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Abstract
This study aims to examine the relationship between executive’s compensation and firm performance in
the banking industry in Indonesia. This study also determines the impact of remuneration and nomination
committee (RNC) on executive’s compensation (EC) and firm performance. The samples are listed bank in
Indonesia during 2006 – 2015. The regression uses two stage least square (2SLS) with unbalanced panel data.
The findings reveal that performance on pay and pay on performance are valid in Indonesia. However, the
performance is only for accounting-based performance but not for market value–based performance.
Furthermore, in examining the role of remuneration and nomination committee (RNC), the findings reveal
that the RNC has a negative relationship to the executives’ compensation (ES). It seems the role of the RNC is
preventing the overpaid of the EC. Finally, regarding the ownership structure, The state banks have the
similar behavior with the main findings in this research. However, only in the state bank, the RNC has a real
impact on both accounting-based performance and market value-based performance. While ownership
concentration (BO) variable which is used as dependent variables in this study reveals the possibility of the
agency problems or inactive block holders condition that make ineffective monitoring role of the corporation
since the findings show that the more BO, the more EC, and the worse firms performance.
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1.

Introduction
The separation of ownership and control in the firm generate the agency problems. The owners of
the principals make a contract to the managers as the agent to act on behalf of the owner. Then, the
problem is the agent cannot always be guaranteed to act in the best interests of the principal. To maintain
the agent do in the best interest of principal, the shareholders need to spend the agency cost. There are
three components of agency cost: the monitoring cost by the principal to limit not good act by the agent,
the bonding cost for the agent to guarantee the agent will not do act that harm the principal, and residual
cost due to some divergence between the decision made by the agent with the best decision which will
maximize the wealthier of the principal (Jensen and Meckling, 1976).
In addition, two important categories of governance mechanisms in agency theory that the firm
can align the interests of managers with the interests of owners are organizational monitoring
mechanisms, including board structure and leadership structure; and executive incentive alignment
mechanisms, including executive compensation and ownership structure (Coles, McWilliams and Sen,
2001). In term of executive compensation and firm performance research, some scholars examine the pay
on performance, while the others study the performance on pay. The agency theory suggests the
performance to pay relationship. In this term compensation is the reward of prior performance. In
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addition, scholars indicate that the influence of pay for performance as a motivational tool (Devers et al.,
2007).
In Indonesia, the regulation regarding the good corporate governance (GCG) in banking industry
begins with the development of Indonesian Banking Architecture (API) in 2004. Then, the central bank
released the regulation no.4/8/PBI/2006 regarding the implementation of the GCG practices in the
banking industry. The last updated regulation was released in 2013 (Chou and Buchdadi, 2017). Briefly,
the regulation asked the bank to hire at least 50% of the independent board of director. In addition, the
regulation asked the formation of the audit committee, risk monitoring committee, and the remuneration
and nomination committee under the board of director’s supervision. The bank also has to make an
annual report which summarizing the number of meeting and attendance report in the annual report
It is mentioned that executive compensation is an important corporate mechanism to align the
interest of managers and shareholders by increasing their working incentives and efforts (Tan, 2014). The
bank has to build the remuneration and nomination committee under the board of director supervision
which provides the recommendation about the remuneration for both board of directors and executives in
general meeting of shareholders. The recommendation of remuneration policy need to consider on the
financial performance and reserve formation of the bank, individual work performance, fairness
compared to the peer group, and bank long term goal and strategic policy (Bank Indonesia, 2006).
The research examining the executives’ compensation on firm performance is still attracted to
many scholars (Guillet, Kucukusta and Xiao, 2012; Faria, Martins and Brandão, 2014; Crespi-Cladera and
Pascual-Fuster, 2015; Alves, Barbosa and Morais, 2016; Slomka-Golebiowska and Urbanek, 2016). Perhaps,
polemics on the argument regarding the executives’ compensation needs more research on different
condition to confirm the previous results. One argument stated that executives’ compensation should be
linked to past performance. In contrast, there is also the argument that the reward of the executive is for
the action will benefit the firm in the long run that is not always reflected in currently observable
performance (Balafas and Florackis, 2014).
For Indonesia case, only few research examining the impact of executives’ compensation on firm
performance. One research examining 303 firms from 2010 to 2012 noted that executives’ compensation
has a positive impact on firm performance which measured by return on assets (ROA) and Tobin’s Q
(Subekti and Sumargo, 2015). In addition, one study for non-financial firms during 2007 – 2010 found that
firm performance measured by ROA, net profit margin (NPM), and earnings per share (EPS) have a
positive effect and significantly to executive compensation (Mardiyati, Devi and Suherman, 2013).
Moreover, A working paper examining the executives’ compensation for the banking industry in
Indonesia during 2007 to 2009 provides the results that return on assets (ROA), outside directors, and
institutional ownership significantly affect executive compensation, but total shareholder returns do not
(Suherman, Rahmawati and Buchdadi, 2011). This working paper also suggests doing further research
examining the role of remuneration committee in the banking industry. Trying to develop the
implementation of GCG in Indonesia especially after the updating regulation in 2013, we will combine
these previous studies to examine the determinant of executives’ compensation as well as the impact of
executives’ compensation to firm performance. It is also our intention to make a confirmation to the
previous studies in developed countries as the developing countries, like Indonesia, has different political,
economic, technological and cultural condition (Mulili and Wong, 2011).
2.

