CHAPTER 1

INTRODUCTION \Y.
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1.1 Introduction

Islamic banking in Indonesia has been in operation sincew marked by the

d z a giroup of people

concerned with Islamic finance. Until today, it is the slami bWonesia to

L ]
provide pure Islamic banking services, as it has r@@ntional ount rprrt_.\qx:, in
2008, some conventional banks began implementing the dual-b ing\)ﬂstem and
established full-fledged Islamic banks or Islamic Zsin

—
Islamic commercial banks operating nati e. Ho

establishment of Bank Muamalat, an Islamic bank init

“Presentlys there are 32

nlyékof them are full-
fledged Islamic banks, while the o%are m i K&tconventional banks.
Additionally, some Islamic ban@ S ha@eﬁ sC \of operation and capital.
These are called Islamic RuraMs (iP , cur@l%;/ 198 units are operating in

the country (OJK, 2020b). z B} ! §
F 4 3
While Muslims maké“up t
g\ ]
p

Islamic banking nts

2021, a sligh®se om
2020b). (%ressuaw 1a @ne largest Muslim population globally, Islamic

b4
bankin&as he opportunity to%xat a higher rate than its conventional equivalent.

r, this positive outlook is not shared by most Indonesian bankers, who believe

0 the market share of Islamic banking over the next eight years would only increase
i

ghtly, if not unchanged. Few expect it to reach the government’s 2025 target of 15

, Or million, of Indonesia’s population,

perce{@o% the Indonesian banking industry as of

réﬁ! in 2019 and 5.78 percent in 2018 (OJK,



percent share, of which two-thirds are expected to come from state-owned Islamic banks

1.2 Background of the Study -\
1.2.1 Functions of Islamic Banks ?

The main function of Islamic banking in Indonesia is as a finanelal intermediary,
azban

(OJK, 2020a).

as it still mainly operates alongside conventional banks in l'ing system (Bl,

2005). Islamic banks in Indonesia also play the role ctive trw‘t seek to
generate profit from their investments and ensure e e benefits he]s@ that
it serves, as embodied in the magasid al-Shariagi ng aRd-finarice. K?'unctlons
of Islamic bank as an intermediary and to W t sow\al tions rltten in the

Islamic banking act, are clearly stated Flna_nC|aI Services Authorlty s (OJK) website

Y
(wWww.0jK.go.id). \(,) ) >\YT°5 C:\(\

OJK is a government agency that regulates and oversees the financial services

aOaN NJ ¥

sector. OJK is an autonomous agency whose functions are to regulate, supervise,

» V. 1l ¥ <

inspect, and investigate activities in the financial services sector. Among OJK’s

T Il it

missions are to ensure that all activities in the financial sector are conducted fairly,

vt D
- ' 2
transparently, and accountably, as well as to protect the interests of consumers and the

N e DY

public. Meanwhile, Bank Indonesia as the central bank, on top of acting as the monetary

Qe | 1) N

policy authorlty also regulates and supervises banking and payment systems

. o

2015 >
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65 Financing by Islamic Banks

Islamic banking in Indonesia serves both retail and corporate customers.

According to the latest statistics report, most customers engage with banks to finance


http://www.ojk.go.id/

consumption (50.71%), working capital (29.37%), and investment (19.92%). The five
largest customer segments are households (for purchase of properties and v?!!)
(48.10%), followed by the wholesale and retail industry (10.91%), contrac@4%),
manufacturing (6.61%), and farming & forestry (3.98%). Other segments;4or instance
agriculture, tourism, real estate and mining, have low average figuWK, 2020D).
According to the same report, the most common types of contracts(@gad) in the five

years period of 2017-2021 was murabahah (49.12%) an a'h (39.6%). The

most uncommon contract was istishna, representing onl erc ntWtal. There
L ]
N4
are also other contracts that have never been used. ' _{-)
4 b 4§
N

1.2.3 Indonesian Plan for Islamic Bankw\a? Is

OJK has recently introduce\ ¢ Banki
continuation of the previous roadr@jzowﬁﬁi Eh'map comprises three
N,
pillars and twelve objectives‘% pillg'r i
&
Indonesian Islamic banki er cu@banking ecosystems, and

improvementofcoord% d controllin (dJI@ZOa).

