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Abstract: Research on the analysis of the use of 5 C
(character, capacity, capital, collateral, and condition) in
lending has been carried out. Analysis of lending is
mostly seen from the perspective of lenders (banks or
other lending institutions). In contrast to research in
general, this study aims to analyze bad loan from the
borrower perspective. This study examines and analyzes
the effect of character, capacity, capital, collateral, and
conditions (5C) on bad loans. This study uses primary
data through questionnaires. The population is the
borrower of funds in the Technical Service Unit at Local

Government Finance Office, Sleman Regency,
Yogyakarta Province, Indonesia. The sample was
determined using purposive sampling and 105

respondents were obtained. Purposive sample criteria are
fund borrowers who have difficulty in repaying loans and
are included in the monitoring agenda. The results of the
study prove that the character, capacity, and conditions
affect on bad loans, while capital and collateral have no
effect on bad loans

Keywords: bad loans, character, capacity, condition,
capital, collateral.

INTRODUCTION

One of the ways undertaken by the government to improve the welfare of productive
economic entrepreneurs is to provide loans in the form of capital strengthening funds. Capital
strengthening funds are revolving funds provided to individuals, farmer groups, cooperatives
and small to medium-sized enterprises (SMEs), management units of community empowerment
program activities, and nonbank financial institutions that are intended as additional capital in

developing their businesses. At the regency/city level, the mechanism for granting capital
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strengthening funds is regulated by the regent/mayor in regent/mayor regulations of cach
regency/city. Recipients of capital strengthening funds are required to return the funds
according to the agreed repayment period, including contributing fees for the utilization of
capital strengthening funds.

The existence of capital strengthening funds is expected to provide positive injections for
community business groups that receive them. However, it is necessary to consider the
constraints and problems in returning the capital strengthening fund. Indah (2019) found that
capital strengthening funds in Sleman Regency were in arrears due to internal factors of 86.96%
and due to business failures of 13.04%. In the same regency, of the total amount of funds
disbursed more than Rpl66 million, the arrears reached 527%
(https://republika.co.id/berita/mjzmvt/dana-bergulir-di-sleman-macet-527-persen,  accessed
February 10",2019).

According to Hasibuan (20006) bad loans are loans that are clarified of which the payments
are not smoothly carried out by the customer concerned. This study analogizes bad loans in
capital strengthening funds the same as bad loans in banking terms. To determine the feasibility
of a customer in receiving capital strengthening funds, an analysis of the credit or credit
feasibility is carried out. Creditworthiness analysis, which is generally used by banks, is known
as 5C analysis (Sinkey, 1989). The 5C analysis consists of Character, Capacity, Capital (other
sources of funds), Collateral, and Condition. The better the 5C rating the less likely there will
be a bad loan. Conversely, the worse the assessment of 5C, the more likely there will be bad
loans. The existence of bad loans in capital strengthening funds shows that there is a mistake in
determining who is worthy and not worthy to receive capital strengthening funds based on the
five factors that serve as a reference for the eligibility of loans.

Research on bad loans analysis has been conducted in several studies with different
results. The results of several previous studies explain that there is an influence of the customer's
character on bad loans channeled by banks in Indonesia (Apriana, Wahyu, & Irwansyah, 2017;
Ernawati, 2014; Mukhsinati, 2011). Customer’s capacity also has arole in the smooth payment
of customer loan installments(Apriana et al., 2017; Mukhsinati,2011; Noor, 2016). On the other
hand, other sources of funds (capital) owned by customers apparently did not affect bad loans
in Indonesia (Apriana et al., 2017; Ernawati, 2014; Noor, 2016). Assets that are used as
collateral by customers also have an influence on bad loans (Apriana et al., 2017; Ernawati,
2014; Noor, 2016). The last aspect, the condition of the customer, apparently also has an
influence on the smoothness of loan payments (Ernawati, 2014; Noor, 2016). The results of the

study by Indah (2019) explained that the capital strengthening funds feasibility assessment
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conducted by the UPT PDPM BKAD of Sleman Regency was quite good but there were still
shortcomings because in the loan assessment process, the creditors only used aspects of the
character and condition of economy but did not use other aspects so that improvements need to
be made in the application some aspects of 6C to minimize the amount of arrears in loan.

