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Abstract: This study aims to examine the correlation between Islamic banks' profitability in Indonesia and the
business cycle, which measured by composite leading Indicator (CLI). This study used several annual data
covering the period from 2004-2018. This study utilizes Islamic banks profitability represent by Return on Asset
(ROA) data as the dependent variable, CLI data as the dependent variable, and six control variables including
Gross Domestic Product, Inflation, Financial to Deposit Ratio, Capital Adequacy Ratio, Non-Performing
Finance, and Operating Costs Operating Income. This study adopted multiple regression analysis by using
EViews 9.0 software. This study reveals that CLI has a positive and significant impact on ROA, which indicated
that the expansion of business cycle activities would increase Islamic banks' profitability. Thus, this study
suggests that Islamic bank should engage with the companies that relied on their business activities in the rill
sector to boost their profitability. The limitation of this study is this study adopted Indonesian Islamic banks in
general. Therefore, this study does not capture the correlation amongst the variables in the specific Islamic
banks and region, which might be different from this result due to the differences in banks' internal conditions,
culture, and the business cycle in the various region.
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INTRODUCTION

Indonesia’s financial sector is one sector that has a vital role in promoting the national
economy and the local economy (Fianto et al., 2018). One of the most rapid developments of
Islamic financial institutions in Islamic banks (Juhro et al., 2020). This fact indicated by the
immensely increasing Islamic bank offices in Indonesia. There is approximately 2556 Islamic
banking office in December 2018 by the Islamic banking statistics from the FSA.
Furthermore, Nasution (2020) declared that, based on the Chairman of OJK (Indonesia
Financial Services Authority), there is a massive increase of Islamic banking accounts at the
end of December 2017, which is measured by 560 new accounts. Meslier et al. (2019)
explained that Islamic banks effectively increase economic growth by channeling the funds
for the customers who avoid the financial transaction that is not based on Sharia Compliance.
In the broader view, Imam & Kpodar (2016) clarified that the principles of Sharia law rely on
ethical values in all aspects of banking transactions, such as the prohibition of interest rate
and based on the actual economic activities. Moreover, Fianto et al. (2019) affirmed that
since Muslim need financial products which correspondent with their beliefs, Islamic
institution is predicted to have a vital role in Indonesia. Thus, Indonesia, as the largest
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Muslim population country (Rahmah & Armina, 2020), the contribution of Islamic banks on

promoting the business cycle, is promoting (Abduh & Azmi Omar, 2012). Based on these

explanations, Islamic banks' performances become an essential topic to study to evaluate
Islamic banks' contribution to national economic conditions.

There are several aspects in assessing the financial performance either by aspect
earnings or profitability (Rizvi et al., 2019). Profitability, measured by return on assets
(ROA), is defined as income generated from income after deducting all expenses incurred
during a particular period (Sahyouni & Wang, 2019). It is one of the essential factors
representing the manager's success in allocating financial resources (Alarussi & Alhaderi,
2018). Numerous study has been widely discussed about the affecting factors of Islamic
banks profitability, such as (Khasawneh, 2016); (Sriyana, 2015); (Maamor et al., 2018);
(Shahid et al., 2015); (Sayid et al., 2014); (Zarrouk et al., 2016); (Masood & Ashraf, 2012);
(Farook et al., 2012) and (Sudarsono, 2017). These studies portray that macroeconomics
variables and internal-financial indicators play a significant role in shaping the profitability of
Islamic banks. However, this current study tries to focus on the impact of the business cycle
on the Islamic bank's profitability. Islamic banks have a strong correlation with real economic
activities, which reflected by the profit and loss sharing contracts. Kayed (2012) explained
that Islamic banking promotes the creation of a business cycle and SMEs through partnership
financing or well-known as Profit-Loss Sharing (PLS).

