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ABSTRACT
This study aims to investigate the direct impact of good corporate governance on
corporate financial performance, and, if so, whether the relationship is mediated by
corporate tax aggressiveness. This issue is crucial for the Indonesian banking
companies because since the year of 2011, management of banking companies have
the obligation to implement and report their corporate governance. This study is
designed as quantitative research employing the structural equation model. A
mediation research model is developed to test the mediation effect of corporate tax
aggressiveness on corporate governance and financial performance relationship. The
sample is derived from the publicly listed banking firms on the Indonesia Stock
Exchange (IDX) for the period of 2012-2017 resulting 208 observable empirical data.
This study provides empirical evidence that corporate governance has a direct effect
on financial performance of publicly listed banks on the IDX. Further analysis reveals
that tax aggressiveness mediates the relationship between corporate governance and
financial performance. This implies that tax aggressiveness might be one of strategies
for banking companies to minimize tax burden in order to increase profit. This study
contributes to the growing research exploring tax aggressiveness, especially in
banking companies. This study explores the use of tax aggressiveness as the mediation
variable and the use of taxable income as one measure of tax aggressiveness.
Key words: good corporate governance, tax aggressiveness, financial performance,
banks
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1. INTRODUCTION

Formal accounting standards provide the basis for evaluating the financial performance of an
entity (Louw & Maroun, 2017). Financial statements reveal the achievements of the
company's goals and those statements are used for decision making, both by internal and
external parties (Oh & Park, 2015;Watson, 2015;Fernandez, 2016). A financial decision
might affects other financial decisions in supporting corporate value enhancement (Shank et
al., 2013; Balachandran & Faff, 2015; Chauhanet al., 2016; Wahyudin & Solikhah, 2017). In
addition, enhancing the value of the firm means maximizing the wealth of shareholders as
well as other stakeholders. This also relates to achieving the firm value, as reflected in the
ability to efficiently allocate resources.
Good corporate governance affects financial performance (Mugisha etal., 2015;Chauhanet
al., 2016; Wahyudin & Solikhah, 2017). It increases the accuracy of financial information,
prevents fraud, shows transparency, forms of leadership accountability (Armstrong et al.,
2015; Balachandran & Faff, 2015; Liu & Zhang, 2017). It also creates value for all interested
parties (Balachandran & Faff, 2015; Wahyudin & Solikhah, 2017). Therefore, financial
statements is a crucial tool in solving agency conflicts. Conflicts between agents and
principals have affected the firm performance(Jensen & Meckling, 1976; Desai &
Dharmapala, 2006). The establishment of independent monitoring or review bodies formed in
response to a perceived decline in the quality and reliability of financial statement and also
investment decisions (Turner& Coote, 2017;Louw & Maroun, 2017).
The agency theory states that the behavior of agents is opportunistic and is contrary to the
interest of the principals(Jensen & Meckling, 1976; Eisenhardt, 1989). Therefore, a formal
control mechanism to monitor the agents’ opportunistic behaviors is crucial to better align all
parties’ interests (Fama, 1983; Eisenhardt, 1989). This is different from the stakeholder theory
which emphasizes the company as a unitary organization and does not provides the benefit to
certain stakeholders (Freeman & Evan, 1979). Stakeholders as groups or individuals can
influence and are influenced by the degree of achievement of the company’s goals (Freeman
&d Evan, 1979; Donaldson & Preston, 1995).
The company is a taxpayer so that the structure and mechanism of good corporate
governance can also affect the decisions relating to the tax obligations. Tax planning depends
on the dynamics of good corporate governance within the company (Desai & Dharmapala,
2006;Richardsonet al., 2015; Armstrong et al., 2015). The company’s tax aggressiveness
might have risks, including fines and reputation decline in the public opinion (Armstrong et
al., 2015; Matinfard & Juybari, 2017; Yinget al., 2017). For example, the company will take
various measures to prevent such risks through intensive audits, procedural pressures,
reporting mechanisms and accountability (Chanet al., 2013; Guenther et al., 2017). However,
companies that have a well-structured corporate governance mechanism will increase their
compliance in fulfilling their tax obligations (Annisa& Kurniasih, 2012; Winata, 2014;
Chanet al., 2013; Yinget al., 2017) such as trying to aggressively avoid tax in order to
minimize the tax burden owed and increase profits (Dyrenget al., 2008; Hanlon & Heitzman,
2010; Lim, 2011; Khurana & Moser, 2013; Assidiet al., 2016; Louw & Maroun, 2017) in
conclusion, good corporate governance is crucial to the success of any company (Gailet al.,
