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Abstract. This study investigates how political connection and board characteristic affect the financial performance
of Indonesian banking firms. The population used in this study was the Indonesian banking sector, as determined
by company annual reports. Purposive sampling was the method of sampling that was employed in this study. The
164 company-years of observation for 41 listed Indonesian banks from 2017 to 2020 make up the study's sample.
According to Resource Dependence Theory, which explains why politically connected banks are viewed as high-
quality assets because they are more likely to obtain support from their political connections in the event of financial
difficulties, the study's findings were in line with this theory. This study also discovered that board characteristics,
such as the participation of foreign directors and women on the board, have no effect on the financial performance
of Indonesian banks. According to the study's statistics, women and foreign directors are among the minority of
people who have no influence over financial performance. There are some inherent limitations in this study. The
results of this study cannot necessarily be generalized to businesses in other industries because it only includes a
sample of businesses that are involved in the banking sector. The demographics of the directors were also examined
in this study, specifically the gender and nationality diversity represented by the number of women and foreigners
on the board.
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1 Introduction

The role of banks is crucial in a nation with a bank-based financial system, like Indonesia. If bankruptcy occurs,
it will reduce public confidence in the institution and increase systemic risk. In a financial system based on banks, the
duty of the banks is not only to make loans, but also to share ownership in the firm to lower the costs of bankruptcy
by supporting the firm when it faces challenges. Due to the significance of banks in Indonesia, it is important to
carefully manage their health, which includes overseeing their performance. There are several factors that determine
the company's performance, which are political connections and corporate governance.

Politically connected firms are those whose stock is held by the state or the federal government [1]. The political
connection and governmental interference in economic activities is where the political connection first appears [2].
Gaining influence or power is the goal of political connection [3]. Indonesia is one of the emerging nations where
politically connected businesses can be found [1] [4]. Developing nations are thought to have poor governance
structures, extensive government interference, high rates of nepotism and corruption, and large amounts of informal
relationships.

Businesses rely on governments to control many of the limited resources even in emerging nations. However,
businesses are constantly looking for methods to use these resources and gain a competitive edge. These characteristics
of developing nations foster an environment that is beneficial to business for forging political connection and securing
political support in terms of the resources that the government controls. Dinc [5] discovered that government
ownership of banks is particularly prevalent in emerging nations like Indonesia.

It has been extensively researched how politically connected affect firms’ performance. Indonesia is the sixth
country with the most political connection companies, according to Faccio [6] analysis of political connection in
various nations. In addition, the study discovered a notable distinction in the performance of politically connected and
politically disconnected companies in Indonesia. The findings of earlier research on the impact of political connections
on performance, however, also produced ambiguous findings.

According to prior studies, businesses with political connection can more easily obtain bank loans and
investment opportunities [7], increased stock prices [1], increased accessibility to high barrier industries [8], face
lower tax rates [9]. Political connection has been found to improve firm performance [10] [11] [12] [3] [7] because
businesses tend to increase sales levels and reduce unit costs, facilitating access to credit markets and lowering
financing costs [10]. Additionally, the link between the politically connected corporation and the government can be
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considered as an unofficial safety net that frequently results in a decrease in operational risk and an improvement in
their level of performance [11].

Previous research has also shown the detrimental effects of political connections on business activity and
performance. Politically connected companies have been found to overinvest, be less productive, and have higher debt
ratios [13] [6] [14]. Additionally, companies with political connection may have social and political objectives, which
could lead to poorer financial performance [15] [16] [17] [18] [13]. This is since companies can use political
connections as a safety net against outside shocks as opposed to acquiring resources [18]. Since businesses generally
have easier access to long-term financing, they can make costly investments that will ultimately harm their own
financial success [13] [19].

Developing nations are often associated with bad governance, heavy government involvement, high levels of
corruption, and strong informal ties. The Corporation Law of Indonesia, according to Darmadi [20], employs a two-
tier board structure. The Board of Commissioners and the Board of Management are the two boards that corporations
are required by law to have in place within their organizational frameworks. The executive management of the
company is carried out by the Board of Management. A larger board has more connections and access to more
resources, which leads to an improvement in business performance, according to the resource dependency theory [21].

