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Abstract

The relationship between market structure and bank performance has been studied extensively in various
countries, some of those using a structure-conduct-performance (SCP) approach. Previous studies showed that
market structure was found to be one of the main factors of bank performance. Most of the study primarily
focused on conventional banking industry, while the study of relationship between market structure and
performance of the Islamic Banks in Indonesia is very limited.

The purpose of this study was to examine the relationship between market structure and performance of the
Islamic Banks in Indonesia, for a period of 12 years from year 1999 to 2011, using regression panel data analysis.
The result of this study indicate the significant relationship between market concentration (HHI) with Return of
Equity (ROE) of Islamic Banks in Indonesia. Number of Sharia Business Unit has a positive effect on Return on
Assets (ROA) and ROE of Islamic Banks in Indonesia. Meanwhile the firm ownership did not show any
significant relationship to ROE and ROA of Islamic Banks in Indonesia.

Keyword: market structure, market concentration, Islamic Banks in Indonesia, bank performance
1. Introduction

Islamic Banking system in Indonesia began in 1992 with the issuance of Regulation No. 7/1992 which enables
bank to run its Islamic Banking operations with profit sharing system. In 1992 the first Islamic Bank in Indonesia,
Bank Muamalat Indonesia (BMI), was established. After the launch of the Dual Banking System through
Regulation No.10/.1998 as amendment of Regulation No 7/1992 concerning Banking, Indonesian Islamic
Banking started to rise, beginning with the establishment of Bank Mandiri Sharia in 1999 which is its own entity.
Besides Islamic Bank (IB), Sharia Islamic Banking Unit (SBU), which is part of the parent entity, continued to
grow.

The presence of Islamic Banking in Indonesia became one of the promising alternative financing concepts. The
concept of Islamic Banking was still relatively new to the people of Indonesia, including the Muslim community
itself. However, with the banking regulations that encourage the development of Islamic Banking and the growth
of Islamic Banking performance, those become the main attraction for conventional banks and investors to open
Islamic Banks, Sharia Business Units and Islamic Rural Banks. As of the end of 2011, the number of Islamic
Banks in Indonesia is 11 banks and SBUs are 24 units. Nine (9) of the Islamic Banks in Indonesia are subsidiary
of a conventional bank, and those can be classified into two groups: 1) Government (State-Owned Commercial
Bank and Regional Development Banks) and 2) Private Owned Bank.

Based on the statistical data of Indonesian Central Bank, the Indonesian Islamic Banking assets grew by 5.23%
over the last ten years. This growth was higher than the growth in the banking industry as a whole in the same
time frame. The Islamic Banking market share growed more than 0.25% in 2001 to 4.7% in 2011, but this market
share was much lower than the target of 5% market share in 2008. To increase the market share, the government
has made some efforts to the growth of Islamic Banks, either by opening Islamic Banking subsidiaries of the
parent conventional bank, conversing from conventional banks into Islamic Banks, encouraging SBU
development, or by other policies. The existence of this policy can certainly affect the structure of the Islamic
Banking industry, market concentration, the level of competition and may further affect its performance.

By understanding the relationship between market structure and performance of the Islamic Bank in Indonesia,
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will be useful for companies and regulators, in particular to identify the key determinants of the performance of
Islamic Bank in Indonesia. This paper examines the effect of market concentration and other factors of market
structures on the performance of Islamic Bank in Indonesia.

The paper is organized as follows: Chapter 1 Introduction, Chapter 2 Literatur reviews of previous research
related to this study. Chapter 3 describes the data and methodology of the study, Chapter 4 is the result of
research and discussion, and Chapter 5 contains a summary of the research results and policy implications.

2. Literature Review
2.1 Market Structure

In most studies, market structure was found to be one of the main factors of bank performance. Profitability of
banks found to be positively related to the level of market concentration. It means that profitability will be
increased by increasing of market concentration and combined price, and smaller number of competitors. This
shows that concentration can have adverse effects on the environment of industry competition. Several studies
found that banks with a larger market share and have a strong market forces can obtain supernormal profits,
which would hinder competition and may affect the sound of small banks. Conversely, there are other studies
found that the relationship between bank performance and concentration or market power is false. These findings
indicated that the relative performance of each bank and the profitability of the industry is more dependent on
bank production efficiency, in addition to other operational conditions and macro-economic factors.

