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Abstract

This research examines the impact of Islamic finance on Indonesia’s economic growth. Using
quarterly time series data on Islamic banking, Islamic mutual funds, Islamic pawnshops, Zakat,
Infaq, and Shadaqah (ZIS) from 2014 to 2022 (36 observations), and applying the Error Correction
Model (ECM), the study evaluates both short- and long-term effects. The results show that, in
the short term, only Islamic banking financing has a significant positive effect, while Islamic
mutual funds, Islamic pawnshops, and ZIS are not significant. In the long term, Islamic banking,
Islamic pawnshops, and ZIS contribute positively and significantly to economic growth. These
findings support financial intermediation and Islamic social finance theory, indicating that Islamic
financial institutions channel funds into the economy, with effects that vary over time. They also
highlight the role of Islamic finance in promoting financial inclusion, supporting micro and small
enterprises, and improving welfare through income redistribution. This study suggests that
policymakers should reinforce the regulatory framework for Islamic finance. Despite its lack of
short-term significance, their long-term benefits underscore the necessity for policies to facilitate
their growth and integration into the broader financial system.
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Introduction

Islamic economics plays a pivotal role in shaping the economic landscape by
promoting principles of equity, justice, and social welfare. At its core, Islamic economics
seeks to ensure a fair distribution of wealth and resources, thereby reducing income
inequality and poverty (Jaas, 2022; Nasrat et al., 2023; Siddiqui, 2011). Moreover, sharia-
compliant financial services, such as Islamic banking and mutual funds, operate on profit-
and-loss sharing models that encourage risk-sharing and ethical investments (Lukonga,
2023).

Unlike conventional banking systems, which primarily rely on interest-based
transactions, Islamic financial institutions emphasize partnerships and joint ventures,
in which both profits and losses are shared between parties (Bitar et al., 2017; Hanif,
2011). This approach promotes a more responsible and ethical financial system in
which investments are made in ventures that comply with Islamic ethical standards.
Consequently, it contributes to a more stable and resilient financial system by reducing the
likelihood of speculative bubbles and financial crises. This contributes to improving the
real sector and enhances process innovation, which in turn increases goods and services
production and encourages economic growth (Haruna et al., 2024). These principles align
economic activities with moral and ethical values, ultimately leading to more inclusive,
sustainable economic growth that benefits all segments of society.

The development of Islamic financial institutions has been remarkable over the past
few decades (Rethel, 2011), reflecting a growing demand for Sharia-compliant financial
products and services. In Indonesia, the establishment of Islamic banks, mutual funds,
and pawnshops has expanded significantly, supported by regulatory frameworks that
encourage the growth of Islamic finance. Even during the COVID-19 pandemic, Indonesia’s
Islamic institutions’ financial assets (excluding Islamic stocks) grew 15.87% (yoy) to
USS$151.03 billion (OJK, 2022). These frameworks have provided a solid foundation for the
development of a robust Islamic financial sector, facilitating the creation and operation
of institutions that adhere to Islamic principles. Institutions such as Islamic banks and
Indonesia’s National Zakat Agency (BAZNAS) have played a crucial role in mobilizing
Islamic financial resources and integrating them into the broader financial system, thereby
enhancing the accessibility and reach of sharia-compliant financial services nationwide.

The proliferation of these institutions has not only provided Muslims with financial
services aligned with their religious beliefs. However, it has also attracted a diverse
customer base seeking ethical and socially responsible investment options. The ethical
underpinnings of Islamic finance, which emphasize fairness, transparency, and risk-
sharing, have broad appeal in an increasingly socially conscious market. As a result, the
growth of Islamic financial institutions highlights the increasing importance and potential
of Islamic finance in the global financial landscape (Rethel, 2011). This expansion
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underscores Islamic finance’s ability to meet the needs of a wide array of investors
and consumers, demonstrating its viability as a mainstream financial option that can
contribute to the overall stability and inclusivity of the global economy.

