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Abstract
The overall aim of the paper is to examine the role of Islamic finance industry in Oman real economic growth and development. The paper
is conceptual in nature and it has adopted qualitative research methodology where secondary data and library information are used in the
analysis. The results from the analysis reveals that despite Islamic finance industry is at an infant stage in Oman Sultanate, it is continue to
contribute significantly to the country economic growth and development. This is due to the fact that there are growing interests among
retail and corporate Islamic banking customers on using Islamic finance facilities. Moreover, the economists believed that Islamic finance
will contribute to the stability of the financial and monetary system and the prosperity of the national economy. Nevertheless, for Islamic
finance to contribute to sustainable economic growth and  development; it need to implement Islamic finance in its true form, where
Islamic finance should relied  on equity-based products rather than trade-based products,  overcome its challenges and incorporate Zakat
and Waqf into mainstream Islamic financial system.
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Introduction
The sustained drop in global oil prices has brought several challenges to the Omani economy. With the oil sector still central to the
economy, it creates urgency for Oman to undertake fiscal adjustment and reform measures to increase non-oil revenue while containing
expenditure. As with the other GCC countries, Oman is mainly depending on oil income, which contributes to 50% of GDP and over 70%
of government revenue and export earnings(IFN Oman report, 2016). Oman's nominal GDP contracted by 14.1 percent in 2015 due to the
sizeable drop of 38.2 percent in the petroleum sector GDP. However the non-oil sector witnessed a growth of 2.3 percent during the year
notably from the services sector activities (CBO report, 2016).

There is consensus among several international organizations, such as the International Monetary Fund in its latest Regional Economic
Outlook Report (2016) and the World Bank in its Global Economic Prospects (2015), that diversifying sources of income and reducing
reliance on oil revenue is a strategic step that would help the GCC countries to overcome fluctuation of financial resources.

According to H.E. Mr. Zadjal executive president of the Oman Central Bank, resorting to a diverse and resilient financial setup will hold
the key in providing the necessary means to meet the required ends. One of the options Oman has considered for diversification is Islamic
Finance; providing multiple options for suitable financing mechanisms. Moreover, it is further hoped that the opening of the Islamic
segment of the market would further strengthen the financial system in the Sultanate and contribute to economic growth and development.

Indeed there is no doubt that Islamic finance industry continued to support economic growth across the globe by providing Shariah-
compliant modes of funding and financing.  Islamic finance not only offers an alternative source of financing for real economic
development but also has inherent characteristics and principles that give them an edge as a catalyst for promoting real economic
development. Some of these characteristics and principles include being an equity-based, asset- backed, ethical, sustainable,
environmentally and socially-responsible type of financing which promotes risk sharing, connects the financial sector with the real
economy, and emphasizes financial inclusion and social welfare in the economy (MIFC report, 2015).

Moreover, since Islamic finance is part of real economy, the return on savings and investment is closely linked as they are determined by
the real sector, not the financial sector; giving Islamic finance modes a flexible adjustment mechanism in the case of unanticipated shocks.
The adjustment mechanism ensures that the real values of assets and liabilities will be equal at all points in time, and prohibits excessive
risk taking, thereby avoiding several forms of complicated securitization (Chapra, 2008).Many economists have highlighted the importance
of Islamic financial system in the process of economic development. Therefore, the paper attempts to examine the role of Islamic finance
industry in supporting diversification agenda of Oman economy. It also suggests a conceptual framework to ensure Islamic finance
contribute to sustainable real economic development.

Relationship between Islamic Finance and Real Economic Growth
The relationship between financial development and economic growth has been extensively analysed in the literature. Three possible
connections between financial development and economic growth exist: firstly, financial development is a determinant of economic
growth. Secondly, financial development follows economic growth, and lastly, there is bidirectional causality between finance and growth
(Furqaniet.al. 2009). Moreover, it has been argued that banks that are better at identifying creditworthy firms, leveraging savings, providing
liquidity, facilitating transactions, and pooling risk accelerate economic growth (Bagehot 1873). Furthermore, according to Beck, Levine,
and Loayza (2000), banks alter the allocation of savings to various firms through loans and influence growth by raising domestic savings
rates and attracting foreign capital. One conclusion they draw from their analysis is that financial development stimulates economic growth.

