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Sri Budi Cantika Yuli (Indonesia), Mochamad Rofik (Indonesia)

IMPLICATIONS OF SHARIA-
COMPLIANT FINANCING
TRADE-OFFES

ON UNEMPLOYMENT
AND GROWTH

Abstract

As a Muslim-majority country, Indonesia possesses significant potential to harness Islamic

banking as a key driver of its economy. This study aims to examine the effects of Sharia-
compliant financing provided by Islamic banks in Indonesia on the unemployment rate and

economic growth. The analysis utilizes data on Sharia-compliant financing for non-bank
third parties, open unemployment rate, and gross regional domestic product at constant

prices as proxies for economic growth. Annual panel data from 33 provinces in Indonesia

covering 2010 to 2021 are employed. The analysis employs a fixed-effect regression model

using the generalized least squares (GLS) estimator. The findings of this study indicate that

Sharia-compliant financing has a positive impact on reducing the unemployment rate

and fostering economic growth. However, it is observed that the effectiveness of Sharia-
compliant financing in reducing unemployment diminishes as the share of such financing

increases. Conversely, a higher market share of Sharia-compliant financing is associated

with a more significant role in promoting economic growth. These findings highlight a

trade-off between the impact of Sharia-compliant financing on growth and unemployment,
suggesting that although growth driven by Sharia-compliant financing in Indonesia is pres-
ent, it may need more inclusivity and more optimal job creation.

Keywords Sharia-compliant financing, unemployment, growth,
trade-off
JEL Classification 010, J01, G21

INTRODUCTION

Islamic finance presents several advantages that can foster an inclusive
economy. By adopting the risk-sharing principle and steering specu-
lative investments, Islamic banking intermediation offers an alterna-
tive approach to pursuing economic growth while ensuring stability
(Abasimel, 2022; Rasheed et al., 2019). This approach promotes the de-
velopment of the real sector, fosters sustainable economic growth, and
contributes to job creation (Setiawan, 2019). Moreover, Islamic finance,
rooted in the principle of mutual benefit, exhibits greater inclusivity,
prioritizing societal welfare over mere profit. By providing financial ac-
cessibility and inclusion for individuals across all socioeconomic stra-
ta, Sharia-compliant financing offers opportunities to marginalized
economic groups, thus reducing economic disparities and facilitating
broader economic participation (Alam et al., 2022; Hashem, 2019).

Considering the basic principles of Islamic finance and Indonesia’s
status as a country with a majority Muslim population, Indonesia
has a significant opportunity to optimize the potential of Sharia-
compliant financing in driving economic growth and creating more
job opportunities.

http://dx.doi.org/10.21511/pmf.12(1).2023.09



1. LITERATURE REVIEW

The availability of financing is widely acknowl-
edged as a critical factor in fostering economic
development. When coupled with inclusiveness,
access to funding facilitates the establishment of
new businesses, encourages product innovation,
and supports business expansion. Berger and
Udell (1998) emphasized the significance of exter-
nal financing in promoting investment and busi-
ness growth. The study demonstrated that busi-
nesses with greater access to external financing
are more likely to achieve profitability and expe-
rience growth. Therefore, ensuring the availability
of financing and facilitating access to it constitute
fundamental pillars in driving business and eco-
nomic development.

Further studies have also demonstrated that ac-
cess to finance significantly influences company
performance. Specifically, this influence primar-
ily manifests in business continuity and the sub-
sequent enhancement of performance through
product innovation. Beck and Demirguc-Kunt
(2006) revealed a positive relationship between fi-
nancing and corporate growth. They established
that companies with better access to financing
exhibit a higher propensity for generating in-
novative products. Berger and Udell (1998) and
Beck and Demirguc-Kunt (2006) emphasize that
the availability of financing not only fuels busi-
ness expansion but also cultivates a culture of
innovation. Consequently, an enabling ecosys-
tem and improved access to financing drive busi-
ness growth and enhance the quality of growth
through innovation. Quality growth, character-
ized by sustainability and a long-term orientation,
is thus promoted.

