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Abstract:  This study is aimed at examining the long run and short run relationships between both Islamic and
conventional financial  development  with  the  economic  growth  in  the  Bahrain   dual   financial  system.
Using quarterly data (2000:1-2010:4) retrieved from Monthly Statistical Bulletin of Central bank of Bahrain (CBB)
and International Financial Statistics (IFS) of International Monetary Funds (IMF), this paper employs the
Johanson and Juselius Cointegration test and Vector Error Correction Model (VECM) to uncover the long-run
and  short-run  relationship  between  Islamic  and  conventional  financial  deepening  and economic growth.
The results show a significant positive relationship between Islamic finance deepening and economic growth
in the long run, however, there is no evidence on the short run relationship between them. The Islamic finance
relationship with economic growth in Bahrain appears to be a bi-directional relationship. On the other hand,
Bahraini conventional finance has a significant relationship with their economic growth, both in the long run
and short run.
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INTRODUCTION financial development is the inevitable response of

Economists and academicians, for almost a century, is the ultimate result of economic growth since a rise in
have tried to shed some light on the relationship between income per capita, for example, increases demand for
financial  development  and  economic   growth.  This financial services, besides encourages savings which
long-debated issue can be traced back to 1873 where extensively ameliorate and deepen the financial sector.
Walter Bagehot considered finance as an important However, the works of [4] had combined the two previous
element that plays a significant role in the economic approaches and evidenced that in the first stage of
development and growth. This point of view was development, the causality goes from finance to growth
supported by the works of [1] who argued that the via the capacity of financial system to mobilize savings
financial intermediaries, through their capacity to mobilize and allocate them effectively in the most productive
savings, evaluate projects, manage risk, monitor managers projects which in turn will inspire the economic growth
and facilitate transactions, can enhance technological and subsequently shifts to the opposite direction where
innovation and stimulate the economic development [2]. the increase in economic growth induces demand for
This view is known as supply-leading hypothesis various financial services that would strengths and
whereby the financial development derives the economic reinforces the financial sector. This is also known as
growth. bidirectional relationship.

On the other hand, [3] suggested an alternative While the majority of previous empirical studies
viewpoint known as demand-following hypothesis, in concentrate more on investigating the relationship
which he pointed out that financial development does not between financial development and economic growth in
have any impact on economic growth. Instead, the pure conventional system, very limited studies have been

economic growth. In other words, financial development
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done in the context of Islamic finance and economic techniques were utilized in the study and they found that
growth. With the tremendous growth of Islamic financial the indicators of financial development are positively
sector recorded in the last two decades, it may be crucial related with economic growth. In addition, through an
to investigate the relationship between Islamic finance empirical study for 13 Sub-Saharan countries, [7]
and economic  growth,  especially  within  countries  that attempted to explore the causal link between the level of
have dual financial system. The questions that can be financial development and economic growth. He
posed here are; which financial system can stimulates employed the cointegration test and vector error
economic growth in dual financial system countries? And correlation model to examine the relationship between
which type of finance-growth relationship is followed?. economic growth and financial development. The results

To answer those questions, this study attempts to provide evidence for a long term relationship between
investigate the long-run and the short-run causality financial development and economic growth in which
between economic growth and financial development in eight countries experience causal direction from finance to
a dual financial system country, particularly in Bahrain. growth while the other six countries show bidirectional
The findings of this study can provide international causal relationships, thus he concluded that African
evidence on finance-growth relationship and the role of countries can boost their economic growth by
Islamic and conventional financial deepening upon empowering their financial systems.
economic growth. Similar  study  was  conducted  by  [8]   using  ten

Literature Review: The relationship between the financial correlation model to examine the long run relationship
sector and the economic development and the causality between the ratio of broad money (M2) as a proxy to
direction between them has been given a great attention financial development to GDP, real per capita capital stock
by academicians and economists and their results and the rate of interest and economic growth represented
received a substantial consideration by policy-makers by GDP to total population. The findings provide
either in macroeconomic or microeconomic level. evidence of a long run relationship between financial
Numerous empirical studies have been conducted in an development and economic growth. In more details, the
attempt to shed some light on the subject and can be financial development Granger causes growth in four
classified into two main categories, cross countries and countries, the reverse direction was found in the case of
within country studies. Zambia, while the other five countries experience

