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banks from 2001 through 2009. We estimate the empirical model using pooled 

regression techniques as well as static and dynamic panel methods. Our results 

confirm that the structure of loan portfolios matters in the determination of 

interest margins. Operating costs, market power, risk aversion and liquidity risk 

have positive impacts on interest margins, while credit risk and cost to income 

ratio are negatively associated with margins. Our results also corroborate the loss 

leader hypothesis on cross-subsidization between traditional interest activities and 

non-interest activities. State-owned banks set higher interest margins than other 

banks, while margins are lower for large banks and for foreign banks. 

In chapter 3, we investigate the determinants of financial deepening across 

regions in Indonesia after the institutional reforms which brought the country to 

become more decentralized. Using provincial-level data for 33 provinces from 

2004 to 2010, we find that poor local governance significantly impedes financial 

deepening. Our results also conclude that in the socioeconomically less developed 

regions, the level of financial deepening is lower than that of more developed 

regions. Even though decentralization has been implemented, regional disparity in 

the form of financial deepening still exists.  
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1.1 Introduction  

Worldwide, politics remarkably influences business, particularly in 

countries with high level of corruption, weak legal systems and poor governance 

(Faccio, 2006). Three main channels of political influence on business have been 

outlined in the literature. Firstly, the grabbing hand theory (Shleifer and Vishny, 

1994, 1998) states that public firms are exploited to fulfill the interests of 

politicians and bureaucrats under their control. Secondly, the rent seeking theory 

posits that bureaucrats rent their position by providing privileges to businessmen 

in exchange for bribes (Krueger, 1974). Finally, the last channel concerns 

politically connected firms, those with political figures on their boards or those 

which have close relationships with those who possess political power.  

Studies on politically connected firms show political linkages can affect 

firms both positively and negatively. On one hand, some empirical studies find 

several benefits of political connections, including, i) easier access to financial 

resources, such as bank loans and others funds, at more convenient conditions 

(Charumilind et al., 2006; Claessens et al., 2008; Fraser et al., 2006; Khwaja and 

Mian, 2005; Li et al., 2008); ii) increased confidence in the legal system (Li et al., 

2008); iii) improved performance (Johnson and Mitton, 2003); iv) a higher 

probability of bail-out (Faccio et al., 2006); v) an increase in firm value through, 

for example, increased stock value (Goldman et al., 2009); and vi) lower-cost 

equity capital (Boubakri et al., 2012). On the other hand, some studies find 

political connections negatively impact firms. These negative impacts include, i) 

lesser-quality accounting information (e.g. reported earnings) (Chaney et al., 

2011); ii) appointed managers and directors with lesser qualifications (Boubakri et 

al., 2012; Leuz and Oberholzer-Gee, 2006); iii) a decrease in long term 

performance due to lower managerial incentives and/or inefficiency (Claessens et 

al., 2008; Fan et al., 2007); and iv) higher-cost debt (Bliss and Gul, 2012).  

While the political connections of non-financial firms are well 

documented in the literature, the impact of political connections on banks is less 

studied. Most papers on the role of politics in the banking industry compare the 

profitability, lending behavior and risk-taking of state-owned (government) banks 
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directors have higher net interest revenues, lower loan portfolio quality and lower 

efficiency than banks without such connections.   

We use a simultaneous equations panel data model of supply and demand 

for funds.  We base our investigation on quarterly data from 2002 to 2008 by 

separating the two deposit insurance environments under which Indonesian banks 

have operated: the pre-deposit insurance state with blanket guarantee until the 

third quarter of 2005 and the post-deposit insurance state thereafter. We do find 

that politically connected banks collect deposits at better conditions. But after the 

limited guarantee replaced the blanket guarantee, political connections play a 

stronger role. This result indicates that the explicit deposit insurance system with 

limited guarantee in Indonesia is credible but only to some extent. Depositors do 

seem to believe that banks may fail, but they prefer to deposit their funds in 

politically connected banks because they still believe those banks are less likely to 

fail. 

The remainder of this chapter is organized as follows. Section 1.2 presents 

the hypotheses we test. Section 1.3 presents the data and the econometric 

simultaneous equations model. Section 1.4 reports the empirical results and 

robustness checks. Section 1.5 concludes the paper. 

 

1.2 Hypotheses Development 

The focus of the present study is to investigate whether banks' political 

connections affect depositors' choice (supply function), under different deposit 

insurance systems.  

On one hand, the literature on market discipline imposed by depositors 

argues that depositors are sensitive to the riskiness of banks
12

. On the other, the 

political connections literature contends that stronger connections will increase 

the probability of bail-out. In line with Faccio et al. (2006), such banks are more 

                                                             
12

Market discipline in banking is defined as a condition in which stockholders, depositors, or 

creditors face costs that increase as banks undertake higher risk strategies, and take action on the 

basis of these costs (Berger, 1991). Martinez-Peria and Schmukler (2001) show uninsured 

depositors may take action by requiring higher interest rates or by withdrawing their deposits.  









