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Abstract

Islamic banks have become alternative intermediary institutions in the banking indus-
try and are expected to play a significant role in the financial system. Therefore, this 
study aims to examine Islamic banks’ contribution to financial stability, also focusing 
on the underlying contracts implemented in financing activities from the perspec-
tive of a non-linear relationship. The study employs time-series data from 2006m1 to 
2021m11 and adopts non-linear autoregressive distributed lag (NARDL). The findings 
reveal that the presence of Islamic banks has a non-linear influence on financial stabil-
ity. Overall financing has a symmetric effect on financial stability, but an asymmetric 
effect is evident when total financing is categorized based on underlying contracts. 
Moreover, in the short run, musharakah financing strengthens financial stability, while 
during a long-run relationship mudarabah financing plays the most pivotal role in 
increasing the level of stability in the banking system. The study proposes that the 
financial authorities should be concerned with the non-linear symmetric and asym-
metric relationships with Islamic banks, particularly in the underlying contracts that 
the banks employ. This is considered to be important to avoid financial instability in 
the banking system.
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INTRODUCTION

As intermediary institutions, Islamic banks play a vital role in channe-
ling funds from surplus to deficit units. The financing process is also 
expected to contribute to economic development and growth in socie-
ty (Ahmed, 2010). At the same time, financial stability at the banking 
system levels needs to be achieved and maintained in order to make 
an optimum contribution to the financial system. However, stability 
in the financial system is not only the responsibility of a single finan-
cial institution, but also of all financial players within it. These include 
Islamic and conventional banks, together with the financial authority 
that develops monetary policy (Uddin et al., 2017). 

With regard to their business model, Islamic banks are different from 
their counterparts, conventional banks. The Islamic banking busi-
ness model is based on a free-interest paradigm and the promotion 
of transaction and profit-loss sharing (PLS) contracts (Ahmed, 2010; 
Miah & Suzuki, 2020). Many empirical studies have been conduct-
ed on Islamic banking stability from several perspectives. Firstly, re-
cent studies on financial stability at the banking level have attracted 
many Islamic scholars, whose research findings vary. Olson and Zoubi 
(2017), Trad et al. (2017), Hassan et al. (2019), Louhichi et al. (2019), 
Asutay and Othman (2020), Safiullah (2021), and Bilgin et al. (2021) 
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found that Islamic banks are more stable than conventional ones. Conversely, Mohamad et al. (2018), 
Albaity et al. (2019), and Kasri and Azzahra (2020) explain that conventional banks are stronger than 
Islamic ones in terms of financial stability. However, Uddin et al. (2017) conclude that both types of 
banks show no differences in banking stability.

Secondly, studies have examined the contribution of Islamic banks to financial stability; for example, 
Rashid et al. (2017), Ghassan and Guendouz (2019), Rizvi et al. (2020), and Chen (2022). Generally, re-
search has found that Islamic banks have contributed to financial stability to practically the same ex-
tent as conventional banks. However, most recent studies are only concerned with how Islamic banks 
strengthen or weaken financial stability, assuming that the effect of the influence is linear and symmetric.

As explained by Bussiere (2012) and Fakhrunnas et al. (2022), a non-linear effect is present when ob-
serving the relationship between economic variables. It indicates that the influence of certain variable 
to another variable does not increase or decrease constantly but it fluctuates in which in certain obser-
vation period the impact may be exponential. Therefore, the study aims to investigate the contribution 
of Islamic banks to financial stability from the perspective of a non-linear relationship.

The significance of the study is twofold. Firstly, for the Islamic banking practitioners, the study explains 
the contribution of Islamic banks to financial stability. Banks can identify and evaluate which factors 
strengthen or weaken the financial stability for the betterment of financial system. Secondly, the study 
is significant to financial authorities to select the factors that contribute or not contribute to financial 
stability, particularly from the Islamic banks’ financing side. Hence, it is necessary to create suitable 
regulations to achieve and maintain financial stability with limiting and promoting the least and the 
most contributed factors respectively. 

