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Abstract

Islamic banking is increasingly expected to align Sharia-based intermediation with sustain-
ability objectives, yet empirical evidence remains limited on how sustainability disclosure
links financing structures with bank performance. This study examines whether Islamic
Sustainable Banking (ISB) functions as a mediating mechanism between profit-sharing
financing, debt-based financing, and financial performance in Islamic banks in Indonesia
and Malaysia. ISB is measured using an Islamic Sustainable Banking Disclosure Index
that integrates Magqasid al-Shariah principles with SDG-oriented disclosure indicators.
Using panel data from 23 Islamic banks over 2018-2023 and applying partial least squares
structural equation modeling, mediation analysis, PLS-MGA, and permutation tests, the
study finds that both profit-sharing and debt-based financing are negatively associated
with ISB disclosure, while ISB is positively associated with net profit margin but not return
on assets. The mediation results indicate statistically significant negative indirect asso-
ciations through ISB, suggesting that sustainability disclosure operates as a conditional
transmission mechanism rather than an automatic performance driver within the specified
PLS-SEM model. Cross-country tests reveal significant differences between Indonesia and
Malaysia, particularly in the associations between financing structures and profitability.
The study contributes to Islamic sustainable finance by clarifying how Maqasid-oriented
disclosure connects financing composition, governance capacity, and profitability, while
offering practical implications for bank managers, regulators, and policymakers seeking to
integrate sustainability into Islamic banking governance and financing decisions.

Keywords: Islamic Sustainable Banking; Maqasid al-Shariah; Sustainable Development
Goals; financing structures; bank performance; Islamic banks; Indonesia and Malaysia

1. Introduction

Islamic banking has developed as a distinctive financial system grounded in Sharia
principles, ethical intermediation, and the broader objectives of Maqasid al-Shariah. Unlike
conventional banking, Islamic banking is not only expected to achieve financial efficiency
but also to promote justice, transparency, risk sharing, and social welfare. These normative
foundations make Islamic banks closely aligned with the global sustainability agenda,
particularly because Magqasid al-Shariah emphasizes the protection of faith, life, intellect,
lineage, and wealth, while the Sustainable Development Goals (SDGs) promote inclusive,
responsible, and sustainable economic development (Jan et al., 2021; Mergaliyev et al., 2021;
Rahim et al., 2024).
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The growing importance of sustainability in financial markets has increased pressure on
banks to integrate environmental, social, economic, and governance considerations into their
business models. Sustainable banking is no longer treated merely as a voluntary disclosure
practice but as part of institutional legitimacy, risk governance, stakeholder accountability,
and long-term financial resilience (Mir & Bhat, 2022; Weber & Chowdury, 2020). For Islamic
banks, this development creates both an opportunity and a challenge. On the one hand,
sustainability principles are conceptually compatible with Islamic financial ethics. On
the other hand, the practical implementation of sustainability in Islamic banking remains
uneven, particularly when sustainability commitments must be translated into financing
decisions, disclosure practices, and measurable performance outcomes.

Previous studies have examined various aspects of Islamic banking sustainability, in-
cluding Magqasid-based performance, ESG disclosure, green banking practices, and the finan-
cial implications of sustainability-oriented strategies (Alam et al., 2022; Ammar et al., 2023;
Mohd Zain et al., 2024; Shalhoob, 2025). These studies provide important insights into the
ethical and institutional foundations of sustainability in Islamic finance. However, much
of the existing literature still treats sustainability either as a direct determinant of bank
performance or as a separate disclosure practice. Less attention has been given to whether
sustainability operates as an intermediary mechanism through which Islamic financing
structures influence financial performance.

This gap is important because the financing composition of Islamic banks reflects both
their operational strategy and their commitment to Sharia-based intermediation. Profit-
sharing financing, such as mudharabah and musyarakah, represents the ideal principle of
risk and return sharing, but it is often associated with higher monitoring costs, informa-
tion asymmetry, and agency risk. Debt-based financing, particularly murabahah, ijarah,
and istishna, is generally easier to implement and offers more predictable returns, but
its dominance may reduce the transformative role of Islamic banking as a risk-sharing
and sustainability-oriented financial institution (Budiman et al., 2021; Saleem et al., 2024;
Widarjono & Rafik, 2023). Therefore, understanding how these financing structures inter-
act with sustainability practices is essential for explaining the performance dynamics of
Islamic banks.

The relationship between Islamic financing and sustainability is also likely to vary
across institutional contexts. Indonesia and Malaysia are two major Islamic banking ju-
risdictions in Southeast Asia, but they differ in regulatory orientation, market maturity,
sustainability reporting practices, and Islamic finance governance. These differences may
shape how Islamic banks disclose sustainability practices, allocate financing, manage lig-
uidity, and convert sustainability initiatives into profitability. A cross-country comparison
is therefore necessary to identify whether the relationships among financing structure,
Islamic Sustainable Banking, and bank performance are consistent across jurisdictions or
conditioned by national institutional environments.

This study addresses these issues by examining the mediating role of Islamic Sustainable
Banking (ISB) in the relationship between Islamic financing structures and bank performance
in Indonesia and Malaysia. ISB is measured using an Islamic Sustainable Banking Disclosure
Index (ISBDI), which integrates Maqasid al-Shariah principles and SDG-oriented indicators.
Using panel data from Islamic banks during 2018-2023 and applying PLS-SEM, mediation
analysis, PLS-MGA, and permutation tests, this study evaluates the direct and indirect asso-
ciations of profit-sharing financing, debt-based financing, and liquidity conditions on bank
performance, measured by return on assets and net profit margin.

The theoretical contribution of this study lies in conceptualizing Islamic Sustainable
Banking (ISB) as a banking-specific sustainability construct that connects Sharia-based
financial intermediation, Maqasid al-Shariah, SDG-oriented disclosure, and bank perfor-
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mance within a single empirical framework. Unlike previous Maqasid-based banking
studies that mainly assess ethical performance, Sharia compliance, or sustainability dis-
closure as separate dimensions, this study positions ISB as an intermediary construct that
reflects how Islamic banks translate financing activities, governance responsibilities, and
sustainability commitments into disclosed institutional practices. Accordingly, ISB is not
treated merely as an extension of a conventional sustainability disclosure index, but as a dis-
tinct construct that captures the operational interface between Islamic financing structures
and sustainability-oriented value creation.

This framework provides a new theoretical insight by suggesting that the financial
relevance of sustainability in Islamic banking is conditional rather than automatic. Sharia-
compliant financing does not necessarily produce stronger sustainability outcomes unless
it is supported by governance capacity, disclosure quality, institutional commitment, and
strategic alignment with Maqasid al-Shariah and the SDGs. Therefore, the study extends the
Islamic banking sustainability literature by showing that ISB can function as a transmission
mechanism through which financing structures are associated with bank performance. This
perspective moves beyond a direct-effect approach and offers a more nuanced explanation
of how Islamic financing, sustainability disclosure, and profitability are connected in
different institutional settings.

This study contributes to the literature in three ways. First, it develops an integrated
ISB framework that links Maqasid al-Shariah and SDG-oriented sustainability disclosure
within Islamic banking. Second, it clarifies the transmission mechanism through which
financing structures affect financial performance by positioning ISB as a mediating construct
rather than merely as a direct predictor. Third, it provides cross-country evidence from
Indonesia and Malaysia, showing how institutional settings may condition the relationship
between Islamic financing, sustainability practices, and bank performance. The findings
indicate that sustainability in Islamic banking functions as a conditional transmission
mechanism, suggesting that sustainability disclosure can support profitability only when it
is aligned with financing composition, governance capacity, and regulatory design.

2. Literature Review and Hypotheses Development
2.1. Magasid al-Shariah, Sustainability, and Islamic Sustainable Banking

Islamic banking is rooted in Sharia principles that emphasize justice, transparency, risk
sharing, and the protection of public welfare. These principles are closely related to Maqasid
al-Shariah, which provides an ethical foundation for financial intermediation by promoting
the preservation of faith, life, intellect, lineage, and wealth. In this context, Islamic banks are
expected not only to generate financial returns but also to support broader socio-economic
objectives through responsible financing, ethical governance, and stakeholder-oriented
practices (Mergaliyev et al., 2021; Nik Abdullah & Haron, 2022; Rahim et al., 2024).

The sustainability agenda provides a complementary framework for Islamic bank-
ing because the Sustainable Development Goals (SDGs) also emphasize inclusive growth,
poverty reduction, responsible consumption, institutional accountability, and environmen-
tal protection. The integration of Maqasid al-Shariah and SDG-oriented indicators therefore
offers a relevant basis for assessing Islamic banking practices beyond conventional finan-
cial performance. Previous studies have shown that sustainability practices in Islamic
banking can enhance legitimacy, strengthen stakeholder trust, and improve institutional
resilience when they are embedded into governance, disclosure, and financing strategies
(Ammar et al., 2023; Jan et al., 2021; Mohd Zain et al., 2024).