Chapter 1 

Political Connections, Bank Deposits, and Formal Deposit Insurance: Evidence From an Emerging Economy 

 

 16 

1.3.3 Variables 

Our dependent variables are bank deposits for the supply function and 

interest rate on deposits for the demand function. In line with Imai (2006), we use 

the natural log of deposits (LNDEP) as a proxy for the quantity of bank deposits. 

To measure the interest rate on deposits, we follow Martinez-Peria and Schmukler 

(2001) and Hadad et al. (2011) and use the implicit deposit interest rate (INTDEP) 

measured as the ratio of interest expenses to total deposits. 

As we estimate a simultaneous equations model, the amount of deposits 

(LNDEP) appears as an explanatory variable in the demand function, and the 

interest rate on deposits (INTDEP) as an explanatory variable in the supply 

function.  

 The literature on the deposit market emphasizes the role of bank 

characteristics (bank fundamentals) to explain the supply and demand for funds: 

these variables are bank risk, bank liquidity, bank profitability and bank size. One 

can expect that depositors would leave a bank for a safer one or require higher 

interest rates from riskier banks, less liquid banks, unprofitable banks and smaller 

banks. To measure bank risk, we use the ratio of non-performing loans to total 

loans (NPL). The supply of funds is inversely related to banks' riskiness 

(Martinez-Peria and Schmukler, 2001; Fueda and Konishi, 2007). When bank risk 

increases its default probability is higher leading to larger potential losses for 

depositors. On the demand side, riskier banks have to increase the deposit rate 

they offer to attract deposits (Martinez-Peria and Schmukler, 2001). The ratio of 

liquid assets to total assets (LATA) is used in this study as a measure of liquidity 

risk. Banks with a large volume of liquid assets are perceived to be safer, because 

these assets would allow them to meet unexpected withdrawals (Martinez-Peria 

and Schmukler, 2001; Finger and Hesse, 2009). Therefore, the supply of funds 

should be higher for liquid banks and less liquid banks should pay a higher 

interest rate to attract deposits (Martinez-Peria and Schmukler, 2001; Hadad et al., 

2011). Bank profitability is measured by the ratio of return on assets (ROA). 

Higher bank profits are expected to signal better bank soundness making things 

easier to attract funds/deposits (Martinez-Peria and Schmukler, 2001; Hori et al., 

2009; Finger and Hesse, 2009). On the demand side, we might expect higher 
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- the non-politically connected banks (NON POL). 

 

We then distinguish between the politically connected banks depending on 

their ownership. We have: 

- state-owned banks (SBPOL); 

- politically connected private banks (PBPOL). 

 

Finally, for private banks, we take the type of political connection into 

consideration. We divide PBPOL into three different categories based on who is 

politically connected and on the nature of the political links: 

 

- private banks for which at least one of their controlling shareholders or 

commissioners is politically connected as a government official (including 

military and central banks officer) or a former government official (GOVOFF); 

- private banks for which at least one of their controlling shareholders or 

commissioners is politically connected as a political party member, a 

parliament member or a former parliament member (PAR); 

- private banks for which at least one of their directors is politically connected 

(DIR). 

 

To investigate the implications of the move from one deposit insurance 

system to the other in Indonesia, we use a dummy variable (LG), which represents 

the period covering the explicit deposit insurance system with limited guarantee. 

However, because we assume that depositors anticipate the reform, the dummy 

variable starts taking the value of 1 two quarters before the limited guarantee 

scheme is enacted. To measure the effect of political connections on the demand 

for deposits during the formal deposit insurance period, we interact political 

connections variables with the dummy variable standing for limited guarantee 

(POL*LG, SBPOL*LG, PBPOL*LG, GOVOFF*LG, PAR*LG, and DIR*LG).  

Detailed data on the number of banks based on their political connections 

each year are presented in table C1, appendix C. The descriptive statistics of all 
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Table 2. (Continued) 

Expected Sign Model  

  

Supply 

eq. 

Demand 

eq. 

