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Abstract

This study aims to examine the effect of legal compliance on the health of commercial banks
and Islamic banks in Indonesia, to the extent that compliance with the provitions and
standards set by Bank Indonesia has an impact on improving bank performance. This study
uses micro banking data listed on the Indonesia Stock Exchange (IDX) for the period 2015-
2019. The data used is panel data that is tested in the relantionship between measures of
bank health legal compliance with indicators of capital, asset quality, management, earnings,
and market rist sensitivity (CAMELS). The results on this study indicate that compliance with
earnings and compliance with market risk sensitivity has a negative effect on bank
performance, while compliance with liquidity has no effect on bank performance.
Furthermore, three control variables used in this study, namely capital, asset quality, and
corporate governance, were able to prduce results as predicted.

Keywords: Asset quality, Capital, Earnings, Liquidity, Management, Market risk sensitivity

JEL Classification: G20, G21, G24

1. Introduction

The banking industry is a group of industrial sectors that plays an important role in increasing economic
activity in Indonesia. It can even be said to be a life support industry for the national economy through
financing in various sectors of business activity. The banking system in Indonesia is regulated under
UU No. 7 of 1992 (amended by UU No. 10 of 1998), while banking regulations are stipulated in the
form of Bank Indonesia Regulations (PBI). In accordance with the UU, Indonesia banking can groupeds
according to type: Commercial Bank and Bank Perkreditan Rakyat (BPR), both types of banks carry out
conventional and sharia activities international. The two types of banks coexist complement each other
in financing business activities, not only international between countries in export-import activities but
also national ones between regions, and even to remote rurel areas.

In accordance with Bank Indonesia Regulation (PBI) number 13/1/PBI /211, banks are required
to assess the soundness of the bank individually using a risk-based bank rating approach, with a coverage
of the assessment of factors: risk profile, good corporate governance, earnings, and capital. The



provision for banks to assess of bank soundness is intended to create a sound banking structure capable
to fulfill the needs of the consumer and supporting sustainable national economic development.

A soundnes banking structure aims to strengthen bank capital to increase the ability of banks to
manage business and risk, develop information technology, and increase their business scale to support
increased capacity for bank credit growth. Therefore, banks as intermediary institutions in the financial
sector have certain features related to the provisions that must be complied with in comparison with
companies in other industrial sectors, to remain able to carry out their operations.

These regulations must be complied with to maintain the sounder of the bank and do not to cause
problems in supporting sustainable economic activity. The provisions and standards that must be
obeyed, such as a capital adecuacy ratio (CAR) of at least 8 percent, a maximum non-performance loan
(NPL) of 5 percent, a net interest margin (NIM) of at least 6 percent, and a loan to deposit ratio (LDR)
of 75 - 105 percent. If a bank does not comply with these rules, it will create risks that can harm the
bank, and can reduce the soundnes of the bank which will result in a decline in the bank's performance.
These provisions and standards are made to maintain the health of the bank so that the bank can function
properly as an agent of development.

The soundness level of a bank is a qualitative assessment of various aspects that effect the
condition or performance of a bank through quantitative and/or qualitative assessments of the factors of
capital, asset quality, management, earnings, liqudity, and market risk sensitivity (CAMELS). The
CAMELS analysis is a development of CAMEL before adding the last measurement, namely merket
risk sensitivity. The original form was CAMEL, after US regulations added a component of market risk
sensitivity in late 1997. This change has been followed by many bank supervisors around the world
(Grier, 2007). Even though CAMEL has developed into CAMELS, the last componary measure, namely
market risk sensitivity, may not apply to all commercial banks (Sujarwo, 2015).

Associated with to bank compliance with the established provisions and standards, the main
responsibility of the bank’s compliance function is to assist senior management in managing compliance
risk more effectively. More specifically, compliance with law, provisions and standards that have been
determined by Bank Indonesia as the authority and supervising banking industry activities in Indonesia.
According to Misha (2016), compliance is defined by the Basel Committee as the risk of legal or
regulatory sanctions, financial loss, or loss of reputation that a bank may suffer because of its failure to
comply with all applicable laws, regulations, codes of ethics and standards for good bank practice.

The compliance risk is measured by using performance indicators to improve compliance (Misha,
2016), for example an increase in the number of customer complaints, and payment irregularities that
cause bad credit. According to Misha (2016), the compliance function also identifies, records, and
assesses compliance risks associated with bank operations, including new products and practices,
proposals for the formation of new types of business, customer relationships, and material changes in
these relationships which cover areas such as loans, operations, deposits, transfers, etc. The extent to
which bank compliance practices in implementing the rules and standards of the Indonesian banking
industry can be illustrated in Table 1 below.

Table 1. Compliance to CAR, NPL and LDR

Bank Name Year
2015 2016 2017 2018 2019

Bank BNI: (percent) (percent) (percent) (percent) (percent)
CAR 17 18.3 17.5 17.4 18.6
NPL 2.7 3 2.3 1.9 2.3
NIM 6.4 6.2 55 53 4.9
LDR 87.80 90.40 85.60 88.80 91.50
Bank AGRIS:
CAR 18.12 17.17 18.64 15.63 14.01
NPL 1.75 3.56 5.45 6.44 7.02
NIM 3.24 3.43 3.17 3.42 3.42
LDR 78.84 84.54 84.46 84.68 84.46
Bank BCA:
CAR 18.7 21.9 23.1 23.4 23.8




NPL 0.7 1.3 1.5 1.4 1.3
NIM 6.7 6.8 6.2 6.1 6.2
LDR 81.10 77.10 78.20 81.60 80.50
Bank BRI Syariah:

CAR 13.94 20.63 20.05 29.73 25.26
NPL 3.89 3.19 4.75 4.97 3.38
NIM 6.38 6.37 5.84 5.36 5.72
LDR 87.80 80.50 87.50 90.10 86.30
Bank Maspion Indonesia:

CAR 19.33 24.32 21.59 21.28 20.19
NPL 0.51 0.91 1.52 2.14 2.34
NIM 4.42 5.28 4.95 4.75 4.14
LDR 112.54 94.54 70.28 72.59 94.13

Source: Annual Report 2015-2019.

As show in Table 1 above, of the 5 banks drawn randomly, several provisions and standards have
been adhered to, such as bank capital (CAR) in accordance with the provisions and standards set by
Bank Indonesia. However, there are still some indicators that are not in accordance with the provisions
and standards, such as market risk sensitivity (NPL), earnings (NIM), and luquidity (LDR), some banks
are still not in accordance with the established provisions and standards.

The bank non-compliance to fullfil th reqirements regulations and standards can result in a decline
in bank health, which can lead to a decline in bank performance. Therefore, bank management must be
able to properly manage capital, asset quality, management, earnings, liquidity, and market risk
sensitivity (CAMELS), so that the bank is in a healthy condition to carry out its operational activities.
The problem of not being able to meet the provisions and standards of CAMELS is not solely because
banks do not comply with these provisions and standards but can be caused by other factors both macro
in nature beyond the management’s ability, such as the condition of the global economic recession which
causes economic activity to decline.

Bank capital is a very important element in CAMELS, if the bank capital (CAR) is less than 8%,
the bank owners must add their capital deposit to rearch CAR 8 percent. If it is unable to comply, Bank
Indonesia will have to close, because it will only cause banks to experience liqudity problems which
will have a wide impact on the national economy. Asset quality shows the guantity of existing and
potential credit risk associated with the loan and investment portfolio. Thus, it is important for banks to
organize their loan and investment portfolios to reduce credit risk. Management related to corporate
governance is aimed at directing bank management in a profrssional manner based on the principles of
transparency, accountability, responsibility, independence, fairness, and equality. Good corporate
governance will produce healthy banks in carrying out their operational activities. Earnings is an element
that will ensure the continuity of the bank’s business activities because the existence of earnings shows
that banks can pay interest obligations to customers and investors. Liquidity, as an element of ensuring
customer confindence in the bank, is important to maintain this trust to reduce excessive withdrawals
by customers. The last element is market risk sensitivity, which shows the bank’s ability to respond to
changes in the market. These changes are related to changes in interest rate and exchange rates. Banks
must be able to anticipate possible movements in interest rates and exchange rates so that these changes
do not cause major problems for the bank.

Banks use CAMELS as a risk test to manage risk efficiently as an effort to improve bank
performance. When a bank experiences sign of performance problems, it requires strategic management
decisions to control these problems, because changes in daily, weekly, monthly, and annual business
cycles also affect changes in banking performance (Maryam and Bustaman, 2017). Empirical studies
related to CAMELS have been conducted proviously by Ayanda (2013), Dogan and Yildiz (2013),
Abata and Adeolu (2014), Rostami et al (2015), Lucky and Andrew (2015), Rahman et al (2015), and
John (2018). Ayanda’s research (2013) found that capital and luqidity had no effect on bank
performance, while research results from Rahman et al (2015) found a positive effect. Research results
from Dogan and Yildiz (2013), found that corporate governance has a negative effect on bank
performance, while research from Rostami et al (2015) found a positive effect. Abata and Adeolu
(2014), found that asset quality has a negative effect on bank performance, while research from Lucky



and Andrew (2015) did not find an effect of assets quality on bank performance. Still from the research
of Lucky and Andrew (2015) did not find the effect of market sensitivity on bank performance, but John
(2018) found a negative effect of market sensitivity on bank performance.

2. Literature Review and Hyphothesis Development
2.1 Basic Concepts

Capital adecuacy, asset quality, management, earnings, liquidity, and sesitivity and abbreviated as
CAMELS is an international rating system used by regulatory banking authorities to rate financial
institution. This model determines the evaluation of a bank on the basic of six important dimensions,
namely capital, asset quality, management, earnings, liqudity, and market sensitivity. Market risk
sensitivity was only added in 1997 (Mehdi, 2018). These components are used to reflect the soundness
of operations and compliance with fimnancial isntitution regulations. Of the six components, each is
reted on a scale of 1 (best) to a scale 5 (worst). Determination of this ranking is important to assess a
bank that is healthy and unhealthy. Rank 1 is a healthy bank condition, exhibit strong performance and
risk management practices, so that the bank can improve its performance.

The bank’s performance is the capacity to generate sustainable profitability. One of the tarditional
measures of bank performance is return on assets (ROA). which is profitability ratio that provides how
mauch profit a company can generate frim its assets. This ratio to measures how efficient s bank’s
management is in generating earnings from their economic resources

theory (RMT) iiGHEIGEVEIOBEABYSHEPREFANMAOBS)IBIANE 2n importance role

which states the the banking performance depends on market shares. The large banks can offer a variety
of different products, which are able to influence prices and increase revenue. With these assumptions,
the individual’s market share will determine . Therefore,

large banks can realize market power and perform better, so that market share power will
increase bank performance.

2.2 Hypothesis Development
Using the CAMELS approach, this study examines bank complience in Indonesia's banking system.

Capital

Capital is an important element in the health of a bank, and which will ensure the bank can carry out its
operations. A healthty bank is a bank that has sufficient capital to guarantee that there is not risk of
capital shortage, thereforce the bank must have sufficient capital. The capital adequacy can be assessed
based on different factors, including the level and quality of capital and the overall financial condition
of the bank. The banks must comply to meet 8 percent capital adequacy in accordance with the provision
and standards set by Bank Indonesia. If the bank is unable to comply with these provisions, the owner
of the capital must deposit up to 8 percent in accordance with the provisions. The banks with large
capital are more likely to take advantage of market structure conditions and dominate market share to
increase revenue.

Several previous studies on bank capital were conducted by Kosmidou et al (2005), Davydenco
(2011), Rahman et al (2015), Erdogan and Aksoy (2016), Anarfi (2016), Merin (2016), Kadioglu et al
(2017), Anggraini and Prastiwi (2019), Harbi (2019), Golubeva et al (2019), and Sunaryo (2020), who
found that capital has a positive effect on bank performance. However, Supriyono and Herdhayinta



(2019), and Hasan et al (2020), found a negative effect, while Heffernan and Fu (2010) and Silaban
(2017, found do not affect of capital on bank performance.

Hi: Capital adequacy has a positive effect on the bank performance.

Asset Quality

Asset quality shows the quanlity of available and potential credit risk associated with the loan portfolio
and investment and other assets it owns. Bank management must be able to manage these assets to
reduce credit risk, in this case management’s ability is tested to identify and manage credit risk. The
bank’s asset structure determines the conditions snd ability of the business and households to repay the
loans they have received so that the bank’s operational activities can run smoothly. The better the asset
quality, the better and smoother the repayment of business and household loans, thus reducing the
occurrence of bad loans and an impact on increasing bank income.

Thus, bank management must be able to manage its asset

and investment portfolio proverly so that asset quality does not decline.

. Research results related to asset quality have been conducted
by Abata and Adeolu (2014) and Kadioglu et al (2017), which found that asset quality has a negative
effect on bank performance, while research results from Lucky and Andrew (2015) and Anggraini and
Prastiwi (2019) found do not affect of asset quality on bank performance.

H2: Asset quality has a positive effect on the bank pefromance.

Management
The 3 component of AMELS is management assessed by different factors, including:

. Therefore, management is related to corporate govenance
which is a

Good corporate governance is
implemented by banks to increase bank value and performance as well as to maintain the sustainability
of bank operations. Research related to corporate governance was conducted by Rostami et al (2015)
and Owiredu and Kwakye (2020), who found that corporate governance had a positive effect on bank
performance. However, research results from Dogan and Yildiz (2013) found a negative influence
between corporate governance and bank performance, while Ene et al (2016) and Sobhy et al (2017)
found do not influence of corporate governance on bank performance.

Hs: Corporate governance has a positive effect on the bank performance.

Earnings

Profit and earnings are often used interchangeably, but they are different. In this case, what is meant by
earnings is bank income, which is the core income derived from interest income. This income is obtained
from the difference between loan interest or credit interest and deposit interest. In a financial institution
such as a bank, the measure of the difference between credit interest income and interest on deposits
relative to total interest income is called the net interest margin (NIM). The banks must pay attention to
the net interest margin (NIM) because the net interest margin (NIM) is a ratio used as a benchmark to
determine how much the bank’s ability to manage all its earning assets to generate higher net income.



Research related to net interest margin conducted by Lartey et al (2013), Silaban (2017),
Supriyono and Herdhayinta (2019), and Sunaryo (2020) found that net interest margin has a positive
effect on the bank performance. However, the results of research from Hasan et al (2020), did not find
the effect of net interest margin on the bank performance.

Ha4: The compliance to earnings has a positive effect on the bank performance.

Liquidity

Liquidity refers to the ease with which an asset, or security, can be converted into ready cash without
affecting its market price. Cash is the most liquit of assets, by having sufficient cash the bank can make
payment transactions to meet the obligations that have to be paid. Liquidity is assessed based on the
adequacy of sources of liquidity compared to current needs without disrupting bank operations. The
liquidity aspect as a measure of bank health is carried out using the loan to deposit ratio (LDR) indicator.
The loan of deposit ratio measurement is by comparing a bank’s total loans to its total deposits for the
same period. To calculate the loan to deposit ratio, devide a bank’s total amount of loans by the total
amount of deposits for the same period. Thus, the loan to deposit ratio refers to the ability of the bank
to meet its short-term obligations.