Moreover, the impact of adequate access to fi-
nancing on business growth extends to overall
economic growth. Rajan and Zingales (1998) ex-
amined the relationship between financial de-
velopment and economic growth, revealing that
countries with well-developed financial systems
experience higher economic growth rates. Their
study further expounded that this heightened
growth is attributable to the efficient intermedi-
ation provided by the financial sector. Therefore,
in addition to access to finance, efficiency plays a
pivotal role in driving both business and aggre-
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gate growth. Efficiency creates a more cost-effec-
tive financing ecosystem by reducing information
asymmetry between businesses and financial in-
stitutions, such as banks.

Drawing upon the insights of Beck and Demirguc-
Kunt (2006), Berger and Udell (1998), and Rajan
and Zingales (1998), it is evident that the availa-
bility of financing and its inclusiveness are vital
for stimulating economic development. Access to
funding facilitates business expansion and fosters
innovation, thereby enhancing the overall quality
of growth. Furthermore, when coupled with effi-
ciency, access to finance has a multiplier effect on
aggregate economic growth. Thus, concerted ef-
forts to enhance access to financing and promote
efficiency in the financial sector can significantly
contribute to sustainable economic development.

Banking is the primary intermediary that con-
nects the business world with financial institu-
tions. Banking intermediation, involving the ac-
cumulation and distribution of capital, plays a
pivotal role in driving economies both in devel-
oped and developing countries. A comprehensive
study conducted across 14 Asia-Pacific countries
from 2003 to 2015 revealed that increased credit
allocation contributed to economic growth in de-
veloped countries. In contrast, capital accumula-
tion through bank intermediation positively in-
fluenced growth in developing countries (Fu et al.,
2018). This study implicitly suggests that develop-
ing economies face a primary challenge regarding
capital availability. Hence, when banks succeed in
increasing capital accumulation, they concurrent-
ly enhance their capacity to effectively channel fi-
nancing, ultimately fostering economic growth.

Considering the significant impact of bank fi-
nancing on the economy, it is undeniable that it
also influences the unemployment rate. The es-
tablishment of new businesses and the expansion
of existing ones create additional job opportuni-
ties, reducing unemployment. Suyunov (2022) re-
veals that bank financing can enhance economic
growth and reduce unemployment in Uzbekistan.
Furthermore, Zakaria et al. (2015), employing
panel data from South Asian countries from 1991
to 2005, found a positive impact of banking de-
regulation and bank financing on reducing un-
employment. Suyunov (2022) and Zakaria et al.
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(2015) provide evidence that banking intermedia-
tion through capital accumulation and the distri-
bution of financing positively affects job creation,
thereby reducing the unemployment rate.

Similar findings regarding the role of banking in-
termediaries in reducing unemployment have also
been observed in Indonesia. Sipahutar (2016) used
the vector autoregressive (VAR) model with data
from 1990 to 2014 and confirmed that credit allo-
cated by banks contributes to business expansion
in the real sector, leading to economic growth and
reduced unemployment rates through increased
labor demand. This study also emphasizes that
bank credit is a crucial explanatory factor in the
Indonesian economy. Banking plays a vital role in
Indonesia’s economy as banks remain the primary
source of financing, particularly considering the
characteristics of the Indonesian economy, which
small and medium-sized enterprises and the in-
formal sector predominantly support. As a result,
finding alternative financing sources outside the
banking sector can take time and effort.

While existing studies generally demonstrate a
positive impact of bank financing on unemploy-
ment, it is necessary to note that Sipahutar (2016),
Suyunov (2022), and Zakaria et al. (2015) primar-
ily focused on conventional banking. Limited ev-
idence exists regarding the relationship between
Sharia-compliant financing provided by Islamic
banking and unemployment. However, from a
theoretical perspective, Sharia-compliant financ-
ing possesses unique characteristics by prioritiz-
ing the real sector, avoiding speculation, and pro-
moting inclusivity through its principle of mutu-
al benefit (Hassan et al., 2021; Nawaz et al., 2019).
Therefore, based on the distinctive features of
Islamic finance, Sharia-compliant financing has
the potential to facilitate inclusive financing, ca-
ter to sectors that have been underserved by con-
ventional banking, and stimulate the emergence
of new businesses, consequently creating job
opportunities.

