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MOTTO

“Tugas kita di dunia ini adalah ikhtiar semaksimal kita, perkara hasil itu Allah yang
menentukan. Dan percayalah, bahwa rencana yang Allah berikan untuk hambanya pasti yang

terbaik. Meskipun nantinya harus melewati kesedihan dan kesulitan dahulu.”

(Berli)

“ Apabila hamba-hamba-Ku bertanya kepadamu (Nabi Muhammad) tentang Aku,
sesungguhnya Aku dekat. Aku mengabulkan permohonan orang yang berdoa apabila dia
berdoa kepada-Ku. Maka, hendaklah mereka memenuhi (perintah)-Ku dan beriman kepada-

Ku agar mereka selalu berada dalam kebenaran.”

(Al-Baqarah :186)
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ARABIC TRANSLITERATION

The system of Arabic transliteration used in this thesis is based on Joint Circulating
Letter of Minister of Religious Affairs and Minister of Education and Cultural Affairs of The
Republic of Indonesia No. 158/1987 and 0543b/U/1987.
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ABSTRACT

This study aims to analyze the effects of Financial Deepening, FDI and Inflation Volatility on
economic growth in Indonesia during the period 2009-2024. By using the Autoregressive
Distributed Lag (ARDL) method to examine the short-term and long-term relationships
between the variables. The research results show that in the short term, financial deepening has
a negative and significant effect on economic growth, FDI has a negative and significant effect
on economic growth, and inflation volatility has a negative and significant effect on economic
growth. In the long term, similar results are shown for financial deepening and FDI.
Meanwhile, inflation volatility is not significant for economic growth. These findings indicate
that increases in financial sector indicators and foreign investment flows have not fully driven
the productivity of the real sector, and inflation instability exerts pressure on the economic
performance in Indonesia.

Keywords: Financial Deepening, FDI, Inflation Volatility, Economic Growth, ARDL.
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ABSTRAK

Penelitian ini bertujuan untuk menganalisis pengaruh Financial Deepening, FDI, dan Volatilitas
Inflasi terhadap pertumbuhan ekonomi di Indonesia pada periode 2009-2024. Dengan
menggunakan metode Autoregressive Distributed Lag (ARDL) untuk menguji hubungan
jangka pendek dan jangka panjang antar variabel. Hasil Penelitian menunjukkan bahwa dalam
jangka pendek menunjukkan bahwa financial deepening berpengaruh negatif dan signifikan
terhadap pertumbuhan ekonomi, FDI berpengaruh negatif dan signifikan terhadap
pertumbuhan ekonomi, serta volatilitas inflasi berpengaruh negatif dan signifikan terhadap
pertumbuhan ekonomi. Dalam jangka panjang, menunjukkan hasil yang serupa untuk financial
deepening dan FDI. Sedangkan inflation volatility tidak signifikan terhadap pertumbuhan
ekonomi. Temuan ini menunjukkan bahwa peningkatan indikator sektor keuangan dan arus
investasi asing belum sepenuhnya mendorong produktivitas sektor riil, serta ketidakstabilan
inflasi memberikan tekanan terhadap kinerja ekonomi di Indonesia.

Kata kunci: Financial Deepening, FDI, Volatilitas Inflasi, Pertumbuhan Ekonomi, ARDL.
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CHAPTER
INTRODUCTION
A. Background

A country's economic growth can be seen from the increase in gross
domestic product (GDP) backed by stability in the financial sector.
Appropriate and efficient government policies are very important for
national economic development, especially monetary policy, which
facilitates the distribution and allocation of finance in various sectors (N. V.
K. Putri & Mubin, 2021). By acting as an intermediary, the financial sector
plays a key role in stabilizing and advancing economic activity (Mishkin &
Eakins, 2009). Thus, financial deepening is often considered an important
factor in supporting economic growth, although its impact depends on how
effectively financial resources are allocated to productive sectors. From a
theoretical standpoint, the financial system comprises institutions,
instruments, and regulators that interact continuously to enhance this
sector's effectiveness, in, sustaining growth and deyvelopment (Osinachi &

Lilian, 2022).

