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ABSTRACT

Utilizing the most recent macro and micro-economic data available and calculating the modern measures of
financial sector development, this extensive inquiry purports to determine the current state of finance, both in
terms of depth (size) and breadth (diffusion) dimensions, at the 57 OIC countries vis-a-vis their income and
regional counterparts in the world. After controlling for country size and density factors, it also tries to investigate
the association between financial development and other country traits. It is astonishing to see that three out of
four adults in the Islamic world are excluded from the financial system. Furthermore, the size of the financial
industry in a typical Muslim country is almost fifty percent smaller than the typical country in the world. Such
level of financial exclusion and financial underdevelopment is an incredible waste of valuable development
resources.
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INTRODUCTION

INANCE has been shown to matter for countries’ economic development. The empirical and theoretical evidence
Fthat finance causes growth is so robust that it is available at all levels (country, sector, firms, and households)
and supported by various econometric techniques. Furthermore, based on extensive cross-country databases,
researchers have found a strong and causal relationship between indicators of financial sector development and
GDP per capita growth, productivity growth, poverty, firm growth, and entry rates (Beck and Levine, 2005).
Finance is important for several reasons. It promotes growth through raising and pooling funds, thereby allowing
more and more risky investments to be undertaken, by allocating resources to their best uses, by monitoring usage
of funds, and by providing instruments for risk management. More importantly, finance helps with improving
income distribution and poverty reduction (Beck et al., 2004). Clearly, financial development is not only pro-
growth but also pro-poor. More abundant private credit creates a rising tide that lifts all boats but gives a bigger
lift to the poorest ones, according to Asli Demirguc-Kunt, a research manager in the World Bank. Hitherto, the
empirical literature behind the evidence that finance causes economic growth has used financial sector depth,
typically measured as the ratio of financial assets (e.g., private credit or liquid liabilities or total deposits) to GDP
as the “independent variable”. The underlying assumption was that financial depth is a good surrogate for financial
development. However, de la Torre et al. (2006) rightly argue that the intricate web of institutional and market
interactions at the heart of financial development can hardly be reduced to a single dimension. Financial
development, with all of its dimensions, not just financial depth, lubricates and boosts the process of growth.
These dimensions include stability, depth, and breadth (access to finance). Of these dimensions, access to finance
is a new discovery that has attracted wide attention from the World Bank to the United Nations and from
politicians to academicians in a very short time.

Political democracy and market economy are separable concepts, but they tend to converge over the long run.
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McKinnon and Shaw postulate that private intermediaries operating in a liberalized financial environment (as
distinct from government planners) make better use of funds at their disposal. There is much empirical support
for their view that financial liberalization leads to financial deepening and fosters a more efficient allocation of
investment (Williamson and Mahar, 1998). However, the well known study, “Good-bye financial repression, hello
financial crash” (Diaz-Alejandro, 1985), reminds us that the economic stage should be prepared for change before
liberalization is put in motion; otherwise the system could become prone to crashes, as demonstrated lately in
Chile, Mexico, Russia, and several Eastern and Central European countries. Banks and securities markets cannot
function properly unless their institutional foundations are strong. At the very least, we have learned out of
experience that sudden financial liberalization can create instabilities when the underlying institutional structure
contains serious weaknesses. Thus, the way financial liberalization occurs also matters, particularly for ensuring
that financial development rests on sound institutional footings. It seems that what matters the most for growth is
not the form in which financial services come, but the fact that they are provided in an efficient manner and
supported by a proper institutional and competitive environment (Claessens, 2005).

Countries differ vastly in terms of economic and financial development around the globe. The average GDP
per capita in the Islamic world is $8,600, whereas, it is $16,800 in non-Muslim countries. The global average
income is $14,450 (see Table 1). Apparently, the income per capita, widely acclaimed measure of development
in a country, is significantly lower for the Islamic world than the rest of the world (almost half). Given the extant
literature on the positive association between finance and growth (see Levine, 2005 for the survey of the literature),
it is worthwhile to study the role of finance in the relative underdevelopment of the Muslim countries. To that
end, this study presents the state of finance in the Islamic world by measuring the modern indicators of financial
sector development (the breadth and depth statistics) at the 57 OIC countries. We also test the differences between
OIC and non-OIC countries in terms of financial development, after controlling for economic development and
regional endowments variations across countries. In the final stage, we relate these financial depth (vertical) and
breadth (horizontal) indicators to the measures of institutional, regulatory, legal and physical and social
infrastructure in the Islamic world (this stage is still under development).

I. THE LEVEL OF FINANCIAL DEVELOPMENT IN MusLIM WORLD

The World Bank periodically publishes overall financial development indicators for many countries, as initially
developed by Hanohan (2007), and indicators of financial access and use, as developed by Beck et al. (2006). In
this analysis we utilize the most recent data sets collected by the World Bank, IMF, Heritage Foundation and Pew
Research Group to examine the state of finance in the Islamic world as well as study the determinants of financial
development, as measured by financial access and depth variables.

