ROLES OF ISLAMIC BANKS IN IMPROVING
FINANCIAL INCLUSION OF SMES IN INDONESIA

BY

ADI SAIFURRAHMAN

A thesis submitted in fulfilment of the requirement for the
degree of Doctor of Philosophy in Islamic Banking and
Finance

[ TUM Institute of Islamic Banking and Finance
International Islamic University Malaysia

AUGUST 2022


http://www.google.com.my/url?url=http://www.iium.edu.my/educ&rct=j&frm=1&q=&esrc=s&sa=U&ei=KHqFVJaTIZKyuATNwoGoBw&ved=0CBMQFjAA&usg=AFQjCNH8CPBB4-yr6XSF1EeEZS5f3iT02w

ABSTRACT

The notion of financial inclusion is currently perceived as a vital requirement for
sustainable economic development. The concept was viewed initially as pro-poor
growth and evolved later as a prerequisite to achieving economic stability and
sustainability in the country. One of the critical pillars to promote financial inclusion is
the Small and Medium Enterprises (SMEs) sector. In Indonesia particularly, SMEs are
regarded as a critical engine for job creation and essential contributors to the country’s
Gross Domestic Product (GDP). Therefore, the inclusion of this potential sector into the
Islamic financial services is exceptionally imperative to alleviate poverty, reduce
unemployment, and minimise income disparity in the country. The primary objective
of this study was to identify and explore the role of Indonesian Islamic banking
institutions in realising financial inclusion by addressing the needs of Indonesian SMEs
in the context of their services, analysing the issues and challenges that inhibit the
institutions’ ability to support the SMEs in gaining access to finance, and elucidate the
endeavours of the Islamic banking institution to assist and reach over the SME segment
through the regulatory, supply-side, demand-side and financial literacy determinants.
This study incorporated the institutional theory as its theoretical premise and used
qualitative methodology by adopting a multi-case study research strategy on the
Indonesian Islamic banks (as the supply-side) in serving the needs of SMEs as well as
the SME industry in its diverse sectors (as the demand-side). The research data were
analysed by applying a content, narrative and discourse analysis to investigate the
study’s results and integrate the triangulation methods by comparing the three elements
consisting of primary data, secondary data and theoretical proposition. The findings of
this study implied that the Islamic banks present a substantial role in improving the
financial inclusion of the SME segment through diverse strategies and approaches
intended to facilitate its growth. Nevertheless, several issues and challenges still hamper
the achievement of SME Islamic financial inclusion in Indonesia. Lack of incentives,
Profit and Loss Sharing (PLS) implementation challenges, credit risk assessment gaps,
high-price perception, issues of government programmes, and poor financial literacy of
SMEs became the primary factors that negatively affect the achievement of Islamic
financial inclusion for SMEs. Subsequently, the study also disclosed the SME
entrepreneurs’ expectations and perceptions towards the Islamic banks’ products and
services, denoting the opportunities that should be taken into consideration by the
Indonesian Islamic banks. Additionally, the study is also expected to contribute to the
empirical and theoretical analysis involving financial inclusion, Islamic banks, SMEs,
and institutional theory aspects.

Keywords: Case Study, Financial Inclusion, Indonesia, Institutional Theory, Islamic
Banks, SMEs
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CHAPTER ONE
INTRODUCTION

1.1 BACKGROUND OF THE STUDY

The concept of inclusive financing is dynamic and has evolved significantly since its
inception. Once viewed as a means to alleviate poverty and reduce income disparity and
inequality, in the current world, the concept has developed into an essential prerequisite
for financial stability and economic development. Inclusive financial systems allow
producers and households to smoothen their production and consumption of goods and
services through which income is generated in an economy. Therefore, financial
inclusion drives income generation by increasing productive capacity, especially among
those without assets to start with and facilitates inclusive growth (World Bank, 2008;
Sarma & Pais, 2011).

The success of the all-inclusive financial system can be achieved through the
harmonisation and synchronisation of the core financial inclusion pillars that will be
discussed in detail in the literature review. This pillar consists of public sectors, private
sectors (like in the case of state-owned and private-owned Islamic banks), microfinance
and SMEs, and financial literacy. These four key pillars are interrelated and need to
interact seamlessly to realise successful financial inclusion, and this success will be
translated later into sustainable economic development and accomplish Sustainable
Development Goals (SDGs) (Chibba, 2009; Medici, 2016).

In this respect, the banking sector, as the core of the financial system, play a
crucial role in realising the success of financial inclusion by giving the quality of
financial product and services, providing easy access and procedures to the product and
services, and ensuring the effective and efficient utilisation of these financial goods and
services. In executing its role as the key driver of the all-inclusive financial system, the
banking sector must be accompanied by supportive laws, regulations and legislation
pertaining to access to financial goods and services. In this context, the banking
industries serve as the fundamental pillar of financial inclusion that provides the means

to achieve an all-inclusive financial system.



Small and Medium-sized Enterprises (SMEs), on the other hand, have a
significant impact on the economic development of the country; the SMEs sector is
frequently acknowledged by the government as a vital engine room for the creation of
jobs and enhancement of economic growth. These sectors also contribute significantly
to the Gross Domestic Product (GDP) growth around the world and also ensure that
there is a proper flow of money across the economy. Due to the crucial role of SMEs in
economic growth, the development of these sectors is deemed imperative to realise
sustainable economic development since SMEs could potentially absorb a more
exceptional workforce compared to larger enterprises (World Bank, n.d.; Nenova et al.,
2009; Incubator, 2018). The main constraint faced by the SMEs sector to expand its
business and continue its operation is often caused by financial constraints; therefore, a
strong capital base is required by SMEs to ensure their continuity and sustainability
(Beck, 2007; IFC, 2016; OECD, 2018; ILO, 2019).

The relationship between the banking sectors and SMEs sectors could
potentially create a strong economic basis for development since the banking sectors
provide a strong capital basis for the SMEs, while the SMEs provide wider and larger
job provision to the economy; this mechanism will surely alleviate poverty, reduce

unemployment, and lessen the gap of income disparity and inequality.

In the context of the Islamic financial system, financial inclusion is deemed
crucial for the development of Islamic economics; hence, Shariah acknowledges the
mechanism provided by the financial inclusion system for the better growth of the
economy and the benefit of Muslim society. However, the achievement of financial
inclusion in Islamic finance must abide carefully to the Sharia requirement of
prohibiting riba, removing excessive uncertainty, preventing gambling and deceit
transactions, and avoiding impermissible commodities and trade (Hassan, 2016).
Furthermore, in treating the risk, the Islamic financial system is truly different compared
to the conventional system; Islamic finance encourages the risk-sharing mechanism,
whereas the conventional system prefers the risk-transfer mechanism. In this respect,
the outcome of financial inclusion achievement is surely different compared to the

conventional counterpart (Mirakhor & Igbal, 2012).

Indonesia is one of the G20 countries and a member of the United Nations (UN)

that promotes the realisation of financial inclusion to tackle the poverty and