Literature review and hypotheses development
In this section, we start by exploring the firm performance measurement in the banking industry.
The return on assets (ROA) and Tobin’s Q is commonly used as the proxies of firm performance in GCG
research (Klapper and Love, 2004; Basu et al., 2007; Mashayekhi and Bazaz, 2008; Munisi and Randoy,
2013; Sarpal, 2015; Abdallah and Ismail, 2016; Chou and Buchdadi, 2017). The return on assets (ROA) is
an accounting-based measures performance, while the Tobin’s Q is market value-based measures
performance. Furthermore, this study also uses non-performing loan (NPL) as the proxy of bank
efficiency following the result of the recent studies that the NPL is playing an important role on the
banking industry in Indonesia (Arafat et al., 2013; Chou and Buchdadi, 2016).
As it is mentioned in the introduction, this study will examine the role of the remuneration
committee. Moreover, the board characteristic is a critical variable in the field of the GCG research. Board
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of directors on behalf of the shareholders do monitoring and controlling role to the manager. There are
some terms regarding the board characteristics, such as: board size, board meeting, outsider/independent
board, busyness board, and duality board (Liang, Xu and Jiraporn, 2013). In this research, we use the
independent board of directors (IB) variable and firm size (ASSETS) as the controlling considering that
many research found the positive impact of independent board of directors on firm performance
(Mashayekhi and Bazaz, 2008; Black and Kim, 2012; Liang, Xu and Jiraporn, 2013; Al-Najjar, 2014; Müller,
2014; Duru, Iyengar and Zampelli, 2015; Zhu et al., 2016; Chou and Buchdadi, 2017). In addition, we also
use the size of the bank following the statement that it is commonly used as the control variable (Tao and
Hutchinson, 2013).
Furthermore, recent studies in good corporate governance field indicate the differences of
ownership structure could make various results. In the term of government ownership, Research
examining firms in gulf cooperative council (GCC) region which the firms mostly have highly
concentrated ownership and also it has the relatively large government stake in listed firms found that the
relationship between governance and firm performance is an increasing function of dispersed ownership
and that the value addition of good governance is not necessarily maintained at high levels of ownership
concentration. Furthermore, such a relationship reaches its highest level when the government or local
corporations are the firm’s major shareholders type of ownership (Abdallah and Ismail, 2016). In contrast,
in European Union countries, government ownership is associated with lower governance quality in civil
law countries. However, it is positively related to governance quality in common law countries (Borisova
et al., 2012). In addition, research using samples from four Pacific Basin markets, namely, China, Hong
Kong, Singapore, and Taiwan, from 2001 to 2012, the findings show that competition leads to strong payperformance sensitivity for widely-held firms, but not for family- or state-controlled firms. This result
suggests that the governance role of industry competition is weakened when firms are controlled by
family or the state (Ko et al., 2016). In term of ownership concentration, the previous research noted that it
has a positive impact on performance as block holders will monitor the firm appropriately (Omran, 2009;
Nguyen, Locke and Reddy, 2015). Meanwhile, the research using banks in 43 countries from 2002 to 2010
found that management-controlled banks take less credit risk and even less liquidity risk whereas
shareholder-controlled banks encounter more liquidity risk as they pursue more interest rate risk (Chen
and Lin, 2016). In this research, ownership structures in measured by shareholder independence (IND_S)
and the degree of ownership concentration (OC)
2.1 Performance to pay and pay to performance
Performance on pay
It is mentioned that agency theory suggests the performance on pay relationship. In this term
compensation is the reward of prior performance (Devers et al., 2007). There are some research found the
positive correlation between firm performance and executives’ compensation. Research in United
Kingdom companies, it is found that director compensation and current shareholder returns are positively
correlated. However, the paper finds little evidence of a link between directors’ pay (salary and bonus)
and pre-dated shareholder returns (Conyon, 1997). Moreover, In a study examining Japan corporation, the
results show that current accounting-based performance has a positive impact on the current
compensation. Yet, the market-based performance could not have a significant effect on the compensation
(Basu et al., 2007). In addition, in China a study found a positive correlation between executives’
compensation and firm performance. This study used current firm performance and also one year lagged
firm performance as the independent variables (Conyon and He, 2011). Inspired by these previous
researches, we propose the hypotheses as follow:
H1: The current performance will have a positive relationship with executives’ compensation (EC)
H2: The current performance will have a positive relationship with the next year executives’
compensation (EC)
Pay on performance
It is noted that scholars examining the influence of pay on performance conceptualize
compensation as a motivational tool. Then, the study uses the compensation as the predictor of the firm
performance (Devers et al., 2007). This is one of the contributions of this study in developing the GCG
research in Indonesia by positing the hypotheses regarding this issue as follow:
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H3: The current executives’ compensation (EC) will have a positive relationship with the firm
performance.
2.2 Remuneration and nomination committee
The previous research in Indonesia implied the future research to examine the role of the
remuneration and nomination committee on executives’ compensation (Suherman, Rahmawati and
Buchdadi, 2011) as well as the bank performance (Chou and Buchdadi, 2017). Furthermore, we noted
some research examining the committee role in GCG field. In Australia, the composition of the risk and
compensation committees is positively associated with risk, which, in turn, is associated with firm
performance (Tao and Hutchinson, 2013). It is also found that committee meetings have robustly
significant and positive effects on efficiency (Salim, Arjomandi and Seufert, 2016). Furthermore, research
on publicly listed companies across Sub-Saharan African countries the audit committee sub-indices has a
positive relationship to accounting performance, but it has a negative relationship with market valuation
(Munisi, Hermes and Randoy, 2014). Finally, in Indonesia the previous study found the impact of the
audit committee, both the composition and the meeting to firm performance. Yet, this study could not
found the role of risk committee in the banking industry (Chou and Buchdadi, 2017). Based on these
researches we develop the hypotheses as follow:
H4: The numbers of remuneration and nomination committee member (RNC) will have a positive
relationship with the firm performance.
H5: The numbers of remuneration and nomination committee member (RNC) will indicate a megative
relationship with the executives’ compensation (EC).
H6: The numbers of annual remuneration and nomination committee meeting (RNCM) will have a
positive relationship with the firm performance.
H7: The numbers of annual remuneration and nomination committee meeting (RNCM) will have a
negative relationship with the executives’ compensation (EC).
H8: The percentage of attendance of annual remuneration and nomination committee meeting (ARNCM)
will have a positive relationship with the firm performance.
H9: The percentage of attendance of annual remuneration and nomination committee meeting (ARNCM)
will have a negative relationship with the executives’ compensation (EC).
3. Data and methodology
3.1 Data
This study examines the sample from the annual reports of the listed bank in Indonesia capital
market during the period 2006 to 2015. The numbers of banks included in this study vary over the years.
It had 21 banks in 2006, and it became 37 in 2015. The total number of samples are 324 banks year. We also
explored the study for two different asset classes by dividing the bank in accordance with central bank
regulation Indonesia (Nomor 8/4/PBI/2006 article 76; Indonesia, 2006). The first group is small banks
which have asset less than IDR 10 trillion and the second group are banks which have asset more than
IDR 10 trillion.
3.2 Variables definition and model equations
The definition of variables used in this study will present in the following table:
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Table 1 Variables definition

