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INTRODUCTION

Indonesia has great potential in the Islamic banking sector, with abundant resources
awaiting development. According to the United Nations (2021), 87.2 percent (229
million) of Indonesia’s total population embraces Islam, which is equivalent to 13
percent of the global Muslim population. This sizable Muslim population provides a
conducive environment for the growth of Islamic finance in Indonesia (Wahyuningsih &
Nurzaman, 2020). Furthermore, Indonesia has a significant potential to leverage the
growth of the Islamic financial sector to contribute to the overall Indonesian economy
(Wasiaturrahma et al, 2020; Hasan, 2023). The Islamic finance industry also plays a
crucial role in supporting the achievement of Sustainable Development Goals (Alawode
et al, 2018; Laldin & Djafri, 2021; Araminta et al., 2022; Harahap et al,, 2023) and the halal
industry (Rochmon & Syamsuddin, 2019; Mas’'ad & Wakil, 2020; Hassan et al, 2021;
Fariana et al,, 2023).

The presence of Islamic banks in Indonesia aims to encourage the Muslim
community to base all aspects of their economic lives on the principles of the Qur'an
and Al-Hadith. Operating in accordance with Islamic religious rules, such as avoiding
riba/usury, gharar/uncertainty, and maysir/gambling, Islamic banks strive to fulfill the
needs of the Muslim community (Ascarya et al,, 2022). This aligns with the guidance of
the Quran in Surah An-Nisq, verse 29, which instructs Muslims to acquire wealth through
fair means and engage in mutually beneficial trade agreements.

The banking sector has the potential to drive economic growth by channelling
financial resources into the real sector (Herianingrum et al.,, 2019). The development of
the financial sector plays a vital role in stimulating economic growth by allocating more
financial resources to the productive sector (Timur et al, 2022; Timur & Herianingrum,
2022). This leads to the formation of additional physical capital, which positively
contributes to economic growth (Wahyuningsih & Nurzaman, 2020). Sharia financing,
along with the global development of the Islamic economy, is one of the fastest-
growing segments of Islamic banking.

Financing can be categorized into  household/consumptive  and
business/productive loans offered by both Islamic and non-lIslamic banks. Many
researchers have focused on household credit in their studies (Debelle, 2004; Abid et
al., 2012; Charpe & Flaschel, 2013). Loans for property purchases and other consumption
motives drive loan applications (Debelle, 2004; Kim et al, 2014). Research suggests that
the share of household credit is higher in urban societies and in countries with smaller
manufacturing sectors and more market-based financial systems. However, the
market structure and regulatory policies do not significantly influence credit
composition (T. Beck et al,, 2012). However, these studies did not differentiate between
household/consumptive credit from Islamic or non-Islamic banks.

In Indonesia, household credit (consumptive financing) accounts for 47.6% of
Islamic bank financing, whereas non-Islamic banks provide only 28.28% (Otoritas Jasa
Keuangan, 2021). Islamic banks have directed more financing towards consumptive
needs rather than productive financing (working capital and/or investment financing)
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between 2016 and 2020, representing 40—-50% of their total financing. According to data
from The Indonesian Financial Services Authority or Otoritas Jasa Keuangan
abbreviated OJK (2021), consumptive financing from Islamic banks experienced
significant growth during this period. The most substantial increase occurred from 2016
to 2017, from IDR 100 billion to IDR 119 billion (18% increase), and subsequently rose to IDR
139 billion in 2018, IDR 157 billion in 2019, and IDR 181 billion in 2020 (15% increose). This
upward trend has implications for economic growth.

Indonesia consists of numerous provinces, each contributing to the Gross Domestic
Product (GDP) through their respective Gross Regional Domestic Product (GRDP).
Provinces located on Java and Sumatra are the highest contributors to GDP, with their
GRDP accounting for 59% and 21% of Indonesia’s total, respectively (Badan Pusat
Statistik, 2021). Consequently, Islamic bank activities are concentrated in these
provinces. Provinces on Java alone account for 55% of the total consumptive financing
provided by Islamic banks in Indonesia, with Sumatra following in second place at 28%
(Otoritas Jasa Keuangan, 2021). Islamic bank financing shows a negative but
insignificant relationship with the GRDP of 33 provinces in Indonesia, whereas financing
from non-lslamic banks exhibits a significantly positive relationship (Romadhanty &
Auwalin, 2021).