According to Garcia-Meca et al. [22], the resource dependency theory states that diversity could boost the
unique information stored by various directors. The nationality and gender of the board of directors are three crucial
factors when it comes to board characteristics. In Europe, there is a lot of discussion about the nationality of directors.
Struggles [23]estimates that nearly one in four European board directors are non-national or foreign nationals. Foreign
directors reflect the desire for global expertise. Particularly, the economy of Indonesia has grown and attracted
significant foreign investment.

The presence of women in director’s positions is also receiving more attention. Gender inequalities in directors
have been found in earlier research, but the results are still unclear. The leadership style is one potential indicator of
gender influence in the workplace [24]. Differences in gender and nationality are likely to produce a special collection
of data that management can use to make better decisions [25]. With varied directors, though, decision-making might
be slower and more contentious. As a result, variety is often seen by academics as a "double-edged sword" [26],
increasing group processing on some tasks and producing high-quality answers but simultaneously lowering cohesion
and interrupting group processes. Academic studies have not been able to conclusively link board diversity to effective
board performance in this area, particularly in banks.

Because Indonesia is the fifth country with the highest concentration of political connection corporations,
academics are interested in researching the impact of political connection on banking performance in Indonesia [6].
The influence of political connection in Indonesia is interesting in doing this research because there are many
politically connected companies in Indonesia and because the findings of earlier studies are still inconclusive.
Additionally, due to the significance of banks in Indonesia, it is vital to properly maintain their health, which includes
controlling performance. Because developing nations like Indonesia are thought to be similar in having weak
governance systems, extensive government intervention, high levels of nepotism, corruption, and high informal
relations that can affect business performance, this research is also interested in looking at board characteristics in
conducting board governance.

This study has several research aims. The primary goal of this study is to determine how political connections
impact the performance of companies operating in Indonesia's banking industry. The second goal of this research is
to determine how board composition affects the performance of companies operating in Indonesia's banking industry.
This study also makes several contributions. This study is contributed to add to the theoretical understanding of
political connections and board features, particularly regarding performance. This study is contributed to add
empirically to the concept of political connection and board characteristic by examining its effects on performance,
particularly in the banking industry. This study is contributed to provide a contribution to business policy by helping
managers make decisions on board composition and political connection in banks, particularly in firms located in
developing nations like Indonesia.

2 Literature Review

2.1 Resource Dependence Theory

The resource dependence theory (RDT), put forth by Pfeffer and Salancik [21]. According to Pfeffer and
Salancik [21], having an external relationship has four advantages: it gives the company access to resources like
information and expertise; it opens channels of communication with significant members of the company; it offers a
commitment to support from significant organizations or groups in the external environment; and it gives the company
legitimacy in the external environment. Politically connected companies are those with a political connection [7]. The



Resource Dependence Theory, which contends that organizations must acquire and exchange resources, resulting in
dependence between corporations and external bodies like the government, explains this connection [27]. A firm can
boost its worth by obtaining a bigger resource base and lowering the risk and uncertainty this reliance involves by
forging political connections [2] [3].

Theoretically, RDT explain the characteristic of directors. According to RDT, having a board of directors
enables the business to collaborate with other outside organizations to reduce its reliance on the environment. Hillman
et al. [28] developed the RDT to show how a diverse board of directors would be a beneficial and unique resource for
the business. Due to the unique knowledge that comes from variety, diversity may also improve the information that
the board of directors gives to management. RDT asserts that diversity on the board of directors will bring distinct
expertise that will support better decision-making [25]. Therefore, a more diverse board of directors will provide more
worthwhile resources, which will improve business success [25].

This study looked at the nationality and gender diversity of directors. Businesses would possess distinctive
human capital if there was gender diversity among directors [29]. Different nationalities may lead to firms having
distinctive human resources, according to researchers. The variety of the board's human capital, which makes these
resources stand out, is thought to affect the company's actions, which in turn affect performance.