Several indicators reflect the country’s economic condition. One of them is the
business cycle (Djennas, 2016). The business cycle plays an essential role in maintaining the
stability of an economy because if the business cycle declines in an extended period, it will
result in a growing unemployment rate, trigger-up the inflation level, which will harm the
economy of a country (Kassim, 2016). Economists from the National Bureau of Economic
Research (NBER) began to research and develop indicators that can be used to determine the
movement of the business cycle (Stock & Watson, 1993). Leading indicators are indicators
that tend to change direction before the business cycle occurs or indicators used to predict a
turning point in the business cycle (Nordstrom, 2007). Organization for Economic Co-
operation and Development (OECD) has successfully issued the Composite Leading
Indicator (CLI). CLI can be used as a signal the start of a turning point the business cycle that
shows fluctuations in economic activity around its potential long-term level (OECD Data,
2016). Vervuurt (2016) revealed that the CLI is an adequate measure of the stages of the
business cycle. In summary, the business cycle itself can be used to know the position of the
economy of a country, by studying the business cycle of a country can avoid the economic
recession that could lead to declining economies. Referring to the previous explication, we
are trying to capture CLI and ROA connectedness, which represented in the following figure.
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Figure 1. Comparison between the growth of CLI and ROA
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From Figure 1, we can affirm that CLI and ROA's growth appears to move in the
same direction covering the period from 2005-2018. Precisely, in 2008 which is the global
crisis period (Bank Indonesia, 2009) hit the CLI and ROA growth similarly. Furthermore, in
2009, the growth of CLI and ROA increase simultaneously. This figure indicates a strong
connection between CLI and the profitability of the Islamic bank's sector. Based on the
previous explanation and facts, this research is done to determine what factors affect Shia
bank profitability in Indonesia. These factors consist of internal and external factors. This
study's interest is to use variable composite leading indicators as a new variable compared to
the previous studies.

LITERATURE REVIEW
Islamic Bank Profitability

There are several aspects in assessing financial performance, one of which is earnings
or profitability. The measure of profitability used is return on assets (ROA) (Sufian &
Habibullah, 2010). In general, profitability is defined as the company's revenue generated
from revenue after deducting all costs incurred during a given period. This is one of the most
important factors that signifies the success of shareholder management in providing
satisfaction and attractiveness for investors and for sustainable companies (Alarussi &
Alhaderi, 2018). According to Sarwo (2017) profitability can be affected by FDR and BOPO
variables. Whereas according to Wibowo & Syaichu (2013) profitability can be affected by
BOPO and CAR variables. Non-financial activities also allow sharia banks to get to more.
Better performance from sharia banks can also be seen when GDP and investment are high
(Zarrouk et al., 2016).

Composite Leading Indicator

In order to know and detect the repeated movement of cycles in this business cycle,
economists from the National Bureau of Economic Research (NBER) began researching and
developing indicators that can be used to determine the movement of the (Stock & Watson,
1993). Leading Indicators are a collection of indicators that tend to change direction before
the business cycle occurs or indicators used to predict turning points in the business cycle.
The Organization for Economic Co-operation and Development (OECD) has successfully
issued a Composite Leading Indicator (CLI) that can be used as an early signal of a turning
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point in the business cycle that shows fluctuations in economic activity around its long-term
potential level. Vervuurt (2016) revealed that the CLI is an adequate measure of the business

cycle stage.

Research Accomplished

Numerous studies have been examined the determining factors of the Islamic bank's
profitability. Includes Zarrouk et al. (2016), this study investigates the affecting factors of
Islamic banks and conventional bank's profitability in the Middle East and North Africa
(MENA) covering the period from 1994-2012. This study adopted a panel data regression
method and used 51 Islamic banks operating in the MENA region. The findings of this study
are the profitability is positively influenced by the cost-effectiveness of the bank, asset
quality, and capitalization levels. The results also show that non-financing activities allow
Islamic banks to obtain higher profits. Furthermore, this study also confirmed that the
inflation rate did not significantly influence Islamic banks' profitability. In the broader
context Alharbi (2017) discusses the determinants of profitability of Islamic banks around the
globe during the period from 1992-2008. Using unbalanced panel data, the results of this
study showed that several variables, including the capital ratio and GDP per capita, have a
positive effect on the profitability of Islamic banks.

