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1. Introduction

The emergence of Islamic finance is a significant instrument for promoting global development, especially in
enhancing wealth and alleviating poverty (Alawode, 2015). According to the Islamic Financial Service Board
(IFSB) Stability Report 2024, Islamic banking constitutes 70.21% of global Islamic financial assets, totaling
USD 2,372 billion, followed by Sukuk and Islamic Funds Assets. Regionally, Indonesia is categorized within
East Asia and the Pacific (EAP), which possesses the third largest Islamic banking assets among the seven
regions identified by the IFSB.

The banking sector serves as the primary instrument for addressing societal requirements, shaped by existing
conditions and circumstances (Hassan & Lewis, 2009). The evolution of Islamic banking in Indonesia signifies
the populace's desire for an alternative banking system. Islamic banking services primarily focus on the
allocation of funding to meet societal requirements. According to the Islamic Banking Statistics for June 2024
released by the Financial Services Authority, funding in Islamic banking is mostly comprised of Murabahah
contracts amounting to IDR 191,599 billion, followed by Musyarakah contracts totaling IDR 175,305 billion.

The sustainability of financing in Islamic banks can be evaluated by examining the management of financing
risks linked to diverse Shariah-compliant contracts (Aliyu et al., 2017). Higher risks are associated with
financing that is primarily based on murabahah and musyarakah in Islamic banking (Yustiardhi et al., 2020).
Murabahah, a sale-based arrangement wherein the bank acquires goods and subsequently resells them for a
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profit, entails significant credit risk. Collateral is crucial in these transactions; in the event of client default, the
bank is required to liquidate the collateral to recover the loan (Jiménez & Saurina, 2004; Saifurrahman &
Kassim, 2022; Wasiaturrahma et al., 2020). The bank may face risks from non-performing financing (NPF)
throughout this protracted process. Musyarakah, as a profit-and-loss sharing contract, engages both partners in
the enterprise, hence increasing risks associated with liquidity and operations. Losses incurred by an
underperforming firm are distributed between the bank and the client. This arrangement complicates risk
management for the bank and elevates exposure to greater operational risk. Musyarakah is also vulnerable to
moral hazard, since clients may not completely reveal their financial circumstances, resulting in asymmetric
information and complicating the bank's ability to monitor performance efficiently (Mateev et al., 2024;
Mirzaei et al., 2024).

The precepts of Islam establish an ethical framework and impose financial limitations that intensify the
necessity of managing financing risk in Islamic banks. Although these principles foster equity, clarity, and risk
distribution, they also provide challenges that traditional banks do not encounter, especially regarding
prohibitions on interest, ambiguity, and speculative risk-mitigation instruments (Abdullah & Chee, 2023).
Heightened financing risk may result in a possible source of bank losses. The escalating financing risk in
Islamic banking is demonstrated by the rising Non-Performing Financing (NPF) (Rozalinda, 2016). An
elevated NPF rate negatively impacts the revenue of Islamic Banks, thereby diminishing their ability to offer
future financing and participate in more economic endeavors (Alabbad & Schertler, 2022; Grassa, 2012;
Mateev et al., 2024; Miklaszewska et al., 2021).
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Figure 1. Islamic Banking's NPF for Each Country

According to 2022 statistics from the IFSB, Indonesia was placed eleventh among nineteen nations with the
highest rates of non-performing finance (NPF). Regionally, Indonesia ranks seventh among fifteen Asian
countries with the highest Non-Performing Financing (NPF) rates. In Southeast Asia, Indonesia exhibits a
greater financing risk compared to Malaysia, although Brunei Darussalam possesses the highest non-
performing loan (NPF) rate in the area.