Islamic Sustainable Banking (ISB) in this study is conceptualized as a disclosure-
based construct that reflects the extent to which Islamic banks report economic, social,
environmental, and governance practices aligned with Maqasid al-Shariah and the SDGs.
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Unlike general ESG disclosure, ISB incorporates faith-based accountability and Sharia-
oriented ethical objectives. This approach allows sustainability to be examined not merely
as a reputational instrument, but as a mechanism through which Islamic banking values
are operationalized in financial intermediation.

It is important to distinguish Islamic Sustainable Banking disclosure from actual sus-
tainability performance. In this study, ISB is measured through the Islamic Sustainable
Banking Disclosure Index (ISBDI), which captures the extent to which Islamic banks re-
port policies, practices, governance mechanisms, and implementation evidence related to
Magqasid al-Shariah and SDG-oriented sustainability. Therefore, ISBDI reflects disclosed
sustainability practices rather than the full realized impact of sustainability implementation.
This distinction is important because sustainability reporting may contain both substantive
and symbolic elements. Substantive disclosure refers to reporting supported by identifiable
policies, quantitative indicators, governance mechanisms, implementation evidence, or
performance outcomes. Symbolic disclosure, by contrast, may be used primarily to signal
legitimacy without necessarily indicating deep operational integration.

From this perspective, ISB disclosure should be interpreted as an observable representa-
tion of sustainability commitment rather than as a complete measure of sustainability impact.
Nevertheless, disclosure remains theoretically relevant because banks operate in a highly
regulated and stakeholder-sensitive environment where transparency, accountability, and
governance communication are important components of institutional legitimacy. In Islamic
banking, such disclosure is also connected to Sharia accountability because banks are expected
to demonstrate how their activities support ethical intermediation, social welfare, and respon-
sible financial conduct. This study therefore uses ISBDI as a disclosure-based proxy for the
institutionalization of Islamic sustainability practices, while acknowledging that future studies
may complement disclosure measures with impact-based sustainability indicators.

Building on the conceptual link between Magqasid al-Shariah and sustainability, the
next issue concerns how Islamic banks operationalize these principles through financing
activities. Financing structure is central to Islamic banking because it reflects not only income
generation and risk allocation, but also the extent to which Islamic banks translate Sharia-
based intermediation into economic and social outcomes. Therefore, examining profit-sharing
and debt-based financing provides an important basis for understanding how Islamic banking
practices are connected to sustainability disclosure and financial performance.

2.2. Islamic Financing Structures and Bank Performance

Financing structure is a central feature of Islamic banking because it reflects the way
Islamic banks allocate funds, manage risk, and generate income. Profit-sharing financing,
particularly mudharabah and musyarakah, represents the ideal form of Islamic financial
intermediation because it is based on risk and return sharing. In theory, profit-sharing
financing can support real-sector development, entrepreneurial participation, and equitable
wealth distribution. However, in practice, this type of financing is often associated with
information asymmetry, agency problems, intensive monitoring costs, and uncertainty in
income realization (Budiman et al., 2021; Kulmie & Omar, 2024; Saleem et al., 2024).

Debt-based financing, particularly murabahah, ijarah, and istishna, is more widely
used in Islamic banking because it offers more predictable returns, clearer contractual
structures, and lower operational complexity. Murabahah financing, in particular, has
become dominant in many Islamic banking markets due to its simplicity, fixed-margin
structure, and relatively lower risk exposure compared with participatory financing. This
dominance may improve short-term profitability, but it may also raise questions about the
extent to which Islamic banks remain aligned with the risk-sharing ideal of Islamic finance
(Billah et al., 2024; Ibrahim & Salam, 2021; Widarjono & Rafik, 2023).
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Bank performance in this study is represented by return on assets (ROA) and net
profit margin (NPM). ROA reflects the ability of banks to generate profit from total assets,
whereas NPM indicates the ability to convert operating income into net earnings. Be-
cause profit-sharing and debt-based financing have different risk, monitoring, and income
characteristics, both financing structures may influence bank performance differently. Con-
sidering the mixed theoretical and empirical expectations, the hypotheses are formulated
in a non-directional form:

H1. Profit-sharing financing is significantly associated with ROA.
H2. Profit-sharing financing is significantly associated with NPM.
H3. Debt-based financing is significantly associated with ROA.

H4. Debt-based financing is significantly associated with NPM.

2.3. Islamic Financing Structures and Islamic Sustainable Banking

The relationship between financing structure and Islamic Sustainable Banking is
theoretically important because financing activities represent the operational core of Islamic
banks. Profit-sharing financing is normatively consistent with Maqasid al-Shariah because
it promotes risk sharing, productive investment, and economic participation. However,
the practical implementation of profit-sharing contracts may require stronger monitoring
systems, more intensive Sharia supervision, and greater transparency in project evaluation.
These operational demands may affect the ability of banks to systematically document and
disclose sustainability-related practices.

Debt-based financing also has implications for ISB disclosure. Although debt-based
contracts such as murabahah and ijarah are Sharia-compliant, their dominance may shift
the focus of Islamic banks toward transaction-based income and short-term asset growth.
This condition may limit the integration of sustainability considerations into financing
design, risk assessment, and impact-based reporting. Banks with higher dependence on
debt-based financing may therefore show different levels of ISB disclosure compared with
banks that have more diversified financing structures.

Previous studies suggest that the connection between Islamic finance and sustainability is
not automatic. Sharia compliance provides an ethical foundation, but sustainability integration
requires governance capacity, disclosure infrastructure, regulatory support, and strategic
alignment. Therefore, financing structures may either support or constrain the implementation
of ISB, depending on how banks translate financing activities into broader sustainability
commitments. Based on this reasoning, the following hypotheses are proposed:

H5. Profit-sharing financing is significantly associated with Islamic Sustainable Banking.

H6. Debt-based financing is significantly associated with Islamic Sustainable Banking.

2.4. Islamic Sustainable Banking and Bank Performance

Sustainability practices may affect bank performance through several mechanisms.
First, sustainability disclosure can improve stakeholder trust by signaling transparency,
accountability, and long-term orientation. Second, sustainability integration can strengthen
governance quality and reduce reputational risk. Third, sustainability-oriented practices
may improve operational efficiency when they are embedded into risk management, prod-
uct development, and resource allocation. In Islamic banking, these mechanisms are
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reinforced by the ethical expectations attached to Sharia-based financial intermediation
(Alam et al., 2022; Izcan & Bektas, 2022; Liu & Xie, 2024).

However, the financial effect of sustainability may differ across performance indicators.
Sustainability practices may not immediately improve asset-based profitability because
their benefits often require time to materialize. Costs related to disclosure, governance,
monitoring, and sustainability program implementation may also reduce short-term gains.
In contrast, sustainability disclosure may have a stronger relationship with net profit margin
when it enhances customer trust, improves reputation, and supports income stability.
Therefore, the effect of ISB on performance should be tested separately for ROA and NPM.

H7. Islamic Sustainable Banking is significantly associated with ROA.

H8. Islamic Sustainable Banking is significantly associated with NPM.

2.5. The Mediating Role of Islamic Sustainable Banking

Islamic Sustainable Banking may function as a mediating mechanism because financ-
ing structures can influence how banks implement and disclose sustainability practices,
while sustainability practices may subsequently affect financial performance. This me-
diation logic is relevant because the relationship between Islamic financing and bank
performance may not be purely direct. Instead, financing structures may shape the level
of sustainability integration, and sustainability integration may then transmit the effect of
financing composition to profitability.

Profit-sharing financing is theoretically consistent with Sharia-based sustainability
because it supports productive activities and shared economic participation. Nevertheless,
its operational complexity may weaken sustainability disclosure when banks allocate
managerial resources to monitoring and contract enforcement rather than to systematic
sustainability reporting. Debt-based financing may also affect ISB because its standardized
and transaction-based nature can support income stability but may not necessarily promote
broader sustainability integration. These mechanisms suggest that ISB may explain how
financing structures are translated into performance outcomes.

This study focuses on NPM as the mediated performance outcome because sustain-
ability disclosure is expected to influence margin-based profitability more directly than
asset-based profitability. ISB may improve NPM through reputational effects, stakeholder
confidence, customer loyalty, and governance credibility. At the same time, financing
structures may either strengthen or weaken ISB disclosure. Therefore, ISB is expected to
mediate the relationship between financing structures and profitability.

H9. Islamic Sustainable Banking mediates the association between profit-sharing financing and NPM.

H10. Islamic Sustainable Banking mediates the association between debt-based financing and NPM.