Despite the significant progress, Islamic economics and financial institutions face
several challenges that hinder their full potential (Ebrahim & Joo, 2001; Samad, 2012).
One of the primary problems is the low level of awareness and understanding of Islamic
financial principles among the general population and financial professionals. This often
results in limited adoption and skepticism regarding the efficacy of sharia-compliant
financial products. Additionally, the regulatory and legal frameworks in many countries
are still evolving, creating inconsistencies and uncertainties that can impede the growth
of Islamic finance. The need to standardize and harmonize Sharia interpretations across
jurisdictions poses a challenge to the uniform application of Islamic financial principles.
Addressing these issues requires concerted efforts from regulators, industry practitioners,
and scholars to enhance education, regulatory clarity, and global cooperation in Islamic
finance.

Furthermore, the range of products and services offered by Islamic banks is often
narrower than that of conventional banks, which can deter potential customers seeking
a broader array of financial solutions (Alzahrani, 2019). This limitation can make Islamic
banks less competitive and less attractive to a wider audience (Kazak et al., 2023).
Additionally, Islamic banks face challenges related to human resources, as there is often
a shortage of professionals who are both well-versed in sharia principles and skilled in
modern banking practices. This gap in expertise can impact the operational efficiency
and innovation capacity of Islamic financial institutions. The lack of qualified human
resources in this industry can be an obstacle to growth and sustainability (Jan et al.,
2021). To overcome these challenges, comprehensive training programs and educational
initiatives are needed to develop a workforce proficient in Islamic finance. By addressing
these limitations, Islamic financial institutions can enhance their competitiveness and
better meet their customers’ needs.

Islamic finance, encompassing Islamic banking financing, Islamic mutual funds,
Islamic pawnshops, and ZIS, has substantial potential to boost economic growth by
promoting financial inclusion, ethical investment, and equitable wealth distribution.
ZIS directly addresses poverty and inequality by redistributing wealth to support the
underprivileged, thereby enhancing human capital and stimulating grassroots economic
activity. Islamic banking financing encourages entrepreneurship and business expansion
through profit-and-loss sharing schemes, fostering innovation and economic resilience.
Islamic mutual funds attract ethical investors, pooling capital for large-scale, sustainable
projects that drive economic development. Islamic pawnshops provide accessible,
interest-free financial solutions, enabling broader participation in economic activities.
Together, these components of Islamic finance create a robust, inclusive financial system
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that supports sustainable and equitable economic growth, aligning financial practices
with social justice and ethical principles (Haruna et al., 2024; Muye & Hassan, 2016; Razak
& Asutay, 2022).

Researching the influence of Islamic economics on economic growth is crucial
for several reasons. Firstly, it provides empirical evidence on the effectiveness of Islamic
financial instruments in promoting sustainable economic development, which can guide
policymakers in formulating strategies that leverage these tools for economic growth.
Secondly, it helps identify the strengths and weaknesses of current Islamic financial
practices, offering insights into areas that require improvement and innovation. Thirdly,
understanding the impact of Islamic economics on economic growth can foster greater
acceptance and integration of Sharia-compliant financial products in the mainstream
financial system, enhancing financial inclusion and stability. Ultimately, such research
contributes to a deeper understanding of how Islamic economic principles can be
harnessed to achieve broader economic and social objectives, benefiting not only Muslim-
majority countries but the global economy.

Numerous studies have found a positive relationship between Islamic financial
institutions, especially Islamic banking, and economic growth (see Boukhatem & Moussa,
2018; Hassan et al., 2023; Imam & Kpodar, 2016; Ledhem & Mekidiche, 2022a; Majid &
Kassim, 2015; Mensi et al., 2020). However, existing literature remains limited in two
key respects. First, most prior studies focus narrowly on Islamic banking, overlooking
other Islamic financial institutions. Second, most studies rely on standard regression
approaches that cannot distinguish between short-run dynamics and long-run equilibrium
relationships. To fill these gaps, this study offers two distinct contributions. First, it
provides a more comprehensive examination of Indonesia’s Islamic financial sector by
simultaneously incorporating Islamic banking financing, Islamic mutual funds, Islamic
pawnshops, and ZIS as explanatory variables. Second, this study employs the Error
Correction Model (ECM), which enables simultaneous estimation of short- and long-term
effects, thereby providing a more nuanced and dynamic understanding of how Islamic
financial institutions contribute to economic growth across different time horizons.

