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Introduction

Non-Performing loans (NPL), a key indicator of credit risk, are crucial for maintaining economic
stability. NPLs were closely linked to the history of the financial crisis in 2007 in Asia, which led to the
collapse of the global financial market (Endut et al., 2013). Since then, NPLs have continued to be
challenging and raise a significant issue for financial institutions. In addition to conventional banks,
Islamic banks also face credit risk, typically assessed using the Non-Performing Financing (NPF) ratio.

In Indonesia, financing risk in Islamic banks warrants particular attention because these banks tend
to have higher NPF rates than conventional banks. Bank Indonesia, the central bank, mandates a
maximum NPL rate of five percent for all banks (Financial Services Authority, 2013). Therefore, the
examination of credit risk in the banking industry is crucial for several reasons. First, credit risk is a key
criterion in evaluating a bank's financial performance. High NPL levels negatively impact a bank's
income and business sustainability (Haniifah, 2015). Furthermore, the elevated ratio of NPL or NPF
not only affects individual banks but also poses a threat to a country’s economic stability. Rahman et
al. (2016) found that poor management of NPLs or NPFs can lead to failures in banking operations and
create vulnerabilities in the financial system.
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High NPF ratios in Islamic banks affect both financial and non-financial performance. According to
the Regulation of Bank Indonesia No. 17/11/PBI1/2015, a bank must maintain an NPF ratio below five
percent to achieve a healthy financing risk assessment. Financially, an NPF ratio above five percent
diminishes profitability and capital, as Islamic Commercial Banks (BUS) are required to reduce equity
financing to manage NPF. Non-financially, a high NPF ratio erodes trust among depositors and the
general public. When the financing risk in Islamic Banking institutions is high, the banks are deemed
unhealthy (Mutamimah & Saputri, 2023). In Indonesia's banking sector, including Islamic Banks, credit
risk—or financing risk, as it is termed in Islamic Banking—poses a significant threat to internal
operations, rendering it the most critical risk associated with the intermediation function (Warninda et
al., 2019).

According to data retrieved from the Financial Services Authority (OJK), as of the end of February
2018, Islamic banks’ assets had grown by 20.65 percent year-on-year (YoY), reaching IDR 429.36
trillion. This asset growth was in line with the increase in third-party funds (DPK), which grew by
18.1%, amounting to IDR 339.05 trillion. Additionally, the ratio of NPF was recorded below the OJK's
safe threshold, at 4.31 percent. Traditionally, providing credit has been the primary source of profit
generation for banks. However, it also carries the highest level of risk among the implementation of
other banking services. Therefore, it can be concluded that providing credit constitutes the most
profitable banking activity while simultaneously presenting significant risks(Warninda et al., 2019).

NPF in Islamic banks serves as a crucial indicator of a bank's risk profile, influenced by several
internal and external factors. The external factors commonly cited include gross domestic product
(GDP), interest rates, and inflation rates (Adebola et al., 2011; Endut et al., 2013; Widarjono & Rudatin,
2021). Previous studies conducted byFirmansyah (2015), Havidz & Setiawan (2015), and Supriani &
Sudarsono (2018) have also examined the internal and external factors affecting NPF ratios, yielding
diverse findings. A high NPF ratio signifies the bank's failure to effectively manage funds disbursed to
the public, consequently impacting the institution's overall performance and compromising its financial
health (Aryani et al., 2016). In addition, NPF also plays a crucial role in determining the performance
of banks, as it also contributes to economic development (Isaev & Masih, 2017).

As of October 2017, the NPF ratio for Islamic Banks in Indonesia stood at4.12%. According to
Ahmand Soekro, Head of the Sharia Banking Department of the Financial Services Authority (OJK),
the target for the following year was an improvement in this ratio. By October 2017, the amount of
financing provided by Sharia Banks was recorded at IDR 281.86 trillion. Concurrently, Third Party
Funds reached IDR 325.69 trillion. The number of Deposit Accounts (DPK) stood at 26.57 million,
while Financing Accounts totaled 5.71 million. The total assets of Sharia Banks during that year
amounted to IDR 406.23 trillion.

According to Muhammad (2018), a primary contributor to the increased financing risk is the ease
with which banks extend loans or make investments to customers. This often arises from pressure on
banks to utilize surplus funds, resulting in less stringent credit assessments and an inadequate evaluation
of potential risks associated with the financed businesses. This suggests that as Islamic Banks increase
their financing activities, the financing risk, as measured by the NPF ratio, is likely to increase
(Muhammad, 2014).