As Figure 1.1 reveals, the average income at the OIC countries is $8,600, whereas it is $17,000 at the non-OIC
countries and $14,000 at a typical country in the world. It is clear that the state of economic development in
Islamic countries is significantly lagging behind that of the rest of the world. The OIC countries can only catch
up by achieving faster economic growth than their peers. However, although its direction is debated, a strong
economic growth requires a strong financial system (Levine, 2005; Isik, 2008). As Figure 1.2 demonstrates, about
75% of the adult population in Islamic countries is outside the financial system, with no formal account at a formal
financial institution. This is a clear manifestation of underdevelopment of financial system in the OIC countries.
Whether money or talent or nature or knowledge, most developing economies, including Muslim ones, tend to
underutilize their scarce resources. So to speak, the challenge of economic development in Islamic countries is on
the shoulder of only 25% of the population. The financial resources of the rest of the population are absent in the
economic scene.
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Fig. 1. Economic And Financial Development In The Islamic World — The GDP Per Capita & Diffusion Of
Financial Services At The OIC Members

Not surprisingly, given the low participation by the populace, the financial systems of Islamic countries are
rather shallow. The average size of the banking industry at the OIC countries is 43% of the national income,
whereas it is 76% in the non-OIC countries. The average size of securities markets in the Islamic world,
represented by stock market capitalization to GDP is also lagging behind that of the rest of the world by about
10%. Furthermore, the levels of private credit, liquid monetary resources and bank deposits, which are the raw
material for finance and necessary to finance entrepreneurship, innovation and productive investment
opportunities in an economy are also rather low in the Muslim countries. Certainly, the lower “inside money” in
the Islamic world means insufficient funds to support the intended faster growth. This could be a product of the
Muslim world’s prosperity level or the Muslims’ attitude to financial institutions.

We know that “above ground money” should be flowing to either into banks or in securities markets in a typical
economy. However, bond markets in the developing Islamic countries, are literally inexistent and the stock
markets occupy non-trivial place in their financial system. The average size of the banking system, as mentioned,
is less than half of the national income in the Islamic world, while most developed economies, have a banking
market at least as big as their national economy. Obviously, the “Muslim money” does not travel to formal
financial markets or institutions and are apparently wary of the current financial system. The miniscule size of the
financial system in the Islamic countries obviously suggests that there are substantial drains from the system. Lack
of trust in the financial system might have induced people to keep their money under mattress or in alternative
forms of value storage, foreign currencies, gold, or other jewelleries.

Any nation with important economic and financial goals needs every ‘dirham’, every talent, and every positive
NPV project, however small, which will help it attain these goals. Thus, financial inclusion and financial diffusion
are important and critical policy variables among the OIC countries to close the widening historical gap with the
rest of the world. Then, towards this end, the first task is to determine the current state of finance in the Islamic
world. What is the level of financial exclusion in this world? Why are many individuals and firms operating
underground? What obstacles are they facing in accessing financial services? What could be done to broaden
access and ‘domesticate’ idle resources, including the reluctant “Muslim money”?

Il. WHAT EXPLAINS FINANCIAL DEVELOPMENT?

The limited breadth and depth of the financial sector at the OIC countries imply that there must be some barriers
to financial access and use. World Bank researchers have developed a number of indicators of barriers to financial
access and categorized them into three different dimensions: 1) Physical access refers to the points of service
delivery. 2) Affordability means the costs in terms of minimum balances and fees that bank customers need to
pay to obtain financial services. 3) Eligibility refers to the criteria (in terms of documents or other requirements)
that determine who can access financial services and who cannot. Explanations of the lack of access fall into two
dimensions: financial institutions’ specific factors and barriers from the overall institutional environment.

Beck et al (2005) in their empirical analysis explored such factors and barriers to explain cross-country
variations in access to finance. Their correlation and regression results show that financial access indicators are
significantly and positively associated with conventional indicators of economic development (GDP per capita)
and financial development (private credit, liquid liabilities, and bank deposits to GDP). They also find that
geographic access to banking services is positively correlated with population density. Expectedly, access to
financial services is greater in larger economies. These results somewhat reflect economies of scale in the
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provision of financial services. Another noteworthy finding is that where access is wider, firms report lower
financing obstacles. Moreover, even after controlling for country size and density, the authors detected important
associations between financial access and other country traits and policy variables. In particular, they find that a
better communication and transportation infrastructure is closely associated with greater access.