Sabiu and Abduh (2021) explored the relationship
between Sharia-compliant financing and unem-
ployment. Their survey-based research adopts a
quasi-experimental approach with a sample of 385
small and medium-sized enterprise (SMEs) ben-
eficiaries and non-beneficiaries of Islamic bank
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financing in Kano Metropolis, Nigeria. The study
reveals that SMEs receiving Sharia-compliant fi-
nancing significantly positively affect job crea-
tion. Similarly, Setiawan (2019) conducts a sec-
tor-based study demonstrating the positive im-
pact of Sharia-compliant financing on reducing
unemployment. While Sabiu and Abduh (2021)
and Setiawan (2019) offer practical insights, it is
worth noting that Sabiu and Abdus (2021) focused
solely on SMEs, and Setiawan (2019) examined
the impact of Sharia-compliant financing from a
sectoral perspective, which does not account for
generalization.

Moreover, both Sabiu and Abduh (2021) and
Setiawan (2019) do not fully consider the char-
acteristics of the Indonesian economy, which im-
plements a dual banking system comprising con-
ventional and Islamic banking. Additionally, data
indicate that although Indonesia has a predomi-
nantly Muslim population, the average ratio of
Sharia-compliant financing over the past decade
has only been around 5%, with the highest ratio
reaching approximately 50% and the lowest ratio
being less than 1% (see Table 1). Furthermore, the
share of Sharia-compliant financing varies signif-
icantly among different regions. Given the heter-
ogeneity of the market share for Sharia financing
in Indonesia, this study also includes the share of
Sharia-compliant financing as an additional ex-
planatory variable to explore whether regions with
a higher market share for Sharia financing have an
advantage over regions with a lower market share
for Sharia financing.

In addition to numerous studies and asser-
tions supporting the positive impact of Sharia-
compliant financing on reducing unemployment,
it is crucial to acknowledge its challenges, par-
ticularly in terms of efficiency. Islamic banks have
been found to exhibit relatively lower efficiency in
resource utilization compared to their convention-
al counterparts, resulting in higher costs associat-
ed with Sharia-compliant financing (Abdul-Majid
et al., 2010; Alqahtani et al., 2017). Consequently,
while Sharia financing has the potential to pro-
mote inclusive financing and generate new job
opportunities, its contribution may not be com-
mensurate with driving overall economic growth.
Moreover, the market share of Sharia-compliant
financing in Indonesia remains relatively limited.

http://dx.doi.org/10.21511/pmf.12(1).2023.09



Consequently, unlike its impact on unemploy-
ment, Sharia-compliant financing may have a re-
stricted or statistically neutral effect on growth.

Introducing the variable of the share of Sharia-
compliant financing into the model enables this
paper to examine whether a higher proportion
of Sharia financing exerts a positive impact on
reducing unemployment. If Sharia financing in
Indonesia truly targets sectors underserved by
conventional banking, it is anticipated that a larg-
er share of Sharia financing would correspond-
ingly contribute to a reduction in unemployment.
This principle also applies to the impact of Sharia
financing on growth, whereby an increase in the
proportion of Sharia financing would ideally re-
sult in an overall boost in economic growth.

To ensure the robustness of the model, this study
incorporates direct local spending as a fiscal
control variable. The study aims to gain a deep-
er understanding of how fiscal policy influences
unemployment and growth by including govern-
ment spending. Numerous studies have consist-
ently demonstrated the pivotal role of govern-
ment spending in stimulating the economy and
generating employment opportunities (Kamis et
al., 2020; Saini & De silva, 2015; Siefu et al., 2018).
In addition to government spending, this study
also considers the inflation rate as a control var-
iable, drawing upon insights from Barro (2013),
Mandala (2020), and Rostin et al. (2019). The in-
clusion of the inflation rate is motivated by the
potential impact of high inflation on the effective-
ness of Sharia-compliant financing in the econo-
my. Lastly, this study includes the inequality varia-
ble as an additional control variable. This decision
stems from the recognition that excessive concen-
tration of capital due to wide inequality can im-
pede the proper functioning of the economic sys-
tem (Beck et al., 2007; Breunig & Majeed, 2020;
Lee et al., 2022). By incorporating these control
variables, the study enhances the comprehensive-
ness and reliability of the analysis.