Profit-sharing equity financing instruments, provided by Islamic banks to customers based on
partnership contracts such as mudharabah and musharakah, are considered foundational to Islamic
finance. Abedifar et al. (2013) and Risfandy et al., (2020) emphasized that the Profit and Loss Sharing
(PLS) financing model in Indonesia accounts for more than 30% of the total financing provided by
Islamic banks, indicating that the PLS method in Indonesia is among the highest in the world. Previous
studies compared the impact of PLS equity financing through different approaches (Abusharbeh, 2014;
Grassa, 2012; Alandejani & Asutay, 2017).

Additionally, Adzimatinur & Manalu (2020) and Suzuki et al. (2020) found that mudharabah, as an
Islamic financing instrument, exhibits a higher risk compared to musyarakah, with both contracts
significantly influencing non-performing financing. Mudharabah and musyarakah financing carry high
credit risk (Abusharbeh, 2014; Ernawati, 2016), primarily attributed to the limited knowledge among
Islamic bank employees in selecting, evaluating, and managing profitable projects. Furthermore, to
address the aforementioned issues, we employed a purposive sampling method based on specific criteria
to select the 12-year period for analysis. This study focuses on 12 Islamic Commercial Banks in



Global Review of Islamic Foonomics and Business, Vol. 12 Ve, /I (2024) 095-10F | 95

Indonesia, with data sourced from the official OJK website (https://www.ojk.go.id) and the official
websites of the respective banks. The findings indicate that mudharabah financing, musyarakah
financing, and Return on Assets (ROA) have a negative and significant effect on Non-Performing
Financing (NPF). This implies that as the amount of financing provided by Islamic Banks increases, the
NPL or NPF value, which measures the risk of credit default, decreases.

Currently, the practice of equity financing is not widely adopted by Islamic banks due to its
complexity and risks. Specifically, the presence of asymmetric information and pronounced moral
hazard issues hinders Islamic banks from making optimal financing decisions (Abdul-Rahman et al.,
2014; Aggarwal, 2000). As reported by the IFS Board (2019), there is a declining trend in the utilization
of Profit-Loss Sharing (PLS) arrangements within Islamic deposits. Concurrently, Islamic financing
based on PLS principles, or equity financing, exhibits limited adoption due to its inherent complexities.
Additionally, a study by Valadez et al., (2013) also states that the proportion of Sharia deposits using
PLS arrangements is decreasing, while Sharia financing with risk-sharing features (PLS financing or
equity financing) remains relatively uncommon due to its complexity. This study contributes to the
existing body of literature on bank financing risk, particularly measured by the ratio of credit risk
(NPL/NPF) (Afif & Mawardi, 2014; Muhammad, 2014; Warninda et al., 2019). Focusing on Islamic
Banks, this study further expands the existing literature on financial institutions operating in accordance
with Islamic law (Abedifar et al., 2013; Grassa, 2012; Hamza & Saadaoui, 2013). Furthermore, this
study enhances the understanding of the correlation between bank financing, particularly in Islamic
banks operating in Indonesia, and the associated risk levels. Additionally, it also offers valuable insights
for policymakers, helping them devise strategies to mitigate the risk of bank defaults, which, if left
unaddressed, could lead to instability in the banking system.

Literature Review and Hypothesis Development

According to Asutay (2007), equity financing and Profit and Loss Sharing (PLS) contracts are key to
achieving justice and equality, aligning not only with magasid al-shari'a (objectives of sharia) but also
with the broader objectives of Islam. Additionally, equity financing through PLS contracts primarily
involves Mudharabah (profit sharing) and Musharakah (joint venture) arrangements. Mudharabah is
considered a cornerstone of Islamic banking, distinguishing it from conventional banking. In
Mudharabah arrangement, Islamic banks provide capital to customers for their projects, with the
generated profits being shared between the bank and the customer according to a pre-determined ratio
(Massah & Al-sayed, 2013). However, Mudharabah also carries potential risks, as the entrepreneur’s
(mudharib) profits are uncertain, and the bank must be prepared to bear any potential losses. In this
arrangement, Islamic banks act as fund providers while customers serve as entrepreneurs. Mudharabah
financing is a profit-sharing agreement wherein Islamic Microfinance Institutions (MFIs) supply all the
necessary capital, while the client contributes their effort and time to the project.

