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The behaviour of credit market: analysis on price, efficiency, size and ownership
structure of conventional banking in Indonesia
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Abstract

Indonesia economy relies heavily on banking as more than 80 percent of financial
industry assets was dominated by banking industry. Lending from banking sector is the
major source of investment and capital of firms. Further, after the 1997/1998 financial crisis,
Indonesia adopted prudential policy for the banking industry in order to lower the risk of non
performing loans and lower the banks’ insolvency risk. Meanwhile, the prudential regulation
costs the economy as Indonesia experienced undisbursed lending. This study aims to
understand the behaviour of supply and demand of credit of the conventional banks in
Indonesia between 2005 and 2014, a period after recovery from financial crisis in
1997/1998. An equilibrium of credit market developed by Bernanke and Blinder (1988) is
employed as basis model to understand the behaviour of supply and demand for credits.
Bernanke and Blinder (1988) argued that demand and supply of credit are determined by
rates of credit and bonds. Thus, creditors and debitors select between bonds and loans
regarding to the interest rates applied for those two instruments. The Seemingly Unrelated
Regression model is employed to managed simultaneity between demand and supply of
credit. The empirical findings support Bernanke and Blinder (1998) where in the case of
Indonesian banking, demand and supply of credit are determined by rates of lending and
yields of bonds. In addition, supply of credit is also determined by the rates offered by public
rates of certificate of central bank (SBI). A higher rates of lending induces banks to lend
more while lower the demand for credit. Government bonds and SBI are the substitute of
loans, thus as the bond yields and SBI rates increase, the supply of credit lowered. This study
also reveals that prudential regulation for example by increasing the capital adequancy ratio
(CAR) has dampen the banks capability to supply lending. The finding also shows that
higher lending capacity improves banks supply of credit. In addition, larger banks are proved
to able to supply more credit than smaller ones. Finally, the macroeconomic conditions had a
substantial impact on the demand for credit. The gross domestic product (GDP) and inflation
have positive impact on demand for credit. In addition, the existence of output gap enhanced
the demand for loans. Finally, demand for loans was influenced by inflation rates.

Keywords: demand and supply of credit, banking, interest rates (price), bonds, macroeconomics

Introduction

Recent research of banking credit in many countries confirmed that the banking credit
behavior correlated with monetary policy, macroeconomic indicator, and business sector
(Everaert, et.al, 2015; Kashyap, Tsomocos and Vardoulakis, 2014; Yurdakul, 2014; Popov,
2013). Everaert, et.al (2015) examined credit market in Central, Eastern, and Southeastern
Europe countries such as Latvia, Lithuania, Montenegro, Poland, and Romania. Their study
indicated “….that supply factors, on average and relative to demand factors, determines
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credit growth in the post-crisis period”. In case of Indonesia, a study by Rahayu, Santoso and
Insukindro (2013) suggested that there was a gap between demand and supply of credit after
the monetary crisis in 1997. An increase of demand for credit was not directly lead to an
increase of lending supply. In addition, their study indicated that the speed of adjustment of
into equilibrium between demand and supply of credit was lower particularly for local banks.

Understanding the credit behavior of banking sector is substantial in Indonesia since
banks dominate the financial industry by 86 per cent in terms of assets. In addition, credit
from banking sector is the major source of lending for business and households. Moreoever,
the undisbursed loan in Indonesian banking is high signaling lack of intermediary role of
banking to the economy. A study by Zulverdi, Muttaqin and Prastowo (2004) shows that
loan supply was less sensitive to changes in interest rates compared to the demand for loans.
Further, their study argued that the suboptimal intermediation role of banks increased the
proportion of undisbursed loans in the Indonesian banking after crisis 1997.

The gap between demand and supply in credit market also dampen the capability of
banking industry to conduct their role as financial intermediary. Rahayu, Santoso and
Insukindro (2013) indicated that the slow recovery from 1997 financial crisis was due to the
lengthy process of equilibrium adjustment between supply and demand of credit. Banks
avoided risk by investing their assets into liquid investment such as Central Bank certificates
(SBI) and government bonds.

Further, Rahayu, Santoso and Insukindro (2013) found that the gap was persistent in
local banks, particularly state-owned banks (BUMN) and regional-government owned banks
(BPD). They argue that this may occur as local banks were less efficient and there may an
influence of ownership structure on banks’ behaviour. Some studies in Indonesian banking
industry confirm that banks are not working in their most efficient scale (Margono, Sharma,
& Melvin Ii, 2010; Viverita & Ariff, 2011). Further, a study by Mulyaningsih, Daly, Miranti,
and Lewis (2014) reveals that government banks behaved least competitive than their private
counterparts due to the implicit government guarantee and facilities.

