extreme similarities between products offered 
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by the IF and the CF. The small share of the partnership transactions in 
the financial asset portfolio reveals a tendency from risk sharing towards 
risk transfer (Askari et al. 2012). The flexibility in the main principles to 
ensure competitiveness through improvement of products and service 
quality will inevitably do harm to the main rationale that placed emphasis 
upon the IF as an alternative. Faisal (2016), noting that this is caused 
by imitation of the conventional banks, summarizes the main problems 
associated with the IF practices as follows:

  i.  Adoption on Western finance: The fact that London is considered a 
centre of the IF in the world should be seen as an irony. It appears 
that Western financial institutions have played determinative roles 
in the popularization of the IF. Currently, a number of Western 
conventional financial institutions also play a lead role in taking 
many IF instruments to markets. reversing this will reduce the 
chance that the IF institutions will become more like conventional 
financial institutions.

 ii.  Financialization’s syndrome: An important distinction between the 
IF and the CF is that the IF has to base its financial products on 
assets, thereby making a positive contribution to the real economy. 
A main principle of Islamic law dictates that commercial transac-
tions should be promoted so welfare and prosperity is better dis-
tributed among the people more evenly. Use of the money in the 
financial markets rather than real sector will, however, have a det-
rimental impact on the effectiveness of the IF as a contributor to 
the economy.

iii.  Standardization: A review of the history of a number of sectors 
in the modern economy reveals that standardization has played an 
important role in ensuring that the products will gain popularity 
in the markets. There is no different in the case of the IF; this has 
been a major challenge for the sector since its inception. A num-
ber of IF institutions in different parts of the world adopt a differ-
ent version of the Islamic schools in their practices. Even though 
some differences among the scholarly views may be acceptable, 
huge diversity leads to emergence of an obstacle towards stand-
ardization. It is not that easy to offer a solution for a generalized 
application because the IF is extremely sensitive to the views of 
the religious authorities. Thus, it becomes hard to offer a middle 
ground between the IF and the secular legal systems in many parts 
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of the world. The global structures and domestic institutions set up 
to deal with this problem have not produced significant results yet.

the basic financing tools of islamic finance

The funding mechanisms and tools of the IF include Mudaraba, 
Musharaqah, Murabaha, Ijara (leasing), Istisna' (postponed delivery), 
Qard, Selem (prepayment, delayed goods), Sukuk, Tawarruq, Wadi’ah 
and Wakala. Even though some of these instruments are similar to those 
used in the CF, most of them are peculiar to the IF. Instead of explaining 
all, it is useful to refer to four main principles (Kasaroğlu 2015):

  i.  Mudaraba: This is a labor–capital partnership where the finan-
cial institution offers its capital and the customer its labour in 
the investment. The profit out of the investment will be divided 
among the participants in accordance with the provisions of the 
contract. But unless a fault is directly attributed to the customer, 
the financial institution bears the costs associated with the loss. The 
liability of the customer is limited to time, labour and expertise.

 ii.  Musharaqa: This is a partnership where the financial institution 
offers capital and the customer both capital and expertise. As in 
the Mudaraba model, the revenue is divided in accordance with 
the previously established rules under the contract. The losses, on 
the other hand, are borne by the parties in proportionate to their 
capital contribution.

iii.  Murabaha: This is a tripartite contract where the customer asks 
the financial institution to supply the product they need from the 
original supplier. The IF institution, acting in response to request 
by the customer, purchases the product from the supplier and 
then sells it to the customer under terms it will decide upon in 
installments. It should be noted that in this type of transaction, 
the customer is aware of the cost of the product purchased from 
the original supplier; and the profit margin of the IF institution is 
determined after talks with the customer. The total amount is paid 
by the customer in installments.

 iv.  Ijara: In broadest sense, this is a leasing agreement concluded in 
accordance with the Islamic law. In other words, under the agree-
ment, the user is entitled to use the product. It is mostly utilized 
in Sukuk, the most common derivative of the IF system.
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Almost all conventional financial products and services may be offered 
in a form of alternatives in the IF model. According to Beck, Demirgüç-
Kunt who empirically reviewed the operational activities of the IF, there 
is a little significant difference between the IF institutions and the con-
ventional counterparts in terms of business orientation, cost efficiency, 
asset quality and stability. The IF institutions operate cost efficiently, 
whereas conventional banking is more cost efficient in dual banking 
countries where there is no significant difference between business ori-
entation and stability. On the other hand, Erol et al. (2014) hold that IF 
in Turkey performs better in profitability and asset management ratios 
compared to conventional counterparts.

financial sector and islamic finance in turkey

A number of countries including some non-Muslim nations introduce 
regulations to make room for the IF within the financial system. Despite 
growing interest in its activities, however, the IF is subjected to a num-
ber of criticisms due to some of its practices and problems that need to 
be attended. The IF is particularly criticized because it prefers Mudaraba 
in collecting funds, whereas relies on Murabaha in distributing profits as 
a system based on the PLS model. This is generally referred to as a con-
tradiction (Aras and Öztürk 2011). Experts and analysts indicate that the 
IF is unable to offer solutions where there are contradictions between 
the national legal systems and Islamic law, to introduce standardization 
in financial reporting, cannot properly implement the PLS model, lacks 
of high-quality staff and infrastructure and of financial engineering and 
product development process. But a sector like this one which grows 
exponentially will present solutions to its problems over the time.

The history of modern banking in Turkey can be traced back to the 
Ottoman era. The first bank was founded by the bankers in Galata in 
1847. The bank, called Istanbul Bank, was liquidated in 1852. The mod-
ern banking activities were initiated in 1856 when Ottoman Bank was 
created (Yetiz 2016). Banking has become an important sector in the 
republican era where private banking was promoted. In general, the IF 
operates with the conventional banking at the same time. Turkey is one 
of the countries employing both CF and IF systems. The first interest-
free banking institution was the State Industrial Workers Investment 
Bank that was established in 1975 to attract the savings and funds held 
by the individuals and small enterprises that avoided interest-based 
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activities. The bank remained active up to 1978 (Polat 2009). Then, the 
first IF institutions were created in 1985 in the form of special financial 
institutions and were renamed under law number 5411 as participation 
banks. The IF institutions which remained private financial institutions 
until the legal amendment were renamed participation banks. With the 
completion of the legal infrastructure, the Turkish interest-free banking 
has become one of the most renowned models in the world in terms of 
banking methods and practices. As a result of this, the IF in Turkey has 
maintained profitability that is higher than the world average (Dünya 
İslami Bankacılık rekabet raporu 2015).

The IF institutions in Turkey rely on trade or partnership models to 
transfer the financial resources to the real sector. The trade activities gen-
erally involve individual financial support, corporate financial support and 
financial leasing. The IF institution purchases the goods, commodities, 
raw materials or services that the corporations and enterprises need on 
behalf of them and sells these to the same enterprises. The partnership 
model, on the other hand, is based on the PLS or risk capital (Yılmaz 
2010). In addition, basic and conventional banking services including 
credit of letter or confidence letter are also provided by the IF institu-
tions (Aras and Öztürk 2011). It provides financial support for the trade 
and the industrial factors under the legislations in lieu of loans. The risk 
that these funds may not be returned is low in real sector, which prevents 
waste of resources. The financing of the direct investments within real 
sector has positive impact on the macro indicators (Wouters 2007).

Frequent Sukuk exports made Turkey a lead actor in the global IF 
scheme. As a result of this, a number of institutions made investments 
in Turkey for the first time. With the help of growing interest, the share 
of the IF in Turkey’s financial sector was 1.84 pct in 2001, whereas it has 
become 3.34 in 2007 and 5.2 in 2015. And as of December 2015, there 
were 52 active banks in Turkey (34 saving, 13 development and 5 par-
ticipation banks) (Çelik 2016). Another important development in the 
sector in the country was the establishment of the World Bank’s Global 
Islamic Finance Development Center under the auspices of the World 
Bank and Under secretariat of Treasury. The centre is expected to con-
duct training and research activities and offer counselling and technical 
assistance for the member countries in the World Bank Group. Overall, 
number of institutions focused on the needs of the sector increases and 
legal framework for the sector is maintained to ensure further interest. 
This naturally takes the popular attention to the IF.
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islamic banking in malaysia

In most parts of the world, financial markets are controlled by CF, 
whereas some developing nations like Malaysia employ a dual banking 
system because of the growing role of the IF as an alternative model. 
Considering the role of the CF in economic crises, there is growing 
interest in alternative systems like IF because of its social and moral ele-
ments and features. A review of the two sectors in dual banking systems 
reveals that the IF performs better than its counterpart in terms of prof-
itability, risk management, asset growth and other elements. This bet-
ter explains the popularity of the IF system in some countries (Hasan 
and Dridi 2010). The government also works to make sure that the 
Islamic banking is incorporated into mainstream banking (Dünya İslami 
Bankacılık rekabet raporu 2013).

The foundations of the IF system in Malaysia have been laid down 
through a set of initiatives including the establishment of Islamic 
Banking in 1983, Islamic Capital Market in 1993, Islamic Interbank 
Money Market in 1994, Kuala Lumpur Stock Exchange rate Shariah 
Index in 1999 and finally the announcement of the financial sector mas-
ter plan in 2001 by the Central Bank of Malaysia (Furqani and Mulyany 
2009). The Muslim Pilgrims Saving Corporations, founded to meet the 
financial needs of the Muslim pilgrims in 1963, is the first interest-free 
financial institution in the country. In 1983, The Bank Islam Malaysia 
Berhad was established; the bank carried out interest-free activities for 10 
years. Under the IF legislation, the Central Bank of Malaysia is author-
ized to apply the rules applicable to the CF banks to the IF institutions 
as well (Sobol 2014).

In 1993, the government introduced legislation required for the 
CF institutions to offer interest-free financial services; in 1999, the 
Ministry of Finance raised discussion on Interest-Free Banking Scheme. 
Under this legislation, the commercial banks, financial corporations 
and some banks were authorized to offer interest-free financial services. 
Subsequently, Bank Muamalat Malaysia Berhad, the second interest-free 
financial institution of the country, was established. In 1997, National 
Shariah Advisory Council (NSAC) was created to examine the com-
patibility of the interest-free banking transactions with the Islamic law 
(Mukhtar et al. 2006).

The successful policies led to positive results; in a number of IF prac-
tices, Malaysia has become one of the world leaders. Currently, the sector 
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is still striving. In 2013, some legislations have been amended for clarifi-
cation in the legal ground after which Muslim scholars can be now held 
accountable legally for the approved financial products. Some major 
changes are further expected in the individual portfolios after introduc-
tion of a bill that offers a distinction between savings and investments 
(Dünya İslami Bankacılık rekabet raporu 2015).

Like other developing nations, Malaysia also needs foreign capi-
tal for investments that would generate jobs. For this reason, a number 
of incentive programmes have been introduced to attract interest-free 
domestic and foreign funds. In the field of education, INCEIF, ISrA 
and IBFIM are established to offer quality training for the sector. These 
policies and incentives played a huge role in the development of IF. 
Currently, there are 21 IF institutions in the country, serving as provid-
ers of funds (Güngör 2015). These institutions offer Islamic alternatives 
to the financial products offered by CF institutions.

islamic finance sector’s develoPment in indonesia

It could be argued that the Islamic countries have more options in terms 
of alternative financial capital sources because the IF has become a popu-
lar trend in the last few decades as evidenced by the amount of invest-
ments it has attracted in different parts of the world. Many countries 
in the world, including East Asian, have been making efforts for legal 
arrangements to promote the IF (Venardos 2012). Indonesia, the largest 
economy in South Asia, makes efforts to improve its own IF industry to 
catch up Malaysia which hosts the most developed Islamic banking mar-
ket. The share of the IF within the financial system in Indonesia is 4.5 
pct, however, it should be noted, this is insignificant given that Indonesia 
is a predominantly Muslim country.

According to data by Bank Indonesia, there are 11 IF institutions in 
the country in 2015, with 2139 branches; additionally, 23 CF institu-
tions offer interest-free services through what is called Islamic window 
in 433 branches. Even though these figures indicate that the coun-
try has an advanced IF system, the reality is different. Indonesia ranks 
slightly ahead of Brunei and way behind Britain and Malaysia in terms 
of the popularity of the IF activities and services. According to reni and 
Ahmad (2016), the reasons for the slow development of IF in Indonesia 
include religion, limited knowledge, attitude and weak government 
 support.
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The IF had encountered two main problems since the initial years: 
doubts that whether or not the financial products are in line with the 
Islamic rules, and their poor performance in banking activities when 
compared to their conventional counterparts. Because of the first prob-
lem, particularly religious people tend to stay away from their products. 
The IF institutions are unable to offer plausible solutions that would 
address these doubts. But its positive performance in the recent global 
crisis indicates that it has developed its competitiveness. Vizcaino and 
Suroyo (2014) states that lack of a strong support by government and 
public institutions is an important problem for the IF. For instance, 
the Indonesian government has postponed legal arrangements up to 
the 1990s for political reasons such as religious radicalism; because of 
this, the sector gained comparative advantage in Turkey and Malaysia. 
According to rossi (2010), the dynamics directing the sector are inad-
equate and the regulations opening up the doors for the improvement of 
the IF are not sufficient. Another major obstacle before the development 
of the financial sector is population and geographical conditions. World 
Bank data shows that only 19.6 pct of the adult population is included in 
the financial system. More than 100 million people have no access to any 
sort of financial service. Due to geographical structure, most economic 
activities are centred around in a few major cities resulting in less fre-
quent access to the financial services. For instance, 1700 rural banks con-
stituting 93 pct  of the total number of banks makes up only 1.5 pct  of 
the total assets of the sector. It should also be noted that more than half 
of the total savings in the commercial banks is held in Jakarta.

In fact, the sector has a huge potential in case more people are 
involved through proper measures of financial integration. If the compli-
ance with Islamic laws is clarified, particularly religious people will more 
likely pay greater attention. But some recent studies show that this opti-
mistic expectation may be misleading. Lawrance (2014) upholds that 
large portion of the people consider religious sensitivity as a factor; but 
they, in the end, tend to act pragmatically. Thus, they may well prefer CF 
institutions over the IF if they conclude that it is a better idea because 
the CF also offer Islamic finance windows services.

The Indonesian Financial Service Authority introduced some new 
arrangements in order to support the IF development throughout the 
country in 2014. One of these policies focusing on the improvement 
of the capital structure of the IF institutions was particularly important. 
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According to this arrangement, the parts of the CF offering Islamic 
windows services should be separated from the original institution to 
be converted into an IF institution. The goal was to ensure that the 
IF would become more popular and more competitive. It is generally 
agreed that in case this policy succeeds, the IF will become even more 
popular.

dual banking system and islamic finance in Qatar

The dual banking system of Qatar appears to be one of the smallest 
among GCC3 countries in terms of total assets, loans and deposits. But 
in sector terms, the system has grown stably as a result of the decisive 
implementation of the financial liberalization and deepening policies. 
The share of the private banks in the public tenders has declined. The 
sector has become more competitive because the banks now have to 
pay attention to individual banking instead of being involved in public 
 projects.

The positive impact generated by the hydrocarbon industry upon all 
sectors made the greatest contribution to the development of the sector. 
For this reason, tracing the direction of the relationship between finance 
and growth is relatively easier in this case. The theoretical approach sug-
gesting that the direction is from economic growth to the financial sec-
tor seems to be more explanatory. There are only a few studies on the 
IF–growth relationship in Qatar. Tabash and Dhankar (2014) hold a dif-
ferent view on the direction of the relationship. Their empirical findings 
show that the relationship is stable, indicating that it fits into the bidirec-
tional approach.

Even though it is a small country, Qatar has 17 banks, six being run 
on local capital. Nine banks (three IF institutions) constitute 80 pct of 
the entire sector. Like other sectors that grow fast, the state, via large 
capital ventures, take the lead to make sure that the strongest financial 
institutions will become more active. In 1997, the state founded Qatar 
Industrial Development Bank to offer loans for small- and mid-sized 
enterprises. The Bank holds 50 pct of the deposits in the country. The 
Qatar Islamic Bank, founded with international capital partnership, cur-
rently controls 8.1 pct of the lending market and seeks to expand its 
activities to such countries as Turkey, Egypt and Kazakhstan. The Qatar 
Islamic Bank is the largest IF institution in the country.
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Four IF banks and three CF banks operate on Islamic Windows; the 
priority in the sector is given to the real sector. A dramatic rise has been 
observed in the total assets of the IF in 2005 which is generally consid-
ered as a turning point (Tabash and Dhankar 2014). The share of the IF 
in the domestic financial sector has increased to 9 pct over the last years. 
In a comparative analysis, the sector has made rapid progress thanks to 
its capitalized, profitable and stable features (Iqbal 2001). The sector has 
become involved in underway projects including petrochemical, hous-
ing and construction projects (Tabash and Dhankar 2014). The IF, thus, 
appears to be a promising trend for the potential markets (Mohandas 
2014).

The first and only stock exchange board was established in 1995 to 
contribute to economic development, to promote establishment of new 
companies and to offer transparent service for the investors. Two years 
later, it started its operations under the name of Doha Securities Market. 
Initially, only Qatar citizens were allowed to perform transactions at the 
market; but the citizens of Gulf states were further permitted to perform 
transactions, although they were subject to some restrictions. In 2002, 
the market introduced a fully electronic automation system. In June 
2009, it was renamed to Qatar Exchange where NYSE Euronext holds 
20 pct of the shares. In a very short time, the market has become one 
of the most dynamic exchange actors in the Middle East. But like many 
others, it was also affected by the crisis. Its performance declined by 34 
pct in the insurance sector and 33 pct in industry. The total profitabil-
ity of the companies quoted in the market declined by 8.9 pct. But the 
banks and financial institutions, supported by the government, were able 
to increase their profits by 4 pct (Aksoy 2011).

The Qatar Investment Authority, founded in 2005 to administer sov-
ereign wealth funds, will expectedly increase its total assets beyond 8 tril-
lion USD (Da 2011). Qatar Financial Center was established in 2005 
to attract investments by international banks and large financial insti-
tutions so that they would contribute to major hydrocarbon projects 
and infrastructure investments. As part of this strategy, tax exemption 
was introduced and foreign investors were permitted to hold 100 pct 
of the property; additionally, low tax rates were set up for the profits. 
These incentives attracted the attention of major international investors. 
However, despite these measures, it was unable to compete with similar 
financial centres in Dubai and Bahrain.
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notes

1.  On the other hand, some cooperative banking practices in some Muslim 
parts of India under the British rule are considered the first interest-free 
financing cases in the world.

2.  IF intuitions increased liquidity holdings in the run-up to and during the 
crisis relative to conventional banks. This fact simply explains why did IF 
stocks performed better.

3.  Gulf Cooperation Council countries are Bahrain, Kuwait, Oman, Qatar, 
Saudi Arabia and the United Arab Emirates.
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CHAPTEr 3

Financing Economic Growth in Emerging 
Economies: A Theoretical Approach

Selim Demez, Hülya Deniz Karakoyun  
and Elif Haykır Hobikoğlu

Abstract  As a result of differentiation in the financial sector in some 
parts of the world, particularly the Muslim world with the rise of IF 
in the 1970s, a two-dimensional financial system known as dual bank-
ing emerged. The conventional financial (CF) system constituted the 
vast majority of the financial sector in the whole world; however, IF has 
grown dramatically in the last decades, becoming an alternative financing 
model. Despite the differences between the two models, the main goal in 
both systems is to serve as mediators for fund suppliers and fund receiv-
ers. CF is an interest-based system and is able to fund all sectors of the 
economy, while IF institutions, on the other hand, have to comply with 
secular and Islamic legal rules.
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introduction

Sustainable economic growth is important for developing countries in 
their path to becoming advanced and developed economies. The main 
advantages of sustainable growth include increased consumption, produc-
tion, higher rates of employment, greater amounts of capital accumula-
tion, more funds for social projects and the promotion of innovations 
that make life easier and more comfortable (Aslan and Yilmaz 2015). 
Stable growth depends on the success and harmony of all economic 
actors in the country. Sometimes, setback in one sector may lead to set-
backs in other sectors in a chain reaction. The problems in some sectors 
may have limited impact, whereas problems in financial sector may closely 
affect all other sectors, as evidenced in the 2008 crisis. For this reason, 
a healthy financial sector is crucially important for the entire national 
economy. For this reason, financial sector attracts close attention in the 
growth literature. It helps accumulation of capital for development and 
spread of technology. In theory, advanced financial systems allow the 
individuals to diversify investments. In this way, the investment risks for 
the holders of deposits decline and make positive contribution to growth.