The second form of equity financing is Musharakah, which is similar to Mudharabah but with a key
difference: in Musharakah, both the bank and the customer contribute to the project's capital, making it
a true partnership. In Musharakah financing, both Islamic banks and customers jointly fund a project,
sharing profits according to a pre-determined ratio (Massah & Al-sayed, 2013). Unlike Mudharabah,
Musharakah involves both parties as capital providers, with profits and losses distributed based on the
proportion of their investment in the project (Ashraf et al., 2016; Chong & Liu, 2009; Rahman, 2010).
Additionally, the bank has the right to oversee the business, which helps mitigate agency issues that
may arise between lenders and borrowers (Chakraborty & Ray, 2006). The Musharakah contract is a
PLS arrangement where two or more parties invest equity in a project, profits are subsequently shared
based on mutual agreement and losses according to their capital contributions.

Non-performing loans (NPLs) occur when a customer is unable to fulfill some or all of their agreed
obligations. These loans, typically overdue for more than a year, are considered uncollectible and pose
a significant challenge for banks. (Wagas et al., 2019). NPLs are often a consequence of ex-post credit
risk, a phenomenon identified as a precursor to banking crises (Reinhart & Rogoff, 2010). As a result,
NPLs can serve as early warning signals of financial instability and potential bank bankruptcy, which
poses a risk to the overall health of the economy. This underscores the critical role of the banking sector
in financial activities, with the stability of the economy heavily dependent on a healthy banking system.
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NPLs are considered a major constraint on the effectiveness of the banking sector in promoting
economic growth and are recognized as a significant cause of bank failures, potentially leading to
banking crises (Sthembiso Msomi, 2022).

Banks with a high NPL ratio are at risk of bankruptcy. The rising number of NPLs indicates a decline
in bank performance, which can also lead to decreased operational activities and income. The NPL ratio
also affects the bank's reputation, as a lower ratio indicates better loan management and maintains
liquidity. By analyzing and managing internal factors, such as maintaining financial ratios that influence
the NPL ratio, banks can reduce their NPL levels below the standard value.

Non-Performing Financing (NPF) in Islamic banking is a tool to measure the risk of the financing
practice. Both NPF in Islamic banks and NPL in conventional banks are influenced by microeconomic
and macroeconomic factors, as well as the internal and external characteristics of the bank. The
performance of banks can be measured by the NPF/NPL levels, serving as a reflection of the ratio of
liquidity, profitability, and solvency (Dwihandayani, 2017). NPF plays a crucial role in evaluating the
bank’s overall performance and the quality of its financing operations, given that financing constitutes
a cornerstone of a bank's contribution to economic growth (Isaev & Masih, 2017). The competitiveness
of Islamic banks in relation to conventional banks will be significantly influenced by their ability to
effectively manage the NPF levels (Nugraheni & Muhammad, 2019).

The examination of credit risk in the banking industry is crucial for several reasons. First, credit risk
is a key criterion for evaluating a bank's financial performance. High NPL levels negatively affect a
bank’s earnings and the continuity of business (Haniifah, 2015). Second, a high NPL ratio impacts
individual banks and has broader implications for a country's economic stability. Ineffective
management of NPLs can lead to the failure of banking practices and render national finances
vulnerable (Priyadi et al., 2021). As for Islamic banks, a study conducted by Nugraha & Setiawan
(2018) utilizing a sample of Sharia Commercial Banks in Indonesia, revealed that these institutions
generally implement financing practices with greater propriety and appropriateness, resulting in a lower
NPF ratio.

Hypothesis Development

Equity financing consists of two models, namely mudharabah financing and musyarakah financing
(Asutay, 2007). Mudharabah financing represents a profit-sharing equity arrangement where an Islamic
bank and a customer collaborate on a business venture. The bank provides the capital, while the
customer contributes their expertise and skills for project execution (Warninda et al., 2019). However,
studies conducted by Adzimatinur & Manalu (2020) and Suzuki et al. (2020) found that mudharabah
presents a relatively higher risk for banks and both contracts significantly influence problematic
financing. In Musyarakah financing, the profits and losses were shared based on their contributions to
the project (Ashraf et al., 2016; Chong & Liu, 2009; R. A. Rahman, 2010). Additionally, banks have
the right to monitor the customer's business activities, which serves to mitigate potential issues between
lenders and borrowers (Chakraborty & Ray, 2006). Nevertheless, both Mudharabah and Musyarakah
financing carry higher credit risks (Abusharbeh, 2014; Ernawati, 2016), and as equity financing
increases, so does the likelihood of Non-Performing Financing (NPF). Therefore, the first hypothesis
for this study is as follows:

Hypothesis 1: Equity financing has a positive impact on Non-Performing Financing.

