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Abstract

This paper empirically investigates the association
of increasing the supply of Islamic banking services
and voluntarily financially excluded groups. Due to the
structure of the data, we use ordinary least square esti-
mations to assess the association between Islamic ban-
king and voluntarily financial exclusion. In the meanti-
me, as the modification of the results in the literature,
this paper aims to assess the mechanisms by which the
association of Islamic finance and financial exclusion in
Muslim dominant countries. The results suggest that
improving the arguments in the literature, we find a re-
latively stronger association between Islamic banking
and financial inclusion in both country samples.
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ISLAMi FINANS VE ORTA DOGU
ULKELERINDE GONULLU MALI
DISLAMA

Ozet

Bu makale, Islami bankacilik hizmetlerinin arzinin artirilmast ile goniillii
olarak finansal anlamda dislanmis gruplarin arasindaki bagi deneysel ola-
rak incelemektedir. Verilerin yapisi nedeniyle, Islami bankacilik ile goniillii
finansal dislanma arasindaki iliskiyi degerlendirmek icin en kiigiik kareler
yontemini kullaniyoruz. Ayni zamanda, literatiirdeki sonuglarin degisimi
olarak, bu makale 6nde gelen Miisliiman {ilkelerde Islami finans ve finansal
diglanma arasindaki bag araciligiyla mekanizmalar1 degerlendirmeyi amag-
lamaktadir. Sonuglar, literatiirdeki argiimanlarin iyilestirilmesiyle her iki
tilke 6rneginde Islami bankacilik ile finansal katilim arasinda nispeten daha
glicli bir iligki bulundugunu gozler 6niine sermektedir.

Anahtar Kelimeler: Finansal katilim, Islami Finans ve Mikrofinans
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Introduction

In recent years, there has been increasing concern about financially exclu-
ded groups who have limited or even no access to formal financial services
in societies. Poor and disadvantaged groups, who are considered as social-
ly excluded, live without any access to formal financial services. Generally,
they are denied by the formal financial systems. Therefore, as described in
European Commission', financial exclusion and social exclusion are strongly
associated with each other.

Financial exclusion can be described with two main factors, which are vo-
luntary and involuntary exclusion as seen in Figure 1. These factors are im-
portant in terms of determining the reasons for financial exclusion. Scholars
mainly consider involuntary excluded groups in order to measure the finan-
cial inclusiveness in an economy and ignore voluntarily excluded groups.
The reason is that these groups have a chance to use formal financial servi-
ces tools but prefer not to use these services. They claim that these types of
groups do not require any further policy actions®>. However, in this paper, it
is assumed that voluntarily excluded groups need to be considered as impor-
tant as involuntarily excluded groups in order to enhance greater financial
access and financial inclusiveness in the economy.

! Financial services provision and prevention of financial exclusion: European Commission (Commission of The
European Communities, 2008)

2 Finance for All? Policies and Pitfalls in Expanding Success, A World Bank Policy Research Report: World Bank
Group (World Bank, 2008) Available from: http://www.myilibrary.com?id=119146.
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Figure 1. Factors of Financial Exclusion
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Source: The World Bank (2008) Finance for All: Policies and Pitfalls in Expanding Access,
A World Bank Policy Research Report, World Bank, Washington, DC. USA

Religious barriers are considered one of the most important reasons for
voluntary exclusion, particularly among Muslim groups because of the
Islamic rules on finance. Since Islamic Law (Shari’a) forbids any interest gain
from financial transactions and most of the formal financial institutions lack
Islamic Law-compliant financial services, these kinds of groups face religious
barriers to use formal financial services and voluntarily choose not to use
them. Therefore, these groups need specific targeting regulations to involve
in the financial system. This would also imply that self-exclusion is conside-
red the reason for direct banking exclusion in developing and low-income
countries with predominantly Muslim population®.

Since little empirical research has been done to examine the association
between financial exclusion and Islamic finance in the literature so far, this
study will empirically fill this gap. In doing so, following Global Financial
Development Report*; Demirguc-Kunt et al.’; and Naceur et al., this paper
aims to contribute to the literature by empirically examining the link between
Islamic finance and voluntarily financial exclusion, which is determined by

* Elaine Kempson, “Policy Level Response to Financial Exclusion in Developing Economies: Lessons for Developing
Countries”, Paper for Access to Finance: Building Inclusive Financial Systems, May 30-31 2006, World Bank,
Washington DC.

* Global financial development report: (World Bank, 2014). Available from: http://alltitles.ebrary.com/
Doc?id=10809087.

® Asli Demirguc Kunt and Leora Klapper, “Measuring Financial Inclusion: Explaining Variation in Use of Financial
Services across and within Countries”, Brookings Papers on Economic Activity (The Brookings Institution, 2013),
p. 279-321.

£?
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lack of access to formal financial services. Furthermore, as the modification
of the results in the literature and so that one of the main contributions of this
paper, we subdivide Islamic banking products to assess the mechanism by
which the impact of Islamic finance on financial exclusion occurs.

This paper is conducted as follows: Section 2 identifies the Islamic finance
and some basic Sharia-compliant products. Section 3 explains related work
on the association between Islamic finance and financial inclusion. Section 4
determines the indicators and their sources. Section 5 indicates methodology
of the paper. Section 6 presents the empirical results of the models performed
in this paper, and finally section 7 concludes the paper.

Sharia-compliant Financial Products and Islamic Finance Institutions

The main aspects of the Islamic finance, which relies on Shari’a, are so-
cial justice, equitable allocation of resources among people, and inclusion.
In other words, the fundamental factor of the Islamic economic system is
economic growth along with social justice, which is also known as inclusive
economic growth. This system aims for all members in society to have equal
opportunities.

