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ABSTRACT 
Introduction 

Liquidity risk arises from its inability to meet its obligations or to fund 
an increase in assets at maturity without incurring unacceptable 
costs or losses. Accordingly, it is essential to gain a deeper 
understanding of the underlying relationship between bank liquidity 
and bank performance. 

Objectives 

The goal of this study is to investigate the impact of liquidity risk on 
the profitability of Shariah Rural Banks (SRBs), controlling for market 
competition, bank-specific variables, and macroeconomic 
conditions.  

Method 

The study analyzed 154 SRBs from 2015 to 2023 using quarterly data. 
The total number of observations is 5,496 with unbalanced panel 
data. This study employs panel regression to investigate the impact 
of liquidity risk on profitability.  

Results 

The liquidity risk decreases profitability. Small SRBs encounter more 
risks related to liquidity risk than large Islamic banks. The local state-
owned SRBs are more effective in mitigating the negative impact of 
funding risk on profitability. Also, strong market power and bank 
fundamentals support profitability. Furthermore, a good economic 
condition boosts profitability.  

Implications 

First, policymakers must oversee the liquidity risk management of 
SRBs to ensure that the negative impact of mismatched maturity on 

JEL Classification:  
G21, G28, L25, O16, P43, Z12 

KAUJIE Classification: 
L27, L41, L43, L53, N13 

ARTICLE HISTORY: 

Submitted: November 11, 2025 
Revised: February 14, 2026 
Accepted: February 21, 2026 
Published: February 23, 2026 

KEYWORDS:  

bank ownership; liquidity risk; 
market competition; 
profitability; Sharia rural banks; 
size; sustainable banking 

COPYRIGHT © 2026 Sri 
Rahmany, Agus Widarjono, 
Noraziah Che Arshad, & Zul 
Hendri. Licensee Universitas 
Islam Indonesia, Kab. Sleman, 
Indonesia. 

 

 

 

 

 

 

https://www.uii.ac.id/
mailto:zulpamakiah@uin-antasari.ac.id
https://crossmark.crossref.org/dialog/?doi=10.20885/jielariba.vol12.iss1.art26&domain=pdf&date_stamp=2026-02-18
https://orcid.org/0000-0001-6991-8598
https://orcid.org/0000-0002-1027-5337
https://orcid.org/0000-0001-5745-0326
https://orcid.org/0000-0003-1186-6785


732             Rahmany et al. 

profits is relatively small. Second, SRB must effectively manage liquidity 
risk by carefully selecting customers and closely monitoring financing 
when they are at high liquidity risk. 

Originality/Novelty 

The empirical research on the impact of liquidity risk on SRB's 
profitability is still rare to date. Our research explores the effect of 
liquidity risk on profitability, considering bank size and bank ownership 
as moderating variables. 

CITATION: Rahmany, S., Widarjono, A., Che Arshad, N., & Hendri, Z. 
(2026). The effect of liquidity risk on Sharia rural banks’ profitability: The 
role of size and ownership. Journal of Islamic Economics Lariba, 12(1), 
731-750. https://doi.org/10.20885/jielariba.vol12.iss1.art26 

INTRODUCTION 

The Indonesian economy is dominated by micro, small, and medium enterprises 
(MSMEs), which account for 99% of all businesses in Indonesia. According to the Central 
Bureau of Statistics (BPS), the contribution of MSMEs to Indonesia's GDP is substantial, at 
around 42%. One of the primary obstacles for MSMEs is a lack of capital. Therefore, the 
role of small-scale banking is vital in supporting the development of MSMEs. Hence, the 
contribution of MSMEs to the economy depends on the performance of microfinance 
institutions, one of which is Sharia rural banks (SRBs). However, on the other hand, Sharia 
rural banks as financial intermediary institutions must carefully distribute their funds. 
The global banking crisis of 2007-2008 was rooted in the carelessness of banks in 
allocating their funds and the inadequate level of bank capital, including the absence 
of a capital buffer. 

Following the 2007–2008 world financial crisis, the rapidly growing literature has 
investigated various important elements of Basel III, including bank regulations for 
higher capital requirements and bank risk-taking. However, the study is limited to 
investigating the impact of funding liquidity on bank risk-taking after the 
implementation of Basel III (Abbas et al., 2021; Addou et al., 2024; Birindelli et al., 2022; 
Rokhim & Min, 2020). In response to these issues, the Basel III Accord introduced new 
liquidity requirements, specifically for banks that are considered important and 
internationally active. To this end, the Basel III Accord encourages in-depth reforms to 
banks' current risk management practices in both supervisory and regulatory 
frameworks to address bank liquidity risks (Al-Sari, 2025; Dahir et al., 2018). Responding 
to the ongoing discussions, regulators have acknowledged the significance of 
appropriate funding liquidity and capital. To do this, they initiated regulations that force 
banks to maintain sufficient funding and capital. This rule is built on the conviction that 
higher liquidity increases the bank's capacity to withstand external shocks and avoid 
the possibility of forthcoming financial crises (Al-Sari, 2025; Dahir et al., 2019; Miklian & 
Hoelscher, 2022). 