This research aims to examine the influence of lending rates, policy rates, bonds
yield, the level of efficiency, the motives of credit disbursement, capital, and banks'
ownership structure on the credit market the Indonesian banking industry. It is expected
giving valuable information for banking industry and policy maker in Indonesia particularly
on understanding credit market and how to reduce the gap between supply and demand of
credit.

This research will provide new finding of banking credit market behavior in
Indonesia in the form of financial approach. It is expected giving valuable information for
banking industry and policy maker in Indonesia. The research results will be expected having
significance impact for banking credit decision in Indonesia. Specifically, this study
investigates the demand and supply of banking credit market in Indonesia based on Rahayu,
Santoso and Insukindro (2013), Wignall and Gizycki (1992), Calani, García, and Oda (2010),
Guo and Stepanyan (2011), Jacobs and Rayner (2012), and Tabak, Miranda and Fazio
(2012). In the case of banking credit market model, this study will refer to Rahayu, Santoso
and Insukindro (2013), Wignall and Gizycki (1992), Devarajan (2004), and Jacobs and
Rayner (2012). The research questions are: a) what are factors determining of banking credit
model in Indonesia, b) what are the influence of the price level, price of substitute products,
efficiency, capital, and banks' ownership structure, and macroeconomic factors on the credit
market the Indonesian.
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The paper is organized as follows. Section B discusses the existing literature on the
determinants and the equilibrium model of supply and demand of credit. Section C illustrates
the empirical strategy, data and variables. Section D discusses the results of the main
regression that followed by conclusions and policies implications.

Literature review and method are available upon request to the authors.

Results and Discussion

This section discusses the empirical findings on the determinants of demand and supply of
credit of convetional banks in Indonesia between 2005 and 2014. The first part describes the
descriptive statistics of all relevant variables. There are one hundred and one conventional
banks in the Indonesian banking industry and this number was only a half of the total
number of banks prior to the 1997/1998 financial crises. The population of banks was
significantly lower due to banks’ closure, mergers and acquisitions and banks collapsed. This
study captures all convetional banks in the industry. Thus, of ten years of the study period,
the total number of observation is 1,010 capturing 101 banks.

The volume of demand is equal to the volume of supply of credit. Using the base
year of 2007, on average the volume of credit disbursed by convetional banks was 136
billion Rupiah. The largerst lending disbursement was 3 trillion Rupiah. In terms of lending
rate, on average between 2005 and 2014 the price of funds was 13.4 percent or 7.88 percent
in real value after subtracting with the rate of inflation. Meanwhile, the interest rates of
central bank certificates of SBI was 7.98 percent or only 2.45 percent in real value. Further,
the yield rate of government bonds was 7.26 percent on average or 1.74 percent in real
value. The central bank certificates and government bonds are perceived as having lower risk
and so the returns were lower than risky portfolio of lending.

In terms of macroeconomics conditions, Indonesia experienced double digits
inflation in 2005 of 17 percent, and it lowered in the later period and the average inflation
was 7.2 percent. As the inflation rates was relatively high, the real interest rates were
corrected significantly. The currency of Indonesian Rupiah to US Dollar was 9,944 on
average and it was depreciated to 12,440 in 2014. Regarding to national income, on average
Indonesia’s income was 2,150 trillion or 17.6 trillion in real values using the base year of
2007. The GDP gap shows the difference between actual GDP and its potential. On average,
Indonesian output gap was positive 2,290 indicating that the economy was performed above
its potential. Finally, the production index of the manufacturing sector was 4.676 on average.

The Indonesian banks had been able to comply with the minimum capital
requirement. On average, banks recorded 25 percent of the Capital Adequancy Ratio. This
indicates that banks were keen to keep the buffer sufficiently. Regarding to the capacity
lending, Indonesian banking on average had 187 billion in real values available loans to be
disbursed. Indonesian banking efficiency level were heterogenous. On average banks
recorded efficiency score of 0.45 using 0 to 1 scale where higher score indicating better
efficiency performance. Meanwhile, some banks recorded low efficiency score where the
lowest reached 0.061. Finally, the means of market share of Indonesian bank was 0.99
percent where the biggest bank owned 18.62 percent and the smallest had almost negligible
share in the industry.
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Table 2. The Descriptive Statistics of Credit Volume, Interest Rates,
Macroeconomics Indicators and Banks’ Characteristics

