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ABSTRACT

Non-Performing Financing (NPF) levels recorded by 11 local and 5 foreign Islamic
banks in Malaysia from 2017 to 2023 indicate fluctuations throughout that timeframe.
High NPF may impact the financial performance of Islamic banks in Malaysia and
effect the general financial stability of the country. This study examines the
determinants that may influence the NPF levels of both local and foreign Islamic banks
in Malaysia. It includes internal factors such as Return on Assets (ROA), Financing to
Deposit Ratio (FDR), Bank Size, and Financing Loss Provision (FLP), and external
elements like Gross Domestic Product (GDP), Unemployment Rate (UR), Inflation
Rate (IR), and Control of Corruption (COC). This research also includes Staff
Efficiency (STAFFX) as a moderating factor that affects the link between the
independent and dependent variables. Staff Efficiency is important because if
personnel do not work effectively (due to insufficient expertise), the performance of
the bank is likely to be significantly impacted. The data for this study were sourced
from the Fitch Connect Database, the Department of Statistics Malaysia, and the
Worldwide Governance Indicator. This research employs Panel Data Regression
Analysis with the Generalized Least Squares Method and a hierarchical regression
model. The findings indicate that ROA, FDR, Bank Size, FLP, and UR significantly
influence the NPF levels of local and foreign Islamic banks in Malaysia. Other
predictors, namely GDP, IR, and COC have insignificant impact on NPF. This research
also shows that Staff Efficiency can moderate and enhance the correlation between
FDR and NPF in local Islamic banks, along with the links between Inflation Rate and
NPF as well as COC and NPF in foreign Islamic banks. This study provides new
interesting findings regarding the beneficial effect of Staff Efficiency in minimizing
NPF during the unstable economic conditions.

Keywords: Local Islamic banks, foreign Islamic banks, non-performing financing,
panel data regression analysis, Malaysia



ABSTRAK

Tahap Pembiayaan Tidak Berprestasi (NPF) yang direkodkan oleh 11 bank Islam
tempatan dan 5 bank Islam asing di Malaysia dari 2017 hingga 2023 menunjukkan
turun naik sepanjang tempoh masa tersebut. NPF yang tinggi boleh memberi kesan
kepada prestasi kewangan bank Islam di Malaysia dan menjejaskan kestabilan
kewangan umum negara. Kajian ini mengkaji penentu yang boleh mempengaruhi
tahap NPF kedua-dua bank Islam tempatan dan asing di Malaysia. Ia termasuk faktor
dalaman seperti Pulangan Atas Aset (ROA), Nisbah Pembiayaan kepada Deposit
(FDR), Saiz Bank dan Peruntukan Kerugian Pembiayaan (FLP), dan elemen luaran
seperti Keluaran Dalam Negara Kasar (GDP), Kadar Pengangguran (UR), Kadar
Inflasi (IR) dan Kawalan Rasuah (COC). Penyelidikan ini juga merangkumi
Kecekapan Kakitangan (STAFFX) sebagai faktor penyederhana yang mempengaruhi
hubungan antara pembolehubah bebas dan bersandar. Kecekapan Kakitangan adalah
penting kerana jika kakitangan tidak bekerja dengan berkesan (kerana kepakaran yang
tidak mencukupi), prestasi bank berkemungkinan besar akan terjejas. Data untuk
kajian ini diperoleh daripada Pangkalan Data Fitch Connect, Jabatan Perangkaan
Malaysia, dan Penunjuk Tadbir Urus Sedunia. Penyelidikan ini menggunakan Analisis
Regresi Data Panel dengan Kaedah Kuasa Dua Terkecil Umum dan model regresi
hierarki. Penemuan menunjukkan bahawa ROA, FDR, Saiz Bank, FLP, dan UR secara
signifikan mempengaruhi tahap NPF bank Islam tempatan dan asing di Malaysia.
Faktor lainnya, iaitu GDP, IR, dan COC mempunyai kesan yang tidak ketara ke atas
NPF. Penyelidikan ini juga menunjukkan bahawa Kecekapan Kakitangan boleh
menyederhana dan meningkatkan korelasi antara FDR dan NPF di bank Islam
tempatan, bersama-sama dengan hubungan antara Kadar Inflasi dan NPF serta COC
dan NPF di bank Islam asing. Kajian ini memberikan penemuan baru yang menarik
mengenai kesan berfaedah Kecekapan Kakitangan dalam meminimumkan NPF
semasa keadaan ekonomi yang tidak stabil.