2.6. Liquidity Conditions as Control Paths

Liquidity conditions are included in this study through the financing-to-deposit ratio
(FDR). FDR reflects the extent to which deposits are converted into financing activities. A
higher FDR may indicate stronger intermediation, but it may also increase liquidity pressure
when financing expansion is not supported by adequate funding stability. In Islamic
banking, liquidity management is particularly important because banks must balance
financing growth, Sharia-compliant liquidity instruments, and risk exposure. Although
FDR is not the main theoretical variable in this study, it is included as a control path because
liquidity conditions may influence profitability. Banks with efficient liquidity allocation
may generate stronger returns, whereas excessive liquidity pressure may reduce financial
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flexibility and increase risk. Therefore, FDR is controlled in the structural model to ensure
that the effects of financing structures and ISB on performance are not confounded by
liquidity conditions.

Control path 1. FDR is included as a control variable for ROA.

Control path 2. FDR is included as a control variable for NPM.

2.7. Cross-Country Differences Between Indonesia and Malaysia

The relationship among financing structures, ISB, and bank performance may differ
across countries because Islamic banking operates within different regulatory, market, and
institutional environments. Indonesia and Malaysia are two important Islamic banking
jurisdictions in Southeast Asia, but both countries have different levels of market matu-
rity, sustainability reporting development, Sharia governance structures, and regulatory
approaches. These differences may affect how Islamic banks allocate financing, disclose
sustainability practices, and convert sustainability commitments into financial performance.

Malaysia has a relatively mature Islamic finance ecosystem with stronger institutional-
ization of Islamic banking and sustainability-related frameworks. Indonesia, meanwhile,
has shown rapid development in Islamic banking consolidation and sustainable finance
regulation. These institutional differences may lead to heterogeneous effects of financing
structures and ISB on bank performance. Therefore, this study examines whether the
structural relationships differ between Islamic banks in Indonesia and Malaysia using
PLS-MGA and permutation tests.

Research proposition. The structural relationships among financing structures, Islamic
Sustainable Banking, liquidity conditions, and bank performance differ between Islamic
banks in Indonesia and Malaysia.

Figure 1 presents the conceptual framework of the study at the construct level. The
model shows the direct associations between financing structures and bank performance,
the mediating role of Islamic Sustainable Banking, and the control paths of the financing-
to-deposit ratio. The framework is further examined across Indonesia and Malaysia using
multi-group analysis.

Profit-Sharing
Financing

Return on Assets

(oSH) (ROA)
Islamic Sustainable
Banking
(ISB)
l:;:)l;]?;;ed ’ | Net Profit Margin
o5 , (NPM)
4
Financing-to- s -7

Deposit Ratio (FDR) -7
Control Variable ~

Multi-group analysis: Indonesia vs. Malaysia

Figure 1. Conceptual framework of the study at the construct level. Solid arrows indicate the
hypothesized associations among the main constructs, including direct and mediating paths, while
dashed arrows indicate the control paths from the financing-to-deposit ratio (FDR) to return on assets
(ROA) and net profit margin (NPM).
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3. Materials and Methods
3.1. Research Design and Sample

This study employed a quantitative explanatory design to examine how Islamic Sus-
tainable Banking (ISB) mediates the relationship between Islamic financing structures and
bank performance. The empirical setting consists of Islamic banks operating in Indonesia
and Malaysia, two major Islamic finance jurisdictions in Southeast Asia with different
regulatory, market, and sustainability disclosure environments. The study period cov-
ers 2018-2023, allowing the analysis to capture recent developments in Islamic banking
sustainability practices before and after the acceleration of sustainability reporting in the
financial sector.

The sample comprises 23 Islamic banks, consisting of 10 Islamic banks from Indonesia
and 13 Islamic banks from Malaysia. The unit of analysis is the bank-year observation. The
data were collected from annual reports, sustainability reports, financial statements, regula-
tory disclosures, and official bank publications. Banks were included when the relevant
financial and disclosure information required to construct the variables was available for
the observation period.

3.2. Data Sources and Variable Measurement

The study uses secondary data derived from publicly available bank reports. Financial
data were obtained from annual reports and financial statements, while sustainability-
related data were extracted from annual reports, sustainability reports, corporate gover-
nance reports, and official bank disclosures. This approach is appropriate because Islamic
Sustainable Banking is assessed based on disclosed institutional practices rather than
survey-based perceptions.

Bank performance is measured using two indicators: return on assets (ROA) and
net profit margin (NPM). ROA captures the ability of a bank to generate profit from its
total assets, while NPM reflects the extent to which operating income is converted into net
earnings. Profit-sharing financing (PSF) is measured using the proportion of mudharabah
and musyarakah financing to total financing. Debt-based financing (DF) is measured using
the proportion of murabahah, ijarah, and istishna financing to total financing.

Debt-based financing was initially specified as a composite of murabahah, ijarah,
and istishna because these contracts represent non-profit-sharing financing arrangements
that generally provide more predictable contractual returns than participatory financing.
This baseline specification was intended to preserve the conceptual breadth of debt-based
financing in Islamic banking. However, the empirical structure of the sample indicates
that murabahah is the dominant debt-based contract, while ijarah and istishna contribute
more weakly to the composite measure. This pattern is consistent with the practical
structure of Islamic banking in which murabahah is widely used because of its fixed-
margin characteristics, lower operational complexity, and clearer contractual structure.

Financing-to-deposit ratio (FDR) is included as a control variable to capture liquidity-
based intermediation conditions.

The operational definitions of the main variables are as follows:

PSF = mudharabah and musyarakah financing/total financing;
DF = murabahah, jjarah, and istishna financing/total financing;
FDR = total financing/third-party funds;

ROA = net income/total assets;

NPM = net income/operating income.
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3.3. Measurement of Islamic Sustainable Banking Disclosure Index

Islamic Sustainable Banking is measured using the Islamic Sustainable Banking Dis-
closure Index (ISBDI), which integrates Maqasid al-Shariah principles and the Sustainable
Development Goals (SDGs). The index was developed by adapting sustainability and
Islamic banking disclosure indicators from prior studies on Maqasid-based banking, Is-
lamic sustainability performance, SDG alignment, financial inclusion, governance, and
anti-corruption disclosure. The ISBDI uses a dichotomous scoring procedure. Each disclo-
sure item receives a score of 1 when the bank provides clear narrative evidence, quantitative
information, policy disclosure, implementation evidence, or performance-related informa-
tion. A score of 0 is assigned when the item is not disclosed or when the disclosure is too
general to indicate implementation. Items that are not applicable to a specific bank-year
observation are excluded from the denominator to avoid measurement bias.

The ISBDI for bank b in year t is calculated as follows:

ny,
Yol Aok

ISBDIy; = ==
bt

where dy represents the disclosure score for item k for bank b in year t, with a value of 1
if the item is disclosed and 0 otherwise. ny; denotes the number of applicable disclosure
items for bank b in year t. The ISBDI indicators were selected through a structured
review of prior studies on Islamic banking sustainability, Maqasid-based performance,
SDG alignment, governance disclosure, financial inclusion, environmental responsibility,
social responsibility, and anti-corruption disclosure. Each indicator was retained when it
met three criteria. First, the indicator had to be relevant to Islamic banking activities and
observable in publicly available bank reports. Second, the indicator had to have a clear
conceptual linkage with at least one dimension of Maqasid al-Shariah. Third, the indicator
had to be reasonably aligned with the SDG-oriented sustainability agenda. This procedure
ensured that the index was not developed as a generic ESG checklist, but as an Islamic
banking-specific disclosure instrument.

The index applies an equal-weighting approach because the study does not assume
that one sustainability dimension is universally more important than another across differ-
ent institutional and national contexts. Equal weighting also reduces researcher-imposed
prioritization and allows the index to capture the breadth of sustainability disclosure
across economic, social, environmental, and governance dimensions. To minimize scoring
subjectivity, explicit coding rules were applied. A score of 1 was assigned only when
the bank provided identifiable evidence, such as policy statements, quantitative informa-
tion, program descriptions, governance mechanisms, implementation evidence, assurance
statements, or performance-related disclosures. A score of 0 was assigned when the item
was not disclosed or when the disclosure was too general to indicate implementation.
Items that were not applicable to a specific bank-year observation were excluded from the
denominator to avoid measurement bias.

Although this procedure improves transparency and consistency, the study acknowl-
edges that disclosure-based measurement has limitations. ISBDI may not fully capture the
quality, intensity, or real impact of sustainability implementation. A bank may disclose
sustainability practices to strengthen legitimacy, while another bank may implement sub-
stantive practices but provide limited disclosure. Therefore, the ISBDI should be interpreted
as a measure of disclosed Islamic sustainability practices rather than as a direct measure of
actual sustainability impact.