Countries with better-developed institutions enjoy greater levels of financial access. Quality of credit
information sharing systems is positively associated with measures of access to bank outlets, whereas, restrictions
on banks’ activities and entry requirements are negatively correlated with access. They also reported that
government ownership of financial intermediaries does not necessarily mean greater access and more concentrated
banking systems are unexpectedly associated with more usage of financial services. Foreign banks do not directly
increase access, nonetheless, their very existence pushes local firms to look downward and reach more customers.
Interestingly, the effect of outreach does not systematically vary across firms of different size.In a follow up paper,
Beck et al. (2006) examined the variations in barriers to bank access and use around the world. Specifically, they
investigate indicators of ‘physical access’, ‘affordability’ and “eligibility’ barriers to deposit, loan and payment
services. They found that banks in more economically and financially developed economies impose lower barriers.
Barriers are negatively correlated with financial outreach and with lower financing obstacles. They concluded that
bank size and the existence of physical infrastructure in a country are the most important determinants of barriers.
In particular, they reported that larger banks demand lower minimum balances to open a checking account, charge
lower checking and savings fees, require fewer documents to open accounts, impose lower minimum loan amounts
for SMEs and consumer loans, need fewer days to process loans, and are more likely to accept loan applications
through non-traditional delivery channels such as phone or the Internet. This is also another indication of scale
economies in delivering financial services. Hitherto, empirical and theoretical literature has not attached much
weight to the relationship between infrastructure, input costs, and financial depth and breadth.

I11.  INCOME, GEOGRAPHY & FINANCE IN THE MUSLIM WORLD

Because there is a close association between GDP per capita and access and use of financial services, we
constructed Table 1, to control for wealth, when comparing the OIC members with the rest of the world. The
results indicate that in the great majority of financial depth and breadth statistics, the OIC countries lag behind
those in the non-OIC countries even after controlling for differences in income. In the low, middle income and
high-income country groups, the Muslim countries tend to follow from behind the rest of the world. However, the
Muslim countries demonstrate relative superiority in the lowest income group as compared to their peers. The
cultures, traditions and life styles are determined by geography. In addition, the endowments also significantly
differ across localities.

In Table 2, we compare the financial development statistics of the OIC members with those of the neighbour
countries in the same region. We come across with a similar finding that the OIC countries do not fare as well as
their neighbours in terms of financial breadth and depth. Table 3 provides the correlations between financial depth
and breadth measures. It is clear that financial development is very critical for economic growth as all the financial
development measures are significantly correlated with GDP per capita.

Also the Muslim population percentage variable correlations demonstrate, as the fraction of Muslims increase
in a country, the financial development variables tend to diminish. It is evident that average Muslims do not
approve or find the current financial system and products appealing to his or her expectations or beliefs. This is
both a challenge and also opportunity in the Islamic world to develop inventive products to increase financial
inclusion among the populace.
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Table 1
Financial Development (Depth and Breadth) Statistics of the OIC Countries by
GDP QUINTILES [Q1=LOWEST, Q5=HIGHEST]

LOW INCOME: Q1 MIDDLE INCOME: Q2 MIE 103 MIDDLE INCOME: Q4 HIGH INCOME: 03
T - — —

Table 2
Financial Development (Depth and Breadth) Statistics of the OIC Countries by
GEOGRAPHICAL REGIONS

[P— Middle East

Table 3
Correlation Among Financial Development Indicators with Economic
Development and Percentage Muslim Population

CONCLUSIONS

Nearly 75% of the Muslim adult population is unbanked. In other words, the fraction of adults with an account
in any financial institution in the OIC member countries is about 26%. This implies that access to financial services
is still a privilege in the Islamic world, confined to only wealthier and more connected segments of society.
However, in advanced countries, the issue of financial exclusion has been eradicated from the public sphere, like
malaria and tuberculosis of the past. The level of financial access is 100% in Netherland, 99% in Sweden, 97% in
Germany and 96% in France and Canada. The average inclusion in the OECD countries is over 90%. However,
the OIC members are lagging behind the world in almost all financial development statistics, in terms of both
depth and breadth.

The state of finance in Islamic world should certainly be recorded and further studied to determine its causes
and draw some lessons for the future. Recent theoretical and empirical literature shows that financial development
(depth) and financial access (breadth) are not only pro-growth but also pro-poor in both absolute and relative
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terms. The countries with more developed financial systems both in terms of depth and breadth tend to have higher
growth rates, alleviate poverty, and mitigate income inequality faster.

If examined from a fine angle, the excluded represent forgone opportunities to expand the economic pie and
individual slices for everyone, including the included. So, what can be done to broaden access to financial services
and raise opportunities for all in the Islamic world? Before answering this vital question and outlining policy
prescriptions, one first should ask another vital question. What are the reasons for the financial exclusion?

