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Islamic bank margins in Indonesia: The role of
market power and bank-specific variables

Agqus Widarjono®*, Priyonggo Suseno?, Devi Utami Rika Safitri?, Atif Yaseen?, Kurniawan Azra?

and Irma Nur Hidayah?

Abstract: Our study examines the determinants of bank margins in Indonesian
Islamic banks. The determinants of bank margins consist of market-and-bank-
specific variables. We investigate 31 banks, using quarterly data from 2015: Q1 to
2020: Q4. Panel regression with unbalanced data is employed. The findings indicate
that higher Islamic bank margins are positively linked to banks with higher market
power. Bank with high risk-sharing financing has low bank margins. Bank-specific
variables such as income diversification, risk-averse, financing, and financing risk
influence bank margins. This study also documents that the effect of market power
on Islamic bank margins is more pronounced in Islamic bank subsidiaries, and lower
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bank margins through risk-sharing financing are more prominent in Islamic bank
subsidiaries. These results suggest important policy implications that Islamic banks
should focus on risk-sharing financing as a core business of Islamic banks because it
can reduce the price of Islamic bank financing products as well as their interme-
diation costs.

Subjects: Economics; Finance; Business, Management and Accounting

Keywords: Market power; risk-sharing financing; Islamic bank margins; Indonesia

JEL classification: G21; G32

1. Introduction

Practicing Islamic banks in Indonesia, a majority Muslim country in the world, started in the 1990s.
Islamic banks grew up fast after the law of Islamic banking no. 23 of 2008 was enacted (Widarjono
et al, 2022a). Islamic banks in Indonesia consist of large Islamic banks (33 banks) and small
Islamic banks (165 banks). The large Islamic banks comprise 13 full-fledged Islamic banks and 20
Islamic bank subsidiaries. The market of Islamic banks, though, is imperfect competition in
Indonesia. The concentration ratio of the four largest banks (CR-4) during 2017-2020 was
51.05%, 49.68%, 48.83%, and 48.83%, respectively. Accordingly, the Indonesian Islamic bank is
obviously close to an oligopoly.

The relative market power and structure conduct performance are two basic theories that
discuss the effect of market structure on banking performance. Several studies indicated that
probability is strongly affected by relative market power, such as Fu and Heffernan (2009), Mirzaei
et al. (2013), and Hamid (2017). Other studies support the structure conduct performance in
determining profitability, such as M. Nguyen et al. (2012) and H. H. Khan et al. (2018).
Furthermore, market power also affects the margins of conventional banks such as Entrop et al.
(2015), Agoraki and Kouretas (2019), and T. V. H. Nguyen and Nguyen (2022).

Banking margins in Indonesia are quite high among Asian countries, so conventional banks
benefit from these highest margins. More interestingly, Indonesian bank margins were even higher
after the 1997-1998 financial crisis (Trinugroho et al., 2014). With the dual banking environment in
Indonesia, the high conventional bank margins will affect Islamic bank margins. Shaban et al.
(2014) documented that Islamic banks overcharge their prices, indicated by lower capital and high
bank margins contrasted to their conventional banks. This condition may occur since the majority
of their customers are small and medium firms that are quite impenetrable and financially
restrained. Hence, they may charge a high premium price for their customers, and, as a result,
Islamic banks barely compete with their conventional counterpart banks.

Some studies have examined the effect of market power together with some bank-specific
variables on bank margins. Most studies on bank margins are related to conventional banks,
such as Entrop et al. (2015), Birchwood et al. (2017), Agoraki and Kouretas (2019), Cruz-Garcia
and Ferndndez de Guevara (2020), and T. V. H. Nguyen and Nguyen (2022). Research on the
influence of market power on bank margins also is carried out for Islamic banks (F. N. H. T. Khan
et al.,, 2021; Sun et al,, 2017). Those empirical studies indicated that bank margins are positively
influenced by market power for conventional banks and Islamic banks.

We examine the impact of market power along with several bank-specific variables on Islamic
bank margins in Indonesia. This research contributes to existing studies in the following ways. First,
studies on the influence of market power on Islamic bank margins are still rare. Second, this study
also includes risk-sharing financing contracts such as Mudharaba and Musyaraka as the main core
business of Islamic banks in influencing Islamic bank margins. Risk-sharing financing has not
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become a preference for Islamic banks in many countries due to risky financing. Indeed, Risk-
sharing financing in Indonesian Islamic banking is relatively large compared to other countries
(Abedifar et al., 2013). The existing studies haven’t addressed this issue to the best of our knowl-
edge. Third, this study also distinguishes the behavior of determining bank margins between full-
fledged Islamic banks and Islamic bank subsidiaries.

2. Literature review

Banking literature has built a variety of models to explain bank interest margins as a financial
intermediary. Ho and Saunders (1981) were the pioneers who developed a theoretical framework
for determining bank interest margins. They offered a model through the dealership model, which
proposes the bank as a risk-averse intermediary between creditors and debtors. The model proposes
several factors that affect the net interest margins, consisting of (1) market power, (2) the level of risk
aversion, (3) the average size of bank operations, (4) and market interest rate volatility.

