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ABSTRACT

Islamic banks can play a role in improving the welfare of the e
community. Through the intermediary function, Islamic banks raise I_slami_c bank
funds deposits and channel the financing for productive purposes. f1nanc1ng _
The purpose of this study is to examine the role of Islamic bank Productivity
Employment

financing to increase economic productivity and job creation. This
study used simultaneous panel estimation technique with Two
Stage Least Square (TSLS) method, using secondary data from
2005-2016. The results of this study revealed that the financing of
Islamic banks play a role in increasing economic activity and
employment, the role of Islamic banks finance is larger than the role
of conventional bank credit, although the contribution is not too
large. The regression result per sector of economy indicated that
financing of Islamic bank gives positive role to increase economic
activities in each sector. On the other hand, the role of financing for
job creation by economic sector showed different results. Most
Islamic banking financing in the economic sector (7 sectors)
provided a positive role for job creation. However, the financing in
the agricultural and mining sectors played a negative role in job
creation.

Economic structure

INTRODUCTION

In 2016 the Indonesian economy was marked by the low contribution of the
agricultural sector to GDP formation (13.30%) but contributed significantly to
employment (31.74%). In contrast, the industrial sector contributed substantially to
the formation of GDP (22.18%) but low in its ability to create employment (13.24%).
The contribution of the economic sector to GDP and employment is less supportive to
the process of changing the structure of the economy in Indonesia. Whereas, according
to Lankauskiené and Tvaronaviciené (2013), changes in structure through increased
productivity performance of the economic sector is a key factor in the success of
sustainable development.

Loan or financing provided by Islamic bank has the potential contribution to the
changes in economic structure. Islamic bank financing has experienced rapid growth,
exceeding the loan of conventional bank. In 2016, the growth of Islamic bank financing
and conventional bank loans were 16.44% and 7.85% respectively. Therefore, Islamic
banks should have a major impact on the national economy because of its contribution
to employment, GDP and its flexibility and resilience in crisis (Kara, 2013a). Moreover,
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low inflation and accelerated economic growth are due to the role of Islamic bank
under Indonesia's dual banking system (Ascarya, 2014).

The development of Islamic bank financing is expected to improve the economic
structure. Financing in the agricultural sector is still being a main reason for increasing
jobs. Financing of Islamic banks in the agricultural and industrial sectors continued to
increase by the average growth of 19.27% and 26.04% per year (Figure 1). Despite the
increase, the share of Islamic bank financing allocation for agriculture and industry
sectors was still very small. Islamic bank financing portfolio for agriculture and
industry sectors averaged 3.02% and 4.12% per year, much lower than the portion of
Islamic bank financing in the service sector which reached 29.76% per year.
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Figure 1. Islamic Banks financing for economic sectors in Indonesia 2005-2016
(in billion Rupiah)

Islamic bank financing is important for increasing productivity and employment
sectors. According to (Gemmell, Llyod, & Mathew, 2013), bank financing and increased
productivity in the industrial sector will be followed by the increased capacity of the
agricultural sector. The growth of the agricultural sector is the best way to increase
rural employment (Suryadarma, et al, 2007). Bank financing in the economic sector
should be run appropriately. Scholars (Paci, Sasin, & Verbeek, 2004) reveal that
productivity growth reduces unemployment although over-productivity growth can
reduce non-formal employment and increase unemployment. It needs appropriate
strategies to channel the financing to the economic sectors so the contribution will be
in line with the economic growth and job creation.

The low allocation of financing to the agricultural and industrial sectors as well as
the continued dualism of the Indonesian economy has caused the role of Islamic bank
in encouraging the development process is less optimal. Based on this problem, the
objectives of this research are: 1) to identify the financing of Islamic bank, the
development of output and national employment in the economic sectors and 2) to
examine the model of relationship between financing with output growth and
employment in the economic sectors.

REVIEW OF LITERATURE

Islamic banks are part of the banking system in Indonesia. The high growth of Islamic
bank financing shows the huge potential of the banking industry to improve the
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economic condition. Credit and financing can boost economic growth (Ascarya, 2010).

The occurrence of the monopoly competition market structure trends in the dual
banking system (Mohamed, Ismail, & Junaina, 2016) strengthens the influence of
banking on inflation in the economy.