Indonesia’s national NPF has exhibited a declining trend from 2015 to 2023. In 2015, the NPF rate was 4.84%,
subsequently decreasing to 4.42% in 2016. Nonetheless, this trend was not sustained, as the NPF rate escalated
to 4.77% in 2017, signifying financial or economic constraints impacting borrowers' capacity to fulfill their
financing obligations during that period. In 2018, a notable enhancement was observed, as the NPF rate
decreased to 3.26%. This favorable trend persisted into 2019, with a modest decline to 3.23%. In spite of the
economic difficulties presented by the COVID-19 pandemic in 2020, Indonesia sustained a Non-Performing
Financing (NPF) rate of 3.13%, demonstrating the robustness of its financial industry, presumably bolstered
by government stimulus initiatives and credit restructuring programs. In the following years, the NPF rate
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persisted in its decrease, attaining 2.59% in 2021, 2.35% in 2022, and ultimately reaching a nadir of 2.10% in
2023. Numerous prior studies have aimed to uncover characteristics affecting financing risk in Islamic
banking. Abdurraheem et al. (2023) determined that inflation rates can elevate financing risk in the context of
macroeconomic conditions. Consistent with this finding, Munifatussa’idah (2020) also indicated that
efficiency levels can increase financing risk. Moreover, the performance of Islamic banks has been
demonstrated to augment financing risk. Conversely, Jayanto (2020) discovered that capital adequacy in
Islamic banks might mitigate financing risk.

This study aims to investigate the long-term and short-term roles of internal factors within Islamic banking,
which include efficiency, bank performance, and capital, as well as macroeconomic conditions, on financing
risk of Islamic banks in Indonesia. The findings of this study inform Islamic banking risk analysts in making
both short-term and long-term assessments to predict variations in financing risks. Subsequently, these factors
might be organized into a proactive risk reduction strategy. The importance of this research variable can offer
insights for strategy formulation.

2. Method

2.1 Data

This analysis employs quarterly time series data from 2015 to 2023. The endogenous variable employed is
Financing Risk. The exogenous variables employed include Macroeconomics, Capital, Efficiency, and Bank
Performance. Variable descriptions are shown in Table 1.

Table 1. Research Variables Description

Variables Proxy Definition Source
Endogenous Variable
. . . Non Performing Non Performing Financing / Total
Financing Risk Financing (NPF) Financing oK

Exogenous Variables
An increase in the overall level of prices
in the economy.
The data is presented in the form of
Inflation Rate which is calculated based
on the percentage change in the price
index compared to the previous period.

Macroeconomic Inflation Bank Indonesia

. Capital Adequacy (Tier 1 Capital + Tier 2 Capital) / Risk
Capital Ratio (CAR) Weighted Assets OJK
Operating Expenses to
Efficiency Operating Income Operating Expenses / Operating Income OJK
Ratio
Bank Return on Assets
Performance (ROA) Net Income / Total Assets OJK

2.2 Methodological Approach

This study utilizes the Autoregressive Distributed Lag (ARDL) regression model. Ekananda (2016) asserts
that the Autoregressive Distributed Lag (ARDL) model integrates autoregressive (AR) and distributed lag
(DL) techniques, with "lag™ denoting the utilization of historical values to forecast future values. The AR
approach employs one or more historical values of the dependent variable, whereas DL incorporates
regressions that involve both current and past values of the independent variable.

The regression model of this study is as follows:
FR: = f(MAC,, CAP,, EFC,, PERy) (1)

In consideration of the time lagging in the financing risk, this study selected an ARDL model to study the
influence of macroeconomic, capital, efficiency, and bank performance. The ARDL model was calculated in
three steps:
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Step 1: The cointegration test ARDL model used to test whether there was a long term causal relationship
between the variables. The following model was established:

AFR= B0 + B1FRy1 + P2MACy1 + B3CAP.1 + BAEFCyy + BSPERw1 + X%, B6 AFRw1 + X0_, 7 AMAC 1 +
¢_B8ACAP1+ YL BIAEFCi1+ Y% o f10 APER: + & @)

where A was the first-order differential operator, & was the white noise and a, b, ¢, d were the maximum lag
orders as determined by AIC or BIC. Whether there was a long-term equilibrium relationship between
horizontal variables was tested using F-statistic, and the null hypothesis was that there was no long-term
equilibrium relationship.

