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POSITIVE CONTRIBUTION

OF THE GOOD CORPORATE
GOVERNANCE RATING TO
STABILITY AND PERFORMANCE:
EVIDENCE FROM INDONESIA

Abstract

This paper aims to examine the impact of Good Corporate Governance (GCG) prac-
tice on bank stability and performance. Governance is measured using the GCG rating
that covers eleven aspects. The authors apply instrumental regression to link gover-
nance to performance and stability. The study covers a sample of 150 banks. The result
shows that bank stability can mediate bank governance and bank performance. On the
determinant of bank performance, it can be concluded that the GCG rating is positive
and directly influences bank performance. Bank stability is also positive for bank per-
formance indicating the indirect contribution of the GCG rating to bank performance.
NPL, LDR, CAR and banks size (LASSET) are all negative and significant. The aim of
this paper is to provide strong empirical evidence on the importance of governance
and stability for performance. The limitations of this paper are the size of the sample
and that it only covers public banks which are theoretically required to apply better
governance in all aspects of their business by the Capital Market Authority.

Keywords good governance, ROA, ROE, Z-score, stability, two-

stage regression, Indonesia

JEL Classification G21, D24

INTRODUCTION

Governance (corporate governance) is a concept that has many dimen-
sions. Therefore, it is very difficult to fully define what governance is
about. Governance is derived from the English “government”, and can
literally be interpreted as a series of processes, including the customs,
policies or rules that exist in an institution and affect the management
and control of the company.

The Asian economic crisis occurred in early 1998. It changed the land-
scape of the East Asian economy, including that of Indonesia. The
IMF (1998) concluded that poor governance was the main source of
the Asian crisis in 1998. It marked the beginning of the importance
of good governance in both the private and public sectors. Following
the great economic crisis of the day, it became the priority of the na-
tional agenda for economic policy. Thereafter, the Good Corporate
Governance Code (GCG) was introduced and then an institution
(business firm) that is ultimately responsible for campaigning and as-
sisting the implementation of GCG.

The problem of GCG implementation in Indonesia is related to the
environment in which banks operate. According to Mongid and Tahir
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(2011), corruption is the most difficult problem and it is also the most persistent. Recently, Murharsito,
Fauziah, Kristijadi, and Iramani (2017) studied corruption and bank performance at the provincial level.
Because GCG is enforced from the outside and has not been adopted internally, the question is whether
or not it has an impact on performance.

Further, The Basel Committee on Banking Supervision (BCBS, 2015) also concluded that the weakness
of GCG in banks plays an important role in undermining the resilience of the financial system and
should be addressed by improving the corporate governance of banks.

This study aims to contribute to the existing literature on the impact of GCG on bank performance by
using cases in Indonesia. As we know, the study of GCG largely focuses on developed countries where
a culture of governance is established and strong. This paper reviews the role of corporate governance
in the banking sector of developing countries, especially Indonesia, where the level of corruption is
extensive.

Gibson (2003) asserted that the effect of the corporate governance mechanism on corporate perfor-
mance in an emerging market is problematic. La Porta, Lopez-de-Silanes, Shleifer, and Vishny (2000)
concluded that in countries where the legal system does not perform an adequate job of protecting
shareholder rights, GCG cannot operate properly. This paper tries to question the implementation of
GCG in an emerging market.

Most studies have discussed good corporate governance mechanisms using international cases and
treated it as largely exogenous meaning the effectiveness of one dimension may be conditioned by an-
other dimension. As GCG regulation requires the existence of mostly independent board and commis-
sioners, the use of a traditional GCG indicator may not be suitable in the banking sector as indepen-
dence is compulsory. For example, independent commissioners must exceed non-independent com-
missioners. To solve this problem, we apply an index that represents various (eleven) aspects of GCG
required by the banking authority (Indonesia FSA).

Referring to Laeven and Levine (2009), Mongid and Muazaroh (2017), Williams (2014) and Love (2011),
this paper examines how a good corporate governance index impacts bank stability and bank perfor-
mance in Indonesia using the case of public banks. Public banks are used because they represent a spe-
cific nature where they also report to the Capital Market Authority. The problem of the research is for-
mulated as follows: Does the governance index contribute directly to risk taking? Does the governance
index contribute directly to performance? Is bank stability able to mediate governance in contributing
to banking performance?

