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Faycal Chiad (Saudi Arabia), Abdelhalim Gherbi (Saudi Arabia)

THE ROLE OF ISLAMIC BANKS
IN PROMOTING ECONOMIC
GROWTH AND FINANCIAL
STABILITY: EVIDENCE

FROM SAUDI ARABIA

Abstract

The aim of this study is to provide a suitable empirical framework for the interaction
between Islamic finance, financial stability, and economic development. Additionally,
it is an attempt to empirically evaluate how the levels of financial system stability
and economic growth in an oil-rich nation are affected by the financing provided by
Islamic banks. The study employs the fully modified ordinary least squares (FMOLS)
and quantile regression (QR) based on quarterly data from 2013 to 2022. The find-
ings indicate strong evidence that Islamic banking finance supports economic growth
and improves financial system stability. Moreover, the study highlights that this posi-
tive relationship is negatively affected by inflation rates and levels of economic policy
uncertainty. Financial inclusion has an important positive impact on both dependent
variables, reinforcing this link. Furthermore, oil rents in Saudi Arabia (KSA) have con-
tributed to improving economic development and supporting the financial sector’s
development to achieve economic diversification as outlined in the Saudi Vision 2030.
These findings confirm the necessity of paying attention to developing Islamic banking
and increasing its market share by creating products and services that achieve eco-
nomic efficiency in accordance with suitable policies for making the financial sector a
strategic sector that supports economic development in KSA.

Keywords Islamic banks, financial stability, economic growth,
quantile regression
JEL Classification C22,G21, 047

INTRODUCTION

Following the global financial crisis, maintaining rapid economic
growth (GR) and stabilizing the financial system have become an im-
portant issue not only for emerging market economies but also for de-
veloped economies. Fears and doubts about the global banking and fi-
nancial system increased after the spread of the crisis to the real econ-
omy. It is believed that the expansion and excessive granting of bank
loans, the lack of transparency, weak governance practices, the inter-
est-based system, and illegal speculation are among the most impor-
tant causes of the crisis (Chapra, 2009). It has been shown that Islamic
banks (IBs) experience lower levels of risk due to the Shariah prin-
ciples that govern them, especially the profit and loss sharing system
(PLS). In addition to avoiding speculation and financial products with
high financial leverage. Also, IBs possess high liquidity compared to
conventional banks. All of these factors helped them reduce the effects
of the crisis (Mensi et al., 2020).

IBs are not entitled to engage in financing unethical projects and

those prohibited by Sharia law and have a strong connection to the
real economy (Hussien et al., 2019). It has also greater liquidity and
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capital reserves than its conventional counterparts (Miniaoui & Gohou, 2013; Bourkhis & Nabi, 2013;
Mobarek & Kalonov, 2014). IBs play the role of financial intermediation in a different sense than their
conventional counterparts. It has emerged and received increased attention following the global finan-
cial crisis. It offers a wide range of products and services that adhere to the principles of Islamic Sharia.
These products aim to enhance financial inclusion among a wide segment of the public who wish to deal
with this type of banks on faith-based grounds. Which increases the customer base and raises levels of
savings and investment.

Innovative Islamic finance products encourage entrepreneurship activity and increase commercial ac-
tivities by providing the necessary financing based on mudarabah or musharakah formulas instead of
providing interest-bearing loans. By encouraging financing linked to real assets, IBs support the real
economy and productive investments and reduce speculative activities, which contributes to capital
formation and promotes more effective risk management. It creates a more stable banking and finan-
cial system (Pappas et al., 2017). IBs are committed to the ethical aspects of investment, which creates
a socially responsible investment environment. This paper examines how Islamic banks support both

economic growth and financial stability in KSA.

1. LITERATURE REVIEW

The relationship between finance and growth is
well-established in the literature. Four well-known
theories represent the findings reached. However,
the theoretical literature does not clearly explain
the connection between Islamic banking and GR.
The purpose of presenting these four theories is to
determine which theory is most suitable for the
relationship between Islamic finance and growth.