Research on loan to deposit ratio was conducted by Kosmidou et al (2005), Samad (2015),
Rahman et al (2015), Erdogan and Aksoy (2016), Anarfi (2016), Anggraini and Prastiwi (2019), and
Supriyono and Herdhayinta (2019), found that the loan to deposit ratio has a positive effect on bank
performance. However, the result of research from Davydenco (2011), and Harbi (2019), found that the
loan to deposit ratio has a negative effect on the bank performance. Other research by Heffernan and Fu
(2010), Ayanda (2013), Golubeva et al (2019), Sunaryo (2020), Hasan (et al (2020), found do not affect
of the loan to deposit ratio on the bank performance.

Hs: The compliance to liquidity has a positive effect on the bank performance.

Sensitivity

Market risk sensitivity relates to a bank’s ability to deal with market fluctuation, the market can become
very volatile due to good news or bad news. A sensitive market is vulnerable to uncontrollable
fluctuations in prices and interest retes. Many banks try to avoid sensitive markets by fixing interest
rates or gradually divulging good and bad news, so that their share prices fluctuate smoothly and
consistently. An increase in the interest rate will have a negative impact on the development of bank
loans and can even cause bad credit. Therefore, bank management must maintain the quality of loans
even in conditions of rising interest rates to reduce credit risk.

The market risk sensitivity can be deducted from the non-performance loan (NPL), which is an
indicator of bank health. Non-performance loans (NPL) can have an impact on reducing bank capital,
and if left untreated, will have an impact on lending for the next period. Research on non-performance
loans conducted by Erdogan and Aksoy (2016), Silaban (2017), Kadioglu et al (2017), John (2018),
Supriyono and Herdhayitna (2019), and Golubeva et al (2019), found that non-performance loan has a
negative effect on the bank performance. Meanwhile, research results from Rahman et al (2015), Lucky
and Andrew (2015), Sunaryo (2020), and hasan et al (2020) found no effect of non-performance loans
on the bank performance.

Hs: The compliance to sensitivity has a positive effect on the bank performance.

3. Research Methodology

This paper aims to analyzes bank compliance with regulations and standards as well as their impact on
bank performance in the Indonesian banking industry. The data is taken from the annual report of profit
and loss and balance sheet of 30 banks that are still actively listed on the Indonesia Stock Exchange
(IDX) for the 2015-2019 period. The sampling method uses purposive sampling, as in Table 2 below.

Table 2. Sample Research Data



No Sample Criteria Number of Samples
1 | Population 35
2 | Banks that are not listed on the IDX since 2015-2019 8
3 | Banks that do not provide annual report income statements and balance sheets for 0

the 2015-2019 period
4 | Financial statements that are not stated in rupiah currency 0
Total Samples 27

Source: Calculations based on IDX data.

This study adopts several modifications to the model and methodology used by Harbi (2019). Data
analysis uses multiple regression models and is represented in the following equation.

BF = a + b;CAP + b,AQL +b3CG + bsERN + bsLIQ + bgMS + e

Where:

BF = Bank performance.
CAP = Capital adequacy.
AQL = Asset quality.

CG = Corporate governance.
ERN = Earnings.

LIQ = Liquidty.

MS = Market sensitivity.

E = error.

Measures of profitability
The measurement of bank performance in this study is return on assets (ROA), which is defined as profit
after tax to total assets and shows the profit earned per rupiah of assets.

Determinants of bank profitability

The factors that determine bank performance are capital, asset quality, management, earnings, liquidity,
and market risk sensitivity (CAMELS). Capital, earning, liquidity, and sensitivity as dummy variables,
which represent compliance with the provisions of capital, earnings, liquidity, and market risk
sensitivity. Meanwhile, asset quality and management are the control variables. These variables as
independent variables (Ahsan, 2016) are shown in Table 3 below.

Table 3. Determinants of Bank Profitability

Variables Indicator Description Exsi(;cr;ted

Dependent

variables:

Bank ROA Bank’s after-tax profits divided by total assets.

performance

Independent

variables:

Capital CAR Capital divided by risk weighted assets (control +
variable).

Asset Quality Total PL Logarithm of total performance loan (control variable). +
Total of board directors (control variable).

Management Total Board of +

Directors Dummy, equal 0 if the bank has NIM more than 6%,
Earnings NIM otherwise 1. +




Liquidity LDR Dummy, equal O if the bank has LDR 75% - 105%, +
otherwise 1.
Dummy, equal 0 if the bank has NPL less than 5%, +
Sensitivity NPL otherwisw 1. +

Bad loans divided by the total amount of outstanding
loans in the bank’ portfolio.

4. Research Discussion
4.1 Descriptive Statistics

Banks that met the sample criteria according to the purposive sampling method were 27 banks, so that
the number of N samples was 135. After being tested for data normality and classical assumptions, the
number of N samples was 119, which were further processed using multiple regression methods. As
shown in Table 4, the following are descriptive statistics of 119 N sample data.

Table 4. Descriptive Statistics

Variables N Minimum Maximum Mean Std. Deviation

ERN 119 .00 1.00 7311 44527
LIQ 119 .00 1.00 .1933 .39654
MS 119 .00 1,00 .0924 .29087
CAP 119 9.01 38.60 20.7765 5.12815
AQL 119 3.83 8.59 6.2596 .96638
CG 119 2.00 9.00 5.5630 2.04872
Vallid N (listwise) 119

Source: Calculated based on banks data 2015-2019.

Based on Table 4, the bank capital (CAP) proxied with the lowest capital adequacy ratio (CAR) is 9.01
percent and the highest is 38.60 percent with an average of 20.78 percent and a standard deviation of
5.13 percent. Given that there are not bank that does not comply with the provisions and standards of at
least 8%, this variable cannot be a dummy variable, so it is placed as a control variable. As shown in
Table 4, there is no bank with a capital ratio of less than 8 percent. Thus, all banks comply with the
provisions and standards set by Bank Indonesia.

Asset quality is proxied by the total performance loan, and for analysis purposes the logatrithm
of the total performance loan is used, with a logarithm of total loan performance of at least 3.83 and a
maximum of 8.59, with an average value of 6.26 and a standard deviation of 0.97. Even this variable is
used as a control variable. One other control variable is corporate governance, which is proxied by the
number of boards of directors. As shown in Table 4, the number of boards of directors is at least 2 people
and a maximum of 9 people, with an average of 6 people per bank, and a standard deviation of 2.05.

Model testing is done to determine how much the regression model can accurately predict. The
test was carried out on the coefficient of determination and the significance test F. The test results of the
coefficient of determination and the significance of F are shown in Table 5 and Table 6 below.

Table 5. Coefficient of Determination

. Std. Error of the
Model R R Square Adjusted R Square Estimste
1 .847 718 .703 .76051

Source: Calculated based on banks data 2015-2019.

As shown in Table 5, the test results of the coefficient of determination show that the adjusted R square
is 0.703 or 70.30 percent. Thus, 70.30 percent of bank performance is influenced by capital, asset



quality, management governance, earnings, liquidity, and market risk sensitivity, the rest is determined
by other factors.

Table 6. Significance Test F

Sum of

Model df Mean Square F Sig
Squares
1 Regression 164.886 6 27.481 47.514 .000
Residual 64.778 112 .578
Total 229.664 118

Source: Calculated based on banks data 2015-2019.

Table 6 shows the results of the F significance test (sig - F) where the value of F = 47,514 with a
significance of 0.00. With the results of the F significance test, it can be concluded that the regression
model meets the requirements of goodness of fit, so the regression model is suitable for prediction.

4.2 Regression Results

The regression results are shown in Table 7, as a basis for analyzing the effect of capital, asset quality,
management, earnings, and market risk sensitivity on bank performance. To test the hypothesis has been
done using the t test to determine the level of significance of capital, asset quality, management
governance, liquidity, and market risk sensitivity to bank performance. By knowing the significance of
t (sig - t) of each of these variables, the variables that have influence and do not affect firm performance,
so that we can get a conclusion on the status of each of these independent variables in influencing bank
performance. The results of the t significance test (sig - t) can be seen in Table 7 below.

Table 7. Significance Test t

Unstandardized Standardized
Model Coefficients Coefficients t sig
B Std. Error Beta
1 (Constant) -.809 .657
ERN -1.442 175 -.454 -8.145 .000
LIQ -.259 182 -.074 -1.419 159
MS -1.653 .269 -.345 -6.141 .000
CAP .047 .016 172 2.862 .005
AQL 272 080 .189 3.395 .001
CG .162 040 .238 4,063 .000

Source: Calculated based on banks data 2015-2019.

The results of hypothesis testing as shown in Table 7 show that the beta coefficient of capital adequacy
is 0.047 with a significance t = 0.005 less than 5 percent. Thus, capital adequacy has a significant
positive effect on bank performance at a significance level of less than 1 percent, so hypothesis 1 is
accepted. Asset quality beta coefficient 0.272 with a significance t = 0.001 less than 5 percent. Thus,
asset quality has a significant positive effect on bank performance at a significance level of less than 1
percent, so hypothesis 2 is accepted. The corporate governance beta coefficient is 0.162 with a
significance t = 0.000, less than 5 percent. Thus, corporate governance has a significant positive effect
on bank performance at a significance level of less than 1 percent, so hypothesis 3 is accepted. The three
variables are control variables and all of them are significant and positive in influencing bank
performance. Therefore, capital adequacy, asset quality, and corporate governance can function as
control variables in influencing bank performance.

Still as shown in Table 6, the compliance beta coefficient on earnings is -1.442 with a significance
t = 0.000 less than 5 percent. Thus, compliance with earnings has a significant negative effect on bank
performance at a significance level of less than 1 percent. However, although statistically compliance
with earnings has a significant effect, but in a different direction and not in accordance with the



predictions, so that hypothesis 4 is rejected. The beta coefficient of compliance with liquidity is -0.259
with a significance t = 0.159 greater than 5 percent. Thus, compliance with liquidity has a negative and
insignificant effect on bank performance, so hypothesis 5 is rejected. The beta coefficient of compliance
with market risk sensitivity is -1.653 with a significance t = 0.000 less than 5 percent. Thus, compliance
with market risk sensitivity has a negative effect on bank performance at a significance level of less than
1 percent, so that hypothesis 6 is rejected, because it is not in accordance with what was predicted.

4.3 Discussion

The results of hypothesis testing as shown in Table 7 show that compliance with the earning terms
standards has a negative effect on bank performance, the higher the compliance with regulations and
earning standards, the lower the bank's performance. Earnings is proxied by the net interest margin, so
that the higher the net interest margin, the lower the bank's performance. Banks that comply with the
regulations and standards for a net interest margin of more than 6 percent experience a decline in
performance. This is probably since most of the banks listed on the Indonesia Stock Exchange (IDX)
generate a net interest margin of less than 6%, which has an impact on the decline in bank performance.

The banking industry has a more exclusive market characteristic than other industries. Banks can
use market forces and interest rates to increase revenue, with increasing bank income, the bank's
performance also increases. However, given their market power, most banks still generate a net interest
margin of less than 6 percent. Therefore, the results of this study are not in accordance with the concept
of market power theory (MPT) and relative market theory (RMT). The market power of the bank is not
able to increase the high net interest margin, which results in a decline in bank performance.

The compliance with liquidity has no effect on bank performance. The compliance with liquidity
is proxied by the loan to deposit ratio, and legal compliance with liquidity is measured by the provisions
and standard loan to deposit ratio of 75 — 105 percent. Thus, compliance with liquidity does not affect
the increase in bank performance. This condition is in line with the first finding, namely that compliance
with earnings has a negative effect on bank performance. Many banks listed on the Indonesia Stock
Exchange (IDX) adhere to the terms and conditions for a loan-to-deposit ratio of 75 to 105 percent. This
compliance has no impact on bank performance because most banks generate low earnings or net interest
margins, which are less than 6 percent.

The compliance with market risk sensitivity has a negative effect on bank performance, the higher
the market risk sensitivity, the lower the bank's performance. The compliance with market risk
sensitivity is proxied by non-performance loans, and compliance with non-performance loan provisions
and standards is a maximum of 5 percent. The non-performance loans of most banks listed on the
Indonesia Stock Exchange (IDX) are lower than 5 percent, so they comply with the provisions and
standards set by Bank Indonesia. Thus, banks that comply with NPL regulations and standards of less
than 5 percent have a negative effect on bank performance. This finding is also in line with previous
findings where earnings have a negative impact on bank performance, which means that there may be
indications of inefficiency. This is also demonstrated by the fact that many banks listed on the Indonesia
Stock Exchange (IDX) generate a net interest margin of less than 6 percent.

5. Recommendations

The significant influence of capital adequacy, asset quality and corporate governance as control
variables is very important to be developed as a factor that affects bank performance. Further research
is encouraged to conduct a comprehensive study on compliance with capital adequacy, asset quality and
corporate governance as the main factors in supporting the improvement of bank performance.

6. Research Limitation
Although this research has contributed to the development of finance and banking, it also has limitations
that need to be addressed. The limitation of this research is only focused on the CAMELS approach as

the provisions of bank compliance with regulations as a factor affecting bank performance, while other
factors are not considered.
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7. Suggestions for Future Research

From the limitations of this study, for further research in addition to using the CAMELS approach in
analyzing the effect of bank compliance on bank performance, researchers can consider the ownership
structure and bank size as factors that affect bank performance.

8. Conclussion

This paper aims to examine legal compliance with bank soundness standards and regulations in the
Indonesian banking industry using the CAMELS approach. The results showed that compliance with
earnings regulations and market risk sensitivity had no effect on bank performance. As it has been
predicted, capital adequacy, asset quality and corporate governance as control variables have a
significant positive effect on bank performance, so that the three variables are able to act as control
variables in influencing bank performance.
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Abstract

This study aims to examine the effect of legal compliance on the health of commercial banks
and Islamic banks in Indonesia, to the extent that compliance with the provitions and
standards set by Bank Indonesia has an impact on improving bank performance. This study
uses micro banking data listed on the Indonesia Stock Exchange (IDX) for the period 2015-
2019. The data used is panel data that is tested in the relantionship between measures of
bank health legal compliance with indicators of capital, asset quality, management, earnings,
and market rist sensitivity (CAMELS). The results on this study indicate that compliance with
earnings and compliance with market risk sensitivity has a negative effect on bank
performance, while compliance with liquidity has no effect on bank performance.
Furthermore, three control variables used in this study, namely capital, asset quality, and
corporate governance, were able to prduce results as predicted.
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1. Introduction

The banking industry is a group of industrial sectors that plays an important role in increasing economic
activity in Indonesia. It can even be said to be a life support industry for the national economy through
financing in various sectors of business activity. The banking system in Indonesia is regulated under
UU No. 7 of 1992 (amended by UU No. 10 of 1998), while banking regulations are stipulated in the
form of Bank Indonesia Regulations (PBI). In accordance with the UU, Indonesia banking can groupeds
according to type: Commercial Bank and Bank Perkreditan Rakyat (BPR), both types of banks carry out
conventional and sharia activities international. The two types of banks coexist complement each other
in financing business activities, not only international between countries in export-import activities but
also national ones between regions, and even to remote rurel areas.