Previous studies relevant to this research have addressed several aspects. For
instance, Damayanti (2022) analyzed the impact of foreign investment, domestic
investment, exports, and inflation on Indonesia's GRDP. Another study by Beck et al.
(2012) compared the effects of credit extended to companies (productive credit) with
the credit used by households for consumptive purposes on economic growth.
Wahyuningsih & Nurzaman (2020) examined the impact of Islamic financial
instruments such as Sukuk on GRDP. While many studies still employ conventional
financial instruments as variables, this study aims to offer a new perspective by
focusing on consumptive financing from Islamic banks as the independent variable.

Hayet (2016) revealed that Islamic banks' consumptive finance, compared with
investment and working capital financing (productive financing), has the most
significant relationship with GRDP. Building on this insight, this study raises the question
of whether consumptive financing from Islamic banks influences the economic growth
(GRDP) of Indonesia's 33 provinces, given that Islamic banks have prioritized
consumptive financing over productive financing in recent years (2016-2020). In
addition, this study examines the role of inflation and population numbers as
comparative factors.

LITERATURE REVIEW

Economic Growth

Economic growth is a quantitative measure that describes the development of an
economy in a specific area and period. It serves as an indicator of ongoing or ongoing
economic development in a country (Alatan, 2015). Through economic growth,
governments can assess the progress of economic development within their
jurisdictions (Supartoyo et al, 2018). The Gross Domestic Product (GDP) is an



100 . Putri et al.

appropriate tool for measuring economic activity on a national scale. On a regional
scale, we commonly use Gross Regional Domestic Product, which represents the value
of goods and services produced by an economy at the regional level within a year and
is expressed in market prices (Supartoyo et al,, 2018).

Islamic Perspective on Economic Growth

There is a significant difference between economic growth from the Islamic perspective
and conventional economic growth. The disparity lies in the viewpoints of each concept.
The fundamental concept of conventional economic growth is the satisfaction of
unlimited needs, resulting in unlimited efforts to fulfill those needs. In Islam, all economic
activities aim to achieve social and economic welfare for participants (Jan et al,, 2015;
lImy & Setiawan, 2019). The fulfillment of material needs is permissible in the Islamic-
based economic concept, as long as it considers spiritual morality. According to
Chapra (1993), achieving an equitable distribution of economic welfare requires
fulfilling five aspects: (1) providing training and employment opportunities for job
seekers; (2) establishing a fair wage system for employees; (3) offering insurance
coverage for work accidents, old-age benefits, and other welfare provisions; (4)
ensuring equal opportunities for individuals with disabilities to obtain decent work; and
(5) collecting and utilizing Zakat, Infag, Sadagah, and Wagf (ZISWAF) in accordance
with Islamic principles (Ahmod, 1979; Igbal & Mirakhor, 2010; Askari et al., 2014; Muttaqin,
2018).

Gross Regional Domestic Product

According to Statistics Indonesia or Badan Pusat Statistik abbreviated BPS (2021), the
Gross Regional Domestic Product (GRDP) measures all goods and services produced
within a domestic areq, regardless of the factors of production owned by the residents
of that area. Domestic territory refers to a province or district/city area. The GRDP
provides an interpretation of economic growth within a province and offers insights into
the regional or provincial economic structure based on sectors and sub-sectors. The
GRDP data can also reflect the inflation rate in each province or domestic region.

Islamic Banking

According to Otoritas Jasa Keuangan (2021), Islamic banking has unique
characteristics that differentiate it from conventional banking. One of the key principles
of Islamic banking is the emphasis on partnerships and fair benefits to both banking
actors and the community. This system prioritizes justice in ethical transactions and
investments by promoting togetherness and partnership. Islamic banking avoids
speculative activities in financial transactions and provides various banking products
and services that are supported by different financial schemes (Hussain et al,, 2015;
Kammer et al., 2015).