Globally, financial deepening and increased domestic credit to the
private sector have been shown to drive GDP per capita growth.
Furthermore, monetary policy has contributed to maintaining the financial
stability of Indonesia's banking sector (Sugiyanto & Yolanda, 2020).
Furthermore, monetary-fiscal coordination supports post-crisis economic
resilience, as evidenced by the IMF's projection of 5.1% growth in Indonesia

by 2026 (Bank Indonesia, 2026).



The following graph illustrates global economic growth from 2009
to 2024. This graph shows the recovery after the 2008 global financial crisis,
which was marked by a sharp contraction of -1.32% in 2009, followed by
very high economic growth of 6.42% in 2021 due to the post-COVID-19
pandemic recovery, before finally stabilizing at 2.86% in 2023 and 2024

(World Bank, 2025).

Source : World Bank (2024)

Picture 1.1 Economic Growth of the World 2009-2024

Based.on the global economic, growth chart for the period 2009-
2024, the global economy experienced significant fluctuations that were
greatlyinfluenced by variousiglobal economic shocks (UNCTAD, 2024). In
2009, global economic growth contracted due to the 2008-2009 global
financial crisis, which caused a widespread decline in economic activity, a
weakening of the financial sector, and a contraction in international trade.
However, in 2010, there was a sharp increase in global economic growth,

signaling a phase of global recovery as a result of the implementation of



expansive fiscal and monetary stimulus policies in various countries, both

developed and developing.

In the period 2011-2019, global economic growth tended to be
relatively stable, at around 2.5 to 3.5 percent, despite facing various
structural challenges such as the debt crisis in Europe, the slowdown in
China's economic growth, increased international trade tensions, and global
geopolitical uncertainty. Nevertheless, the global economy was generally
able to maintain positive growth, supported by the contribution of

developing countries and the recovery of the international trade sector.

In 2020, global economic growth experienced another sharp decline,
turning negative due to the COVID-19 pandemic. The pandemic caused
major disruptions to global supply chains, a decline in consumption and
investment, and restrictions on economic activity in almost all countries .
However, in 2021, there was a high surge in global economic growth as a
form of post-pandemic recovery (United Nations, 2024). Entering the 2022-
2024 period, global economic growth is onceragain'showing growth. This
condition is. an important context for developing countries, including
Indonesia, whichiare also affected by the .dynamics of global economic

growth, investment, and stability.



2009201020112012201320142015201620172018 2019270 202120222023 2024

Source : World Bank (2024)

Picture 1.2 Economic Growth of Indonesia 2009-2024

Based on the data, during the 2009-2012 period, economic growth
was on a relatively high and stable trend, even reaching above 6% at the
beginning of the period. This indicates a fairly strong economic condition
after the 2008 global crisis. Entering the 20132019 period, economic
growth slowed and tended to stabilize at around 5%. The most significant
change occurred in 2020, when economic growth plummeted sharply to a
negative figure. This drastic decline reflects the impact of major disruptions
to national economicjactivity. In the;2021-2022 period, there was a fairly
strong recovery, marked by a return to positive economic growth of close to
5%. This'indicates a relatively rapid economic recovery process. In addition,
in the 2023-2024 period, economic growth is expected to stabilize (World
Bank, 2025).

Based on the graph of Indonesia's economic growth from 2009 to
2024 above, many developing countries, including Indonesia, face
challenges where economic growth is slowing due to global pressures such

as supply chain disruptions, high inflation, and geopolitical tensions (Brata,



2024 ; Syam & Amaliah, 2024). Following the pandemic, Indonesia is also
vulnerable to a similar slowdown, as evidenced by its economic sensitivity
to external shocks, such as the weakening of the Rupiah exchange rate due
to monetary tightening policies in the United States (Rezki et al., 2025).
These conditions indicate the need for stronger economic fundamentals and
effective macroeconomic management to sustain long-term economic
growth.

Therefore, strengthening the economic structure is crucial for
Indonesia, given its relatively stable economic growth trend, yet its
vulnerability to external shocks, as seen in the 2009-2024 graph above
(World Bank, 2025) . One strategic effort is financial deepening, which is
expected to accelerate more effective allocation of funds to productive
sectors such as industry and infrastructure (IMF, 2024). Furthermore, FDI
is often regarded as an important source of external financing that can
increase production capacity and support economic growth. However, its
impact is not always positive, particularly in developing countries where
weak institutional quality, regulatory inefficiencies, or external shocks may
cause-FDI to" contribute less ‘optimally ‘'or even negatively to economic
growth (OECD, 2024). However, the success of financial deepening and
FDI flows is inseparable from macroeconomic stability, particularly
inflation volatility. High inflation fluctuations can create economic
uncertainty, hinder investment activity, and slow overall growth. Therefore,

these three factors are interrelated and require further in-depth analysis.



