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1. Introduction

Financial intermediaries play a crucial role in mobilizing savings, thereby increasing investable
capital essential to the productive side of the economy. In this context, efforts to develop the financial
sector are aligned with endeavors to enhance productive capacity in the economy (Abd. Majid & H.
Kassim, 2015). The financial sector's mobilization of deposits and savings as credit from surplus to
deficit parties, with lower risks, such as transaction costs and asymmetric information, is a key factor
that makes it a primary driver of growth in the real sector, specifically in accumulation and allocation.
The financial sector also facilitates the transfer of goods and services, payment schemes, and effective
risk management. Consequently, the development of capital accumulation within the financial sector
can lead to economic growth (Bakar & Sulong, 2018). In various countries, financial systems and
banking play a crucial role in propelling economic activities. The movement of funds among lenders,
investors, and borrowers facilitates the cycle of production and societal progress.

The relationship between the financial sector and the real economy has been a focal point in
research given its fundamental interconnection. Numerous empirical studies have explored the
dynamics between these two sectors. Beck & Levine (2004) investigated the impact of financial sector
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development on the economy of 40 countries from 1976 to 1998. Utilizing stock markets and banks
as indicators of financial sector development and Gross Domestic Product (GDP) as a gauge of
economic growth, they employed the Generalized Method of Moments (GMM) technique designed
for dynamic panels. Their findings provide robust evidence supporting the crucial and positive role of
financial development in economic growth. Beck et al (2000) offer additional empirical evidence for
the significance of financial sector development in economic growth and based on a substantial dataset
from 77 countries spanning 1960 to 1995, examined various intermediary financial development
indicators. The evaluation encompassed their impact on economic growth, total factor productivity
growth, physical capital accumulation, and the private savings rate. The results reveal a substantial
positive effect of the financial sector on total factor productivity growth, subsequently contributing to
overall GDP growth. Several economic crises, including the Mexican crisis in the mid-1980s, Asian
crisis in the mid-1990s, and US subprime crisis in 2007, vividly illustrate the close and significant
link between the financial and real sectors (Abd. Majid & H. Kassim, 2015; Sudarsono et al., 2021).

Indonesia’s Islamic banking industry has seen significant growth compared with the same industry
in other countries. The growth of Islamic bank assets in Indonesia is impressive and quadrupled. In
the five years (2012-2017), the average growth of banking assets was 40%, while other countries only
reached around 10-15% (Suryanto & Susanti, 2020). Lately, Islamic economics has experienced the
fastest growth in the global financial industry sector, surpassing conventional financial market growth.
According to the Global Islamic Economic Report 2020, the value of Islamic financial assets increased
by 13% from $2.52 trillion to $2.88 trillion (Dinar Standard, 2020). Due to the impact of the COVID-
19 crisis, the value of Islamic financial assets was expected to show no growth in 2020 but is projected
to recover and grow at a five-year compound annual growth rate (CAGR) of 5% starting from 2019,
reaching $3.69 trillion by 2024 (Dinar Standard, 2020). The expansive scope of Islamic Economics in
the industrial sector presents a significant opportunity for Islamic finance to expand and contribute. In
line with Bakar & Sulong (2018), a sound financial system is expected to yield favorable outcomes
for economic growth. Indonesian Islamic banks experienced remarkable growth in 2017, with their
assets expanding by 13.5% and surprisingly it keeps the growing trend in the next following years,
Table 1 provides a detailed overview of this progress.

Table 1. Islamic Bank Indicators in Indonesia

Indicators 2016 2017 2018 2019 2020 2021 2022
Asset 254,184  288.027 316.691  350.364 397.073  441.789 531.86
Growth 5.14 13.31 9.95 10.63 13.33 11.2 20.3
Capital 27.153 31.105 36.764 40.715 46.854 50. 661 71270
ROA 0.63 0.63 1.28 1.73 1.40 1.55 2.00

Source: Financial Service Authority Report (2015-2023)