The Islamic perspective on financial inclusion has two dimensions: First,
Islamic Law promotes financial inclusion through risk-sharing contracts, whi-
ch are the best alternative to conventional finance. Second, it also promotes fi-
nancial inclusion through particular redistribution of the wealth instruments
among all groups in the economy’. Risk-sharing financial instruments can be
classified as Shari’a-compliant microfinance, SME financing and micro insu-
rance, and Shari’a-compliant deposits and/or savings accounts, which operate
under Mudaraba (profit sharing) in order to provide broader access to finance.
This also means more financial inclusion. These instruments can be referred to
as profit and loss sharing principles in all types of financial transactions. Risk-
sharing financial instruments, as classified above, operate under profit-sharing
principle wherein there is no interest gain for account owners, but rather they
share the overall profit or loss of the Islamic financial institution®.

Furthermore, redistributive instruments are explained as Zakah, Sadakat,

Qard-al-hassan, and Waqf, which target the disadvantaged and underpri-
vileged in order to eradicate poverty and enhance social justice in society.

7 Patrick Imam and Kangni Kpodar, Is Islamic banking good for growth, (Washington, D.C.: International Monetary
Fund, 2015), http://www .imf.org/external/pubs/cat/longres.aspx?sk=42871.0.

§ Asli Demirguc Kunt and Leora Klapper, “Measuring Financial Inclusion: Explaining Variation in Use of Financial
Services across and within Countries”, Brookings Papers on Economic Activity (The Brookings Institution, 2013),
p. 279-321
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These redistributive instruments are considered as the mandated levies. In
other words, the social and economic risks of the poor are faced by the privi-
leged ones in society®.

Since not all countries with predominantly Muslim population engage in
the Islamic economic system and Shari’a, the redistributive instruments abo-
ve remain peoples’ voluntary choices and cannot be controlled or tracked by
the policymakers of such countries. For example, there is no way with which
the annual amount of Zakah in the Republic of Turkey as a secular country
can be tracked. Therefore, in most countries, redistributive instruments are
not considered as tools for Islamic financial institutions. Risk-sharing pro-
ducts are the main objectives of the Islamic financial institutions across the
world.

Related Work

The concerns about the groups with limited access to financial services
and those considered financially excluded have been increasing recently.
Financial exclusion, which is the absence of physical banking services, causes
low community investment, unemployment, and poverty in the economy*.
In doing so, researchers have been giving more attention to the causes of
financial exclusion and financial service provision developments which are
organized to eradicate financial exclusion'.

Mohieldin, Igbal, Rostom and Fu'? argues that if they are applied in true
spirits, Islamic Law-compliant financial services may lead to overall wealth
distribution among people in society from the rich segment to the poor. This
redistribution results in poverty reduction and the elimination of income
inequality in that economy. Hence, in order to increase levels of access or re-
duce the financial exclusion rates, policymakers should provide different sets
of Islamic financial instruments in Muslim dominant population countries.

Muslims are less likely to use formal financial services such as having a

bank account and saving at a formal financial institution than non-Muslims.
Differently, they are less likely to use Islamic law-compliant banking services

® Mahmoud Mohieldin and Zamir Igbal and Ahmed Rostom and Xiaochen Fu. The Role of Islamic Finance in
Enhancing Financial Inclusion in Organization of Islamic Cooperation (OIC) Countries. (Washington, D.C.:
The World Bank, 2011) Available from: http://proxy.library.carleton.ca/login?url=http://elibrary.worldbank.org/
content/workingpaper/10.1596/1813-9450-5920.

10 Thorsten Beck and Asli Demirgii¢-Kunt and Ross Levine, “Finance, inequality and the poor”, Journal of Economic
Growth, 12, March 2007, p. 27-49.

" Sharon Collard and Elain Kempson and Claire Whyley, Tackling financial exclusion: An area-based approach,
(Bristol, UK: Policy Press, 2001)

2 Tbid.
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in some countries'. Therefore, lack of access to Islamic law-compliant finan-
cial services is considered one of the most important causes of low banking
penetration and, as a result, financial inclusion, particularly in the Middle
East and North Africa (MENA) regions where the financial inclusion rates
are the lowest in the world'. Hence, Muslim households and SMEs may cho-
ose to stay outside the financial system because of the Islamic law on finance
around the world. These exclusion rates tend to be high in religiously consci-
ous Muslim population regions.

The specific studies examining the association between financial exclusi-
on and Islamic finance are rare in the literature. However, there are various
particular studies conducted on the participatory preferences of the clients of
Islamic financial institutions, in order to determine the importance of the reli-
gious reasons behind choosing and preferring such institutions. For instance,
Ozsoy, Gormez, and Mekik' stated that the reasons why arbitrarily chosen
sample clients from the province of Bolu in Turkey prefer Islamic financi-
al institutions are service quality, trust, and religious reasons, respectively.
This result can be interpreted as the structure of Islamic financial instituti-
ons, which are different from the traditional Islamic Law-compliant financial
institutions in the world. Intuitively, the results from the countries that have
traditional Islamic banking institutions support this argument.

