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Abstract. The purpose of this study is to examine and analyze the influence of the 
implementation of Good Corporate Governance principles and financing risk management 
on the Islamic banks’ performance in Indonesia over the 2010-2019 period. 11 full-pledge 
Islamic Banks (BUS) was selected as the study sample using the purposive sampling technique 
and analyzed using the panel multiple regression techniques. The study found that Good 
Corporate Governance (GCG) and Financing to Deposit Ratio (FDR) positively influence 
the Islamic banks’ performance. In contrast, Non-Performing Financing (NPF) has a 
negative influence on Islamic banks’ performance. These findings imply that to promote 
the performance further, the Islamic banks should enhance the implementation of GCG 
principles and minimize NPF by improving financing risk management and enhance their 
financing by allocating their existing funds to the bankable and productive economic sectors. 
Keywords: good corporate governance, financing risk management, non-performing financing, 
financing to deposit ratio, Islamic banks’ performance
JEL Classification: G21, G34

Abstrak. Tujuan dari penelitian ini adalah untuk menguji dan menganalisis pengaruh 
penerapan prinsip-prinsip tata kelola perusahaan yang baik dan manajemen risiko 
pembiayaan terhadap kinerja bank syariah di Indonesia selama periode 2010-2019. 
Sebanyak 11 Bank Umum Syariah (BUS) dipilih sebagai sampel penelitian dengan 
menggunakan teknik purposive sampling dan dianalisis dengan teknik regresi berganda 
panel. Studi ini menemukan bahwa tata kelola perusahaan yang baik dan rasio 
pembiayaan terhadap deposit memiliki pengaruh signifikan positif terhadap kinerja bank 
syariah, sementara pembiayaan bermasalah ditemukan memiliki pengaruh signifikan 
negatif terhadap kinerja bank syariah. Temuan ini menyiratkan bahwa untuk lebih 
meningkatkan kinerja, bank syariah harus meningkatkan penerapan prinsip-prinsip 
tata kelola perusahaan yang baik dan meminimalkan pembiayaan bermasalah dengan 
meningkatkan manajemen risiko pembiayaan dan mengalokasikan pembiayaan mereka 
ke sektor ekonomi yang produktif.
Kata Kunci: tata kelola perusahaan yang baik, manajemen risiko pembiayaan, pembiayaan 
bermasalah, rasio pembiayaan terhadap deposito, kinerja bank syariah
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Introduction

The establishment of the Islamic Development Bank (IDB) in Jeddah in December 1973 
became one of the triggers for various banks with Islamic principles. IDB was inaugurated 
in July 1975 and began operations in October 1975. According to Yaya et al. (2016), IDB is 
an international financial institution founded on the declaration of the results of conferences 
of Ministers of Finance of Muslim countries, intending to support the progress of economic 
and social development of member countries and other Muslim communities based on the 
Islamic principles. According to Rivai & Usman (2012), another trigger of Islamic banks’ 
presence was the gathering of the world’s Islamic economists for the first time in 1976 in the 
International Conference on Islamic Economics and Finance in Jeddah.

Because of these triggers, in the 1970s, several Islamic banks began to emerge. In the 
Middle East, Dubai Islamic Bank establish in 1975, the Faisal Islamic Bank of Sudan and the 
Faisal Islamic Bank of Egypt launched in 1977, and the Bahrain Islamic Bank was established 
in 1979. In the Asia-Pacific region, the Muslim Pilgrims Savings Corporation (Tabung 
Haji), which aims to help Malaysians who desire to make savings to perform the Hajj, was 
established in 1962 (Suryani, 2012). 

Subsequently, in Indonesia, Bank Muamalat Indonesia (BMI) was established in 1992 
as the first Islamic bank, following other banks. When the crisis hit Indonesia in 1998, 
BMI was the only bank that was not shaken by the crisis, while almost all other banks and 
conventional financial institutions had to face bankruptcy. After experiencing Islamic banks’ 
ability to survive during the crisis, Bank Indonesia (BI), the central bank of Indonesia, is 
committed to developing Islamic banking in Indonesia. One proof of BI’s commitment is the 
National Sharia Banking Development Blueprint for the period 2002-2011.

According to Soemitra (2009), the Indonesian Islamic banking development blueprint 
published by BI contains the vision, mission, and objectives of developing Islamic banking 
and a set of strategic initiatives with clear priorities in answering the main challenges and 
achieving the goals over the next ten year. With the Islamic banking development blueprint’s 
issuance, the Islamic banking market is also increasingly widespread and competitive. 

