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Abstract: The study examines the determinants of Islamic financial inclusion in
Indonesia by applying Structural Equation Modelling (SEM) and Binary Logistic
Regression. Through a field survey across Indonesia’s five main islands, the
study gathered responses from 291 primary data samples. The study discovered
that Islamic financial inclusion in Indonesia is determined by both the demand
and supply sides. Two most significant determinants of Islamic financial
inclusion in Indonesia from the demand side are financial literacy and social
influence while on the supply side is human capital. The study also includes
references and policy recommendations to help Indonesia’s financial regulators
in formulating effective policies and strategies to foster the country’s Islamic
financial inclusion agenda.
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Introduction

Financial inclusion has become the focus point and global agenda for many
governments and central banks. Improving financial access is recognised as an
essential enabler of development in the Sustainable Development Goals (SDGs)
outlined by the United Nations Development Program (UNDP). Consequently,
national governments around the world have implemented a variety of financial
inclusion strategies and measures to improve access to financial services.'
Financial inclusion, in its most basic form, is an effort to ensure that financial
products and services are accessible and affordable to all individuals and
businesses regardless of their wealth and income. Financial inclusion, in this
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regard, would facilitate the lower segment of society to improve their economic
situationandallowingthemtoparticipateinandbenefit fromeconomicactivities.>
People who have access to accounts, savings, and payment mechanisms can
start and grow their businesses, manage risk, invest in productive sectors, and
absorb financial shocks.> In contrast, a lack of financial access may result in
liquidity and payment issues, resulting in high fees associated with the usage of
money orders or check-cashing services.* It might also trigger a poverty trap due
to alack of opportunities to save when there is a liquidity surplus or to borrow
when times are tough.’

Islamic finance, as a new segment of the finance industry, is often viewed as
apromising sector that can help to address financial inclusion issues. According
to the Global Findex, approximately 6 per cent of unbanked adults in developing
countries do not have an account due to religious reasons.® Islamic finance, a
system that is founded on shariah rules and values, could bring people closer
to financial access and enable them to use various shariah-compliant financial
services.” The spirit of financial inclusion corresponds to the philosophical
foundation of Islamic finance, which seeks to achieve equal access to financial
institutions and promote equitable wealth distributions.® The International
Monetary Fund also acknowledged that “the growth of Islamic finance presents
important opportunities to strengthen financial inclusion, deepen financial
markets, and mobilise funding for development by offering new modes of
finance and attracting unbanked populations that have not participated in the
financial system.”

In Indonesia, enhancing financial inclusion through Islamic finance is a top
priority. Islamic microfinance sectors such as Baitul Maal wat Tamwil (BMT),
Islamic cooperative institutions, Islamic pawnbrokers, and Islamic social
finance institutions have evolved and played an important role in providing
financial access to low-income communities over the last decades. In addition,
the Indonesian government has made significant efforts and progress toward
increasing financial inclusion. In this regard, the national strategy for financial
inclusion was outlined in 2012 with a goal of achieving a financial system that
is accessible to all Indonesian societies. Later, the Financial Services Authority
of Indonesia — Otoritas Jasa Keuangan (OJK) launched the regulation of
branchless financial services for financial inclusion (or known as “laku pandai”),
which was stipulated on POJK 19 in the year 2014. In 2016, Bank Indonesia
led the initiative to increase financial inclusion by introducing digital financial
services to the unbanked population.'’

Despite its efforts and progress, financial inclusion in Indonesia has yet to
reach broad sectors of the population. The Global Findex discovered that only
48.9 per cent of adults in Indonesia have access to finance, leaving more than
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half (51.1 per cent) of them excluded from financial services; they do not have
an account at any financial institution or access to a mobile wallet. According
to a survey by OJK conducted in 2019, the Islamic financial inclusion index
was only 9.10 per cent, implying that only 9 persons out of 100 have benefitted
from Islamic financial products and services.

The objective of this study is to identify possible idiosyncratic factors that
may constrain low-income society’s access to Islamic financial services. In
particular, the present study will examine the determinants of Islamic financial
inclusion in Indonesia from both the demand-side and supply-side.

