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The purpose of this study is to determine the impact of products and services of Islamic finance in Pakistan. This study
has involved an empirical analysis of the environmental factors of growth and its impact on the growth of Islamic
Financial Institutions. To investigate the factors of growth, a structural equation model develops that incorporates

the main determinants of growth of banking assets and equity funds. The growth in the Islamic equity funds and
banking assets has been identified as definite antecedents of growth in the Islamic financial system. The empirical
investigation by the structural model using Pakistani dataset revealed that four out of ten hypotheses were significant
including two direct paths as antecedents of annual growth. This study provides empirical support for the influence
of some development factors to control the barriers of growth in the Islamic finance industry. This paper allows the
identification of the major development factors of Islamic financial system that takes into account the importance of
operational strategy and environment for the growth of Islamic equity funds and banking assets.
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Introduction

The first, experimental, local Islamic bank was estab-
lished in the late 1950s in a rural area of Pakistan which
charged no interest on its lending [53]. However, since
then the Islamic financial development has been slow
and poorly developed as the result of a strong foothold
in the conventional financial system. The developmental
measures still could not bring them to the extent of com-
peting strongly with an interest-based system. In fact,
the Islamic finance market is often referred to as a “niche
market”.

A country needs to maintain a positive direct rela-
tionship with the financial organization for financial
growth. However, some inadequate financial policies
and decisions based on conventional interest system
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and indicate if changes were made.

were incapable of functioning both effectively and ethi-
cally within the society, consequently resulting in a weak
financial system with meager outcomes.

Population, time interval, return, and economic param-
eter, i.e., Gross domestic product (GDP) growth rate are
an important consideration for development of Islamic
banking and equity fund industry. Many Islamic banking
and finance studies [1, 2, 11, 27, 65] explored factors of
growth. However, existing literature on Islamic finance
investigated only one class of Islamic financial system,
among many instruments, i.e., Islamic equity funds,
Islamic finance assets, Islamic equity capital, Islamic cap-
ital market instruments, Islamic loan funds, Islamic bank
deposits and financial returns of participating Islamic
banks.

Moreover, the vast literature on Islamic banking and
finance on factors of growth is rooted in the developed
countries, leaving the impact of major emerging mar-
kets almost unexamined. These gaps in the study are
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not acknowledged, therefore, an extension of research
in comparison to growth components of sample size
could be extended for determination of important
development tools.

Background of theory and hypothesis
development

In an Islamic financial system framework, all the prin-
ciples, laws, and process follow a commitment to Allah
and His last prophet Muhammad (PBUH). Moral
soundness applied for acceptance of financial transac-
tions, contract, or instruments [39]. Methodology for
theory building in Islamic economics based on eco-
nomic statements of the Quran, Hadith, and Sunnah
lead to method that unfolds a mechanism to arrive at
the real and undeniable meanings for development of
the Islamic economic system [38].

Recent literature is drawing theoretical aspects of
Islamic banking and finance for depositors, regulators,
owners, managers, and borrower of the Islamic finan-
cial system. However, theoretical aspect of this study is
based on socioeconomic theory.

Islamic economic theory and traditional economic
theory are two different approaches. Both theories have
different perspectives. “The principle of contractual
fairness could counterbalance the principle of permis-
sibility with the objective of attaining social justice or
equity between the parties” [8].

The theoretical framework builds upon the basis of
external and internal variables that effect on an Islamic
financial system, with many variables including, bank-
ing as the endogenous variable and four constructs of
the exogenous variable, i.e., return, population, time
interval, and Gross domestic product (GDP) growth
rate. The conceptual framework for the hypothesis is
depicted in Fig. 1.

Prohibition of Riba (interest) is a core component
of the Islamic economic theory. For financial matters,
gains through fair trade are legitimized in the canon
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Fig. 1 Conceptual model
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but are offset by the prohibitions of Riba (interest/
usury), maysir (gambling) and gharar (excessive risk or
uncertainty) [63].

The macroeconomic variable, inflation rate (INF), has
a negative and statistically significant impact on the
ROE for both domestic and foreign banks. Therefore,
high INF is associated with low ROE of banks.

There are many reasons for the study based on the
determinants of growth of the Islamic financial sys-
tem. According to the socioeconomic theory, income
and well-being of the people are components of social
economy perspectives [18]. The demand for social jus-
tice and economic opportunity lead to the developmen-
tal growth of Islamic economic and financial ideas [30].

Normally, Islamic banking is less risky due to profit
and loss sharing features of their banking services.
On the other hand, conventional banking systems are
exposed to more risk due to certain economic turmoil,
i.e., by an increase in inflation.

The variables of underlying study, i.e., return
(income), population, time interval, and Gross domes-
tic product (GDP) have been extended for country
dataset.

The impact of performance of Islamic equity funds
and Islamic banking assets is also an interesting issue to
examine as the basis of the country instead of traditional
investments, the banking system, and socially responsible
investment funds (SRI) or ethical equity funds. Several
researchers such as Azhar Rosly and Afandi Abu Bakar
[7], Akhtar et al. [3], Siddiqui [60], Moin [43], Sadeghi
[54], and Subramaniam et al. [61] have individually inves-
tigated this issue and it was to be put into effect in differ-
ent regions of the world.

The profit is the difference between the revenue and
cost while investment is an investment of project and
cost is general cost and cost of fund. In general, Islamic
profit and loss sharing have no interest cost and cost of
fund. However, a higher return is an important prereq-
uisite for above average profitability of financial system
[50].