Several studies then extended the basic model of dealership theory. Zarruk and Madura (1992)
developed a bank model that integrates capital regulation and deposit insurance premiums.
Angbazo (1997) combines interest rate risk and credit risk and the interaction between two
variables on bank margins. Saunders and Schumacher (2000) break down the bank margins into
a market structure, regulatory, and risk premium component. Maudos and Ferndndez de Guevara
(2004) consider the average operating costs as a basis of net interest income. Carbé Valverde and
Rodriguez Fernandez (2007) expand the theoretical banking model by incorporating traditional and
nontraditional activities. Maturity transformation is also a determinant of bank margins (Entrop
et al. (2015) and Birchwood et al. (2017) incorporate bank regulations.

The influence of market power on bank margins has been widely carried out in conventional
banking. Among them are Lin et al. (2012), Trinugroho et al. (2014), Entrop et al. (2015), Birchwood
et al. (2017), Agoraki and Kouretas (2019), Cruz-Garcia and Ferndndez de Guevara (2020) and
T. V. H. Nguyen and Nguyen (2022). The findings show that market power, as widely measured by
the Lerner index, has a positive effect on bank margins. Banks with higher market power can set
a high price and accordingly generate high margins.

The literature on Islamic bank margins is scarcely available. The empirical literature on Islamic
Bank Margins (IBM) can be tracked by Hutapea and Kasri (2010). The results show that capital,
cost, cost-to-income ratio, financing risk, and bank reserves have a positive impact on IBM.
Meanwhile, liquidity risk and interest rates negatively affect IBM. Lee and Isa (2017) investigated
the Islamic bank margins in Malaysia with a dual banking environment. The bank margins are
associated with market share, operational efficiency, operating costs, financing risk, and implicit
interest payments. Salleh et al. (2018) explored the bank margins in Islamic bank subsidiaries in
Malaysia. Bank size, operating costs, and risk have a positive impact on bank margins, but the
imperfect market, financing risk, and economic growth negatively influence bank margins.

Sun et al. (2017) examined Islamic bank margins in 15 Islamic countries. The findings show that
market power measured by the Lerner Index positively affects bank margins, but all control
variables do not affect bank margins. The study by Bougatef and Korbi (2018) documented that
bank margins are linked to inefficiency, degree of risk aversion, income diversification, and macro-
economic condition for Islamic banks in the MENA. Of specific concern was conducted by
F. N. H. T. Khan et al. (2021), who investigated Islamic bank margins by examining the role of
bank regulations in ASEAN countries. The regulatory framework and Shariah supervisory board
negatively affect bank margins, implying that policymakers should enact separate regulatory
frameworks for bank managers and Islamic banks to reduce bank margins. The Lerner index is
the only bank-specific variable positively affecting Islamic bank margins.

Trinugroho et al. (2018) examined the small Islamic bank margins in Indonesia. They found that
competition and diversification are the main factors in determining bank margins. High margins
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can be generated when the small Islamic banks market is a less competitive market. Islamic banks
also generate high margins as their income is less diversified, suggesting a strategy of cross-
subsidization. More importantly, market power generates a high margin for Islamic banks with
high-risk-sharing financing since this type of financing is risky financing. The bank sets higher
margins to compensate for this high risk. Yet, those effects weaken as Islamic banks are in regions
predominantly Muslim. Indeed, the role of trust in financing judgment reduces the margins of
small banks in the case of the Murabaha contract (Fatwa & Moro, 2022).

Several studies also investigated the determination of bank margins in the dual banking system
where conventional banks and Islamic banks operate together. Ibrahim and Law (2019), using
data on conventional and Islamic banks in Malaysia, documented that Islamic banks’ margins are
higher compared to conventional banks. Further, the difference in bank margins between the two
banks is influenced by market power, diversification, and operating costs. Khattak et al. (2021)
examine the size of the bank margin using a panel quantile regression in the cases of 14 countries
that apply a dual banking system. The results indicate that banks with higher market power can
generate higher margins. However, using the Islamic interaction dummy, the effect of market
power on Islamic banks’ margins is found only for higher quantiles. These findings suggest that
Islamic banks should be more competitive and efficient to earn higher margins.

3. Hypothesis

Commonly, empirical studies examining bank margins consist of market power and some bank-
specific factors such as bank size, bank capital, liquidity, diversification strategy, operating cost,
and loan risk (Bougatef & Korbi, 2018; Khattak et al., 2021; Sun et al., 2017; Trinugroho et al., 2018).