Equity Financing, encompassing mudharabah and musyarakah, constitutes only a small portion of
the financing portfolio of Islamic banks. Unlike their conventional counterparts, Islamic banks are
theoretically expected not only to pursue profit but also to promote social welfare and economic growth.
However, despite its theoretical advantages, equity financing is not widely adopted among Islamic
banks due to its complexity and associated risks. Islamic banks frequently encounter challenges in
making optimal financing decisions due to asymmetric information and significant moral hazard issues
(Abdul-Rahman et al., 2014; Aggarwal & Yousef, 1996). Furthermore, equity financing has a negative
impact on our key control variables such as CAR, SIZE, ROA, FDR, and GOV. However, in cases
when Islamic banks have strong fundamental conditions, mudharabah and musyarakah financing may
lead to an increase in NPLs, although these conditions may also contribute to a reduction in NPLs
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through the improvement of their efficiency and performance. According to fundamental signal theory,
high business efficiency indicates strong bank performance. As a bank operates efficiently, it will lead
to higher profits. Conversely, inefficient banks with high operational costs may experience decreased
profitability (Wibowo & Wibowo, 2019). This aligns with findings from Petria et al. (2015) and
Almazari (2014) revealing that strong fundamental conditions within Islamic banks are influenced by
two factors: (1) CAR, ROA, FDR, SIZE, and GOV which can contribute to a reduction in NPFs, and
(2) these variables can result in lower NPFs overall. Therefore, the second hypothesis is proposed as
follows:

Hypothesis 2: The impact of equity financing depends on the fundamental conditions at the bank level.

Research Methods

Data

In this study, we selected samples from 12 Islamic Commercial Banks in Indonesia annually
using the purposive sampling method. This method was selected based on specific criteria and
considerations, covering a period of 12 years. We determined that this technique is suitable for our
study, as it constitutes a quantitative study that does not necessitate a generalization process. The criteria
for selecting research samples are: first, the bank must have its annual report published by the Indonesia
Financial Authority (OJK) and/or can be accessed publicly. Lastly, the bank used as the data must be
an Islamic commercial bank that operates in Indonesia, whether it is publicly or privately owned.

The sample of 12 Islamic Commercial Banks, serving as the focus of our observation consisted
of public and private banks (Bank Muamalat Indonesia, Mega Syariah Indonesia, KB Bukopin Syariah,
Panin Dubai Syariah, Victoria Syariah, BCA Syariah, BJB Syariah, Aladin Syariah, BTPN Syariah,
Aceh Syariah, NTB Syariah, BNI Syariah, BRI Syariah, Mandiri Syariah, and BSI). Data were sourced
from the official OJK website (https://www.0jk.go.id) and the official websites of each of the 12 Islamic
Commercial Banks operating in Indonesia. Additionally, our study aims to measure the impact of equity
financing on the failure rate of Islamic banking financing.

In this study, to investigate the effect of equity financing and Non-Performing Loans, we
employ an econometric model utilizing the following estimation approach:

NPF; ¢ = ayg + BEquity; + ¢X;¢ + yGOV; ¢ + &+ Q

where i and t represent the bank index and time period, respectively. The dependent variable is the
financing risk of Islamic Commercial Banks, proxied by Non-Performing Financing (NPF). Equity isa
proxy for equity financing (Mudharabah and Musyarakah), X represents a vector of bank-level
variables that reflect the bank's health and financial condition (CAR for capital, ROA for asset, FDR
for liquidity, OER for efficiency, and InSIZE for bank size) affecting the NPF, and GOV is a dummy
variable for bank ownership (privately or publicly owned). These dummy variables are classified into
1 and 0 and are used to compare banks with government-owned and privately owned ones. If the bank
is owned by the government, the value of the dummy is 1, and conversely, if the bank is privately
owned, then the value of its dummy variable is 0.

The study employs annual gross values (value before/value-added/annual gross income value)
for Mudharabah and Musyarakah financing, in line with the methodology outlined byWarninda et al.
(2019). The NPF ratio data also uses Gross NPF. NPF, as the dependent variable, measures financing
risk and is affected by both macro and microeconomic factors as well as the external and internal
characteristics of the company. The NPF level to assess liquidity, profitability, and solvency ratios can
also be used to measure banks’ performance (Dwihandayani, 2017).