According to Sanjaya et al., (2017), financial deepening is
considered an effort aimed at optimizing asset accumulation and increasing
funding accessibility to increase financial assets, thereby enabling real
economic expansion. This is achieved by increasing total investment and
production financing through formal or specialized markets (Husna &
Soebagiyo, 2023). According to Shaw (1974), Financial deepening refers to
the proportion of a country's financial assets relative to its gross domestic
product.. The higher this ratio, the deeper the country's financial sector.
Therefore, it can be interpreted that the higher the ratio, the more effective
the financial system is in distributing and coordinating assets to drive the
country's economic growth (N. V. K. Putri & Mubin, 2021). However, the
relationship between financial deepening and economic growth is not
always straightforward. When credit expansion is not accompanied by
optimal allocation to productive sectors, excess liquidity can emerge
without generating real economic output, potentially resulting in a negative
effect on growth (Astutik & Nugroho, 2024).

Financial deepening refers to the expansion and improvement of the
financial system in mobilizing funds-for productive-investment. In this
study, financial deepening is measured using Domestic Credit to the Private
Sector (DCPS) and Broad Money (M2). This condition is ultimately
expected to drive economic growth. These two indicators illustrate the
extent to which a country's financial system has developed the greater the
volume of credit and the money supply, the more robust its economic

structure.



According to Harisuddin & Hartono (2019), Domestic Credit to the
Private Sector is a key indicator of financial deepening, which measures the
volume of credit provided by financial institutions to the private sector
relative to GDP, reflecting the depth and efficiency of the financial system
in supporting productive activities such as investment and consumption. A
high GDP ratio indicates broader access to credit for businesses, thus
encouraging optimal resource allocation and long-term economic growth,
as evidenced by a panel analysis of Indonesian provinces for the period
2001-2016, where the increase in DCPS is significantly positively
correlated with GDP per capita. However, in Indonesia, the Domestic Credit
per Private Sector (DCPS) ratio started at a relatively low level of around
27% in 2010, gradually rising to a peak of approximately 40% in 2016,
before stabilizing in the range of 36-38% in the 2020-2024 period,
indicating limited credit distribution that hinders the multiplier effect on
economic output (Astutik & Nugroho, 2024).

The DCPS indicator is also useful for identifying systemic risks in
the financial deepening process, as excessively rapid credit growth without
supervision can trigger asset bubblesand instability (The World Bank,
2022) . Therefore, DCPS is an important indicator in this thesis analysis to
evaluate the effectiveness of Indonesia's monetary policy in strengthening
the economic structure in the face of global shocks.

The development of the financial sector in Indonesia, particularly
the ratio of DCPS to GDP, shows a positive trend despite fluctuations from

year to year. Based on historical data from the World Bank, this ratio reached



its lowest point of around 27.25% in 2010, then rose significantly to a peak
01 39.40% in 2016, and remained in the range of 36-38% in the 2020-2024
period. This trend reflects the banking sector's ongoing efforts to expand
credit access to the private sector, which is a key indicator of financial
intermediation (World Bank, 2024).

Another indicator of financial deepening is measured through the
Broad Money. According to Bank Indonesia in the metadata of Statistik
Ekonomi dan Keuangan Indonesia (SEKI), broad money or M2 is defined
as money in circulation in a broad sense, consisting of narrow money (M1)
plus quasi money such as time deposits and less liquid deposits, as well as
non-equity securities owned by domestic private entities (Bank Indonesia,
2021).

