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Abstract:

Introduction: The paper examines the relationship between Financial Distress (FD) and corporate life cycle phase, capital adequacy and
problematic loans and the effect of such loans on the financial performance of Indonesian banks, using the return on assets measure.

Methodology: The panel information in this paper included 37 commercial banks listed on the IDX from 2010 to 2023. It used the fixed effect
and random effect model with the choice of the panel data according to the outcomes of the statistical test (Chow and Hausman tests). The study
utilised the Baron and Kenny approach and the Sobel test, which are known to test mediation in panel data.

Results & Discussion: Although the financial trouble affected the Non-Performing Loans (NPLs) to a limited extent, it led to a decline in Return
on Assets (ROA), and the impact on the bank's profits was adverse. The results were also not conclusive. The firm's life cycle has hurt NPLs
and positively impacted ROA, as indicated by the ratio of retained earnings to total assets. Banks that had been established with the aim of
amassing internal capital had lower credit risk and enhanced financial performance. The Capital Adequacy Ratio did not materially impact
NPLs but positively impacted ROA. This theoretical study argues that company maturity and capital structure are important in mitigating the
financial performance effects of non-performing loans (NPLs).

Conclusion: The result indicates that bank executives are expected to waste time building their internal reserves and making profits. In addition,
it is advisable that the regulatory bodies consider giving well-regulated banks the opportunity to reduce their risk-reward ratios.

Keywords: Asset profitability, capital sufficiency ratio, corporate life cycle, financial strain, problematic loans.

2018; Prakas et al., 2017). Banks operate as intermediaries to
transfer money from high-income regions to low-income

1. INTRODUCTION

Return on Assets (ROA) is an important parameter in asset
management and bank profitability. It also plays a critical role
in determining financial stability and strategic decision-making
(Engelmann & Pham, 2020; Prenaj et al, 2023). Banks and
other financial intermediaries play a role in linking borrowers
with savers to invigorate economic growth (Brahmana et al.,

regions, leading to long-term financial advantages. To ensure a
prosperous country, its financial institutions must be well
managed and its economy stable. One of the largest drivers of
the economy is the banking industry. It assists entrepreneurs in
expanding their businesses, provides more capital for them to
operate, and gives them access to significant sources of
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financing. Banks are also an important source of economic
support, other than stocks and bonds. A country's economy is
adversely affected when its banks perform poorly.

Financial instability, business growth and expansion over
time have posed a great challenge to global banking.
Washington Mutual bankruptcy (Grey, 2020; Wu et al., 2020)
is one of these examples, which reveals how the mistakes that
can occur in calculating the real worth of real estate and not
seeing the real deterioration of its value may result in a bank
run and, consequently, a financial crisis. Washington Mutual
Bank is also in the maturity stage.

(Habib & Hasan, 2019) state that the life cycle of a bank has
two stages: introduction and maturity. The other significant
indicator, often overlooked, is the Capital Adequacy Ratio
(CAR), which is a key indicator of a bank's financial soundness.
Although it is a critical value, few studies have examined how
the Capital Adequacy Ratio (CAR) affects other significant
variables, such as financial distress and the business life cycle.
As the amount of information is reduced, a more in-depth
analysis is required, including CAR and other indicators, to
assess their impact on financial performance with respect to
Return on Assets (ROA). This paper seeks to illuminate the
dynamics influencing the banking industry's performance,
based on financial performance, using CAR as a predictor of
ROA (Nasution et al., 2024).

Non-Performing Loans (NPLs) are employed by banks to
address credit risk and enhance asset quality (Charoenwong
et al., 2024; Jiang & Zheng, 2024). Empirical research has
shown that the returns on assets and non-performing loans are
highly negative. That appropriate credit risk management
practices play a role in improving the bank's performance and
resilience (Limajatini et al., 2019). Based on the comparative
financial performance of Indonesian banks in terms of ROA,
this research question investigates relationships among
financial distress, firm life cycle, and the capital adequacy ratio
to develop measures for risk management (Lestari et al., 2020).