[5] conducted a cross country study of  56  countries, bidirectional relationship. Furthermore, ten developing
which aims to investigate international evidence on causal countries were also becoming the subject of empirical
relationship between financial development and economic study done by [9] through which they target to
growth. He used Vector Autoregression Cointegration investigate the long run relationship between financial
(VAR) and Granger causality test and found that the less profoundness and economic growth, using panel unit root
developed countries experienced a causal direction from test and panel cointegration analysis. As a result, they
financial development to economic growth, while found that there is a single equilibrium relationship
developed countries are of the reverse direction. between financial depth, growth and subsidiary variables,

[2] used an endogenous growth model between real while the cointegration test suggests a unidirectional
per capita GDP growth and various measurements of causality from financial depth to economic growth.
financial development in their attempt to examine how [10] investigated the causal relationship between
financial system affects economic growth for 80 countries financial development and economic growth of six MENA
in the period 1960-1989. They found that financial countries (Algeria, Egypt, Israel, Morocco, Syria and
development stimulates economic growth through Tunisia). They use real GDP per capita as proxy to
increasing the rate per capital accumulation and improving economic development while financial development was
the  efficiency  by  which  the economies use that capital measured by (M2Y) the ratio of M2 to nominal GDP, the
for economic development purposes. Similarly, [6] reached ratio of M2 minus currency to GDP and the ratio of bank
the same  result  while  trying  to  evaluate the influences credit to the private sector to nominal GDP. The findings
of   financial    development    on    economic   growth  for strongly support the Supply-leading hypothesis where
74 countries in the period 1960-95. The generalized finance leads to growth in five out of the six countries.
method-of-moments (GMM) dynamic panel estimators However, the case of Israel was an exception whereby the
and cross-sectional instrumental-variable estimator causality direction is from growth to finance.

Sub-Saharan countries. They used the vector error
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For the same purpose, the majority of OIC countries unidirectional causality from foreign capital inflows to
have been studied by [11] during the period of 25 years economic growth. Therefore, financial development tends
(1980-2005). They used the standard regression analysis to follow growth in Tanzania.
and VAR techniques to measure the relationship between While numerous of studies conducted in this issue
GDP per capita growth rate and five financial development are focusing only on the conventional financial system,
indicators. The results provide a positive relationship limited studies are being performed on the Islamic
between finance and growth while the short term financial system which is growing tremendously over the
multivariate analysis indicates unidirectional causality last two decades. [16] examines the direct and indirect
that goes from growth to finance. effects of total financing and investment from Jordan

Besides of the cross-country studies, studies within Islamic Bank (JIB) on real per capita income as a proxy to
a particular country have received considerable attention economic growth, using the Two Stage Least Square
in the last few decades. [12] attempted to examine the (2SLS) model. He found that the indirect effect of total
causal relationship between financial development and financing and investment of JIB as a percentage of total
economic growth in Turkey, using the Granger causality, credit was relatively small compared to that by
cointegration and vector error correction model (VECM). conventional banks.
They found that the direction of the causality between [17] used the cointegration test and vector error
financial development and economic growth in Turkey is correction model to examine the dynamic interaction
from economic growth to financial development, thus between Islamic banking and economic growth in
growth strengths the financial sector in turkey. Another Malaysia. Using total Islamic bank financing as proxy to
study done by [13] was to examine the relationship financial development and real GDP per capita, fixed
between financial development and economic growth in investment and trade activities to represent the economic
Northern Cyprus using the Ordinary Least Square (OLS) growth and activity, they found that there is evidence of
estimation model. The annual growth rates of real GDP is the presence of demand-following hypothesis, in which
the dependent variable while the independent variables increase in GDP induces Islamic banks and not vice versa.
includes annual population growth, annual growth of However, for the case of Indonesia, [18] found that
export,  the  ration  of  domestic investment to GDP, the Islamic financial development significantly and positively
ratio of deposits to GDP and the ratio of Loans to GDP. affecting economic growth in the long run and so does
They found that there is an insignificant positive effect of economic growth upon Islamic financial development
financial development on economic growth, however, the which is obviously suggesting a bi-directional
causality test provide evidence that the economic growth relationship.
induces financial intermediaries development. In line with the above mentioned studies we may