Table 1 shows there has been continuous growth in asset, Capital and ROA over the last seven
years. Bank assets are possessed by a bank, consisting of loans, securities, and reserves (Chu, 2023).
Liabilities, on the other hand, are a bank's obligations to external parties, such as deposits and
borrowings from other institutions. Capital, also known as net worth, equity capital, or bank equity,
represents funds associated with banks. These funds can be obtained by selling new shares in the bank
or by utilizing the retained earnings (profits) derived from the bank's assets after deducting its
liabilities. Return on assets (ROA) measures how effectively a company utilizes its assets to generate
profits during a specific time frame. Despite the significant growth of Islamic banking in Indonesia,
its overall impact on economic growth remains relatively unexplored, particularly regarding the role
of total deposits and financing. Previous studies have largely focused on conventional financial sector
development, with limited research on how Islamic banking-specific indicators contribute to
economic expansion. Additionally, previous research often overlooks the role of trade openness and
inflation as determinants of economic growth in the Islamic banking context (Tabash & Anagreh,
2017). This study aims to fill these gaps by comprehensively analyzing the relationship between
Islamic banking development and macroeconomic performance by introducing a novel perspective
that integrates total deposits, total financing, inflation, and trade openness into a single analytical
framework.

Unlike the existing literature, which predominantly examines individual financial indicators in
isolation, this study provides a holistic assessment of how Islamic banking contributes to economic
expansion. The incorporation of trade openness adds a new dimension, by evaluating how
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international economic exposure influences financial intermediation in the Islamic banking sector.
Islamic banking continues to expand, yet its market share in Indonesia remains relatively small at only
7% of the total financial market as of August 2022. Given the ongoing evolution of the financial sector
and increasing emphasis on financial inclusion, it is crucial to examine the potential of Islamic banking
as a catalyst for sustainable economic development. This study remains relevant because it provides
timely insights into how Islamic banking mechanisms can be optimized to enhance economic
resilience and stability, particularly in an era of economic uncertainty.

2. Literature Review
2.1. Financial Sector on Economic Growth

Studies on the relationship between financial and real sectors often attempt to find causal
relationships between the two. There are several known relationships, two of which are supply leading
and demand-following (Supriani et al., 2021). First, supply leading or financial growth-leading is a
condition in which the financial sector provides the necessary capital needed for economic activities.
In this case, effective allocation of capital from the financial sector is crucial and facilitates the
occurrence of economic activities. The second relationship is demand-following, where the real sector
provides stimulation for the financial sector to grow. The financial sector will grow along with the
growth of the real sector, as the growth of the real economy will increase demand in the financial
sector, which requires the financial sector to develop.

Economic growth and the financial sector have a strong connection, regardless of the direction of
the two relationships. A study conducted Khalifa Al-Yousif (2002) reported that financial
development had a positive influence on economic growth. Several studies have shown a connection
between the real and the financial sectors. Financial intermediaries play a role in providing ease for
the real sector to fulfill capital needs for investment and savings. In this case, financing and funding
are key to investment. Economic growth and financial sector have a significant and positive
relationship.Islamic banking has emerged as a vital component of financial sector development,
contributing significantly to economic expansion by providing Shariah compliant financial services.
The unique risk-sharing mechanism of Islamic banking ensures that capital allocation aligns with
productive economic activities, thereby fostering sustainable economic growth. Unlike conventional
banks, Islamic banks promote financial inclusion by catering to segments of the population that prefer
Shariah compliant financial products. Additionally, the ethical investment principles followed by
Islamic banks reduce excessive speculation, contributing to financial stability. With Indonesia's
continuously expanding Islamic banking sector, its role in economic growth is expected to become
more pronounced in coming years.