2.2 Political Connection and Firm Performance

Resource Dependence Theory explains the relationship between political connection and performance (hence
referred to as RDT). A dependency between businesses and external entities, such as governments, results from
organizations having to acquire and exchange resources, according to RDT [27]. By establishing political connection,
a company can increase its value by acquiring a wider resource base and reducing the risk and uncertainty this reliance
entails [2] [3].

Political connection has a good effect on corporate performance, according to the prior study. Companies with
political connection enjoy easier entry into markets with high entry barriers and better access to investment projects
and bank financing [7]; higher stock prices [1]; lower tax rates [9]; and higher stock prices [7] [8]. Additionally,
previous studies have shown that political connection are advantageous for employment [30] and make it simpler for
companies to deal with financial difficulties [1] [6], which can lessen systemic risk due to lower capital costs [31].

Research on political connections in Indonesian banking is still scarce. In a banking study setting in China,
Hung et al. [12] found that politically connected banks benefited from the practice of extending loans to politically
related businesses. Since they are more likely to obtain support from their political connections in the event of financial
difficulties, banks with strong political connection are regarded as high-quality assets. Additionally, the study shows
that politically connected banks understand and interpret pertinent political cues, speak diplomatically acceptable
words, and act diplomatically appropriate to achieve superior performance [12]. The researcher's hypothesis, based
on the previous explanation, is as follows:

H1.: Political connection has a positive effect on banking performance in Indonesia
2.3 Board Characteristic and Firm Performance

In this study, board characteristics were viewed in terms of gender diversity and nationality diversity, with the
presence of women on the board representing gender diversity and the presence of foreign directors as nationality
diversity. Businesses would possess distinctive human capital if there was gender diversity among directors [29].
Different nationalities may lead to firms having distinctive human resources, according to researchers. Researchers
assert that the decisions made by the company will be influenced by the variety of the board's human capital, which
distinguishes these resources, and will influence financial performance.

Gender diversity in evaluation and discussion of more difficult themes that are also judged unsuitable by male
directors might have an impact on the performance of directors [32]. According to Francoeur et al. [33], women should
address ethically challenging issues that have the potential to stunt the development of intelligence processes from a
fresh perspective. They should also promote improved communication and the development of stronger connection
[34]. More women on the board of directors will boost the company's effectiveness, according to numerous studies
[35]-[38]. The researcher's hypothesis, based on the previous explanation, is as follows:

H2: Women directors have a positive effect on performance.

Organizations in industrialized countries have a variety of opportunities due to the presence of foreign directors
[39]. A key announcement regarding the company's international expansion strategy will be made by foreign directors.
International directors offer a range of insights, experiences, and viewpoints [40] [41]. Additionally, board diversity
would improve foreign directors' independence, lessen intelligence asymmetry and related agency costs, enhance the
pool of prospective customers and investors for domestic enterprises, and broaden the transfer of knowledge and
technology across international boundaries [42]. The researcher's hypothesis, based on the previous explanation, is as
follows:

H3: Foreign directors have a positive effect on performance.



3 Research Method

3.1 Sample
The banking industry in Indonesia was the study's population, as established by the annual reports of the participating
companies. With the criteria of Indonesian banking organizations with comprehensive data used in this study between
2017 and 2020, the sample method employed for this study was purposeful sampling. The study's sample included
164 firm-years of observation for 41 Indonesian banks. The banking industry was chosen because it is crucial to
maintaining economic stability and must be tightly regulated.
3.2 Variable
Independent Variables
Political connection (POL). Political connection (POL) is measured by the percentage of shares owned by the
government or the state [1].
The percentage of Women on Board (WOB). According to Garcia-Meca et al. [22] and Innayah et al. [43], the
percentage of women directors, which was determined using the following formula:
The proportion of Woman Director = Number of Woman in Director/Number of Members of Directors
The percentage of Foreign on Board (FOB). According to Du et al. [44], the percentage of foreign directors in the
composition was determined by using the following formula:
The proportion of Foreign Directors Composition = Number of Foreign Directors in Directors/Number of Members
of Directors.
Dependent Variable
Firm Performance (Performance). Referred to Garcia-Meca et al. [22] and Innayah et al. [43], by ROA (return on
assets) was used to gauge the firm performance. The ROA is calculated using the formula below:
ROA = Profit before tax/Total assets.
Control Variables
Bank Size (BankSize). The natural logarithm of the banking firm's total assets in year t was used to calculate the size
of the bank [12] [15] [16] [22] .
3.3 Statistical Test
This study employed a panel data regression model analysis. The researcher first carried out a Hausman test to decide
whether to use fixed effect regression or random effect regression as the panel data regression model [45]. Based on
the results of the Hausman test, the fixed effect regression panel data regression model was selected for this inquiry.
The following is the model that was used to test the three assumptions in this study:

Performance = 8, + f;POL + f,WOB + 3FOB + B,Size

Where:

Performance = Firm Performance

POL = Percentage of shares owned by the state or government
wOoB = Proportion of Women Directors

FOB = Proportion of Foreign Director

Size = Control Variable of Bank Size

&t = error term

4 Result and Discussion

4.1 Descriptive Statistic

The descriptive statistical values of the variables utilized in this investigation are shown in Table 1. According
to descriptive data, the banking performance variable (Performance) has an average value of 0.007. The ability of
Indonesian banks to earn profit from their assets is 0.7 per cent on average. The Political Connection Variable (POL)
has an average value of 0.1187223, indicating that in average, the state or government owns 11.9 per cent of banking
shares in Indonesia.

According to the study's data, the Indonesian banking industry, which served as the study's focus, had two
women directors (WOB), or.1829451 of all the directors. As was already said, Indonesia does not have any official
regulations governing the appointment of women as directors. The World Bank began a campaign in 2011 to increase
public awareness of the existence of women directors in developing nations, including Indonesia, through the
International Finance Corporation (IFC). According to the Women in Business 2020 survey, Indonesia and the other
ASEAN nations rank third globally in terms of the proportion of women director [46]. This could be a hint that
Indonesia’'s banking sector is starting to pay attention to the proportion of women holding senior executive roles.



In the sample of Indonesian banks used for this study, the average proportion of foreign directors (FOB) was
0.10218166, or one foreign director out of every eight directors. The fact that there are foreign directors in Indonesian
financial organizations suggests that these organizations are starting to internationalize. There are benefits to strategy
creation that foreign directors might provide to businesses in emerging nations. Foreign directors who have held a
variety of managerial roles and responsibilities during their careers may have knowledge of the nuances of several
strategic approaches and be able to influence the strategic management process in businesses [22]. Table 1 displays
the descriptive statistics.

Table 1. Descriptive Statistic for Selected Variables

Variable Max Min Mean Std. Dev.
Performance 0.039653906 -0.089924083 0.007092465 0.020781651
POL 0.871 0 0.118722309 0.26162501
WOB 0.75 0 0.182945126 0.180927466
FOB 1 0 0.10218166  0.157779504
Size 34.95208045 27.22256174 31.18603412 1.859770813

4.2 Hypotheses Testing
Table 2. Results of Hypotheses Testing
Dependent Variable

Independent Variable

Performance
Const .3157087
(15.79)***
POL .7083894
(4.82)***
WOB -.0365602
(-1.89)
FOB -.012465
(-1.19)
SIZE -.0123374
(-13.04)***
R2 Within 0.1571
F 1124.45
Prob>F 0.0000

Note: *** significant at 1%; ** significant at 5%; * significant at 10%

The outcomes of the study's overall hypothesis testing are displayed in Table 2. To determine if the political
relationship has a favorable impact on financial performance, hypothesis testing 1 was conducted. A proxy for
financial performance is ROA. With a coefficient 0f.7083894 at a significance level of 5%, test hypothesis 1
demonstrates a positive relationship between POL and Performance. As a result, hypothesis 1, which contends that
having political connections improves financial performance, was supported.

The findings suggest that the corporation will do better if there is a political connection. According to the
Resource Dependence Theory, organizations must obtain and exchange resources, and this necessitates a dependence
between businesses and external entities like the government [27]. Building political connection will help the company
get a stronger resource base and thus minimize risk and uncertainty, which will help it become more valuable [2]. This
dependence produces risk and uncertainty, which can be mitigated [3].