Several studies have supported the relationship between the Islamic financial industry and real economic growth and development (see, e.g.
Sadida and Mohamed, 2016; Johnson, 2013; Fasih, 2012; Yazdan & Hossein, 2012). For instance, Saida and Mohamed (2016) assert that
the Islamic finance participatory schemes integrate the assets of lenders and borrowers, thereby allowing Islamic Banks to lend on a longer
term basis to create projects with higher risk-return profiles and, thus, support economic growth. Fasih (2012) argues that Islamic banking
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is founded on real assets and the risks are shared between the lender and borrower under the mechanisms of partnership, joint ownership,
lease, and sale. Unlike the conventional banking, where dealing with interest is a main product, implies that money is traded as a
commodity and measured only as a tool of exchange. He adds that Islamic banking can uplift the vulnerable groups, such as farmers and
small and medium enterprises (SMEs) and can support inclusive economic growth.

Mosab and Raj (2014)analyze empirically the relationship between the development of Islamic financial system and the United Arab
Emirates economic growth (UAE). Their empirical results show that there is a strong positive relationship between Islamic banks’
financing and economic growth in the UAE, which reinforces the idea that a well-functioning banking system promotes economic growth.
However, their results indicate that a causal relationship happens only in one direction, i.e., from Islamic banks’ financing to economic
growth, which supports Schumpeter’s supply-leading theory. In this case, the development in the Islamic financial sector acts as supply,
leading to transfer of resources from the traditional, low-growth sectors to the modern high-growth sectors, and to promote and stimulate an
entrepreneurial response in these modern sectors. Furthermore, the results show that Islamic Banks’ financing has positively contributed to
the increase in long term investment in UAE.

Abduh and Chowdhury (2012) investigated the long run and dynamic relationship between Islamic banking development and economic
growth in Bangladesh. In this study, the authors used the quarterly time series data of economic growth, total financing and total deposit of
Islamic banking from Q1:2004 to Q2:2011. By employing cointegration and Granger’s causality method, they found that IB financing has a
positive and significant relationship with economic growth both in the short and long runs. This result implies that the development of
Islamic banking is one of the crucial policies which should be prioritized by the government to improve on economic growth. Abduh and
Omar (2012) further investigate the short-run and the long-run relationship between Islamic banking development and economic growth in
Indonesia. Quarterly data (2003:1–2010:2) are used in this study. The empirical investigation demonstrates a significant positive
relationship both in the short and long runs between Islamic financial development and economic growth. Saida and Mohamed (2016)
investigate the contribution of Islamic finance in economic growth in some developing countries. Using a panel data-set, they compare
contribution of both IBs and conventional banks to economic growth of these countries. A sample of 120 banks and data between 2005 and
2012 were used in the study. By means of three ordinary least-square regressions, their empirical investigation reveals that the development
of non-usurious banks supports economic growth. In general all the above studies empirically supported the notion that Islamic finance
contribute positively to the economic growth and development.

Role of Islamic Finance Industry in Oman Economic Growth and Development
Oman’s Islamic finance industry is the world’s third most developed, behind Malaysia and Bahrain, according to the ICD-Thomson
Reuters Islamic Finance Development Indicator (2014). The Islamic finance industry in Oman has generated strong interest from both
international and domestic players, and sustained support from regulators and authorities has contributed toward the development of a
robust, unique and rapidly growing sector that has already exceeded initial expectations. As the last GCC country to implement Islamic
finance, Oman has succeeded in drawing from the experiences of other countries to achieve best practice in its own industry, with a
dedicated Islamic banking department to oversee the sector and a High Shariah Supervisory Authority and stringent requirements for
Shariah advisory board. Both the Central Bank and the Capital Market Authority have been supportive of the industry’s development,
contributing to its rapid growth. The retail banking sector has seen strong progress with the six Islamic windows and two fully-fledged
Islamic banks expanding rapidly and opening multiple new branches (McAughtry, 2016).

According to Central Bank of Oman (CBO) mid-May report (2016), the growth of Islamic banking is far outstripping that of the
conventional banking segment with Islamic banking assets increased by more than 62% year-on-year (y-o-y) at the end of March. Total
assets held by Islamic banks and the Islamic banking windows of conventional lenders in March 2016 amounted to OR2.5bn ($6.5bn),
compared to OR1.5bn ($3.9bn) in 2015.  This has increased the Islamic banking’s market share from 5.1% in 2015 to 7.8% in March 2016.
It is widely believed that Islamic banking will achieve a 10% market share target by 2018 (IFN Oman report, 2016).

Islamic finance industry financing to both public and private sectors are also on the rise, with sharia-compliant entities having extended
OR1.93bn ($5bn) worth of financing as of end-March, up 58% over the OR1.2bn ($3.1bn) recorded in March 2015. Growth was also
strong on a month-on-month basis, with assets held by Islamic banks and windows up OR100m ($260m) by February this year, deposits
expanding by OR90m ($234m) and financing rising by OR80m ( Oman Financial Service, 2016). For instance, Meethaq Islamic banking
offered several financial facilities in key sectors including the refinancing facility of RO 78 million signed with Oman Shipping Company
for its three very large crude carriers (VLCCs). Meethaq also extended the only Shari’ah based aircraft finance to the national carrier Oman
Air for acquiring its second Boeing 787 Dreamliner (Oman Observer, 2016).