Step 2: The estimation ARDL model used to analyze the long and short term relationship between the variables.
The long term relationship can be estimated using the ARDL model:
FR: = B0 + P1FR: + PoMAC: + BsCAP: + B4EFC: + BsPER: + & ®)

While the short term relationship can be estimated using the ARDL ECM model:
AFR= B0 + X7 B1AFRw + + 32 B2 AMACw1 + 302 B3 ACAPw + Y04 B4 AEFCri+ X5 B5 APERw
+ ECTw1 + & (4)

Step 3: Model stability test, used to avoid errors in concluding. model stability using the CUSUM and CUSUM
Square plots. This process use to know model is stable from the possibility of one or more structural breaks if
the plot does not cross the threshold at 5% significance (Brown et al., 1975).

3. Result and Discussion

3.1 Results

3.1.1 Unit Root Test Results

The first step is check the stationarity of the variables through the Unit Root Test. Table 1 shows that four
variables are stationary at the level and one variable is stationary at the first difference level. The five variables
have fulfilled the stationarity requirements in ARDL analysis, which requires different order levels in testing
variable stationarity (Ekananda, 2016).

Table 2. ADF Unit Root Test

Variables _ Level _ _F.irst Difference _ Order (_)f
t-statistics Probability t-statistics Probability Integration
Financing Risk -1.1312 0.6923 -6.6535 0.0000* I(1)
Macroeconomy -3.3751 0.0190* -3.5523 0.0130 1(0)
Capital -0.9580 0.7572 -5.8539 0.0000* I(1)
Efficiency -1.0042 0.7410 -6.4714 0.0000* I(1)
Bank -1.3912 0.5741 -9.4453 0.0000* I(1)
Performance

Note: The null hypothesis are “the series has a unit root”. *denotes prob. < 0.05 and the null hypothesis
is rejected at the 5% level

3.1,2 ARDL Model Selected
Following are the results of the AIC test to determine the maximum lag of ARDL, namely (4,3,4,4,4) for each
of the five variables:
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Akaike Information Criteria (top 20 models)
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Figure 2. Result of Akaike Information Criteria

3.1.3 ARDL Cointegration Bound Test Result

The next step is to analyze the long-term balance of exogenous variables on endogenous variable. Table 2
presents the results of the Bound Test which shows the long-term balance between the variables of Bank
Performance, Capital, Efficiency, and Macroeconomic on Financing Risk.

Table 3. Bound Test Results

Test Statistics Value Significant 1(0) 1(1)
F-statistic 5.720647 10% 2.45 3.52
5% 2.86 4.01

2.5% 3.25 4.49

1% 3.74 5.06

The results of the Bounds Test indicate that the F-Statistic value (5.720647) exceeds both 1(0) and 1(1),
suggesting the presence of both long-term and short-term relationships between the exogenous variables and
the endogenous variable.

3.1.4 Long Term ARDL Result
The following are the results of the estimation of the long term effect of the exogenous variables on
endogenous variable which can be seen from Table 1.

Table 4. Long Term Results

Variables Coefficient t-statistics Prob.
Macroeconomic -0.3356 -1.2149 0.2590
Capital -0.0842 -2.4722 0.0386*
Efficiency 0.0655 2.7689 0.0243*
Bank Performance 0.1329 4.4903 0.0020*
C -0.0027 -0.1036 0.9200

*denote statistical significance of 5%

The results indicate that Bank Performance has a significant positive effect on Financing Risk in Islamic
banking in Indonesia. Similarly, Efficiency has a positive influence on Financing Risk. Meanwhile, Capital
has a negative impact on Financing Risk. However, Macroeconomic factor do not has a significant effect on
Financing Risk. These findings suggest that improvements in bank performance and efficiency policies may
increase the risk faced by Islamic banks in Indonesia, whereas an increase in capital can reduce the risks
encountered by these banks.
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3.1.5 Short Term ARDL Results

88

The following are the results of the estimation of the short term effect of the exogenous variables on

endogenous variable which can be seen from Table 1.

