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Abstract

This study aims to investigate the role of discretionary loan loss provision of sharia fi-
nancing on the Islamic commercial banks’ financial performance in Indonesia. Partial 
Least Squares-Structural Equation modeling (PLS-SEM) is used to examine the rela-
tionship between loan loss provisions and financial performance in 13 Islamic com-
mercial banks for 4.5 years. The analysis of the outer model shows that the probability 
of default and loss given default are determinants of loan loss provision, while financial 
performance is determined by return on assets, non-performing financing, net operat-
ing margin, and operating costs on operating income. The results of this study indicate 
that loan loss provisions have a direct effect on financial performance. Further inves-
tigation shows that the return on sharia financing contributes to increasing the impact 
of loan loss provisions on financial performance (indirect influence). The findings con-
tribute to the literature by showing that discretionary loan loss provision can occur in 
sharia financing. The study is very important in terms of awareness of management 
behavior related to financial performance. The study has implications for management 
policies related to the prerequisites of potential clients. 
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INTRODUCTION

Sharia is one of the solutions offered by Islamic banks to avoid riba 
transactions. At the time the contract is made, both Islamic banks (the 
investor and the customer) do not set specific interest rates as profits 
received or expenses to be paid. The statement of Financial Accounting 
Standards (PSAK, 2007, par. 04) defines sharia as a contract of busi-
ness cooperation between two parties where the first party (the owner 
of the fund) provides all funds, while the second party (fund manager) 
acts as a manager. The profits are divided between them according to 
an agreement, while the financial loss is only borne by the owner of the 
fund (IAI, 2017). The definition implies that the Bank can act as both 
the owner of the fund and the fund manager. Sharia funds disbursed 
by fund owners (the Bank) are recognized as sharia investments when 
cash payments or transfers of non-cash assets to fund managers occur 
(PSAK, 2007, par. 12).

However, in practice, when banks act as fund owners, generally apply-
ing sharia is more of a financing nature (Suhartini & Anwar, 2016). As 
a financing product, sharia has a risk of loss due to loss or negligence 
of the fund manager (Bank Indonesia, 2013). The risk of loss is antici-
pated by forming a reserve for impairment of assets. This risk is in ac-
cordance with the Decree of the Board of Directors of Bank Indonesia 
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No. 31/147/KEP/DIR dated November 12, 1998, which requires the establishment or allowance for earn-
ing assets losses. On the other hand, the Statement of Financial Accounting Standards (PSAK) number 
50, 2006 (Revised 2014) also regulates the treatment of allowance for possible losses on earning assets 
in the form of allowance for impairment losses. Banks are required to establish reserves for impair-
ment losses if there is objective evidence of impairment of financial assets as one or more events that 
have occurred after the recognition of the assets and have an impact on the estimated future cash flows. 
Allowance for impairment losses is treated as a deduction from sharia financing (Bank Indonesia, 2013).

Loan loss provisions are usually associated with bank management policies in anticipating investment 
loss risks and improving financial performance. Many studies have succeeded in explaining the re-
lationship between loan loss provisions and financial performance (Ajekwe, Ibiamke, & Silas, 2017; 
Ditchkus, Sierra, & Reed, 2011; Gray & Clarke, 2004; Leventis & Dimitropoulos, 2011; Mutiara, 2017). 
The study is different from previous research. Its uniqueness lies in investigating the specific discretion-
ary focus related to sharia financing and its measurement model.

The main purpose of this study is to analyze the influence of discretionary loan loss provisions for sharia 
products on the financial performance of Islamic commercial banks; secondly, to investigate the role of 
sharia income in the context of loan loss provision and financial performance.

1. LITERATURE REVIEW

1.1. Sharia in Islamic banks

Islamic banks have a variety of products based on 
sharia financial services. Financial services pro-
vided by Islamic banks, as well as conventional 
banks, cannot be separated from profit motiva-
tion. In sharia, there are two forms of contracts 
that generate benefits for Islamic banks, namely, a 
sales contract and a contract of cooperation. The 
sale and purchase contract creates a certain ad-
vantage for Islamic banks. The sale and purchase 
contract of Islamic banks offers products such 
as murabahah, salam, istisna, and ijarah. While 
in the contract of cooperation, Islamic banks of-
fer mudaraba and musyaraka. Both of these con-
tracts bring in uncertain profits. The sharia profit 
obtained by Islamic banks generally comes from 
contractual agreements (contracts) between banks 
(such as shahibul mal) and mudarib.

