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Abstract This study aims to analyze the effect of Islamic finance and consumer price indexes on economic growth in Indonesia. This study 
was conducted in 33 provinces for 7 years from 2011-2017. The research model uses the panel data model. The result regarding Financing 
shows that Financing provided by Islamic Commercial Banks are very useful in promoting economic growth, especially if the proportion 
of investment financing is greater than non-investment. Research also shows that most Indonesian provinces are still in quadrants II, III 
and IV. It shows that the allocation of investment financing in each province is still relatively low. However, there is sufficient evidence that 
investment financing can improve economic growth. Furthermore, non-investment financing has a negative effect. Meanwhile, the 
consumer price index has a positive effect on economic growth in Indonesia. The recommendations of this study are government and 
related agencies should focus on increasing investment financing to increase a higher economy as well as it is necessary to control the 
Consumer Price Index. 
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1. Introduction 

Economic growth is one of the important indicators 
in measuring the progress or welfare of a country. In general, 
the direct factor affecting economic growth is the macro 
indicator. Macroeconomic indicators include labor force 
participation, inflation, and human development index, poverty, 
unemployment, domestic income, per capita gross regional 
product and per capita consumption, in addition, economic 
growth cannot be separated from indirect factors. They are also 
an important indicator that influences economic growth. This 
was revealed by Florin Teodor Boldeanu and Liliana 
Constantinescu (2015). These indirect factors are related to 
financial institutions, private administration, etc, the size of 
aggregate demand, saving and investment levels, financial 
system efficiency, budget and fiscal policies, labor, and capital 
migration and government efficiency. 

Indirect factors are generally related to financing. 
Financing is an activity carried out by the financial sector serves 
under the Islamic economic system. Financing as an alternative 
in all transactions based on risk and profit-sharing (Prastowo, 
2018). In the Indonesian context, the development of financing 
carried out by Islamic banking has a rapid development. Furqani 
and Mulyani (2009) said that at least this development was 
driven by demand and supply consequently economic growth 
was also encouraged. Almost all provinces in Indonesia hitherto 
carry out this financing activity. The speed of financing is 
expected to be able to provide sustainable solutions for both in 
the short and long term (Tabash & Dhankar, 2014). 

On the other hand, Sharia Banking Statistics indicates 
the total number of sharia bank offices, Sharia Commercial 
Banks (BUS), Sharia Business Units (UUS) and Sharia Citizen 
Financing Banks (BPRS) have reached 2470 offices spread 
throughout Indonesia until August 2018 (OJK, 2018). Moreover, 
financing of various types of contracts provided by BUS and UUS 
has reached 303.5 Trillion Rupiah within the same period. 
27.65% of total financing is allocated for working capital, 
another 21.87% is allocated for investment and the remainder 
is for consumption purposes. When we specifically look at this 
particular education sector, unfortunately, it has,  a very small 
portion only 1.69% of the total funding is shared in this sector. 

Other data according to BPS Indonesia shows that 
there was an increase in financing in Indonesia during the 
period 2010-2017. 
 

Table 1. Average Economic Growth, Financing and Inflation 
2010-2017 

 
Based on table 1, there is a declining trend of 

economic growth in 33 provinces in Indonesia. However,  
investment financing (working capital) continues to increase. 
The same pattern also happens to non-investment financing of 
which continues to increase as well. On the other hand, inflation 
has tended to decline since 2010-2017, in line with economic 
growth. But the decline is faster than economic growth, 
although it tends to fluctuate. Variations in inflation among 
provinces also gradually diminished, not much different from 
variations in economic growth among provinces. This situation 
shows there is a significant contribution of financing to 
economic growth in Indonesia. 

2. Literatur review 
2.1. The Effect of Financing on Economic Growth 

Farahani and Sadr (2012) investigate the 
relationship of Islamic banks and economic growth in Indonesia 
and Iran both in short-run and long-run using the bound testing 
approach of cointegration and error correction models, 
developed in the autoregressive distributed lag (ARDL) 
framework. The results show a significant short-run and long-
run relationship between Islamic banks and economic growth 
in Indonesia and Iran. They further said that this relationship is 
a bi-directional relationship. 

