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Abstract. The relationship between competition and stabititwidely understood by researchers with two
different perspectives, namely competition-fragiind competition-stability. A lot of research hasen
conducted regarding the relationship between coitipetand stability in the banking sector but hast n
specifically examined the stability of the classiodel of rural banks. The purpose of this study was
empirically examine the effects of rural banks' petition and stability based on the aspects of tedpi
earning asset quality, profitability and liquiditythe indicators used in this study are adjustedthie
characteristics of rural banks and existing regidas. The results of the study indicate that thepetition
variable has a significant positive effect on tkesbdity of rural banks, and supports the view ofrpetition
stability.
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1. Introduction

A Bank crisis is a phenomenon that can occur attang. Demirguc-Kunt and Detragiache (1998)
defined a bank crisis as a condition in which oh¢he following conditions is met: (1) non-perfomgi
assets account for 10% of the total assets ofdh&ibg system; (2) the cost of saving the bankisgesn is
up to 2% of Gross Domestic Product (GDP); (3) theas a transfer of ownership of banks on a largéesc
to the government; and (4) there has been a widadpbank-run or there have been emergency measures
taken by the government in the form of freezinglpubavings, closing bank offices for a sufficigntbng
period of time, or implementing comprehensive dégonsurance. Reinhart and Rogoff (2008) reporteat t
there were as many as 121 banking crises in thédwmm the period 1800-1970 (Deltuvgit2011).
Furthermore, in the period 1970-2007, 124 bankinges were indicated worldwide (Laeven & Valencia,
2008).

The facts showed that there is always a chance ffinancial crisis to occur. Banks can survive a
financial crisis if they have sufficient capital rithg a crisis. In America, there are five capitdegquacy
ratios that must be met by banks to protect themaseirom the risk of loss during a crisis, namelgpital
ratio, tier 1 ratio, common equity tier 1 (CET1)ioaleverage ratio, and supplemental leverage (&@arcia
& Steele, 2020). Schuermann (2014) states thattdrelard approach of relying on capital ratiosiahle to
provide good information about how much capitahéeded to face a financial crisis so stress testi@n
indispensable tool.

Financial authorities and banks do need to cartyd@master simulations through stress tests inraae
better prepare themselves for the various pogsgsilihat may occur in the future. Besides condgcsiress
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tests to prepare for various possibilities thaseiin the future, another important thing is to ntain
financial stability so that financial crises canaw®ided. Financial stability is defined as a ctindiin which
the financial system consisting of financial indibns, financial markets, and financial infrasture can
accept shocks and harmonize with existing condstionreduce the possibility of disruptions in thrhcial
intermediation process, thereby significantly chagghe allocation of savings. be a profitable stweent
opportunity (Gadanecz & Jayaram, 2009).

The financial structure in Indonesia is not donmdaby the capital market, but rather by banking
institutions (Zulverdi et al., 2005). With the darance of the financial structure by banking insittus,
banking stability is very important to be considkré we investigate further the causes of instgbih the
banking industry originating from the internal barksector, then of course attention will be foclsa the
competition in that sector. With increasingly fiercompetition, various new banking activities ergerg
This is in accordance with what Vives (2019) statich states that competition is a source ofipidity in
the banking sector.

The relationship between competition and stabilgywidely understood by researchers from two
different points of view, namely competition-fratyil and competition-stability iékenderglu & Tomak,
2013). Competition stability states that higher petition will result in the banking sector becomimgre
stable, while competition-fragility states the opi®, namely that higher competition will resultimstability
in the banking sector.

Given these different views, it is necessary todomt empirical research related to the relationship
between rural banks' competition and stability eeahere was very little literature on the comijmetiand
stability of rural banks. In addition, rural banay an important role in the economy of all praés in
Indonesia, especially in Bali because Bali is ranikethe top three in terms of assets or loansudssal.

2. Research Elaboration

The history of banking shows that the emergendeaaking activities outside existing regulationstsuc
as Real Estate Investment Trusts (REIT), mutuatidufmutual funds), and securitization (conversién o
financial assets such as credit cards, bank l@arsmortgages or physical assets into financiafungents
tradable), has become a source of instability auresh goanic that resulted in the banking crisis. Bik&nd
Haaf (2000) emphasized that deregulation and a@gainmcinformation technology contributed to chaniges
competition and concentration marked by mergewiiets in the banking sector in Europe.