4 ¢ &
Besides Islarmi bankingi, rnmgbbs also introduced a strategic plan for

the Islamic eco%, el
fores

¢ I C—)

plan also i the fIslami b&n@ industry. It continues the previous plan,
% NN

Indonesian sIslamic Finan f\rchi@re Masterplan 2015-2019 (Bappenas, 2018).

Thi;@rplan places Islam@king as the most important cluster of the Islamic

e%o . It recommends the improvement and expansion of the Islamic banking
try.
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1.2.4 Infrastructure Construction

The current government heavily focuses on infrastructure construction p .
While the previous presidential cabinet prioritized housing construction a@:rban
development (i.e., to induce transmigration), the present cabinet e ises public
infrastructure, such as national roads, tolls, airports, dams, irrigationSf'and other civil
infrastructure projects. \,

The private sector demonstrates a strong interest to pa m tre infrastructure
sector. It bears noting that the expected involvement of'state-o nw‘in public
infrastructure financing is significantly higher tha ign bank i'e&@?the

government has acknowledged that foreign inv S e% eet.tg;-c'ountry’s

needs, especially in infrastructure development, it is

addressed by the government, the indn.&i%’;takehol
Following a significant u\p&usm@;&

e,@\dget for infrastructure

N,
development has been relative nged. The budget fq(?nfrastructure projects in

N

2017 was Rp379 trillion, a?\e.!entln aseyfrom 9 trillion in 2016. Over the
g

In %8' th@udget marginally rose to Rp394

d &
trillion, then Rp3994«illion in i \R.p 19 ti&on in 2020, and finally Rp414 trillion

in 2021 (Dep Keu Ri, 2 infrédcture budget covers various projects,

l'c f'o'a (')

@ satellites, railroads, airports, seaports, and

¢

including reghlls and pu
\
irrigatio% The® Ior pu’sﬁ\c roads in 2021 is Rp35.81 trillion (831 km for
ol

new, and 1,279 km for m@é’ nance). The government targets the completion of

N
\n of public road in 2015-2020. As much as 756 km and 406 km have been
Q leted in 2018 and 2019. In 2020, the government reported that it had constructed
nother 837 km. The construction target for toll roads in 2015-2020 is 1,000 km and

3,000 km in 2024, while for road maintenance 46,770 km (Kemenkeu, 2019).



Construction financing represents only nine percent of total Islamic banks’
financing (2016: 6.3%, 2017: 7.9%, 2018: 7.2%, 2019: 7.9%, 2020: 9.2%, 202 A
Since 2016, the financing value provided by Islamic banks to constructi \'Ns has
been growing (2016: Rp14 billion; 2017: Rp22 billion; 2018: Rp24 billﬂ%lg: Rp31
billion; 2020: Rp38 billion; 2021: Rp37 billion). Though these figuresindicate a steady
upward trend, they are disproportionately lower than those of the conwventional banking
sector. Infrastructure financing from conventional banks ‘&.

214,bi||ion in 2016,

Rp362 billion in 2019, Rp 376 billion in 2020, and Rp380Hillion i ZWnic banks,

X
therefore, are only able to capture nine percent of %ﬁructio se nl _S
In an earlier period (2006-2012), the? f % k ﬁ@cing for
construction showed a downward pattern (W waliaﬂzo . Whi Yz~cash values

bi||@ﬁn 2006 to Rp7.1

of the financing themselves were increéasing ~ fr

billion in 2012 — the share of total @jing of Istamt %a ;@3 decreasing. In 2006,

N,
it was 9.53 percent, shrinking t%ercen? in2 Th(i(/ nturn was also marked

with higher instances of no %ﬂngr' nc (NP% usumawati et al., 2017).
The Indonesian Zion sector isli fne@' in size. In total, about 159,000
s &
firms of various capahili \1'ah atior@mate in the sector. Of this figure, only

ities an(i
9 percent is classified as larg ome t.J ich are state-owned. Despite their scale,

!

