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Abstract

This study examines the effect of a managerial incentive on the cost behavior of rural banks (BPR or Bank
Perkreditan Rakyat) as a consequence of the enactment of FSA-R 5/2015. This study hypothesizes that
rural banks with core capital less than IDR 3 billion will exhibit higher anti-sticky cost behavior. The
regression analysis of a sample of 242 rural banks in Central Java Province in 2015-2019 empirically
demonstrates evidence that rural banks with core capital less than IDR 3 billion reduce more costs when
sales decline than those with core capital above IDR 3 billion, implying that these rural banks exhibit
greater anti-sticky cost behavior. This cost behavior is motivated by a managerial incentive to increase
their core capital by engaging in size management. This study also documents that rural banks with core
capital below IDR 3 billion exhibit the highest anti-sticky cost behavior in 2015, when the regulation was
initially implemented. Overall, this study underscores the importance of size management incentives in
explaining firms' cost behavior.
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1. Introduction

Rural banks (Bank Perkreditan Rakyat or BPR) actively contribute to the Indonesian economy. They
also have developed quantitatively, as indicated by the Financial Services Authority (FSA or OJK -
Otoritas Jasa Keuangan) data per July 2021, that there are 1,487 conventional rural bank entities with a
total credit of IDR 113,837 billion. However, small capital constraints rural banks' capabilities, including
their governance. In this respect, FSA emphasizes rural banks' governance issues by issuing several
regulations, including regulation FSA-R 5/2015 concerning "Rural Banks' Obligation to Provide Minimum
Capital and The Fulfillment of Minimum Core Capital. This regulation requires rural banks with core
capital lower than IDR 3 billion to have core capital of three billion no later than December 31, 2019. This
regulation arguably motivates rural banks with core capital lower than IDR 3 billion to engage in size
management to increase their core capital by reducing their costs significantly to maximize their profits
before the deadline.

Opportunistic incentives to engage in size management also likely affects asymmetric cost behavior.
Anderson et al. (2003); Francis et al., (2016); Habib & Hasan, (2019); Su et al., (2023) explain that costs
behave asymmetrically when they increase more when activities increase than their decrease when
activities decrease at the same magnitude. They label this behavior as cost stickiness. When activities
increase, managers will increase resources to meet increasing demands. However, when activities
decrease, they tend to retain unutilized resources because of various factors.

FSA-R 5/2015 also potentially affects rural banks' asymmetric cost behavior. Rural banks with core
capital lower than IDR 3 billion are motivated to increase their profits significantly to achieve the required
minimum core capital, including by exhibiting anti-sticky cost behavior (the degree of cost decrease is
greater than the magnitude of cost increase for the same level of activity change). Cost behavior generally
affects profit changes, and profit changes will affect equity as the main component of rural banks' core
capital.

Prior studies investigate size management incentives using earnings management analysis (Gao et
al.,, 2009; Dierynck et al.,, 2012; Nondorf et al, 2012; Venieris et al.,, 2015; Bernard et al., 2018;
Roychowdhury et al., 2019; Golden et al., 2020; Sinambela & Djaelani, 2022). Besides, the cost stickiness
literature in the Indonesian banking industry focuses on general banks (Windyastuti et al., 2017; Setiawati
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et al.,, 2017; Hermawan & Djoko, 2019). Hence, this study seeks to fill the research gap by analyzing rural
banks' size management through the cost stickiness literature.

This study focuses on the role of FSA-R 5/2015 in incentivizing rural banks with core capital below
IDR 3 billion to engage in size management through anti-sticky cost behavior to maximize their profits.
Accordingly, we seek to empirically demonstrate the effect of a size management incentive on rural banks'
asymmetric cost behavior. This study contributes to the literature by empirically documenting the role of
size management incentives in explaining asymmetric cost behavior.