The relationship between market structure and bank performance has been studied extensively in various
countries, some of those using a structure-conduct-performance (SCP) hypothesis. Structure-Conduct-
Performance (SCP) can be defined as the relationship between market structure, conduct and performance of the
corporate enterprise. The structure-conduct-performance (SCP) model has been derived from the economic
concepts of market structure in the 1940s and 1950s. Bain (1950) were the first to develop this model by finding
a statistically significant relationship between profitability and concentration of manufacturing industries in the
United States. The new approach has been developed, by Demsetz (1973), to explain the relationship between
market structure and performance. This study shows that the positive relationship between concentration and
profits may reflect differential efficiency of the largest and small companies, not collusion. Thus, a positive
relationship between concentration and profits caused by the increase in market share by the company is more
efficient, leading in turn to an increase in concentration.

Most studies conclude that if the market structure consists of several companies, the implementation of the
company is more likely to include efforts to establish excessive prices and make suboptimal output, combined
with the estimated revenue maximization (Heggested, 1977; Heggested & Mingo, 1977). When bank regulation
was developed, the traditional SCP paradigm has been the driving force behind the industry's antitrust
enforcement. Since then, many empirical studies have been conducted on SCP in the banking industry is done by
reflecting the previous industry studies. That study focused on the banking industry indicators, such as prices,
costs and profitability, as a barometer to serve the community. Evanoff and Fortier (1988), Smirlock (1985) and
Gilbert (1984), who have studied the relationship between the structures of the banking market, stated that bank
profitability is mainly due to the company's efficiency. McLeay and Molyneux (1989), showed significant
evidence that there was a positive relationship between concentration and bank performance.

According to microeconomic theory, market structure influenced the behavior of their respective companies. The
length of the structure, in the context of SCP model, referring to the number of banks that serve a particular
market and the barriers to entry into the market. Market structure responds to internal variables, such as
competition and regulation, as well as external variables, such as changes in technology, economic and
population situation. Lewis and Davis (1987) argue that in most developed countries, banks are highly
concentrated. In other words, the SCP model shows that market concentration lower the cost of collusion
between the banks and end up in suboptimal, which is higher than normal, the advantages for all market
participants.

Smirlock (1985) illustrates that there is no relationship between concentration and profitability, but the Bank's
market share and profitability of banks. The hypothesis states that the market concentration is not a random
event, but the result of the company superior efficiency gain substantial market share. In this case, market share
and profitability are correlated but there will be no relationship between market concentration and profitability.
These findings do not support the idea that the market concentration in banking generates monopoly profits
obtained, and showed that the effect of the concentration reported in previous studies is spurious and probably
due to the relationship between profitability and market share variable is eliminated.
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Molyneux and Forbes (1995) explains that the market structure and performance in 18 European countries for
the four year period 1986-89 were measured to test the two hypotheses SCP and ES, using the collected annual
data. He showed that if the SCP paradigm found clearly in the European market, this would mean that the
antitrust or regulatory policies should be aimed at changing market structures in order to improve the quality of
the rivalry or Bank Performance. If the hypothesis of efficiency is found, then the increase in the concentration
of the banking market should not be limited by antitrust or regulatory action. In this study, to measure the
performance of the bank used Return on Assets (ROA), and the independent variables include certain markets
and company-specific variables. Ten firms concentration ratio (CR10) is used as a measure of market structure
and measure market share for the capture efficiency of the company. A number of control variables included to
account for other risks, costs, size and ownership characteristics. The result presents SCP support to the
traditional approach. In short, they showed that the concentration in European banking markets lower the cost of
collusion between firms.

Chirwa (2003) examined the relationship between market structure and profitability of commercial banks in
Malawi using time series data between 1970 and 1994. Competition in the primary market for commercial banks
increased due to an increase in the number of financial institutions and commercial banks. Bhatti (2010)
conducted a study on the relationship of market structure and bank performance in Pakistan, by using regression
analysis model; the results show that there is a positive effect of the ratio between the concentrations of
performance.

Ajlouni (2010) examined the market structure based on empirical studies from 1960 to 1980. The result provides
evidence of how market structure affects the performance of the banking organization. Empirical studies are
categorized into two groups. The first group to evaluate the relationship between market structure and
performance of the company's banks, which found that 'one third' of the studies, reported a positive relationship
entirely. While in the second group concentrates on efficient market structures that are conductive to competitive
pricing of banking services. To measure performance, the majority of approaches using Return on Assets ratio
(ROA), profit sharing and fee of the total financing (Net Interest Income-NII), Return on enquiry (ROE), Interest
Rate on Loan (Funding) and profit sharing paid on deposits.