In accordance with Bank Indonesia Regulation (PBI) number 13/1/PBI /211, banks are required
to assess the soundness of the bank individually using a risk-based bank rating approach, with a coverage
of the assessment of factors: risk profile, good corporate governance, earnings, and capital. The



provision for banks to assess of bank soundness is intended to create a sound banking structure capable
to fulfill the needs of the consumer and supporting sustainable national economic development.

A soundnes banking structure aims to strengthen bank capital to increase the ability of banks to
manage business and risk, develop information technology, and increase their business scale to support
increased capacity for bank credit growth. Therefore, banks as intermediary institutions in the financial
sector have certain features related to the provisions that must be complied with in comparison with
companies in other industrial sectors, to remain able to carry out their operations.

These regulations must be complied with to maintain the sounder of the bank and do not to cause
problems in supporting sustainable economic activity. The provisions and standards that must be
obeyed, such as a capital adecuacy ratio (CAR) of at least 8 percent, a maximum non-performance loan
(NPL) of 5 percent, a net interest margin (NIM) of at least 6 percent, and a loan to deposit ratio (LDR)
of 75 - 105 percent. If a bank does not comply with these rules, it will create risks that can harm the
bank, and can reduce the soundnes of the bank which will result in a decline in the bank's performance.
These provisions and standards are made to maintain the health of the bank so that the bank can function
properly as an agent of development.

In accordance with Bank Indonesia regulation Number 6/10/PBI1/2004 dated April 12,
2004, the soundness level of a bank is a quantitative and/or qualitative assessment of numerous
characteristics that affect the bank's condition or performance, such as capital (C), asset quality
(A), management (M), earnings (E), liquidity (L), and market risk sensitivity (S). The CAMELS
analysis is a development of CAMEL before adding the last measurement, namely merket risk
sensitivity. The original form was CAMEL, after US regulations added a component of market risk
sensitivity in late 1997. This change has been followed by many bank supervisors around the world
(Grier, 2007). Even though CAMEL has developed into CAMELS, the last componary measure, namely
market risk sensitivity, may not apply to all commercial banks (Sujarwo, 2015).

The major responsibility of the bank's compliance function in relation to bank compliance with
established regulations and standards is to help senior management in managing compliance risk more
efficiently. More specifically, compliance with law, provisions and standards that have been determined
by Bank Indonesia as the authority and supervising banking industry activities in Indonesia. As defined
by the Basel Committee (Basel I1), compliance is the risk of legal or regulatory sanctions, financial loss,
or loss of reputation that a bank may suffer due to its failure to comply with all applicable laws,
regulations, codes of ethics and standards of good bank practice.

The compliance risk is measured by using performance indicators to improve compliance (Misha,
2016), for example an increase in the number of customer complaints, and payment irregularities that
cause bad credit. According to Misha (2016), the compliance function also identifies, records, and
assesses compliance risks associated with bank operations, including new products and practices,
proposals for the formation of new types of business, customer relationships, and material changes in
these relationships which cover areas such as loans, operations, deposits, transfers, etc. The extent to
which bank compliance practices in implementing the rules and standards of the Indonesian banking
industry can be illustrated in Table 1 below.

Table 1. Compliance to CAR, NPL and LDR

Bank Name Year
2015 2016 2017 2018 2019

Bank BNI: (percent) (percent) (percent) (percent) (percent)
CAR 17 18.3 17.5 17.4 18.6
NPL 2.7 3 2.3 1.9 2.3
NIM 6.4 6.2 55 53 4.9
LDR 87.80 90.40 85.60 88.80 91.50
Bank AGRIS:
CAR 18.12 17.17 18.64 15.63 14.01
NPL 1.75 3.56 5.45 6.44 7.02
NIM 3.24 3.43 3.17 3.42 3.42
LDR 78.84 84.54 84.46 84.68 84.46
Bank BCA:




CAR 18.7 21.9 23.1 23.4 23.8
NPL 0.7 1.3 15 14 1.3
NIM 6.7 6.8 6.2 6.1 6.2
LDR 81.10 77.10 78.20 81.60 80.50
Bank BRI Syariah:

CAR 13.94 20.63 20.05 29.73 25.26
NPL 3.89 3.19 4.75 4.97 3.38
NIM 6.38 6.37 5.84 5.36 5.72
LDR 87.80 80.50 87.50 90.10 86.30
Bank Maspion Indonesia:

CAR 19.33 24.32 21.59 21.28 20.19
NPL 0.51 0.91 1.52 2.14 2.34
NIM 4.42 5.28 4.95 4.75 4.14
LDR 112.54 94.54 70.28 72.59 94.13

Source: Annual Report 2015-2019.

As show in Table 1 above, of the 5 banks drawn randomly, several provisions and standards have
been adhered to, such as bank capital (CAR) in accordance with the provisions and standards set by
Bank Indonesia. However, there are still some indicators that are not in accordance with the provisions
and standards, such as market risk sensitivity (NPL), earnings (NIM), and luquidity (LDR), some banks
are still not in accordance with the established provisions and standards.

The bank non-compliance to fullfil th regirements regulations and standards can result in a decline
in bank health, which can lead to a decline in bank performance. Therefore, bank management must be
able to properly manage capital, asset quality, management, earnings, liquidity, and market risk
sensitivity (CAMELS), so that the bank is in a healthy condition to carry out its operational activities.
The problem of not being able to meet the provisions and standards of CAMELS is not solely because
banks do not comply with these provisions and standards but can be caused by other factors both macro
in nature beyond the management’s ability, such as the condition of the global economic recession which
causes economic activity to decline.

Bank capital is a very important element in CAMELS, if the bank capital (CAR) is less than 8%,
the bank owners must add their capital deposit to rearch CAR 8 percent. If it is unable to comply, Bank
Indonesia will have to close, because it will only cause banks to experience liqudity problems which
will have a wide impact on the national economy. Asset quality shows the quantity of existing and
potential credit risk associated with the loan and investment portfolio. Thus, it is important for banks to
organize their loan and investment portfolios to reduce credit risk. Management related to corporate
governance is aimed at directing bank management in a profrssional manner based on the principles of
transparency, accountability, responsibility, independence, fairness, and equality. Good corporate
governance will produce healthy banks in carrying out their operational activities. Earnings is an element
that will ensure the continuity of the bank’s business activities because the existence of earnings shows
that banks can pay interest obligations to customers and investors. Liquidity, as an element of ensuring
customer confindence in the bank, is important to maintain this trust to reduce excessive withdrawals
by customers. The last element is market risk sensitivity, which shows the bank’s ability to respond to
changes in the market. These changes are related to changes in interest rate and exchange rates. Banks
must be able to anticipate possible movements in interest rates and exchange rates so that these changes
do not cause major problems for the bank.

Banks use CAMELS as a risk test to manage risk efficiently as an effort to improve bank
performance. When a bank experiences sign of performance problems, it requires strategic management
decisions to control these problems, because changes in daily, weekly, monthly, and annual business
cycles also affect changes in banking performance (Maryam and Bustaman, 2017). Empirical studies
related to CAMELS have been conducted proviously by Ayanda (2013), Dogan and Yildiz (2013),
Abata and Adeolu (2014), Rostami et al (2015), Lucky and Andrew (2015), Rahman et al (2015), and
John (2018). Ayanda’s research (2013) found that capital and luqidity had no effect on bank
performance, while research results from Rahman et al (2015) found a positive effect. Research results
from Dogan and Yildiz (2013), found that corporate governance has a negative effect on bank
performance, while research from Rostami et al (2015) found a positive effect. Abata and Adeolu



(2014), found that asset quality has a negative effect on bank performance, while research from Lucky
and Andrew (2015) did not find an effect of assets quality on bank performance. Still from the research
of Lucky and Andrew (2015) did not find the effect of market sensitivity on bank performance, but John
(2018) found a negative effect of market sensitivity on bank performance.

2. Literature Review and Hyphothesis Development
2.1 Basic Concepts

Capital adecuacy, asset quality, management, earnings, liquidity, and sesitivity and abbreviated as
CAMELS is an international rating system used by regulatory banking authorities to rate financial
institution. This model determines the evaluation of a bank on the basic of six important dimensions,
namely capital, asset quality, management, earnings, liqudity, and market sensitivity. Market risk
sensitivity was only added in 1997 (Mehdi, 2018). These components are used to reflect the soundness
of operations and compliance with fimnancial isntitution regulations. Of the six components, each is
reted on a scale of 1 (best) to a scale 5 (worst). Determination of this ranking is important to assess a
bank that is healthy and unhealthy. Rank 1 is a healthy bank condition, exhibit strong performance and
risk management practices, so that the bank can improve its performance.

The bank’s performance is the capacity to generate sustainable profitability. One of the tarditional
measures of bank performance is return on assets (ROA). which is profitability ratio that provides how
mauch profit a company can generate frim its assets. This ratio to measures how efficient s bank’s
management is in generating earnings from their economic resources. The main theories that explain
banks performance are the market power theory (MPT) and efficiency structure theory (EST).
According to Fu and Heffernan (2009), banking performance is solely determined by market structure.
Banks can exercise market power over prices and earnings in a concentrated market or with a significant
market share by clearly defining their products and therefore increasing abnormal return. According to
this idea, banking performance is governed by the market behavior of agents, which is based on their
market share.

The FEIGHNVEIREIREL theory (RMT) HiGHEIEEVEIGHEAIBYISHERREFANEOBB)IBIANE on importance role
which states the the banking performance depends on market shares. The large banks can offer a variety
of different products, which are able to influence prices and increase revenue. With these assumptions,
the individual’s market share will determine . As a result, product
differentiation is critical in allowing large banks to employ market forces to set interest ratesiiilig large
banks can realize market power and perform better, so that market share power will increase bank
performance.

2.2 Hypothesis Development
Using the CAMELS approach, this study examines bank complience in Indonesia's banking system.

Capital

Capital is an important element in the health of a bank, and which will ensure the bank can carry out its
operations. A healthty bank is a bank that has sufficient capital to guarantee that there is not risk of
capital shortage, thereforce the bank must have sufficient capital. The capital adequacy can be assessed
based on different factors, including the level and quality of capital and the overall financial condition
of the bank. The banks must comply to meet 8 percent capital adequacy in accordance with the provision
and standards set by Bank Indonesia. If the bank is unable to comply with these provisions, the owner
of the capital must deposit up to 8 percent in accordance with the provisions. The banks with large
capital are more likely to take advantage of market structure conditions and dominate market share to
increase revenue.

Several previous studies on bank capital were conducted by Kosmidou et al (2005), Davydenco
(2011), Rahman et al (2015), Erdogan and Aksoy (2016), Anarfi (2016), Merin (2016), Kadioglu et al
(2017), Anggraini and Prastiwi (2019), Harbi (2019), Golubeva et al (2019), and Sunaryo (2020), who
found that capital has a positive effect on bank performance. However, Supriyono and Herdhayinta



(2019), and Hasan et al (2020), found a negative effect, while Heffernan and Fu (2010) and Silaban
(2017, found do not affect of capital on bank performance.

Hi: Capital adequacy has a positive effect on the bank performance.

Asset Quality

Asset quality shows the quanlity of available and potential credit risk associated with the loan portfolio
and investment and other assets it owns. Bank management must be able to manage these assets to
reduce credit risk, in this case management’s ability is tested to identify and manage credit risk. The
bank’s asset structure determines the conditions snd ability of the business and households to repay the
loans they have received so that the bank’s operational activities can run smoothly. The better the asset
quality, the better and smoother the repayment of business and household loans, thus reducing the
occurrence of bad loans and an impact on increasing bank income.

Banks have an asset in the form of loans to businesses and individuals, and the interest collected
on these investments is a major source of revenue and profit for them. The bank's major risk is that loans
will not be repaid. The worse the quality of the loan or asset, the larger the credit risk. Banks must retain
more capital to cover the associated credit risk and file bigger provisions to account for potential losses
when their asset quality declines. Thus, bank management must be able to manage its asset and
investment portfolio proverly so that asset quality does not decline.

Asset quality is a major problem during an economic downturn, as many borrowers default on
their loans and the number of non-performing loans rises. Banks must always follow robust lending
criteria, actively monitor asset quality, and proactively tackle ono-performance loans to limit losses and
the impact on their soundness and capacity to lend. Research results related to asset quality have been
conducted by Abata and Adeolu (2014) and Kadioglu et al (2017), which found that asset quality has a
negative effect on bank performance, while research results from Lucky and Andrew (2015) and
Anggraini and Prastiwi (2019) found do not affect of asset quality on bank performance.

H»: Asset quality has a positive effect on the bank pefromance.

Management

The 3 component of CAMELS is management assessed by different factors, including: the board of
directors' and management's ability to plan for and respond to risks that may arise as a result of business
uncertainty, as well as the level and quality of oversight and support provided to all bank activities by
the board of directors and management. As a result, management is linked to corporate governance,
which is a set of rules, policies, and procedures for directing and controlling a business. Corporate
governance identifies who has power and accountability, as well as who makes decisions, by describing
how corporations are governed and for what purpose. Good corporate governance is implemented by
banks to increase bank value and performance as well as to maintain the sustainability of bank
operations. Research related to corporate governance was conducted by Rostami et al (2015) and
Owiredu and Kwakye (2020), who found that corporate governance had a positive effect on bank
performance. However, research results from Dogan and Yildiz (2013) found a negative influence
between corporate governance and bank performance, while Ene et al (2016) and Sobhy et al (2017)
found do not influence of corporate governance on bank performance.

Hs: Corporate governance has a positive effect on the bank performance.

Earnings

Profit and earnings are often used interchangeably, but they are different. In this case, what is meant by
earnings is bank income, which is the core income derived from interest income. This income is obtained
from the difference between loan interest or credit interest and deposit interest. In a financial institution
such as a bank, the measure of the difference between credit interest income and interest on deposits
relative to total interest income is called the net interest margin (NIM). The banks must pay attention to
the net interest margin (NIM) because the net interest margin (NIM) is a ratio used as a benchmark to
determine how much the bank’s ability to manage all its earning assets to generate higher net income.



Research related to net interest margin conducted by Lartey et al (2013), Silaban (2017),
Supriyono and Herdhayinta (2019), and Sunaryo (2020) found that net interest margin has a positive
effect on the bank performance. However, the results of research from Hasan et al (2020), did not find
the effect of net interest margin on the bank performance.

Ha4: The compliance to earnings has a positive effect on the bank performance.

