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Macro-financial linkages in financial stability
since aftermath GFC 2008.

Financial and macroeconomic plays vital role in explaining
business cycle.
Shock in financial system is endogenous risk and
potentially affect banks default probability.
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Macro-financial linkages in financial stability.

By understanding the macro-financial linkages on financial
stability. . .

May help predict if a bank will default on its portfolio
Help regulators to understand the drivers of default
probability
Determine the appropriate policy to promote financial
stability
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Method to asses a bank’s probability of default . . .
Supervisory approach relies on firm-specific information.

Different from market-based approach (such as Merton).
Central bank proprietary data.

Based on a multivariate distribution
Copula approach can capture non-linear relationships
between variables with complex data structures (see also
Brechmann et al. [2013]; Pourkhanali et al. [2016]; Zhang
[2014]).
Reflects the likelihood that losses come from the marginal
distribution (tail risk) - latent factor.
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The drivers of default probability. . .
Focus only a firm’s intrinsic value or bank balance sheet or
macroeconomic variables, but not using dependence
modelling as copula does.[Weiß, Bostandzic, Neumann
(2014), and Kleinow and Moreira (2016).]
This paper analyze the interlinkage of bank-specific
indicators and the macroeconomic variability to bank’s
default probability based on dependence modelling
measurement (non-normal distribution).
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Data(1)
We focus on Indonesian banks. . .

Why Indonesia?
One of the large emerging economies in Asia.
Most suffered country among other peer countries in
financial crises (Allen and Gale, 2000).
Serve as a benchmark due to the recent economic
developments in emerging Asia

Our data
80 banks with 4800 observations from 2005–to 2019.
Coincides with the GFC 2008 and quantitative easing in
2013.
Included dummy periods of the pre-crisis, crisis and
recovery periods of 2008
included dummy of bank owners: central state-owned,
regional state-owned, and private commercial, also bank’s
region.
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Data(2)

The determinants are:
Bank-specific variables: CAR, CET 1 Ratio (CAP), NPL,
LLP, IEF, OPM, LR, DEPOSIT, and LOAN
Macro-economic variables: HHI, GDP, CPI, Unemployment
(UNE), POLICYRATE, and exchange rate (RER)
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Evolution of Default Probability of Indonesian Banks
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Basic Model

Our basic model says:. . .
Increase in bank solvability improves a bank’s ability to
absorb sudden losses and reduces the PD.
Banks with lower efficiency are less likely to experience
distress - skimping hypothesis.
DEPOSIT and LR positively impact default probability
proves a "moral hazard effect".
Other macroeconomic variables aligned with expectation
except unemployment rate positively impacted the default
probability.
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Dummy crisis

When we included dummy crisis. . .
The positive value in the dummy crisis period indicates that
Indonesian banks reduced their probability of default
during the global financial crisis.
A negative sign in recovery period demonstrates
Indonesian banks increased their risk exposure , and as a
result, PD was intensified.
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Dummy Bank Ownership and Region.
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Dummy Bank Ownership and Region.

Impact of bank ownership and region. . .
Central state-owned banks are at higher risk because their
dominant and it affects the default probability as a whole.
Regional state-owned banks in central region negatively
associated with PD.
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Summary

CET 1 ratio, inefficiency ratio, and deposit substantially
affect a bank’s default probability.
Skimping hypothesis linked to a bank’s inefficiency
indicator
NPL appeared to be lagged indicator when we included
macroeconomic variables.
Policy rate, real exchange rate, economic growth, and
unemployment rate reduce default probability.

Recommendations
Regulatory should focus on capital regulatory and deposit
management policy.
The policy rate effectively anticipated the banks’ default
risk.
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Appendix For Further Reading

QnA I

Questions?
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