The various banking activities that have just eradrgre a reflection of the intense competition that
occurs in the banking world. The main contributorfinancial institutions in taking risks is compiein
(Naaman et al., 2021). Vives (2019) states thatpetition is related to all failures (instabilityh ithe
financial and banking system, such as excessidetaldng, excessive credit expansion, unreasonable
growth, and bad bank behavior. However, it sholdd &e understood that competition is also a soafce
efficiency in various fields.

Rakestraw (2015) emphasized that the higher theoebtion, the lower the economic benefits that can
be obtained, which in turn will reduce the valughl® company. With tighter competition, there ishance
for incumbent firms to leave the industry (exit timarket). If a bank experiences problems and spread
others or it has a systemic impact on the bankiygiem, then this situation can certainly resultain
slowdown in the real sector accompanied by higliesgosts and moral-hazard problems (Vives, 20D8g
to the large impact on the economy, competitionddé®mns need to be monitored continuously in oraer
maintain banking stability.
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The difference in views and research findings ompetition and stability variables is related to the
charter value hypothesis which is first introdutgdKeeley (1990). In principle, the charter valtetes that
if the competition is lower, then banks will be marareful in channeling loans because banks argaedor
about losing the current value of cash flows thiitlve received at a later date (charter valuedifferent
view is introduced by Boyd and Nicola (2005) regagdthe risk shifting view which states that thgher
the competition, the banks cannot provide high¢grest (lower risk) so that the chances of deféarlt
customers are lower or in other words the bankiygjesn becomes more stable. Hartmann and Carletti
(2002) stated that theoretically, there is no apex@ about the direction of the relationship betwee
competition and stability. Claessens and LaevedD4P stated that the relationship between compatéind
stability becomes more complex as financial prosidotersify.

The empirical evidence of the relationship betweempetition and stability has been studied by
Schaeck and Cihak (2012) who stated that competitas a positive effect on banking stability. Tinein
contributor to financial institutions taking risks competition (Naaman et al., 2021). On the otiend,
Vives (2019) stated that competition is a sourcanstfability in the banking sector. Freixas and {(2814)
also stated that the effect of competition on faiahstability can have different results in thenkiag sector
model which is classified as originate-to-hold ¢sig) and originate-to-distribute. Jun and Yeo 801
conducted research on Peer-to-Peer (P2P) LendatfpiPhs and Banking System Stability by emphasizing
portfolio risk, insolvency risk, liquidity risk, ahsystemic risk. The effect of the competition malgzed
separately for each of these risks. The businespettion analyzed is not only related to the baglsector
but also involves P2P Lending. The results of lkisearch indicate that bank stability has decreased
measured by insolvency risk, illiquidity risk, asgstemic risk in the presence of bank competitiith W2P
Lending.

2.1. Banking Stability Indicators

Research on financial stability, especially in thanking sector, is not an easy job. The definitdn
financial stability itself is not easy, especialipw to measure it. Gadanecz and Jayaram (2009 edkfi
financial stability as a condition in which thedincial system consisting of financial institutiofisancial
markets and financial infrastructure can accepiclshcand adapt to existing conditions to reduce the
possibility of disruptions in the financial intertiation process. thus significantly changing tHecaltion of
savings into profitable investment opportunitieso§ikova, 2015). Tsomocos (2003) defined financial
instability as a condition in which a number of bamustomers experience default and a number ofsank
experience liquidity difficulties without having tgo bankrupt, resulting in a significant decreasehe
profitability of the banking sector.

Dumicic (2016) conducted a study to determine iattics of financial stability using the principal
component analysis method which is then summairizétle Systemic Risk Accumulation Index (SRMI).
Freixas and Ma (2014) measured stability basedhemisks faced by banks. Bank risk is classifidd four
risks, namely asset/portfolio risk, insolvency rigkiquidity risk, and systemic risk. These riskse
measured using several indicators such as Non+Rerig Loans (NPL), z-score, distance to default an
other accounting data. The International Monetamd-(IMF) has also developed Financial Soundness
Indicators (FSls) to measure financial stabilityngs40 indicators consisting of 12 core indicat(@ore
Financial Soundness Indicators) and 28 supportidigators.