Liquidity risk (LR) is the risk that arises from the inability of a bank to meet its 
obligations at maturity without experiencing intolerable losses. This risk may negatively 
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affect the income and capital. Consequently, the banks must ensure the availability of 
sufficient funds to fulfil the future demands of customers at an acceptable cost. There 
are two main dimensions of liquidity risk. First, liquidating assets is a timely need. 
Second, liquidating assets is for a reasonable market value (Adwan et al., 2020; Arif & 
Anees, 2012; Oktaviana & Titis Miranti, 2025). 

Some studies investigated the relationship between LR and bank performance 
across different countries, yielding mixed findings. Several studies show that LR has a 
negative effect on the performance of banks, both conventional and Islamic banks 
(Abbas et al., 2021; Mogaji & Nguyen, 2022; Smaoui et al., 2020; Wang & Zhuang, 2022). 
By contrast, previous empirical studies have shown that liquidity risk has a positive 
impact on bank profitability. Rudhani & Balaj (2019) and Prenaj et al. (2023) explored the 
relationship between LR and bank performance in Kosovo. Their results documented a 
positive relationship between LR and bank performance. Also, they indicated that the 
performance of commercial banks can be improved by strengthening their capability 
to address liquidity risks, as indicated by other studies (Bilal et al., 2024; Eltweri et al., 
2024). 

Some empirical studies analyzed the performance of SRBs in Indonesia. However, 
research on SRBs' performance is still focused on the influence of bank fundamental 
variables such as market strength, stability, size, capital, efficiency, and financing. Some 
studies analyzed bank-specific factors in profit (Hidayah & Karimah, 2023; Sudarsono 
et al., 2021; Trinugroho et al., 2018; Widarjono et al., 2020; Widarjono & Anto, 2020). Several 
studies have analyzed bank-specific factors related to financing defaults (Khan, 2024; 
Priyadi et al., 2021). Some research also investigated bank-specific factors on efficiency 
(Wasiaturrahma et al., 2020). 

 Several studies investigated the relationship between funding liquidity risk (FLR) 
and SRBs’ performance. Widarjono et al. (2022) showed that FLR raises the risk of SRBs 
in the pre-COVID period. Putri & Widarjono (2023) and X. Li et al. (2021) showed that 
funding risk increases profitability. Jusuf & Widarjono (2024), Ghenimi et al. (2020) and 
Gunawan & Soma (2025) documented that funding liquidity risk reduces the profits of 
Sharia rural banks. However, funding liquidity risk is different from liquidity risk. Funding 
liquidity risk is a risk associated with the bank's inability to access funding sources, such 
as deposits. 

The purpose of this study is to analyze the influence of liquidity risk (LR) on the 
profitability of SRBs in Indonesia. The empirical studies of the impact of liquidity risk on 
SRB's profitability are still rare to date.  We expect to contribute not only the theoretical 
but also the practical aspects. First, this study contributes to the Islamic banking 
literature because there are still limited studies on the impact of LR on the SRBs’ 
profitability. Second, this study includes bank size and bank ownership as moderating 
variables in affecting the effect of LR on profitability. Third, from a practical perspective, 
this research is expected to yield important insights for the effective governance of 
SRBs, particularly in managing liquidity risk, which supports the Indonesian economy. 
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LITERATURE REVIEW 

Liquidity risk is a sudden obligation that forces banks to sell their assets quickly at prices 
lower than fair market prices. Then, banks may experience a liquidity shortage when 
customers immediately cash in their deposits (Acharya & Naqvi, 2012; Berrospide, 2021; 
Fungacova et al., 2021; Mustafa, 2020). Liquidity shortages are relevant to the health of 
banks. In times of turmoil, high liquidity lowers stability, but it does not affect stability in 
normal times. 

Debtor defaults and depositor withdrawals are crucial aspects of the nexus 
between liquidity and credit risk, as outlined in the financial intermediation theory. 
Depositors fear when short-term liabilities are combined with long-term assets. In 
addition, a bank encounters liquidity risk through its asset transformation process, as it 
holds hard-to-liquidate assets on its balance sheets while still offering liquidity to 
debtors and fulfilling liquidity claims of depositors. Hence, illiquid credit and liabilities 
can be associated with greater liquidity creation, which can lead to increased credit 
risk (Abdelaziz et al., 2022; Hsieh & Lee, 2020; Sunarsih et al., 2022). 

Several studies have analyzed the impact of liquidity risk on profitability. Megeid 
(2017) and Abdo et al. (2022) found, in the case of banking in Egypt, that conventional 
banking is better at managing liquidity risk. Several factors influence liquidity risk 
management in conventional banking. Loan quality, funding, and asset quality 
management have a positive effect on liquidity risk management. However, for Islamic 
banking, loan quality and funding management have a positive effect on liquidity, while 
asset quality has an adverse effect on it. 