For example Gerrard et al.'® in Singapore, Metawa et al.”” in Bahrain, Naser
et al.’® in Jordan, Othman et al.”? in Kuwait, Wakhid et al.?*’ in Indonesia, Gait
et al.”* in Libya, and finally Lee et al.” in Pakistan found that religious rea-

3 Asli Demirguc-Kunt and Douglas Randall and Leora Klapper, Islamic Finance and Financial Inclusion Measuring
Use of and Demand for Formal Financial Services among Muslim Adults, (Washington, D.C.: The World Bank,
2013) http://proxy library.carleton.ca/login.

1 Wafica Ali Ghoul, “The Dilemma Facing Islamic Finance and Lessons Learned from the Global Financial Crisis”,
Journal of Islamic Economics, Banking and Finance, 7, p. 57-76.

159

16 Philip Gerrard and J. Barton Cunningham, “Islamic Banking: A Study in Singapore” International Journal of Bank
Marketing, 15 (6), p. 204-216.

7 Saad A. Metawa and Mohammed Almossawi, “Banking Behaviour of Islamic Bank Customers: Perspectives and
Implications”, International Journal of Bank Marketing, 16 (7), p. 299-313.

'8 Kamal Naser and Ahmad Jamal and Khalid Al-Khatib, “Islamic banking: a study of customer satisfaction and
preferences in Jordan”, International Journal of Bank Marketing, 17(3), p. 135-151.

' AbdulQagi Othman and Lynn Owen, “Adopting and Measuring Customer Service Quality (SQ) in Islamic Banks:
A Case Study in Kuwait Finance House” International Journal of Islamic Financial Services, 3 (1), p. 1-26.

% Slamet Ciptino Wakhid and Soviyanti Efrita, “Adapting Islamic Banks’ Carter Model: An Empirical Study in
Riau’s Syariah Banks, Indonesia”, Pesat. 2, p. 120-127.

2 Alsadek Gait, A., & Philip, G., & Vidhan G. (2009a). Attitudes, Perceptions and Motivations of Libyan Retail
Consumers toward Islamic Methods of Finance. St Lucia, Australia, University of Queensland. Available from:
http://hdl.handle.net/10072/31929.

2 Alsadek Gait, Libyan Attitudes towards Islamic Methods of Finance: An Empirical Analysis of Retail Consumers,
Business Firms and Banks, Griffith University. Department of Accounting, Finance and Economics. Available
from: http://www4.gu.edu.au:8080/adt-root/public/adt-QGU20100615.104528.

» Kun-ho Lee and Shakir Ullah, “Customers’ attitude toward Islamic Banking in Pakistan”, International Journal of
Islamic and Middle Eastern Finance and Management, 4 (2), p. 131-145.
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sons are the most important reasons why some clients prefer using Islamic
banking services. Furthermore, Karakaya et al.* and Okumus® , using all
Islamic finance institutions in Turkey, found that religious beliefs are the
most important reason behind the preference of using Islamic banking ser-
vices.

Furthermore, The World Bank Global Financial Development Report*
concludes that the emergence of Islamic banks has a significant impact on
the financial access of the households and small and medium-scaled firms.
For example, this report suggests that there is an inverse and significant as-
sociation between the size of Islamic financial institutions and the proportion
of firms identifying access to finance in OIC countries. Moreover, the inc-
reasing number of Islamic banks has a positive influence on the operations
of small-scaled firms. This paper follows the theory behind their work, and
tests the association between financial access and Islamic finance for both
all countries from different backgrounds and Muslim dominant countries,
separately.

Similarly, Naceur et al.” suggests that in Organization for Islamic
Cooperation (OIC) member countries, where levels of financial inclusion are
lower and the extent of exclusion from formal financial system because of
religious reasons share are greater, Islamic banking is an effective factor for
financial inclusion. They find evidence that the presence of Islamic banking
activities is associated with higher levels of banking credits by households
and firms in OIC member countries.

Data & Methodology

Following the traditional way in the literature, financial exclusion is de-
termined by the opposite term of financial inclusion in this paper. In order to
examine this association between in Muslim dominant countries and other
countries separately, we use two different samples of countries in the regres-
sion models. The first set of regression models is run for 118 countries from
different geographic and economic backgrounds around the world. The se-
cond set of regression models is run for Middle Eastern countries to analyze

# Aykut Karakaya and Osman Karamustafa, “The Role of Customer Features on the use of Technology Intensive
Financial Products in Banks”, Active Bankacilik ve Finans Dergisi, 38, p. 1-6.

% H. Saduman Okumus, “Interest-Free Banking in Turkey: A Study of Customer Satisfaction and Bank Selection
Criteria” Journal of Economic Cooperation, 26 (4),p. 51-86.

2 Ibid.

27 9
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the association between financial inclusion and Islamic finance. Because of
the data limitations of other countries for Islamic banking products, we can-
not use Middle Eastern country interaction terms in the all countries regres-
sion models. Moreover, because of the nature of data we average the values
of financial inclusion index and Islamic banking products for the period from
2004 to 2011 in this section.

Meanwhile, we examine this association in terms of both conventional
banks and other financial institutions such as microfinance institutions sepa-
rately in this section. Hence, there are two proxies of financial inclusion are
used as the dependent variable to examine the effects of the Islamic financial
institutions on financial inclusion. The multidimensional financial inclusion
index, which is constructed by Yorulmaz?, is used as the proxy of commer-
cial bank base financial inclusion.

Regarding the access indicator from other financial institutions, we follow
the same process by using the residuals after differentiating the all-financial
institutions indicator from formal financial institutions indicator. “The per-
centage of adults that have an account at a formal financial institution” vari-
able, which contains accounts in credit unions, post offices, and other financi-
al institutions such as cooperative or microfinance institutions, is constructed
from the World Bank’s Global Financial Inclusion Database.

