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Ibrahim Abiodun Oladapo (Saudi Arabia), Yusuf Opeyemi Akinwale (Saudi Arabia)

ISLAMIC FINANCIAL DEPTH,
INFLATION, INTEREST RATES,
AND ECONOMIC GROWTH
IN SAUDI ARABIA:

AN APPLICATION OF VECTOR
AUTOREGRESSION MODEL

Abstract

This study investigates the short-run dynamics among Islamic financial depth, inter-
est rates, inflation, and their impact on Saudi Arabian economic output using quar-
terly information spanning 2017-2023. The study employed a vector autoregressive
model due to the non-cointegrated nature of the variables. Results indicate positive
short-run relationships between the current GDP per capita and its lagged value, and
between economic growth and inflation. Conversely, interest rates demonstrated a
negative short-run relationship with economic growth, while Islamic financial depth
showed a positive but lagged impact. Wald tests confirmed short-run causality from
inflation, interest rates, and Islamic financial depth to GDP. These findings suggest
that keeping inflation in check with good central bank policies is important for stable
markets and a growing economy. Furthermore, the size of the Islamic finance sector
in Saudi Arabia seems to boost the country’s economy. The findings provide useful
information for Saudi Arabian decision-makers in government and Islamic financial
institutions.

Keywords Islamic financial depth, economic growth, VECM,
Johansen cointegration, Wald test, Saudi Arabia
JEL Classification E44, E52, G21

INTRODUCTION

The pursuit of sustainable economic growth is a shared objective
among global economies. The banking sector assumes a vital func-
tion in realizing this objective. Nonetheless, macroeconomic con-
ditions, particularly fluctuations in interest rates and inflationary
pressures, pose significant impediments to the performance of
banking institutions, thereby impacting economic growth. While
both conventional and Islamic banks provide fundamental finan-
cial services, Islamic banks operate under the principles of Islamic
law (Shar1r’ah), which prohibits interest-based transactions due to
ethical and societal considerations. The unique nature of Islamic
banking necessitates a specialized analytical framework to evalu-
ate the dynamics of monetary and fiscal interventions, as well as
financial systems, on economic growth.

The ability of Islamic banks to effectively gather funds and direct
them towards investments that stimulate economic activity is crucial
for overall economic advancement. Although a well-researched area,
the precise nature of how Islamic finance influences economic growth
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continues to be debated. There is limited research on this subject in Saudi Arabia, a prominent partici-
pant in the Islamic finance market with a considerable market share. This gap is especially important
given the substantial growth of Islamic banking assets in Saudi Arabia, largely driven by Shari’ah-

compliant financing in the retail sector.

LITERATURE REVIEW

The interplay between Islamic financial depth,
inflation, interest rates, and economic growth is
complex and multifaceted. Islamic finance, guid-
ed by Shari’ah principles, operates differently from
conventional financial systems, raising questions
about its distinct impact on economic outcomes.
This literature review examines the existing re-
search on these interrelationships, exploring the
channels through which Islamic financial depth
influences economic growth and how inflation
and interest rates affect GDP growth.

Many empirical investigations have scrutinized
the relationship between inflation and economic
growth, producing results that are often incon-
sistent across different regions and temporal con-
texts. While certain studies propose a positive
correlation, particularly in the short term, a con-
siderable corpus of evidence underscores a nega-
tive or negligible relationship. Evidence support-
ing a positive short-run association between eco-
nomic growth and inflation was elucidated in the
research undertaken by Gatawa et al. (2017), uti-
lizing Nigerian data spanning from 1973 to 2013,
alongside the inquiry by Issie (2023), which exam-
ined six Central African economies from 2000 to
2018. Conversely, a significant array of research
suggests a deleterious effect of inflationary pres-
sure on economic expansion. The investigation
conducted by Su and Soon (2024) concerning the
ASEAN-5 nations from 1990 to 2020 unveiled a
negative correlation, specifically in the Philippines
and Indonesia, suggesting that inflation may im-
pede economic expansion in select economies.
Similarly, Khan and Khan (2018) found a nega-
tive effect across various Asian nations (1973-
2016), encompassing Bangladesh, Iran, Indonesia,
Malaysia, and Pakistan. The study by Malec et
al. (2024) on Ethiopia from 1991 to 2020 further
corroborated this adverse relationship by apply-
ing an ARDL model, emphasizing the potential
for inflation to diminish the production of goods
and services. This negative short-run dynamic is
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additionally substantiated by Atigala et al. (2022),
who researched Sri Lanka with data ranging from
2000 to 2021, and Kunkuaboor et al. (2021), utiliz-
ing Ghanaian data from 1995 to 2019. These find-
ings indicate that inflationary pressures may ad-
versely affect short-term economic performance.
Manamperi (2013) analyzed the BRICS countries
and uncovered a significant negative short-run re-
lationship in four out of five nations; yet no long-
run effects were identified, suggesting that the
impact of inflation on growth may be primarily
short-lived. In contrast, Mukoka (2018) reported
an absence of any relationship between inflation
and economic growth in Zimbabwe. These vary-
ing outcomes demonstrate the intricate and con-
text-specific nature of the inflation-growth nexus.