On a wider scale, credit and financing growth are expected to improve public
welfare indicators through job creation, improve income distribution and decline
numbers of poor people. According to Igbal (2008),the implementation of Islamic bank
should be able to achieve economic growth in full employment conditions. In addition,
according to Abiad and Gopvanni (2011) , it is almost impossible to improve the
economy without credit growth. The decline in the role of credit in the aggregate and
sectorial economy is due to disruptions in the financial sector intermediation function.
The imperfections of the credit market affect decisions on the addition of labors and
corporate expenses (Mishkin, 2008). Credit and financing of Islamic banks add the
potential for the development of the economic sector through the increase of venture
capital. Problems arise when credit and financing are only channeled to the capital-
intensive business sector without regard to their impact on employment. The increase
in capital affects the rising unemployment rate. According to Yusuf, Komarulzaman,
Purnagunawan, and Resosudarmo (2013), the intensification of capital use and the
acceleration of real wage growth can be a major cause of unemployment growth in
Indonesia's manufacturing sector.

Credit and financing in the economic sector have different portions and sensitivities
in responding to monetary policy. Alam and Waheed (2006) reveal that monetary
policy has different sectorial effects. The industrial sector, wholesale and retail trade,
finance and insurance sectors are more responsive to interest rate shocks. In contrast,
agriculture, mining and quarrying, construction and home ownership are insensitive
to changes in interest rates. Saibu and Nwosa (2011) show the results of different
studies, which the industrial sector is not sensitive and the agricultural sector is more
responsive to changes in interest rate policy. Setiawan (2013) points out that banking
credit in all sectors of the economy, excluding mining and quarrying, has a positive
effect on job creation. On the other hand, overall economic growth has had an
unfavorable impact on job creation. Economic growth that occurs in all sectors of the
economy will actually reduce the creation of employment. A review by Sukmana
(2011) shows that Islamic banks play an important role in the process of monetary
transmission in the Indonesian economy. There is a negative relationship between
SBIS and Industrial Production Index (LIPI). Islamic monetary policy supports a
tangible effect on economic activity.

Cambazoglu and Karaal (2012) show that through credit, changes in money supply
impact employment creation and output. Ozcelebi (2011) emphasize the importance
of coordinating monetary and fiscal authorities to maintain price stability, encouraging
banks to address unemployment issues. Camargo and Cortez (2011) and Cortez
(2011) show that the impact of monetary policy on unemployment has low levels of
elasticity. This condition is caused by high regulation but low enforcement of rules and
large presence of informal sector in labor market. The study by Szirmai (2012) reveals
that the development of the modern sector (industry) becomes the motor of
development in various countries. Increased GNP will continue on a continuous basis
until a new equilibrium is reached. An increase in GNP is economic sourced in the
modern sector whose role is increasing, while the role of the traditional sector is
declining.

Studies by Furceri (2012) reveals that high unemployment, especially among youth,
is due to the relatively low elasticity between job-output and the rigid labor market.
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Improvement in labor market conditions will be the key in reducing unemployment in
the short and medium term. Labor spreads across different sectors of the economy
with different amounts and growth rates. Banking can play an active role in creating
jobs and reducing this unemployment rate.

Referring to the research problem and the theoretical study conducted, the
research was conducted based on the following framework of thought (Figure 2).
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Figure 2. Research thinking framework

This research studies the role of Islamic banking in contributing to changes in
economic structure. Islamic banking is predicted to play a potential role in economic
growth and job creation. Islamic banking financing is expected to give a role in
increasing output and employment in each sector of the economy.

RESEARCH METHOD

The object of this study were three important components, namely 1) the activities of
Islamic banks, 2) the productivity of economic activities, and 3) labor market. The
activities of Islamic banks were reviewed through financing for each sector of the
economy (9 sectors), with the orientation of the use of financing for consumptive and
productive purposes (working capital and investment), in accordance with the
financing contract that is executed. The data used in this study was secondary data,
consisting of the time series of the quarterly periods of 2005-2016 and cross section
for nine (9) economic sectors receiving the allocation of financing from Islamic bank
in Indonesia.