The index consists of economic, social, environmental, and governance dimensions.
The detailed indicators, operational evidence, Maqasid linkage, and SDG alignment are
presented in Appendix A, while the summary of the index construction is shown in Table 1.
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Table 1. Summary of the Islamic sustainable banking disclosure index (ISBDI).
. Representative Indicators . . Magqasid Linkage SDG Alignment
Pillar (Examples) Operational Evidence (Ilustrative) (Illustrative)

Economic (EC)

Shariah screening of investments;
Profit-sharing mechanisms
(mudharabah/musharakah);
Zakat payment

Bank discloses sectoral
screening/exclusions and Shariah
audit/assurance; explains
profit-sharing ratios and Shariah
Board approval; reports zakat
basis, amount, and distribution

Preservation of
faith & wealth

SDGs 1, 8,10, 16

Financial inclusion & SME support;
Employee welfare & training;

Beneficiaries or lending to
priority groups; training

Preservation of intellect,

Social (S0) Customer protection & grievance hours/benefits; community lineage & wealth SDGs 3,4, 58,10
handling; Community investment program spend/results
Environmental Green financing / portfolio; Amount/share of green assets; Preservation of
.. energy consumption/ R SDGs 7,12,13,15
(EN) Energy use & efficiency life & resources
renewable share
Shariah boa.rd oversight; Bhoa.rd Names/independence & meeting
structure & independence; Risk . . .
Governance management: Anti-corruption: frequency of Shariah board; board Preservation of faith, SDGs 16. 17
(GOV) & ’ prion; composition; risk disclosures; intellect & wealth ’

External assurance of
sustainability report

anti-corruption policy/cases

3.4. Analytical Method

Partial least squares structural equation modeling (PLS-SEM) was applied to test the
proposed relationships among financing structures, ISB, liquidity condition, and bank
performance. PLS-SEM was selected because the model combines observed financial ratios,
disclosure-based constructs, mediation paths, and group comparison analysis. This method
is also suitable for predictive and explanatory models that include composite indicators
and formative measurement elements.

The analysis proceeded in two stages. First, the measurement model was assessed to
evaluate indicator reliability, convergent validity, discriminant validity, and collinearity.
Constructs based on financial ratios, such as ROA, NPM, FDR, and ISBDI, were treated as
single-item observed variables. Profit-sharing financing was represented by mudharabah
and musyarakah financing, while debt-based financing was represented by murabahah,
ijarah, and istishna financing. Because financing components represent the composition
of bank financing rather than interchangeable manifestations of a latent construct, the
measurement specification was evaluated carefully to ensure that collinearity and indicator
contribution did not distort the structural estimates.

Second, the structural model was assessed by estimating path coefficients, t-statistics,
p-values, and the explanatory power of endogenous constructs. Bootstrapping was used
to assess the statistical significance of the direct and indirect associations. The direct
associations tested the relationships between PSF, DF, ISB, and bank performance, while
FDR was included as a control path for ROA and NPM. Mediation analysis was conducted
by examining the specific indirect associations of PSF and DF on NPM through ISB.

Given the observational nature of the data and the use of PLS-SEM, the findings
should be interpreted as model-based associations rather than causal effects. The mediation
analysis identifies whether ISB statistically transmits the relationship between financing
structures and bank performance within the specified structural model. It does not es-
tablish causality in an experimental or quasi-experimental sense. Accordingly, the terms
“effect” and “mediation” are used in a model-based sense to describe statistically estimated
structural associations obtained through bootstrapping procedures. This interpretation is
consistent with the predictive and explanatory orientation of PLS-SEM.
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3.5. Mediation and Group-Difference Analysis

The mediation test focused on whether ISB statistically links the association between
Islamic financing structures and bank performance. The indirect associations were eval-
uated using bootstrapped confidence estimates and p-values. A mediation effect was
considered statistically significant when the specific indirect effect was significant at the
5% level. The interpretation of mediation considered both the significance and the direction
of the coefficients, particularly because financing structures may reduce ISB disclosure
while ISB may positively affect profitability.

To examine whether the structural relationships differ between Indonesia and
Malaysia, the study applied multi-group analysis using PLS-MGA and permutation test-
ing. PLS-MGA was used to identify significant differences in path coefficients between
the two country groups. The permutation test was used as a robustness procedure to
confirm whether the observed group differences remained statistically reliable under a
non-parametric comparison. A group difference was interpreted only when the relevant
p-value and confidence interval supported a statistically significant difference between the
Indonesian and Malaysian samples.

3.6. Robustness Procedure

A robustness analysis was conducted to evaluate whether the main findings were
sensitive to the specification of debt-based financing. The baseline model treated debt-based
financing as a composite of murabahah, ijarah, and istishna financing. This specification
was retained for theoretical reasons because these contracts represent non-profit-sharing
financing arrangements that generally provide more predictable contractual returns than
participatory financing contracts. Retaining the three components in the baseline model
allows the analysis to capture the broader debt-based financing orientation of Islamic banks
rather than restricting the construct to a single contract type.

However, the empirical structure of the sample indicates that murabahah is the dominant
debt-based contract, while ijarah and istishna contribute more weakly to the composite
measure. This pattern is consistent with the practical structure of Islamic banking, where
murabahah is widely used because of its fixed-margin characteristics, lower operational
complexity, and clearer contractual structure. Therefore, an alternative robustness specification
was tested by retaining murabahah financing as the main proxy for debt-based financing.

The robustness model was then compared with the baseline composite model to
assess whether the structural conclusions remained stable after modifying the debt-based
financing specification. This comparison helps determine whether the results are driven by
the broader debt-based financing orientation or by the dominant murabahah component.
The consistency of the findings across both specifications provides additional support for
the robustness of the structural interpretation.

4. Results
4.1. Measurement Model and Robustness Assessment

The analysis first evaluated the measurement specification before estimating the
structural relationships among Islamic financing structures, Islamic Sustainable Banking,
and bank performance. Profit-sharing financing (PSF) was represented by mudharabah
and musyarakah financing, while debt-based financing (DF) was initially specified using
murabahalh, ijarah, and istishna financing. Islamic Sustainable Banking (ISB), return on
assets (ROA), net profit margin (NPM), and financing-to-deposit ratio (FDR) were treated
as observed variables because each was measured using a single index or financial ratio.

The measurement assessment indicated that PSF was adequately represented by its
financing components, while the formative specification of DF showed that murabahah
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financing contributed more strongly than ijarah and istishna. This pattern is consistent
with the empirical structure of Islamic banking, where murabahah financing remains the
dominant debt-based contract in many Islamic banking markets. To ensure that the main
findings were not driven by weak formative indicators, a robustness model was estimated
by retaining murabahah financing as the main proxy for debt-based financing. The robust-
ness results remained substantively consistent with the baseline specification, indicating
that the structural conclusions were not sensitive to the alternative DF measurement.

The baseline PLS-SEM model in Figure 2 summarizes the estimated structural relation-
ships among financing structures, Islamic Sustainable Banking, liquidity conditions, and
bank performance. The model shows the standardized path coefficients and the explained
variance of the endogenous constructs. Figure 3 presents the robustness specification in which
debt-based financing is represented primarily by murabahah financing, following the weak
contribution of jjarah and istishna in the initial formative specification. The robustness model
was used to assess whether the main structural conclusions remained stable after adjusting the
measurement of debt-based financing. The results indicate that the alternative specification
does not materially change the direction and significance pattern of the main relationships.

MDF
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MSF +-0.930
. 0.136
Profit
Sharing 0.340 1.000 ROA
Financing !
0.095 0.015
9 Return on
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Figure 2. Estimated PLS-SEM model. Blue circles indicate constructs, yellow rectangles indicate observed
indicators or single-item variables, and the values on the arrows represent standardized path coefficients.
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Figure 3. PLS-SEM robustness model (MF only). Blue circles indicate constructs, yellow rectan-
gles indicate observed indicators or single-item variables, and the values on the arrows represent
standardized path coefficients.
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4.2. Direct Associations

Table 2 presents the results of the direct structural paths. The paths from profit-sharing
financing to ROA and NPM were not statistically significant, indicating no evidence of a
direct association between a higher proportion of mudharabah and musyarakah financing
and the two performance indicators in the full sample. However, PSF was negatively and
significantly associated with ISB disclosure, suggesting that banks with a higher concentra-
tion of profit-sharing financing tend to report lower levels of sustainability disclosure.

Table 2. Structural model path coefficients and direct associations.

Hypothesized Path Path Coefficient () t-Statistic p-Value Hypothesis Decision

H1: PSF — ROA -0.107 1.194 0.232 Not supported
H2: PSF — NPM —0.084 0.560 0.576 Not supported

H3: DF — ROA 0.394 5.396 <0.001 * Supported
H4: DF — NPM 0.103 1.145 0.252 Not supported

H5: PSF — ISB —0.356 4.883 <0.001 * Supported

Hé: DF — ISB —0.247 3.338 0.001 * Supported
H7: ISB — ROA 0.008 0.104 0.917 Not supported

HS8: ISB — NPM 0.180 2.820 0.005 * Supported
Control Path: FDR — ROA —0.053 0.240 0.810 Not applicable
Control Path: FDR — NPM 0.075 0.355 0.722 Not applicable

Note. 3 = standardized path coefficient. PSF = profit-sharing financing; DF = debt-based financing; ISB = Islamic
Sustainable Banking; FDR = financing-to-deposit ratio; ROA = return on assets; NPM = net profit margin. An
asterisk (*) denotes statistical significance at p < 0.05.