To determine how banking systems view increased par-
ticipation with regard to the growth of Islamic financial
system, Keith G. Carr-Lee, B.A. surveyed and compared
Islamic banking sectors to those without such sectors.
The researcher analyzed data from over 26 Organiza-
tion of Islamic Cooperation (OIC) states of majority in
Muslim populations. The researcher found the growth
of an existing Islamic banking sector is directly related
to countries that already possess Islamic financial system
and have a positive effect on the rate of growth of finan-
cial depth [19].

Nainggolan [46] found that younger fund performed
better than older funds, researcher concluded that
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there is a positive relationship between fund size and
performance [46].

Perception and awareness in Islamic countries
observed as an important aspect of Islamic finance
growth. However, in spite of the similarity in GDP rate
of Islamic and non-Islamic countries, Islamic banking
sector showed a key development indicator with an
increase in its product awareness [57].

The aim of this research is to investigate factors of
growth in Islamic financial system in Pakistan and to
determine how these factors are related to the develop-
ment of Islamic financial products and services—i.e.,
the degree to which Islamic banking assets and Islamic
equity funds act as an important factor in the Islamic
financial industry growth. More significantly, this paper
is answering the research question, i.e.,, “What are the
development factors of growth of Islamic financial
system and how do they influence the Islamic finan-
cial system?” While the following hypothesis has been
developed for this study based on the literature and
conceptual framework described in Fig. 1 and next sec-
tion, respectively.

H,; There is a significant relationship between the vola-
tility of Islamic banking assets and return (R).

H, Population (P) has a direct effect on Islamic banking
assets.

H; Time interval (7) has a direct effect on Islamic
banking assets.

H, GDP (GDP) has a direct effect on Islamic banking
assets.

H; There is a significant relationship between the vola-
tility of NAV of Islamic equity funds and Return (R).

H, Population (P) has a direct effect on NAV of Islamic
equity funds.

H, Time interval (7) has a direct effect on NAV of
Islamic equity funds.

Hg GDP (D) has a direct effect on NAV of Islamic
equity funds.

Hy NAV of Islamic equity funds has a direct effect on
the growth of Islamic financial system.

H,, Islamic banking assets have a direct effect on the
growth of Islamic financial system.
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Methods

According to Rani and Sikka [52], time series data have a
significant size and can be organized into three groups,
i.e., work directly with raw data in frequency or time
domain, indirectly with the features either extracted
from the model of raw data [52]. Two types of data either
primary or secondary were gathered from experimental
studies. This study is using time series data as a technique
based on secondary data. Meanwhile, Bryman and Bell
[16] stated that secondary data refer to the data, such as
theoretical papers, and comparative research reports, and
the grey literature is collected by other research scholars
and institutions [16]. The secondary data were collected
by reports of national and international institutions,
research and articles based on operational efficiency.

To provide a solution to a research problem, traditional
quantitative data were collected from each institutional
respective entity. Due to limited resources, the author
relied more on secondary data. To create the authentic-
ity of this data, data have been extracted from Govern-
ment monetary and international regulatory institutions
of Pakistan. To create a deeper understanding of growth
factors regarding Islamic financial institution in Paki-
stan, it has been necessary to take and observe speeches
of institutional respective executives for a deeper under-
standing of growth factors. The perceived value of Inter-
net surfing and its impact on reading practices and
research has been approved by a number of studies [41].

The desired sample size for the complex structural
model should be 200 or more [29]. Hence, dataset for
this study have more than 200 observations. The sound
judgment of data is an important component of research
worth. Examination of data not only required to proceed
data analysis but it also provides critical insight into data
characteristics [26]. First, replacement of missing values
with zero is the authentic solution for valid time series
[9]. Missing data were replaced with zero due to the non-
existence of a respondent’s operational activity during
the sample period (2005-2015). Second, data pattern was
identified for multivariate data items. Descriptive sta-
tistics including mean, standard deviation variance and
skewness was conducted. Likewise, to reduce the skew-
ness of data and to make the data pattern interpretable,
log transformation (log10) was performed [49].

The research objective implied the importance of
research design and research method. Hence, diverse
types of relevant research tools and instruments, neces-
sary for analysis of data were collected for the accom-
plishment of this study objective.

The research of this study is conducted for evaluation
of factors in relation to Islamic banking and finance.
According to Creswell et al. [20] quantitative approach
is best to identify factors that influence an outcome of
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an underlying problem, the utility of an intervention or
identifying the best predictors of consequential outcomes
[20]. Since the return, time interval, Muslim population,
and GDP are difficult to measure by qualitative means, a
quantitative approach would be more suitable to accom-
plish, the aim of this research.

A time series data of 11 years’ (2005-2015) growth fac-
tors including time interval, GDP, income (return) and
population, specific for this study was selected to analyze
their impact on the development of Islamic finance in
Pakistan. This study, therefore, uses time series as a tech-
nique based on the primary as well as secondary data.
The randomly selected respondents who participated in
this work are:

Meezan Bank Limited (MBL)

Dubai Islamic Bank Pakistan Limited (DIB)
Al Baraka Bank (Pakistan) Limited

Bank Islamic Pakistan Limited

Burj Bank Limited

AR S

Equity funds

Meezan equity fund

JS Islamic fund

Al Ameen Shari‘ah Stock Fund
Alfalah GHP Islamic Stock Fund
Atlas Islamic Stock Fund

PIML Islamic Equity Fund

MCB Pakistan Islamic Stock Fund
Al Meezan Mutual Fund

HBL Islamic Stock Fund

ABL Islamic Stock Fund

The statistical process for calculation and analysis in
Appendix was based on the following equations:

IB(PK) = Bo + BiR + BoP + B3T + BaGDP + eit,

(1)
E(PK) = Bo + 1R+ BoP + B3T + B4GDP + eit,

(2)
G(PK) = Bo + B1IB(PK) + B2E(PK) + eit, 3)

where GP is the growth of Islamic financial system in
Pakistan and IB(PK) and E(PK) is Islamic banks product
and services (asset and equity fund NAV) development of
Pakistan.