Non-performing financing, indicated by the ratio of problematic financing, is a crucial
parameter for evaluating the performance of banks, particularly as intermediary institutions responsible
for collecting and distributing capital (shahibul maal) to those in need (mudharib). The independent
variables used are Mudharabah financing (MUD) and Musyarakah financing (MUS). A low NPF level,
indicated by high profits, suggests that a significant portion of the bank's assets is allocated to financing,
thus a significant portion of the bank's income is derived from these activities. Table 1 presents a
summary of the definitions of each variable used in this study.
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Table 1. Variable Definitions

Variable

Definition

Sources

Non-Performing
Financing
(NPF)

Mudharabah
(MUD)

Musyarakah
(MUS)

Capital Adequacy
Ratio
(CAR)

Return on Assets
(ROA)

Financing to Deposit
Ratio (FDR)

Operational
Efficiency Ratio
(OER)

Loans experiencing repayment difficulties,
including principal installments or profit sharing, for
90 days or more past their maturity date, due to
internal factors (such as deliberate actions) or
external factors (events beyond the creditor's
control), are measured using a ratio scale. This ratio
is calculated as the percentage of total problematic
financing divided by the total financing provided by
the bank.

This practice of financing was obtained through
the agreement between the bank and the customer.
The bank serves as the capital provider, while the
customer contributes the expertise to carry out the
project. This cooperation is measured using a ratio
scale, calculated as the percentage of total
mudharabah financing divided by the sum of total
overall  receivables  (including  murabahah
receivables minus deferred murabahah margin
income, istishna' receivables minus deferred istishna’
margin income, multiservice receivables, gardh
receivables, lease receivables) and total overall
profit-sharing financing (mudharabah), multiplied
by 100.

This variable was obtained through the value of
the collaboration between Islamic banks and
customers from their capital and the project, with the
results shared by both parties. It is measured using a
ratio scale, calculated as the percentage of total
musyarakah financing divided by the sum of total
receivables (including murabahah receivables
minus deferred murabahah margin income, istishna'
receivables minus deferred istishna' margin income,
multiservice receivables, gardh receivables, lease
receivables) and total profit-sharing financing
(musyarakah), multiplied by 100.

The ratio, which serves as the primary basis for
assessing a bank's adequacy of funds and is a crucial
instrument for managing the risk of loss on
productive assets, particularly those arising from
credit risk, is measured using a ratio scale calculated
of total equity divided by total assets.

The ratio reflecting the effectiveness of Islamic

Commercial Banks in managing assets and
generating returns on those assets is introduced as a
proxy for profitability. It is measured using a ratio
scale calculated as the percentage of net income
divided by total assets.
The level of efficiency of Islamic Banks in
distributing community funds is measured using a
ratio scale calculated as the percentage of total
financing distributed divided by the total community
funds collected by the bank.

"This variable, measured using a ratio scale
(percentage), compares a bank's operating expenses
to its operating income. This ratio assesses the

OJK Regulation

Number 15/POJK.03/2017

)

(Warninda et al., 2019)

(https://www.ojk.go.id

(Warninda et al., 2019)

(https://www.ojk.go.id

(Sukmana, 2015)

(Beck et al., 2013)

(Suryanto, 2015)

(Dendawijaya, 2011)
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organization's performance by evaluating the
relationship between operating expenses and
operating income.

Firm/Bank Size  Company size, measured by the natural logarithm of (Khan et al., 2017;
(SIZE) a bank's total assets, contributes to the prevention of ~ Stiroh, 2006)
excessive risk-taking behavior and enhances
banking stability. It is generally used to mitigate
banking risk.

Governance (GOV) The Governance Index (GOV) captures variations in (Cihak & Hesse, 2010)
institutional development that may impact bank risk.

GOV is designated as a dummy variable, assuming a Ar_mual Report _Of
value of 0 when the Islamic Commercial Bank is g'a”l:'c Commercial
anks

owned by a National Private Company and a value
of 1 when the bank is owned by a Regional
Government.

We employ the Random Effects (RE) and Ordinary Least Square (OLS) techniques to estimate our
model. According to Gujarati & Porter (2009), the estimation method for the panel random effects
model is Generalized Least Squares (GLS). The Panel Common Effects and Fixed Effects models are
included in the Ordinary Least Squares (OLS). One advantage of the GLS method is that it does not
require the fulfillment of classical assumptions. This study examines the impact of equity financing,
specifically mudharabah and musyarakah financing on NPF at Islamic Commercial Banks in Indonesia.

Analysis and Discussion

Descriptive Statistic

Prior to conducting multivariate analysis (basic regression) and MUS interaction regression, we
performed descriptive statistics by examining the mean values of the dependent variable (NPF),
independent variables (MUD and MUS), and control variables (CAR, ROA, FDR, OER, InSIZE, and
GOV). The study analyzes these variables using 129 observation data points. Based on the results of
the descriptive statistics presented in Table 2, the NPF variable, as the dependent variable, indicates an
average value of 3.85 percent with a standard deviation of 5.52. These results suggest that the level of
financing risk experienced by Islamic banks is still below the credit risk threshold set by Bank
Indonesia, which is 5 percent. Thus, it can be concluded that the credit financing condition of Islamic
banks remains within a normal and safe range.