Hassan et al. (2019) and Hoque & Liu (2023) examined the relationship between 
liquidity risk, credit risk, and bank stability for both conventional banks (CBs) and Islamic 
banks (IBs) within the Organization of Islamic Cooperation. There is a negative 
relationship between liquidity and credit risk during the financial crisis period for IB, but 
a negative relationship between liquidity and credit risk during the post-financial crisis 
period, not only in IB, but also in CB. Additionally, liquidity risk also undermines the 
stability of both conventional banks and Islamic banks. 

Mustafa (2020) analyzed the liquidity risk to banking profits in Sudan. The results 
found that the risk of liquidity shortage (LSR) in the form of Current Deposit to Total 
Deposit (CD/TD), Total Financing to Total Deposit (TF/TD), and Inflation (INF) ratios have 
a negative relationship with their financial performance as measured by Return on 
Assets (ROA). 

Sunarsih et al. (2022) examined the effect of LR and NPF on the stability of Islamic 
banking in Indonesia during the COVID-19 pandemic. The results showed that liquidity 
and credit risk lower stability. However, the impact of liquidity risk on bank stability 
remains unaffected by the COVID-19 pandemic.  

Rahmadany et al. (2024) investigated the effect of LR on credit risk in the case of 
conventional banks and Sharia banks in Indonesia during COVID-19. The findings 
indicate that the effect of LR on credit risk is inverted U-shaped. It increased non-
performing loans (NPL) as it is lower than the threshold, but as it exceeded the threshold, 
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it began to decrease NPL. Additionally, the effect of liquidity risk on NPL is lower in 
conventional banks compared to Sharia banks. 

Several studies have examined the effect of FLR on the performance of SRBs in 
Indonesia. Widarjono et al. (2022) examined the effect of FLR on stability. FLR has a 
negative effect on the stability of SRBs. Large SRBs face a higher risk than small SRBs, 
but small SRBs encounter a higher probability of financing defaults than large SRBs.  The 
effect of FLR on risk is smaller for SRBs in off Java than in Java. Putri & Widarjono (2023) 
found that funding liquidity risk has a positive effect on SRBs' profits for SRBs located in 
Java. However, large SRBs face lower risks related to the effect of FLR on profitability than 
small SRBs. Jusuf & Widarjono (2024) found that funding liquidity risk reduces SRBs' 
profits in Sumatra. Another finding is that large SRBs face lower risks when compared to 
the effect of funding liquidity risk on profits than small SRBs 

METHOD  

Data 
This study analyzes all Shariah Rural Banks in Indonesia. There are as many as 154 SRBs. 
The research period spans nine years, from 2015 to 2023, utilizing quarterly data. The 
number of observations is 5496 with unbalanced panel data.  The data of this study 
were taken from the balance sheet report, profit and loss statement, and financial ratio 
report of each SRB reported to the OJK. All data can be retrieved through the OJK 
website (Otoritas Jasa Keuangan, 2024). 

Empirical model 
This study uses panel regression to explore the influence of LR on SRBs’ profitability 
(Smaoui et al., 2020a). The panel regression is written as follows: 

Profitit = ∅0 + ∅1LRit + ∅2Lernerit + ∅3Lassetit + ∅4CARit + ∅5CIRit + ∅6NPFit + ∅7GDRP𝑖𝑡 +
∅8COVID𝑖𝑡 + eit        (1) 

where profit is Profitability, LR is liquidity risk, assets are total assets, CAR is capital 
adequacy ratio, CIR is a cost-income ratio, NPF is non-performing financing, and COVID 
is COVID-19. 

The dependent variable in this study is profit. Profit is measured by Return on Asset 
(ROA) and Return on Equity (ROE) (Ardana & Nurmalia, 2025; Widarjono & Anto, 2020). 
The main independent variable in this study is liquidity risk (LR). Liquidity risk is a 
situation where banks are unable to meet obligations from customers quickly within a 
certain period (Smaoui et al., 2020; Wang & Zhuang, 2022). Liquidity risk is measured by 
total financing divided by liquid assets. Liquid assets consist of Wadiah Savings, 
Savings, and Deposits (Hussain & Rasheed, 2022). Several studies show that liquidity risk 
has a negative effect on the performance of banks, both conventional and Islamic 
banks (Abbas et al., 2021; Mogaji & Nguyen, 2022; Smaoui et al., 2020; Wang & Zhuang, 
2022; Widarjono et al., 2022). 