Based on an extensive literature review, this study
aims to examine the influence of Sharia-compliant
financing and the share of Sharia-compliant financ-
ing on unemployment and economic growth in
Indonesia. This study posits that Sharia-compliant
financing has the potential to generate job oppor-
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tunities, thus reducing unemployment. However,
considering the inefficiency of Islamic banking
and the low share of Sharia-compliant financing in
Indonesia, it is hypothesized that Sharia-compliant
financing does not significantly impact economic
growth. Additionally, regarding the share of Sharia-
compliant financing, this study hypothesizes that
regions with a high level of Sharia-compliant fi-
nancing will experience a reduction in unemploy-
ment. Moreover, regions with a substantial share
of Sharia-compliant financing tend to enhance
Islamic banks’ efficiency, leading to increased in-
volvement in the economy and stimulating growth.

Specifically, this study formulates four primary
hypotheses:

HI: Sharia-compliant financing has a significant
negative effect on the unemployment rate.

H2: Sharia-compliant financing has a neutral ef-
fect on the economic growth rate.

H3:  The share of Sharia-compliant financing has
a significant negative effect on the unemploy-
ment rate.

H4:  The share of Sharia-compliant financing has
a significant positive effect on the rate of eco-
nomic growth.

2. METHOD

This study utilizes annual data from 33 provinc-
es in Indonesia from 2010 to 2021. The data on
unemployment, regional government spending,
inflation, and the Gini ratio were sourced from
the Central Bureau of Statistics. Data on Sharia-
compliant financing were obtained from statisti-
cal reports on the Indonesian economy and bank-
ing issued by the Financial Services Authority and
Bank Indonesia.

The open unemployment data represent the un-
employment data in the second half semester of
each year, and economic growth is represented
by real gross domestic product (RGDP). The data
on the distribution of Sharia-compliant financing
by Islamic bank lending reflect the distribution of
Sharia-compliant banking financing to non-bank
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third parties. This study also investigates the re-
lationship between the share of Sharia-compliant
financing and unemployment through a dummy
variable. A value of 1 represents a share of Sharia-
compliant financing above the average (high share),
while 0 is the rest of the high proportion (low share).
This average is calculated based on the distribution
of Sharia-compliant financing across 33 provinc-
es during the 2010-2021 period, in detail share of
Sharia-compliant financing is obtained by dividing
the total of Sharia-compliant bank financing by to-
tal bank financing that involves Sharia-compliant
and conventional financing for each province and
each period. Furthermore, only the direct regional
government expenditure (DRGE) is used as prox-
ies for government expenditure. Meanwhile, infla-
tion is based on core inflation, and inequality data
are obtained from the Gini ratio.

To account for the unique characteristics of each
region, this study employs fixed-effect panel da-
ta regression and utilizes the generalized least
squares (GLS) estimation method. GLS address-
es heteroscedasticity and autocorrelation issues
(Bai et al., 2021; Bamati & Raoofi, 2020). The GLS
method is used to obtain optimal estimates of
the regression coeflicients. This method involves
calculating weights assigned to each observation
based on the covariance between the dependent
and independent variables and the covariance
between observations from different individuals
at different periods. By employing appropriate
weights, GLS estimates can generate more efficient
and consistent estimates than other regression
methods (Bai et al., 2021). Thus, the study elabo-
rates on the following four models:

Model 1.a
U,=a+ 181 log Sit + ﬂz log E, +
+B8.10,+ .G, + &,

©)

Model 1.b
U,=a+0dd,+plogS,+p,logE, +
+81, + BG, +&,,

@

Model 2.a
logY, =a+flogS, + B, logE, +

3
+8,1, + G, + &,

104

Model 2.b
logY, =a+0od, + p/logsS, +
+B g E, + i, + B,G,, + &,

C))

where U represents the unemployment rate, Y
represents economic growth, S represents Sharia-
compliant financing, and E, I and G represent re-
gional government expenditure, inflation, and the
Gini ratio. Meanwhile, d is a dummy variable (1
for the share of Sharia-compliant financing above
the average and otherwise is 0). B is the variable
coefficient, ¢ is the dummy variable coefficient, «
is a constant, and ¢ is the error term. Meanwhile, i
represents the province, and t represents the time.

