INDICATORS OF BANK DEFAULT:
EMPIRICAL STUDY OF RURAL BANKS IN INDONESIA

¥ Deyy M. Puspitasari, * Amelia Maharani *Artika, ‘Lidia R. Prastiawati, *Riza A.F. Anwar, “Taufig
Maulana

'Lacturer, Faculty of Econcmics and Businass, Widvatama University Bapdung- Indonesia
40 Bndents, Faculty of Economics and Business, Widsatangs University Bandunz- Indonesia

Carrezpanding suthor's email- devy mawarmis@widvatams ac id

Abstract

This study aims to know the indicators of Bank Default, empirical study of rural bamk in Indonesia. The method
used in this study uses logit. The data used are secondary data obtaimed from Bank publication reports during
period 2014 - 2018, The popuiation used i this study is rural banks i East Jova and sample selecifon based on
purpasive sampling. The results found thet rural benks need to pay attention fo capital adequacy and non-
performing loans. High non-performing loars can reduce bank profitability so that profits will alte decregse. If
this condition contirmues, it will erode capital. This research will be usefil to find owt indicators af bank soundness
which are reflected in finamelal ratios to enswre the sustainability of bank business, especially rural banks by
incorporating macroecononic indicators.
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Introduction

In the macroeconomic setting, the bank is a transmission belt that transmits monetary policy. On the other
hand, in the micrn environment banks are a source of financing for buziness and individual needs (Koch and hac
Donald, 2000). The role of the bank in meetng the needs of business people and imdividuals 1s very vital, which
at the same time carmes out its role as an mtermediary mstiution. The mportance of the role of the bank, the
performance of the bank must be mamtained so that every fimetion can mun well, if the bank's functions do not nm
well, one of the problems that will arize is the difficulty of getting frezh fimds for MSME actors who want to
develop or start their business, where this has an mfluence on the wheels of the economy in society. The
government has sought various regulations to keep the condition of the health of banks well maintamed, but until
now there are still many banks that have failed, mecluding rral banks.

During the period from 2014 to 2018, the number of rural banks decreased to 1,631 nural banks. In June 201%
there were 1,578 rural banks, this number has continued to decline for the last 3 vears, in June 2014 the number of
rural banks has decreased to 1,631 BPE. The declme in the number of rural banks mainly occurred i rural banks
in the asset group of IDR1-5 billion and the asset group of IDR3-10 billion. In June 2020, the mmmber of rural
banks was 1,529 rural banks. This iz an anomaly due to the fact that nural banks are an important and needad
institution for the commumity as a place to get finds and are one of the institutions used by the govermnment to
mmprove the regional economy, but m reality the mmmber of nural banks continues to decline. Therefore, this study
aims to mvestigate indicators of failure in rural banks in Indonesia.

Literature Review

Bank default 15 2 condition where the bank is unable to num 1ts business. The health of a bank can be seen from
the bank’s financial ratios which reflect the soundness level of the bank that has been zst by the regulator
(Pugpitazari ef al., 2021). Good bank govemance and the application of risk management in carrying out bank
operations are factors that come from internal banks (Mapimuly ef af, 2020). While the influence caused by
external factors is the economic condition of the country, the policies that the state sets and the conditions of the
economic growth of a country. Bank liguidation can alzo be referred to as bank bankyuptey, standard operating
bank, failed bank or bank with very poor performance (Oksana Popmiza, 2001).
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This study uses variable indicators from internal and external factors of the bank refernng to previous studies.
Bazed on research conducted by Puspitasan ef @l (2021) found that WPL had a significant positive effect on bank
defanlts. The results of this study are in line with Buchdadia ef @l (2020), Puspitasan (2020), Akhanoly ef af
(2020), Qmifoenn et al (2016), Alshatti (2015) and, Magali (2013), Hosen and Nuyhagi (2013, Afrivie and Akofey
(2012). Non-performuing loan (INPL) 15 cne of the measurements of a bank's business nisk ratio which shows the
magnitude of the risk of non-performing loans in a bank:. NPL reflects the quality of assets in the loan portfolio
and the rigk of falure of the bank. A high NPL indicates the size of the bank's non-performing loans so that it 1s at
rizsk of experiencing bank failure (Puymmamandari and Bandera, 2013). However, Bhattarai (2013) in his research
reveals that NPL has a significant negative effect on the bankruptey of mural banlkes. Meanwhile, Adjertsey (2013)
found that WPL had a significant effect on bank defaults and strengthened the research findings of Rahman (20207,
Susyaninesi and Sudirman (2020), Aryasti (2019), Bychdadi (2016).