Farahani and Dastan (2013) examine the 
relationship of Islamic banks and economic growth in several 
countries such as Malaysia, Indonesia, Bahrain, UAE, Saudi 
Arabia, Egypt, Kuwait, Qatar and Yemen using the cointegration 
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approach models framework panel. In general the results show 
a positive and significant relationship between Islamic banks 
and economic growth in these countries. They further said that 
this relationship was stronger in the long run compared to the 
short run. 

 
2.2. The Effect of Inflation / CPI on Economic Growth 

Muhamad Abduh and Mohd Azmi Omar (2012) 
investigate the relationship of Islamic banks and economic 
growth in Indonesia both in the short-run and long-run using 
the bounds testing approach of cointegration and error 
correction models, developed in the autoregressive distributed 
lag (ARDL) framework. The results show a significant short-run 
and long-run relationship between Islamic banks and economic 
growth in Indonesia. They further said that there is a bi-
directional relationship both in Schumpeter's supply-leading 
and Robinson's demand-following between Islamic banks and 
economic growth in Indonesia. 

Furqani and Mulyany (2009) examine the dynamic 
relationship between Islamic banks and economic growth in 
Malaysia using a cointegration test and vector error correction 
model. The results show only the fixed investment granger 
cause Islamic banks for the period 1997:1 until 2005:4. In the 
long run, there is evidence of the bi-directional relationship 
between Islamic banks and fixed investment in Malaysia. They 
further said that there was evidence that an increase in GDP 
would develop Islamic banks and not vice versa. 

Many central banks in the world use monetary policy 
with particular attention directed to price stability nowadays. 
They and researchers believe that inflation is expensive. 
Businessman and public are predicted to be in trouble in general 
when higher  and unpredictable inflation is taken place (2013) 

Gokal and Hanif (2004) also have the same opinion 
where they argue the Fiji country, as well as other countries in 
the world, both developed and developing countries, one of the 
fundamental objectives of macroeconomic policy in Fiji, is 
maintaining the momentum of high economic growth that is 
while controlling a low level of inflation. They also realize that 
there is a huge debate regarding the relationship between 
economic growth and inflation. However, in general, a low level 
of inflation is believed as the foundation of a country's economic 
growth.  

Hossin (2013) investigates the relationship between 
inflation and economic growth in Bangladesh. Using annual 
Gross Domestic Product Deflator (GDPD) data from 1961 to 
2013, he conducted an empirical analysis using co-integration 
tests, error correction models and Granger Causality tests. 
Empirical results of his research indicate a significant negative 
relationship in the long run between inflation and economic 
growth in Bangladesh as shown by a significant negative 
relationship, in the long run, Gross Domestic Product Deflator 
(GDPD) to GDP. Furthermore, empirical results from his 
research also indicate a significant positive relationship in the 
long term of GDP to Gross Domestic Product Deflator (GDPD). In 
addition, economic growth has a positive impact on inflation. 
However, if the inflation rate rises far higher than the inflation 
level threshold, then the inflation will have a negative impact on 
Bangladesh's economic growth. 

Barro (2013) in his study in which manages to have 
data sets covering 100 countries in the world from 1960 to 
1990. Empirical results of his research show a significant 
negative relationship between inflation and economic growth if 
a number of country characteristics are kept constant for 
instance fertility rates, education levels, etc. For every 10 
percent increase in inflation level per year will cause a decline 
in GDP growth by 0.2-0.3 percent. In the long run, this decline 
will affect community standards of living. 

Bruno and Easterly (1995) test the determinants of 
economic growth using inflation data in 26 countries in the 
world in which experienced an inflation crisis from 1961 to 
1992. Empirical results from their research set 40 percent of 
inflation and above as the threshold level of the inflation crisis 
in a country is taking place. The impact of inflation on economic 
growth is not very clear or there is an inconclusive relationship 
between inflation and economic growth below that threshold 
level. They further state that a significant negative relationship 

between inflation and economic growth if inflation is higher 
than the threshold level. The results of empirical robustness 
from their research have been tested by controlling other 
factors especially shocks such as trade shocks, political crises, 
and war. Furthermore, they argue that 26 countries in the world 
experiencing an inflation crisis would be able to overcome the 
pre-crisis economic growth if they were able to reduce inflation. 
Other results also show that the short-term inflation crisis did 
not create permanent devastation on economic growth. 