Following the literature, we first use Islamic banking dummy and num-
ber of Islamic banks variables in the regression models®”. These variables
are constructed from Global Financial Development Report 2014 database.
Moreover, in order to assess the mechanisms by which the impact of Islamic
finance occurs, we use services of Islamic banks separately in the models.
This would help us to assess the different channels of the real association
between Islamic finance and financial access in both country types. Bringing
a broader aspect on the impact of Islamic finance on financial access into the
literature, this analysis is one of the main contributions of this paper.

In this regard, following the previous studies, we use the ratio of Islamic
banking assets to GDP, the ratio of Islamic bank deposits to GDP, and the
ratio of Islamic loans to GDP as the mudaraba services of Islamic banks. These
variables are also used as the measures of the development of Islamic ban-

# Recep Yorulmaz, “An analysis of constructing global financial inclusion indices”, Borsa Istanbul Review. 18, p.
248-258.

» Thorsten Beck and Asli Demirgii¢-Kunt and Ross Levine, “Finance, inequality and the poor”, Journal of Economic
Growth, 12, March 2007, p. 27-49. Ayesha K. Khan and Tarun Khanna, God, Government and Outsiders: The
influence of Religious Believes on Depositor Behavior in an Emerging Market, (Harvard: Harvard Business
School, 2010)
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king in the literature®. Furthermore, the ratios of zakah and murabahat ser-
vices to GDP variables are also use to assess the mechanisms of this impa-
ct. Finally, following Imam and Kpodar®, we use the capital-asset ratio of
Islamic banks as the robustness check of the results in terms of capitalization
measure of Islamic banks. All these indicators above are constructed from
Bankscope database.

Furthermore, following the literature, we use some other control variab-
les such as “the percentage of adults citing religious reasons for not having
an account at a formal financial institution’, ‘the percentage of religiosity of
a country’, and ‘the percentage of Muslim population” variables in this sec-
tion. These variables are used to determine the impact of Islamic financial
institutions on financial access in the economies in terms of the levels of re-
ligiosity and Muslim population. These variables are constructed from the
Global Financial Development Report 2014 database. Meanwhile, ‘the per-
centage of Muslims’ variable’ is constructed from Demirguc-Kunt, Klapper,
and Randall*.

Finally, following Beck, Demirguc-Kunt, and Merrouche®, log GDP per
capita as the proxy of income growth and private credits to GDP ratio as the
proxy of financial development variables are used to control the results of the
models. These variables are used to control the results in terms of country’s
income growth and financial development levels and the World Bank’s
World Development Indicators database is used to construct these indicators.

¥ Patrick Imam and Kangni Kpodar, Is Islamic banking good for growth, (Washington, D.C.: International Monetary
Fund, 2015), http://www .imf.org/external/pubs/cat/longres.aspx?sk=42871.0.

! Ibid.

*Ibid.

¥ Thorsten Beck and Asli Demirgii¢-Kunt and Ouarda Merrouche, “Islamic vs. conventional banking: Business
model, efficiency and stability”, Journal of Banking and Finance, 37, p. 433-447.
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Figure 2. Correlates of Financial Inclusion proxies against Islamic
Banking products
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In particular, starting clockwise from the upper left corner, the first sets
of graphs show the number of Islamic banks against access to conventional
banks and other financial institutions for the average of years from 2004 to
2011. The second sets of graphs explore the Islamic banking loans to GDP
ratio against access to financial services from both institutions. The third one
shows the Islamic banking total assets to GDP ratio against the proxies of fi-
nancial inclusion. Finally, the last sets of graphs explore the Zakah % of GDP
for the countries against access to financial services from both institutions.
The data show that all the products of Islamic financial institutions above ne-
gatively associated with conventional bank base access, while they are positi-
vely associated with access from other financial institutions. There are some
common outlier countries in the data such as Turkmenistan, Nigeria, Niger,
and Afghanistan as it can be seen from the graphs. As the robustness check
we will extract these countries from the data and rerun the estimation models
to assess the impacts of outliers.

Adopting the arguments and methodologies in Global Financial
Development Report*, Demirguc-Kunt et al.’>, and Naceur et al.* this paper
assesses the link between Islamic finance and financial exclusion using OLS
regressions. Furthermore, as the modification of the results in the literature,
we use Islamic banking products to assess the mechanism by which the im-
pact of Islamic finance on financial exclusion occurs. This additional analysis
is one of the main contributions of this paper.

Following the studies in the literature, this paper begins by investiga-
ting the OLS models to explore the linkage between financial exclusion and
Islamic finance. These models are used for both sets of the samples above.
The basic regressions are conducted as follows:

Yi—a+ B X +5 (1)

Where ¥i is the dependent variable, X represents the vector of explana-
tory variables as explained above and #i is the usual stochastic term.

There are two different proxies of financial inclusion as the dependent
variables with two different regressions. These two proxies of financial inclu-
sion are used in all regression models for all empirical models. Regarding the
Islamic banking access, we first use the number of Islamic financial instituti-

* Ibid.
* Ibid.

367
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ons in the relevant countries and Islamic banking dummy variables to assess
the impact of Islamic finance on financial access in this paper.