The nexus between interest rates and economic
growth, especially in emerging markets, remains
a subject of ongoing debate. While traditional eco-
nomic theorists have asserted that reduced interest
rates serve to catalyze economic growth through
enhanced investment levels, empirical observa-
tions, especially from developing nations, reveal a
more complex narrative. For instance, Luyanda et
al. (2024) examine the interconnections between
economic growth and monetary policy indicators
in South Africa from 1980 to 2022, employing a
Vector Error Correction Model for their analysis.
The study found no long-run influence of interest
rates on economic growth. In a similar vein, Njie
and Badjie (2021), in a study conducted in Gambia
between 1993 and 2017, discovered a negative
long-term correlation between interest rates and
economic growth. Alkhawaldeh et al. (2020) like-
wise identified that interest rates negatively affect
economic growth in Jordan in the long run, im-
plying that increased interest rates may discourage
economic growth. Conversely, other studies have
presented a positive or more intricate relationship.
Adegoke et al. (2021), employing an autoregressive
distributed lag model on Nigerian data, identified
a strong long-term relationship between interest
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rates and gross domestic product (GDP). However,
their findings also highlighted an asymmetrical
pattern, characterized by a negative correlation be-
tween the two variables. This finding intimate that
the influence of interest rates on economic growth
may differ depending on specific circumstances
and the trajectory of interest rate fluctuations. Lee
and Werner (2022), for example, observed no cor-
relation among monetary policy instruments and
economic progress in their investigation of 19 ad-
vanced and emerging economies, even suggesting
a potential inverse relationship. Similarly, Adabor
(2022) identified a negative short-term relation-
ship between lending rates and economic growth
in Ghana, highlighting the asymmetrical effects
of interest rate fluctuations. Contrasting perspec-
tives are offered in other studies, such as Kiley
(2014), who determined that both short- and long-
term interest rates influence consumer spending
in the United States, with short-term rates exert-
ing a more pronounced impact due to their in-
fluence on the overall term structure. This sug-
gests that the type of interest rate examined can
shape the perceived relationship with economic
growth. Mushtaq and Siddiqui (2016) identified a
notable disparity in the influence of interest rates
on economic outcomes, distinguishing between
countries with majority Muslim populations and
those without. Their study found that while in-
terest rates positively impacted economic perfor-
mance in Muslim-majority countries, this effect
was not evident in non-Muslim-majority nations.
This highlights the potential impact of the current
financial framework on the relationship between
interest rates and economic growth.