¢

they do nc@rfor all t vﬁrlﬁ?any one infrastructure project. These large
NN

contrac% s onfa.wi ';ange':Sf specialties, such as toll concession, high-rise

buildi airport, seaport, ra'l(@(ck and mass rapid transit (MRT), township and

o
3

p \Py concrete fabrication, and engineering-procurement-construction (EPC) for the
n

y and mining sectors. They also create opportunities for smaller contractors to act

qubcontractors for certain works under a given project (BPS Indonesia, 2020).



There are some common forms of cooperation and partnerships in a project. In

Indonesia, these include subcontracting, joint operation (JO; kerja sama opera5|

public-private partnership (PPP), and public-private initiative (PPI)@y &

Hardjomuljadi, 2019). A

Based on the Indonesian construction procurement law, all qua Ing contractors
are invited to submit their tenders for public infrastructure p uch as national
roads. The project is typically established on a build-t ZBT and unit price

contract, and so payments are made at the completion ch 'Ie.ﬁsqedhis means
L ]

=)

that the contractor must bear the initial cost of const

Yw
, as the dnt_f} only
ta t. Th racto\/‘zﬁ\erefore

disbursed after the works are approved by th

requires funding during procurement, andw

banking can exploit. \)
.\
A
N,
) « &
\) &
The government tﬁ d edm@m infrastructure plan, the

u
Medium-Term Nation% pmen ];sz 24. The plan consists of four
pillars: politics, w %econf ctureée.ud biodiversity. The plan has seven
agendas, two o{& are 0 inf&)&?’uctures: development of all regions to

minimize in Ity and treng e

emT an port that Islamic

1.2.5 Infrastructure Planni

!
rfngc_r;:? structure to support basic economic needs.

NN
minimizin ?equah&there is a plan to build a new city, which means

g

tructure is necessa;@)’ support it. There are five areas in infrastructure
p% , one of which is specifically about public roads. Several plans have been laid
Q struct and maintain national and local roads to improve logistics and connection
prioritized areas. These plans include the construction of toll roads, such as the

Sumatera toll road; construction of national main roads in economically strategic areas,



such as the Special Economic Zone (KEK) and National Tourism Strategic Zone
(KSPN); and improvement and maintenance of existing roads. There is also

improve city roads and construct flyovers or underpass junctions (Bappen@).

=

1.2.6 Cost of Construction Financing Q

One of the most important considerations in financi Ne interest rate
tt

(conventional banking) or financing cost (Islamic banking he'prevalent belief

is that the financing cost of Islamic banking is higher th convent unterpart,
X

in reality its difference appears insignificant. According to the r‘ic_@hking

m% i Iam.igﬁnks was
202<iyi a degline f@;.% percent

in 2015 (OJK, 2020b). In conven %king, th es@[’erest income of
construction loans was 9.03 percen 20 arﬂ&\g;p%ce t,tQ 21, a decrease from
N,

12.5 percent in 2015 (OJK, 20 refore, the gost of ﬁfa?]cing of Islamic banks is

Statistics report, the financing margin for the ¢

as low as 8.20 percent in 2020 and 9.17 pefegent i

\M RN
not always higher than that%co nti, anks.

S
N
4 ¢ &
1.2.7 Islamic F'i@] Cor]t \fNo Cogattors
In the guidelinesyof i ' Islar(t-ijg%anking, the istishna contract is used to
finance a %r’s orks. n C—)
%’n

is“used in 2002 through the adoption of the

Statem% ancial yntin ;\dards (PSAK) 59 on the Accounting Principles
for ic Banking (IAl, 20@;‘:\% this standard illustrates istishna with housing
‘@tion, almost all accounting and finance textbooks for Islamic banking later use
0

truction projects as an example of the istishna contract (1Al, 2007). Following the

suance of new principles in 2007, PSAK 59 was abrogated, and istishna is now

regulated by PSAK 104 (lAl, 2016).