Linkage between financial development and growth has been a dis-
cussion in the literature where three main views on the direction of this 
linkage are under review. The first approach defended by Schumpeter 
(1912) is based on a pretty simple assumption. According to this hypoth-
esis, known as the supply-leading approach, the direction of the financial 
development-growth linkage moves towards from financial development 
to growth. Additionally, the dynamics out of the financial development 
create positive impacts upon growth. On the other hand, robinson 
(1982) offers ‘demand-following’ approach which defends just the oppo-
site. As the gist of the hypothesis (where real sector leads, finance fol-
lows) suggests, the direction of the linkage is the opposition; in other 
words, financial development is fostered by growth. Therefore, financial 
development has no impact on growth. Finally, according to the bidi-
rectional relationship approach, there is a dual linkage. Growth affects 
financial development and financial development influences growth. 
Under this theory, both may affect each other most of the time.

This part of the study is focused on the contribution by the finan-
cial institutions to the growth by sectors in Turkey, Malaysia, Indonesia 
and Qatar, leading to the theoretical foundation of the empirical model. 
In subsequent sections, the linkage between financial development and 
growth in similar time intervals composed of the same dataset for every 
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country is measured with the comparative empirical analyses for the 
impact of the IF and the CF sector. Proper interpretation of the find-
ings depends upon the solid theoretical foundations. For this reason, a 
literature review for linkage between financial development and growth 
after a narration of the main concepts. Finally, the linkage between finan-
cial development and growth in emerging economies is analysed to offer 
theoretical foundations covering the economic policies of the empirical 
analyses in the subsequent sections.

financial system and economy

In modern societies, the specialization of the labour is distinguished 
from investment and saving processes. And the linkage between suppliers 
of funds and fund receivers takes place in the financial system. Financial 
system as a key for the distribution of the financial resources represents 
the institutions and markets regulating the fund currents and move-
ments, the tools facilitating these movements and the legal and admin-
istrative rules that apply to those. The development of financial markets 
contributes to the acceleration of the technological advance by ensuring 
effective distribution of resources in terms of place and time. Because of 
this function, the relationship between financial development and growth 
is analysed in empirical and theoretical studies.

Financial development which allows diversification of the tools used in 
the financial markets and their frequent use can be described as the devel-
opment and growth of the financial institutions, markets, services and 
tools. Some economists offer a different description that refers to the effec-
tiveness of the financial system or the advances in the field as well (Khan 
2000). Financial deepening is a term that is different from financial devel-
opment. Financial deepening can be defined as the ratio of transferring the 
funds generated in the financial sector to the real sector. In other words, it 
is an increase in the ratio of the financial services and institutions per head 
or financial assets to the income (Ahmed and Ansari 1998). Financial deep-
ening allows easy access to services provided by financial markets and medi-
ators. The efficiency of financial system is measured in their influence in 
decreasing the information and transaction costs for their customers.

In modern-time liberal economies, financial development and deep-
ening play an important role in the stability of growth rates. The terms 
explained so far are used by both CF and IF. It is also useful to talk 
about some IF terms as well because of the differences between the two 
models.
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Because IF has to provide funds based on PLS model, their funds are 
generally used in projects and real development mechanisms. For this rea-
son, they do not respond to demands for funds other than real investment 
tools because of their legal status. Savings make positive contributions to 
national economy on a macro level by supporting the real economy. In 
essence, the PLS model is based on sharing risk and revenue and thus can 
be defined as a financing method where the financial intermediates join as 
partners. In the project that is financed, financial capital is supplied by the 
bank, whereas the customer contributes their labour and expertise. In the 
model, the projects picked by the bank are supported based on profit- and 
loss-sharing principle. But the mission of the bank is not limited to provid-
ing finance. To see whether or not the project moves forward in line with 
the project, a monitoring group is set up to follow up the investments.

The main tools of the IF intermediate financing models include part-
nership model, commercial model, sharing model and sharing risk and 
uncertainty in stock exchange. In short, Mudaraba is monetization of the 
partnership of labour and capital, Muzara’ah of the agricultural partner-
ship, Mushakat of the irrigation partnership, Maharasa of the plantation 
partnership, Ijara of financial leasing, Murabaha of production support 
and Tawarruq of the goods. As seen above, the IF can only support real 
sector investments; because of this feature, it can be argued that this 
makes greater contribution to the growth.

In both financial models, there are theoretical and empirical findings 
pointing out to a positive relationship between financial development and 
growth; these findings offer some insights on the future of technological 
change as well as financial development level, growth and capital move-
ments. As the level of financial development improves, these indicators 
generally become even more positive. On the other hand, it is still con-
troversial as to whether or not growth leads to financial development or 
financial development to growth. There are accounts in the literature that 
support both approaches. These approaches present different views on the 
direction of the linkage between growth and financial development. Before 
moving to finance-growth theory, it is useful to look at the literature first.

literature for finance and economic growth 
relations: conventional finance

Anything in economics that is not sustainable cannot be regarded as 
successful. This notion applies to growth as well. Sustainable growth 
is something new for the history of the world. Even though it is fairly 
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important for social development, its improvement has been consid-
erably slow up to the nineteenth century. In 1800s, it was introduced 
in a few countries including UK and France; but sustainable develop-
ment did not attract any significant attention in other parts of the world 
(Ahmed and Ansari 1998). Aghion et al. (2009) maintain that when per 
capita income is compared by different time intervals, there is almost 
no increase in the first thousand years, whereas 50pct of increase has 
been observed in the second millennium. Average annual growth rate 
increased by 0.5pct in the period between 1820 and 1870; this was 3pct 
annually in the period between the Second World War and the present. 
There is general agreement that the current growth rates improved the 
level of welfare; there are different theses on the direction of the relation-
ship between finance and growth. Levine (2005) offers two reasons for 
this. First, there are works suggesting that the physical capital accumu-
lation in large amounts will not make positive contribution to growth 
in the long term. There is no work noting that in the finance-growth 
linkage, financial development influences decisions on distribution of 
sources, aggregate savings and productivity. Secondly, there are two fac-
tors weakening the view that growth and emergence of financial arrange-
ments improve resource allocation and minimize the risk. Higher returns 
fail to provide the expected impact in saving rates due to income and 
substitutions effects; and the lower risk factor also falls short on increas-
ing saving rates. For this reason, there are different views on the direc-
tion of the relationship.

The literature started to focus on the relationship between financial 
development and growth in the late nineteenth century. First theoretical 
accounts argued that financial development would have positive impact on 
growth in the long term (Tsuru 2000). There are four different views that 
emerged historically on this matter in the literature. First, is the supply-
leading hypothesis indicating that financial development contributes to 
growth and that there is causality in that direction (Musalima et al. 2014). 
It was offered by Goldsmith, McKinon-Shaw and Fry and argues that 
financial markets play a positive role in growth. However, the foundation 
of the theory can also be traced back to Bagehot (1873) and Schumpeter 
(1912; Evans et al. 2002). According to this hypothesis, financial develop-
ment contributes positively to growth. It further argues that there is direct 
causality from financial development towards growth and that this causal-
ity increases investments and promotes capital accumulation (Shaw 1973).

One of the views that attract attention in the literature is the argument 
offered by King and Levine (1993) that financial intermediates affect 
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growth positively through capital accumulation. Financial intermediates 
contribute to growth by increasing the effectiveness of capital accumu-
lation and the saving and investment ratios. There are empirical works 
supporting this argument. Bagehot and Hicks argue that capital move-
ment plays a critical role in industrialization in Britain and pays attention 
to the role of the banking system in growth. Banks fund efficient invest-
ments and contribute to innovation and future growth. According to 
Schumpeter (1912), banks act as financial intermediates to facilitate tech-
nological innovation. Because banks are careful in selecting firms that will 
use social savings, they make positive contribution to growth by ensuring 
effective distribution of the savings. In this way, banks make a positive 
contribution through increased efficiency and technological changes.

The second approach is the demand-following hypothesis offered 
by robinson (1952) which argues that financial development follows 
growth. This view suggests that financial development is just a side show; 
and we can speak of a direct linkage between growth towards financial 
development. The hypothesis is briefly articulated as where enterprise 
leads, finance follows and basically says that finance is not the driv-
ing force behind growth but growth creates demand for financial sec-
tor. Goldsmith (1969), McKinnon (1973) and Shaw (1973) have made 
contributions to the hypothesis. Particularly McKinnon (1973) and Shaw 
(1973) apply the hypothesis to the developing countries. Like the theo-
retical works, empirical works have also employed different econometric 
methods; for this reason, there is no commonly agreed approach on the 
presence and direction of the linkage and causality. As noted before, the 
direction and the strength of the causality between financial development 
and growth remains extremely controversial.

According to Demetrades and Hussein (1996), both views are applica-
ble; they simply refer to a mutual causality known as a bidirectional rela-
tionship. The causality between financial development and growth can be 
bidirectional; in other words, financial development may foster growth and 
growth may also positively contribute to financial development. On the 
other hand, Lucas (1988) is of the view that there is no causality between 
financial development and growth and holds that the economists should 
pay greater attention to the roles of the financial mediators in the growth.

The conflicting views in the supply-leading and demand-leading 
arguments can be settled by the development phase hypothesis. This 
argument suggests that in the early stages of growth, financial develop-
ment leads to real capital accumulation. According to the hypothesis, 
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innovations and new financial services provide new opportunities for 
investors and saving holders, creating self-sustaining growth. As finan-
cial and economic development progresses, the demand-oriented side 
becomes more dominant (Calderon and Liu 2003).

The new growth theories, on the other hand, argue that financial 
mediation and financial markets respond to the problems in the econ-
omy and positively affect growth. The financial institutions and markets 
that emerge to deal with the problems caused by transactional costs use 
potential entrepreneurs to ensure effective investment decisions. By rely-
ing on similar theoretical models, Greenwood and Jovanovic (1990), 
Shaw (1973), Levine (1991, 1997), Bencivenga and Smith (1991) and 
Saintpaul (1992) agree that the effective work of the financial markets 
positively affect growth through improvement in the quality of invest-
ments. Growth promotes investments, whereas the increased investments 
also contribute to growth.

Financial intermediates offer their expertise and knowledge to the 
investors so that they could use effectively. The investors make profit 
thanks to the financial intermediates. The profit and revenue made out 
of the capital investments increase level of income and growth. Levine 
(2005) offers five main categories for the functions of the markets. 
Financial markets contribute to source distribution by facilitating trade 
and offering protection against risks. Financial executives establish a con-
trol mechanism over financial activities and ensure the movement of the 
savings by facilitating the exchange of goods and services. While some 
fundamental functions do not differ by country and time, financial insti-
tutions governed by markets that perform these functions present differ-
ent features in different countries and times.

Financial development governed by the financial system refers to 
capital accumulation and technological advance as a means of affecting 
growth. The financial system, by changing the saving ratio or redefin-
ing saving in the different capital production technologies, changes the 
capital accumulation. Technological advance pays attention to new prod-
ucts and production processes and the functions performed by the finan-
cial system affect the stable growth by affecting the rate of technological 
innovation. Technological progress ensures the diversification of financial 
tools which create an area that is influential to growth by ensuring the 
spread of the financial system and the financial deepening.

Greenwood and Jovanovic (1990) note that growth provides a fer-
tile ground for financial structure and that advanced financial systems 
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accelerate growth. Blackburn and Hung (1998) and Harrison et al. 
(1999) uphold that the financial intermediates reduce the evaluation 
costs of the projects and therefore contribute to growth. In a growing 
economy, the number of investment projects affects the intensity and 
profitability of the financial intermediary’s services.

Therefore, the literature on the linkage between finance and growth 
improves. The theoretical and empirical approaches in the literature are 
based on the CF system. Number of works on the linkage between IF 
and growth is relatively small. Empirical works, on the other hand, are 
focused on the Islamic countries. It is therefore useful to look at the lit-
erature focusing on the linkage between IF and growth for a comparative 
analysis and better results.

islamic finance and economic growth

Efforts are made to make sure that the collected funds are used in invest-
ments with high returns. According to the PLS model, the profit made 
out of capital involvement and the expertise of the capital holder is 
shared. The system which works in reference to partnership instead of 
interest eliminates the investment options outside of the real economy 
and minimizes the speculative risk ratios. Some of the factors in the 
conventional methods that negatively affect financial development and 
growth include risk, uncertainty, government interference and inability 
of funding efficient entrepreneurial activities. Due to its structural fea-
tures, the IF is distinguished from conventional counterparts. Because 
they closely follow the productivity of the enterprises they fund, they 
reduce the risks and elements of uncertainty.

The majority of the studies focusing on the relationship between finan-
cial development and growth assume that the CF may play significant 
roles in growth. On the other hand, IF also makes positive contributions 
to growth by using the elements that minimize the risk. The IF’s finance 
model is based on the stronger bond between finance and real economy. 
The CF and growth relationship is covered extensively in the literature; 
but number of works analyzing IF’s relationship with growth is pretty 
small because its share within the financial sector is relatively insignifi-
cant. The literature is generally focused on the developing Islamic econo-
mies to determine the direction of the relationship and to measure the 
impact on growth. The first major work on this is the one by Furqani and 
Mulyany (2009) which analyses the policies to promote IF in Malaysia. 
The study determines a positive and significant relationship between IF 



3 FINANCING ECONOMIC GrOWTH IN EMErGING  ECONOMIES…  35

and growth and capital accumulation and further notes that policies for 
greater involvement of IF in international trade should be devised.

On the other hand, Majid and Kassim (2010), also focusing on Malaysia 
by relying on the same time interval and dataset, are of a different view 
on the direction of the relationship. Furqani and Mulyany (2009) argue 
that the direction is demand-following, whereas Majid and Kassim (2010) 
support the supply-leading argument (Manap et al. 2012). Farahani and 
Sadr (2012) acquired similar findings in an empirical study focusing on 
Indonesia and Iran, also noting that the IF contributes positively to eco-
nomic development in the short term. In the long term, on the other 
hand, there is positive relationship between growth and capital accumula-
tion. In addition, they recommend the Indonesian government to follow 
Malaysia’s policies to increase the share of the IF within the financial sector.

In their empirical work, Abduh and Omar (2012) offer an alterna-
tive approach contradicting Schumpeter’s supply-leading and robinson’s 
demand-following approaches that determines a bidirectional relation-
ship between the development of IF and growth in both short and long 
terms. This means that they argue there is a bidirectional relationship 
where IF development supports growth while growth leads to growth in 
Indonesia. Likewise, Abduh and Chowdhury (2012) identifies a bidirec-
tional linkage for the Bangladeshi economy.

Zizek et al. (2016), in their work consisting of an analysis of 17 mem-
bers in the Organization of Islamic Cooperation for the period between 
1999 and 2011 by reliance on panel data, refer to a strong relationship 
between IF and growth. They argue that it supports population growth 
and capital stock which further contribute to growth. As growth increases, 
unemployment rate declines. In the short term, there is negative relation-
ship between government expenditure and growth. According to the find-
ings of the study, government expenditure is negatively affected, whereas 
private sector expenditures are positively influenced. Finally, Caporale and 
Helmi (2016) analyse the relationship between real credit to the private 
sector and real GDP in order to test the impact of IF institutions upon 
growth in emerging economies. The findings confirm that there is a strong 
relationship between real credit to real GDP in the long term and a weaker 
relationship between IF and emerging economies in the short term.

The common argument in the empirical works on the emerging econo-
mies suggests that there is a strong and positive relationship between IF and 
growth in the long term. This is not the case with the short term. It is also 
not possible to speak of a common argument even in the works conducted 
by use of the similar datasets for the similar periods in different countries 
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with respect to the direction of the relationship. Some studies support 
Schumpeter’s supply-leading approach, whereas some others present more 
realistic results for robinson’s demand-following approach. Others, on the 
other hand, refer to a bidirectional relationship as a third option.

finance and economic growth relation in theory

The significance of the financial markets can be better acknowledged at 
the stage of determining efficiency through endogenous growth model. 
The model can be utilized to better understand the financial develop-
ment generated by CF sector upon growth (Tsuru 2000). Pagano 
(1993) who evaluates the financial growth relations analyses the impacts 
of the financial development upon growth via this model. The model 
is based upon evaluation of the production and investment relationship 
through such variables as growth rate (g), productivity of capital (A), 
portion of savings (ϕ), saving rate (s), depreciation rate (δ).

where

g   Growth rate,
A   Productivity of capital,
φ   Portion of savings,
s   Saving rate,
δ   Depreciation rate

The model simply explains the impact on growth when part of the 
savings is directed at the investments (Tsuru 2000). According to the 
model, the financial development is affected by the change in each of the 
variables in each side of the equation. In this model, the total produc-
tion (Yt) is a linear function of the capital stock (Kt) and its equation is 
expressed as (Yt = AtKt).

The model shows that the developments in financial sector may affect 
growth in two ways. First, the banking sector in a competitive market will 
play influential role in channelling savings to investments; this will increase 
φ. As Eq. (3.1) shows, as φ increases, growth rate (g) will also increase. 
Secondly, the financial institutions move the funds to the investments 
with highest marginal efficiency of the capitals (A) and increases growth. 
Efficient source transfer increases the strength of the financial system. 
Savings can be distributed more effectively and more accurately through 

(3.1)g = Aφs− δ



3 FINANCING ECONOMIC GrOWTH IN EMErGING  ECONOMIES…  37

the financial institutions. And the increased capital efficiency positively 
affects growth. A financial system that improves via the diversity of finan-
cial means increases the saving rates and methods; this influences the social 
marginal efficiency of investments and increases the growth positively.

Financial system in Islamic countries is composed of a dual institu-
tional structure, which is where the loaning and borrowing transactions 
are performed differently. The main difference is observed in the way the 
funds collected by the financial institutions are used. CF finance can pro-
vide loans for all sectors, whereas the IF can only fund products and sec-
tors justified by borders of Islamic law. Likewise, according to the Islamic 
law, savings can only be used in transactions and activities that are con-
sidered part of commercial engagements.

economic growth and finance nexus in emerging 
economies

Financial deepening is achieved as the financial markets are able to transfer 
the saving resources to the efficient areas. Developing nations need external 
and internal financial capital to fund development and growth. It is pos-
sible to speak of an advanced and sophisticated financial sector in the devel-
oped nations; but this is not the case with most of the developing nations. 
Developing countries adopt policies supportive of financial liberalization 
that mandates restructuring in the sector to better use foreign funds. They 
often pursue competitive monetary policies because of the economic attrac-
tion of the developed countries. When these policies become unsustainable, 
a strong financial crises may break out in different parts of the world as evi-
denced in 1990s and 2000s in Mexico and Far East.

A significant portion of the works focusing on the relationship 
between developments in financial sector and growth pay attention to 
the relationship between banking system and growth. The banks provoke 
domestic savings through their policies and thus contribute to sustain-
able growth by attracting foreign funds and capital. According to the 
development economy literature, one of the most important dynamics 
of growth is capital accumulation (Beck et al. 2000). Lack of sufficient 
amount of capital to finance development particularly in the develop-
ing nations is the greatest obstacle before sustainable development and 
growth policies of the government. To overcome this problem, it is 
important to offer financial resources to the service of efficient sectors 
that support growth. When conducting the financial mediation services, 
the banks try to transfer the capital to efficient areas. The financial sector 
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deals with the problems caused by the weaknesses in the institutional 
structure in the developing countries. The sector also ensures effective 
transformation of the capital and increases the investments.

Capital accumulation is considered one of the preconditions for 
growth; the low level of efficiency in the financial system in developing 
countries is taken as one of the obstacles to the capital accumulation. 
These countries are categorized as financially repressed economies. In 
these economies, government interventions to control interest rates and 
the loan distributions lead to the shrinking of the markets and harm the 
activities of financial mediation.

McKinnon (1973) and Shaw (1973) suggest that for a balanced inter-
est rate, interventions in the markets should be removed and the loans 
should be distributed by consideration of effectiveness. According to this 
hypothesis that applied to developing nations like Turkey in the 1970s and 
1980s, financial development makes positive contribution to growth. On 
the other hand, they further argue that for the developing countries where 
financial development and deepening is achieved via financial deregula-
tion, proper models applicable to the unique conditions of those countries 
should be developed. The financial liberalization debates that intensified 
in the 1970s in the world led to the adoption of deregulation policies in a 
number of developing nations in the 1980s. The liberalization of interest 
rates, the convertibility of the domestic currency and the liberalization of 
capital movements are the most popular practices and policies.

The theoretical foundations of financial liberalization were laid down 
by McKinnon and Shaw who offered a different theory for the devel-
oping nations in the 1970s by objecting to the neoclassical/Keynesian 
approaches. The main point of reference of the theory is financial repres-
sion in the developing countries (Fry 1982). According to McKinnon 
(1973), financial sector did not adequately flourish in economies suffer-
ing from financial repression. For this reason, financial institutions in the 
economy are unable to perform the functions they are expected to play. 
As a result, the economy is badly affected by this. The real sector face 
difficulties in fulfilling the financial needs.