The selection of the variable Capital Adequacy Ratio (CAR) as an indicator of variables that affect bank failure
is in line with the research results of Wasiaturrabma ef al {2020, Pusnitasaci ef af. (20200, Akbanoly ef al. (20207,
Sofyan (20190, Arvanti (2019, Buchdadi (2016). Adjeitsey (2013), Alshatti (2013), where CAR is a bank's ability
to risk. According to Afrivie and Akotey, (2013). a bank with a good capital adequacy ratio is alleged to have a
good probability of profitability. According to several previous studies, it was found that CAR has insignificant
results on the risk of bank default (Ahamed, 2021; Buchdadia ef al., 2020; Rahman and Eatroawati. 2020; Arfivanti
and Pertiwi, 2020; Hosen and Muyhari. 2013). Different things were found in several studies that CAR. did not have
a significant effect (Ahamed, 2021; Buchdadi of al,, 2020; Arfivanti and Pertiwi, 2020; Rahman and Eatmawati,
2020; Hosen and Nuhari. 2013).

The next indicator found to have an effect on bank farlure 15 Eeturn on Assets. ROA 1s the ratio used to measure
the company's ability to generate profits from mvestment activities. The greater the ROA, the preater the level of
profit achieved by the company in terms of asset uvse. Pugpitazan ef @l (2021) found m therr study that ROA has a
zignificant positive effect on bank failure. This 18 m line with the resultz of research by Mennawy (20207, and
Hossamn and Ahmed (2020), Soryaminesth and Sudiman (20200, Sofvan (2019), Medoza and Favera (2017),
Belhai, Mateus (2016), Chou and Buchdadi (2016)_0. In a study conducted by Rahman and Egtmawati (2020)
found that ROA has a sigmificant negative effect. Even the study conducted by Budchdadia ef af (20207 and
Arfivanti and Pertiwi (2020) revealed that ROA does not have a significant effect. Banks with small and medium
zeale will have low ROA and most of them fail (Switzer and Wang, 2013).

The next mndicator 15 the Loan to Deposit Ratio (LDER). This ratic shows the composthion of the amount of
credit given by using the amount of funds from the public. Based on rezearch conducted by Wasiaturrahma et al.
(2020) found that LDE. had a significant and positive effect on bank failure. This finding strengthens the findings
of research conducted by Pysnitazari et al. (2021), Survaningsih and Sudirman (20207, Puspitasari et al. (20207,
Sofivan (2019) and Chou and Buchdads (2016).

Buddhathoki et al. (2020) found different findings where LDR had 2 significant and negative effect
Meanwhile, Akhannly et al. (20200 found that L DR has a significant effect on bank failure. When a banl: paszes
the threshold set by the regulator (>110%) then the bank will have the potential to fail (Puspitasari et al., 2021).

I this study, based on previous research indicators from external factors used Gross Domestic Product (GDP).
GDP is the most important economic statistic because it is considered the best single measure of people's welfare.
This is because GDP measures 2 things at the same time, namely the total income of everyone in the economy and
the total state spending on goods and services from the econony.

