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ABSTRACT

Company performance is a description of the financial condition of a company which is
analyzed using financial analysis tools, so that it can be known about the good and bad
financial condition of a company which reflects work performance in a certain period. General
banking financial performance in this study is measured by return on assets. One strategy or
effort to improve financial performance is by diversifying income. The increase in non-interest
income at banks in Indonesia indicates that banks are starting to diversify their income. The
aim of this research is to test and analyze the effect of income diversification and bank
competition on financial performance and risk. This research is quantitative research
conducted on commercial banks in Indonesia during the 2015-2021 period with a population
of 95 and a total sample of 92 banks. The data analysis technique used is path regression
analysis or path analysis using the SmartPLS application. The results of this research show
that income diversification has a significant positive effect on financial performance and a
significant negative effect on risk. Bank competition has a significant positive effect on
financial performance and a significant negative effect on risk, and risk has a significant
negative effect on financial performance. Suggestions for banks are expected to increase
income diversification by increasing business activities in the form of additional products and
other supporting services that can improve financial performance. Banking is also expected
to be able to increase competition by increasing market share in an effort to increase the
competitive position of banking businesses in Indonesia.
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According to the Indonesian Accounting Association (IAl), financial performance is a
company's ability to manage and control its resources. Banking financial performance is
related to the bank’s health level. Assessment of the Soundness Level of Commercial Banks
using a risk approach (Risk-based Bank Rating) where one of the assessments is profitability
(earnings) regulated in Financial Services Authority Regulation Number: 4/POJK.03/2016.
Profitability Ratio is a ratio used to measure how a company generates profits from a
company during a certain period. Hapsak., 2018 explains that the profitability ratio is an
assessment of the bank's ability to support its operational activities and capital. The
profitability ratio can be calculated using, Return on Assets (ROA), Return on Equity (ROE),
Net Profit Margin (NPM).

One of the banking financial performance indicators shows fluctuating performance in
2020, especially when the COVID-19 pandemic first entered Indonesia. Fluctuations in bank
financial performance in the banking NIM ratio decreased at the start of the COVID-19
pandemic, but then tended to level off in the 2020 — 2021 period. This condition was driven
by banks' efforts to maintain their profitability in a situation of high credit risk due to the
COVID-19 pandemic and a decrease in bank income originating from credit interest
(Figure 1).

Bank health assessment is mainly related to profitability (earnings), one of the
components of which is income diversification. Income diversification must be an assessment
component that needs to be considered in improving bank financial performance. The
implementation of income diversification in banking includes diversifying sources of non-
interest income, which so far has been the bank's income sourced from interest income on
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loans given to customers. Based on 2021 Indonesian Banking Statistics (SPI) data, non-
interest income data is experiencing fluctuations with a positive trend. The trend of increasing
non-interest income caused by increasingly tight competition for lending has caused banking
profitability from interest income to decrease. So increasing income other than credit interest
is one of management's strategies and efforts to increase and maintain bank income stability.
According to Indonesian Banking Statistics (2021), the proportion of non-interest income to
total income shows an increasing trend. This increasing trend shows that banks consider
operating activities originating from non-interest sources as an innovation effort in
technological development to meet the challenges of the dynamic and diverse banking world.
Multiple prior research findings have established that the implementation of banking income
diversification measures has a substantial positive impact on the stability of the banking
industry. Hunjra et al. (2020), Li et al. (2021), and Wang & Lin (2021) have found that income
diversification can decrease bank risk, even after considering various factors such as bank-
level characteristics, macroeconomic conditions, regulations, and institutional factors.
However, Wu et al. (2020) have shown that income diversification has a positive impact on
bank risk.
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Figure 1 — Banking Profitability (Source: Indonesian Banking Statistics, 2021)
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Figure 2 — Composition of Banking Income (Source: Indonesian Banking Statistics, 2021)

Multiple research projects indicate inconclusive findings about the correlation between
risk and the financial success of banks. The findings of Hunjra et al. (2020) and Onsongo et
al. (2020) indicate that there is a direct correlation between bank risk and bank financial
performance, as measured by the z-score proxy. The findings of Hunjra et al. (2020) indicate
that bank risk has a detrimental impact on bank financial performance, as measured by the
NPL proxy. Additionally, the studies conducted by Ekinci & Poyraz (2019), and Gadzo et al.
(2019) also support the notion that bank risk has a negative influence on both bank risk and
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bank financial performance. Previous research has indicated a positive correlation between
income diversification and financial performance, suggesting that companies that engage in
a greater degree of income diversification tend to have higher financial performance.
However, a recent study by Githaiga (2020) has found that income diversification actually
has a negative impact on banking performance. Contrary to the findings of Duho et al. (2020)
and Vidyarthi (2020), which suggest that income diversification and banking performance
have a U-shaped nonlinear relationship, where the influence first decreases banking
performance but eventually enhances it.