Financial depth, referring to the size and sophis-
tication of a country’s financial industry, has been
extensively studied in relation to economic prog-
ress (Demirgiig-Kunt & Levine, 2008; Khan, 2002;
Mabeba, 2024). A nation’s level of development can
influence the relationship between its financial
sector’s depth and its economic progress (Sepehri
& Moshiri, 2004). Hussain et al. (2024), using fi-
nancial inclusion as a proxy for financial depth,
found that the variable demonstrates a statistically
significant long-run influence on economic de-
velopment. Similarly, Demirgii¢-Kunt and Levine
(2008), in their cross-country analysis of over one
hundred countries, identified a strong positive as-
sociation between financial depth and economic
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expansion. Boukhatem and Moussa (2018) ob-
served that in certain MENA countries, a larger
Islamic financial depth (relative to GDP) corre-
sponded with higher long-term GDP per capita.
Hachicha and Amar (2015), analyzing Malaysian
data, found that Islamic finance exerts a stronger
short-term influence on economic growth than a
long-term, using various metrics to capture differ-
ent aspects of Islamic finance, including its level of
activity, depth, and role in capital accumulation.
These convergence findings highlight the pivotal
role of financial development, encompassing both
inclusion and depth, in fostering sustainable eco-
nomic growth. Creating resilient financial systems
and enhanced access to financial services will
likely contribute significantly to economic expan-
sion. However, other research presents contrast-
ing findings. Yiiksel and Cand6z (2017), in their
study of the Turkish economy, found an inverse
correlation between the depth of Islamic finance
and overall economic expansion. They concluded
that Islamic finance did not significantly influence
Turkey’s economic progress, attributing this to the
relatively small size of the Islamic banking sector
in the country. This suggests that the influence of
Islamic finance on economic progress can differ
based on the prevailing conditions and how deep-
ly Islamic financial services are incorporated into
the overall economy.

The literature presents mixed findings on the im-
pacts of Islamic financial depth, inflation, inter-
est rate on economic growth. While some studies
posit a positive correlation between these variables
and economic progress, others indicate a negative
or negligible impact. Therefore, this research aims
to contribute to this discourse by examining the
complex relationship between these factors and
their combined effect on Saudi Arabian economic
growth.

1. METHODS

This study conducts an empirical investigation re-
garding the impacts of inflationary trends, interest
rate fluctuations, and the depth of Islamic finan-
cial system on economic growth of Saudi Arabia.
The paper utilizes quarterly observations over a
seven-year period (2017Q1-2023Q4). The selected
timeframe for this study was determined by the
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availability of data pertaining to Islamic banking
activities within the country. Macroeconomic in-
dicator data were obtained from the World Bank,
while individual bank data were collected from
the Statistical Report of the Saudi Central Bank
(SAMA) and the General Authority of Statistics
(GASTAT). Economic growth is assessed using
GDP per capita, which is the endogenous variable
in this analysis. Furthermore, the study’s model in-
corporates explanatory factors, inflation, interest
rate, and Islamic financial depth. Corroborating
previous findings by Anwar et al. (2020) and
Saleem et al. (2021), GDP stands out as a pivotal
and significant factor in portraying the economic
progress of any given nation, thus being deemed
a metric for evaluating the overall economic well-
being of Saudi Arabia. Unlike prior research ef-
forts, the present study combines economic and
Islamic financial metrics to assess the robustness
of the Saudi economy. Therefore, the study assess-
es the expansion of Islamic financial institutions
by examining the ratio of total Islamic banking
financing to nominal Gross Domestic Product
(Saleem et al., 2021; Anwar et al., 2020). This met-
ric serves as an indicator of the Islamic financial
system’s prevalence within the Saudi Arabian
economy. Inflation represents the rate at which
the aggregate price level of consumer products
and services rises over a year, while interest rates
are defined in this research as the Saudi Arabia in-
terbank offered rate (SIBOR). The research model
comprises four factors, encompassing GDP, INF
(inflation), INT (interest rate), and IsFD (Islamic
financial depth). The research model is formulated
and presented as follows:

GDP = B0+ BLINF + B2INT

M
+B3IsFD + ¢.

The necessary data were gathered to empirically
examine the interrelationships among the ex-

Table 1. Definition of variables
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planatory factors and their impact on economic
growth. While other variables were measured
quarterly, GDP data, originally available as an-
nual data, were converted to quarterly data. This
approach is appropriate for mitigating seasonal
fluctuations, as recommended by earlier studies
(Faisal et al., 2018; Cheng et al., 2012). Table 1 pro-
vides a detailed summary and descriptions of the
variables examined in this study.

1.1. Model specification

Since the variables in this study exhibit stationari-
ty after first-order differencing (I) and do not dem-
onstrate long-term cointegrating relationships, a
vector autoregression (VAR) model with p lags is
utilized to investigate their short-term dynamics.