2.2. Invesment Products in Islamic Bank on Economic Growth

In this study, the Islamic bank investment products used are Musyarakah and Mudharabah. The
term "Musyarakah’ within the realm of Islamic law denotes a form of joint partnership characterized
by the principles of sharing. It encompasses the amalgamation of capital or labor among multiple
individuals to establish a business, in which profits are allocated according to a predetermined ratio
and losses are distributed based on the contribution ratio. For a Musyarakah arrangement to be deemed
valid, certain prerequisites must be satisfied. First, the involved parties must possess the legal capacity
to enter into a contract, indicating that they have attained the age of majority. Furthermore, the contract
must be entered voluntarily without any form of coercion or undue influence (Adela, 2018). Within a
Musyarakah partnership, each partner retains the right to actively participate in the management and
contribute to the business. However, there may exist an agreement among partners, whereby one
assumes a managerial role, while others remain inactive. In such scenarios, the "silent" partner is
entitled to a proportionate share of the profit corresponding to their investment relative to the extent
of their contribution. Conversely, if all partners unanimously agree to actively engage in the joint
venture, each partner acts as an agent on behalf of the others in all business matters, and any actions
undertaken by one partner within the ordinary course of business are deemed authorized by all partners
(Nik Abdul Ghani et al., 2021).

Musyarakah can assume various forms, including an unlimited and equal partnership in which
partners possess equal rights regarding capital, management, and decision-making authority.
Alternatively, a more restricted investment partnership may be established, wherein partners
contribute to.a capital fund using monetary. resources, assets,.or. labor, and each partner acts solely.as
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an agent for themselves, without assuming responsibility for the actions of other partners. In both
forms, profits are distributed according to a mutually agreed-upon arrangement, whereas losses are
borne proportionately in accordance with each partner's capital contribution. Unlike conventional
interest-based loans, Musyarakah does not involve a predetermined rate of return. Instead, return in
Musyarakah relies on the actual profit generated by the joint venture. This characteristic, coupled with
the presence of risk, renders Musyarakah an acceptable Islamic financing instrument (Rammal, 2003).

In an interest-bearing loan, the financier is assured of a fixed rate of return, irrespective of the
debtor's profit or loss. Conversely, in Musyarakah, the financier may incur losses if the joint venture
fails to generate profit. Musyarakahh (equity partnership) financing is crucial for driving economic
activity in the Islamic economy. This involves depositors, banks, and investors pooling their resources
to fund projects and to share profits and risks. This has a significant impact on savings, investment,
and the domestic resource gap. Compared to traditional interest-based financing, Musyarakahh
financing is more flexible and involves three rates of return: a return rate for depositors, a return rate
for banks, and a return rate for investors. By contrast, interest rates are determined arbitrarily based
on loan maturities between the bank and depositor or investor, with the investor assuming financing
risk. The implementation of interest rates in money market equilibrium delays the transformation of
savings into investments and influences economic activity. Thus, Musyarakahh financing ensures the
participation of all parties simultaneously, including banks, savers, and investors, in the Musyarakahh
process, limiting any lag to the implementation period (Wicaksono et al., 2024).

Mudhrabah (finance trusteeship), Mudharabah is a contract between two parties, one of which
provides financing to the other for a specific purpose, as agreed upon. The party responsible for
providing the funds is known as the Rabb-ul-mal, while the other party responsible for managing and
executing the project is called the Mudarib or the entrepreneur. One of the requirements of
Mudharabah is that the financier or Rabb-ul-mal cannot expect a fixed rate of return or any additional
entitlement to the principal amount unless they share the risk of the venture (Rammal, 2003). The
previous study conducted by Rammal (2003) and Adela (2018) shows that Musharakah and
Mudharabah had a positive and significant impact on economic growth. Mudharabah and
Musharakah have a direct impact on the economy, because they are substantially involved in real
economics.

2.3. Macroeconomic Variables on Economic Growth

Bank Indonesia defines inflation as a general increase in the prices of goods and services over a
specific period. The causes of inflation can be categorized into two types: supply side pressure, known
as cost-push inflation, and demand-side pressure, known as demand-pull inflation, along with inflation
expectations. The factors contributing to cost-push inflation include exchange rate depreciation,
inflation in other countries, higher administered prices, negative supply shocks from natural disasters,
and disruptions in the distribution chain. Conversely, demand-pull inflation arises when demand for
goods and services surpasses the available supply. In macroeconomics, demand-pull inflation occurs
when real output exceeds potential output or when aggregate demand surpasses economic capacity.
Inflation expectations, influenced by public and economic actors' behavior in making economic
decisions based on anticipated inflation, can be either adaptive or forward-looking. During festive
periods (such as Eid-ul-Fitr, Christmas, and New Year) and when provincial minimum wages (UMP)
are determined, producer and merchant prices tend to rise. Despite adequate availability of goods to
meet increased demand, prices often exceed typical supply demand conditions. Additionally, when
new provincial minimum wages are established, merchants tend to increase prices despite a moderate
effect on demand.