Income diversification is a strategic approach employed by banks to enhance their
financial performance by offering a range of services beyond lending. This enables them to
effectively compete with other banks in a competitive market. The proliferation of bank
services has the capacity to stimulate competition within the banking industry and enhance
its overall financial well-being. The future will bring an increase in issues that will be diverse
and constantly changing for the banking industry. Previously, similar issues emerged as a
result of the COVID-19 pandemic and the subsequent implementation of widespread social
restriction regulations. However, in the future, these obstacles will stem from other banking
structural issues, such as the size of the business and its competitiveness, as well as the
rapid growth of the digital economy and finance, which will lead to changes in people's
economic behaviour. Indonesian banking generally has a smaller commercial scale
compared to banking in other ASEAN countries. This situation poses a significant problem for
the future of the Indonesian banking industry. In addition, the Indonesian banking sector's
total assets are significantly less compared to other banks in the ASEAN region, as illustrated
in Figure 3.
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Figure 3 — Total Assets of ASEAN Banks (in US$ Billion) (Source: Indonesian Banking Development
Roadmap 2020-2025)

These diverse obstacles will incentivize endeavours to enhance performance and
bolster the competitive edge, which is the primary basis for fortifying the national banking
sector to effectively contend with other banks in the ASEAN region. Consequently, the level
of competition among banks will be altered, leading to changes in their business practices.
Intense rivalry poses a significant risk to companies, while an excessive amount of
competition creates an uncompetitive banking environment that negatively impacts banking
performance and stability (Boamah et al., 2021).

Moudud-Ul-Hug (2020) conducted research on bank competition, which revealed a
positive impact of bank competition on banking financial performance. Conversely, Boamah
et al. (2021) found that bank competition has a negative effect on bank financial
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performance, despite its potential to enhance the overall health of the banking sector.
Excessive rivalry and a non-competitive banking landscape can impede the performance and
stability of banks.

Boamah et al. (2021), Guidi (2021), and Moudud-UIl-Huqg (2020) conducted research
that supports the notion that bank rivalry has a favourable impact on bank risk taking. Their
findings align with previous studies on this topic. Enhancing competition among banks will
lead to an increase in their willingness to take risks while developing competitive strategies.
Contrary to the findings of Maji & Hazarika (2018), which indicate that bank rivalry has an
adverse impact on risks that contribute to financial stability.

Further investigation is required to examine the impact of income diversification and
bank rivalry on financial performance and bank risk, based on various research findings. This
research aims to offer a comprehensive understanding of how income diversification and
bank rivalry impact financial performance and risk. Figure 4 illustrates the conceptual
foundation of this investigation.
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Figure 4 — Conceptual Framework
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Diversification of bank income is implemented by developing services and products as
a form of financial innovation so that it can generate income other than bank interest.
Diversification implemented by banks aims to create efficiency, competitiveness and profits
so that it can help improve a country's economy (Ahamed, 2017). According to (Alouane et
al., 2021; Li et al., 2021; Luu et al., 2020) income diversification has a positive effect on bank
financial performance. This is because banks not only expect interest income but also
innovate with other financial products (non-interest income) so that this strategy can improve
the bank's financial performance.

H1: Income diversification has a positive effect on financial performance.

In general, competition in the banking industry will cause banks to act as efficiently as
possible in order to be able to win the competition and be able to provide good services at
cheaper prices for their consumers. If we look at industrial organization theory, namely the
Structure-Conduct-Performance (SCP) concept, the increase in concentration levels in the
banking industry will encourage banks to substantially improve the performance of the
banking system. Competition can also be interpreted as a process of business competition
that struggles to get customers and an effort to adapt the business in the market. Based on
research (Moudud-Ul-Huqg, 2020; Zhao et al., 2021), bank competition has a significant
positive effect on bank financial performance. So based on this research, the hypothesis that
can be proposed is as follows:

H2: Bank competition has a positive effect on financial performance.

Diversification is a strategy used by companies to expand market share, increase the
number of business units, produce a variety of new products with the aim of reducing risk.
Diversification of income at banks shows that bank income does not only come from
traditional activities, namely lending, but also non-interest income. Non-interest income
consists of fee-based income and trading income. The greater the amount of non-interest
income at a bank shows that the bank's income is more diversified, in contrast to if the
source of income is focused on just one income, namely credit income. Maudos' research
results (2017) state that banks with income diversification have a smaller chance of
bankruptcy compared to banks that only rely on traditional income. Therefore, this
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diversification strategy has a negative effect on bank risk (Hunjra et al., 2020; Li et al., 2021;
Wang & Lin, 2021). So based on this research, the hypothesis that can be proposed is as
follows:

H3: Income diversification has a negative effect on risk.