[14] performed similar study to determine the conclude that the relationship between financial
causality direction between “bank-based” financial development and economic growth, whether in Islamic or
deepening variables and economic growth in Nigeria conventional system, is subject to the huge divergence of
during the period 1970-2005, employing the cointegration views which may be due to the differences in each
procedures,  the  r esults provided the existence of country’s characteristic such as the level of financial
demand-following hypothesis for two financial variables; system development, regulations and financial policies
private sector credit and broad money, whereas the implemented and so on.
supply-leading hypothesis is also found for the other two Therefore, a consensus on this issue may not be of
variables; loan deposits ratio and bank deposit liabilities. interest to be achieved. However, for countries that have
Very recent study has been done by [15] which tries to dual financial system, Islamic and conventional system,
examine the dynamic causal relationship between financial the approach may change since governments may need
deepening and economic growth in Tanzania. In addition some helpful evidences on the dynamic relationship
to the domestic financial depth represented by the ratio of between the two coexistence financial systems and
broad money (M3) to GDP, the foreign capital inflows economic growth, so that they would be able to cope
factor was involved in the study. The study concludes successfully with their financial system and draw the
that there is unidirectional causal that flows from appropriate financial policies. In respect to this, this paper
economic growth to financial depth, while there is attempts to fill up this gap through examining the
evidence of bi-directional causality between financial causality relationship between financial development and
development and foreign capital inflows and economic growth in the Bahrain dual financial system.
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The  study  tack  its originality from the fact that the two of Bahrain (CBB) and International Financial Statistics
co-existed financial system operate under the same (IFS) of International Monetary Funds (IMF).
regulatory   framework    and    financial  circumstances.
The findings of the study would provide new evidence on Model Specification: To investigate the long run and
the finance-growth nexus, particularly in Bahrain and short run relationship between the financial development
generally in dual financial system countries. and economic growth for both Islamic and conventional

MATERIALS AND METHODS relationship for the following models:

Data: In line with the main objective of the paper which is Islamic finance sector:
to investigate the long term and short term causal
relationship between the financial development and LGDP = +  LITF + (1)
economic growth for Bahrain dual financial system, the LITL = +  LGDP + (2)
choice of proxies to both financial development and LGDP = +  LITD + t (3)
economic growth are very crucial. Tracking the previous LITD = +  LGDP + t (4)
literatures, most of them use GDP to measure the
economic growth either through per capita GDP growth as Conventional finance sector:
in King and Levine (1993) and many others, or by an
increase in real GDP as in [7, 18]. LGDP = + LCTL + (5)

In our study we will use the latter to enable us to LCTL = + LGDP + (6)
capture accurately the increase in the country wealth. LGDP = + LCTD + (7)
Meanwhile, the choice of proxies for financial LCTD = + LGDP + (8)
development is also a subject of a huge divergence
depending on each study’s specific objectives. The where,
studies that target the financial soundness and deepening LGDP : Natural logarithm of nominal GDP
mostly use the measurements such the ratio of M1 and LITF : Natural logarithm of Islamic total financing
M2 to the level of nominal GDP [2]. However, these LITD : Natural logarithm of Islamic total deposit
proxies are suffering from the weakness that they are more LCTL : Natural logarithm of conventional total
focusing on measuring liquid liabilities of financial system financing
than on the functions of  financial  system  and  its  ability LCTD : Natural logarithm of conventional total deposit
to mobilize savings and allocate them in the most
productive use which would be reflected in significant Cointegration: Cointegration test indicates the linear
economic growth [7]. combination between two or more variables using the