2017).
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Scholars have proven that good corporate governance increases the accuracy of financial
information, helps prevent fraud, shows transparency in reporting, and creates the leadership
(Shanket al., 2013; Armstrong et al., 2015; Balachandran & Faff, 2015; Liu & Zhang, 2017).
The process of good corporate governance mechanism is also affected by the role of the board
of directors, board of commissioners and audit committee (Jensen & Meckling, 1976; Desai
& Dharmapala, 2009, Aramideet al., 2014;Armstrong, 2015;Louw & Maroun, 2017;Gaitánet
al., 2018)
Previous studies by Xavier et al. (2015), Gaitánet al., (2018) demonstrated that good
corporate governance can add value to the firm, including financial performance
enhancement. On the contrary, other studies by Moussa & Aymen (2014), Mayur &
Saravanan (2017) proved that good corporate governance does not affect financial
performance. The better the corporate governance mechanism applied by the companies, the
worse the financial performance of those companies (Desai & Dharmapala, 2006; Wahba,
2015; Afanget al., 2016; Wahyudin & Solikhah, 2017).
Taxpayers tend to do the tax evasion so that the tax payment is smaller (Mayur &
Saravanan, 2017). This evasion is expected to increase corporate value, improve financial
performance, and save cash out (Desai & Dharmapala, 2009; Schandlbauer, 2017). However,
other studies show that tax avoidance has a negative impacts on companies, such as increased
costs of fines and sanctions, increased cost of capital, and cash reserve decisions (Crabtree&
Kubick, 2014; Watson, 2015; Matinfard & Juybari, 2017).
This study is different from the previous studies. Firstly, it employs the tax aggressiveness
as the mediation variable which is rarely researched. Secondly, it uses the composite values
determined by the Bank Indonesia to measure the good corporate governance. Thirdly, it
measures the financial performance by banking-specific measurements reflecting the
soundness of the bank. Finally, to measure the construct of the tax aggressiveness, this study
employs the measurement developed by Hanlon & Heitzman (2010).
This study focuses on banking companies for the following reasons. Firstly, the Bank
Indonesia demands banking companies in Indonesia to improve their financial performance.
Secondly, the state tax revenue is still below the target because the realization of tax revenues
is still around 84% although the Government of Indonesia has amended tax regulations for
domestic corporate taxpayers, including: (1) the implementation of a progressive tax rate; (2)
the change in the progressive tax rate becomes a single rate of 25%; (3) the imposition of a
final tax rate of 1% for corporate or private taxpayers with gross circulation below 4.8 billion
rupiah; (4) 50% reduction income tax for taxpayers with gross circulation below 50 billion
rupiah; and (5) a reduction in the tax rate of 5% for taxpayers who have 40% of the paid-up
shares circulating on the stock.
The tax aggressiveness has become the center of attention in all countries, cross-country
business transactions conducted by companies that have relations with banks. Therefore,
potential tax avoidance in the banking companies might occur. Bank companies as tax
avoidance actors carry out several actions, such as receiving loans from affiliated parties that
carry out interbank loans, dividend to shareholders (branch profit tax) and opening branches
in countries classified as the tax heaven countries. Tax avoidance practices that are possible to
occur are carried out by the third parties. The bank is a channel to offset interest deposits with
loan interest. This condition is also triggered by the demand for high financial performance,
the ability to secure public funds, and the benefits to shareholders. As an example, the case of
tax aggressiveness in the Indonesian banking industry occurred in 2014, when the former
director general of taxation became a suspect in the Non-Performing Loan case in a publicly
listed bank. In addition, the implementation of the tax amnesty policy has increased the
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growth of third party funds to rp. 4,734 trillion in 2016 which was dominated by savings
growth of 12.49%, growth in demand deposits of 8.29% and growth of deposits of 5.58%.
The lack of tax revenue shows that the level of taxpayer compliance is still low, as evidenced
by the low five-year compliance ratio of around 50.44% (DGT, 2017). Therefore, research on
tax aggressiveness in banking has become an interesting issue for future studies. The
mechanism of how corporate tax aggressiveness mediates the good corporate governancefinancial performance in the Indonesian banking companies becomes a crucial issue to be
investigated.
This study is divided into several sections is organized as follows. Section 2 provides the
literature review and hypotheses. Section 3 addresses the method employed. Section 4
describes the results of the study. Section 5 presents the discussion and conclusion, which
highlights the main contributions, implications, limitations and future research.