The research data included economic sector contribution data to GDP, labor, credit
amount and financing in each economic sector, consumer price index, Islamic
monetary policy instrument, and wage rate. The data were obtained through library
research and computerization method (computerized search). The overall data were
obtained from the publications and web sites of Bank Indonesia, the Financial Services
Authority (OJK), the Central Bureau of Statistics (BPS), the Ministry of Agriculture, the
Ministry of Industry and other departments concerned.

The method of analysis used in this research was descriptive qualitative analysis
method and quantitative analysis method. This model of analysis is relevant for social
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studies that try to see, measure and test the relationships among variables. This model
of analysis is also suitable for studies directed to test the hypothesis. The model of
analysis in this study used simultaneous panel estimation technique using Two Stage
Least Square method, TSLS (Gujarati, 2009).

The research model of the influence of Islamic bank financing on the establishment
of national output and employment is presented through the following structural
equations;

Grwy = ag + a1 Fing + a,Crd; + azEmp; + & (D
Empy = Bo + B1Fing + B2Crde + B3Grwy + &, (2)
Where:

Grw = Economic sector contribution to GDP formation

Emp = Number oflabor in each economic sector

Fin = Islamic bank financing by economic sector

Crd = Conventional banking credit by economic sector

Based on the above two structural equations, it appears that the variables have
interdependence with each other. The research variables are categorized as
endogenous and exogenous (predetermined variable). This condition shows that this
research model is qualified to be applied to simultaneous equations. The proposed
hypothesis design to be tested against the main variables in this study were: (1) Islamic
bank financing positively affects the growth of national output, and (2) Islamic banks
financing positively effects the job creation in the economic sectors.

RESULTS AND DISCUSSION
Financing, GDP, and employment

In the period of 2005-2016, Islamic bank financing grew an average of 28.8% per year.
There was a difference in the allocation of Islamic bank financing among economic
sectors. The business services sector experienced the most progressive growth and
received the largest average allocation of 41.90% per annum. On the other hand, the
electricity, gas and water sectors received the lowest average allocation of 2.7% per
year. The high growth of Islamic bank financing shows the huge potential of the
banking industry to improve the economic condition. According to Ascarya, 2010,
financing can increase economic growth. Financing through the economic sectors can
improve the productivity of economic performance so as to support changes in
economic structure and sustainable development (Lankauskiené & Tvaronaviciené,
2013).

In the period of 2005-2016, conventional bank credit grew an average of 19.3% per
year. The highest growth of 24.57% occurred in 2012 and the lowest growth of 6.67%
occurred in 2009. There were differences in growth patterns and the amount of bank
credit in the economic sectors. In 2016 the electricity, gas and water sectors
experienced the largest growth rate (36.45%), and the lowest growth occurred in the
mining sector by -8.62,44%. In the period of 2005-2016, trade, restaurant and hotel
sector received the largest allocation of 29.13% per annum on average, with the
highest allocation occurred in 2015 of 30.36% and the lowest allocation in 2011 of
26.94%. The mining sector received the lowest average allocation of 4.12% per annum
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with the highest allocation occurring in 2011 of 5.56% and the lowest allocation
occurring in 2005 of 1.63%.

In the period of 2005-2016, Indonesia's GDP grew an average of 5.65 per year.
There were differences in growth patterns and economic sector contribution to GDP
formation. In the period of 2005-2016, the highest growth occurred in transportation
and communications sector which experienced an average growth rate of 11.76% per
year. The lowest growth occurred in the mining and quarrying sector which
experienced growth of only 1.49% per year. The economic sector that gave the highest
contribution to the formation of GDP was the manufacturing processing sector. This
sector contributed an average of 26.25% per year. Economic sector that contributed
the smallest to the formation of GDP was the sector of electricity, gas and water supply.
This sector contributed an average of 0.74% per year.

The condition of Islamic bank financing development, conventional bank credit,
Gross Domestic Product value and employment per sector of the economy in Indonesia
are presented in the Table 1.