Method

This research aims to examine and provide empirical evidence on the influence
of Islamic finance on Indonesia’s economic growth, using quarterly data from 2014 to
2022. Given the use of time-series data, it is essential to assess data stationarity to
mitigate the risk of spurious regression (Gujarati, 2018). Should the data exhibit non-
stationarity, indicative of a unit root, subsequent steps will involve evaluating the degree
of integration. Following this, a cointegration test will be conducted to assess long-term
equilibrium, and an Error Correction Model (ECM) analysis will be conducted to assess
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short-term deviations from equilibrium (Liu et al., 2024). The analytical framework will
commence with a unit root test, with further assessment of the degree of integration if
non-stationarity is detected. Subsequently, a cointegration test and ECM approach will be
employed to provide insights into the long-term balance and short-term dynamics of the
relationship between Islamic finance and Indonesia’s economic growth.

To assess the stationarity of the research data, the Augmented Dickey-Fuller (ADF)
test will be employed. The ADF test can be conducted in three ways: (a) at the level, (b)
using first difference data, and (c) using second difference data. If the calculated ADF
statistic exceeds the critical value, the data can be deemed stationary; conversely, if the
ADF statistic is lower than the critical value, the data is considered non-stationary (Apergis
& Payne, 2009). Time series data often presents challenges such as autocorrelation,
which renders the data non-stationary. Consequently, achieving stationarity eliminates
autocorrelation. Should the data remain non-stationary, further testing for a higher degree
of integration will be conducted to achieve stationarity, followed by an Engle-Granger (EG)
Cointegration test to assess the long-term relationship between variables (Akinyemi,
2023).

The ECM serves as a technique to address short-term imbalances towards long-
term equilibrium, incorporating deviations from current long-term conditions in the
short term (Phillips, 1989). In this study, the ECM will be utilized, acknowledging the
tendency of economies to experience imbalances. It is assumed that economic agents
continuously encounter discrepancies between planned and actual outcomes, often due
to the presence of shock variables. By employing the ECM, this research aims to analyze
and correct short-term deviations from long-term equilibrium, thereby providing insights
into the dynamic relationship between Islamic finance and Indonesia’s economic growth.
The relationship between variables can be formulated as follows:

Growth, = f(IB,, IMF,, IPS,, ZIS,) .....cc.ccooemmuvrrrrmierrrssiesnsssessessessssssesss s sssssss s i

The long-term equation in this research is:
Growth =B, + B,LOG_IB + B,LOG_IMF + B LOG_IPS + BLOG_ZIS ..., ii

Then the short-term equation is written as follows:
Growth = B, + B, DLOG_IB + B,DLOG_IMF + B.DLOG_IPS + B,DLOG_ZIS + ECT(-1) ................. i

The dependent variable is Indonesia’s economic growth (Growth), measured by the
annual growth rate of real Gross Domestic Product (GDP). The independent variables are
Islamic financial institutions, including Islamic banking (IB), Islamic mutual funds (IMF),
Islamic pawnshops (IPS), and the Indonesian Zakat Institution (ZIS). All independent
variables are consistently proxied by the total funds channeled to the economy by each type
of institution. Specifically, Islamic banking is measured by the total financing disbursed by
the consolidated Islamic banking industry, including 13 Islamic Commercial Banks (BUS),
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20 Islamic Business Units (UUS), and 167 Islamic Rural Banks (BPRS). Islamic mutual
funds are proxied by the total net asset value of 274 Islamic mutual fund products traded
in the Islamic capital market, representing funds invested in Sharia financial instruments.
Islamic pawnshops are measured by the total financing distributed through Sharia service
units of PT Pegadaian. Meanwhile, ZIS are proxied by the total distribution of zakat, infaq,
and sadaqgah funds managed by official institutions such as BAZNAS.