The most important player of the financial markets is banks. When the 
real interest rates are low in the financial markets, restrictions over the 
interest rates, as well as the chronic inflation rate, reduce the interest in 
the financial assets (McKinnon 1989). Due to financial repression, inter-
est rates are not determined by supply and demand in the market. Low 
real interest rates and lack of financial deepening make the idle means 
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including gold, currency and real estate more attractive than financial 
instruments. Due to lack of funds that can be loaned, credit rationing 
occurs (Uygur 1993). In a country suffering from this type of finan-
cial pressure, the interest rate of the monetary assets is generally nega-
tive. The unwillingness of the people to open a saving account or make 
investment in the stock exchange makes the realization of financial deep-
ening less likely. For this reason, in developing countries, the impact 
of the financial repression upon real capital accumulation is negative 
(Collier and Mayer 1989). McKinnon (1989) argues that the financial 
repression leads to the following results:

i.  Capital market does not improve and financial deepening is ensured 
via the banking sector that provides funds for short-term needs due 
to lack of liquidity and high inflation rate.

ii.  Because loaning market is not advanced, the entrepreneurs are 
unable to secure financial support.

iii.  Due to these restrictions in the loaning market, the creditors pre-
fer rationing.

iv.  Negative interest rates increase the amount of savings of the 
households and entrepreneurs, preventing the accumulation of liq-
uid assets necessary for investments.

Because there is no financial deepening in the economies suffering from 
financial pressure, the banking deposits remain crucial for savings. When 
monetary savings ensuring high level of income for the saving deposits 
become more attractive, the capital accumulation needed to fulfill invest-
ment projects including the modern technologies leads to increased and 
improved investment efficiency and productivity (Fry 1992).

In economies with a weak capital market, banking sector play a media-
tion role. Likewise, there is a relationship of complementarity between 
financial and economic capital. And this relationship makes the invest-
ments a possibility only in case of high returns. Positive real interest pre-
pares ground for economic development by ensuring the transformation 
of the monetary accumulation into capital accumulation. McKinnon 
and Shaw, drawing attention to financial liberalization, note that the 
financial pressure will hurt economic balances. For this reason, they are 
opposed to any intervention into the financial markets including reserve 
requirements that banks have to observe. The hypothesis suggests that 
the relationship between real interest rates and saving rates increases 
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the likelihood for the savings. Increase in the amount of savings further 
increases the amount of fund needed for investments and also strength-
ens the banking sector that serve as mediator in the allocation of funds 
to the firms. Financial liberalization increases the rate of saving in the 
economy and promotes investments. According to the hypothesis, the 
function of the banks can be summarized as follows:

i.  There is a positive relationship between saving and real profit rate in 
the economy.

ii.  Increased real revenue rate leads to greater amount of savings and 
combines the idle savings in the banking sector.

iii.  Assuming that the financial markets work efficiently, amount of 
funds that can be transferred to the profitable areas increases.

iv.  Increased amount of usable fund contributes to the growth by 
increasing amount of investment.

McKinnon (1989) notes that the neoclassical assumptions on mone-
tary theory in respect to the developing countries are not valid and that 
money plays a different role in the process of capital accumulation in 
these economies. In these countries, the initial phases of the capital accu-
mulation are composed of financial accumulation. Lack of a distinction 
between saving holders and the investors, lack of external sources and 
indivisibility of physical investments are some of the flaws in these coun-
tries. In economic and financial systems suffering from these problems, 
saving holders prefer monetary tools up to the point where they will be 
able to make investments upon more attractive economic tools.

In such economies where capital markets did not improve suffi-
ciently, banks become dominant players; bank deposits remain the main 
and chief financial and monetary means of saving. Financial prosperity 
is a precondition for physical investment in the developing economies. 
And the precondition to financial welfare is the removal of all official and 
non-official restrictions and implementation of all financial reforms that 
will ensure financial liberalization. Only when this is done a balanced 
interest rate reflecting the true cost of capital can be attained.

McKinnon upholds that in the financial reform process, the budget 
deficit has to be addressed before liberalization of foreign trade (Uygur 
1993). The economic structures of the developing countries are differ-
ent from the economic structures of the developed countries. Particularly 
financial markets can be extremely weak in these countries. For this 
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reason, the theoretical basis of the analyses relies on the assumption that 
the capital markets of these countries are fragmented. To increase the 
currency reserves, exports are promoted; as a result, the resources of the 
financial sector are channelled to this. The firms in other sectors have to 
receive loans on high interest rates. Lack of capital accumulation in the 
developing countries therefore leads to an unhealthy market structure 
(Clarke 1996).

Molho (1986), on the other hand, suggests that there are some dif-
ferences in terms of the relationship between monetary and capital accu-
mulation. Unlike McKinnon, Shaw argues that there is no relationship 
of complementarity between financial and physical capital. Deposits 
are the most important sources of fund for the financial intermediates. 
Increase in deposits will become an incentive for the investment because 
it will offer sources for the productive sectors. McKinnon is focused 
on the relationship between interest rates and investments financed by 
auto-financing sources, whereas Shaw attracts attention to the impor-
tance of relationship between external fiscal sources and financial deepen-
ing. Despite some differences, both views eventually complement each 
other. In the end, both scholars uphold that positive financial liberali-
zation policies should be taken into consideration for a sound growth 
in the developing countries. The hypothesis offered by McKinnon and 
Shaw on financial liberalization and growth is an important one for the 
reform policies offered for the least developed countries by the IMF and 
World Bank since the 1980s (Wijenbergen 1991). In short, McKinnon 
and Shaw offer a fairly new approach by rejecting the neoclassical and 
Keynesian approaches that have been endorsed for both developed and 
developing countries up to the 1970s (Abedifar et al. 2015).

In conclusion, financial sources and investments are crucially important 
for sustainable growth. Financial sector is positively influenced by the pro-
cess of globalization. The advances in the field of technology and infor-
mation remove the physical barriers and borders by ensuring mobility of 
financial resources. For sustainable growth, both developed and develop-
ing nations will need external financial capital. For this reason, a number 
of countries seek to implement economic policies to better use global cap-
ital. To compete with the sophisticated financial sector in the developed 
countries, the developing countries implement financial policies that offer 
profitable products and services. This sometimes causes economic crises. 
It can be argued that compared to the conventional counterparts, the IF 
offers better advantages in terms of eliminating the risk for a crisis. For this 
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reason, adoption of policies that will help the development of IF institu-
tions will contribute to growth and to the social prosperity.
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CHAPTEr 4

The Turkish Economy and Financing 
Growth by Dual Banking: Empirical 

Evidence

Ferda Yerdelen Tatoğlu, Halil Tunalı and Murat Ustaoğlu

Abstract  The progress in the industrial revolution in the fields of sci-
ence and technology led to production methods by attracting invest-
ments in the production factors. The change contributed to efficiency 
of the sectors and to the emergence of sustainable growth. Having 
resources that will finance new investments offers contribution to the 
national economy. The conventional model dominates the financial sec-
tor in most nations in the world, whereas some nations adopt the IF as 
an alternative. The presence of the two at the same time is called dual 
banking system. This study analyses the dynamics of the Turkish econ-
omy from a historical perspective, followed by an empirical evaluation of 
the impact of the CF and the IF in the growth rates with reference to 
selected real sectors.
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introduction

Brazil and Argentina were two rich countries in the world up until the 
1960s after which they became less developed nations as a result of 
a declining growth rate since 1965 (Altıok and Tuncer 2013). On the 
other hand, before the industrial revolution, the per capita income of a 
developed nation was three times greater than the income of at least one 
developed nation, whereas it is now 60 times greater. These two sim-
ple examples indicate that even a slight decline in the annual growth rate 
will lead to serious changes in the national welfare level in the long run 
(Pamuk 2015). Growth that dramatically affected the welfare level of the 
nations has become more visible since World War II. The economic poli-
cies of the Western states have become key elements in economic devel-
opment (Genç 2015).

As the Western world was going through this process of transforma-
tion, the Ottoman Empire remained a rural society. A group of intellec-
tuals attempted to devise reformist economic policies for development 
based on the neoliberal model. The outlook of the world economy 
through the initial years of the globalization process remained the same 
(Pamuk 2015). Least developed nations suffered from relatively low 
growth rates over the centuries due to inability to adapt to the trans-
formation process (Savrul et al. 2013). Developing nations, on the other 
hand, had been trying to adapt themselves to the process of technologi-
cal and economic development.

In Italy, Spain and South Korea where liberal policies have been success-
ful in the last 60 years have become developed nations, whereas economic 
development remained below expectations in countries such as Turkey, 
Malaysia, russia, Mexico and Brazil which are now still considered develop-
ing countries (Pamuk 2015). This part of the study is focused on the eco-
nomic policies that served as the foundation of development and growth 
since the late Ottoman era. The progress and evolution of the finance sec-
tor is also reviewed. Finally, the study analyses the impacts of loans offered 
by CF and IF upon the growth by reliance on empirical methods.

economic transition from ottoman era to rePublic

Turkey is a secular state founded upon the legacy of the Ottoman 
Empire which serves as a bridge between Europe and Asia. A predomi-
nantly Muslim country, Turkey has been governed by a multiparty 
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parliamentary system since the second half of the twentieth century. 
Because it was established upon the rubrics of the Ottoman Empire, 
Turkey sought to maintain growth based on modernization. This makes 
Turkey an interesting case of political and economic development. The 
economic policies implemented in the past decades, however, failed to 
meet the expectations. It is necessary to look at the economic policies 
of the Ottoman Empire in its final years for a proper understanding and 
analysis of the phases of growth and development in Turkey.

The Ottoman Empire became relatively weaker in comparison to the 
Western world in the eighteenth century in both military and economic 
terms. To address the problem, the governing leaders implemented dif-
ferent policies. The European states supported domestic industry and 
promoted exports, whereas the Ottoman Empire preserved policies 
that would lead to lack of protection for the domestic industries (Genç 
2015). Pamuk (2015) holds that the reason for this is political com-
promises to the big states of the time including Britain and France to 
reinstate the state power. But these policies fail to ensure that the gov-
ernment maintains its power. As this was happening, the state also suf-
fered from decline of tax revenues. In addition to Poland, the Ottoman 
Empire was the only government that was able to collect the least 
amount of taxes. It is inevitable for a country like this to experience 
problems in domestic and international security. As a result, the Ottoman 
Empire encountered serious security problems. To address these prob-
lems, the government recognized privileges to powerful states of the 
time. To this end, the Baltalimanı Trade Agreement adopted in 1818 can 
be seen as a turning point (Savrul et al. 2013). The agreement featured 
outward liberal economic policies despite that the state was not ready for 
competition with the industrialized European states.

The number and amount of the machinery and equipment used in 
textile has increased. On the other hand, the agricultural needs of the 
coastal residential areas have been met through imports even if the 
Ottomans were an agricultural society due to lack of transportation 
(Pamuk 2015). The Ottoman citizens started to play a less significant 
role in the economy, whereas the foreigners and aliens have become 
more significant due to privileges recognized to the European traders 
over political reasons as well as the low tariff rates (Savrul et al. 2013).

The government held that a weak state would be unable to increase its 
internal security and military power without ensuring to collect greater 
amount of taxes. To restore political and military power, the government 
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took short-term measures seeking to increase the tax revenues (Pamuk 
2015). However, the wars up to the World War I have done great dam-
age to the economy suffering from structural problems. The vast range 
of measures including confiscation of properties of the high-level officers 
and monopolization failed to change the negative course of the develop-
ments. As a result, the economy suffered from low growth rates (Kurt 
et al. 2016).

Some reformist policies have been implemented after the Tanzimat 
measures through which guarantees were introduced for the lives and 
properties of all subjects. As part of these reforms, confiscation was ruled 
out as a measure (Pamuk 2015). The government which was able to 
interfere with the economy after the war broke out started to implement 
protectionist policies focused on industrialization (Genç 2015). These 
policies that were also inherited by the republican regime features the 
following main pillars (Pamuk 2015):

i.  Suspension of capitulation rights and privileges recognized to 
the foreign traders and investors in an attempt to ensure that the 
domestic business actors will also become influential.

ii.  Ad valorem customs rates applied equally to all goods were lifted 
and replaced by changing customs rates to ensure that the econ-
omy policies will succeed.

iii.  The activities of the general debts directorate were abolished and 
the bonds held by the foreign investors were suspended.

In the 1920s, the economy started to recover through the use of the 
human and physical capital sources in the country. But despite efforts, 
the potential has not been fully used. Yet high growth rates were attained 
in some phases of this period where independent economy policies were 
pursued.

growth Policies of young rePublic:  
great dePression era

The economic ability of a country can be measured by its sustainable 
growth performance. Empirical works give insights on growth models 
and the dynamics of it; however, they are unable to explain the concept. 
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For this reason, political decisions by institutional structures should also 
be included in the growth analyses (Şiriner and Doğru 2005).

The state is the most important political and institutional structure. 
This general assumption also applies to Turkey as well. Turkey has lost 
most of its physical and human capital during the war of liberation. The 
republican government was also aware of the cost associated with the 
flawed policies in late period of the Ottoman Empire. Therefore, the 
government decided to revive a national economic model where Muslim-
Turkish economic actors were subsidized and supported. In addition, 
the government also intervened the markets in an attempt to strengthen 
the private sector (Sönmez 2004). The overall situation before the Great 
Depression can be described by this general characteristic.

The Great Depression negatively affected Turkish economy. 
Subsequent to the crisis, many countries implemented neoliberal poli-
cies. President roosevelt introduced radical changes in the US and put 
the New Deal in place to address the unemployment problem. The 
single-party government in Turkey took conservative measures against 
monetary expansion to keep the budget deficit under control. The gov-
ernment mostly implemented statist policies which also inspired some 
Arab states in the region. In 1934, the government introduced the first 
5-year development plan, devised under the influence of the Soviet expe-
rience. To attain the goals referred to in the plan, two banks, Sümerbank 
and Etibank, were established (Pamuk 2015). The plans also proclaimed 
the economic policies to be implemented that became determinative in 
the decisions of the economic actors on investment and spending (Kurt 
et al. 2016).

The government placed priority upon construction of railways and 
transportation to contribute to the economic capital stock and to build 
the infrastructure of the country. The industrial facilities constructed 
by use of state capital manufactured the goods that the private sector 
needed. The average growth rate through 1929 was maintained at 8.5 
pct. It significantly dropped to 3.5 pct in the aftermath.

The economy was further affected by World War II. The govern-
ment introduced asset tax to address the budget deficit problem. The 
non-Muslim minorities were particularly vulnerable in this period since 
they were forced to pay exorbitant amounts of state tax. However, this 
did not resolve any major economic problems. The economic prob-
lems led to sociological changes which included migration from rural to 
urban areas. Due to the decline in demand in European countries, the 
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employment in agricultural sector also dropped, leading to serious prob-
lems in the urban parts of the country. Bribery and corruption further 
worsened these problems, causing public resentment (Pamuk 2015). As 
a result, the single-party government lost the elections in the first multi-
party competition.

economic Policies imPlemented in the Process 
of membershiP in nato

Turkey developed closer ties with the US as a response to the grow-
ing threat posed by the Soviet Union which expressed ambitions over 
Turkish territories. As a part of the rapprochements, Turkey decided to 
become a member of NATO. In an attempt to show that it is eligible 
to become part of the Western world, the government introduced meas-
ures towards a multiparty regime. In 1950, the first multiparty election 
was held in Turkey where the Democratic Party came to power. The new 
government introduced radical changes to the economic policies.

The agenda of the new government was based on placement of prior-
ity upon neoliberal policies seeking to implement measures that would 
minimize the role of the state in the economy. The overall climate in 
the world permitted the government to follow this path. The US and 
Western countries have set up institutions to prevent another global cri-
sis and another world war (Pamuk 2015). The main objective of these 
institutions including the IMF and World Bank was to finance the eco-
nomic policies of the Western countries through production. Those who 
wished to use the funds offered by these institutions had to make com-
mitments. Turkey, in this respect, was advised by the World Bank that 
it should introduce liberal policies to prioritize the improvement of the 
private sector.

The Korean War, on the other hand, led to price increase in raw 
materials. A transitional welfare improvement can be observed in coun-
tries like Turkey where most of the exports were made up of agricultural 
products. Improved exports led to fast implementation of the policies 
that liberalized the import of the consumption goods. As a result, people 
in the rural areas became relatively prosper. Owing to the funds provided 
as part of the Marshall Plan enabled the imports of spare parts and other 
equipment that increased productivity in agricultural sector. The size of 
agricultural areas has increased significantly in this period (Pamuk 2015). 
Turkey maintained an average growth rate of 8.7 pct in the period 
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between 1947 and 1953. The growth trend contributed to the popular-
ity of the Democratic Party in the elections. Economic conditions started 
to change after the end of Korean War. A huge decline was observed in 
the revenues associated with the exporting raw materials.

Currency reserves for imports declined rapidly. The government pur-
chased agricultural products and, at the same time, offered credits to 
subsidize to the agricultural sector. Decreasing reserve level in the state-
owned banks led to an increased inflation rate of 15 pct. The workers 
and public servants became disgruntled due to the growing inflation 
rate. Because imports declined substantially, the domestic manufacturers 
started to produce the previously imported goods and materials. Most 
of the resources were allocated to the development of domestic industry. 
Approval by State Planning Organization (SPO) was made obligatory for 
the release of loans to the private sector. But the Justice Party altered the 
structure and composition of the SPO after the coup in a way to imple-
ment its populist policies. As a result, SPO implemented economic poli-
cies that placed emphasis upon the short term needs of the private sector 
instead of long-term policies. In some sectors, import was strictly forbid-
den to protect the domestic producers. This led to a hybrid industrial 
production model in both public and private sectors.

The world economy grew significantly in the period between 1944 
and 1970. A similar trend was also observed in Turkey in the same 
period. This had reflections in the improved per capita income level. As a 
result of this, the investments constituted 12 pct of the GDP in 1950 and 
20 pct in 1970. Most of these investments have been financed by domes-
tic savings (Pamuk 2015). The economic policies have been revised 
occasionally; but the nationalist and protectionist policies have been 
preserved up to the early 1980s when structural transformation policies 
were first implemented.

Post-keynesian era and liberalization

A short history of sustainable development reveals that the Western 
countries have been very stable, whereas Muslim countries have not. 
Turkey is the only Muslim country that has been ranked among the top 
20 economies in the world despite its unstable performance in the global 
development race. Compared to other countries in the region, Turkey 
was able to modernize its economy thanks to the economic develop-
ment plans implemented in the late Ottoman period (Şimşek 2007). The 
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structural transformation of the economy that took place in the 1980s 
contributed a great deal to this success. The short- and mid-term eco-
nomic development plans should be reviewed to better understand the 
growth performance of the economy. Even though neoliberal policies 
had been integrated with the overall economic approach of the 1980s, 
the planning never ceased (Şiriner and Doğru 2005). However, in the 
planning stage, much focus was paid to labour efficiency and manufac-
turing industry with higher added value (Altıok and Tuncer 2013).

In 1980s, the overall situation in the world started to change; under 
the leadership of ronald reagan in the US and Margaret Thatcher in 
UK, neoliberal policies replaced Keynesian policies because of the belief 
that state involvement in the economy was detrimental to economic 
performance (Pamuk 2015). The protectionist barriers were removed 
and inspections of international capital movements were made less fre-
quent (Karaçor 2006). Developing nations were also advised by the 
IMF and the World Bank to follow the same path (Şiriner and Doğru 
2005). However, they did not show a strong interest in neoliberal poli-
cies because they had not yet completed the process of development and 
structural transformation. Yet they were unable to resist IMF policies 
because they lacked sufficient domestic resources to finance investments 
(Pamuk 2015). As a result, a transformation process where neoliberal 
policies were implemented started in the developing economies.

But the neoliberal policies were suspended in Turkey in the 1990s due 
to the crises and recession associated with the political turmoil. However, 
since the 2000s, Turkey has been able to maintain a high growth rate 
allowing it to become one of the G20 nations. According to Pamuk 
(2015), the relative success should be attributed to Turkey’s decisive-
ness to follow the overall trend in the global economy. Chronologically 
speaking, the open economic model of the nineteenth century was 
replaced by a protectionist industrial model in the first half of the twen-
tieth century. In the aftermath of the 1980s, on the other hand, neo-
liberal policies focusing on free markets were implemented (Öztürk and 
Özyakışır 2005). The political instability in the 1970s and the growing 
problems made it impossible to pursue import-oriented policies. The 
24 January decisions taken by the military administration that came to 
power after a military coup in 1980 are considered a turning point in 
the history of Turkey’s economy. The decisions mainly sought to ensure 
structural transformation for further exports and a competitive economy 
(Kibritçioğlu 2001). The positive contribution of exporting based on the 
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production of goods and services is called the export-oriented growth 
hypothesis (Şimşek 2003).

Policies of liberalization for financial capital to ensure entry of for-
eign capital as well as devaluation of the local currency in an attempt to 
address budget deficits were implemented. The currency rates, under this 
scheme, were determined on a daily basis. Public incentives were lifted 
to decrease the amount of public losses. Private sector was supported 
to increase and promote exports. To this end, exporters were recog-
nized some privileges including tax reduction and currency incentives. 
In 1983, the patrons of the 24 January decisions came to power in the 
first elections after the military coup. The new administration was able to 
reduce the inflation rate from 90 to 40 pct. However, this threshold has 
not been exceeded due to significant budget deficits associated with pub-
lic expenditures (Pamuk 2015). Yet the country attracted foreign capital 
and investment because of the government’s neoliberal policies and the 
prime minister’s close ties with the IMF and the World Bank.