We need to remember that use of financial services is distinct from access to financial services. Non-users of
formal financial services are either voluntarily or involuntarily excluded. Some people may opt out using such
services voluntarily although they have no access issues. Voluntarily excluded people may choose not to use
financial services for cultural or religious reasons or simply they may refuse to use them due to lack of need or
demand. On the other hand, some people are involuntarily excluded; i.e., they wish to use financial services but
they cannot access them for various reasons.

Some people are screened out by banks because they do not qualify due to high risk or insufficient income. In
some extreme cases, people are refused by lenders for no other reason than their ethnic background, gender,
religion or age. Sometimes, financial institutions may lack adequate transaction technology or infrastructure to
accommodate the people at the fringes, as serving them now may be prohibitively costly and risky. Lastly, some
people simply cannot afford financial services due to high minimum balances/fees, or current services may not be
tailored to their needs. Thus, policymakers who wish to expand financial access probably may not be able to do
much if certain people are rightly excluded due to their high chance of default. However, they can certainly take
some actions against discrimination, insufficient informational and contractual infrastructure, and high provisional
costs of financial services.

In this study, we examine the state and determinants of financial development in the OIC countries. Specifically,
what excludes three out of four Muslims from accessing financial services? For involuntary exclusion, four
possibilities may exist: affordability, insufficient income and high-risk profile of potential clients, discrimination,
or weak contractual and informational frameworks. To answer the question, we must trace the flow of money.
Total assets of banks in the Islamic world are only half of their GDP. The OIC members lag most countries in
financial depth. Either financial institutions or financial markets channel monies of modern societies. The financial
markets in the Islamic world do not seem to be the secondary address for the money. One cannot help but ask
then, if money is not kept in banks or markets in these countries, where is it? The subsequent critical question is
why money is escaping from the system?

Part of the flight from banks may spring from socio-economic reasons. Religious or cultural concerns may still
keep away some groups from the ‘mundane’ financial institutions; despite the fact that the spread of zero-interest
financial institutions in the world in recent years has notably shrunk this unbanked segment of the society. More
can be done on this front by introducing more financial services and products compatible with religious concerns.

Islamic jurists could be called into service to mitigate the theological concerns of the pious and help invent new
products to domesticate still untapped funds. As for discrimination, there are some concerns in certain circles that
rural money is collected and loaned in urban areas. Moreover, holding banking structure is still a prevalent
organizational form in the OIC members. Various major banks are under the control and ownership of business
holdings and conglomerates or state.

Many Muslim entrepreneurs are complaining that some banks turn them down, if they have projects to enter a
business line or industry where the parent company of the bank is doing business as well. As for injustices on the
basis of religion, gender, age, or ethnicity, it is hard to judge without concrete evidence. We need more
investigation. However, the bureaucracy of opening an account or obtaining a loan at the OIC members is much
more problematic as compared to other countries (Isik, 2009).

The red tape observed in many Muslim countries could be some, albeit weak, sign of discriminatory tendencies.
Legislations in the U.S., like the Community Reinvestment Act, which bars red-lining certain regions, and the
Equal Credit Opportunities Act, which prohibits discrimination, could be enacted in the Muslim world to protect
the innocent. Also, employing bank clerks speaking local dialects, or representing some ethnicities could help.
Alternatively, the real problem could be a matter of poverty or financial illiteracy, not access, for certain groups.
Then, financial or general education policies gain importance.

The large capital drain from the financial system at the OIC countries also signifies the trust issues inflicting
their societies. Cash is still the most prominent payment instrument. Check payments are not common. Thus,
people carry big stacks of cash around to settle daily transactions. Furthermore, bank failures; economic crises,
social unrest and security issues do not help. Hence, the severe anorexia of Muslim citizens to deal with banks
may be engraved in their psyche after a number of very costly and frequent mass bank failures, resulting mainly
from outright fraud of bank owners and managers.

The lack of an effective legal and contractual system that will timely resolve conflicts between economic agents
may be keeping many Muslims at bay. Market frictions like information asymmetries and agency problems can
only be overcome by constructing a credible legal system, effective oversight, prudent regulations, transparent
government and corporations, reliable accounting and auditing practices, and market discipline.
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Moreover, inflationary fears of the past could still be in the public subconscious, which might be encouraging
the holding of outside money like gold. Then, prudent macroeconomic policies become instrumental. There are
also some signs that many banking services are not affordable for an average Muslim citizen. Fees charged on
savings accounts, mortgage, business, and SME loans are considerably above world medians. This can be the
result of weak competition among the banks at the OIC members.

According to many pundits of financial development and access, public efforts in the long run should be geared
towards improving the enabling institutional environment, where all agents would feel safe to play and deal with
strangers. However, for those who are impatient and suffering from reform fatigue, the best medicine in the short
run is a stiff competitive environment, which encourages self-discipline in everyone.
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