1. LITERATURE REVIEW

such as employer-employee and buyer-supplier re-
lations. This theory is considered the main theory

The basic theory that supports the need for corpo-
rate governance is made up of three theories. The
first is agency theory. Agency theory is an infor-
mation-based theory and has evolved in two direc-
tions called positivist and principal-agent (Jensen,
1983; Jensen & Ruback, 1983). Positivists have fo-
cused on identifying situations in which princi-
pals and agents tend to have conflicting aims and
then describe governance mechanisms that limit
the agent’s behavior. Principal-agent deals with
the general theory of principal-agent relationships,
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underlining the needs of corporate governance.
The essence of this theory is the difference of in-
terests between shareholders and managers. As
a characteristic of modern enterprises, there is a
separation of ownership and control.

The second is stewardship theory. Under this the-
ory, it is assumed that managers are responsible
for their functioning and they strive to ensure that
their personal motivations are in line with the
goals of their key shareholders. The stewardship



perspective ensures that the steward (manager)
is satisfied and motivated to achieve the organi-
zation’s goals in order to achieve organizational
success even at the expense of the personal goals
of the steward. Under this theory, we assume that
managers are responsible and they strive to ensure
that their personal motivations are in line with the
goals of their key shareholders.

The third is stakeholder theory. Unlike agency
theory, stakeholder theory argues that managers
in the organization are not only responsible for
the interests of the shareholders, but also serve the
network of relationships to include suppliers, em-
ployees and business partners. Stakeholder theory
goes beyond the orientation of the shareholders,
which means that decisions are made regarding
the different companies beyond the shareholders
of the company.

Using the case of the 1998 Asian crisis, Mongid
(2007) conducted a study to explain why the costs
were so high during the economic crisis of 1998.
By making international comparisons it was
found that the governance (good governance) of a
state determines whether the cost of the crisis will
be large. The governance index includes the vari-
ables of banking system openness, corruption and
legal conditions. The study showed that bailout
costs or bank rescues for various countries ranged
from high, 55% of GDP for Indonesia, 16% of GDP
for Malaysia, 34% for Thailand, and 24% for Japan.
This means that countries with poor governance
tended to pay a greater sum to resolve the banking
crisis compared to better governance countries.

Dewi (2009) studied the impact of the bank’s cor-
porate governance perception index (CGPI) on
performance and risk. The study concludes that
there is a difference in LDR (loan to deposit ra-
tio), NPL (non-performing loan), non-performing
productive assets, FACR (fixed asset capital ratio),
IRR (interest rate risk) and OCOI (operating cost
to operating income). A bank with higher CGPI
is better in all aspects. Beltratti and Stulz (2012)
found the irony of GCG during the banking crisis.
They found that banks with good GCG performed
worst during the crisis. The banks operating in
countries with more stringent regulatory capital
requirements and stronger and more independent
supervisors performed better.
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Mongid and Tahir (2011) investigate the deter-
minants of the profitability of banks in ASEAN
countries. They found that a higher ratio of per-
sonnel costs to total costs and equity to total assets
increased bank profitability and was negatively as-
sociated with higher regulatory capital (CAR), net
loans ratio, and efficiency ratio. Economic growth
was positive but not significant. Surprisingly,
the corruption index is positive and significant.
Halkos and Salamouris (2004) provide evidence
that larger banks are more profitable. They also
found that the efficiency ratio is negative and eq-
uity to assets ratio is positive and significant to the
ROAA. GDP growth has a positive and significant
impact on the banks’ performance, but inflation
has an opposite effect. Bikker and Hu (2012) and
Goddard et al. (2004) also found the positive im-
pact of size on banks’ profitability. Ghalib (2017)
and Suhartono (2017) found a similar result that
size, credit risk and capital are significant for
profitability.

Very few previous studies have examined the effect
of governance on risk. Aebi, Sabato, and Schmid
(2012) made an attempt to find the relationship of
the global financial crisis (GFC) which occurred
in 2008 with the corporate governance practices
and risk management on the performance of the
banks in Europe. They concluded that a gover-
nance approach that emphasizes compliance is
less appropriate because initially the core gover-
nance rules are for building a healthy bank man-
agement culture. Good governance practices oc-
cur if the company has a specialized risk manage-
ment committee to monitor the implementation
of risk management.