Independent variables are:

R(PK) =return
P(PK) =population
T(PK) = time interval
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GDP(PK) =GDP
Mediating variables are:

IB(PK) =banking assets of Islamic banking of Paki-
stan
E(PK) =NAV/unit of Islamic equity fund of Pakistan

Dependent variable is:
G(PK) =growth of Islamic financial system of Paki-
stan

Results

Assessment of normality (descriptive statistics)

Table 1 (descriptive statistics of Pakistani dataset) shows
the descriptive summary of the variables of this underly-
ing study. It reflects mean, standard deviation, variance,
skewness, and kurtosis of each variable, i.e., total bank-
ing assets, NAV and four factors of growth on selected
Islamic banks of Pakistan. The mean (M) is the average
level of the variable data series. The variance is the vari-
ance of the time series around the mean.

Descriptive statistics suggest that the impact of vari-
ation in return (M=7.61, SD=.387) is more than the
variations in GDP growth (M =.532, SD =.34). Precisely,
data of Pakistan indicated that population (M=8.23,
SD=.02) and return (M =7.61, SD=.387) have a higher
impact compared to other independent factors underly-
ing this study. The growth of equity fund is associated
with the growth of Islamic financial system (M =18.67,
SD=.66) to a great extent. While a positive relationship
exists between equity (M=2.84, SD=.21) and growth
of Islamic financial system (M=18.67, SD=.66), how-
ever, lesser than banking assets (M=8.56, SD=.28). A
measure of variance shows that higher dispersion from
data central tendency for a time interval (.101) and return
(.150), respectively.

Table 1 Descriptive statistics of Pakistani dataset

Variables Mean (M) Std. deviation (SD) Variance Skewness
Statistic Statistic Statistic  Statistic

Time 656 318 101 —1.04
Population 823 02 001 —.093
Return 7.61 .387 150 A27
GDP 532 34 116 —2.779
Assets 8.56 28 079 .88
Equity 284 21 046 — 2560
Growth 18.67 66 43 —.046
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The coefficient of skewness reflects the direction.
Hence, the (+) sign direction for positively skewed data
and (0) sign reveals that the data are stable.

Validity of constructs

The sound judgment of quantitative research depends on
the validity and reliability tests of an underline study. The
authenticity and trustworthiness as an important com-
ponent of a research evaluation are essential for selec-
tion of measurement techniques. Recognizing that all
approaches to research have inherited limitations, how-
ever, biases inherent in any research lead to a decrease in
the reliability and validity of result findings [35]. There-
fore, reliability and validity of this study are provided
with specifications of statistical tests.

The research objective implied the importance of
research design and research method. Hence, diverse
types of relevant research tools necessary for analysis
of data. This was collected for research and significantly
to the attainment of this study objective. The regression
model has been a useful method for the analysis due to
this study data property.

The Cronbach’s alpha was used to investigate the reli-
ability of the variables. Table 2 shows the reliability

Table 2 Reliability statistics of the scales, result
of an analysis of the underlying variables of Pakistani
dataset

Variables Cronbach’s
alpha
coefficient

Time .200

Population 617

Return 605

GDP 620

Assets 614

Equity 602

Growth 166

Table 3 Total variance using principal component analysis
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coefficients of the data collected for each variable of
Pakistani data sample. Moreover, results shows ranges
from low to moderate coefficients level, i.e., .200 to .620
for Cronbach’s alpha of underlying items, i.e., popula-
tion, return, GDP, assets and equity results are at an
acceptable level (>.6). However, the overall value of
Cronbach’s alpha is .604, greater than .6, which indi-
cates an adequate level of acceptable internal consist-
ency for this study sample.

Validity test

Before applying SEM, a factor analysis is necessary for
the first stage of data analysis to summarize informa-
tion of variables [26, 66]. The validity test for all under-
lying items of Pakistani study sample is done using
factor analysis as the basis. To condense the underly-
ing variables of this study sample, principal component
analysis was performed by undergoing Kaiser—Meyer—
Olkin (KMO) and Bartlett’s test of sphericity to test its
adaptability.

The results (Table 3) showed that the KMO measure
of sampling adequacy=.536, which indicates that the
reasoned analysis is reasonable [64]. Hair et al. [26]
regards KMO =.5 as suitable for factor analysis [26]. As
for Bartlett’s test of sphericity, the results in terms of
Chi square distribution y*=69.51 (df=21, Sig.=.000)
indicate that correlational matrix of study sample has
common factors. Moreover, some scope for reducing
the dimension exists for this sample dataset. After uti-
lizing principal component analysis, the information
in the third column of Table 3, indicates that all vari-
able has a communality or variance of 1. Factor 1 has an
eigenvalue of 3.464, which accounts for 49.491% of the
total variance. While 26.671% of the total variance will
be explained by the second factor. Moreover, 17.378%
of the total variance will be explained by the third fac-
tor. Thus, only 3 components have an eigenvalue of 1 or
greater and have a lot of variation and influence on Pcs.