Table 5. Short Term Results

Variables Coefficient t-statistics Prob.
Financing Risk (-1) 0.0917 0.4749 0.6475
Financing Risk (-2) -0.8216 -4.0160 0.0039*
Financing Risk (-3) -0.5476 -2.4482 0.0400*
Financing Risk (-4) -0.7293 -3.1793 0.0130*
Macroeconomic 0.3880 2.9392 0.0187*
Macroeconomic (-1) -0.0468 -0.5203 0.6169
Macroeconomic (-2) -0.0906 -1.3040 0.2285
Macroeconomic (-3) 0.1490 2.6022 0.0315*
Capital 0.0545 0.9187 0.3851
Capital (-1) 0.0925 1.3350 0.2186
Capital (-2) -0.1128 -1.6304 0.1416
Capital (-3) -0.0090 -0.1607 0.8763
Capital (-4) -0.2784 -3.5352 0.0077*
Efficiency 0.1513 3.0856 0.0150*
Efficiency (-1) 0.1419 2.9224 0.0192*
Efficiency (-2) -0.0025 -0.0538 0.9584
Efficiency (-3) 0.0086 0.1989 0.8473
Efficiency (-4) -0.1023 -1.9121 0.0922
Bank Performance 0.3650 0.7626 0.4676
Bank Performance (-1) 0.0277 0.0683 0.9472
Bank Performance (-2) 0.0449 0.1270 0.9020
Bank Performance (-3) -0.6450 -1.7606 0.1163
Bank Performance (-4) -0.8019 -1.5472 0.1604
CointEq(-1) -3.0068 -5.6517 0.0005

R-squared = 0.9903
Adjusted R-squared = 0.9624
F-statistic = 35.5751
Prob(F-statistic) = 0.0000

*denote statistical significance of 5%

3.1.6 Stability Test

In this ARDL model, CUSUM and CUSUMAQ are used to test the stability of the model. Following are the

results of CUSUM:
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Figure 3. CUSUM Plot
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During the observation period, it can be seen that the ARDL model tested has been stable and the coefficients
statistically can explain the interaction between the endogenous variable and exogenous variables. This is
evidenced by the CUSUM graph above, as well as the CUSUMQ figure where the CUSUMQ plot still enters
the critical interval below 5%.
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Figure 4. CUSUMQ Plot

3.1.7 Model Assumptions

Diagnostic tests for serial correlation, normality, and heteroscedasticity were performed, with the results
displayed in Table 6. The findings demonstrate that the model fulfills the econometric assumptions, such as
the residuals are serially uncorrelated, normally distributed, and homoscedastic. Consequently, the results can
be reliably interpreted.

Table 6. Diagnostics Checks: Model Assumptions

Test Value Prob.
Jarque-Berra Normality 1.1224 0.5705
Breusch-Godfrey Serial Correlation LM 0.3144 0.2192
Breusch-Pagan-Godfrey Heteroskedasticity 1.0860 0.4824

The Jarque-Berra Normality Test, which assumes the residuals are normally distributed, yields a probability
of 0.5705, indicating that the null hypothesis is accepted. Thus, it can be concluded that the residuals are
normally distributed. Likewise, the Breusch-Godfrey Serial Correlation LM test, with the null hypothesis of
no serial correlation in the residuals, yields a probability of 0.2192. This indicates that the null hypothesis is
accepted, confirming the absence of serial correlation. Finally, the Breusch-Pagan-Godfrey Heteroscedasticity
test, assuming homoskedasticity, yields a probability of 0.4824, leading to the conclusion that the null
hypothesis is accepted, thus confirming that the residuals are homoskedastic.