2. Hypotheses Development

CEQO’s Cost Stickiness

Malcolm (1991) and Kliestik et al., (2022) explains that costs tend to change disproportionally to
activity changes. Increased sales are followed by increased costs, but costs decrease at a lower magnitude
when sales decline, thus indicating asymmetric cost behavior (Cooper & Kaplan, 1988). Further, Anderson
et al. (2003) label this asymmetric cost behavior as cost stickiness, referring to the fact that cost increase is
greater when activity increases than cost reduction when activity declines. Cost stickiness is affected by
three factors. The first factor is adjustment costs (Anderson et al., 2003). Adjustment costs refer to costs to
reduce and reacquire resources. When sales decline, firms may be motivated to reduce unutilized
resources. However, reducing these resources may be costly.

Secondly, cost stickiness is affected by managerial optimism or pessimism about future sales
prospects. Anderson et al. (2003) argue that managers must evaluate the persistence of activity decline.
When managers are optimistic (pessimistic) about future sales prospects, they likely decide to retain
(reduce) unutilized resources when sales decline because they consider sales decline is temporary, thus
increasing cost stickiness (anti-sticky cost) (Chen et al., 2019). The third factor is managerial opportunistic.
Managers' resource adjustment decisions are affected by agency problems and managerial incentives
(Zulfiati et al., 2020), including incentives to report higher earnings that reduce cost stickiness or increase
anti-sticky cost behavior (Linggardjaja, 2020; Soegiharto & Rachmawati, 2022; Usmayanti, 2022;
Firmansyah et al., 2023; Fithriyyah & Priono, 2022; Jehadu & Hama, 2023). In this respect, managers are
motivated to reduce greater resources in responding to activity decline.

Agency Theory

Jensen & Meckling (1976) and Rashid Khan et al., (2020) predict that differences in shareholders'
and managers' interests lead to agency problems or conflicts namely empire-building tendency. On the
other hand, Chung et al. (2019) and Ibrahim et al., (2022) argue that internal governance mitigates agency
problems. Further studies document that agency theory postulating that management’s independency
could influence the effectiveness monitoring of management (Prabowo, 2018).

Agency Theory and Cost Stickiness

Zulfiati et al. (2020) and Daryaei et al. (2021) emphasize that agency factors and managerial
incentives explain cost behavior. In a similar vein, Dierynck et al. (2012) reveal that firms exhibit lower
cost stickiness when their managers have certain incentives to achieve profit targets. For example,
managers are more incentivized to report higher earnings or reduce costs when their wealth (in terms of
bonuses) is affected by earnings. Consequently, firms tend to exhibit lower cost stickiness or even anti-
sticky cost behavior. Incentives also affect resource adjustment decisions. The most significant influence of
managerial expectations on cost asymmetry occurs when the adjustment cost and unutilized resources are
high (Chen et al., 2019).

The Indonesian Rural Bank Industry: An Institutional Context

Article 1 point 4 Act No. 10 of 1998 concerning Banks Defines Rural Banks as entities that do not
offer payment traffic services. Rural banks cannot offer current account services, engage in foreign
currency transactions, capital investment activities, insurance, and other activities not stipulated by the
act. FSA has issued a regulation FSA-R 5/2015 to mitigate fraud risks and improve their transparency.

Specifically, article 13 point 1 of this regulation stipulates rural banks with core capital of less than
IDR 3 billion to have at least IDR 3 billion no later than December 31, 2019. Next, article 5 classifies core
capital into main and additional core capital. Main core capital consists of paid-in and additional paid-in
capital, including stock premium, paid-in capital funds, donated capital, general funds, specific funds,
retained earnings, and current-year earnings. The sum of these components is then deducted by deferred
taxes, stock discounts, taken-over collaterals, and prior-year and current-year losses.

Size Management

Bernard et al. (2018) suggest that firm size classification relies on three main size variables: total
assets, number of employees, and sales. In this paper, size management relates to how firms manage their
size to achieve specific size thresholds due to certain incentives. Similarly, Gao et al. (2009) document that
small firms tend to "stay small" to avoid unintended consequences of exceeding equity threshold. Size
management also motivates firms to achieve upper size thresholds. For instance, Dierynck et al. (2012)
indicate that Belgian private firms avoid negative earnings due to unfavorable consequences of the
condition. Thus, small-earnings firms are more motivated to cut labor costs aggressively when sales
decline and add lower labor costs when sales increase.
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Hypotheses Development