Y=c+AY +AY ,+ .. +A4Y  +u, (@
where ¢ represents a vector of constant terms, Al
signifies coeflicients matrices capturing the rela-

tionships between the variables at different lags
and u, symbolizes a vector of error terms.

Vector autoregression is a statistical model em-
ployed to analyze the complex dynamic relation-
ships among the set of variables examined. The fol-
lowing equations outline the specific VAR model
for each of the four variables examined in this study.

AGDF, = a,; + nECT,  + i AINE,
k=l €)
+Zﬂ12ikAINT;t—k + 5 ASFD,  + &y,
k=1 =1
AINF, = ay; + 1,ECT,_ + ) B,,,AGDE,_,
= @

m m
+Zﬂ12ikAINTz"t—k + 5 ASFD,  + &y,
=1

k=1

financing relative to GDP

Variables Explanation Symbols Source Variable category
) : . : World Development

E h H | H D D

conomic growt Real gross domestic product GDP Indicators (WDI) ependent

) ) General Authority for V

Inflation Consumer Price Index INF : Statistics (GASTAT) : Independent
Interest rate Discount Rate/SIBOR INT ¢ Saudi Central Bank (SAMA) Independent
Islamic financial depth The proportion of Islamic IsFD Saudi Central Bank (SAMA) Independent
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m

AINT, = a,; +y,ECT,_ + ) B, AGDE,
k=1
m m ©)
+Zﬂ12ikNNF;z—k + 5aASFD, , + &y,
=1 k=1
AISFD, =« + 1, ECT,  + 1w AGDE,
(©)

m m
+D Loy AINF, , + ZﬂwikA]NT;t—k + &y
ol

k=1 k

2. RESULTS

This section presents an analysis and interpreta-
tion of the statistical model’s outcomes in this
study.

Table 2 shows the findings of the stationarity
testing performed on the study’s variables. The
Phillips-Perron (PP) and Augmented Dickey-
Fuller (ADF) unit root tests were employed on the
natural logarithms of economic output, INT, INF,
and IsFD, at both level and first difference. These
tests are widely used in statistical analysis to es-
tablish the degree and integration order in the
time series data (Phillips & Hansen, 1990; Dickey
& Fuller, 1981). The ADF test demonstrates that
while the series are non-stationary at levels, they
exhibit stationarity at first difference. This sug-
gests that the variables follow a trend over time
(Akaike, 1974; Said & Dickey, 1984). Furthermore,
the ADF test statistics for all variables demon-
strate statistical significance at a 1% level.

The Phillips-Perron unit root test produced out-
comes consistent with the ADF test. Specifically,
the data series for GDP, INT, INF, and IsFD all
exhibit non-stationarity at their level (Phillips
and Ouliaris, 1990). Therefore, further data series

Table 2. Unit root test

analysis was conducted at their first differences to
assess stationarity. As shown in Table 2, all vari-
ables achieve stationarity after undergoing first dif-
ference. This conclusion is supported by p-values
approaching zero, indicating 1% level of statistical
significance. These findings provide strong evi-
dence to reject the presence of stationary behavior
in each of the series. Furthermore, it is essential
to ensure the variables exhibit consistent integra-
tion orders (I) before proceeding with cointegra-
tion testing. This ensures the soundness of exam-
ining the long-term relationships among the series.
Given that the ADF and PP tests confirmed sta-
tionarity, a Johansen cointegration test was con-
ducted. This test aimed to establish the presence
of cointegration among the series, suggesting a
potential long-term relationship.

Table 3 presents Johansen’s cointegration results.
The results indicate that the calculated trace sta-
tistics and maximum eigenvalues fall below the
critical values for both dependent and indepen-
dent variables. This outcome exceeds the 5% sig-
nificance level as suggested by MacKinnon et al.
(1999). These results lend credence to the null hy-
pothesis asserting the absence of long-term coin-
tegration among the variables being examined.
Consequently, the vector autoregressive (VAR)
model is applied to analyze the data.