The results of previous studies show that there is a gap. Research on the analysis of bad
loans has also been done from the perspective of lenders. This study differs from previous
studies, namely analyzing bad loans based on 5C from the perspective of the customers as the

borrowers.

LITERATURE REVIEW

In this study, loans are defined as credit. The word credit comes from the word credere,
which means trust. When a debtor obtains a loan, it means they gain trust. Meanwhile, for the
lender, it means trusting someone that the funds will be repaid by their debtors. Loans disbursed
may experience delays in installment payments. To prevent this, the lender can conduct an
assessment of the feasibility of the loan submitted by prospective customers. At commercial
banks, this assessment is carried out on prospective customers called 5C’s, i.e. Character,
Capacity, Capital, Collateral, and Condition (Koch & MacDonald, 2015; Sinkey, 1989).
Indicators of bad loans based on the provisions of the UPT PDPM BKAD of Sleman Regency
are: (a) loans have not been repaid until maturity, and (b) in terms of legal and market

conditions, collaterals cannot be disbursed at its fair value.

Character and Bad Loan

Character refers to the customer’s honesty and trustworthiness (Koch & MacDonald,
2015). Character, in this study, is the nature or character of a person, in this case, a prospective
customer, to fulfill their obligations, namely repaying their debt. Bad loans are the customer's
obligations that cannot be fulfilled. The better the character of the customer, the less likely the
occurrence of bad loans. The character of the customer can also be measured using indicators
of bank and customer relations (Ferri, Murro, Peruzzi, & Rotondi, 2019). On the other hand,
Bharath & Shumway (2008) uses the character of the business, not the customer, in predicting
loan defaults. In Indonesia, Mukhsinati (2011) found a negative relationship between Character
and bad loans. This finding is supported by Noor (2016) and Ernawati (2014). Thus, Character
has the opposite effect on bad loans. In other words, Character negatively affects bad loans.

H1: Character has a negative effect on bad loans at UPT PDPM BKAD of Sleman Regency.
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Capacity and Bad Loans

Capacity is divided to two terms, in individual and in business term. An individual must
be able to generate income and a business must have identifiable cash flow or alternative
sources of cash to repay debt (Koch & MacDonald, 2015). Capacity, in this study, is the ability
of customers to manage their own business. If the customer's ability to manage their business
is good, then the business will generate profits. The resulting profit is used to pay for the loans
they have so that the loan is performing. So, the better the ability of customers to manage their
business, the bad loans will decrease. This aspect can also be seen in customer business
financial variables, such as leverage, equity volatility, profitability, cash-to-assets ratio, and
business size (Caglio, Darst, & Parolin, 2019). Mukhsinati (2011) found a negative relationship
between Capacity and bad loans. This is supported by Noor (2016) and Apriana et al. (2017).
Thus, Capacity negatively affects bad loans.
H2: Capacity has a negative effect on bad loans at UPT PDPM BKAD of Sleman Regency.

Capital and Bad Loans

Capital is a source of financing owned by customers for businesses that will be financed
by creditors. Capital can be measured by financial soundness and market standing (Koch &
MacDonald, 2015). This capital analysis is intended to see the customer's own capital that is
embedded in his/her business and how much comes from other parties so that their
responsibilities towards loans are proportional. The greater the customer's capital embedded in
his/her business, the better the assessment of capital. If one day the customer is unable to repay
the loan he/she has, his/her capital embedded in his business can be used as an asset to pay for
the loan so that there is no bad loan. So the more the amount of capital the customer has, the
bad loans will decrease. Mukhsinati (2011) found a negative relationship between capital and
bad loans. This shows that Capital negatively affects bad loans.
H3: Capital has a negative effect on bad loans at UPT PDPM BKAD of Sleman Regency.