Liquidity

Liquidity refers to the ease with which an asset, or security, can be converted into ready cash without
affecting its market price. Cash is the most liquit of assets, by having sufficient cash the bank can make
payment transactions to meet the obligations that have to be paid. Liquidity is assessed based on the
adequacy of sources of liquidity compared to current needs without disrupting bank operations. The
liquidity aspect as a measure of bank health is carried out using the loan to deposit ratio (LDR) indicator.
The loan-to-deposit ratio is calculated by dividing a bank's total loans by its total deposits over a given
period. Divide a bank's total number of loans by the total amount of deposits for the same period to get
the loan to deposit ratio. As a result, the loan-to-deposit ratio speaks to a bank's capacity to satisfy its
short-term obligations.

Research on loan to deposit ratio was conducted by Kosmidou et al (2005), Samad (2015),
Rahman et al (2015), Erdogan and Aksoy (2016), Anarfi (2016), Anggraini and Prastiwi (2019), and
Supriyono and Herdhayinta (2019), found that the loan to deposit ratio has a positive effect on bank
performance. However, the result of research from Davydenco (2011), and Harbi (2019), found that the
loan to deposit ratio has a negative effect on the bank performance. Other research by Heffernan and Fu
(2010), Ayanda (2013), Golubeva et al (2019), Sunaryo (2020), Hasan (et al (2020), found do not affect
of the loan to deposit ratio on the bank performance.

Hs: The compliance to liquidity has a positive effect on the bank performance.

Sensitivity

Market risk sensitivity relates to a bank’s ability to deal with market fluctuation, the market can become
very volatile due to good news or bad news. A sensitive market is vulnerable to uncontrollable
fluctuations in prices and interest retes. Many banks try to avoid sensitive markets by fixing interest
rates or gradually divulging good and bad news, so that their share prices fluctuate smoothly and
consistently. An increase in the interest rate will have a negative impact on the development of bank
loans and can even cause bad credit. Therefore, bank management must maintain the quality of loans
even in conditions of rising interest rates to reduce credit risk.

The market risk sensitivity can be deducted from the non-performance loan (NPL), which is an
indicator of bank health. Non-performance loans (NPL) can have an impact on reducing bank capital,
and if left untreated, will have an impact on lending for the next period. Research on non-performance
loans conducted by Erdogan and Aksoy (2016), Silaban (2017), Kadioglu et al (2017), John (2018),
Supriyono and Herdhayitna (2019), and Golubeva et al (2019), found that non-performance loan has a
negative effect on the bank performance. Meanwhile, research results from Rahman et al (2015), Lucky
and Andrew (2015), Sunaryo (2020), and hasan et al (2020) found no effect of non-performance loans
on the bank performance.

Hs: The compliance to sensitivity has a positive effect on the bank performance.

3. Research Methodology

This paper aims to analyzes bank compliance with regulations and standards as well as their impact on
bank performance in the Indonesian banking industry. The data is taken from the annual report of profit
and loss and balance sheet of 30 banks that are still actively listed on the Indonesia Stock Exchange
(IDX) for the 2015-2019 period. The sampling method uses purposive sampling, as in Table 2 below.

Table 2. Sample Research Data



No Sample Criteria Number of Samples
1 | Population 35
2 | Banks that are not listed on the IDX since 2015-2019 8
3 | Banks that do not provide annual report income statements and balance sheets for 0

the 2015-2019 period
4 | Financial statements that are not stated in rupiah currency 0
Total Samples 27

Source: Calculations based on IDX data.

This study adopts several modifications to the model and methodology used by Harbi (2019). Data
analysis uses multiple regression models and is represented in the following equation.

BF = a + b;CAP + b,AQL +b3CG + bsERN + bsLIQ + bgMS + e

Where:

BF = Bank performance.
CAP = Capital adequacy.
AQL = Asset quality.

CG = Corporate governance.
ERN = Earnings.

LIQ = Liquidty.

MS = Market sensitivity.

E = error.

Measures of profitability
The measurement of bank performance in this study is return on assets (ROA), which is defined as profit
after tax to total assets and shows the profit earned per rupiah of assets.

Determinants of bank profitability

The factors that determine bank performance are capital, asset quality, management, earnings, liquidity,
and market risk sensitivity (CAMELS). Capital, earning, liquidity, and sensitivity as dummy variables,
which represent compliance with the provisions of capital, earnings, liquidity, and market risk
sensitivity. Meanwhile, asset quality and management are the control variables. These variables as
independent variables (Ahsan, 2016) are shown in Table 3 below.

Table 3. Determinants of Bank Profitability

Variables Indicator Description Exsi(;cr;ted

Dependent

variables:

Bank ROA Bank’s after-tax profits divided by total assets.

performance

Independent

variables:

Capital CAR Capital divided by risk weighted assets (control +
variable).

Asset Quality Total PL Logarithm of total performance loan (control variable). +
Total of board directors (control variable).

Management Total Board of +

Directors Dummy, equal 0 if the bank has NIM more than 6%,
Earnings NIM otherwise 1. +




Liquidity LDR Dummy, equal O if the bank has LDR 75% - 105%, +
otherwise 1.
Dummy, equal 0 if the bank has NPL less than 5%, +
Sensitivity NPL otherwisw 1. +

Bad loans divided by the total amount of outstanding
loans in the bank’ portfolio.

4. Research Discussion
4.1 Descriptive Statistics

Banks that met the sample criteria according to the purposive sampling method were 27 banks, so that
the number of N samples was 135. After being tested for data normality and classical assumptions, the
number of N samples was 119, which were further processed using multiple regression methods. As
shown in Table 4, the following are descriptive statistics of 119 N sample data.

Table 4. Descriptive Statistics

Variables N Minimum Maximum Mean Std. Deviation

ERN 119 .00 1.00 7311 44527
LIQ 119 .00 1.00 .1933 .39654
MS 119 .00 1,00 .0924 .29087
CAP 119 9.01 38.60 20.7765 5.12815
AQL 119 3.83 8.59 6.2596 .96638
CG 119 2.00 9.00 5.5630 2.04872
Vallid N (listwise) 119

Source: Calculated based on banks data 2015-2019.

Based on Table 4, the bank capital (CAP) proxied with the lowest capital adequacy ratio (CAR) is 9.01
percent and the highest is 38.60 percent with an average of 20.78 percent and a standard deviation of
5.13 percent. Given that there are not bank that does not comply with the provisions and standards of at
least 8%, this variable cannot be a dummy variable, so it is placed as a control variable. As shown in
Table 4, there is no bank with a capital ratio of less than 8 percent. Thus, all banks comply with the
provisions and standards set by Bank Indonesia.

Asset quality is proxied by the total performance loan, and for analysis purposes the logatrithm
of the total performance loan is used, with a logarithm of total loan performance of at least 3.83 and a
maximum of 8.59, with an average value of 6.26 and a standard deviation of 0.97. Even this variable is
used as a control variable. One other control variable is corporate governance, which is proxied by the
number of boards of directors. As shown in Table 4, the number of boards of directors is at least 2 people
and a maximum of 9 people, with an average of 6 people per bank, and a standard deviation of 2.05.

Model testing is done to determine how much the regression model can accurately predict. The
test was carried out on the coefficient of determination and the significance test F. The test results of the
coefficient of determination and the significance of F are shown in Table 5 and Table 6 below.

Table 5. Coefficient of Determination

. Std. Error of the
Model R R Square Adjusted R Square Estimste
1 .847 718 .703 .76051

Source: Calculated based on banks data 2015-2019.

As shown in Table 5, the test results of the coefficient of determination show that the adjusted R square
is 0.703 or 70.30 percent. Thus, 70.30 percent of bank performance is influenced by capital, asset



quality, management governance, earnings, liquidity, and market risk sensitivity, the rest is determined
by other factors.

Table 6. Significance Test F

Sum of

Model df Mean Square F Sig
Squares
1 Regression 164.886 6 27.481 47.514 .000
Residual 64.778 112 .578
Total 229.664 118

Source: Calculated based on banks data 2015-2019.

Table 6 shows the results of the F significance test (sig - F) where the value of F = 47,514 with a
significance of 0.00. With the results of the F significance test, it can be concluded that the regression
model meets the requirements of goodness of fit, so the regression model is suitable for prediction.

4.2 Regression Results

The regression results are shown in Table 7, as a basis for analyzing the effect of capital, asset quality,
management, earnings, and market risk sensitivity on bank performance. To test the hypothesis has been
done using the t test to determine the level of significance of capital, asset quality, management
governance, liquidity, and market risk sensitivity to bank performance. By knowing the significance of
t (sig - t) of each of these variables, the variables that have influence and do not affect firm performance,
so that we can get a conclusion on the status of each of these independent variables in influencing bank
performance. The results of the t significance test (sig - t) can be seen in Table 7 below.

Table 7. Significance Test t

Unstandardized Standardized
Model Coefficients Coefficients t sig
B Std. Error Beta
1 (Constant) -.809 .657
ERN -1.442 175 -.454 -8.145 .000
LIQ -.259 182 -.074 -1.419 159
MS -1.653 .269 -.345 -6.141 .000
CAP .047 .016 172 2.862 .005
AQL 272 080 .189 3.395 .001
CG .162 040 .238 4,063 .000

Source: Calculated based on banks data 2015-2019.

The results of hypothesis testing as shown in Table 7 show that the beta coefficient of capital adequacy
is 0.047 with a significance t = 0.005 less than 5 percent. Thus, capital adequacy has a significant
positive effect on bank performance at a significance level of less than 1 percent, so hypothesis 1 is
accepted. Asset quality beta coefficient 0.272 with a significance t = 0.001 less than 5 percent. Thus,
asset quality has a significant positive effect on bank performance at a significance level of less than 1
percent, so hypothesis 2 is accepted. The corporate governance beta coefficient is 0.162 with a
significance t = 0.000, less than 5 percent. Thus, corporate governance has a significant positive effect
on bank performance at a significance level of less than 1 percent, so hypothesis 3 is accepted. The three
variables are control variables and all of them are significant and positive in influencing bank
performance. Therefore, capital adequacy, asset quality, and corporate governance can function as
control variables in influencing bank performance.

Still as shown in Table 6, the compliance beta coefficient on earnings is -1.442 with a significance
t = 0.000 less than 5 percent. Thus, compliance with earnings has a significant negative effect on bank
performance at a significance level of less than 1 percent. However, although statistically compliance
with earnings has a significant effect, but in a different direction and not in accordance with the



predictions, so that hypothesis 4 is rejected. The beta coefficient of compliance with liquidity is -0.259
with a significance t = 0.159 greater than 5 percent. Thus, compliance with liquidity has a negative and
insignificant effect on bank performance, so hypothesis 5 is rejected. The beta coefficient of compliance
with market risk sensitivity is -1.653 with a significance t = 0.000 less than 5 percent. Thus, compliance
with market risk sensitivity has a negative effect on bank performance at a significance level of less than
1 percent, so that hypothesis 6 is rejected, because it is not in accordance with what was predicted.

4.3 Discussion

The results of hypothesis testing as shown in Table 7 show that compliance with the earning terms
standards has a negative effect on bank performance, the higher the compliance with regulations and
earning standards, the lower the bank's performance. Earnings is proxied by the net interest margin, so
that the higher the net interest margin, the lower the bank's performance. Banks that comply with the
regulations and standards for a net interest margin of more than 6 percent experience a decline in
performance. This is probably since most of the banks listed on the Indonesia Stock Exchange (IDX)
generate a net interest margin of less than 6%, which has an impact on the decline in bank performance.

The banking industry has a more exclusive market characteristic than other industries. Banks can
use market forces and interest rates to increase revenue, with increasing bank income, the bank's
performance also increases. However, given their market power, most banks still generate a net interest
margin of less than 6 percent. Therefore, the results of this study are not in accordance with the concept
of market power theory (MPT) and relative market theory (RMT). The market power of the bank is not
able to increase the high net interest margin, which results in a decline in bank performance.

The compliance with liquidity has no effect on bank performance. The compliance with liquidity
is proxied by the loan to deposit ratio, and legal compliance with liquidity is measured by the provisions
and standard loan to deposit ratio of 75 — 105 percent. Thus, compliance with liquidity does not affect
the increase in bank performance. This condition is in line with the first finding, namely that compliance
with earnings has a negative effect on bank performance. Many banks listed on the Indonesia Stock
Exchange (IDX) adhere to the terms and conditions for a loan-to-deposit ratio of 75 to 105 percent. This
compliance has no impact on bank performance because most banks generate low earnings or net interest
margins, which are less than 6 percent.

The compliance with market risk sensitivity has a negative effect on bank performance, the higher
the market risk sensitivity, the lower the bank's performance. The compliance with market risk
sensitivity is proxied by non-performance loans, and compliance with non-performance loan provisions
and standards is a maximum of 5 percent. The non-performance loans of most banks listed on the
Indonesia Stock Exchange (IDX) are lower than 5 percent, so they comply with the provisions and
standards set by Bank Indonesia. Thus, banks that comply with NPL regulations and standards of less
than 5 percent have a negative effect on bank performance. This finding is also in line with previous
findings where earnings have a negative impact on bank performance, which means that there may be
indications of inefficiency. This is also demonstrated by the fact that many banks listed on the Indonesia
Stock Exchange (IDX) generate a net interest margin of less than 6 percent.

5. Recommendations

The significant influence of capital adequacy, asset quality and corporate governance as control
variables is very important to be developed as a factor that affects bank performance. Further research
is encouraged to conduct a comprehensive study on compliance with capital adequacy, asset quality and
corporate governance as the main factors in supporting the improvement of bank performance.

6. Research Limitation
Although this research has contributed to the development of finance and banking, it also has limitations
that need to be addressed. The limitation of this research is only focused on the CAMELS approach as

the provisions of bank compliance with regulations as a factor affecting bank performance, while other
factors are not considered.
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7. Suggestions for Future Research

From the limitations of this study, for further research in addition to using the CAMELS approach in
analyzing the effect of bank compliance on bank performance, researchers can consider the ownership
structure and bank size as factors that affect bank performance.

8. Conclussion

This paper aims to examine legal compliance with bank soundness standards and regulations in the
Indonesian banking industry using the CAMELS approach. The results showed that compliance with
earnings regulations and market risk sensitivity had no effect on bank performance. As it has been
predicted, capital adequacy, asset quality and corporate governance as control variables have a
significant positive effect on bank performance, so that the three variables are able to act as control
variables in influencing bank performance.
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Abstract

This study aims to examine the effect of legal compliance on the health of commercial banks
and Islamic banks in Indonesia, to the extent that compliance with the provitions and
standards set by Bank Indonesia has an impact on improving bank performance. This study
uses micro banking data listed on the Indonesia Stock Exchange (IDX) for the period 2015-
2019. The data used is panel data that is tested in the relantionship between measures of
bank health legal compliance with indicators of capital, asset quality, management, earnings,
and market rist sensitivity (CAMELS). The results on this study indicate that compliance with
earnings and compliance with market risk sensitivity has a negative effect on bank
performance, while compliance with liquidity has no effect on bank performance.
Furthermore, three control variables used in this study, namely capital, asset quality, and
corporate governance, were able to prduce results as predicted.
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1. Introduction

The banking industry is a group of industrial sectors that plays an important role in increasing economic
activity in Indonesia. It can even be said to be a life support industry for the national economy through
financing in various sectors of business activity. The banking system in Indonesia is regulated under
UU No. 7 of 1992 (amended by UU No. 10 of 1998), while banking regulations are stipulated in the
form of Bank Indonesia Regulations (PBI). In accordance with the UU, Indonesia banking can groupeds
according to type: Commercial Bank and Bank Perkreditan Rakyat (BPR), both types of banks carry out
conventional and sharia activities international. The two types of banks coexist complement each other
in financing business activities, not only international between countries in export-import activities but
also national ones between regions, and even to remote rurel areas.