For this reason, following [18], the Islamic total ordinary least square (OLS) regression as the
financing (ITF) and Islamic Total Deposit (ITD) are cointegrating regression. In this instance, the existence of
chosen as proxies for Islamic financial sector, while the cointegration relationship between GDP and the proxies
conventional total loans (CTL) and conventional total of financial development; total financing and total deposit
deposit (CTD) are chosen as proxies for conventional for both Islamic and conventional sectors will be tested
sector. The reason behind the selection of these proxies independently. If the variables are cointegrated, this
is that when limiting the proxy of financial development to provides evidence of the existence of long run
the ratio of credit to private sector, may not be enough to relationship either in one direction or in both directions.
capture the financial development that falls outside the The number of optimum lags used for the
banking system in one hand and to see the capacity of cointegration model is selected by VAR Lag Order
both Islamic and conventional banking system in Selection Criteria which is based on the Akaike
attracting and deposits funds and use them in the most Information Criterion (AIC) and the Scwharz Bayesian
efficient way that could induces economic growth Criterion (SBC). The significant adjusted trace statistic of
intensively. a selected lag would be used to test the null hypothesis

The study uses quarterly time series data of GDP, which states of no cointegration between examined
ITF, ITD, CTL and CTD ranges from 2000:1 to 2010:4 and variables against the alternative hypothesis which states
retrieved from Monthly Statistical Bulletin of Central Bank that there is at least one cointegrating vector.

financial system, we test the long run and short run
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Vector Error Correction Model (VECM): After Therefore,  the  negative  value  and   the  significant
evidencing the existence of the long-run relationship for t-test of the lagged error-correction term of (ECTt-1)
the proposed models, the examination of the short run validates the existence of the long run relationship as well
dynamic relationship would be the next step which can be determines the long run Granger causality direction
derived by introducing an error correction model as between the dependent and independent variables.
follows: Moreover, the lagged parameters that seen to be

Islamic finance sector: relationship between the endogenous variable and the

(9)

(10)

(11) variables used in this study are shown in Table 1. The
probabilities of Jarque-Bera test of normality for variables

(12) are all greater than 5% level of significance which
indicates that the data are normally distributed.

Conventional Finance Sector: Unit Root Test: As a requirement in time series data

(13) domestic product (GDP), Islamic Total Financing (ITF),

(14) (CTL) and Conventional Total Deposits (CTD), using the

(15) (ADF) and Phillips-Perron (P-P). The results of the unit

(16) that all variables are integrated at order I(1) which

where,
: The first difference of the operator Cointegration:  As  all  variables  are  integrated  in  I(1),

’s, ’s, ’s and ’s : Coefficients relating to the short- the next step is to test the existence of long run
run dynamics of the model’s cointegration between economic growth (GDP) and the
convergence to equilibrium total financing and total deposit for both Islamic and

: Measures the speed of adjustment Conventional banking system. However, before we

The Error Correction model is a parameter that optimum lags. In doing so, the lag length criterion is used.
combines the long information with a short run The results for lag length criterion based on the Akaike
adjustment mechanism through the error correction term information criterion (AIC) and the Scwharz Bayesian
that is nothing more than the residual from the levels criterion (SC) in Table 3 and 4 show that the number of
regression. In addition, the error correction term parameter optimum lags for all models is one.
measures the short-term dispersal from long-term The results reported in the Table 5 indicates the
equilibrium since, in the short-run, the variables may existence of a long run relationship between GDP and
disperse from each other which will cause system in financial development. For a small sample analysis, [19]
disequilibrium. Hence, the statistical significance of the suggested an adjustment to the estimated trace statistics.
coefficient associated with the error correction term The degree-of-freedom correction suggested by [19] is to
provides us with evidence for an error correction multiply the computed trace statistic by (T-pk)/T, where
mechanism that brings the variables back to their long- T  is  the  sample  size,  p  is  the  number  of  variables
term relationship [8]. and  k  is  the  lag  length  of  the  estimated  VAR  system.

significant is indicating the existence of the short run

regressors.