According to Nopirin, the total money supply is determined by the
central bank, households (as money holders), and banks. The money supply
includes banknotes, coins, and demand deposits (S. A. Putri et al., 2025).
Increasing the money supply can encourage investment and consumption,
which ultimately drives economic growth. The role of financial institutions
in‘determining the volume of money incirculation as-a source of funds is a
crucial supporting factor for the effectiveness of the financial deepening
process. A larger quantity of money circulating in society provides greater
momentum for the success of financial deepening (N. V. K. Putri & Mubin,

2021).
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Picture 1.3 Financial Deepening in Indonesia 2009-2024

The development of Indonesia's financial sector during 2009-2024
period can be seen through two main indicators, namely Domestic Credit to
the Private Sector (DCPS as a percentage of GDP) and Broad Money Supply
(M2 as a percentage of GDP), which are widely used to measure the depth
of the financial sector. DCPS describes the extent to which financial
institutions such as banks channel funds to productive activities in the
private sector, while broad money supply represents overall economic
liquidity, including"cash"in 'circulation ‘and various types of deposits that
reflect-the accessibility” of financial -instruments.These ‘two variables
provide ‘an in=depth picture of how the financial system supports economic
growth in Indonesia (The World Bank, 2022).

Based on the graph above, the DCPS ratio shows a gradual upward
trend from around 27% in 2009 to nearly 40% in 2016, indicating an
improvement in financial intermediation after the 2008 global crisis, when

Indonesia managed to maintain macroeconomic stability and restore



banking confidence, supported by strong credit growth thanks to a stable
economy and controlled inflation, according to Bank Indonesia. However,
this ratio is still relatively low compared to other ASEAN countries such as
Malaysia 138% and Thailand 162% in 2023, indicating that Indonesia's
financial sector is still in the development stage. In the 2017-2019 period,
DCPS growth stagnated at 38-39% due to tight global financial conditions
and banks' cautious stance in the face of external uncertainty, before slowing
further in 2020-2021 in line with the decline in credit demand due to the
COVID-19 pandemic (Subkhan & Hutajulu, 2023).

In addition, broad money supply indicators rose significantly in the
2020-2021 period, reaching more than 45% of GDP, driven by Bank
Indonesia's expansionary monetary policy, such as Bl rate cuts and liquidity
injections for financial recovery and stability during the pandemic. This
increase in liquidity was not accompanied by a proportional increase in
DCPS, resulting in excess liquidity in the banking system where funds were
available but not yet fully allocated to productive loans (Astutik & Nugroho,
2024).

Overall, the development of these two indicators demonstrates that
financial deepening in Indonesia has improved over time, although
structural limitations remain. The relatively moderate level of credit to GDP
compared to regional peers indicates that the Indonesian financial system
still has significant room for further development. Furthermore, the
divergence between the movement of broad money and domestic credit

during the pandemic highlights challenges in the effectiveness of monetary
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transmission. Therefore, the figure suggests that while Indonesia’s financial
sector has become more resilient and liquid, strengthening the
intermediation function remains essential to enhance its contribution to
sustainable economic growth.

FDI is often associated with positive contributions such as capital
inflows, technology transfer, and job creation. However, this relationship is
not always guaranteed, as the effectiveness of FDI depends on domestic
conditions such as institutional quality, regulatory environment, and the
ability of the economy to absorb foreign investment. In some cases, FDI
may not contribute significantly to economic growth and can even have
adverse effects when it is not aligned with national development priorities.
This creates a mutually reinforcing positive effect, which is very important
for long-term development (Emako, 2022) . However, according to Merian,
FDI flows in Indonesia are not always positive for economic growth.
Foreign investment declined in 2016 and 2020, before finally increasing
again in 2022 (Amalia & Prasetyo, 2025). These fluctuations are influenced
by global situationssuch as economic crises or geopolitical conflicts, as well
as'domestic factors such as legal certainty, ease of domng business, and the
effectiveness of government reforms.

In addition, another important factor affecting Indonesia's economic
growth is inflation volatility. Inflation volatility describes the level of
instability or price fluctuations over time, which is more informative than
just the average inflation rate. This is important for identifying the risks of

uncertainty that cause companies and investors to delay investment

11



decisions (Egi, 2025). Unlike the average inflation rate, which only shows
the general price level, inflation volatility provides a comprehensive picture
of price fluctuations, such as exchange rate depreciation or sudden spikes in
food prices, which have been shown to have a significant negative impact
on output growth of 1.4-1.7% per one basis point increase in Indonesia
during the 2000-2022 period (Meilianna, 2020). By understanding inflation
volatility, policymakers can anticipate its impact on foreign direct
investment (FDI) flows, household consumption, and labor absorption, thus
encouraging the economy to support sustainable growth (Kuncoro et al.,
2024). Although inflation volatility is generally associated with negative
economic impacts, its effect may differ between the short run and long run
depending on macroeconomic stability and policy responses.