3.1. Market power and Islamic bank margins

Bank Margins are evidently associated with the role of market power of the bank (Agoraki &
Kouretas, 2019; Cruz-Garcia & Fernandez de Guevara, 2020). Market power is widely measured
by the Lerner index. An imperfect market is indicated by a high Lerner index, and by contrast, a low
Lerner index represents perfect market competition. A High Lerner index implies that Islamic banks
can set premium prices over their cost to get a high margin (T. V. H. Nguyen & Nguyen, 2022).

Hi: Lerner Index (Lerner) has a positive effect on bank margins

3.2. Risk-sharing financing and Islamic bank margins

The principal distinction between Islamic and conventional banks are the existence of risk-sharing
contracts as the core business of Islamic bank, consisting of Mudharaba and Musyaraka contracts.
The Islamic banks disburse the risk-sharing contracts to diversify financing. Risk-sharing financing
is generally not attractive to Islamic banks because it generates high financing risk (Sutrisno &
Widarjono, 2022). Due to the high financing risk from risk-sharing financing, the price of the
Mudharaba and Musyaraka contracts is relatively high to compensate for the high risk of those
financing. Therefore, Islamic banks set high margins from risk-sharing financing (Trinugroho et al.,
2018). Though the impact of risk-sharing financing is inverted U-shaped on non-performing
Financing, so risk-sharing financing can lower NPF after reaching its maximum level (Warninda
et al,, 2019). Hence, Islamic banks can determine low margins from risk-sharing financing.

H: Risk-sharing financing influences bank margins.

3.3. Income diversification and Islamic bank margins
Bank incomes are from financing activities and non-financing activities. Income diversification
shows variations in net operating income from both financing and non-financing activities. More
diversified income causes banks to determine low margins, and more concentrated income
encourages banks to set high margins (Lee & Isa, 2017).
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Hs: Income diversification negatively influences bank margins.

3.4. Bank size and Islamic bank margins

Total assets correspond to the size of the Islamic bank. Islamic bank with larger assets get an
advantage due to economies of scale and turn, has lower operating efficiency so they can set up
low margins (Ibrahim et al., 2017). Yet, diseconomies of scale and inefficiency may result in larger
Islamic banks due to mismanagement in financing (Pasiouras & Kosmidou, 2007). As a result,
Islamic banks must set up high margins to offset this mismanagement.

H,: Bank size affects bank margins.

3.5. Risk aversion and Islamic bank margins

Banks are assumed to have risk-averse behavior. The degree of risk aversion also influences bank
margins (Trinugroho et al., 2014)l. The degree of risk aversion is widely measured using the capital
asset ratio (CAR) (Hamid, 2017). CAR indicates banks’ ability to preserve their capital capability. The
high degrees of risk aversion are indicated by high CAR. Banks with higher margins are likely
related to banks with a higher degree of risk aversion since the banks need a risk premium (Lepetit
et al., 2008).

Hs: Risk aversion positively affects bank margins.

3.6. Financing and Islamic bank margins

The main orientation of traditional banking activities is to disburse loans for conventional banks or
financing for Islamic banks. The size of the financing can have two impacts on bank margins.
Banks oriented toward their traditional activities with high financing generate higher margins (Lin
et al,, 2012). Conversely, high financing indicates that banks do not carry out income diversification
strategies, giving rise to higher idiosyncratic risk (Baele et al., 2007). To attract customers, banks
then reduce the prices of their products so that bank margins are low.

He: Financing influences bank margins.

3.7. Efficiency and Islamic bank margins

The cost-to-income ratio (CIR) is widely utilized to measure bank efficiency. CIR indicates how
much it costs to generate income. The bank with high CIR points out that the cost to generate per
unit income is high. Hence, high CIR denotes low operating efficiency, and low CIR indicates high
operating efficiency (Bougatef & Korbi, 2018). Higher efficiency is closely related to low CIR and is
linked to high bank margins.

H;: Inefficiency positively influences bank margins.

3.8. Financing risk and Islamic bank margins

This study also includes financing risk measured by non-performing financing (NPF) as one factor
which determines bank margins following the existing studies (Chortareas et al., 2012). The ratio of
non-performing financing to total financing is a proxy of the financing risk of Islamic banks. Islamic
banks with higher financing risk set a higher premium from their clients (Maudos & Ferndndez de
Guevara, 2004). In contrast, because of riskier Islamic banks with high financing risk, depositors
need high Islamic financing returns from their money, leading to these banks generating lower
bank margins (Fungacova & Poghosyan, 2011).

Hg: Non-performing financing influences bank margins.
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4. Methodology

4.1. Data

Our study covers 13 full-fledged Islamic banks and 18 Islamic bank subsidiaries, so the total
number of Islamic banks under this study is 31 Islamic banks. The observation period is six
years, spanning from 2015 to 2020, and using quarterly data. The total panel data are 664
observations with unbalanced panel data. All bank-data level is extracted from the Indonesian
Financial Services Authority (IFSA), which are available online (www.ojk.go.id). The IFSA provides all
financial reports on a quarterly basis, such as balance sheets and income statements for all full-
fledged Islamic banks as well as Islamic bank subsidiaries.