Istishna is defined as a financing contract with the principle of sale and purchase.
However, road infrastructure cannot be sold, so this may explain why its appllcTn
such projects is rare, if any at all, as the focus is merely on housing constr \

Musharakah is also used to finance contractors. Musharakah is a cﬂkt founded
on the principle of partnership. A construction project is also a partn ip between the
land (project) owner, contractor/builder, engineer, labour, materi lier, equipment

‘Y:

owner, and, most importantly, the financier. The mushara t and construction

thus share many similarities. .\d

state-gwned,cohtr j\ét}rs In

th% e a\x;an. They

ose L@gtate-owned
ion@‘also in property,

concrete fabrication, toll concessio ong oth gn '%y to determine, using

on, %1 the proj are@nced with a musharakah
N &

\ ol IFIS

(—) P P

o &

1.2.8 Bank’s Ri in Musrl (J
Ina mu i pa |s given the authority to manage assets,

and each pa re resen eét rtners (OJK, 2016). The bank’s capacity as

Istishna and musharakah financing is provid

their annual reports, the contractors report the fi

also do not specify the projects that recelvﬁv i

contractors are not only operating in strature cons

publicly available informati

contract.

a partn sharakah ftract s in a project or partnership, is equal to that
of 0 r rtners This is base OHYhe al-musawamah (equality) principle. The Islamic
b%l refore, has the authority to supervise, inspect, or investigate whenever it deems
Q ssary to do so. Mutual approval is also required in the purchase or sale of assets,
h as in the case of material procurement. The bank can therefore perform internal

control (1Al, 2007).



1.3 Problem Statement

The Islamic banking industry in Indonesia has been operating and growin
last thirty years. The first series of fatwas, relating to savings and financing \sued
in 2000 (DSN-MUI, 2000). The Islamic Banking Act was then intwﬂU&w in 2008
(Presiden RI, 2008). In the same year, Bank of Indonesia also intrw the Grand
Strategy for Islamic Banking. The strategy was then contin&gl JK, which was

l

OJK has recently launched a new 2020-2025 roa for the Wn Islamic

ax
he previo aﬂr[@OJK,
0 re@ i duc@-@]e Sharia
. N o
amlo‘eco y m@bnema. This is
also a continuation of a previous plan wais, 2018). ng Eié‘?trategies of these

two plans is to grow Islamic banki@'ycluding\ﬂ%in [ '¥nvolvement in public
-:' 2 N,
projects. This strategy indica% amic banks s@d direct their business

&
that @ can grow along with the

orientation towards infras Mpro‘ %
consistently increasin cture budge l 0’
ST o &

At the sam ﬁ@, tw pres ial cabinet highly prioritises the

infrastructure crm{ fon i 's indicated in the Midterm National Development
¢

Planning 20 w (Bappen Zal%l line with this focus, the national budget

NN
aIIocati% infrastruct ',has @n increasing since 2017, demonstrating the

seri%s of the government'{%@alising this plan (Dep Keu RI, 2021).
%\Mese factors — authorities’ plans, Islamic banking, the Islamic economy, and

established in 2011.

banking industry to support its growth, a continuatio
2020a). Another government agency, Bappena

Economy Masterplan 2019-2024 to impro

structure plans — together provide the best opportunity for Islamic banking to

in
row along with the infrastructure construction segment. Islamic banks should enhance

its focus on construction financing, particularly for infrastructure contractors.
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ge ofslslamic banks on the

The first research problem ithe la
&
practice and operations of contra inamcing._This iss@e}applies to all types of

