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Niswatin (Indonesia), Ivan Rahmat Santoso (Indonesia)

FACTORS AFFECTING
NON-PERFORMING FINANCE

IN ISLAMIC BANKING

IN INDONESIA’S AGRICULTURAL
SECTOR

Abstract

This study aims to analyze the factors affecting Islamic banks’ non-performing finance
in financing Indonesia’s agricultural sector. It uses secondary data from the annual fi-
nancial statements of 12 Islamic commercial banks from 2014-2022 obtained from the
Indonesian Financial Services Authority. The analysis used the partial least squares-
structural equation modeling method to test the relationship between independent
variables: murabahah financing, mudharabah, number of bank offices, and profit-
sharing non-profit investment, with non-performing finance as the dependent variable.
The financing-to-deposit ratio is a mediation variable that helps understand indirect
influence. The results show that financing with murabahah and mudharabah contracts
does not directly influence non-performing finance but becomes significant when me-
diated by the financing-to-deposit ratio. In contrast, the number of bank offices and
profit-sharing non-profit investments did not significantly influence non-performing
finance, either directly or through financing to deposit ratio. These findings indicate
that the financing-to-deposit ratio plays a key role in managing the financing risk of
Islamic banks in the agricultural sector, so an optimal liquidity management strategy is
essential for maintaining financial stability. The study’s implications show that Islamic
banks need to manage the financing-to-deposit ratio more strategically to reduce the
risk of non-performing financing. In addition, although murabahah and mudharabah
financing can be the main instruments in supporting the agricultural sector, banks
need to increase risk supervision so that non-performing finance remains under con-
trol. This study contributes to the Islamic banking literature by providing new insights
into the role of financing-to-deposit ratio mediation in managing financing risk in the
agricultural sector.

Keywords non-performing financing, Islamic banks, agricultural
financing, Indonesia
JEL Classification Q14, G21, G23

INTRODUCTION

Non-Performing Financing (NPF) is a ratio to assess the health level of
banks, where an increase in NPF value indicates good conditions and vice
versa. Non-performing financing, such as bad loans in banks, is some-
thing that can disrupt the stability of financial performance in banking,
including Islamic banks in providing financing facilities to their custom-
ers. Credit risk as the main cause in providing financing is the main risk
experienced by many Islamic banks in the world (Ariffin et al., 2009;
Misman, 2011). This is because the profit-loss sharing system, characteris-
tic of Islamic banks, is considered to have the potential to generate high-
er credit risk than financing with fixed returns (Khan & Ahmed, 2001).
Financing in Islamic banks generally offers flexibility, making the poten-
tial for vulnerability to increase NPF so that it can reduce the health level
of Islamic banks’ portfolios (Chamberlain et al., 2020; Fakhrunnas et al.,
2022; Priyadi et al., 2021; Safar Nasir et al., 2022).
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One of the sectors that have a high-risk level for banks to finance is agricultural sector financing because
although the agricultural sector in Indonesia has great potential, various factors such as rapid population
growth, climate change, and land conversion are challenges for banks in distributing financing to these
sectors (Ryandono et al., 2023; Zakik et al., 2022). Many banks are reluctant to channel credit to the ag-
ricultural sector because it is considered high risk due to fluctuations in commodity prices and natural
factors. Islamic banks that carry out their activities by Islamic values and rules are required to not only
provide services that can meet the needs of customers to the maximum but also must be in line to estab-
lish the Islamic bank itself (Nastiti & Kasri, 2019; Niswatin et al., 2023; OJK, 2023), namely serving the
community in general (Muslim or non-Muslim) for blessings that are in line with the teachings of Islam.

Islamic banking has challenges in serving increasingly complex financing needs, especially in the ag-
ricultural sector. On the other hand, Islamic banks are also faced with financing risks that can at any
time have a negative impact on the increase in NPF. Therefore, the study to investigate the factors that
can affect NPF in Islamic banks is something urgent. Several previous studies have examined the role
of Islamic banks in supporting the agricultural sector through special contracts contained in Islamic
banking, including salam contracts (Mahmood & Arshed, 2024; Mulyany et al., 2022), Qard-al-Hasan
(Saqib et al., 2015), and muzara'ah (crop-sharing contract on a partnership basis) (Daud & Sharif, 2024).
In general, research related to Islamic banking and agriculture is still limited, whereas related studies
are more dominantly studied through qualitative approaches and conceptual studies. Therefore, this
study seeks to identify more deeply the factors that affect NPFs in financing Islamic banking contracts,

especially in the agricultural sector.