RESULTS AND DISCUSSIONS

Descriptive Analysis: The descriptive statistics of the

analysis, the unit root test is carried out for Gross

Islamic Total Deposits (ITD), Conventional Total Loan

two most frequently used tests; Augmented Dickey-Fuller

root tests are portrayed in Table 2. From Table 2, it is clear

suggests the use of cointegration test.

proceed with cointegration test, we have to determine the
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Table 1: Descriptive statistic

Variables LGDP LCTL LCTD LITD LITL

Mean 7.122 11.80 11.77 8.692 8.870
Median 7.118 11.64 11.60 8.816 8.816
Maximum 7.803 12. 04 12.38 9.943 10.18
Minimum 6.562 11.15 11.13 7.116 7.425
Std. Dev. 0.396 0.358 0.358 1.002 0.978
Skewness 0.045 0.196 0.302 -0.175 0.003
Kurtosis 1.572 1.703 1.771 1.562 1.520
Jarque-Bera 3.754 3.366 3.438 4.013 4.015
Probability 0.153 0.186 0.179 0.135 0.134
Sum 313.4 519.2 517.8 382.4 390.3
Sum Sq. Dev. 6.742 5.501 5.503 43.20 41.12
Observations 44 44 44 44 44

Table 2: Unit root test results

ADF PP
--------------------------- ---------------------------

Variable I(0) I(1) I(0) I(1)

LGDP -0.9 -8.1*** -0.6 -9.8***
LITF -0.8 -5.7*** -0.8 -5.7***
LITD -1.9 -6.2*** -1.2 -6.3***
LCTL -1.3 -6.5*** -1.3 -9.0***
LCTD -0.9 -6.8*** -1.6 -11.0***

Note: *** significant at 1% level; ** significant at 5% level; * significant
at 10% level

Table 3: Optimum lags for LGDP = f(LITF) and LGDP = f(LITD)

Model LGDP = f(LITF) LGDP = f(LITD)
------- ---------------------------- --------------------------
Lag. AIC SC AIC SC

0 0.83 0.91 0.79 0.74
1 -4.5* -4.3* -4.2* -4.3*
2 -4.49 -4.06 -3.84 -4.11
3 -4.38 -3.78 -3.56 -3.94
4 -4.26 -3.50 -3.29 -3.78

Table 4: Optimum lags for LGDP = f(LCTL) and LGDP = f(LCTD)

Model LGDP = f(LCTL) LGDP = f(LCTD)
------- ---------------------------- --------------------------
Lag. AIC SC AIC SC

0 0.09 0.18 0.50 0.59
1 -2.7* -2.5* -2.24 -1.98*
2 -2.70 -2.28 -2.28* -1.85
3 -2.63 -2.04 -2.18 -1.58
4 -2.52 -1.76 -2.07 -1.31

Note: *** significant at 1% level; ** significant at 5% level; * significant
at 10% level

In the analysis that follows, we relied on the Reinsel and
Ahn suggestion to check for the significance and the
robustness of the cointegration tests. The adjusted trace
statistic rejects the null hypothesis of no cointegration at
r = 0, which provide evidences that at least one
cointegration exists between economic growth
represented by GDP and both Islamic and conventional
financial development.

The next step is to run Vector Error Correction model
to determine the long run causality direction using the
equations (1), (2), (3), (4) for Islamic finance nexus growth
and the equations (5), (6), (7), (8) for conventional finance
nexus growth.