Debt-based financing was positively and significantly associated with ROA, indicating
that debt-based financing is linked to asset-based profitability. In contrast, its association
with NPM was not statistically significant. DF also was negatively and significantly associ-
ated with ISB, implying that a higher concentration of debt-based financing is associated
with lower Islamic Sustainable Banking disclosure. These findings suggest that both major
financing structures are linked to sustainability disclosure, but their relationships operate
in a negative direction.

ISB was not significantly associated with ROA but was positively and significantly
associated with NPM. This result indicates that sustainability disclosure is more closely
associated with margin-based profitability than with asset-based profitability. In practical
terms, sustainability-oriented banking practices may be linked to profitability through
reputational, governance, and stakeholder-related channels that are more visible in profit
margin than in asset returns.

FDR was included as a control path for ROA and NPM. The results show that FDR
was not significantly associated with either performance indicator. This suggests that
liquidity-based intermediation conditions do not materially alter the main relationships
between financing structures, ISB, and bank performance in the estimated model.

4.3. Specific Indirect Associations

Table 3 reports the mediation results based on the specific indirect associations. The
indirect path from PSF to NPM through ISB was negative and statistically significant.
Similarly, the indirect path from DF to NPM through ISB was also negative and significant.
These results indicate that ISB serves as a model-based mediation mechanism between
Islamic financing structures and profitability, particularly when profitability is measured
using NPM.
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Table 3. Mediation analysis of specific indirect associations.
Hypothesized Path Path Coefficient () t-Statistic p-Value Hypothesis Decision
H9: PSF — ISB — NPM —0.064 2.228 0.026 * Supported
H10: DF — ISB —+ NPM —0.044 1.981 0.048 * Supported

Note. = standardized indirect association. ISB = Islamic Sustainable Banking; PSF = profit-sharing financing;
DF = debt-based financing; NPM = net profit margin. An asterisk (*) denotes statistical significance at p < 0.05.

The negative sign of the indirect associations should be interpreted carefully. The results
do not imply that ISB reduces profitability. Instead, ISB is positively associated with NPM,
while both PSF and DF are negatively associated with ISB. Consequently, the indirect asso-
ciations become negative because financing concentration is linked to lower ISB disclosure,
whereas ISB itself is positively related to NPM. This pattern indicates that sustainability
operates as a transmission mechanism whose performance effect depends on how financing
structures are aligned with sustainability disclosure and governance practices.

Because the direct associations of PSF and DF with NPM were not significant, while the
indirect associations through ISB were significant, the mediation pattern can be interpreted
as indirect-only mediation. This finding supports the view that the relationship between
Islamic financing structures and profitability is not purely direct, but is transmitted through
sustainability-related disclosure and institutional practices. The mediation interpretation
follows the logic of specific indirect effect assessment in PLS-SEM and contemporary
mediation analysis (Coutts & Hayes, 2022; Hair et al., 2024; Sarstedt et al., 2022).

4.4. Country-Specific Structural Path

Table 4 presents the country-specific structural path coefficients for Indonesia and
Malaysia. The results show that the relationship between financing structure and bank
performance differs across the two countries. In the Indonesian sample, Debt-based fi-
nancing was positively and significantly associated with ROA, indicating that debt-based
financing plays a stronger role in supporting asset profitability. In the Malaysian sample,
profit-sharing financing was negatively and significantly associated with NPM, suggesting
that higher reliance on profit-sharing contracts may place pressure on profit margins.

Table 4. Country-specific structural path coefficients.

Path Indonesia (f3) Malaysia () Indonesia (p-Value)  Malaysia (p-Value)
PSF — NPM 0.736 —0.325 0.148 0.024 *
DF — ROA 0.810 0.099 0.017 * 0.399

Note. = standardized path coefficient. An asterisk (*) denotes statistical significance at p < 0.05.

These country specific results indicate that Islamic financing structures do not produce
uniform performance effects across jurisdictions. Differences in regulatory frameworks,
market maturity, product composition, and sustainability disclosure practices may influence
how financing activities are translated into profitability. Therefore, the country-level
findings provide an empirical basis for conducting formal group-difference tests using
PLS-MGA and permutation analysis.

4.5. PLS-MGA Results

Table 5 reports the PLS-MGA results comparing the structural relationships between
Islamic banks in Indonesia and Malaysia. The group-difference analysis shows significant
differences in three paths: PSF — NPM, DF — ROA, and DF — NPM. These results
indicate that the associations between Islamic financing structures and profitability differ
significantly between the two countries.
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Table 5. PLS-MGA results for group differences.
Path Diff. p-Value Group-Difference
(IDN-MY) (1-Tailed) Decision
PSF — ROA 0.354 0.150 Not significant
PSF — NPM 1.061 0.017 * Significant
DF — ROA 0.711 0.003 * Significant
DF — NPM 0.856 0.014 * Significant
PSF — ISB 0.021 0.520 Not significant
DF — ISB 0.200 0.245 Not significant
ISB — ROA 0.155 0.129 Not significant
ISB — NPM 0.163 0.105 Not significant
FDR — ROA -0.027 0.521 Not significant
FDR — NPM 0.226 0.187 Not significant

Note. IDN = Indonesia; MY = Malaysia. Diff. represents 3 Indonesia minus (3 Malaysia. Group differences are
assessed using the PLS-MGA one-tailed criterion; a group difference is considered significant when the MGA
p-value is below 0.05 or above 0.95. * p < 0.05.

The difference in the PSF — NPM path shows that profit-sharing financing has a
more favorable coefficient in Indonesia than in Malaysia. The significant differences in
the DF — ROA and DF — NPM paths further indicate that debt-based financing is more
strongly associated with profitability in Indonesia. In contrast, the paths involving ISB
and FDR did not show statistically significant differences between the two country groups.
This suggests that the main cross-country heterogeneity is concentrated in the relationship
between financing structure and profitability, rather than in the sustainability performance
or liquidity performance channels.

4.6. Permutation Test

Table 6 presents the permutation test results as a robustness check for the PLS-
MGA findings. The permutation analysis confirms significant group differences in the
PSF — NPM, DF — ROA, and DF — NPM paths. These findings are consistent with
the PLS-MGA results and strengthen the evidence that Islamic financing structures affect
profitability differently in Indonesia and Malaysia.

The direction of significant differences indicates that the relevant coefficients are
stronger in Indonesia than in Malaysia. However, direction should only be interpreted
for paths with statistically significant group differences. For non-significant paths, the
direction of difference is not substantively interpreted, even when the numerical coefficient
difference is positive or negative. This approach prevents overinterpretation of statistically
unsupported group differences.

Overall, the PLS-MGA and permutation results demonstrate that the relationship
between Islamic financing structures and profitability is context-dependent. The Indonesian
banking environment appears to provide a stronger link between financing composition
and profitability outcomes, while the Malaysian context shows a more complex pattern,
particularly in the relationship between profit-sharing financing and profit margin. These
findings highlight the importance of considering institutional and regulatory environments
when evaluating the financial implications of Islamic banking sustainability.
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Table 6. Permutation test results for group differences.
Diff Perm. Permutation Direction of
Path B IDN B MY : Mean CI25% CI97.5%  p-Value .. Significant
(IDN — MY) . Decision s
Diff Difference

PSF — ROA 0.264 —0.091 0.354 —0.005 —0.363 0.367 0.059 Not significant -

PSF — NPM 0.736 —0.325 1.061 —0.023 —0.536 0.538 <0.001 * Significant Indonesia > Malaysia
PSF — ISB —0.025 —0.046 0.021 —0.004 —0.302 0.288 0.888 Not significant -

DF — ROA 0.810 0.099 0.711 —0.004 —0.321 0.289 <0.001 * Significant Indonesia > Malaysia

DF — NPM 0.889 0.033 0.856 —0.008 —0.362 0.353 <0.001 * Significant Indonesia > Malaysia
DF — ISB 0.053 —0.147 0.200 —0.001 —0.294 0.308 0.200 Not significant -
ISB — ROA —0.015 —0.170 0.155 0.000 —0.309 0.308 0.363 Not significant -
ISB -+ NPM 0.064 —0.098 0.163 —0.006 —0.278 0.254 0.226 Not significant -
FDR — ROA  —-0.116  —0.089 —0.027 —0.001 —0.815 0.817 0.930 Not significant -
FDR — NPM 0.045 —0.182 0.226 —0.002 —0.820 0.769 0.778 Not significant -

Note. IDN = Indonesia; MY = Malaysia. Diff. represents 3 Indonesia minus 3 Malaysia. The permutation decision
is based on two-tailed p-values and 95% confidence intervals. The direction of difference is interpreted only for
statistically significant group differences. An asterisk (*) denotes statistical significance at p < 0.05.