The prevailing metric employed to gauge inflation is alteration in the headline consumer price
index (CPI), denoted as a percentage. CPI encompasses both domestically manufactured and imported
consumer goods, thereby encompassing the general expenses incurred by an average consumer. This
choice to utilize the CPI as the focal point arises from its vast coverage across various countries, with
data available on a monthly and quarterly basis. Furthermore, it is also the preferred indicator pursued
by most central banks, as highlighted by the International Monetary Fund (2020). Previous studies by
Abd. Majid & H. Kassim (2015), Supriani et al (2021) and Sakinah et al (2022) proves that inflation
has a significant effect on economic growth. Abduh & Omar (2012) states the more inflation occurred,
the worse its effect on economic growth. In this study, inflation was found to have a negative effect
on economic growth. The result of the study is that inflation represents the volatility of the economy,
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which would increase the uncertainty of the economy and inflation plays important role in domestic
economy both in short and long run estimation (Kurniawan & Prawoto, 2014).

Trade liberalization/openness refers to the elimination or reduction of constraints and limitations
impeding the unrestricted flow of goods across national borders. These barriers encompass tariffs,
such as taxes and additional charges, as well as non-tariff barriers, such as regulations and quantity
limits. Economists commonly perceive the relaxation or removal of these barriers as measures aimed
at fostering principles of unrestricted commerce. The trade-to-GDP ratio is a commonly employed
metric for assessing the significance of international transactions compared to domestic transactions.
This indicator is computed by taking the average of total trade (the combined value of exports and
imports of goods and services) relative to the GDP for each country. This is often referred to as the
trade openness ratio, although the term "openness" can be somewhat misleading. A low ratio does not
necessarily indicate the presence of high barriers (such as tariffs or non-tariff measures) to foreign
trade but can be influenced by factors such as the size of the economy and geographical distance from
potential trading partners.

Productivity growth plays a crucial role in the process whereby trade’s contribution to economic
expansion. When a country embraces trade and investment in research and development (R&D), its
comparative advantage gradually shifts towards producing highly differentiated goods that yield larger
profit margins. Grossman & Helpman (1994) examine the evolution of comparative advantage using
an endogenous growth model. They demonstrated that countries rich in human capital tend to be net
exporters of differentiated products while importing labor-intensive traditional products consistently
over time. Furthermore, they established that if the development of new products requires a substantial
amount of human capital compared to the production of existing differentiated products, the volume
of international trade relative to global Gross National Product (GNP) or global expenditure will
increase progressively (Dao, 2014). The link between open trade and economic growth is a highly
controversial topic for growth and development experts. Despite much discussion, there is still no
clear resolution for this issue. Theoretical growth studies have shown that the relationship between
trade restrictions and growth is complex and unclear. Numerous models in the endogenous growth
literature present differing viewpoints on how trade restrictions can either boost or decrease the global
rate of growth (such as works by Romer, Grossman, and Helpman, Rivera-Batiz and Romer, and
Matsuyama). It is important to consider that if trading partners have vastly different technologies and
resources, even though economic integration can increase the global growth rate, it may harm certain
countries (as shown in studies by Grossman and Helpman, Lucas, Rivera-Batiz and Xie, and Young)
(Yanikkaya, 2003).