This study also includes several bank-specific variables as control variables that 
affect the profits of Islamic banks.  The market variable is competition. The Lerner Index 
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measures market competition (Y. Li & Peng, 2024). The following formula measures the 
Lerner index: 

Lerner =
(𝑃𝑟𝑖𝑐𝑒−𝑀𝑎𝑟𝑔𝑖𝑛𝑎𝑙 𝐶𝑜𝑠𝑡)

(𝑃𝑟𝑖𝑐𝑒)
      (2) 

The ratio of total income to assets measures price (Widarjono et al., 2023). Marginal 
cost is derived from the translog cost function with two inputs (Lestari et al., 2026; 
Pamikatsih & Purwanto, 2025). The translog cost function is as follows: 

LTCit = θ0 + ∑ θ1
2
m=1 LVm,it + 0.5 ∑ ∑ ρmn

2
n=1

2
m=1  LVm,itLWn,it + σ1LTAit +  0.5σ2(LTAit)2 +

∑ σ2mLTAit
2
m=1 LVm,it + ϵit    (3) 

Total cost (TC) refers to total fees for depositors and operating expenses. TA is the 
total assets. V1 is the ratio of the fee for depositors to total deposits. V2 is the ratio of 
operational costs to fixed assets. MC is calculated by taking partial derivatives of the 
total assets from equation (3) as follows: 

MCit = (σ1 + σ2LTAit + ∑ σ2kLvk,it
2
k=1 )

TCit

LTAit
                                                                  (4) 

The bank-specific variable comprises size, capital, efficiency, and financing risk. 
Assets measure the size of the bank (Putri & Misbah, 2025; Siddique et al., 2021). CAR 
represents bank capital (Dias, 2021; Pratami et al., 2025). CIR measures the efficiency of 
bank operations. NPF indicates financing risk (Ahmad et al., 2020; Lestari et al., 2026; 
Neves et al., 2020; Sutrisno & Widarjono, 2024). This study also included macroeconomic 
variables, encompassing Gross Regional Domestic Product (GRDP) and COVID-19. 
COVID-19 has led to a decline in Indonesia's economic growth, thus raising liquidity risks.  
Table 1 shows the definitions, measurements, and hypotheses.  

Table 1 

Variable Definitions and Hypotheses 

Variable Definition Hypothesis 
Dependent variable   
ROA Earnings after tax divided by total assets  
ROE Earnings after tax divided by total equity  
Independent variables   
LR Total financing divided by Wadiah Savings, 

Savings, and Deposits 
- 

Lerner index (Price -marginal cost)/price + 
Asset Total assets -/+ 
CAR Equity divided by Assets weighted risk + 
CIR Ratio of cost to income - 
NPF Ratio of financing defaults to financing - 
GRDP Gross Regional Domestic Product  + 
COVID Covid-19 pandemic - 

Source: Authors’ analysis. 

For further analysis, this study considers the effect of bank size. Bank size affects the 
performance of Islamic banks (Hendri et al., 2025; Ibrahim & Rizvi, 2017). Some studies 
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suggest that the impact of funding liquidity risk varies between large SRBs and small 
SBRs. The negative impact of FLR on risk is higher for small SRBs than for large SRBs 
(Widarjono et al., 2022). Also, the negative impact of FLR on profitability is higher for 
small SBRs than for small SRBs (Jusuf & Widarjono, 2024). Therefore, our research splits 
SRBs comprising small and large SRBs (Putri & Widarjono, 2023). This study explores 
bank size as a moderating variable on the relationship between LR and profitability.  We 
employ the following regression model: 

Profitit = ∅0 + ∅1LRit + ∅2LRit ∗ large + ∅3Lernerit + ∅4Lassetit + ∅5CARit + ∅6CIRit +
∅7NPFit + ∅8GDRP𝑖𝑡 + ∅9COVID𝑖𝑡 + eit     (5) 

Furthermore, based on ownership, Shariah rural banks (SRBs) are divided into two 
categories, encompassing those owned by local governments and those privately 
owned. SRBs owned by local governments serve both social and commercial purposes 
and are typically in the form of regionally owned business entities. In addition, 
government-owned SRBs receive financial support from the local government and 
non-financial support, such as human resource training and integration of regional 
economic programs (Sudarsono et al., 2024). This study aims to determine whether 
ownership affects the magnitude of liquidity risk's impact on profits. To examine the 
impact of bank ownership as a moderating variable, this study uses the following 
regression model: 

Profitit = ∅0 + ∅
1

LRit + ∅2LRit ∗ Owner + ∅3Lernerit + ∅4Lassetit + ∅5CARit + ∅6CIRit +

∅7NPFit + ∅8GDRP𝑖𝑡 + ∅9COVID𝑖𝑡 + eit     (6)    
  

This study uses static panel data regression. There are three estimation methods 
used to estimate the regression of static panel data, namely the common effect (CE), 
fixed effect (FE), and random effect (RE) methods. From these three estimation 
methods, the most appropriate method to estimate the static panel regression in this 
research case is selected. There are three tests used to select the proper estimation 
method. First, the F test is chosen to pick between the CE and FE. Second, the Bruesch-
Pagan (BP) test is selected to determine whether to use the CE and RE. lastly, the 
Hausman test is chosen to select between FE and RE (Rita & Sugiarti, 2025; Spada et al., 
2024). 