Table 4 displays the statistical criteria used to de-
termine the optimal lag length for the model. Lag
length selection was based on five statistical tests:
a likelihood ratio test, final prediction error, and
the information criteria of Akaike, Schwarz, and
Hannan-Quinn. The table clearly shows agree-
ment among the lag order selection criteria, all in-
dicating an optimal lag of one.

Table 3 reveals the lack of cointegration between
the series. Consequently, a VAR model was devel-

. ADF PP
Variables - - Remark
Level 1%t Difference Level 1% Difference
GDP 707630 TAB000%r 707630 TAB00GT Stationaryat| (1)
ONT . TLSs24 L cAdearex o Tle4ss TAAGATIEE Stationary at | (1)
ANE e 2 0:A407 L.TD0209% 03124 To.A21A
ISFD -1.1955 —4,5024*** -1.2230 —4,5024*** Stationary at | (1)

Note: The Akaike Information Criterion was used to determine the optimal lag lengths. The t-statistics were compared against

critical values from Mackinnon (1996). *** symbolizes a 5% significance level.
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Table 3. Johansen cointegration test
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Trace Test

Hypothesized No. of Trace Statistics

5% Critical Value

CE(s)

None 37.32553 47.85613 0.3323
Atmost1 276044 2979707 0.2576
Atmost2 T [ 77 S B

At most 3 0.011379 H 3.841466 0.9148

Maximum Eigenvalue Test
Hypothesized No. of CE(s) _ : Max-Eigen stafistic LI S%Critical Value  : .. Prob.

None 14.55609 27.58434 0.7824
Aot 1 T sseos T e o
AUMOSE2 i 8201971 1426460 . 03585

At most 3 0.011379 3.841466 0.9148

Note: The trace and maximum eigenvalue tests demonstrate the absence of cointegration at a 5% significance level.

Table 4. Statistical criteria for VAR lag order selection

Lag LogL LR FPE AIC sC HQ
0 93.1659 NA 3.55e-09 —-8.1060 —7.9076 —-8.0593
T e e e e e
e O e e T

Note: * indicates the lag order chosen by the respective criterion.

oped to assess the causal relationships and short-
term dynamics of the variables. The error correc-
tion term, obtained from the first cointegrating
equation, sheds light on the short-term dynamics
between the exogenous and endogenous variables.
As shown in Table 5, the short-term estimates dem-
onstrate a statistically significant negative Coint
Equation across all variables at 5% level of signifi-
cance. The analysis signals that previous imbalanc-
es in economic growth are resolved on a quarterly
basis at a rate of 43%. The short-run analysis reveals
a significant influence of past GDP per capita values
on current GDP per capita. Specifically, per capita
income in the current period rises by 0.73% for ev-
ery 1% increase in the preceding period. The find-
ings also highlight a significant short-term relation-
ship linking inflation with economic growth. This
suggests that inflation directly influences business
operations countrywide. The study also reveals
a substantial inverse correlation linking interest
rates with economic growth over the short term.
A 1% rise in interest rates is related to a 0.06% de-
cline in economic output in the following year. The
empirical results demonstrate that greater depth
in Islamic financing is positively and significantly
associated with economic progress (p < 0.10). The
findings indicate that a 1% rise in Islamic financial
depth leads to a 0.37% growth in national output

http://dx.doi.org/10.21511/bbs.19(4).2024.03

in the subsequent period. This suggests that Islamic
financial depth’s effect on economic progress is re-
alized with a time lag.

Table 5. Short-run effects

Variables Coefficients : t-statistics | p-values

Coint Equation (1) —0.430589 —2.007661 0.0599
WG'D'P;; e e B oo
e e e o
lNFll R R R
Nt 0.076082 0.0416
UNT, | —0.060443 | -165076 0.1196
SO .. 0480086 | 3074129 00077

IsF,, 1 0372568 | 1973390 .  0.0672

Note: The selection of ARDL (1, 1, 1, and 1) is based on AIC.