The impact of trade liberalization on economic growth is a widely discussed topic among
economists. Both Mercantilists and Smith and Ricardo emphasized the significance of trade
liberalization. Neoclassical growth theories, which form the basis for modern economic growth
theories, suggest that trade liberalization can have a positive effect on economic growth in the medium
term, but its impact may not be sustained in the long term (Parikh, 2004). One of the key ways in
which trade liberalization affects economic growth is through increased capital inflows, including
foreign direct investment, which fills investment gaps in the economy. This leads to increased
investment, production, and market size as well as higher employment levels and reduced poverty. It
also provides developing countries with access to new technologies from developed countries.
Additionally, trade liberalization provides both consumers and producers with access to larger
markets, allowing them to benefit from economies of scale. Another important impact of trade
liberalization is the transmission of knowledge and technology (Qayyum et al., 2018). Keho (2017)
investigates the impact of trade openness on the economic growth of Cote d'lvoire between 1965 and
2014, and his study considered various factors, including capital stock, labor, and trade openness. The
methodologies employed encompassed the Autoregressive Distributed Lag bounds test for
cointegration and Toda and Yamamoto Granger causality tests. The findings revealed a positive
influence of trade openness on both short- and long-term economic growth. Furthermore, the results
emphasize a robust and positive connection between trade openness and capital formation as a driving
force for economic growth.

3. Method

This study used secondary data in the form of time-series data obtained from various reputable
sources, including the Financial Services Authority of Indonesia (OJK), the Central Bureau of
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Statistics (BPS), and International Financial Statistics (IFS). The dataset spans a 16-year period, from
2005 to 2021, consisting of 64 quarterly observations, providing a comprehensive view of Indonesia’s
economic dynamics over time. This extensive dataset allows us to examine the relationship between
Islamic financial development and macroeconomic indicators, offering insights into the long-term
impact of Islamic banking on economic growth. To achieve robust empirical results, this study
employs the Autoregressive Distributed Lag (ARDL) model, which is particularly well suited for
analyzing long- and short-term relationships between variables in time-series data. The ARDL
approach, developed by Pesaran et al (2001), has gained prominence in recent economic studies
because of its ability to handle variables with different levels of integration, whether stationary at level
1(0) or first difference 1(1). This method provides several advantages over traditional time-series
models, including flexibility in small sample sizes, ability to capture dynamic adjustments, and
efficiency in testing cointegration among variables (Nkoro & Uko, 2016). Recent studies such as
Saleem et al (2021) and Abduh & Omar (2012) have conducted applied the ARDL model to assess
the relationship between Islamic financial indicators and economic performance, making it an
appropriate choice for this research.

Table 2. Definition of Variables

No Variable Definition of Variables Equation

1.  Growth The Number which tells how are Growth = GDPr — GDPr_4 % 100
the GDP grows in compare to GDP;_,
previous year

2. TF The total amount of capital Y. Musyarakah + ), Mudharabah
invested GDPD
(Mudharabah/Musyarakah) by X100
bank to the non bank as third party

3. TD The total amount of capital X Deposito+ ¥ Savings + 3 CA 100
accumulated by bank though their GDP
product (deposit etc.)

4. INF Change in Consumer Price Index CPIy — CPly_, % 100
(CPI) CPI;_,

5. TR The sum of exports and imports of Y. Exports + ¥ Imports
goods and services measured as a GDP
share of GDP

Source: Author Calculation

This study examines the impact of four key independent variables on economic growth in
Indonesia, measured by Gross Domestic Product (GDP). Table 2 shows the definition of variables and
the explains of each independent variables used in this study as follows:

A. Total Financing: This represents the total amount of Islamic bank financing provided by
Islamic financial institutions from 2005 to 2021. Islamic bank financing plays a critical
role in capital formation and business expansion, supports productive sectors, and fosters
economic development (Abd. Majid & H. Kassim, 2015; Abduh & Omar, 2012; Kassim,
2016; Ginting & Widyawati, 2022; Estrada et al., 2023).

B. Total Deposits: This includes the total amount of deposits held by Islamic financial
institutions from 2005 to 2021. Deposits are essential for financial intermediation as they
determine the capacity of Islamic banks to provide financing through profit-sharing
contracts such as Mudharabah and Musyarakah (Abd. Majid & H. Kassim, 2015; Qurrata
etal., 2021; Vegirawati et al., 2018; Anwar et al., 2020; Belkhaoui, 2023; Junaidi, 2024).