Similarly, Yanikkaya et al. (2018) also conducted a study to determine the influenced
factor of profitability by using 74 Islamic banks data in the Organization of Islamic
Cooperation countries and the United Kingdom from 2007 to 2013. This study adopted
dynamic panel data and found that inflation statistically has a significant and positive impact
on Islamic bank's ROA. The result implied that the higher inflation rate would lead to an
increasing in ROA. Besides, Maamor et al. (2018) also revealed that inflation and GDP are
the most vital variables which shaped the ROA rate of Islamic bank in Brunei covering the
period from 2012-2016. This study explained that the risen of the inflation rate would drive
the Islamic bank to increase the product's price, which in turn trigger-up their revenue.
Moreover, Khasawneh (2016) examined the driven factors of 61 Islamic banks in the MENA
region, covering the period from 2006-2013. This study ascertained that income ratio, loan to
total assets, and economic condition were simultaneously influencing the ROA of Islamic
banks. Therefore, this study suggests that Islamic banks should improve their risk
management and assessment ability to escalate their profit.

Chowdhury & Rasid (2016) found that the profitability of 29 Islamic banks in GCC
countries from 2005 to 2013 was affected by equity financing, efficiency ratio, and inflation.
Additionally, Toumi (2019) adopted binary logistic regression to revealed the differences
between Islamic and conventional banks in the Middle East region based on capital structure
and profitability. This study used data observation from 2006-2014. This study described that
profitability is a valid variable to distinguish Islamic banks from conventional banks. The
affecting factors for the two banks are different. Moreover, this study also ascertained that the
higher loan ratio, credit risk, and cost ratio would degrade the Islamic bank's profit.
Additionally, Masood & Ashraf (2012) researched using four regions as his sample of
observations, including African countries, Asian countries, Middle East countries, and South
Asian countries during the period from 2006-2010. This study confirmed that the ROA ratio
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of 25 Islamic banks affected by the asset size, non-performing finance, capital adequacy, and
GDP.

Trabelsi & Trad (2017) discovered that bank capital is the main factor in forming
Islamic banks' profitability in 18 countries, including Indonesia, during the period from 2006-
2013. Furthermore, this study also ascertained that in Southeast Asia, inflation significantly
reduces the credit risk level of Islamic banks and, consequently, intensifies the profitability
level. Besides, Azad et al. (2020) found that bank fee play as the main factor affecting the
Islamic banks' profitability in 20 countries for the period from 2000-2015. In the context of
Malaysian Islamic banks, Ramlan & Adnan (2016) discovered that there is a significant
relationship between ROA and total equity to the total asset of Islamic banks. Moreover,
Paltrinieri et al. (2020) demonstrated that non-interest income is positively associated with
the profitability of Islamic banks. This study used 47 Islamic banks in selected OIC countries
during the period from 2007-2016. From the result of this study, we can clarify that Islamic
banks' internal financial performances positively impact the banks' revenue. Similarly, Trad
et al. (2017) conducted research covering 78 Islamic banks in 12 countries for the 2004-2013
period. This study affirmed that the capital of Islamic banks is the primary factor that shaped
the profitability rate.

Additionally, limited previous studies have been examined the correlation between
the business cycle and banks’ profitability, especially in the context of Islamic banks. Slimi
(2012) confirmed that in selected MENA commercial banks throughout 1990-2007, there is
no empirical evidence concerning the connectedness between the business cycle and banks’
profitability. However, this study hypothesis that business cycle fluctuations substantially
affect the profitability of banking institutions. In contrast, Albertazzi & Gambacorta (2009)
ascertained that the business cycle measured by GDP significantly affected the banks’
profitability in euro-area countries. This study explained that during the financial crisis,
which indicates the degrading of GDP level would trigger-down the banks’ profitability. The
result of this study also supported by Apergis's (2009) research result, which discovered that
the banks’ profitability in Greek banks has a procyclical correlation with the business cycle
covering the period from 1990-2006.