3.3 Model equations
It is mentioned that research in examining the governance–performance literature has problems
regarding the econometric techniques for adjusting for all forms of endogeneity (Schultz, Tan and Walsh,
2010). Then, we applied the model equations using two stages least squares (2SLS) as follow:

www.jbrmr.com A Journal of the Academy of Business and Retail Management (ABRM)

83

Journal of Business and Retail Management Research (JBRMR), Vol. 12 Issue 3

April 2018

Note: Performance are measured by ROA, Tobin’s Q, and NPL. BO is the proportion of block
holder’s ownership.
4. Research result and discussion
4.1 Descriptive statistics
The descriptive statistics is presented in table 2, while the variables comparison between the small
bank and the big bank is described in table 3. The mean of executive compensation (EC) in this study IDR
41,984 million (about USD 3.220 million) per year. The executives’ compensation in this study includes
salary, bonus, routine allowance, tantiem, and other non-natura facilities. When the banks are separated
into two classes, it is noted big banks on average give bigger executives’ compensation than small banks.
In addition, the bank performances are measured by ROA, Tobin’s Q, and NPL. The average
value of Tobin’s Q of the bank in this study is 1.088, while the average value of NPL is 0.031. When the
banks are separated into two classes, for both variables Tobin’s Q and NPL, we found no significant
differences among two classes and the value of both variables in each group are almost similar to the
average value of the total samples. However, the average value of ROA of the total sample is 0.014, while
the average of ROA in big banks is 0.018 which is bigger than the small banks that only have ROA mean
value 0.009. Then, we could understand why the big banks deliver higher executives’ compensation than
small banks.
Table 2. Descriptive statistics