1. LITERATURE REVIEW  

AND HYPOTHESES

In the financial system, stability is a pivotal fac-
tor that provides many opportunities to financial 
institutions to grow and develop. Therefore, all fi-
nancial players benefit from such conditions and 
must also consider their contribution to achieving 
and maintaining stability (Crockett, 1997; Borio, 
2011). As mentioned by Atellu et al. (2021), fi-
nancial stability is also essential in assessing the 
soundness of the economic system. Jokipii and 
Monnin (2013), Beck (2015), and Creel et al. (2015) 
found that an increase in the level of financial sta-
bility contributes positively to economic perfor-
mance. However, such stability is affected by infla-
tion in the economic system.

In the theory of macroeconomics of banking 
highlighted by Dia and VanHoose (2017), the 
banking sector contributes to financial stability. 
In addition, the financial authorities also attempt 
to achieve and maintain such stability through 
necessary monetary policies. Sy and Chan-Lau 
(2006) add that the authorities could also mitigate 

any banking sector instability through the capital 
requirement policy to protect banks from the risk 
of default. This also aims to prevent adverse effects 
on banks during financial turmoil.

Using the theoretical frameworks of Jokipii and 
Monnin (2013) and Creel et al. (2015), through its 
financing activities, the banking system contrib-
utes to economic growth. In this case, according 
to the supply lending hypothesis (SLH), society 
can obtain access to finance in order to conduct 
business activities when banks provide financ-
ing schemes. However, banks must also have ap-
propriate risk management in place to maintain 
financial stability. Such management should be 
effectively conducted, particularly in the case of 
large banks, because these face more risk than 
small ones (Diamond & Dybvig, 1983).

In the case of Islamic banks, Abedifar et al. (2013) 
state that their risk is different from their conven-
tional counterparts. In PLS-based transactions 
such as mudarabah and musharakah, risk tends to 
be higher because the business process depends on 
business performance and financial circumstanc-
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es. Therefore, risk and return are adjusted to the 
conditions being experienced in relation to busi-
ness activities. This is different from a sale-based 
contract (murabahah), deferred sale or pre-paid 
sale (salam or istishna) or leasing contract (ijarah), 
in which the fixed profit can be agreed upon in the 
pre-determined contract.

Furthermore, the transactions performed by 
Islamic banks ascertain the use of money and the 
movement of tangible goods or services in the 
economic system. In PLS-based contracts such as 
mudarabah and musharakah, the parties involved, 
including the banks, must have underlying busi-
ness activities and determine the return based on 
business performance. In a murabahah contract, 
banks first purchase and then take possession of 
the asset, before selling it to the customer at the 
agreed price and profit. Therefore, Ahmed (2010) 
and Chapra (2011) claim that the business model 
of Islamic banks makes a high contribution to fi-
nancial stability in the economic system.

Regarding previous empirical findings, many 
studies have examined the issue of Islamic bank-
ing stability in the financial system. From the first 
viewpoint, most studies are predominantly only 
concerned with the issue of stability at the banking 
level. Adopting this perspective, Olson and Zoubi 
(2017) state that Islamic banks are slightly better 
than conventional ones regarding financial stabil-
ity, particularly during economic turmoil. With 
reference to the Middle East, Africa and Southeast 
Asia, they conclude that Islamic banks are more 
stable because they have better characteristics in 
managing financial performance. Moreover, they 
believe that the main factor determining stability 
is financial performance, rather than the type of a 
bank. They emphasize that Islamic banks are more 
stable at the banking level than their conventional 
counterparts, as also argued by Trad et al. (2017), 
Hassan et al. (2019), Louhichi et al. (2019), Asutay 
and Othman (2020), Safiullah (2021), and Bilgin 
et al. (2021).

However, Kasri and Azzahra (2020) obtained 
different results, concluding that conventional 
banks are more stable than Islamic ones. This is 
supported by Mohamad et al. (2018) and Albaity 
et al. (2019). The different viewpoints are based 
on the findings that conventional banks are less 

risky than Islamic ones because the latter tend to 
provide more financing compared to total assets 
(Mohamad et al., 2018). In addition, Islamic banks 
also employ certain financing contracts that need 
extra oversight due to the potential presence of 
asymmetric information, especially in PLS-based 
contracts. When banks face higher risk and the 
Islamic bank governance role in implementing 
oversight activity is not performed as it should be, 
instability at the banking level may quickly occur.