In accordance with Bank Indonesia Regulation (PBI) number 13/1/PBI /211, banks are required
to assess the soundness of the bank individually using a risk-based bank rating approach, with a coverage
of the assessment of factors: risk profile, good corporate governance, earnings, and capital. The



provision for banks to assess of bank soundness is intended to create a sound banking structure capable
to fulfill the needs of the consumer and supporting sustainable national economic development.

A soundnes banking structure aims to strengthen bank capital to increase the ability of banks to
manage business and risk, develop information technology, and increase their business scale to support
increased capacity for bank credit growth. Therefore, banks as intermediary institutions in the financial
sector have certain features related to the provisions that must be complied with in comparison with
companies in other industrial sectors, to remain able to carry out their operations.

These regulations must be complied with to maintain the sounder of the bank and do not to cause
problems in supporting sustainable economic activity. The provisions and standards that must be
obeyed, such as a capital adecuacy ratio (CAR) of at least 8 percent, a maximum non-performance loan
(NPL) of 5 percent, a net interest margin (NIM) of at least 6 percent, and a loan to deposit ratio (LDR)
of 75 - 105 percent. If a bank does not comply with these rules, it will create risks that can harm the
bank, and can reduce the soundnes of the bank which will result in a decline in the bank's performance.
These provisions and standards are made to maintain the health of the bank so that the bank can function
properly as an agent of development.

In accordance with Bank Indonesia regulation Number 6/10/PBI1/2004 dated April 12,
2004, the soundness level of a bank is a quantitative and/or qualitative assessment of numerous
characteristics that affect the bank's condition or performance, such as capital (C), asset quality
(A), management (M), earnings (E), liquidity (L), and market risk sensitivity (S). The CAMELS
analysis is a development of CAMEL before adding the last measurement, namely merket risk
sensitivity. The original form was CAMEL, after US regulations added a component of market risk
sensitivity in late 1997. This change has been followed by many bank supervisors around the world
(Grier, 2007). Even though CAMEL has developed into CAMELS, the last componary measure, namely
market risk sensitivity, may not apply to all commercial banks (Sujarwo, 2015).

The major responsibility of the bank's compliance function in relation to bank compliance with
established regulations and standards is to help senior management in managing compliance risk more
efficiently. More specifically, compliance with law, provisions and standards that have been determined
by Bank Indonesia as the authority and supervising banking industry activities in Indonesia. As defined
by the Basel Committee (Basel I1), compliance is the risk of legal or regulatory sanctions, financial loss,
or loss of reputation that a bank may suffer due to its failure to comply with all applicable laws,
regulations, codes of ethics and standards of good bank practice.

The compliance risk is measured by using performance indicators to improve compliance (Misha,
2016), for example an increase in the number of customer complaints, and payment irregularities that
cause bad credit. According to Misha (2016), the compliance function also identifies, records, and
assesses compliance risks associated with bank operations, including new products and practices,
proposals for the formation of new types of business, customer relationships, and material changes in
these relationships which cover areas such as loans, operations, deposits, transfers, etc. The extent to
which bank compliance practices in implementing the rules and standards of the Indonesian banking
industry can be illustrated in Table 1 below.

Table 1. Compliance to CAR, NPL and LDR

Bank Name Year
2015 2016 2017 2018 2019

Bank BNI: (percent) (percent) (percent) (percent) (percent)
CAR 17 18.3 17.5 17.4 18.6
NPL 2.7 3 2.3 1.9 2.3
NIM 6.4 6.2 55 53 4.9
LDR 87.80 90.40 85.60 88.80 91.50
Bank AGRIS:
CAR 18.12 17.17 18.64 15.63 14.01
NPL 1.75 3.56 5.45 6.44 7.02
NIM 3.24 3.43 3.17 3.42 3.42
LDR 78.84 84.54 84.46 84.68 84.46
Bank BCA:




CAR 18.7 21.9 23.1 23.4 23.8
NPL 0.7 1.3 15 14 1.3
NIM 6.7 6.8 6.2 6.1 6.2
LDR 81.10 77.10 78.20 81.60 80.50
Bank BRI Syariah:

CAR 13.94 20.63 20.05 29.73 25.26
NPL 3.89 3.19 4.75 4.97 3.38
NIM 6.38 6.37 5.84 5.36 5.72
LDR 87.80 80.50 87.50 90.10 86.30
Bank Maspion Indonesia:

CAR 19.33 24.32 21.59 21.28 20.19
NPL 0.51 0.91 1.52 2.14 2.34
NIM 4.42 5.28 4.95 4.75 4.14
LDR 112.54 94.54 70.28 72.59 94.13

Source: Annual Report 2015-2019.

As show in Table 1 above, of the 5 banks drawn randomly, several provisions and standards have
been adhered to, such as bank capital (CAR) in accordance with the provisions and standards set by
Bank Indonesia. However, there are still some indicators that are not in accordance with the provisions
and standards, such as market risk sensitivity (NPL), earnings (NIM), and luquidity (LDR), some banks
are still not in accordance with the established provisions and standards.

The bank non-compliance to fullfil th regirements regulations and standards can result in a decline
in bank health, which can lead to a decline in bank performance. Therefore, bank management must be
able to properly manage capital, asset quality, management, earnings, liquidity, and market risk
sensitivity (CAMELS), so that the bank is in a healthy condition to carry out its operational activities.
The problem of not being able to meet the provisions and standards of CAMELS is not solely because
banks do not comply with these provisions and standards but can be caused by other factors both macro
in nature beyond the management’s ability, such as the condition of the global economic recession which
causes economic activity to decline.

Bank capital is a very important element in CAMELS, if the bank capital (CAR) is less than 8%,
the bank owners must add their capital deposit to rearch CAR 8 percent. If it is unable to comply, Bank
Indonesia will have to close, because it will only cause banks to experience liqudity problems which
will have a wide impact on the national economy. Asset quality shows the quantity of existing and
potential credit risk associated with the loan and investment portfolio. Thus, it is important for banks to
organize their loan and investment portfolios to reduce credit risk. Management related to corporate
governance is aimed at directing bank management in a profrssional manner based on the principles of
transparency, accountability, responsibility, independence, fairness, and equality. Good corporate
governance will produce healthy banks in carrying out their operational activities. Earnings is an element
that will ensure the continuity of the bank’s business activities because the existence of earnings shows
that banks can pay interest obligations to customers and investors. Liquidity, as an element of ensuring
customer confindence in the bank, is important to maintain this trust to reduce excessive withdrawals
by customers. The last element is market risk sensitivity, which shows the bank’s ability to respond to
changes in the market. These changes are related to changes in interest rate and exchange rates. Banks
must be able to anticipate possible movements in interest rates and exchange rates so that these changes
do not cause major problems for the bank.

Banks use CAMELS as a risk test to manage risk efficiently as an effort to improve bank
performance. When a bank experiences sign of performance problems, it requires strategic management
decisions to control these problems, because changes in daily, weekly, monthly, and annual business
cycles also affect changes in banking performance (Maryam and Bustaman, 2017). Empirical studies
related to CAMELS have been conducted proviously by Ayanda (2013), Dogan and Yildiz (2013),
Abata and Adeolu (2014), Rostami et al (2015), Lucky and Andrew (2015), Rahman et al (2015), and
John (2018). Ayanda’s research (2013) found that capital and luqidity had no effect on bank
performance, while research results from Rahman et al (2015) found a positive effect. Research results
from Dogan and Yildiz (2013), found that corporate governance has a negative effect on bank
performance, while research from Rostami et al (2015) found a positive effect. Abata and Adeolu



(2014), found that asset quality has a negative effect on bank performance, while research from Lucky
and Andrew (2015) did not find an effect of assets quality on bank performance. Still from the research
of Lucky and Andrew (2015) did not find the effect of market sensitivity on bank performance, but John
(2018) found a negative effect of market sensitivity on bank performance.

2. Literature Review and Hyphothesis Development
2.1 Basic Concepts

Capital adecuacy, asset quality, management, earnings, liquidity, and sesitivity and abbreviated as
CAMELS is an international rating system used by regulatory banking authorities to rate financial
institution. This model determines the evaluation of a bank on the basic of six important dimensions,
namely capital, asset quality, management, earnings, liqudity, and market sensitivity. Market risk
sensitivity was only added in 1997 (Mehdi, 2018). These components are used to reflect the soundness
of operations and compliance with fimnancial isntitution regulations. Of the six components, each is
reted on a scale of 1 (best) to a scale 5 (worst). Determination of this ranking is important to assess a
bank that is healthy and unhealthy. Rank 1 is a healthy bank condition, exhibit strong performance and
risk management practices, so that the bank can improve its performance.

The bank’s performance is the capacity to generate sustainable profitability. One of the tarditional
measures of bank performance is return on assets (ROA). which is profitability ratio that provides how
mauch profit a company can generate frim its assets. This ratio to measures how efficient s bank’s
management is in generating earnings from their economic resources. The main theories that explain
banks performance are the market power theory (MPT) and efficiency structure theory (EST).
According to Fu and Heffernan (2009), banking performance is solely determined by market structure.
Banks can exercise market power over prices and earnings in a concentrated market or with a significant
market share by clearly defining their products and therefore increasing abnormal return. According to
this idea, banking performance is governed by the market behavior of agents, which is based on their
market share.

The FEIGHNVEIREIREL theory (RMT) HiGHEIEEVEIGHEAIBYISHERREFANEOBB)IBIANE on importance role
which states the the banking performance depends on market shares. The large banks can offer a variety
of different products, which are able to influence prices and increase revenue. With these assumptions,
the individual’s market share will determine . As a result, product
differentiation is critical in allowing large banks to employ market forces to set interest ratesiiilig large
banks can realize market power and perform better, so that market share power will increase bank
performance.

2.2 Hypothesis Development
Using the CAMELS approach, this study examines bank complience in Indonesia's banking system.

Capital

Capital is an important element in the health of a bank, and which will ensure the bank can carry out its
operations. A healthty bank is a bank that has sufficient capital to guarantee that there is not risk of
capital shortage, thereforce the bank must have sufficient capital. The capital adequacy can be assessed
based on different factors, including the level and quality of capital and the overall financial condition
of the bank. The banks must comply to meet 8 percent capital adequacy in accordance with the provision
and standards set by Bank Indonesia. If the bank is unable to comply with these provisions, the owner
of the capital must deposit up to 8 percent in accordance with the provisions. The banks with large
capital are more likely to take advantage of market structure conditions and dominate market share to
increase revenue.

Several previous studies on bank capital were conducted by Kosmidou et al (2005), Davydenco
(2011), Rahman et al (2015), Erdogan and Aksoy (2016), Anarfi (2016), Merin (2016), Kadioglu et al
(2017), Anggraini and Prastiwi (2019), Harbi (2019), Golubeva et al (2019), and Sunaryo (2020), who
found that capital has a positive effect on bank performance. However, Supriyono and Herdhayinta



(2019), and Hasan et al (2020), found a negative effect, while Heffernan and Fu (2010) and Silaban
(2017, found do not affect of capital on bank performance.

Hi: Capital adequacy has a positive effect on the bank performance.

Asset Quality

Asset quality shows the quanlity of available and potential credit risk associated with the loan portfolio
and investment and other assets it owns. Bank management must be able to manage these assets to
reduce credit risk, in this case management’s ability is tested to identify and manage credit risk. The
bank’s asset structure determines the conditions snd ability of the business and households to repay the
loans they have received so that the bank’s operational activities can run smoothly. The better the asset
quality, the better and smoother the repayment of business and household loans, thus reducing the
occurrence of bad loans and an impact on increasing bank income.

Banks have an asset in the form of loans to businesses and individuals, and the interest collected
on these investments is a major source of revenue and profit for them. The bank's major risk is that loans
will not be repaid. The worse the quality of the loan or asset, the larger the credit risk. Banks must retain
more capital to cover the associated credit risk and file bigger provisions to account for potential losses
when their asset quality declines. Thus, bank management must be able to manage its asset and
investment portfolio proverly so that asset quality does not decline.

Asset quality is a major problem during an economic downturn, as many borrowers default on
their loans and the number of non-performing loans rises. Banks must always follow robust lending
criteria, actively monitor asset quality, and proactively tackle ono-performance loans to limit losses and
the impact on their soundness and capacity to lend. Research results related to asset quality have been
conducted by Abata and Adeolu (2014) and Kadioglu et al (2017), which found that asset quality has a
negative effect on bank performance, while research results from Lucky and Andrew (2015) and
Anggraini and Prastiwi (2019) found do not affect of asset quality on bank performance.

H»: Asset quality has a positive effect on the bank pefromance.

Management

The 3 component of CAMELS is management assessed by different factors, including: the board of
directors' and management's ability to plan for and respond to risks that may arise as a result of business
uncertainty, as well as the level and quality of oversight and support provided to all bank activities by
the board of directors and management. As a result, management is linked to corporate governance,
which is a set of rules, policies, and procedures for directing and controlling a business. Corporate
governance identifies who has power and accountability, as well as who makes decisions, by describing
how corporations are governed and for what purpose. Good corporate governance is implemented by
banks to increase bank value and performance as well as to maintain the sustainability of bank
operations. Research related to corporate governance was conducted by Rostami et al (2015) and
Owiredu and Kwakye (2020), who found that corporate governance had a positive effect on bank
performance. However, research results from Dogan and Yildiz (2013) found a negative influence
between corporate governance and bank performance, while Ene et al (2016) and Sobhy et al (2017)
found do not influence of corporate governance on bank performance.

Hs: Corporate governance has a positive effect on the bank performance.

Earnings

Profit and earnings are often used interchangeably, but they are different. In this case, what is meant by
earnings is bank income, which is the core income derived from interest income. This income is obtained
from the difference between loan interest or credit interest and deposit interest. In a financial institution
such as a bank, the measure of the difference between credit interest income and interest on deposits
relative to total interest income is called the net interest margin (NIM). The banks must pay attention to
the net interest margin (NIM) because the net interest margin (NIM) is a ratio used as a benchmark to
determine how much the bank’s ability to manage all its earning assets to generate higher net income.