Malla (1997) conducted an empirical analysis using a 
data sets consisting a number of Asian countries and countries 
that are members of the Organization for Economic Cooperation 
and Development (OECD). Empirical results from his research 
show a significant negative relationship between inflation and 
economic growth including the first difference for countries that 
are members of the OECD by controlling other factors such as 
labor and capital inputs. However results of some developing 
Asian countries are not significant. A crucial empirical analysis 
results from his research show an inconclusive relationship 
between inflation and long-term economic growth through 
cross-country analysis using time-series regressions with 
different countries and time periods. 

Mallik and Chowdhury (2001) examine the 
relationship between inflation and both short-term and long-
term economic growth in four South Asian economies namely 
Bangladesh, India, Pakistan, and Sri Lanka. By using co-
integration and error correction models and annual data 
released by the International Monetary Fund (IMF) 
International Financial Statistics (IFS), the empirical results of 
their research generate two propositions. The first empirical 
results show a positive and significant relationship between 
inflation and economic growth in four South Asian countries. 
Their second interesting empirical result is the sensitivity of 
economic growth to changes in the inflation rate turns out to be 
lower than the sensitivity of inflation to changes in the rate of 
economic growth. This empirical result has an important policy 
implication that although a low level of inflation can increase 
economic growth, a high increase in economic growth will have 
a detrimental impact with increased inflation through 
overheating economy. 
 
3. Research Methods 
This research was conducted using the quadrant approach and 
panel data approach consisting of 33 provinces and 7 years from 
2011-2017, so there were 231 observations. The quadrant 
approach is an approach to analyze economic growth and 
financing of high and low positions in each province in 
Indonesia. After the quadrant approach is done then followed by 
panel regression approach. The description of the variables and 
operational definitions of the study are listed in the following 
Table 2. 

Table 2. Description of Variables 
 

 
 

This study is a panel data research model in testing 
the effect of financing and other factors on economic growth in 
Indonesia in the period 2011-2017. Applying panel data 
provides statistical and economic theory benefits such as 
informative data, increasing degrees of freedom, more efficient, 
and reducing colinearity between variables. It also enables us to 
analyze several crucial economic problems that cannot be 
answered by time series or cross-section data analysis. It can 
also calculate the level of heterogeneity of which is 
characteristic of intertemporal individuals. As well as high 
flexibility in modeling behavioral differences between 
individuals compared to cross-section data (Baltagi, 1995). 
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In estimating through panel model approach, there 
are at least 3 types of models namely: pooled least square, fixed-
effect model, and random effect model. Chow and Hausman's 
test is used to choose the best model in the panel model. The 
Chow test was carried out in selecting a pooled least square 
model with a fixed-effect model. If the Chi-square value is 
significant then the best model chosen is the fixed-effect model 
and then followed by the Hausman test, on the contrary, if the 
best model is the common effect model then no other tests need 
to be performed. The Hausman test was undertaken in choosing 
a fixed-effect model with a random effect model. If the value of 
the Chi-square cross-section is not significant then the best 
model is the random effect model, otherwise, the best is the 
fixed effect model. Thus the empirical model of this research is: 
Ecoit =β0+ β1 LnPIit + β2 LnPINit+ β3 Inflasihkit+ eit 
 
4. Results and Discussion 
4.1. Data description 
This section explains economic growth in 33 provinces in 
Indonesia. Economic growth is determined based on quadrants 
(Table 3). 
 

Table 3. Data Description 

 
 Twenty-one other provinces are changed, where 9 of 
them better off and 8 others worse off, and 4 other provinces 
changed between variables. The relationship between financing 
and growth is seen by region, in general, none of the regions 
have entered quadrant I in 2010. For Sulawesi and Bali regions, 
Nusa Maluku and Papua lied in quadrant II, while Kalimantan, 
Java, and Sumatra in Quadrant III. There are no regions in 
Quadrant IV. Furthermore, 12 provinces are in BUS financing 
conditions for investment and economic growth remains 
unchanged. 