(Jiang & Zheng, 2024) suggest that NPLs are significant
and can affect the level of efficiency of the banking institution.
There is a tendency for nonperforming loans (NPL), return on
assets (ROA), and risk reduction to be connected. (Limajatini
etal., 2019) reveal that strong financial performance, supported
by macroeconomic stability, is highly significant in reducing
credit risk and the occurrence of bad loans. The research
proposes that banks would be better served by focusing on non-
performing loans and considering various credit risk factors in
their long-term strategies. Moreover, to achieve profitability
and financial gains, banks need to consider the impact of NPLs
on ROA (Charoenwong et al., 2024). This paper will explore
the relationships among financial distress, the firm's life cycle,
and return on assets as the most relevant drivers of bank
performance.

1.1. Theoretical Foundations

These measures include a borrower's ROA, among others,
which is a measure of creditworthiness (Saeed et al., 2020).
Bank management should be evaluated based on Return on
Assets (ROA), which assesses the use of assets to generate
maximum profitability (Kurniasari, 2017). The profit before
tax divided by the mean total assets for the past 12 months is

referred to as Return on Assets (ROA) in accordance with Bank
Indonesia Circular Letter (SEBI) No. 15/43/DPNP dated
October 21, 2013. The regulations and measurement standards
adopted by Bank Indonesia are observed in this research.
Classification of ROA:

a. Excellent (> 1.5%): The profitability of the Bank is
extremely high, and it implies that it has been doing very
well with regards to earning generation.

b. Good (1.25% -1.5%): The profitability of the bank is
acceptable, and the amount of the profits is higher than the
target, assisting in raising the capital.

c. Fair (0.5% - 1.25%): The profitability of the Bank is rather
average, which leads to clear performance that can be
improved.

d. Adequate (0.5% -0%): This means that the bank has poor
profitability, and this is because the bank is not doing well
in its profitability.

e. Unacceptable (< 0%): This is because the profitability of the
Bank is drastically low, and the profits are not achieved as
they must and require an urgent improvement to ensure
that the business survives. (www.bi.go.id downloaded on
October 14, 2023).

1.1.1.

Failure to pay bills on the agreed date is one of the situations
that expose the company to financial stress (Nustini &
Amiruddin, 2019). This can be done by analysing the financial
statements to establish the financial condition a measure of
financial problems (Merton, 1974). In the default probability
model, the Black-Scholes option pricing method is employed
to value the debt relative to the company's value and volatility.
When there is a high likelihood of default, the bond's market
value equals its unleveraged equity value. When the risk of
default is low, the bond's value is closest to that of a risk-free
bond. The model further holds that the greater the probability
of default, the lower the value of debt, which tends to be similar
to the value of risk-free equity. This change affects both the
price of bonds and the dividends they will yield. It illustrates
that you should keep an eye on your budget and be careful not
to take risks, so you can catch the initial signs of trouble and
avoid going bankrupt. This is the main analytical tool that can
be most effectively applied in industries with high change
intensity and dynamism, such as the banking sector (Manurung,
2023).

1.1.2.  Firm Life Cycle

RETA (Retained Earnings to Total Assets) can help you
identify the stage of the company's life cycle, especially by
showing how retained earnings can be traced and the
company's financial health. In most cases, the value of RETA
is higher at maturity. This means the company is not aggressive
and is more stable in its expansion. The value of RETA is lower
because existing profits are directed more toward the business
(Dhungana & Devkota, 2022; Li et al., 2022).

1.1.3.

The ratio of capital adequacy (CAR) can also be increased,
which enhances the bank's ability to withstand financial shocks

Financial Distress

Capital Adequacy Ratio
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and contributes to the stability of the bank and its depositors
(Usman & Lestari, 2019). Most financial institutions need
capital to mitigate significant risks that are not readily
identifiable and could affect profits and losses (Nguyen, 2017).
The high CAR helps the bank during the financial crisis by
enabling it to maintain its balance and secure the funds
deposited by households. According to a report prepared by
Obayagbona and Osagiende, it has been established by the
Bank of Indonesia that all the banks in Indonesia will reach a
8% CAR by 2023 (Briliantoro, 2022; Ismaulina et al., 2020;
Obayagbona & Osagiende, 2023; Rafsanjani, 2020; Usman
an&d Lestari, 2019).

1.1.4.  Non-Performing Loan (NPL)

Bad loans can also be very dangerous to the financial
position, reputation, and perception of the people (Jaelani,
2023; Su, 2016). The level of Non-Performing Loans (NPLs)
can cause a liquidity crisis, reduce consumer confidence and
require government intervention in the form of a bailout or
recapitalisation. Besides, Bank Indonesia Regulation No.
15/2/PBl/2013 stipulates that banks whose Net Non-
Performing Loan (NPL) ratio exceeds 5% of total loans are
closely monitored (Bank Indonesia, 2023).