2. THEORICAL FOUNDATION: FINANCIAL PERFORMANCE IN
BANKING INDUSTRIES

Financial performance is still considered an important measurement for the company.
Financial measures are still widely used in several studies including ROA, ROE(Sanchezet
al., 2017;Matinfard & Kazemi Juybari, 2017) and firm value(Desai& Dharmapala,
2006;Desai & Dharmapala, 2009). Although many previous studies have already used those
measurements, it is still considered insufficient to measure the performance of the banking
sector. Therefore, Bank Indonesia issued the Circular No. 13/24/DPNP in 2011 regarding the
Evaluation of the Soundness of Commercial Banks, which requires banks to meet
requirements for profitability, liquidity and solvency.
The previous studies also provide the fact that there is still the gap and this can affect the
financial performance. For example, Sanchezet al., (2017) stated that the corporate
governance dimension has a positive effect on ROA and ROE. Armstrong et al., (2015)
showed that the independence of the board and its field of expertise affect tax aggressiveness
strategy. Chanet al., (2013) found that corporate governance mechanisms influence tax
strategies. Tax avoidance is a corporate strategy that can affect company value and
compensation received by managers (Desai & Dharmapala, 2006;Desai & Dharmapala,
2009). This is different from the results of other studies that show no link between corporate
governance and financial performance (eg. Moussa & Aymen, 2014; Afanget al, 2016;Mayur
& Saravanan, 2017;Wahyudin & Solikhah, 2017), between corporate governance and tax
aggressiveness (Chanet al., 2013;Jafarinejadet al., 2015;Wahba, 2015;Taylor & Lanis, 2015),
between tax aggressiveness and financial performance(Desai& Dharmapala, 2009;Laguir et
al., 2015;Matinfard &Juybari, 2017).
There are few studies using corporate tax aggressiveness as a mediating variable between
a good corporate governance and corporate financial performance. For example, a study by
Sanchezet al., (2017)showed that the banking industry has introduced ROE measurements in
addition to ROA to measure financial performance. Profit obtained by the bank shows good
management of assets and equity owned. Stakeholder theory as the main basis for several
studies focused on the interests of many stakeholders, especially investors and the
government. When government interests are met with optimal tax payments, of course
investors' interests will also be fulfilled with optimal profit performance.
Desai & Dharmapala(2009)developed the measurement of tax avoidance associated with
manager incentives. This study introduced the book of tax gab and was later developed by
Dyrenget al., (2008)and Hanlon & Heitzman (2010)to measure the effective tax rate. The tax
aggressiveness measurement shows that paying taxes to the state must be considered a
comprehensive strategy because it has different treatments than that of the generally
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accounting accepted principles (GAAP). In this case, there are some provisions in several
countries that allow companies to reduce their taxes.
In summary, a good corporate governance is directed at maintaining and overseeing the
company’s asset management as well as producing an optimal financial performance. This, in
turn, can meet the returns expected by stakeholders, especially shareholders. On the other
hand, the existence of the company is influenced by various government policies to meet the
expectations of its citizens. Some tax policies still create a gap for tax evasion efforts.
Therefore, good corporate governance allows companies to reduce tax payments legally,
increase company profits and increase company value.

3. CONCEPTUAL FRAMEWORK

Corporate Governance is a series of structured processes, used to manage and direct or lead
the company's business to increase the company’s value and their business community.
Therefore, a corporate governance can be defined as the structure, system, and processes used
by company organization to provide added value to the company. In another sense, as the
organization for economic cooperation and development in 2003 stated, a corporate
governance is defined as a means to achieve company goals and oversee company
performance. In that sense, corporate governance is related to effective decision making that
aims to achieve business that is profitable, efficient and effective in managing risk and is
accountable by taking into account the interests of stakeholders.
Based on the above description, it can be concluded that a corporate governance is a rule,
used to manage, supervise, and regulate the relations between companies and stakeholders to
achieve their organizational goals. The objectives of a corporate governance according to the
OECD are such as: (1) to reduce the gap between parties who have an interest in a company
(majority shareholders and other shareholders), (2) increase trust for investors in investment
bending, (3) reducing the cost of capital, (4) convincing all parties of legal commitments in
the management of the company, (5) creating value for the company including relationships
between stakeholders.