4.2. Relationship between Financing and Economic Growth 
a Quadrant Approach 

 

Figure 1. Quadrant relationship between Financing with 
Economic Growth, Provinces in Indonesia, 2010 and 2017 

 

Only the Java island shows high economic growth followed by 
high financing in 2017. This region is developing and located in 
quadrant I moving from quadrant III in 2010. In terms of 
economic growth and financing, the Sulawesi region stands 
steady in quadrant II. Meanwhile, Bali, Nusa Maluku, and Papua 
are worse of falling to the fourth level. Furthermore, the areas 
that experienced illumination were the Kalimantan and 
Sumatra regions from the quadrant III to the quadrant IV. 

After analyzing the data description, the next step is choosing 
the research model. Based on this test, the recommended model 
is the fixed effect model. This model states that if fixed effects is 
significant (redundant fixed effects tests) and random effects 
(correlated random effects - Hausman test) are also significant, 
then the recommended model is the fixed effect model. It can be 
seen from the results of the chow and Hausman test that both 
have significant values at the level of 1 percent. 

 

 

Table 4. Financing and CPI regression results on economic 
growth 

 
 
Based on of the table above, the equation model is 
Eco= -0,3926 + 0,57410PI-0,2370PNI-0,0204INFLASIHK 
 

BUS investment financing significantly affects 
economic growth. If the BUS can distribute investment financing 
by 1 percent, it will accelerate economic growth by around 0.57 
percent (ceteris paribus). Conversely, if the BUS launches the 
same amount of non-investment financing, this will reduce 
economic growth by 0.23 percent. If the BUS delivers both 
financings for investment and non-investment at the same 
amount, then the effect on economic growth is still positive even 
though it has been cut by almost half. Therefore, BUS financing 
should be enlarged for investment financing. 

The analysis above is consistent research performed 
by Rihab Grassa, Kaouthar Gazdar in the International Journal 
of Social Economics, with the theme of financial development 
and economic growth in GCC countries: A comparative study 
between Islamic and conventional finance states that this study 
uses generalized least squares, OLS and panel data frameworks, 
in analyzing the influence of Islamic financial development and 
conventional financial development on the economic growth of 
five GCC countries (Bahrain, Kuwait, Qatar Saudi Arabia and 
UAE) in the period of 1996-2011. They prove that conventional 
finance development negatively and significantly affects the 
economic growth of the five GCC countries. Meanwhile, the 
Islamic banking sector development (as measured by the 
Islamic deposit to GDP ratio and financing to GDP ratio) affects 
the economic growth of the five GCC countries. 

What is found in this study is also similar to what 
happened in Islamic banking in several MENA countries in 
which has influential in increasing economic growth, although it 
is still hampered by the rules established by the institutions 
responsible for it? Similar findings in Pakistan reveal a 
significant long-term positive and dynamic two-way causal 
relationship between Islamic banking and real economic 
activity. The State Bank of Pakistan is advised to continue 
promoting Islamic banking as a banking system parallel to the 
conventional system as it has a substantial positive impact on 
real economic activity in Pakistan. More detailed research of the 
Islamic banking system on economic growth in Malaysia, 
Indonesia and Jordan. The types of Islamic finance such as 
muḍārabah, mushārakah, murābaḥa, ‘istiṣnā,‘ ijārah as expected 
turned out to have an impact on the intermediation of Islamic 
finance and economic growth. While private sector credit and 
liquid liabilities do not affect Islamic financial intermediation. In 
developing countries, empirical investigations reveal that the 
development of Islamic banking (non-usury banks) supports 
economic growth. In addition, cooperation between the two 
modes of financing increases economic growth. This new 
funding integration has never ignored the role of conventional 
financing methods. 

Another research conducted in Turkey shows that 
Islamic banking financing does not have a significant influence 
on the development of the economy and industry. The main 
reason for this result is the small percentage of sharia banking 
in the overall banking system. They suggested increasing sharia 
banking to have a bigger contribution to the country's economy. 
This is similar to the findings of this study in which financing for 
non-investment from Islamic banking reduces economic 
growth. 