C. Inflation Rate — This study employs the Consumer Price Index (CPI) as a measure of
inflation, representing the price level in Indonesia over a 16-year period. Inflation has
mixed effects on economic growth, as moderate inflation can stimulate spending and
investment, whereas excessive inflation can erode purchasing power and create
economic instability (Abd. Majid & H. Kassim, 2015; Kurniawan & Prawoto, 2014;
Kusumatrisna et al., 2022; Supriani et al., 2021; Sayifullah & Arifin, 2024; Syahda &
Retnasih, 2025).

D. Trade Openness, measured as the ratio of total trade (exports + imports) to GDP, reflects
Indonesia’s integration into the global economy. A higher trade openness ratio indicates
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greater economic exposure to international markets, which can stimulate productivity
and innovation (Sakinah et al., 2022; Solomon & Tukur, 2019; Supriani et al., 2021; Ur
Rehman et al., 2021; Az-zakiyah et al., 2024).

This study employs an Autoregressive Distributed Lag (ARDL) model to empirically analyze the
relationship between economic growth (GDP) and key macroeconomic variables, including total
financing (FIN), total deposits (DEP), inflation (INF), and trade openness (TRADE). The model
captures both short-term (51-8s) and long-term (61-6s) dynamics by incorporating lagged differences
in the dependent and independent variables, as well as their levels, to estimate long-run equilibrium
relationships. The short-run effects are represented by the summation terms of the lagged first
differences, whereas the long-run relationships are captured by the coefficients of the level variables.
The inclusion of an error term (&) accounts for stochastic variations, ensuring robustness in capturing
the impact of financial development and macroeconomic conditions on Indonesia’s economic growth.

C 1)
Aln GDPt =a+ Z ﬁlAlnGDPt_l

i=1

n
+ Z B,AInFIN,_,

i=1

n n n
+ Z BsAlnDEP,_, + Z B,AInINF,_, Z BsAINTRADE,_, + 0,InPDB,_,
i=1 i=1 i=1
+ 0,InFIN,_, + 03InDEF,_, + 0,InINF,_, + 05InTRADE,_, + ¢,

Recent studies have provided evidence that Islamic banking has a positive impact on economic
growth. Islamic financial depth and intermediation contribute to sustainable economic growth in
Pakistan, with a long-term relationship between finance and growth (Saleem et al., 2021). In Asian
OIC countries, Islamic banks have a significantly greater positive effect on GDP growth and GDP per
capita growth than conventional banks (Hambali & Muhsyaf, 2024). Islamic financing in Pakistan
shows a substantial causal relationship with economic growth, supporting the supply leading view
(Shah et al., 2020). However, a review of the literature reveals mixed support for Islamic banking as
the main channel of economic growth, with most studies being single-country focused and difficult to
generalize. Nevertheless, Islamic banking principles such as risk-sharing and asset-backed financing
contribute to a more stable and inclusive financial environment, enhancing overall economic
development (Hambali & Muhsyaf, 2024). Integrating these advanced econometric techniques and
referencing the latest scholarly findings, this study provides a robust analytical framework to
understand the role of Islamic banking in Indonesia’s economic development.

4. Results and Discussion

When evaluating time-series data, it is critical to assess whether they are stationary. Nonstationary
data can lead to incorrect analysis, hence, it is critical to run a stationarity test. If the data nonstationary
will lead to no long run equilibrium (Melati & Kurniawan, 2023). The stationarity test is often
performed using the augmented Dickey-Fuller test (ADF) unit root test, and in this study also used
Phillips-Perron (PP) test to to get more comprehensive results. The stationery test using for all
approach the order of integration, if the variables non-stationery in level or 1(0) can be transform to
first difference or I(1).

Table 3. Result for Stationery Test

. Level Order First Order
Variables
ADF PP ADF PP
Growth 0.0883 0.0000 0.0000 0.0001
FIN 0.5308 0.5000 0.0046 0.0000
DEP 0.7267 0.7281 0.0000 0.0000
INF 0.1553 0.0801 0.0000 0.0000
TRADE 0.7437 0.5507 0.0000 0.0000

Source: data processed
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Table 3 shows the four independent variables listed meet the requirements of stationary variables,
as demonstrated by the number of probability values less than 5%. As a result, the variables listed
above fulfilled the criteria for the ARDL test. The purpose of cointegration testing is to identify
whether there is a long-term relationship between variables. When variables are cointegrated, it
indicates that there is a stable, long-term relationship (Pesaran et al., 2001). Conversely, if there is no
cointegration between the variables, this suggests that there is no long-term relationship between them.
To conduct the cointegration test in this study, the ARDL Bound Test was used.