1. LITERATURE REVIEW
AND HYPOTHESES

NPF is the leading indicator for assessing Islamic
banks’ asset quality and financial health. The
higher the NPF level, the greater the potential
risk faced by banks in distributing financing. In
Islamic banking, NPF are caused by various fac-
tors, including credit risk inherent in certain fi-
nancing agreements, liquidity management, and
macroeconomic conditions (Ariffin et al., 2009;
Misman, 2011).

Financing in Islamic banks has unique charac-
teristics compared to conventional banking be-
cause the system is contract-based by Islamic
principles. Profit-sharing agreements, such as
mudharabah, are riskier than sale and purchase
agreements, such as murabahah, because banks
must bear business risks with business partners
(Khan & Ahmed, 2001). Previous studies have
shown that mudharabah contracts often face
challenges related to information asymmetry
and moral hazards, which can increase the risk
of NPF (Yustiardhi et al., 2020).

On the other hand, murabahah financing, a sale
and purchase contract with a fixed margin sys-
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tem, is considered more stable because it has col-
lateral in the form of goods being traded. However,
risks remain, especially when customers have
difficulty paying instalments as agreed (Alam et
al., 2022; Dewantara & Bawono, 2020). Therefore,
understanding the difference in risk in financing
contracts is very important in managing NPF in
Islamic banks.

The financing-to-deposit ratio (FDR) reflects the
extent to which Islamic banks channel third-party
funds into financing. A high FDR indicates that
banks are more aggressive in distributing financ-
ing, which can increase liquidity risk and NPF
if not balanced with sound risk management
(Firmansyah, 2015; Suryanto, 2015). A study by
Lin (2020) shows that banks with excessively high
FDR tend to be more vulnerable to NPF increases,
especially if financing is given to high-volatility
sectors, such as agriculture. This is because the ag-
ricultural sector is highly dependent on external
factors such as weather and fluctuations in com-
modity prices (Ryandono et al., 2023). Therefore,
optimal FDR management is the key to mitigating
NPF risks in Islamic banks.

Expanding branch offices can improve the acces-
sibility of Islamic banking services and expand

http://dx.doi.org/10.21511/bbs.20(1).2025.26



financing reach. However, too many branch of-
fices without being balanced with a thorough
risk analysis can increase the potential for non-
performing loans (Kartika et al., 2020). According
to Solihin et al. (2017), an increase in the number
of branch offices does not necessarily contribute
to a decrease in NPFE. This is due to several fac-
tors, such as high operational costs and challeng-
es in monitoring each branch’s financing quality.
Therefore, the expansion strategy of Islamic banks
must consider the balance between the growth of
the branch network and the effectiveness of credit
risk management.

Nonprofit investment profit sharing in Islamic
banking refers to funds placed in investment
projects or instruments not based on direct profit
sharing. Credit risk can increase if these invest-
ments are not managed properly, especially if
funds are placed in high-risk projects or less lig-
uid financial instruments (Masmuna et al., 2024).
Several previous studies have shown that diversi-
fication of investment portfolios can help Islamic
banks reduce NPF risks (Lestari, 2019; Utama et
al., 2019). Therefore, Islamic banks need to imple-
ment a more prudent investment strategy to opti-
mize profitability without increasing the potential
for non-performing financing.

Based on the literature review that has been de-
scribed, it can be concluded that internal factors
of Islamic banks, such as profit-sharing financing
contracts (mudharabah), buying and selling (mu-
rabahah), profit-sharing non-profit investments,
FDR, and the number of bank branches have a
complex influence on NPF. These factors have a
direct impact and, through FDR’s mediation, can
strengthen or weaken its influence. Therefore, a
comprehensive understanding of the interaction
between these variables is crucial in formulating
financing risk mitigation policies in Islamic bank-
ing, especially in the agricultural sector.