Collateral and Bad Loans

Collateral is the lender’s secondary source of repayment or security in the case of default
(Koch & MacDonald, 2015). In this study, collateral is an asset that is pledged by prospective
customers, both physical and non-physical, as collateral for the borrowed funds. The collateral
provided must exceed the loan received. If at any time the customer is unable to repay his/her
loan, the assets used as collateral will be used to repay his/her loan. The greater the collateral,

the greater the tendency of customers to repay the loan in order to regain his/her pledged
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collateral. The assets that are pledged can be tangible or intangible. Tangible asscts can actually
increase bank risk. Margaritis & Psillaki (2010) argue that tangible assets pledged by customers
show evidence of good guarantees and can be used to track and monitor customers. In addition,
banks tend to ask for guarantees from customers when bank competition is low (Hainz, Weill,
& Godlewski, 2013). On the other hand, multi finance firms tend to lower collateral
requirements (Hainz et al., 2013) and reduce the cost of funds to be competitive (Fungacova,
Shamshur, & Weill, 2017). Moro, Lucas, & Kodwani (2012) argue that collateral is not
important, the most important thing is the bank's trust in customers. This is because guarantees
are usually only done at the beginning of the loan application, then banks use their trust in
accepting repeated loan applications. In Indonesia, Noor, (2016) found a negative relationship
between collateral and bad loans. This finding is supported by Apriana et al. (2017) and
Ernawati (2014). Therefore, Collateral has an opposite effect on bad loans.

H4: Collateral has a negative effect on bad loans at UPT PDPM BKAD of Sleman Regency.

Condition and Bad Loans

Conditions refer to the economic environment or industry-specific supply, production,
and distribution factors influencing a firm'’s operations (Koch & MacDonald, 2015). Condition
in this study means the economic condition in customers’ business, whether it will survive
significant economic fluctuations in the future. If economic conditions in the future are good,
then the survivability of the customers’ business will also be good so that the customer is able
to generate profits to pay off the loan. So, the better the conditions of the customer, the bad
loans will decrease. Noor (2016) found that there is a negative relationship between Condition
and bad loans. This shows that Condition negatively atfects bad loans.

HS5: Condition has a negative effect on bad loans at UPT PDPM BKAD of Sleman Regency.

RESEARCH METHODS

This research is a quantitative research. The population of this study is customers who
fall into the category of bad loans in the capital strengthening fund distribution program
managed by UPT PDPM BKAD of Sleman Regency. The determination of the sample in this
study uses a nonprobability sampling technique with a purposive sampling method. The criteria
used in the purposive sampling method are: (1) the customer experiences a bad loan, (2) the
customer is on the monitoring agenda by UPT PDPM BKAD of Sleman Regency.

The number of samples in this study was determined by the number-of-questions method,

which is 5 times the number of questions (Hair, Black, Babin, & Anderson, 2009). The number
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of questions in this study were 21 items so that the number of samples needed was 105 samples.
This study uses a questionnaire to retrieve data from respondents. This study uses a Likert scale
with a rating score: a score of 1 shows strongly disagree, 2 shows disagree, 3 shows doubt, 4
shows agree, and 5 shows strongly agree. The questionnaire was given to 105 respondents
randomly according to the study criteria. Of the 105 respondents, all of them were willing to
fill out the questionnaire so that the determined number of samples had been fulfilled. The
statistical technique for analyzing data is multiple linear regression processed with the help of

SPSS 20 software.

ANALYSIS AND DISCUSSION
Validity and Reliability Test
The results of the validity and reliability based on the measurements can be seen in Table 1.

Table 1. Test Results of Validity and Reliability

Variables Items Pearson Corellation | Cronbach Alpha
Character Al 0,749 0489
(X1) A2 0,638

A3 0,724
Capacity B1 0,678 0619
(X2) B2 0,796

B3 0,581

B4 0,668
Capital Cl 0,542 0254
(X3) C2 0,641

Cc3 0487

C4 0,549
Collateral D1 0,622 0,651
(X4) D2 0818

D3 0,606

D4 0,739
Condition El 0,556 0201
(X5) E2 0,635

E3 0398

E4 0,582
Bad loans F1 0,793 0299
(Y) F2 0,740

Based on Table 1, it can be explained that the Pearson Corellation value of each
question item shows a greater number than the r-table value (0.1918). This shows that each
question item is valid. Based on the Cronbach Alpha value, each variable has an alpha greater

than r-table (0.1918). Thus, all measures of each variable are reliable.