The rest of this paper is laid out as follows. Section 2 depicts the financial
inclusion theories and discusses the issues associated with financial inclusion.
Section 3 discusses the research methods and data that were used. Section
4 encloses the results and analysis of the determinants factors of Islamic
financial inclusion in Indonesia. Section 5 provides the conclusion and policy
recommendations.

Literature Review

Several in the conventional finance literature studies investigated the
determinants of financial inclusion.!" According to them, there is a significant
relationship between financial inclusion and various factors, including socio-
demographic factors (age, gender, living area, education, marital status,
employment, and income), financial literacy, self-efficacy, infrastructure,
documents, distance, and the cost of opening an account.

Regardless of the aforementioned, a good financial inclusion model should
account for both the demand and the supply factors of financial inclusion.!?
The demand factors include financial illiteracy, insufficient information about
financial products and services, distrust in the financial system, religious
constraints, and social factors.”® On the other hand, the supply factors are
related to poor infrastructure of financial services, sophisticated document
requirements, a lack of skills to understand the dynamics of financial services,
the absence of robust credit information systems, and a lack of regulatory
supports.'4

Allen et al. argued that socio-economic variables, such as gender, age, living
area, income, educational level, marital status, and employment status all
have a significant impact on account ownership of Islamic financial services.'
Other research has found that socio-economic characteristics of households
and socio-economic attributes of enterprises are essential determinants of
financial inclusion.!® Socio-economic characteristics of the household included
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in the previous studies are gender, living area, financial literacy, income, annual
household spending, education, per-capita income, and home ownership.
Meanwhile, socio-economic characteristics of enterprises gathered in the
previous literature are gender, living area, financial literacy, education, income,
net profit of the business, annual household spending, and per capita spending.

A study by Kostov et al. discovered that financial literacy is an essential
determinant of household behaviour in the decision-making process for financial
products in South Africa.'” Similarly, Kimutai used some indicators to measure
financial literacy, such as financial education, regular information updates,
attendance of seminars, workshops, and use of mass media. The unbanked-
people’s awareness of the importance of financial services is also influenced by
their level of understanding and knowledge of financial products and services.!®
Financial literacy is the term used to describe this level of understanding.

Religion is another important factor in determining financial inclusion. In the
behavioural literature, there is increasing evidence that faith and ethnicity can
influence financial literacy and decision-making." In the conventional finance
literature, religious beliefs are associated with economic indicators.?® Guiso et
al. explored the role of religion on people’s economic attitudes. They discovered
a link between religious beliefs and positive economic attitudes. Many verses in
the Qur’an encourage Muslims to give their best effort to achieve the best result,
therefore, economic underdevelopment in many Muslim majority countries may
be due to political and legal factors rather than religious factors.?!

According to a study by McClearly and Barro, economic growth depends on
the extent of an individual’s level of belief. Their study looked at how religious
participation and beliefs affect the rate of economic progress in a country.
The authors came to the conclusion that religious beliefs influence individual
characteristic that improve economic performance.?

In the Islamic finance literature, Khan’s research on the influence of religious
beliefs on individual financial choices in Pakistan discovered that the ‘faith
premium’had a significant effect on the country’s increasing demand for Islamic
financial products and services.? Zulkhibri later investigated the relationships
between Islamic finance and financial inclusion in Muslim-majority countries.
The findings suggested that many Muslim households are financially excluded
from formal financial services due to religious concerns on the lack of shariah-
compliant products and services.**

The latest work by Hassan et al. suggests that individuals in Muslim-majority
countries are quite religious, implying a positive opportunity to boost Islamic
banking penetration in that region. The paper also concludes that more religious
individuals are less likely to use conventional financial services as a mean of
borrowing since it violates the principles of shariah.?
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Infrastructure is another factor influencing financial inclusion and a critical
component to ensure that people have a better access to Islamic financial services
and products. According to some studies, the lack of supporting infrastructure is
a significant barrier to financial access in rural areas.?® Infrastructure readiness
can be measured using three indicators: location, distance, and branding.*’
Mobile banking infrastructure can be considered a significant determinant of
financial inclusion.?® Furthermore, branch expansion and ATM penetration for
distance barriers can be used as proxies for infrastructure variables.”