Some additional changes were introduced under the liberalization 
policies for a number of financial transactions that were previously per-
formed by the central bank. The priority was to integrate with the world 
economy and transform the economy into a more competitive one. It 
was not possible to attain these goals by state-owned enterprises. For this 
reason, the government further introduced policies to strengthen pri-
vate sector. However, the privatization of state-owned enterprises poses 
some problems. Due to the mistakes in this process, the public refrained 
from extending support to the measures. In the 1991 elections, the rul-
ing party lost as a result of these mistakes. The most important success 
of the 1980s was the rise in exports. Turkey has become the country 
that increased its exports the most among developing nations. The pri-
vate sector which was unable to compete with the rest of the world due 
to the government incentives did not support the neoliberal policies at 
first. This remained the case up to the 2000s. On the other hand, despite 
major problems including inflation, unemployment and income inequal-
ity, the 1980s raised hopes for welfare. But the 1990s became one of the 
most notorious phases of the republican era in economic terms (Karagöl 
2013).

A coalition government was formed after the elections in 1991, start-
ing the era of populist and unstable coalition governments (Karagöl 
2013). These coalition governments were visibly unsuccessful in their 
economic policies, leaving a legacy of major problems for the next 
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generations (Karaçor 2006). The privatization of state-owned enterprises 
stopped while state incentives for unproductive sectors were reinstated. 
The retirement age was reduced to 38, causing a danger of bankruptcy in 
the social security system. A review of the macro indicators in the 1990s 
reveals that the economy was not in good shape during this period.

Yet apart from these problems, the most important economic devel-
opment in this period was the creation of the Customs Union agree-
ment in 1996 with the European Union. Under the agreement, the 
parties sought to reduce customs gradually. The policies supporting the 
structural transformation process were revised and implemented (Togan 
2015). Additionally, Turkey committed itself to reducing the customs 
rates with the third countries to the rates applicable to the EU (Pamuk 
2015).

In the 2000s, problems emerged due to the fact that the EU moved 
from the CU to the free trade agreements in its foreign trade policies. 
Turkey, without being admitted as a full member, had to comply with the 
provisions of the FTAs that the EU concluded with a number of coun-
tries in different parts of the world. The EU signed FTAs with South 
Korea and Latin America; similar arrangements were also expected with 
respect to Japan, China, Canada and the US in the future. Currently, the 
parties are reviewing the content and provisions of the Customs Union 
agreement that have worked in disfavour of Turkey over the past decades. 
In the initial years of the CU, exports to the EU remained almost the 
same; but with the accelerated technology transfer and diversification of 
investments, the manufacturing industry has become particularly com-
petitive. The automotive and white goods industries have performed the 
most successful exports in the subsequent decades.

The 1990s are remembered as the lost years of the nation due to the 
economic failures in this period. In 2001, a huge crisis erupted, cul-
minating in an election victory of the AK Party (Acar 2013). The new 
government enjoyed a remarkable parliamentary support. Acemoğlu 
and Ucer (2002) upheld that the national economy grew rapidly in the 
period between 2002 and 2007, the most successful era of the entire 
republican era. The success of the AK Party government in the field of 
economy led to growing political support. The growing popular support 
for the AK Party government can be attributed to the successful eco-
nomic policies (Seval and Özdemir 2013). But in fact, the policies they 
were implementing were the revised versions of the neoliberal policies 
from the Özal era.



4 THE TUrKISH ECONOMY AND FINANCING GrOWTH …  57

According to Derviş (2013) Turkey performed better than many 
other countries in the world including the EU members. The GDP 
which declined to 168 billion USD in 2001 grew to 799 billion in 
2014. The amount of exports, on the other hand, increased from 2.9 
billion USD in 1980 to 31 billion in 2001 and to 157 billion in 2014. 
Pragmatist decisions were made in a number of issues on the econ-
omy. For instance, the radical decisions by Kemal Derviş, appointed as 
Minister of Economy by the coalition government after the 2001 eco-
nomic crisis, were implemented with only slight revisions. Derviş’s 
Transition to Strong Economy Programme, composed of foreign trade 
and currency policy, fiscal policy, anti-inflation policy and structural 
reform policies, was put in place (Şimşek 2007). The AK Party govern-
ment maintained stability, contributing a great deal to the economic 
indicators (Öniş 2012). Despite the global economic crisis in 2008, 
Turkey maintained 5.1 pct of annual growth rate, being ranked as the 
fastest growing economy in the world in the decade (Derviş 2013). As a 
result of stability in the economy, the inflation rate declined to one-digit 
figures. Growth, on the other hand, remained stable even though it was 
affected by some domestic and external developments.

The AK Party first took measures to rebuild confidence in markets 
(Karagöl 2013). The measures worked well, reducing the budget defi-
cits. The resulting positive mood also affected other sectors, removing 
the traces of the crisis (Derviş 2013). As the public need for borrow-
ing declined, inflation rate as well as the interest rates declined. The 
share of the interest expenditures in the budget among the total spend-
ing was 40 pct in 2004, declining to 13 pct in 2012 (Seval and Özdemir 
2013). In the initial years of its office term, the AK Party government 
made efforts towards EU membership (Öniş 2012). However, despite 
bold performance in the field of economy, the negotiations did not result 
in full membership which disappointed the public and raised skepticism 
about the sincerity of the EU. Amid negotiations, Germany and France 
expressed that they were opposed to Turkey’s membership. Despite the 
ongoing talks, no full membership of Turkey in the EU is expected in 
the near future (Yıldırım and Dura 2007).

One of the problems that negatively affect growth in the devel-
oping economies like the one in Turkey is insufficient capital accu-
mulation. This slows down the technological renewal process in 
export-intensive sectors. For this reason, export-based development 
strategy is implemented to support private sector initiatives. To ensure 
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that the manufacturing industry becomes competitive, policies for a 
greater amount of foreign capital were implemented. This measure 
worked; as a result, manufacturing industry has grown by 7 pct on aver-
age in the period between 1991 and 2007 (Altıok and Tuncer 2013).

Turkey’s growth performance was better than South America, Africa, 
Middle East and many Asian nations in the Second World War. It lagged 
behind Italy, Japan, South Korea and some southern European countries 
(Pamuk 2015). In general, the overall economic trend in the world was 
pursued. The success in development and stability in sustainable growth 
makes structural transformation necessary. So far, the economic policies 
implemented since the late Ottoman period have been reviewed to better 
analyse the growth policies. Before empirical analysis, it is useful to evalu-
ate the financial sector that provides funds for the growth.

agriculture industry

Most parts of Turkey are suitable for agricultural activities. The agricul-
tural practices and engagements constituted a major part of the economy 
in the Saljuki and Ottoman eras. Historical records indicate that 80–90 
pct of the public revenues were based on agricultural activities during 
the Ottoman era. The main agricultural activities included production 
of wheat, cotton, tobacco, fruits and vegetables (Yavuz and Çağlayan 
2005). The policies implemented in this field in the republican era have, 
however, varied. Initially, it was financially supported because the admin-
istration held that agriculture was a sector that would ensure develop-
ment. Different institutions were set up to add an institutional identity 
to the sector. These institutions were mainly charged with performing in 
favour of the agriculture actors and providing incentives. However, most 
of the public incentives were lifted after the 24 January decisions. In the 
1990s, the policies were revisited again. The significance of the sector 
became clear in the membership talks with the EU (Benek 2007). Three 
of the 35 negotiation chapters were directly (and nine indirectly) relevant 
to the agricultural sector.

It could be argued that the sector indirectly contributed to the finan-
cial sector because it was one of the reasons for the establishment of the 
largest bank in the country. In 1863, Homeland Offices were set up 
to provide loans for the farmers. But the system was shortly liquidated 
due to growing corruption, being replaced by a similar initiative. When 
similar problems erupted, Ziraat Bank, the largest in the country, was 
founded in the form of a conventional bank (Yetiz 2016). The bank is 
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currently the most important institution that provides funds for the agri-
culture sector. The bank’s mission also includes regulating the executive 
structures of the agricultural loan cooperatives. Both CF and IF systems 
offer financial products for the financial needs of the agriculture sector. 
Despite this, the share of the agriculture sector within the economy has 
declined over the time due to mistakes and unstable, populist and short-
term policies.

manufacturing industry

The history of manufacturing in Turkey can be traced back to the 
Ottoman era which experienced the repercussions of the industrial revo-
lution because it significantly lagged behind Europe in terms of industrial 
development. The total size of the industrial institutions in Turkey in the 
Ottoman era was 20 k horsepower, whereas it was 210 k in Britain. The 
figures clearly indicate that the Ottoman economy suffered extremely 
from the lack of industrialization (Akyıldız and Eroğlu 2004).

The first decade of the republican regime which allowed private 
enterprises is the initial part of the liberal era in Turkey (Doğan 2013). 
Despite that the government wanted to increase the share of the pri-
vate sector in the industry, the capital structure was not suitable for 
doing this. To provide interim goods for the private sector enterprises, 
state-owned enterprises were created in different parts of the country. 
Investments were made in a number of sectors including finance and 
sugar production. But with the eruption of World War II, conservative 
and protectionist policies were adopted, reducing the size of investments. 
Accompanied by declining demand due to stagnation in global econ-
omy, the size of the manufacturing industry shrank. A second liberaliza-
tion period started with the change of economic policies in 1950 when 
the first democratically elected government came to power. The gov-
ernment set up private industrial institutions in Istanbul, Ankara, Izmir 
and Adana. The manufacturing industry attracted investments in the 
1960s owing to the attention paid to the sector in the 5-year develop-
ment plans. However, industrialization slowed down up until the 1980s 
because of the lack of significant amounts of foreign investment.

The radical change in economic policies in the 1980s led to acceler-
ated industrialization process. The export-oriented development poli-
cies reduced the size of agricultural sector, whereas the manufacturing 
industry has become popular in this era, attracting greater amount 
of public incentives. The sector tended to rely on exports due to the 
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domestic crises in the 1990s. A radical transformation was experienced 
in the productivity of the manufacturing industry thanks to the growing 
technology transfer after the CU. The reforms introduced in the 2000s 
increased the size of foreign trade and the productivity of the manufac-
turing industry.

Considering the contribution of the sector upon growth and national 
welfare, it becomes clear that it is important to implement policies 
in support of the sector activities. For this reason, the remaining parts 
of the study are focused on the empirical analysis of the relationship 
between the financing of the real sector and the financial capital to 
ensure that the economy maintains higher growth rates.

emPirical analysis

To analyse the potential impacts of the funds provided by IF and CF 
institutions in Turkey to the sectors upon the Gross National Product 
(GDP), this study uses the seemingly unrelated regression method. After 
explaining the variables and data used in the econometric analysis, the 
study analyses the econometric method and the findings.

variables and data

The data on the variables provided below have been compiled from the 
TCMB1 and BDDK2 for the period between 2005: 1 and 2015: 3. The 
series were first seasonally adjusted and the logarithms of the series were 
also taken (Table 4.1).

Table 4.1 Variables used in the econometric analysis

Variable Meaning

lngdp GDP
lnagriculture Loans offered by CF institutions for agriculture
lnconstruction Loans offered by CF institutions for construction
lnmining Loans offered by CF institutions for mining
lnmanufacturing Loans offered by CF institutions for manufacturing
lntourism Loans offered by CF institutions for tourism
lnisagriculture Loans offered by IF institutions for agriculture
lnisconstruction Loans offered by IF institutions for construction
lnismining Loans offered by IF institutions for mining
lnismanufacturing Loans offered by IF institutions for manufacturing
lnistourism Loans offered by IF institutions for tourism
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econometric method

This study employs seemingly unrelated regression (SUr), developed by 
Zellner and Pagan (1962). The SUr models are based on the simultane-
ous analysis of the multi-equational models. Unlike simultaneous equa-
tions system, these models do not involve endogenous variable in the 
right side of the equations; all variables are included as exogenous ones. 
For two equations and two independent variables, a SUr equation can 
be denoted as follows:

The equations here are seemingly unrelated; however, the error terms of 
the equations are related. Zellner and Pagan (1962), in this case, shows 
that use of SUr which takes into account the correlation of residuals is a 
best option. The estimation of the SUr model is performed by general-
ized least squares (GLS) produce efficient estimator than the OLS.

If there is no relation between the residuals of the equations, the 
SUr analysis will have no precedence over the OLS. For this reason, 
the significance of the correlation between the residuals is reviewed and 
analysed. To analyse the correlation between the residuals, there are a 
number of tests in the literature, the most notable one being the Breusch 
and Pagan (1979) Lagrange Multiplier (LM) test. The main hypothesis 
of the test suggests that the covariance between the residuals is zero; the 
alternative hypothesis, on the other hand, stresses that at least one covar-
iance is not zero. In a system of the two equations given above, for a 
simultaneous correlation test, the H0 and H1 hypotheses can be denoted 
as follows:

σ12 is the covariance between e1 and e2, whereas T is the number of 
observations, M is the number of equations and rij is the correlation 
between the residuals of the different equations. The LM test statistic 
can be calculated as follows:

(4.1)Y2t = β12 + β22X2t + β32Z2t + e2

(4.2)Y2t = β12 + β22X2t + β32Z2t + e2

(4.3)
H0 : σ12 = 0

H1 : σ12 �= 0

(4.4)� = T

M∑

i = 1

i - 1∑

j = 1

r2ij
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LM test has χ2 distribution with the degree of freedom M(M-1)/2. If 
main hypothesis is rejected, it is assumed that there is relation between 
residuals and that the use of the SUr model is appropriate.

econometric analysis

Before econometric analysis, correlation matrixes were set up to analyse 
the correlations between loans offered by CF and IF institutions by sec-
tors and the GDP. To this end, the graphs of the variables were also eval-
uated.

A review of the correlation matrixes in Tables 4.2 and 4.3 reveal that 
the loans offered by CF and IF for the sectors have a positive, strong and 
significant relationship with the GDP. In addition, the loans for the sec-
tors had high and significant correlation among themselves.

Such high correlations between independent variables lead to a prob-
lem of multi-collinearity which represents a deviation from an important 

Table 4.2 The correlation matrix between the loans offered by CF institutions 
by sectors and the GDP

lngdp lnagricul-
ture

lnconstruction lnmining lnmanufac-
turing

lntour-
ism

lngdp 1.0000
lnagriculture 0.9837 1.0000
lnconstruction 0.9943 0.9797 1.0000
lnmining 0.9847 0.9769 0.9900 1.0000
lnmanufacturing 0.9966 0.9842 0.9975 0.9904 1.0000
lntourism 0.9926 0.9843 0.9976 0.9948 0.9962 1.0000

Table 4.3 The correlation matrix between the loans offered by IF institutions 
by sectors and the GDP

lngdp lnisagri-
culture

lniscon-
struction

lnismin-
ing

lnismanu-
facturing

lnistour-
ism

lngdp 1.0000
lnisagriculture 0.9621 1.0000
lnisconstruction 0.9466 0.9499 1.0000
lnismining 0.9094 0.9087 0.8659 1.0000
Lnismanufacturing 0.9615 0.9776 0.9894 0.8778 1.0000
lnistourism 0.9445 0.9485 0.9845 0.8851 0.9776 1.0000
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assumption of OLS, affecting the efficiency of the econometric estima-
tions. Therefore, including these independent variables into the same 
regression model will lead to biased parameter estimations; for this rea-
son, it will be more suitable to employ separate models to see the net 
impacts. In addition to the correlations referred to above, a correlation 
between the residuals of the two regressions to look for the impact of the 
loans by the CF and the IF institutions to the sectors upon the GDP is 
also expected.

The residuals out of the two models above were processed via Breusch 
and Pagan (1979) LM test to test the correlation between ût and v̂t, and 
the results were presented at the bottom of the Tables (4.4, 4.5, 4.6, 
4.7, 4.8). The results indicate that the correlations for most sectors are 
high. To ignore this correlation will lead to a biased parameters estima-
tion. For this reason, seemingly unrelated regression was employed to 
consider the correlation between the residuals.

The correlation between the residuals of the regressions maintained 
between the loans offered by CF and IF institutions to the construc-
tion sector and the GDP is 46 pct; and according to the Breusch and 
Pagan LM test, the correlation is significant, revealing that the use of the 
SUr model was appropriate. The SUr model results indicate that a 1 pct 
increase in the loans by the CF institutions for the construction sector 

lngdpt = α0 + α1lnagriculturet + ut

lngdpt = β0 + β1lnisagriculturet + vt

Table 4.4 SUr estimation for relationship between loans by CF–IF institutions 
for construction sector and GDP

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 12.5382a Constant 14.0147a

lnconstruction 0.4019a lnisconstruction 0.3276a

R2 0.9883 R2 0.8959
χ2 3591.26a χ2 359.31a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.4590 1.0000

Breusch Pagan LM test 8.810a
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increase the GDP by 0.40 pct, whereas this becomes approximately 0.33 
pct in the case of the IF institutions.

The Breusch and Pagan (1979) LM test results reveal that the cor-
relation between the residuals of the regressions between the loans by 
CF and IF institutions for the agricultural sector and the GDP is not 
significant. In this case, it will be appropriate to estimate the models 
through OLS separately. The OLS results reveal that a 1 pct increase in 
the loans by CF institutions for the agricultural sector increases the GDP 
by approximately 0.48 pct, whereas a 1 pct increase in the loans offered 
by IF institutions for the sector increase it by 0.62 pct approximately.

The Breusch and Pagan (1979) LM test results reveal that the cor-
relation between the residuals of the regressions between the loans by 
CF and IF institutions for the manufacturing industry and the GDP is 

Table 4.5 OLS estimation for relationship between loans by CF and IF institu-
tions for agriculture sector and GDP

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 10.9539a Constant 10.6272a

lnagriculture 0.4771a lnisagriculture 0.6164a

R2 0.9677 R2 0.9257
F 1197.4a F 498.18a

Correlation matrix ût v̂t

ût 1.0000
v̂t −0.1182 1.0000

Breusch Pagan LM test 0.587

Table 4.6 SUr estimation for relationship between loans by CF–IF institutions 
for manufacturing sector and GDP

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 8.3423a Constant 9.2384a

lnmanufacturing 0.5674a lnismanufacturing 0.5926a

R2 0.9930 R2 0.9244
χ2 6055.59a χ2 512.48a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.4516 1.0000

Breusch Pagan LM test 8.566a
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significant (45 pct). SUr model results reveal that a 1 pct increase in the 
loans by CF institutions for the manufacturing sector increases the GDP 
by 0.57 pct approximately, whereas a 1 pct increase in the loans offered 
by IF institutions for the sector increase it by 0.59 pct.

The correlation between the residuals of the regressions between the 
loans by CF and IF institutions for the tourism sector and the GDP is 
significant (34 pct). SUr model results reveal that a 1 pct increase in the 
loans by CF institutions for the tourism sector increases the GDP by 
0.40 pct, whereas a 1 pct increase in the loans offered by IF institutions 
for the sector increases it by 0.37 pct approximately.

Test results indicate that the correlation between the residuals of the 
regressions between the loans by CF and IF institutions for the mining 
industry and the GDP is not significant. The OLS results reveal that a 

Table 4.7 SUr estimation for relationship between loans by CF and IF institu-
tions for tourism sector and GDP

Note aand bDenote significance at the levels of 1% and 5% respectively

lngdp lngdp

Constant 12.0446a Constant 14.3083a

lntourism 0.4038a lnistourism 0.3675a

R2 0.9852 R2 0.8925
χ2 2780.93a χ2 344.04a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.3405 1.0000

Breusch Pagan LM test 4.871b

Table 4.8 OLS estimation for relationship between CF and IF loans for mining 
sector and GDP

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 12.1876a Constant 8.2016a

lnmining 0.4375a lnismining 0.7551a

R2 0.9697 R2 0.8269
F 1279.74a F 191.13a

Correlation matrix ût v̂t

ût 1.0000
v̂t −0.2017 1.0000

Breusch Pagan LM test 1.708
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1 pct increase in the loans by CF institutions for the mining sector 
increases the GDP by approximately 0.44 pct, whereas a 1 pct increase in 
the loans offered by IF institutions for the sector increase it by 0.76 pct 
approximately.

notes

1.  The Central Bank of Turkey.
2.  Turkish Banking regulation and Supervision Agency.
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CHAPTEr 5

Financing Economic Growth by Dual 
Banking in Malaysia: Empirical Evidence

Mehmet Akyol, Ferda Yerdelen Tatoğlu and Murat Ustaoğlu

Abstract  The performances of the commanding height sectors includ-
ing agriculture, manufacturing, construction, tourism and mining are 
crucially important for growth. To improve the productivity and com-
petitiveness of these sectors, it is imperative to offer financial options and 
opportunities. Despite that Malaysia gained its independence recently, 
the country experienced a fairly satisfactory level of development. The 
contribution of the financial sector greatly influenced the success of the 
policies that offered solutions to the structural problems of Malaysia’s 
economy. For this reason, the Malaysian government has taken steps 
to improve the CF and IF. The stability of both sectors enables schol-
ars to run a comparative analysis. This study seeks to provide a compara-
tive analysis of growth based on empirical measurements of the impact of 
loans offered by conventional and Islamic finance.
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introduction

Malaysia is one of the countries that developed successful solutions to 
the social and economic issues in the Muslim world. Malaysia gained its 
independence in 1948 and is a federal state composed of 13 provinces 
inclusive of nearly 18,000 islands. It is a parliamentary democracy with a 
federal constitutional monarchy and comprises three main ethnic groups: 
Malays, Chinese and Indians (Subramaniam et al. 2014). Diversity runs 
deep even among these different ethnic groups.