Extensive previous research mainly discussed the internal factors of Islamic banks and
several macroeconomics variables to determine banks' profitability. However, the study
focused on the correlation between the Islamic bank’s profitability, and the business cycle is
still limited. However, numerous studies have been proved that Islamic bank has strong
connectedness with real economic activities. Thus, this study uses a differentiator variable,
composite leading indicators, where the Composite Leading Indicator (CLI) variable is a
variable used to measure the business cycle. CLI as a proxy of the business cycle. Therefore,
the result of this study would enhance and fill the gap of literature review. In particular, this
research will dwell on the questions about the impact of Composite Leading Indicator (CLI),
Islamic banks' performance, and macroeconomic variables towards the profitability of
Islamic banks in Indonesia. Thus, the schematic diagram of this study is presents in figure 2.
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Figure 2: Schematic Diagram of the Study
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METHOD

This study empirically evaluating the contribution of Islamic banks towards economic
growth in Indonesia after the global economic crisis by utilizing quarterly data from 2004 to
2018. The selection of sample period is based on the data availability, moreover, this study
aims to covering the crises period in order to ascertained the contribution of business cycle
towards Islamic banks’ profitability ratio during economic turmoil. Therefore, this study
covering the subprime-mortgage in 2008, the Greek crisis in 2010, and the depreciation of
IDR against USD in 2018 (Bank Indonesia, 2018; Setya et al., 2020).

This study adopts Multiple linear regression to evaluate the correlation between Islamic
banks’ profitability and business cycle. Hesamian & Akbari (2020) explained that Multiple
regression analysis could be defined as the regression model with one dependent variable and
more than one independent variable. Thus, this method allows the researchers to encourage
several predictors variables in an equation to understand their correlation with the dependent
variable (Alexopoulos, 2010). Uyanik & Giiler (2013) stated that Multiple regression analysis
is more suitable for causal (ceteris paribus) analysis. Multiple linear regression methods is
one of the most widely used of all statistical methods. In banking and finance literature,
regression analysis is a very common method used to find the determinants of bank
performance (Amzal, 2016). Besides, Trad et al., (2017) adopted a multiple regression
analysis methods to check the robustness of the result in determining the financial stability of
Islamic banking. This study utilized Econometric Views (EViews) 9.0 software to processed
the data. The general model is formulated by equation (1):

ROA = a + B,CLI; + B,GDP; + B3INF, + B,FDR; + BsCAR, + BcNPF, + B,BOPO, + 1,
From the above formulated model, we can confirm that this study applied ROA for

the dependent variable and CLI to measures the business cycles. Whereas for the six
variables is used as the control variables which selected based on numerous empirical
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researches finding that has been explained in literature review and hypothesis development
section. In details, definitions of the variables used in this study are described as follows:

Table 1. Variable Explanation

Name Definition Sources

Return on  Assets | Return on Assets (ROA) is a ratio used to measure a | (Otoritas Jasa Keuangan,
(ROA) bank's ability to generate profits. 2020)

Composite  Leading | Composite Leading Indicator (CLI) is an index that | (OECD Data, 2020)
Indicators (CLI) describes the movement output gap

GDP GROWTH | GDP GROWTH is a measure of the economic | (ISDB Data, 2018)
(GDP) development of the country and until how far the

economy of the country has grown or is shrinking.

Inflation (INF)

Inflation is a general rise in the prices of goods and
services during a specific time.

(Bank Indonesia, 2020)

Financing to Deposit

Financing to Deposit Ratio (FDR) is financing and

(Otoritas Jasa Keuangan,

Ratio (FDR) third-party funds. 2020)
Capital Adequacy | Capital Adequacy Ratio (CAR) is the capital and risk-
Ratio (CAR) weighted assets.