The development of Islamic banking in Indonesia is also the result of the Indonesian 
people’s demands who need an alternative banking system (Hamid et al., 2017). The intended 
alternative is where banks can provide healthy banking or financial services and meet Islamic 
principles. Seeing the magnitude of this request, then a particular constitution on Islamic 
Banking, namely Islamic Bank Regulation No. 21 of 2008, was present as the legalization of 
Islamic banking activities that strengthened Islamic banks’ foundation in Indonesia (Bank 
Indonesia, 2002).

Consistently over time, Islamic banks in Indonesia have shown their development. As 
illustrated in Table 1, the total assets of Islamic banks to the banking industry’s total assets 
have increased from 3.24% in 2010 to 4.89% in 2013. Although the values had slightly 
decreased to 4.83% in 2015, they showed a steady increase afterward and achieved 5.74% 
in 2017. After the conversions of Bank Aceh into full-fledged Islamic banking in 2016 and 
Bank Nusa Tenggara Barat (NTB) in 2018, the market share of Islamic banking institutions 
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nationwide jumped to 5.91%. In 2019, the market share of Islamic banks in Indonesia 
reached 6.12% (Financial Services Authority, Indonesia, 2020).

Table 1. Islamic Banking Market Share in Indonesia, 2009-2019

Period
Islamic Banking 

Total Aset (IDR Billion)
Islamic Banking Market 

Share (%)
Public Commercial Banks’ Total 

Assets (IDR Billion)

2010 97.5 3.24 3,008.8

2011 145.5 3.98 3,652.8

2012 195.1 4.57 4,262.6

2013 242.3 4.89 4,954.5

2014 272.3 4.85 5,615.1

2015 296.3 4.83 6,132.6

2016 356.5 5.29 6,729.8

2017 424.2 5.74 7,387.1

2018 477.3 5.91 8,068.3

2019 524.6 6.12 8,562.9

Source: The Banking Statistics and the Sharia Banking Statistics, Financial Services Authority, Indonesia (2010 – 2020).

The development of Islamic banks is also marked by an increase in the number of 
Islamic banks. Karim (2013) states that in 2005 the number of Islamic banks in Indonesia 
amounted to 20 units divided into 3 Sharia Commercial Banks and 17 Sharia Business Units. 
Meanwhile, the numbers of Sharia Rural Banks were 88 units. In the period of nine years from 
2009 to December 2017, the number of banks increased and followed by the development 
of the Islamic banking office network. As illustrated in Table 2, in 2019, there were 14 Sharia 
Commercial Banks with 1,919 units of offices, 20 Sharia Business Units with a total of 381 
offices, and 164 Sharia Rural Banks with a total of 617 offices (The Sharia Banking Statistics, 
the Financial Services Authority, Indonesia, 2020).

The rapid development of the banks is not isolated from their excellent performances. 
According to Mewengkang (2013), performance shows how a bank can produce a good 
achievement. Performance reflects the company’s ability to allocate and manage its resources. 
As one of the financial institutions that offer Islamic financial services to the public, Islamic 
banks should be able to maintain or even improve their performance so that they can 
compete and survive amidst the fierce competition within the banking industry (Majid et 
al., 2014; and Hamid et al., 2017). Besides, with the increasing number of Islamic banks in 
Indonesia, customers think critically and selectively in choosing the best bank to save their 
funds. Especially at this time, customers have not only been using bank services to deposit 
funds, but they have also perceived the banks as avenues for investing funds with the hope 
of obtaining profits in the future (Hidayati & Utiyati, 2013). Therefore, Islamic banks with 
high-performance levels will be looked at and become the main target of customers to invest 
their funds. In this case, profit or profitability can be a measure to see the bank’s achievements 
in its operations.