Variables Factors Communalities Initial eigenvalues
Initial Total % of variance Cumulative %

Time 1 1.000 3464 49.491 49491
Population 2 1.000 1.867 26.671 76.162
Return 3 1.000 1.216 17.378 93.540
GDP 4 1.000 319 4.560 98.100
Assets 5 1.000 .100 1429 99.529
Equity 6 1.000 027 392 99.921
Growth 7 1.000 006 079 100.000
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Bivariate correlation

Bivariate correlation between the two variables provides
basic ground for relationship measurement. Table 4
depicts the correlation matrix between dependent and
independent variables of this study. There is a strong evi-
dence of a close correlation between growth and growth
factors [including time interval (7) and population (M)]
specific for this research.

The findings from Table 4 suggests that growth
(r=.905, p=.000) is significantly correlated with time
results (=905, p =.000) and population results (r=.888,
p=.000). Therefore, a significant relationship exists
between growth and time.

These are the indicators that variation in internal and
external indicators can bring the significant part in the
development of Islamic financial system.

Moreover, some of these correlations results could be
examined and interpret more rigorously by structural
equation model.

Structural equation model

After exploring the data reliability and validity scores,
next phase is to explain the dimensionality of the con-
structs. The measurement model for Pakistani dataset
is presented in Appendix: Fig. 3. Structural equation

Table 4 Bivariate correlation
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modeling is a combination of exploratory factor analy-
sis (EFR) and multiple regressions [62]. However, SEM
is best for confirmatory factor analysis (CFA) [56]. In
this part, model measurement with the AMOS soft-
ware being done to estimate and assess the constructed
model of this study. First, a model for dataset was
specified.

Using the PLS diagram, all the parameter estimates
were measured for the underlying dataset (Appendix).
Major phases of confirmatory factor analysis used for
this model are: specification, identification, estimation,
assessment and re-specification within model specifica-
tion by mediating variables.

For the structural equation modeling, 7 observed
variables (time, return, population GDP, banking assets,
NAV of equity and growth of Islamic financial system)
were used. While variables, i.e., time, return, popula-
tion and GDP were exogenous variables. Endogenous
variables in this study were banking assets, NAV of
equity and growth with 3 error terms.

Statistically, the fit indices were proposed for differ-
ent motivations. According to Hooper et al. [31], reader
and reviewer get burden in the presence of a large num-
ber of research output, so researchers should be limited
to few important model fit indices [31].

Time Population Return Assets Growth Equity GDP

Time

Pearson correlation 1 991%* 319 085 905%* 620% —.088

Sig. (2-tailed) .000 339 805 000 042 798
Population

Pearson correlation 991%* 1 .288 105 .888** .598 —.105

Sig. (2-tailed) .000 .390 759 .000 052 759
Return

Pearson correlation 319 288 1 — 498 213 551 275

Sig. (2-tailed) 339 390 119 529 079 413
Assets

Pearson correlation .085 105 — 498 1 322 — 635 191

Sig. (2-tailed) 805 759 119 333 036 573
Growth

Pearson correlation 905%* .888** 213 322 1 473 138

Sig. (2-tailed) 000 .000 529 333 142 686
Equity

Pearson correlation 620 .598 551 —.635*% A73 1 —.159

Sig. (2-tailed) 042 052 079 036 142 641
GDP

Pearson correlation —.088 —.105 275 191 138 —.159 1

Sig. (2-tailed) 798 759 413 573 686 641

*Correlation is significant at the .05 level (2-tailed)
**Correlation is significant at the .01 level (2-tailed)
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In most literature, goodness-of-fit index (GFI), Bentler’s
comparative fit index (CFI) and root mean square error
of approximation (RMSEA) were used to estimate and
evaluate the fit statistics indices for a data [32]. The fit
indices of structural equation modeling reported for this
study are depicted in Table 5.

The correlation relationship structure between error
terms and independent variables of the analysis was sug-
gested for a good model fit. First, model was specified
with 10 variables. Ten variables were included for SEM
model. The square variables (time, return, population,
GDP, banking assets, equity, and growth) represent the
observed variables and the circles (el, €2, and e3) explain
the error terms. The number of exogenous variables was

Table 5 The fit indices of structural equation modeling
reported for underlying study. Source: Saleh [55], Hooper
etal.[31], Fan et al. [23]

Level of model fit Recommended
for further analysis
if

Relative Chi square to degree of freedom y?/df >2

(CMIN/DF)

Goodness-of-fit index (GFI) <90

Normed fit index (NFI) <90

Incremental fit index (IFl) <.90

Tucker—Lewis index (TLI) <90

Comparative fit index (CFI) <90

Root mean square error of approximation (RMSEA)  >.05
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7 while many endogenous variables were 3. The input
data have 297 observations while to interpret data pre-
cisely, 37 missing values were replaced with zero value.
To test and interpret the structural model fit for data, the
path diagram, with standardized regression coefficients,
was developed. Figure 2 illustrates the model specified
for good model fit.

The correlation of error terms is a feasible solution for
the model fit [5, 25, 31]. Therefore, error term correlation
of el and e2 was specified for the model.

The model of dataset was identified with df of 6.

No. of observations—no. of parameters=degree of
freedom

Degrees of freedom

(28 —24) =4

The threshold for indices and correlation of data was
suggested by AMOS. Variables including, GDP and
return, time and population and residuals of variables el
and e2 were correlated.

To test and interpret the structural model fit for data,
the path diagram, including 24 parameters with stand-
ardized regression coefficients was developed.

The resulted significant path of the coefficient is with:

Return and asset (.003)
GDP and growth (.05)
Time and growth (.02)
Return and equity (.02)
Assets and growth (.000*)

( Time

Population

Assets

Growth

( Return
GDP

Fig. 2 Specified model

=

Relationship of exogenous and endogenous variables in a model of underlying
study
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Equity and growth (.002)

While all the variables were significant at a level of
.001* and .05, respectively.