Studies on the impact of the financial sector on
economic growth are evident in empirical research.
Some studies show the beneficial impact of banking
development on economic growth (Ratsimalahelo &
Barry, 2010). In contrast, other studies have shown
either a negative impact of banking development on
economic growth or a combination of positive and
negative impacts (Eggoh, 2010).

Islamic finance offers great potential to promote
inclusive growth and finance investment proj-

ects. It was determined that the growth of Islamic
banking supports macroeconomic effectiveness
(Gheeraert & Weill, 2015). Also, Gheeraert (2014)
found strong evidence that the development of IB
services leads to the development of the banking
sector. Hachicha and Ben Amar (2015) investigat-
ed the impact of IBs financing on GR in Malaysia.
They found that IBs have a less significant impact
in the long term, because IBs’ operations were
linked to non-participatory activities, which have
an impact in the short term, while they avoid the
PLS transactions.

In both conventional and Islamic banks, the power
of financial intermediation is crucial in fostering
GR (Saleem et al., 2021). Islamic finance has been
shown to positively influence economic growth in
Southeast Asia (Ledhem & Mekidiche, 2021), and
itis seen as a crucial component of the endogenous
growth model. Zarrouk et al. (2017) attempted to
find out the relationship of financial development
(by focusing on IBs) with GR in the UAE. The re-

Table 1. Theories between finance and economic growth

Hypothesis Content H Support Studies
The Theory of ;There is a causal relationship between financial development and Schumpeter (1911), McKinnon (1973),
Supply-Leading i economic expansion. This is because the financial sector is responsible i  Beck et al. (2000), Majid and Kassim
(SLH) i for financing projects and investments and motivating entrepreneurs. (2010), Levine et al. (2000)

Demand-Following :
Hypothesis (DFH)

: industry. This is because the financial sector responds to the expansion
: of economic operators’ activities and businesses.

‘Economic development contributes to the improvement of the financial Robinson (1952), Patrick (1966), Furgani

: and Mulyany (2009), Carby et al. (2012),
: Pradhan et al. (2017)

economic growth complement one another.

Since their relationship is reciprocal, financial development and

Pradhan et al. (2015)

The Neutral

There is no connection between the financial and economic sectors.

Lucas (1988)
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sults showed that GR enhanced the development
of IBs with no reverse effect. There is a non-linear
relationship between the development of IBs (de-
posits, loans, assets) and macroeconomic variables
(Mensi et al., 2020). Anwar et al. (2020) concluded
that there is a bidirectional causal relationship be-
tween GR and the development of IBs in the short
and long terms. the risk-sharing instruments are
positively associated with GR in Bangladesh. And
the risk-free instruments are negatively associated
with GR (Chowdhury et al., 2018).

Moreover, the findings of Jawad and Christian
(2019) showed that the direction of causality fol-
lows the SLH hypothesis. Gani and Bahari (2012)
concluded that there is substantial proof that GR
and IB indicators have a causal bidirectional link.
Kassin et al. (2015) found evidence of short and
long-term association between industrial produc-
tion and IBs. Despite the fact that earlier research
has demonstrated that IBs have a substantial im-
pact on GR. However, some studies have reached
different results, such as Goaied and Sassi (2010),
by using the generalized method of moments
(GMM) on selected MENA countries, they con-
cluded that the influence of IBs on GR is statisti-
cally insignificant.

For the relationships between Islamic banks and fi-
nancial stability nexus, researchers have increased
their interest in the Islamic banking system and
investigated the role of these institutions in pro-
moting financial stability. Rashid et al. (2017) ex-
amined the extent to which IBs contribute to fi-
nancial stability in Pakistan. The findings showed
that IBs contribute better to enhancing the stabil-
ity of the financial sector compared to convention-
al banks. Also, banks that have a higher profitabil-
ity rate and a higher degree of diversification have
a greater level of financial stability. According to
Beck et al. (2013), IBs are less susceptible to market
fluctuations and are less vulnerable to risks than
conventional banks.