Agustina Maulidar. Do Good Corporate Governance and Financing Risk Management 

http://journal.uinjkt.ac.id/index.php/etikonomi
DOI: htttp://dx.doi.org/10.15408/etk.v19i2.15080

172

Table 2. Number of Sharia Banks and Sharia Banking Office Networks in Indonesia

Bank/Period 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

Sharia Commercial Bank:

Number of Bank 6 11 11 11 11 12 12 13 13 14 14

Number of Offices 711 1,215 1,401 1,745 1,998 2,163 1,990 1,869 1,825 1,875 1,919

Sharia Business Unit:

Number of Bank 25 23 24 24 23 22 22 21 21 21 20

Number of Offices 287 262 336 517 590 320 311 332 344 354 381

Sharia Rural Bank:

Number of Bank 138 150 155 158 163 163 163 166 167 167 164

Number of Offices 225 286 364 401 402 439 446 453 441 495 617

Source: Sharia Banking Statistics, Financial Services Authority, Indonesia (2009 – 2020)

From the perspective of shareholders, profitability can use as a benchmark for how 
much profit can gain if they invest in the company. Meanwhile, for managers, profitability can 
be used to determine the success of the company that they lead. If a company’s profitability 
is high, proving that the company has been efficient in carrying out its operational activities, 
this also shows that the company has great potential in generating profits (Handayani et al., 
2016).

According to Marchyta & Astuti (2015), in measuring the performance of a company, 
two profitability ratios are commonly used, namely Returns on Assets (ROA) and Returns 
on Equity (ROE). ROA is an indicator used to measure how much company profits are 
based on its total Asset, while ROA illustrates how management is efficient in managing its 
assets to generate income (Ahmed et al., 2017). If the ROA value of a bank is large, then the 
bank’s profit will also be extensive, and the bank’s position will be better in terms of asset use. 
According to Veno & Syamsudin (2016), ROE is one of the profitability ratios that show the 
ability of a company to generate net income for the return of shareholders’ equity. In other 
words, ROE is a financial ratio used to measure how much the level of profitability of equity. 
If a company has a considerable ROE value, this indicates that its performance is good.

Although Islamic banks are new players compared to conventional banks, Islamic 
banks have proven to adequately use and well-managed their capital and Asset for the last 
decade. The fact is, first, based on a report from the Financial Services Authority of Indonesia 
in December 2017, the banks’ assets management, as measured by ROA, reached 2.55%. 
Second, for capital use activities, the banks produced 19.40% level of returns within the same 
period, as shown by the ROE ratio. 

The fluctuations of the values of ROA and ROE have witnessed the changes in 
Islamic banks’ performance, caused by the market competition between Islamic banks 
and conventional banks. In winning competition amidst the rapid growth of banking, 
Islamic banks need to enhance Good Corporate Governance (GCG). The presence of 
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corporate governance for Islamic banks ensures the Shariah compliance of all Islamic 
banking operations. Thus, the implementation of GCG is essential for Islamic banks to 
better position themselves in Indonesia’s parallel banking system, where both Islamic and 
conventional banks co-exist in the banking industry. This difference is sought by customers 
who want a bank with Sharia principles, making Islamic banks superior and having their 
markets. It also urges Islamic banks to be able to carry out financing management properly. 
Therefore, the application of GCG and financing risk management in Islamic banking 
is becoming increasingly important, as these factors play essential roles in improving the 
performance of Islamic banks, which is one of the main factors in attracting public interest 
and trust.

Due to the importance of the implementation of GCG, the Central Bank of Indonesia, 
Bank Indonesia issued Bank Indonesia Regulation in 2006, concerning the GCG for both 
conventional and Sharia commercial banks. To further enhance the implementation of 
GCG, in 2009, Bank Indonesia has issued Bank Indonesia Regulation, concerning the 
implementation of GCG for both full-fledged and Islamic window of Sharia banks in 
Indonesia. According to Desiana et al. (2016), the implementation of GCG is a vital aspect 
for the Islamic banks to improve the company’s performance by monitoring its management’s 
performance and ensuring management accountability to shareholders. The proxy used to 
measure GCG is the composite value of GCG self-assessment. GCG self-assessment is an 
assessment of the implementation of GCG principles conducted by the bank following the 
eleven factors that have been determined by the Bank of Indonesia.

Apart from the implementation of GCG to improve performance, Islamic banks 
should also pay their attention to financing risk management aspects. In the external and 
internal conditions of Islamic banks that are experiencing relatively rapid development 
and accompanied by the increasing risk of banking business activities, Islamic banks are in 
dire need to implement prudent risk management. A risk is an event where a measure of 
uncertainty arises that can cause losses. As a financial institution, banks can face a variety 
of risks, including market risk (changes in net asset value due to changes in economic 
factors), credit/financing risk (changes in net asset value due to changes in the ability 
of third parties to fulfill their obligations), operational risk (costs arising from errors in 
making transactions), and performance risks (failure to monitor employees or failure in 
using measurement methods) (Prabowo, 2009). Because it has various potential risks, as 
Prabowo (2009) mentioned, risk management in the banking industry has become an 
essential part of the operationalization of risks faced by banks. In minimizing risk, the risk 
management process includes risk identification, risk measurement, risk management, risk 
limitation, and risk monitoring. 