In addition, Williams (2014) examined the rela-
tionship between governance (good governance)
in a state with risk taking in banks operating in
selected ASEAN countries. He compared the gov-
ernance of different countries and its impact on
risks taken by banks. He uncovered the existence
of a U-shape relationship between risks taken and
capital governance (equity capital) where the high-
er or lower the capital, the higher the risk. Further,
high value of permits (charter value) will have a
lower risk because shareholders fear that if there
is a serious risk problem in the bank, it should be
closed by the authorities. The general conclusion
is that the improvement of good governance (good

3
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governance regulation) has a good impact that
lowers the risk, however, not for the short-term,
but more as a long-term process.

Nur’ainy, Nurcahyo, Kurniasih, and Sugiharti
(2013) investigated the impact of the application
of good corporate governance on listed companies
using economic value added (EVA). GCG is posi-
tive for performance when it is measured by EVA.
The study also shows that GCG affects perfor-
mance indirectly through the size of the company.
Lutfi, Silvy, and Iramani (2014) examined the ef-
fect of governance implementation transparency
on the operational efficiency and profitability of
national commercial banks in Indonesia. A well-
functioning board of commissioners improved the
operational efficiency and profitability of the bank.
Haryati and Kristijadi (2014) observed a positive
impact of GCG implementation on the perfor-
mance of the banks. Furthermore, they found that
of the eleven indicators of corporate governance,
transparency and the provision only to related
parties is a key indicator in the GCG assessment.

De Haan and Vlahu (2016) conducted a compre-
hensive review of empirical studies on corporate
governance. The survey found that there is a con-
sensus in the literature on corporate governance
having a positive impact on the number of inde-
pendent board members and performance. On
the contrary, this is not the case for the banks.
However, the conclusive importance of the gover-
nance mechanisms on performance does not im-
ply that the mechanism cannot vary depending on
the environmental conditions in which the bank
operates.

Okike and Turton (2009) also examined the GCG
contribution to the performance of banks in the
UK using the Corporate Governance Scorecard
(Corp-Gov Score). The goal is to test the level of
corporate governance practices that lead to im-
proved performance levels of a company before
the global financial crisis (1999-2006). They con-
cluded that improvement of corporate governance
can improve performance (ROE).

Subanidja, Rajasa, Suharto, and Atmanto (2016)
studied the impact of GCG on the performance
of the manufacturing sector. Using agency the-
ory that postulates the conflict of interest be-
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tween managers (agents) and owner (principals),
they apply it to the manufacturing sector only,
because in the banking sector, the implementa-
tion of Good Corporate Governance (GCQ) is
mandatory. GCG is defined as an independent
commissioner, managerial ownership, and au-
dit quality. By applying a moderated regression
analysis (MRA) the study found that the earn-
ings management and the mechanism of GCG
have an impact on the firm value. Sastrosuwito
and Suzuki (2012) using the Indonesian banking
market identify the determinants of bank profit-
ability such as capital ratio (ETA), intermediation
ratio (LDR), credit risk (NPL), efficiency (CIR)
are significant for bank profitability. In addition,
Berger, Clarke, Cull, Klapper, and Udell (2005)
find a positive causation in both directions be-
tween capital and profitability. As the impact of
corporate governance on bank’s performance
produced a mixed result we have strong founda-
tion that governance rating is positive to risk tak-
ing and performance.

2. METHOD
2.1. Framework

According to Daniri (2014), the best implementer
of GCG in Indonesia is the banking sector. This
is because the banking authority is very active
in promoting the GCG principle and has estab-
lished a bank soundness indicator. The Indonesia
Financial Service Authority (OJK) applies a GCG
rating based on eleven GCG indicators. According
to a Circular Letter of Bank Indonesia No. 15/15/
DPNP/2013, from these eleven aspects, the bank
performs self-assessment to rate its governance
practice, where the best is 1 and the worst is 5.
There is also a requirement that banks maintain
or increase the bank’s soundness by applying pru-
dential principles and risk management in con-
ducting its business activities. Regarding their
soundness rating, banks are required to conduct
a Risk-based Bank Rating (RBBR) either individu-
ally or collectively. This must be done at least every
semester for end-June and December positions. In
some cases, a bank may be required to update its
self-assessment of its soundness at any time when
required by the authority. There are four areas for
a bank’s soundness rating:
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1. Implementation of the BOC’s
function.