Keywords: Bank Islam tempatan, bank Islam asing, pembiayaan tidak berprestasi,
analisis regresi data panel, Malaysia
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DETERMINANTS OF NON-PERFORMING FINANCING IN LOCAL AND
FOREIGN ISLAMIC BANKS IN MALAYSIA: THE MODERATING ROLE

OF STAFF EFFICIENCY

CHAPTER ONE

INTRODUCTION

1.1 Introduction to The Study

This paper attempts to analyze the determinants of non-performing financing in 11
local and 5 foreign Islamic banks in Malaysia. The variables consist of internal factors
(Return on Assets, Financing to Deposit Ratio, Bank Size, and Financing Loss
Provision) and external factors (Gross Domestic Product, Unemployment Rate,
Inflation Rate, and Control of Corruption). This study also examines Staff Efficiency
as a moderating variable in the relationship between independent variables (internal
and external factors) and the dependent variable (NPF). This chapter will focus on the
background of the study explaining the related topic and an overview of non-
performing financing in Malaysia. In addition, the problem statement will also be
discussed in this chapter. Next, research questions, research objectives, significance of
the study, scope of the study, definition of key terms, and organization of the research

paper will also be explained in this chapter.

1.2 Background of The Study
The inception of Islamic banking in Malaysia was motivated by the management of
Hajj funds for the Malaysian Muslim populace via the Tabung Haji institution in 1963.

The Muslim community’s Hajj fund savings at that time were used by the government
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APPENDICES

APPENDIX A

Data Trend of Non-Performing Financing of Islamic Banks in Malaysia

No. | Name of Islamic Banks 2017 | 2018 | 2019 | 2020 | 2021 | 2022 | 2023
1 | Affin Islamic Bank (Local) 0.92 2.83 3.24 1.61 1.68 1.36 0.87
5 | Alllemes lslas Shrils 070 | 128 | 113 | 214 | 270 | 237 | 281

(Local)
3 | AmBank Islamic (Local) 1.78 2.08 1.97 1.91 1.74 1.60 | 1.14
q | Bl I e el Beiedl | g 60 0.92 0.86 0.67 0.96 127 | 097
(Local)
Bank Muamalat Malaysia
5 | Borhad (Local) 2.34 1.95 1.31 1.06 0.82 085 | 1.10
6 | CIMB Islamic Bank (Local) 0.66 0.62 1.56 1.74 0.70 1.29 1.51
7 | Hong Leong Islamic Bank 0.87 0.91 0.68 0.73 0.40 044 | 0.75
(Local)
Maybank Islamic (Local) 1.05 1.18 1.62 1.19 0.76 095 | 1.13
9 | MBSB Bank (Local) 1023 | 240 2.41 2.88 2.73 546 | 5.48
10 | Public Islamic Bank (Local) 0.58 0.60 0.55 0.31 0.22 0.23 0.34
11 | RHB Islamic Bank (Local) 0.80 0.97 0.77 0.65 0.52 074 | 1.41
12 | ANalli Haking & 0.41 1.31 1.17 1.03 0.91 0.69 | 0.40
Investment (Foreign)
13 | HSBC Amanah (Foreign) 2.78 2.48 2.90 4.38 8.78 6.78 5.17
fa  LSIRTERNe M DS 7 4.59 5.98 7.05 6.77 6.86 | 6.09
(Foreign)
|5 | OCBC Al-Amin Bank 3.84 3.55 2.87 5.30 422 556 | 448
(Foreign)
lon| - andard\CharierediSaadia 0.77 1.17 1.66 3.35 6.20 4.36 4
(Foreign)
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APPENDIX B

Diagnostic Test and Panel Data Test Results for Local Islamic Banks

Multicollinearity Test for Local Islamic Banks

Variable VIF 1/VIF
x7 6.37 8.157892
x5 6.85 8.165381
x3 2.11 8.473529
x8 2.84 8.490802
x4 1.78 8.562958
X6 1.72 8.5300%90
z 1.64 8.618600
x2 1.49 B.678628
x1 1.38 8.727141

Mean VIF 2.73

Heteroscedasticity Test for Local Islamic Banks

Modified Wald test for groupwise heteroskedasticity
in fixed effect regression model

HB: sigma(i)*2 = sigma”2 for all i

chi2 (11) = 999.41
Prob > chi2 = 0.00800

Breusch-Pagan/Cook-Weisberg test for heteroskedasticity
Assumption: Normal error terms
Variable: Fitted values of y