Several studies have revealed that service quality has a significant impact on
internet banking adoption in Malaysia.** Customers are more likely to acquire
banking products and services if the bank offers internet banking.*! Pricing
is another aspect that affects product and services. Overpricing would create
barriers to individuals engaging in banking products and services.

Furthermore, good communication and networking skills of banking staff
are among the most effective persuasive ways to attract more participations
in banking products and services.?> Therefore, human capital development
is important to add value to the financial service industry.** Poor human
development and high financial illiteracy levels, on the other hand, may
prevent a large number of people from benefitting from financial products and
services.**

Finally, we explored the importance of policies and regulations in promoting
financial inclusion. Previous studies have empirically tested the impact of
regulatory quality on financial inclusion. A country with high regulatory
quality is more likely to have high levels of financial inclusion.® In this regard,
regulation would improve financial inclusion through financial innovation,
regulatory framework, economic state, and financial sector stability in a
country.>

From this literature review, the hypotheses of determinants of financial
inclusion from both the demand and the supply factors can be derived as
follows:

HI:  Socio-economic variables significantly influence Islamic
financial inclusion.

H2:  Financial literacy significantly influences Islamic financial
inclusion.

H3:  Religious factors significantly influence Islamic financial
inclusion.

H4:  Social factors significantly influence Islamic financial
inclusion.

ICR 12.2 Produced and distributed by IAIS Malaysia



254 MOHAMMAD MAHBUBI ALI, ABRISTA DEVI, HAMZAH BUSTOMI,
MUHAMMAD RIZKY AND HAFAS FURQANI

H5:  Infrastructure significantly influences Islamic financial
inclusion.

H6:  Products and services significantly influence Islamic financial
inclusion.

H7: Human capital significantly influences Islamic financial
inclusion.

HS8:  Policies andregulations significantly influence Islamic financial
inclusion.

Data and Methodology

Data Collection

A questionnaire was used to collect primary data from all respondents in various
categories. This study includes 300 samples of respondents. The primary data
came from a field survey conducted in five major islands in Indonesia, with one
province serving as a representative for each island except Papua. Purposive
sampling is used to select the representative provinces based on the highest
financial inclusion indices in each island. The OJK financial inclusion database
report is used as the basis to determine the sampling selection as it is the official
publication by Indonesia’s government.’” The province of Papua is excluded
due to the small number of samples and low financial inclusion index.

We used stratified sampling and population data to determine the precise
number of respondents for each representative area. According to the data from
Indonesia’s Statistic Centre (read: Badan Pusat Statistik/BPS, 2018),% West
Java have the highest total population (12,895,640 people), followed by South
Sulawesi (2,075,073), Aceh (1,252,092), East Kalimantan (864,128), and North
Maluku (7,051 people). Therefore, the majority of our respondents are from
West Java province.

Respondents are divided into several categories: (i) Islamic bank
respondents, (ii) Islamic microfinance respondents, and (iii) Islamic capital
market respondents. If the respondents have a formal IFI account or have access
to savings, financing facilities, debit card, and insurance, they are classified
as ‘financially included respondents’. Respondents who do not have an IFI
account or those facilities are classified as ‘financially excluded respondents.’
Table 1 illustrates the sample distribution of this study.
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Island Province Islamic Bank Islamic Micro Finance Islamic Capital Market Total
samples
each
province
Household Enterprises Household Enterprises Household | Enterprises
Sumatera Aceh 7 2 7 2 3 1 22
Java West Java 71 18 71 18 30 8 216
Kalimantan | Samarinda 5 1 5 1 2 1 15
Sulawesi Makassar 11 3 11 3 6 1 35
Maluku North 2 2 2 2 2 2 12
Maluku
Total 96 25 95 25 48 12 300