4.2. Empirical Method

Our study utilizes static panel regression to empirically examine the effect of market power and
bank-specific variable on Islamic bank margins in Indonesia. The static panel regression specifica-
tion is:

Margins;, = 8o + 61ALerner; + 5;Rsfing + 63Incdivy; + d,Lasset;, + 8sCARy + SeFiny + 57CIR;
+ 6gNPF; + eyt 1)

Where Margins are Islamic bank margins, ALerner is the adjusted Lerner index to assess Islamic
bank’s market power, Rsfin is risk-sharing financing, and some bank-specific variables, consisting
of income diversification (Incdiv), bank size (asset), degree of risk aversion (CAR), financing (Fin),
operating efficiency (CIR), and financing risk (NPF). The asset is expressed in terms of the natural
logarithm.

The Islamic bank margins, our dependent variable, are calculated using two measurements.
First, it is the net income divided by total financing (Trinugroho et al., 2018). Second, it is net
income divided by the total asset (Lee & Isa, 2017). Net income is income from financing minus
profit-sharing for owners of investment funds (Hutapea & Kasri, 2010).

Our study measures market power using the adjusted Lerner index. The adjusted Lerner index is
also associated with banks’ power in determining their price, which is similar to the standard
Lerner index. High market power is indicated by high adjusted Lerner index. The standard Lerner
index is restricted because of the assumption of given cost efficiency and profit, implying that it
does not represent real market power (H. H. Khan et al., 2017). By contrast, because of market
power, the adjusted Lerner index proposes that banks may likely fail to capitalize on price
opportunities, while the standard Lerner index considers full efficiency (Koetter et al., 2012).
Accordingly, the adjusted Lerner index is superior to the standard Lerner index (Tan & Floros,
2018). The Adjusted Lerner is calculated as (Kasman & Kasman, 2015; Tan & Floros, 2018):

Net Income + Total Cost — (Marginal cost = Total Earning Asset)

Net Income + Total Cost (2

Alerner =

The marginal cost (MC) is derived translog cost function with two inputs (Maudos & Solis, 2009;
Risfandy et al., 2020):

TG = 0o + Yp_q 1LV + 0.5 371 21 plnViieLnVyje 4 p1LnAsset; + 0.55;(LnAsset;;)
+ Y7, pakLnAssetiLnVy i + et 3)

TC is the total cost, consisting of profit-sharing expenses and other operating costs. V1 denotes the
ratio of profit-sharing expense to total customer deposits (current account, saving, and deposit).
V2 shows the ratio of other operating costs to total fixed assets. Ln represents the natural
logarithm. Deriving eq. (4) with respect to asset results in MC as

TGt

LnAsset;; “)

MG, = <p1 +p,LnAsset;, + Y2 kaank,it)
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Risk-sharing financing is risk-sharing financing divided by the total asset. Islamic bank incomes are
from both financing and non-financing activities instead of interest rate. Income diversification is
measured by income from non-financing activities. Following Entrop et al. (2015), income diversi-
fication (Incdiv) is measured as

. Fin\%  /Nfin\?
Incdiv=1— |:(Tﬁn> + (ﬁ) :| (5)

Tfin, Fin, and Nfin represent total income, financing income, and non-financing income, respec-
tively. As bank income is concentrated on only financing income as a single source, then the value
of income diversification is 0. However, as bank income is evenly split between net financing and
non-financing income, the value is 0.5, meaning that a higher value indicates higher income
diversification.

Islamic bank size is measured by the total asset. The degree of risk aversion is calculated using the
capital adequacy ratio (CAR). Islamic bank financing is computed by the financing-to-total deposit
ratio (FDR). Operating efficiency is determined by the cost-to-income ratio (CIR), and the ratio of
financing default to total financing is a proxy of financing risk. Table 1 represents the definition of
all variables, both dependent variables and explanatory variables, and the data source.

Islamic bank margins can be estimated by either the static panel regression or the dynamic
panel method. We opt for the static panel method. The key reason is our panel data set does not
suit the dynamic panel model. The dynamic panel model will generate a consistency estimator if it
is estimated using the generalized method of moment (GMM). However, the GMM method needs
panel data with large observation (N) and small time series (T). Our sample consists of 31 banks.
Therefore, the dynamic panel with GMM could produce a biased estimation in our study since the
number of observations is small, less than 40 (Al-Muharrami & Murthy, 2016; Ibrahim & Law,
2019). Furthermore, the GMM method leads to a loss of observations since the dynamic panel data
requires instrument variables using the first differencing and lagged variables (Ibrahim & Law,
2019). We follow the previous study using the static method in estimating Islamic bank margins
due to a small number of observations such as Al-Muharrami and Murthy (2016), Trinugroho et al.
(2018), Salleh et al. (2018), Ibrahim and Law (2019), and F. N. H. T. Khan et al. (2021). Three
estimation methods are commonly applied for estimating static panels, encompassing pooled
least squares, fixed effect (FE), and random effect (FE). The F-statistic is used to check between
pooled least squares and fixed effect, the Breusch-Pagan statistic is employed to test pooled least
squares and random effect, and finally, the Hausman test is utilized to check between fixed effect
and random effect.