In various countries, many studies have attempiedentify conditions that can ensure the mainteaan
of a stable financial system. Research that has lbeaducted in various countries related to finalnci
stability states that the main indicator that igely used to measure financial stability is relde@AMELS
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(C - Capital Adequacy, A - Asset Quality, M - Maeagent, E - Earning, L - Liquidity, S - Sensitivitly
Market Risk).
Table 1: Financial Stability Indicators

Resear cher Y ear Indicators

Gersl and Hermanek 2007 Capital adequacy (CAR)
Asset quality (NPL/TL)
Profitability (ROA, ROE)
Liquidity (LA/TA, LA/TD)
Interest rate risk (Net position/TA)
Foreign exchange risk (FX1, FX2)
Central Bank of the Republic of 2008 Asset quality (NPL/TL, NPL/E, FA/TA)
Turkey Liquidity (LA/TA)
Exchange rate risk (FX1, FX2)
Profitability (ROA, ROE)
Capital adequacy (CAR, FC/TA)
Interest rate risk (Net position/E)
Albulescu 2010 Financial development index
Financial vulnerability index
Financial soundness index
World economic climate index
Bank of Albania 2010  Asset quality (NPL/TL, NPLAEA/TA)
Liquidity (LA/TA, STA/STL)
Exchange rate risk (FX1, FX2)
Profitability (ROA, ROE)
Capital adequacy (CAR, FC/TA)
Interest rate risk (Net position/E)

Maudos 2012  Profitability (ROA)
Solvency (CAR)
Efficiency (CI)
Asset quality (NPL/TL)
Gineviius and Podviezko 2013 Capital adequacy (CAR)

Asset quality (NIl, TL/TA, DELINQ, LD)
Management (NIE/GI)
Earnings (PPP/RWA, NI/RWA)
Liquidity (TD/TL, LIQ)

Laznia 2013  Profitability (ROA)
Liquidity (TD/TL)
Capital adequacy (CAR)
Asset quality (NPL/TL)

Trovska and Mihajlovska 2013 Insolvency (CAR)
Credit risk (NPL/TL, GNPL)
Profitability (ROE, NIE/GI)
Liquidity (LA/TA, LA/TD)
Currency risk (Net FX/OF)

* CAR-Capital adequacy ratio, Cl-Cost to incomaaabDELINQ-Delinquent loans/Total assets, FA/TA-&ik

assets/TAs, FC/TA-Free capital/TA, FX1-Absolutéuesof open total position in foreign exchange/Tlierapital,
FX2-Absolute value of open balance sheet positicioieign exchange/Tier 1 capital, GNPL-Annual giiowate of
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non-performing loans, LA/TA-Liquid assets/TAALID-Liquid assets/Total deposits, LD-Loan walu
decrease/TA, LIQ-Regulatory liquid ratio, NI/PANet income/Risk weighted assets, NII-Netemast
income/Risk weighted assets, Net FX/OF-Net gpmsition in foreign exchange/Own funds, Net positic-
Cumulative net balance sheet position to 1 monthitggNet position/TA-Cumulative net balance sheesitionto 3
month/TA, NIE/GI-Non-interest expenses/Grossoine, NPL/E-Non-performing loans/Shareholders’igqu
NPL/TL-Non-performing loans/Total loans, PPP/RW/AeRrovision profit/Risk weighted assets, ROA-Retom
assets, ROE-Return on equity, STA/STL- Assets witnaturity up to 3 months/Liabilities with a tmaty up to 3
months, TA- Total assets , TD/TL-total depositsaial loans, TL/TA-Total loans/TA

Source: KgiSovéa (2015)

Besides being used to explain the condition of banktability, the CAMEL method is often used to
determine the soundness level of an individual bdnkindonesia, the procedure for determining the
soundness level of a bank has been regulated giedesuance of the Decree of the Board of Dirsctdr
Bank Indonesia Number 30/12 / KEP / DIR / 1997tHhis regulation, the assessment of bank soundeess i
determined based on five factors, namely capitainiag asset quality, management, profitabilityd an
liquidity.