Increasing competition will force banks to create other strategies to meet service and
community needs, this is a bank effort to adapt to a dynamic environment to maintain its
existence in market share. Boyd and De Nicolo (2005) state that the greater the market
power of a bank in the credit market can create greater risks because higher credit interest
rates can make it more difficult for borrowers to repay the credit and increase moral hazard.
borrowers to use these credit funds into riskier projects. The increase in competition, based
on research (Boamah et al., 2021; Guidi, 2021; Khattak & Ali, 2021; Moudud-UI-Hug, 2020)
bank competition will have a negative effect on risk. Higher competition indicates a free
market so that more high risk that will be experienced. So based on this research, the
hypothesis that can be proposed is as follows:

H4: Bank competition has a negative effect on risk.

Business risk is uncertainty regarding the projected return on assets in the future.
Business risk will describe a company failure that results in unexpected losses that the
company will experience. Hunjra, Mehmood et al., 2020 stated that there is a negative
relationship between risk and profit levels. This means that the higher the level of risk, the
lower the level of profit obtained by the company so that the company will try to create
strategies that can reduce risk. Gadzo et al, (2019) and Onsongo et al, (2020) also mention
the negative influence of risk. with profit levels. The level of risk measured in both studies,
namely credit risk, liquidity risk and operational risk, shows that the higher the risk level, the
lower the financial performance obtained by the bank. So based on this research, the
hypothesis that can be proposed is as follows:

H5: Risk has a negative effect on financial performance.

METHODS OF RESEARCH

This research aims to investigate the effect of income diversification and the level of
competition on the financial performance and risk of banks in Indonesia during the 2015-
2021 period. Samples were taken from population developments based on the census
method. The census method is a way of collecting data when all elements of the population
are investigated one by one and the data obtained is the result of census processing,
referred to as actual data. It can be concluded that the sample in this study was 92
conventional commercial banks based on data from the Central Statistics Agency and
Indonesian Banking Statistics data which met the criteria as a sample with 7 years of
observation so that the total sample was 644. The variables studied included financial
performance as measured by Return on Assets (ROA). ) and bank risks, as well as income
diversification and the level of competition in the banking market.

Data was collected through non-participant observation of quantitative secondary data.
The research method used is descriptive-inferential using the path analysis and Partial Least
Squares (PLS) approach. Analysis was carried out to test the relationship between these
variables using inferential statistical techniques, including evaluation of the measurement
model (outer model) and structural model (inner model) using PLS. The research results are
expected to provide in-depth insight into the factors that influence bank performance and
risk, as well as their relevance in the context of banking management and policy in
Indonesia. The PLS method was chosen because of its ability to analyze complex
relationships between variables and provide results that can be interpreted in more depth.

RESULTS AND DISCUSSION
Descriptive analysis is carried out to find out a general description of the data collection

so that the data presented is easy to understand. Descriptive statistics in this research
describe the average value, standard deviation, minimum value and maximum value of each
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variable. The data used in this research is the Path alysis method used to measure the
measurement model (outer model) which explains the relationship between latent variables
and their indicators, the structural model (inner model) which explains the relationship
between latent variables, and hypothesis testing. The sample in this study was 92 banks.
Meanwhile, the period in this research is seven years, namely from 2015-2021. Based on
the number of individuals and the period, the total observations in this study were 644
observations. This research discusses factors that influence financial performance and risk.
The first endogenous variable, namely financial performance (ROA), is measured using
Return on assets (ROA). A higher ROA value indicates a bank's financial performance is
getting better. The second endogenous variable, namely risk, is measured using the value of
return on assets (ROA) plus the capital asset ratio (CAR) divided by the standard deviation of
ROA. A high-risk value indicates that the bank is more unstable so it is said to have high
bank risk. The first independent variable in this research is income diversification (DIV) using
the Herfindahl Hirschman Index (HHI) approach. Furthermore, the second independent
variable in this research is Bank Competition (KB) using the Lerner Index. The Lerner index
value is a score between 0 and 1. The closer the number is to 1, the more monopolistic the
market is, which means it is less competitive. In a perfectly competitive market, the Lerner
index value is 0.Based on the data collected, the results of descriptive analysis of bank risk
variables, bank financial performance, income diversification, bank competition and
ownership structure in banking sector companies in Indonesia for the 2015-2021 period are
briefly shown in Table 1.