HB: Constant variance

chi2(1)
Prob > chi2

77.93
@.0080
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Autocorrelation Test for Local Islamic Banks

Wooldridge test for autocorrelation in panel data
no first order autocorrelation

HB :

F(C 1,

19) =
Prob > F =

19.334
8.8013

Hausman Test for Local Islamic Banks

. hausman fe re
—— Coefficients —
(b) (B) (b-B) sqrt(diag(Vv_b-V_B))

fe re Difference Std. err.

x1 -.6275495 -1.656259 1.828789 .
x2 -.8438977 -.8127817 -.831116 .8@53964
X3 -. 8677880 - .2889488 - .06587598 .2533897
x4 .4892251 1.834852 -.5456274 .8815967
x5 -.BE38787 .8339662 -.8377789 .
X6 -.26038784 -.5794381 3763677 .
X7 . 8474815 - . 16668684 .21468819 .
X8 1.483687 -2.821534 3.42514 .
rd 4_483151 .3667915 4.116359 1.563891

Test of Ha:
chi2(9)

Prob » chi2
(V_b-V_B is

b = Consistent under HE and Ha;
B = Inconsistent under Ha, efficient under H®; obtained from xtreg.

Difference in coefficients not systematic

78.44
B .0000
not positive d

efinite)

(b-B) "[(V_b-v_B)"(-1)](b-B)
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obtained from xtreg.



APPENDIX C

Diagnostic Test and Panel Data Test Results for Foreign Islamic Banks

Multicollinearity Test for Foreign Islamic Banks

Variable VIF 1/VIF
%7 6.21 B.168996
%5 5.80 g.172404
z 2.83 B.352767
x1 2.67 B.374304
%3 2.29 0.435860
%2 1.89 B.528544
%8 1.87 B.533446
b 1.84 B.543208
xd 1.46 B.6838807
Mean VIF 2.99

Heteroscedasticity Test for Foreign Islamic Banks

Modified Wald test for groupwise heteroskedasticity
in fixed effect regression model

HB: sigma(i)"2 = sigma™2 for all i
chi2 (5) = 3.53

Prob > chi2 = 0.6187

Breusch-Pagan/Cook-Weisberg test for heteroskedasticity
Assumption: Normal error terms
Variable: Fitted values of y

He: Constant variance

8.7e
0.40828

chi2(1)
Prob > chi2
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Autocorrelation Test for Foreign Islamic Banks

. Xtserial y x1 X2 X3 X4 X5 X6 X7 X8 2z

Wooldridge test for autocorrelation in panel data
H8: no first order autocorrelation

F(C 1,

Prob > F

a) =

8.826
8.4148

Hausman Test for Foreign Islamic Banks

. hausman fe re
—— Coefficients
(b) (B) (b-B) sqrt({diag(Vv_b-vV_B))

e re Difference Std. err.

¥1 - .7657455 -1.4114383 . 6457374 .
2 -.B383663 .BB42424 -.B8346887 .Bea1745
3 2.843939 2.88831 . 8436294 2.272817
¥4 .8163769 . 8531863 -.B8367294 4232888
x5 85677 . 1191566 -.B623866 .
b 4] 8737769 .6952561 . 1785288 .1853894
X7 .1499439 -.1848326 .3339765 .318239
X8 3.826731 1329174 2.893813 2.242899
z ¥.311934 -3.238878 18.54281 3.252635

Test of H@:
chiz(9)

Prob > chiz
(v b-v B is

b = Consistent under H® and Ha; cbtained from xtreg.
B = Inconsistent under Ha, efficient under HE@; obtained from xtreg.

Difference in coefficients not systematic

= 16.28
= B.8614
not positive d

(b-8)*[(v_b-v_B)"(-1)]1(b-B)

efinite)
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APPENDIX D

Results of The Regression Analysis of Local Islamic Banks

Dependent Variable: Y

Method: Panel EGLS (Cross-section weights)