3.1. Corporate governance and financial performance

Corporate governance was firstly introduced to all public companies in Indonesia in 1998
when the Indonesia Stock Exchange arranged for issuers to appoint independent
commissioners and form audit committees. Later on, the Government established a special
National Committee on Corporate Governance (NCCG). Through the NCCG policy, they
issued the Corporate Governance General Guidelines in 2011, while specifically for banking
in 2004. There were five principles of corporate governance issued by the NCCG in 2004,
namely: transparency, accountability, responsibility, independency and fairness. The
implementation of good corporate governance in banking sector is marked by the issuance of
the following regulations: (1) the PBI Regulation No.8/14/PBI/2006 concerning the
Implementation of Good Corporate Governance for Commercial Banks; (2) the Circular
Letter of BI No.15/15/DPNP dated 29 April 2013 concerning corporate governance
implementation for Commercial Banks; and the Circular Letter of BI No.13/24/DPNP dated
25 October 2011 concerning Soundness Rating of Commercial Banks(BI, 2006;BI, 2011; BI,
2013). The scope of the regulations includes the board of directors, special committees,
compliance functions, internal and external audits, risk management, related parties and the
provision of large funds, bank strategic plans and transparency.
As widely known, the governance system in Indonesia follows a two-tier system. It
separates the board of commissioners who have a supervisory function and that of directors
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who act as company executives. The Board of Commissioners must establish at least 3 special
committees, namely: audit committees, risk monitoring committees and remuneration and
nomination committees in order to support the effective implementation of their duties and
responsibilities. The Board of Directors is fully responsible for the implementation of the
management of the bank. To ensure compliance, banks must appoint a Compliance Director.
To help implement effectively, the bank established a Compliance Unit that is independent of
the Operational Unit (SKO). Banks are also required to form an Internal Audit Working Unit
that is independent of the SKO. They appoint a Public Accounting Firm registered in the
Bank Indonesia to conduct external audit the bank's financial statements. Since 2007, the
Bank Indonesia has obliged to submit the results of a complete self assessment of the bank's
corporate governance implementation no later than 5 (five) months after the financial year
ends. The corporate governance report covers the corporate governance self assessment
working paper for each factor, a summary of the calculation of composite values and
composite predicates along with general conclusions on the results of the implementation of
the bank's corporate governance self assessment.
The process of implementing corporate governance involves various parties both within
the company, namely shareholders, directors, and employees as well as various parties outside
the company. The Indonesian Corporate Governance General Guidelines issued by the NCCG
stated that corporate governance is needed to encourage the efficiency, transparency, and
consistency. The good corporate governance needs a support by three interconnected pillars,
namely: (1) the state and its instruments as regulators; (2) the business world as market
player; (3) the community as users of products and services in the business world. Without the
participation of the three parties in the implementation of corporate governance, the
implementation of corporate governance is not expected to work optimally. The control of the
company will involve the organs within the company that will act as executors and
supervisors. As stated in the guidelines for the Good Corporate Governance Indonesia in
2006, the directors as the company organ are in charge and responsible for managing the
company. It describes the function of corporate management by directors that includes five
main tasks, namely: management, risk management, internal control, communication, social
responsibility.
The company must be monitored to ensure the optimization of the company’s values for
shareholders while still taking into account other stakeholders. The company's operations will
have an impact on their company's internal stakeholders (employees and shareholders), as
well as external stakeholders (creditors, consumers, business partners and the community).
The Directors are obliged to pay attention to the reasonable interests of the stakeholders. The
board of commissioners and their instruments are obliged to oversee the implementation of
good corporate governance, including the issue of implementing corporate social
responsibility to various stakeholders.
The good corporate governance in the banking sector consists of eleven indicators. They
are listed in the Bank Indonesia Circular No. 9/12/DPNP dated 30 May 2007 concerning
Corporate Governance Implementation for Commercial Banks (BI, 2007), namely: (1) the
duties and responsibilities of the board of commissioners, (2) the duties and responsibilities of
the board of directors, (3) the completeness and duties of the audit committee, (4) handling
conflicts of interest, (5) compliance functions, (6) internal audit functions , (7) external audit
function, (8) function of risk management and internal control, (9) provision of related party
funds and large debtors, (10) transparency, and (11) strategic plans. The measurement of
corporate financial performance is always the basis of decision making, both for internal and
external parties of the company (Oh & Park, 2015;Watson, 2015;Fernandez, 2016).
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The company generates profits and has responsibilities to stakeholders (Liu & Zhang,
2017). The achievement of financial performance as stakeholder expectations is strongly
influenced by policies and management mechanisms carried out by banks. In this context, the
good corporate governance represents institutional design, decision making mechanisms and
organizational design(Liu & Zhang, 2017). Corporate governance is proposed to meet
transparent and accountable management for stakeholders so that they have the confidence to
get a return on their investment. Therefore, when a company has good governance, it indicates
that the company has a good strategy so that it can guarantee the interests of shareholders to
produce maximum financial performance. The bank’s financial performance shows its ability
to generate profits, control bad credit, and increase company value through Return on Assets
(ROA), Current Adequacy Ratio (CAR), Non Performing Loans (NPL), Net Profit Margin
(NPM) and Firm Value (FV). Financial performance is also good information and a positive
signal for investors in making decisions later. When a company has a good corporate
governance mechanism, it also proves that the company is able to overcome agency problems
(Jensen & Meckling, 1976)and able to manage the company well so that the company is
expected to be able to guarantee the achievement of maximum financial performance(Oh &
Park, 2015;Liu & Zhang, 2017). Based on the previous justification, the following first
hypothesis is proposed:
H1:Good corporate governance affects financial performance

