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Abstract. The Indonesian banking industry has developed technology 
innovation will provide financial services to generate income. The purpose 
of this paper is to compare the service activity and to explore the effect of 
the service activity on risk in Islamic and conventional banks. By 
analyzing 12 Islamic banks and 38 conventional banks in Indonesia during 
the period from 2015 to 2017, we use Structural Equation Modelling 
(SEM) with path analysis and multiple group analysis. The result shows 
that the service activity of Islamic banks appears to be more variable than 
conventional banks. The risk level of Islamic banks is more stable than 
conventional banks. For Islamic banks, non-financing income has a 
significant negative effect on risk, commission income and trading income 
have a significant positive effect on risk, and other non-financing income 
has no effect on risk. However, no significant effect has been observed 
between non-interest income, commission income, trading income, other 
non-interest income and risk level in conventional banks. This finding 
indicates that the combination of funding activities, lending activities, and 
service activities allows Islamic banks to obtain the diversification income 
till reduce risks. For conventional banks, diversification in activities 
contributes to the higher volatility of bank revenue. 

1 Introduction 
The development of information technology can change the behavior of everyday 

society in conducting financial transactions with banks. In this era, the public would require 
effective and efficient financial transaction services. In the banking system, financial 
transaction services depend on customer demand. Bankers, as in other service industry, 
must accommodate all customers' needs so that compete in the industry [21]. Financial 
transaction services open new innovations that must be supported by professional human 
resources and information technology that has been prepared in order to improve the quality 
of banking services and facilities. The innovation of banking products and services shows 
that the bank is increasingly diversified its business activities. 

The diversification of banking business activities in terms of financial services such as 
transfer, collection, letter of credit, safe deposit box, etc., then the banking will generate 
profits called fee-based income. In banking, the income earned from this fee-based income 
plays a very important role as an alternative source of income, thereby reducing the over-
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reliance on funding activities and lending activities that are the main source of income [22]. 
The bank services consist of commission and provision income, revenue from foreign 
exchange transactions, and other operating income. Income derived from these bank 
services are relatively small but contain a certainty. This is because the risk of these bank 
services is smaller than the credit/ financing. Conventional banks are known as non-interest 
income but Islamic banks are expressed as non-financing income that is unrelated to the 
funding activities and lending activities [15]. 

In general, banks that diversify incomes through the providing of financial services to 
both conventional banks and Islamic banks are very useful to reduce risks in the banking 
industry. Several studies have discussed this problem, but no study has been conducted 
banking service activities on the risks in Indonesia context of Islamic banks and 
conventional banks, and also different risk measurement methods from previous studies 
using the parameters of the solvency ratio. Moreover, there is the difference in applying the 
analysis method that uses Structural Equation Modeling (SEM) with path analysis. 

This study aims to compare risk and service activities in Islamic banks and conventional 
banks in Indonesia as well as to analyze the impact of banking service activities on risks, as 
an independent variable consists of non-interest income, commission income, trading 
income and other non-interest income and as a dependent variable measured by the debt to 
equity ratio between Islamic banks and conventional banks in Indonesia during the period 
2015-2017. This study consist of several sections. First, it will begin with the introduction. 
Next, in the second part, the theoretical review will be explained. Third, the methodology 
used in this study. Fourth, the result. Last, the conclusion followed by the important 
implication and future research of this study. 

2 Literature Review 
According to Rivai and Ismal [20], uncertainty refers to the notion of an unexpected 

risk, whereas the term risk refers to the expected risks. In general, there are three sources 
that can cause uncertainty such as information, time, and ability/skill. In everyday life, we 
also often hear the term "high risk: high return". The term indicates a positive relationship 
between risk and profit levels. Means, the higher the risk the greater the return earned. Vice 
versa, the lower the risk the smaller the return. 

Research on the risks and activities of banking services is not a new study. So far, a 
number of studies have been conducted by several researchers from international and 
Indonesia. The most recent research is conducted by Moudud-Ul-Huq, et al. [16] support 
that the diversification of income benefits the bank by improving performance and reducing 
risks. The study [19] shows that non-interest income as a whole is reducing bank risk in 
South Asia. Diversification is important because it increases bank income and also 
decreases the possibility of such pressure as the bank crisis [7]. Research conducted by 
Ekanayake and Wanamalie [4] found that risk-adjusted return on equity is positively 
influenced by higher non-interest income activities, indicating that a marginal increase in 
non-interest income increases trade-off shareholder risk. In contrast, the study [13] shows 
that diversification of non-traditional activities tends to increase bank risk regardless of 
bank size. Banks (especially dominant ones) migrated to non-traditional activities because 
these sources of income could be attributed to an increased risk of the bank as a whole [17]. 