5. Discussion

The findings provide a nuanced explanation of how Islamic financing structures,
sustainability disclosure, and bank performance interact in Islamic banks. The results
show that Islamic Sustainable Banking (ISB) is positively associated with net profit margin
but not significantly associated with return on assets. This indicates that sustainability-
oriented banking practices are more closely related to margin-based profitability than
to asset-based profitability. In the context of Islamic banking, sustainability disclosure
may be linked to profitability through stakeholder trust, reputational legitimacy, customer
confidence, and governance credibility. These mechanisms are consistent with the view
that sustainability practices can improve institutional resilience and financial outcomes
when they are embedded in governance and accountability systems (Alam et al., 2022;
Mohd Zain et al., 2024; Shalhoob, 2025).

The non-significant association between ISB and ROA indicates that sustainability
disclosure may not immediately be reflected in asset-based profitability. ROA is strongly
influenced by asset structure, financing quality, operational efficiency, and risk exposure.
Sustainability initiatives may require time before they generate measurable asset-based
returns, especially when they involve disclosure systems, governance improvement, moni-
toring mechanisms, and stakeholder engagement. This finding implies that the financial
benefits of sustainability in Islamic banking may emerge gradually and may be more visible
in profit margin than in asset productivity. This interpretation is consistent with studies
suggesting that the sustainability—performance relationship in banking is not always linear
and may depend on institutional capacity, disclosure quality, and implementation costs
(Liu & Xie, 2024; Weber & Chowdury, 2020).

The positive association between ISB and NPM can be explained through several
theoretical mechanisms. From a stakeholder perspective, sustainability disclosure may
improve depositor and customer confidence because it signals that Islamic banks are not
only financially oriented but also accountable to ethical, social, and governance expectations.
From a legitimacy perspective, ISB disclosure helps banks demonstrate conformity with
Sharia principles, sustainability norms, and regulatory expectations. These legitimacy
and trust-building mechanisms may support margin-based profitability through stronger
customer retention, reputational credibility, and stakeholder confidence. From a resource-
based perspective, banks with stronger disclosure systems, governance capacity, and
sustainability-related routines may develop intangible capabilities that support more stable
income generation. These mechanisms help explain why ISB is more closely associated
with NPM than with ROA.
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The absence of a statistically significant association between ISB and ROA should also
be interpreted with caution. One possible explanation is that ROA is more sensitive to
asset structure, financing quality, cost efficiency, and risk exposure than to disclosure-based
sustainability practices. Sustainability disclosure may enhance trust and legitimacy, but
these benefits may not immediately translate into asset productivity. Another explanation
is that sustainability initiatives may involve short-term costs related to reporting systems,
governance improvement, monitoring, and stakeholder engagement. In addition, differ-
ences in asset composition, regulatory environments, and implementation capacity across
banks may weaken the direct association between ISB and ROA. Therefore, the ROA result
does not necessarily indicate that sustainability lacks financial relevance; rather, it suggests
that the financial benefits of ISB may be more visible through margin-based channels than
through asset-based profitability.

The findings can be further interpreted through institutional theory, legitimacy theory,
stakeholder theory, and Islamic governance perspectives. From an institutional perspective,
Islamic banks operate under regulatory, market, Sharia governance, and sustainability
reporting pressures that shape how they disclose sustainability-related practices. These
pressures may encourage banks to align their reporting practices with broader expectations
regarding responsible finance, ethical intermediation, and sustainable development. From a
legitimacy perspective, ISB disclosure allows Islamic banks to demonstrate conformity with
societal expectations, regulatory norms, Sharia principles, and sustainability commitments.
However, such disclosure may become symbolic when it is not supported by measurable
implementation, governance mechanisms, and financing strategies.

From a stakeholder perspective, ISB disclosure may be positively associated with
net profit margin because transparent sustainability practices can strengthen trust among
depositors, customers, regulators, investors, Sharia supervisory bodies, and the wider
community. In Islamic banking, stakeholder accountability is not limited to financial
stakeholders but also includes ethical and social accountability. This broader accountabil-
ity reflects the Maqasid al-Shariah orientation of Islamic finance, which emphasizes the
protection of faith, life, intellect, lineage, and wealth. Therefore, the positive association
between ISB and NPM suggests that sustainability disclosure may support profitability
through reputation, stakeholder confidence, and governance credibility rather than through
immediate asset productivity.

From an Islamic governance perspective, the findings suggest that Maqasid al-Shariah
should be operationalized beyond formal Sharia compliance. Islamic banks may comply
with contract-level Sharia requirements while still facing challenges in translating Maqasid
objectives into sustainability-oriented financing, risk assessment, disclosure systems, and
performance evaluation. The observed association between financing concentration and
lower ISB disclosure may therefore indicate a gap between contractual compliance and
broader sustainability integration. This finding reinforces the argument that Islamic Sustain-
able Banking requires not only Sharia-compliant products but also governance structures
capable of linking financing decisions with measurable social, environmental, and eco-
nomic outcomes.

The result for profit-sharing financing provides a more specific illustration of this issue.
In theory, profit-sharing financing reflects the core ethical logic of Islamic finance because
it promotes risk sharing, productive investment, and equitable distribution of returns.
However, the empirical results show that a higher proportion of profit-sharing financing
is associated with lower ISB disclosure. This finding does not necessarily contradict the
normative ideals of Islamic finance. Rather, it suggests that the operational complexity
of profit-sharing contracts may limit the capacity of banks to document and disclose
sustainability practices systematically. Profit-sharing contracts require stronger monitoring,
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more intensive project evaluation, and higher governance involvement due to information
asymmetry and agency risk. These conditions may shift managerial attention toward
contract supervision and risk control rather than sustainability reporting.

Debt-based financing is also negatively associated with ISB, while being positively
associated with ROA. This finding reflects the dual role of debt-based financing in Is-
lamic banking. On the one hand, instruments such as murabahah provide predictable
income, clearer contractual arrangements, and lower operational uncertainty, which can
support asset profitability. On the other hand, the dominance of debt-based financing
may reduce the extent to which Islamic banks integrate broader sustainability objectives
into their financing strategy. This result is consistent with the practical dominance of
murabahah in Islamic banking and with the argument that Islamic banks often rely on
low-risk and transaction-based contracts to maintain financial stability (Billah et al., 2024;
Saleem et al., 2024; Widarjono & Rafik, 2023).

The negative associations between financing concentration and ISB disclosure require
careful interpretation. These findings should not be read as evidence that profit-sharing
or debt-based contracts are inconsistent with Islamic sustainability. Rather, they suggest
that the concentration of financing in particular contract types may create operational,
monitoring, and reporting pressures that constrain the systematic disclosure of sustain-
ability practices. Profit-sharing contracts require intensive project monitoring, governance
involvement, and risk-sharing oversight, while debt-based contracts often prioritize pre-
dictable margins and transaction-based income stability. When managerial resources are
concentrated on contract administration, risk control, and financing expansion, banks
may have limited capacity to translate financing activities into comprehensive sustain-
ability disclosure. This explains why sustainability disclosure functions as a conditional
transmission mechanism: its financial relevance depends on whether financing structures
are supported by governance capacity, disclosure infrastructure, and Maqasid-oriented
strategic alignment.

The mediation results further clarify the mechanism through which financing struc-
tures affect profitability. ISB significantly mediates the associations of both profit-sharing fi-
nancing and debt-based financing with NPM. The indirect associations are negative because
both financing structures reduce ISB disclosure, while ISB itself is positively associated with
NPM. Therefore, the negative indirect associations should not be interpreted as evidence
that sustainability weakens profitability. Instead, they indicate that the performance-
enhancing potential of sustainability is constrained when financing composition is not
aligned with sustainability-oriented governance, reporting, and strategic implementation.
This supports the view that sustainability in Islamic banking functions as a conditional
transmission mechanism rather than an automatic driver of financial performance.

These mediation findings reinforce the distinction between formal Sharia compliance
and substantive sustainability integration. While Sharia-compliant contracts provide the
ethical and legal foundation of Islamic banking, they do not automatically ensure that
Magasid al-Shariah objectives are embedded in sustainability disclosure, financing gover-
nance, risk assessment, and performance monitoring. Therefore, the results suggest that
Islamic Sustainable Banking requires a stronger operational link between contract-level
compliance and measurable social, environmental, governance, and financial outcomes
(Jan et al., 2021; Mergaliyev et al., 2021; Rahim et al., 2024).

The cross-country findings provide additional insight into how institutional environ-
ments shape the financial implications of Islamic financing structures. The PLS-MGA and
permutation results indicate significant differences between Indonesia and Malaysia, par-
ticularly in the associations between financing structures and profitability. These findings
suggest that Islamic financing contracts do not generate uniform financial outcomes across
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jurisdictions. Instead, their performance relevance is conditioned by regulatory design,
market maturity, Sharia governance structures, product composition, and sustainability
reporting regimes.