Long-run and Dynamic Relationship Using VECM:
Normalizing the dependent variables, following equations
are vector error correction terms (ect) or long term
relationship among the variables (the number in
parentheses are t-ratios):

Islamic finance sector:

ect = LGDP-0.40836 LITL-3.499085 (-24.3706)
ect = LITL-2.44882 LGDP + 8.568628 (-24.1683)
ect = LGDP-0.391701 LITD-3.715032 (-20.0952)
ect = LITD-2.552971 LGDP + 9.484368 (-20.1085)

Conventional finance sector:

ect = LGDP-1.147788 LCTL + 6.416803 (-9.88203)
ect = LCTL-0.871241 LGDP-5.590581 (-9.52325)
ect = LGDP-1.220571 LCTD +7.236882 (-9.99317)
ect = LCTD-0.8119289 LGDP-5.929094 (-9.29258)

It is interesting to see that the relationship between
total financing and total deposits for both Islamic and
conventional sector are positively and significantly
affecting the growth’s movement and vice versa. In other
words, financial deepening in the two sectors will
stimulate economic growth of Bahrain and as a result, the
sustainable-growth developed will also improves Bahraini
financial system in the long run. This is in line with
findings provided in [18].

Table 5: Adjusted Trace Stat. using Ransel and Ahn (1992) formula

Model LGDP = f(LITF) LGDP = f(LITD) LGDP = f(LCTL) LGDP = f(LCTD)

r = 0 20.520*** (15.495) 16.622*** (15.495) 13.995* (15.495) 18.172*** (15.495)

r = 1 0.762 (3.842) 2.0467 (3.842) 0.971 (3.842) 1.057 (3.842)

Note: *** significant at 1% level; ** significant at 5% level; * significant at 10% level
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Table 6: Dynamic relationship for Islamic finance sector

 LGDP  LITF  LGDP  LITD
------------------------------------------- ------------------------------------------- ----------------------------------------- ------------------------------------------
Expl. variables Coef. and t stat () Expl.variables Coef. and t stat () Expl.variables Coef. and t stat () Expl.variables Coef. and t stat ()

ECT (-1) -0.58*** (-3.133) ECT (-1) -0.09** (-2.228) ECT (-1) -0.65*** (-4.22) ECT (-1) -0.01 (-0.18)
DLGDP(-1) 0.056 (0.327) DLITL(-4) 0.242 (1.617) DLGDP(-3) 0.072 (0.538) DLITD(-4) 0.309* (1.98)
DLITL(-1) 0.170 (0.758) DLGDP(-3) 0.113 (1.255) DLITD(-2) 0.216 (1.124) DLGDP(-1) 0.144 (1.354)
Constant 0.012 (0.572) Constant 0.05*** (3.43) Constant 0.004 (0.211) Constant 0.043** (2.702)
R 0.259 R 0.234 R 0.360 R 0.1382 2 2 2

F-statistic 4.433 F-statistic 3.554 F-statistic 6.759 F-statistic 1.870
P-value (0.009) P-value (0.024) P-value (0.001) P-value 0.153
F-serial LM 0.258 (0.774) F-serial LM 0.035 (0.965) F-serial LM 0.198 (0.822) F-serial LM 1.221 (0.31)
F-ARCH test 1.607 (0.213) F-ARCH test 1.361 (0.251) F-ARCH test 1.541 (0.222) F-ARCH test 0.123 (0.727)
F-Reset test 1.683 (0.203) F-Reset test 0.377 (0.544) F-Reset test 4.021 (0.053) F-Reset test 0.169 (0.683)
JB Normal 0.860 (0.145) JB Normal 1.401 (0.496) JB Normal 3.062 (0.216) JB Normal 2.900 (0.234)

Table 7: Dynamic relationship for conventional finance sector

 LGDP  LITF  LGDP  LITD
-------------------------------------------- ------------------------------------------- ----------------------------------------- -----------------------------------------
Expl. variables Coef. and t stat () Expl.variables Coef. and t stat () Expl.variables Coef. and t stat () Expl.variables Coef. and t stat ()

ECT (-1) 0.029 (0.291) ECT (-1) -0.59*** (-4.46) ECT (-1) 0.034 (0.426) ECT (-1) -0.76*** (-5.53)
DLGDP(-1) -0.256 (-1.574) DLCTL(-2) -0.19 (-1.51) DLGDP(-1) -0.19 (-1.234) DLCTD(-2) -0.17 (-1.49)
DLCTL(-1) 0.23** (2.086) DLGDP(-3) 0.14 (0.71) DLCTD(-1) 0.21** (2.579) DLGDP(-4) 0.564** (2.147)
Constant 0.027* (1.733) Constant 0.01 (0.41) Constant 0.026 (1.71) Constant -0.003 (-0.09)
R 0.166 R 0.386 R 0.222 R 0.5082 2 2 2