2. Implementation of the Director’s
function.

3. Completeness and
implementation committees.

. . . BANK’S
4. Handling conflicts of interest. STABILITY
5. Implementation of compliance of
banks.
6. The Implementation of the CRITERIA /
internal audit function. STANDARDS

7. The application of the external
audit function.

8. The function of the risk
management and control system.

9. Provision of funding to related
parties.

10. Transparency of financial and non-
financial condition.

11. The bank’s strategic planning.

Profitability:
ROA
ROE

Figure 1. Research framework

1. Risk profile. Independent variables

2. Good corporate governance (GCG). 1.

3. Profitability (earnings).
4. Capital (capital).

In this study, our focus is on the impact of GCG
rating on bank stability and profitability.

2.2. Variables

This paper investigates the impact of governance 2.

rating (GCG) and bank stability on banks’ perfor-
mance. To measure the performance, this study
applies two measures.

Dependent variables

1. ROA, this is the most important ratio in the

firm profitability measure. A higher ratio is 3.

better and represents the ability of manage-
ment to employ resources to generate profit.

2. ROE, this is used to indicate the company
profit from the shareholders’ perspective and
calculated after tax.

To represent the determinant of a bank’s perfor- 4.

mance, there are ten independent variables.

NPL. The main known credit risk indicator for
a bank. This is because Indonesian banking is
still at the traditional stage, credit is the main
business. It can raise due to internal process
such as less scrutiny. Macroeconomic variables
can add to the credit risk as it threats the credit
quality. We measure credit risk using the ratio
of non-performing loans to total loan (NPL).
NPL is negative to profitability as it reduces in-
terest income and increases operating expenses.

LDR. We measure the forward looking cred-
it risk using the loans to deposit ratio (LDR).
LDR can represent liquidity risk also. LDR
provides a future credit risk. Total loans to
total deposit ratio (LDR) can give indication
that there is a positive association between
profits and LDR.

CAR. Capital is the capital strength indicator. It
measures total capital divided by risk-weighted
asset. A bank with higher CAR may have less
risk taking as it has benefited from a lower cost
of funding due to a lower probability of fail-
ure. Well-capitalized banks are less risky and it
means investors can expect lower profits.

ETA. Equity to total asset is a real picture of
the bank’s capital position as it only considers

5
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Table 1. Variables, definition and sources of data

No Variable Definition Sources

T ¢ ROA : Profit before tax / asset Internal bank / financial report
2 ROE Profit after tax / equity Internal bank / financial report

Dependent variables

1 CNPL Problem loan / total loan Internal bank / financial report
2 _LDR : Loan / total deposit Internal bank / financial report
3 'GCGl GCG rating - extrapolated GCGreport
4 ~CAR  ‘Equity capital / risk-weighted asset Internal bank / financial report
5 _ETA  ‘Equity capital / total asset Internal bank / financial report
6 LASSET  Logarithm of asset Internal bank / financial report

7 BANKSTABILITY [ T

(Equity ratio + Profit ratio ) / standard deviation of profit

b ~CR Operating expenses / operating income

9 ECGRW : Economic growth (annual)

10 CINFL Inflation rate (consumer prices — annually)
1 DCONS - Growth of domestic consumption

‘ Indonesia statistics office

equity and total asset. It is a relatively stronger
measure as no managerial policy can influ-
ence it compared to CAR.

LASSET. Size signals a specific bank risk.
Larger bank has a greater position the market
and it may enjoy a strong position in the mar-
ket such as lending rates may be as high as the
peers. In contrast, larger bank pays less inter-
est on deposits and consequently larger banks
may enjoy higher profits. To capture the rela-
tionship between size and bank profitability,
we proxy bank size by using the logarithm of
total assets.

GCG. We apply the GCG rating as it is the
best indicator of bank GCG practice. GCG is
positive to bank profitability as a higher rating
means a better decision-making process, sur-
veillance and disclosure.

ZSCORE. It indicates the stability of the bank
and is used as an indication of bank risk. High
value indicates stability, while a lower value
means less stability.

ECGRW. Economic growth represents the
ability of the economy to increase its real in-
come and represents the improvement of in-
come and welfare.

INFL. Inflation rate indicates the inability of
the economy to stabilize the price level. A high
inflation rate will reduce purchasing power.

10. DCONS. Growth of domestic consumption. It
represents the total growth of household and
government. Domestic consumption is the
main source of economic growth.