Traces of Malaysia’s colonial past can be observed in the economy and 
in other fields. Europeans played a huge role in the national economy 
before the independence. In the initial years, the country has remained 
an agricultural actor with low level of income. In the 1970s, the indus-
trial sector also emerged, causing the country to enjoy rapid economic 
development and growth (Yusof 2008).

According to the growth reports published in 2008, Malaysia is one of 
13 countries to secure an average growth rate of 7pct in the last 25 years. 
It can also be argued that the country was able to deal with poverty very 
successfully in that period. In 1960s, more than half of the population 
was under the poverty line, whereas this figure is currently only 1pct. 
These successes are a direct result of the long-term economic policies 
implemented by the government. Currently, the Malaysian economy is in 
good shape, with a low inflation rate and an average growth rate of 7pct.

The success of the economic policies in Malaysia’s history can be 
attributed to its performance in three stages: New Economic Policy 
(NEP) in the period between 1970 and 1990, National Development 
Policy (NDP) in the period between 1990 and 2000 and the National 
Vision Policy (NVP) in the period between 2001 and 2010. These poli-
cies played a monumental role in attaining growth and development 
goals, and also contributed to the solution of many social problems in 
the country. In this section of the study, Malaysia’s economic policies 
and the role of the different sectors in these policies will be analysed. In 
the final section, the study will empirically evaluate how conventional 
and Islamic financial systems provide financial needs for the real sector.

the economic Policies

In theory, growth is considered to be a process where a number of fac-
tors interact with each other. Even in the most basic models, a number 
of new variables are added or removed in the growth process analyses. 
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For this reason, economists who focus on developing countries agree 
that certain dynamic factors play a role in the growth and development 
processes (Kogid et al. 2010). The impact of the dynamic factors on the 
economy is observed more visibly in developing nations like Malaysia. 
In the initial years of Malaysia’s economy, agriculture was important. 
Subsequently, the economy went through a process of structural trans-
formation in the 1990s from industrialization to a knowledge economy. 
However, the decisive and successful economic policies are not limited to 
the growth and industrialization (Yusof 2008). In the process of draft-
ing these policies, social problems including ethnic discrimination, unfair 
income distribution and poverty were also taken into consideration. It 
could be argued that the general framework of the import-substitution 
industrialization policy was implemented shortly before the independ-
ence. As in other colonies, the general role attributed to Malaysia in the 
colonial era was to serve as a market for industrial products and to pro-
vide raw materials for the British industry. Local actors and capital hold-
ers handled the technical infrastructure projects, as long as these services 
were provided (Jomo 2006).

Economic policies designed with the consideration of Malaysia’s fast 
development played a huge role in the country’s success. The first step 
of this success story was a 5-year development plan implemented in 1969 
called The National Economic Policy (NEP). These policies contrib-
uted to the rapid development of the country and also addressed press-
ing social problems. The first development plan was implemented in the 
aftermath of class clashes in 1969 when socioeconomic restructuring was 
identified as a main target. In essence, the plan sought to address class 
discrimination and alleviate the impact of poverty (Leong 1992). As part 
of this plan, measures were taken to ensure that locals would get employ-
ment in the administration and real sector and enjoy socioeconomic 
rights (Tan 2014). These policies, implemented through a period of two 
decades, seem to be successful as locals were employed more frequently 
in the real and public sectors. The successful results of these policies also 
include the growing role of the manufacturing sector in the economy. 
The export-based development model contributed to a process of trans-
formation in employment. The employment rate in the manufacturing 
sector in 1957 was 5.2pct, whereas it became 20.1pct in 1991. The share 
of manufacturing in the exports rose from 27.5pct in 1971 to 36.6pct 
in 1989 (Jomo 2006). Despite this trend, however, the manufacturing 
industry did not improve sufficiently in this period. Yet, it contributed to 
social welfare in general.
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The removal of class discrimination in economic activities improved 
the income level of residence in cities, and the life standards of people in 
rural areas (Milne 1976). The share of public capital in investments that 
contribute to sectors such as the manufacturing industry in developing 
countries (like Malaysia) is very important (Jomo 2006). Following the 
initial policies, The National Development Policy (NDP) developed as an 
extension of the NEP, but with some modifications and innovations. The 
NDP mainly sought to address poverty and participation of locals in eco-
nomic activities. Additionally, it focused on the human capital to attain 
goals of fair income distribution and sustainable growth. Strategies which 
developed as part of the NDP included innovative policies of agricultural 
sector, infrastructural supports, professional activities, introduction of 
charity funds and ceiling price practices performed in line with the inter-
action of the market players for price stability (Bank 2004). The 1990s 
represented a period where the transformation from a labour-intensive 
model to a capital-intensive model was performed through technical 
change (Felker et al. 1999). Initiatives by foreign investors contributed 
to capital stock and transfer of innovative technologies, leading to radical 
change in the production methods of the manufacturing industry and to 
the success of neoliberal policies. Western capitalist development models 
inspired the development of the National Vision Policy (NVP), imple-
mented in the period of 2000–2010. However, this policy attracted criti-
cism that it was not consistent with local and cultural values. This plan 
intended to improve competitiveness in the economy, develop informa-
tion- and technology-based production systems and attain high rate sus-
tainable growth rates. Policies from this plan are still being implemented 
today.

The strategic policies as briefly outlined above played a monumental 
role in the improvement of foreign trade, industrialization, diversifica-
tion in the agricultural sector, improvement of the modern agricultural 
production methods, improvement of the investment climate and envi-
ronment, and of the productivity of human capital. The impacts of these 
strategic policies upon the development of the main sectors—including 
agriculture, industry, mining, services and construction—will now be 
analysed in separate headings.

agricultural sector

Agricultural sector plays an important role in the process of growth and 
development in developing countries like Malaysia. Despite that Malaysia 
is rapidly industrializing, agriculture is the second largest sector in the 
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country. Its contribution to employment and to the provision of food 
makes it a strategically important sector (Murad et al. 2008). Due to the 
utilization of conventional agricultural production methods up to the 
1980s, product diversity has become extremely poor and agricultural 
revenues have declined. In 1984, National Agricultural Policy (NAP) 
was implemented to contribute to the development of the sector and to 
improve the added value in its outcomes (rahman 1998). The need for 
agricultural raw material has become imminent in the same period due 
to export-oriented industrialization efforts. The growing industrial pro-
duction also made it imperative to have more agricultural outcomes. The 
plan directed the focus to agricultural production, diversification of new 
export products, and industrial production for provision of raw materi-
als to the industrial sector. As part of the plan, additional incentives 
were also introduced (Drury 1998). The size of the agricultural lands 
was increased after implementing agricultural policies. Some improve-
ment has also been observed in the production of agricultural crops for 
domestic markets. The second NAP, implemented in 1992, helped the 
transfer of government incentives to the producers in rural areas. In this 
period where new lands were offered for production of additional crops, 
research and development activities allowing use of new technologies in 
the production were also performed [139].

The Asian financial crisis in 1997 negatively affected the Malaysian 
economy; and the devaluation in the national currency after the crisis 
led to an increased cost of imported agricultural products. The grow-
ing interest in the sector made it necessary to develop agricultural poli-
cies (Selamat and Nasir 2013). After the crisis, measures were taken to 
develop agricultural policies for high productivity and sustainability. 
Attention was paid to organic agricultural production and exploring new 
export markets. As part of the national agricultural policy, some meas-
ures were also taken to reduce utilization of chemical substances in the 
agricultural production, to protect the environment, to improve the life 
standards of the producers, to reduce food import and to make positive 
contribution to the national economy (Murad et al. 2008). The use of 
some certain agricultural areas was particularly promoted, whereas lands 
with less productivity were allocated for alternative agricultural products 
(rahman 1998).

Development of new strategies has become essential in the after-
math of 2010 due to the reduction of agricultural areas, lack of labour 
and increase in production costs; as a result of this, Fourth National 
Agricultural Policy was taken into implementation. As part of this policy, 
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employment of more than 100,000 new jobs in rural areas and a produc-
tion size of 15 billion USD by 2020 are being pursued (Dardak 2015).

industrial sector

The evolution of the industrial sector in the Malaysian economy can be 
analysed in six main periods: (i) the period of 1867–1957 where British 
ruled as colony; (ii) the period of 1957–1969 from independence 
through the start of class conflicts; (iii) the period of 1970–1980 where 
export-oriented industries were promoted; (iv) the period of 1980–1986 
highlighting liberalization movements; (v) the period of 1987–1997 
when the Asian crisis broke out and (vi) the period of 1997–2005 when 
the policies to restructure were implemented in the aftermath of the cri-
sis (Kinuthia 2009).

In the colonial period, there was a lack of developed industry due 
to low-intensity industrial production. Afterwards, some mining indus-
tries made appearances in the late 1950s under the lead of Chinese and 
European investors. Demand for mine and raw materials declined sig-
nificantly in the international markets during the Great Depression of 
1929, negatively effecting production facilities and crop lands (Sukirno 
2008). The war deeply affected all developed nations of Europe, which 
featured significant demand for raw materials in the aftermath. This led 
to an increased production in mining because of the growing demand in 
industrialized economies.

The industrialization policies started to change after the declaration 
of independence. The economic policies focused on import-substituted 
industrialization strategy, protectionist practices and policies of incentive 
for foreign investment and capital. The government—aware of the need 
for infrastructure capital for industrialization—paid attention to expand-
ing the railway network and constructing new highways, ports and air-
ports. To swiftly complete all of these infrastructures, domestic and 
foreign investments were supported by policies and incentives. However, 
by the 1970s, the rural segment still preserved its weight in the economy 
despite all of these efforts towards industrialization.

Malaysia’s 5-year development plans have played an important role in 
the industrialization strategy of the country. The first plan implemented 
in the period of 1966–1970 was successful in raising the living stand-
ards of the people in rural areas and successfully dealt with ethnic con-
flicts. New investments were made in food and chemical industries in 
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1975 as part of this plan. Some progress was made in textile production 
and manufacturing of electronic devices in provinces such as Penang, 
Selangor and Malacca. This progress was in line with the incentives for 
the industrial sector through free trade areas in these provinces. Some 
arrangements were also made to provide funds for industrialization and 
infrastructure projects, and also to promote low-interest economic poli-
cies and tax exemptions (Webster 2014). The implementation of these 
policies raised the standards of the locals over time. However, despite vis-
ible progress, the political elite did not deem industrialization satisfactory 
in the 1980s.

In the period of 1985–1995, neoliberal policies increased in popular-
ity within the industrial sector. Private sector actors started to pay greater 
attention to heavy industry and natural resources. Incentives for foreign 
direct investment attracted the attention of foreign investors, which 
improved the competitiveness in the international markets through tech-
nology transfer (Chandran et al. 2009). Special attention was given to 
the free industrial zone in the process of industrialization, as there are 
currently 19 free industrial zones in the country. Foreign trade transac-
tions of the firms in these zones are exempted from customs, tariffs and 
fees. Instead, they are subjected to minimum rates. According to the leg-
islation, at least 80pct of the production in the free industrial zones have 
to be exported because their production enjoys significant incentives. 
However, the economy was negatively affected by the Asian crisis dur-
ing which the reserves of the Malaysian Central Bank (BNM) declined 
to 28 billion USD. The national currency dropped by 50pct in January 
1998. The crisis led to the dramatic decline in the foreign portfolio 
investments. It also led to the collapse of the stock exchange markets 
and deterioration in the balance of payments. In response to the crisis, 
the government took some measures that included decreasing the pub-
lic expenditures, postponing public investments, freezing new company 
partnerships, preventing inflow of short-term foreign funds and stop-
ping local firms from making investments in foreign countries (Menon 
2009). These measures yielded to positive results. By 2001, the indus-
trial sector became the most prominent sector contributing to the econ-
omy. However, global developments such as the September 11 attacks, 
wars in Iraq and Afghanistan and the SArS disease negatively affected 
the growth in the early 2000s. Therefore, the government took action to 
respond to the declining private sector investments (Yusof 2008).
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Following the political and economic developments during the Asian 
crisis, a new era began in Malaysia’s industrialization strategy. In 2005, 
the government decided to emphasize technology and innovation and 
further implement the Ninth Development Plan. The plan mainly sought 
to support mid- and small-sized enterprises in the industrial sector, 
establish links with the global economy, discover resources for industrial 
growth, generate human capital for industrial and technological develop-
ment and implement new incentives for high added-value production.

The industrialization strategies implemented over the last five dec-
ades have contributed to the development and improvement of subsec-
tors including electronics, textile, chemical products, transportation 
devices, construction, machinery, optics and processes agricultural prod-
ucts. The development plans mainly sought to improve the private sec-
tor. However, public capital was an important contributor to the high 
added-value sectors including vessel construction, telecommunications, 
steel and plantation. As a result of these policies and efforts, more than 
50pct of the global microchip production was performed in an organized 
production centre in Penang (NEAC 2010). The government has placed 
emphasis upon advanced technologies in recent years including manufac-
turing of LCD, plasma parts, petrochemicals, medicine, medical equip-
ment, industrial machinery and other relevant elements.

tourism and construction sectors

In developing countries, tourism contributes to employment and gen-
erates revenues for different chambers of the economy (Bhuiyan et al. 
2013). This sector is the second driving force for growth in a develop-
ing global competition. According to the World Tourism Organization 
data, Malaysia ranked 14th in attracting the largest number of visitors in 
the world (Habibi et al. 2009). The first effort in promoting tourism in 
the country was the creation of Cultural Department in 1953, which was 
shortly after the independence. The government further implemented 
Tourism Development Corporation in 1972 and National Tourism 
Master Plan in 1975.

In 1972, The Malaysia Airlines Company was established to attract 
more visitors. In the same year, the government further developed 
and implemented policies to offer better services for international visi-
tors, improve infrastructure services, enhance transportation oppor-
tunities, focus on the improvement of the southern and northern areas 
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of the country and link the provinces. Also, NEP was implemented to 
make the local people active in the field of tourism. As a result of this 
policy, the number of people employed in this sector increased by 30pct 
in the 1980s. The National Tourism Master Plan (NTMP), announced 
in 1975, mainly sought to increase employment and revenues in selected 
areas and improve the tourism potential of the country under the NEP 
(Marzuki 2010). In the late 1980s, the government spent greater efforts 
to ensure improvement of the tourism sector and addressed the losses in 
national economy due to the global recession. In 1987, incentives were 
introduced through the establishment of the Ministry of Culture and 
Tourism. Tax exemption schemes were introduced for investments in dif-
ferent fields and branches of tourism (Mosbah and Abd al Khuja 2014).

Although the NTMP was partially successful, it failed to address the 
disparities among the regions. For this reason, new measures were taken 
in the 1990s to promote activities such as river tourism, fly drive vaca-
tion, ecotourism, culture tourism and recreational activities. These new 
incentives attracted more than 7 million visitors to the country (Marzuki 
2010). The Malaysia Tourism Promotion Board (MTPB) was created in 
1992 to promote Malaysia and its tourism potential worldwide, which 
established 29 offices in foreign countries (Awang and Abdul Aziz 
2010). Malaysia appears to have a great tourism potential that involves 
natural attractions and wildlife. To use this potential, the government 
devised National Ecotourism Plan in 1996 under which infrastructure 
efforts were implemented throughout the country. Even though the 
Asian crisis negatively affected this sector, subsequent policies revived it. 
As part of tourism policies, the physical and cultural heritage has been 
preserved and special carnivals performed. Additionally, public awareness 
for tourism increased (Mosbah and Abd al Khuja 2014). As a result of 
these efforts, the number of tourists soared from 5.5 million in 1998 to 
27.5 million in 2015.

The tourism sector was one of the elements of The Economic 
Transformation Program (TETP) introduced in 2010. As part of this 
program, some arrangements have been made to modernize the sec-
tor and align it with the goals of 2020. Future tourism policies focus 
on duty-free shopping, global biodiversity, improvement of cruise and 
golf tourism, hosting international meetings and organizations, improv-
ing spa industry and offering greater opportunities of accommodation, 
and greater emphasis upon Kuala Lumpur and Bukit Bintang as major 
tourism destinations (Mosbah and Abd al Khuja 2014). The government 
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plans to triple currency revenues and increase the number of tourists to 
36 million by 2020. It appears that the tourism policies have been suc-
cessful in contributing to the development of this sector.

The construction sector falls behind the agricultural, industrial and 
service sectors in terms of contributing to the country’s GDP. In the 
late 1960s, the government extended support for the construction sec-
tor in line with growing industrialization. On the other hand, construc-
tion activities were also funded by private bank loans in the same period. 
The government’s contribution was mainly limited to the construction 
of low-budget projects for public servants and low-income groups. With 
the growing importance of oil and natural gas in the 1970s, the sector 
grew further through the construction of new facilities and buildings 
(Abdullah et al. 2010).

In the 1990s, larger funds were allocated for mega projects because 
of the positive contributions of the construction sector on employ-
ment, revenues and other sectors. Malaysian Construction Industry 
Development Board (MCIDB) was founded in 1994 to contribute to 
and modernize the construction sector. The mission and mandate of the 
board was to provide advising services for the sector and government 
regarding the industry. The mega projects and the policies devised under 
the coordination of the MCIDB contributed to the growth until the 
Asian economic crisis (Kamal et al. 2012). The crisis negatively affected 
the construction sector, which shrunk by 19.2pct in 1998. The general 
economic situation discouraged new investments and led to problems in 
funding infrastructure projects (Bhuiyan et al. 2013).

Due to the negative impacts of the fluctuations during the times of 
crisis, the construction sector faced serious challenges in 2000s when 
other sectors enjoyed some recovery.

In the period of 2006–2015, the Malaysian Construction Master Plan 
was devised to identify a strategic position on the sector, improve the 
knowledge and skills of the workforce, modernize the sector, implement 
new technologies and perform innovation works and policies (Kamal 
et al. 2012). This incentive helped the sector grow again. In order for 
Malaysia to attain its goal of becoming a developed country by 2020s, 
Malaysia needs to maintain an average annual growth rate of 6pct and 
perform structural transformation in the economy. Considering the posi-
tive contributions of the tourism and construction sectors to Malaysia’s 
growth, policies that will contribute to the development of both sectors 
carries great importance for the attainment of the 2020 goals.
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scoPe of the work

This study utilizes a regression model in order to identify the potential 
impact of the loans provided by CF and IF institutions in Malaysia on 
its GDP. The data on the variables applicable to Turkey (in Table 4.2) 
in the previous chapter has been compiled for Malaysia from the Bank 
Negara Malaysia and Department of Statistics Malaysia Official Portal for 
the quarters between 1997:1 and 2014:4. Seasonally adjusted logarith-
mic data have been used in this study for this purpose.

emPirical evidence

Before the econometric analysis, the graphs of the variables were ana-
lysed and the correlation matrixes were created to evaluate the correla-
tion between the loans offered by the CF and the IF institutions and the 
GDP on a sector basis.

A review of the correlation matrix in Table 5.1 reveals that there is a posi-
tive, significant and strong relation between loans offered by CF and the GDP 
for all sectors except the construction sector. The correlation between loans in 
the construction sector and the GDP is 36pct. Table 5.2, on the other hand, 
shows that there is a significant positive and moderate correlation between the 
loans offered by IF institutions and the GDP. Additionally, there is low corre-
lation (7pct) between loans by IF for construction sector and the GDP.

As Tables (5.3, 5.4, 5.5, 5.6, 5.7) show, there is high level of correla-
tion between the residuals of some sub-models and SUr models. In addi-
tion to OLS, these were utilized as an econometric estimation method.