Furthermore, Alizz Islamic bank has signed strategic agreements with corporate customers for large projects expected to commence in the
near future. This included an agreement with Shaden Development Company to provide long-term Shariah compliant financing facilities
for the implementation of Phase 2 of the Shaden Al Hail Project. In addition, the bank signed a master Wakalah agreement with Oman
Shipping Company (OSC) to invest in a number of the company’s projects. The financing agreement with OSC is the largest and first of its
kind to be carried out by a fully-fledged Islamic bank in the country (IFN Oman report, 2016).

Moreover, Sukuk are expected to play an important role in the country’s Islamic financial markets as they offer an alternate means of
fundraising for both local companies and government alike. New rules released by the Capital Market Authority (CMA) regarding the
issuance of sukuk are expected to expand the range of investment instruments available in the sector, gradually generating greater investor
interest, according to Sheikh Abdullah bin Al Salmi, executive president of the CMA. He adds that a vibrant fixed-income market is
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essential to the development, financial stability and diversification strategies .This is also an integral part of the overall strategy of the
CMA to enable the capital market to play its vital role as an alternative fundraising platform for companies in the economic development of
Oman. To date, there have been two Sukuk issuances with the first being the OMR50 million (US$129.43million) SukukIjarah by Tilal
Development Company in 2013 and the second being the recentOMR250 million (US$647.17 million) sovereign debut Sukuk issuance by
the government of Oman ( IFN Oman report, 2016). Growth in total sukuk issuance is driven by a number factors, including: fiscal deficits
led by low oil prices - necessitating government borrowing in the local and international markets, corporates seeking alternative funding
options in the wake of tighter liquidity and Islamic financial institutions’ desire to grow their financing books ( Oman Financial Service,
2016).

Soofi, Neelufer and Yahya (2014) study on the future of Islamic bank in Oman reveals that customers have a positive attitude towards
Islamic banking and the economists believed that Islamic banking will contribute to the stability of the financial and monetary system and
the prosperity of the national economy. According to Oman Observer (2016) there are growing interest among retail and corporate clients
of banking sector to take advantage of the new opportunities offered by Islamic banking and finance; and Islamic finance is contributing
significant to the Oman’s economic growth and development by extending financing to key sectors of the economy.

Sustainable Contribution of Islamic Finance to Oman Real Economic Development
In order for Islamic finance to contribute to Oman sustainable real economic growth and development, it must be guided by the key Islamic
finance principles. These principles  according to United Nation ESCAP(2015) include among others the deploying of finance in real
sectors of the economy, greater emphasis on profit and loss sharing, facilitate redistribution of wealth, creating opportunities to the poor
and small scale businesses through use of risk-sharing modes of financing. It is important to note that the sustainable development nature of
Islamic finance offers benefits for economic growth, reducing poverty and fostering shared prosperity can be done through the following:
firstly, increasing direct link between Islamic finance, physical assets and the real economy. Secondly, putting greater emphasis on profit
and loss sharing encourages the provision of financial support to productive enterprises that can increase output and generate jobs. The
emphasis on tangible assets ensures that the industry supports only transactions that serve a real purpose, thus discouraging financial
speculation. Thirdly, the redistribution of wealth and opportunity in Islamic finance helps to promote financial sector development and
broadens financial inclusion. This is because through the redistribution of wealth and opportunity, Islamic finance could help improve
financial access and foster the inclusion of those deprived of financial services. Finally, overreliance on the risk-sharing modes of financing
could improve access to finance for the micro-small medium enterprises (MSMEs), and small and medium enterprises (SMEs) and thus
creates jobs, increase output and economic growth, contributing to real economic development. For instance, in some Islamic finance
jurisdiction such as Malaysia, MSMEs and SMEs play a key role towards the economic growth of the country. In 2012, MSMEs and SMEs
absorbed approximately 4.8mln workers, whilst large firms absorbed approximately 3.6mln workers only (MIFC report, 2015). MIFC
added that the Financial Services Authority in Indonesia issued the regulation which requires commercial banks to allocate a minimum of
20% of their total financing for MSMEs.  Evident to this statement, PT Bank Syariah Mandiri has extended its Shariah-compliant micro-
financing services to various rural parts of Indonesia whilst Bank Rakyat Indonesia (BRI) Syariah were also expected to triple its loans to
micro, small and medium businesses in 2011 ( bloombery Business, 2010).  Overall, these key principles of Islamic finance can help to
create a better understanding of the positive role that Islamic finance can play in promoting real economic development (United Nation
ESCAP, 2015).  Figure 1 below shows how key Islamic principles can promote sustainable real economic development.