3.2 Discussion

3.2.1 Effect Macroeconomic on Financing Risk

In the long run, macroeconomics has an insignificant negative influence on financing risk. This is due to the
interest rate adjustment through monetary policy implemented to stabilize the economy. During the initial
phases of escalating inflation, the effect on financial risk is pronounced, particularly in the short term, as
individuals prioritise meeting their needs over fulfilling debts. In the long term, the central bank will address
inflation by increasing the benchmark interest rate to alleviate inflationary pressure and ensure price stability.
The elevation of interest rates can mitigate inflation, so promoting the stabilisation of economic conditions
(Akram & Eitrheim, 2008; Granville & Mallick, 2009; Kotcofana et al., 2021)..

A substantial rise in inflation in the short term induces an escalation in financial risk. This aligns with the
assertion that inflation positively influences financing risk, as demonstrated by Abid et al. (2014) and Klein
(2013). Inflation dynamics can influence both the advantageous and detrimental aspects of finance quality. An
escalation in inflation results in heightened prices, prompting consumers to prioritise expenditure on shopping
above the settlement of financing installments. This circumstance also heightens the risks encountered by
Islamic banking. Consequently, low inflation rates may influence the financial status of borrowers, enabling
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them to fulfil their loan obligations. For individual homeowners, house finance constitutes a major personal
liability and substantially impacts their financial security. Conversely, residential mortgage receivables are
regarded as one of the most significant assets influencing the liquidity of property firms. Ahmed (2010)
elucidates that unwise mortgage financing can elevate the risk of financial crises for banks.

3.2.2 Effect Capital on Financing Risk

In the long run, a decrease in capital in Islamic banks has significant potential to increase financing risk.
Reduced capital may diminish the bank's capacity to withstand losses stemming from non-performing loans or
defaults. This may deteriorate the bank's solvency, thereby undermining its capacity to sustain financial
stability. A reduction in capital can also impact a bank's liquidity, which is crucial for sustaining the bank's
capacity to fulfil its short-term obligations. Over time, a bank's failure to align capital with financing risk can
heighten the probability of a liquidity crisis, amplify exposure to credit risk, and deteriorate overall financial
performance (Bitar et al., 2018; Isnurhadi et al., 2021; Sobarsyah et al., 2020).

In the short term, an increase in Islamic banking capital can reduce financing risk. Sufficient capital is a crucial
measure of a bank's ability to absorb losses from non-performing loans. A high CAR ratio signifies that the
bank possesses adequate capital reserves to mitigate these risks, hence enabling stable operations without
concern for financial instability. Abbas & Ali (2022) discovered that an increase in bank capital can mitigate
financing risk, enabling banks to more effectively absorb possible losses. Moreover, Ismail & Shahimi (2003)
demonstrated that the adoption of risk-based capital requirements in Islamic banking incentivises banks to
augment their core capital ratio. By augmenting this ratio, Islamic banks can more readily satisfy the minimum
regulatory standards while concurrently mitigating their exposure to the risk of non-performing financing.
Finally, Rahman (2010) concluded that a stable financial system, bolstered by adequate capital, can mitigate
short-term bankruptcy risk. Nonetheless, this stability does not consistently endure in the medium term,
underscoring the significance of sustainable risk management in Islamic banking.