Indonesia is a developing country that plays a strategic role in the
global economy with relatively stable economic growth in the range of 4.8-
5.4% per year since 2020 (WorldBank, 2024). However, this growth is still
hampered by various macroeconomic problems, particularly inequality in
the development of ‘the financial sector, dependence. on FDI, and
fluctuations in inflation volatility fromtime to time due to the depreciation
of the rupiah and food price volatility. Imbalances in the development of the
financial sector, dependence on FDI, and price instability can affect
economic growth performance in both the short and long term, as reflected
in the OECD's projection that without structural reforms, Indonesia's growth
is likely to stagnate below its potential of 6% until 2027 (OECD, 2024).

Thus, Indonesia serves as the focus of this study to examine the interplay

12



among financial sector development, FDI, and inflation volatility in
influencing economic growth. This analysis employs the Autoregressive
Distributed Lag (ARDL) approach, which effectively captures both short-
term and long-term relationships.

In recent years, Indonesia's financial services sector has shown a
growth trend in bank financing, which is one indicator of financial
deepening, with credit growth as of December 2024 reaching more than
10% on an annual basis (Keuangan, 2024). However, the ratio of private
credit to Indonesia's GDP is still relatively low compared to the ASEAN-5
countries, indicating that financial deepening remains a challenge for the
national economy (Direktorat Jenderal Strategi Ekonomi dan Fiskal, 2025).

Several research have shown mixed results regarding the impact of
financial deepening on Indonesia's economic growth. Research conducted
by Astutik & Nugroho (2024) discovered that financial deepening measures,
including the M2/GDP ratio and bank credit, exert a significant negative
effect on economic growth, because Indonesia's low level of financial
deepening (around 40%) causes excess liquidity without optimal allocation
to” productive sectors. Conversely, (Harisuddin "& ‘Hartono, 2019), in a
provincial panel analysis for the period 2001-2016, concluded that there is
a positive relationship between an increase in DCPS and GRDP per capita,
where every 1% increase in the private credit ratio drives regional output by
up to 0.8%. (Wijayanti & Hisyam, 2025) also confirmed the negative impact

of financial depth in ASEAN, including Indonesia, as financial development
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that exceeds actual productive capacity increases crisis vulnerability and
inequality.

Meanwhile, the relationship between FDI and economic growth
shows both positive and negative findings in several studies. Research
conducted by Wijayanti & Hisyam (2025) proves that FDI has a significant
positive impact on GDP growth in ASEAN because it brings capital,
technology, and management expertise that increase domestic productivity,
with an elasticity coefficient of 0.45 in Indonesia. However, research
conducted by S. A. Putri et al., (2025) using the VECM model for the 2010-
2022 period found that FDI is not always positive, especially when external
shocks such as a pandemic occur, which caused the decline in FDI in 2020
to have a negative impact on economic recovery. Fluctuations in Indonesia's
FDI from 2016 to 2022 are negatively correlated with growth when
domestic factors such as bureaucracy hinder the positive impact of FDI
(Amalia & Prasetyo, 2025).

Research on the effect of inflation volatility on economic growth
reveals that studies by (Kuncoro et al.,, 2024) indicates that inflation
volatility in Indonesia's inflation targeting system has a strong negative
impact on output volatility of 1.4-1.7% per basis point, as price uncertainty
hinders private investment. (Subkhan & Hutajulu, 2023) confirms the
dominant negative impact, where inflation fluctuations suppress foreign
direct investment (FDI) and productive credit, although at low levels (<4%)

they can have a positive impact through liquidity channels.
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Most previous studies on financial deepening, FDI, and inflation
volatility in Indonesia tend to analyze these variables separately or in pairs,
without capturing the simultaneous dynamic interactions among all three
variables. More critically, existing studies yield conflicting results
attributable to differences in time periods, analytical units, and indicators
used. For instance, Astutik & Nugroho (2024) found a negative effect of
financial deepening at the national level during a period of excess liquidity,
while Harisuddin & Hartono (2019) found a positive relationship at the
provincial level over 2001-2016 a period of more stable credit growth. This
divergence underscores the need for an integrated, time-sensitive analysis
using the ARDL approach, which is capable of capturing both short-run and
long-run dynamics to reconcile these contradictions in the context of
Indonesia's economic recovery from 2009 to 2024.