Furthermore, Uddin et al. (2017) reveal that 
Islamic and conventional banks have the same 
performance in terms of financial stability. The 
argument behind this conclusion relies on the im-
plementation of both banks’ business models in a 
relatively similar market. This is in line with the 
findings of Chong and Liu (2009), who conclude 
that Islamic and conventional banks still rely on 
interest rates to determine returns and prices. In 
funding and financing activities, a high reliance 
on interest rates means Islamic banks face the 
same risk as conventional ones; for example, in-
terest rate movement may affect the pricing and 
profit-taking benchmark. Therefore, Aysan and 
Ozturk (2018) also emphasize that Islamic banks 
still do not have a robust mechanism to address 
financial risks during financial turmoil.  

From the second perspective, some studies fo-
cus on Islamic banks’ contribution to financial 
stability. However, all these adopt a linear and 
symmetric approach to investigating the stability 
of Islamic banks and their contribution to the fi-
nancial system. For instance, Rashid et al. (2017) 
found that in the case of Pakistan, the levels of the 
contribution of Islamic and conventional banks 
were different. Islamic banks contribute more sig-
nificantly for several reasons: 

1) they adopt the shariah code of conduct, which 
prohibits interest-based financial transac-
tions; and 

2) Islamic banks find it more prudent due to 
avoid excessive risk (gharar), which is prohib-
ited in Islamic principles.

The same findings were also made by Ghassan 
and Fachin (2016), who adopted a time-series ap-
proach in the case of the Saudi Arabian banking 
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industry, focusing on times of financial turmoil. 
Large Islamic banks contribute much more to fi-
nancial stability than other banking types. Their 
unique business model is argued to be the reason 
for this. However, the heterogeneity of banking 
performance also plays a significant role in con-
tributing or not to banking stability. In addition, 
Ghassan and Guendouz (2019) stress that the di-
versification of Islamic banking assets increases 
their contribution to financial stability. The sim-
ilar results were also obtained by Ali et al. (2020) 
in the case of Indonesia and Malaysia, Hassan et 
al. (2021) in Pakistan, and Ashraf et al. (2016) in 
GCC region.  

In the case of Indonesia, Rizvi et al. (2020) also 
found that Islamic banks contribute to financial 
stability. Even though the market share of such 
banks remains small, their growth and devel-
opment are consistent and have significantly in-
creased. Through lending and liability, Islamic 
banks increase the level of stability in the bank-
ing system. In other words, the growth and de-
velopment of Islamic banks increase the finan-
cial stability of the banking system. Moreover, 
Chen (2022) adds that according to the financial 
cointegration theory, the interconnectedness of 
banks might endanger financial stability because 
bankruptcy in certain banks creates a negative 
effect on others.

With considering the development of current lit-
eratures above-mentioned as well as to provide a 
novel insight, the purpose of the study is to assess 
the non-linear relationship of Islamic banking 
contribution to financial stability. The study for-
mulates the following hypotheses: 

H1a: Islamic banks’ financing has significant rela-
tionship to  financial stability.

H1b: Mudarabah, musharakah, murabahah and 
other financing contracts in Islamic banks 
have significant relationship to financial 
stability.

2. METHODS

To examine the Islamic banking contribution 
to financial stability, data were retrieved from 

the Indonesian Financial Service Authority/
Otoritas Jasa Keuangan (OJK), the Central 
Bank of Indonesia, and the Indonesian Central 
Bureau of Statistics. Monthly time-series data 
were employed from January 2006 to November 
2021. In addition, the ZSCORE was used as a de-
pendent variable to measure financial stability. 
Independent variables comprised Islamic bank 
financing (IBFIN), murabahah financing (MUR), 
musharakah financing (MUS), mudarabah fi-
nancing (MUD), and other Islamic contract fi-
nancing (OTHER). Conventional bank financing 
(CBFIN), the interest rate (INT), inflation rate 
(INF), and production index (PI) were used as 
the complementary variables.