F-statistic 2.526 F-statistic 7.541 F-statistic 3.612 F-statistic 12.07
P-value 0.072 P-value 0.001 P-value 0.022 P-value 0.00
F-serial LM 1.341 (0.275) F-serial LM 0.290 (0.75) F-serial LM 1.442 (0.25) F-serial LM 0.263 (0.77)
F-ARCH test 0.379 (0.542) F-ARCH test 8.552 (0.006) F-ARCH test 0.53 (0.47) F-ARCH test 1.642 (0.21)
F-Reset test 4.312 (0.045) F-Reset test 3.542 (0.068) F-Reset test 1.69 (0.20) F-Reset test 0.42 (0.52)
JB Normal 1.332 (0.513) JB Normal 22.38 (0.000) JB Normal 1.353 (0.509) JB Normal 8.55 (0.014)

Notes:
1) *** significant at 1% level; ** significant at 5% level; * significant at 10% level. 
2) LM refers to the Lagrange Multiplier statistic for serial correlation, ARCH represent the test for Autoregressive Conditional Heteroscedasticity and RESET
refers to Ramsey’s reset test of misspecification of the functional form. 
3) The probability value for each diagnostic test is given in parentheses. 
4) ECT (-1) term emanates from the cointegration of the unique vector

Table 6 displays all the vector error correction models it does stimulate conventional deposit. Thus, it follows
developed for the Islamic sector. The negative value and the theory which explain the relationship among the
the significant t-test of the lagged error-correction term of income, saving and consumption; which mentions that
ECT(-1) validates the existence of the long run the increase of the income level will increase the saving
relationship as well as determines the long run Granger level when consumption is unchanged.
causality direction between the dependent and
independent variables. However, for the case of Islamic CONCLUSION
sector, there are no evidence of significant short term
dynamic causality between total deposit and total The aim of this study is to explore the causal
financing with economic growth. relationship between financial deepening and economic

Unsurprisingly, total loan and total deposit of growth in a dual financial system country. The distinguish
conventional banks are giving a significant and positive factor between this study and other studies is that this
impact on economic growth of Bahrain in the short term. study tries to compare the role of Islamic and
However, as has been shown in Table 7, economic growth conventional financial system upon stimulating economic
does not stimulate conventional loan in the short run but growth within a particular country, particularly in Bahrain.



World Appl. Sci. J., 20 (8): 1166-1174, 2012

1173

This paper finds evidence that in the long-run, 4. Patrick, H.T., 1966. Financial development and
Islamic and conventional financial development are
positively and significantly correlated with economic
growth. Therefore, domestic financing provided by the
banking sector has been found to contribute to the
growth of the Bahraini economy. In other words, banking
industry has shown to be effective as financial
intermediaries that facilitate the transmission of funds
from surplus households to deficit households. In the
case of Islamic finance, the relationship found between
Islamic financial development and economic growth in
Bahrain is bi-directional indicating the development in
Islamic finance stimulates growth and at the same time,
growth propels Islamic finance development in Bahrain.
As a consequence, Islamic finance will not be able to
contribute fully to economic growth if the economy is not
growing well; hence a positive economic growth will help
spur Islamic financial development further.

Limitation   and   Direction for   Future  Researches:
This paper has at least two limitations. First, this study is
only for Bahraini experience and second, it adopts direct
method of relationship i.e total financing and total
deposits upon economic growth; without involving other
variables e.g. gross fixed capital formation, the ratio of M2
to nominal GDP, the ratio of M2 minus currency to GDP
and the ratio of bank credit to the private sector to
nominal GDP. Thus, in order to improve this study in the
future, following are some directions for further
researches:

Incorporate more dependent and independent
variables;
Combining some countries which have implemented
dual financial system for a reasonable time so that
adequate number of data can be collected; and 
Use different method of analysis in order to find the
robustness of the results e.g. panel data regression
for a multi-countries analysis.