Magashid Syariah encompasses five fundamental objectives: the
protection of religion (hifz al-din), life (hifz al-nafs), intellect (hifz al-'aql),
lineage (hifz al-nasl), and wealth (hifz al-mal). In the context of economic
development, these objectives collectively underscore the importance of a
just, stable, and productive financial system. Financtal ‘deepening ideally
supports hifz al-mal by expanding access to productive financing for all
segments of society; however, when credit is misallocated or fails to reach
productive sectors, it may contradict this objective by generating financial
instability rather than shared prosperity. Similarly, FDI ideally contributes
to hifz al-nafs through job creation and to Aifz al-'aql through technology

transfer, but extractive or poorly governed FDI may not fulfil these
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objectives. Meanwhile, inflation volatility directly threatens hifz al-mal by
eroding household purchasing power and discouraging productive
investment. Therefore, evaluating the actual impact of these variables on
economic growth is not only a macroeconomic concern but also a normative
imperative aligned with the Maqashid Syariah goal of ensuring maslahah
(public welfare) especially in Indonesia as the world's largest Muslim-
majority country. This suggests that when financial deepening and FDI do
not generate inclusive and productive outcomes, or when inflation volatility
disrupts stability, these conditions may reflect a misalignment with the

objectives of magashid sharia.

This study offers novelty through a comprehensive ARDL approach
to examine the effects of financial deepening (DCPS & M2), FDI, and
inflation volatility on Indonesia's economic growth from 2009 to 2024, a
period that has not been widely analyzed in an integrated manner following
the global crisis and pandemic. This study robustly captures both short-term
and long-term effects, including error correction mechanisms. Furthermore,
its novelty lies in measuring inflation volatility using a rolling standard
deviation window (3 years), which is more sensitive to food price and rupiah
shocks than the simple average in previous literature, thus providing more

useful policy insights for Bank Indonesia and OJK.

These conditions indicate that the relationship between financial
deepening, FDI, and economic growth is complex and context dependent.
In Indonesia, structural challenges such as inefficient credit allocation,

dependence on foreign capital, and macroeconomic instability may lead to
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outcomes that differ from conventional theoretical expectations, both in the
short and long term. Therefore, the study entitled "The Effect of Financial
Deepening, FDI, and Inflation Volatility on Economic Growth in Indonesia:
ARDL Approach" is present to fill the research gap in the Indonesian
economic literature by integrating simultaneous analysis of these three key

variables in the critical period of 2009-2024.

B. Research Questions

1. What is the impact of financial deepening on Indonesia’s economic
growth in the short run and long run?

2. How does Foreign Direct Investment (FDI) influence Indonesia's
economic growth over the short- and long-term?

3. How does Inflation Volatility influence Indonesia's economic growth

over the short and long term?

C. Research Objectives

1. To analyze the impact of financial deepening, measured by Domestic
Credit to 'the ‘Private ‘Sector (DCPS) ‘and- Broad Money (M2) as a
percentage of GDP, on Indonesia's economic growth in the short run and
long run-usingthe ARDL approach.

2. To assess the effect of Foreign Direct Investment (FDI net inflows as a
percentage of GDP) on Indonesia's economic growth in the short run

and long run using the ARDL approach.
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3. To analyze the impact of Inflation Volatility, measured using a 3-year
rolling standard deviation of the inflation rate, on Indonesia's economic
growth in the short run and long run using the ARDL approach.

4. To examine the existence of a long run cointegration relationship among
financial deepening (DCPS and M2), FDI, Inflation Volatility, and
Indonesia's GDP using the ARDL Bounds Test.

5. To measure the speed of short-run adjustment toward long-run
equilibrium through the Error Correction Term (ECT) in the ARDL

model.