Result and Discussion
Stationarity Test Results (Unit Root Test)

The first stage of the ECM process is ensuring data stationarity, which is crucial for
accurate, reliable results. This is typically achieved by applying the Augmented Dickey-
Fuller (ADF) test. This widely used statistical test helps determine whether a time series
variable is non-stationary and possesses a unit root. Ensuring stationarity is essential
because non-stationary data can lead to spurious regression results that mislead the
interpretation of relationships between variables. The ADF test tests the null hypothesis
that a unitrootis presentin an autoregressive model. If the test rejects the null hypothesis,
the data is considered stationary.

Table 1 shows that all data tested for stationarity at the level, such as Islamic
banking financing, Islamic mutual funds, Islamic pawnshops, and ZIS, have not reached
stationarity. This is caused by the absolute ADF statistic being lower than its 5% critical
value and the probability exceeding 0.05. Based on these results, it can be concluded that,
at this level of confidence, these variables exhibit unit roots or are not stationary.

Table 1. ADF Stationarity Test Results at Level
Augmented Dickey-Fuller Test

Variable — -
Level Probability CV5% Conclusion
Growth -1.139115 0. 6891 -2.948404  Not Stationary
LOG_IB -2.374058 0.1565  -2.954021  Not Stationary
LOG_IMF -1.439162 0.5516  -2.951125 Not Stationary
LOG_IPS -1.036423 0.7288 -2.951125 Not Stationary
LOG_ZIS 0.641953 0.9882 -2.981038 Not Stationary

Source(s): Authors’ calculations.

Integration Degree Test Results

The data in the research do not exhibit stationarity or a unit root; a stationarity
test will be carried out by differentiation, also known as the degree-of-integration test.
The Augmented Dickey-Fuller (ADF) test is then processed at the first or second level of
differentiation. The test results are presented in Table 2.
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Table 2. Results of ADF Stationarity Testing at the Second Difference Level
Augmented Dickey-Fuller Test

Variable Second Difference Probability CV5% Conclusion
Growth -7.966826 0.0000 -2.960411 Stationary
LOG_IB -7.496028 0.0000 -2.954021 Stationary
LOG_IMF -3.158457 0.0344 -2.981038 Stationary
LOG_IPS -7.499864 0.0000 -2.954021 Stationary
LOG_ZIS -8.720410 0.0000 -2.981038 Stationary

Source(s): Authors’ calculations.

The ADF Stationarity Testing shows that all variables in the study are stationary
at the second level of differentiation. This is evidenced by the fact that the absolute ADF
statistic exceeds the 5% Mackinnon critical value, and the probability value is less than
0.05.

Cointegration Test Results

After verifying that all research variables do not exhibit unit roots or stationarity
and have a uniform level of integration, the next step is to test whether the model exhibits
a long-term relationship. This research uses the Engle-Granger cointegration test.

Table 3. Engle-Granger (EG) Cointegration Test Results

Test critical values T-Statistic Probability
Augmented Dickey-Fuller -3.493276 0.0141
1% Level -3.632900
5% Level -2.948404
10% Level -2.612874

*MacKinnon (1996) one-sided p-values

Source(s): Authors’ calculations.

Table 3 shows the absolute value of ADF > Critical Values (CV) 5% is -3.493276
> -2.948404. In addition, the probability value is 0.0141, indicating rejection of H,. This
shows that the residuals of the equation exhibit stationary properties at an integration
order of 2. Thus, each variable can be considered cointegrated or exhibit a long-term
relationship. From the cointegration test results, it cannot be concluded that there is a
short-term relationship between these variables, even though there are indications of
a long-term relationship. Therefore, to assess the existence of a relationship between
variables in short-term research, testing using the ECM test is needed.

Long-Term Estimation Results

Table 4 shows that the long-term constant is -2.002533, indicating that, when the
independent variable remains constant, economic growth decreases by 2.002533%. The
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long-term coefficient determined by LOG_IB is 11.88422 with a significance level of 0.0420
at a 0.05%. This shows that there is a long-term correlation between economic growth
and Islamic banking financing. Specifically, if Islamic banking financing increases by 1%,
then economic growth is estimated to increase by 11.88422% over the next 9 years.