To report the hypothesized path, a model of Pakistani
group was fulfilling the model fit requirement. The Chi
square value of 2.025 and probability level above .05
specify a better model. Almost all the fit indices crossed
the minimum cap of good fit indices. The (CMIN/DF)
with a score of .506, GFI of .949, and RMSEA of .000 are
acceptable as depicted in Table 6.

Predictors and mediators of Islamic finance in Pakistan

The research objective is posted to identify the causal
relationship between internal and external variables to
growth variable. Results of the final model for Pakistan
indicate that both direct paths and two of the eight origi-
nal indirect paths are significant.

The indirect effects of the GDP and time on growth
are not significant at the .05 level (.106 and .391, respec-
tively). These findings implied that these independent
variables have no indirect effects on growth variable.
However, the effect of population variable on growth
variable is significant at the .05 level (p=.022) indicat-
ing a significant indirect effect on growth. The imbalance
indirect effects of the return were found for the variable
of growth. This may be due to less power than expected
to detect a true indirect effect between the variables [42].

Full mediation was achieved for return and popula-
tion. As the relationship between return and population
was significant during the direct effect of both of these
variables. The relationship was significant with growth
variable by a value of .05 and .00, respectively, but after
mediation relationship was not significant with a p value
of .823 and .201, respectively. Partial mediation was
achieved for only variable of GDP as before mediation

Table 6 Level of model fit for model

Level of model fit Recommended Model fit
for further analysis if
Relative Chi square to the >2 506
degree of freedom y?/df
(CMIN/DF)
Goodness-of-fit index (GFI) <.90 949
Normed fit index (NFI) <.90 980
Incremental fit index (IFI) <.90 1.020
Tucker—Lewis index (TLI) <.90 1.107
Comparative fit index (CFI) <.90 1.000
Root mean square error of >.05 .000

approximation (RMSEA)

The fit indices in the structural equation model revealed significant values of
model fit, moreover, a research model is in parallel to research goals
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(p=.008) and after mediation (p=.05) the relationship
was significant, however, the magnitude of beta coeffi-
cient was low after mediation (5=.140) as compared to
before mediation (5 =.240).

The statistical process to reveal relation [51], among
variable of this study is determined by a number of steps
(Appendix).

Before the mediation

G(PK) = Bo + 1R + P2P + B3T + B4GDP + eit,
(4)

G(PK) = By — B1.179 — B2.569 + B31.480 + B4.247 + eit.
(5)

After the mediation

G(PK) = Bo + PiR + PP + B3 T + P4GDP + eit,
(6)

G(PK) = Bo — B1.019 — B2.592 + B31.089 + B4.140 + eit.

(7)

The SEM findings in Table 7 are presented for data-

set based on standardized estimated path coefficient 8

value with C.R. and p value. The significance of estimated

path between independent and dependent variable was

decided at a significance level of <.05 to decide the sig-

nificance level of the path coefficient between variables of
study [17].

Discussion

Banking assets and return

The coefficients for the SEM path between financial
assets and return (estimated standardized S coeffi-
cient=—.65, with p=.003) in final model provide strong
significant support for H;.

Table 7 Results of hypothesis

Hypothesis Paths SEM output: Pakistani data
Standardized CR.(t) P

H, Assets «—return —.658 —299  .003
H, Assets «<— population 481 297 767
Hs Assets <—time —.155 —.095 924
Hy Assets < GDP 395 1.797 072
Hs Equity < return 507 2188 029
He Equity < population  —.579 —.339 735
H, Equity < time 1.066 624 533
Hg Equity < GDP —.280 —121 226
Hyg Growth < equity 453 3053 002
Hig Growth < assets 591 3.779 000
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H,; There is a significant relationship between the vola-
tility of Islamic banking assets and return (R).

This implied that the volatility of Islamic financial insti-
tutions return has a direct effect on the growth of finan-
cial assets of Islamic financial institutions. Thus, higher
is the profitability of financial institutions, the lower the
growth of assets (—.65) of financial assets. This may have
implied that efficiency of return is not only the only fac-
tor of asset development. However, specific geographical
or territorial factors influence the asset.

These results strengthen the conceptual theories of the
literature. It is consistent with the findings of [40, 58].
These results also validate that regardless of religious fac-
tors as stressed in Islamic finance literature, the efficiency
of macroeconomic factors is also important to boost the
growth of Islamic financial system. This also implied that
bigger share of the overall industry likewise implies more
strength to the bank of controlling the costs and benefits
it offers to keep customers [28].

Moreover, this finding also elaborates that institu-
tional effort for measures of increase profitability can
strengthen the size of the institution as well. Thus, these
results empirically proved the relationship of return
and asset to influence the outward operations of the
institutions.

Banking assets and population

The coefficients for the SEM path between financial
assets and population (estimated standardized S coeffi-
cient .48), with non-significant value p =.76, did not sup-
port the hypothesis H,

H, Muslim population (P) has a direct effect on Islamic
banking assets.

The result of final model for the relationship between
asset and population is not according to expectations.
This implied that the percentage of Muslims in a particu-
lar geographical area has no impact on increasing the size
of Islamic financial institutions.

The research study strengthens the conceptual theories
of the literature related to the relationship between assets
and population. These findings are consistent with [22],
that analyzes the effect of religion on Islamic Finance.
The study observed that Muslims belittled Islamic banks
in view of the religious variable, as well as more due to
the profits, got from investments. These results also vali-
date that regardless of religious factors, the efficiency
of other factors of growth are important to boost the
growth of Islamic financial system.
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However, these findings are inconsistent with the find-
ing of [4], who considered to religious factor as an impor-
tant factor to attract Muslim investors and increase the
institutional size.