The reason GDP can measure total income and expenditure is because for an economy as a whole, income
must equal expenditure (Mankaw, 2006). Annval GDP growth can be used to reflect the business cyele (Salas and
Sauping, 2003, Yildrim and Philippatps. 2007). GDP is the representative of the most widely used macroeconomic
mdicators to identifyy the effect of exogamous factors from bank liquidations (Ahamed, 2021). The findings from
previous studies found that GDP had a significant positive effect in line with the results of the research of Kumar
(2020), and Akbannl et al., (2020), Anganty (2019), Al et al. (2018) and Amzal (2016). Research conducted by
Hossain and Ahmed (2020) states that GDP has an insignificant effect. These results are in line with research
conducted by Ahamed (2021), Feld and Schuster (20200, Eatizo (20158) and Ghentoo et al. (2017). Research
conducted by Feld and Schuster (2020) found that the assessment of economic growth exerts a large nfluence on
GDP. This iz a rational thing and can be proven by activity and growth that has a negative impact on bankruptey.
All indicators used in this study are shown in Table 1.
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Table 1. Variable Definition

Variable Concept Scale Measurement

Bank defanlt | A condition where a company | Nominal | Bank health grouping by category 0 and 1

or individual cannot generate Category 0 = bank with a good soundness and
sufficient income fair soundness level
Category 1 = bank with poor soundness level
and less soundness bank
Independent variable
NPL A credit category classified as Fatio NPL
-performin; Total NPL
non-p 8 - x100%

~ Total Amount of outstanding loan

CAR The ability of banks to provide | Ratio Capital

their own capital funds in CAR = Risk Weighted Assets ¥100%
meeting funds to overcome the
rizk of loss.

ROA The ability of banks to Ratio ROA = __Netineame . qnpay
senerate profits that compare Average Total Azssts

net income with assets owned

LDE Bank's ability to meet short- Ratio LDR
term obligations by dividing Total Amount of Loans

total credit to total third party ~ Total Amount of Deposits x
funds

100%

GDP The value of the price of Fatio GDP=CH+I+G+(X-M)
goods and services in the
market of a country ina
certain period

Methodology

The research method used 15 verification research where the research is carried out on the basis of a number of
theortez. The method of analysis starts with descriptive statistics and continues with logistic regression analvsis
and calculations. Logistic regression 15 an approach for making prediction models with a dichotomous scale. In
thiz study, the classification of the categories of soundness banks and unsound Banks 13 carried out.

The unit of observation of this research is rural banks in East Java, considering that the largest number of rural
banks in Indonesia are in East Java. The sampling technique used is purposive sampling. The independent variables
in this study are financial ratios which are divided into two groups. Tweo groups of variables have been determined,
namely Internal and External Factors, where internal factors consist of NPL, CAR, ROA, and LDE and external |
factors, namely GPD. The dependent variable used in this study is bank default at rural banks. The data used in
this ztudy iz secondary data, namely BPE data in the East Java region as many as 204 rural banks during the period
2014 to 2018. Bazed on the above variables, there is a logistic regression equation as follows:

LnP
1-p =a+ f1CAR + f2R0OA + f3NPL + f4LDR + f5GDP
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Capital Adequacy Ratio
(CAR)
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Picture 1. Framework

Result and Discussion
Based on the results of data processing using logistic regression, the SP3S system data processing detected that

the GDP ratio indicator could not affect bank defaults. Therefore, the factor analysis of these variables cannot be
used in this study.

Table 2. Omnibus Tests of Model Coefficients

Chi-square | df| Sig.

Step 1 |Step 46.857| 4| 000
Block 46.857| 4| .000
Model 46.857| 4| 000

Bazed on the results from Table 2. Omnibus Test of Model Coefficients shows the Chi Square number of
46,837 which iz smaller than the table in DF4 which 1z 1970639 with a significance level of 1%, thus mdicating
that there is no relationship between one variable and another variable. Thus, the variables of NPL, CAR, ROA
and LDE can be used i further data processing.

Table 3. Hosmer and Lemeshow Test

Step Chi-square df | Sig.

1 4941 3 o4

Based on the results from Table 3. Hosmer and [ emeshow Test shows that the Chi Square value is 4.941 where
this value iz smaller than in Table DF 3 with a Chi Square value of 9.488 with a significance level of 0.764 greater
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than 3%, thus indicating that the model test can accepted and fit with the data, which means the data is the same
=5 the observation.