The definition and the sources of variables are pre-
sented in Table 1.

Model

Model for profitability (Y ) is:

Y, =, + BNPL, + B,LDR, + B,GCG, +
+PB,CAR, + BLASSET, + B, ZSCORE, +¢,,.

©)

As our estimations also apply instrumental re-
gression to test the impact of the GCG rating on
bank stability and performance, bank stability is
defined and measured using ZSCORE. The model
for the bank stability instrument is:

ZSCORE, = a, + B,GCG, + B,LASSET, +

+B,CIR, + B,LDR, + B, ECGRW, + @)
+B4INFL, + B,DCONS, +¢,.

Y, =a,+ [ NPL, + B,LDR, +

B.GCG, + B,CAR, + B, LASSET, + ©)

+B,ZSCORE, +¢,.

In this paper, Y is ROA and ROE that represent
bank profit indicators and ZSCORE represents
bank stability. These are the most used to mea-
sure bank profit and bank stability. We apply in-



Table 2. The data description
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Sources: Indonesia capital market directory ICMD and FSA (OJK).

Variable Obs Mean Std. Dev. Min Max

ROA B 1SQ ”1.67677 B 1539 —764 B ) 5137 )
RO,E, ) 15Q ”12.07273 3 ”17.17173 f1427.748 3 5903
CAR, 3 15Q ”16.7676 ”4.393 3 941 7457.7757
LDR, ) 1SQ ”83.7271 1409 B ”40.7272 71407.727
NPI,‘, 3 15Q 3 158 ”1.5473 e 0” ) 89 )
LLAVSVSETW ) 15Q ”2.87373 ”.087773 i ”2.67578 3 i 73.707057
GCQ 3 1SQ 425 ”.627275 e 2” 3 L 5 )
ZSCQRE ) 1SQ ”8.87771 2224 ”4.97976 ) 17.44 )
ECQRW 3 1SQ 3 565 5419 3 488 ) 6.22 )
INFL ) 15Q ”5.6074 8939 3 398 ) 6t41 )
DCONS 150 5.133 .2651 3.74 5.49

strumental regression as it provides advantages in
terms of the ability to fit one equation of a multi-
ple-equation system without specifying the func-
tional form of the remaining equations. According
to Cameron and Trivedi (2005), this method is re-
garded as the best solution to endogenous regres-
sors to obtain consistent parameter estimates. As
our model is over identified, we apply Two Stage
Least Square (2SLS) regressions. Before we use the
model for analysis, we perform the following test
such as first stage regression testing, tests of en-
dogeneity and tests of over identifying restrictions

The details of these tests are available on the
STATA website (https://www.stata.com/manu-
als13/rivregress.pdf). When the model passes
the tests, we use it for analysis (Greene, 2017).

3. EMPIRICAL RESULT

Table 2 presents the data description of the vari-
ables used in this paper. There are 30 banks in the
sample for the period 2012-2016 (balance panel).
The mean of ROA is 1.67% with minimum value
7.64% and maximum profit 5.37%. The mean is
bigger than the standard deviation. For ROE, the
mean is 12% with minimum 142% and maximum
59%. For the capital adequacy ratio (CAR) we can
see that the mean value is 17%. As the minimum
is set at 8%, all banks are above the minimum
level. For Loan deposit ratio (LDR), the mean is
83%. This means that, in general, the LDR is above
the sound level required by the banking author-
ity (75%). However, there is a bank with a very
low LDR of 40%. However, the maximum is 140%

which is very high and risky.

The first problem to elaborate is whether the GCG
is significant for bank stability (ZSCORE). Based
on the result using OLS, we find the F-statistic is
10.47 and significant at 1%. The R-squared is 37%.
The coefficient for GCG is 0.96 and significant at
1.2%. The asset size is negative and significant.
Cost efficiency (CIR) is negative and significant.
Economic growth is -1.93 and significant. In gen-
eral, we can conclude that GCG is positive to bank
stability. This means that bank stability can be
used as the instrumented variable.

NPL is on average 1.5% with maximum 8.9%.
According to regulation, the maximum is 5%.
Beyond this point, a bank is regarded as un-
sound. Asset size is on average 2.8 with maximum
3. Please note that we use trillions of rupiah. For
GCG, the maximum is 5 and minimum 2. On
average, GCG is very good as the mean is 4.25.
ZSCORE is a bank stability indicator; higher value
is better with a minimum of 5 and maximum of
17. The variability is very low as the variation in-
dex is 25%. For macroeconomic variable, all data
are very low in variability. The mean for economic
growth is 5.65%, inflation is 5.6% and domestic
consumption growth (DCONS) is 5.1%.