In China, Hung et al. [12] conducted banking study and discovered that banks with political connection benefited
from the practice of providing credit to businesses with political connection. Because they are more likely to receive
assistance from their political connections in the event of financial crises, politically connected banks are regarded as
high-quality assets. Additionally, the study demonstrates that politically connected banks recognize and interpret
pertinent political cues, employ proper diplomatic lingo, and take the necessary actions to achieve greater performance
[12].

The second hypothesis test looked at whether women directors improved financial performance. Testing on
Hypothesis 2 revealed a coefficient of -.0365602 indicating that WOB had no impact on Performance. It showed that
the company's performance was unaffected by the presence of women directors. As a result, hypothesis 2, which
claimed that women directors had a favorable impact on firm performance, was unsupported.



The unsupported hypothesis 2 is in line with Carter et al. [25] which states that decision-making will be slower
and cause more conflict if there is a diversity of directors. The data in this study indicate that there is inequality in
gender diversity in the directors, where the average female directors in the sample amount to 18% of the total company
directors. This shows that women on the board of directors are in the minority.

Minority directors typically exhibit higher levels of turnover intent, poorer levels of psychological commitment,
and higher absenteeism [47]. In addition, minority directors will exhibit additional unfavorable behaviors and
attitudes, suffer greater prejudice, and have lower levels of satisfaction [48].

Gender diversity within the team suggests that the group is varied, with men and women acting in ways that
differ from each other in terms of leadership [49]. Team members are consequently more likely to be less cooperative
(Williams and O'Reilly, 1998), communicate less frequently [50] [51], and have an impact on top management's ability
to communicate effectively [52] [53]. Additionally, according to Fauzi and Locke [54], one of the reasons that the
appointment of female directors is only limited to complying with the rules and decency so that they may not have
sufficient knowledge and experience so that they do not have added value for the company is that this is one of the
reasons that the presence of female directors has no impact on performance.

Furthermore, Darmadi [20] contends that as many Indonesian businesses are family-controlled [55], the
participation of women on the board is primarily a result of their kinship with the controlling shareholders rather than
their knowledge and experience. Female directors will therefore not be able to manage well, which will not affect
performance. The third hypothesis test looked at whether foreign directors improved financial performance.

Testing on Hypothesis 3 revealed a coefficient of -.012465 indicating that FOB had no impact on Perf. It showed
that the company's performance was unaffected by the presence of foreign directors. As a result, theory 3, which
claimed that foreign directors had a favorable impact on firm performance, was unsupported. The findings of the study
showed that foreign directors were a minority. According to Marimuthu and Kolandaisamy [47], the presence of a few
foreign directors wouldn't affect performance. Foreign directors often have less knowledge with the country in which
they operate, which precludes them from comprehending management approaches, claim Masulis et al. [56]. This will
affect their decisions, ensuring that the presence of foreign directors won't have an impact on the company's financial
performance.

5 Conclusion, Limitations and Suggestions

5.1 Conclusion

This study looked at the impact of board characteristics and political connections on the financial performance of
Indonesian banking firms between 2015 and 2019. The first objective of this study was to examine the relationship
between political connections and performance in Indonesian banking firms. The outcomes demonstrated that political
connection had a favorable impact on financial performance. It suggests that due to the advantages associated with
the relationship, the existence of political connections may enhance bank performance. The second objective of this
study was to examine board characteristics and financial performance. The findings demonstrated that board
characteristics not seen favorably by women and foreign directors had little bearing on financial performance.
According to the study's statistics, women and foreign directors are among the minority of people who have no
influence over financial performance.

5.2 Limitations and Suggestions

There are a few limitations on this study. First, because only organizations involved in the banking industry were
included in the study's sample, the findings may not necessarily apply to companies in other industries. To assess the
impact of financial performance characteristics more fully from the perspective of various businesses, future study
might compare companies from various types of industries. Second, only gender and nationality are examined in this
study when it comes to demographic traits. Additional characteristics may be used or added in future study.
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