REFERENCES

1. Schumpeter, J.A., 1911. The Theory of Economic
Development: An Inquiry into Profits, Capital, Credit,
Interest and the Business Cycle, Cambridge, MA:
Harvard University Press.

2. King, R. and R. Levine, 1993. Finance and growth:
Schumpeter might be right, Quarterly Journal of
Economics, 108(3): 713-37.

3. Robinson, J., 1952. The Rate of Interest and Other
Essays, London: Macmillan.

economic growth in underdeveloped countries,
Economic Development    and   Cultural  Change,
14(2): 174-189.

5. Jung, W.S., 1986. Financial development and
economic growth: International evidence, Economic
Development and Cultural Change, 34: 333-346.

6. Levine, R., N. Loayza and T. Beck, 2000. Financial
Intermediation and Growth: Causality and Causes,
Journal of Monetary Economics, 46: 31-77.

7. Ghiramy, T., 2004. Financial development and
economic growth in sub-Saharan African countries:
Evidence from time-series analysis, African
Development Review, 16(3): 415-432.

8. Akinlo, A.E. and T. Egbetunde, 2010. Financial
Development and Economic Growth: The experience
of  10  Sub-Saharan  African   Countries  Revisited,
The Review of Finance and Banking, 2(1): 1-15.

9. Christopoulos,  D.K.  and  E.G.  Tsionas, 2004.
Financial development and economic growth:
evidence from panel unit root and cointegration
tests, Journal of Development Economics, 73: 55-74.

10. Abu-Bader, S. and A.S. Abu-Qarn, 2008. Financial
Development and Economic Growth: Empirical
Evidence from Six MENA Countries, Review of
Development Economics, 12(4): 803-817.

11. Hassan,  M.K.,  B.  Sanchez and J.S. Yu, 2011.
Financial  Development  and  Economic  Growth in
The Organization of Islamic Conference Countries,
JKAU: Islamic Econ., 24(1): 145-172.

12. Kar, M. and E.J. Pentecost, 2000. Financial
Development and Economic Growth in Turkey:
Further Evidence on the Causality Issue, Economic
Research Paper No. 00/27, Department of Economics,
Loughborough University.

13. Guryay, E., O. afakli and B. Tüzel, 2007. Financial
Development and Economic Growth: Evidence from
Northern Cyprus, International Research Journal of
Finance and Economics, 8: 57-62.

14. Agu, C.C. and J.O. Chukwu, 2008. Toda and
Yamamoto Causality Tests between “Bank-Based”
Financial Deepening and Economic Growth in
Nigeria,   European    Journal   of   Social  Sciences,
7(2): 175-184.

15. Odhiambo, N.M., 2011. Financial Deepening, Capital
Inflows  and  Economic  Growth  Nexus   in  Tanzania:
A Multivariate Model, Journal of Social Sciences,
28(1): 65-71.

16. Al-Hallaq, S., 2005. The Role of Islamic Banks in
Economic Growth: The Case of Jordan. In Islamic
Finance and Economic Development, Eds: Munawar
Iqbal and Ausaf Ahmad. UK: Palgrave Macmillan.



World Appl. Sci. J., 20 (8): 1166-1174, 2012

1174

17. Furqani, H. and R. Mulyany, 2009. Islamic banking 19. Reinsel, G.C. and S.K. Ahn, 1992. Vector
and economic growth: Empirical evidence from Autoregressive Models with Unit Roots and
Malaysia, Journal of Economic Cooperation and Reduced Rank Structure: Estimation, Likelihood Ratio
Development, 30(2): 59-74. Test and Forecasting, Journal of Time Series

18. Abduh, M. and M.A. Omar, 2012. Islamic Banking Analysis, 13: 353-375.
and Economic Growth: The Indonesian Experience.
International Journal of Islamic and Middle Eastern
Finance and Management, 5(1): 35-47.