Based on the existence of rules regarding the sis®ed of bank soundness as a determinant of banking
stability as a whole, the indicators used in thiglg is measuring the latent variable of rural [zastability
are also adjusted to existing regulations. In @oidito providing regulations regarding procedures f
determining the soundness level of a bank, the rgovent also requires rural banks to submit findncia
reports in accordance with the regulation SE OJK 38ISEOJK.03/2017 concerning Annual Reports and
Published Financial Reports of Rural Banks in Iresia.

Taking into consideration the provisions and dafailability, this study describes rural banks digibi
into four components with the following seven iratiars.

1) Capital
Assessment of capital is based on the Capital Aaggiatio (in Indonesia known as Kewajiban
Penyediaan Modal Minimum or KPMM) which is calceldtbased on the Total Capital to Risk
Weighted Assets (RWA). According to the regulati®@JK No. 5/POJK. 03/2015, Total Capital is a
combination of core capital (tier-1) and suppleragntapital (tier-2), while ATMR is the amount of
assets on the balance sheet of a rural bank thagighted according to the level of risk attached t
each asset.

2) Earning Asset Quality
The components of earning asset quality are baségamratios, namely:

a. Ratio of Classified Earning Asset to Earning é&ss(in Indonesia known as Kualitas Aktiva
Produktif or KAP).

b. Ratio of Provision for Loan Losses establishgdhe bank to Provision for Loan Losses that must
be established by the bank (in Indonesia known exyyiBihan Penghapusan Aktiva Produktif or
PPAP).

3) Profitability
The profitability component is based on two ratizemely:

a. Ratio of Profit Before Tax in the last 12 montbghe average Operating Volume in the same
period.

b. Ratio of Operating Expenses in the last 12 metalOperating Income in the same period.
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4) Liquidity
Liguidity component is based on two ratios, namely:
a. Ratio of Liquid Assets to Current Debt.
b. Ratio of Credit to Funds Received by the bank.

Table 2: Rural Banks Stability Indicators

Component/Factor Indicators
Capital KPMM
) . KAP
Earning Asset Quality
PPAP
S ROA
Profitability
BOPO
L. .d. LDR
iquidity
Cash Ratio

* KPMM-Kewajiban Penyediaan Modal Minimum (CAR-CtgliAdequacy Ratio), KAP-Kualitas Aktiva Produktif
(NPL/TL- Non-performing loans/Total loans), PPAPARisihan Penghapusan Aktiva Produktif (provisionléan
losses), ROA-Return on Assets, BOPO-Beban OperalsRendapatan Operasional (operating expense tatope

2.2.

revenue), LDR-Loan to Deposit Ratio

Competition M easurement
Basically, there are two approaches used to measungetition, namely structural and non-structural

approaches (Astuti & Saputra, 2019). Bikker andfHa802) stated that the structural approach measur
competition based on the level of concentrationjemhe non-structural approach measures competitad
based on the level of concentration. The simplethod of measuring competition is to measure thel lef
concentration (control of most of the existing narky several banks) using the Concentration Ratio
(Wibowo, 2017). The concentration ratio (CR) is easure of competition that can be calculated frioen t
proportion or percentage of income, profits, ordhparty funds in the banking sector which is daatead by
several large banks.

Calculations based on a few existing banks or iggathe market share distribution of other bankeha

a high chance of producing inappropriate conclusioegarding the level of competition that exists
(Wibowo, 2017). Therefore, many researchers usthanmeasure, namely the Herfindahl-Hirschman Index
(Naaman et al., 2021). The Herfindahl-Hirschmarein@HHI) measures the level of competition using th
same way as the Concentration Ratio, however blwes all existing banks. Mathematically it can be
expressed in the following formula:

Al (1)

HHI = Z s2(0)

2

Annotation
s(i) : market share of bank i

N: the total number of existing banks
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The value of the HHI is between 0 and 10000. THaevaf the HHI close to 0 means that it leads to
perfect market competition, while the value of il close to 10000 means that it leads to a monopol
market. This means that the higher the HHI valakcetes a lower level of competition.

Table 3: Market Classification

Market Type Treshold HHI
Unconcentrated <1500
Moderately Concentrated 1500 < HHI < 2500
Highly Concentrated > 2500

Source: US Department of Justice (2015)

23. Hypotheses
Based on the identification of phenomena, andditee review regarding the relationship between
competition and stability, the research hypotheaisbe formulated as follows.