Table 1. Definition of variables

Variable Definition Data 

Source

ZSCORE

Log of the sum of return on assets 

and equity to total assets, all are 

divided by the standard deviation of 
return on assets

OJK

IBFIN Log of Islamic bank total financing OJK

MUR
Log of Islamic bank murabahah 

financing OJK

MUS
Log of Islamic bank murabahah 

financing OJK

MUD
Log of Islamic bank murabahah 

financing OJK

OTHER
Log of Islamic bank financing from 
other contracts

OJK

CBFIN Log of conventional bank financing OJK

INT
Percentage of the Central Bank of 

Indonesia’s overnight interest rate

Central Bank 

of Indonesia

INF Indonesian inflation rate Indonesian 

statistics

PI
The number of the production index 
in Indonesia

Indonesian 

statistics

Adopting the theory of financial stability proposed 
by Crockett (1997) and Borio (2011), the general 
model of the study was as follows: 

0 1 2
,t t t tFS a a IB a X e= + + +  (1)

where a
0
 is a constant, and a

1 
to a

2
 is the coeffi-

cient of the exogenous variables. In addition, FS
t
 

reflects the financial stability at time t proxied by 
the ZSCORE, while IB

t
 expresses the presence of 

Islamic banks at time t, as reflected by their fi-
nancing activities. X

t
 refers to the complementary 

variables, consisting of conventional bank financ-
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ing, the interest rate, inflation, and production in-
dex at time t, while e

t
 is the error term.

Furthermore, non-linear autoregressive distrib-
uted lag (NARDL), proposed by Shin et al. (2014), 
was adopted to examine the presence of non-lin-
ear symmetric or asymmetric movements on the 
impact of the independent variables on financial 
stability. In using the NARDL approach, the first 
equation assessed was as follows: 

0 1 1 2 1

3 1 4 1 5 1

6 1 1  11

2  1 3  11 1

4  1 5  11 1

6  11

  

   

  

 

 ,

t t t

t t t

n

t i ti

n n

i t i ti i

n n

i t i ti i

n

i t ti

FS a a FS a IB

a CBFIN a Int a Inf

a PI FS

IB CBFIN

Int Inf

PI

θ

θ θ

θ θ

θ µ

− −

− − −

− −=

− −= =

− −= =

−=

∆ = + ∆ + ∆ +

+ ∆ + ∆ + ∆ +

+ ∆ ∆ +

+ ∆ + ∆

+

+

+

∆ + ∆ +

+ ∆ +

∑
∑ ∑
∑ ∑
∑

 (2)

where 

1 1 1
.t t tIB POSIBFIN NEGIBFIN− − −∆ = ∆ + ∆  (3)

POS stands for the accumulation of an addition-
al increase in the change in variables, while NEG 
represents the accumulation of an additional de-
crease in the change. 

Equation (2) was the first model for the study that 
aimed to examine the influence of Islamic banks 
on financial stability in terms of non-linear sym-
metric or asymmetric relationships. The study al-
so utilized a second model that investigated the 
impact of different modes of financing contracts 
on financial stability, namely musharakah, mu-
darabah, and murabahah, and other financing 
contracts implemented in Islamic banking in or-
der to deepen understanding.
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− −
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 (5)

As explained by Shin et al. (2014), NARDL analy-
sis starts with a unit root test, in which augmented 
Dickey-Fuller (ADF) and Philip-Perron (PP) ap-
proaches, as proposed by Dickey and Fuller (1979) 
and Phillips and Perron (1988) respectively, can be 
adopted. The stationary level of the variables must 
be different in level or 1st level of difference. When 
the stationary level is achieved, it already fulfils 
the requirement to adopt the NARDL approach. 
Subsequently, the cointegration test is conducted, as 
proposed by Pesaran et al. (2001). The H

0
 cointegra-

tion test states that it has no cointegration. Finally, to 
examine non-linear symmetric or asymmetric influ-
ence, Sriyana and Ge (2019) suggest applying Wald-
test statistics, in which the H

0
 explains the symmet-

ric relationship. In addition, to examine the stability 
of the parameters, the CUSUM of squares stability 
test was conducted at the 5% level of significance.