Table 1: Respondents’ Distribution

Source: Authors

Methodology

This study uses structural equation modelling (SEM), a multivariate statistical
technique, to analyse the causal relationships between variables using LISREL
software. The SEM method, as mentioned by Hair et al. is appropriate for data
in which the dependent variable for one regression analysis is also the regressors
(independent variables) for another. SEM is derived from the simultaneous
equation in econometrics (which includes measured or observed variables), but
it also includes unmeasured variables (usually known as latent variables).*

SEM procedures include the following steps: (i) model specification,
(ii) model identification, (iii) confirmatory factor analysis (CFA) for model
measurement (involving, programming, estimation, test and modification,
as well as re-specification if needed), (iv) path analysis for structural model
(involving, programming, estimation, test and modification, as well as re-
specification if required), and v) interpretation and communication of the
results.* Figure 1 depicts a summary of the SEM procedure.
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Where:
LF
SLF
MV
LV
RMSEA
CR
VE
CFA
ML
GLS
WLS
MI
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Figure 1: SEM Procedure Summary
Source: Ascarya (2013)

: Loading Factor,

: Standardised Loading Factor,
: Measured Variable,

: Latent Variables,

: Root Mean Square Error of Approximation,
: Construct Reliability,

: Variance Extracted,

: Confirmatory Factor Analysis,
: Maximum Likelihood,

: Generalised Least Square,

: Weighted Least Square,

: Modification Index.

In addition, binary logistic regression analysis is used to determine the
relationship between independent variables (X) and binary scale response
variables. Logistic regression analysis generally applies explanatory variables,
which can be categorical or binary, to estimate the magnitude of an event
opportunity based on the response category variable. Typically, financially-
included respondents assign the value of 1, while financially-excluded
respondents assign the value of 0. This is based on the Bernoulli distribution
with the following opportunity distribution functions:*!

A¥=p)y=(1-m)"
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Where ye 0,1 and & is an opportunity of a successful event (y=1). If the
occurrence of Y the response variable is n, the chance of each event is the
same, and each event is independent of each other, therefore Y will refer to the
Binomial distribution.*?

The explanatory variables used in this research are socioeconomic (X1),
financial literacy (X2), social influence (X3), religious commitment (X4),
infrastructure (X5), product & services (X6), human capital (X7), and policies
and regulations (X8) toward the opportunity of being financially included (Y).
A response variable (Y) is the categorical scale, customer and non-customer
(binary scale 1/0). If the response variable in the regression analysis is generally
a categorical scale, then regression analysis employed is logistic analysis.

Survey Design and Measurement

In this research, the respondents (both financially-included and financially-
excluded respondents) were asked to identify which determinant factors may
influence their access to Islamic financial services. The items of constructs
were evaluated using five levels of Likert scale: “l1: strongly disagree”; “2:
disagree”; “3: neutral”; “4: agree”; and “5: strongly agree”. The higher the
score, the greater the degree that the respondents will access Islamic financial
services. Figure 2 illustrates the SEM model for this research.

5, Social Economic KX,
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S Religious > SIDE (&)
3 Commitment | Ax
5, Social Influence AY, Yi g
FINANCIAL Ay, e
INCLUSION Y 2
S (Tll) s
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S Product & AXg
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) Policy &
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Figure 2: SEM Model of Financial Inclusion
Source: Authors
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Explanation:
El Demand Side (Socio-Economic Characteristic, Financial Literacy,
Religious Commitment, Social Influence)
Ez Supply Side (Infrastructure, Product & Services, Human Capital,
Policies and Regulations)
n, Financial Inclusion (INC)
A Effect between endogenous and exogenous latent variables toward
their indicators
Y Direct Effect exogenous latent variables toward endogenous latent
variables
Error of endogenous and exogenous indicators
C Error of the equation
S Effect between endogenous and exogenous latent variables toward
their indicators
Y Direct Effect exogenous latent variables toward endogenous latent
variables
Error of endogenous and exogenous indicators
C Error of equation