1.2. Conceptual Framework

Based on the research objectives, a coneputal framework is
designed which illustrates the relationship between variables
examined in this study (Fig. 1).

Financial distress can affect the ROI of different companies
and reduce profitability and the efficiency of asset utilisation
(Wu, Shao, ef al., 2020). The reduction of financial distress, as
explained by (Tan, 2012), enhances the profitability of firms in
Turkey by increasing their financial performance and reducing
regulatory uncertainty, which is detrimental to revenue. The
decrease in ROA is attributable to increased financial distress,

which, in turn, indicates declining efficiency in asset utilisation
and profitability. (Zehri & Ben Mbarek, 2016) analyse the
Asian banking sector and find that financial distress has a
smaller effect on asset profitability in Islamic banks than in
conventional banks, and that there is no significant correlation
between the two variables under examination.

H1: ROA is negatively impacted by financial distress.

According to (Ahmed, 2020), the business life cycle does
not allow for the strategic placement of corporate resources
across its stages to promote investment efficiency. It has been
found that companies in the growth and maturity stages exhibit
greater investment efficiency and financial performance, with
higher ROA, compared to other companies in the remaining
stages. The relationship between RETA and ROA, especially
at the maturity stage, is quite satisfactory because the
companies have been able to use their assets to generate profits.
Nevertheless, the connection between the life cycle and the
firm's financial performance is complex and involves many
variables and factors, including firm size, risk management,
and economic conditions (Haiyan et al., 2021; Khuong et al.,
2022; Zhang & Xu, 2021). The impact of a company's life cycle
on its banking performance also depends on the stage of the life
cycle the company is in, with the relationships to the growth,
maturity, and decline stages differing (Ramzan & Lau, 2023).

H2: RETA, as a measure of Firm Life Cycle, positively
impacts ROA during the maturity stage.

Banks with higher CAR values are considered more stable
in the event of losses, as they have a stronger capital base that
reduces their reliance on external financing (Dao & Nguyen,
2020). The empirical data show a strong positive correlation
between CAR and bank profitability, such that higher CAR is
associated with higher profitability (Nam ef al., 2022; Wang
etal., 2023). CAR positively influences the bank's profitability.

Fig. (1). Conceptual framework.
Source: (Simatupang, 2024).

FD \ H1
H4 H2
\\ > v
FLC —— H5 7 NPL - H7 —> ROA
H6
CAR H3
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H3: Capital adequacy ratio positively affects ROA.

Financial distress further increased banks' rigidity in loan
management; however, it also increased the costs associated
with the recognition of credit losses, worsening the financial
situation of the bank itself (Oliveira & Raposo, 2020). Financial
distress is a sort of domino effect: the more banks are burdened
with financial load, the greater the likelihood that the NPL ratio
will increase. The rise in NPLs is more likely to affect the
financial health of banks in a poorly operational state,
ultimately undermining their stability and profitability. Their
strong relationship is that, in periods of liquidity stress resulting
from stress testing in financial markets, banks' inability to
address non-performing loans will be exacerbated (Arnould
et al., 2017; Foglia, 2022).

H4: Financial distress is positively associated with NPLs.

The stage of the life cycles the bank is operating in affects
NPLs, depending on the various practices for dealing with
credit risk (Ahmed et al., 2020). The newer banks have been
more aggressive in lending, thereby increasing the probability
of NPLs. Conversely, older banks tend to be more conservative,
and their risk management processes are more developed,
which increases credit quality (Abu Amin et al, 2023;
Campanella et al., 2020).

HS: There is a negative influence of the firm life cycle on
NPLs.

Previous studies indicate that raising the Capital Adequacy
Ratio (CAR) is a significant variable that can alleviate the risk
of Non-Performing Loans (NPLs), thereby enhancing banks'
capacity to absorb losses and better manage prudential risk.
Banks that are well-capitalised are more likely to survive credit
shocks and asset quality shocks, as pointed out by
(Buyuksalvarci & Abdioglu, 2011). However, it is stated that
excessive capital buffers may reduce banks' ability to lend and

Table 1. Measurement of variables.

to make optimal use of assets, thereby decreasing profitability
(Padmadisastra & Nurhayati, 2023). The results of this study
indicate that it is important to balance capital management so
that sufficient capitalisation will minimise credit risk without
adversely affecting banks' income-generating capacity.
Consequently, according to the prudential banking theory, this
paper introduces a negative correlation hypothesis between the
Capital Adequacy Ratio and the Non-Performing Loans.