5. Results and discussion

5.1. Descriptive statistics

Table 2 reveals the descriptive statistics of all variables. Margin 1 and margin 2, on average, were
0.0456 and 0.035, respectively. The average ALerner and Lerner index were 0.4577 and 0.264, with
a high standard deviation, implying that the price offered by Islamic banks was 45.77% and 26.4%
above the cost. On average, the ratio of risk-sharing financings to the total asset was 0.2915,00,
much lower than non-risk-sharing financing. Several Islamic banks do not disburse risk-sharing
financing due to higher financing risk than conventional banks (Widarjono et al., 2022b) .

The average assets were IDR 14.4 trillion with a high variation due to high standard deviation,
indicating that the bank’s size varies, but one bank dominates the market with a market share of
22.664% (IDR 127 trillion). Income diversification on average was 0.2626. The average CAR was
21.39% and exceeded the threshold of 15% required by the IFSA. The average financing (Fin) was
100.95%, indicating that the expansive strategy of Islamic banks is persistent due to the newest
player in the banking system. Yet, this expansive strategy is manageable because this financing
rate is between 85%-110%, the threshold value set by IFSA. The average operating efficiency (CIR)
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Table 1. Variable definition and data source

Variable Definition Data source
Dependent

Margin 1 Net income-to-total financing ratio IFSA
Margin 2 Net income-to-total asset ratio

Independent

Market-specific variable

Adjusted Lerner Index Efficiency-adjusted Lerner index IFSA
Lerner Index Standard Lerner index IFSA
Bank-specific variable
Rsfin Ratio of risk-sharing financing to IFSA
the total asset
Income Diversification (Incdiv) A variation of net income from IFSA
financing and non-financing
activities
Asset Asset (IDR billion). IFSA
CAR The equity-to-total asset ratio IFSA
Fin The financing-to-the total deposit IFSA
ratio
CIR The cost-to-income ratio IFSA
NPF The financing defaults-to-total IFSA

financing ratio

was 85.51% which is under the maximum value of 95%. The average financing default (NPF) was
3.75%, below the maximum upper limit of 5%, indicating that Islamic banks face low financing
risk.

This study also describes some key financial performances of Indonesian Islamic banks during
the observation period, 2015 to 2022, using monthly data. As a country with a majority Muslim
population, Indonesia started with an Islamic bank in 1992 when Bank Muamalat Indonesia began
their business using a profit loss-and-sharing scheme following Law Number 7 of 1992. Finally, the
government enacted the Islamic Banking Law No. 21 of 2008. Islamic Banking in Indonesia
consists of Islamic commercial banks (large banks) and Islamic rural banks (small banks).
Indonesian Islamic banking has grown rapidly since 2008 in terms of assets as well as the number
of banks (Widarjono et al., 2023). Islamic commercial banks are 33 banks, consisting of 12 full-

Table 2. Descriptive statistics

Variable Obs. Mean Std. Dev. Min Max

Margin1 664 0.0456 0.0490 0.0019 0.4204
Margin2 664 0.0354 0.0364 0.0019 0.3263
Alerner 664 0.4577 0.7702 -9.9685 1.9619
Lerner 664 0.2698 0.6456 -2.0828 2.3984
Rsfin 664 0.2915 0.2164 0.0000 0.8643
Incdiv 664 0.2626 0.1408 0.0011 0.5000
Asset 664 14.4000 20.6000 0.4989 127.0000
CAR 664 0.2123 0.0645 0.1016 0.8865
Fin 664 1.0095 0.3171 0.0047 3.3852
CIR 664 0.8551 0.1395 0.1684 2.1740
NPF 664 0.0377 0.0366 0.0002 0.2229
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Figure 1. ROA and NPF, 2015-
2020.

fledged Islamic banks and 21 Islamic bank windows, and Islamic rural banks are 164 banks in
2022. Figure 1 shows the trend profitability and financing risk of Islamic banks. The figure clearly
indicates a positive trend in profitability (ROA) and a negative trend in financing risk (NPF). These
findings indicate that Islamic banks can improve their performance and reduce financing risk
because they are more experienced in managing their business. However, the Islamic bank market
is imperfect competition. The CR-4 of Islamic banking was 48.85% in 2022. Even though bank
Syariah Indonesia and Bank Muamalat Indonesia are two dominant banks in Indonesian Islamic
banks in terms of size.