H.1. Competition has a positive effect on ruralksastability in the aspect of capital.

H.2. Competition has a positive effect on ruralksastability in the aspect of asset quality.
H.3. Competition has a positive effect on ruralksastability in the aspect of profitability.
H.4. Competition has a positive effect on ruralksastability in the aspect of liquidity.

H.5. Competition has a positive effect on ruralksstability.

2.4. Research Methodology

In this study, the competition variable was meagwsing the Herfindahl-Hirschman Index (HHI) and
the latent variable of rural banks' stability wasasured using four components, namely capital,irgarn
asset quality, profitability and liquidity. Theseur components are latent variables with severectile
indicators, namely Kewajiban Penyediaan Modal Mimmshortened to KPMM (CAR-Capital Adequacy
Ratio), Kualitas Aktiva Produktif shortened to KA@PL/TL- Non-performing Loans/Total loans),
Penyisihan Penghapusan Aktiva Produktif shortenedRAP (provision for loan losses), ROA (Return on
Assets), Beban Operasional Pendapatan Operasioodesed to BOPO (operating expense to operating
revenue), and LDR (Loan to Deposit Ratio).

Before the analysis is carried out, the indicatorghe variable of competition and stability arguatkd.
Adjustments are made only to indicators that haveegative impact on the latent variable. The adplist
value is the reciprocal value of the indicator ealuhich has a negative impact on banking stability.

Table 4: Indicator Adjustments

Latent Variable Indicators Imp Adjustment
act
Competition HHI - Reciprocal (HHI)
Capital KPMM + KPMM
Asset Quality KAP - Reciprocal (KAP)
PPAP + PPAP
Earning ROA + ROA
BOPO - Reciprocal (BOPO)
Liquidity LDR - Reciprocal (LDR)
Cash Ratio + Cash Ratio
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Furthermore, to explain the characteristics of ¥heéables and answer the research hypothesis used
descriptive and inferential statistics. The anabjtitool used to test the hypothesis in this stiglyhe
analysis of Structural Equation Modeling (SEM). SEMused in this study because this study exanthees
relationship between latent variables that canretnieasured directly but are measured through the
indicators of each latent variable. SEM in thisdgtwses the Partial Least Square (PLS) approach.i®L
used because it has the following advantages (Bi&f106).

1) PLS can do modeling using many independent bimssand dependent variables.
2) PLS can handle collinearity problems.

3) PLS produces robust estimates even if thereigeror missing data.

4) PLS is able to produce accurate predictions.

5) PLS is able to handle measurement models ifiectige and formative way.

6) PLS can be used on small amounts of data samples

7) PLS is not tied to any form of data distribution

8) PLS can be used for various types of data: nalnondinal, interval or ratio.

3. Resultsand Discussions

In SEM analysis, the first step is to build a motw®t fits the research problem. The SEM model
consists of a measurement model (outer model) atichetural model (inner model). Nachtigall et(2003)
stated that the measurement model is a model émshios the relationship between the latent anéroks
variables, while the structural model containsriiationship between the latent variables.

In a measurement model, a latent or construct Mariaan be formed in a reflective and formative
manner. In this study, the variable of rural batabsity is a construct that is formed reflectivelhis means
that BPR stability does not have to be stated esngbination of all its components, but can be nsee
separately based on aspects of capital, assettyquadofitability, or liquidity. To test the effeadf the
research variables, three stages were carriedsdotlaws.

1) Measurement Model Assessment

Measurement model assessment is used to test wiradieators can explain latent variables. One way
that can be used is to perform convergent valigitglysis by looking at the outer loading value axdhe
indicator in the research variable. The absolutelevaf outer loading= 0.7 is said to be valid

(Henseler et al., 2016).