Structural Equation
M= E FRLE T

Exogenous Variable Latent of Demand Side’s Equation:

1 = )\'II§1+ e]]

Exogenous Variable Latent of Supply Side’s Equation:

X2l = 7\'2122 + eZl
X22 = )\'2232 + e22
X23 = )\'2322 + e23
X24 = 7\’24%2 + eZ

Endogenous Variable Latent of Financial Inclusion’s Equation:
Yl = }\'lnl + )\'21"1 + )\'31’]] + el
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The observed variable in this research consists of eleven indicators
(account ownership, the purpose of account use, the frequency of transaction,
socio-economic, financial literacy, religious commitment, social influence,
infrastructure, products and services, human capital, policies and regulation).
Table 2 shows the operational variables of this study.

Variable

Measurement

Author(s)

Scale

Endogenous Variable

Financial Inclusion

Account ownership

Purpose of account
use

The frequency of
transaction.

Allen, et al (2012);
Kunt & Klapper
(2013); Zins & Weill
(2016)

5 point Semantic
differential

Exogenou

s Variable

Demand Side

Socio-economic

Financial Literacy

Religious
Commitment

Social influence

Allen, et al (2012);
Clamara, Pena
&Tuesta (2014);
Naceur, Barajas
&Massara (2015);
Zins & Weill (2016);
Clamara,et al (2014)

Nominal and Binary
Scale

Supply Side

Infrastructure

Product and service

Human capital

Policies and
regulation

Allen, et al (2012);
Clamara, Pena
&Tuesta (2014);
Naceur, Barajas
&Massara (2015);
Zins & Weill (2016);
Clamara,et al (2014)

Nominal and Binary
Scale

Table 2: Operational Variables

Source: Authors

Results and Discussions

Sample Characteristics

Table 3 summarises the sample characteristics based on seven categories: (i)
gender, (ii) age, (iii) occupation, (iv) education, (v) marital status, (vi) income
per month, and (vii) province and living area. As indicated in part 1, we use
the primary data from 300 samples from a field survey on five major islands in
Indonesia. However, nine samples were incomplete and thus excluded from the
analysis. As a result, the total number of samples to be analysed in this study
is 291 samples.
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No Items Categories Valid Percent (%)
1 Gender Male 52.2%
Female 47.8 %
2 | Age | 21 years old 2.10%
21-30 years old 35.10%
31-40 years old 32.00 %
41-50 years old 21.60 %
51-60 years old 6.90 %
61-70 years old 2.10%
71 years old 0.30 %
3 Occupation Entrepreneur 33.00 %
Employee 54.30 %
Entreprenceur and Employee 7.90 %
Unemployed 4.80 %
4 | Education Uneducated 1.00 %
Elementary 4.50 %
Middle/Junior 5.20 %
Senior 35.10 %
Diploma 6.50 %
Bachelor 40.90 %
Master 6.20 %
Doctoral 0.70 %
5 Marital Status Unmarried 32.30 %
Married 66.00 %
Divorced 1.00 %
Widow/Widower 0.70 %
6 | Income per month | Rp. 1.000.000 17.50 %
Rp. 1.000.000 - Rp. 1.700.000 14.40 %
Rp. 1.700.000 - Rp. 2.500.000 12.40 %
Rp. 2.500.000 - Rp. 5.500.000 | 55.70 %
7 | Province & Living | West Java 71.50 %
Areca South Sulawesi 12.00 %
Aceh 7.60 %
North Maluku 3.80 %
East Kalimantan 5.20 %

Table 3: Descriptive Statistics of the samples (n =291)

According to table 3, there were 114 males (52%) and 105 females (48%),
indicating a fair gender contribution across the data set. The majority of
respondents (66%) were married, 41% had a bachelor’s degree, most of them
are employed (54%), and 35% were between the ages of 21 and 30. Majority
of respondents (56%) earn a monthly income between IDR 2,500,000 to IDR
5,500,000, and most of them reside in West Java province (72%).
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Inthe subsequent sections, the results of the study are presented in two parts:
(i) SEM results of financial inclusion determinants, and (ii) Binary logistics
results of financial inclusion determinants.