Multiple Linear Regression Analysis
This study used multiple linear regression analysis in testing the research hypotheses.

First, we tested the feasibility of the model using the overall significance test. Overall
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significance test can be performed using analysis of variance or ANOVA (Gujarati & Porter,
2009).
Table 2. F-Test Results

ANOVA2
Model Sum of Squares Df Mean Square F Sig.
Regression 105,545 5 21,109 66,458 ,0000
1 Residual 31,445 99 318| |
Total 136,990| 104 | |

Source: Processed data.

ANOVA test (F test) in Table 2 obtained the calculated F value of 66.458 with a probability of
0,000. The probability value is less than 0.05 so that the regression model can be used to predict
bad loans. In other words, it can also be said that Character, Capacity, Capital, Collateral, and
Conditions together affect bad loans. The model also fulfills classical assumptions, namely (1)
linear in parameters, (2) no perfect collinearity, (3) homoskedasticity, and (4) normally
distributed residuals.
The next step of analysis is to test which independent variables partially affect bad

loans. For this reason, a t-test was conducted (Wooldridge, 2016)

Table 3. t-Test Results

Coefficients?
Model Unstandardized Standardized t Sig.
Coefficients Coefficients
B Std. Error Beta
(Constant) 12,976 ,625 20,762 ,000
Character -,203 | ,045 | -277]  -4500] 000
1 Capfm"y -332 | ,035 | -623 | 9,572 | ,000
Capital 043 | ,035 | 072] 1250|214
Collateral -,046 | 028 -004|  -1,850| 102
Condition -,083 | ,035 | -127] 2,358 020

a. Dependent Variable: Pinjaman Macet
Source: Processed data
. Table 3 shows the results of multiple linear regression. Based on Table 3, it appears that
Character has a significant negative effect on bad loans. In addition, Capacity also shows a
significant negative effect on bad loans. Conditions also has a statistically significant negative
effect on bad loans. These can be seen from the unstandardized beta coefficients, each of which
shows a negative sign in coefficient value of Character, Capacity, and Conditions. Their
significances can be seen from the probability value of each variable that shows a value less
than the error tolerance limit, which is a=0.05. Thus, the research hypotheses, namely H1, H2,

and HS5, can be accepted.
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The variable Capital shows a positive unstandardized beta coefficient with a probability
value of 0.214 (greater than 0.05). This shows that Capital has no influence on bad loans. Thus,
the third research hypothesis (H3) is rejected.

On the other hand, the Collateral variable has a negative unstandardized beta coefficient.
This is consistent with a prior hypothesis in this study. However, apparently Collateral is
statistically insignificant in influencing bad loans. This can be seen from the probability value
(0.102) which is greater than a=0.05.

The final step of data analysis in this study is to measure how far the ability of the model
to influence the wvariation of the dependent variable by looking at the coefficient of
determination. The coefficient of determination is indicated by the adjusted R2 value because

this study uses more than one independent variable (Gujarati & Porter, 2009).

Table 5. Test Results of the Coefficient of Determination (R?)
Model Summary

Model R R Square Adjusted R Square | Std. Error of the
Estimate
1 ,8782 770 ,759 56359

a. Predictors: (Constant), Condition, Capacity, Collateral, Capital, Character
Sumber: Data olahan

The result of Adjusted R? in Table 5 shows that as much as 75 9% of the variation in bad
loans can be explained by variations in Character, Capacity, Capital, Collateral, and Condition:
while the rest, as much as 24.1%, variations in bad loans are explained by variations of other
variables that are not included in the model. Four of the five variables are in line with a priori
hypotheses, where three of them are statistically significant at 5%, namely Character, Capacity,
and Condition. The result shows that Collateral is in line with a priori hypothesis, but
statistically not significant at 5%. On the other hand, the relationship between Capital and bad
loans found to be positive, which is not in line with a priori hypothesis, and statistically
insignificant at 5%. Furthermore, Capacity is the most important aspect of preventing the
occurrence of bad loans. This can be seen from the absolute value of the standardized beta of

Capacity that shows the highest number among others, which is 0.623.