Empirical Results
All Countries Sample

Table 1 confirms that higher levels of the indicators of Islamic finance are
significantly associated with lower levels of conventional bank base financial
access, even after controlling for levels of religiosity indicators and macro-
economic stability variables as GDP per capita and private credit to GDP
ratio. The Islamic banking products also negatively and significantly enter in
the estimation models, except for deposit accounts. Since, we regress Islamic
banking products in separate regression equations because of the high corre-
lations amongst them, these results are accurate. Changing the explanatory
variables changes coefficient and significance of some key control variables
such as Muslim population and no account due to religious reasons indica-
tors as the proxy of religiosity. Overall, results show that Islamic banking in
all countries sample negatively and significantly associated with conventio-
nal bank base access, and the country specific control variables do not alter
these results.

In particular, these results show that higher levels of specific Islamic ban-
king products such as loans, and total assets percentage of GDP, stronger
capitalization ratio of Islamic banks, and higher levels of percentage of zakah
and murabahat transactions are associated with lower conventional bank ac-
cess in the sample countries. Meanwhile, percentage of Islamic banking lo-
ans, assets, and deposits ratio variables, which are also considered as Islamic
banking growth indicators, are found significantly and negatively associated
with commercial bank outreach and the access to and use of commercial ban-
king services in this section.

Furthermore, the levels of religiosity indicators such as percentage of
Muslim population, religiosity, people have no account due to religious re-
asons are negatively associated with commercial bank base access. As exp-
lained above, religiosity indicators have negative and statistically significant
association with financial inclusion, which is measured with commercial
bank based access indicators. This result also supports the assumption that
this paper relies on, which is the suggestion that the more religious (Islamic)
people are; the less they use financial services. Hence, the impact of religious
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indicators on people’s preferences might explain the results of Islamic ban-
king and its products above.

These results support the arguments in the literature, as Ghoul*” argued
that lack of access to Islamic financial institutions is one of the main reasons
behind having low levels of financial access. Similarly, most researches on
the literature such as Gerrard et al.’®, Metawa et al.*°, Naser et al.*>, Othman
et al.*, Wakhid et al.*3, Gait et al.¥}, and Lee et al.** argued that religious be-
liefs are the most important reasons behind clients choosing Islamic banking
services, which may decrease the level of access to financial services from
conventional banks. Furthermore, as Karakaya et al.** and Okumus*stated,
religious beliefs as being a Muslim are the most important reason behind the
preference of using Islamic banking services in Turkey. Therefore, Muslim
clients prefer to use Islamic financial services more, rather than conventional
banking services.

However, when we rerun the regressions on the access indicator of ot-
her financial institutions, results are different with some exceptions. Islamic
banking dummy and number of Islamic banks indicators along with Islamic
banking products are positively and significantly associated with access from
microfinance institutions, credit unions, and post offices services. Similarly,
changing the main explanatory variables in each regression changes the coef-
ficients and significance of some key control variables. In particular, signifi-
cance of the proxies of religiosity change when we change the Islamic banks
products for each regression. However, the results of economic growth and
financial development proxies remain similar for each regression equation.

These results hold even after controlling for religiosity indicators and
macroeconomic country specific factors. Unlike the previous regression re-
sults, %of Muslim population and % of religiosity variables significantly and
positively enter the models. Furthermore, the indicators of Islamic banking
growth are found significantly and positively associated with outreach of
microfinance institutions, cooperatives, and post offices in this section.

% Ibid.
% Ibid.
¥ Ibid.
0 Ibid.
1 Ibid.
2 Ibid.
# Ibid.
“ Ibid.
* Ibid.
“ Ibid.
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Table 1. Cross-Country OLS Estimation of the Impact of Islamic

Finance on Financial Inclusion in All Countries Sample

The first dependent variable is the financial inclusion index for model
specifications (1) to (8). The second dependent variable is other financial
institutions access indictor for model specifications (9), to (16). Regression
equations are determined in the methodology section above. We use Islamic
banking dummy and number of Islamic banks to assess the impact of Islamic
finance on financial inclusion. In addition to this, improving the works in
the literature, we add Islamic banking products to examine the mechanism
behind this impact in this paper. Because of the high correlations amongst
these products, we regress them one at a time in the regression equations.
Furthermore, we add percentage of Muslim population, religiosity, and pe-
ople have no account due to religious reasons indicators to control for the
levels of religiosity in countries. Finally, GDP per capita and private credits/
GDP indicators are used to control the results in terms of income growth
and financial development levels of countries respectively. Robust Standard
Errors are clustered by country. ***, **, and * show significance levels at 1, 5,
10 % respectively.