2.2 Firm Ownership

Several studies have been conducted to examine the relationship between the performances of the Bank's
ownership structure. Short (1979); showed that there is a negative relationship between government ownership
of the Bank's profitability. Bourke (1989) also showed a negative coefficient in the profit equation, using a
dummy variable of government ownership and return on assets (ROA) and Return on Capital (ROC) as the
dependent variable. Hadad et al. (2003) conducted a study of the relationship of ownership structure and bank
performance in Indonesia. He conducted a study on how performance of a bank will be affected by who is the
owner of the bank, by using empirical data of 131 banks. Among six performance measurements that he used,
there were Return on Assets (ROA) and Operating Expenses compared to Operating Income (OER). Hadad et al.
(2003) concluded that the bank performance depend on (1) the achievement of the performance of an
organization depends on the performance of management, (2) management performance can be affected by the
intervention of the owner, (3) management cannot act solely for the benefit of the owner, although the goal to
maximize profits, and (4) owners can do the management of organizational intervention. It can also be concluded
that bank performance is not entirely influenced by the ownership structure.

3. Data and Methodology
3.1 Data

The research was conducted by taking secondary data from quarterly financial reports and annual reports of 11
Islamic Bank in Indonesia, Indonesian Central Bank statistics, for the period 1999-2011. To determine the effect
of bank ownership, in this study, the Islamic Banks in Indonesia are grouped into two groups: 1) Islamic Bank
owned by government and 2) Islamic Bank owned by private. There are four government-owned Islamic banks,
namely 1) Bank Mandiri Sharia, 2) BNI Sharia, 3) BRI Sharia and 4) BJB Sharia. The privately-owned banks
include 1) Bank Muamalat Indonesia, 2) Bank Mega Sharia 3) Bukopin Sharia, 4) BCA Sharia, 5) Bank PANIN
Sharia, 6) Bank Victoria Sharia, and 7) Maybank Sharia.

To analyze the influence of the market structure to bank performance, we used several variables as follows:
1) The number of Islamic Banks (IB), in Indonesia in the period 1999-2011;
2) The number of Sharia Business Unit (SBU) in Indonesia in the period 1999-2011.

3) The concentrations used Hirshmann the Herfindahl Index (HHI), is a measure of company size and industry
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indicators in relation to the amount of competition among them.
4) Size of the company-the total assets (SIZE).

5) Firm ownership type (DOWN)

3.2 Methodology

For the initial analysis we used exploratory data analysis by calculating the HHI and CR4 in 2010-2011, to
determine the structure of Islamic banking market in general. Then to determine the effect of structural factors on
the performance of Islamic Bank industrial we use panel data analysis approach with Stata statistical package. To
measure of the concentration ratio of HHI (Herfindahl Hirshmann the Index) is calculated by summing the
squared market share of each firm in the industry multiplied by 10,000, or the formula is as follows:

HHI = 10.000 X Wi 1)
Where W is the market share of firm i is in industry.

To analyze the effect of market structure on the performance of the Islamic Bank will use panel data regression
model is expressed as follows:

Yi =i+ oo D+ B X Tt ey (2
Where
i=1,2,..,N;firm;t=1, 2, ..., T, time series;
Y ™ = Firm Performance:
Y, ! = Return on Asset (ROA),
Y, > =Return on equity (ROE),
Y,,” = Operating Expenses/Operating Income (OER),
Y, * = Financing to Deposit Ratio (FDR),
Y,,” = Total Asset (ASSET),
Y, ® = Profit (PROFIT),
Y,,” = Third Party Fund (TPF),
Y, ® = Financing (FIN);
X;; ™ = Structure:
X;, ! = Number of Islamic Bank (I1B),
X, 2 = Number of Sharia Business Unit (SBU),
X7 = Bank Size (Total Asset) Islamic Bank, (SIZE),
X, * = Herfindahl-Hirschman Index of Islamic Bank (HHI);

D; = Dummy variable (DOWN), to determine the effect of the difference between the ownership type of the
government or private company:

D; = 1; Private,
D; = 0; Government;
e; = Error.

Data panel (or longitudinal data) is the data that have spatial dimensions (individual) and time. In the data
panel, the data cross section has a same observable time. If each unit cross section has a number of
observation time series are the same then it is called a balanced panel. Conversely, if the number of
observations is different for each unit of cross section is called unbalanced panel. Incorporation of cross
section and time series in the study of panel data is used to overcome weaknesses and to answer questions
that cannot be answered by the pure model cross section and time series (Baltagi, 2005). To estimate the
panel data model, in this study we used three approaches: the least squares approach (Pooled Least Square
or PLS), Fixed Effect Model (FEM) and Random Effect Model (REM). Those models are distinguished by
the presence or absence of a correlation between the error components with independent variables.
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3.2.1 Pooled Least Square (PLS)

This approach is a simple way to use a combination of all the data (pooled), so there are N x T observations,
where N denotes the number of cross section units and T denotes the number of time points used, which is
regressed using the Ordinary Least Square (OLS) model.