Following the completion of the VECM tests, the
Wald test (see Table 6) was subsequently used to spe-
cifically assess the short-term causal interactions
among the variables. The results demonstrated com-
pelling proof of short-term causation stemming from
inflation, interest rates, and Islamic financial depth
on GDP. Particularly, Inflation and Islamic financial
depth exhibited probabilities below 5%, with signifi-
cance levels of 0.0011 and 0.0231, respectively. These
results strongly imply that variations in both infla-
tion and the depth of the Islamic financial system
has a direct and substantial impact on short-term
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GDP expansion. The interest rate also presented a
statistically significant, notwithstanding less pro-
nounced, causal impact on GDP, with a significance
level of 0.0701. This finding, significant at the 10%
level, suggests that adjustments in interest rates also
contribute to shaping short-term GDP growth, albeit
possibly with a slightly lesser impact compared to
inflation and Islamic financial depth. It is important
to emphasize that the findings of the Wald test were
extracted from the original Vector Autoregression
table, as outlined in Table 5. This method ensures
that the analysis of short-term causation is firmly an-
chored in the broader dynamic correlations captured
by the VAR model.

Table 6. Wald test

Variable F-Statistic Probability
Inflation 11.20407 00011 .
Interest Rate o701
Islamic Financial 4.895534 0.0231

Depth

Table 7 presents diagnostic tests. The study com-
prehensively evaluated the model’s robustness, em-
ploying several statistical tests. These included the
Jarque-Bera test to assess normality, the Breusch-
Godfrey LM test for detecting autocorrelation, the
Breusch-Pagan-Godfrey LM test to identify hetero-
skedasticity, and the Ramsey RESET test to confirm
the model’s operational form. The F-statistics and p-
values surpassed the 0.05 significance threshold, in-
dicating the overall reliability and soundness of the
model. The analytic tests confirm that the residuals
follow a normal distribution, there is no autocorre-
lation, the model exhibits homoskedasticity, and the
functional form is correct. Consequently, all the di-
agnostic assessments validate the proper specifica-
tion of the model.

Table 7. Diagnostic tests

F-statistics
1.484 (0.256)

Diagnostic Tests
Serial Correlation — Breusch-Godfrey LM

N
[oo]
~
2
o
N
~
2

Normality —Jarque Bera

Heteroskedasticity - Breusch-Pagan-Godfrey 0273(0.891)

Ramsey RESET ©2.519(0.129)
Model Fit

Durbin-Watson statistics

RZ

Adjusted B2

Note: The values in brackets represent the probability for
each diagnostic test.

The model’s fitness has been assessed using
Durbin-Watson statistics. As shown in Table 7, the
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DW statistics meet the predefined criteria, with
values falling between 1.5 and 2.5, indicating that
the model exhibits a good fit. Furthermore, the R*
and adjusted R?values of 0.96 and 0.94, respec-
tively, suggest that the model is a stable and well-
fitting representation of the data, as corroborated
by the diagnostic test results.

3. DISCUSSION

The result of this study reveals that inflation dem-
onstrates a negative influence on short-term GDP
growth. This implies that if Saudi Arabia can con-
trol inflationary fluctuations, it can enhance busi-
ness activities and promote economic expansion
in the short-term. This short-run effect aligns with
Atigala et al. (2022) in Sri Lanka and Kunkuaboor
et al. (2021) in Ghana, who also observed inverse
relationships between inflation and GDP growth.
Similarly, Manamperi (2013) documented signifi-
cant short-run associations among the variables
under consideration, but no such relationship was
found in the long run. However, this study con-
trasts with Gatawa et al. (2017) and Issie (2023),
who found positive relationships in Nigeria and
Central African economies, respectively, and
Mukoka (2018), who found no relationship in
Zimbabwe. These differences likely reflect varia-
tions in methodologies, sample periods, and eco-
nomic contexts.