Research related to net interest margin conducted by Lartey et al (2013), Silaban (2017),
Supriyono and Herdhayinta (2019), and Sunaryo (2020) found that net interest margin has a positive
effect on the bank performance. However, the results of research from Hasan et al (2020), did not find
the effect of net interest margin on the bank performance.

Ha4: The compliance to earnings has a positive effect on the bank performance.

Liquidity

Liquidity refers to the ease with which an asset, or security, can be converted into ready cash without
affecting its market price. Cash is the most liquit of assets, by having sufficient cash the bank can make
payment transactions to meet the obligations that have to be paid. Liquidity is assessed based on the
adequacy of sources of liquidity compared to current needs without disrupting bank operations. The
liquidity aspect as a measure of bank health is carried out using the loan to deposit ratio (LDR) indicator.
The loan-to-deposit ratio is calculated by dividing a bank's total loans by its total deposits over a given
period. Divide a bank's total number of loans by the total amount of deposits for the same period to get
the loan to deposit ratio. As a result, the loan-to-deposit ratio speaks to a bank's capacity to satisfy its
short-term obligations.

Research on loan to deposit ratio was conducted by Kosmidou et al (2005), Samad (2015),
Rahman et al (2015), Erdogan and Aksoy (2016), Anarfi (2016), Anggraini and Prastiwi (2019), and
Supriyono and Herdhayinta (2019), found that the loan to deposit ratio has a positive effect on bank
performance. However, the result of research from Davydenco (2011), and Harbi (2019), found that the
loan to deposit ratio has a negative effect on the bank performance. Other research by Heffernan and Fu
(2010), Ayanda (2013), Golubeva et al (2019), Sunaryo (2020), Hasan (et al (2020), found do not affect
of the loan to deposit ratio on the bank performance.

Hs: The compliance to liquidity has a positive effect on the bank performance.

Sensitivity

Market risk sensitivity relates to a bank’s ability to deal with market fluctuation, the market can become
very volatile due to good news or bad news. A sensitive market is vulnerable to uncontrollable
fluctuations in prices and interest retes. Many banks try to avoid sensitive markets by fixing interest
rates or gradually divulging good and bad news, so that their share prices fluctuate smoothly and
consistently. An increase in the interest rate will have a negative impact on the development of bank
loans and can even cause bad credit. Therefore, bank management must maintain the quality of loans
even in conditions of rising interest rates to reduce credit risk.

The market risk sensitivity can be deducted from the non-performance loan (NPL), which is an
indicator of bank health. Non-performance loans (NPL) can have an impact on reducing bank capital,
and if left untreated, will have an impact on lending for the next period. Research on non-performance
loans conducted by Erdogan and Aksoy (2016), Silaban (2017), Kadioglu et al (2017), John (2018),
Supriyono and Herdhayitna (2019), and Golubeva et al (2019), found that non-performance loan has a
negative effect on the bank performance. Meanwhile, research results from Rahman et al (2015), Lucky
and Andrew (2015), Sunaryo (2020), and hasan et al (2020) found no effect of non-performance loans
on the bank performance.

Hs: The compliance to sensitivity has a positive effect on the bank performance.

3. Research Methodology

This paper aims to analyzes bank compliance with regulations and standards as well as their impact on
bank performance in the Indonesian banking industry. The data is taken from the annual report of profit
and loss and balance sheet of 30 banks that are still actively listed on the Indonesia Stock Exchange
(IDX) for the 2015-2019 period. The sampling method uses purposive sampling, as in Table 2 below.

Table 2. Sample Research Data



No Sample Criteria Number of Samples
1 | Population 35
2 | Banks that are not listed on the IDX since 2015-2019 8
3 | Banks that do not provide annual report income statements and balance sheets for 0

the 2015-2019 period
4 | Financial statements that are not stated in rupiah currency 0
Total Samples 27

Source: Calculations based on IDX data.

This study adopts several modifications to the model and methodology used by Harbi (2019). Data
analysis uses multiple regression models and is represented in the following equation.

BF = a + b;CAP + b,AQL +b3CG + bsERN + bsLIQ + bgMS + e

Where:

BF = Bank performance.
CAP = Capital adequacy.
AQL = Asset quality.

CG = Corporate governance.
ERN = Earnings.

LIQ = Liquidty.

MS = Market sensitivity.

E = error.

Measures of profitability
The measurement of bank performance in this study is return on assets (ROA), which is defined as profit
after tax to total assets and shows the profit earned per rupiah of assets.

Determinants of bank profitability

The factors that determine bank performance are capital, asset quality, management, earnings, liquidity,
and market risk sensitivity (CAMELS). Capital, earning, liquidity, and sensitivity as dummy variables,
which represent compliance with the provisions of capital, earnings, liquidity, and market risk
sensitivity. Meanwhile, asset quality and management are the control variables. These variables as
independent variables (Ahsan, 2016) are shown in Table 3 below.

Table 3. Determinants of Bank Profitability

Variables Indicator Description Exsi(;cr;ted

Dependent

variables:

Bank ROA Bank’s after-tax profits divided by total assets.

performance

Independent

variables:

Capital CAR Capital divided by risk weighted assets (control +
variable).

Asset Quality Total PL Logarithm of total performance loan (control variable). +
Total of board directors (control variable).

Management Total Board of +

Directors Dummy, equal 0 if the bank has NIM more than 6%,
Earnings NIM otherwise 1. +




Liquidity LDR Dummy, equal O if the bank has LDR 75% - 105%, +
otherwise 1.
Dummy, equal 0 if the bank has NPL less than 5%, +
Sensitivity NPL otherwisw 1. +

Bad loans divided by the total amount of outstanding
loans in the bank’ portfolio.

4. Research Discussion
4.1 Descriptive Statistics

Banks that met the sample criteria according to the purposive sampling method were 27 banks, so that
the number of N samples was 135. After being tested for data normality and classical assumptions, the
number of N samples was 119, which were further processed using multiple regression methods. As
shown in Table 4, the following are descriptive statistics of 119 N sample data.

Table 4. Descriptive Statistics

Variables N Minimum Maximum Mean Std. Deviation

ERN 119 .00 1.00 7311 44527
LIQ 119 .00 1.00 .1933 .39654
MS 119 .00 1,00 .0924 .29087
CAP 119 9.01 38.60 20.7765 5.12815
AQL 119 3.83 8.59 6.2596 .96638
CG 119 2.00 9.00 5.5630 2.04872
Vallid N (listwise) 119

Source: Calculated based on banks data 2015-2019.

Based on Table 4, the bank capital (CAP) proxied with the lowest capital adequacy ratio (CAR) is 9.01
percent and the highest is 38.60 percent with an average of 20.78 percent and a standard deviation of
5.13 percent. Given that there are not bank that does not comply with the provisions and standards of at
least 8%, this variable cannot be a dummy variable, so it is placed as a control variable. As shown in
Table 4, there is no bank with a capital ratio of less than 8 percent. Thus, all banks comply with the
provisions and standards set by Bank Indonesia.

Asset quality is proxied by the total performance loan, and for analysis purposes the logatrithm
of the total performance loan is used, with a logarithm of total loan performance of at least 3.83 and a
maximum of 8.59, with an average value of 6.26 and a standard deviation of 0.97. Even this variable is
used as a control variable. One other control variable is corporate governance, which is proxied by the
number of boards of directors. As shown in Table 4, the number of boards of directors is at least 2 people
and a maximum of 9 people, with an average of 6 people per bank, and a standard deviation of 2.05.

Model testing is done to determine how much the regression model can accurately predict. The
test was carried out on the coefficient of determination and the significance test F. The test results of the
coefficient of determination and the significance of F are shown in Table 5 and Table 6 below.

Table 5. Coefficient of Determination

. Std. Error of the
Model R R Square Adjusted R Square Estimste
1 .847 718 .703 .76051

Source: Calculated based on banks data 2015-2019.

As shown in Table 5, the test results of the coefficient of determination show that the adjusted R square
is 0.703 or 70.30 percent. Thus, 70.30 percent of bank performance is influenced by capital, asset



quality, management governance, earnings, liquidity, and market risk sensitivity, the rest is determined
by other factors.

Table 6. Significance Test F

Sum of

Model df Mean Square F Sig
Squares
1 Regression 164.886 6 27.481 47.514 .000
Residual 64.778 112 .578
Total 229.664 118

Source: Calculated based on banks data 2015-2019.

Table 6 shows the results of the F significance test (sig - F) where the value of F = 47,514 with a
significance of 0.00. With the results of the F significance test, it can be concluded that the regression
model meets the requirements of goodness of fit, so the regression model is suitable for prediction.

4.2 Regression Results

The regression results are shown in Table 7, as a basis for analyzing the effect of capital, asset quality,
management, earnings, and market risk sensitivity on bank performance. To test the hypothesis has been
done using the t test to determine the level of significance of capital, asset quality, management
governance, liquidity, and market risk sensitivity to bank performance. By knowing the significance of
t (sig - t) of each of these variables, the variables that have influence and do not affect firm performance,
so that we can get a conclusion on the status of each of these independent variables in influencing bank
performance. The results of the t significance test (sig - t) can be seen in Table 7 below.

Table 7. Significance Test t

Unstandardized Standardized
Model Coefficients Coefficients t sig
B Std. Error Beta
1 (Constant) -.809 .657
ERN -1.442 175 -.454 -8.145 .000
LIQ -.259 182 -.074 -1.419 159
MS -1.653 .269 -.345 -6.141 .000
CAP .047 .016 172 2.862 .005
AQL 272 080 .189 3.395 .001
CG .162 040 .238 4,063 .000

Source: Calculated based on banks data 2015-2019.

The results of hypothesis testing as shown in Table 7 show that the beta coefficient of capital adequacy
is 0.047 with a significance t = 0.005 less than 5 percent. Thus, capital adequacy has a significant
positive effect on bank performance at a significance level of less than 1 percent, so hypothesis 1 is
accepted. Asset quality beta coefficient 0.272 with a significance t = 0.001 less than 5 percent. Thus,
asset quality has a significant positive effect on bank performance at a significance level of less than 1
percent, so hypothesis 2 is accepted. The corporate governance beta coefficient is 0.162 with a
significance t = 0.000, less than 5 percent. Thus, corporate governance has a significant positive effect
on bank performance at a significance level of less than 1 percent, so hypothesis 3 is accepted. The three
variables are control variables and all of them are significant and positive in influencing bank
performance. Therefore, capital adequacy, asset quality, and corporate governance can function as
control variables in influencing bank performance.

Still as shown in Table 6, the compliance beta coefficient on earnings is -1.442 with a significance
t = 0.000 less than 5 percent. Thus, compliance with earnings has a significant negative effect on bank
performance at a significance level of less than 1 percent. However, although statistically compliance
with earnings has a significant effect, but in a different direction and not in accordance with the



predictions, so that hypothesis 4 is rejected. The beta coefficient of compliance with liquidity is -0.259
with a significance t = 0.159 greater than 5 percent. Thus, compliance with liquidity has a negative and
insignificant effect on bank performance, so hypothesis 5 is rejected. The beta coefficient of compliance
with market risk sensitivity is -1.653 with a significance t = 0.000 less than 5 percent. Thus, compliance
with market risk sensitivity has a negative effect on bank performance at a significance level of less than
1 percent, so that hypothesis 6 is rejected, because it is not in accordance with what was predicted.

4.3 Discussion

The results of hypothesis testing as shown in Table 7 show that compliance with the earning terms
standards has a negative effect on bank performance, the higher the compliance with regulations and
earning standards, the lower the bank's performance. Earnings is proxied by the net interest margin, so
that the higher the net interest margin, the lower the bank's performance. Banks that comply with the
regulations and standards for a net interest margin of more than 6 percent experience a decline in
performance. This is probably since most of the banks listed on the Indonesia Stock Exchange (IDX)
generate a net interest margin of less than 6%, which has an impact on the decline in bank performance.

The banking industry has a more exclusive market characteristic than other industries. Banks can
use market forces and interest rates to increase revenue, with increasing bank income, the bank's
performance also increases. However, given their market power, most banks still generate a net interest
margin of less than 6 percent. Therefore, the results of this study are not in accordance with the concept
of market power theory (MPT) and relative market theory (RMT). The market power of the bank is not
able to increase the high net interest margin, which results in a decline in bank performance.

The compliance with liquidity has no effect on bank performance. The compliance with liquidity
is proxied by the loan to deposit ratio, and legal compliance with liquidity is measured by the provisions
and standard loan to deposit ratio of 75 — 105 percent. Thus, compliance with liquidity does not affect
the increase in bank performance. This condition is in line with the first finding, namely that compliance
with earnings has a negative effect on bank performance. Many banks listed on the Indonesia Stock
Exchange (IDX) adhere to the terms and conditions for a loan-to-deposit ratio of 75 to 105 percent. This
compliance has no impact on bank performance because most banks generate low earnings or net interest
margins, which are less than 6 percent.

The compliance with market risk sensitivity has a negative effect on bank performance, the higher
the market risk sensitivity, the lower the bank's performance. The compliance with market risk
sensitivity is proxied by non-performance loans, and compliance with non-performance loan provisions
and standards is a maximum of 5 percent. The non-performance loans of most banks listed on the
Indonesia Stock Exchange (IDX) are lower than 5 percent, so they comply with the provisions and
standards set by Bank Indonesia. Thus, banks that comply with NPL regulations and standards of less
than 5 percent have a negative effect on bank performance. This finding is also in line with previous
findings where earnings have a negative impact on bank performance, which means that there may be
indications of inefficiency. This is also demonstrated by the fact that many banks listed on the Indonesia
Stock Exchange (IDX) generate a net interest margin of less than 6 percent.

5. Recommendations

The significant influence of capital adequacy, asset quality and corporate governance as control
variables is very important to be developed as a factor that affects bank performance. Further research
is encouraged to conduct a comprehensive study on compliance with capital adequacy, asset quality and
corporate governance as the main factors in supporting the improvement of bank performance.

6. Research Limitation
Although this research has contributed to the development of finance and banking, it also has limitations
that need to be addressed. The limitation of this research is only focused on the CAMELS approach as

the provisions of bank compliance with regulations as a factor affecting bank performance, while other
factors are not considered.
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7. Suggestions for Future Research

From the limitations of this study, for further research in addition to using the CAMELS approach in
analyzing the effect of bank compliance on bank performance, researchers can consider the ownership
structure and bank size as factors that affect bank performance.

8. Conclussion

This paper aims to examine legal compliance with bank soundness standards and regulations in the
Indonesian banking industry using the CAMELS approach. The results showed that compliance with
earnings regulations and market risk sensitivity had no effect on bank performance. As it has been
predicted, capital adequacy, asset quality and corporate governance as control variables have a
significant positive effect on bank performance, so that the three variables are able to act as control
variables in influencing bank performance.
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Abstract

This study aims to examine the effect of legal compliance on the health of commercial banks
and Islamic banks in Indonesia, to the extent that compliance with the provisions and
standards set by Bank Indonesia has an impact on improving bank performance. This study
uses micro banking data listed on the Indonesia Stock Exchange (IDX) for the period 2015-
2019. The data used is panel data that is tested in the relationship between measures of bank
health legal compliance with indicators of capital, asset quality, management, earnings, and
market risk sensitivity (CAMELS). The results of this study indicate that compliance with
earnings and compliance with market risk sensitivity has a negative effect on bank
performance, while compliance with liquidity has no effect on bank performance.
Furthermore, three control variables used in this study, namely capital, asset quality, and
corporate governance, were able to produce results as predicted.