The extensive use of various Islamic financial products and instruments in
macroeconomic management helps integrate the financial and real sectors and
fosters harmonization between the two. In addition to supporting finance and business,
the widespread use of Sharia products and instruments reduces speculative
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transactions, contributing to the overall financial system stability. Islamic banking
contributes significantly to a country's economy and facilitates long-term price
stability. The prohibition of usury in Islamic banking is based on the Qur'an, specifically
Surah Ali Imran verse 130, which was the first verse to reveal the prohibition of usury. The
verse refers to usury nasiah or usury jahiliyyah, which were prevalent during that time
(Yulianti, 2002; Kafabih & Manzilati, 2018).

Islamic banks in Indonesia have been established since the 1980s following the
issuance of the October 1988 Policy Package (Pakto 88). PT. Bank Muamalat Tbk. was
the first Islamic bank in Indonesia, established in 1992 with full support from the
Indonesian government. Islamic banks in Indonesia function as intermediary
institutions, collecting funds from the public and channeling them to those in need
(Hayet, 2016). They operate in accordance with Islamic law and offer various products
aligned with Islamic banking principles, contributing to currency stability and avoiding
the creation of a bubbling economy (Sari et al,, 2016; Utama, 2018; Sholihin et al., 2022).

Conventional Bank Financing/Credit

Credit provided by conventional banks is an intermediary activity in which banks collect
funds from the public with surplus funds and distribute them to individuals or
companies in need of financing (Rokhim & Yanti, 2014). Banks play a crucial role in
facilitating credit and supporting economic growth (Hartarska et al, 2015). In
conventional banking, the interest system is used for credit activities. Interest rates
represent the payments made for borrowing money from banks (Edwards & Mishkin,
1995; Angbazo, 1997). The bank's profit is obtained from the spread between the lending
interest rate and deposit interest rate provided by third-party funds. Therefore, credit
activities in conventional banking significantly affect bank performance (Panuntun &
Sutrisno, 2019; Lutfi et al.,, 2023). Commercial credit refers to credit extended by banks to
companies or individuals for commercial activities, such as consumer, working capital,
and investment credit (Alatan, 2015).

Inflation

Inflation is a critical aspect of an economy in which governments focus within a region.
It serves as a vital indicator of macroeconomic control and has a broad impact on
various economic sectors (Susanto & Rachmawati, 2013). Inflation is defined as a
general and persistent increase in prices that results in a decrease in people's
purchasing power and real income. Although inflation can be a positive economic
driver when it occurs on an ideal scale, continuous price increases can have
detrimental effects on the economy (Gholoyini, 2011; De Gregorio, 2012). Inflation can be
classified into four types: (1) creeping inflation, with an annual ratio of less than 10%
(Holzman, 1959; Schultze, 1960); (2) galloping inflation, with a ratio of 10%-30% per year
(Geda & Tafere, 2008; Kracun, 1988); (3) heavy inflation or high inflation, with a
magnitude of 30%-100% per year (Faria & Carneiro, 2001; Taylor, 2019); and (4)
hyperinflation, with a magnitude exceeding 100%, which is generally avoided by
countries because of its severe consequences (Sargent & Wallace, 1973; Bomberger &
Makinen, 1983). The causes of inflation include demand pull, cost pressure, import
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activities, and economic issues within a country. Inflation can also be triggered by
contagion from other countries that experience inflation. Excessive and sustained
inflation can lead to reduced efficiency and productivity, weakened investments,
increased capital costs, and uncertainty regarding future costs and income (Johnson,
1963; Parakassi, 2017).

Inflation in Islamic Perspective

From an Islamic perspective, inflation is not considered an urgent economic problem.
In an Islamic-based economy, currencies are expected to remain stable (Wulan &
Nurfaiza, 2014; Parakassi, 2017, Umar et al,, 2020; Nugraha et al., 2023). While a decline in
value is still possible, the value of gold that supports the Islamic economic currency,
namely dinar and dirham, is not expected to decrease significantly according to Islamic
economists (Parakassi, 2017). Inflation can be classified into two types: natural inflation,
caused by natural factors beyond societal or governmental control, and human error
inflation, resulting from human actions deviating from the rules and Sharia principles in
the economy (Parakassi, 2017). Islamic principles emphasize the prohibition of
oppression and wrongdoing, including in the economy. Acts of destruction by
individuals have wide-ranging impacts on both the perpetrator and broader
community.