Before estimating panel regression, our study initially checks the correlation among variables to
guarantee no multicollinearity problem. Table 3 shows the coefficient of correlation. The highest
correlation between the Alerner and Lerner (0.66). Nevertheless, this is nothing to worry about
because the two independent variables are used separately in the regression. Mostly, the coeffi-
cients of correlation are less than 0.5, indicating that coefficients of correlation guarantee no
evidence of multicollinearity and, accordingly, generate efficient estimators.

5.2. Baseline regression

Table 4 reveals findings utilizing the static panel model. As mentioned before, this study measures
Islamic bank margins using two measurements, namely margin 1 (model 1) and margin 2
(model 2). F-test indicates that the appropriate method is the fixed effect. Then, the next step is
testing between Fixed effect and Random effect using the Hausman test. According to the
Hausman test, the null hypothesis of the random effects is not rejected, so the applicable panel
model is a random effect for model 1 as well as model 2 instead of a fixed effect.

Table 4 presents the baseline regression. As predicted, the adjusted Lerner index, which repre-
sents the degree of market power, is positively linked to Islamic bank margins in Indonesia. The
coefficients of market power are significant across the different measurements of bank margins.
The findings strongly indicate that Islamic banks with high market power have a strong capability
to determine high margins. This could be the case since the Islamic bank market in Indonesia is an
imperfect competition market, close to an oligopoly (Widarjono et al., 2020). Islamic banks can
capitalize on their monopoly power by charging high margins due to the inelastic supply and
demand in the Islamic banking market, according to the dealership theory (Trinugroho et al,
2014). These results reinforce the empirical literature such as Lin et al. (2012), Cruz-Garcia and
Ferndndez de Guevara (2020), T. V. H. Nguyen and Nguyen (2022) for conventional banks as well as
Sun et al. (2017) and F. N. H. T. Khan et al. (2021) for Islamic banks.
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Risk-sharing financing, measured by the ratio of risk-sharing financing to total assets, negatively
affects Islamic bank margins. Indeed, both models give strong evidence that this coefficient is
significant across the different measurements of bank margins. These findings imply that banks
with a higher proportion of risk-sharing financing can reduce bank margins. The proportion of
Musyaraka financing is high in Indonesian Islamic banks. Evidence highlights that the impact of
Musyaraka financing on financing risk is a reverse U-shape, meaning that a high proportion of risk-
sharing financing reduces financing risk (Warninda et al., 2019). Due to the basic features of
Musharaka financing, Islamic banks can share control and risk of their financing activities.
Islamic banks with strict monitoring may reduce agency problems and decrease earnings manage-
ment behavior (Ahn & Choi, 2009). In addition, the price of Musyaraka financing in Indonesia is low
compared to the lending rate of conventional banks. Consequently, risk-sharing financing can
mitigate the high financing risk of Islamic banks (Ahmed, 2010; Algahtani & Mayes, 2018; Hasan
& Dridi, 2011).

Table 4. Islamic Bank Margins: Baseline regression

Variable Model 1: Margin 1 Model 2: Margin 2
FE RE FE RE
Market-specific
variables
Alerner . 0.0047*** 0.0052*** 0.0031** 0.0032**
(0.0019) (0.0019) (0.0015) (0.0014)
Bank-specific
variables
Rsfin —0.0540*** —0.0500%** —0.0090 —0.0190*
' (0.0191) (0.0152) (0.0144) (0.0116)
Incdiv —0.0293** —0.0349** -0.0165* -0.0218**
(0.0135) (0.0131) (0.0102) (0.0099)
Lasset . 0.0099** 0.0037 0.0037 0.0025
(0.0046) (0.0032) (0.0035) (0.0024)
CAR 0.0602** 0.0849*** 0.0046 0.0196
. (0.0338 (0.0315) (0.0255) (0.0238)
Fin 0.0137** 0.0126* 0.0141*** 0.0144***
(0.0060) (0.0058) (0.0045) (0.0044)
CIR 0.0169 0.0125 0.0092 0.0062
(0.0157) (0.0151) (0.0118) (0.0114)
NPF ' -0.0936* -0.1055** -0.0521 -0.0630*
(0.0677 (0.0632) (0.0511) (0.0479)
Cons -0.1262 -0.0280 -0.0375 -0.0164
. (0.0694 (0.0501) (0.0524) (0.0385)
N. Obs 664 664 664 664
N. Banks 31 31 31 31
R-sq within ' 0.0452 - 0.0321 -
R-sq overall - 0.2208 - 0.1679
Diagnostic test
F test 16.9100*** 18.47**
LM test 1107.1600*** 1240.56***
Hausman test . 13.7600 12.28

Note: *, **, and *** reject the null hypothesis at 10%, 5%, and 1%. Parentheses show the standard error.
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Table 5. Full-fledged Islamic banks and Islamic bank subsidiaries