Dependent Variable Financial Inclusion Index (Commercial Bank Access) Other Financial (Access from fi
1) @ 3 @ [5) © (@) ®) ©) (10 an 2 a3) [T) as) 16)
Islamic Banking dummy ~0.040%% 0181+
0.020) 0.437)
Number o anks -0.009* 0.002%
(0.002) (0.015)
Islamic Banking Loans% -0.002* 0.057+
(0.001) (0.043)
Islamic Banking Assets % -0.003 0.010*
(0.001) (0.054)
Islamic Banking Deposits % 0.001* 0.003
(0.0001) (0.025)
Islamic Banking Capital Ratio -0.004 0.078*%
0.015) (0.079)
Zakah % -0.010* 0.089*
(0.016) (0.077)
Murabahat % 0.011* 0.013*%
(0.016) (0.091)
Relgiosity % -0.001 0.001 -0.001*  -0.002 -0.001 -0.004*  -0.004 -0.003 -0.011* -0.011 0.016** 0.013* 0.014% 0.012* 0.014**  0.014%
0.001)  (0.001)  (0.0001) (0.0007) (0.0008) (0.005) ~(0.005) (0.005) (0.007)  (0.009) (0.007) (0.007)  (0.007) (0.007)  (0.007)  (0.007)
Muslim % -0.054*  -0.041*  -0.042* -0.034 -0.036* -0.265*  -0.265 -0.228*%  0.275**  -0311* 0.258** 0.138** 0.210 0.130%* 0.232**  0.136%
0.030)  (0.032)  (0.031)  (0.029)  (0.030) (0.150) (0.156) (0.167) (0.537)  (0.670) (0.538) (0.562) (0.573) (0.467)  (0.534) (0.724)
No Account due to Religious reasons  0.001 0001 -0.001* -0.0001* -0.0001 -0.002* -0.0003 00006 0001 0001 0007  0.004* 0006  0.007 0007 0.004
(0.001) (0.001) (0.0006) (0.001) (0.001)  (0.003) (0.003)  (0.003) (0.015) (0.021)  (0.014) (0.015) (0.015)  (0.015) (0.015) 0.019)
GDP per capita growth 0.002¢  0.001%*%* 0.001*+% 0.0002%** 0.004*** 0.0002** 0.006*** 0.006*** 0.0005* ~0.003*** 0.0001*+'0.0001*** 0.001*** 0.0001*** 0.002*** 0.001*+*+*
0.002)  (0.010)  (0.0001) (0.0002) (0.0006) (0.0005) (0.001) (0.001) (0.0004) (0.004) (0.0006) (0.0004) (0.007) (0.0001) ~(0.006)  (0.007)
Private Credits/GDP 0.001*** 0.001%*  0.001*** 0.002*** 0.001*** 0,004*** 0.004*** 0.004*** 0.018*** 0.018*** 0.017*** 0.017*** 0.017*** 0.018*** 0.017*** 0.017***
(0.003) (0.001) (0.0002) (0.0002) (0.0002) (0.001) (0.001)  (0.001) (0.005) (0.005)  (0.004) (0.004) (0.004)  (0.004) (0.004) (0.004)
Constant 0.079 -0.104 0.090 0.093% 0.092%  -2.301%%* -2.304%** FHALOR2¥FE | RIOHHF 5072%%% 5794%%%  5R56**F* 5.656%**  S.86TFF* 5803*+*
(0.080) (0.085) (0.084) (0.082) (0.083)  (0.530) (0.531) (0.138)  (0.723)  (0.690) (0.715)  (0.684) (0.697) (0.750)
R-squared 0.479 0.505 0.657 0.655 0.649 0.533 0.534 0.409 0.504 0.485 0.484 0514 0.490 0.485
Number of Observations 53 52 51 51 51 51 51 53 52 52 52 52 52 52
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Table 2. Cross-Country OLS Estimation of the Impact of Islamic Finance on Financial

Inclusion in Middle Eastern Countries Sample

The first dependent variable is the financial inclusion index for model
specifications (1) to (8). The second dependent variable is other financial
institutions access indictor for model specifications (9), to (16). Regression
equations are determined in the methodology section above. We use Islamic
banking dummy and number of Islamic banks to assess the impact of Islamic
finance on financial inclusion. In addition to this, improving the works in
the literature, we add Islamic banking products to examine the mechanism
behind this impact in this paper. Because of the high correlations amongst
these products, we regress them one at a time in the regression equations.
Furthermore, we add percentage of Muslim population, religiosity, and pe-
ople have no account due to religious reasons indicators to control for the
levels of religiosity in countries. Finally, GDP per capita and private credits/
GDP indicators are used to control the results in terms of income growth
and financial development levels of countries respectively. Robust Standard
Errors are clustered by country. ***, **, and * show significance levels at 1, 5,
10 % respectively.