The development of sharia financing is slower than 
other financing in Islamic banks in Indonesia 
(Gilang, 2013; Amelia & Hardini, 2017; Ningsih, 
2017). This can be due to the non-performing fi-
nancial contribution (NPF), which always in-
creases (Gilang, 2013). While Amelia and Hardini 
(2017) explained that sharia financing can re-
duce the capital adequacy ratio. One of the caus-
es of the contract failure is the burden upon cap-

ital of Islamic banks. However, this problem can 
be solved by improving the overall determinants 
of financial performance, such as return on as-
sets (ROA), return on equity (ROA), and financ-
ing-to-deposit ratio (FDR) (Ningsih, 2017).

1.2. Loan loss provision

Ajekwe et al. (2017) began their research by defining 
loan loss provisions as a non-cash expense for banks 
to take into account the possibility of future losses 
from bad loans. The bank assumes that a certain per-
centage of the loan will fail or become slow to pay. 
This method guarantees the solvency and capitaliza-
tion of the bank if and when a failure occurs (Ajekwe 
et al., 2017). In terms of accounting for loan loss pro-
visions on Islamic bank products, it can affect the 
bank’s income and capital adequacy. When a bank 
enters into a sharia cooperation contract, it faces the 
risk that the customer may fail and return not full 
assets. The bank assumes that losses that actually oc-
cur are recognized as expenses, providing for reserve 
losses.

Loan loss provisions in Islamic banks refer to the de-
duction of the bank’s net income to provide a failure 
of a financing contract or non-performing financing. 
In accounting, the practice of loan loss provisions 
is reasonable and generally permitted by banking 
regulations. In the development of further practice, 
management uses this method to manage compa-
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ny profits. Several studies have empirically proven 
the use of loan loss provisions as a tool for earnings 
management in banks (Ajekwe et al., 2017; Ali, Saiti, 
Hamzah, Razak, & Ariff, 2015; Taktak, Zouari, & 
Boudriga, 2010; Leventis & Dimitropoulos, 2011).

1.3. Hypotheses

Based on previous research, this study has devel-
oped the following hypotheses:

H1: Loan loss provisions affect return on sharia 
financing.

H2: Return on sharia financing affects financial 
performance.

H3: Loan loss provisions have a direct effect on 
financial performance.

H4: Loan loss provisions have an indirect effect 
on financial performance through return on 
sharia financing.

2. RESEARCH METHODS

2.1. Data 

This study uses cross-sectional data for 4.5 years, 
from of January 2014 to June 2018. The object of 
this study is financial reports of 13 Islamic com-

mercial banks registered with Bank Indonesia and 
the Financial Services Authority (OJK). This study 
observes the financial performance of Islamic 
Commercial Banks and Sharia Banking Statistics 
published by each bank and OJK.

2.2. Variable measurement

The variables in this study include three latent var-
iables, namely, Loan Loss Provision (dependent), 
Return on Sharia (intervening) and financial per-
formance (independent). Each of these variables 
is measured using the following indicators (see 
Table 1).

Table 1. Latent variables and an indicator 

(manifest)

Latent variables Indicator (manifest)

Loan Loss Provision
POD (Probability of Default)

LGD (Loss Given Default)

Return on Sharia 

Financing

MII (sharia income to total sharia 

investment) 

AII (administration income to total sharia 
investment)

Financial performance

ROA (Return on Assets)

NPF (Non-Performing Financing)

OER (Operational Expense to 
Operational Revenue)
NOM (Net Operating Margin)

Figure 1. Path diagram analysis

Return on Sharia

Financial performance 

POD

LGD

ROA NPF OER NOM

MII AII

Loan loss provision 
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3. EMPIRICAL RESULTS  

AND ANALYSIS

Partial Least Square-Structural Equation 
Modeling (PLS-SEM) is used to test the effect of 
the loan loss provision on the financial perfor-
mance of Islamic commercial Banks through 
Return on Sharia. Previously, the path model in 
the form of a diagram will be used to determine 
the direction of the relationship between the latent 
variables (LLP, Return on Sharia, financial perfor-
mance). The path diagram at the beginning of the 
analysis is shown in Figure 1.