Non-Performing
Financing (NPF)

Non-Performing  Financing (NPF) Problem of
financing problems of substandard up to a total
standstill and financing.

Operating Costs | Operating Costs Operating Income (BOPO) are
Operating Income | operating expenses and operating income.

(BOPO)

RESULT

The multiple linear regression should be done after meeting several requirements of
classical assumption. There are several stages in the test of classical assumptions. Includes,
autocorrelation, multicollinearity, heteroscedasticity, and normality test. Here are the
autocorrelation test results as follows:

Autocorrelation test is used to determine the presence of the correlation that occurs
between the residual on one observation with other observations on the regression model.

Table 2. Autocorrelation Test

F-statistic

1.382963 Prob. F (2,5)

0.3326

Obs * R-squared

5.342427 Prob. Chi-Square (2)

0.0692

This regression model used the Breusch-Godfrey analysis to assess the absence of

autocorrelation. Chi-Square is used to determine the presence of autocorrelation on the model
used. From the Breusch-Godfrey test, it has been made evident that the value of Prob. Chi-
Square is 0.0692, higher than in 0.05. Thus, it can be concluded that the regression model to
be used passes the autocorrelation test.

Heteroscedasticity test is used to detect the condition of independent variable is highly
correlated with the independent variables which included in the multiple regression test.

43
UIBE (International Journal of Islamic Business Ethics)

Vol. 6 No. 1 March 2021

IB:



E-ISSN: 2502-0633, P-ISSN: 2502-4647
http://jurnal.unissula.ac.id/index.php/ijibe
DOLI: http://dx.doi.org/10.30659 /ijibe.6.1.37-53

Table 3. Heteroscedasticity Test

F-statistic 0.284374 Prob. F (7,7) 0.9404
Obs * R-squared 3.321160 Prob. Chi-Square (7) 0.8538
Scaled explained SS 1.023405 Prob. Chi-Square (7) 0.9944

Based on table 3, we can confirm that the value of the chi-square probability is
0.8538, which means higher than 0.05. Then this regression model meets the
heteroscedasticity test.

Normality test is a test used to see whether data to be used is a normal distribution. In
this study, test normality using the assessment of Jarque-Bera Probability.

Figure 3. Normality Test

5
Series: Residuals
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4 Observations 15
Mean -2.59e-15
3 Median 0.018410
Maximum 0.181502
Minimum -0.219190
) Std. Dev. 0.124296
] Skewness -0.208724
Kurtosis 1.812952
14 Jarque-Bera  0.989591
Probability 0.609695
0
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The normal distribution of the data to reflected by the value of probability higher than
at 0.05. Based on figure 3, the probability value is 0.609695, which means higher than 0.05.
This result implied that the data is said to be normally distributed.

A multicollinearity test is used to determine the linear relationship between the
independent variables in the regression model.
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Coefficient | Uncentered Centered

Variable Variance VIF VIF

C 25.11320 12191.37 NA
NPF 0.006112 39.49114 3.280187
INF 0.000438 11.56222 2.950787
GDP 0.014796 229.9288 3.609167
FDR 3.95E-05 177.7624 2.804346
CLI 0.001940 9414.337 2.770370
CAR 0.000737 77.22065 2.540931
BOPO 7.67E-05 264.9814 4.318800

Based on table 4, the value of the VIF of all variables under 10.00. Therefore, it can
be concluded that this model does not occur multicollinearity.

Multiple Regression Test
Referring to the table 2-4, we can affirm that the model is passed all the classical
assumptions. Thus, the following table represents the multiple regression result of the model:
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Table 5. Multiple Regression Test

Variable Coefficient Std. Error t-Statistic Prob.