Population

The economic growth of a region is closely tied to its population, which acts as a driving
force for its economy. Population serves a dual function in the economy. On the
demand side, residents are consumers who create demand for goods and services,
whereas on the supply side, they are producers who generate goods or services
(Herlina, 2014). Population growth plays a crucial role in economic development and
benefits both developed and developing countries. High population growth coupled
with technological advancements stimulates production and expands domestic and
international markets (Herlina, 2014).

Based on previous research in Table 1, this study contributes to the literature by
introducing consumptive financing variables for Islamic banks in Indonesia as a point
of differentiation. The study compares these variables with inflation and population
variables using a panel data regression analysis technique.

Table 1. Previous studies on relevant topics

Study Variables Method Findings
Damayanti Foreign investment, Quantitative FDI, PMDN, exports and inflation
(2022) domestic  investment, method, using simultaneously affected the GRDP
exports and inflation on descriptive and of North Sumatra Province.
the gross regional multiple linear
domestic regression approach
Wahyuningsih Sovereign sukuk, Islamic  Quantitative Sovereign sukuk, Islamic bank
& Nurzaman bank financing, zakat, method, using financing and zakat had significant
(2020) and GDP descriptive and effect on the GDP in Indonesia

multiple linear
regression approach
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Study Variables Method Findings
Nofrianto et al.  Islamic bank financing, Quantitative Islamic bank financing and
(2021) investment, descriptive method  investment respectively have a
government spending, using the Vector significant, negative effect on
and economic growth Error Correction economic growth, while
Model (VECM) government spending has a
analysis positive and significant effect on
economic growth in Indonesia.
Sassi & Gasmi Initial income per Quantitative Enterprise credit market affects
(2014) capita, government method using positively economic growth
consumption, inflation Ordinary Least whereas household credit market
rate, household credit, Square (OLS) has a negative effect.
enterprise credit, approach
economic growth
Caporale & Credit and gross Quantitative The time series analysis provides
Helmi (2018) domestic product (GDP) method using evidence of long-run causality
Vector Error running from credit to GDP in
Correction Model countries with Islamic banks
(VECM)

Source: Authors’ collection.

METHOD

The research employed in this study is a quantitative explanatory approach that utilizes
multiple regression analysis techniques, specifically panel data regression
(Wooldridge, 2010). Panel data regression is a method that considers the unique
characteristics of panel data, allowing for the analysis of cross-sectional variation. The
data used in this study are secondary data obtained from statistical reports on Islamic
banking by Otoritas Jasa Keuangan and Badan Pusat Statistik. The dataset includes
Islamic banking consumptive financing and nominal GDP at constant prices for the
period—2016-2020. The sample consists of 33 provinces in Indonesia (excluding the 34th
province, North Borneo, due to limited data on Islamic banking consumptive financing
for the years 2016-2020). The empirical model used in this study was based on the
equation provided above.

|_PDRB;: = a + 81]_PKit + 8,/_Population;: + BsInflation;: + €

Description:

|_PDRB;:: log natural PDRB province i in years t

o : constant

8: : coefficient

|_PK : log natural consumtive financing Islamic bank province i in years t
8 : coefficient

|_Population : log natural population province i in years t

84 : coefficient

Inflation: inflation province in years t
€ : error
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RESULTS

This study uses the GRETL application (Cottrell & Lucchetti, 2023) to perform a regression
on the panel data. The best model was selected using Chow and Hausman tests. From
the results of the Chow test and the Hausman test, the use of the fixed effects model
(FEM) or random effects model (REM) will be determined.

Table 2. Fixed-Effects, Dependent Variable: 1_GRDP

Coefficient Std. Error t-Ratio P-Values Notes
Constanta 0.00859030 0.113333 0.07580 0.9407
1 _PK -0.0909317 0.0732265 -1.242 0.2363
1_Populasi 1.10762 0.0746950 14.83 <0.0001 Hokk

Inflation -5.17888e-06 4.29238e-06 -1.207 0.2491
Within R-Square 0.998476
p-values (F) 1.92e-16
Chow Test 0.579744

Source: Primary data, authors’ estimation.
Notes: *** p-values < 0.05, significant

Identification was performed using the Chow test probability value. If the probability
value has a significant value for alpha (a), which is 0.05, it can be concluded that the
fixed effects model has better results when choosing from. The Chow test probability
value results were 0.579744; therefore, this study used the Fixed Effect Model (FEM).