3. RESULTS

Based on Table 1, the average unemployment rate
is 5.5%, with a standard deviation of 2.151%. The
data indicate significant heterogeneity in the un-
employment rate, with the highest recorded rate
reaching 13.740% and the lowest being around
1.4%. Similarly, there is heterogeneity in the deep-
ening of Sharia financing, with an average ratio of
5.5% and a standard deviation of 4.7%. The highest
ratio recorded is 50%, while the lowest is close to
0%. These findings demonstrate the diversity and
variation in both the unemployment rate and the
extent of sharia financing across different regions.
Furthermore, Table 2 shows that all independent
variables have correlation values below 0.8, sug-
gesting that the variables in the model are not
highly correlated; therefore, the data are free from
multicollinearity (Zuhroh et al., 2021). This condi-
tion is important for the reliability and validity of
the regression results, as it ensures that each varia-
ble contributes unique information to the analysis
without redundant or overlapping effects.

The results of this study provide empirical support
for Hypothesis 1. The regression findings from
models l.a and 1.b, as presented in Table 3, re-
veal that Sharia-compliant financing in Indonesia
significantly reduces unemployment. Model 1.a
indicates that a 1% increase in Sharia-compliant
financing is associated with a 0.023% decrease in
unemployment, while model 1.b shows a 0.035%
decrease. The regression results from the two con-
structed models unequivocally demonstrate the
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Table 1. Descriptive statistics
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Variables Mean Max Min SD
Unemployment rate (%) 5.537 13.740 1.400 2.151
GDRP (Billion IDR) 278,744.477 1,856,301.410 14,983.910 391,855.773
Sharia—compliantﬁ Clng (Billion IDR) 6,733.641 156,021.000 1.000 18,140.711
Share of Sharia-compliant financing 0.055 0.500 ) 0.0000339 0.047
Government expenditure (Million IDR) 3,156.345 35,373.952 308.000 4,434.429
Inequality/Gini raﬁ 0.365 0459 H 0.256 0.038
Inflation (%) 4.264 - 8.380 1.680 2.238
Total observation 396 396 396 396
Table 2. Multicollinearity test
Variables Sharia-compliant Fin. Gov. Expenditure Inflation Gini ratio
Sharia-compliant Fin. 1 - - -
a0 ; S
Inflation -0.201 0.681 1 -
Gini raﬁo 0.216 """""" 0.285 0.245 H 1 ............

substantial role of Sharia-compliant financing in

reducing unemployment.

reject the neutrality hypothesis of Sharia financ-
ing on economic growth. Model 2.a demonstrates
that Sharia-compliant financing positively affects
economic growth, with a 1% increase in Sharia- growth remains unclear.
compliant financing associated with a 0.037% in-
crease in growth. Conversely, model 2.b suggests that
a 1% increase in Sharia financing leads to a 0.017%

Table 3. Regression result

decrease in growth. The rejection of the hypothesis
in both models indicates insuflicient robust evidence
regarding the role of Sharia-compliant financing in
The regression coefficients of models 2.a and 2.b  driving growth. This may be attributed to the relative-

ly low market share of Sharia-compliant financing
compared to conventional financing. Consequently,
the precise impact of Sharia-compliant financing on

The findings of this study further invalidate
Hypothesis 3. Regions with a high share of Sharia-

Independent variable

Unemployment

Dependent variable

Growth

Model

Model

1.a

1.b

2.a

2.b

Sharia-compliant financing

—-0.023218*

Share of Sharia-compliant financing

Government expenditure

—-0.035001*

0.037850*

—-0.017747*

Inflation
Gini ratio
Constant
(0.006514) : (0.007931) (0.021744) (0.025540)
Weighted Statistics
Root MSE -0.023218 ' 0.003235 i 0.011166 . 0010417 ...
Mean dependent var 6.086318 ~ 6.086318

S.D. dependent var

R-squared

F-statistic

173.1403

180.3196

29
0.976506

414.4778

7
0.979552

463.5012

Note: *and ** represent the significant levels at 1% and 5%.

http://dx.doi.org/10.21511/pmf.12(1).2023.09
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compliant financing exhibit a detrimental effect on
reducing unemployment. This is evident from the
positive and statistically significant coefficient of the
dummy variable representing the share of Sharia fi-
nancing in model 1.b. These results indicate that re-
gions with a substantial share of Sharia financing do
not experience the desired reduction in unemploy-
ment through this type of financing. This observa-
tion suggests the presence of an inadequately inclu-
sive market for Sharia-compliant financing despite
its expanding market share.