“« Q-
contractor financing from IslaN ks. T iti diﬁ‘@ﬁ"to identify previous studies

that are relevant to the crren%tudy.
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2.

taken the opportunities emerging from the government’s infrastructure development
policies. Almost all contractor financing opportunities have been exploi?‘vy
conventional banks. Over a period of ten years, Islamic banks on average or@litute
9 percent of total contractor financing. A

It is imperative to understand the current practices and approachesfof Islamic bank

to finance contractors so that appropriate solutions can be pr oMonstruction and
contractor seem to be similar, and so understanding wher ms' overlap is very
important for the study. Islamic construction financ such aw‘financing
(Ibrahim & Sapian, 2022), infrastructure projects%asati al. lp),_\ Yr'oad
belt projects (Chu & Muneeza, 2019), has be ro% C. (I@é will be
discussed further in Chapter 2). However, :gjn i ing to @ractors is still

lacking (Gundes et al., 2019). More ';lcay, this topi no@ered by research

on Islamic banking financing (Rash@jl., 20%&\/ [ e,(n\engineering research,
% >

4

financial resources are identifi ma'gr issue n th erations of all types of

contractors. The most imp@nti’t] A the ucc@f infrastructure construction
projects is contractors % ialise infinfr t'r'dct@rojects (Gundes et al., 2019).

4
- ( <$/

A
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Figure 1.3: Government Infrastructure Budget
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The second problem of the study is the low share of financing of Islamic banks to
the construction segment. Thus, this study investigates the reasons for the?r
financing of the construction segment by Islamic banks in Indonesia.

As discussed in Section 1.2.4, the government is current&*mng on
infrastructure projects. Figure 1.3 shows that infrastructure budg Wased by 47

percent in 2015, and the level has maintained until today. Und th\eb£ vious president,
gr

before 2015, the average infrastructure budget was $13 bil mg'the first term of
the current president (2015-2019), the budget increased ave g b||||on In

his second term, during the pandemic (2020-2021), udget was_i r‘as@ $29

million. At the same time, the government a ses\ pmgjg Islamic
of th@;{mc Banking
Roadmap and Islamic Economy MN| D Howeve F|@ 1.2 shows, both

initiatives have not resulted in any ase in t %

economy, particularly Islamic banking, thr mtroc\j

g‘(\s'tructlon financing of
Islamic banks (Figure 1.3). 43%

Combining Figures 1. d in re 1u4, |t@r that over the last ten years,

Islamic banks have not%t d from gye&smbhfrastructure budget. Though the
4 $ &

amount of financin onstrucltl eeni sing, this is simply a general growth

trend and unrel dt ec 'ern ollcy (OJK, 2021b).

Figur s ws that th otfl n flnancmg to contractors has increased over
the Iast , althBugh ? |ncr e IS unrelated to the increase in the government’s
infr ure budget The tota\@ﬁe of construction financing has increased by almost
f t es, from $7.5 million in 2011 to $29.1 million in 2021. The graph shows an

: ase in financing by both conventional and Islamic banks, though it clearly shows
a

t the share of financing is dominated by conventional banks.
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Figure 1.4: Government Infrastructure Budg and

Islamic banks’ financing to thm

ruc on S %
increased by five times. The final g Iu y 74 percent on average and

-

ranged between 6 and 9 perc vent| fi ncm %doubled during the same

period, with an average of nt’ Ho r, t rowth in 2020 and 2021 was
l

respectively 4 and 1 pe en Islaml are &Brefore still unable to compete with

O

their conventlona ou partsldespl the a @ble opportunities. A possible reason is

ks
because of th n er f co tchak') s is larger than Islamic banks. Another
reason m age banks. Qﬂaérefore it is very important to conduct an in-
depth i tlon ago e‘ﬁaus or the low share of financing of Islamic banks, so
N

th% riate recommendaﬁb‘@ can be proposed to increase their market share.
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Figure 1.5: Musharakah Financing to the Construction Segment
v n g
The third research problem is related to the%hssion S ioﬁ E\Q} that
Islamic bank financing in Indonesia is mostly f tai% for{@zgorporate

consﬁ@'lon.