Similarly, this study shows that interest rates have
a significant and negative effect on short-term
economic growth, with a 1% interest rate increase
leading to a 0.06% decrease in subsequent growth.
This aligns with Njie and Badjie’s (2021) findings
of a long-run negative correlation in Gambia and
Lee and Werner’s (2022) suggestion of a poten-
tial inverse relationship in advanced and emerg-
ing economies. However, this result diverges from
some existing research which has shown either a
direct or statistically insignificant effect of interest
rates on GDP growth. For example, Adegoke et al.
(2021) revealed that interest rates played a key role
in stimulating growth within Nigeria’s economy
in the long run. Luyanda et al. (2024), however, es-
tablished that these variables lacked a statistically
significant long-run association within the South
African economy. The varied outcomes emphasize
the complexity and contextual nature of how in-
terest rates influence a nation’s output.

http://dx.doi.org/10.21511/bbs.19(4).2024.03



The study further demonstrates a robust positive
link between the depth of Islamic financing and
GDP growth. This is consistent with Boukhatem
and Moussa’s (2018) research in MENA coun-
tries. This suggests that boosting Islamic financial
depth by 1% corresponds to a 0.37% increase in
national output. The analysis also strongly sup-
ports a short-term causal influence from Islamic
financial depth to economic output, offering a dy-
namic perspective on their interaction. Previous
research has consistently shown a connection be-
tween financial depth and GDP growth. However,
the nature of this relationship can vary depending

Banks and Bank Systems, Volume 19, Issue 4, 2024

on a country’s developmental stage, as highlight-
ed by Sepehri and Moshiri (2004). In their work
on financial inclusion, Hussain et al. (2024) and
Demirgii¢-Kunt and Levine (2008), using a global
sample, have demonstrated a strong positive cor-
relation between Islamic financial development
and overall economic prosperity. Building upon
this foundation, the present study distinguish-
es itself by specifically examining the impact of
Islamic financial depth on economic growth. This
in-depth analysis allows for a deeper understand-
ing of this increasingly prominent segment of the
financial system.

CONCLUSION

This study investigates how Islamic financial depth, alongside inflation and interest rates, influences the
growth path of the Saudi Arabian economy. Utilizing the VECM, the study analyzed quarterly data span-
ning from 2017Q1 to 2023Q4. After implementing first-order differencing, the unit root analysis revealed
that the data exhibited stationarity. The VAR model also revealed a short-run cointegrating relation among
the explanatory and response variables. This suggests that a well-defined Islamic financial structure can sub-
stantially foster overall economic growth and expansion. Likewise, the findings indicate that the Saudi inter-
bank offered rate (SIBOR), serving as a proxy for interest rate levels, demonstrates a moderate influence on
the trajectory of gross domestic product (GDP) expansion. This is attributable to the unique characteristic of
the Islamic financial system, which prohibits interest (riba) due to ethical and social implications. The dis-
tinct relationship between Islamic and conventional banks in Saudi Arabia could lead to central bank interest
rate policies unevenly impacting Islamic institutions. This difference stems from the Islamic banking sector’s
prohibition on interest. The study also finds that inflation, as reflected in the index of consumer prices, has
a considerable effect on GDP growth in Saudi Arabia. Hence, independent variables have demonstrated sig-
nificance in enabling real economic activity and promoting economic development. Although all exogenous
factors significantly impact short-term economic growth, the study reveals that inflation wields a consider-
ably stronger effect compared to interest rates or Islamic financial depth. Importantly, the capacity of a low
inflationary environment to foster sustainable economic expansion largely relies on the effectiveness of a
country’s regulatory and administrative frameworks.

The outcomes of this study indicate that economic growth exhibits a higher degree of responsiveness to
adjustments in the inflation rate when contrasted with the other variables in the model. Consequently, it
is imperative for the Saudi Arabia government to formulate a proficient monetary policy targeting infla-
tion to maintain equilibrium in the consumer market. Such measures are poised to enhance consumers’
purchasing power and capacity for financing. Furthermore, the leadership of Islamic financial institu-
tions ought to promote industrial output, manufacturing, investment, and other commercial endeavors
to broaden the scope of Islamic financial services. This will grant Islamic banks increased avenues to
contribute to economic growth and financial progress.

The analysis could be further enriched by incorporating a wider range of macroeconomic and Islamic finance
indicators. Additional investigation into disaggregated data concerning the interrelation among Islamic fi-
nance and economic growth is imperative to further unveil the impact of macroeconomic factors on individ-
ual Islamic banking institutions. Future studies should examine additional macroeconomic indicators, like
government spending, money supply, and trade within various analytical frameworks. Additional investiga-
tion could explore the specific form of Islamic finance that stimulates the economic sphere.
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