Table 1. Summary of Condition of Research Object

Growth at Sector Share Sector

No. Variable

Highest Lowest Highest Lowest
Transportation Financial
1 Financin Electricity, Gas Ware}rl)ousin &’ Institution, Electricity,
' 8 & Water . g Real Estate, Gas & Water
Communication
etc.
Trade, Electricit
2. Credit Social Services  Industry Restaurant & Y,
Gas & Water
Hotel
Transportation . -
. " Mining and Electricity,
3. GDP Warehou§1ng& Excavation Industry Gas & Water
Communication
Financial Electricit
4. Employment Institution, Real Agriculture Agriculture Y,
Gas & Water
Estate, etc.

In the period of 2005-2016, employment in Indonesia grew an average of 1.98 per
year. There was a difference in growth patterns and the amount of labor in the
economic sector. In the period 2005-2016, the highest employment growth occurred
in the financial services sector which experienced an average growth of 10.68% per
year. The lowest growth occurred in agriculture sector which experienced a growth of
minus 5.8% per year. Despite the negative growth, the agriculture, plantation, forestry,
hunting and fisheries sectors still provided the highest contribution to job creation.
These sectors contributed an average of 37.56% per year. Economic sectors that
provided the smallest contribution to job creation were electricity, gas and water
supply. This sector contributes an average of 0.23% per year.

Ahmad (2008) reveals that economic growth in developing countries including
Indonesia cannot be separated from the role of bank credit. For countries of which the
capital market has not been so developed, bank credit effectively affects the economy.
The crisis in Indonesia according to Mendoza and Terrones (2008) is also related to
the increase in credit, which is preceded by large capital inflows but not accompanied
by reform of the financial system.
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The role of Islamic bank financing on the growth of national output and employment

In an economy that implements a dual banking system, credit and financing of Islamic
banks play a role in economic growth. The studies by Rusyidiana (2009) and (Ascarya,
2010) reveal that productive financing positively affects real sector output which
enables balanced growth between the monetary sector and the real sector. Through
the role of intermediation, banks can play an active role in economic development.
Financing activities of Islamic and conventional bank loans can support to increase
economic activities and employment. The change in national output and employment
created is strongly influenced by the role of banks in optimizing the role of
intermediation, especially the allocation of funds to the productive sector of the
economy.

The relationship between Islamic bank financing and national output development
is presented in the National Output Development Model. The results of data processing
and statistical tests are presented as follows:

Model of National Output Development

Grw;, = 178821.8 + 0.628Fin; + 0.367Crd; + 1.613Emp;;
(21.824) (7.368) (16.633) (2.367)
R-squared 0.976770  Mean dependent var 269524.0
F-statistic 366.9645 Durbin-Watson stat 0.192376

The National Output Development Model reveals that GDP in the economic sector is
significantly affected by financing and credit. Any increase in Islamic bank financing
will contribute to the increase of GDP in Indonesia. The role of Islamic bank financing
in encouraging economic growth is still relatively small. This condition is in accordance
with the study of Kasim (2016) which reveal that credit and financing play a role in
improving economic growth. The same condition occurs in conventional bank credit.
Any conventional bank credit increase will contribute to the increase in GDP. The role
of Islamic bank financing is greater than bank credit to the development of national
output. A study by Hasan and Dridi (2010) reveals that Islamic bank financing gives
better contribution to financial and economic stability than the conventional banks.

Available employment opportunities and the workforce involved also provide a
positive and significant role in the development of national output. Any increase in
manpower that can be involved contributes greatly to the increase in economic
activity. The results of fund processing and statistical tests show that any increase in
employment created will contribute to the increase in GDP. Its role is quite large, so
efforts to create jobs by the government and various parties will contribute to the
increase of economic activities.

Model of employment creation
The relationship between Islamic banks financing and employment development is

presented in the Employment Creation Model. The results of data processing and
statistical tests are presented as follows:
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Emp;; = 9963.475 + 0.012Fin;, + 0.006Crd;, + 0.003Grw;,

(32.735) (2.566) (5.539) (2.518)
R-squared 0.990748 Mean dependent var 11902.95
F-statistic 934.5544  Durbin-Watson stat 0.248104

The role of banks in financing activities (Islamic banks) and credits (conventional
banks) is expected to contribute in tandem to the creation of employment. Igbal (2008)
reveals that the implementation of Islamic bank activities should be able to achieve
economic growth in full employment conditions. The results of data processing and
statistical tests show that employment in the economic sector is significantly
influenced by the financing of Islamic banks, conventional bank credit and accelerated
economic growth that occurred. The results of this study are relevant to the study by
(Kara, 2013), which reveals the magnitude of the potential of Islamic bank on
employment and increased Gross Domestic Product (GDP).