This study aims to analyze the factors that affect
NPF in Islamic banks for financing in the agri-
cultural sector by taking into account the impact
of PLS financing (mudharabah and murabahah),
profit-sharing non-profit investment, and the
number of bank branch offices with FDR as a me-
diating factor in the model. Therefore, this study
formulates four main hypotheses:

http://dx.doi.org/10.21511/bbs.20(1).2025.26

Banks and Bank Systems, Volume 20, Issue 1, 2025

HI: The murabahah contract mediated by FDR
affects NPF.

H2: FDR-mediated profit-sharing non-profit in-
vestments affect NPF.

H3:  Number of bank offices mediated by FDR af-
fects NPF.

H4: The mudharabah contract mediated by FDR
affects NPF.

2. METHODS

This study uses secondary data (annual report
data) collected from OJK.id. and taken from 12
Islamic commercial banks in Indonesia. This
research sample was selected to investigate the
effect of murabahah, mudharabah, non-profit
sharing investment, and the number of branch
offices on NPF through the FDR, which special-
izes in Islamic banking in Indonesia. Therefore,
this study focuses on the selection of Islamic
banking data. The data were NPF as the depen-
dent variable. Meanwhile, the independent vari-
ables of this study were the investment of non-
profit sharing, the number of branch offices of
Islamic banks in Indonesia, the contract of fi-
nancing using mudharabah, and the contract fi-
nancing using murabahah. This study also used
a mediating variable, the FDR. There were 108
data found after being scrutinized using inclu-
sive criteria. For example, the data must be in
the form of a monthly report from December
and must fully exist monthly. The data were
taken from 2014-2022 as a monthly report. The
data were only gathered for 9 years because of
the data availability.

The data would be analyzed using path analy-
sis of the PLS method. The software that would
be used to analyze the data was SmartPLS. This
study implemented four independent vari-
ables, one mediating variable, and one depen-
dent variable. Since this study used secondary
data, the reliability and validity tests commonly
used for primary data would not be conducted.
Instead, this study directly analyzed the direct
and indirect effect of the variables using P-value
or T-statistic.
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Murabahah
(X1)

Investment
(X2)

Number of branch
offices (X3)

NPF

Mudharabah
(X4)

Table 1. Definition of variables

Figure 1. Model variables of the study

Variables Indicator Definition Source
NPF (Y) DR Billion The proportion of total financing provided by the bank that cannot be i Pradesyah and
i repaid accordlng to the establlshed schedule i Triandhini (2021)
FDR (2) % How large is the proportion of th|rd party funds (TPF) that Islamic banks © Mointietal.
? ihave successfully distributed |n the form ofﬁnancmg (2022)
- ;The amount of financing approved by Islamic banks in Indonesia using a i Febriyantietal.
Murabahah (X1) : IDR Billion Sharia contract of buying or sellmg the goods by stat‘lng the basic prlce (2022)
Non-profit Sharing DR Billion The amount of funds collected by Islamic banks in Indonesia from : Prat|W| et aI
Investment (X2) i customers but do not share the results with customers (2022)
Number of branch ) Rahman et aI
offices (X3) Unit The number of branch offices of all Islamic banks operating in Indonesia (2022)
{The amount of funds dlsbursed by Islamic banks to customers (mudharrb) {
. i used for economic activities in the agribusiness sector. The profits Ghifara et al.
4 DR Bill :
Mudharabah (x4) IR Billion : generated from the business are then divided between the bank and the (2022)
i customer according to the agreed ratio (proportion)
3. RESULT

Before the data were analyzed to find out whether
independent variables had a significant effect on
the dependent variable or not, this study analyzed
the descriptive statistics of the data. The result
would show mean, median, max, min, standard
deviation, excess kurtosis, and skewness.

Table 2 shows that some variables’ excess kurtosis/
skewness score exceeds +2. According to the study

Table 2. Result of descriptive analysis

conducted by Sulaeman and Ninglasari (2020), the
good excess kurtosis score of data must be between
-2 to +2. That score was the threshold of the data,
and if the data exceeded the threshold, the skew-
ness of the data distribution was out of normal and
needed to be deleted. Table 2 also shows that the
number of branch offices had the highest standard
deviation score than the others. Indicating that the
data distribution of this variable was more variable
than that of other variables. The results of the boot-
strapping router model are in Figure 2.