Dependent Variable Financial Inclusion Index (Commercial Bank Access) Other Financial linstitutions (Access from i Institutions)
(i) @) 3) @) [6) ©) @ ®) ©) (10) an (2) (13) a4 as) (16)
Tslamic Banking dummy 0.035% 0.180%
(0.021) (0.408)
Number of Islamic Banks_OIC -0.001% 0.012%
(0.002) (0.016)
Islamic Banking Loans%_OIC -0.002 0.058*
(0.002) (0.056)
Tslamic Banking A: %_OIC -0.004* -0.011
(0.005) (0.059)
Islamic Banking Deposits %_OIC 0.002% 0.005%
0.001) (0.032)
Islamic Banking Capital Ratio_OIC -0.002 0.079
(0.003) (0.062)
Zakah %_OIC -0.002* 0.090%
(0.008) (0.166)
Murabahat %_OIC 0.002+* 0.014%
(0.004) (0.050)
Religioisty_OIC % 0.0002  0.0002  -0.0005* -0.0005* -0.0005 -0.0006* -0.0006 -0.0006 0.012 0011  -0.017* 0014*  0015* 0012 -0.014*  0.013*
(0.0005)  (0.0006)  (0.0004)  (0.0004)  (0.0004) (0.0004) (0.0004) (0.0004) (0.011) ~ (0.011) (0.009) (0.009) ~ (0.009) (0.009)  (0.009)  (0.009)
Muslim_OIC % 20.055%  -0.041*  -0.042* -0.035  -0.037% -0.044* -0.045  -0.039* 0.175%  0.121* 0.150* 0038  0320° 0030  0.132%  0.045*
(0.048)  (0.052)  (0.036) (0.038)  (0.039) (0.037) (0.037) (0.040) (0.461) (0.370) (0.240) (0399)  (0.173) (0.046)  (0.159)  (0.123)
No account religious reasons_OIC -0.001* ~ 0.0004  -0.0001* -0.0007* -0.0001 -0.0003 -0.0002 0.0001* 0.001 0002 0007 0005 0005  0008* 0008  0.005
(0.001)  (0.001)  (0.0008) (0.0009) (0.0008) (0.0008) (0.0008) (0.0009) (0.019) ~ (0.020) (0.016) (0.018)  (0.017) (0.016)  (0.017)  (0.018)
GDP per capita growth_OIC 0.0002*% 0.001**  0.0007** 0.0006** 0.0006** 0.0001** 0.0003** 0.0005** 0.0001 ~ 0.002  0.0002 0.0002* 0.0002* 0.0002** 0.0002* 0.0002
(0.0001) (0.010)  (0.0009) (0.0008) (0.0008) (0.0008) (0.0004) (0.0001) (0.0001) (0.0001) (0.0001) (0.0001) (0.0001) (0.0002) (0.0001) (0.0001)
Private Credits/GDP_OIC 0.001%*  0.0008** 0.001*** 0.001*** 0.0009%* 0.001*** 0.001*** 0.001*** 0.018*  0.017** 0.0I8*** 0.0I8*** 0.0I8*** 0.019%** 0.0I8*** 0.018***
(0.003)  (0.0004) (0.0002) (0.0002) (0.0003) (0.0002) (0.0002) (0.0002) (0.007)  (0.007) (0.006) (0.006)  (0.006) (0.005)  (0.006)  (0.006)
Constant 0072 0.104*  0.091%  0.094*  0.093* 0.086*  0.084*  0.088% 0.670%** 0.850%** (.572%%% 0.794%%% 1456¥** 1.650%+% 1.365%+* 1815%**
(0.066)  (0.071)  (0.049)  (0.050)  (0.051) (0.050) (0.050) (0.051) (0.189) (0.23d) (0.151) (0.054) (0.315) (0.154)  (0.197)  (0.250)
R-squared 0418 0515 0657 0656 0650 0644 0642 0645 0410 0410 0505 0481 0485 0515 0491 0455
Number of Observations 52 52 s1 51 51 51 51 st 53 53 52 52 52 52 52 52

As the robustness of the results we run the regressions omitting the out-
liers in the data. However, the results hold even omitting the outliers for both
proxies of financial inclusion. These results are also consistent with litera-
ture. These results support the argument in Naceur et al.*’ that Islamic ban-
king is associated with greater levels of financial inclusion, in terms of access

¥ Ibid.
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from other financial institutions. In particular, adding the Islamic banking
products into the regressions, our results improve their work by exploring
the mechanism by which the impact of Islamic banking occurs. The results
of regressions for the second proxy of financial inclusion are consistent with
the literature. For instance, as Ghoul* argued that increasing the access of
Islamic financial services may also increase the levels of banking penetration
in the economy.

Middle Eastern Countries Sample

As seen in Table 2, Islamic banking dummy variable and the number of
Islamic financial institutions significantly and negatively enter the model for
commercial bank base financial inclusion. Regarding the Islamic banking
products, they are found negatively and significantly associated with com-
mercial bank base access except for Islamic banks deposits and murabahat
variables. In particular, Islamic bank deposits percentage of GDP and per-
centage of murabahat variables positively and significantly enter the regres-
sion models for commercial bank base financial inclusion. However, Islamic
banking loans and total capital ratio variables do not enter significantly in the
regressions.

The positive association of deposits and murabahat transactions of Islamic
banks with conventional banks in Middle Eastern countries can be explained
as the nature of some Islamic financial institutions. Murabahat transactions,
which are profit and loss sharing transactions, have the major share amongst
Islamic banking products. Furthermore, most of the Islamic financial institu-
tions contain commercial banking services, which mostly use retail deposit
as the major funding source. Thus, in countries like Kuwait and Qatar, where
Islamic banks are the major financial obstacle, Islamic banking murabahat
and zakah transactions have positive association with conventional banking
outreach.

Meanwhile, since percentage of Islamic banking loans, assets, and de-
posits ratio variables are also considered as Islamic banking growth indica-
tors, we can interpret their association here as the impact of Islamic banking
growth on commercial banking outreach in Mid-East countries. In doing so,

 Ibid.
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in Mid-East countries, Islamic banking growth is found significantly and ne-
gatively associated with commercial bank outreach and the access to and use
of commercial banking services in this section.

These results hold even after controlling for levels of religiosity indica-
tors and macroeconomic country specific factors into the regression models.
Accordingly, percentage of religiosity, percentage of Muslim population,
percentage of people having no account due to religious reasons variables
significantly and negatively associated with commercial bank base access in
the regression models. Furthermore, income growth and financial develop-
ment indicators are found positively and significantly associated in the mo-
dels.

These results suggest that in Muslim dominant countries, higher levels of
usage of Islamic financial products and higher levels of religiosity associated
with lower commercial bank access. However, there are some exceptions for
specific Islamic banking products such as percentage of murabahat and de-
posits in the regression models. As explained the details above, higher levels
of these components of Islamic banks are associated with higher levels of
commercial bank access.

In particular, percentage GDP of Islamic banking deposits, murabahat
transactions, and zakah transactions are found positively and significantly
associated with access from other financial institutions such as microfinance
institutions, cooperatives, and post offices. However, Islamic banking total
assets and total capital ratio variables are found insignificant. Meanwhile, as
the proxies of Islamic banking growth, Islamic banking deposits percentage
of GDP is found significantly and positively associated the outreach of mic-
rofinance institutions, cooperatives, and post offices.