The stability levels of IBs are higher than those of
their conventional counterparts (Rajhi & Hassairi,
2013). Additionally, IBs perform better when they
are smaller in size because they are more stable
than larger IBs, and the 2008 global financial cri-
sis had the least impact on small-scale IBs (Cihak
& Hesse, 2010; Alqahtani & Mayes, 2018). This is

http://dx.doi.org/10.21511/imfi.21(3).2024.29

supported by the fact that IBs with weak assets
manage low-risk investments, while expanding
would expose them to bigger risks that they would
find challenging to manage, particularly when it
came to financing based on profit-and-loss sharing.

Moreover, Tekdogan and Atasoy (2021) compared
two groups in terms of their role in promoting fi-
nancial stability, and they concluded that IBs im-
prove financial stability because it has more liquid-
ity than conventional banks, which increases their
capabilities during shocks and crises. Recently,
Shaheen et al. (2022) distinguished between debt-
based financing and equity-based financing in IBs.
It was concluded that financing based on owner-
ship and debt did not affect price instability. The
findings demonstrated that debt and equity-based
financing have an inverted U-shaped impact on
economic instability.

Theoretically, IBs support financial stability based
on several factors, including their products based
on sharing profits and losses and asset-backed
products, in addition to their principles that aim
to preserve depositors’ funds and reduce risks.
(Chong & Liu, 2009; Rashid et al., 2017; Baber,
2018). Islamic banks’ commitment to providing
interest-free services and asset-based financing
instruments following ethical principles makes
them enhance liquidity and reduce risks because
they are linked to assets that can be used as col-
lateral in cases of customer insolvency. This makes
IBs more profitable and have high liquid com-
pared to their conventional counterparts (Hassan
& Mahlknecht, 2011; Safiullah & Shamsuddin,
2018; Bitar et al., 2020). Other researchers have
demonstrated that when compared to convention-
al banks, IBs have higher Z-score levels (Pappas
et al., 2017; Mollah et al., 2017). While Lassoued
(2018) and Paltrinieri et al. (2021) discovered that
conventional banks exhibit higher levels of finan-
cial stability than their Islamic counterparts.

The aim of the study is to examine the role of
Islamic finance in economic development and fi-
nancial stability in Saudi Arabia.

Thus, to achieve the aim of this paper and examine
the role of IBs in economic growth and financial
stability in KSA, the following hypotheses were
developed:
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HI: Islamic banks contribute positively to Saudi
Arabia’s economic expansion.

H2:  Saudi Islamic banks enhance the stability of
the financial system.

2. METHOD

Using the QR regression, the current study investi-
gates how Islamic financing affects Saudi Arabia’s
financial stability and economic growth, includ-
ing a set of control variables: inflation rate (INF),
oil revenues (OILR), economic uncertainty index
(EPU), and financial inclusion (FI). According to
the availability of study data, the study period in-
cluded quarterly data from 2013Q1 to 2022Q4.

The capacity of QR regression to depict the depen-
dent variable’s conditional distribution is one of its
distinguishing features, and it relies on estimating
the conditional median and not the mean like the
OLS. Assume that Y is the dependent variable and
Z is the independent variable:

Y,=Zp,,

q

©)

where f8_is the parameter of the quantile g; q
changes in the range from 0 to 1. To obtain the
value of parameter g, the following equation must
be solved by minimizing the sum function:

Ming 3 |y, =28

+Zje(ijzjﬂq)(1 - q)‘yj N Zjﬂq

@

5

where the 8 is the level of dependence between the
independent variable and g™ conditional quantile of
the dependent variable. Equation (3) can be solved
using linear programming and allows the values of
the parameter q to move in the range (0,1), allowing
a more in-depth analysis of the relationship between
the exogenous variable (Z) and endogenous vari-
able (Y]_) (Koenker & D’Orey, 1987). QR regression
is more powerful in explaining the relationship be-
tween variables if the errors do not follow a normal
distribution, there is heterogeneity in the dependent
variable, there are outliers in the observations, or
the graph is skewed (Koenker & Hallock, 2001).

Based on previous literature (Boukhatem & Ben
Moussa, 2018; Chowdhury et al., 2018), the paper
reviews two models, where total Islamic finance is
considered as an independent variable, and finan-
cial stability and GR as dependent variables after
controlling for inflation, oil rents, financial inclu-
sion, and economic policy uncertainty.