The results from model 2.b support Hypothesis 4,
indicating that regions with a higher level of Sharia-
compliant financing tend to derive greater bene-
fits in terms of economic growth. A larger mar-
ket share promotes efficiency, as observed in the
case of Indonesia. The magnitude of the impact on
growth increases alongside the expansion of the
market share. However, regarding the findings of
Hypothesis 2, an increase in the market share coin-
cides with a decrease in the benefits associated with
reducing unemployment.

Furthermore, the direct regional expenditure for
each model demonstrates robust results, indicating
that it has a significant positive impact on reducing
unemployment and boosting growth. In addition,
both models 1.a and 1.b show a significant positive
coefficient for inflation, suggesting that higher infla-
tion leads to an increase in the unemployment rate.
However, in model 2.a, inflation has a negative im-
pact that is not statistically significant, while in mod-
el 2.b, positive inflation significantly drives growth.
Moreover, the Gini ratio in models 1.a and 1.b ex-
hibits a significant positive coefficient, indicating a
direct relationship between inequality and the un-
employment rate. Conversely, in model 2.a, the Gini
ratio has a significant positive impact on driving
growth, but its effect is not statistically significant in
model 2.b.

4. DISCUSSION
4.1. Sharia-compliant financing,
unemployment, and growth

The results of both models unequivocally demon-
strate the capacity of Islamic finance in Indonesia
to alleviate unemployment. These findings not
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only corroborate the outcomes of Setiawan (2019)
but also furnish robust empirical evidence that
Sharia-compliant financing holds the potential to
mitigate unemployment. However, model 1.b un-
covers an interesting insight, indicating that the
efficacy of Sharia-compliant financing in reducing
unemployment is attenuated in regions character-
ized by a high level of Sharia-compliant financ-
ing. This is evident from the significant positive
value of the dummy variable. Consequently, it is
imperative to encourage the equitable distribution
of Sharia-compliant financing, particularly in sec-
tors and regions where its share is currently low.
Such an approach will yield substantial benefits in
terms of reducing unemployment.

From a theoretical standpoint, higher levels of
Sharia-compliant financing have the potential
to stimulate economic diversification. This can
be attributed to businesses undertaking a wid-
er range of projects and activities, thereby creat-
ing job opportunities in previously overlooked or
underdeveloped (Nawaz et al., 2019; Ouédraogo
et al.,, 2021). However, it is plausible that the di-
minished impact of Sharia-compliant financing
on the unemployment rate in regions with a high
share of it can be attributed to Sharia-compliant
financing no longer targeting sectors that con-
ventional banks underserve. If this assumption
holds, the efforts to increase the proportion of
Sharia-compliant financing may not substantial-
ly impact, particularly in reducing unemployment.
This is because Sharia-compliant financing would
become a substitute rather than a complement to
conventional financing.

Furthermore, concerning model 2.b, it is appar-
ent that the positive impact of Sharia-compliant
financing on driving growth depends on the share
of Sharia-compliant financing. The positive effect
of Sharia-compliant financing is observed in re-
gions with a significant share of such financing.
In contrast, regions with a relatively small share
do not experience a positive impact and may even
show indications of a negative impact. Referring
to Abdul-Majid et al. (2010) and Algahtani et al.
(2017), Islamic banks tend to exhibit ineflicien-
cies. Considering the low market share of Sharia
financing, inefficiency will likely decrease as the
Islamic banking market grows. This explanation
supports the notion that regions with a high share

http://dx.doi.org/10.21511/pmf.12(1).2023.09



of Sharia-compliant financing tend to receive pos-
itive benefits, particularly in growth.