To test the eligibility of the model IVREG-2SLS of
bank ROA to be used for further estimation, we
test the first stage regression. The result shows that
the R-squared is 89% with an F-value (5,121) of
196,731 and significant at 1%. The minimum ei-
genvalue is 18.37. This means the instrument used
in this model is strong as the bias is low. For the
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Table 3. The results compared

Sources: STATA output.

Variable OLSROA OLSROE IVIROA IVIROE OLSZSCORE
CAR — 18 X 13w 1.4 _
ok o g o Tl o
LLASSET 55 19 34 6 87
N e 14 g s -
GCG2 5 7.8%%% e 8.7%%x 96**
ZSCORE I S T I V- g o -
BOPO R S - - —088***
EGRW D - - —02
INFL S SRR 014
DCONS R SO SR e 93
cons 21 57 NI BT a
cHp 2633 1093 o 46 1047
AdRE 3715 ~53.79 3536 31,59 3359
N ' 150 150 150 150 150

Note: Significance level - *** p < 0.001, ** p < 0.01, * p < 0.05.

ROE model, the first stage regression test shows
that the R-squared is 89% with the minimum ei-
genvalue statistic 196.731. The minimum to reject
the bias (5%) is 18.37. It means the IVREG-2SLS
for ROE is eligible for further analysis.

We also test the over identification restriction con-
dition of the models. For the ROA, the Sargan score
is 55.0421 and Basmann Chi-square 86.542. These
tests show that all are significant at 1%. For ROE,
the test of over identifying restrictions shows that
the Sargan score is 58.74 and the Basmann Chi-
square is 97.02. It means all tests are significant at
1%. It means the model is identified.

We apply the test on the endogeneity problem us-
ing the Durbin test and Wu-Hausman test. Based
on the Durbin test, we find that the Chi-square
is 69.46 and significant at 1%. Based on the Wu-
Hausman test, we find that Chi-square is 137.71
and significant at 1%. For ROE, the parameter is
smaller. Durbin test, we find the Chi-squared is
46.30 and for Wu-Hausman test, the Chi-squared
is 86.54., all test are significant at 1%. It means
that, based on these three tests, the IVREG-2SLS
model for ROA and ROE are eligible for using in
further analysis.

According to the ordinary least square (OLS)
model, the coefficient for CAR is negative for
ROA and ROE. This result is initially surprising
as CAR refers to capital strength. However, clear
investigation reveals that the measurement of the

8

CAR as indicator of capital strength is not really
strong owing to a weakness in its methodology. A
bank that owns less risky assets may have a higher
CAR. As the risk is related to the return, lower risk
means lower potential return. As a consequence,
with a higher CAR, a bank will earn less profit-
ability. This fact is in line with the finding. When
analysing the impact of the CAR on profitability
using an instrumental variable, we find the result
is in line with the OLS model. In terms of signifi-
cance, IVROA is significant at 1%. It means the
impact of the CAR on profitability is stronger
when estimated using an instrumental regression
model (IVREG-2SLS). The finding confirms that a
bank with high CAR will have lower profitability
measured both by ROA and ROE.

Loan to deposit ratio (LDR) is negative but not
significant for a model estimated using the OLS
method. When estimation is carried out using
IVREG-2SLS, LDR is negative and significant for
both ROA and ROE. In general, we can conclude
that any increase in LDR will reduce profitability.
It means higher LDR will reduce the profitability.
This finding is rational because the average LDR is
already 83%. According to the banking authority,
the bank should not exceed 85% of LDR as it makes
the bank riskier. It means higher LDR can be risky.
Further, as LDR is also a measure for liquidity risk,
high LDR also means higher liquidity risk.

Non-performing loan (NPL) is an indicator of
credit risk. It means higher NPL is very nega-



tive for the bank as it reduces potential income.
Further, the cost of maintaining the non-per-
forming loan (NPL) is expensive and it can lower
the income and profit. The finding is in line with
the assumption that NPL is negative to profitabil-
ity. For the model using OLS, all are negative and
significant at 1%. When the model is estimated
using IVREG-2SLS, NPL is significant at 5%. It
means any increase in NPL will reduce bank prof-
it. For the ROE, NPL is not significant. This re-
sult is in line with Mongid and Tahir (2011), Dewi
(2009) and Nur’ainy et al. (2013).