The QR regression is used to evaluate the relation-
ship between our variables. The following econo-
metric models have been developed:

GR, = y +0,IBF, + 0,FI, + 0,STAB,
+0,0ILR, +0,EPU, +0,INF, +&,,

3)

STAB, = a+ BIBF, + B,FI, + B,GR,
+B,0ILR, + B.EPU, + BINF, + u,,

4)

where ¥, are the intercepts. GR and STAB rep-
resent the economic growth and financial stabil-

Table 2. Description and measurement of the variables

Variable Name Symbol Measurement

Source

Dependent variables

Farahani and Dastan (2013),

Feonomic Growth GR Gross Domestic Product SAMA i Yukseland Canoz (2017)
: : Kim et al. (2020), Beck et al.
Financial Stability STAB i ((Equity +ROA) / Assets)) / Std Dev (ROA) | GFDD (2013), Dwumfour (2017),
H Cihak and Hesse (2010)
Independent variables
e ) ) . ) ) : Ledhem and Mekidiche (2021),
Islamic financing IBF Total Islamic Banking Financing : SAMA Al Fathan and Arundina (2019)
Control Variables
.. Inflation o INF Inflation rate SAMA L Ammio13)
QU TENLS e OLR Oil rents to GDP (%) WOl ... Hidayatetal. (2020)
Economic Polic Www- .
. ¥ EPU Economic Policy Uncertainty Index policyuncertainty. Phan et al. (2021)
Uncertainty com

Financial Inclusion Fl Composite Index

Author calculations Nguyen(2021)
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ity respectively. IBF is the total islamic banking
financing.FI is the financial inclusion index. OILR
represent the Oil rents.INF is the inflation rate.
EPU is the economic policy uncertainty index.
gand p are the error terms.

The paper studies the impact of Islamic financing
on financial stability in Model 6 and the effect of
Islamic financing on GR in Model 5. Equation (1)
is formulated for the regression as follows:

QGR(q/Zt):J/'[_'_ﬂ'lq]BF;+ﬂ‘2qct’ ®)

Qstab (q/Zt):}/i-i_ﬁlq]BF;-i_ﬂZth’ (6)
where Q_, and Q_ , indicate the quantile of the
GR and STAB variables, IBF, represents Islamic
financing, and C, indicates the control variables
described previously.

3. RESULTS

Table 3 delineates the descriptive statistics for the
variables. The average IBF amounted to 1,247,141
million Saudi riyals, with a standard deviation of
315 thousand million Saudi riyals. The gross do-
mestic product in KSA showed many fluctuations,
as its lowest value in 2015-2016 was around $660
billion, but it improved in 2022 to reach more than
$1.1 trillion after recovery from the Corona pan-
demic and the decline in oil prices. The average
financial inclusion index reached 0.73 after the
normalization of the indicator.

Note also that most variables are asymmetric
and do not follow a normal distribution be-
cause the Skewness values differ from zero. In
addition, the values of the Kurtosis statistic ex-

Table 3. Descriptive statistics

ceed +3. This makes the use of QR regression
appropriate and gives reliable results. Also, QR
regression works well with extreme values and
skewed distributions.

To construct the financial index, the following in-
dicators were used: banking accounts per 1,000
persons; outstanding bank deposits, the number
of bank branches per 100,000 persons, outstand-
ing loans from banks, and ATMs per 100,000 per-
sons. The previous variables measure penetration
of banking services in the demographic and usage
dimensions (Beck et al., 2007). To save space, the
steps of the principal component analysis (PCA)
are well presented in the literature (Gharbi &
Kammoun, 2023).

Table 4. Unit root tests

ADF PP
Variables Level . First Level . First
‘difference: ‘difference
Stab 0.621 i -7.027"" ¢ -1.009  -2.576""
JBF o TMATO 3277 2475 61037
FI -0.02 -2.98" -3,291" i -5.263"
R 2117 —-4.077"" 1.544 5328
EPUo.....0896  4176™ | 1090 6619
olL -0.906 : -5.714™" i -1749° i -2.089""
UNF 0 1356 2.064 | 2342 | —2.737"

Note: ™ P<0.01. P <0.05. "P<0.1.