Table 4. Result of Cointegration Test
ARDL Bounds Test

Test Statistic Value K
F-statistic 17.081 4
Critical Value Bond Test
Significance 1(0) 1(2)
10% 2.2 3.09
5% 2.56 3.49
1% 3.29 4.37

Source: data processed

Table 4 shows that Ho is rejected because the value of F-statistic from Bound test is 17.081 > 4.37
(critical value 11 Bound sig 1%). The result of Bound test indicate that there is a long-term connection
between the variables FIN, DEP, INF, TRADE, and GDP at the 1% significance level, in which the
variables TF, TD, INF, and TO are explanatory variables for the variable GDP. This reveals a long-
term relationship between Economic Growth and Total Financing, Total Funding, Inflation, and Trade
TO movements. The optimal lag used in this study is 4, 4, 2, 4, 3 based on Akaike Information Criteria
(AIC).

Table 5. Short-run Estimation of ARDL

Variable Coefficient t-statistics
AGDP(-1) -1.135 -8.970%**
AGDP(-2) -1.180 -8.032%**
AGDP(-3) -0.834 -6.018***
AGDP(-4) -0.174 -1.500
AFIN -3.024 -1.579
AFIN(-1) 2.819 1.362
AFIN(-2) 5.030 2.270**
ADEP -1.673 -0.993
ADEP(-1) -4.747 -2.477%*
ADEP(-2) -4.426 -2.281**
ADEP(-3) 1.293 1.667
ADEP(-4) 1.409 1.783*
AINF 0.506 1.476
AINF(-1) -0.205 -0.580
AINF(-2) -0.105 -0.421
AINF(-3) -0.424 -1.691*
AINF(-4) -0.793 -2.965%**
ATRADE 2.230 2.152**
ATRADE(-1) 2.997 2,786%**
C 2.046 2.234**

Source: data processed

Table 5 and Table 6 shows Islamic bank financing, which provides capital to the deficit sector, has

a dual effect on economic growth. In the short term, total finance exerts a negative influence, which

may be attributed to capital misallocation, inefficiency in fund utilization, or the time lag required for

investments to generate productive output. However, in the long run, total financing positively

contributes to economic expansion, aligning with Abd. Majid & H. Kassim (2015) and Abduh & Omar
Faz Fachry Tagiyya et al (Examining the contribution of Islamic....)
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(2012) confirmed that Islamic financial instruments foster investment-driven growth. Islamic banks
channel funds through risk-sharing mechanisms, such as murabaha and musharakah, enabling
businesses to expand operations, invest in new projects, and enhance productivity. Compared with
Malaysia, where Islamic banking institutions have a more structured approach to corporate financing,
Indonesia still faces challenges in fully leveraging Shariah-compliant banking for economic
acceleration.

The total deposits, which represent the capital entrusted by customers to banks, exhibit contrasting
trends. Although they have a positive short-term effect on economic growth, their long-term impact
becomes negative. This anomaly suggests inefficiencies in deposit mobilization and reinvestment, a
challenge also observed in previous studies, such as those by Qurrata et al (2021) and Vegirawati et
al (2018). Unlike Malaysia and Saudi Arabia, where Islamic banking deposits are effectively utilized
for high-value investments, Indonesia's Islamic banking sector faces limitations due to regulatory
constraints, limited product diversification, and relatively high operational costs. These factors hinder
banks from fully optimizing deposits to stimulate sustainable growth.