3.2.2 Fixed Effect Model (FEM)

A Fixed Effects Model is a statistical model that represents the observed quantities in terms of explanatory
variables that are treated as if the quantities were non-random. The fixed effect assumption is that the individual
specific effect is correlated with the independent variables X;, or have patterns that are not random.

3.2.3 Random Effect Model (REM)

A random effect(s) model, is a kind of hierarchical linear model. The random effects assumption is that the
individual specific effects are uncorrelated with the independent variables X, or have patterns that are random.

To test this assumption we use the Haussmann Test. The Haussmann test can be directly used to choose
between the FEM and REM. To test which model is more appropriate between REM with PLS, we used test
statistics Breusch and Pagam Lagrangian Multiplier test (LM) for random effects.

3.3 Financial Performance Measurement

To measure the financial performance of the bank, this study uses four financial ratios adopted from Samad
(2000), Ismail (2010).

3.3.1 Profitability Ratios

Profitability ratios are used to assess a company's ability to generate earnings as compared with expenses and
other related expenses that occurred during the specified time period. This study uses the following ratios to
measure the profitability of banks.

Return on Assets (ROA) = profit after tax/total assets 3)

This ratio shows how banks can convert assets into net income. The higher value of this ratio indicates a higher
ability of the company. This ratio provides an indicator to evaluate the efficiency of managerial,

Return on Equity (ROE) = profit after tax/equity. 4)

This ratio shows how banks can make a profit with the money shareholders have invested. The higher value of
this ratio indicates higher financial performance. Such as ROA, this ratio is also an indicator of managerial
efficiency.

3.3.2 Liquidity Ratios

The liquidity ratio measures the bank's ability to meet its short term obligations. Generally, a higher value of this
ratio indicates that the company has a greater safety margin to cover its current liabilities. Among the various
measures of liquidity, this study uses the following ratios.

Financing to Deposit Ratio (FDR) = financing/deposit %)
The low value of this ratio indicates that a bank has excess liquidity. This ratio also shows the effectiveness of
the mediation function. In the context of conventional banks, this ratio is known as Loan to Deposit Ratio (LDR).

In addition to measuring liquidity, this ratio also shows the risks of financing for a company. The high value of
this ratio indicates the possibility of bankruptcy.

3.3.3 Efficiency Ratio
In this study the ratio used in the ratio of operational efficiency to measure the efficiency of the bank, as follows.
Operational Efficiency Ratio (OER) = Total Operating Expenses/Total Operating Income 6)

This ratio shows how efficiently a company uses the assets, revenues and minimizes costs. In other words, it
shows how well the company can reduce costs and improve productivity.

4. Results

This chapter presents the results of research using panel data analysis with PLS, FEM and REM models, using
LISREL program. Table 1 presents the results of data model estimation of market structure parameters that have
influence on the performance of ROA, ROE, FDR, TPF, and Financing of Islamic Banks. In general, the
estimation gave a good result. This can be seen on the statistical value of F/Wald test resulted from three
estimation methods with significance level 1-5 percent. The results suggest that the Islamic banking market
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structure variables used in the model together affect the performance of the Islamic Bank. To choose the most
appropriate model, we used the Chow Test for selecting the most suitable model between the PLS and FEM
model, used Haussmann test to choose between FEM and REM model, and used LM test to compare between
REM the PLS model. In the test results with the FEM model, if there was a collinearity on the dummy variable
test results, then the model would not be used, although the results of the F test and the Chow Test significant.

Table 1. Estimation results of relationship between market structure and Islamic Banks performance variables

Market Variable of Islamic Bank Performance*
No Structure ROAY  ROE" OEOP FDR® PROFIT”  TPF? FIN'
variables
1 IB 0.000 0.011 0.027 0.011 -1898.08%  -24373.04°  -71223.05°
2 SBU 0.001” 0.030° -0.010” -0.005 520.30" -4546.64° 15699.33°
3 SIZE -450e-10  -4.17¢-09  -1.29¢-08  5.53¢-09 0.009° 0.089° 0.7743°
4 HHI 0.075 1.793% -0.090 3.0159 25674.33 229510.4 11921779
5 DOWN -0.005 -0.154 0.481° 0.579" 3055.19 -36202.37 -15459.13
6 Constanta -0.020°  -0.551° 0.702° 0314 -6633.22 5098.39 -22327.32
F/Wald Test 17.47° 3.80° 10.80? 32.70% 135.71° 28337.51° 3413.959
Chow F Test 2.96” 0.71 17.599 20.86°) 2.10” 21.529 0.70
Haussmann/LM 0 0.00 0.33 0.75 1.20 57.93° 0
R’ 0.0778 0.0664 0.1114 0.2464 0.7176 0.9981 0.9846

Source: Result of Data Model Estimation.