Table 2. Descriptive Statistics

Variable Obs Mean Std. dev. Min Max
NPF 129 3.847364 5.516751 0 43.99
MUD 129 4,122984 5.321486 0 37.063
MUS 129 35.52552 27.39472 0 95.697
CAR 129 31.43388 43.77064 10.64 390.5
ROA 129 0.94093 4.155539 -20.13 13.58
FDR 129 91.2645 57.00462 0 506
OER 129 98.7324 45.20687 56.16 428.4
InSIZE 129 29.8837 1.311388 27.2184 33.35371
GOV 129 0.209302 0.408397 0 1

The MUD financing variable indicates an average value of 4.12, signifying that the average amount
of financing distributed by the bank is 4.12 units, with significant variability. In addition to the MUD
financing variable, the study also includes the MUS financing variable with an average value of 35.53,
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suggesting that the average amount of financing distributed under the MUS scheme has high variability,
although it is not significantly different from the average amount distributed. The mean of CAR as a
proxy for bank capital value is 31.43, indicating that the banks in this study have relatively strong
average capital with significant variation. The ROA variable as a proxy of bank assets, has an average
value of 0.94 with a standard deviation of 4.16, suggesting that the average profitability of these Islamic
banks tends to be moderate but with significant fluctuation. The mean value of the FDR variable is
91.27 with a standard deviation of 57.01, indicating that the average level of financing activity provided
by the banks is high, with a large degree of variability.

Additionally, the mean value of the OER variable, serving as a proxy of efficiency is 98.73 with a
standard deviation of 45.21, indicating that the average operational costs incurred by Islamic banks are
close to the income received. The mean value of the INSIZE variable, derived from the natural logarithm
of total assets, is 29.88 with a standard deviation of 1.31, indicating that the average quantity of assets
owned by the banks tends to be large. Lastly, the mean value of the GOV variable is 0.21, indicating
that most of the Islamic banks in this study are privately owned national banks.

We also provide a correlation matrix in Table 3 to assess potential collinearity issues among dependent,
independent, and control variables. Based on the results in Table 3 the Correlation Matrix, the overall
correlation between all variables indicates a low value (below 0.8).

Table 3. Correlation Matrix
NPF MUD MUS CAR ROA FDR OER InSIZE GOV

NPF 1.000

MUD -0.082 1.000

MUS 0.036 0.211 1.000

CAR -0.118 -0.109 -0.242 1.000

ROA -0.582 -0.091 -0.258 -0.117 1.000

FDR 0.025 -0.105 -0.110 0.390 -0.032 1.000

OER 0.248 -0.072 0.019 0.658 -0.703 0.153 1.000

InSIZE -0.124  -0.107 0.026  -0.329 0.161 -0.325 -0.231 1.000

Gov -0.123  -0.154 -0.173  -0.127 0.101 -0.190 -0.186 0.548 1.000

The initial multivariate analysis employed a basic regression model to assess the impact of the
independent variables (mudharabah financing and musyarakah financing) and control variables (CAR,
ROA, FDR, OER, InSIZE, and GOV) on the dependent variable (NPF) using the random effect analysis
method.

Table 4. Baseline Regression

NPF NPF NPF

MUD -0.159" -0.165"
(-2.17) (-2.35)

MUS -0.0385" -0.0367"
(-2.15) (-2.28)

CAR 0.00270 -0.00149 0.00279
(0.08) (-0.04) (0.09)

ROA -1.391" -1.374" -1.463"
(-2.10) (-2.13) (-2.43)

FDR -0.00356 -0.000882 -0.00381
(-0.51) (-0.11) (-0.55)

OER -0.0714 -0.0647 -0.0756
(-1.24) (-1.10) (-1.39)
InSIZE -0.125 0.206 0.118
(-0.32) (0.43) (0.27)

GOV -2.316 -2.697" -3.110"
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(-1.32) (-1.70) (-1.76)
_cons 17.43 7.573 12.17

(1.12) (0.44) (0.76)
N 129 129 129

r2
Note: All regressions use the Random Effect (RE) model. *, **, and *** indicate significance at their respective
levels, namely 10%, 5%, and 1%.