After ensuring the data series is stationary at
the first difference for all study variables, the
models are estimated using the OLS and the QR
regression. Tables 5 and 6 display the results of
models (5) and (6), respectively. This regression
allows for differences in the effect of covariates
across conditional quantiles, that is, the impact
of Islamic financing on GR and financial stabil-
ity at different points in the distribution in the
three cases.

Variables and descriptive statistics OILR GR IBF INF STAB Fl EPU
Mean 26.64366 | 27.25161 | 1247141 | 1755316 | 22.36795 : 0.730666 | 5.213412
‘Median | 23.82155 @ 2725243 | 1124234 | 2.347216 . 22.31537 . 0.851819 . 5201554
‘Maximum a4 | 2736588 | 1976498 | 3.532525 = 2470000 . 1.000000 : 5913918
e
. Dev. 0048485 315200 | 1.853109 . 1649223 & 0.267549 . O

‘Skewness ©-0.225931 = 0.944352 | -1.124124 = —0.057935 | ~1.601137 . —0.035028
‘Kurtess 2948107 & 3319518 & 2.845558 | 2.998041 . 1726560 . 4.585150 . 1.800368
Jarque-Bera 3284743 = 0472169 | 5536213 | 2785694 . 0.681281 . 19.68286 = 2.406707
Probability 0193521 @ 0789714 | 0.062781 | 0248367 . 0711314 . 0.005348 . 0.300186

http://dx.doi.org/10.21511/imfi.21(3).2024.29
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Table 5. Effects of IBF on economic growth

Dependent variable (Economic growth)

Variables Q10 Q25 : Q50 : Q75 : Q90 oLs

IBF §0.1708%** 0.1933*** i (0.1488*** I 02226%** i 0.191%* i (0.216%**
. e B B T T
W emsoow oowen
OILR 0.0577%* 0.0817* 65

W et o000 0 -
STAB 0.147* .. 0.0954 . 0.1870

Pseudo R2 0.8315 0.7544 0.7157

Note:™ P<0.01. "P<0.05."P<0.1.

Table 5 shows the impact of IBF on GR, as the re-
lationship was significant and positive across all
quantiles. It is important to note that it appears
relatively strong for extreme and lower quantiles.
These findings are consistent with those of Majid
and Kassim (2015), Kassim (2016), and Imam and
Kpodar (2016). This means that an increase in the
market share of IB leads to improved GR. In other
words, the greater the volume of Islamic finance,
the greater the growth rates of GDP (Figure 1).

Over one-third of the global assets of Islamic
banking are held by the Islamic banking sector in
the KSA. This makes the Saudi market the largest
in the world regarding total assets, and its share
in the banking system represents more than 77%
(SAMA, 2022). The INF and the EPU showed a
negative relationship with GR, but the EPU was
significant across all quantiles, in addition to its
effect being greater in large quantiles compared to
small quantiles. This shows that the Saudi econo-
my is affected by economic uncertainty as a result
of its geographical location in the Middle East and
the connection of its economy to the oil markets
and international financial markets. Therefore,
this should be considered when preparing eco-
nomic plans and policies in KSA.

Table 6. Effects of IBF on financial stability

Inflation was not significant. The OILR showed
a statistically significant relationship across all
quantiles. The financial stability proxy showed a
positive relationship across the minimum quan-
tiles (Q10) and maximum quantiles (Q90), while
there was no significant effect on GR in the OLS
model. Therefore, these results correspond with
the first hypothesis, which is that IBs positively
impact growth.

The IBF is statistically significant in the QR model
at the upper quantile. Islamic banking enhances
the stability of the financial system. The princi-
ples of IBs allow all transactions related to real as-
sets, which enhances productive activities and the
real economy. In this context, one of the lessons
learned from the financial crisis is to consider the
principles of Islamic finance to enhance financial
stability (Imam & Kpodar, 2016; Boukhatem &
Ben Moussa, 2018).