Notes:

D PLS method is the most suitable for this model compare to other method
? FEM method is the most suitable for this model compare to other method
) REM method is the most suitable for this model compare to other method

¥ Significant at level 10%; ' Significant at level 5%: © Significant ant level 1%

4.1 Model Estimation: Relationship between Market Structure and Profitability (ROA & ROE)

For analysis the effect of market structure to ROA Islamic Banking (IB), the chosen model is a REM model, as
the most suitable model in accordance with the test results of Haussmann Test and Breusch and Pagam
Lagrangian multiplier test (LM). Individual test result from data panel regression showed that number of Sharia
Business Units (SBU) has a significant influence on the performance of ROA, which is shown from the results of
the model in Table 2 and 3, the coefficient of SBU has a positive value 0.001 with the value of P> | z | is 0.001,
which means significant at level 1%. It means that an increase of one unit SBU is expected to increase ROA by
0.1%. Meanwhile the other variables (IB, SIZE, HHI and DOWN) did not show any significant effect on ROA
BUS, with each value of P> | z | is more than 0.10.

Table 2. Model estimation result-relationship between market structure and Islamic Bank’s ROA (REM)"

Random effect GLS regression Number of obs = 273
Group variable = bank Number of groups = 11
R-sq:  Within= 0.0558 Obs per group: min = 23
Between = 0.2980 Avg = 2438
Overall = 0.0778 Max = 25
Wald chi2 (5) = 1747
Corr (u_i, x) = 0 (assumed) Prob > chi2 = 0.0037

Source: Result of Data Model Estimation

Y REM method is the most suitable for this model compare to other method
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Table 3. Coefficient result-relationship between market structure and Islamic Bank’s ROA (REM)"

ROE Coefficient Std. Error V4 P>|z| [95% Conf. Interval]
IB 0.000 0.001 0.16 0.873 -0.002 0.003
SBU 0.001 0.000 3.41 0.001 0.001 0.002
SIZE -4.50e-10 8.43e-10 -0.53 0.594 -2.10e-09 1.20e-09
HHI 0.075 0.049 1.51 0.132 -0.022 0.172
DOWN -0.005 0.012 -0.38 0.704 -0.029 0.020
Constanta -0.020 0.012 -1.75 0.081 -0.043 0.002
sigma_u 0.017

sigma_e 0.049

Rho 0.110 (fraction of variance due to u_i)

Source: Result of Data Model Estimation

Y REM method is the most suitable for this model compare to other method

For analysis the effect of market structure to ROE Islamic Banking (IB), the chosen model is a PLS model, as
the most suitable model. Individual test result from panel data regression showed that number of Sharia Business
Units (SBU) and market concentration (HHI) has a significant influence on the performance of ROE, which is
shown from the results of the model in Table 4 and 5, the coefficient of SBU and HHI, has a positive value 0.030
and 1.793 respectively with the value of P> | t | is 0.003 for SBU, which significant at level 1%; and the value of
P> | t | is 0.053 for HHI, which significant at level 10%. It means that the increase of one point of HHI is
expected the ROE will increase by 179%, ceteris paribus. Meanwhile the other variables (IB, SIZE, and DOWN)
did not show any significant effect on ROE BUS, with each value of P> | t | is more than 0.10.

Table 4. Model estimation result-relationship between market structure and Islamic Bank’s ROE (PLS)"

Source SS Df MS Number ofobs = 273
Model 27.7890959 5 5.55781919 F (5,267) = 3.80
Residual 390.709272 267 1.46333061 Prob >F = 0.0024
Total 418.498368 272 1.53859694 R-squared = 0.0664
Adj R-squared = 0.0489
Root MSE = 1.2097

Source: Result of Data Model Estimation

Y PLS method is the most suitable for this model compare to other method

Table 5. Coefficient result-relationship between market structure and Islamic Bank’s ROE (PLS)"

ROE Coefficient Std. Error T P>|t] [95% Conf. Interval]
IB 0.011 0.040 0.32 0.751 -0.058 0.079
SBU 0.029 0.009 3.01 0.003 0.010 0.049
SIZE -4.17e-09 1.91e-08 -0.22 0.827 -4.18e-08 3.34¢-08
HHI 1.793 0.924 1.94 0.053 -0.026 3.612
DOWN -0.153 0.154 -1.00 0.319 -0.456 0.149
Constanta -0.551 0.185 -2.98 0.003 -0.914 -0.187