Table 1 — Descriptive Analysis Results

Variable Obs Min Max Mean Std Dev
ROA 644 (15,890) 5,080 1,248 2,309
Diversification 644 0,002 0,499 0,187 0,122
Competition 644 0,002 0,989 0,251 0,166
Risk 644 0,912 409,293 53,967 49,577

Source: Processed data, 2023.

Table 1 shows a descriptive analysis of the variables in the model. The financial
performance variable is measured by return on assets (ROA) with an average ROA value
during the research period of 1.248 and a standard deviation value of 2.309. A standard
deviation value that is greater than the average indicates that there is a varied distribution of
data. The minimum value of -15,890 is owned by Bank Jago and the maximum value is 5,080
owned by Bank Amar.

The average income diversification variable is 0.187 with a standard deviation of 0.122.
The standard deviation value is smaller than the average, this shows that the data
distribution has small variations or there is a small gap between the minimum and maximum
values. The minimum income diversification value of 0.002 is owned by Bangkok Bank PCL
and the maximum value is 0.499 owned by Bank of America N.A. An income diversification
value above 0 or below 0.5 indicates that the bank has fully diversified its income

The average bank competition variable is 0.251 with a standard deviation of 0.166. The
standard deviation value is smaller than the average, this indicates that the data distribution
has small variations or there is a small gap between the minimum and maximum values. The
minimum value of 0.002 is owned by PT Bank DBS Indonesia and the maximum value of
0.989 is owned by PT Bank JTrust Indonesia Tbk. The Lerner index value is a score between
0 and 1. The closer the number is to 1, the more monopolistic the market is, which means it
is less competitive. In a perfectly competitive market, the Lerner index value is 0.

The average risk value for all banks from 2015-2021 is 53.967 with a standard
deviation value of 49.577. A standard deviation value that is smaller than the average value
indicates small variations in data distribution or that there is a small gap between the
minimum and maximum values. The minimum value of 0.912 is owned by Bank Raya
Indonesia and the maximum value of 409.293 is owned by PT Bank Nationalnobu Tbk.

At the inferential analysis stage, a regression model is formed using the Path analysis
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method which is used to measure the measurement model (outer model) which explains the
relationship between latent variables and their indicators, the structural model (inner model)
which explains the relationship between latent variables, and hypothesis testing in the
research. Data is processed using SmartPLS software.
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Figure 5 — Structural Model

This research evaluates the validity and reliability of the measurement model (outer
model) and structural model (inner model) regarding the influence of income diversification
and bank competition on financial performance and bank risk in Indonesia. The results of the
analysis show that all indicators in the research have good convergent validity, as well as
adequate discriminant validity between latent variables. The use of Cronbach's Alpha and
composite reliability shows high internal consistency of the constructs used. Meanwhile, the
structural model shows that a small portion of the variability in bank risk and bank financial
performance can be explained by the factors studied, with the explained variability being
7.7% for bank risk and 9.8% for bank financial performance.
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Figure 6 — PLS Bootstrapping Model
Hypothesis testing aims to find out what the research hypothesis is submitted to the

model is accepted or rejected. Hypothesis testing between latent constructs was carried out
using the t-statistical test via a bootstrapping procedure. Hypothesis testing can be explained
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through parameter coefficient values and t-statistical significance values.

The level of significance used in the research is at the alpha level 5 (five) percent. If the
Sig probability value (P-value) is less than or equal to 0.05 then the hypothesis is accepted
which means it has a significant effect, whereas if the Sig probability value (P-value) is
greater than 0.05 then the hypothesis is rejected which means it has no significant effect.
Apart from that, hypothesis testing also uses t-table values. If the t-statistic value is greater
than or equal to the t-table then the hypothesis is accepted, whereas if the t-statistic value is
less than the t-table then the hypothesis is rejected.

Table 2 — Direct Effect Test Results

Hypotheses Coefficient t-Statistics P-Values Description
Diversification -> Financial Performance 0,200 4,286 0,000 Accepted
Bank Competition -> Financial Performance 0,115 2,183 0,029 Accepted
Diversification -> Risk -0,081 2,145 0,032 Accepted
Bank Competition -> Risk -0,187 4,775 0,000 Accepted
Bank Risk -> Financial Performance -0,074 2,312 0,021 Accepted

The results of the bootstrapping test shows that bank competition has a direct effect on
bank financial performance with a statistical value of 2.183. Income diversification has a
direct effect on bank financial performance with a statistical value of 4.286. Bank competition
has a direct effect on bank risk with a statistical value of 4.775. Income diversification has a
direct effect on bank risk with a statistical value of 2.145. Bank risk has a direct effect on
bank financial performance with a statistical value of 2.312.