One risk that becomes a concentration of Islamic banks is the risk of financing. The risk 
of financing is a risk that causes losses to occur due to the possibility that the counterparty 
will fail to fulfill its obligations, or it can be said that it will not pay back the financing. 
One indicator that can be used to measure the risk of financing in Islamic banks is Non-
Performing Financing (NPF) (Ekaputri, 2014). NPF is related to the risk of financing 
provided by banks, and it shows the ability of bank management to manage non-performing 
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financing provided by banks to customers (Maesun & Purwaji, 2016). Therefore, GCG and 
financing risk management are essential in managing banking institutions that have been 
created and designed to improve bank performance, protect the interests of stakeholders, and 
improve their compliance with laws and ethical values that generally applicable.

Previous studies have investigated the effects of GCG (Sumarsono, 2014; Kartika, 
2014; and Fauzi, 2016) and financial risk management (Ekaputri, 2014; Siswanti, 2016; 
and Budiman, 2016) on companies’ performance in Indonesia. For example, Sumarsono 
(2014) examined the effect of GCG implementation on the profitability of publicly listed 
companies listed on the Indonesian Stock Exchange. Kartika (2014) and Fauzi (2016) 
examined the effect of GCG implementation on full-fledged Sharia banking in Indonesia. 
They measure the implementation of GCG through indicators of the Sharia supervisory 
board, the board of commissioners, the board of directors, and the audit committee on 
Islamic banks’ performance, measured by ROA. Similarly, Desiana et al. (2016) investigated 
the effect of GCG on profitability, measured by ROE, on Sharia banks in Indonesia 
for 2010-2015. Overall, these studies found the important role of GCG on the firms’ 
performance, and only a few of the found the insignificant effect of GCG on banking 
performance (Fauzi, 2016).

On the other hand, Ekaputri (2014), Siswanti (2016), and Budiman (2016) 
examined the effects of financing risk management represented by the NPF on Islamic 
banks Indonesia. These studies found mixed findings; some recorded the significant 
negative effect of NPF on banking performance (Ekaputri, 2014; and Budiman, 2016), 
and few studies documented the significant positive effect of the NPF on the performance 
of Sharia banking institution (Siswanti, 2016). These reviewed studies documented 
mixed findings of GCG and financial risk management’s effects on firms’ performance. 
These shreds of evidence could be partially due to their studies investigating the effects of 
GCG and management risk separately on the banking performance, different variables’ 
measurement, the various period of the study, and different use of data analysis techniques. 
Thus, to provide more robust and latest findings, this study purposely explores the effect of 
both GCG and financial risk management on the Sharia banking institution using panel 
data regression analysis over the period 2010-2019.

This study’s findings are hoped to sheds some light on Sharia banking management to 
design proper strategies to implement GCG and financial management risk improving the 
banking performance. This study’s findings are also crucial for the relevant governmental 
authorities, such as the Financial Services Authority and Bank Indonesia, to promote 
the Sharia banking industry’s existence by enhancing their performance through the 
implementation of GCG and management risk. Sharia banks’ customers also hoped to gain 
some vital information to predict the banks’ performance based on GCG and management 
risk policies implemented by the banks. 

The rest of the study is structured in the following manner. Section 2 provides the 
research method on which the data analyses are based. Section 3 presents the findings and 
their discussion, followed by the concluding remarks in the final section, Section 4.
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Methods

This study empirically explores the relationship between the implementation of Good 
Corporate Governance (GCG) and financing risk management on the performance of 11 
full-fledged Islamic commercial banks in Indonesia over the period from 2010 to 2018. 
Of 13 existing Islamic banks during the study period, 11 were selected using the purposive 
sampling technique. The selected banks are based on the following criteria: full-fledged 
Islamic banks that regularly publish annual reports and GCG implementation reports. 