Source: Result of Data Model Estimation

Y PLS method is the most suitable for this model compare to other method

4.2 Model Estimation-Relation between Market Structure and Operational Efficiency (OER)

For analysis the effect of market structure to operational efficiency (OER) of Islamic Banking (IB), the chosen
model is a REM model, as the most suitable model in accordance with the test results of Haussmann Test and
Breusch and Pagam Lagrangian multiplier test (LM). Individual test result from data panel regression showed
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that number of Sharia Business Units (SBU) and ownership type (DOWN) have significant influence on the
performance of OER. From the results of the model in Table 6 and 7, the coefficient of SBU has a negative
value-0.010 with the value of P> | z | is 0.033, which means significant at level 5%. It means that an increase of
one unit SBU is expected to reduce the OER by 1%, or more efficient. The coefficient of DOWN has a positive
value 0.481 with the value of P> | z | is 0.066, which means significant at level 10%. A positive sign at
coefficient DOWN means that the Islamic Bank owned by private company is less efficient compare to Islamic
Bank owned by government.

Table 6. Model estimation result-relationship between market structure and Islamic Bank’s OER (REM)"

Random effect GLS regression Number of obs = 273
Group variable = bank Number of groups = 11
R-sq:  Within = 0.0293 Obs per group: min = 23
Between = 0.2367 Avg = 248
Overall = 0.1114 Max = 25
Wald chi2 (5) = 10.80
Corr (u_i, x) = 0 (assumed) Prob > chi2 = 0.0555

Source: Result of Data Model Estimation

Y REM method is the most suitable for this model compare to other method

Table 7. Coefficient result-relationship between market structure and Islamic Bank’s OER (REM)"

ROE Coefficient Std. Error Z P>|z]| [95% Conf. Interval]
IB 0.027 0.017 1.59 0.112 -0.006 0.059
SBU -0.010 0.005 -2.14 0.033 -0.019 -0.000
SIZE -1.29¢-08 1.04e-08 -1.24 0.213 -3.33¢-08 7.43¢-09
HHI -0.090 0.681 -0.13 0.894 -1.426 1.245
DOWN 0.481 0.261 1.84 0.066 -0.031 0.993
Constanta 0.702 0.221 3.17 0.002 0.267 1.137
sigma_u 0.399

sigma_e 0.571

Rho 0.328 (fraction of variance due to u_i)

Source: Result of Data Model Estimation

Y REM method is the most suitable for this model compare to other method

4.3 Model Estimation-Relationship between Market Structure and FDR

For analysis the effect of market structure to Financing to Deposit Ratio (FDR) of Islamic Banking (IB), the
chosen model is a REM model, as the most suitable model in accordance with the test results of Haussmann Test
and Breusch and Pagam Lagrangian multiplier test (LM). Individual test result from panel data regression
showed that number of market concentration (HHI) and ownership type (DOWN) have significant influence on
the performance of FDR. From the results of the model in Table 8 and 9, the coefficient of HHI has a positive
value 3.015 with the value of P> | z | is 0.000, which means significant at level 1%. It means that the increasing
of market concentration will increase the FDR of Islamic Bank. The coefficient of DOWN has a positive value
0.578 with the value of P> | z | is 0.032, which means significant at level 5%. A positive sign at coefficient
DOWN means that the Islamic Bank owned by private company has a higher FDR ratio compare to Islamic
Bank owned by government.
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Table 8. Model estimation result-relationship between market structure and Islamic Bank’s FDR (REM)"

Random effect GLS regression Number of obs = 273
Group variable = bank Number of groups = 11
R-sq.:  Within= 0.0970 Obs per group: min = 23
Between = 0.4391 Avg = 2438
Overall = 0.2464 Max = 25
Wald chi2 (5) = 3270
Corr (u_i, x) = 0 (assumed) Prob > chi2 = 0.0000

Source: Result of Data Model Estimation

Y REM method is the most suitable for this model compare to other method

Table 9. Coefficient result-relationship between market structure and Islamic Bank’s FDR (REM)"

ROE Coefficient Std. Error V4 P>|z]| [95% Conf. Interval]
IB 0.011 0.014 0.80 0.424 -0.016 0.039
SBU -0.003 0.004 -0.84 0.398 -0.011 0.004
SIZE 5.53e-09 8.95¢-09 0.62 0.537 -1.20e-08 2.31e-08
HHI 3.015 0.599 5.03 0.000 1.839 4.190
DOWN 0.578 0.269 2.15 0.032 0.050 1.107
Constanta 0.314 0.224 1.40 0.162 -0.126 0.754
sigma u 0.419

sigma_e 0.488

Rho 0.425 (fraction of variance due to u_i)