He6: There is a negative influence of CAR on NPLs.

High NPLs can negatively affect banks' profitability, as
measured by ROA, since they necessitate greater provisioning
for poor credit recovery, ultimately undermining financial
performance (Awaluddin et al., 2023; Jolevski, 2015; Wahyuni
et al., 2023). The adverse effects of an increase in Non-
Performing Loans (NPLs) on Return on Assets (ROA) include
a decrease in interest revenue, an increase in loan loss coverage
and a reduction in asset productivity. Consequently, banks with
high NPL ratios will be less profitable.

H7: NPLs negatively impact ROA.

2. METHODOLOGY

This is a quantitative study that uses secondary data
collected from Capital IQ and the official websites of the
selected banks. The study sample comprises commercial banks
listed on the Indonesia Stock Exchange, with a sample size of
37 banks. The sample is selected based on criteria, including
full disclosure of financial data from 2010 to 2023 and
disclosure of IT-related costs. The sampling method will ensure
that data from complete and digitally active banks are selected,
and this will be within the scope of the research analysis.

2.1. Variables and Measurements

Operationalization of each of the variables to be used in this
study are mentioned in Table 1.

Variables Measurement Source
ROA ROA = Earning BeforeTax , (Wang et al., 2024)
Total Assets
PD = N(-d2)
l 4 + + gV T 1 Oli 2021; 2023;
Financial distress = Probability Default dl = np+ 2) (Blanco-Oliver, : Manurung, ’
oV AT Merton, 1974)
d2 = d1 — oVT
Firm life cycle = RETA RETA = Retalned Farnings , (Abu Amin ef al., 2023; Habib & Hasan, 2019)
Total Assets
Capital BI regulation No. 15/12/PB1/2013
CAR CAR = X 100
ATMR (Hoque et al., 2020)
. Non Per forming Loan
NPL NPL Ratio = —————— x 100% (Fell et al., 2021)
Total Loan

Source: (Simatupang, 2024).
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Using purposive sampling, 37 banks were selected for
inclusion in this study, as presented in Table 2.

Table 2. Criteria for research samples.

Commercial Banks Registered on the IDX Bank
Without comprehensive financial reports spanning (10) bank
Total Sample 37 bank

Source: (Simatupang, 2024).

3. RESULTS & ANALYSIS

This study uses panel data regression in establishing the
impact of financial distress, life cycle, and the capital adequacy
ratio on financial performance of banks in terms of Return on
Assets (ROA). Non-performing loans (NPLs) serve as the basis
for analysis. The sample includes a complete range of annual
financial data for 2010-2023 for Indonesian commercial banks
listed on the Indonesian Stock Exchange. In the present
research, a three-step regression model, as described by Baron
and Kenny, is used to examine the mediating effect of NPL and
a formal test of mediation complements it:

The three steps given below provide a clear and concise
view of Baron and Kenny's approach to testing the mediation
effect. There is a minor paraphrasing that is required, and it
goes as follows:

Step 1: Direct Effect

Test the direct relationship of FD, RETA and CAR with the
dependent variable (ROA).

Step 2: Effect on Mediator

Find out how independent variables (FD, RETA and CAR)
influence the performance of the mediator (NPL)?

Step 3: Mediation Effect

The mediator (NPL) will influence the dependent variable
(ROA), holding the independent variables (FD, RETA and
CAR) constant.

These are the systematic steps; hence, they allow
measurement of the NPL mediation role with respect to ROA
and the independent variables. Through bootstrapping, we can
identify the direct and indirect effects and confirm that NPL is
a very important mediator among FD/RETA, CAR and ROA.

The analytical processes of the three alternative estimation
models are compared (Table 3). As the entire models are
employed in the analysis process, the approach to the study of
the research is holistic and methodologically appropriate:

a. The Chow Test

Whether the Fixed Effects Model is superior to the
Modelling of Common Effects.

b. The Hausman Test

The Hausman test is used to decide whether to use a fixed-
effects model or a random-effects model. A low p-value (less
than 0.05) means that the fixed effects model is more suitable

and non-significant p-value means that the random effects
model is the most suitable one.

c. Lagrange Multiplier (LM) Test

The LM test is used to compare the Random Effects Model
with the Common Effects Model when the Chow and Hausman
tests yield different model specifications. The Random Effects
Model is adopted when the p-value is below 0.05. Otherwise,
the Common Effects Model is held.