Variables Mean Median Min Max Standard Deviation Skewness
NPF -0.266 -0.245 -0.97 -0.002 0.146
I\/IURABAHAH 0.298 0.25 0.0di """ 2231 0.26{"
NVESTMENT 0136 O O 22T 0222
OFFICE 0.211 0 0 1 0.292
MUDHARABAH | 0486 04 02 L0227
FDR 0.079 0.057 H 0 0.921 0.085
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Figure 2. Outer model result of analysis

Figure 2 stated that several mudharabah and mu-
rabahah contracts of financing mediated by FDR
significantly affected NPF in Islamic banks in
Indonesia. Meanwhile, the direct effect of each of
the independent variables did not significantly af-
fect the NPE. It can be seen from Figure 2 that
the T-statistics of the variables mudharabah and
murabahah to FDR were >1.96 and the T-statistic
score of FDR to NPF was also > 1.96. The T-statistic
score of the independent variables and a mediat-
ing variable > 19.6 was considered to have a signifi-
cant effect on the dependent variable. This study
used a T-statistic score of 1.96 as a threshold for
significant results because this study used a stan-
dard error of 5%. Independent variables that did
not have a score < 1.96 were classified as having no
significant effect on the dependent variable.

The results of the direct effect test of variables
found that murabahah, non-profit sharing invest-

Table 3. Direct effect between variables

ment, number of bank offices, and mudharabah
did not affect NPF. This is shown by the t-statistic
value of all < 1.96 (Table 3).

The indirect effect of variables can be observed
in Table 4, which shows that the first hypothesis
test shows that FDR-mediated murabahah affects
NPF with a t-statistic value of 4.674 (> 1.96). This
variable testing shows that financing with mura-
bahah contracts affects the decrease in NPF with
an increase in FDR. The second hypothesis test
shows that FDR-mediated non-profit sharing in-
vestment does not affect NPF with a t-statistic val-
ue of 0.470 (< 1.96). Meanwhile, the variable test
shows that non-profit sharing investment does
not affect the decrease in NPF with an increase
in FDR. The third hypothesis test shows that the
number of bank offices mediated by FDR does not
affect NPF, with a t-statistic value of 1.313 (< 1.96).
The variable test shows that the number of bank of-

Variable t-Statistic Decision
Murabahah = NPE 0305 e Rejected
nvestment = NP e .99 e Rejected

Office - NPF 1.445 Rejected
‘Mudharabah >NPF o8s . Rejected

http://dx.doi.org/10.21511/bbs.20(1).2025.26
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Table 4. Hypothesis testing results

Hypothesis Statement t-Statistic Decision
HI i Murabahah contract mediated by FDR affected NPF 4.674 _Accepted

H2 vestment mediated by FDR affected NPF 0.470 ected
13 Tnenumber of ankofces meated by FOR ffcted NOE Creected

H4 i Mudharabah contract mediated by FDR affected NPF 3.107 Accepted

fices does not affect the decrease in NPF with an
increase in FDR. The fourth hypothesis test shows
that FDR-mediated mudharabah affects NPF with
a t-statistic value of 3.107 (> 1.96). Testing this
variable shows that financing with mudharabah
contracts does not affect the decrease in NPF with
an increase in FDR.

The hypotheses test results (Table 4) show that two
hypotheses were rejected and accepted. The reject-
ed hypotheses were related to non-profit sharing
investment and the number of bank offices, while
the accepted hypotheses were related to muraba-
hah and mudharabah contract transactions. These
results show that financing with murabahah and
mudharabah contracts has great potential to be
used as a basis for financing services for the agri-
cultural sector.