Table 3. Random-Effects (GLS), Dependent Variable: 1_GRDP

Coefficient Std. Error z P-Values Notes
Constanta 0.00685301 0.0833381 0.08223 0.9345
1_PK -0.0929115 0.0528171 -1.759 0.0786
1_Populasi 1.10955 0.0511932 21.67 <0.0001 kK
Inflation -4.77608e-06 3.00520e-06 -1.589 0.1120

Source: Primary data, authors’ estimation.
Notes: *** p-values < 0.05, significant

After regressing panel data using either the fixed effect model or random effect
model, the next step is to use the Hausman test to determine which model to use.

Table 4. Hausman Test

Null hypothesis: GLS estimates are consistent
Asymptotic test statistic: Chi-square (3) = 0.0733752
with P-value = 0.994829

Source: Primary data, authors’ estimation.

The Hausman test contained in Table 4 states that the fixed effect model is less
consistent. The selection of a suitable model for this study was a random-effects model.
This is because the P-value is more significant than the significance level (0.994829 >
0.05); therefore, HO that the estimation of the Random Effect Model (GLS) is consistently
accepted, which means that the random effect model is more consistent. Based on the
above description, the model in this study can be written as follows:
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|_PDRB;; = 0.00685301 + —0.0929115 |_PK; + 1.10955 |_Population;: + —0.00000477608 Inflation; + €

Based on the regression equation, the constant value of 0,00685301 shows that
when all independent variables consisting of consumptive financing of Islamic banks
(PK), inflation, and population are zero, then the value of GRDP in provinces in Indonesia
is 0,00685301 or anti /_ from 0,00685301 is 1.0159048 billion rupiah.

The coefficient value of I_PK; of -0.09291151 means that every 1% increase in
consumptive financing Islamic banks will reduce GDRP by 0.0929%, ceteris paribus (not
significant because p-values > 0.05). The coefficient value of the I_Population; variable
of 1109551 indicates that every 1% increase in the population will increase GRDP by
11095%, ceteris paribus (significant because p-values < 0.05. An inflation coefficient
value of -0.00000477608 means that every 1% increase in inflation occurs, and it will
reduce GRDP by 0.0000047%, ceteris paribus (not significant because p-values > 0,05).

DISCUSSION

The data analysis above reveals that Islamic consumptive financing by Islamic banks
has a detrimental impact on GRDP, as indicated by a coefficient value of -0.0929115. This
suggests that at the provincial level, consumptive financing by Islamic banks does not
play an optimal role. Theoretical predictions indicate that household/consumer and
enterprise/productive credit affect the economy. However, the level of
household/consumptive credit may influence overall macroeconomic outcomes,
including economic growth (R. Beck et al., 2014; Bahadir & Valev, 2015; Mandel & Seyd|,
2016).

Moreover, the financing provided by Islamic commercial banks tends to be directed
toward consumptive purposes. While this type of financing does not impact GRDP, it
tends to make people more oriented toward consumption rather than productivity. This
study aligns with the theory that enterprise credit is positively associated with economic
growth, while household credit is not, and enterprise credit is significantly linked to faster
reductions in income inequality. However, household credit cannot significantly reduce
income inequality (T. Beck et al, 2012). A similar empirical assessment (Sassi & Gasmi,
2014) on the effects of business and household credit on economic growth in European
countries also found that business credit boosts economic growth, while household
credit hampers economic growth.