Islamic bank financing provides a positive role for job creation. Any increase in
Islamic bank financing will contribute to the increase of personnel. The same condition
is shown by the role of credit to job creation. Any conventional bank credit increase
will contribute to the absorbed workforce. Job creation is also influenced by the
economic activity that occurs. Acceleration of economic growth gives a positive and
significant role in the increase of employment although its role is not too big. Any
increase in GDP will contribute to additional labor. Ideally, Islamic banks can
encourage financial intermediation on the basis of profit-loss sharing so as to assist the
management of Islamic economics in minimizing unproductive elements and
encouraging the real sector and job creation (Chapra, 2007).

The role of Islamic bank financing

Overall financing of Islamic banks contributes positively and significantly to economic
growth and job creation. When assessed by economic sectors that get Islamic bank
financing, the role of financing to economic growth and job creation in each sector
shows different results. Studies from Nature and Waheed (2006) and (Saibu & Nwosa,
2011) and Nwosa I (2011) reveal that each sector of the economy has a different
sensitivity in responding to the policy of the monetary authorities. The manufacturing
sector is insensitive while the agricultural sector is responsive to changes in monetary
policy interest rates.

The role of Islamic bank financing on the establishment of GDP and employment by
economic sectors is presented in Table 2. Based on the results of data and statistical
tests, Islamic bank financing provides a positive and significant role to economic
growth in each sector of the economy. The results of this study are in accordance with
the study of Hakim and MA (2016) which reveals that financing can increase economic
growth. Financing of Islamic banks in the mining and quarrying sectors provides the
greatest role in increasing GDP in Indonesia. Any increase in financing in this sector
leads to an increase in GDP. This condition shows that the potential effect of multiplier
process of financing mining sector and excavation on economic development in
Indonesia is bigger than the other sectors. Islamic bank financing in social and
individual services sector provides the second largest role for economic growth. The
role of Islamic banking financing in the industrial sector gives the smallest contribution
to the development of sectorial GDP value in Indonesia.
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Based on the results of data and statistical tests, overall Islamic bank financing
contributes positively and significantly to job creation. Based on the economic sector
that obtains financing, the role of Islamic banks in job creation in each sector shows
different results. There are seven sectors of the economy that respond positively and
two economic sectors that respond negatively to every Islamic bank financing on job
creation. The allocation of financing in these two sectors has the potential to create
unemployment.

Furceri (2012) reveals that high unemployment, especially among youth, is due to
the relatively low elasticity between job-output and the rigid labor market. The
improvement of the labor market will be the key in reducing unemployment in the
short and medium term. Labor spreads across different sectors of the economy with
different numbers and growth rates. Ozcelebi (2011) reveals that the increase in bank
credit affects real economic growth and an increase in interest rates leads to a decrease
in the labor force participation rate.

Table 2. Relationship of Islamic Bank Financing
with Economic Growth and Job Creation

Economic Growth Model Employment Model

No. Sector - . .
Constants coefficient t-stat R2 Constants coefficient t-stat R2

Agriculture,
Plantation,
Forestry, Hunting
and Fisheries
Trade,
Restaurants and
2. . 175,315 3.32 2.78 0.44 1,091 0.07 2.59 0.40
Accommodation
Services
Social, Social, and
3. Individual 547,736 14.03 7.09 0.83 12,918 0.16 3.43 0.54
Services
4. Industry 14,297 1.38 7.61 0.85 199 0.02 8.38 0.88
5. Construction 105,169 8.45 12.74 0.94 4,510 0.27 9.64 0.90
Transportation,
6. Warehousingand 331,896 7.45 7.18 0.84 19,913 0.21 6.73 0.82
Communication
Mining and
excavation
Financial
Institution, Real
8. Estate, Rental 171,815 2.04 14.17 0.95 1,260 0.03 9.04 0.89
Business, and
Company Service
Electricity, Gas
9. and Drinking 171,035 9.80 8.12 0.87 11,698 0.65 6.56 0.81
Water