In addition to research from abroad, researchers from Indonesia have also been 
researching the risks and activities of banking services. The research of [9] shows that the 
impact of product diversification on banks and insolvency risk is highly dependent on the 
size of bank assets. A study by Alfarisi [1] shows that Islamic banks earn relatively lower 
non-interest (traditional) income compared to conventional banks. A recent study 
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conducted by Hardianto and Wulandari [8] found that Islamic banks have a higher fee-
based service activity compared to conventional banks.  

3 Method 
This study uses secondary data obtained from the publication of financial statements 

issued by the Financial Services Authority. The data used as the sample is taken by using 
purposive sampling method. Thus, the researcher determines the company based on several 
criteria of assessment as follows: 1) Commercial banks operating in Indonesia since the 
second quarter of 2015 until the fourth quarter of 2017 and routinely publish financial 
reports reported to the Financial Services Authority. 2) Conventional banks already listed 
on the Indonesia Stock Exchange (IDX) no later than March 31, 2015, and recorded until 
the fourth quarter of 2017. Based on these criteria, from the total of 116 commercial banks, 
50 banks are made up of 38 conventional banks and 12 Islamic banks. Thus, the total 
observation of all research samples to 550 observations. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
Fig. 1. Model Construction 

This study provides a statistical description then the data is analyzed using Structural 
Equation Modeling (SEM) with data condition that has been a normal distribution. One of 
the advantages of SEM analysis is the ability to process models to predict the relationship 
between service activity and risk. SEM with path analysis is used because it can learn the 
direct effects (direct effect) and indirect effects (indirect effect) of the variable. There are 
several steps that must be passed in the path analysis. First, make a specification of the path 
analysis model. In making a path analysis model the relationship of one variable to another 
variable should be based on the existing theoretical basis. Second, make an estimate to get 
the path analysis coefficient. Third, conduct a path analysis significance test. Thus, the 
model to be used is as follows: 

RISK = α1NII* + α2 COM + α3 TRAD + α4 OTHER + e   (1) 

*NFI for Islamic bank 
where NII is Non-Interest Income, COM is Commission Income, TRAD is Trading Income 
and OTHER is Other Non-Interest Income. 

Furthermore, the researchers conducted a multiple group analysis that will divide the 
sample based on the characteristics of conventional banks and Islamic banks, with the 
following hypothesis: 
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H0: There is no difference between two or more groups  
H1: There are differences between two or more groups  

We measure risk and service activity with four proxies: non-interest income, 
commission income, trading income and other non-interest income.  
(a) Risk: Following Horne and Wachowicz [10], we use the parameters of the solvency 

ratio. Debt to equity ratio equals the ratio of total debt to shareholders’ equity. 
(b) Service activity: Following [9] and [14], we use non-interest income (NII) as the first 

proxy of service activity.  
NII equals the ratio of non-interest income to total operating income, where non-interest 

income is the composition of commission income, trading income, and other non-interest 
income. Operating income is the summation of net interest income and non-interest income.  

4 Result 
The test result indicates that the goodness-of-fit index of the model is good (GFI: 0.961, 

AGFI: 0.805, NFI: 0.949, IFI: 0.955 and RMSEA: 0.128). We use multiple group analysis 
to compare Islamic and conventional that result is the probability level (0,000) has below 
0.05 (H0 is rejected). This shows that there is a difference between an Islamic bank model 
and conventional bank model. 

The risk rate of Islamic bank is more stable than a conventional bank. Islamic banks do 
not apply interest costs, so capital is not much needed for banking services activities. While 
the level of risk in conventional banks easily fluctuates due to the necessity to pay interest. 
However, service activity in Islamic banks is more variable than conventional banks, which 
is consistent with [3, 8] that Islamic banks have higher service activity compared to 
conventional banks. Due to the limitations of Islamic banks in channeling funds directly, 
Islamic banks have various service products developed as service contracts to seek other 
income alternatives that reduce risk and increase profitability. 
 

Table 1. The result of hypotheses testing 
Hypothesis Path α C.R. P Note 

H1 RISK<--- NFIa -0,010 -2,885 0,004 Supported 
RISK<--- NIIb 0,003 1,254 0,210 Rejected 

H2 RISK<--- COMa 0,039 8,130 **** Supported 
RISK<--- COMb -0,001 -0,218 0,827 Rejected 

H3 RISK<--- TRADa 0,141 2,427 0,015 Supported 
RISK<--- TRADb -0,006 -0,209 0,835 Rejected 

H4 RISK<--- OTHERa 0,006 0,148 0,883 Rejected 
RISK<--- OTHERb 0,004 0,175 0,861 Rejected 

a. Islamic banks 
b. Conventional banks 

 

RISK =  -0,010NFI + 0,039COM + 0,141TRAD + 0,006 OTHER + e   (1a) 

RISK =  0,003NII - 0,001COM - 0,006TRAD + 0,004 OTHER + e   (1b) 

In Table 1, we can see from the results of Models (1a) that non-financing income (NFI) 
has a negative and significant relationship with risk (DER), which is consistent with [5, 7, 
9, 16, 18]. The result shows that the increase of non-financing income will decrease the risk 
level so that banking service activity must be maximized. We look deeper by splitting non-
financing income into commission income, trading income and other non-financing income 
in Model (1a). Similar to [9] we found that commission income (COM) shows a positive 
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and highly significant relationship with risk. Trading income (TRAD) has shown a positive 
and significant relationship with risk, which is consistent with [4, 9, 14]. Other non-
financing income shows a positive relationship with risk, which is not consistent with [4, 
14, 19]. 