4. DISCUSSION

The study’s findings show that FDR can mediate
Islamic bank financing contracts in the form of
Mudharabah and Murabahah to minimize financ-
ing risks in Islamic banks. It can be stated that the
FDR was key in channeling both murabahah and
mudharabah financing contracts in decreasing
NPE. The results of this study align with the study
conducted by Lin (2020), which states that if the
FDR of an Islamic bank is high, it means that the
bank has distributed most of its third-party funds
in the form of financing. This can limit the avail-
ability of funds for new mudharabah contracts, in-
cluding financing the agricultural sector. On the
other hand, if the FDR is low, it signifies that the
bank still has a lot of funds that have not been dis-
tributed. This condition allows the bank to aggres-
sively distribute funds through mudharabah con-
tracts, including financing the agricultural sector.
Banks with low FDR have more room to accom-
modate risk, so they can provide greater flexibility
in mudharabah contracts, including for small and
medium farmers.
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On the other hand, a study by Febriyanti et al.
(2022) stated that increasing murabahah financing
in Islamic banks can contribute to decreased NPF.
Murabahah contracts are transparent and clear.
Customers understand the goods purchased, the
cost price, and the bank’s profit. This can increase
customer confidence and reduce the risk of payment
arrears. murabahah financing is generally related to
the purchase of tangible goods. These goods can be
used as collateral or security for the bank so that if
there is a default, the bank has assets that can be sold
to cover losses. By obtaining murabahah financing,
customers can increase their business production
capacity. The increase in agricultural sector produc-
tion could lead the debtor to gain more profit. Their
ability to pay oft debts also increases. The interesting
thing in this study is that the number of Islamic bank
branches, both direct effects and those mediated by
FDR, does not necessarily affect NPF.

The results of this study are also in line with the
findings of the studies by Rajindra et al. (2021) and
Kartika et al. (2020). Islamic banks need to maintain
FDR at a healthy level to avoid excessive liquidity and
credit risks. Islamic banks in Indonesia also need to
improve the quality of credit analysis by carefully as-
sessing prospective customers and projects to be fi-
nanced. For the portfolio, the management of Islamic
banks in Indonesia needs to diversify the Financing
Portfolio. Not only focusing on one type of financing,
but also developing other financing products with
lower risks. FDR is an important indicator in mea-
suring Islamic banks’ financial performance. Islamic
banks can reduce NPF risk and increase profitability
by managing FDR effectively. However, it should be
remembered that FDR is only one factor that needs
to be considered. Other factors, such as asset qual-
ity, risk management, and economic conditions, also
greatly affect the NPF level (Wardhana et al., 2023).

Meanwhile, the FDR or financing ratio to third
party funds in Islamic banks has a close rela-
tionship with the level of NPF. According to the
study, most third-party funds have been chan-
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neled through financing when the FDR is too
high. This can cause liquidity pressure if many
customers withdraw their funds simultaneously.
Banks may be tempted to finance high-risk cus-
tomers to achieve a high FDR. This increases the
potential for NPF. Sharia principles that empha-
size fairness and transparency should be able to
reduce the risk of NPF. However, if this prin-
ciple is not implemented properly, the risk of
NPF remains high. The financing provided, for
example, murabahah or mudharabah, will have
different NPF risks. Unstable economic condi-
tions can increase the risk of NPF, regardless of
the FDR level.

The study findings show that third-party invest-
ments, either directly or indirectly mediated
by FDR, do not affect NPF. The results of this
research are relevant to the research. Lestari
(2019) and Utama et al. (2019). FDR’s mediation
role is ineffective because the distribution of
funds is still not optimal in the agricultural sec-
tor, even though FDR shows an aggressive level
of fund distribution in other sectors. Islamic
banks tend to be cautious in channeling financ-
ing into this sector due to high risks due to de-
pendence on unstable seasons and weather, low

Banks and Bank Systems, Volume 20, Issue 1, 2025

financial literacy, and farmers’ access to modern
agricultural technology (Sudarsono et al., 2019).