In Indonesia, the stronger association between debt-based financing and profitability
may reflect the role of murabahah-oriented financing in supporting income predictability
within a rapidly developing Islamic banking market. Murabahah financing provides clearer
payment schedules, lower monitoring intensity, and more stable margin-based income,
which may be particularly important in a market that has experienced consolidation and
progressive sustainable finance regulation. In Malaysia, the more mature Islamic finance
ecosystem, stronger institutionalization of Sharia governance, and more developed sustain-
ability reporting expectations may create different pressures. Financing contracts, especially
profit-sharing contracts, may require stronger governance, more intensive monitoring, and
more sophisticated disclosure systems, which can affect their relationship with profitability.

The findings contribute to the literature in three main ways. First, the study extends
Islamic banking sustainability research by positioning ISB as a mediating mechanism that
connects financing structures with bank performance. Second, it shows that Maqasid
al-Shariah and SDG-oriented disclosure can be integrated into a measurable Islamic Sus-
tainable Banking framework. Third, it provides comparative evidence from Indonesia and
Malaysia, demonstrating that the association between Islamic financing structures and
profitability depends on institutional context. These contributions respond to calls for more
context-sensitive and empirically grounded studies on Islamic sustainability performance
(Ammar et al., 2023; Harahap et al., 2023; Kashi et al., 2024).

The findings provide several practical implications for Islamic bank managers. First,
the positive association between ISB and NPM suggests that sustainability disclosure can
support profitability when it strengthens stakeholder trust, customer confidence, and gov-
ernance credibility. Bank managers should therefore treat ISB not merely as a reporting
requirement but as part of strategic intermediation. This can be operationalized by inte-
grating Maqasid-oriented sustainability criteria into financing product design, customer
evaluation, project screening, and performance monitoring. For profit-sharing financing,
banks should strengthen monitoring systems, project evaluation procedures, and Sharia
governance documentation so that the ethical value of risk-sharing contracts can be trans-
lated into clearer sustainability disclosure. For debt-based financing, especially murabahah,
banks should ensure that predictable-margin financing is also linked to measurable social,
environmental, and governance outcomes.

Second, the non-significant association between ISB and ROA implies that sustainabil-
ity initiatives may not immediately improve asset-based profitability. Managers should
therefore evaluate sustainability performance using both short-term and long-term indica-
tors. In the short term, ISB may contribute through reputation, customer retention, and
margin stability. In the longer term, sustainability integration should be linked to asset qual-
ity, credit risk management, operational efficiency, and capital allocation. This means that
Islamic banks should not evaluate sustainability only through disclosure scores, but also
through its integration into risk assessment, financing decisions, and portfolio monitoring.

The findings also offer policy implications for regulators and policymakers. Regulators
may strengthen Islamic banking sustainability by developing Sharia-governed sustainabil-
ity reporting standards, enhanced disclosure requirements, ESG integration guidelines, and
supervisory frameworks for Islamic Sustainable Banking. These standards should connect
Magqasid-based objectives with measurable economic, social, environmental, governance,
and financial indicators. In Indonesia, policy support may focus on helping Islamic banks
strengthen sustainability governance, disclosure infrastructure, and capacity building as
the Islamic banking sector continues to develop. In Malaysia, where the Islamic finance
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ecosystem is more mature, regulatory efforts may focus on improving the quality, assur-
ance, and comparability of sustainability reporting and linking disclosure more directly
with financing impact. Therefore, different regulatory approaches may be required across
jurisdictions to ensure that Islamic Sustainable Banking becomes a substantive governance
mechanism rather than merely a reporting instrument.

6. Conclusions

This study examined how Islamic Sustainable Banking (ISB) mediates the relationship
between Islamic financing structures and bank performance in Indonesia and Malaysia. By
integrating Magqasid al-Shariah principles with the Sustainable Development Goals, the
study developed an Islamic Sustainable Banking Disclosure Index to capture sustainability-
oriented practices in Islamic banks. The findings show that ISB is positively associated with
net profit margin, whereas its association with return on assets is not statistically significant.
This indicates that sustainability disclosure is more closely associated with margin-based
profitability than with asset-based profitability.

The results also reveal that both profit-sharing financing and debt-based financing are
negatively associated with ISB disclosure. These findings suggest that Sharia-compliant
financing structures do not automatically lead to stronger sustainability integration. Rather,
the financial and operational characteristics of Islamic financing may influence how banks
allocate resources, manage disclosure practices, and institutionalize sustainability within
their business models. The mediation results further show that ISB transmits negative
indirect associations from both financing structures to profitability, indicating that sustain-
ability functions as a conditional transmission mechanism rather than an automatic driver
of financial performance.

The cross-country analysis provides additional evidence that the relationship between
financing structures and bank performance differs between Indonesia and Malaysia. The
PLS-MGA and permutation results indicate significant differences in selected profitability
paths, particularly those involving profit-sharing financing and debt-based financing. These
findings suggest that regulatory design, market maturity, financing composition, and dis-
closure practices shape how Islamic banks transform financing activities and sustainability
commitments into financial outcomes.

This study contributes to Islamic banking and sustainable finance literature in three
ways. First, it offers an integrated ISB framework that links Magqasid al-Shariah and SDG-
oriented disclosure within a single empirical index. Second, it clarifies the mediating role
of sustainability disclosure in the relationship between Islamic financing structures and
bank performance. Third, it provides comparative evidence from Indonesia and Malaysia,
showing that the financial implications of Islamic financing and sustainability practices are
context-dependent rather than uniform across jurisdictions.

The findings have practical implications for Islamic banks, regulators, and policymak-
ers. Islamic banks should integrate sustainability principles into financing design, risk
assessment, Sharia governance, and performance evaluation rather than treating sustain-
ability as a separate reporting activity. Bank managers may use ISB disclosure to strengthen
stakeholder trust and margin-based profitability, while also developing longer-term indi-
cators related to asset quality, risk management, and financing impact. Regulators may
support this process by strengthening Sharia-governed sustainability reporting standards,
ESG integration guidelines, assurance mechanisms, and supervisory frameworks that con-
nect Maqasid-based objectives with measurable sustainability and financial outcomes. Such
policy support is particularly important because the findings indicate that the financial
relevance of Islamic Sustainable Banking differs across Indonesia and Malaysia.
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Several limitations should be acknowledged when interpreting the findings. First, the
study uses a six-year observation period; therefore, the financial implications of sustain-
ability disclosure may not be fully captured because sustainability-related benefits may
emerge over a longer horizon. Second, the ISB measure is based on disclosed informa-
tion. Although the ISBDI was constructed using explicit coding criteria, disclosure-based
indicators may not fully capture the actual quality, intensity, or impact of sustainability
implementation. Third, because the study relies on observational data and PLS-SEM, the
estimated relationships should be interpreted as associative and model-based rather than
as definitive causal effects.

Potential endogeneity may arise from reverse causality, omitted variables, and unob-
served heterogeneity. For example, more profitable banks may have greater resources and
stronger incentives to disclose sustainability practices, while unobserved factors such as gov-
ernance quality, managerial capability, risk culture, or regulatory compliance intensity may
simultaneously influence financing composition, ISB disclosure, and financial performance.
Although the robustness analysis provides additional evidence regarding the stability of the
debt-based financing specification, it does not fully eliminate these endogeneity concerns.

Future studies may address these limitations by extending the observation period, ap-
plying dynamic panel models, generalized method of moments, panel mediation analysis,
or quasi-experimental research designs to strengthen causal inference. Future research may
also incorporate additional risk-related channels, such as asset quality, capital adequacy,
operational efficiency, credit risk, and governance quality. In addition, outcome-based
ISB measures supported by third-party assurance or impact indicators may be developed
to complement disclosure-based measurement. Further comparative studies across addi-
tional Islamic finance jurisdictions would also help explain when and how sustainability
disclosure becomes financially meaningful in Islamic banking.
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The following abbreviations are used in this manuscript:

DF Debt-based financing

FDR Financing-to-deposit ratio

ISB Islamic sustainable banking

ISBDI Islamic sustainable banking disclosure index
NPM Net Profit margin

PLS-MGA  Partial least squares multi-group analysis
PLS-SEM  Partial least squares structural equation modeling

PSF Profit-sharing financing
ROA Return on assets
SDGs Sustainable Development Goals
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Appendix A

Table Al. Operationalisation of the Islamic sustainable banking disclosure index (ISBDI): indicators

and mapping to Maqasid al-Shariah and the SDGs.