Discussion

Testing for Character, the result shows that the customers’ character has a negative effect
on bad loans at UPT PDPM of Sleman Regency. The worse the customers’ character, the higher
the bad loans. This relates to poor customer behavior, such as dishonesty, broken promises,

excessive lifestyle, and loans that are not used properly (for example, loans are not used for
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business but are used for personal purposes), resulting in bad loan payments. This research
supports findings by Apriana et al. (2017); Ernawati (2014); and Mukhsinati (2011). The credit
analyst of UPT PDPM of Sleman Regency must pay more attention to the aspects of customers’
character, especially the nature of honesty, sincerity, intelligence, health, habits,
temperamental, excessive pride, and so on. Thus, CSF Programs of Sleman Regency can
prevent the occurrence of bad loans.

Testing for Capacity, the result shows that customers’ capacity has a negative effect on
bad loans at UPT PDPM of Sleman Regency. The worse the customers’ capacity, the higher
the bad loans. Capacity depicts customers’ ability to fulfill their obligations. The ability to pay
is assessed from business activities and their ability to manage the business. The results showed
that customers who experience bad loans are caused by the inability of customers to manage
their businesses so that the income received is relatively declining and results in loan payments
becoming bad. This study supports the research findings conducted by Apriana et al. (2017);
Mukhsinati (2011); and Noor (2016).

Testing for Capital, the result shows that customers’ capital has no effect on bad loans at
UPT PDPM of Sleman Regency. Capital can be assessed from the customers’ wealth or
financial condition. This study supports research conducted by Apriana et al. (2017); Ernawati
(2014); and Noor (2016). In terms of CSF programs provided by the Sleman Government,
customers’ capacity is the least requirement in considering the customers’ loan application.
This means that if there is still doubt about the other four aspects, namely character, capacity,
collateral, and condition, then they can assess the customers’ wealth through basic checking,
i.e. BI Checking.

Testing for Collateral, the result shows that the customers’ collateral has a negative effect
on bad loans at UPT PDPM of Sleman Regency although it is statistically insignificant.
Collateral is a guarantee that can gain the level of lender's trust that the customers will repay
the loan. Customers who have loans at UPT PDPM of Sleman Regency have pledged assets as
collateral as a safety tool from uncertainty in the future when the loan must be repaid. This
means that the collateral can be confiscated if it turns out that the customers really cannot fulfill
their obligations. This finding is in line with the findings of Apriana et al. (2017); Ernawati,
(2014); and Noor, (2016).

Testing for Condition, the result indicates that customers’ condition negatively affects
bad loans at UPT PDPM of Sleman Regency. The worse the conditions of the customers, the
higher the bad loans. The variable Condition shows a condition that arises as a result of an

unfavorable event that makes the loss of the customers’ ability to pay their obligations. For
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example interest rates, calamities, inflation, and natural disasters. This finding supports

previous studies conducted by Ernawati (2014) and Noor (2016).

CONCLUSION

This study examines the factors that determine the high non-performing loans in UPT
PDPM BKAD Sleman Regency in 2016. Unlike previous studies, this study analyzes the factors
that influence bad loans from the side of the borrower of funds (debtor) who experience bad
loans.

The results of the data analysis found that the 5C assessment jointly atfected the bad loans
at UPT PDPM BKAD Sleman Regency. Character negatively affects bad loans. In addition,
capacity also has a negative effect on bad loans. On the other hand, Capital and Collateral have
no effect on bad loans. The last variable, Conditions, has a negative effect on bad loans.

In the case of the Capital Strengthening Fund program provided by the Sleman
Government, customer capacity is the final requirement in considering customer loan
applications. This means that if there are still doubts about the other four aspects, namely
character, capacity, guarantee, and condition, then they can assess the customer's wealth

through basic checking, namely BI Checking.
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