RESULTS AND DISCUSSION 

Statistics Summary 
ROA can be used to measure profitability in a bank because Bank Indonesia, as a 
banking supervisor, prioritizes the value of a bank's profitability. The profitability ratio is 
a ratio to assess the company's ability to generate profits in a certain period. The 
greater the ROA in the bank, the greater the profit obtained by the bank and the better 
the bank will use its banking assets (Saif-Alyousfi, 2020). Based on research conducted 
by Imbierowicz & Rauch (2014) and Hung et al. (2020), the liquidity risk variable is the 
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difference between all the liabilities that could be retreated in a very short time, which 
can be translated into cash promptly to cover unexpected losses at a low cost.  

Table 2 reveals the summary statistics. The mean of ROA was 1.47% with a standard 
deviation of 12.26%. OJK sets the minimum ROA of 1.5% for Islamic banks that are 
categorized as strong health. The average ROE was 19.1% with a standard deviation of 
43.53%. The mean of liquidity risk is 164.40% with a standard deviation of 4.37. The 
liquidity risk of SRBs is quite high because it is above 100%, which means that SRB carries 
out financing activities quite expansively because it exceeds their capacity. 

Table 2 

Descriptive Statistics 

Variable Mean Std. dev. Min Max 
ROA 0.0121 0.1035 -1.5734 4.6766 
ROE 16.0641 38.0432 -300.1400 577.3500 
LR 1.6501 3.7052 0.0000 112.2017 
Asset  84.4643 151.1867 0.9546 1911.0000 
Lerner  0.4115 1.1645 -16.8034 23.2649 
CAR 0.1835 0.2071 0.0178 6.1038 
NPF 9.7240 10.1159 0.0000 104.0900 
GRDP 96.4727 76.1686 2.4611 262.3430 
COVID 0.1961 0.3971 0.0000 1.0000 

Source: Primary data. Authors’ estimation. 

Correlations between independent variables affect the validity of regression 
coefficients. Table 3 shows the correlation between the independent variables. 
Correlation between the independent variables is less than 0.5, indicating no 
multicollinearity problems and producing a robust estimator. 

Table 3 

Correlation Matrix 
 

ROA ROE LR Asset  Lerner  CAR NPF GRDP 
ROA 1 

       

ROE 0.5435 1 
      

LR -0.0301 -0.0410 1 
     

Asset 0.0329 0.1813 -0.0125 1 
    

Lerner 0.1637 0.0679 0.0461 -0.0679 1 
   

CAR -0.1509 -0.2208 0.1064 -0.2109 0.1821 1 
  

NPF -0.1542 -0.2330 -0.0370 -0.1251 0.0192 0.2824 1 
 

GRDP 0.0360 0.0913 0.0571 0.1562 0.0214 -0.0493 -0.0140 1 
COVID -0.0194 -0.0612 0.0742 0.0407 -0.0092 -0.0354 -0.0865 0.0143 

Source: Primary data. Authors’ estimation. 

Baseline Regression 
Now, we start with the effect of liquidity risk on profitability. The static panel regression 
is widely estimated using three methods, comprising common effect (CE), fixed effect 
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(FE), and random effect (RE). Table 4 presents the results. Some tests at the bottom part 
of Table 4 are employed to select the best method. The results of the diagnostic test 
revealed that the fixed effect method was the best for estimating our panel data based 
on the F-test, LM test, and the Hausman test.  

Table 4 shows that the liquidity risk is negative and significant at α=1%, meaning 
that the liquidity risk has a negative effect on profitability.  An increase in liquidity risk 
decreases ROA and ROE by 0.45% and 59.68%, respectively. Assets are negative and 
statistically insignificant on ROA, but they positively affect ROE, meaning that assets 
increase ROE. Lerner is positive and significant on ROA and ROE, implying that low 
competition increases profitability. CAR is negative and statistically significant for both 
ROA and ROE, indicating that higher capital results in lower profitability. The NPF is 
negative and statistically significant for ROA and ROE, indicating that low operating 
inefficiency negatively impacts profitability. GRDP is positive and significant, implying 
that GRDP positively affects profit. COVID-19 is negative and significant, so COVID has a 
negative effect on profits. 

Table 4 

Baseline Regression 
 

ROA ROE 
Variable Fixed effect Random Effect Fixed effect Random Effect 
LR -0.0045*** -0.0024*** -0.5968*** -0.5750***  

(0.0000) (0.0000) (0.0000) (0.0000) 
Lasset  -0.0054 0.0016 5.3251*** 6.6760***  

(0.1940) (0.3670) (0.0000) (0.0000) 
Lerner  0.0231*** 0.0200*** 5.0500*** 4.8659***  

(0.0000) (0.0000) (0.0000) (0.0000) 
CAR -0.1134*** -0.0817*** -9.0387** -10.0481***  

(0.0000) (0.0000) (0.0130) (0.0030) 
NPF -0.0015*** -0.0013*** -0.4766*** -0.4981***  

(0.0000) (0.0000) (0.0000) (0.0000) 
LGRDP 0.0364** 0.0017 7.8436*** 2.2581**  

(0.0430) (0.3210) (0.2000) (0.0290) 
COVID -0.0068** -0.0077** -8.2681*** -8.5208***  

(0.0430) (0.0200) (0.0000) (0.0000) 
Constant -0.2822* -0.0103 -161.9350*** -120.0729  