Table 5.1 The matrix of correlation between the loans offered by CF on sector 
basis and the GDP

lngdp lnagriculture lnconstruc-
tion

lnmining lnmanufac-
turing

lntourism

lngdp 1.0000
lnagriculture 0.9422 1.0000
lnconstruc-
tion

0.3657 0.4418 1.0000

lnmining 0.7788 0.8507 0.7558 1.0000
lnmanufac-
turing

0.9060 0.9223 0.6326 0.9191 1.0000

lntourism 0.9790 0.9340 0.5184 0.8433 0.9452 1.0000

http://dx.doi.org/10.1007/978-3-319-59554-2_2


80  M. AKYOL ET AL.

Table 5.2 The matrix of correlation between the loans offered by IF institu-
tions on sector basis and the GDP

lngdp lnisagricul-
ture

lnisconstruc-
tion

lnismining lnismanu-
facturing

lnistourism

lngdp 1.0000
lnisagricul-
ture

0.6924 1.0000

lniscon-
struction

0.0706 0.6397 1.0000

lnismining 0.3231 0.7703 0.8738 1.0000
lnismanufac-
turing

0.6511 0.9807 0.6767 0.8147 1.0000

lnistourism 0.4496 0.8597 0.8909 0.8934 0.8977 1.0000

Table 5.3 Estimation of the relation between loans offered by CF and IF for 
construction sector and the GDP by reliance on SUr

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 9.8564a Constant 11.6008a

lnconstruction 0.1696 lnisconstruction 0.0200
R2 0.0410 R2 0.0037
χ2 2.01 χ2 0.56
Correlation matrix ût v̂t

ût 1.0000
v̂t 0.9436 1.0000

Breusch Pagan LM test 64.133a

Table 5.4 Estimation of the relation between loans by CF and IF institutions 
for agricultural sector and GDP through OLS

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 4.4914a Constant 9.9836a

lnagriculture 0.6951a lnisagriculture 0.2180a

R2 0.8786 R2 0.4735
F 504.84a F 57.52a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.4093 1.0000

Breusch Pagan LM test 12.063a
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Table 5.5 Estimation of the relation between loans by CF and IF institutions 
for the manufacturing industry and the GDP through SUr

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant −11.28a Constant 9.4766a

lnmanufacturing 1.8936a lnismanufacturing 0.2407a

R2 0.7885 R2 0.4162
χ2 288.56a χ2 53.89a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.7087 1.0000

Breusch Pagan LM test 36.163a

Table 5.6 Estimation of the relation between the loans by CF and IF institu-
tions for tourism sector and the GDP through SUr

Note aand bDenote significance at the levels of 1% and 5% respectively

lngdp lngdp

Constant 1.0362a Constant 9.7518a

lntourism 0.9101a lnistourism 0.2180a

R2 0.9558 R2 0.2021
χ2 1603.70a χ2 20.00a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.2989 1.0000

Breusch Pagan LM test 6.434b

Table 5.7 Estimation of the relation between CF and IF loans for mining sec-
tor and the GDP through OLS

Note aand bDenote significance at the levels of 1% and 5% respectively

lngdp lngdp

Constant 9.5181a Constant 11.1599a

lnmining 0.2673a lnismining 0.0972a

R2 0.5366 R2 0.1010
F 87.65a F 21.19a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.7935 1.0000

Breusch Pagan LM test 45.333b
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It appears that the correlation between the residuals of the regressions 
estimated between the loans offered by CF and IF institutions for con-
struction sector and the GDP is 94pct. This indicates that the correla-
tion, performed in reference to the Breusch Pagan LM test, is significant 
and the use of SUr model was appropriate. Because the elasticity coef-
ficients were statistically insignificant based on the SUr model results, it 
could be argued that there is no impact on the GDP by the loans the CF 
and the IF institutions offer the construction sector.

It appears that the correlation between the residuals of the regressions 
estimated between the loans by CF and IF institutions for agricultural sec-
tor and the GDP is statistically significant (41pct). Every 1pct of increase 
in the loans offered by CF institutions for agricultural sector increases the 
GDP by 0.70pct, whereas the 1pct of the increase in the loans by IF insti-
tutions for agriculture sector increases the GDP by 0.22pct.

It appears that the correlation between the residuals of the regressions 
estimated between loans by CF and IF institutions for the agriculture 
sector and the GDP is statistically significant (71pct). According to the 
SUr models, every 1pct of increase in the loans by CF institutions for 
manufacturing industries increases the GDP by 1.89pct. Meanwhile, the 
1pct of increase in the loans by IF institutions for manufacturing indus-
tries increases the GDP by 0.24pct.

It appears that the correlation between the residuals of regressions 
estimated between the CF and the IF loans for tourism sector and the 
GDP is statistically significant (30pct). According to the SUr results, the 
1pct of increase in the loans by CF institutions for the tourism sector 
increases the GDP by 0.91pct. This becomes 0.22 for IF loans.

It appears that the correlation between the residuals of the regressions 
estimated between the CF and the IF loans for mining and the GDP 
is statistically significant (79pct). According to Breusch Pagan LM test 
result, the correlation is also significant, indicating that the utilization of 
the SUr model was appropriate. According to the SUr model results, 
1pct of increase in the loans by CF institutions for the mining sector 
increases the GDP by 0.27pct, whereas this remains 0.10pct for IF loans.
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Comparative Analysis
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Abstract  Economists who considered the growth performance in the 
past estimated that Indonesia would preserve its high growth rate per-
formance in the long term. However, the national economy can be cur-
rently considered as a developing nation. In addition to public sources, 
domestic and foreign resources are also needed in the financing of high 
growth rate. Dual banking offers alternative financial capital opportu-
nities for the developing Islamic countries. It could be argued that the 
IF serves as an alternative in Indonesia to finance investments. To bet-
ter measure the probable impacts of the loans they offer upon the GDP, 
seemingly unrelated regression model has been utilized. A review of the 
both correlation matrix reveals that there is a strong positive relationship 
between the loans offered for the sectors and the GDP.
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introduction

The growth theory argues that a less developed economy will catch 
up with advanced economies in the world due to advantages including 
cheap labour, cheap raw material and productivity as long as the insti-
tutional structures and geographical barriers do not stop them (van 
Zanden and Marks 2012). On the other hand, a review of the history 
of economics reveals that the share of the less developed nations in the 
world economy is shrinking. Only a few exceptions in Southern Europe 
and the Far East can be cited. In other words, unlike theoretical assump-
tions, it is not always easy to break the chains of being a less developed 
economy. Developing countries have to consider domestic and global 
developments and implement economic policies decisively. Economic 
development is a process that requires decisiveness and discipline.

Some common problems have been observed in most Asian coun-
tries in the aftermath of the colonial era. Although economic policies 
were devised to be in line with the realities of the modern world, the 
traditional balance of power and cultural structures of the countries in 
the region were major obstacles to the proper implementation of these 
policies. The greatest obstacle for the governments was the difficulty to 
discipline the societies (Myrdal 2008). This requires a radical structural 
transformation in a wide range of issues, from education to health. A 
review of the brief history of Indonesia reveals that this can be a con-
firmed argument.

Indonesia has always been a popular destination for the Westerners. 
The Portuguese were the first to arrive in the Indonesian islands for 
trade purposes, followed by the Spaniards, British and the Dutch. 
Starting from the eighteenth century, the Dutch dominated the country 
and preserved their rule until the Japanese occupation during the Second 
World War. In 1945, independence was declared. However, official inde-
pendence was gained in 1949, after four years of negotiations with the 
Netherlands.

After independence, economic policies seeking high growth rate were 
implemented. But transitioning from a less developed nation to devel-
oping nation requires time and patience. Considering scholars estimate 
that Indonesia will be one of the leading economies in its region, a rela-
tive success of these policies should be acknowledged. Economic poli-
cies, implemented by economists who received training and education in 
Western universities, have been aligned with the realities of the world for 
a successful structural transformation.
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This study will briefly review the Indonesian economy and analyse the 
policies implemented to attain high growth rate. Subsequently, the sup-
port provided by CF and IF in different sectors including agriculture, 
mining, manufacturing, industry and tourism will be empirically analysed 
for a better understanding of the national dynamics for high growth rate.

brief history of indonesian economy

Indonesia, the largest country in the Southeast Asia, is rich in natural 
resources and reserves, and thus has immense economic potential (Ismail 
and Masih 2015). However, a brief review of the economic history of 
the country reveals that this potential has not been used adequately. The 
practices and the policies implemented by the Dutch during the colonial 
era were cited as successful initiatives of colonialism. In the nineteenth 
century, the colonial government established a Culture System (CS) that 
lasted for four decades, allowing the exports of local products cropped 
by the domestic farmers in Java (Booth 1998). The Agrarian and Sugar 
Laws abolished the land tax levied by the colonial government for the 
exported goods in 1870. The CS system, which survived in the form of 
plantations, was successfully implemented until the 1860s. This system 
was replaced by the Dutch private initiatives after the growing influence 
of the free market system.

In the nineteenth century, the colonial policies raised controversies in 
the Netherlands. Liberal economists in Holland started to criticize the 
colonial system, arguing that the system failed to raise the standards of 
the local people. In 1901, new policies were devised to raise the living 
standards of the local people in the fields of health, education, public 
affairs and agriculture. This process, known as the reconstruction of the 
colonial system, is also called an ethnic policy. However, these changes 
did not lead to visible changes in the economy. Poverty and unfair 
income distribution remained a problem (De Silva and Sumarto 2014). 
The European and Dutch capital holders continued to remain influential 
in the economy. The most important domestic economic development 
in the early twentieth century was the transfer of Java to Sumatra. The 
Great Depression in 1929 was considered a major setback in the national 
economy as it seriously affected the domestic economy. After the cri-
sis, Indonesia had to rely on its domestic market because its exports to 
European countries dropped significantly. This domestic market-oriented 
approach increased industrialization and agricultural production in Java 
area. The economy was placed under tight control after the Japanese 
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invasion during the Second World War, which decreased growth and 
negatively affected trade. The declaration of independence became the 
first step towards improving the economic situation (Glassburner 2007; 
Dick 2002).

The national economy can be divided into three parts. The first is the 
parliamentary democracy period where political stability has not been 
attained due to coalition governments (1950–1957). This period can be 
characterized by economic instability where the Chinese entrepreneurs 
and other foreign actors mainly controlled the economy.

The second part is under Sukarno’s leadership, known as guided 
economy or guided democracy between 1958 and 1965. According to 
Sukarno, Indonesian democracy should be original and unique and not 
be imported. This approach is called guided democracy (Kroef 1957). 
The government was involved in economic processes, whereas the pri-
vate sector was not allowed to take bold actions. Additionally, central 
planning was implemented for economic development. redfern (2010) 
also calls this policy-guided democracy because the Dutch firms were 
nationalized and a strong bans were introduced in this period. Even 
though production was weak, 70 pct of the national revenues were allo-
cated to military expenditures. However, the social situation got worse. 
As a result of this, no effective development policy was implemented. 
The goal was to serve the leader of third world countries but Sukarno, 
who assumed crucial roles in the Non-Aligned Movement, failed (Yazid 
2014; rakove 2015). This guided democracy era ended in 1965 due to 
the limited flow of foreign capitals, high inflation rate and balance of 
payments deficits.

The third era started in 1966 and ended in 1997. In this period, 
Suharto implemented New Economic Policy (also known as New 
Order) where a number of economic and social reforms were imple-
mented. The elitist administration under Suharto’s leadership was 
called Weberian Patrimonialism, where a small group of elites held the 
power and the masses were sidelined (Crouch 1979). Additionally, some 
aspects of the market economy were also observed (resosudarmo and 
Kuncoro 2006). The economic policies of the government were con-
ducted by a small minority of economists and technicians known as 
Berkeley Mafia (Habir 1993). Some economic progress has been made 
in this period thanks to the increased foreign aid and private invest-
ments. As a result, Indonesia experienced an Asian Miracle (Yazid 2014; 
Balassa 1988). Symbolic appointments, contemporary justification and 
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the careful exercise of power governed the economic policies under 
Suharto administration. The structure of the formal government institu-
tions featured a hierarchical order including civilian bureaucracy, mili-
tary forces and presidency.

In the New Order where the state played a huge role, the main char-
acteristics of the economic policies included state-ownership and regu-
lation, dependency upon foreign investments, and private economic 
initiatives by capital holders who had close relations with government 
circles (Liddle 1983). The flow of foreign capital generated out of the 
cooperation with the United States should also be underlined in the suc-
cess of developmental policies. Unlike the Sukarno era, defense expen-
ditures were reduced in this era and emphasis was placed upon some 
strategic sectors including agriculture, industry, mining, energy, commu-
nication and trade. This era represented the importance of cooperation 
with a superpower in regional development (Yazid 2014).

Most economic problems have been solved through rapid growth. 
Likewise, new policies also contributed to the solution of some social 
problems including unemployment, poverty and unfair income dis-
tribution (Suryadarma et al. 2013). One of the main features of New 
Order is the 5-year development plan devised for the national econ-
omy. Westerners contributed extensively to the first 5-year development 
plan of 1969–1974. More than half of the 3.5 billion USD was used to 
finance development expenditures. In the second 5-year plan, 35 pct of 
the 22 billion USD was used to finance development expenditures and 
foreign capital. Therefore, Westerners should be given credit in the suc-
cess of the New Order that relied on foreign investment for development 
(Lipsky and Pura 1978).

Indonesia remained stable in economic terms in the period between 
1965 and the Asian crisis under the Suharto administration. Despite lack 
of mature democratic culture and violations of human rights as well as 
widespread practices of nepotism, significant progress was made in indus-
trialization. The government spent efforts to improve iron-steel, petro-
chemical and plastic industries under the Investment Policy List program 
in the early 1970s. State-owned enterprises (SOE) were also created to 
better use the oil revenues in industrial development. Capital flow in sec-
tors where SOEs were influential was restricted (Sönmez 2001). The 
Asian crisis ended the Suharto era. Since the political administration also 
stepped down, this is called a double crisis (Booth 1998; Glassburner 
2007; Dick 2002; Hill 2007).
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natural resources

In terms of both geography and population, Indonesia is one of the larg-
est countries in Southeast Asia. But Java and Sumatra islands are the 
main centres of economic activities. The climate is extremely rainy, being 
affected by Monsoon pattern. A part of the country consists of thick for-
ests, whereas other parts are arid lands. Therefore, the territory is not 
suitable for agricultural activities. The land is cultivated in Sumatra and 
Borneo, but most agricultural activities are carried out in Java, as it is 
known for its huge population and productive lands (Booth 1998).

The development of industry in the country, which has rich sources of 
valuable mines and minerals, also depends on the trade of these sources. 
Oil export is the main activity in dealing with the balance of payments 
deficits. There is also production and extraction of some mines in small 
scales. Indonesia also has natural and manmade ports. Compared to 
Japan and India, it can be argued that Indonesia is richer in terms of 
natural resources (Glassburner 2007).

human resources

The long colonial past negatively affected the human capital of the coun-
try, which suffered from poverty and unfair income distribution in this 
era. Growth alleviated poverty, but a large number of people still lived 
under the poverty line. Poverty has been reduced by 34 pct  in the period 
of 2002–2012, whereas the Gini coefficient has increased by 30 pct in 
the same period (De Silva and Sumarto 2014). The contribution of 
growth in addressing social and economic problems such as poverty and 
unfair income distribution is controversial.

Domestic migration and demographic imbalance were major prob-
lems in the country where two-thirds of the population reside in the Java 
Island (Glassburner 2007). The population growth caused enormous 
problems during the Suharto administration. Production level signifi-
cantly dropped in traditional crops, leading to food scarcity. As a result 
of this problem, unemployment rate has also increased (Lipsky and Pura 
1978). The ethnic structure of the population is an important factor 
in the management of human resources. There are mainly four differ-
ent population types in the country: the Chinese minority, Hindus who 
live in the inlands, the Islamic community and tribal groups in the inner 
parts. Although the Chinese community became a strong actor after 
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the Dutch companies, the community left in 1957 and lost their power 
under the Sukarno administration (Glassburner 2007).

reforms Programmes

The data on growth indicates that the growth is stable but poverty and 
unfair income distribution remain major problems. A number of govern-
ments so far have focused on such problems as education, labour mobil-
ity, leading and lagging regions in their development programmes (De 
Silva and Sumarto 2014).

When Suharto came to power in 1966, a new programme was drafted 
to lay down the foundations of economic reforms. The economic poli-
cies devised by the technocrats who received training in the West were 
implemented for economic stability. The first measure economists took 
was to ensure flow of foreign capital and liberalize foreign trade. This 
measure worked well, reducing the inflation rate to a manageable level 
and improving the economic indicators. Given the success of these poli-
cies, it can be argued that Suharto era performed well in the economy 
(resosudarmo and Kuncoro 2006).

The devaluation in November 1978 was the greatest economic chal-
lenge that the administration faced. In the aftermath of the devaluation, 
Bank Indonesia and the Ministry of Finance and Planning Commission 
took bold measures towards structural reforms and deregulation to 
address the balance of payment deficits (Booth 1998). The Suharto era 
economic reforms can be divided into two parts: reforms in the period 
of 1983–1991 and reforms in the period of 1994–1997. The goal of the 
two reform periods was to ensure that the economy no longer remains 
dependent upon the oil sector and the manufacturing and agriculture 
sectors become more effective. The reform policies worked out well. The 
reform package mainly included the following:

i.  Increased financial liberalization to facilitate private investment and 
increased volume and size of banking activities.

ii.  Growing investment and liberalization to have better economic 
productivity and to attract greater amount of foreign investment.

iii.  Two devaluations in the 1980s to make the goods more competi-
tive, except oil products.

iv.  Tight monetary policies to preserve local currency inside the coun-
try.
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v.  New taxation regulations to increase public revenues which then 
increased the amount of public investments in education and 
health.

The goal of the 1994–1997 programme is different from that of the 
previous one. The government took bold decisions and implemented 
deregulation policies to increase the amount of foreign investments. 
Additionally, tariff changes were introduced in foreign trade. Nine stra-
tegic sectors were opened for foreign investments as part of this pro-
gramme (resosudarmo and Kuncoro 2006).

The economic policies implemented in the 1990s successfully bal-
anced budget, liberalized currency regime, stabilized foreign capital 
movement and lowered inflation rate. Through a balanced budgetary 
policy, large investments were made. The government further imple-
mented a number of reform packages. In June 1983, a deregulation pro-
gramme involving new regulations in banking sector was implemented. 
Under the package, the heads of state were allowed to determine the 
interest rates proposed by Central Bank. The loan ceilings were made 
flexible for state banks.

A new tax law was introduced as part of the package implemented in 
the budgetary year of 1984–1985. This new law introduced three lev-
els of tax rates and simplified the taxation system. Additional reforms 
were also introduced in the coming years in different sectors. A presi-
dential directive reduced the powers of the regulative departments in 
1985, which also transferred the powers of customs and taxation general 
directorate to a private Swiss company. The reform package of May 1986 
involved foreign trade policies. This reform package also introduced the 
right to using imported raw materials for domestic firms. In September 
1987, the non-tariff barriers were removed and the quotas and cus-
toms barriers were simplified. In October 1988, the financial deregula-
tion policies were put under spotlight. New banks were allowed to be 
active in different fields (Medyawati et al. 2011). The November 1988 
package focusing on trade, maritime, industry and agriculture sectors 
reduced non-tariff barriers. The maritime regulations were abolished. 
The December 1988 package opened the doors for foreign investors, 
whereas the July 1989 package included measures for greater involve-
ment of SOEs in the economy (Sjahrir 1990; Booth 1986).

The Asian crisis that broke out in Thailand had a negative impact on 
the economic stability in Indonesia, thus, new economic reform packages 
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were implemented under the IMF auspices in the period of 1998–2000. 
The crisis was felt deeply in 1998. The government had to apply to the 
IMF for financial supervision, pledging to follow a tight reform pro-
gramme in return for an IMF loan of 12.3 billion USD within a period 
of 3 years. The first stage of the package was focused on the restructur-
ing of the financial system. The banking system was redesigned, causing 
16 banks to shut down because of their poor performance. The second 
stage sought to liberalize trade and foreign investments. Some restric-
tions were introduced to domestic trade. Despite all efforts, the IMF 
reform packages failed, as they were not sufficient to ensure improve-
ment in economic performance. The government elected in the 1998 
elections did not include technocrats. Due to the failure of these poli-
cies and student movements, the Suharto administration stepped down, 
being replaced by Habibie era (resosudarmo and Kuncoro 2006). 
Growth after 1960 relied upon three main factors:

i.  the economic recovery period that was successful through reforms 
as outlined above,

ii.  the impact of utilizing high technology upon productivity based on 
structural transformation in the agricultural sector and

iii.  the rapid growth of the manufacturing sector.

There is a bidirectional linkage between the second and third factors 
(Sjahrir et al. 1990). The growth that reduced poverty in the period 
of 1960–1990 was achieved thanks to contributions by agriculture and 
manufacturing industries. After Widodo was elected president in 2014, 
the economic policies entered a new phase. The government reduced the 
subsidies from 19.8 to 4 pct in the 2015 budget. The savings from this 
were channelled towards high-multiplier investments in infrastructure 
and it is expected that infrastructure improvement programme would 
drive GDP growth in the near-to-medium term (De Silva and Sumarto 
2014).

growth dynamics

Thanks to the economic policies implemented decisively in the period 
of 1968–1981, the economy grew remarkably. However, the economy 
shrank by 4.5 pct after the global crisis. The Indonesian growth pro-
cess is similar to those of many developed nations. Despite that it gives 
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the impression of an industrialized country, Indonesia can be regarded 
as an agricultural nation because the share of the agricultural sector still 
remains larger (Booth 1986). After structural transformation, the share 
of agriculture started to decline; the share of the mining, manufacturing 
industry, public services and banking increased. According to the empiri-
cal findings by Medyawati et al. (2011), financial support by the finance 
sector makes significant contributions to growth and to the development 
of agriculture and manufacturing industry.