C -6.024337 5.011308 -1.202149 0.2684

CLI 0.099905 0.044047 2.268153 0.0576

GDP 0.136502 0.121637 1.122208 0.2988

INF -0.027075 0.020933 -1.293453 0.2369

FDR 0.000766 0.006282 0.121957 0.9064

CAR -0.053491 0.027153 -1.969985 0.0895

NPF -0.299424 0.078182 -3.829849 0.0065

BOPO -0.016884 0.008760 -1.927448 0.0953

R-squared 0.944626| Mean dependent var 1.398667

IAdjusted R-squared 0.889251| S.D. dependent var 0.528203

S.E. of regression 0.175780 Akaike info criterion -0.334636

Sum squared resid 0.216291| Schwarz criterion 0.042991

Log likelihood 10.50977| Hannan-Quinn criter. -0.338658

F-statistic 17.05885| Durbin-Watson stat 1.923247
Prob(F-statistic) 0.000667

Multiple linear regression is an analysis used to determine the influence of two or
more independent variables (CLI, INF, GDP, CAR, FDR, NPF, and BOPOQO) against
dependent variables (ROA). The impact of the use of multiple regression analyses can be
used to break up or decrease the value of dependent variables, which can be done through
raising or lowering the state of the variable Independent. Based on a statistical test multiple
regression that has been conducted can be compiled mathematical equations of this research
as follows:

ROA = -6.024337 + 0.099905 CLI + 0.136502 GDP — 0.027075 INF — 0.053491 CAR +
0.000766 FDR- 0.299424 NPF — 0.016884 BOPO + ¢

The above statistical test results portrayed that composite leading indicator, capital
adequacy ratio, non-performing financing, and operating cost of operating income were
significantly affecting the profitability ratio of Islamic banking. However, gross domestic
product, inflation, and finance to deposit ratio do not have an essential role in forming the
Islamic banks' profitability in Indonesia. From table 4, we can confirm that the business cycle
represented by CLI has a positive and significant impact on Islamic bank'’s profitability. The
probability value can show this is lower than o 10% (0.0576 < 0.1).
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DISCUSSION

The result of this study implies that the increase in the business cycle would lead to
higher Islamic banks' profitability. This result supported by several previous research in the
context of conventional banks such as Albertazzi & Gambacorta (2009) and Apergis
(2009). Those studies explained that business activities indicate the total output produced
by companies, thus measuring the economic condition. The conducive business
environment would trigger-up the financial intermediaries' institution, such as Islamic
banks, to allocate the capital resources and earn higher profit. Specifically, Islamic banks
rely on the real sector of economic activities (Ben Mimoun, 2019). Thus, the
connectedness between the business cycle and Islamic banks will be stronger than
conventional counterparts.

Moreover, a previous study conducted by Kayed (2012) explained that Islamic
banking promotes the creation of SMEs through partnership financing or well-known as
Profit-Loss Sharing (PLS). PLS means Islamic banks and entrepreneurs sharing risks, as
well as rewards related to entrepreneurial activities, which, in turn, will bring the economy
to new heights. Besides, Risfandy et al. (2020) also explained that profit and loss sharing
(PLS) mechanisms are more attractive for entrepreneurs because it based on equity
financing and not a debt arrangement as in conventional banks, which more beneficial for
both parties. Similarly, Fianto et al. (2018) and Naqvi et al. (2018) stated that PLS contract
is the equity financing which differentiates Islamic finance institution from the
conventional interest-based system. Hence, this current study underlined that companies
should engage more in Islamic banks to obtain their financial resources. It is offering more
benefit for companies than conventional banks. As a result, the increase of the company’s
business cycle and performance would move in the same direction with the Islamic banks’
profitability.

In the other perspective, Mensi et al. (2020) explained that the presence of Islamic
banks would provide financial services for those who are willing to use banking services
under Islamic principles. As Pratiwi (2016) said, partnership contracts in Islamic banks are
allowed SMEs to present better performances by channelizing the supportive technology
and knowledge for SMEs. Besides, evidence from 280 banks in 20 countries, Nosheen &
Rashid (2019) portrayed that Islamic banks have qualified and higher financial to deposit
ratio than conventional counterparts. Islamic banks have a better performance because it is
focused on investment in real assets, non-aggressive lending and provisioning strategies
(Nosheen & Rashid, 2019). Therefore, this study affirmed that Islamic banks' more
financial intermediaries, the higher profitability than Islamic banks. Thus, this study
corroborates the previous literature by ascertaining that the increase of business that
expands their business scales by gaining financial support from Islamic banks would affect
Islamic banks’ profitability.