Specifically,in models 1.b and 2.b, a trade-oft between
the unemployment rate and growth becomes appar-
ent. A relatively small share of Sharia-compliant fi-
nancing has the potential to reduce unemployment
to some extent, although it does not make significant
contributions to driving overall growth. However, as
the market share of Sharia-compliant financing in-
creases, the impact on reducing unemployment be-
comes less prominent. In contrast, the potential ben-
efits of Sharia-compliant financing in driving greater
growth become more pronounced. Therefore, the
expanding share of Sharia-compliant financing does
stimulate economic growth. However, as the mar-
ket share continues to grow, the growth needs to be
more inclusive and generate substantial employment
opportunities.

Based on these findings, it would be beneficial to
prioritize the segmentation of Islamic banks to-
ward small-scale businesses and the real sector.
When conventional banks primarily focus on cor-
porations, the nature of Islamic banks has tran-
sitioned from being a complement to convention-
al banking to becoming a substitute. Hence, this
study advocates for Islamic banks to concentrate
on market segments that have been underserved
by conventional banking, as this would allow the
growth of Sharia-compliant financing to comple-
ment conventional banking.

4.2. Government expenditure

This study provides compelling evidence of the
positive impact of direct regional expenditure
(DRE) on reducing unemployment and promoting
economic growth. The positive effect of DRE in re-
ducing unemployment can be attributed to sever-
al factors. Firstly, direct local spending often in-
volves government investments in infrastructure
projects and public services, stimulating econom-
ic activity and leading to growth and increased
employment opportunities. Secondly, DRE can
enhance the competitiveness and attractiveness
of specific areas for businesses and investments,

http://dx.doi.org/10.21511/pmf.12(1).2023.09
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attracting new industries that foster growth and
employment.

4.3.Inflation

This study reveals a contradictory relationship
between inflation, unemployment, and economic
growth. In models 1la and 1b, inflation has a sig-
nificant positive impact on unemployment, indi-
cating that higher inflation rates during the ob-
served period lead to a loss of employment oppor-
tunities, consequently increasing unemployment.
However, in model 2a, inflation significantly stim-
ulates growth, although it is not significant in
model 2b. Based on these findings, it is possible
that the trade-off only occurs between inflation
and growth, while there is no trade-off in the re-
lationship between inflation and unemployment.
This observation aligns with the effect of Sharia
financing on growth and unemployment, indicat-
ing that the growth generated may not be inclusive
enough to have a substantial impact on employ-
ment opportunities.

4.4.Inequality

This study reveals that inequality, as indicated by
an increase in the Gini ratio, also negatively af-
fects unemployment. Models la and 1b demon-
strate a significant positive coefficient, indicating
that a higher Gini ratio is associated with a high-
er unemployment rate. Additionally, the impact
of inequality on growth is significantly positive
in model 2a and insignificantly positive in mod-
el 2b. When income inequality increases, it often
signifies a concentration of wealth and resources
among a small population. This concentration of
resources can result in limited access to produc-
tive assets, education, and employment opportuni-
ties for a large population segment. Consequently,
the unemployment rate may rise as a significant
portion of the population faces restricted access to
employment opportunities and income-generat-
ing activities. However, the positive impact of the
Gini ratio on growth suggests that inequality dur-
ing the observed period is still within reasonable
limits without excessively impeding growth.
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CONCLUSION

This study investigates the influence of Sharia-compliant financing provided by Islamic bank lending on
Indonesia’s unemployment rates and economic growth. The results indicate a trade-off between the im-
pact of Sharia-compliant financing in reducing unemployment and promoting growth. Regions with a
more significant proportion of Sharia-compliant financing tend to experience higher economic growth,

but the effect on reducing unemployment becomes less noticeable.

The result emphasizes the crucial role of regional government spending in decreasing the unemploy-
ment rate and fostering economic growth. Furthermore, the analysis reveals a negative correlation be-
tween inflation and unemployment, suggesting that higher inflation rates are linked to increased un-
employment. However, the relationship between inflation and growth does not exhibit statistical signif-
icance. Finally, the study demonstrates that increasing inequality, as measured by the Gini ratio, tends
to contribute to higher unemployment rates, although it does not significantly affect growth.
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