Date: 01/20/25 Time: 23:15

Sample: 2017 2023
Periods included: 7
Cross-sections included: 11

Total panel (balanced) observations: 77

Linear estimation after one-step weighting matrix

Variable Coefficient Std. Error t-Statistic Prob.
C 1.492221 0.031171 4787143 0.0000
X1 -0.6017%3 0.244355 -2 462782 0.0168
X2 -0.025766 0.007232 -3.562562 0.0007
X3 -1.041171 0.275374 -3.780936 0.0004
¥4 0.594936 0.128635 4624590 0.0000
x5 -0.023146 0.021527 -1.075205 0.2867
X6 -0.292416 0.086818 -3 368166 0.0013
X7 0.033180 0.066147 0.501308 0.6181
X8 0.749806 0728778 1.028854 03078
Effects Specification
Cross-section fixed (dummy variables)
Weighted Statistics
R-squared 0.856157 Mean dependent var 1.792825
Adjusted R-squared 0811516 &8.D. dependent var 0896064
S.E. of regression 0.506269 Sum squared resid 14.86590
F-statistic 19.17875 Durbin-Watson stat 1.686395
Prob(F-statistic) 0.000000
Unweighted Statistics
R-squared 0.857052 Mean dependent var 1.492078
Sum squared resid 21.40997 Durbin-Watson stat 1.460169
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Dependent Variable: Y

Method: Panel EGLS (Cross-section weights)

Date: 01/20/25 Time: 23:18
Sample: 2017 2023

Periods included: 7
Cross-sections included: 11

Total panel (balanced) observations: 77

Linear estimation after one-step weighting matrix

Variable Coefficient Std. Error t-Statistic Prob.
C 1.452201 0.033234 44.50043 0.0000
X1 -0.65793% 0.270320 -2.433926 0.0181
X2 -0.026788 0.00757% -3.357381 0.0014
3 -0.97671% 0.257535 -3.282708 0.0018
X4 0.535574 0.142213 3. 766004 0.0004
X5 -0.015302 0.02285% -0.669388 0.5060
X6 -0.247185 0.096244 -2.568317 0.012%
X7 0.031254 0.070065 0445640 0.6568
X8 0.753454 0.78874% 0.955252 0.3435
Z 1.925846 1.7018562 1.131611 0.2625
Effects Specification
Cross-section fixed (dummy variables)
Weighted Statistics
R-squared 0.843661 Mean dependent var 1.664064
Adjusted R-squared 0.791548 SD. dependent var 0.754984
SE. of regression 0498730 Sum squared resid 1417768
F-statistic 16.18906 Durbin-Watson stat 1661562
Prob(F-statistic) 0.000000
Unweighted Statistics
R-squared 0.872099 Mlean dependent var 1.452078
Sum squared resid 1915634 Durbin-Watson stat 1479638
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Dependent Variable: Y

Method: Panel EGLS (Cross-section weights)
Date: 01/20v25 Time: 23:20

Sample: 2017 2023
Periods mncluded: 7
Cross-zections mncluded: 11

Total panel (balanced) obsarvations: 77
Linear estimation after one-step weighting matrix

Variable Coefficient Std. Error t-Statistic Prob.
C 1428219 0109233 13.08171 0.0000
X1 -0.395950 0314087 -1257038 0.2147
X2 -0.0337346 0009902 -3.406943 0.0013
pE] -0.110201 0336738 0327240 07449
X4 0.401169 0170466 2.333368 0.0227
XS -0.009413 0.024730 -0.380642 0.7051
b -0.212419 0114398 -1.853583 0.069%8
X 0.030223 0073270 0412487 06218
MR 0.291800 0.817217 0337063 0.7226
Z 5.888657 2998339 1.9633842 0.0532
X1 Z -1.8744673 1.978039 0547233 03482
0z -0.141557 0063892 -2215581 0.0314
XiZ 0.221159 1.377303 0.160331 0.8731
X4 Z 1477623 0988000 1.404039 0.1416
X Z 0.088540 0134241 0.574036 0.2686
X6 Z 0.644574 0.730315 0.882597 0.381%
Xrz 0.296603 0456909 0.645131 0.5193
X8 7 1.22199) 5138778 0237758 08130
Effects Specification
Cross-zection fixed (dummry variables)
Weighted Statistics
B-squared 0896712  Mezn dependent var 16281487
Adjusted B-zquared 0.830798 5.D. dependent var 0.909983
S.E. of regression 0451802  Sum squared resid 10.00211
F-statistic 1575560 Durbin-Watson stat 1.509762
Prob(F-statistic) 0.000000
Unweighted Statistics
B-zquared 0.905229  Mezn dependent var 1.492078
Sum squared resid 1419431 Durbin-Watzon stat 15371931
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APPENDIX E