This study also discovered that the capital adequacy ratio has a statistically significant
and negative effect on the profitability of Islamic banks. This reflected by the probability
value is lower than a 10% (0.0895 < 0.1). This result is in line with the existing study AL-
Omar & Al-Mutairi (2008); thus, the study suggested that Islamic banks should boost their
capital adequacy ratio to improve their capability to distribute the potential project funding.
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In the context of Indonesian Islamic banks, Sriyana (2015) discovered that the capital
adequacy ratio is negatively impacting the ROA. This study explained that the management
risk perspective could explain the negative relationship between those variables. Islamic
banks' contracts rely on real economic activities, for instance, profit-loss sharing contracts.
The higher the capital ratio of Islamic banks, the greater capacity of Islamic banks to cover
the assets losses from the consumers' business activities. Consequently, the higher capital
tends to degrade the Islamic banks' profitability ratio.

In contrast, Masood & Ashraf (2012) and Masood et al. (2015) revealed that assets
size has positive and significant impact on the profitability of Islamic banks. Moreover,
Trabelsi & Trad (2017) also found that the higher liquidity of Islamic banks reflects the
higher ability of banks' to manage and reduce their credit risk. The logic behind the result of
this current study might be the limited capital resources and liquidity restricted the banks'
competences to raise their revenue through financing the business activities.

Furthermore, non-performing finance is found to have a negative impact on Islamic
banks’ profitability, represented by the ROA rate. The probability value is 0.0065 and lower
than a 1%. This study indicates that the decrease of NPF will enhance the banks to earn more
profit. Previous research conducted by Masood & Ashraf (2012), Sriyana (2015) and Shah
Khan et al. (2014) discovered that NPF affects significant negative profitability, which means
that when there is a hike in the NPF hence the profitability value of Islamic banks will
decline. The ratio of non-performing loans which are comprised of loans classified as
substandard, doubtful, and loss. NPF is credited that they are not performing well and are
classified as inferior, uncertain, and failure. The task of Bank Indonesia (BI), among others,
is to maintain and preserve a healthy banking system and can be trusted to keep the economy.
Therefore, as central banks and banking supervisors in Indonesia, Bl provides the size of the
Bank rating provisions. One of the requirements of the NPF is Bl Banks NPF must have less
than 5%. In contrast, Supriani & Sudarsono (2018) showed no significant relationship
between ROA and NPF in Islamic banks.

Besides, this study demonstrated that the operating cost of operating income (BOPO)
negatively affected the Islamic banks’ profitability. Moreover, the probability value is lower
than a 10% (0.0953 < 0.1), indicating that BOPO has an essential role in shaping the ROA
level of Indonesian Islamic banks Sukmana & Febriyati (2016) explained that the smaller
ratio of BOPO, the more efficient Islamic banks manage their operational cost, which, in turn,
improves the banks’ financial performances. Therefore, in this current study, the negative
sign of coefficient reflects that the most efficient Islamic banks in managing their operational
cost would lead the profitability to move to a higher level. Several studies such a Sriyana
(2015), Masood et al. (2015) and Chowdhury & Rasid (2016) also verified that BOPO
significantly negatively affects the profitability of Islamic banks.