+
Tabgl 4. Classification Result
Predicted
Y TOTAL
Obzerved 0 1 BANK Percentage Correct
Step 1| Y (0 136 a 165 045
1 28 11 39 282
Overall 81.9
Percentage

a. The cut value 1=_50{)

Bazed on Table 4. Classification Fesult obtained as many as 163 banlks are predicted to be soundness and 39
banks are predicted to be unsound. After conducting the Alpha and Beta Test which showed the number of Banlos
predicted to be in the soundness and truly soundness category, as many as 156 banks and default bank as many as
O banks with a percentage of prediction correctness of 943 percent, then Banlks that were predicted to be unsound
but in fact entered in the soundness category as many as 28 banks and 11 banks in the unzound category. It can be
concluded that the overall percentage value iz 81.9%.

Bazed on table 6 of the variables in the equation above, not all values of the independent variables affect bank
failure, namely EOA and LDE. The results of data testing show that CAR. and NPL have a significant and positive

and NPL has an effect on bank failures at rural banks in Indonesia with a significance level of 1%. The other
variables (FOA and L DE) have an insignificant effect with a significance level of 1%.

Table 6. Variables in the Equation

95% C.Lfor EXF(B)
B 5.E. | Wald | df| Sig. | Exp(B) Lower Upper
Step1°|CAR  |.039=+=| 020| 3.728| 1|.054| 1.040 999 1.083
NFL 148+ 028(27.137| 1|.000| 1.160 1.097 1226
ROA _083¢| 053] 2412| 1|.120] 921 229 1.022
LDR _o11#| o21| 262 1| 609| 9s0 949 1.031
Constant| -3.236| 1.846| 3.072| 1|.080| .039

B1g ¥#* = 105
Sig* =1%

InP
1-P

=—3236+0,039 CAR + 0,148 NPL — 0,083R04 — 0,011LDR
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Based on the value of the Odds Eatio (Exp(B)) the order of the variables that have the most influence on bank
default sequentially, namely (1) NPL, (2) CAR, (3) LDE, and (4) ROA_ The NFL variable has an effect qn bank
failure of 1.16 times, the CAR. variable has an effect on bank failure of 1.04 times_ the LDE. variable has an effect
on banlk defaultz of 0.989 times and the ROA variable has an influence on bank defaults of 0.921. The resultz of
this study found that NPL and CAR. were significantly positive for bank: defavlts, thus strengthening the rezearch
conducted by Puspitasari et al. (2021), Buchdadia ef ol (20207, Puspitagari (2020), Akbanoly et al (20200,
Omitozun of al (2016), Alshatti (2013), Magali (2013), Hozen and Mphari (2013) and Afrivie and Alotey (2012).
This 13 because the NPL can measure the soundness of assets that can affect bank defaults from Rural Banles, the
higher the NPL level indicates the soundness of assets in the loan portfolio and the risk of fatlure of rural banls.
For the CAR variable, strensthening the research conducted by Wasiaturrahma, ef ol (20200, Pospitazar et al.
(2020), Akhangly e al (2020), Sefyan (2019), Asvanti (2019), Chou and Bychdadi (2016), Alshatti (2015),
Adieitzey (20135, This 1= because the higher the CAFR, the better the ability of banles to face the risk of loss, banls
that have sufficient capital have the potential to have good profitability. The results of this study also show that
EOA and LDE have an insignificant effect on bank defaults. These resultz are in line with the research of
Buchdadia ef af. (20200, Acfivanti and Pertiwi (2020), and Akhangly af ol (2020).

Conclusion

This study shows that Rural Banks should pay more attention to the WPL and CAR variables so that the two
varizblez do not exceed the authority threshold, because these two variables have been shown to have an influence
on the bank defaults of mural banks. If rural banlks have NPL and CAR that exceed the authority threshold, then the

bank will experience a decline in profitability, corporate liquidity and obstruction of the compamy’s cash flow,
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