Results of The Regression Analysis of Foreign Islamic Banks

Random-effects GLS regression Number of obs = 35
Group variable: company Number of groups = 5
R-squared: Obs per group:
Within = 8.4296 = 7
Between = ©.59419 = 7.9
Overall = 8.7581 = 7
Wald chi2(8) = 78.06
corr(u_i, X) = @ (assumed) Prob > chi2 = 8.00e8
y | Coefficient Std. err. z P>|z] [95% conf. interval]
x1 -.5548329  .6351471 -8.87 ©.382 -1.799698 .69008326
x2 .8228065  .0110949 1.98 8.047 .0002609 8437521
x3 2.811222  ,7251997 3.88 ©.000 1.389857 4,232588
x4 .893@272 .1188513 7.51 6.068 .6600883 1.125971
x5 .1171124 .132763 6.88 06.378 -.14308983 .3773232
x6 .9964483 .5688948 1.78 06.876 -.1828933 2.895774
X7 -.297@392 .3455872 -8.86 ©6.398 -.9743776 .3862993
X8 -.2613631  3.112311 -8.88 0.933 -6.36138 5.838654
_cons 3.848168  .2252414 17.88 ©.000 3.486703 4,289633
sigma u a
sigma_e 1.8911499
rho @ (fraction of variance due to u_i)
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Random-effects GLS regression Number of obs = 35
Group variable: company Number of groups = 5
R-squared: Obs per group:
Within = @.4664 in = 7
Between = 6.9947 = 7.8
Overall = 8.7939 = 7
Wald chiz2(9) = 96.38
corr(u_i, X) = @ (assumed) Prob » chiz = B.e0ee
y | Coefficient Std. err. z P>|z] [95% conf. interval]
x1 -1.411483 .6959429 -2.83 B.843 -2.775586 -.8474599
X2 .BBa2424 .8128474 8.33 8.741 -.828938 .B294228
X3 2.88831 . 7583258 2.64 B.888 .5148184 3.486601
x4 .8531863 .1114369 7.66 (5% 5 %) .634694 1.671519
x5 1191566 .1229699 8.97 8.333 -.12186 .3681733
() .6952561 .535784 1.38 B8.194 -.3547845 1.745217
X7 -.1848326 .3238236 -8.57 B8.578 -.8187152 . 4586581
x8 -1329174 2_887735 @8.85 B.963 -5.52694 5.792775
z -3.238878 1.48239 -2.38 B.821 -5.979511 -.4822445
_cons 3.858851 . 2886246 18.46 .88 3.441954 4.259748
sigma u 8
sigma e 1.8182885
rho 8@ (fraction of variance due to u i)
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Random-effects GLS regression Number of obs = 35
Group variable: company Number of groups = 5
R-squared: Obs per group:
Within = 8.7756 min = 7
Between = 8.9917 avg = 7.8
Overall = 8.9126 max = 7
Wald chi2(17) = 177.55
corr{u i, X) = 8 (assumed) Prob > chi2 = 8.8000
y | Coefficient 5td. err. z Ps|z| [95% conf. interval]
x1 -.8511791  .71888676 -1.26  8.231 -2.244338 .5419781
x2 -.811916  .9184899 -g.64 8.519 -.B481556 .8243236
x3 1.364281 1.89581 1.25 8.213 -.7818989 3.518481
x4 .5498783  .1466884 3.74 ©.eee .2615744 .8365822
x5 118873 .1877826 1.83 8.385 -.188577 .3219231
xB 1.421888  .6487795 2.22 B.e26 .1659834 2.677793
x7 -.8917863 . 3448457 -8.27  8.7%8 -. 7675915 .5841788
%8 .3463145  3.846536 8.11 @.989 -5.624786 6.317415
z -1.773888  2.125723 -8.83 9.484 -5.939428 2.393252
Xz 1.738488  3.282654 8.54 ©.589 -4.546679 8.867495
X2z .B589523  .@914452 8.56 @.577 -.128277 .2381817
X3z 1.438559 6£.239113 8.23 ©9.818 -18.78988 13.667
xlz 1.889582 1.635877 1.11 @.268 -1.395189 5.814194
x5z .7957455  .5998556 1.33 @8.184 -.3783818 1.969873
x6Z -1.996346  2.886829 -8.99  8.328 -5.929659 1.936966
X7z -4.148899  2.814773 -2.86 9.839 -8.897782  -.2800156
xBz -48.7121 16.59216 -2.45  9.814 -73.23214 -8.192862
_cons 3.978361  .3728342 18.69 ©.060 3.249187 4.787535
sigma u 5]
sigma_e . 94548362
rho 8 (fraction of variance due to u_i)
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