3.2.3 Effect Efficiency on Financing Risk

An increase in the Operating Expenses to Operating Income Ratio, both in the short and long term, signifies a
decline in efficiency, hence elevating the risk associated with Islamic bank financing. This discovery is
significant, since it underscores the direct correlation between operational inefficiencies and the decline of
financial health. Increasing operating expenses without proportional revenue expansion can significantly
impede a bank's capacity to manage financing risks, a concern especially pertinent for Islamic banks, where
profitability and cost control are closely linked to adherence to Sharia norms. This aligns with (Munifatussa
2020), indicated that rising operational expenses can heighten financing risk. Efficient operations, indicated
by the BOPO ratio, serve not only as a metric of profitability but also as a crucial risk mitigator. Through the
optimisation of the equilibrium between expenditures and revenues, Islamic banks can more effectively
allocate resources, diminish the probability of default, and improve overall financial performance (Setiawan
2021; Wahyuni, 2023). A declining efficiency ratio frequently indicates underlying structural problems, such
inadequate cost management, escalating technological expenditures, or unsustainable labour practices. This
may indicate inadequate business possibilities, compelling banks to incur higher expenses to maintain
operations without sufficient income generating. From a strategic management viewpoint, banks ought to
prioritise the evaluation of their cost structures and concentrate on enhancing operational efficiency via digital
transformation and talent development initiatives. By minimising transaction costs and augmenting employee
competencies, banks can realise sustained efficiency improvements. Moreover, benchmarking against industry
best practices can yield critical insights for more effective management of BOPO and the maintenance of
financial health in a progressively competitive market (Lee & Chih, 2013; Setiawan, 2021). Enhancing these
initiatives through regulatory compliance, demonstrated by the impact of financial regulation on efficiency
and risk management, can assist Islamic banks in bolstering resilience and financial sustainability (Lee & Chih
2013).

3.2.4 Effect Bank Performance on Financing Risk

In the long run, good Islamic bank performance can increase financing risk. Substantial earnings frequently
entice investors to pursue long-term investment strategies. Excessively aggressive financing expansion to
attain a substantial net profit aim may indeed elevate financing risk. This is evidenced by the 101.41% surge
in Islamic banking earnings from 2020 to 2023. This circumstance underscores the imperative for Islamic
banks to assess the quality of the financing provided. Enhanced performance coupled with elevated risk can
influence investor views in decision-making (Cheng et al., 2017). The long-term effect is that investors may
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perceive the allocation of financing as disregarding prudential banking rules (Cheng et al., 2017; Harford et
al., 2018).

In the short term, the enhancement of Islamic bank performance does not exhibit a substantial correlation with
the rise in financing risk. During this period, banks continue to gain from financing expansion, bolstered by
elevated liquidity and capital adequacy. The evaluation of short-term financing risk may be skewed by several
measures, including financial restructuring and fiscal stimulus, which inadequately represent customers'
capacity to fulfil payment obligations. This study also identified an inverse relationship between performance
and financing risk. Multiple research, including one examining Turkish deposit banks, demonstrate a negative
correlation between credit risk and performance (Ekinci & Poyraz, 2019). Islamic banks frequently experience
diminished performance due to heightened financing risk, which arises from the characteristics of risk-sharing
financial instruments and stringent compliance with Shariah standards. Unlike conventional banks, Islamic
banks typically employ profit-loss sharing procedures, resulting in a distinct risk profile that may yield reduced
profitability under specific circumstances (Kabir et al., 2015; Lassoued, 2018).

4. Conclusion

The sustainability of Islamic banking financing is evident in the dynamics of financing risk. Heightened
financing risk may result in a possible source of bank losses. Over the long run, internal factors such as capital,
efficiency, and performance substantially affect financing risk. Capital exerts a detrimental effect, but the
efficiency and performance of Islamic banks have a beneficial impact. Nonetheless, macroeconomic conditions
exhibit no substantial impact on financing risk. In the short term, among internal determinants, both capital
and efficiency exert considerable influence, with capital negatively impacting and efficiency positively
affecting outcomes. Furthermore, the performance of Islamic banks does not substantially influence financing
risk. Macroeconomic considerations positively impact financing risk.

5. Recommendation

The recommendations from this study are crucial for enhancing the sustainability of financing risk in Islamic
banking. Emphasising the significance of internal elements and macroeconomic conditions, especially
inflation, financial analysts are urged to adopt a prudent approach to disbursement, conducting comprehensive
feasibility studies to avoid potential risks. Moreover, Islamic banks are encouraged to devise creative and
sharia-compliant solutions for managing financing risk, reconciling regulatory compliance with their ethical
responsibilities. This dual emphasis not only sustains the stability and competitiveness of banks within the
global financial arena but also underscores that proficient financing risk management is both a regulatory
necessity and a Shariah obligation, thus bolstering the long-term sustainability of Islamic financial institutions.
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