The size is important in business especially in the
competitive market. The banking industry is a
very competitive market. It means in banking, size
matters. Big banks enjoy a better position in the
market in terms of reputation and implicit guar-
antee from the government. However, our result
shows differently. The size of bank asset (LASSET)
is negative but not significant. There is a tendency
that big banks tend to be less efficient and this re-
duces their profit. We should note that the result
is not significant, meaning the asset size may or
may not determine the profit. This result is not in
line with Halkos and Salamouris (2004), Haryati
and Kristijadi (2014) and Mongid and Tahir (2011).
Bikker and Hu (2012) and Goddard et al. (2004)
found that there was a positive correlation be-
tween bank’s performance and its size.

The Good Corporate Governance (GCG) index is
positive and significant in all models. It means bet-
ter GCG is positive to bank profitability. A bank
with the highest rating (5) will have 3.5% ROA for
the OLS and 3.4 for IVREG-2SLS. This result un-
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derlines the importance of GCG in the banking in-
dustry. Referring to Okike and Turton (2009) on
the UK case, this finding supports the importance
of GCG in banking. As banks depend on trust, a
good rating on GCG means the bank is operat-
ing using transparency, responsibility, account-
able and independence. This finding is supported
by previous studies such as Mongid (2007), Dewi
(2009), Lutfi, Silvy, and Iramani (2014), Okike and
Turton (2009) and Subanidja, Rajasa, Suharto, and
Atmanto (2016). From this finding, we can conclude
that GCG directly improves bank performance.

ZSCORE is a measure of banking stability or risk.
The higher the value, the lower the risk. ZSCORE
is a common measure of stability at the level of
individual institutions. ZSCORE compares capi-
tal buffers of a bank compared to the risk derived
from the volatility of bank’s profit. Volatility of
profit indicates a risk of failure or solvency risk.
This measure of risk is widely used in Laeven and
Levine (2009) and Cihak and Hesse (2010). From
Table 3, we can conclude that the use of instru-
mental regression (IVREG-2SLS) produces a
stronger result as the CAR has better significance
than the OLS model. For ROE, it is positive but
not significant. For the IVREG-2SLS, both ROA
and ROE are significant at 1%. It means less risky
banks are more profitable. As ZSCORE is an in-
strumented variable, we then can conclude that a
bank that is strong in profit and capital, will have
a better profitability. This finding is in contrast
to Aebi, Sabato, and Schmid (2012). This finding
implied that GCG can influence the bank per-
formance indirectly via its role on bank stability
(ZSCORE).

CONCLUSION

Efforts to improve governance in all aspects of business in Indonesia have been made and show a
positive result. Using the case of public banks, we can conclude that GCG is positive and significant
for bank stability. It means banks with a better governance rating will have higher stability. We then

use the bank stability as instrumented variable to

test whether the governance rating has an indirect

impact on performance. Our result shows that bank stability can mediate bank governance for bank
performance. Our analysis on the determinants of bank performance provide interesting insights. We
can conclude that bank governance rating can directly influence bank performance measured using
ROA and ROE. Bank governance rating is positive and significant for both the ROA and ROE models.
Bank stability is also positive for bank performance indicating the indirect contribution of GCG rat-
ing on bank performance. NPL is negative and significant. LDR, CAR and bank size (LASSET) are all

significant but negative.
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This study contributes to the empirical work by presenting strong evidence on the importance of GCG
implementation. Unlike previous studies on GCG that focus on the board size, independent commis-
sioner and audit, this study focuses on the implementation of the GCG regulation that covers eleven
aspects. We apply instrumental regression to capture the direct and indirect effect of GCG on perfor-
mance. However, these findings leave the question of whether there is an efficiency issue related to size
or whether it is a managerial issue. This finding should attract new studies using different types of bank
to assess the importance of GCG on performance.

The limitations of this paper are as follows. First, we used only 150 bank observations in this study.
Therefore, there might be unstable results during estimation. In terms of bank asset size, state banks are
too dominant compared to other private listed banks. Thus, there might be ownership bias that gives a
further limitation on the results of this study. Further research should cover more banks.
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