The Determinants of Islamic Financial Inclusion

This section describes the result of the SEM model which is combined with the
logistic regression method. SEM is used to determine the first order of CFA (1%
CFA) which represents the relationship between indicators and their dimensions.
Logistic regression, on the other hand, is used to answer the hypothesis.

SEM Results

The 1 CFA model is divided into two categories: the demand-side and
supply-side — the demand-side consists of four main dimensions, namely
(i) socioeconomic, (ii) financial literacy, (iii) religious commitment, and (iv)
social influence. All measured indicator variables are significantly caused
by the demand-side, except for the socioeconomic (see figure 3). The results
show that financial literacy has the highest loading factor (0.77), followed by
religious commitment (0.68), and social influence (0.51), respectively. Some
studies suggested that the loading factor value must be above 0.6. Other studies,
on the other hand, argued that the value of loading factor can be = 0.5. Fornell-
Larcker criterion for convergent validity requires the standardised loading
factor (SLF) not less than 0.5.** Hair et al criterion shares the same opinion with
Fornell-Larcker that the SLF can be = 0.5.* Socioeconomic, on the other hand,
provides an insignificant influence on financial inclusion from the demand side.
Based on the financial literacy measurement model, fintech awareness has the
highest loading factor (0.76), followed by financial behaviour (0.71), financial
self-efficacy (0.68), media use (0.61), financial knowledge (0.54), and financial
education (0.44), respectively. The religious commitment measurement model
indicates that commitment to worship has the highest loading factor (1.00),
followed by fear of divine punishment (0.98), perception of interest (0.90),
commitment to using interest-free products (0.63), barrier to finding interest-
free transactions (0.15), and religious affiliation (0.09). According to the social
influence measurement model, the influence of informal leaders has the highest
loading factor (0.86), followed by community influence (0.85), friend influence
(0.79), media influence (0.75), family influence (0.72), and culture influence
(0.69).

The supply-side consists of four main aspects: (i) infrastructure, (ii)
products and services, (iii) human capital, and (iv) policies and regulations. The
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supply side has a significant influence on all measured indicator variables, with
products and services contributing the highest loading factor (0.87), followed by
human capital (0.81), policies and regulations (0.77), and infrastructure (0.75).
There are six (6) indicators for each aspect. The infrastructure measurement
model indicates that network connectivity has the highest loading factor (0.94),
followed by fintech readiness (0.92), mobile infrastructure (0.82), distribution
channel (0.60), location (0.46), and distance (0.41). The products and services
measurement model demonstrate that safety has the highest loading factor
(0.87), followed by product fit and transparency (0.81), transaction cost (0.80),
and documentation requirements and collateral (0.78). The human capital
measurement model indicates that KPI targeting has the highest loading factor
(0.91), followed by social awareness (0.99), employment background (0.87),
understanding and knowledge (0.85), educational background (0.73), and
risk-taking behaviour (0.72). Lastly, the policies and regulation measurement
model signifies that distribution policy has the highest loading factor (0.94),
followed by fintech regulation (0.90), consumer protection policy (0.88), data
infrastructure (0.84), literacy regulation (0.76), and incentives and initiatives
(0.75). Figure 3 and Figure 4 illustrate the path diagram of the Islamic financial
inclusion determinants.

Confirmatory Factor Analysis (CFA) value allows us to derive critical
information about the most important determinant factor of the study. Since
financial literacy has been identified as the most important determinant factor
of financial inclusion from the demand side, people with more knowledge about
finance are more likely to be financially included. From the supply side, the
highest determinant factor are products and services. Therefore, if financial
institutions can provide products and services that meet people’s need, the
possibility of them becoming financially included increases.