3.1. Empirical Models

Model 1: ROA it = a + Bl PD it + p2 RETA it + B3
CAR it +€_it

Model 2: NPL it = « + Bl PD it + 2 RETA it + 3
CAR it+€ it

Model 3: ROA it = a + Bl PD it + p2 RETA it + B3
CAR_it+ P4 NPL it +€ it

The models facilitate indirect and direct effects to be
estimated and test them statistically. Formal mediation analysis
will also ensure that the role of NPL is assessed not by patterns
of significance but by statistical numbers. They should also
revisit the previous empirical findings to place the findings into
context. Using the example of the fact that, even though the
previous research (Akbar et al., 2022; Zehri & Ben Mbarek,
2016) proves the existence of the strong correlation between
financial distress and ROA, this study adds a certain twist to
the situation by considering the mediating effect played by NPL
that the previous literature was largely deficient in. Similarly,
the extent to which RETA reduces NPLs and drives
profitability growth is consistent with the findings of (Ahmed,
2020), except that the combined effect is established through
statistical testing rather than by assumption. The non-
significant CAR/NPL observed draws attention to potential
issues in the bivariate analysis and indicates that further
analysis of banking performance research is warranted
(Padmadisastra & Nurhayati, 2023). To capture the impact of
the COVID-19 pandemic, a dummy variable was included, and
panel unit root tests were conducted to ensure that the variables
were in a stationary state, which is a requirement for effective
regression analysis (Im ef al., 2023).

4. DISCUSSION
4.1. Data Model Selection

The Hausman test and the Lagrange Multiplier test
indicated that the Random Effects Model was the most suitable
for Model 1, and the diagnostic tests confirmed that the
classical assumptions were met. Model 2, however, was best
estimated by the FEM, which passed the tests of classical
assumptions, thereby justifying its applicability in any
subsequent interpretation.

4.2. Regression Modeling
4.2.1. ROA as a Dependent Variable

The panel EGLS regression model that incorporated cross-
sectional random effects showed statistically significant
negative effects of both Non-Performing Loans (NPL) and
Financial Distress (FD) on Return on Assets (ROA), with p-
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values of 0.00 (Table 4). These significant values at the 1%
level indicate that increases in NPL and FD are correlated with
reductions in the bank's profitability. Conversely, the Retained
Earnings to Total Assets (RETA) ratio showed a strong positive
correlation with ROA, with a correlation coefficient of 6.08 and
high statistical significance. In addition, the Capital Adequacy
Ratio (CAR) was identified as positively affecting ROA, with
a coefficient of 0.17 and a p-value of 0.00, indicating that a high
capital position would positively affect a bank's financial
performance.

4.2.2. NPL as a Dependent Variable

The regression analysis in Table 5 indicates a significant
association between the profitability of the banks in terms of
the ratio of returns on assets and non-performing loans, which
implicates that the more profitable the bank is, the less likely it
is to default. The financial distress and capital adequacy ratios
seem not to have a direct influence on the loan performance.
The model accounts for only a small share of the variation in
non-performing loans, with the remainder attributable to

Table 3. Selection of the panel data model.

external factors. Nevertheless, the general model is not
statistically insignificant, and there is no autocorrelation in the
residuals. Such findings highlight the importance of
profitability in managing loan risk and indicate that further
studies are needed to identify other major causes of non-
performing loans.

4.3. Causality Analysis
4.3.1.  Direct And Indirect Effect Analysis

Financial distress negatively influences ROA, and RETA
positively influences ROA, both directly and indirectly through
NPL. Also, CAR positively and directly affects ROA by 0.18,
and its indirect effect by negative NPLs (-0.06), such that the
overall effect is lesser (0.16), showing that despite the high
capital, which might lead to a higher profitability, the effect
might be minimised unless good credit management is also
present. All in all, RETA was the most influential on the ROA
growth, whereas FD contributed the most to reducing ROA,
both directly and indirectly (Table 6).