PLS-SEM analysis produces statistical values 
grouped into two models, namely, the outer mod-
el and inner model.

3.1. Outer model

The results of the study of the outer model show 
that the observed manifest variables can be cat-
egorized as determinants of latent variables. The 
test equipment used includes test validity and test 
reliability. Validity tests were carried out in two 
stages, namely, Convergent Validity (Average 
Variance Extracted) and Discriminant Validity. 
Table 2 presents the statistical values of Average 
Variance Extracted (AVE) for latent variables.

Table 2. Average Variance Extracted (AVE) for 

latent variables

Latent variable
AVE 

statistics
Square root 

of AVE
Conclusion

Loan Loss Provision (LLP) 0.678 0.823 Valid

Return on Sharia (ROS) 0.764 0.874 Valid

Financial performance (FP) 0.597 0.773 Valid

The validity level of the latent variable is meas-
ured using the square root value of AVE ≥ 0.5 
(Schumacker & Lomax, 2010). The square root val-
ue of AVE test results are shown in Table 2 for all 
latent variables more than 0.5. This concludes that 
all latent variables are valid criteria.

Subsequent testing is performed on the mani-
fest variable with the latent variable using the 
Discriminant Validity. The Discriminant Validity 
procedures are carried out in two stages. The first 
stage is assessing the value of cross loading and the 
second stage is the assessing the value of Fornell-

Larcker. Tables 3 and 4 present statistical values 
for the cross loading and Fornell-Larcker criteria.

Table 3. The value of the cross loading indicator

Indicator
Latent variable

LLP ROS FP

POD 0.746 0.351 0.247

LGD 0.578 –0.134 0.216

MII 0.114 0.376 0.201

AII –0.211 0.489 –0.189

ROA 0.254 0.387 0.468

NPF 0.289 0.278 0.534

BOPO 0.198 0.305 0.387

NOM –0.467 0.308 0.486

The value of cross loading shows the connection 
between indicators with latent variables. The asso-
ciation between latent variables and forming indi-
cators must be higher than the correlation between 
indicators with other latent variables (Aminah, 
Suharsono, & Ahmad, 2016). Cross loading value 
in Table 3 shows that each indicator value on cer-
tain latent variables is greater in the value of other 
indicators. This points out that the indicators are 
set to form latent variables. To strengthen these re-
sults, the Fornell-Larcker criteria were tested (see 
Table 4). Table 4 shows the correlation values be-
tween the same latent variables, which have great-
er Fornell-Larcker criterion values than between 
different latent variables. The test results conclud-
ed that latent variables have valid criteria.

Table 4. Fornell-Larcker criteria

Latent variables LLP ROS FP

LLP 0.823 – –

ROS 0.473 0.874 –

FP 0.385 0.427 0.773

The reliability of each latent variable is tested us-
ing the CR value criteria ≥ 0.70 and VE ≥ 0.50 
(Schumacker & Lomax, 2010). Table 5 shows the 
statistical values for each latent variable. The CR 
and VE statistical values for each latent variable 
show numbers greater than 0.70 and 0.50. These 
results conclude that all latent variables are relia-
ble so that further testing can be carried out.

Table 5. Reliability of latent variables

Latent variables CR ≥ 0.70 VE ≥ 0.50 Conclusion

LLP 0. 846 0.597 Reliable

ROS 0.795 0.564 Reliable

FP 0.832 0.548 Reliable
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3.2. Inner model

Testing of the endogenous (Financial Performance) 
and exogenous (Loan Loss Provision) variable 
partial relationship is done by inner model anal-
ysis. These tests include an accuracy test of the 
model, a significance test and the relevance of the 
path coefficients on the structural model. Tables 6 
and 7 show the statistical values used to analyze 
the inner model.