FI positively affects financial stability across all quan-
tiles, but it has a stronger effect at smaller quantiles.
When FIs improve the stability of the financial sys-
tem, they thus expand the customer base and total
deposits, which positively impacts the financing of
investment projects and assets in various products,

Dependent variable (financial stability)

Variables Q10 Q25 Q50 ; Q75 Q90 : oLs
IBF o 0.2508*** 0.2783*** 0.2747%%%  © 0.2793*** . 03201*** | 0273
P 0606*** | 04208*** 0649
EPU ~0.025 0017
ONE -00105%** . -0.01507*** . ~0.009%
Pseudo R2 0.79 0.78 0.94

Note: ™ P <0.01. ”"P < 0.05. Pseduo R2 shows the fit of the quantile regression model.
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whether PLS or debt-based (Banna et al., 2022). The
financial inclusion index coefficient is significant.
Therefore, financial inclusion promotes greater fi-

nancial stability. This finding aligns with Banna et
al’s (2022) and Vo et al’s (2021) studies.

In addition, the effect of EPU was negative but not
significant across all quantiles, while the INF nega-
tively affects financial stability across all quantiles
but more clearly at larger quantiles. This demon-
strates the negative impact of inflation on stability.
Considering that inflation makes markets more
volatile, there is a probability of higher defaults
and a higher rate of non-performing loans (Global
Financial Stability Report, 2022), in addition to its
impact on the abilities of individuals and compa-
nies to obtain bank loans, whether for investment
or consumption. Moreover, the continuous in-
crease in prices reduces the well-being of individu-
als, which reduces the demand for some products
and services. OILR also has a positive and signifi-
cant relationship with financial stability through
small quantiles only. Therefore, these results cor-
respond with the second hypothesis that there is
a positive and significant relationship between IB
financing and the level of financial stability.

The FMOLS method was used to ensure the find-
ings’ reliability, as it can provide effective estima-
tors in small samples.

The FMOLS show that the IBF was positive and
significant in both models, confirming Islamic fi-
nance’s positive role in improving financial stabil-
ity and supporting GR in KSA. The signs of both
inflation and the EPU were negative. In addition,
FI and OILR improve growth and stability. These
findings confirm the robustness of the quantile re-
gression findings and give them greater reliability.

Table 7. Robustness check

4. DISCUSSION

Islamic financing instruments are divided into
debt and equity participation instruments, and
both types depend on assets between the parties to
the transaction. These tools are designed to man-
age risks at the lowest levels to preserve the funds
of depositors and investors. Also, IBs, through the
Sharia Supervisory Board, do not tend to invest
in high-risk projects. This makes it support the
financial system’s stability (Chong & Liu, 2009;
Hassan & Mahlknecht, 2011).

Numerous studies have shown that Islamic
banks have greater capabilities to absorb finan-
cial shocks compared to conventional banks,
based on the features the paper mentioned pre-
viously (Baber, 2018; Rashid et al., 2017). It has
now become known in the literature that IBs
are characterized by greater levels of liquidity.
Perhaps the reason is due to the huge volume
of deposits and the difficulty of finding Islamic
liquidity management products that combine
economic efficiency and Sharia compliance, and
the absence of money market products among
Islamic banks; this makes them maintain
large cash surpluses (Lahsasna & Chiad, 2014;
Dolgun, et al., 2020).

Some authors suggest that IBs with significant
total assets support financial stability more than
small banks (Ibrahim & Rizvi, 2017). This con-
cept is relevant to the Kingdom of Saudi Arabia
since Islamic banks have the most assets globally.
Saudi total Islamic assets reached about 28.5 per-
cent in 2020, followed by Iran with 22 percent and
Malaysia with 11.4 percent (ISDB,2021). Moreover,
the Islamic banking sector in KSA has a share of
more than 77 percent (SAMA, 2022).