(0.0900) (0.7710) (0.0040) (0.0000) 
R-squared 0.1040 0.0391 0.0603 0.3490 
Obs. 5496 5496 5496 5496 
Bank. 154 154 154 154 
F test 4.34***  8.05***  
LM test 408.66***  2441.66***  
Hausman test 226.24***  18.61***  

Source: Primary data. Authors’ estimation. Notes: The probabilities are reported in brackets. *, **, *** 
indicate statistically significant at α=10%, α=5%, α=1%.  This study does not provide a common method 
(CE) for conserving space. 
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The first discussion begins with liquidity risk. Liquidity risk negatively impacts 
profitability. The findings of the study show that liquidity risk increases the risk of bank 
bankruptcy and decreases profitability. SRB has more impetus to take risky projects due 
to the higher liquidity risk and clearly supports the theory of bank lending (Acharya & 
Naqvi, 2012). Hassan et al. (2019) and Mikou et al. (2024) argued that Islamic banks 
encounter high liquidity risks. Customers permit them to invest their funds to achieve 
high profitability. Due to the limitations of prospective investments, they struggle to 
generate high profits and, therefore, face a high liquidity risk. Second, they also have 
restricted entrance to the money market, making it difficult for them to increase funds 
during liquidity shortages. Accordingly, they must keep high liquid assets to fulfil the 
high demand for liquidity. This study is in line with some previous studies (Abbas et al., 
2021; Mogaji & Nguyen, 2022; Wang & Zhuang, 2022; Widarjono & Anto, 2020). 

Several independent variables are also significant. Assets positively affect profits, 
meaning that large SRBs will discourage profits. The reason is that the operating area 
of SRBs is only located at the district level. Large SRBs cause inefficiencies in bank 
operations, thus reducing profits. This finding supports the “too big to fail” hypothesis 
and is in accordance with a previous study (Hendri et al., 2025; Wastuti et al., 2025). 

The Lerner index has a positive effect on SRB's profits. This finding indicates that low 
market competition due to the high market power of SRBs causes high bank profits. 
SRBs can capitalize on their market power to increase margins so that income is high, 
and then profit is high as well. This finding confirms the previous empirical studies, 
including Trinugroho et al. (2018). 

CAR has an adverse effect on profitability, meaning that CAR decreases SRBs’ 
profits. The low CAR ratio is due to an increase in the expansion of risky assets that are 
not supported by additional capital, so that banks lose the opportunity to invest, which 
can reduce public trust in banks and affect profitability (Jusuf & Widarjono, 2024; 
Madugu et al., 2020). However, this does not support previous studies such as Putri & 
Widarjono (2023). 

NPF has an adverse effect on profits. This finding shows that high NPF indicates that 
customers are unable to meet their obligations on time. SRBs must then provide a loss 
reserve for financing taken from operating profits. As a result, high NPF will reduce SRBs' 
profits. Our result supports the existing empirical research (Sutrisno & Widarjono, 2024). 

GRDP has a positive effect on profits. This result indicates that high economic 
growth causes SRB's profits to increase. High economic growth has two important 
implications for SRBs. First, high economic growth encourages banks to raise more 
funds and increase profits. Second, high economic growth also causes customers' 
ability to pay their loans on time, so it does not cause an increase in NPF. This finding is 
in line with previous research, such as Ledhem & Mekidiche (2020), Abasimel (2023), 
and Hendri et al. (2025). 

COVID-19 is significantly negative, suggesting that it has reduced the profitability. 
The effect of COVID-19 was evident in the second quarter of 2020 as economic growth 
experienced negative growth in that quarter and the subsequent third and fourth 
quarters. During periods of negative economic growth, banks are unable to distribute 
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funds, and customers have difficulty repaying their loans, thereby reducing SRBs' profits. 
These findings support previous research that COVID lowered SRBs' profits (Jusuf & 
Widarjono, 2024). 

Bank Size Effect 
Next, this study examines bank size as a moderating variable on the link between LR and 
profitability. The results are presented in Table 5. According to the F-test, LM test, and 
the Hausman test at the bottom of Table 5, the best method is the Fixed Effect (FE) 
model. Table 5 shows that liquidity risk is negative and significant for both ROA and ROE, 
consistent with the previous findings. The interaction term (LR*size) is positive and 
statistically significant for both ROA and ROE, meaning that size will reduce the negative 
impact of FR on profitability. Assets are statistically insignificant on ROA, but they 
positively affect ROE. Lerner is positive and significant on profitability. CAR is negative 
and statistically significant on profitability.  NFP is negative and significant on 
profitability. GDRP is positive and significant on profitability. COVID-19 is negative and 
significant on profitability.  