mation frop the @ﬁal reports of the

sector. This strategy is not in line with the

As shown in Figure 1.5 above, base in

Islamic banks, in 2017-2020, only @janks provi ?si nﬁ\&nt financing value to
N

contractors using musharakah.%er Isﬂlmic nks Q’é?ot provide any financing
to contractors. l '$
Contractor’s wo ;ique zig uj Cb&ination between multiple parties

re |rg
L2 |
pllers%(&ﬂanpower management, equipment

i/vith b%ultants to construct the project with the

predetermi pegification g’ 2(@5). The uniqueness of the contractor is similar
NN

of M gkah Y@aet. Musharakah, translated as joint venture

to the w
parm&o o'

, combines the var{us resources of Islamic banks. They not only provide

qu t also their management expertise to create a successful project venture

IFI, 2017). Musharakah is one of the most common forms of Islamic financing
ontracts across the world (Moriguchi et al., 2016). However, it is not a preferred

contract in Indonesia (OJK, 2021b). At the global level, musharakah is only used in less

14



than 6 percent of financing offered by Islamic banks (Hakeem, 2019). Musharakah is
constrained by some challenges, such as high risk and difficulty in selecting?ud
partner (A. A. Rahman & Nor, 2016). The success of musharakah is also i@d by
the competence of Islamic bank employees (Nugraheni & Alimin, 2020Y:

The use of musharakah contract to finance contractors would sugport the growth
of Islamic banks by enhancing their competitive advantages. It Id also attract,
infrastructure contractors, a target segment that has el Ya-ny

' Islamic banks.

Musharakah contract will also increase the banks’ share 0fycorpo tWers.

@ \Y-
| S
1.4 Research Questions ' 4 T

NV
; X
ic b@bm providing
ctu@‘bntractors, and to

This study aims to explore the curr ractice

financing to the construction segmentidin pagticular in

propose improvements that can inc&;blslamic \m%s h{}of the segment using
iﬂgy N

the musharakah contract. To a%n the?e objeetives, ('%tudy attempts to answer

RN
the following research questions: J N
app

1. How are curre% es an" V}f‘&lesbf Islamic banks in Indonesia to
&
adies, in particul

finance con Wn corln pag> ar infrastructure contractors?
2. Why fi '&« ' tﬁq‘i

nk nfrastructure contractors are at the low

a
!

mrastructure contract 1@;’

5% Research Aims and Objectives
The study aims to support the Indonesian government to promote the strategic

growth of Islamic banking as indicated by the Islamic Banking Roadmap and Islamic

15



Economy Masterplan. Islamic banking, despite already operating for more than 30 years
in Indonesia, remains an emerging industry, unable to compete with its conve?ﬂul
counterpart.

Islamic banks have now before them a valuable opportunity to mﬂéyts market
share in the construction segment. The present presidential cabl has identified
infrastructure construction as one of its major policies. To Io IS opportunity,

*fi;

Islamic banks must be able to provide solutions to the fina S rlsmg from this

policy direction. Therefore, this study attempts to investi yw banks in

Indonesia have not been able to satisfactorily captur constructio dm&ﬁé’nd to

propose the appropriate approach to attract n% seg@ﬁt These
objectives are: u\ év
1. To investigate the current p ces f Islamic Si nesia to finance
construction companies, i |cular|n ?tur ntractors.
2. To examine the reaso e Iovo shar fm@fﬂg from Islamic banks in
Indonesia to infra clt \A

3. Toexamine t% rlate} s of 'liéh h contract to fulfil the financing
entractor

needs of| structur f\!s> s
%

Y-v
usiness Units (Uu%}ﬁd Islamic Rural Banks (BPRS). BUS and UUS

‘@y have similar operations, the main difference being their legal form. BUS is a