Based on the baseline regression results presented in Table 4, the variables of MUD and MUS,
serving as proxies for mudarabah and musyarakah financing have a significant negative effect on the
non-performing financing in Islamic banks. This finding suggests that an increase in mudarabah and
musyarakah financing extended by Islamic banks reduces the risk of financing failure experienced by
the banks. These results align with the findings of Smolo & Kabir Hassan (2011), revealing that equity
financing, musyarakah and mudarabah, offers consumers relatively more affordable financing options,
thereby facilitating the efficient fulfillment of their financial needs. The affordability of such financing
enhances the likelihood of loan repayment by borrowers. This argument is further substantiated by
Adzimatinur & Manalu's (2020) empirical finding demonstrating that an increase in musharakah
contract financing is associated with lower NPF.

Ibrahim & Rizvi (2018) indicate that Islamic financing (mudarabah and musharakah) tends to
outpace the growth of conventional banks, particularly during periods of economic crisis. One
contributing factor to this phenomenon is the alignment of these Islamic financing models with religious
and environmental principles, which also serve as the foundation for the banks' operations. Supporting
this view, Meslier et al. (2020) found that equity financing levels are higher in countries with a large
Muslim population, such as Indonesia. As the country with the largest Muslim population globally
(World Population Review, 2021), Indonesia exhibits the highest proportion of equity financing,
indicating a supportive environment for Shariah-compliant equity financing. This observation is further
strengthened by the ownership structure of these banks. Trinugroho et al. (2021) corroborate this
finding, demonstrating that Islamic banks in Indonesia, operating within a country with a significant
Muslim population, exhibit lower operational risks when maintaining connections with their parent
institutions compared to those operating independently. A substantial portion of large Islamic banks in
Indonesia are state-owned, providing them with crucial financial support from the government.

In summary, in the Indonesian context, equity financing (mudarabah and musharakah) is associated
with lower NPL due to several factors: (1) it is considered a less expensive form of financing, (2)
Indonesian consumers often exhibit strong religious values, and (3) a significant portion of large Islamic
banks in Indonesia are state-owned. Therefore, hypothesis 1 is rejected.

In addition to these findings, ROA, as a control variable, used as a proxy for measuring profitability,
indicates a significant negative effect on NPF. This suggests that banks with higher profitability tend to
have lower levels of nonperforming loans. These results are consistent with the findings of Ongore &
Kusa (2013), which found that banks with lower non-performing loans and higher asset quality tend to
be more profitable than their counterparts. Furthermore, it can be concluded that an increase in credit
risk is associated with a decline in a bank's financial performance in terms of profit generation (Ekinci
& Poyraz, 2019).

Given the significant influence of bank fundamentals on Islamic banking activities, particularly
equity financing, this study further investigated the impact of variables, such as CAR for bank capital,
ROA for assets, FDR for liquidity, OER for efficiency, and InSIZE for bank size with the MUS variable
(a proxy for musyarakah financing) against NPF. In this financing model, the bank and the customer
collaborate on the project, jointly acting as capital providers. Empirically, this model demonstrates a
lower risk compared to mudharabah (Adzimatinur, 2020; Suzuki, 2020). To further investigate the
potential interaction between financial risk and fundamental bank conditions, we conducted additional
tests. The results from these tests, using the random effect model, revealed that the interaction variable
between MUS*CAR had a significant negative effect, indicating that with an increase in capital due to
financing issued by the bank, these banks tend to have a lower NPF value. This finding aligns with a
previous study, which also indicated that an increase in financing by Islamic banks can reduce the risk
of default.
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Table 5. Further Analysis

NPF NPF NPF NPF NPF
MUS -0.0430” -0.0386™ -0.0416™ -0.0398" -0.0395”
(-2.60) (-2.50) (-2.53) (-2.57) (-2.54)
CAR -0.00132 -0.00575 0.0135 -0.00866 -0.00388
(-0.07) (-0.32) (0.75) (-0.48) (-0.21)
FDR 0.000106 0.00119 -0.00273 0.00111 -0.0000625
(0.01) (0.09) (-0.26) (0.09) (-0.01)
ROA -1.236™ -1.242 -1.200" 1,221 11,252
(-3.11) (-3.20) (-3.25) (-3.12) (-3.21)
OER -0.0531 -0.0516 -0.0711™ -0.0463 -0.0533
(-1.62) (-1.61) (-2.38) (-1.44) (-1.65)
InSIZE -0.0478 -0.0300 0.0853 -0.0188 0.0164
(-0.17) (-0.11) (0.32) (-0.07) (0.06)
GOV 2,172 -2.531" -2.175™ -2.267 -2.367
(-3.15) (-3.36) (-3.24) (-3.13) (-3.19)
MUS*CAR -0.00299™
(-2.04)
MUS*FDR -0.00231™"
(-3.23)
MUS*ROA -0.128™
(-2.95)
MUS*OER -0.00176™
(-2.57)
MUS*InSIZE -0.00668"*
(-3.13)
_cons 14.00 13.78 11.45 12.88 12.64
(1.36) (1.37) (1.19) (1.28) (1.28)
N 129 129 129 129 129
r2 0.461 0.474 0.497 0.464 0.473

Note: All regressions use the Random Effect (RE) model. *, **, and *** indicate significance at their respective
levels, namely 10%, 5%, and 1%.