276,763 10.95 6.06 0.79 41,176 -0.38 -5.31 0.74

49,861 51.16 11.18 0.93 6,038 -0.15 -2.13 031

The results of this study indicate that financing of Islamic banks in the sector of
electricity, gas, and drinking water provides the greatest role to increase employment
in Indonesia. Each 1 billion Rupiah increase in financing in this sector results in an
increase in employment of 645 people. This condition shows that the effect of
multiplier process of financing of electricity, gas and drinking water sector towards job
creation in Indonesia is bigger than the other sectors. Financing in the construction
sector gives the second largest role to job creation. Each 1 billion Rupiah increase in
financing in this sector results in an increase in employment of some 267 people
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According to scholars (Suryadarma, Suryahadi, & Sumarto, 2007), the growth of
the agricultural sector is the best way to increase employment in rural areas. The
results of this study reveal that the financing of Islamic banks in the sector of mining
and agriculture gives a negative role to the creation of employment. Any increase in
Islamic bank financing in these two sectors has resulted in a decrease in employment,
contributing to an increase in the unemployment rate. This condition arises when
credit and financing are only channeled to a capital-intensive business sector without
regarding to its impact on employment. The increase in capital affects the rising
unemployment rate (Yusuf et al.,, 2013). Financing of Islamic banks in the agricultural
sector and the mining sector has not been expected to play a role in the development
of the economic sector, especially in the creation of employment

CONCLUSION

The description of the financing conditions of Islamic banks, GDP and employment are
as follows: 1) Islamic banking financing in Indonesia has grown rapidly beyond the
level of conventional bank credit growth, thus potentially contributing more to
economic progress. Financing of Islamic banks is distributed in different sectors of the
economy. Sectors of financial institutions, real estate, business leasing and services
companies on the average obtain the largest bank financing allocation. The mining and
quarrying sector obtains the smallest bank financing allocation. 2) The development of
national output in Indonesia is relatively stable and high with the average growth rate
of Gross Domestic Product (GDP) of 5.65% per year. Economic sectors experiencing the
highest growth rates are transport and communications sector while mining and
quarrying sector experience the average of the smallest economic growth rate. The
economic sector that gives the largest contribution to the increase of GDP is the
manufacturing processing sector. Economic sectors for electricity, gas and water
supply contribute the smallest to the increase of GDP. 3) Employment in Indonesia is
experiencing relatively slow growth, with an average growth rate of 1.98% per year.
Employment in the financial services sector experiences the highest average growth
and the agricultural sector grew at the slowest pace. The agriculture sector still
contributes the most and the sector of electricity, gas and water contributes the
smallest in job creation.

Overall, Islamic bank financing provides a positive role for output and employment
growth, albeit with a not-so-substantial role. 1) Financing of Islamic banks provides a
positive role for economic growth in all sectors of the economy. Financing in the mining
sector provides the greatest role and financing in the industrial sector gives the
smallest role to the development of output of each sector. 2) Financing in the economic
sector provides a different role to job creation. Financing in the seven sectors of the
economy provides a positive role for employment creation. Financing in the
agricultural sector and the mining sector provides a negative role for job creation.
Financing of Islamic banks in these two sectors has not been able to provide an optimal
role for the development of the economic sector, especially the role in job creation.

Economic development requires substantial funds. Islamic banking is one of the
institutions that is expected to contribute amid the problem of limited development
funds. Through financing, Islamic banks can encourage output growth and field job
creation in the economic sectors. To encourage the role of financing so as to give the
optimal role to the process of change of economic structure, then here are some
suggestions: 1) Islamic Banks need to encourage and increase the amount of financing
in the economic sector proven to have a major impact on the increase of national
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output and employment. 2) It is necessary to increase the third party funding source
to increase the financing potential of Islamic banks, especially in the economic sector
which has a big influence on the growth of output and employment but still receives
the allocation of financing with a very limited portion. 3) It needs efforts to improve
the performance of Islamic banks to improve competitiveness and public confidence.
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