State is one of the important actors of sustainable development. 
Suharto’s administration attempts to place emphasis upon growth and 
public institutions in economic development. This is viewed as the inter-
nal dynamic of the development. Suharto relied on the American sup-
port to resolve the economic issues and used the technocrats and experts 
who received education in the US. Therefore, it could be argued that 
the US has been the external dynamic of the development process. The 
success of the development and welfare policies, as well as improvement 
of the living standards was referred as the political goals of the govern-
ment (Yazid 2014). It could be said that some progress has been made 
towards this end based on the estimates focusing on the growth potential 
of the country in the future. The Asian crisis affected the country, open-
ing up a new era for the economy. The recovery process after the crisis 
can be divided into four stages:

i.  maintenance of macroeconomic stability by reducing the public 
debts,

ii.  adopting policies of liberalization in the economy,
iii.  establishing political stability that was crucial to the implementa-

tion of the economic policies and
iv.  attaining high growth rates through regional economic reforms.

Despite progress achieved in growth and welfare level, no plausible solu-
tion was offered for bribery and corruption (resosudarmo and Kuncoro 
2006). After the crisis, the new democratic regime made choices that 
weakened the central authority in the administration of the economy. 
The administration started to use new tools of economic policy through 
different institutions. Progress was achieved in growth and stability on a 
micro level and the environment of investment became more attractive 
(Hill 2007).
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During the Asian crisis, it can be argued that the national economy 
was based on an outward model. Despite the crisis, the government did 
not abandon its liberalization policies. Protectionist policies were eased 
and made flexible. Despite domestic lobbying activities, the administra-
tion adhered to the policies of liberalization. These policies were mainly 
implemented to give the IMF a greater role in Indonesia’s economy. 
These economic policies intended to reduce protectionism, establish 
the Ministry of Finance as the centre to solve crisis, and ensure the suc-
cess of regional trade agreements and of the liberalization policies in 
the 1980s (Hill 2007). The government was able to deal with the 2008 
global financial crisis thanks to the lessons learned from the Asian crisis. 
The economic policies devised by the administration are viewed as the 
main factor for this success. The financial sector, reregulated via different 
measures, was more resistant compared to the 1997 crisis. Additionally, 
the continued growth of China was a chance in the crisis because China 
was the largest market for the Indonesian goods and services (Hill 2007; 
Basri and Hill 2011; Basri and Sjamsu 2010).

According to the literature, there are numerous works focusing on the 
short- and long-term relationship between financial development and 
growth. Schumpeter (1911), McKinnon (1973) and Shaw (1973) focus 
on the direction of the relationship and lay down the theoretical founda-
tions of the impact. In recent years, the number of empirical studies has 
increased. Calderon and Liu (2003), in their work involving 109 coun-
tries for the period of 1960–1994, conclude that financial development 
leads to growth. The Granger causality test shows that financial devel-
opment effects growth, and growth effects financial development. They 
conclude that financial deepening contributes to growth mostly in devel-
oped nations and in long sampling intervals. Thus, financial development 
has huge impact on growth. The course of growth in Indonesian econ-
omy complies with this theory. Financial development and growth affect 
each other in a bidirectional fashion.

There are also works supporting causalities between growth and the 
development of financial markets. Arguably, there could be a bidirec-
tional causality between financial markets and economic development. 
It is also possible to talk about a linear relationship between the evolu-
tion of financial markets and the loan rates for Indonesia (raz 2013). In 
their study, Ismail and Masih (2015) empirically analysed the relationship 
between financial development and growth in Indonesia for the period 
of 1980–2013 by reliance on Autoregressive Distributed Lag (ArDL) 
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model. They concluded that in the short and long run, financial devel-
opment variables affect growth. For this reason, the policy makers who 
want to promote growth should design long-term policies.

On the other hand, despite theoretical conclusions on the causality 
between financial development and growth, findings in empirical works 
focusing on the period between 1997 and 2007 suggest that there is no 
strong causality (Majid 2007). Unlike other developing nations, when 
the financial sector became increasingly influential the main factors of 
growth were macroeconomic stability, international trade, efficiency of 
legal systems, religious diversities and progress in the field of economy.

scoPe of the work

This study relies on a seemingly unrelated regression model to inves-
tigate the impact of the loans offered by CF and IF institutions in 
Indonesia for the sectors upon the GDP. The data on the variables 
used for Indonesia was compiled from the Bank Indonesia and 
Statistics Indonesia database for the periods between 1997:1 and 
2014:4.

econometric analysis

Before econometric analysis, the graphics of the variables have been ana-
lysed. Correlation matrixes have been formed separately for the correla-
tion between the loans offered by the CF, IF and the GDP (Table 6.1).

A review of both correlation matrixes reveals that there is a strong 
relation between the loans and the GDP. In addition, the loans offered 
for the sectors are also correlation among themselves (Table 6.2).

Table 6.1 Correlation matrix between the loans offered by CF institutions and 
the GDP

lngdp lnagriculture lnconstruction lnmining lnmanufacturing lntourism

lngdp 1.0000
lnagriculture 0.9794 1.0000

lnconstruction 0.9925 0.9912 1.0000
lnmining 0.9720 0.9692 0.9620 1.0000
lnmanufacturing 0.9426 0.9864 0.9826 0.9295 1.0000
lntourism 0.9773 0.9983 0.9924 0.9681 0.9873 1.0000
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In addition, SUr has been used as a method of econometric estima-
tion because of the strong correlations between the residuals of the sub-
models, as seen in Tables 6.3, 6.4, 6.5, 6.6 and 6.7.

It appears that the correlation between the loans offered by CF and IF 
institutions for the construction sector and the GDP are 81 pct. According 
to the Breusch Pagan LM test, the correlation is significant; indicating 
that utilization of SUr model was appropriate. A 1 pct of increase in the 
CF loans, as SUr model results suggest, increases the GDP by 0.74 pct, 
whereas a 1 pct of increase in the IF loans increases the GDP by 0.59 pct.

It appears that the correlation between the residuals of the regression 
between CF and IF loans in agriculture and the GDP is 77 pct, which 
is statistically significant. The SUr model results suggest that a 1 pct of 

Table 6.3 Estimation of the relation between loans offered by CF and IF for 
construction sector and GDP via SUr

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 5.1060a Constant 8.5737a

lnconstruction 0.7428a lnisconstruction 0.5919a

R2 0.9435 R2 0.9598
χ2 625.22a χ2 904.00a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.8096 1.0000

Breusch Pagan LM test 24.906a

Table 6.4 Estimation of the relation between the CF and the IF loans in agri-
culture and GDP via OLS

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 5.9188a Constant 9.8606a

lnagriculture 0.6607a lnisagriculture 0.5055a

R2 0.9574 R2 0.9211
F 857.70a F 435.70a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.7679 1.0000

Breusch Pagan LM test 22.408a
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Table 6.5 Estimation of the relation between CF and IF loans for manufactur-
ing industry and GDP via SUr

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 4.2590a Constant 10.8059a

lnmanufacturing 0.7220a lnismanufacturing 0.3758a

R2 0.8774 R2 0.8375
χ2 269.27a χ2 188.67a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.8631 1.0000

Breusch Pagan LM test 28.310a

Table 6.6 Estimation of the relation between CF and IF loans for tourism sec-
tor and the GDP via SUr

Note aDenote significance at the levels of 1%

lngdp lngdp

Constant 4.5021a Constant 9.1852a

lntourism 0.7012a lnistourism 0.4998a

R2 0.9537 R2 0.9304
χ2 773.98a χ2 497.25a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.7102 1.0000

Breusch Pagan LM test 19.168a

Table 6.7 Estimation of the relation between CF and IF loans for mining sec-
tor and the GDP via OLS

Note aand bDenote significance at the levels of 1% and 5% respectively

lngdp lngdp

Constant 8.8520a Constant 10.4285a

lnmining 0.4490a lnismining 0.4557a

R2 0.9848 R2 0.8531
F 2676.33a F 239.78a

Correlation matrix ût v̂t

ût 1.0000
v̂t −0.3687 1.0000

Breusch Pagan LM test 5.165b
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increase in CF loans increases the GDP by 0.66 pct, whereas this is 0.50 
pct for the IF loans.

It appears that the correlation between the residuals of the regressions 
between CF and IF loans for manufacturing industry and the GDP is  
86 pct, which is statistically significant. According to the SUr model results, 
1 pct of increase in the CF loans increases the GDP by 0.72 pct, whereas  
1 pct of increase in IF loans increases GDP by 0.37 pct in the sector.

It appears that the correlation between the residuals of the regres-
sions between CF and IF loans for tourism sector and the GDP is 71 pct, 
which is statistically significant. According to the SUr model results, 1 
pct of increase in the CF loans for tourism increases the GDP by 0.70 pct, 
whereas 1 pct of increase in the loans by IF increases GDP by 0.50 pct.

It appears that the correlation between the residuals of the regressions 
between CF and IF loans and the GDP is 37 pct in the negative direc-
tion. This indicates that this correlation based on Breusch Pagan LM test 
is appropriate for the utilization of SUr model. According to the SUr 
model results, 1 pct of increase in the CF loans increases the GDP by 
0.45 pct, whereas 1 pct of increase in the IF loans increases the GDP by 
0.45 pct in the construction sector.
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CHAPTEr 7

Economic Development and Financing 
Growth in a Hydrocarbon Economy: 

 Qatar
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Abstract  The appearance of the cities in the Gulf has been for a while 
marked by luxury cars, glorious shopping malls and magnificent build-
ings. However, these cities are no longer as vibrant as they used to be 
because of the sharp decline in the prices of the hydrocarbon products. 
The slowdown in growth has led to some structural issues in the Gulf 
nations. The governments in these countries have for the first time intro-
duced the idea of taxes. The administrators, now aware of the structural 
problems, made efforts to ensure that the economy would not depend 
on hydrocarbon products alone. This part of the study is focused on the 
impact of financial sector loans in Qatar upon growth rate.
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introduction

Despite the fact that it is a small power, Qatar is able to use its soft 
power wisely and effectively as evidenced by its growing influence in 
regional affairs and integration with the world (Karabulut 2016). One 
of a few countries that enjoys a foreign trade surplus in the world, Qatar 
is a small monarchy of tribes with a population size of 2.2 million in the 
east of the Arabian Peninsula (State 2014). Despite the fact that Arabic is 
the official language, English is also widely spoken. Before the economic 
dynamics and policies, it is useful to briefly evaluate the type of govern-
ment in this country.

Because the change of government is not done via elections, Qatar has 
experienced cases of power struggles, mostly coup attempts. The current 
head of state came to power as a result of a bloodless coup plot in 1995 
against his father. The head of state assumes the titles of defense minister 
and commander in chief as well. Other official titles are also decided by 
the emir. The new constitution that entered into force in 2005 indicates 
that parts of the powers are delegated to the Advisory Council (Majlis al 
Shura). Two-thirds of the council is elected by the people, whereas the 
remaining members are appointed by the emir. But participation in the 
election generally remains low. The people appear to be indifferent to 
politics and political struggles (Erdem 2009).

Qatar does not impose sales tax, corporate tax and personal income 
tax because its export revenues are sufficient to cover the public spend-
ing. Such tax exemptions make investment attractive; as a result, it is 
able to attract huge amount of investments that contribute to economic 
development. However, hydrocarbon industry remains the key to the 
national economy. The rich sources have been wisely used by the admin-
istration. The revenues out of the marketing of these products have been 
used for the development projects. Owing to these projects, Qatar has 
become one of the fastest growing economies in the world. A country 
that was poor in terms of per capita income some decades ago, Qatar 
now ranks first in terms of per capita income in the world.

This part of the study focuses on the growth dynamics and then pays 
attention to the development of hydrocarbon industry. After a review 
of the financial sector and the policies implemented in the country, the 
impact of the loans offered by CF and IF upon growth will be empiri-
cally evaluated.
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a hydrocarbon economy

In some cases, the economic performance of countries with rich natural 
resources may become poorer than that of countries with no significant 
natural resources. In a country where manufacturing industry is depend-
ent upon one natural resource, the diversification of the industry will not 
become possible because of the high profits in that sector (Yardımcıoğlu 
and Gülmez 2013). The increased oil and natural gas prices lead to 
greater production in that industry and to less production of the con-
ventional industrial products (Sözen et al. 2011). The non-renewable 
natural resource reserves serve as a major source of income which further 
leads to consumption. In this way, the monetary resources are allocated 
to the production of the goods that are not subject to foreign trade 
activities. When prices decline in spot markets, different problems may 
arise (Yardımcıoğlu and Gülmez 2013). This scenario can be basically 
seen as the brief economic history of some Gulf countries.

brief history and structural changes

Most Gulf states depend upon oil and natural gas. However, despite the 
fact that they make large amounts of money out of hydrocarbon sales, 
most of these countries are unable to maintain a working and stable eco-
nomic order. For instance, the total exports of Finland, a small coun-
try with 5 million people, perform better than the MENA countries with 
400 million people in exports of non-oil products (Koçak 2011). The 
export performance is considered one of the key indicators of competi-
tiveness and development for a country. Primary goods constituted 80 
pct of the exports in developed economies five decades ago; today, manu-
factured goods constitute 80 pct of the exports (Gelb 2010). Similarly, 
60 pct of export diversification has been observed in the last three dec-
ades (Chandra 2008; Morakabati et al. 2014). However, it is not pos-
sible to argue that the Gulf states with rich hydrocarbon reserves were 
successful in export diversification. For this reason, their economies are 
mostly based on the consumption supported by the state; a few oth-
ers are even unable to do this, thus being ranked in the category of less 
developed nations struggling with major economic problems.

Aware of the economic deterioration, some Gulf countries took action 
to build an economy upon a strong basis. One of these countries was 
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Qatar, a fast-growing economy in the world (State 2014). A review of 
the macro indicators of the country reveals that it is strange to see that 
it is regarded as one of the emerging markets in the world by the IMF 
(Morakabati et al. 2014; Hoskisson et al. 2000). We need to take a look 
at the economic history of the country to answer the question as to why 
it still remains an emerging market even if it is a fast-growing economy 
with a major foreign trade surplus.1

The Gulf has been a subject of power struggle for a number of 
empires and states in the past including the Portuguese, Ottomans and 
British because of its strategic location and rich hydrocarbon resources. 
The Ottomans maintained the longest term of rule in the region, which 
ended in World War I as a result of Arab nationalism. Jasim bin Thani, 
known as the founder of Qatar who also served as district governor of 
the Ottoman Empire in the area in the period of 1878–1913, was a 
famous pearl trader with good connections with the British. Before he 
died, he recommended for good relations with the Ottoman Empire; 
however, his recommendation seems not to have been observed by his 
heirs (Kurşun 2004). With the end of the Ottoman rule, the British 
maintained domination. As a protectorate state, Britain signed agree-
ments with Qatar, Bahrain and other similar small entities in the region. 
As part of this agreement of allegiance, the Gulf entities pledged not to 
make any agreement with third parties without notifying the British. 
The agreement remained in force up to the end of the British rule in 
the aftermath of World War II. However, despite the official end of the 
rule, the British remained influential in a number of states in the region 
(Erdem 2009). Economic development has not become an issue or con-
cern because dependency upon the West did not allow the local rulers to 
devise a vision based on the realities of their own region.

Many things started to change after a visionary administration rose to 
power. The revenues out of the hydrocarbon sales produced welfare; but 
this was not sufficient for development. Aware of this, the administration 
made efforts towards a genuine structural transformation. The efforts paid 
well, making Qatar one of the most prosperous countries in the world 
(Gardner 2014). To better analyse the process of structural transforma-
tion, it is useful to take a look at the economic policies after World War II.

The Western world, in an attempt to prevent another global war, 
took measures in the post-World War II era. The measures were mostly 
part of a liberal agenda. To this end, the liberal West has established 
global economic institutions including IMF and World Bank as well as 
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implementing policies of liberalization such as creation of GATT. The 
world economy has recovered as a result of these measures. In the same 
period, the monarchies in the Gulf relied on a hybrid model of protec-
tionist and liberal policies. In some of them, the state has maintained a 
strong control in the economy and nationalized foreign companies. In 
addition, agricultural reform was introduced to address unproductive 
sectors (Devlin 2010). Egypt, Syria and Iraq, under the influence of Arab 
socialism, have relied on mostly protectionist policies with a strong state 
involvement. In the same period, some Gulf states including Qatar, on 
the other hand, have adopted policies towards strengthening the private 
sector up to the 1980s.

Since the 1980s, efforts were made towards liberalization in the 
economy. In a number of sectors, free enterprise and consumption was 
promoted through a variety of fiscal policies including attractive tax 
rates. For instance, a standard customs rate of 5 pct was applied to the 
goods traded with the EU and the US reinforced the open trade regime 
(Vellinga 2007). On the other hand, it is useful to recall that the regional 
realities determine the boundaries of the neoliberal policies. For instance, 
the state stayed involved in some fields considered vital for the sustain-
ability and distribution of water resources, oil revenues and economic 
resources (Genç 2011). Similar intervention was also observed in mon-
etary policies. To maintain price stability and low inflation rate, the local 
currency was pegged to the USD in 2002 (Vellinga 2007). Because 
the state was involved in the centre of economic policies, some econo-
mists hold that these countries cannot be regarded as liberal economies. 
Al-Khulaifi (2012), in his analysis of Qatar’s growth performance, notes 
that the state has been the main drive behind the growth by making 
investments and spending out of the hydrocarbon revenues.

The nation has become significantly prosperous after the 1940s thanks 
to the oil revenues. Currently, the per capita income is 120 k USD (Da 
2011). Qatar, rich of natural gas and oil, enjoys flexibility of making 
investments in different fields thanks to the attractive oil and natural gas 
revenues that constitute 70 pct of the total state revenues (Al-Khulaifi 
2013). Investments made in the sector led to greater production capacity 
and larger amount of revenues. The national GDP rose from 302 mil-
lion USD in 1970 to 212 billion USD in 2015. The annual growth rate 
was 16 pct in 2011. One of the reasons for the high growth rate is the 
rapid price increase in spot markets due to the growing demand in the 
world for hydrocarbon products (Yardımcıoğlu and Gülmez 2013). In 



108  M. USTaOĞLU ET AL.

an empirical work focusing on the trend in the countries in the region, 
Vellinga and Abdel (Vellinga 2007) note that a 1 pct increase in oil prices 
leads to 6 pct of increase in the welfare level. But inevitably, decline in 
the prices have great impact on a number of macro indicators. The same 
study further reveals that small changes in spot prices may become very 
influential on a number of macro variables including investment, eco-
nomic capital, export, growth and current account balance. Increase 
in public revenues accelerated the industrialization process (Darrat and 
Al-Sowaidi 2010). In fact, the main goal in industrialization policies was 
to create a more diversified economy that would not be dependent upon 
hydrocarbon industry alone (Morakabati et al. 2014; Taner 2014). The 
government, as part of this objective, introduced some privileges for 
state-owned enterprises (SOE) and made investments in a number of 
sectors ranging from financial sector to telecommunications. QAFCO, 
founded in 1969 that started production in 1974, was the first industrial 
company in the country. Qatar Steel and QAFAC followed it, starting 
production in 1981 and 1999 respectively. Qatar Petroleum, owned by 
the state, was reorganized in 2002 and transferred some of the shares 
it held before to Industries Qatar (Da 2011). On the other hand, as 
part of the policies introduced to save the economy from dependency 
upon hydrocarbon sector, Qatar Science and Technology Park and Qatar 
Financial Center were created. Foreign investors were allowed to make 
production in these two free zones.

The results of the policies were pretty constructive and satisfactory. To 
make the growth sustainable, some major projects were introduced; as a 
result, Qatar has become one of the most attractive places of construc-
tion projects in the world. But the hydrocarbon sector remained the pri-
mary motor of development. According to the growth data announced 
by the Qatar Central Bank for the period of 2000–2011, the non-oil 
economy has grown 10 pct on an annual basis (İbrahim and Harrigan 
2012). But this cannot be separated from the hydrocarbon industry 
because it was the investments that were made in construction, utilities 
and transportation projects to benefit from hydrocarbon sector that con-
tributed extensively to the growth.

develoPment of gas and oil sector

Some Gulf states realized that consumption economy based on non-
renewable carbon resources will lead to significant problems in the 
long run because changes in the spot prices of the hydrocarbon sector 
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may deeply affect the economy. For this reason, some of the countries 
in the region made attempts to prepare themselves for the post-oil era. 
Particularly the United Arab Emirates and Qatar made enormous pro-
gress on this matter.