The study by Solihin et al. (2017) stated that al-
though the increase in the number of Islamic bank
branches can provide wider access to the commu-
nity, it will not automatically be directly propor-
tional to the decrease in NPE. A bank’s ability to as-
sess customer credit risk is much more important
than the number of branches. The more branches,
the more employees are needed. This will increase
the salary burden. Opening a new branch requires
a fairly large rental or building construction fee, as
its utilities, equipment, and marketing costs will
also increase as the number of branches increases.
Opening a new branch requires a fairly large in-
vestment, both for infrastructure and operations
(Qosim et al., 2023). If the increase in income from
new branches is not comparable to the increase in
operating costs, the bank’s profitability can be de-
pressed. In addition, if the funds collected from
new branches are not immediately distributed in
the form of financing, the bank’s liquidity risk
can increase. This further worsens the NPF condi-
tion of Islamic banks so that the opening of new
branch offices needs to be analyzed carefully be-
fore being implemented (Mendo et al., 2023).

CONCLUSION

This study aims to analyze the factors that affect NPF in Islamic banking in Indonesia, especially in
financing the agricultural sector. It identifies that mudharabah and murabahah financing mediated by
FDR significantly influence NPF reduction in agricultural sector financing in Islamic banks. In contrast,
the number of bank branches and profit-sharing nonprofit investments did not show significant influ-
ence, either directly or through FDR.

This result confirms that optimal FDR management can be an essential instrument for Islamic banks in
managing financing risks, especially in the agricultural sector, which has its challenges. Therefore, Islamic
banks are advised to prioritize more controlled financing schemes while strengthening risk management
and diversifying financing portfolios. This study makes an academic contribution by filling the gap in the
study of the relationship between murabahah, mudharabah, FDR, and NPF in the agricultural sector. This
study also confirms the role of FDR mediation in reducing the negative impact of financing on the finan-
cial stability of Islamic banks. The limitations of the use of research variables, types of approaches, and
alternative financing models in this study can be further recommendations for future research.
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APPENDIX A
Table A1. List of Sharia commercial banks in Indonesia as of 2022 and their characteristics

Source: Otoritas Jasa Keuangan Indonesia (OJK, 203).

No. Name of Bank Islam Characteristic

1 iBank Syariah Indonesia (BSI)

i The largest Islamic bank in Indonesia, the result of the merger of three state-owned Islamic
i banks: Bank BNI Syariah, Bank Syariah Mandiri, and Bank BRISyariah. It offers a variety of Islamic
i banking products, including savings, financing, and digital services

i Bank Muamalat Indonesia

;The first Islamic bank in Indonesia, was established in 1991. Focus on Islamlc banklng services
i with various products such as savings, ﬁnancmg, and hajj services

Bank Mega Syariah

i Bank Mega’s subsidiary, of‘fers Islamic banking products such as savmgs ﬁnancmg, and digital
i services through the M-Syariah application

Bank BCA Syariah

BCA’s subsidiary, provides Islamic banking services with the support of BCA’s network including
i access to BCA's ATMs and branch offices throughout Indonesia

5 Bank Panin Dubai Syariah

fAs a result of the coIIabora‘non between Bank Panin Indonesia and Duba| Islamic Bank it
i became the first Islamic bank to list its shares on the Indonesia Stock Exchange in 2014 with the
: stock code PNBS

Bank KB Bukopin Syariah

i Bank KB Bukopin’s sub5|d|ary, offers IsIamlc bankmg products such as savmgs ﬁnancmg, and
; other services in accordance with sharia principles

7 Bank BTPN Syariah

{ Focus on empowering productive underprivileged women through Islamlc banklng services,
i offering savings and mlcroﬁnance products

Bank Victoria Syariah

i A subsidiary of Bank Victoria International, it prowdes Islamlc bankmg services W|th various
: products such as savings, deposits, and financing

Bank Aladin Syariah

i Previously named Bank Net Indonesia Syariah, it transformed intoa sharla digital bank with a
i focus on digital banking services in accordance with sharia principles

Bank Jabar Banten Syariah

i Regional Islamic banks operating in the West Java and Banten regions, offer Islam|c bankmg
H roducts to support the reglonal economy

Bank NTB Syariah

: eglonal Islamic banks owned by the West Nusa Tenggara Provmmal Government focuslng on
i Islamic banking services for the people of NTB

12 i Bank Aceh Syariah

Regional Islamic banks owned by the Aceh Provmmal Government are comm|tted to banking
i services following sharia principles for the people of Aceh
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