Supply 
(Dep. Variable: 

LNDEP) 

Demand 
Dep. Variable: 

INTDEP) 

Supply Demand 

Inflation +/- 

 

2.804***  0.861**  

   

(0.000)  (0.0318)  

CYCLE + 

 

-0.001 -0.001 -0.001 -0.0001 

   

(0.2835) (0.854) (0.4293) (0.1278) 

T-BILL - + -7.156*** 0.697*** -6.278*** 0.764*** 

   

(0.000) (0.000) (0.000) (0.000) 

HHI 

 

-  0.159***  -0.525*** 

  

  

 (0.0078)  (0.000) 

Observations 

  

2248 2248 2248 2248 

Adj-R
2
 

  

0.94 0.31 0.95 0.28 
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fail but they also seem to believe that political connections can be of value in case 

of distress (selected capital injections, priority bail-out...). Hence, regulators might 

have succeeded in reforming the deposit insurance system by introducing a 

credible threat on insured creditors. This in turn might have improved market 

discipline and lowered moral hazard incentives. But our findings indicate that the 

side effect of such a change in the regulatory environment is the higher value 

attributed to political connections. The introduction of formal deposit insurance 

and stronger market discipline might have exacerbated the issue of political 

connections in the banking sector.   
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Table E.3. (Continued) 

  

Expected 
Sign 

Full sample 

(without 
interaction) 

Full sample 

(with 
interaction) 

BGS LG 

Inflation +/- -1.067** -1.638*** 2.271*** -1.067** 

  (0.026) (0.000) 0.008 (0.026) 

CYCLE + -0.0002 0.00007 0.00004 -0.0003 

  (0.565) (0.769) (0.688) (0.564) 

T-BILL - -1.580 -3.213*** -2.883*** -1.58 

  (0.263) (0.000) (0.000) (0.262) 

Observations  2248 2248 1082 1166 

Adj-R2  0.508 0.508 0.488 0.508 
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Table F.3. (Continued) 

  

Expected 
Sign 

Full sample 

(without 
interaction) 

Full sample 

(with 
interaction) 

BGS LG 

TEN + -0.002 -0.0004 -0.01 0.015 

  

(0.916) (0.984) (0.627) (0.617) 

FOB - 0.006 0.006 -0.006 0.014 

  

 

(0.774) (0.762) (0.82) (0.641) 

Inflation +/- -1.114*** -1.114*** 0.277 -1.184*** 

  (0.000) (0.000) (0.737) (0.000) 

CYCLE + 0.00002 0.00001 0.0002 -0.00005 

  (0.671) (0.685) (0.023) (0.742) 

T-BILL - 0.141 0.149 0.158 0.163 

  (0.334) (0.29) (0.145) (0.685) 

Observations  2248 2248 1082 1166 

Adj-R2  0.017 0.017 0.006 0.026 
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of loan portfolios does help determine interest margins. Specifically, small scale 

loans contribute to increased bank margins, whereas housing (property) loans tend 

to reduce interest margins. Also, operating costs, market power, risk aversion and 

liquidity risk all significantly and positively affect margins, while credit risk and 

cost to income ratio are negatively associated with margins. Our results also 

corroborate the loss leader hypothesis on cross-subsidization of lending and non-

interest activities. Furthermore, state-owned banks have higher margins than other 

banks, while foreign banks and large banks set lower margins. 

The remainder of this paper is organized as follows: Section 2.2 reviews 

previous work on related issues. In Section 2.3, we provide some background on 

Indonesian banking. In Section 2.4, we describe our data, variables, and empirical 

model. Section 2.5 reports the results and robustness checks. Section 2.6 

concludes our findings and provides policy implications. 

 

2.2 Literature Review 

As financial intermediary institutions, banks collect deposits from surplus 

spending units with an interest cost and distribute them to deficit spending units 

while charging an interest rate. Although high interest margins are associated with 

inefficiency (Drakos, 2003; Beck and Hesse, 2009; López-Espinosa et al., 2011), 

some studies use interest margins as a measure of bank profitability (e.g. Chen 

and Liao, 2011). The issue of how banks set their interest margins has been 

extensively studied in the literature. In a seminal paper, Ho and Saunders (1981) 

introduce the dealership model in which banks perform as risk-averse 

intermediaries between the demanders and suppliers of funds. Their model posits 

that positive interest margins will prevail as long as banks are risk-averse agents 

and face uncertainty, even in a highly competitive market. They conclude that a 

bank's interest margin is determined by four factors: the degree of managerial risk 

aversion, the size of transactions, market structure, and the variance of the market 

interest rate. Many empirical studies have expanded and examined the dealership 

model using cross-country data, or by focusing on a single country in the context 

of developed and developing countries (e.g. Angbazo, 1997; Saunders and 

Schumacher, 2000; Maudos and de Guevara, 2004; Carbó and Rodriguez, 2007; 
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loans. This type of lending is considered less risky because banks hold a 

certificate of ownership, which increases in value under normal conditions, as 

collateral for each loan. Moreover, the policy of the Government of Indonesia to 

widen access to housing finance for the poor necessitates banks charge a lower 

rate.     