Variable Unit Observation Mean Std. Dev. Minimum Maximum
Credit Volume
LD Billion IDR 1,010 17,600 47,800 1.229 490,000
LD (real) Billion IDR 1,010 136 345 0.01 3,082
LS Billion IDR 1,010 17,600 47,800 1.229 490,000
LS (real) Billion IDR 1,010 136 345 0.01 3,082
Interest Rates
rSBI Percent 1,010 7.975 2.027 5.75 12.750
rSBI (real) Percent 1,010 2.455 4.166 -2.515 12.750
rL Percent 1,009 13.400 2.088 7.900 16.950
rL (real) Percent 1,009 7.877 4.047 1.463 16.950
rSUN Percent 1,010 7.262 3.167 0 11.997
rSUN (real) Percent 1,010 1.742 2.697 -0.661 6.998
Macroeconomics
Consumers Price Index Unit 1,010 122.331 20.024 94.436 159.11
Inflation Percent 1,010 7.232 4.318 2.288 17.124
FX IDR 1,010 9,944.6 1,214.465 8,991 1,2440
Y Trillion IDR 1,010 2,150 379 1.6 2.8
Y (real) Trillion IDR 1,010 17.6 0.424 16.998 18.317
YGAP Billion IDR 1,010 -0.0002106 3,0439.52 -46,901.65 46,084.81
YGAP (real) Billion IDR 1,010 2.29E-06 337.8587 -472.9713 568.3096
IP Unit 1,010 4.676 3.145963 -2.21 8.15
Banks Characteristics
CAR Percent 997 25.78 23.87 0 489.58
CAP Billion IDR 1,010 23,900 61,100 -4,236 609,000
CAP (real) Billion IDR 1,010 187 450 -33 3,827
EFI Unit 1,010 0.455 0.2514438 0.061 1.00
Dgov Dummy 1,010 0.039604 0.1951235 0 1
Share Percent 1,010 .9902475 2.419686 0 18.62

The next part of this section provides discussion on the determinants of demand and
supply of credit from the conventional banks. The models perform quite well as most of
explanatory variables are significant statistically in explaning the demand and supply of
credits. As discussed in the methodological section, this paper employs the Seemingly
Unrelated Regression approach to manage the simultaneity issue of the volume of demand
and supply. Regarding to the demand for credit, it was influenced negatively by lending rate.
This finding is consistent with the theory that as the interest rate was higher, the demand for
credit was lower as the price was getting more expensive. Further, the demand for credit was
also influenced by the yields from government bonds. The estimation reveals that a higher
yields contributed to higher demand for credits.

Table 3 is available upon request to the authors.

The macroeconomic conditions had a substantial impact on the demand for credit as
shown by the empirical results. The gross domestic product (GDP) has substantial impact on
demand for lending where the coefficient was 40.77 and it was significant at 5 per cent
significance level. Further, the gap of gross domestic product was influenced demand for
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credit negatively as predicted by theory. This indicates that as the actual GDP was lower that
its potential, firms increased their capital using loans from banks. Finally, demand for loans
was influenced by inflation rates. A higher rates indicating higher expectation of inflation
and this induces firms to demand for loans.

The lending supply was determined by price level of its product and substitute
products. A higher lending rates provided larger incentives for banks to disburse more loans. In
addition, a higher rates of central bank certificates (SBI) and yield of government bonds
lowered supply of lending. This finding underlines that Indonesia banking portfolio is consitited
of loans, SBI and government bonds. An increase of price of substitute products lower the
lending rate relatively and reduce the lending supply. The supply of lending was also
influenced by the capital adequancy ratio (CAR) where higher CAR contributed to lower banks
lending capacity. In accordance, higher lending capacity affected lending supply positively.
Finally, larger banks were found to have higher supply of credit than smaller banks.

Conclusion

This study aims to understand the behaviour of supply and demand of credit of the
conventional banks in Indonesia between 2005 and 2014, a period after recovery from
financial crisis in 1997/1998. An equilibrium of credit market developed by Bernanke and
Blinder (1988) is employed as basis model to understand the behaviour of supply and
demand for credits. Bernanke and Blinder (1988) argued that demand and supply of credit
are determined by rates of credit and bonds. Thus, creditors and debitors select between
bonds and loans regarding to the interest rates applied for those two instruments. This study
supports Bernanke and Blinder (1998) where in the case of Indonesian banking, demand and
supply of credit are determined by rates of lending and yields of bonds. In addition, supply of
credit is also determined by the rates offered by public rates of certificate of central bank
(SBI). A higher rates of lending induces banks to lend more while lower the demand for
credit. Government bonds and SBI are the substitute of loans, thus as the bond yields and
SBI rates increase, the supply of credit lowered.

This study also reveals that prudential regulation for example by increasing the
capital adequancy ratio (CAR) has dampen the banks capability to supply lending. The
finding also shows that higher lending capacity improves banks supply of credit. In addition,
larger banks are proved to able to supply more credit than smaller ones. Finally, the
macroeconomic conditions had a substantial impact on the demand for credit. The gross
domestic product (GDP) and inflation have positive impact on demand for credit. In addition,
the existence of output gap enhanced the demand for loans. Finally, demand for loans was
influenced by inflation rates.
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