Additionally, the interaction variable MUS*FDR, examining the potential interaction between bank
equity financing and bank liquidity, also yielded significant negative results. According to the data in
Table 5, an increase in the amount of operational financing issued by the bank can reduce the NPF ratio
of Islamic banks, consistent with the increase in financing. Similarly, the MUS*OER variable produced
significant negative results, suggesting that the reduction in credit risk is related to the increasing
effectiveness of Islamic banks as their financing activities grow. The MUS*InSIZE variable also
followed this trend, with significantly negative results, indicating that the risk of bad credit decreases
as Islamic Bank assets grow, attributable to the positive effect of increased financing.

Another interaction variable, MUS*ROA, also produced statistically significant negative results,
indicating that the reduction in financing risk is associated with increased profitability of Islamic banks
due to the financing activities. Based on these findings, it can be concluded that banks with strong
fundamental conditions prefer profit-sharing financing instruments, such as musyarakah and
mudharabah, because an increase in financing issued by the bank can lead to a decrease in the risk of
bad credit. Thus, based on the obtained results, hypothesis 2 is accepted.

To further validate our findings, we conducted additional tests to assess the robustness of our results.
By employing the Ordinary Least Square (OLS) model, as presented in Table 6, we obtained robust and
consistent results, corroborating previous findings.

Table 6. Robustness test

NPF NPF NPF

MUD -0.221™ -0.194™
(-2.92) (-3.10)

MUS -0.0451 -0.0397

(-2.60) (-2.55)
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CAR 0.000538 -0.00938 -0.00382
(0.03) (-0.53) (-0.21)
ROA -1.163™ -1.163™ -1.252"
(-2.88) (-2.96) (-3.21)
FDR 0.000312 0.00286 -0.000146
(0.03) (0.23) (-0.01)
OER -0.0509 -0.0420 -0.0534
(-1.51) (-1.32) (-1.65)
InSIZE -0.123 0.0379 -0.00974
(-0.44) (0.14) (-0.04)
GOV 1727 -1.975™ -2.365™
(-2.41) (-2.95) (-3.20)
_cons 14.87 10.01 13.43
(1.43) (1.02) (1.34)
N 129 129 129
r2 0.443 0.443 0.474

Note: All regressions use the Ordinary Least Square (OLS) model. *, **, and *** indicate significance at their
respective levels, namely 10%, 5%, and 1%.

Conclusion

This study examines the influence of equity financing, specifically Mudharabah (MUD) and
Musyarakah (MUS) on Non-Performing Financing (NPF) in Islamic Commercial Banks in Indonesia.
Using panel data regression analysis from 12 Islamic Commercial Banks from 2010 to 2022, we found
that equity financing has a negative and significant effect on NPF. This finding indicates that an increase
in inequity financing practices can contribute to a reduction in the NPF value of Islamic Commercial
Banks in Indonesia. Furthermore, the findings indicate that enhancing asset management and
profitability can further reduce the risk of problematic financing.

In addition, our findings indicate that equity financing (MUD and MUS) contributes to a reduction
in NPF value due to enhanced efficiency, profitability, operational effectiveness, and capital and asset
ownership linked to an increase in financing activities by Islamic Banks. These findings also underscore
the need for Islamic banks to continue to innovate and enhance their understanding of financing
activities while maintaining low non-performing financing risk levels. In addition, the findings suggest
that Islamic banks in Indonesia should consider offering more equity financing, as both forms of
financing (MUD and MUS) have a low risk and continue to receive strong government support.
However, a thorough assessment of the risk profiles of the recipient companies remains crucial. In this
context, the study by Al-Wesabi & Ahmad (2013) stated that inadequate credit risk management could
lead to the failure of three-quarters of all Islamic Banks, which is often due to a lack of knowledge about
credit risk dynamics. Therefore, a comprehensive understanding of the risk on banks’ credit is crucial
for financial system stability (Adebola et al., 2011).
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