Since the study investigates 13 cross-sectional banks over nine years of time series 
period, the panel regression method is used to answer the study’s objective. Commonly, the 
panel regression analysis comprises three models, namely: Common Effect Model (CEM)/
Pooled Ordinary Least Square (POLS), Fixed Effect Model (FEM)/Least Squares Dummy 
Variable (LSDV) technique, and Random Effect Model (REM)/Error Components Model 
(ECM).

Sunarwan (2015) defines the Pooled Ordinary Least Square (POLS) model as the 
simplest estimation method of the panel data regression model with an intercept assumption 
and constant slope coefficient between time and cross-section (common effect). This model 
is also called the Common Effect Model (CEM), does not pay attention to individual 
dimensions or time. It is assumed that the data behavior between companies is the same in 
various periods. The form of the model is: 

    (1)

Meanwhile, the Fixed Effects Model (FEM) assumes that individuals’ differences can 
accommodate the difference in intercepts. To estimate the fixed effects panel data using 
a dummy variable technique to capture the intercept differences between variables. This 
estimation model is often called the Least Squares Dummy Variable (LSDV) technique 
(Sally, 2015). Gujarati (2009) defines the meaning of the term fixed effects, although the 
intercept may differ between individuals, the intercept of each individual does not vary 
from time to time that is invariant time. Using dummy variables can allow intercepts 
to vary between individuals, specifically, differential intercept dummies. Therefore, the 
equation is as follows:

  (2)

Although the FEM or LSDV is easy to implement, Gujarati (2009) states that the 
LSDV model’s reason is that dummy variables can represent a lack of knowledge about 
the model. However, LSDV can result in the loss of a significant number of degrees of 
freedom. Therefore, the Error Components Model (ECM) or the Random Effects Model 
(REM) can overcome this problem. The Generalized Least Squares (GLS) method can 
estimate disturbance variables that correlate between individuals and years (Majid & 
Maulana, 2012; Arfan et al., 2017; Majid et al., 2020). If we do not take into account this 
correlation structure, the resulting estimator will be inefficient. The REM equation can 
write as follows:
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    (3)

Where PRF is the performance of the Islamic banks; GCG is the good corporate 
governance; NPF is the non-performing financing; FDR is the financing deposit ratio; β1 and 
α1 are the constant terms, β2, β3, and β4 are the estimated of independent variables, D is the 
dummy variable, α2, α3, and α4 are the estimated of dummy variables, ε and μ are the error 
terms, i and t are the Islamic bank i and period t. 

The data used in this study are financial ratios of profitability measured by Returns on 
Assets (ROA), Good Corporate Government (GCG) measured by 11 indicators proposed 
by Bank of Indonesia, and financial risk management measured by the Non-Performing 
Financing (NPF) and Financing Deposit Ratio (FDR). Secondary data from 2010-2018 
gathered from the Islamic banks’ financial reports and Sharia Statistics, Financial Services 
Authority of Indonesia. 

The year 2010 is taken as a starting data period for data analysis, since starting from the 
year 2010 onwards, all full-fledged Islamic banks and Islamic windows have been mandatory 
to implement the GCG principles. The selected data period is in line with the Circular of 
Bank Indonesia No. 12/13/DPbS and Bank Indonesia Regulation No.11/33/PBI/2009 that 
obliged all Sharia commercial banks and sharia business units to implement GCG principles 
in their operations.

Result and Discussion

This study adopted the panel data analysis method. The panel data has three models, 
namely Common Effect Model (CEM)/Pooled Ordinary Least Square (POLS), Fixed Effect 
Model (FEM)/Least Squares Dummy Variable (LSDV) technique, and Random Effect 
Model (REM)/Error Components Model (ECM). In selecting the most appropriate panel 
regression model for data analysis, the study conducts the Chow test, the Hausman test, and 
the Lagrange Multiplier test.

The Chow test was conducted to determine whether the most appropriate panel data 
model between the CEM/POLS method or by the FEM method (Sobita et al., 2014). If 
the test results show that the most appropriate model to be used is the CEM/POLS, the 
Hausman test is no longer needed to perform. However, if the Chow test results show 
otherwise, the FEM model is the most suitable model to be used; thus, the Hausman test 
needs to be further conducted. The Chow Test results in this study can show in Table 3.