Our discussion focuses on the interaction between funding risk and bank size 
(LR*size). This coefficient is significantly positive. These findings imply that large SRBs 
are more pronounced in reducing the negative impact of funding risk on profitability. A 
reasonable reason is that they have better facilities and infrastructure to handle any 
problem associated with liquidity risk. As a result, large SRBs face lower liquidity risk and 
higher profitability than small SRBs (Smaoui et al., 2020).  

Table 5 

Moderating Effect of Bank Size 
 

ROA ROE 
Variable Fixed Effect Random Effect Fixed Effect Random Effect 
LR -0.0080*** -0.0034*** -0.9318*** -0.8752***  

(0.0000) (0.0000) (0.0000) (0.0000) 
LR*size 0.0073*** 0.0030*** 0.7139** 0.6431)** 
 (0.0000) (0.0000) (0.0110) (0.0170 
Lasset  -0.0056 0.0007 5.3095*** 6.5577***  

(0.1780) (0.6950) (0.0000) (0.0000) 
Lerner  0.0222*** 0.0192*** 4.9655*** 4.7983***  

(0.0000) (0.0000) (0.0000) (0.0000) 
CAR -0.1097*** -0.0767*** -8.6760** -9.7550***  

(0.0000) (0.0000) (0.0180) (0.0030) 
NPF -0.0016*** -0.0013*** -0.4874*** -0.5073***  

(0.0000) (0.0000) (0.0000) (0.0000) 
LGRDP 0.0380** 0.0015 7.9990 2.2359**  

(0.0340) (0.3220) (0.1910) (0.0300) 
COVID -0.0069** -0.0076** -8.2811*** -8.4972***  

(0.0370) (0.0220) (0.0000) (0.0000) 
Constant -0.2974* 0.0067 -163.4158*** -117.7036***  

(0.0720) (0.8400) (0.0040) (0.0000) 
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ROA ROE 

Variable Fixed Effect Random Effect Fixed Effect Random Effect 
R-squared 0.1172 0.1090 0.0615 0.3427 
Obs. 5,496 5,496 5,496 5,496 
Bank  154 154 154 154 
F test 4.90***  8.10***  
LM test 449.24***  2456.02***  
Hausman test 427.91***  22.73***  

Source: Primary data. Authors’ estimation. Notes: The probabilities are reported in brackets. *, **, *** 
indicate statistically significant at α=10%, α=5%, α=1%.  This study does not provide a common method 
(CE) for conserving space. 

Bank Ownership Effect 
Our research also examines the moderating effect of bank owners to investigate the 
impact of bank owners on liquidity risk and its effect on profitability. The findings are 
shown in Table 6. The best method is the Fixed Effect (FE) model based on the F-test, LM 
test, and the Hausman test at the bottom of Table 6. The results indicate that liquidity 
risk negatively affects both ROA and ROE, confirming previous findings. The interaction 
term (flr*owner) is positive and statistically significant for both ROA and ROE, indicating 
that the government-owned SRBs will lower the negative impact of FR on profitability. 
Assets are statistically insignificant on ROA, but they positively affect ROE. Lerner 
positively influences profitability. CAR is negative and statistically significant on 
profitability.  NFP negatively affects profitability. GRDP positively affects profitability.  
COVID-19 is negative and significant on profitability  

Our discussion emphasizes the interaction between funding risk and bank owner 
(LR*Owner). This coefficient is positive and statistically significant in relation to 
profitability. These results suggest that local government-owned SRBs are more 
effective in mitigating the negative impact of funding risk on profitability (Sudarsono et 
al., 2024). There are several reasons for this finding. First, state-owned banks can receive 
initial capital support and additional capital, allowing them to increase their liquidity 
buffer. Second, they are more trusted by the local community because they are 
perceived as having better stability. Third, they are oriented to regional economic 
development. As a result, the relationship with customers is closer, which reduces the 
default financing risk due to low moral hazard. 

Table 6 

Moderating Effect of Ownership 
 

ROA ROE 
Variable Fixed Effect Random Effect Fixed Effect Random Effect 
LR -0.0074*** -0.0036*** -1.0181*** -0.9143***  

(0.0000) (0.0000) (0.0000) (0.0000) 
LR*owner 0.0071*** 0.0036*** 1.0538*** 0.8550***  

(0.0000) (0.0000) (0.0000) (0.0020) 
Lasset  -0.0062 0.0015*** 5.2066*** 6.6650*** 
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ROA ROE 

Variable Fixed Effect Random Effect Fixed Effect Random Effect  
(0.1340) (0.3730) (0.0000) (0.0000) 

Lerner  0.0229*** 0.0198*** 5.0142*** 4.8473***  
(0.0000) (0.0000) (0.0000) (0.0000) 

CAR -0.1113*** -0.0799*** -8.7370** -9.8425***  
(0.0000) (0.0000) (0.0170) (0.0030) 

NPF -0.0016*** -0.0013*** -0.4920*** -0.5083***  
(0.0000) (0.0000) (0.0000) (0.0000) 