3.2. Corporate Governance, Tax Aggressiveness and Financial Performance

The debt influences the decision. It certainly involves smart people such as managers, board
of directors, board of commissioners, and audit committee. Besides, a corporate tax also has
an impact on funding choices, organizational decisions, payment policies, compensation
policies, and risk management decisions(Desai& Dharmapala, 2006). Tax aggressiveness as a
strategic step is assumed to have a relationship with the company decisions and managerial
incentives(Armstrong et al., 2015). When the corporate governance goes well, the company
will carry out continuous monitoring and supervision, including the decision to carry out tax
aggressiveness. The better the corporate governance mechanism that is run by the company,
the better management and supervision of resources, the more tax avoidance efforts they
make. In that case, the company will not commit tax violations that have an impact on
decreasing the company's image and reducing stakeholder expectations. Based on the
previous justification, the following second hypothesis is proposed:
H2: Good corporate governance affects tax aggressiveness
One important strategy that must be done by companies is to improve financial
performance in order to provide maximum benefits, returns, and compensation for
stakeholders such as managers, investors, and creditors through the delivery of maximum
profits. In order to fulfill these interests’ expectation, the management must make efforts to
tax aggressiveness to reduce tax expenditures without having to violate tax regulations. Tax
aggressiveness can also increase company value because this is a managerial effort to divert
shareholder value (Desai& Dharmapala, 2009). Management always behaves
opportunistically so that it wishes to obtain incentives and can meet the expectations of
shareholders(Desai & Dharmapala, 2006;Crabtree & Kubick, 2014).
Financial performance is produced by the company through the whole of their
performance that can be used as a basis for decision making for stakeholders. Their main
objective is to provide prosperity for their owners in the form of benefits and returns.
Therefore, the company must allocate their resources optimally. This stakeholder group is a
matter of consideration for the company's management in disclosing or not an information in
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the company's report(Freeman & Evan, 1979). In the context of banking, there is no exception
for the banks. They are also suspected of making efforts to avoid tax or tax aggressiveness.
Tax aggressiveness has also an impact on the banks and their surrounding environment,
including declining state revenues, decreased government services to the community,
increased cost of capital and investment, decisions about the amount of cash reserves or
ownership of cash and company liquidity (Matinfard & Juybari, 2017;Schandlbauer, 2017).
The higher the banks’ effort to do tax aggressiveness, the tax burden and cash outflows
decrease but the profit after tax increases(Dyrenget al., 2008;Watson, 2015;Lee & Swenson,
2016; Matinfard &Juybari, 2017).Based on previous justification, the following third
hypothesis is proposed:
H3: Tax aggressiveness affects financial performance
Tax policy must be done by the management to gain legitimacy from the government and
society. Tax policy is also an integral part of all corporate strategies, including strategies to
improve financial performance. Companies want to provide maximum benefits, returns and
compensation for stakeholders such as managers, investors and creditors through the delivery
of maximum profits. In order to fulfill these interests, management must make tax
aggressiveness efforts to reduce tax expenditure without having to violate tax regulations. In
this case, tax aggressiveness will increase the company value and shareholder
wealth(Matinfard & Juybari, 2017).Corporate governance refers to procedures for managing
and supervising companies that involve managers, board of directors, employees and other
stakeholders (Wahyudin & Solikhah, 2017). Through a good corporate governance
mechanism a company strategy that will be oriented towards achieving maximum profit will
be produced, one of which is through tax savings. A good corporate governance has an impact
on the tax aggressiveness and it also increases tax aggressiveness that can increase the
company's financial performance. Based on previous justification, the following fourth
hypothesis is proposed:
H4. Tax aggressiveness mediates the effect of good corporate governance on financial
performance
Based on the previous propositions, a mediation research model is developed. This model
shows the relationship among constructs, namely: (1) good corporate governance; (2)
corporate tax aggressiveness; and (3) corporate financial performance.