Size management explains how firms manage their size to achieve certain size thresholds to avoid
unfavorable consequences of failing to meet certain requirements. Size management is also related to how
managers adjust their costs when sales decline. In this respect, rural banks are arguably motivated to
engage in size management to respond to FSA-R 5/2015. This research predicts that rural banks with core
capital of less than IDR 3 billion to cut costs aggressively when sales decline and increase resources
cautiously when sales increase to maximize their earnings and eventually increase core capital.
Consequently, these rural banks will exhibit anti-sticky cost behavior. Based on the above arguments, we
propose the following hypothesis:

Hi: Rural banks with core capital lower than IDR 3 billion in 2015 exhibit lower cost stickiness.

3. Method, Data and Analysis

Our secondary data is summarized financial statements of rural banks in Central Java Province in
2015-2019 from www.ojk.go.id. We focus on the 2015-2019 observation years because FSA-R 5/2015 was
issued in 2015, and the requirement deadline was December 31, 2019. Furthermore, rural banks' financial
performance on 2020 may be largely affected by the Covid-19 pandemic (IAI, 2020). Based on the FSA's
Bank Statistic Data per July 2021, Central Java has 258 rural bank entities out of 1,487 rural banks in
Indonesia (17.35%)

Prior studies use SG&A costs (Anderson et al., 2003; Lee & Chiang, 2018; Banker et al., 2020) and
labor cost (Dierynck et al., 2012; Prabowo et al., 2018) in analyzing cost stickiness. We use total operating
costs (OPRX) to analyze cost stickiness because it is arguably more appropriate for analyzing cost
behavior in the banking industry (Hermawan & Djoko, 2019). This study measures size management
(SM) by developing a dummy variable that equals one if the rural bank has a core capital of less than IDR
3 billion and zero otherwise. Further, we use rural banks' operating income (OPRINCOME) as the proxy
of activity volumes. Besides, a dummy variable representing activity decrease (DEC) equals one if
OPRINCOMEt < OPRINCOMEt-1 and 0 otherwise.

We use two control variables in prior cost stickiness literature. Firm size (SIZE) is operationalized
with the natural log of total assets and is predicted to be positively associated with cost stickiness levels
(Kontesa & Brahmana, 2018). Further, Return on Equity (ROE) proxies profitability and is predicted to be
positively associated with cost stickiness level (Windyastuti et al., 2017; Evelyn, 2018). The descriptive
analysis informs the descriptive statistics of our research variables. We run the classical assumption tests
and then multiple regression analysis to test the hypothesis with the following formula :

AINOPRXit = PO + Bl * AINOPRINCOMEit + B2Decit * AINOPRINCOMEit + Ap3Decit *
AINOPRINCOMEi,t *SM + p4Deci,t * AINOPRINCOMEi,t * SIZE + B5Deci,t * AINOPRINCOMEi,t * ROE
+ 6 SM + 7 SIZE + PSROE + ui,t

B1 measures the percentage of operating cost increase for each one percent increase in operating
income, while 1 + B2 indicates the percentage of operating cost decrease for each one percent decrease in
operating income or activity. Further, Decit*AINOPRINCOMEjt*SM measures the percentage of
operating cost decrease of rural banks with core capital less than IDR 3 billion for each one percent
decrease of activity. p3 < 0 (3 > 0) suggests that rural banks with core capital of less than IDR 3 billion
exhibit greater (lower) cost stickiness than those with core capital of more than IDR 3 billion because 1 +
B2 + B3 < (>) B1 + P2. Because we predict that rural banks with size management incentive exhibit lower
cost stickiness, we expect 3 > 0.

4. Result

The FSA dataset indicates 258 rural banks in Central Java Province, with 16 not publishing
complete annual financial statements, leaving 242 rural bank entities. Using five-year observation periods,
we generate 1,210 firm-year observations. The descriptive statistics offer a general description of our
research data. Table 1 presents each variable's descriptive statistics. The results of classical assumption test
(untabulated) indicate that the data is free from multicollinearity and autocorrelation problems. We use
the regression equations with robust standard errors to mitigate the heteroskedasticity problem.