Banking assets and time interval

The beta coefficients for the SEM path between variables
of financial assets and time interval (estimated stand-
ardized S coefficient —.15), with non-significant value
p=.924, did not support the hypothesis Hy

H; Time interval (T) has a direct effect on Islamic
banking assets.

The result of final model for the relationship between
asset and time interval is quite unique. This implied that
the matter of time on Islamic institutions has no impact
on increasing and decreasing the size of assets of Islamic
financial institutions.

The research study strengthens the already studied
conceptual theories of the literature related to the rela-
tionship between assets and time interval that considered
management expertise and other variables as an impor-
tant factor to increase the share of Islamic finance in the
financial system. These empirical research findings also
impact the confidence of investors. So far, this study sig-
nifies the invaluable relationship of time and asset. The
sample characteristics and complexity of SEM model to
measure the variables may be a cause of such findings
[55].

These results also validate that instead of time factors,
efficiency and effectiveness of other factors of growth
are important to boost the growth of Islamic financial
system.

However, these findings are inconsistent with the find-
ing of [21], who considered to the passage of time as a
meaningful variable to get deep insight into determinants
of growth of financial indicators and increase the insti-
tutional size. Moreover, SEM model specifies the direct
significant relationship between time and growth with
a significance value of p=.02. This finding rejects the
mediating role of products and services to strengthen the
relationship between time and growth of IF.

Banking assets and GDP rate

Gross domestic product (GDP) and economic develop-
ment are usually related to defining financial premises.
A huge amount of literature discussed the relationship
between an increase in the percentage of bank deposits
to GDP [10, 24, 47, 48, 59]. Moreover, SEM model speci-
fies the direct significant relationship between GDP and
growth with a significance value of p =.000.
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However, the hypothesized relationship between asset
and GDP (estimated standardized S coefficient .39), of
this study is not significant at a level of .05. The findings
of SEM model did not support the H,. This finding rejects
the mediating role of products and services to strengthen
the relationship between GDP and growth of IE.

H, GDP (D) has a direct effect on Islamic banking
assets.

The result of final model for the relationship between
asset and GDP is also quite unique. This implied that
the external environment factor, GDP, has no impact on
increasing and decreasing the size of assets of Islamic
financial institutions.

The research study did not strengthen the already stud-
ied conceptual theories of the literature related to the
relationship between assets and GDP. The study implied
that economic indicators have a no influence on inves-
tors’ confidence and development of assets.

These results also validate that instead of GDP, effi-
ciency and effectiveness of other factors of growth need
to be evaluated to study their impact on assets of IFIs.
Moreover, SEM model specifies the direct significant
relationship between GDP and growth with a significance
value of p=.05. This finding rejects the mediating role
of products and services to strengthen the relationship
between time and growth of IF.

Islamic equity fund and return

The coefficients for the SEM path between IEF and return
(estimated standardized f coefficient .50, with p=.02) in
final model provide strong significant support for H.

H; There is a significant relationship between the vola-
tility of NAV of Islamic equity funds and return (R).

This implied that the volatility of Islamic financial insti-
tutions return has a direct effect on the growth of IEF
sector. Thus, higher is the profitability of Islamic finan-
cial institutions, the greater the value of IEF. One percent
increase in return leads to .50% increase in the value of
IEFE. This may have implied that efficiency of return is an
important factor of IEF development.

These results strengthen the previous conceptual theo-
ries of the literature built by many authors. Many authors
including [37, 46] concluded positive results towards the
performance of Islamic equity fund [37, 45]. These results
also validate that regardless of external factors, the effi-
ciency of internal factors are also important to boost the
growth of financial assets. This also implied that bigger
size of the overall industry likewise implies more strength
to the specific sector of an industry. However, these
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finding opposed to Bashir and Nawang [10] that contend
the negative performance of IEF.

This finding also elaborates that industrial effort for
measures of increase profitability can strengthen the size
of the institution as well. These results empirically proved
the relationship of return and IEF to influence the out-
ward operations of the institutions. Moreover, these find-
ing shows the confidence of Islamic finance investors
towards IEF.

Islamic equity fund and population

The coefficients for the SEM path between IEF and
population (estimated standardized j coefficient —.57),
with non-significant value p=.735, did not support the
hypothesis H.

H, Population (P) has a direct effect on NAV of Islamic
equity funds.

The result of final model for the relationship between
IEF and population is not according to expectations.
Again, this implied that the percentage of Muslims in a
particular geographical area has no impact on increasing
the size of IEF. This inferred the importance of creating
awareness about Islamic products and services to people
of Pakistan [48].

The research study strengthens the conceptual theories
of the literature related to the relationship between IEF
and population. Again, these findings are consistent with
Erol and El-Bdour [22], that analyzes the effect of religion
on investment in Islamic products and services [22].

However, these findings are inconsistent with the find-
ing [6], the researcher contends that the growing popu-
lation of Muslims in a world is considered an important
force behind establishment and growth of Islamic finance
products and services [6, 33].

These results also validate that regardless of religious
belief factors, the efficiency of other factors of growth are
important to boost the growth of Islamic products and
services in Pakistan.

Islamic equity fund and time interval

The beta coefficients for the SEM path between variables
of IEF and time interval (estimated standardized f§ coeffi-
cient 1), with non-significant value p =.533, did not sup-
port the hypothesis H.