D. Research Benefits

1. Theoretical benefits

a) This study contributes to empirical literature by providing
evidence on the simultaneous effects of financial
deepening (DCPS & M?2), FDI net inflows, and inflation
volatility on Indonesia's economic growth during 2009-
2024, a period covering two major global shocks the 2008
financial crisis and the COVID-19 pandemic.

b) This teseatch offersia methodological contribution by
applying the ARDL bounds testing approach with a 3-year
rolling standard deviation measure of inflation volatility,
which is more sensitive to short-term price shocks than
conventional average inflation measures used in prior
literature.

2. Practical Benefits
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a) For policymakers such as Bank Indonesia, OJK, BKPM, and
Bappenas, the findings provide specific evidence on the
conditions under which financial deepening and FDI net inflows
may not optimally contribute to economic growth, offering
inputs for improving credit allocation efficiency and
strengthening the quality of foreign investment absorption in
Indonesia.

b) For businesses and economic actors, this study highlights the
importance of short-run inflation stability in reducing
investment uncertainty and supporting more inclusive and
sustainable economic development.

c) For researchers and Islamic economists, the findings serve as a
reference for further research integrating Maqashid Syariah
perspectives 'into macroeconomic analysis, particularly in
exploring how financial deepening and FDI can be better aligned
with the principles of maslahah and 'adalah in an Islamic

economic framework.

E. Structure of the Study

Chapter I: Introduction
This chapter outlines the study's background, research questions,
objectives, benefits, and discussion structure. It highlights the

importance of analyzing how financial deepening, FDI, and inflation

volatility impact Indonesia's economic growth from 2009 to 2024, while
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justifying the ARDL approach for capturing short- and long-term

dynamics amid post-pandemic recovery.

Chapter II: Literature Review

This chapter reviews theories relevant to the research variables,
including Solow growth model and Mc Kinnon theory. It also examines
previous empirical studies on the relationships between these variables,
develops a conceptual framework, and formulates research hypotheses
based on theoretical and empirical evidence from Indonesia-specific

literature.

Chapter II1: Research Methodology

This chapter outlines the research approach, data types from World
Bank, population and sample (time series 2009-2024), operational
definitions of variables, and data collection and analysis methods. It
explains the use of ARDL bounds testing and diagnostic tests to examine
short- and long-term effects of financial deepening, FDI, and Inflation

Volatility on Indonesia'sieconomie growth.

Chapter/IV: Results and Discussion

This chapter presents the analysis results, including descriptive
statistics, stationarity tests (ADF), ARDL estimation, cointegration
(bounds F-test), and robustness diagnostics. The discussion interprets
findings relative to research objectives and hypotheses, linking results

to Solow model, previous Indonesian studies, and implications of

20



financial deepening/FDI amid inflation volatility for middle-income

trap challenges

Chapter V: Closing

This chapter summarizes key conclusions from ARDL findings,
discusses policy implications for BI (inflation targeting), OJK/BKPM
(FDI absorption), and Bappenas (RPJMN 2025-2029), provides
actionable recommendations, addresses study limitations, and suggests
directions for future research, like shariah finance integration or

provincial panel analysis.
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CHAPTER V

CONCLUSION
A. Conclusion

This study analyzes the impact of financial deepening, FDI, and
Inflation Volatility on economic growth over the period from 2009 to 2024
using ARDL methods. This research focuses on Financial Deepening using
2 indicators, Domestic credit per private sector and broad money, Foreign
Direct investment (FDI), and inflation volatility.

First, financial deepening shows different effects in the short run and
the long run. In the short term, domestic credit to the private sector has a
negative and significant impact on economic growth. The probability value
stands at 0.0000, which falls below the 0.05 significance threshold. Long-
term analysis indicates that domestic credit to the private sector exerts a
significant negative influence on economic growth, confirmed by a
probability value under 0.05%.

This shows that credit expansion in Indonesia during the period
studied was not allocated efticiently to productive sectors. In the short term,
the negative impact shows that increased credit was directed more toward
consumption than productive investment, thus failing to generate immediate
economic growth. In the long term, these negative results indicate structural
problems in the financial system, such as inappropriate credit allocation,
high non-performing loan (NPL) rates, or excessive dependence on debt
without a corresponding increase in productivity. The results of this study

show that financial deepening alone is not sufficient to stimulate economic
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growth; the quality and productivity of credit allocation must be considered
to determine its impact on the economy.