Variabl FMOLS (STAB Model) FMOLS (GR Model)
ariables

Coef. S.E t-stat Coef.
JBF . e 0:289777 e O0427 i BT553 ..0:2457%"
SR e 0:0228 0218 507 e
OIR ...0.08147 00256 .i..3:1816 .....0.0423%%
o 0BT i OLTE 3883 LOATISTE 0108
NF 0007500028 D292 000437 0002 ...T2088
EPYL L.o0.0382%F o ..00M4T ....T2586 .o0o48trr ...00111 -4.3206
STAB - - - 0.069 0.164 0.42

Note:™ P <0.01. P < 0.05.

http://dx.doi.org/10.21511/imfi.21(3).2024.29
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Moreover, one of the most important factors that
made the IBs enhance financial stability is the
nature of these institutions, the structure of their
budgets, and how they manage business and finan-
cial risks. Due to the link between customer depos-
it returns and asset returns, the balance sheet items
in IBs permit some consistency between the assets
side and liabilities side (Igbal & Mirakhor 2011). In
addition, Islamic financial services are character-
ized by diversity, which helps meet the demands of
individuals and corporate clients. This explains the
positive role of IBs in promoting economic devel-
opment. Thus, it contributes to converting deposits
into investments through various Islamic financ-
ing tools (Chowdhury et al., 2018).

In accordance with Islamic finance’s core values,
IBs provide services and products that support
the real economy in accordance with the founda-
tions of ethical investment and the equity partici-
pation mechanism. Islamic financial services are
anticipated to have a greater influence and facili-
tate more effective resource allocation. This is be-
cause the PLS system makes Islamic banks keen to

choose the best investment projects, and thus their
financing decisions are more careful than conven-
tional banks (Siddiqi, 1999).

Furthermore, one of the factors that helps the pos-
itive role of IBs in financial stability and support-
ing GR is the PLS principle, which is regarded as
one of the characteristics of Islamic banking, as it
is linked to assets that make financing more stable
due to the possibility of making the investment
project’s assets as bank guarantees. The PLS mech-
anism also contributes to better risk management
because it distributes the risks to the shareholders
in the investment project (partners).

It is crucial to note that using IB products will not
replace the conventional banking system. Still, it
will undoubtedly create other opportunities to in-
crease financing for small and medium-sized busi-
nesses and will meet the desires of a segment of
society. Moreover, this will increase competition
with conventional banks, creating better opportu-
nities to enhance economic progress and financial
stability in nations that adopt the dual system.

CONCLUSION

This study examined the role of IBs in the financial stability and economic growth of KSA using QR
regression. The results reveal that IBs positively affect GR and financial stability across various quan-
tiles. This confirms that expanding the Islamic banks’ activities will improve stability and contribute
positively to the gross domestic product. The findings also confirm the SLH supply leading hypothesis,
meaning that IBs positively affect Saudi economic growth. In this context, IBs have proven their perfor-
mance as financial intermediaries has been effective by providing services and products between those
with financial surpluses and those with deficits.

It is necessary for the financial authorities in KSA to expand access to banking services to all segments
of society and improve financial inclusion indicators. Positive effects can then be expected on economic
growth and financial stability. The results indicate the importance of reducing the detrimental effects of
inflation and the necessity of adopting policies to reduce the negative effects of uncertainty in economic
policies on the Saudi banking system.

The paper points out the need for the Saudi financial authorities to pay attention to improving and
strengthening Islamic financial services, which have proven their positive role in improving eco-
nomic growth and financial stability. Therefore, the share of IBs in the market must be increased by
opening new IBs because the current number is only four IBs, which does not encourage competition.
Accordingly, the introduction of foreign IBs into the Saudi market will lead to reduced levels of banking
concentration and the development of new products and services.

Attention should also be given to human resources specialized in Islamic finance through training, for-
mation, and qualification. Due to the lack of specialized human resources, many countries have opened
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professional and academic certificates specialized in this field. This will improve the performance of
these institutions and make them provide competitive services. Moreover, it is important to improve
FINTECH’s financial technology sector to modernize the financial services provided.

The findings are considered useful for Islamic bank managers, officials of the Central Bank and the
Ministry of Finance in KSA, and decision-makers interested in developing the financial sector within
Saudi Vision 2030. Specifically, these results help enhance our understanding of how the study’s vari-
ables interact, particularly the connection between Islamic finance and economic growth and its role in
the financial stability of the Saudi banking system.
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Figure Al. Quantile regression estimates (GR: the dependent variable)
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Figure A2. Quantile regression estimates (STAB: the dependent variable)
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