3. RESULTS 

Table 2 shows data descriptions from the observed 
variables. It is indicated that the average ZSCORE 
during the observation period was 5.56. Table 2 al-
so shows that the financing and asset size of Islamic 
banks are much lower than conventional banks. 
This demonstrates that conventional banks still 
have a dominant share of the market and business 
activities in the Indonesian banking industry. In 
addition, Figure 1 shows that financing activities 
of Islamic banks are still dominated by sales-based 
financing (murabahah), which is higher than equi-
ty-based financing (musharakah and mudarabah).

Furthermore, as a preliminary step, a unit root test 
was conducted to examine whether or the require-
ment of NARDL proposed by Shin et al. (2014) 
could be fulfilled. According to Table 3, using 
the unit root approach proposed by Dickey and 
Fuller (1979) and Phillips and Perron (1988), MUR, 
INT, INF and PI variables are stationary in level, 
while the others are stationary in the first differ-
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ence. This means that there is a different level of 
stationary in the models, which indicates that the 
requirement of the NARDL test is fulfilled.

Table 4 shows that the independent variables can 
explain 49% to 58% of the dependent variables in 
all the models. Moreover, according to the Wald 
test statistics, the independent variables simul-
taneously have a non-linear symmetric relation-

ship with the dependent variables in model 1 and 
a non-linear asymmetric relationship in model 
2. This means that an additional increase in the 
change in the independent variables does not have 
the symmetric influence on the dependent varia-
bles when it has an additional decrease in change 
in model 2. Moreover, a long-run relationship al-
so exists with reference to the Wald cointegration 
test, which is significant in all the models.

Table 2. Data description

Variable Mean Med Max Min Std. dev.

ZSCORE 5.56 5.36 11.87 1.81 1.42

IBFIN (IDR Bn) 131256 144981 250698 15042 76222.21

MUD (IDR Bn) 10882.04 11790 17090 3105 4016.21

MUR (IDR Bn) 92168.44 109803.1 189285.8 9456 58959.41

MUS (IDR Bn) 59416.34 38685 185938 1745 58043.9

OTHER (IDR Bn) 866.26 551.23 2453.28 282 688.02

CBFIN (IDR Bn) 3031819 3103492 5553170 663843 1647194

INF (%) 5.43 4.50 17.92 1.32 3.31

INT (%) 6.62 6.50 12.75 3.50 2.02

PI (Index) 125.34 126.36 158 92.32 12.75

Note: The number on horizontal line explains the period of observation.

Figure 1. Islamic financing based on underlying contracts (in IDR billion)
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Table 3. Unit root test results

Variable
In Level 1st Difference Conclusion

ADF PP ADF PP

ZSCORE –0.465 –0.698 –16.14*** –33.62*** 1st Difference
IBFIN –0.84 –0.94 –12.29*** –12.39*** 1st Difference
MUR –1.34 –5.27*** –11.41*** –98.24*** In Level

MUD –0.36 –0.28 –11.55*** –11.22*** 1st Difference
MUS –0.07 –0.21 –12.38*** –12.40*** 1st Difference
OTHER –1.11 –1.22 –14.16*** –14.34*** 1st Difference
CBFIN –0.30 0.89 –2.59 –14.55*** 1st Difference
INT –2.75*** –2.52** –7.44*** –7.83*** In Level

INF –2.64*** –2.73*** –9.13*** –10.89*** In Level

PI –1.75 –2.60* –13.40*** –21.47 In Level

Note: ***, ** and * indicate significance levels of 1%, 5% and 10%, respectively.
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Table 4. Results of short-run relationships

Variable
Model 1 Model 2

Coefficient t-Statistic Coefficient t-Statistic
D(ZSCORE(–1)) –0.119 –1.155 –0.123 –1.252