EC and Asset are in million Rupiah
Moreover, from table 2 it is noted that the bank in Indonesia on average has 4.145 members of
remuneration and nomination committee, conduct around 7.212 annual meeting, and attend 91.1% of the
meeting. While the results on table 3 show that big banks have more members in remuneration and
nomination committee than the small banks and also the big banks conduct more meeting than the small
banks. However, the small banks attend the meeting wieldier than the big banks. It is logic that the big
banks have more capability and resources to hire more committee member and conduct more meeting
than the small banks.
Furthermore, the bank in Indonesia has relatively high concentration ownership. It is noted about
76% of shares are held by block holder shares. It is also noted that the small banks have more
concentrated shareholders than the big banks. In addition, for indicating the state ownership we use the
dummy variable method. It will have the value 1 (one) whether it has shares hold by the government
(Arafat et al., 2013).
Before we do the regression analysis, we examine the Pearson’s correlation test to find the
multicollinearity phenomenon. The result shown in table 4 reveals that no multicollinearity among the
variables. In addition, we also perform a series of test including normally distribution test,
heteroscedasticity test, and autocorrelation test. Whether the autocorrelation exists in the OLS model, we
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will apply the random effect model that can overcome the problem (Murray, 2006). Then, we conducted
Chow test and Housman test to examine the best model in the regression.
Table 3. Variables comparison between big bank and small bank

Table 4. Pearson’s Correlation test

4.2 Discussion
Performance on pay
The regression results for performance on pay model are presented in table 5. The findings reveal
that NPL is a very important measurement in this model. The better NPL condition, the more
compensation received by the executives the current year and also the next year. This argument is more fit
to the big bank as the small banks do not have a significant relationship in this model. In addition, the
state banks also provide more executives’ compensation in the next year regarding better NPL condition
in the previous year. It is logic as on average the state banks are also the big banks. Moreover, the state
banks also focus on the accounting-based profit in the current year. The better ROA will provide the better
EC. In contrast, the market value does not have a significant effect on the EC. Then, this study support
some previous researches, such as market value has no significant effect to compensation (Conyon, 1997;
Basu et al., 2007); current accounting-based performance have a positive impact on the current
compensation (Basu et al., 2007); and a positive correlation between executives’ compensation and firm
performance, both current firm performance and one year lagged firm performance (Conyon and He,
2011).
In addition, ownership concentration (BO) and Independent board (IB) do not have a positive
impact on the current EC. However, both variables have a positive impact on EC in the next year. These
condition also happens in the state bank. Probably, it is an indicator that these both monitoring variables
in GCG have a vital role in controlling the EC not too overpaid.
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Table 5. Performance on pay

Bank in which the government hold some shares is a state bank. ***, **, * = significance at the1%, 5%, and 10% respectively.

Pay on performance
The results shown in table 6 reveal that executives’ compensation (EC) is the predictor of the
current accounting-based performance, but not for market-value based performance. The EC will improve
the NPL condition of the banks as well as it will improve the ROA achievement. However, it could not
make the significant effect to the Tobin’s Q. This condition also happens in the state bank. It seems the
valuation of the EC regards the accounting based performance as it is commonly used in the short term
compensation policy (Aggarwal, 2007).
Moreover, the ownership concentration (BO) has a negative impact on the performance. The BO
has a negative impact on the ROA for the big bank. While, in the state bank the BO have a positive impact
on the NPL and have a negative impact on both ROA and Tobin’s Q. These results are in contrast with the
findings in Vietnam and Singapore (Nguyen, Locke and Reddy, 2015), but support the findings in Gulf
countries (Abdallah and Ismail, 2016). It is mentioned that the BO creates agency problems between
majority shareholders and managers/minority shareholders, in a way that makes the performance of the
firm inefficient or at best less efficient. It is also mentioned about the probability of inactive block
shareholders that make ineffective monitoring role of the corporation (Abdallah and Ismail, 2016).
Perhaps, it needs further research to examine the type of the BO characteristic in Indonesia to find out
what are the main problems of these negative relationships.
Table 6. Pay on performance