The significance level used in this study is 10 per cent, with a confidence
interval of 90 per cent. The table in figure 4 evaluates the estimation of the
constant value of the cumulative logistic opportunity for financial inclusion,
where financially-included respondents (individual and enterprises) are assigned
a value 1 and financially-excluded respondents (individual and enterprises)
are assigned a value 0. This is due to the fact that cumulative opportunity
of dependent variables is valued at 1. The logistic regression shows that the
intercept (constant) has a value of 0.835930, and a p-value of 0.000, using the
following formula:

In (1%) = 0.835930
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Figure 3: Standardised Solution and T-Value of 1st CFA Demand-Side (Overall Model)
Source: Authors

Human C -0.619574 -2.25 0.025 0.54
Policies R 0.176838 0.67 0.505 1.19

Figure 4: Standardised Solution and T-Value of 1st CFA Supply-Side (Overall Model)
Source: Authors
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Among the eight proposed hypotheses (socio-economic, financial literacy,
religious commitment, social influence, infrastructure, product service, human
capital, and policies and regulations), three independent variables (financial
literacy, social influence, and human capital) have the most significant impacts
on Islamic financial inclusion. Surprisingly, social influence dominates the
impacts with a significant positive level of coefficient value of 0.96 and odds
ratio of 2.61 or exp. (0.96). This indicates that the strong social influence will
increase the chance of Islamic financial inclusion. The proportion of strong
social influence (0.617) is greater than the weak social influence (0.382).

Additionally, financial literacy has a positive and significant effect on
Islamic financial inclusion with the coefficient value of 0.569 and odds ratio
of 1.77 (significance level at 0.012). This means that better financial literacy
on Islamic finance will increase the probability of financial inclusion by 1.77
times compared to a community with low financial literacy. Human capital also
has a significant effect on financial inclusion with a coefficient value of -2.25
and an odds ratio of 0.54 (significance level 0.025). The negative coefficient of
-2.25 and odds ratio of 0.54 indicate that human capital has a relatively minimal
influence on Islamic financial inclusion as compared to other variables.

A goodness-of-fit test is obtained using three methods, Pearson (0.174),
Deviance (0.055), and Hosmer-Lemeshow (0.004), which indicate that p-value
> a, or even closer to 1 (see table 4). This result suggests that the model
perfectly matches the data. On this note, we may conclude that the empirical
data obtained is suitable for the research.

Method Chi-Square DF P

Pearson 304.194 282 0,174

Deviance 321.050 282 0,055
Hosmer-Lemeshow 22.704 8 0,004

Table 4: Goodness-of-fit tests of Islamic Financial Inclusion

Discussions

As indicated earlier, the research applies SEM and Binary Logistic Regressions
methods to identify the most important determinants of Islamic financial
inclusion in Indonesia. The former method was employed to obtain a response
from the low-income segment (either financially-excluded or financially-
included) on the factors that may influence them to use Islamic financial services.
Whereas, the latter was used to estimate the relationship between exogenous
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latent variables factors (demand side: socio-economic, financial literacy,
religious commitment, and social influence, and supply-side: infrastructure,
product and service, human capital and policies and regulators) and endogenous
latent variables (financial inclusion).

SEM and binary logistic regression provide similar results when the same
determinant variables are used. Using the SEM method, it is found that
financial literacy, religious commitment, and social influence are the three most
important demand-side determinants of Islamic financial inclusion. Meanwhile,
binary logistic results indicate that financial literacy and social influence are the
most important demand-side determinants. Surprisingly, from both methods,
the socio-economic factor is not a significant determinant of Islamic financial
inclusion. This finding contradicts earlier research, which claims that socio-
economy has a significant influence on financial inclusion.** This is possibly
due to the fact that if low-income individuals become bankable, they may prefer
to use conventional financing rather than Islamic finance. Arguably, the former
takes a more proactive approach than the latter, particularly in rural areas, thus
making the low-income segment more exposed to conventional finance than
Islamic finance. In some cases, any income surplus will be invested in real
sectors which offer a higher return. Even if they decide to place their fund in a
formal financial institution; they will choose the one that is more accessible,
offers competitive returns, and has simpler procedures.