Qatar, the biggest LNG exporter in the world, has been successful 
because of its decisive stance and serious financial investments. It main-
tained partnerships with international energy companies to export the 
natural gas in the form of LNG and implemented mega projects. The 
natural gas export constitutes 40 pct of the total exports. The annual 
LNG export will expectedly rise from 31 to 77 million tons. LNG facili-
ties are the leading components of the manufacturing industry. Most of 
the gas reserves are to be found in North Field; the first gas fields were 
discovered in 1971. But they were only used for domestic purposes up to 
1980s when the first liquefaction facility was established.

With the rise of the Asian countries, the spot prices increased along 
with the demand for energy. In parallel to these developments, export 
activities began. In 1996, the government started production in facili-
ties at ras raffan; in 1997, a major agreement was concluded with 
a Japanese energy first. By this sales and purchase agreement, the first 
step was taken to enter the Far East gas market. Ibrahim and Harrigan 
(İbrahim and Harrigan 2012) note that despite the growing demand 
for energy, it is not easy to be competitive in a fairly volatile market. 
The most important disadvantage was that Qatar was not close to any 
major market. It had to compete with Malaysia, Indonesia and Brunei 
in Asian markets and with Algeria, Norway and Libya in the European 
market. The second physical disadvantage is the negative impact of being 
close to many unstable countries upon shipment activities. The solu-
tion developed for these problems is pretty simple: to make technologi-
cal investments to reduce costs and build confidence for the markets. To 
implement these policies, a unique system involving gas production facil-
ities and shipment ports was established. The performance in the recent 
years confirms the success of the system.

Investments in the gas sector were not limited to LNG. In 2011, 
production of commercial clean burning began in gas-to-liquid (GTLs) 
facilities. Currently, Qatar is exporter of both. But production and 
export of the GTL carries some hardships. The spot price generally 
remains low because there is no huge demand for it in the global market. 
In addition, the current technology used for its transportation is not so 
advanced, affecting the overall price and demand. Despite these difficul-
ties, Qatar made investments in the field. As a result, it currently appears 



110  M. USTaOĞLU ET AL.

to be an important player that determines the price of this product in 
global markets (İbrahim and Harrigan 2012).

It can be argued that the oil production of Qatar is modest when 
compared to other Gulf states. The daily production of half million bar-
rels in 1970s has been gradually reduced by almost half due to change of 
strategy in the 1990s. But the production has risen again within two dec-
ades as a result of the production-sharing agreement with international 
energy companies. Currently, daily oil production is around 700 k bar-
rels.

labour market and education Policy

Sustainable development requires qualified labour supply. For this rea-
son, labour markets should be determined based on the needs of eco-
nomic development. In the labour supply–demand relationship, 
maintenance of balance in terms of geographical representation and 
profession is essential. Given that the economic policies cannot be con-
sidered irrespective of the globalization process, the impact of the 
globalization upon labour markets depends on the liberalization of inter-
national trade, the internationalization of capital, technological transfor-
mation and changes in the macroeconomic policies (Koçak 2011). One 
of the cases where this factor is mostly visibly observed is Qatar because 
the population size falls short to sustain growth.

About 1.8 million people coming from Philippines, Nepal, India 
and others work in construction, health, service and energy sectors; 
this alone indicates that the migration policies have deeply affected the 
demographic structure and outlook in the country. The flexible migra-
tion policies contribute to the growth of the population size. As a result, 
currently, the local people constitute only one-tenth of the entire popu-
lation. The locals generally work as high level managers, whereas Arabs 
from other countries are employed in banks, oil and gas facilities or in 
public offices (Koçak 2011).

To supply qualified labour for structural transformation in the econ-
omy, reform policies were introduced and investments were made in 
the field of education (Öztürkler 2012). In an attempt to ensure intel-
lectual independence, Qatar University was recognized an autonomous 
status. The Supreme Education Council, founded in 2003, introduced 
a number of reforms to ensure that young people receive a high-quality 
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education (İbrahim and Harrigan 2012). The measures worked effec-
tively; currently, Qatar ranks one of the top countries with the highest 
employment rate among young people. The success in this matter raise 
hopes for the future as well.

scoPe of the work

This study seeks to evaluate the potential impacts of the loans offered by 
CF and IF institutions in Qatar upon GDP through utilization of seem-
ingly unrelated regression (SUr) model.

variables and data

The data used in the model described below have been compiled from 
the Quarterly Statistical Bulletin at the Qatar Central Bank database for 
the period between 2006:1 and 2015:2. The data have been seasonally 
adjusted. The seasonally adjusted logarithmic data are used in the study 
Table 7.1.

Table 7.1 Variables used in the econometric analysis

Variable Meaning

lngdp GDP
lnpublic Loans offered by conventional financial institutions to the public sector
lnrealestate Loans offered by conventional financial institutions to the housing sector
lnconsump Loans offered by conventional financial institutions to the general public for 

consumption
lntrade Loans offered by conventional financial institutions for commercial purposes
lnindustry Loans offered by conventional financial institutions to the manufacturing 

sector
lnservices Loans offered by conventional financial institutions to the service sector
lnpublic Loans offered by Islamic financial institutions to the public sector
lnrealestate Loans offered by Islamic financial institutions to the housing sector
lnconsump Loans offered by Islamic financial institutions to the people for consumption 

purposes
lntrade Loans offered by Islamic financial institutions for commercial purposes
lnindustry Loans offered by Islamic financial institutions to the manufacturing industry
lnservices Loans offered by Islamic financial institutions to the service sector
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econometric analysis

The graphs of the variables have been reviewed and correlation matrixes 
have been created to analyse the correlations between the loans offered 
by the CF and the IF institutions and the GDP Tables 7.2, 7.3.

A review of these two correlation matrixes reveals that there is positive 
and significant relation between the loans and the GDP. In addition, the 
loans offered for the sectors have high correlation among themselves as 
well. The Tables 7.4, 7.5, 7.6, 7.7, 7.8, 7.9 also reveals that there is high 
correlation between the residuals of some sub-models. For this reason, in 
addition to OLS, SUr model has been used as an econometric estima-
tion method.

Table 7.2 The correlation matrix between the loans offered by CF institutions 
for the sectors and the GDP

lngdp lnconsump lnrealestate lntrade lnindustry lnpublic lnservices

lngdp 1.0000
lnconsump 0.8840 1.0000
lnrealestate 0.9615 0.9624 1.0000
lntrade 0.8919 0.9749 0.9702 1.0000
lnindustry 0.8362 0.9141 0.9138 0.9421 1.0000
lnpublic 0.9772 0.8643 0.9524 0.8857 0.7958 1.0000
lnservices 0.8960 0.9442 0.9608 0.9674 0.9428 0.8663 1.0000

Table 7.3 The correlation matrix between the loans offered by IF institutions 
for the sectors and the GDP

lngdp lnisconsump lnisrealestate lnistrade lnisindustry lnispublic lnisser-
vices

lngdp 1.0000
lniscon-
sump

0.9598 1.0000

lnisreal-
estate

0.8924 0.8551 1.0000

lnistrade 0.8955 0.8463 0.8541 1.0000
lnisin-
dustry

0.9564 0.9253 0.9173 0.9397 1.0000

lnispublic 0.9507 0.9538 0.9151 0.8605 0.9412 1.0000
lnisser-
vices

0.8142 0.8464 0.8265 0.7321 0.7992 0.8718 1.0000
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Table 7.4 SUr estimation of the relation between consumer loans offered by 
CF and IF institutions and the GDP

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 6.0668a Constant 10.0389a

lnconsump 1.5091a lnisconsump 0.5981a

R2 0.7716 R2 0.7864
χ2 115.13a χ2 126.09a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.4713 1.0000

Breusch Pagan LM test 8.440a

Table 7.5 SUr estimation of the relation between housing loans by CF and IF 
institutions and the GDP

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 9.2272a Constant 10.5319a

lnrealestate 0.6575a lnrealestate 0.4257a

R2 0.9221 R2 0.9188
χ2 436.43a χ2 416.31a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.6405 1.0000

Breusch Pagan LM test 15.588a

Table 7.6 OLS estimation of the relation between commercial loans by CF and 
IF institutions and the GDP

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 9.2684a Constant 10.4219a

lngeneraltrade 0.8744a lnisgeneraltrade 0.6872a

R2 0.7955 R2 0.8020
F 140.04a F 145.80a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.2475 1.0000

Breusch Pagan LM test 2.327
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Table 7.7 OLS estimation of the manufacturing industry loans by CF and IF 
institutions and the GDP

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 10.1725a Constant 11.7807a

lnindustry 1.0228a lnisindustry 0.3038a

R2 0.6992 R2 0.9148
F 83.68a F 386.35a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.2394 1.0000

Breusch Pagan LM test 2.178

Table 7.8 OLS estimation of the relation between the public loans by CF and 
IF institutions and the GDP

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 9.3034a Constant 10.6699a

lnpublic 0.5452a lnispublic 0.3989a

R2 0.9548 R2 0.9038
F 761.07a F 338.23a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.2407 1.0000

Breusch Pagan LM test 2.201

Table 7.9 SUr estimation of the relation between CF and IF loans for service 
sectors and the GDP

Note aDenotes significance at the level of 1%

lngdp lngdp

Constant 10.1847a Constant 11.2727a

lnservices 0.5088a lnisservices 0.2433a

R2 0.7733 R2 0.6381
χ2 123.87a χ2 59.57a

Correlation matrix ût v̂t

ût 1.0000
v̂t 0.7317 1.0000

Breusch Pagan LM test 20.345a
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It appears that the correlation between the residuals of the regres-
sions between consumer loans by the CF and the IF institutions and the 
GDP is 47 pct, indicating that the correlation is significant and that use 
of the SUr model is appropriate. SUr model results indicate that a 1 pct 
increase of the loans by CF increases the GDP by 1.5 pct, whereas a 1 pct 
of increase in the IF loans increases the GDP by approximately 0.60 pct.

It appears that the correlation between residuals of the regressions 
between the housing loans by CF and IF institutions and the GDP is 64 
pct and is statistically significant. The SUr model results indicate that a 
1 pct of increase in the housing loans by the CF increases the GDP by 
approximately 0.66 pct, whereas a 1 pct increase in the housing loans by 
the IF institutions increases the GDP by 0.43 pct approximately.

It appears that the correlation between residuals of the regressions 
between the commercial loans by CF and IF institutions and the GDP is 
approximately 25 pct and is statistically insignificant. For this reason, use 
of OLS is appropriate in this analysis. The OLS model results indicate 
that a 1 pct of increase in the commercial loans by the CF increases the 
GDP by 0.87 pct, whereas a 1 pct increase in the commercial loans by the 
IF institutions increases the GDP by 0.69 pct approximately.

It appears that the correlation between residuals of the regressions 
between the manufacturing industry loans by CF and IF institutions and 
the GDP is approximately 24 pct and is statistically insignificant. The 
OLS model results indicate that a 1 pct of increase in the manufactur-
ing industry loans by the CF increases the GDP by 1.02 pct, whereas a 
1 pct increase in the manufacturing industry loans by the IF institutions 
increases the GDP by 0.30 pct.

It appears that the correlation between residuals of the regressions 
between the public loans by CF and IF institutions and the GDP is 24 
pct and is statistically insignificant. The OLS model results indicate that a 
1 pct of increase in the public loans by the CF increases the GDP by 0.55 
pct approximately, whereas a 1 pct increase in the public loans by the IF 
institutions increases the GDP by approximately 0.40 pct.

It appears that the correlation between residuals of the regressions 
between the service sector loans by CF and IF institutions and the GDP 
is 73 pct and is statistically significant. The SUr model results indicate 
that a 1 pct of increase in the service sector loans by the CF increases the 
GDP by approximately 0.51 pct, whereas a 1 pct increase in the service 
sector loans by the IF institutions increases the GDP by 0.24 pct.
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note

1.  According to Morakabati; technically, the reason is hidden on the defini-
tion of advanced, which includes health, education and diversity, as well as 
income. The HDI ranks Qatar 36th of 187 countries, which reflects the 
impressive growth of Qatar’s HDI over the past two decades. It outperforms 
the Middle Eastern neighbours in the region in terms of its HDI score.
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CHAPTEr 8

Findings and Conclusion

Zeynep Karaçor and Murat Ustaoğlu

Abstract  The main purpose of the Islamic economy is to build a new 
model to meet the minimum needs of human beings and to maintain 
social peace and cohesion. To this end, it seeks to ensure that wealth is 
not concentrated in the hands of a few privileged men and capital hold-
ers and to create a balanced economic system that observes the inter-
ests of both the individuals and the society. As a solution, Islam places 
emphasis upon charitable activities which can be promoted by an econ-
omy that generates welfare. However, compared to developed nations, 
most Islamic countries perform poorly in terms of generating welfare 
even though they produce raw materials. The Islamic countries seeking 
to narrow the gap in recent years, rely on realistic development policies 
and support the real sector.
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findings and conclusion

The advantages of IF, particularly when compared to its counterpart, 
include the partnership scheme where profit and loss are shared, asset-
based financing, an investment approach that places emphasis upon the 
protection of the deposit holders and their savings and the effective use 
of the funds through transfer to the real sector. The developing Islamic 
economies have implemented some constructive policies to increase the 
share of IF in the fiscal system thanks to its positive contribution to the 
growth and development. Turkey, Malaysia, Indonesia and Qatar specifi-
cally have made efforts to this end.

But despite its growing popularity, IF has failed to offer solutions to 
some structural problems. For instance, pious Muslims are still suspicious 
of whether or not its activities comply with the main precepts of Islam 
which is the only religion that still upholds the prohibition of interest. 
A number of practices and activities of the IF that are trying to compete 
with the CF in global markets still raise some doubts. Muslim scholars 
have particularly discussed the linkage between these institutions and the 
practice of interest lending. It is not possible to offer a simple answer to 
these questions because it is hard to evaluate these institutions with refer-
ence to a single set of criteria.

Subsequent to the analysis of the Islamic Finance development 
issues, the theoretical infrastructure and foundation of each section has 
been explained in one section to avoid repetition before moving to the 
empirical analysis of the relationship between growth and finance. To 
better analyse the economic dynamics and growth policies of develop-
ing Islamic nations including Turkey, Malaysia, Indonesia and Qatar, the 
literature review was also presented in this section. The findings can be 
summarized as follows:

• The chapter summarizes the theoretical relationship between the finan-
cial sector and growth. It appears that there are three main approaches 
in the literature reviewing this relationship. One approach suggests that 
the financial sector supports growth, whereas the second argues that 
growth actually supports the development of financial sector. The most 
popular view today, on the other hand, suggests that there is a bidirec-
tional relationship between financial sector and growth.

The section on empirical analysis starts with the review of the develop-
ment process and economic policies in Turkey because it is the most 
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developed economy that implements the Western development model 
among the Muslim majority countries. The political stability and eco-
nomic policies pursued in the 2000s contributed to positive growth, 
making it one of the fastest growing economies in the world.

The rapidly developing real sector needs additional investments. The 
advantages of the dual banking system have been utilized to finance 
the investments. The financial methods of the two branches of this sys-
tem seem to be similar; however, they are significantly differentiated in 
theory. The IF contributes to the growth of real economy thanks to the 
partnership model, risk sharing and asset-based financing. This makes 
the IF particularly stable and popular in times of crisis. The comparative 
empirical analysis in this section offers the following findings:

• The impact of the loans offered by the CF upon the GDP is most 
visible in the manufacturing industry, followed by agriculture, min-
ing, tourism and construction industries.

• The impact of the loans offered by IF institutions upon the GDP is 
most visible in the mining industry, followed by agriculture, manu-
facturing, tourism and construction industries.

The second country analysed in empirical terms in Malaysia, an emerg-
ing economy in the Far East. The political development policies imple-
mented decisively in its history played huge role in the attainment of the 
development and growth objectives. The growing welfare also helped in 
solving a number of social problems as well. The study starts with a brief 
analysis of the economic policies since the independence, followed by the 
empirical analysis of the contribution by CF and IF in meeting the finan-
cial needs of the real sector. The main findings out of the comparative 
analysis include the following:

• For the loans offered for the subsectors of the real sector, the 
impact of the loans by the CF upon the GDP is greater than the 
impact of the loans by the IF upon the GDP.

• The loans offered for the manufacturing industry for both types 
increase the GDP most. The impact of loans by CF upon the GDP 
is observed most in the manufacturing industry, followed by tour-
ism, agriculture, mining and construction sectors.

• The impact of the loans by IF upon the GDP is observed most in 
the manufacturing industry, followed by agriculture, tourism and 
manufacturing industries.
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Analysis of Malaysia is followed by the economic policies and growth 
process of another country in the region. Indonesia has followed an 
interesting trajectory of economic development after its independence. 
After a general review of its economic policies, the financing of the 
growth in Indonesia is analysed comparatively. The results of the analysis 
include the following findings:

• For loans offered to the subsectors of the real sector, the impact of 
the loans by CF upon the GDP is smaller than the impact of the 
loans by IF upon the GDP.

• Loans offered by both models for the construction industry increase 
the GDP most.

• The impact of the loans by the CF upon the GDP is observed most 
in the construction sector, followed by manufacturing, catering, 
agriculture and mining industries.

• The impact of the IF loans upon the GDP is observed most in the 
construction sector, followed by agriculture, catering, mining and 
manufacturing industry.

Initially, Egypt, United Arab Emirates, Qatar and Jordan were included 
in the work plan of this study for empirical analysis. However, there 
was no dataset for these countries, except Qatar. Therefore, only Qatar 
has been empirically analysed. Despite the fact that it is a small coun-
try, Qatar has attracted a great deal of attention in recent years thanks to 
its good performance in the management of its natural resources. Qatar 
has developed fast because of the proper investments in the hydrocarbon 
resources, resulting in the greatest amount of annual personal income. 
The economy generating this wealth is mostly based on the hydrocarbon 
industry. It has been observed in recent years that the works to diver-
sify the economy and prepare the country for the post-oil age have paid 
off. When the largest six sectors of the economy have been comparatively 
analysed in terms of the sources of finances, the following findings can be 
presented:

• The impact of the loans by CF in Qatar upon the GDP is observed 
in consumer loans most, followed by loans for manufacturing indus-
try, commercial loans, housing loans, public loans and loans for the 
service sector.
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• The impact of the IF loans upon the GDP is most visible in the 
commercial loans, followed by consumer loans, mortgages, public 
loans, loans for manufacturing industry and for the service sector.

In the 2008 global crisis, the CF experienced serious problems in the 
global stage, whereas the IF performed well. Despite this relatively suc-
cessful performance, the share of the IF institutions within the global 
financial sector is pretty small when compared to the CF. The share of IF 
in Malaysia is around 25pct, whereas it is 7pct in Turkey and Indonesia. 
But their share is growing. Given the structural differences and contribu-
tions to the economy, it is possible to understand why the IF is on the 
rise. The IF owes its popularity to risk management performance, finan-
cial model based on the principle of partnership, its ability to fund the 
real economy, refraining from uncertainty and speculative transactions 
and its contribution to the social cohesion and economy.

On the macro level, the reason for the rise of IF in Muslim majority 
countries can be attributed to its contribution to economic development 
and to the improvement of the real sector. It has to monitor the mar-
kets pretty closely because it has to fund the markets and take part in the 
investments as partners. For this reason, compared to its conventional 
counterpart, the IF is able to transfer funds more effectively. The empiri-
cal findings out of this comprehensive analysis suggest that IF is the most 
important alternative model for the global economy.
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Emval  Assets
fa’ida  Benefit, utility
fatwa  religious edict
fiqh  Islamic law, Islamic Jurisprudence
halal  Permissible
haram  Forbidden
ijara  Lease or hire contract
istisna'  future work contract
kiyemi   A legal term that refers to goods that are notunique
majlis al shura  Advisory council in Arabic culture
maal  Property/material wealth
misli   In fiqh, substituting (goods) without a difference that 

will affect the price
mudaraba  Profit sharing partnership
mugharasa   Variety of agricultural contract, joint ownership of land
murabaha  Profit added trust-based sales contract
musharakah  Joint venture
muzaraa  In fiqh, agricultural partnership
nama   Issued to represent the share of an incorporated part-

nership, written stock
qard  Loan
qard al ribavi  A type of loan which involves with interest
qard hassan  A loan extended on a goodwill basis (no interest)

glossary of arabic terms
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qari  A person who memorizes whole Quran
re’sul-māl  Owner of capital
riba  Interest
riba al-fadl  Surplus
riba an-nasia  Deferment
sharia  Islamic law
tanzimat  The political reforms made in the ottoman state in  

 1839
tawarruq  A sales transaction that generates immediate cash
sadaqa  Alms
selem  future sale
sunnah  Prophet Muhammad’s practices
ulama  Scholar
wadi'ah  trust contract
wakala  procuration contract
zahiri  Visible, virtual
zakah  Alms giving
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