Referring to the Chow test results from Table 3, the study failed to reject H0 (CEM/
PLS), as shown by the insignificant value of cross-section F (0.285 > 0.10). This finding means 
that the CEM/POLS is the most appropriate model to be adopted compared to the FEM. 
Since the study rejected the FEM, the Lagrange Multiplier test needs to be further tested 
to determine which panel regression model should be selected as the best model between 
CEM/POLS and REM/ECM (Umar, 2014). Table 3 illustrated that the probability value of 
Breusch Pagan is found to be insignificant (0.1793 > 0.10), showing a non-rejection of H0 
(CEM/POLS), while the rejection of H1 (REM/ECM). These findings show that both based 
on the Chow test and Lagrange Multiplier test, the CEM/POLS is found to be the most 
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appropriate model to be adopted in the study. Having identified the CEM/POLS model is 
the most suitable panel regression model to be estimated in our study, in the next step, the 
study estimates the model where their findings show in Table 4.

Table 3. Tests of Panel Model Selection

Chow Test: Effects Test Statistic d.f. Prob.

Cross-section F 1.238 (10,63) 0.285
Cross-section Chi-square 13.817 10 0.181

Lagrange Multiplier Test Cross-section Time Both

Breusch-Pagan  0.044  1.759  1.803
Prob. 0.832 0.184 0.179

The t-test is used to see the significance of the influence of independent variables 
individually on the dependent variable, assuming other independent variables are constant. 
Positive (+) and negative (-) signs indicate the direction of the relationship, whether the 
change in the dependent variable is in the same direction (positive) with the change in the 
independent variable or the opposite direction (negative). If rejecting H0 and accepting 
H1 means that the independent variables statistically significantly influence the dependent 
variable. However, if receiving H0 and rejecting H1 means that the independent variables 
statistically do not significantly affect the dependent variable.

Table 4. Findings of the Panel Regression Model

Variable Coefficient Std. Error t-Statistic Prob.

GCG 1.442* 0.759 1.900 0.061

NPF -0.404*** 0.031 -12.822 0.000

FDR 0.014*** 0.004 3.123 0.002

R2 = 0.702; Adjusted R2 = 0.694; F-statistics = 43.087***;
Prob. F-stats = 0.000; Durbin-Watson = 2.233.

Note: *** and * indicate significant at the 1% and 10% levels, respectively.

As illustrated in Table 4, the study found a significant positive effect of GCG on bank 
performance, measured by ROA at the 10% level of significance with the estimated value of 
1.442. Specifically, this shows that a 100% increase in the implementation of GCG principles 
has increased banking performance by 14.42%. This finding shows that the first hypothesis, 
H1, is not rejected, implying that the GCG variable has a significant partial effect on Islamic 
banks’ performance in Indonesia. This finding provided evidence of the importance of GCG 
implementation for the promotion of Islamic banking performance. 

GCG is one crucial part of the process and structure used by the Islamic banking 
organs such as shareholders, capital owners, commissioners, Shariah supervisory boards, and 
directors to improve business success and accountability. Its GCG’s principles could also be 
used as a guide to maximize shareholder value in the long term while taking into account the 
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interests of other stakeholders, based on decision-making regulations and ethical values. The 
results of our study show the significance of GCG in affecting banking performance. This 
finding further implies that to enhance Islamic banking performance in the future, the banks 
should pay more attention to improve the application of GCG principles based on Islamic 
values.

The result of this study is in line with previous research conducted by Fauzi (2016), 
Desiana et al. (2016), and Tumewu & Alexander (2014), which state that GCG has a positive 
impact on the performance of Islamic banks. Kusuma & Ayumardani (2016) also found that 
corporate governance efficiency improved Islamic banks’ performance in Indonesia over the 
2010-2014 period. Kusuma & Rosadi (2019) and Irawati et al. (2019) also provided pieces of 
evidence on the importance of good governance in improving Islamic banking performances 
in Indonesia. However, this research contradicts the results of previous research conducted by 
Syam & Najda (2012), which states that the implementation of GCG does not significantly 
influence Islamic banks’ profitability.

Table 4 also provides findings of the second hypothesis test, H2 - Non-Performing 
Financing (NPF) affects Islamic banking performance. The study found a significant negative 
effect of NPF on banking performance at the 1% significance level with the estimated value 
of -0.404. This finding shows a non-rejection of the second hypothesis, H2. This finding 
shows that an increase in NPF by 100% has caused a 40.4% decline in banking performance. 
An increase in NPF has affected the bank’s performance inversely because the higher the NPF, 
the worse the quality of bank financing that has the potential of problematic financing to be 
greater, affecting the fall in the value of ROA. 