Model Testing P-Value Comman Effect Fixed Effect ‘ Random Effect
ROA as the outcome variable
Chow Test 0.1941 v - -
Hausman Test 0.6752 - - %4
LM Test 0.5492 - - 4
NPL as a dependent variable
Chow Test 0.0375 - 4 -
Hausman Test 0.0256 - % -
LM Test Given the Chow Test's results indicating the inadequacy of the Common Effects Model (CEM), and having already applied the Hausman
Test to choose between the Fixed Effects Model (FEM) and Random Effects Model (REM), further model selection is unnecessary

Source: (Simatupang, 2024).

Table 4. Variable dependent ROA regression results.

Variable Coefficient Std. Error t-Statistic Prob.
C 2.557620 0.226457 11.29409 0.0000
NPL -0.187229 0.020218 -9.260600 0.0000
FD -2.164520 0.393882 -5.495346 0.0000
RETA 6.088149 0.520847 11.68894 0.0000
CAR 0.177633 0.047805 3.715771 0.0002
Source: (Simatupang, 2024).
Table 5. Variable dependent NPL regression results.
Variable Coefficient Std. Error t-Statistic Prob.
C 3.912879 0.333661 11.72710 0.0000
FD_1 0.230980 0.281966 0.819175 0.4131
RETA -8.041112 1.085433 -7.408206 0.0000
CAR 2 0.329831 0.289057 1.141057 0.2544

Source: (Simatupang, 2024).
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Table 6. Direct, indirect, and total effects.

Independent Variable Direct Effect on ROA | Influence on NPL as a Mediator | Indirect Effect on ROA via NPL | Total Effect on ROA
FD -2.16452 0.23098 0.043246 -2.12127
RETA 0.688149 -8.04111 1.505529 2.193678
CAR 0.177633 0.329831 -0.06175 0.115879

Source: (Simatupang, 2024).
H1: Financial Distress negatively impacts ROA.

The findings show that financial distress has a significant
negative impact on return on assets (ROA), as indicated by the
coefficient (-2.16) and a probability of 0.00. This shows that
Return on Assets (ROA) is very sensitive to the intensity of the
financial distress. Financial distress refers to the condition that
a company, such as a bank, is unable to meet its payments. This
may be because profits have declined, debt has been
accumulating, or it is suffering from a lack of liquidity. This
situation may reduce a bank's efficiency and profitability in the
effective management of its assets (Shaukat & Affandi, 2015;
Akbar et al., 2022; Zehri & Ben Mbarek, 2016). The financial
distress affects both Islamic and traditional banks similarly in
terms of their ROA, according to the data.

H2: The Firm Life Cycle has a positive impact on ROA.

The Retained Earnings to Total Assets (RETA) ratio of the
company is highly sensitive to asset returns, depending on the
company's life stage (Muharam & Bandung, 2024). (Haiyan
et al, 2021; Wang et al., 2020). As recent empirical studies
have shown, financial performance is positively associated
with higher retention of earnings. It is evident from the
literature in this study that a company should depend on its life
cycle stage to determine its Return on Assets (ROA). The
findings are consistent with the available findings. The
relationship between asset management and the revenue-
generating capacity of companies at various stages in their life
cycle is subject to the ROA of the same. First, the returns in
companies are usually reduced by high investment and risk.

H3: CAR influences Return on Assets (ROA).

Regression analysis indicates a positive correlation between
ROI and the Capital Adequacy Ratio (CAR). The coefficient
(0.18) and the p-value (0.00) imply that the capital increase
directly contributes to an increase in the profits of a bank. With
sufficient capital, banks can respond to financial shocks,
manage risks more effectively and lend more confidently (Nam
etal., 2022; Wang et al., 2023). Financial strength also enables
banks to be more flexible in how they conduct business and to
earn more because they can make greater use of their assets.
Research supporting this has consistently indicated that banks
with high levels of capital are more likely to remain profitable
in the long run and to meet new risks (Petria et al., 2015). A
larger CAR, however, indicates that a company is more stable.
Nonetheless, excess capital may also impede growth
opportunities, which could be detrimental to profits if it fails to
align with a sound risk-return strategy (Al-Sharkas &
Al-Sharkas, 2022; Al Mamun et al., 2022; Mir & Shah, 2022).
Thus, the impact of CAR on ROA is determined by the fit of a

given bank's capital management with its other activities and
investments.

H4: Financial distress has a positive influence on NPLs.