In Table 1, we can see from the results of Models (1b) that non-interest income (NII) 
has a positive relationship with risk (DER), which is consistent with [24]. The result shows 
that the increase in non-interest income has a positive impact direction while increasing 
diversification from non-interest income may have a negative impact on risk, not 
statistically significant. We look deeper by splitting non-interest income into commission 
income, trading income and other non-interest income in Model (1b). Similar to [4] and 
[14], we found that commission income (COM) has shown a negative relationship with 
risk. Trading income (TRAD) has shown a negative relationship with risk, which is not 
consistent with [4, 9, 14]. Other non-interest income shows a positive relationship with risk, 
which is not consistent with [4, 14, 19]. 

Following past studies [22, 23], this study proposes Structural Equation Modeling 
(SEM) with path analysis to predict the relationship between exogenous and endogenous 
variables in the Indonesian banking industry context. From the category of Islamic banks, 
we estimate overall the impact of service activities can reduce risks represented by non-
financing income. To test a deeper model of service activities, we use three proxies such as 
commission income, trading income, and other non-financing income. Commission income 
shows the strongest relationship in this SEM where increasing commission income will 
increase risk. Likewise, an increase in trading income shows a strong relationship to 
increased risk. Meanwhile, other non-financing income does not show the strength of the 
relationship only has a positive direction to risk. By measuring risk using this debt to equity 
ratio, we find interesting results for conventional bank categories. Compared to other risk 
measurement methods commonly used in analyzing the relationship of service activity and 
risk in conventional bank categories, this method can clearly help researchers understand 
the relationship of non-interest income, commission income, trading income and other non-
interest income as proxies of service activities does not show the strength of the 
relationship to risk in this SEM.  

5 Conclusion 
This study examines the impact of service activity on risk in Islamic banks and 

conventional banks during the period 2015-2017. Service activity in Islamic banks is more 
variable than conventional banks. However, the level of risk in Islamic banks is more stable 
than conventional banks. In Islamic banks, service activity measured by non-financing 
income has a significant negative effect on risk, commission income has a significant 
positive effect on risk, trading income has a significant positive effect on risk and other 
non-financing income has no effect on risk. In conventional banks, service activities 
measured by non-interest income, commission income, trading income and other non-
interest income have no effect on risk. The result of this study indicates that the 
combination of funding activities, lending activities, and service activities enable Islamic 
banks to gain diversified benefits thereby reducing risks. For conventional banks, 
diversification in activities shows that contribute to higher income volatility of banks. 

The result of this study provides clear evidence that service activity led to Islamic banks 
can reduce bank risks well but in conventional banks, these service activities have a less 
obvious impact on bank risk. This study has important policy implications related to bank 
supervision from the perspective of bank risk in the Indonesian banking industry. Thus, the 
financial authorities should carefully monitor the behavior of Islamic banks associated with 
various bank and insolvency risks, such as financing risk, liquidity risk, operational risk, 
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compliance risk, strategic risk, reputation risk, legal risk, the rate of return risk, equity 
investment risk, and market risk. Islamic banks operate as universal banks offering retail 
financing coupled with banking services. In accordance with the research [12], banks that 
expand into service activity will be more stable if the bank leads to a retail-oriented income. 
In this case, Islamic banks are expected to implement marketing strategies that lead to 
retail. Retail marketing strategy is done by small-scale allocation, its market characteristics 
as follows: 1) Has standard financial services products such as savings, demand deposits, 
time deposits, micro or consumptive financing, 2) Margin or interest rate refers to market 
price because retail business not too sensitive to the level of margin or interest rate, 3) The 
promotion is relatively large because the target is the number of customers, 4) Distribution 
service (marketing outlet) using KC, KCP, unit, and other media such as ATM, CDM, and 
mobile branch, 5) Retail business market more using personal approach, 6) Service is 
massive and service level agreement is relatively short, 7) Condition of building, 
decoration, layout, and others have an important role. 

We have focused on discussions on how services activities affect risks in Islamic banks 
and conventional banks. However, when we examine the role of service activity in 
conventional banks does not affect the risk. For the next researcher can add the mediation 
variables to show the relationship between independent and dependent variables either 
direct or indirect effect so that the path analysis model used will be more complex. 
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