Under the financial literacy cluster, both methods have proven that financial
literacy isthe most crucial determinant of Islamic financial inclusionin Indonesia.
Unfortunately, Islamic banks in Indonesia do not adopt a proactive approach
to promote financial literacy and awareness among low-income populations,
making it difficult for them to participate in Islamic banks. This recommends
that the key stakeholders, especially informal leaders, should engage in a more
active campaign and awareness programmes.

Next, the SEM results also revealed that fintech awareness is the most
crucial factor of financial literacy. This is understandable, given that society
favours financial services with a simple process. Fintech platforms (both Islamic
and conventional) have been widely promoted in society, especially among
millennials.* Although many low-income people are unaware of fintech,”
integrating traditional financial services and technology will eventually
influence them to use financial services, including Islamic financial services.*®
Based on a survey by the World Bank, nearly 71 per cent of Indonesian adults
are likely to make or receive digital payments.* As a result, fintech integration
by Islamic financial service will enable low-income groups and unbanked
segments in Indonesia to access financial products and services.*® Furthermore,
financial literacy is the main driver of financial inclusion in Indonesia.’!
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The SEM results show that informal influencers’ (ustadz, kiyai, sheikh) impact
is the most prominent component in social influence. Religious affiliation (i.e.
Nahdlatul Ulama and Muhammadiyah) was found to be the least significant
factor of Islamic financial inclusion. This finding suggests that people of all
religions and communities are equally receptive to awareness programmes on
Islamic finance. The analysis also found that fear of divine punishment and
commitment to worship are the two most important determinants of Islamic
financial inclusion in Indonesia. This finding confirms previous studies that
suggests ‘faith premium’ influences financial decisions. However, due to a lack
of knowledge and awareness, many low-income people believe that participating
in conventional financial institutions has no religious implications.*

From the supply side, SEM discovered that the two most important
determinants of Islamic financial inclusion are human capital, as well as
products and services. Meanwhile, from the supply-side perspective, binary
logistic results show that human capital is the most critical factor. In terms
of products and services, the two methods’ analysis indicated that product fit
and safety are the two most important factors of Islamic financial inclusion
in this cluster. Surprisingly, simple documentation requirements and collateral
flexibility are less important determinants of Islamic financial inclusion. One
possible explanation is that, in general, many Indonesian financial institutions
have offered simple procedures and documentation requirements. This finding
contradicts previous research, which identified collateral and documentation
requirements as the two significant barriers to financial inclusion.*

In terms of the human capital cluster, analysis has found that Islamic finance
talents should be instilled with a high level of social awareness as a minimum
requirement. The finding verified previous studies® that indicated social
awareness and attitudes are important KPIs in evaluating the competitiveness
of IFI employees.

Conclusion and Policy Recommendations

This study is the first attempt to investigate the determinants of Islamic financial
inclusion in Indonesia based on responses from both the financially included
and the financially excluded segments of society.

Using SEM and binary logistic regression, the research discovered that
financial literacy and social influence are the two most important determinants
of Islamic financial inclusion from the demand side while human capital is the
most significant determinant from the supply-side. The results also discovered
that the influence of informal influencers’ (ustadz, kiyai, sheikh) in the social-

ISLAM AND CIVILISATIONAL RENEWAL



FACTORS INFLUENCING ISLAMIC FINANCIAL INCLUSION IN INDONESIA 267

influence cluster is the most critical factor in promoting Islamic financial
inclusion among the low-income segment of society.

According to the research, Islamic financial institutions should develop
systematic approaches and strategies to enhance financial literacy and awareness
of the low-income segment to participate in Islamic banking and financial
services by: (i) actively engaging them with informal leaders (ustadz, kiyai,
sheikh), (ii) introducing sustainable community-based education programmes,
and (iii) incorporating fintech components. Additionally, the efforts of Islamic
financial institutions and policymakers must focus on strengthening human
capital competencies and skills through training and education, capacity
development, and social awareness programmes. Also, his research suggests
that the Indonesian government promote Islamic financial literacy beginning at
the primary level of education
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