NPF measures the amount of financing that is problematic and may not be 
invoiced. The result of our study indicated a significant negative effect of NPF on banking 
performance. The greater the value of the NPF, the worse would be the Islamic bank’s 
performance due to the presence of problematic financing reflected in the NPF. In turn, 
this could result in the banks’ loss of opportunity to obtain income from the financing 
provided, thus worsening their profitability. This finding implies that, in the future, Islamic 
banks should pay more attention and be careful when providing financing not to increase 
NPF and, consequently, deteriorate the performance of Islamic banks.

The results of this study support the findings of previous studies conducted by 
Ferdyant & Takidah (2014), Yuliany (2014), and Sulistianingrum (2013). They recorded a 
negative impact of NPF on performance, as measured by ROA. Fakhrunnas & Imron (2019) 
documented a negative influence of NPF on 21 rural Islamic banks’ performance across 21 
in Indonesia during the 2013-2017 periods. Similarly, Sanusi & Zulaikha (2019) found 
evidence that NPF negatively affected Islamic rural banks’ profitability in Indonesia. Finally, 
Zaman & Chowdhury (2019) also found a negative correlation between NPF and Islamic 
banking performance in Bangladesh.

The finding of the third hypothesis, H3 - the financing to deposit ratio, affects the 
banking performance, and is also reported in Table 4. The Financing to Deposit Ratio 
(FDR) has a positive effect on banking performance at the 1% level of significance value 
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with the estimated value of 0.014, confirming the non-rejection of the third hypothesis, H3. 
Specifically, this finding shows an increase of 100% in the FDR; it has caused an increase 
of 1.4% in banking performance. This finding also indicates the importance of managing 
financing to the ratio of the deposit to promoting Islamic banking performance.

Since the FDR measures the banks’ financing as a source of liquidity, which is by 
dividing the amount of financing provided by banks against the third party funds, the higher 
the FDR implies the higher ability of Islamic banks to channel their funds to finance the third 
party. FDR has a positive impact on the banking performance caused by the banks’ higher 
ability to utilize their funds channeled to the third party optimally. With the distribution 
of large third party funds, the banks earned higher returns on their assets as a measure of 
banking performance. This further implies that Islamic banking institutions should continue 
to pay attention to financing management so that Islamic banks’ performance will be steadily 
improving in the future.

This finding is in harmony with previous research conducted by Sulistianingrum 
(2013), which states that FDR has a positive and significant effect on performance measured 
by ROA. Apip et al. (2019) shared a similar finding of FDR’s significant positive effect on 
Islamic banking performance in Indonesia. In the long run, the FDR is found to positively 
affect the performance of 11 Islamic banks in Indonesia over the period from2014 to 2018 
(Aspirantia et al., 2019). However, this research contradicts the research results conducted by 
Suryani (2012), which states that FDR does not affect performance.

Finally, our estimated model is free from model misspecification, as indicated by the 
F-statistics’s significance at the 1% level of significance. This finding shows the model’s power 
to predict banking performance, considering GCG, NPF, and FDR as their determinants. 
As shown by the determination of adjusted R2, the estimated coefficient of 0.694 shows 
that 69.4% variations in the Islamic banking performance predict by the changes in GCG, 
NPF, and FDR variables. On the other hand, only 30.6% of Islamic banking performance 
variations explain by other variables such as capital adequacy, assets management, dividend 
policy, and other factors that not include in the model.

Conclusion

This study empirically measured and analyzed the influence of the implementation of 
Good Corporate Governance (GCG) and financing risk Management on Islamic banking 
performance in Indonesia over the 2010 to 2018 period. Based on the panel regression of 
Common Effect Model/Pooled Least Square, the study found the positive effects of GCG 
on Financing to Deposits Ratio (FDR) on the Islamic banking performance. Meanwhile, 
Non-Performing Financing (NPF) has a negative impact on Islamic banks’ performance. 
These findings imply that to promote Islamic banking performance further, the managers 
should enhance the implementation of the GCG principles and financing risk management 
by channeling financing to credible and bankable productive economic sectors. 

Future studies on this topic could provide reliable and comprehensive empirical by 
incorporating Islamic banking performance determinants into the model of analysis. These 
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determinants could include both internal and external determinants contributing to Islamic 
banking performances. Finally, incorporating more Islamic banks across the globe into the 
study and analyzing them will comparatively enrich empirical findings.
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