Table 4. Long Term Estimation

Variable Coefficient Std. Error t-Statistic Prob.
LOG_IB 11.88422 5.602920 2.121077 0.0420
LOG_IMF -15.06850 4.549403 -3.312192 0.0024
LOG_IPS 11.28136 8.137203 2.615316 0.0136
LOG_ZIS 8.830006 5.000006 -1.765269 0.0074
C -2.002533 63.51124 -1.924907 0.0635

Source(s): Authors’ calculations.

The long-term coefficient from LOG_IMF is -15.06850, with a significance level of
0.0024 atthe 0.05% confidence level. This shows along-term correlation between economic
growth and Islamic mutual funds. If the value of Islamic mutual funds increases by 1%,
economic growth is projected to decrease by 15.06850% over 9 years. The long-term value
coefficient for LOG_IPSis 11.28136, with a p-value of 0.0136 at the 0.05% significance level.
This shows that there is a long-term correlation between economic growth and Islamic
pawnshops. Thus, every 1% increase in the Islamic pawnshop variable is estimated to
increase economic growth by 11.28136% in 9 years. The LOG_ZIS coefficient is 8.830006
with a p-value of 0.0074, indicating significance at the a level of 0.05%. This shows that
there is a long-term relationship between economic growth and ZIS, meaning that a 1%
increase in ZIS can boost economic growth by 8.830006% over 9 years.

Short Term Estimation Results

The short-term equation is known as the ECT value, a variable that measures
economic growth in Indonesia. This can indicate whether the model specification is good
by the significance level of the error correction coefficient. If ECT is significant and the
ECT coefficient is negative, then the model specification is valid.

Table 5. Short Term Estimates

Variable Coefficient Std. Error t-Statistic Prob.
D(LOG_IB) 10.1135 23.5339 -0.429742 0.0206
D(LOG_IMF) -8.556429 10.08163 -0.848715 0.403
D(LOG_IPS) 12.4254 38.35351 0.32397 0.7483
D(LOG_ZIS) 2.210006 2.640005 0.083475 0.934
ECT(-1) -0.645075 0.178107 -3.621832 0.0011
C -0.001416 1.294333 -0.001094 0.9991

Source(s): Authors’ calculations.
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The ECT coefficient is -0.645075, indicating that economic growth reaches balance
within one year. The ECT coefficient is negative, indicating that the variables Islamic
banking financing, Islamic mutual funds, Islamic pawnshops, and ZIS are above their
equilibrium values. So, the variables, Islamic banking financing, Islamic mutual funds,
Islamic pawnshops, and ZIS will increase in the coming period. To adjust for imbalances
in the short and long term, the ECT probability value of 0.0011 is sufficient to achieve
significance at the 5% confidence level. Therefore, it can be concluded that the ECM
model used in this research has met validity.

The short-term coefficient value of DLOG_IB is 10.11350, with a probability of
0.0206, indicating significance at the alevel of 0.05. This suggests a short-term equilibrium
between sharia banking financing and economic growth. In contrast, the short-term
coefficient for DLOG_IMF is -8.556429, with a p-value of 0.4030, indicating no significant
relationship between the Islamic mutual fund variable and economic growth at the a level
of 0.05. Similarly, the coefficient value for DLOG_IPS in the short term is 12.42540, with a
probability of 0.7483, further indicating insignificance at the a level of 0.05. This shows
no significant short-term relationship between sharia pawnshop variables and economic
growth. Finally, the short-term coefficient for DLOG_ZIS is 2.210006, with a probability of
0.9340, suggesting no significant relationship between the ZIS variable and economic
growth at the a level of 0.05, thereby implying the absence of a short-term equilibrium
between the two.