Changes in the price level of which tends to increase, 
or even worst uncontrollable price,  can reduce the acceleration 
of economic growth. This is indicated by the Consumer Price 
Index (CPI) variable of which illustrates inflation, where each 
increase of 10 CPI points will reduce economic growth by 0.02 
percent. The tendency of high economic growth followed by an 
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increase in the price level has not been found in this study. On 
the contrary, inflation will hamper the economy. Price increases 
can reduce aggregate public consumption so companies are 
forced to cut down production. This result is also consistent 
with research conducted by Aydın et al. whom examine the role 
of inflation on economic growth in Azerbaijan, Kazakhstan, 
Kyrgyzstan, Uzbekistan and Turkmenistan in the period 1992 to 
2013 using the dynamic panel threshold model. They found a 
non-linear relationship between inflation and economic growth 
in Azerbaijan, Kazakhstan, Kyrgyzstan, Uzbekistan, and 
Turkmenistan in the long run. Furthermore, if the inflation rate 
is higher than a certain critical value level, 7.97%, inflation has 
a negative impact on economic growth. The moderate inflation 
rate below the threshold, on the contrary, has a positive impact 
on economic growth. This finding does not indicate a causal 
relationship between inflation and economic growth. This 
finding only shows the relationship between the two variables. 
This research is also following research conducted by Robert J. 
Borro in the Inflation and Economic growth research in the 
journal Annals of Economics and Finance in which states that 
inflation has an impact on economic growth conducted in 100 
countries from 1960 to 1990. Furthermore, Folsom's research 
A. Akinsolo and Nicholas M. Odhiambo in the Comparative 
Economic Research journal with the research theme Inflation 
and Economic Growth: A review of the international literature 
in which states that inflation harms economic growth in 
developing countries. 

Another similar study but using the latest time-series 
techniques, ARDL and NARDL, seeks to find a long-term and 
causal relationship between inflation and economic growth in 
South Korea. Based on the results, it was found that inflation is 
exogenous meanwhile GDP is endogenous. The relationship 
between inflation and GDP is also found to be asymmetrical in 
the long run. The policy implication of this research is that the 
Korean central bank must not adopt inflation targeting policy 
while trying to increase GDP because it contradicts 
macroeconomic goals. Instead, inflation targeting policies must 
be implemented primarily to focus on maintaining price 
stability. 

Mario Švigir and Josipa Miloš examine the 
relationship between economic growth and very complex price 
growth. The empirical study has shown the relationship 
between economic growth and inflation may be positive, 
negative and neutral. At present, there is no doubt that high 
inflation has a negative effect on economic growth. This paper 
investigates the relationship between economic growth and 
inflation in Italy and Austria, countries characterized by long-
term low inflation. Statistical and econometric comparison 
analysis conducted for Italy and Austria for the period between 
1980 - 2016 shows that low inflation is an important but 
inadequate factor for economic growth. 

Other researchers endeavor not only to determine 
the impact of inflation on economic growth but also to assess the 
efficiency of inflation control policies, for example, inflation 
targeting policies. The nature of the relationship between 
inflation and economic growth and explains why this 
relationship cannot be sustained without considering the third 
parameter, namely the money supply. 

In the long run, the interest rate and total public 
expenditure have a significant impact on economic growth in 
Nigeria, while inflation and unemployment have an inverse 
effect on growth in Nigeria. A possible justification for the 
inverse effect of inflation is that inflation may not be generated 
by aggregate demand pressure but because of a shortcoming 
supply chain of goods from both domestic and foreign supply 
outlets. The empirical reduction also signifies significant 
feedback from long-term to short-term disequilibrium. The 
results of this study also confirm the existence of a causal 
relationship between inflation, unemployment and economic 
growth in Nigeria. 