Figure 1 Research Model

4. RESEARCH DESIGN AND METHODOLOGICAL OVERVIEW
4.1. Methodology
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The partial least square structural equation model (PLS SEM) was employed in this study.
The PLS SEM is an alternative approach that shifts from the covariance-based approach to the
variance-based approach. The PLS SEM is more predictive and capable of simultaneously
analyzing the constructs formed by reflective and formative indicators. In this study, CFP is
defined as quantitative assessment of the bank’s soundness toward capital, asset quality,
management, profitability, liquidity and sensitivity to market risk factors. It was accessed
using the following seven measurements:(1) Return on Asset (ROA), (2) Return on Equity
(ROE), (3) Net Interest Margin (NIM), (4) Operational Expenses on Operating Income
(BOPO), (5) Loan Deposit Ratio (LDR), (6) Capital Adequacy Ratio (CAR), (7) Non
Performing Loan (NPL).
The financial performance used in this study uses 7 (seven) indicators. ROA is an
indicator that measures a company's ability to use by comparing net income before tax and
average total assets. ROE is an indicator that measures a company's ability to use its capital to
make a profitand measured by comparing net income after tax and capital owned. NIM is a
ratio that is used as a benchmark to find out how much the bank is able to manage all its
productive assets in order to generate higher net income. BOPO is a ratio that describes
banking efficiency in carrying out its activities. Operational expenditure is the interest
expense given to customers while operating income is interest earned from customers. LDR is
a ratio that measures the ability of banks to meet short-term liabilities by dividing total credit
against total Third Party Funds (TPF). NPL is an indicator that measures the number of nonperforming loans which will be an indication of a problem in the bank. NPL is measured by
comparing the number of non-performing loans and total credit. CAR is an indicator of bank
performance measurement to measure the level of capital adequacy owned by a bank. This
ratio can be formulated as a comparison of bank capital and risk-weighted assets.
In this study, CTA is defined as an action that aims to reduce taxable income without
violating tax laws and regulations through tax planning. In this study 4 indicators were used to
measure the tax aggressiveness variable. GAAP effective tax rate is one indicator to measure
the level of tax aggressiveness by a company where this indicator takes into account the
current tax burden and deferred tax expense. This indicator is used in previous studies
(Dyreng et al., 2008;Cheng, 2012;Cheng, 2012;Armstrong & Blouin, 2015).It was accessed
using the following four measurements: (1) GAAP ETR, (2) Current ETR, (3) ETR Cash, and
(4) Fiscal ETR.
In this study, GCG is defined as structured process sequence that is used to manage and
direct or lead the company’s business with the aim of increasing firm value and business
community. It was accessed using the composite values including the following eleven
indicators: (1) the duties and responsibilities of the board of commissioners, (2) the duties and
responsibilities of the board of directors, (3) the completeness and duties of the audit
committee, (4) handling conflicts of interest, (5) compliance functions, (6) internal audit
functions, (7) external audit function, (8) function of risk management and internal control,
(9) provision of related party funds and large debtors, (10) transparency, and (11) strategic
plan. Corporate governance assessment provides a composite value measured by the weight
multiplied by rank. A composite value is weighted from 1 to 5, accompanied by a composite
predicate. A composite value is lower (close to 1) and this is said to be the better
implementation of bank corporate governance. On the contrary, if the composite value is
higher (close to 5), it is said that the implementation of bank corporate governance is getting
less good.
Another factor is cash effective tax rate, as one indicator to measure the level of tax
aggressiveness by companies. This indicator only takes into account the tax burden paid in
cash by the company. This indicator was also used in previous studies too (Dyreng et al.,
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2008;Wang et al., 2014). Besides that, current ETR is another indicator to measure the level
of tax aggressiveness by companies where this indicator only considers the current tax
burden. Current ETR is a calculation that accommodates current paid taxes by companies
(Hanlon & Heitzman, 2010). The fiscal effective tax rate is one indicator to measure the level
of tax aggressiveness by companies where this indicator takes into account the tax burden
owed by companies compared to taxable income.
Control variable in this study including size, growth, capital intensity and leverage. SIZE
is the size of the company, measured by the ratio of total assets and the highest total assets.
GROWTH is the growth rate of the company, measured by the ratio of total equity and total
assets. Capital Intensity (CI) is measured by the ratio of fixed assets and total assets.
LEVERAGE is leverage, measured by the ratio of total debt divided by total equity.
The sample was derived from publicly listed banking firms in Indonesia for the period of
2012-2017. This study examines the relationship between good corporate governance and
corporate financial performance which is mediated by corporate tax aggressiveness. This is
based on a panel data which has a span of 6 years starting in 2012-2017 with 205
observational data. Data collected in the form of annual financial reports and reports on the
implementation of good corporate governance of each bank. The sampled data were obtained
through the website of idx.co.id and the website of each bank. For data collection, the banking
firm must meet the following criteria: (1) reporting complete data, (2) not as shariah banking,
(3) having no negative profit, and (4) having ETR value less than 1.The collected data related
to the self assessment report on the GCG implementation. The total of 205 valid data were
obtained.
The unit of analysis is the commercial bank in Indonesia. The commercial bank is chosen
for this study because it has different characteristics from other companies in terms of: (1)
GCG practices as stipulated in the Bank Indonesia Regulation No. 8/14/PBI/2006 concerning
Implementation of Good Corporate Governance in Commercial Banks (BI, 2006); (2) the
purpose of the bank other than to obtain maximum profit, also has a large social responsibility
for the management of public funds; and (3) there is an obligation to fulfill the provisions on
bank soundness as stated in Bank Indonesia Circular No. 13/24/DPNP dated October 25, 2011
concerning Assessment of Soundness Levels of Commercial Banks; and (4) there were
relatively few previous studies that analyzed the effect of corporate governance on financial
performance by using mediation of tax aggressiveness in conventional banks in Indonesia.

5. RESULT AND IN INTERPRETATION

Table 1 illustrates the results of descriptive statistics of all variables. GCG of banking shows
1,9 as a good ranking in its corporate governance. CTA is measured by the GAAP ETR,
Current ETR, Cash ETR and Fiscal ETR indicator. The average value shows 0.2, CTA
indicates that the tax expense is smaller than the taxable income. Banking companies tend to
do tax aggressiveness. The aspect of profitability of CFP shows that only BOPO has a higher
percentage than other indicators. The ability of banking profits is very low and is likely due to
high operational costs (up to 80%).