Islamic Bank on Economic Growth

The positive and significant impact of Islamic banking financing on economic
growth, both inthe short and long terms, can be explained within the framework of financial
intermediation theory. Islamic banks act as intermediaries, mobilizing funds from surplus
units to deficit units through Sharia-compliant financing contracts. Anincrease in financing
implies a greater flow of funds into productive economic activities, such as investment,
business expansion, and consumption, which in turn stimulates aggregate demand and
enhances output. In addition, the profit-and-loss-sharing principles embedded in Islamic
finance encourage risk-sharing and promote more efficient resource allocation, thereby
supporting sustainable economic growth in both the short and long run. Empirically,
this finding is consistent with the research by Kazak et al. (2023), which demonstrates
that Islamic banking financing exerts a positive and significant influence across both
time frames. Furthermore, Billah et al. (2024) noted that Islamic banking financing has a
substantial positive impact on Indonesia’s long-term economic growth. Supporting this,
studies by Doruk (2023), Marzuki et al. (2023), and Adalessossi (2023) also confirm that
Islamic banks’ financing distribution positively affects GDP and stimulates economic
activity.
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Islamic banks cater to a segment of the population that may avoid conventional
banking for religious reasons. By offering Sharia-compliant financial products, these banks
enhance financial inclusion, allowing more individuals and businesses to participate in
the formal financial system. This increased participation boosts savings, investments,
and overall economic activity. Islamic banking principles emphasize profit-and-loss
sharing, which encourages a more equitable distribution of risk between lenders and
borrowers. Financial products such as mudarabah (profit-sharing) and musharakah (joint
venture) align the interests of both parties, promoting responsible borrowing and lending.
This alignment reduces the likelihood of financial crises and contributes to economic
stability. Additionally, by focusing on real economic activities and avoiding speculative
transactions, Islamic banks promote investments that lead to tangible economic growth.
This emphasis on real assets and productive ventures helps build infrastructure, create
jobs, and enhance economic resilience.

Islamic Mutual Fund on Economic Growth

Theinsignificant short-run effect and the negative long-runimpact of Islamic mutual
funds on economic growth can be understood through the lens of financial intermediation
and capital market development theory. In principle, mutual funds function as indirect
financial intermediaries that channel savings into financial assets rather than directly into
real sector activities. In the short term, this mechanism may not immediately translate
into real economic expansion, as investments are often concentrated in secondary
markets and financial instruments, resulting in limited direct impact on output. Moreover,
the lack of promotion and the tendency toward low investor interest among Indonesians
are evident in the difference in Net Asset Value (NAV) between conventional and Islamic
mutual funds, with the former being higher.

In the long run, the negative effect may reflect inefficiencies in fund allocation or
the dominance of portfolio investment in less productive or speculative assets, which can
crowd out real-sector investment. Additionally, if Islamic mutual fund investments are
heavily concentrated in a limited set of Sharia instruments, this may reduce diversification
and limit their contribution to broader economic growth. Stricter investment criteria,
including prohibitions on certain sectors such as conventional banking, gambling, and
others. This can reduce the diversity of investments available in a portfolio, thereby
reducing diversification potential. Therefore, an increase in Islamic mutual funds does
not necessarily lead to higher economic growth and may even exert a negative effect
over time. This finding is consistent with research by Yesuf and Aassouli (2020), EI-Masry
et al. (2016), and Reddy et al. (2017), which indicates that Islamic mutual funds exert an
influence, albeit not significantly. Likewise, Chowdhury et al. (2024) found that Islamic
mutual funds do not have a significant effect on short-term economic growth.
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Islamic Pawnshops on Economic Growth

The insignificant short-run effect and the positive long-run impact of Islamic
pawnshops on economic growth can be explained through the framework of financial
inclusion and microfinance theory. Islamic pawnshops primarily provide short-
term, collateral-based financing to underserved, liquidity-constrained individuals and
microenterprises. In the short term, this type of financing is often used for consumption
purposes or urgent liquidity needs, which limits its direct contribution to productive
investment and aggregate output. As a result, Islamic pawnshops do not have a significant
immediate impact on economic growth.

However, in the long run, repeated access to such financing can enhance financial
inclusion, support micro- and small-business activities, and facilitate grassroots-level
capital accumulation. As these small-scale economic activities expand over time,
they contribute to increased income generation, employment, and overall economic
development. Therefore, the role of Islamic pawnshops becomes increasingly pronounced
over the long term, with a positive and significantimpact on economic growth. The results
of this research align with those of Razak and Asutay (2022), who state that Islamic
pawnshops have a significant positive effect on long-term economic growth in Indonesia.