The Schumpeterian Economy research is also in 
discussion among inflation, unemployment, and economic 
growth. The applied model predicts a positive relationship 
between inflation and unemployment, a negative relationship 
between inflation and R&D, and a negative relationship between 
inflation and economic growth. This theoretical prediction is 

consistent with the latest empirical evidence. Therefore, when 
inflation is a fundamental variable affecting the economy, 
unemployment and economic growth show a negative 
relationship. 
 
4.3. Indonesia's Economic Growth: an Estimation Model 

The average economic growth of all 33 provinces in 
Indonesia is relatively higher than the results of estimated 
economic growth modeling. The tendency, however, decreased 
during the study period. it is estimated that the average 
economic growth will be 2.81 percent In 2018 including the 
trend of the related independent variables. Even in the next 5 
years (2022), it will continue to slow down by 0.28 percent, if 
the recent condition is not improved. 
 

 
Figure 2. Trend of Economic Growth and Estimation in all 

Indonesia Provinces in 2010/2022 

 
In the meantime, there are other better alternatives 

if there were an improvement in determining factor 
performance. The economy can extend by 3.74 percent if the 
supporting variables in the study are equivalent to the average 
in that period. It can even reach 6.72 percent if each of the 
determining factor achieves optimal value. 
For more moderate conditions, if the BUS's role in financing for 
investments is equal to those for non-investment purposes, 
economic growth can reach 4.27 percent. This condition is 
subject to other factors such as trends during the study period, 
but inflation must be controlled with a maximum CPI value of 
220. 

The relationship between BUS financing for 
investment and economic growth is strengthened by the results 
of the economic growth model’s simulation estimation 
influenced by BUS investment financing. By employing the value 
of the next 5 years (2022), in general, economic growth in all 
regions will be curtailed even more, even some provinces will  
experience a severe contraction. Interventions are needed, in 
consequence, to ensure better economic growth, one of which is 
through financing for investments made by BUS. Some 
provinces even require extra treatment besides the investment, 
for example in controlling prices. 

If we use the independent variable trend value of the 
next 5 years, economic growth in almost all regions experiences 
a slowdown or worse contraction. However, if treatment is 
carried out, in this case, channeling a larger portion of BUS 
financing for both investment and non-investment, the 
economic growth will be more optimal. The Province of Aceh, 
for instance, without any treatment (just following the trend), 
the economic growth of this region is minus 6.91 percent. 
However, if we intervene by changing the proportion of BUS 
financing for investment and non-investment, then Aceh's 
economic growth will amount to 3.03 percent. 

Another example, Jambi Province, if without any 
intervention, the economic growth of 2022 is about 2.43 
percent. However, if the intervention of the same proportion of 
investment and non-investment is added together with an 
intervention in the variable consumer price index, the region's 
economic growth strengthens to 4.35 percent. If the 
government, for example, succeeded in controlling prices, so 
that the CPI could be reduced by 190 by 2022, then economic 
growth in Jambi could reach 4.35 percent. 
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Another thing worth noted down in the study is 
economic growth estimation in 2022 with the independent 
variable of 2010-2017 estimation trend investment and non-
investment variables with the intervention, with the treatment 
of other variables in certain provinces. Thus, BUS financing is 
very valuable in current and future economic growth, especially 
the proportion of investment. There are also other variables, 
however, of which also play a big role as well for instance CPI. 

 
Table 5. Proportion of BUS Investment Financing and Other 

Factors and Optimal Economic Growth 

 
Sources: BPS and OJK, 2010 - 2017 (data processed) 

5. Conclusion 
There is a difference in the role of financing among 

provinces proven by the results of the simulation estimation 
model, most provinces must be at least half of the total funding 
allocated for investment financing to encourage economic 
growth. Whereas some other provinces have to distribute more. 
All independent variables in this study including investment 
and non-investment financing and the Consumer Price Index 
influence economic growth in Indonesia. The results of the 
study prove that price changes have a major impact on 
economic growth. The uncontrolled price level will have a major 
impact on the development of the economy. The financing 
provided by Islamic banks is very beneficial in supporting 
economic growth, especially if the proportion of investment 
financing is greater than non-investment. The results of the 
study showed that most of Indonesia's provinces were still in 
quadrants II, III and IV. This shows that the allocation of 
investment financing in each province is still relatively low. 
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