Table 6. Long-run Estimation of ARDL

Variables Coefficient t-statistics
FIN 1.116 1.548
DEP -1.884 -2.072**
INF -0.236 -1.685*
TRADE 1.209 4.075***
C 0.473 2.169***

Source: data processed

Inflation, another critical determinant, has a nuanced impact on economic growth. While inflation
has a significant positive effect in the long term, its short-term influence remains statistically
insignificant. The negative relationship between inflation and economic growth is consistent with
Abd. Majid & H. Kassim (2015) argued that economic stability is crucial for sustainable growth.
Excessively high inflation erodes purchasing power, increases market uncertainty, and disrupts
investment flows, all of which can offset the potential benefits of financial expansion. Countries such
as Pakistan and Turkey have experienced similar inflation-driven economic challenges, while
Malaysia and the UAE have managed inflation more effectively, allowing their Islamic banking
sectors to contribute consistently to growth.

Trade openness plays a vital role in driving Indonesia’s economic growth. In both the short and
long run, trade liberalization fosters greater investment, enhances productivity, and facilitates
knowledge transfers between nations. The results align with those of previous studies, such as Sakinah
et al (2022), which emphasize that trade liberalization enables countries to capitalize on their
comparative advantages. Malaysia has successfully integrated Islamic banking into its trade financing
policies and supported businesses through instruments such as sukuk and Shariah-compliant export
financing. Indonesia, however, remains in the early stages of leveraging Islamic banking for global
trade, presenting an area for further development (Solomon & Tukur, 2019; Ur Rehman et al., 2021).

Overall, the contribution of Islamic banking to Indonesia’s economic growth is evident but requires
further optimization. While financing contributes positively to long-term growth, short-term
inefficiency hinders its immediate impact. Similarly, deposit mobilization challenges must be
addressed to enhance the financial sector’s role in capital formation. Inflation remains a significant
macroeconomic factor that necessitates stable monetary policies to support economic expansion.
Trade openness offers a promising avenue for growth, yet the integration of Islamic banking into
international trade remains underdeveloped compared with leading Islamic finance hubs.

Compared with other countries, Indonesia’s Islamic banking sector is still evolving. Malaysia and
Saudi Arabia have demonstrated stronger Islamic financial ecosystems, benefiting from their robust
regulations and well-established financial instruments. In contrast, Pakistan and Turkey face similar
challenges, particularly in balancing inflation controls with financial sector growth. For Indonesia to
fully realize the potential of Islamic banking in driving economic development, policymakers must
strengthen regulatory frameworks, enhance the range of Shariah-compliant financial products, and
promote greater financial literacy. By addressing these gaps, Indonesia can position itself as a
competitive player in the global Islamic finance landscape, fostering sustainable and inclusive
economic growth.
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5. Conclusion

The findings of this study align with its research objectives, demonstrating that Islamic financial
variables, particularly total finance and deposits, significantly influence economic growth in
Indonesia. The results show that, while total finance has a positive but insignificant impact in the short
term, it contributes positively to long-term economic expansion. Conversely, total deposits exhibit a
significant negative effect on economic growth over the long term, highlighting the potential
inefficiencies in fund allocation within the Islamic banking system. This study provides crucial
insights to policymakers and financial regulators. The positive long-term impact of Islamic finance
suggests a need for enhanced financial intermediation strategies to maximize economic benefits.
Furthermore, the observed negative effect of total deposits on growth underscores the importance of
improving financial product offerings, optimizing fund mobilization, and ensuring that deposit funds
are efficiently allocated for productive investments. Although this study offers valuable contributions,
several limitations must be acknowledged.

First, the analysis is confined to macroeconomic indicators and does not account for micro-level
banking efficiency or consumer behavior. Second, this study focuses solely on Indonesia, limiting the
generalizability of its findings to other economies with different regulatory environments and financial
structures. Finally, reliance on secondary data may introduce limitations regarding data accuracy and
consistency. The implication of the study is the Indonesian government continue to support and
promote Islamic finance development. Encouragement in the financing and funding sectors is crucial
to bolster economic growth in the financial market. The government should actively encourage and
facilitate the establishment of additional Islamic commercial banks, Islamic windows, and rural
Islamic banks. Simultaneously, Islamic banks should be encouraged to expand their branch networks.
Additionally, introducing foreign Islamic banks to operate in Indonesia can foster innovation in the
domestic Islamic banking industry.
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