Key Islamic Finance Principles to promote sustainable Real Economic Development

Nevertheless, according to MIFC (2015) the above model would be incomplete without inclusion of Islamic social institutions such as
Zakat and Waqf into mainstream Islamic financial system. Social institutions such as zakat and waqf are also essential tools towards
achieving sustainable economic development if they are incorporated into Islamic financial system. If they are properly executed, they can
play a major role towards unemployment and poverty elimination, eventually contributing towards real economic development (MIFC,
2015). In Malaysia for instance, Islamic Financial Institutions (IFIs) have thus far played its role towards the fulfillment of zakat and Waqf.
For example, Bank Islam Malaysia Berhad (BIMB) and May bank Islamic offer online zakat services so as to help both the IFIs and the
Muslim society to fulfill their obligations and create greater awareness on the importance of zakat towards improving the social welfare of
Muslim community. Zakat collection and distribution have increased consistently over the years, where the distribution of zakat as a
percentage of collection is 85% over the last five years (MIF report, 2015).
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Moving to waqf, as a voluntary social institution, is government by the principles of perpetuity, inalienability and irrevocability. It is widely
known that through proper administration of waqf, the existing gap between contemporary Islamic finance and its socioeconomic aspects
can therefore be addressed, thus achieving its real economic goals. The institution of waqf has the potential to create robust not-for-profit
entities that may address education, healthcare, and other social needs in the Muslim societies, thus unlocking both its economic potentials
and philanthropic objectives (MIFC, 2015).

GCC has accordingly played its role towards waqf development. For example, the Central Bank of Bahrain and the IFIs together
established the waqf fund in 2006 and proceeds generated from this fund are allocated to finance training, education and research at various
levels in the Islamic finance industry (Bernama, 2014). Islamic Development Bank (IDB) established the World Waqf Foundation (WWF)
in 2001 in collaboration with world waqf organizations, Non- Governmental Organizations (NGOs) and philanthropists from the private
sector with an aim to improve on socio-economic development of Muslim communities’ worldwide. For instance, in its  recent, 304th
meeting of the Board of Executive Directors of the Islamic Development Bank (IDB) held in Jeddah, IDB has approved three grants for a
total of USD540,000 under the IDB Waqf Fund for educational projects for Muslim communities in Australia, Germany and India( IDB,
2015).

More recently in 2015, Malaysia’s Bank Muamalat Malaysia Berhad (BMMB) has allocated approximately USD24mln (RM100mln) to
develop 4.47ha of waqf land via collaborations with UDA Waqf Sdn. Bhd., a wholly-owned unit of UDA Holdings Bhd. The development
of waqf land is part of the company’s ongoing effort to ensure the growth and diversification of waqf assets, maximize its potentials and
increase its value as well as ensuring its continuous benefits (The Star Online, 2015).Taking all the above factors into considerations, waqf
is a powerful socio-economic vehicle that, if efficiently managed, has the ability to eradicate poverty, establish socio-economic justice and
achieve equitable distribution in a society. Notably, pledged assets in waqf are utilised to fund real economic activities or financial
investments and the returns from these are then used to achieve the societal welfare and social benefits (MIFC, 2015).

Conclusion
With the objectives of economic diversification, sustainable development and financial inclusion, Oman being a new entrant, has a huge
opportunity to implement Islamic finance in its true form, where Islamic finance operates on risk-sharing basis rather than risk transfer
which is the hallmark of conventional. It is no doubt Islamic finance industry continued to contribute significant to Oman economic growth
and development. Islamic finance can play strategic role in Oman’s economic development since it is a part and partial of rea l economy.
Islamic finance has close link between financial transactions and real economic activity. Thus emphasizing it emphasize on the importance
of serving the real economy by not only offering an alternative source of financing for sustainable development activities and projects but
more importantly it has inherent characteristics and principles that make Islamic finance as a catalyst for promoting real economic
development. Nevertheless, for Islamic finance to contribute to Oman economic growth and development, the industry need to overcome
some of its key challenges as cited by Jamil (2015)  including lack of equity based products and liquidity management tools; the scarcity of
skilled, trained human capital;  standardization of Islamic products and contracts and improve on the product pricing competiveness.
Lastly, Islamic finance in Oman should incorporate Zakat and waqf institutions as they are essential component of inclusive finance and
main contributor to real economic development.
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