Source: Result of Data Model Estimation

Y REM method is the most suitable for this model compare to other method

5. Discussion
5.1 Impact of Market Structure to Profitability (ROA & ROE)

From Table 1 we can see that number of Islamic Bank did not show any significant impact to profitability of
Islamic Bank both ROA and ROE; however the increasing number of Islamic Bank may reduce the average
profit of the IB, as it is shown at Table 1, with the value of -1898.08 and significant level at 5%. Meanwhile,
number of Sharia Business Unit has a positive impact to profitability of Islamic Bank, both ROA and ROE. This
condition shows that the additional of SBU which is located at conventional bank holding location, can increase
the awareness of conventional bank customer regarding the sharia product, and it lead them to open account at
SBU or Islamic Bank, especially for the financing (Table 1, shows the relationship between SBU and financing
(FIN) is positive and significant at level 1%).

Size and the market concentration of the Islamic Bank did not show any significant influence directly to the
ROA; however it can increase the average number of profit for the Islamic Bank, so that the increasing of size
and market concentration will increase the average profit. Table 10 shows the total asset and HHI of Islamic
banking in Indonesia for period 2010-2011. By the end of 2011 the market share of Islamic banking was
dominated by two banks namely Bank Mandiri Sharia (41%) and Bank Muamalat Indonesia (27%), with HHI
values respectively 1.744 and 776. The HHI score of 2,705 or more than 1800 shows that the Islamic banking
industry is highly concentrated in a few companies, in this case are concentrated in Bank Mandiri Sharia and
Bank Muamalat Indonesia.
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Table 10. Market share of Indonesian Islamic Banks 2010-2011

Market Share

Bank Name Est. Total Assets (IDR Trillion) (%) HHI ROA (%) ROE (%)
2010 2011 Growth % 2010 2011 2010 2011 2010 2011 2010 2011
Muamalat 1992 21,442 32,479 51.5 27.1 278 736.3 776.8 1.3 1.5 17.7 207
Mandiri Sharia 1999 32,481 48,671 49.8 411 417 1,689.7 11,7444 22 1.9 63.5 648
Mega Sharia 2004 4,637 5,565 20.0 5.8 4.7 34.4 22.8 1.9 1.5 268 16.8
BRI Sharia 2008 6,856 11,200 63.4 8.6 9.6 75.2 92.3 0.3 0.2 1.3 1.2
Bukopin Sharia 2008 2,193 2,730 24.4 2.7 23 7.7 5.4 0.7 0.5 9.6 6.2
Panin Sharia 2009 458 1,016 121.7 0.5 0.8 0.3 0.7 -2.5 1.7 -47 28
BCA Sharia 2010 874 1,217 39.2 1.1 1.0 1.2 1.1 0.7 09 1.2 2.3
BNI Sharia 2010 6,394 8,466 324 8.1 7.2 65.5 52.7 0.6 1.2 3.6 6.6
BIJB Sharia 2010 1,930 2,849 47.6 24 2.4 5.9 59 0.7 1.2 1.6 3.6
Maybank Sharia 2010 1,410 1,692 20.0 1.7 1.4 3.1 2.1 4.4 35 54 4.9
Victoria Sharia 2010 336 642 90.7 0.4 0.5 0.2 0.3 1.1 6. 24 18.7
Total 79,018 116,533 47.5 100 100
CR4 Ratio 0.85 0.87

Source: Data Analysis from Indonesian Central Bank Statistics 2011.

Table 10 shows that from 2010 to 2011 there were 6 Islamic Banks that enter the market, which influences the
market share and HHI of individual Islamic banking in Indonesia. Most of the banks that increase their assets
increase their HHI as well as their ROE, as Bank Mandiri Sharia, Bank Muamalat, BJB Sharia, and Panin Sharia.
Even though there are several small banks that increase their assets but their HHI decrease as well as their
profitability (ROA and ROE) such as Bukopin Sharia, MayBank Sharia, and Mega Sharia. This condition shows
that the profitability of Islamic Bank in Indonesia is not only influenced by market concentration, but also
influenced by other factors, however for some extend the HHI can influence the ROE of Islamic Bank in
Indonesia. From Table 1 and Table 10, we can see that the ownership of Islamic bank, whether government or
private, did not have significant influence to the profitability. However the government Islamic Bank tends to
have a higher growth in assets compare to private Islamic bank, so that their increase their market shares.

The result that shows the market concentration has positive relationship with the profitability (ROE) is consistent
with several previous studies that have examined the structure of the market, in their evaluation of the
performance of the bank (Evanoff & Fortier 1988; Molyneux & Thornton, 1992; Molyneux & Forbes, 1995;
Chirwa, 2003; Batti & Hussein, 2010). Contrary to the research conducted by Flamini et al. (2009) in
Commercial Bank Profitability in Sub-Saharan Africa, that showed that the market concentration had no direct
effect on bank profitability estimation.