Table 6. The goodness of fit test

Goodness of fit 
measurement

Critical value Statistical 
value

Conclusion

Chi Square ≥ 0.05 24.7 

(0.057)
Fit

RMSEA ≤ 0.08 0.0534 Fit

GFI ≥ 0.09 0.2276 Fit

AGFI ≥ 0.09 0.1346 Fit

TLI ≥ 0.095 0.1730 Fit

The goodness of fit test aims to determine wheth-
er the model is fit so that it can be used to assess 
relationships between variables (Schumacker & 
Lomax, 2010). Some criteria are used to deter-
mine the model accuracy, for example, Chi-square, 
RMSEA, GFI, AGFI, and TLI. Table 6 shows the 
statistical values of the test results of the criteria 
for testing the model accuracy (Goodness of Fit) 
and the size of the critical value. Analysis of the 
comparison between the test results and the size 
of the critical value of each test criterion shows 
that all requirements conclude the model is fit.

Testing of predictive accuracy is indicated by the 
statistical value of the coefficient of determination 
(R2) on the path model that is equal to 0.780. These 
results explain that financial performance can be 
predicted by loan loss provisions, both directly 
and indirectly, through Return on Sharia of 78%. 
While the remaining 22% is likely to be explained 
by other variables not found in the path model.

The partial analysis to determine the relationship 
between the variables of Loan Loss Provision, fi-

nancial performance, and Return on Sharia uses 
the significance test and the path coefficients on the 
structural model. Table 7 shows the statistical values 
of estimated coefficients and their significance level.

Testing of the first hypothesis is shown by the es-
timated coefficient value of path ROS ← LLP with 
a positive sign of 0.748 and a significance level of 
0.0154 (C.R = 5.89) smaller than α = 0.05. The test 
results concluded that the higher the loan loss pro-
vision, the higher the sharia income, and vice ver-
sa, the lower the loan loss provision, the lower the 
sharia income.

The direct effect of loan loss provisions on finan-
cial performance is indicated by the magnitude of 
the estimated coefficient of path FP ← LLP with 
a positive sign of 0.249 and a significance level of 
0.0251 (C.R = 4.45) smaller than α = 0.05. This 
result concludes that the second hypothesis is ac-
cepted. Thus it can be stated that the higher the 
loan loss provision, the higher the financial per-
formance, and vice versa, the lower the loan loss 
provision, the lower the financial performance.

The test results of the third hypothesis conclude 
that the higher the Return on Sharia, the high-
er the financial performance, and vice versa, the 
lower the Return on Sharia, the lower the finan-
cial performance. This conclusion is supported 
statistically as indicated by the magnitude of the 
estimated coefficient value of the path of FP ← PM 
with a positive sign of 0.498 and a significance lev-
el of 0.0314 (C.R = 3.83) smaller than α = 0.05.

The indirect effect of loan loss provisions on fi-
nancial performance through Return on Sharia is 
shown by the estimated coefficient value of path 
PF ← ROM ← LLP with a positive sign of 0.373 and 
a significance level of 0.014 (C.R = 2.195). This re-
sult concludes that the fourth hypothesis which 
states that loan loss provisions have an indirect ef-
fect on financial performance through return on 
sharia, is accepted.

Table 7. Hypothesis test

Hypothesis Path Estimate S.E C.R ρ-value R
2 Conclusion

H1 ROM ← LLP 0.748 0.197 5.89 0.0154

0.780

Accepted H1

H2 FP ← LLP 0.249 0.176 4.45 0.0251 Accepted H2

H3 FP ← ROS 0.498 0.185 3.83 0.0314 Accepted H3

H4 FP ← ROS ← LLP 0.373 – 2.195 0.0140 – Accepted H4
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4. DISCUSSION

The results of the analysis of the outer model show 
that the probability of default variable and loss 
given default as manifest variables correlate to 
the variable of loan loss provisions. Thus it can be 
concluded that the probability of default and loss 
given default variables are determinants of loan 
loss provision variables. This result is in line with 
research conducted by Misankova, Spuch, and 
Frajtova (2015) and Ali et al. (2015). Misankova, 
Spuch, and Frajtova (2015) explain that loan loss 
provisions are financing management risks that 
can be determined by the likelihood of a mudarib 
failing to pay at the probability of default and the 
number of assets that failed to be acquired (loss 
given default). Ali et al. (2015) measure the de-
terminants of loan loss provisions caused by two 
things, namely, the probability of failure meas-
ured by a probability of default and the value of 
assets that fail to collect the total bill (loss given 
default).