ZIS on Economic growth

The contribution of ZIS to economic growth can be explained within the framework
of redistribution theory and Islamic social finance. ZIS functions as a redistributive
instrument, transferring resources from higher-income to lower-income groups, thereby
increasing purchasing power, stimulating consumption, and promoting inclusive economic
development. However, the effectiveness of ZIS depends not only on the amount collected
but also on how efficiently it is distributed and whether it is allocated for consumptive or
productive purposes.

The results show that, in the short term, ZIS has no significant effect on economic
growth. This can be explained by the fact that ZIS is mainly allocated to essential
consumption, including basic goods and household necessities, thereby limiting its direct
contribution to productive economic activities and aggregate growth. As a result, the
effect of ZIS on economic growth is notimmediate but occurs with a time lag. This finding
is supported by Syakir et al. (2021), who find no significant effect of ZIS on Indonesia’s
economic growth. Saad et al. (2014) also state that, despite high levels of ZIS collection,
distribution is not optimal, thereby limiting the economic impact of zakat.

Moreover, ZIS distribution can be categorized into two types, namely consumptive
and productive, both of which have the potential to generate multiplier effects in the
economy. However, in practice, the distribution of ZIS in Indonesia remains uneven across
institutions. Despite the presence of many zakat institutions, there is no uniformity in
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collection and distribution efforts, and each institution tends to prioritize different
allocations. These disparities may reduce ZIS's overall effectiveness in stimulating
economic activity, particularly in the short term. In addition, data limitations, where this
study relies only on central BAZNAS data, may not fully capture the total distribution of
ZIS across institutions, thereby potentially underestimating its actual impact on economic
growth.

In the long term, when ZIS is allocated more effectively, particularly toward
productive activities such as microbusiness support, education, and capacity building, it
can enhance income generation, improve human capital, and sustain economic growth.
Therefore, ZIS exhibits a positive and significant impact on economic growth in the
long run. This finding is supported by Ali et al. (2022), who show that zakat assistance
positively and significantly affects economic well-being and functions as an effective
income transfer mechanism.

Conclusion

This study evaluates the impact of Islamic finance, specifically Islamic banking,
Islamic mutual funds, Islamic pawnshops, and ZIS, on Indonesia’s economic growth in
both the short and long term using the ECM approach. The findings indicate that, in the
short term, Islamic banking financing positively and significantly influences economic
growth, while Islamic mutual funds, Islamic pawnshops, and ZIS do not show significant
effects. Inthe long term, Islamic banking financing, Islamic pawnshops, and ZIS contribute
positively and significantly to economic growth.

These findings support financial intermediation theory and Islamic social finance
theory, suggesting that Islamic financial institutions contribute to economic growth by
channeling funds into the economy. However, their impacts differ across time horizons.
The results also highlight that redistribution-based instruments, such as ZIS, tend to
produce delayed effects, underscoring the importance of distinguishing between short-
and long-term transmission mechanisms in Islamic finance.

Given the significant positive impact of Islamic banking financing on economic
growth in both the short and long term, policymakers should strengthen the regulatory
framework supporting Islamic banking, ensuring robust governance, transparency,
and risk management practices. Furthermore, public awareness campaigns should be
implemented to increase the adoption of Islamic financial services. Although Islamic
mutual funds, Islamic pawnshops, and ZIS do not show significant short-term effects,
their positive long-term contributions suggest that policies promoting their development
and integration into the broader financial system can enhance their overall impact.

This study has several limitations. First,the analysisis based onaggregated national-
level data, which may not fully capture variations across regions or institutions. Second,
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the measurement of ZIS is limited to available institutional data, which may not reflect
the total distribution of zakat funds in Indonesia. Future research is therefore encouraged
to employ more disaggregated data at the regional or institutional level to capture better
heterogeneity in the impact of Islamic finance on economic growth. In addition, further
studies could incorporate more comprehensive measures of ZIS, including data from
multiple zakat institutions, to better reflect its actual economic contribution. Expanding
the sample period and employing alternative econometric approaches may also improve
the robustness and generalizability of the findings.
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