H, Time interval (7) has a direct effect on NAV of
Islamic equity funds.
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The result of a modified model for the relationship
between IEF and time interval is not according to expec-
tations. This implied that the matter of time on Islamic
institutions have no impact on increasing and decreasing
the size of investment of IEE.

These findings are inconsistent with the finding of
Elfakhani et al. [21], who considered to the passage of
time as a meaningful variable to get deep insight into
determinants of growth of financial products and services
[21]. Moreover, SEM model specifies the direct signifi-
cant relationship between time and growth with a signifi-
cance value of p=.02. This finding rejects the mediating
role of IEF to strengthen the relationship between time
and growth of IFIs.

These empirical research findings also revealed the
confidence of investors. Research finding indicates that
investors have no confidence on IEE. So far, this study sig-
nifies the invaluable relationship of time and IEF. These
results also validate that instead of time factors, efficiency
and effectiveness of other factors might have an impact
on the growth of Islamic equity funds.

However, results of bivariate correlation implied a sig-
nificant relationship between IEF and return with a p
value of .04. While the beta coefficient of .620 presented
a positive relationship between the variables, i.e., increase
in return lead to increase in investments in IEF. These
results also validate that instead of time factors, efficiency
and effectiveness of other factors of might have an impact
on the growth of Islamic equity funds.

Islamic equity fund and GDP rate

As depicted in Table 7, the hypothesized relationship
between IEF and GDP (estimated standardized S coeffi-
cient=—.28) of this study is not significant at a level of
.05 with a p value of .22. The findings of SEM model did
not support the Hg.

Hg GDP (D) has a direct effect on NAV of Islamic
equity funds.

The result of final model for the relationship between
IEF and GDP is unexpected. This implied that the exter-
nal environment factor, GDP, have no impact on increas-
ing and decreasing the size of investment in Islamic
equity fund.

The research study did not strengthen the already
studied conceptual theories of the literature including
Nguena [49] that is related to the relationship between
Islamic products and GDP [49]. The study implied that
GDP, an economic indicator of growth, has a no influence
on investors’ confidence and development of IEF. Moreo-
ver, SEM model specifies the direct significant relation-
ship between GDP and growth with a significance value
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of p=.05. This finding rejects the mediating role of IEF
to strengthen the relationship between time and growth
of IE.

However, this research finding is consistent with John-
son [36] that refused the impact of GDP on the growth of
Islamic financial products and services [36, 37].

These results also validate that instead of GDP, effi-
ciency and effectiveness of other macroeconomic factors
of growth need to be evaluated to study their impact on
the growth of Islamic financial system.

Islamic equity fund and growth of Islamic finance

The coefficients for the SEM path between financial
assets and growth variable of IF (estimated standardized
B coefficient .453, with p=.002) in final model provide
strong significant support for H,.

Hy, NAV of Islamic equity funds has a direct effect on
the growth of Islamic financial system.

This implied that the increase in investment in IEF has
a direct effect on the growth of Islamic financial institu-
tions. Thus, higher is the confidence of investors on IEF,
the greater the growth of equity fund of Islamic financial
institutions. One percent increase in IEF leads to .453
percent increase in IF. This further implied that variable
of IEF of this study conferred that variable of growth in
IEF is an important factor of overall IF development.

These results strengthen the conceptual theories of
the previous literature. It is consistent with the find-
ings of [34, 37]. These results also validate the impact of
institutional products and services to the profitability of
the overall industry. This also implied that bigger level
of investment of IEF has a positive impact on the over-
all industry and likewise implies more strength to the
Islamic financial institutions.

These results empirically proved the relationship of
growth of IEF and IF to influence the outward operations
of the institutions.

Banking assets and growth of Islamic finance

The coefficients for the SEM path between financial
assets and growth variable of IF (estimated standardized
B coefficient=.59, with p=.000) in final model provide
strong significant support for H,,.

H,, Islamic banking assets have a direct effect on the
growth of Islamic financial system.

This implied that the increase in the volume of financial
assets has a direct effect on the growth of Islamic finan-
cial institutions. Thus, higher are the assets of financial
institutions, the greater the growth of assets of financial
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assets. One percent increase in assets leads to .59 percent
increase in IF. This further implied that variable of an
asset of this study conferred that assets are an important
factor of overall IF development.

These results strengthen the conceptual theories of
the previous literature. It is consistent with the research
findings of studies including [12, 45]. These results also
validate the impact of an internal factor of growth to the
growth of financial institutions profitability. This also
implied that bigger volume of the assets has a positive
impact on overall industry likewise implies more strength
to the Islamic financial institutions. This result empiri-
cally proved the relationship of growth of asset and IF to
influence the outward operations of the institutions.

Conclusion

Many contemporary study’s findings suggest ‘Islamic
Finance’ as an effective means to build an inclusive finan-
cial system for economic growth. Today, Islamic finan-
cial assets grow at 15-20% a year in most core markets
of all over the world and 3.3% of global banking assets.
The study of development factors has become progres-
sively emerged in last few decades with the introduction
of Islamic financial economics globally. This has boosted
perception and awareness among depositors and inves-
tors to include ethical preferences in their savings and
business motives.

This study confirmed the mediating role of banking
assets and IEFs in strengthening the relationship between
return and growth of IF system. The results of the SEM
final model indicated that the H;, H;, Hy, and H;, are sup-
ported, H; is accepted, i.e., there is a significant relation-
ship that influences profitability measuring return with
the dependent variable of financial assets. For H, there is
a significantly close relationship between variables of the
dataset that influence IEF investment with an independ-
ent variable which is the return of financial institutions
with significance at level 5%. Overall, 4 paths in the final
model were found to be significant. However, the study is
failed to support the significant impact of a return to the
asset, population to assets, time to assets, GDP to assets,
population to equity, time to equity and GDP to equity.