The negative association of Islamic banking total assets with other finan-
cial institutions can be explained as the same reason we have given above.
Therefore, the close link between some Islamic banks and conventional ban-
king services, which rely on retail deposit as the major funding source, might
also explain this negative association. In the meantime, in consistent with
our results in this section, in countries like Kuwait and Qatar, where Islamic
banks are the major financial obstacle, Islamic banking murabahat and zakah
transactions more likely to have positive association with other financial ins-
titutions outreach.
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Furthermore, the levels of religiosity variables such as percentage of
Muslim population, religiosity, and people having no account due to religi-
ous reasons are found significantly and positively related with access from
other financial institutions variable in the regression models. Finally, the
macroeconomic control variables GDP per capita growth and private credits
to GDP significantly and positively enter the models in this section. Overall,
higher levels of Islamic finance components associated with higher levels of
access from microfinance institutions, cooperatives, and post offices. The spe-
cific products of these financial institutions that are offered in the Muslim
dominant countries can explain these results. Meanwhile, the results of the
indicators of religiosity indicators in this section support this argument.

Overall, the absolute values of Islamic banking proxies and products
are relatively higher in the commercial bank access regressions using all
countries sample. In this regards, we might suggest that these results imp-
ly economically substantial impacts. For example, Islamic banking dummy
variable’s smallest coefficient in the commercial bank base access regressi-
ons for Middle Eastern countries sample is -0.001. Meanwhile, the mean and
standard deviation amounts of commercial bank base access are 0.024 and
0.009, respectively. In this regard, the size of coefficients imply that if Islamic
banking dummy and/or Islamic banking deposits indicators were used in all
countries sample, their low levels of the impact on commercial bank base ac-
cess would be larger. The amount of association between Islamic finance and
other financial institutions outreach seem similar in case of both all countries
and Mid-East samples.

These results are economically expected, as well as meaningful. In the me-
antime, they are consistent with literature. As argued in the study The World
Bank Global Financial Development Report*, the emergence of Islamic banks
has a significant impact on the financial access of the households and small
and medium scaled firms. Furthermore, as Demirguc-Kunt, Klapper, and
Randall*’, argued that Muslims are less likely to use formal financial services
such as having a bank account at a formal financial institution than non-Mus-
lims. This may explain the negative association between financial inclusion
and the percentage of Muslims in the model.

* Ibid.
* Ibid.
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Moreover, as the one of the main contributions of this paper, modifica-
tion and improvement of the results in Naceur et al.”" and Demirguc-Kunt,
Klapper, and Randall*?, we explore the mechanisms by which the impact of
Islamic finance occurs on financial exclusion by subdividing the services of
Islamic banks. We assess these services separately in both all countries and
Muslim dominant countries samples to explain the mechanisms of the im-
pact. Meanwhile, we improve their arguments by finding relatively stronger
association between Islamic banking and financial inclusion using financi-
al inclusion measures by Yorulmaz>. However, our results only explore the
degree of association between variables rather than mitigating endogeneity
concerns and/or causal relationships.

*! Ibid.
52 Ibid.
3 Ibid.
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Conclusions

Regarding the impact of Islamic finance on voluntarily financial exclusion,
we find evidence that higher levels of Islamic finance is associated with lower
levels of conventional bank base financial access in both all countries and
Middle Eastern countries. We find evidence that Islamic bank loans, deposits,
and total assets percentage of GDP explain the impact of Islamic finance on
conventional bank access in all countries. Meanwhile, Islamic bank loans, de-
posits, capital ratio, zakah, and murabahat percentage of GDP variables exp-
lain this impact in Middle Eastern countries. On the other hand, as one of our
contributions to the literature, we find evidence that Islamic banking growth
indicators are significantly associated with lower levels of commercial bank
outreach and the access to and use of commercial banking services in both all
countries and Mid-East countries samples.

Moreover, regarding the access from microfinance institutions, credit uni-
ons, and post offices services as the proxy of financial inclusion, we find evi-
dence that Islamic bank indicators significantly associated with higher levels
of access from other financial institutions in both all countries and Mid-East
countries samples. Assessing the mechanisms of this impact, we find eviden-
ce that Islamic bank deposits, total assets, total capital ratio, zakah, and mu-
rabahat transactions % of GDP variables explain the impact of Islamic finance
on access from other financial institutions in both all countries and Mid-East
countries samples.

As discussed above, the impact of Islamic finance is relatively stronger
in Mid-East countries since the effects of religiosity are stronger in Muslim
dominant countries. In this regard, governments and policymakers should
consider providing more Shariah-compliant financial services, removing
caps of interest rates, and strengthening customer protection rules for religi-
ous clients to bring voluntarily excluded groups into the financial systems.
Moreover, in order to combat with voluntarily financial exclusion, Middle
Eastern countries governments should extend access to various Shariah-
compliant financial services through existing channels of Islamic banks.

At this point, the term of ‘Institutionalization” emerges as a need for
Islamic redistributive instruments not only in Mid-East countries but also
in worldwide. Starting from building and developing legal infrastructure of
nation-wide specific institutions for such instruments above would facilitate
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redistribution of wealth among people to achieve the target of economic and
social justice and poverty alleviation. Finally, developing worldwide specific
institutions of Islamic redistributive instruments would be a long-term target
for policymakers. Since the analysis on the association between financial ac-
cess and Islamic banking is rare in literature, this paper may stimulate more
research in this area. The actual effects of Islamic finance on the involuntarily
exclusion in different countries from different backgrounds still need to be
explored like showing time trend with broader data and more indicators.
Therefore, future works may concentrate on exploring this association using
different strategies.
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