DISCUSSION OF RESULTS

This research found that income diversification has a significant positive effect on
financial performance as measured by return on assets (ROA). This means that the higher a
bank diversifies its income, the more financial performance it can improve.

The greater the non-interest income component contained in a bank's income sources,
the more diversified the bank's income. Banks with diversified income will receive more
stable income, which will improve financial performance. The results of this study are also in
line with research (Alouane et al., 2021; Li et al., 2021; Luu et al., 2020; Phan et al., 2022).

Competition can be interpreted as a process of business competition that struggles to
get customers and an effort to adapt the business in the market. In general, there are four
factors that influence the level of competition in the banking industry, namely regulation, fast-
growing demand for banking services, technological developments and global financial
market innovation (Maudos et al, 2002). Regulations that have an impact on changes in the
structure of the banking market/industry (reflected in changes in the number of banks) will
affect the level of competition.

The research results show that bank competition has a significant positive effect on
financial performance. When a bank has a Lerner index close to 0, it indicates that the
market is becoming more competitive and has direct competitors, so the more attractive the
market, the greater the business opportunities. In accordance with research (Moudud-UI-
Hug, 2020; Boamah et al., 2021) shows that competition improves the health of the banking
sector.

The results of this research found that income diversification has a significant negative
effect on bank risk, where the more diversified the income obtained at a bank, the lower the
risk that will be experienced, in line with the research results of Maudos (2017) which
explains that the risks that may be experienced by banks are The chance of bankruptcy if a
bank only relies on traditional income or interest income will be reduced by diversification.
Apart from that, it is also supported by the research results of Wang & Lin (2021); Li et al.,
2021 and Hunjra et al. (2020) which states that income diversification can reduce bank risk.

Bank competition is measured using the Lerner Index with a value between 0 and 1. If
a bank's index is close to 1, the market is becoming more monopolistic, which indicates it is
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becoming less competitive, conversely, if it is close to O, it is becoming more competitive.
The increasing competition will force banks to create other strategies in providing services to
maintain a presence in market share.

The results of this study indicate that bank competition has a significant negative
influence on bank risk. The lower the Lerner index (the higher bank competition), the higher
the market share or demand for a product or product control in the market, so that the risks
experienced in product development will increase. The results of this study are in line with
research (Boamah et al., 2021; Guidi, 2021; Khattak & Ali, 2021; Moudud-UIl-Hug, 2020).

Business risk is uncertainty regarding the projected return on assets in the future.
Business risk will describe a company failure that results in unexpected losses that the
company will experience. The research results show that there is a significant negative
influence between bank risk and bank financial performance, so that the higher the bank risk,
the lower the financial performance will be. This is in accordance with research (Gadzo et al.,
2019; Hunjra, Mehmood, et al., 2020; Onsongo et al., 2020) which states the results of a
negative influence between risk and profit levels.

Based on research that has been conducted, there are exogenous variables in this
study that have a significant influence on endogenous variables. The results of this research
reinforce the concept that increasing income diversification and competition can improve
financial performance and reduce risk,

Based on research findings that have been conducted, income diversification has a
significant positive effect on bank financial performance and a significant negative effect on
bank risk so that management can improve diversification strategies so as to increase
income. Bank competition shows a significant positive effect on financial performance and a
significant negative effect on bank risk. This can be used by bank management in assessing
the current condition of their company and making decisions on the strategy to be
implemented.

CONCLUSION

Based on the results of the analysis and discussion that has been carried out regarding
the influence of income diversification and bank competition on financial performance and
risk, the following conclusions can be drawn Income diversification has a significant positive
effect on bank financial performance, which means that increasing the diversification strategy
between interest income and non-interest income carried out by banks will improve the
financial performance of banks in Indonesia in 2015-2021. Bank competition has a significant
positive effect on bank financial performance. A lower bank competition value indicates that
the market is increasingly competitive with many competitors and benchmarks in the same
business so that the bank's financial performance will be lower. Income diversification has a
significant negative effect on bank risk, which means that increasing banking diversification
between the proportion of bank interest and non-interest income can reduce bank risk in
Indonesia in 2015-2021. Bank competition has a negative effect on bank risk. This shows
that higher bank competition indicates that the market is becoming more monopolistic,
indicating that it is becoming less competitive, so the bank's risk will be lower because there
is no competition. Bank risk has a significant negative effect on bank financial performance.
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