Table 1 Descriptive statistics of variable studied
Variable
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Corporate governance
GAAP effective tax rate
Current effective tax rate
Cash Effective tax rate
Fiscal effective tax rate
Return on asset
Return on equity
Net income margin
Operating expense on Operating
Income
Net performing loan
Current adequacy ratio
Loan deposit ratio
Size
Growth
Capital intensity
Leverage

n
205
205
205
205
205
205
205
205
205

Min
3,6700
0.0008
0.0000
0.0000
-0.8117
0.0009
0.0026
0.0153
0.0721

Max
1.000
0.8276
0.5560
0.9057
3.4192
0.6400
0.3866
0.1664
1.1050

Mean
1,8971
0.2564
0.2397
0.2344
0.2924
0.0213
0.1132
0.0560
0.8305

SD
0,4660
0.0966
0.0910
0.1320
0.3191
0.0448
0.0755
0.0238
0.1389

205
205
205
205
205
205
205

0.0000
0.0127
0.4202
0.0010
-0.932
0.0003
-0.9121

0.0565
0.8749
1.1330
1.0000
0.3855
0.8472
18.8707

0.0151
0.1978
0.8359
0.1428
6,5667
0.0236
6.5667

0.0113
0.0836
0.1346
0.2525
2.6663
0.0603
2.6663

For the analysis, it also uses the partial least square approach as it more powerful(Hair et
al., 2011). It is not based on the assumption that the data must be normally distributed and the
sample can be large. The least square transactions can also be used to explain whether there is
a relationship between latent variables, while analyzing the constructs formed by reflexive
and formative indicators. The reflexive model in this study includes corporate tax
aggressiveness and corporate financial performance variables. Assessment of outer model is
done by looking at cross loading factors, discriminate validity and composite reliability from
the construct. The next step assesses the inner model by providing a correlation coefficient
value between variables, a significant level and the R-square value which is said to be strong,
moderate or weak at the level of 0.70; 0.50 or 0.25(Hairet al., 2011)
Cross loading factor of all indicators shows the value of p-value <0.0001 which is said
that the construct has high discriminate validity. Construct indicator correlation has a higher
value than the correlation of the indicator to other constructs.
Table 2 Combined loadings and cross loadings

Corporate governance
GAAP effective tax rate
Current effective tax rate
Cash Effective tax rate
Fiscal effective tax rate
Return on asset
Return on equity
Net income margin
Operational expense and
revenue expense
Net performing loan
Current Adequity ratio
Loan deposit ratio

Corporate
governance
1.000
0.162
-0.084
-0.165
0.100
0.301
-0.210
0.065
0.384

Tax
aggressiveness
0.000
0.738
0.657
0.793
0.664
0.281
-0.231
0.049
0.397

Financial
performance
-0.000
-0.108
0.011
-0.032
0.147
0.581
0.790
0.721
-0.427

P value

0.269
0.244
0.009

0.197
0.220
0.156

0.143
0.265
0.427

<0.001
<0.001
0.017
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Discriminate validity assesses a construct describing the variances by its measurement
compared to other constructs. This is done by comparing the square of AVEs to the construct
correlation. If the square of AVEs of a construct is greater than the correlation between
constructs and other constructs, it is considered valid. The results in Table 3 shows diagonal
elements greater than their respective off-diagonal elements, indicating the adequacy of
discriminate validity.
Table 3 also illustrates the positive correlation between corporate governance and
financial performance (r2 = 0.021; p <0.05), tax aggressiveness (r 2 = 0.183; p <0.01)
suggesting that corporate governance is an important variable in enhancing financial
performance and tax aggressiveness. Additionally, it also shows financial performance
influenced by tax aggressiveness (r 2 = 0.152; p <0.01) suggesting financial performance can
be improved by tax aggressiveness. The measurement models can connect each indicator with
its latent variables.
Table 3 Discriminant validity

Corporate
governance
Tax aggressiveness
Financial
performance

Corporate
governance
1.000

Tax
aggressiveness

Financial
performance

0.183***
0.021**

0.715
0.152***

0.526

Diagonal element: square root of AVE; off-diagonal: correlation between
constructs
***Significant at p<0.01
**Significant at p<0.05

The results of testing variables indicate that the independent variables affect the dependent
variable. Corporate governance is able to significantly affect financial performance of 0.034
(below 0.05), and significantly also affects tax aggressiveness of 0.003. Also, tax
aggressiveness can significantly affects financial performance of 0.015.The structural model
analysis is used to test hypothesized relationships, specifically to examine the effect of
corporate governance on financial performance, either directly or indirectly (by mediating
using tax aggressiveness). In this study, it was found that corporate governance affects
financial performance. It follows the steps taken by Mahfud (2011), in forming a structural
model analysis, this study used a step-wise approach. First, it examines if corporate
governance affects financial performance directly in propositionH1. Second, it used PLS to
introduce tax aggressiveness as a mediating variable.
The results (see Table 4, panel A) show that corporate governance has a positive effect on
financial performance (coefficient = 0.41; p <0.01, R2 = 0.170). Referring to H1that corporate
governance affects financial performance positively supported. The next analysis introduces
tax aggressiveness as a mediating variable that corporate governance affects tax
aggressiveness (coefficient = 0.34; p <0.01; r2 = 0.113) and tax aggressiveness influences
financial performance (coefficient = 0.47; p <0.01; r 2 = 0.250) (see Table 4, panel B). This
means that tax aggressiveness mediates the effect of corporate governance on financial
performance. In other words, there is an indirect impact on corporate governance on financial
performance through tax aggressiveness, corporate governance still has a direct effect on
financial performance.
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Table 4 PLS result (path coefficient, t-statistics, and R2 )
Variable