Table 5: Indicator Adjustments

Laten Variable Indicators Outer Loading Decision
Competition R HHI 1.000 Valid
Capital KPMM 1.000 Valid
Asset Quality R KAP 0.940 Valid

PPAP 0.980 Valid

Earning ROA 0.992 Valid
R BOPO 0.991 Valid

Liquidity R LDR 0.892 Valid
Cash Ratio 0.843 Valid
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* R HHI-Reciprocal HHI, R KAP-Reciprocal KAP, R B@PReciprocal BOPO, R LDR-Reciprocal LDR

Then to ensure that the latent variables are \aitireliable, the Construct Reliability and Valjdiest
are required. A construct is said to be valid alible if it meets the following criteria: rhoZ 0.7 or
Average Variance Extracted (AVEF 0.5 (Henseler et al., 2016).

Table 6: Indicator Adjustments

Latent Variable rhoA AV Decision
E
Competition 1.000 1.000 Valid & Reliable
Capital 1.000 - Valid & Reliable
Asset Quality 0.857 0.855 Valid & Reliable
Earning 0.983 0.983 Valid & Reliable
Liquidity 0.688 0.753 Valid & Reliable

2) Structural Model Assessment

Structural model assessment is used to determenguality of the model. The quality of the modeh ca
be confirmed by looking at the coefficient of deteration (R2) which states how big the role of
exogenous variables is in explaining endogenousdas. R2 values are between 0 and 1. The higher
R2, the more accurate the model is. As a rule amth R2 values of 0.75, 0.50, and 0.25 are

categorized as substantial, moderate, and weakatxaply.

Table 7: Coefficient Determination

Latent Variable R? R? Adjusted Rule of thumb
Capital 0.370 0.349 Weak
Asset Quality 0.871 0.866 Substantial
Earning 0.955 0.954 Substantial
Liquidity 0.923 0.920 Substantial
Stability 0.717 0.708 Substantial

3) Bootstrapping
Bootstrapping is used to test the significancehef telationship between variables so that it can be
determined whether the research hypothesis candepi@d or rejected.

Table 8: Hypotheses Testing

Variables Estimat t- Sig Decision
e value
Stability => Capital -0.608 7.002 b Accepted
Stability => Asset Quality 0.933 38.629 bl Accepite
Stability => Earning 0.977 109.44  *x* Accepted
1
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Stability => Liquidity 0.961 45.209 R Accepted
Competition => Capital -0.515 7.006 *kk Accepted
Competition => Asset Quality 0.790 13.647 rkx Acded
Competition => Earning 0.828 14.514 ik Accepted
Competition => Liquidity 0.813 12.966 kk Accepted
Competition => Stability 0.847 15.662 ik Accepted

Based on the results of the data output througtbtisdstrapping process, it can be concluded that
the research results are as follows.

Table 8: Hypotheses Conclusion

Hypothesis Statement Total Decision
Effect

H1 Competition has a positive effect on rural banks -0.515 Not Accepted
stability from the aspect of capital

H2 Competition has a positive effect on rural banks 0.790 Accepted
stability from the aspect of asset quality

H3 Competition has a positive effect on rural banks 0.828 Accepted
stability from the aspect of profitability

H4 Competition has a positive effect on rural banks 0.813 Accepted
stability from the aspect of liquidity

H5 Competition has a positive effect on rural banks 0.847 Accepted
stability

4. Concluson and Recommendations

41. Conclusion

The results showed that the model used in thisystudl its indicators can explain the relationship
between latent variables (constructs) competitind stability. Competition turns out to have a nagat
effect on stability from the aspect of capital. §means that the higher the competition, the lother
stability of the rural banks in terms of capitad. dddition, competition has a positive effect aabsity in
terms of the quality of earning assets, profitipiliand liquidity. Overall, it can be concluded ttha
competition has a positive effect on rural bankabifity. This means that the higher the compatitithe
better the stability of the rural banks. Thus, 8tigdy supports the competition-stability view.

42. Recommendations
During the research period, the rural banks nexpemenced instability. Future research may usa dat
more widely, including data reflecting the conditsoof banking instability. If data on bank instébilare

57



— ISSN: 2247-6172,ISSN-L:2247-6172
Review of Applied Socio- Economic Resear ch

//'- oo
RE ‘ D ‘R (Volume 23, Issue 1/2022), pp. 48-59
URL: http://www.reaser.eu

e-mail: editors@reaser.eu

included, there is a possibility that competitionll Wwave a positive effect on stability, but undmgrtain
conditions, the opposite occurs. In other wordsrehs a chance that the relationship between cutiope
and stability will have an inverted U-shape.
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