Likewise, Caporale & Helmi (2018) suggest in their research that the government
should develop policies aimed at increasing the proportion of investment and
productive credit, while limiting speculative credit. This stimulates economic growth
and helps to avoid a global financial crisis (Cuestas et al, 2023). Allocating credit
directly related to actual economic activities can foster long-term economic growth
(Caporale & Helmi, 2018; Fatmawati, 2022). This conclusion is also supported by
Taujiharrahman et al. (2021) who stated that financing provided to productive sectors,
such as MSMEs, has a positive and significant impact on GRDP. Financing directed
toward the MSME sector can reduce poverty rates by increasing the demand for labor
and raising per capita income from workers’ wages (Taujiharrahman et al,, 2021).
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However, it should be noted that although consumptive financing in Islamic
banking has a negative impact on GRDP, the effect is not significant. Nofrianto et al.
(2021) stated that the market share of Islamic banks is still relatively small compared to
pre-existing conventional banks. Data from Otoritas Jasa Keuangan (2021) reveal that
consumer financing for Islamic banks in Indonesia is only approximately IDR 181 billion.
This value is relatively small compared to the value of consumer financing in
commercial banks, thus having a minimal effect on Indonesia’'s GRDP.

Furthermore, this study contradicts the findings of Hayet (2016) who empirically
assessed the effect of Islamic banks’ consumptive finance on GRDP in West Borneo and
found a positive effect compared to investment and working capital financing
(productive financing). Since this study demonstrates the negative effect of
consumptive financing by Islamic banks across all Indonesian provinces, regulators are
obligated to establish regulations that promote the expansion of Islamic bank
financing, particularly in the areas of productivity and investment. Islamic banks serve
as a medium to help communities achieve prosperity through righteous business
practices. The misuse of resources can be seen as excessive production/consumption,
which leads to increased inflation.

On the other hand, the results of this study also indicate that inflation affects GRDP,
but not significantly. These findings confirm the results of other studies (Antoni et al,
2019; Ramadhanty & Auwalin, 2021; Damayanti, 2022) that inflation has an effect on
GRDP, but the effect is not significant. A high inflation leads to increased product prices,
reducing people's purchasing power and making it difficult for them to meet ends
(Ramadhanty & Auwalin, 2021). Inflation influences the prices of goods in certain
sectors. High inflation raises a company's production costs and hinders its growth
(Antoni et al, 2019). Therefore, investors are motivated to shift to other sectors aligned
with national productivity growth.

Although the effect of inflation on GDRP was not significant in this study, regional
governments still need to consider inflation when formulating policies. Government
intervention through legislation and regulations related to trade, import quotas, and
determination of the upper and lower limits of production costs is necessary to stabilize
prices and minimize inflation (Damayanti, 2022). High inflation can cause economic
instability, reduce investment, hinder exports, and contribute to an increase in the
unemployment rate.

Likewise, an increase in population will also lead to increased economic activity in
a region. When the population increases, consumption also increases, which in turn
stimulates production (Romodhonty & Auwalin, 2021). Several sectors, such as
agriculture and manufacturing, often require a large number of workers, and having a
higher population in an area is advantageous in meeting these labor needs and
contributing to the region's economy through GRDP (Andayani & Miftahuddin, 2018).
However, this holds true only if the population is good and decent. An insufficient
population quality can lead to increased unemployment (Ramadhanty & Auwalin,
2021).
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CONCLUSION

Based on the background chapter, problem formulation, discussion, and result analysis
presented above, it can be concluded that the variables of consumptive financing by
Islamic banks, inflation, and population statistically affect the GRDP in Indonesian
provinces from 2016 to 2020. The consumptive financing variable by Islamic banks
exhibits a negative relationship with GRDP in Indonesian provinces during the specified
period. The inflation variable demonstrates a negative relationship with GRDP in
Indonesian provinces from 2016 to 2020. Additionally, the population variable exhibited
a significant positive relationship in the Indonesian provinces during the same period.

The results of this study have several implications for the Islamic banking sector,
government, and Bank Indonesia as regulators. First, Islamic banks and the government
should actively promote an increase in productive financing by Islamic banks,
particularly in the areas of investment and working capital financing. This
encouragement can take the form of soft loan programs targeting debtors seeking
productive funding. Second, Bank Indonesia can provide macroprudential incentives by
easing the requirement for rupiah demand deposits at Bank Indonesia, which would be
granted to Islamic banks extending credit/financing to priority productive sectors such
as MSMEs. Such a policy can be implemented concurrently to achieve Rasio
Pembiayaan Inklusif Makroprudensial (RPIM) in Bahasa Indonesia or Macroprudential
Inclusive Financing Ratio targets. These incentives are likely to stimulate banking
intermediation, especially for priority sectors that are still recovering from the Covid-19
pandemic.
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