5.2 Impact of Market Structure to Operational Efficiency (OER)

The result of this research shows that number of Sharia business unit and type of ownership influence the
operational efficiency of Islamic bank. The presence of Sharia business unit at conventional bank holding
location will increase the penetration of Islamic banking product and services thru the captive market of
conventional bank customer, and it will minimize the investment cost required for opening a new branch.

Based on the research of Rivai et al. (2007) showed that consumers and prospective consumers have rational
considerations in choosing a bank including economic motives to make his choice. Around 51.4% from 214
respondents of conventional bank customers mentioned that they choose Islamic Bank because of the interest,
instead of the concept of religion. They also still choose various products offered by conventional banks. From
the study also showed that 61% of respondents are considering moving to the Islamic banks. The respondents
who expressed that they did not interest in moving from conventional banks to Islamic banks, stated that the
main reasons were (a) the information of Islamic Banking is not clear, (b) does not know about Islamic banking
products, (c) limited branch network of Islamic banks, and (d) currently they don’t require the services of Islamic
banking.

Thus the existence of SBU on Conventional Banks can be an impetus for conventional bank customers who are
interested in moving into Islamic banks or wanting to gain more benefits of the product and service Islamic bank.
It can also improve the efficiency of the Islamic Bank, because indirect costs of the promotion of Islamic
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banking services carried out by Islamic business units are located in a conventional bank location. From the
ownership type, the Islamic bank owned by government is more efficient compare to private Islamic bank. One
of the reasons is that many of government Islamic bank outlets are located at conventional bank holding
branches. So that, the more the conventional bank holding shares its infrastructure with its subsidiary bank, the
more efficient the cost. Associated with economies of scale, that the increasing benefits to the economies of scale
is possible by the low transaction costs (fixed costs of capital invested, the branches, the ATM system, etc.),
when joint production for different financial services, can be reduced by using the same cost factors, and if the
provision of different services to the customers can reduce the cost of collecting information.

This result support the previous studies related to economy of scale, that if an industry is subject to economies of
scale, the larger institutions will be efficient and can provide services at a lower cost level, which is cheaper and
efficient than smaller banks. As a result of market share gain, the bigger bank can increase revenue and profits.
(Athanasoglou et al., 2006; Neuberger, 2007; Flamini et al., 2009).

5.3 Impact of Market Structure to the Performance of Liquidity (FDR)

The result of this research shows that number of Islamic Bank, size of company and number Sharia business unit
did have any significant influence to the performance of liquidity (FDR), however the increasing of Islamic bank
can reduce the average financing of the Islamic bank, meanwhile the increasing of size, market concentration
and number of SBU can increase the financing of Islamic bank. The result showed that FDR level of private
owned Islamic bank was higher than the FDR level of government-owned Islamic Bank. Several private Islamic
banks have more than 100% of FDR level, due to the total of deposit of private Islamic bank is much lower than
the deposit of government owned Islamic. The high level of FDR can lead to liquidity risk, if the banks do not
immediately improve their third-party funds.

6. Conclusions

From the empirical findings of this study, related to the impact of market structure to the performance of the
Islamic Bank in Indonesia, can be concluded as follows:

1) The market structure of the Islamic banking in Indonesia is an oligopolistic competition which is concentrated
in two large banks Bank Mandiri Sharia and Bank Muamalat, with HHI scores are 1.744 and 776 respectively. In
line with the increasing of their HHI, both banks also increased their profitability. Data model estimation result
also indicates that market concentration influenced the ROE of Islamic Bank in Indonesia.

2) The new entrance to the Islamic banking market in Indonesia (such as additional number of new Islamic Bank
and Sharia Business Unit) increased the competition of Islamic Banks in achieving their funding and financing
market share. However the additional of Sharia Business Unit, gave a positive influence on the performance of
ROA and ROE Islamic Bank. This condition indicates that the presence of Sharia Business Unit outlet as well as
Islamic Bank outlet at bank holding location, can improve the efficiency of the Islamic Bank, because it can
reduce the overhead and the investment cost of Islamic Banking services.

3) The opening of Sharia business unit at conventional banking or office channeling may be one of the best
policy options, since it can increase the Islamic banking market share, increase profitability and also more
efficient compared to opening a new office branch. However, to minimize the potential bankruptcy of the bank
because of the high competition, regulators also need to further examine the factors that influence in shifting the
structure of the Islamic banking business, thus becoming efficient financial institutions and may provide greater
benefits.
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