Friyanto (2013) analyzed the risk of sharia financ-
ing on a Sharia bank as a case study. The result 
of the analysis recommends the need for billing 
schedules and minimizes the value of failed assets 
(loss given default) by making certain covenants 
for customer. This shows that monitoring of the 
probability of default and the failed asset value 
(loss given default) is an essential element in de-
termining loan loss provisions (Friyanto, 2013).

The outer model also examines the determinants 
of the Sharia commercial banks’ financial perfor-
mance, which includes four manifest variables, 
namely: return on assets (ROA), non-performing 
financing (NPF), net operating margin (NOM), 
and the ratio of operating expenses to operating 
revenue (OER). This study concludes that the four 
variables have a strong correlation with the vari-
able financial performance as the latent variable. 
Testing of these financial ratios is in line with re-
search conducted by Zulfikar and Sasongko (2016). 
In different ways, these financial ratios explain fi-
nancial performance affecting the competitiveness 
of Islamic banking services in Indonesia (Zulfikar 
& Sasongko, 2016).

The results of the analysis of the inner model con-
cluded that the proposed hypotheses (H1 s.d. H4) 

in this study were significantly supported by sta-
tistical values both partially and throughout the 
model. Each exogenous variable (loan loss provi-
sion and return on sharia) explains the positive 
relationship to endogenous variables (financial 
performance).

Testing of the first hypothesis proves that loan loss 
provisions have a significant positive effect on re-
turn on sharia. Proper management of loan loss 
provisions will increase return on sharia. This 
study agrees with Liu (2017) that loan loss pro-
visions are part of the anticipatory steps taken 
by banks to reduce financing risk. Knowledge of 
probability of default and loss given default as a 
determinant of discretionary loan loss provision 
is an early warning for bank managers to reduce 
the failure to obtain income derived from shar-
ia financing. Determination of probability of de-
fault and loss given default is an effective way for 
bank management to increase financing income 
(Misankova et al., 2015).

This study proves that loan loss provisions affect 
financial performance. The statement is supported 
by the result of path coefficient test with positive 
and significant directions. The discretionary loan 
loss provision has a positive effect on financial per-
formance as measured by return on assets (ROA), 
non-performing financing (NPF), net operating 
margin (NOM), and the ratio of operating expens-
es to operating revenue (OER). The discretionary 
loan loss provision effectively demonstrates the 
ability of banks to increase sharia investment re-
turns (Meutia, 2017). Sharia investment returns 
will have a positive direct impact on increasing 
ROA, NOM, OER and decreasing NPF (Aminah 
et al., 2016).

This study also proves that return on sharia is a 
mediating variable of the indirect effect of loan 
loss provisions on financial performance. Even 
the influence of loan loss provisions on financial 
performance is stronger if it is through return 
on sharia compared to its direct influence. This 
finding strengthens previous research that in-
come derived from investing in bank financing is 
the main focus of management in managing loan 
loss provisions (Ajekwe et al., 2017; Ditchkus 
et al., 2011; Gray & Clarke, 2004; Leventis & 
Dimitropoulos, 2011).
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CONCLUSION

The study of loan loss provisions in sharia financing concludes several discretionary characteristics of 
loan loss provisions in Islamic commercial banks in Indonesia. 

Firstly, the discretionary loan loss provision of sharia financing has a direct effect on return on sharia 
and the financial performance of Islamic commercial banks. The discretionary loan loss provision re-
fers to two default models, namely, the probability of default and loss given default. Both models have 
implications for management policies related to the prerequisites of potential customer candidates that 
must be studied in more detail to reduce the risk of sharia financing. Both models also have implications 
for improving the monitoring of billing sharing and return on asset collection schedules by customer.

Secondly, the discretionary loan loss provision of sharia financing has an indirect impact on financial 
performance through return on sharia. The results of this study emphasize that the indirect influence 
is stronger than the direct one. The combination of loan loss provision policies and income on sharia fi-
nancing can facilitate Islamic bank executives in predicting income volatility, which in turn affects cor-
porate profits. The next effect is the ability of managers to pursue income smoothing policies through 
loan loss provisions.
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