D(ZSCORE(–2)) 0.006 0.064 –0.046 –0.523

D(ZSCORE(–3)) 0.163** 2.192 0.124 1.644

D(IBFIN_POS) –7.818 –1.147 – –

D(IBFIN_POS(–1)) 5.243 0.774 – –

D(IBFIN_POS(–2)) 8.749 1.283 – –

D(IBFIN_POS(–3)) –23.733*** –3.560 – –

D(IBFIN_NEG) 7.715** 2.163 – –

D(IBFIN_NEG(–1)) –1.342 –0.371 – –

D(IBFIN_NEG(–2)) 3.224 0.887 – –

D(IBFIN_NEG(–3)) –1.791 –0.515 – –

D(LNMUS_POS) – – 6.208 1.168

D(MUS_POS(–1)) – – 7.177 1.377

D(MUS_POS(–2)) – – 13.092** 2.573

D(MUS_POS(–3)) – – –7.216 –1.347

D(MUS_NEG) – – –29.087 –1.256

D(MUS_NEG(–1)) – – 80.468*** 3.197

D(MUS_NEG(–2)) – – 22.793 0.902

D(MUS_NEG(–3)) – – 24.231 0.950

D(MUD_POS) – – –7.285 –1.077

D(MUD_POS(–1)) – – 4.277 0.601

D(MUD_POS(–2)) – – –0.381 –0.058

D(MUD_POS(–3)) – – 3.107 0.465

D(MUD_NEG) – – 9.812 1.203

D(MUD_NEG(–1)) – – 5.989 0.701

D(MUD_NEG(–2)) – – 8.217 0.955

D(MUD_NEG(–3)) – – 10.682 1.312

D(MUR_POS) – – 11.868 1.422

D(MUR_POS(–1)) – – 5.175 0.612

D(MUR_POS(–2)) – – –3.930 –0.489

D(MUR_POS(–3)) – – –21.532*** –2.768

D(MUR_NEG) – – 53.027** 1.976

D(MUR_NEG(–1)) – – –22.901 –0.857

D(MUR_NEG(–2)) – – –29.260 –1.068

D(MUR_NEG(–3)) – – 38.817 1.434

D(OTHER_POS) – – –10.117* –1.819

D(OTHER_POS(–1)) – – 6.938 1.207

D(OTHER_POS(–2)) – – –3.047 –0.552

D(OTHER_POS(–3)) – – –2.120 –0.379

D(OTHER_NEG) – – 13.942** 2.363

D(OTHER_NEG(–1)) – – –18.097*** –3.054

D(OTHER_NEG(–2)) – – –7.536 –1.263

D(OTHER_NEG(–3)) – – –12.837** –2.014

D(CBFIN) 27.958*** 3.696 –0.230 –0.276

D(CBFIN(–1)) 5.673 0.763 –1.891** –2.381

D(CBFIN(–2)) 2.572 0.343 –1.636** –2.082

D(CBFIN(–3)) 1.296 0.169 –1.700 –2.170

D(INT) –0.303 –0.496 0.152 0.233

D(INT(–1)) –0.763 –1.103 0.015 0.020

D(INT(–2)) 1.345* 1.949 0.939 1.263

D(INT(–3)) –0.731 –1.205 –0.263 –0.412

D(INF) –0.080 –0.668 –0.042 –0.346

D(INF(–1)) 0.077 0.606 0.022 0.175

D(INF(–2)) 0.010 0.078 –0.166 –1.237

D(INF(–3)) 0.075 0.588 0.083 0.584

D(PI) –0.013 –0.765 –0.019 –1.045

D(PI(–1)) –0.012 –0.724 –0.029 –1.476

D(PI(–2)) –0.008 –0.461 –0.019 –0.993

D(PI(–3)) 0.012 0.764 –0.002 –0.134

CointEq(–1)* –0.537*** –5.182 –0.661*** –6.539

R–squared 0.490 0.577

Cointegration Test 3.209*** 2.757***

Asymmetric Test 0.499 1.830*

Note: ***, ** and * indicate significance levels of 1%, 5% and 10%, respectively.



157

Banks and Bank Systems, Volume 18, Issue 1, 2023

http://dx.doi.org/10.21511/bbs.18(1).2023.13

In the short-run relationship, the results of mod-
el 1 indicate that an additional increase in the fi-
nancing of Islamic banks has a negative and signif-
icant relationship with financial stability. On the 
other hand, an additional decrease in the change 

in Islamic bank financing has a positive and sig-
nificant relationship with financial stability. This 
finding indicates that Islamic banks contribute to 
financial stability, which is in line with Ghassan 
and Guendouz (2019) and Rizvi et al. (2020).