Table 1. Descriptive Statistics

n: 1.210
Variable Frequency Proportion o ]

1 0 1 0 Minimum Maximum Mean
SM 578 632 47.77 % 52.23%
Decrease 179 1,031 14.79% 85.21%
AlnOPRX -1.296 1.937 0.196
AlnOPRINCOME -1.234 9.319 0.191
LnSIZE 10.249 21.547 17.672
ROE -9.944 0.570 0.125

Table 1 explains the descriptive statistics of each research variable. There are 578 observations from
SM variable (47.77% of total observations) with a core capital of less than IDR 3 billion. Further, that 179 of
decease variable (14.79%) firm-year observations experience a sales decline. The minimum (maximum)
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value of AlnOPRX is -1.296 (1.937), with an average value of 0.196. Further, the minimum (maximum)
value of AlInOPRINCOME is -1.234 (9.319), with an average value of 0.191. The minimum (maximum)
value of LnSIZE is 10.249 (21.547), with a mean value of 17.672. Lastly, the minimum (maximum) value of
ROE is -9.944 (0.570), with a mean value of 0.125.

Hypothesis Testing

We rigorously assess our hypothesis by conducting an exhaustive multiple regression analysis
encompassing the entirety of the observational period spanning from 2015 to 2019. This comprehensive
approach ensures robust statistical scrutiny across a broad temporal scope.

Table 2. The Results of the Hypothesis Testing

Dependent Variable: AlndefOPRX

Independent Variable Coefficient Significance
AlndefOPRINCOME (f1) 0.401 0.011
Dec*AlndefOPRINCOME (f2) 0.104 0.765
Dec*AlndefOPRINCOME*SM () 0.941 0.003
Dec*AlndefOPRINCOME*LnSIZE (B4) 0.262 0.043
Dec*AlndefOPRINCOME*ROE (Bs) 0.223 0.084
SM 0.232 0.183
LnSIZE 0.024 0.000
ROE -0.060 0.023
_cons 0.124 0.000
N 1.210 1.210

Note: significance at 1%, 5%, and 10% levels, respectively.

Table 2 indicates that the coefficient value for the interaction term of Dec*AlndefOPRINCOME*SM
for the entire observation years (2015-2019) is 0.941 with a significance value of 0.003 (< a = 0.01). The
results imply that rural banks with a size management incentive (core capital < IDR 3 billion) reduce their
costs by 0.941% greater for each 1% revenue decline than those with no such incentive.

Rural banks with core capital lower than IDR 3 billion in 2015 will have different projections of
minimum core capital fulfillment for each year, arguably leading to different cost behavior each year.
More specifically, such rural banks may react strongly to the minimum core capital requirement when the
regulation is initially issued (2015). To test this conjecture, we observe rural banks' cost behavior by
running additional analyses in different observation periods that presented on Table 3.

Table 3. The Results of the Additional Analyses
Dependent Variable: AlIndefOPRX

Indesendent Variabl 2015 <=2016 <=2017 <=2018
naepencent varable Coeff Sig  Coeff Sig  Coeff Sig  Coeff Sig
%d‘ff OPRINCOME 0.148 0.000 0189  0.002 0.190 0.001 0383 0.012
Dec*AlndefOPRINCOME - - -
) 0.860 0000 (109 0746 oo 0.846  0.076 0.832
* *
Z?E)C AlndefOPRINCOME*SM 1.868 0.000 0871  0.087 0.924 0015 1.089 0.002
3,
Zﬁj AlndefOPRINCOME™LnSIZE 5 375 0061 0197 0340 0.206 0252 0.309 0.046
* *
’(?f)c AlndefOPRINCOME*ROE 0.081 0678 0302 0172 0.098 0615 0.204 0.095
5,
SM 0.020 0339 0032 0074 0.028 0.049  0.030 0.131
LnSIZE 0.007 0464 0004 0594 0.002 0.675  0.030 0.000
ROE 0124 0917 0053  0.670 o0 0406 o 0.027
_cons 0.075 0008 0060 0015 0.087 0.000 0.140 0.000
N 242 242 484 484 726 726 968 968