Q -alone corporation, whereas UUS is a division of a conventional bank. UUS is,
erefore, a part of a conventional bank and not a separate legal entity. Most Islamic

banks in Indonesia are part of conventional banks, formed either as a stand-alone spinoff

16



(BUS) or a division (UUS). The sole exception is Bank Muamalat Indonesia, the only
BUS that is not part of a dual banking system. Islamic Rural Banks (BPRS), on tw
hand, are small in both size and scope due to restrictions placed by the Iaw@anks
may only operate in a single city or province and are not aIIowed';@o cheque
transactions. Some Islamic banks are publicly listed, some are statmd, either by
the national or provincial government, and some partner with %\g_ﬁanks. The study

was conducted on 12 banks with unique characteristics.

N
Conventional Banks ' _{')
Qty = 107

,\/T
\ *?T
(\J,:‘ U '

Government BanQ\nuqﬂ/ariagg
Private compan Islal
Joint Venture ‘\s@?/: 1’u its

Foreign

-
‘.%Tol :é, Units
2 4 Q:)
¢Syariah

ural
A’: 19 ﬁ’?
T
l&‘.@mc Banks
&
Ny | %b

Constructi&ns in fndon can {@, categorised by specialisation, namely

building, inf%\ne, ahd go,ficcfgo?}mtruction. There are around 159,000
O

construc '(&E in Indonesia. u@g contractors work according to the instructions
‘y’s
0

of pri ublic owners, so th@-ére no standardized specifications or guidelines for
S

c N:tion projects. Infrastructure contractors, on the contrary, work according to the

Rural Bank
= 1.468 units

£
o
/-‘S
@

1
.o

eral specifications set by the government. Their works are open to the public, and
e completed infrastructure property will be used by the public. Specific contractors

are those that carry out specific projects, such as interiors, electrical, hauling,

17



powerhouse, irrigation, and so forth. Only infrastructure works are guided by standards
set by the state. Y*

This study focused on Islamic bank financing to construction cor@& that
specialize in road infrastructure, such as national roads and interstate r ese roads
are owned by the government, which is responsible for their upgr , repairs, and
maintenance. There are also other types of roads in Indonesia, su oII roads, urban
roads, and city roads. Toll roads are not directly owned by overn nt, but they are

conceded to private firms. Therefore, toll roads and any pasticularjroa W excluded

from the study. é | _{')
b 4 \/‘T

Private \
Project Work

Building Qi:) Infrastructure
Construction ((, Construction
school, hospital, A road, bridge,

stadium airports

q ent oWwns Kﬁnstructlon companies, but these state-owned

constriwmpan{es uld Iat ansform the contract into an EPC (engineering-

pr t-construction) pr Wh|Ie these state-owned construction companies
ong the largest in the country, they account less than 10 percent of total
ractors Most of their works are subcontracted to medium and small construction

ompanles
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From those contractors, only a few are listed on the stock market. There are only
18 listed construction companies, so only their financial information is p
available. Only five of those listed contractors, one private and four publi ein
road infrastructure. Even so, the four state-owned firms do not entﬂ&@cus their
business on road infrastructure. A preliminary review of their financialfeports revealed

some information relevant to this study. In the notes to the accounts, the companies

reported that they have obtained financing from Islamic b inythe f')rm of long and

A IWher, some

n the mus khh@i‘ple.
fr@ com@ﬁy (asthe

n?. of th@f‘?ﬂ;cting firms
also received syndicated financing frz&%\ks, amongythem @ic banks, for the

construction of toll roads in central% >\!T ,<\
While the Indonesian Séxchaﬂge ) Q'S(:?specific category for
infrastructure, the compani hﬁelo clas@tion are not solely operating
Ly

in infrastructure constr% ather, they a aiso@rators of toll roads or properties,
4

F &
besides their maiKﬁ%ss asiogcm S forg.ldings, airports, or seaports.