Full-fledged Islamic banks Islamic bank subsidiaries
FE RE FE RE
Market-specific
variables
Alerner 0.0038** 0.0056*** 0.0061 0.0086*
(0.0019) (0.0020) (0.0066) (0.0053)
Bank-specific
variables
Rsfin —0.0550 —0.0984*** —0.0481** -0.0182*
(0.0437) (0.0245) (0.0237) . (0.0139)
Incdiv -0.0350** —0.0728*** -0.0155 —-0.0150
(0.0191) (0.0188) (0.0210) (0.0178)
Lasset 0.0221** 0.0028 0.0112* —0.0041
(0.0105) (0.0045) (0.0072) (0.0032)
CAR 0.0711* 0.1526*** 0.0363 . 0.0363
(0.0487) (0.0393) (0.0537) (0.0479)
Fin 0.0217 0.0345** 0.0120** 0.0107**
(0.0201) (0.0180) (0.0071) . (0.0061)
CIR 0.0177 0.0017 0.0206 0.0267
(0.0189) (0.0200) (0.0298) (0.0259)
NPF —0.0641 —-0.1001 -0.1215 . —-0.1060*
(0.0825) (0.0830) (0.1226) (0.0739)
Cons —-0.3454 -0.0194 -0.1387 0.0778
(0.1734) (0.0851) (0.1057) (0.0477)
No. Obs 294 294 370 370
No. Banks 13 13 19 19
R-sq within 0.0725 - 0.0335 -
R-sq overall - 0.5096 - 0.1009
Diagnostic test .
F-test 24.11%** 2.85%
LM-test 424.02%** 10.49**
Hausman test 54.92*** 13.76

Note: *, **, and *** reject the null hypothesis at 10%, 5%, and 1%. Parentheses show the standard error.

Income diversification (Incdiv) negatively influences Islamic bank margins. This coefficient is
significant across the different models, implying that the income diversification strategy steadily
lower Islamic bank margins. According to the cross-subsidization strategy, Islamic banks with
more diversified income generate lower margins because diversified banks can achieve high
income from their nontraditional activities, mostly from non-financing activities (Trinugroho
et al, 2014). Accordingly, diversified Islamic banks can charge a low price for their traditional
products to maintain customers, even to attract new customers (Maudos & Solis, 2009). Our
finding supports the previous study of Trinugroho et al. (2018).

CAR, which represents the degree of risk aversion, has a positive effect on Islamic bank margins

in model 1. This expected result holds since Islamic banks with higher risk aversion set a higher
price to their customer because depositors certainly need high earnings for their money placed in
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the banks. Moreover, the banks redeem for their risk-taking behavior where the banks charge the
price to their customers. Our findings clearly support the existing empirical literature, such as
Kumari 2014 for conventional banks and Sun et al. (2017), and Salleh et al. (2018) for Islamic
banks.

The financing deposit ratio positively affects Islamic bank margins in both models, indicating
that Islamic banks still participate in traditional activities by focusing on financing and borrowing.
Consequently, banks with high financing can earn higher margins. This is the case since Islamic
banks have limited financing activities. Islamic banks may not focus on non-financing activities
because Islamic banks already have standard products that are in accordance with sharia com-
pliance, and every new product, including non-financing activities, must need approval from the
Sharia Supervisory Board (Meslier et al., 2020). Our finding is consistent with the study of Lee and
Isa (2017) in Malaysian Islamic banks.

Islamic bank margins are strongly influenced by financing risk. NFP negatively influences mar-
gins in both models, meaning that higher NFP reduces bank margins. With higher financing risk,
Islamic banks charge a higher premium (Maudos & Ferndndez de Guevara, 2004). Islamic banks
face risky financing from risk-sharing financing activities. These risk-sharing contracts lead to
higher non-performance financing (Azmat et al., 2015). Evidence shows that Islamic banks in
Indonesia have more financing defaults compared to their counterpart conventional banks
(Sutrisno & Widarjono, 2022).

We find that asset and operating efficiency do not strongly affect Islamic bank margins in
Indonesia. Total asset is a positive sign and statistically significant only in the Fixed effect model
in model 1. CIR is positive and not statistically significant for models 1 and 2. Our finding is
consistent with the research conducted by Trinugroho et al. (2018) for small Islamic banks in
Indonesia

5.3. Further analysis

Islamic banks in Indonesia consist of full-fledged Islamic banks and Islamic bank subsidiaries.
Islamic bank subsidiaries are conventional banks that open Islamic businesses. The management
of the two banks is different, so their behavior in determining margins may likely be different. In
addition, based on assets, full-fledged Islamic banks dominate the Islamic banking market in
Indonesia. Therefore, it is interesting to analyze the effect of competition and risk-sharing finan-
cing along some specific bank variables on the Islamic bank margins of these two types of banks.