Keywords: Asset quality, Capital, Earnings, Liquidity, Management, Market risk sensitivity

JEL Classification: G20, G21, G24
1. Introduction

The banking industry is a group of industrial sectors that plays an important role in increasing economic
activity in Indonesia. It can even be said to be a life support industry for the national economy through
financing in various sectors of business activity. The banking system in Indonesia is regulated under UU
No. 7 of 1992 (amended by UU No. 10 of 1998), while banking regulations are stipulated in the form
of Bank Indonesia Regulations (PBI). In accordance with the UU, Indonesia banking can groupers
according to type: Commercial Bank and Rural Bank, both types of banks carry out conventional and
sharia activities internationally. The two types of banks complement each other in financing business
activities, not only international between countries in export-import activities but also national ones
between regions, and even to remote rural areas.

In accordance with Bank Indonesia Regulation (PBI) number 13/1/PBI /211, banks are required
to assess the soundness of the bank individually using a risk-based bank rating approach, with a coverage
of the assessment of factors: risk profile, good corporate governance, earnings, and capital. The provision
for banks to assess of bank soundness is intended to create a sound banking structure capable to fulfil
the needs of the consumer and supporting sustainable national economic development. A sound banking
structure aims to strengthen bank capital to increase the ability of banks to manage business and risk,
develop information technology, and increase their business scale to support increased capacity for bank
credit growth. Therefore, banks as intermediary institutions in the financial sector have certain features
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related to the provisions that must be complied with in comparison with companies in other industrial
sectors, to remain able to carry out their operations. These regulations must be complied with to maintain
the sounder of the bank and do not to cause problems in supporting sustainable economic activity. The
provisions and standards that must be obeyed, such as a capital adequacy ratio (CAR) of at least 8
percent, a maximum non-performing loan (NPL) of 5 percent, a net interest margin (NIM) of at least 6
percent, and a loan to deposit ratio (LDR) of 75 - 105 percent. If a bank does not comply with these
rules, it will create risks that can harm the bank, and can reduce the soundness of the bank which will
result in a decline in the bank's performance. These provisions and standards are made to maintain the
health of the bank so that the bank can function properly as an agent of development.

In accordance with Bank Indonesia regulation Number 6/10/PBI1/2004 dated April 12,
2004, the soundness level of a bank is a quantitative and/or qualitative assessment of numerous
characteristics that affect the bank's condition or performance, such as capital (C), asset quality
(A), management (M), earnings (E), liquidity (L), and market risk sensitivity (S). The CAMELS
analysis is a development of CAMEL before adding the last measurement, namely market risk
sensitivity. The original form was CAMEL, after US regulations added a component of market risk
sensitivity in late 1997. This change has been followed by many bank supervisors around the world
(Grier, 2007). Even though CAMEL has developed into CAMELS, the last compony measure, namely
market risk sensitivity, may not apply to all commercial banks (Sujarwo, 2015).

The major responsibility of the bank's compliance function in relation to bank compliance with
established regulations and standards is to help senior management in managing compliance risk more
efficiently. More specifically, compliance with law, provisions and standards|that have been determined
by Bank Indonesia as the authority and supervising banking industry activities in Indonesia. As defined
by the Basel Committee (Basel 1), compliance is the risk of legal or regulatory sanctions, financial loss,
or loss of reputation that a bank may suffer due to its failure to comply with all applicable laws,
regulations, codes of ethics and standards of good bank practice.

The compliance risk is measured by using performance indicators to improve compliance (Misha,
2016), for example an increase in the number of customer complaints, and payment irregularities that
cause bad credit. According to Misha (2016), the compliance function also| identifies, records, and
assesses compliance risks associated with bank operations, including new products and practices,
proposals for the formation of new types of business, customer relationships, and material changes in
these relationships which cover areas such as loans, operations, deposits, transfers, etc. The extent to
which bank compliance practices in implementing the rules and standards of the Indonesian banking
industry can be illustrated in Table 1 below.

Table 1. Compliance to CAR, NPL and LDR

Bank Name Year
2015 2016 2017 2018 2019

Bank BNI: (percent) (percent) (percent) (percent) (percent)
CAR 17 18.3 17.5 17.4 18.6
NPL 2.7 3 2.3 1.9 2.3
NIM 6.4 6.2 55 53 4.9
LDR 87.80 90.40 85.60 88.80 91.50
Bank AGRIS: 18.12 17.17 18.64 15.63 14.01
CAR 1.75 3.56 5.45 6.44 7.02
NPL 3.24 3.43 3.17 3.42 3.42
NIM 78.84 84.54 84.46 84.68 84.46
LDR

Bank BCA:




CAR 18.7 21.9 231 23.4 23.8
NPL 0.7 1.3 15 1.4 13
NIM 6.7 6.8 6.2 6.1 6.2
LDR 81.10 77.10 78.20 81.60 80.50
Bank BRI Syariah: 13.94 20.63 20.05 29.73 25.26
CAR 3.89 3.19 4.75 4.97 3.38
NPL 6.38 6.37 5.84 5.36 5.72
NIM 87.80 80.50 87.50 90.10 86.30
LDR

Bank Maspion Indonesia: 19.33 24.32 21.59 21.28 20.19
CAR 0.51 0.91 1.52 2.14 2.34
NPL 4.42 5.28 4.95 4.75 4.14
NIM 112.54 94.54 70.28 72.59 94.13
LDR

Source: Annual Report 2015-2019.

As shown in Table 1 above, of the 5 banks drawn randomly, several provisions and standards have
been adhered to, such as bank capital (CAR) in accordance with the provisions and standards set by
Bank Indonesia. However, there are still some indicators that are not in accordance with the provisions
and standards, such as market risk sensitivity (NPL), earnings (N1M), and liquidity (LDR); some banks
are still not in accordance with the established provisions and standards.

The bank's non-compliance to fulfil the requirements, regulations and standards can result in a
decline in bank health, which can lead to a decline in bank performance. Therefore, bank management
must be able to properly manage capital, asset quality, management, earnings, liquidity, and market risk
sensitivity (CAMELYS), so that the bank is in a healthy condition to carry out its operational activities.
The problem of not being able to meet the provisions and standards of CAMELS is not solely because
banks do not comply with these provisions and standards but can be caused by other factors both macro
in nature beyond the management’s ability, such as the condition of the global economic recession which
causes economic activity to decline.

Bank capital is a very important element in CAMELS, if the bank capital (CAR) is less than 8%,
the bank owners must add their capital deposit to reach CAR 8 percent. If it is unable to comply, Bank
Indonesia will have to close, because it will only cause banks to experience liquidity problems which
will have a wide impact on the national economy. Asset quality shows the quantity of existing and
potential credit risk associated with the loan and investment portfolio. Thus, it is important for banks to
organize their loan and investment portfolios to reduce credit risk. Management related to corporate
governance is aimed at directing bank management in a professional manner based on the principles of
transparency, accountability, responsibility, independence, fairness, and equality. Good corporate
governance will produce healthy banks in carrying out their operational activities. Earnings is an element
that will ensure the continuity of the bank’s business activities because the existence of earnings shows
that banks can pay interest obligations to customers and investors. Liquidity, as an element of ensuring
customer confidence in the bank, is important to maintain this trust to reduce excessive withdrawals by
customers. The last element is market risk sensitivity, which shows the bank’s ability to respond to
changes in the market. These changes are related to changes in interest rate and exchange rates. Banks
must be able to anticipate possible movements in interest rates and exchange rates so that these changes
do not cause major problems for the bank.

Banks use CAMELS as a risk test to manage risk efficiently as an effort to improve bank
performance. When a bank experiences signs of performance problems, it requires strategic management
decisions to control these problems, because changes in daily, weekly, monthly, and annual business
cycles also affect changes in banking performance (Maryam and Bustaman, 2017). Empirical studies
related to CAMELS have been conducted previously by Ayanda (2013), Dogan and Yildiz (2013), Abata
and Adeolu (2014), Rostami et al (2015), Lucky and Andrew (2015), Rahman et al (2015), and John
(2018). Ayanda’s research (2013) found that capital and liquidity had no effect on bank performance,
while research results from Rahman et al (2015) found a positive effect. Research results from Dogan
and Yildiz (2013), found that corporate governance has a negative effect on bank performance, while
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research from Rostami et al (2015) found a positive effect. Abata and Adeolu

(2014), found that asset quality has a negative effect on bank performance, while research from Lucky
and Andrew (2015) did not find an effect of asset quality on bank performance. Still from the research
of Lucky and Andrew (2015) did not find the effect of market sensitivity on bank performance, but John
(2018) found a negative effect of market sensitivity on bank performance.

2. Literature Review and Hypothesis Development
2.1 Basic Concepts

Capital adequacy, asset quality, management, earnings, liquidity, and sensitivity and abbreviated as
CAMELS is an international rating system used by regulatory banking authorities to rate financial
institutions. This model determines the evaluation of a bank on the basis of six important dimensions,
namely capital, asset quality, management, earnings, liquidity, and market sensitivity. Market risk
sensitivity was only added in 1997 (Mehdi, 2018). These components are used to reflect the soundness
of operations and compliance with financial institution regulations. Of the six components, each is rated
on a scale of 1 (best) to a scale 5 (worst). Determination of this ranking is important to assess a bank
that is healthy and unhealthy. Rank 1 is a healthy bank condition, exhibit strong performance and risk
management practices, so that the bank can improve its performance.

The bank’s performance is the capacity to generate sustainable profitability. One of the traditional
measures of bank performance is return on assets (ROA). which is the profitability ratio that provides
how much profit a company can generate from its assets. This ratio measures how efficient a bank's
management is in generating earnings from their economic resources. The main theories that explain
banks performance are the market power theory (MPT) and efficiency structure theory (EST). According
to Fu and Heffernan (2009), banking performance is solely determined by market structure. Banks can
exercise market power over prices and earnings in a concentrated market or with a significant market
share by clearly defining their products and therefore increasing abnormal return. According to this idea,
banking performance is governed by the market behavior of agents, which is based on their market
share.

The Relative Market Theory (RMT) model developed by Shepherd (1983) plays an important role
which states that the banking performance depends on market shares. The large banks can offer a variety
of different products, which are able to influence prices and increase revenue. With these assumptions,
the individual’s market share will determine market power and its imperfections. As a result, product
differentiation is critical in allowing large banks to employ market forces to set interest rates. The large
banks can realize market power and perform better, so that market share power will increase bank
performance.

2.2 Hypothesis Development
Using the CAMELS approach, this study examines bank compliance in Indonesia's banking system.

Capital
Capital is an important element in the health of a bank, and which will ensure the bank can carry out its
operations. A healthy bank is a bank that has sufficient capital to guarantee that there is no risk of capital
shortage, therefore the bank must have sufficient capital. The capital adequacy can be assessed based
on different factors, including the level and quality of capital and the overall financial condition of the
bank. The banks must comply to meet 8 percent capital adequacy in accordance with the provision and
standards set by Bank Indonesia. If the bank is unable to comply with these provisions, the owner of the
capital must deposit up to 8 percent in accordance with the provisions. The banks with large capital are
more likely to take advantage of market structure conditions and dominate market share to increase
revenue.

Several previous studies on bank capital were conducted by Kosmidou et al (2005), Davydenco
(2011), Rahman et al (2015), Erdogan and Aksoy (2016), Anarfi (2016), Merin (2016), Kadioglu et al
(2017), Anggraini and Prastiwi (2019), Harbi (2019), Golubeva et al (2019), and Sunaryo (2020), who
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found that capital has a positive effect on bank performance. However, Supriyono and Herdhayinta

(2019), and Hasan et al (2020), found a negative effect, while Heffernan and Fu (2010) and Silaban
(2017, found no effect of capital on bank performance.

H1: Capital adequacy has a positive effect on the bank performance.

Asset Quality

Asset quality shows the quality of available and potential credit risk associated with the loan portfolio
and investment and other assets it owns. Bank management must be able to manage these assets to reduce
credit risk, in this case management’s ability is tested to identify and manage credit risk. The bank’s
asset structure determines the conditions and ability of the business and households to repay the loans
they have received so that the bank’s operational activities can run smoothly. The better the asset quality,
the better and smoother the repayment of business and household loans, thus reducing the occurrence of
bad loans and an impact on increasing bank income.

Banks have an asset in the form of loans to businesses and individuals, and the interest collected
on these investments is a major source of revenue and profit for them. The bank's major risk is that loans
will not be repaid. The worse the quality of the loan or asset, the larger the credit risk. Banks must retain
more capital to cover the associated credit risk and file bigger provisions to account for potential losses
when their asset quality declines. Thus, bank management must be able to manage its asset and
investment portfolio properly so that asset quality does not decline.

Asset quality is a major problem during an economic downturn, as many borrowers default on
their loans and the number of non-performing loans rises. Banks must always follow robust lending
criteria, actively monitor asset quality, and proactively tackle ono-performance loans to limit losses and
the impact on their soundness and capacity to lend. Research results related to asset quality have been
conducted by Abata and Adeolu (2014) and Kadioglu et al (2017), which found that asset quality has a
negative effect on bank performance, while research results from Lucky and Andrew (2015) and
Anggraini and Prastiwi (2019) found do not effect of asset quality on bank performance.

H>: Asset quality has a positive effect on the bank performance.

Management

The 3™ component of CAMELS is management assessed by different factors, including: the board of
directors' and management's ability to plan for and respond to risks that may arise as a result of business
uncertainty, as well as the level and quality of oversight and support provided to all bank activities by
the board of directors and management. As a result, management is linked to corporate governance,
which is a set of rules, policies, and procedures for directing and controlling a business. Corporate
governance identifies who has power and accountability, as well as who makes decisions, by describing
how corporations are governed and for what purpose. Good corporate governance is implemented by
banks to increase bank value and performance as well as to maintain the sustainability of bank
operations. Research related to corporate governance was conducted by Rostami et al (2015) and
Owiredu and Kwakye (2020), who found that corporate governance had a positive effect on bank
performance. However, research results from Dogan and Yildiz (2013) found a negative influence
between corporate governance and bank performance, while Ene et al (2016) and Sobhy et al (2017)
found no influence of corporate governance on bank performance.

Hs: Corporate governance has a positive effect on the bank performance.