For Broad Money in the short term, broad money has a negative and
significant impact on economic growth. With a probability value of 0.0000
and 0.0001, which is less than the 0.05 significant level. In the long run also
show that broad momey has a negative and significant impact on economic
growth. With a probability value of 0.0000, which is less than the 0.05
significant level. These results indicate that abundant money supply during
the observed period did not effectively increase real sector productivity. In
the short term, excessive money supply caused inflationary pressure rather
than stimulating output. In the long term, this negative relationship shows
that increased liquidity alone is not sufficient to drive sustainable economic
growth without efficient financial intermediation and productive
investment. Overall, the results suggests that the expansion of financial
resources in Indonesia during the observed period did not effectively
support productive economic activities.

Second, Foreign Direct Investment (FDI) shows different effects in
the short run and the long run. In the short term, Foreign Direct Investment
(FDI) has a negative and significant impact on economic growth. With a
probability value of 0.0000, which is less than the 0.05 significant level. In
the long run also show that Foreign Direct Investment (FDI) has a negative
and significant impact on economic growth. With a probability value of
0.0002, which is less than the 0.05 significant level. These results indicate

that foreign capital flows during the period observed have not been
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optimally directed into the domestic productive structure. This shows that
foreign direct investment (FDI) flows alone are not sufficient to drive
sustainable economic growth without strong domestic absorption capacity.

Third, Inflation volatility shows different effects in the short run and
the long run. In the short term, Inflation volatility has a negative and
significant impact on economic growth. With a probability value of 0.0002,
which is less than the 0.05 significant level. In the long run also show that
Inflation volatility) doesn’t have a significant impact on economic growth.
With a probability value of 0.0520, which is higher than the 0.05 significant
level. These results indicate that macroeconomic instability directly disrupts
economic activity in the short term. However, in the long term, inflation
volatility does not significantly affect economic growth, suggesting that the
economy may adjust to price fluctuations over time through policy
responses.

Based on the results of this study, it can be concluded that financial
deepening, Foreign Direct Investment (FDI), and inflation volatility play an
important _role in Tndonesia's economic. growth during the 2009-2024
period:The results show that financial*deepening, measured by domestic
credit to the private sector and broad money supply (M2), has a statistically
significant negative impact on economic growth in both the short and long
term. Similarly, FDI shows a negative and significant impact in both the
short and long term. On the other hand, inflation volatility was found to have
a negative and significant impact on economic growth in the short term,

indicating that macroeconomic instability directly disrupts economic
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performance. However, in the long term, these impacts become statistically

insignificant, suggesting that the economy may gradually adjust to inflation

fluctuations through policy responses and structural adaptations. Overall,

this study highlights that sustainable economic growth is not only driven by

financial deepening or capital inflows, but rather by efficiency, stability, and

quality.

B. Suggestion
1. For Academic
Future researchers may wish to include additional variables to

measure institutional quality, governance, and human capital
development. Given that this study found mixed or negative
relationships for some variables, further investigation using alternative
proxies for financial development or different econometric approaches
could provide deeper insights. Additionally, comparative studies across
policies or regions could help identify structural differences that
influence the effectiveness of financial deepening and foreign capital
inflows.

2+ ForPractitioners

Given the finding that” financial deepening does not always

contribute positively to growth, financial institutions should prioritize
the quality of credit disbursement rather than merely expanding the
volume of loans. Greater emphasis needs to be placed on financing
productive and value-added sectors that directly contribute to economic

growth. Strengthening risk management systems and improving credit
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assessment mechanisms are crucial to minimizing financial
inefficiencies and instability.
For Policy Maker

Given that this study indicates that the impact of financial
deepening, FDI, and inflation volatility is not always optimal,
policymakers should focus on improving the efficiency of financial
intermediation and ensuring that financial sector expansion supports real
sector productivity. The regulatory framework should encourage
productive lending while maintaining financial stability.

For foreign investment, policies should aim to attract high-quality
foreign direct investment (FDI) that promotes innovation, job creation,
and industrial upgrading, rather than merely increasing the volume of
capital inflows. In addition, maintaining macroeconomic stability,
particularly by controlling inflation volatility, remains a top priority, as
instability can hinder investment and economic growth. Coordinated
fiscal and monetary policies are needed to reduce short-term economic

uncertainty and support sustainable long-term growth
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