This study provides a useful knowledge of the factors
that might have an impact and contribution to the suc-
cessful adoption of an Islamic financial system in organi-
zations. However, the scope of this study is limited to
the financial system of Pakistan. The discussion can be
expanding by comparing the growth of different coun-
tries with roughly the same variables. Small sample size
prevents from performing rigid analysis on the sample
frame. It is required to use more advanced application of
statistics, such as Monte Carlo simulation, or probability
simulation for more useful findings. Another limitation
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of this research was a low reliability (<.6) of some varia-
bles. These results might lead to a large number of expla-
nations. Probably, such a relatively low-reliability results
(<.6) is because of the respondent’s different background
more specifically sample characteristics that differentiate
one variable to another one.

Implications

This study will help to extend the dimensions of debate in
a sector of Islamic banking and finance at different levels.
First, according to author knowledge, this is an explicit
study in relation to the analysis of environmental factors
of Pakistan in a sector of Islamic finance. As this study
not only investigated the impact of development fac-
tors on a general level but also opened a way for future
research in a specific direction.

Due to time constraints and difficulties to specify an
approach to performance measurement, previous author
studies were restricted to analyze the detailed informa-
tion on traditional statistical models. This paper explains
the impact of environmental factors and nature of work
on the efficiency of Islamic financial industry. This study
explores the new approach relating to the identification
of performance of Islamic industry framework in the con-
text of Pakistan. The institutional performance in relation
to the direct impact of macroeconomic variables is being
studied. Indeed, many authors worked on this issue [13—
15, 44]. However, like other studies, these studies did not
explore the impact of mediating role of Islamic products
and services on Islamic finance. This research used a time
series data for 11 years that covered Islamic banks and
Islamic investment institutions including internal and
external environmental development factors of growth.

Second, Islamic products and services are developed
on the basis of Shariah compline principles. The exami-
nation of development factors influencing the Islamic
financial institutions provides an insight to learn about
difficulties arising from specific environmental factors.

Third, the relationship between internal and exter-
nal development factors with the performance of Islamic
finance provides the strength to current Islamic agency
principle contracts significance. The findings of paper gen-
erated greater awareness among organizations of Pakistan
on the importance of strengthening the current Islamic
financial system as a vehicle for organizational effectiveness.

The empirical findings of this research conferred
the impact of significant development factors to
strengthen the relationships and control the barri-
ers to Islamic finance industry growth. Managers and
regulators of IF industry should take a timely action to
enhance the efficiency of existing services of financial
institutions [47, 48].
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This study shows that the industrial products and
services getting momentum and at a level to give
strong support to Islamic financial system. However,
certain internal factor, i.e., the level of profitability, has
a significant position to influence the Islamic finance
industry. This signifies the strong role of profitability
to develop the Islamic finance industry in Pakistan.
Pakistani financial institutions shall conceive a bet-
ter strategy of products introduced to get a return
performance.

The size and quantity of Islamic products are cru-
cial for the growth of IF. The policies and strategies
should be implemented to develop the confidence of
stakeholders. The managers should have focused on
research and development to fulfill the market require-
ments. This can help to attract new investors and keep
the confidence of potential investors. The manage-
ment should increase the outreach of Islamic products
and services to the new and potential customer. The
big financial institution with a big pan of operations
must implement strategies to innovate new products.

The policies should be developed to encourage
investors to invest in IEFs. The implication for prac-
tician in the Islamic financial system is that develop-
ment of financial services is achieved when there is an
improvement in fulfilling market needs and wants. An
IEF and financial assets were significantly correlated
with the annual growth of IFS in a dataset. This shows
that innovative, market requirement is still regarded as
an important factor.
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Appendix
Summary of statistical analysis for Pakistani dataset
IB(PK) = o + B1R + BoP + B3 T + BaGDP + eit
IB(PK) = Bo — p1.65 + B2.48 — B3.15 + B4.39 + eit
E(PK) = Bo + 1R + PoP + B3T + P1GDP + eit
E(PK) = Bo + B1.50 — $2.57 + B3l — B4.280 + eit
G(PK) = Bo + B1IB(PK) + BoE(PK) + eit
G(PK) = Bo + B1.591 + B2.453 + eit
G(PK) = Bo + 1R + eit
G(PK) = Bo + B1P + eit
G(PK) = Bo + 1T + eit
G(PK) = Bo + B1GDP + eit
MIB(PK) = Bo + 1R + eit
M,IB(PK) = Bo + B1P + eit
MIB(PK) = Bo + 1T + eit
M_,IB(PK) = By + B1GDP + eit
M E(PK) = Bo + 1R + eit
M.E(PK) = Bo + B1P + eit
ME(PK) = Bo + 1T + eit
M.E(PK) = By + p1GDP + eit
G(PK) = By + B1R + B2M,IB(PK) + eit
G(PK) = Bo + B1P + BoMIB(PK) + eit
G(PK) = Bo + 1T + B2MIB(PK) + eit
G(PK) = By + B1GDP + BrM,IB(PK) + eit
G(PK) = Bo + B1R + BoME(PK) + eit
G(PK) = Bo + B1P + BaME(PK) + eit
G(PK) = Bo + 1T + ByM.E(PK) + eit

G(PK) = Bo + f1GDP + B M.E(PK) + eit

Initial finding: measurement model for Pakistani dataset
See Figs. 3 and 4.
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