Table 5 presents the results of Islamic bank margins by types of banks. The best model for full-
fledged Islamic banks is the fixed effect, and Islamic bank subsidiaries are more pronounced for
the random effect model. The Market power positively affects bank margins, but the Lerner
coefficient is larger for Islamic bank subsidiaries compared to full-fledged Islamic banks. Risk-
sharing financing also has a negative effect on bank margins for Islamic bank subsidiaries. Income
diversification negatively influences bank margins in the case of full-fledged Islamic banks. Bank
margins are positively associated with bank size for full-fledged Islamic banks. CAR positively
influences bank margins only for full-fledged Islamic banks. The financing deposit ratio positively
affects bank margins for Islamic bank subsidiaries, indicating that both Islamic banks focus on
traditional financing activities. However, full-fledged Islamic banks are more concentrated on
financing activities than Islamic bank subsidiaries. NFP negatively influences bank margins for
Islamic bank subsidiaries.

5.4. Robustness check

This study conducts robustness checks of our baseline results in two ways. First, we use
dynamic panel regression to address the potential for endogeneity using the Generalized
Method of Moment (GMM) (Arellano & Bond, 1991; Arellano & Bover, 1995). Second, in addition
to the Adjusted Lerner Index, this study also utilizes the standard Lerner index (Lerner) to
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check the robustness of the results. The standard Lerner index is calculated by the following
formula:

Price — MC] (6)

L = -
erner [ Price

Price is calculated by the income-to-assets ratio, and MC stands for marginal cost. Total cost and
marginal cost are estimated using equations (4) and (5).

Table 6- part (1) presents the results of the dynamic panel method using two-step GMM with
marginl as the dependent variable. The bottom part of Table 6 indicates the diagnostic tests for
GMM estimation. Our instruments are valid since the instruments are less than the number of the
bank, and the Hansen test is rejected. Our results are the absence of autocorrelation problems
based on the Arellano—Bond test for AR (2). The findings of the two-step GMM are consistent with
previous results. Market power which is measured by the adjusted Lerner index, has a positive
effect on Islamic bank margins. Income diversification negatively affects bank margins. Both CAR
and CIR have a positive impact on bank margins.

Table 6. Robustness test: GMM method and Standard Lerner Index

(1) GMM method (1) RE: Standard Lerner Index
Margin (-1) 0.2542%** Margin (-1) -
(0.0589) -
Adjusted Lerner 0.0244* Lerner 0.0063***
(0.0150) (0.0027)
Rsifn -0.0628 Rsfin —0.0488***
(0.0580) (0.0153)
Incdiv -0.0782** Incdiv -0.0345***
(0.0453) (0.0132)
Lasset 0.0038 Lasset 0.0040
(0.0084) (0.0032)
CAR 0.3740*** CAR 0.0821***
(0.1225) (0.0315)
Fin 0.0772 Fin 0.0129**
(0.0522) (0.0058)
CIR 0.2415%** CIR 0.0086
(0.0879) (0.0152)
NPF 0.6919 NPF -0.1048**
(1.2216) (0.0633)
Cons. -0.3877*** Cons —-0.0283
(0.1824) (0.0504)
No. Obs. 663 No. Obs. 664
No. Banks 31 No. Banks 31
R-sq within 0.0439
R-sq overall 0.2117
Diagnostic tests Diagnostic tests
No. Instruments 29 F test 16.96***
AR (2) P-value 0.132 LM test 1108.10***
Hansen p-value 0.182 Hausman test 13.37

Note: *, **, and *** reject the null hypothesis at 10%, 5%, and 1%. Parentheses show the standard error.
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Table 6- part (2) exhibits the results using the standard Lerner Index. According to the Hausman
test, the random effect model is more pronounced than the fixed effect model. Our results are
consistent with the adjusted Lerner Index. Lerner index is positive and statistically significant,
meaning that Islamic bank margins are positively linked to an imperfect market with high market
power. Risk-sharing financing also reduces bank margins. Other bank-specific variables also influ-
ence the bank margins. More diversified Islamic banks are lower bank margins. The high degree of
risk aversion boosts bank margins. Islamic banks with higher financing also have a higher margin.
Islamic banks with higher financing risk produce low margin rates.

6. Conclusion

The findings document that market power influences bank margins. An imperfect market causes
Islamic banks to charge a premium price for their products to generate higher margins. In
addition, risk-sharing financing reduces bank margins. Several bank-specific variables also influ-
ence bank margins. Islamic bank with high-income diversification generates low bank margins. The
higher degree of risk aversion and high financing boost bank margins. High financing also reduces
bank margins. Indeed, the effect of market power on bank margins is stronger in Islamic bank
subsidiaries. However, the role of risk-sharing financing in lowering bank margins is more pro-
nounced in Islamic bank subsidiaries.

The results of this study are expected to provide important information for the management of
Islamic banks and Indonesian Financial Service Authorities as policymakers. Market power is very
influential on the margins of Islamic banks. This happens because the Islamic banking market is an
imperfect competition market. As a result, the price of Islamic bank financing is expensive due to
high bank margins. These results strongly suggest policy implications for Islamic banks. The high
proportion of risk-sharing financing is one important way to reduce the price of financing products

and intermediation costs.
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