. . Operational Linkage with Alignment
Pillar(s) Code Indicator Evidence Magqasid al-Shariah with SDGs Source
Bank discloses sectoral
Shariah screenin; screening criteria Necessities
Economic EC1 of inves tmentsg (e.g., exclusions) and reservation of faith SDG 16 (16.6) (Jan et al., 2021)
confirms application with P
Shariah audit/assurance.
Bank explains
Allocation of profit P rOftEShaf;r;%}rf; i;k};:\ﬁlsms Necessities
Economic EC2 based on Shariah musyéagr.z;kah)' distribu’tion preservation of SDG 10 (10.3) (Jan et al., 2021)
principles ratios, and Shariah faith & wealth
Board approval.
Bank reports zakat .
calculation basis and Necessities SDGs 1,2, 3
Economic EC3 Zakat payment S . preservation of S (Jan et al., 2021)
amount/beneficiaries, with faith & wealth 4,6,7,10,15
verification or auditor note.
Bank discloses
number /value of qard Complementary SDGs 1.2 3
Economic EC4 Qard al-Hasan al-hasan, eligibility and preservation of 6.7 1’ 0 ’1 5’ (Jan et al., 2021)
terms; may include self/life & posterity T
repayment/impact metrics.
Bank reports programs and
Economic EC5 Cha“%:;faqah' ;(r’ggspffi‘fﬂgerﬁggc/;a‘r’; Embellishment ~ SDGs1,2,3,4  (Jan etal,2021)
categories or projects.
Disclosure of Bank states policy and
. earnings reports amounts of Preservation of i
Economic EC6 prohibited by non-permissible income faith, self, & wealth SDG 16 (16.6) (Jan etal,, 2021)
Shariah and purification process.
The bank provides Necessities
Economic EC7 Entrepreneurial financing products that are reservation of SDG 8.3; (Haruna et al., 2024;
empowerment easily accessible to P wealth SDG 9.3 Mishra et al., 2024)
business owners.
The bank provides special Necessitics
Fconomic EC8 Support for financing schemes to reservation of SDG 8.3; (Al-Banna et al., 2024;
SMEs growth support the development P lth SDG 9.3 Haruna et al., 2024)
of SMEs. wealt
Funding for Bank discloses financing -
oreanizations volume for Necessities SDGs 7. 13
Environmental ENO9 u h%)l dine oreen renewable/green projects preservation of 141 ’5 ’ (Jan et al., 2021)
phoiding g and taxonomy/ posterity & life ’
environment .
standards alignment.
Amount of Bank reports total Necessitics
Environmental EN10 dopatlons to dqnatlons/grants for preservation of SDGs 7, 13, (Jan et al., 2021)
environmental environmental programs . . 14,15
) o, posterity & life
awareness and campaign descriptions.
Bank lists green
Introduction of products/services Necessities SDGs 7. 13
Environmental EN11 green products (e.g., green home financing) preservation of 141 ’5 ! (Jan et al., 2021)
and services with uptake figures posterity & life /
or targets.
Fund.mg .for . The bank supports Necessitics
. organizations investment in public . SDGs 7, 13, )
Environmental EN12 . . preservation of (Jan et al., 2021)
upholding green funding that develops . . 14,15
) posterity & life
environment green energy.
Introduction of The banl offers incentives Necessities
. to customers who use R SDGs 7, 13,
Environmental EN13 green products reen enerev-based preservation of 14 15 (Jan et al., 2021)
and services & &y posterity & life !

financing.
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Table A1. Cont.
. . Operational Linkage with Alignment
Pillar(s) Code Indicator Evidence Magqasid al-Shariah with SDGs Source
The bank refuses to
Introduction of finance projects that Necessities SDGs 7. 13
Environmental EN14 green products damage the environment, preservation of 141 é ! (Jan et al., 2021)
and services such as illegal mining posterity & life ’
and deforestation.
Necessities
. preservation of
h;zreojulit)ﬁgcii The bank has a project posterity & life; SDGs 7, 13,
Environmental  ENIS NN, selection policy that Necessities 14, 15; (Jan et al., 2021;
Managem né must meet sustainability preservation of SDG 16.6, Kashi et al., 2024)
ahagerne standards. faith & wealth 16.7
structure
(amanah,
accountability)
. .. Bank reports curriculum
[slamic training content and trainin, Preservation of
Social 5016 and education for . & . SDG 4 (4.7) (Jan et al., 2021)
hours/participants on intellect
the staff . . .
Shariah/ethics compliance.
The bank provides Islamic
Islamic training finance education through Preservation of SDG 12.6,
Social SO17 . . . . . 16.6, 16.10; (So et al., 2021)
and education social media and its intellect
. . SDG 4 (4.7)
official website.
Bank discloses
. Offering number/value of Preservation of
Social SO18 scholarships scholarships and selection intellect SDG 4 (4.b) (Jan etal,, 2021)
criteria/fields of study.
Approval of new Bank confirms Shariah
Social 5019 progucts and committee review and Nece‘ssmes . SDG 12 (Jan et al., 2021)
services by the approval logs for preservation of faith
Shariah committee new offerings.
Necessities-
preservation of
Disclosure of The bank provides savings wealth & life; SDG 1.4;
Social S0O20 information; and financing services for Complementary SDG 8.10; (Mishra et al., 2024)
Financial inclusion all segments of society. financial inclusion SDG 10.2
for vulnerable
groups
Necessities
Disclosure of preservation of
information: The bank has branch intellect & wealth SDG 9.¢; (Alshater et al.,
Social S0O21 roduct an. d, offices or digital services to via digital access; SDG 10.2; 2022; Hasan et al.,
P . reach remote areas. Complementary SDG 8.10 2024)
services t .
reducing regional
inequality
Necessities
Bank presents governance preservation of
Governance GO22 Management  chart, roles, and oversight ¢ o yealth SDG16.6, (i ashi etal, 2024)
structure lines with board /Shariah 16.7
e (amanah,
board responsibilities. o
accountability)
Emplovment Bank discloses contract Complementary
proymen types, fair wages/benefits preservation of SDG 8.5, 8.8, (Tumewang et al.,
Governance GO23 relationship in - - : .
policy, and proportion of life & wealth (fair 10.2 2024)
place
permanent staff. labor contracts)
Bank reports compensation
Benefits & philosophy, components Complementary (Bota-Avram &
Governance GO24 compensation for (fixed /variable), and preservation of SDG 8.5,10.4 S ¢
. R A Tiron-Tudor, 2025)
executives ratio indicators wealth & justice
(e.g., CEO-to-median).
Bank discloses H&S
Employee welfare s .
standards policies, incident rates Necessities SDG 3 (3.9)
Governance GO25 inclu ding, (e.g., LTIFR), and coverage  preservation of life 8.8 e (Lakioti et al., 2025)
health & safety of medical/well-being (hifz al-nafs)

programs.
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Table A1. Cont.
. . Operational Linkage with Alignment
Pillar(s) Code Indicator Evidence Magqasid al-Shariah with SDGs Source
Bank reports
Equal career anti-discrimination policy Complementary .
Governance GO26 opportunities for and diversity/equity KPIs preservation of SDGlg.;, 55, (Tume;vO;ZT etal,
employees (e.g., % women in intellect & dignity ’
leadership).
Bank discloses ILO-aligned
policy, FOA/collective Necessities
. bargaining, preservation of
Governance GO27 Labor rights hours,/overtime rules, and wealth & life SDG 8.8,16.3  (Shayan et al., 2022)
grievance cases with (worker rights)
remedies.
The bank provides "
Governan. GO28 Disclosure of easiyd- t(r)1-undner;ta2d prl(iziiséstlitcl)isof SDG 12.6, (So et al,, 2021)
overnance information gf;ar?cizj groihfctsa faith & wealth 16.6,16.10 oetal,
to customers. (transparency)
Bank publishes timely,
comprehensive reports on Necessities
Disclosure of strategy, risks, Shariah, and preservation of SDG 12.6,
Governance GO29 information related-party deals, faith & wealth 16.6,16.10 (So etal,, 2021)
referencing GRI/IFSB and (transparency)
any assurance.
Bank states ABC policy, Necessitics
Anti-bribery & gifts /hospitality limits, . ¢ (Ameraldo et al.,
G GO30 tion syst third-party due dili preservation o SDC 165, 2025; Nobanee &
overnance corruption system ird-party due diligence, fai ; Nobanee
; AP aith & wealth 16.6 -
in place staff training, incident .. h Ellili, 2020)
reporting and sanctions. (anti risywah)
Bank explains AGM notice Necessities
and voting, dividend reservation of SDG 16.6
Governance GO31 Shareholder rights policy, related-party p wealth 8.10 - (Kashi et al., 2024)
safeguards, and protections (hifz al maal) ’
for minority shareholders. Wiz almaa
Bank provides confidential
. Complementary
channels, anonymity/non- preservation of (Ameraldo et al
Governance GO32 Whistleblowing retaliation, over51'gh.t, clear faith & life SDG 16.6, 2025; Nobanee &
scheme process, and statistics on 16.10, 16.5 .
- (mafsadah Ellili, 2020)
substantiated cases -
. prevention)
and actions.
Bank maps stakeholders,
describes engagement
Dialogue with frequgncy( method.s, Complem?ntary SDG 167,
Governance GO33 summarizes issues raised preservation of (Jan et al., 2023)
stakeholders . 17.17,12.6
and responses, and intellect & wealth
tracks follow-up
outcomes/targets.
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