Panel A. Direct effect

Path to
Financial
performance
Corporate governance
0.41***
R2
0.17
Panel B. Testing the mediating effect of tax aggressiveness
Variable
Path to
Tax
Financial
aggressiveness
performance
Corporate governance
0.34***
0.41***
Tax aggressiveness
R2

0.113

0.47***
0.250

***Significant at p<0.01
**Significant at p<0.05

This study also introduces tax aggressiveness as the mediating variable as shown in Figure
2. The results show that corporate governance has a significant effect on tax aggressiveness
(path coefficient = 0.15; p <0.01; R 2=0.02), tax aggressiveness affects financial performance
(path coefficient = 0.26; p <0.01; R2=0.13), and corporate governance has an effect on
financial performance (path coefficient = 0.26; p <0.01; R2 =0.07). Finally, when tax
aggressiveness is included in the model, this study found that the direct impact of corporate
governance on financial performance is insignificant. A summary of the path coefficient and
R 2 in the complete model are presented in Table 4 and Figure 2.

Overall, the results show that tax aggressiveness partially mediates the effect of corporate
governance on financial performance, which means the influence of independent variables on
significant dependence after being controlled by the impact of mediating variables. In this
study, the total indirect effect is 0.1598 which is calculated based on the path coefficient
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shown in Table 5. It shows the biggest part of the indirect effect is the attribute of tax
aggressiveness.
Table 5 The indirect, direct, and total effects of participation on goal commitment
Path (Corporate governance-tax
aggressiveness-financial
performance)
Indirect effect
Direct effect
Total effect
VAF – partial mediating

0.34 x 0.47
0.1598
0.4100
0.5698
0.2804
28%

In order to test the mediating effect of tax aggressiveness on the effect of corporate
governance on financial performance, this study used Sobel's test. Statistical results show the
total effect is of 0.2804 (28%). It means that Variance Accounted for (VAF) is between 20%80% including partial mediation(Hairet al., 2017).

6. DISCUSSION

In relation to H1, it shows that corporate governance is an important factor for improving the
bank financial performance. Good corporate governance for the banks is required. The bank
functions are to receive, manage and channel funds from other parties including the
community so that the bank is obliged to account for them transparently and accountably.
This can be done if the bank has a good management structure and strict supervision. Strict
supervision is carried out to ensure the fulfillment of stakeholder expectations and interests.
One of the expectations and interests of stakeholders that must be met is the achievement of
good financial performance to provide high returns and be able to maintain business
continuity in the future.
This study provides evidence that H2 and H3hypothesis have been fulfilled/it indicates
that corporate governance affects tax aggressiveness and so does tax aggressiveness, it affects
financial performance. Good corporate management affects tax avoidance without violating
tax provisions. More importantly, the existence of a supervisory mechanism for the
management of the company ensures that the company avoids government sanctions that will
harm and reduce the company's reputation for the public. The better corporate governance, the
stronger the company does not do tax aggressiveness. On the other hand, tax aggressiveness is
interpreted as an effort to reduce the tax burden the bank owns. This is done to provide high
net income. The stronger the effort of tax aggressiveness, the better the financial performance
of the company is. The company choose an accounting policy that has an effect on reducing
the tax burden without violating tax provisions. HypothesisH4 also shows that tax
aggressiveness is a partial mediating variable.
Practically, this study implies that the selection of accounting policies is important to
accommodate the achievement of a smaller tax burden. It is also considered a practical step
that can be carried out by taxpayers without violating tax provisions. Therefore, tax
aggressiveness is beneficial for taxpayers in planning tax obligations and is expected to be a
comprehensive strategy in corporate governance and able to be used to achieve good financial
performance.
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7. CONCLUSION

This study has four propositions that have tested: (H1) Good corporate management is
expected to be able to improve the company's financial performance. This study proves that
the management of the company is done to safeguard the bank assets, increase returns for
investors and secure public funds. (H2) Good company management is expected to reduce the
possibility of excessive tax aggressiveness and impact on bank risk. (H3)Efforts to tax
aggressiveness is carried out legally without violating tax provisions to achieve good financial
performance. The tax aggressiveness that is carried out has the effect of reducing the tax
burden owed and increasing corporate profits. (H4)the effort of tax aggressiveness is proven
to be able to mediate the effect of good corporate governance on the company's financial
performance. This conclusion is based on the samples obtained at the Indonesian stock
exchange with the total of 205 observational data.
This study has no limitations. First, the secondary data were obtained directly through the
Indonesian stock exchange website and the website of each bank. This shows that the banks
could carry out transparency and accountability especially financial information for the
stakeholders. Second, the secondary data were related to the aspects of taxation that can be
obtained directly through the annual report. This proves that the banks have reconciled
financial statements with the applicable tax provisions in Indonesia. Furthermore, future
studies can be carried out using a larger sample of various other industrial sectors, or it can
use primary data on individual or corporate taxpayers to measure the perceptions that reflect
the level of compliance.
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