Earnings

Profit and earnings are often used interchangeably, but they are different. In this case, what is meant by
earnings is bank income, which is the core income derived from interest income. This income is obtained
from the difference between loan interest or credit interest and deposit interest. In a financial institution
such as a bank, the measure of the difference between credit interest income and interest on deposits
relative to total interest income is called the net interest margin (NIM). The banks must pay attention to
the net interest margin (NIM) because the net interest margin (NIM) is a ratio used as a benchmark to
determine how much the bank’s ability to manage all its earning assets to generate higher net income.
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Research related to net interest margin conducted by Lartey et al (2013), Silaban (2017),
Supriyono and Herdhayinta (2019), and Sunaryo (2020) found that net interest margin has a positive
effect on the bank performance. However, the results of research from Hasan et al (2020), did not find
the effect of net interest margin on the bank performance.

Ha: The compliance to earnings has a positive effect on the bank performance.

Liquidity

Liquidity refers to the ease with which an asset, or security, can be converted into ready cash without
affecting its market price. Cash is the most liquid of assets, by having sufficient cash the bank can make
payment transactions to meet the obligations that have to be paid. Liquidity is assessed based on the
adequacy of sources of liquidity compared to current needs without disrupting bank operations. The
liquidity aspect as a measure of bank health is carried out using the loan to deposit ratio (LDR) indicator.
The loan-to-deposit ratio is calculated by dividing a bank’s total loans by its total deposits over a given
period. Divide a bank's total number of loans by the total amount of deposits for the same period to get
the loan to deposit ratio. As a result, the loan-to-deposit ratio speaks to a bank's capacity to satisfy its
short-term obligations.

Research on loan to deposit ratio was conducted by Kosmidou et al (2005), Samad (2015),
Rahman et al (2015), Erdogan and Aksoy (2016), Anarfi (2016), Anggraini and Prastiwi (2019), and
Supriyono and Herdhayinta (2019), found that the loan to deposit ratio has a positive effect on bank
performance. However, the result of research from Davydenco (2011), and Harbi (2019), found that the
loan to deposit ratio has a negative effect on the bank performance. Other research by Heffernan and Fu
(2010), Ayanda (2013), Golubeva et al (2019), Sunaryo (2020), Hasan (et al (2020), found no effect of
the loan to deposit ratio on the bank performance.

Hs: The compliance to liquidity has a positive effect on the bank performance.

Sensitivity

Market risk sensitivity relates to a bank’s ability to deal with market fluctuation, the market can become
very volatile due to good news or bad news. A sensitive market is vulnerable to uncontrollable
fluctuations in prices and interest rates. Many banks try to avoid sensitive markets by fixing interest rates
or gradually divulging good and bad news, so that their share prices fluctuate smoothly and consistently.
An increase in the interest rate will have a negative impact on the development of bank loans and can
even cause bad credit. Therefore, bank management must maintain the quality of loans even in
conditions of rising interest rates to reduce credit risk.

The market risk sensitivity can be deducted from the non-performing loan (NPL), which is an
indicator of bank health. Non-performing loans (NPL) can have an impact on reducing bank capital,
and if left untreated, will have an impact on lending for the next period. Research on non-performing
loans conducted by Erdogan and Aksoy (2016), Silaban (2017), Kadioglu et al (2017), John (2018),
Supriyono and Herdhayitna (2019), and Golubeva et al (2019), found that non-performing loan has a
negative effect on the bank performance. Meanwhile, research results from Rahman et al (2015),

Lucky and Andrew (2015), Sunaryo (2020), and hasan et al (2020) found no effect of non-performing
loans on the bank performance.

Hs: The compliance to sensitivity has a positive effect on the bank

performance. 3. Research Methodology

This paper aims to analyse bank compliance with regulations and standards as well as their impact on
bank performance in the Indonesian banking industry. The data is taken from the annual report of profit
and loss and balance sheet of 30 banks that are still actively listed on the Indonesia Stock Exchange
(IDX) for the 2015-2019 period. The sampling method uses purposive sampling, as in Table 2 below.

Table 2. Sample Research Data

No Sample Criteria Number of Samples




1 Population 35

2 Banks that are not listed on the IDX since 2015-2019 8

3 Banks that do not provide annual report income statements and balance sheets 0
for the 2015-2019 period

4 Financial statements that are not stated in rupiah currency 0

Total Samples 27

Source: Calculations based on IDX data.

This study adopts several modifications to the model and methodology used by Harbi (2019). Data
analysis uses multiple regression models and is represented in the following equation.

BF =a + b1CAP + boAQL +b3CG + b4sERN + bsLIQ + bsMS + e

Where:

BF = Bank performance.
CAP = Capital adequacy.
AQL = Asset quality.

CG = Corporate governance.
ERN = Earnings.

LIQ = Liquidity.
MS = Market sensitivity.
E = error.

Measures of profitability
The measurement of bank performance in this study is return on assets (ROA), which is defined as
profit after tax to total assets and shows the profit earned per rupiah of assets.

Determinants of bank profitability

The factors that determine bank performance are capital, asset quality, management, earnings, liquidity,
and market risk sensitivity (CAMELS). Capital, earning, liquidity, and sensitivity as dummy variables,
which represent compliance with the provisions of capital, earnings, liquidity, and market risk
sensitivity. Meanwhile, asset quality and management are the control variables. These variables as
independent variables (Ahsan, 2016) are shown in Table 3 below.

Table 3. Determinants of Bank Profitability

Variables Indicator Description Expected
sign
Dependent ROA Bank’s after-tax profits divided by total assets.
variables:
Bank
performance




Independent CAR Capital divided by risk weighted assets +
variables: (control variable).
Capital Total PL Logarithm of total performance loan (control +
variable). Total of board directors (control variable).
Asset Quality Total Board +
of Directors Dummy, equal 0 if the bank has NIM more than
Management NIM 6%, otherwise 1. +
Earnings
Liquidity LDR Dummy, equal O if the bank has LDR 75% - +
105%, otherwise 1.
Dummy, equal O if the bank has NPL less than +
Sensitivity NPL 5%, otherwise 1. +

Bad loans divided by the total amount of
outstanding loans in the bank’ portfolio.

4. Research Discussion

4.1 Descriptive Statistics

Banks that met the sample criteria according to the purposive sampling method were 27 banks, so that
the number of N samples was 135. After being tested for data normality and classical assumptions, the
number of N samples was 119, which were further processed using multiple regression methods. As
shown in Table 4, the following are descriptive statistics of 119 N sample data.

Table 4. Descriptive Statistics

Variables N Minimum Maximum Mean Std. Deviation

ERN 119 .00 1.00 7311 44527
LIQ 119 .00 1.00 .1933 .39654
MS 119 .00 1,00 .0924 .29087
CAP 119 9.01 38.60 20.7765 5.12815
AQL 119 3.83 8.59 6.2596 .96638
CG 119 2.00 9.00 5.5630 2.04872
Valid N (listwise) 119

Source: Calculated based on banks data 2015-2019.

Based on Table 4, the bank capital (CAP) proxied with the lowest capital adequacy ratio (CAR) is 9.01
percent and the highest is 38.60 percent with an average of 20.78 percent and a standard deviation of
5.13 percent. Given that there is no bank that does not comply with the provisions and standards of at
least 8%, this variable cannot be a dummy variable, so it is placed as a control variable. As shown in
Table 4, there is no bank with a capital ratio of less than 8 percent. Thus, all banks comply with the
provisions and standards set by Bank Indonesia.

Asset quality is proxied by the total performance loan, and for analysis purposes the logarithm of
the total performance loan is used, with a logarithm of total loan performance of at least 3.83 and a
maximum of 8.59, with an average value of 6.26 and a standard deviation of 0.97. Even this variable is
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used as a control variable. One other control variable is corporate governance, which is proxied by the
number of boards of directors. As shown in Table 4, the number of boards of directors is at least 2 people
and a maximum of 9 people, with an average of 6 people per bank, and a standard deviation of 2.05.
Model testing is done to determine how much the regression model can accurately predict. The
test was carried out on the coefficient of determination and the significance test F. The test results of the
coefficient of determination and the significance of F are shown in Table 5 and Table 6 below.

Table 5. Coefficient of Determination

Model R R Square Adjusted R Square Std. Error of the
Estimate
1 .847 718 .703 .76051

Source: Calculated based on banks data 2015-2019.

As shown in Table 5, the test results of the coefficient of determination show that the adjusted R square
is0.703 or 70.30 percent. Thus, 70.30 percent of bank performance is influenced by capital, asset quality,
management governance, earnings, liquidity, and market risk sensitivity, the rest is determined by other
factors.

Table 6. Significance Test F

Model Sum of df Mean Square F Sig
Squares
1 Regression 164.886 6 27.481 47.514 .000
Residual 64.778 112 578
Total 229.664 118

Source: Calculated based on banks data 2015-2019.

Table 6 shows the results of the F significance test (sig - F) where the value of F = 47,514 with a
significance of 0.00. With the results of the F significance test, it can be concluded that the regression
model meets the requirements of goodness of fit, so the regression model is suitable for prediction.

4.2 Regression Results

The regression results are shown in Table 7, as a basis for analyzing the effect of capital, asset quality,
management, earnings, and market risk sensitivity on bank performance. To test the hypothesis has been
done using the t test to determine the level of significance of capital, asset quality, management
governance, liquidity, and market risk sensitivity to bank performance. By knowing the significance of
t (sig - t) of each of these variables, the variables that have influence and do not affect firm performance,
so that we can get a conclusion on the status of each of these independent variables in influencing bank
performance. The results of the t significance test (sig - t) can be seen in Table 7 below.

Table 7. Significance Test t

Model Unstandardized Standardized t sig
Coefficients Coefficients
B Std. Error Beta




1 (Constant) -.809 .657 -.454 -8.145 .000
ERN -1.442 175 -.074 -1.419 .159
LIQ -.259 182 -.345 -6.141 .000
MS -1.653 .269 172 2.862 .005
CAP .047 .016 .189 3.395 .001
AQL 272 080 .238 4.063 .000
CG .162 040

Source: Calculated based on banks data 2015-2019.

The results of hypothesis testing as shown in Table 7 show that the beta coefficient of capital adequacy
is 0.047 with a significance t = 0.005 less than 5 percent. Thus, capital adequacy has a significant positive
effect on bank performance at a significance level of less than 1 percent, so hypothesis 1 is accepted.
Asset quality beta coefficient 0.272 with a significance t = 0.001 less than 5 percent. Thus, asset quality
has a significant positive effect on bank performance at a significance level of less than 1
percent, so hypothesis 2 is accepted. The corporate governance beta coefficient is 0.162 with a
significance t = 0.000, less than 5 percent. Thus, corporate governance has a significant positive effect
on bank performance at a significance level of less than 1 percent, so hypothesis 3 is accepted. The three
variables are control variables and all of them are significant and positive in influencing bank
performance. Therefore, capital adequacy, asset quality, and corporate governance can function as
control variables in influencing bank performance.

Still as shown in Table 6, the compliance beta coefficient on earnings is -1.442 with a significance
t = 0.000 less than 5 percent. Thus, compliance with earnings has a significant negative effect on bank
performance at a significance level of less than 1 percent. However, although statistically compliance
with earnings has a significant effect, but in a different direction and not in accordance with the
predictions, so that hypothesis 4 is rejected. The beta coefficient of compliance with liquidity is -0.259
with a significance t = 0.159 greater than 5 percent. Thus, compliance with liquidity has a negative and
insignificant effect on bank performance, so hypothesis 5 is rejected. The beta coefficient of compliance
with market risk sensitivity is -1.653 with a significance t = 0.000 less than 5 percent. Thus, compliance
with market risk sensitivity has a negative effect on bank performance at a significance level of less than
1 percent, so hypothesis 6 is rejected, because it is not in accordance with what was predicted.

4.3 Discussion

The results of hypothesis testing as shown in Table 7 show that compliance with the earning terms
standards has a negative effect on bank performance, the higher the compliance with regulations and
earning standards, the lower the bank's performance. Earnings are proxied by the net interest margin, so
that the higher the net interest margin, the lower the bank's performance. Banks that comply with the
regulations and standards for a net interest margin of more than 6 percent experience a decline in
performance. This is probably since most of the banks listed on the Indonesia Stock Exchange (IDX)
generate a net interest margin of less than 6%, which has an impact on the decline in bank performance.

The banking industry has a more exclusive market characteristic than other industries. Banks can
use market forces and interest rates to increase revenue, with increasing bank income, the bank's
performance also increases. However, given their market power, most banks still generate a net interest
margin of less than 6 percent. Therefore, the results of this study are not in accordance with the concept
of market power theory (MPT) and relative market theory (RMT). The market power of the bank is not
able to increase the high net interest margin, which results in a decline in bank performance.

The compliance with liquidity has no effect on bank performance. The compliance with liquidity
is proxied by the loan to deposit ratio, and legal compliance with liquidity is measured by the provisions
and standard loan to deposit ratio of 75 — 105 percent. Thus, compliance with liquidity does not affect
the increase in bank performance. This condition is in line with the first finding, namely that compliance
with earnings has a negative effect on bank performance. Many banks listed on the Indonesia Stock
Exchange (IDX) adhere to the terms and conditions for a loan-to-deposit ratio of 75 to 105 percent. This
compliance has no impact on bank performance because most banks generate low earnings or net interest
margins, which are less than 6 percent.

The compliance with market risk sensitivity has a negative effect on bank performance, the higher
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the market risk sensitivity, the lower the bank's performance. The compliance with market risk
sensitivity is proxied by non-performing loans, and compliance with non-performing loan provisions
and standards is a maximum of 5 percent. The non-performing loans of most banks listed on the
Indonesia Stock Exchange (IDX) are lower than 5 percent, so they comply with the provisions and
standards set by Bank Indonesia. Thus, banks that comply with NPL regulations and standards of less
than 5 percent have a negative effect on bank performance. This finding is also in line with previous
findings where earnings have a negative impact on bank performance, which means that there may be
indications of inefficiency. This is also demonstrated by the fact that many banks listed on the Indonesia
Stock Exchange (IDX) generate a net interest margin of less than 6 percent.

5. Recommendations

The significant influence of capital adequacy, asset quality and corporate governance as control
variables is very important to be developed as a factor that affects bank performance. Further research
is encouraged to conduct a comprehensive study on compliance with capital adequacy, asset quality and
corporate governance as the main factors in supporting the improvement of bank performance.

6. Research Limitation

Although this research has contributed to the development of finance and banking, it also has limitations
that need to be addressed. The limitation of this research is only focused on the CAMELS approach as
the provisions of bank compliance with regulations as a factor affecting bank performance, while other
factors are not considered.

7. Suggestions for Future Research

From the limitations of this study, for further research in addition to using the CAMELS approach in
analyzing the effect of bank compliance on bank performance, researchers can consider the ownership
structure and bank size as factors that affect bank performance.

8. Conclusion

This paper aims to examine legal compliance with bank soundness standards and regulations in the
Indonesian banking industry using the CAMELS approach. The results showed that compliance with
earnings regulations and market risk sensitivity had no effect on bank performance. As it has been
predicted, capital adequacy, asset quality and corporate governance as control variables have a
significant positive effect on bank performance, so that the three variables are able to act as control
variables in influencing bank performance.
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