Table 5. Long-run relationships

Variable
Model 1 Model 2

Coefficient t-Statistic Coefficient t-Statistic
IBFIN_POS 1.275 0.313 – –

IBFIN_NEG 1.081 0.391 – –

MUS_POS – – 3.710 0.773

MUS_NEG – – –78.763** –2.154

MUD_POS – – –11.005 –1.485

MUD_NEG – – –1.646 –0.537

MUR_POS – – 13.890*** 2.415

MUR_NEG – – 8.551 0.201

OTHER_POS – – –8.580** –2.193

OTHER_NEG – – 17.552*** 2.626

CBFIN –1.752 –0.265 1.593* 1.682

INT –0.145 –0.487 0.354 0.875

INF 0.031 0.204 –0.070 –0.451

PI 0.014 0.572 0.013 0.318

C 26.638 0.319 –10.238 –1.212

Note: ***, ** and * indicate significance levels of 1%, 5% and 10%, respectively.

Figure 2. Influence of Islamic bank financing on financial stability
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In model 2, in the short-run relationship an addi-
tional increase in the change in musharakah financ-
ing increased financial stability. This influence is 
shown by a positive and significant relationship be-
tween LNMUS_POS and ZSCORE, which also oc-
curs with LNMUS_NEG. Moreover, additional in-
creases and decreases in the change in murabahah 
financing decreased and increased financial stability 
respectively. Other financing activities also experi-
enced the same significant influences and directions.

In the long-run perspective, as shown in Table 5, it is 
demonstrated that in general an additional increase 
or decrease in the change in financing activities in 
Islamic banks does not have a significant relationship 
with financial stability. All complementary variables, 
including conventional bank financing, evidently do 
not influence financial stability. However, the results 
differ when financing activities are separated, as in 
model 2. 

To examine the influence of independent Islamic 
bank financing and the types of underlying con-
tracts used in financing activities, Figure 2 shows 
how financing activities affect banking system sta-
bility over the observed period. In the figure, it can 
be seen that the impact is non-linear. All of the fig-
ures also demonstrate that the influence of IBFIN 
on financial stability is symmetric, while others are 
asymmetric.  

Furthermore, a CUSUM of Square Stability test (as 
shown in Figure 3), adapted from Sriyana and Ge 
(2019), was conducted to check the stability of the 
models. According to the results of the test with a 5% 
level of significance, as indicated in Figure 2, both 
models possess stable parameters, which shows that 
the results can be considered to be robust.

4. DISCUSSION

According to the short-run results, when banks 
add more financing to the deficit units, the level of 
financial stability worsens. This possibly indicates 
that although Islamic banks have a different busi-
ness model, as explained by Rashid et al. (2017) and 
Olson and Zoubi (2017), financing activities con-
tinue to underperform. This may be caused by the 
performance of Islamic bank financing, which is 
still mimicking conventional banks by relying on 
the interest rate to be used as a benchmark (Chong 
& Liu, 2009). As a result, Islamic banks have more 
exposure to interest rate risks, which may increase 
financing risk. Moreover, as stated by Olson and 
Zoubi (2017), good governance is still an issue in 
Islamic bank performance. Therefore, this needs 
to be improved to ensure a level of banking per-
formance which can finally contribute to financial 
stability in the banking industry.

To identify in detail which financing activi-
ties contribute to financial stability, it is neces-
sary to investigate which contracts are used by 
Islamic banks in such activities as it is explained 
in model 2. The findings indicate that different 
financing contract characteristics affect finan-
cial stability in the banking system differently. 
This is in line with Abedifar et al. (2013), who 
state that different underlying contracts face 
their own risk, meaning that each contract has 
diverse risk exposure levels, particularly in fi-
nancing activities. The results also demonstrate 
that PLS-based contracts, ref lected by mushar-
akah financing, increase financial stability in 
the short run, consequently increasing stabil-
ity in the banking system. However, when the 
amount of musharakah financing decreases, 

Figure 3. CUSUM of the square stability test
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the financial system is more stable. This also 
means that an asymmetric effect is present in 
the impact of musharakah financing on finan-
cial stability.

This finding explains that some financing issues 
persist because banks may need to address the 
issue of governance in financing activities, as ex-
plained by Abedifar et al. (2013) and Olson and 
Zoubi (2017). The role of good governance, par-
ticularly the supervisory role in musharakah fi-
nancing activities, remains necessary to address 
the issue of asymmetric information. When this 
issue is resolved, as stated by Ahmed (2010) and 
Chapra (2011), it is believed that PLS-based con-
tracts can adjust risk during times of economic 
boom and turmoil.