. Note: T= Total Bank, B = Big bank, S = Small Bank, F = Fixed Effect, R = Random Effect, C = Common Effect
***, **, * = significance at the1%, 5%, and 10% respectively.
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Remuneration and compensation committee
The roles of remuneration and compensation committee are implied from the regression results
on table 7 and table 8. This committee, both the number of members and the number of meetings
annually, has a negative relationship with the current year executives’ compensation (EC). It means the
committee will control and manage the EC avoiding the overpaid in compensation. This condition also
happens among the state bank and the big bank, but not in the small bank. However, the role of the
remuneration and nomination committee is not robust in determining the next year compensation.
Probably it regards banks in Indonesia apply the short-term compensation policy. Moreover, the
attending percentage of the committee meeting (ARNC), as well as the ownership concentration (BO), do
not provide a significant impact on the EC. Then, this research broaden the previous research that found
the role of committee in GCG research, such as audit committee on firm performance (Chou and
Buchdadi, 2017), the composition of the risk and compensation committees on the risk which, in turn,
improve the firm performance (Tao and Hutchinson, 2013), committee meetings on efficiency (Salim,
Arjomandi and Seufert, 2016).
In addition, the results reveal that risk and nomination committee (RNC) does not provide a
robust impact on the firm performance. It is noted only RNC among the big bank and state bank will
enhance the Tobin’s Q. The risk and nomination meeting (RNCM) also could improve the Tobin’s Q of the
big banks. One study noted that the committee in helping monitoring function of the board of director
does not necessary improving the firm value, but it does not decrease the firm value (Brick and
Chidambaran, 2010). The recent study in Indonesia also reveals the similar findings with this study that
risk committee does not provide a positive relationship with the firm performance (Chou and Buchdadi,
2017).
Table 7. Remuneration and nomination committee impact on compensation

. Note: T= Total Bank, B = Big bank, S = Small Bank, R = Random Effect
***, **, * = significance at the1%, 5%, and 10% respectively.
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Table 8. Remuneration and nomination committee impact on performance

Note: T= Total Bank, B = Big bank, S = Small Bank, F = Fixed Effect, R = Random Effect, C = Common Effect
***, **, * = significance at the1%, 5%, and 10% respectively

5.

Conclusion
This study aims to examine the relationship between executive’s compensation and firm
performance in banking industry in Indonesia. This study also determines the impact of remuneration
and nomination committee on executive’s compensation and firm performance. The findings regarding
the performance on pay relation as it is mainly suggested in agency theory reveal that accounting-based
performance, i.e., non-performing loan (NPL) and return on asset (ROA), has a positive impact on the
executive’s compensation (EC). However, the market-value based performance does not provide a
positive impact on the EC. This finding implied that the banks in Indonesia have more attention on the
accounting-based performance as it will be evaluated by the central bank annually every year (Chou and
Buchdadi, 2016).
In addition, the results regarding the pay on the performance relation reveal that the EC has a
positive impact on accounting-based performance, but not the market-value based performance. Then, in
Indonesia the pay (executive compensation) on performance (accounting-based performance) and the
performance on pay relationship have a dynamic correlation in which both correlations are valid.
Furthermore, in examining the role of remuneration and nomination committee (RNC), the
findings reveal that the RNC has a negative relationship to the executives’ compensation (ES). It seems the
role of the RNC is preventing the overpaid of the EC. In addition, the RNC does not provide an impact on
the performance. Only in the big bank class, the RNC will improve the market value of the firms. This
results support the argument that the committee role monitoring the agency does not necessary
improving the firm value (Brick and Chidambaran, 2010).
Finally, regarding the ownership structure, we found that the findings on the total samples are
similar to the findings in the state bank. The findings reveal that the pay has a positive impact on
accounting based performance, the accounting based performance also has a positive impact on
executive’s compensation, and the remuneration committee has a negative relationship to the executives’
compensation. While, only in the state bank the remuneration and nomination committee has a good
impact on both accounting-based performance and market value-based performance. In contrast,
Ownership concentration (BO) variable which is used as dependent variables in this study reveals the
possibility of the agency problems nor inactive block shareholders condition that make ineffective
monitoring role of the corporation since the findings show that the more BO, the more EC, and the worse
firms performance.
The limitations of this study are the number of data. We used unbalanced panel data as we cannot
obtain the whole data needed in the annual report. In addition, the methodology adopted and the
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financial ratio chosen are subject to limits. Perhaps, it needs more research confirming these findings,
especially data related to the remuneration and nomination committee that mostly obtained from the
report after 2013. This study sheds light on the good corporate governance in emerging market that
incentive to the executive and the monitoring activity are a crucial variable in governance mechanism in
Indonesian banking industry.
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