short-term financing, supply chain facility, and L/C fa

reported that the financing contract is implemented b
Most state-owned firms declared that the loan origi

banks and contractors are both owned by théxgov

baan&wd Islamic economy, maps by proposing theories, models, practices, and
1034

p %related to Islamic banking and construction operations. Theoretically, it will
roaden the growing body of knowledge and literature on musharakah contract, which

as been theoretically identified as a financing solution for contemporary Islamic



financial institutions, such as Islamic banks, Islamic capital markets, and takaful
(Moriguchi et al., 2016). Yv

The study proposes a musharakah-based financing method that Islamic can
use for infrastructure contractors. Current financing typically comes frﬂ% interest-
bearing loans of conventional banks, so that the condition is not irWdance with
Islamic principles. A contractor may have a limited set of resources that is adequate for
some specific quantity of works. However, if it intends R:)r' larger or more
projects, it should obtain additional resources, such as%equip n.t\aagdbour. The

@

contractor needs external financing to procure, rent, @rigvest in‘equi eht hire

fmg@fn mlc%mther\mse

(Gundes et al., 2019). In particular, howeveriiterature on¢slami cons@sl;nfinancing

is still limited (Rashid et al., 2019). W foa the st ims t@\ this gap. It also

aims to extend the present polic% regula \hn%c g<from Islamic banks to
f S

contractors. 4 48\_
\ §

1.8 Operational De%z I

F &

The capabilit a const[ rm is ned by its eligibility to tender for a

project, supplerr&te ith

more labour. Few research has discussed cons

'xperéié. A medium firm, say Grade 4, may only

th a maxi &aléfi?n of Rp4 billion. If it has no experience in

bid for a pr

% "

constru% s, though.it'has pres&?usly built a high-rise building, it may not qualify
L %

or lﬂ&)ad infrastructure pr s. Similarly, a construction firm that has previously
gt

b \f& kilometres of city road will have to be able to redesign its capability to build a

—

oad with the same length in a different location, as they have to able to work with

ifferent workers, material suppliers, equipment providers, and construction method.
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Figure 1.8: Infrastructure Project Flow
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Infrastructure construction faces various risks, such as environmental risks, price
changes, and assumption changes. Islamic finance encourages risk sharing to fo?me
equitable distribution of risks, profits, and losses. It also means that the @ence
of an Islamic bank covers not only the credit worthiness of the custo t also the
financial viability of the project, so as to enhance transparency and toypromote mutual
trust and fairness in the dealings (Zawawi et al., 2013). B co\nﬂlst, conventional
finance is typically based on the promise to pay and not ti mar]sactions (Bacha

etal., 2015). .\d

r or client to tie @"E\;tor

ndsO\rft e of.construction
T

contract. For a traditional contract, disburse% e uvqral a mg@'ﬂy basis; for a
design-and-build lump sum contract; ayants are Iy @e based on the

accomplishment of milestones thal@s been aM%t ,t@re of contract signing

(Tang, 2015). Some factors, h Jmay 5‘e|ay ymen the contractors, causing

cash flow deficits (Gundes ng) N
? I N
4 ¢ &
1.9 Conclusions \ j \ é.)
This chap@expl i pur;é/of the study, which is to examine why
¢
Indonesian | gﬂ@)ank ar(j%lg toé}?ure the construction segment and to propose
% NN

how the medy'this si ,ation&ﬁs chapter has also discussed some issues related

For construction contracts, payments from the

to fi g faced by Islamic @é in Indonesia and about infrastructure construction

b X in the country.

: Islamic banks in Indonesia have been in operation for 30 years, offering services
r

retail and corporate customers from all segments, including construction. The

construction sector is now growing because the government focuses on infrastructure
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development, including roads. However, this opportunity has not been captured by
Islamic banks properly, and so their share in construction financing rem?m
insignificant figure relative to conventional banks. Construction, contractor ract,

construction work, construction property, are terminologies that wﬂ‘l&used and

discussed in this study. Q '
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