Moreover, sales-based financing contracts, exem-
plified by murabahah and other types of financing, 
show that such financing tends to decrease finan-
cial stability in the short run. Therefore, a lower 
amount of sale-based financing in the short run 
will increase the stability of the financial system. 
As found by Chong and Liu (2009), the use of in-
terest rates as a benchmark to determine the fixed 
profits may be a possible reason why sale-based 
financing has more exposure to more risk and 
increases instability in the banking system. As 
Chapra (2011) states, undertaking interest-based 
transactions makes financial institutions much 
more vulnerable to financial shock, which also 
worsens financial stability.

In the long run, an additional decrease in the 
change in musharakah financing has a signifi-
cant negative relationship with financial stabili-
ty. The findings ref lect that PLS has inf luenced 
financial stability in the banking system, but 
the direction is negative, meaning that stabili-
ty tends to worsen when PLS-based financing is 

presence in the banking system. This is in line 
with Rashid et al. (2017), Ghassan and Fachin 
(2016), and Rizvi et al. (2020).

Chapra (2011) claims that by adopting PLS-based 
financing, banks can strengthen their financial sta-
bility because contracts are considered fairer and 
provide equitable profit and loss sharing. However, 
Abedifar et al. (2013) also argue that PLS-based fi-
nancing is high risk, as asymmetric information 
is possibly prevalent among the contracting par-
ties. Moreover, banks may suffer losses when suf-
ficient oversight is not implemented during finan-
cial transactions. As Mohamad et al. (2018) stress, 
insufficient bank supervision during PLS-based 
contracts can worsen Islamic bank performance, 
resulting in a high percentage of non-performing 
financing and finally a shock to banking stability.

In another type financing contract, an addition-
al increase in the change in murabahah financing 
has a positive and significant relationship with fi-
nancial stability. This finding is similar to those of 
Rizvi et al. (2020), who argue that the financing 
activities of Islamic banks, in this case muraba-
hah financing, tend to strengthen financial sta-
bility. This is possibly because such financing in 
the Indonesian banking industry is still dominant 
and is used as an underlying contract.

Moreover, a sale-based contract tends to be more 
efficient because the oversight activities are less 
complicated and there is less risk (Abedifar et al., 
2013). Therefore, in terms of risk management, 
banks still tend to implement sale-based financ-
ing because profits can be pre-determined, and 
the method is operationally efficient in superviso-
ry activities. With such advantages, Islamic banks 
possibly display better performance when per-
forming sales-based financing, which has a posi-
tive effect on strengthening financial stability.

CONCLUSION

While the growth of Islamic banking has increased steadily in recent years, its implications for financial 
stability still need to be investigated. Recognizing its significant role in the future, the study evaluated 
the contribution of Indonesian Islamic banking to financial stability and arrived at the following con-
clusions. First, the study found a non-linear and symmetric effect of Islamic banking total financing on 
financial stability. However, when the total financing is grouped based on the underlying contracts, a 
non-linear and asymmetric influence on financial stability in the banking system is evident. 
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Second, hypothesis H1a is accepted, while hypothesis H1b is partly accepted, since the mudarabah 
financing is evidently not significant to financial stability. Specifically, the study found that a positive 
change in the level of Islamic banking financing negatively affected the level of financial stability, and 
vice versa, but that this only occurred in the short-run relationship, not the long-run. In other words, 
the higher the level of financing, the worse the level of financial stability. This indicates that Islamic 
bank financing is still underperforming and needs better governance and monitoring to improve. 

This study implies that when formulating and implementing Islamic bank regulation, financial au-
thorities must consider non-linear symmetric or asymmetric relationships, particularly in underly-
ing financing contracts. This is essential to avoid financial instability in the banking system. Besides 
recognizing the distinction between conventional and Islamic banks, further distinction between the 
range of products offered within Islamic banks is also needed. With a potential market of 230 million 
Indonesian population, Islamic banks in the country need to make continuous efforts, as conventional 
banks still enjoy the majority of market share and business activities. 
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