Table 5 also describes that several variables, such as gross domestic product,
inflation, and financing to deposit ratio, were not statistically significant in influencing the
Indonesian Islamic banks' profitability. This study ascertained that Inflation has insignificant
impact on Islamic banks' profitability. This result, supported by the previous study conducted
by Sholikhin et al., (2020), also showed that Inflation has no significant impact on the
profitability of Islamic banks. The probability value of these variables can show this result
are higher than a 10% (0.2988, 0.2369, and 0.9064 > 0.1). This study ascertained that GDP
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has a positive but insignificant impact on Islamic banks' profitability. This result, supported
by the previous study conducted by Masood et al. (2015), also showed that GDP has no
significant impact on the profitability of Islamic banks. In contrast, Shahid et al. (2015) found
that GDP has a positive and significant effect on the profitability of Islamic banks in
Pakistan. Similarly, Al-Harbi (2020) also declared that GDP and the profitability of Islamic
bank in Iran and Sudan are moves in the same direction. Specifically, in Indonesia's context,
Rahmah & Armina (2020) revealed that GDP has a positive impact on the banks'
profitability. These studies explained that the increase in GDP measured improving the
quantity of production, consumption, and expenditure. As a result, the financial transaction
would rise. Therefore, as a financial institution, Islamic banks would have more opportunity
to gain a higher profit.

The result of this study also discovered that inflation has negative but does not have a
substantial impact on ROA. Existing studies include Zarrouk et al. (2016) and Trad et al.
(2017) stated that inflation does not play a significant role in driving the Islamic banks'
profitability. In contrast, several previous studies such as Trabelsi & Trad (2017) and
Chowdhury & Rasid (2016) proved that inflation significantly triggers down the profitability
rate of Islamic banks. However, Shahid et al. (2015) demonstrated a positive and significant
correlation between inflation and ROA. Furthermore, this current study discovered that
financing to deposit ratio was not the essential variable that formed the Indonesian Islamic
banks' profitability. This result supports the conclusion from the research by Alarussi &
Alhaderi (2018) which explained that the FDR has no significant effect on the banking
profitability in Malaysia. In contrast, Sriyana (2015), Alzoubi (2018) and Sudarsono (2017)
stated that FDR statistically affecting the Islamic banks' profitability ratio.

Furthermore, from the same table, we can verify that R-Squared for the model is
0.889251. This value reflected that about 88.9% of changes in the percentage of Indonesian
Islamic banks’ profitability are explained by CLI, GDP, inflation, CAR, FDR, NPF, and
BOPO during the period from 2004-2018. Besides, we can find that Prob (F-Statistic) is
0.000667 with confidence level at a 5%; the F-statistic test in this current study reveals
probability value is higher than 0.05. This value implied that CLI, GDP, inflation, CAR,
FDR, NPF, and BOPO simultaneously were the determinants factors of Islamic banks’
profitability ratio, which measured by ROA.

CONCLUSION

The statistical data analysis in this study explains that the composite leading indicator
variables have a positive influence on the profitability of Islamic banks. This study revealed
that the increase in business cycle activities would boost the Islamic banks' profitability.
Theoretically, the increase in the business cycle reflected the growing revenues of the
company. Consequently, this phenomenon would affect the companies' ability to pay their
loan to an Islamic bank and influence the increase of Islamic banks' profitability. Moreover,
CAR, BOPO, and NPF variables negatively affect the profitability of Islamic banks.
Furthermore, this study also demonstrated that INF, GDP, and FDR variables did not affect
the profitability of Islamic banks in Indonesia. But collectively, the variables of CLI, CAR,
BOPO, NPF, INF, GDP, and FDR are influential in the profitability of Islamic banks in
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Indonesia. Based on the result, this study suggests that the business cycle should offer
financing more from Islamic banks. Moreover, the Islamic banks should enlarge their
contribution towards the business cycle development, which, finally, will affect the increase
of the Islamic banks' profitability itself. This study's main limitation is to examine and discuss
the general correlation between Islamic banks and the business cycle in Indonesia; thus, the
result might be biased when it turns to the specific Islamic banks, region and culture.
Therefore, further research is needed to deepening this topic by adopting panel data
regression to illustrate the particular Islamic banks' condition and business cycle in various
areas.
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