Table 3 suggests that the coefficient value of the interaction term Dec*AlndefOPRINCOME*SM in 2015
is 1.868 (a = 0.000<0.01), 0.871 in <=2016 (a = 0.087<0. 1), 0.924 in <=2017 (a = 0.015<0.05), and 1.089 (a =
0.002<0.01). The findings indicate that our subsample analysis (based on observation periods) yield
similar results to the main analysis. Further, rural banks with a size management incentive (core capital <
IDR 3 billion) exhibit the greatest anti-sticky cost behavior in 2015 (the year when FSA-R 5/2015 was
initially stipulated), implying that rural banks with core capital lower than IDR 3 billion respond to the
regulation immediately through aggressive cost-cutting in the early year of the regulation
implementation.

5. Discussion

This study operationalizes managerial incentives with the implementation of FSA-R 5/2015 and
predicts that this regulation affects rural banks' cost stickiness. Our empirical results demonstrate that a
size management incentive affects the cost stickiness of rural banks in Central Java Province in 2015-2019.
More specifically, this study documents that rural banks with core capital lower than IDR 3 billion exhibit
greater anti-sticky cost behavior because their managers have a size management incentive to reduce
more costs when sales decline.
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These rural banks reduce their costs by 0.941% greater for each 1% sales decline than other rural
banks. The findings are in line with who reveal that managerial incentives motivate managers to manage
their costs, leading to anti-sticky cost behavior. In particular, incentives to achieve certain targets
(earnings, equity, and capital) motivate firms to exhibit certain cost behaviors by committing certain
resource adjustments when sales decline.

Our study also highlights anti-sticky cost behavior in different periods. In 2015 (when FSA-R
5/2015 was stipulated), rural banks with core capital < IDR 3 billion exhibit the greatest anti-sticky cost
behavior than in other observation periods. Thus, rural banks with a size management incentive to
increase capital react immediately to the regulation.

6. Conslusion, Limitations and Suggestions

Conslusions

This study seeks to investigate whether rural banks with core capital lower than IDR 3 billion
exhibit greater anti-sticky cost behavior. Our findings are consistent with the hypothesis predicting that
rural banks with core capital < IDR 3 billion exhibit greater anti-sticky cost behavior. Such cost behavior is
motivated by a managerial incentive to achieve the minimum core capital threshold by generating profits.
Overall, our study underscores the role of size management incentives (through certain regulations) in
explaining (anti) sticky cost behavior. Regulations may legally motivate firms to achieve certain financial
targets that affect their cost behavior. This study also analyzes banks' cost behavior, an industry that is
arguably more understudied than other industries.

This study empirically demonstrates the influence of size management on the level of cost
stickiness in rural banks in Central Java. Therefore, this study contributes to the cost stickiness literature
by analyzing this issue in the banking sector, particularly rural banks, which remain understudied. We
use rural banks' total operating costs to investigate anti-sticky cost behavior. These costs also include
interest costs that are arguably more subject to external factors (e.g., central bank regulation,
macroeconomic conditions) and may confound our findings. Hence, we advise further studies to
investigate the behavior of different cost categories of rural banks in the analysis.

Limitations and Suggestions

The limitations of this study include the narrow focus on banks in rural areas in Central Java, which
may limit the generalizability of findings to rural banks in other regions of Indonesia. Furthermore, the
use of only total operating costs to analyze cost behavior may overlook differences in cost components
that may have different levels of stickiness. Although it is mentioned that external factors such as central
bank regulations and macroeconomic conditions may affect interest costs, the study did not delve deeply
into these factors, which could limit a comprehensive understanding of bank cost behavior. Therefore,
suggestions for further research include developing the study through multivariable approaches to better
understand the influence of internal and external factors on bank cost behavior in rural areas.
Additionally, future research could break down operating costs into more detailed components and
expand analysis to consider more external factors such as government policies, market conditions, and
interest rates to enrich the understanding of bank cost behavior in rural Indonesia. Considering these
limitations and suggestions, further research could provide a more comprehensive insight into bank cost
behavior in rural areas.
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