LGRDP 0.0422** 0.0018 8.7021* 2.3024***  
(0.0180) (0.2680) (0.0755) (0.0250) 

COVID -0.0065** -0.0077** -8.2309*** -8.4878***  
(0.0490) (0.0220) (0.0000) (0.0000) 

Constant -0.3332** -0.0101 -169.5220*** -120.1552***  
(0.0440) (0.7690) (0.0030) (0.0000) 

R-squared 0.1159 0.0201 0.0627 0.3334 
Obs 5,496 

 
5,496 

 

Bank 154 
 

154 
 

F test 4.83*** 
 

8.16*** 
 

LM test 456.62*** 
 

2448.17*** 
 

Hausman 343.01*** 
 

27.83*** 
 

Source: Primary data. Authors’ estimation. Notes: The probabilities are reported in brackets. *, **, *** 
indicate statistically significant at α=10%, α=5%, α=1%.  This study does not provide a common method 
(CE) for conserving space.  

Robustness Test 
This study conducted a robustness test to determine the consistency of previous results. 
We used the Net Profit Margin (NPM) as an alternative measure of profit (reference). The 
estimation results are shown in Table 7. The best estimation method was the fixed effect, 
following the F test, LM-test and Hausman test at the bottom of Table 7. The LR variable 
had a negative effect on NPM, consistent with previous findings. The interaction 
between LR*size and LR*owner was positive and significant, consistent with previous 
estimation results. 

Table 7 

Robustness Test 
 

NPM 
Variable FE RE FE RE 
LR -0.0141*** -0.0087*** -0.0145*** -0.0095***  

(0.0000) (0.0010) (0.0000) (0.0000) 
LR*size 0.0111 0.0058* - -  

(0.0070) (0.0585) - - 
LR*owner - - 0.0141*** 0.0088***  

- - (0.0010) (0.0095) 
Lasset 0.0230 0.0166* 0.0218 0.0182**  

(0.2630) (0.0710) (0.2890) (0.0460) 
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NPM 

Variable FE RE FE RE 
Lerner 0.0426*** 0.0381*** 0.0435*** 0.0386***  

(0.0000) (0.0000) (0.0000) (0.0000) 
Car -0.0887* -0.0834* -0.0902* -0.0852*  

(0.0980) (0.0600) (0.0920) (0.0550) 
Npf -0.1173* -0.1147* -0.1213* -0.1149*  

(0.0735) (0.0605) (0.0665) (0.0600) 
LGRDP 0.0109 0.0013 0.0198 0.0018  

(0.9040) (0.8880) (0.8250) (0.8400) 
COVID -0.0156 -0.0176 -0.0159 -0.0178  

(0.4990) (0.4460) (0.4920) (0.4390) 
Constant  -0.4782 -0.2579 -0.5581 -0.2900  

(0.5630) (0.1630) (0.5000) (0.1160) 
R-squared 0.0140 0.0136 0.0148 0.0144 
Obs 5495 5495 5495 5495 
Bank 154 154 154 154 
F test 2.90*** 

 
2.92*** 

 

LM test 214.91*** 
 

219.89*** 
 

Hausman 28.74*** 
 

25.81*** 
 

Source: Primary data. Authors’ estimation. Notes: The probabilities are reported in brackets. *, **, *** 
indicate statistically significant at α=10%, α=5%, α=1%.  This study does not provide a common method 
(CE) for conserving space 

CONCLUSION 

Our paper examines the effect of liquidity risk, market competition, and several bank 
variables on the profitability of SRBs. This study investigates 154 banks from 2015 to 2023, 
with quarterly data. We used a panel regression model to estimate the effect of liquidity 
risk on profit. The results show that liquidity risk has a negative effect on profits.  Large 
SRBs encounter a lower risk of profit decline than small SRBs, as they encounter high 
liquidity risk. The local state-owned SRBs are more effective in mitigating the negative 
impact of funding risk on profitability than private SRBs. The control variable shows that 
strong market power and bank fundamentals have a positive effect on the profitability 
of SRBs. Also, booming economic conditions support profitability. 

Our results provide policymakers and Shariah rural banks with key information for 
framing effective policies to control liquidity risks. First, OJK, as a regulator, supervises 
the liquidity risk management of SRBs to ensure that the negative impact of 
mismatched maturity on profits is relatively small. Second, SRBs must conduct thorough 
customer selection and rigorous financing monitoring, as they tend to make riskier 
investments when they have higher liquidity risk. Third, SRBs must strengthen bank 
fundamentals, such as efficiency, and reduce non-performing financing to increase 
their profits. 

Some limitations of this study warrant attention. First, alternative measures of 
liquidity risk should be used, such as the Net Stable Funding Ratio (NSFR), which 
measures long-term liquidity resilience in accordance with Basel III standards. Second, 
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this study used static panel regression. Future research should employ dynamic panel 
regression, given the persistent nature of profits. 
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