The probability of default Financial Distress (FD) does not
have a significant effect on NPLs, as evidenced by the
regression comparison between CF and NPS. The result
contradicts the claim that FD does not significantly affect
NPLs. This research refutes the traditional belief that financial
hardship leads to loan defaults (Irwanto et al., 2024; Nufus
et al., 2018; Wilevy & Kurniasih, 2021).

HS5: The firm life cycle has a negative influence on NPLs.

The findings also suggest that Retained Earnings to Total
Assets (RETA) affects Non-Performing Loans (NPLs) across
various stages of the firm's life cycle. According to
(Abuhommous, 2023), older banks are less prone to credit risk
than new banks because they have higher retained earnings,
which help them increase internal financing capacity and
improve their credit risk management.

H6: CAR has a negative influence on NPLs.

The regression indicates that the influence of Non-
Performing Loans (NPLs) on the Capital Adequacy Ratio
(CAR) is not significant, suggesting that other factors, such as
credit risk management, macroeconomic conditions, or loan
portfolio quality, may be more important.

H7: There is a negative influence of NPLs on ROA.

The management of credit risk is a significant source of
profits for a bank, as research has shown that the exploitation
of bad loans (NPLs) drastically reduces banks' profitability, as
indicated by Return on Assets (ROA).

CONCLUSION

Some of the factors that affect the financial performance of
Indonesian banks are financial distress, the firm life cycle, and
the capital adequacy ratio; non-performing loans (NPLs) are a
mediating factor leading to the outcome. The primary sources
of loss-to-profitability are non-performing loans (NPLs) and
financial distress, whereas retained earnings and capital
adequacy have opposing effects on performance. The
combination of a model with non-performing loans (NPLs) as
intermediaries clarifies the extant knowledge on the influence
of financial health indicators and internal capital structures on
the asset quality and profitability.

Further, the mediation test was evaluated by the regression
method. In practice, however, the outcomes indicate that bank
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managers must monitor signs of financial distress and actively
manage retained earnings to ensure that loan quality does not
deteriorate further. The regulators must be interested in
implementing incentive-based systems for banks that
demonstrate good capital management and low non-performing
loan rates.

The model deserves a central role in future studies of the
impact of macroeconomic indicators, international banking
comparisons, or digital transformation initiatives on the
correlation among capital strength, credit quality, and financial
performance.

IMPLICATION

Capital reliance on CAR is not as significant as retained
earnings management (RETA), a strategic approach that
greatly helps reduce credit risk and enhance bank profitability.
In the case of banking employees, it should be on enhancing
the internal capital through the reinvestment of profits. Banks
at the maturity stage of their life cycle should consider retained
earnings a strategic instrument to maintain asset quality and
provide funds for long-term growth, not as a reserve. Instead,
the regulators are instructed to consider capital regulation
frameworks that are less strict and have risk-based incentives
for banks with low NPL ratios and good profit retention. In the
evaluative sense, investors and stakeholders should consider
RETA an auxiliary measure for evaluating a bank's financial
strength, particularly its loan performance and profitability.

LIMITATIONS AND FUTURE DIRECTION

The limitations of the current study can be overcome in
future research to enhance the research. This involves
incorporating additional explanatory factors such as corporate
governance, cost-to-income ratio, and digital transformation
indices, which can influence the dynamics of both NPL and
ROA. Better generalizability may be achieved by comparative
studies of Islamic and conventional banks or cross-country
studies within ASEAN markets. Moreover, future models
should include external shocks like COVID-19, international
monetary changes, or national banking changes as moderating
or intervening variables. These advances can help generate
more comprehensive risk management frameworks and ensure
that what academics discover reflects what is being addressed
in response to the transformation in banking regulations and
strategic financial planning.

In future research, the study period can be extended to
capture the long-term dynamics and structural change of the
banking sector, and the sample size can be expanded by
providing cross-country or regional comparisons to increase
the generalizability of the research. Moreover, other mediating
or moderating factors, e.g., regulatory quality, digital
transformation, or ESG factors, might also be included in future
studies to give a more holistic view of credit risk and
performance. Alternative methodological techniques, such as
dynamic panel models, can also be used to address potential
endogeneity and provide better insight into bank behaviour
across various institutional settings.

LIST OF ABBREVIATIONS

CAR = Capital Adequacy Ratio
CEM = Common Effects Model
FD = Financial Distress
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LM = Lagrange Multiplier
NPLS = Non-Performing Loans
REM = Random Effects Model
ROA = Return on Assets
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