Ho and Saunders (1981) argue banks facing relatively inelastic demand 

and supply functions can exercise their monopoly power to set a greater margin. A 

number of empirical studies have examined how market structure and competitive 

conditions in banking impact interest margins
26

. Maudos and de Guevara (2004) 

find a positive effect of bank market power, estimated by the Lerner index, on 

interest margins in European Union banking sectors. Claeys and Vennet (2008) 

find a higher interest margin is associated with a higher concentration of the 

banking industry in Central and Eastern European countries. Using data from 

Mexican banks, Maudos and Solís (2009) find banks with greater market power, 

measured by a Lerner index, have higher interest margins. Following the studies 

of Maudos and de Guevara (2004) and Maudos and Solís (2009), we use the 

Lerner index to represent the degree of competition. Banks with greater market 

power typically set higher interest margins
27

.  

Banks around the world have diversified their revenue sources. 

Deregulation and technological changes have triggered the development of non-

interest activities and reduced the importance of traditional intermediation 

activities (Lepetit et al., 2008; Elsas et al., 2010). Lepetit et al. (2008) test the loss 

leader hypothesis, which contends the link between diversification in bank 

activities and interest margins could be negative. This is because banks might 

charge a lower lending rate to attract new customers and build long-term 

relationships, enabling the sale of services and higher gains from non-interest 

income activities. They empirically test this hypothesis in the context of European 

banks. Similarly, Maudos and Solís (2009) find diversified banks, i.e. those with a 

                                                             
26

 The Herfindahl Hirschman Index (HHI) and the Lerner index are the two widely used methods 

to measure market structure and its impact on bank. These two measures do not, however 

necessarily reflect the same dimension. HHI measures the concentration of the industry; the Lerner 

index reflects the degree of competition, as it measures the ability of a bank to influence the price 

of products, and is therefore directly linked to competition (Weill, 2011). 
27

 We report results obtained with HHI instead of the Lerner index in the robustness check section.  
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to influence margins. López-Espinosa et al. (2011) contend the higher opportunity 

cost of holding reserves as a result of higher liquid assets would decrease net 

interest margins. Similar results are also found in other studies (Maudos and de 

Guevara, 2004; Chen and Liao, 2011).  

We also examine whether bank interest margins differ across ownership 

types. First, we consider the interest margins of state-owned (government) banks. 

The role of state-owned banks in a banking system has been studied from several 

perspectives, particularly in the context of developing countries in which bank 

behaviors matter more (Micco et al., 2007). According to social or development 

theory of public enterprises, these banks are often inefficient because they act as 

development agencies and are sometimes assigned to fund unprofitable 

government projects. Additionally, labor surplus could be a form of policy burden 

borne by these banks to help government reduce unemployment. Such 

development roles may make banks more costly and in turn lead to higher interest 

margins. Implicit guarantees and too-big-to-fail considerations might also create 

differences in margin setting between state-owned and private banks. Depositors 

may perceive state-owned banks as less risky because they believe that the 

government will rescue those banks from financial problems, creating the 

perception of a larger implicit guarantee (Mondschean and Opiela, 1999). 

Moreover, given that state-owned banks in Indonesia are mostly large banks, the 

too-big-to-fail dimension should also be considered. These two factors could lead 

such banks to charge a lower rate on deposits, which ultimately could spread their 

margins.  

Second, we examine whether the interest margins of foreign banks are 

different from those of other banks. It is generally argued foreign banks in 

emerging countries positively impact the host country through resource allocation 

and higher efficiency (Claessens et al., 2001). Having better hard information and 

technology may lead these banks to perform more efficiently than domestic banks.   

Few studies examine the role of ownership in the determination of interest 

margins
29

. Contrary to common expectation, Drakos (2003), using data regarding 

                                                             
29

 Poghosyan (2010) argues that no theoretical paper has incorporated the role of ownership in the 

determination of interest margins. Moreover, he denotes that any potential impact of ownership, 
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- Liquidity Risk  

The ratio of loans to deposits represents bank liquidity risk (LDR). The 

higher this ratio, the higher the liquidity risk and the lower the reserves a bank 

holds. As argued by López-Espinosa et al. (2011), a higher level of liquid assets 

would decrease net interest margins. We therefore expect a positive sign for the 

coefficient of LDR.  

- State-owned Banks 

As explained above, state-owned banks in Indonesia consist of central 

government-owned banks and regional development banks. We use a dummy 

variable (SOB) to identify the state-owned banks. These banks are expected to 

charge a lower rate for deposits because depositors perceive them as less risky. 

Moreover, the development roles of these banks may lead them to be more costly. 

A positive sign is therefore expected.  

- Foreign Banks  

Foreign banks (FOB) in Indonesia consist of branches of foreign banks, 

subsidiaries of foreign banks, and joint venture banks (Hadad et al., 2011). We 

use a dummy variable (FOB) to categorize foreign banks. The benefits of better 

hard information and technology may lead these banks to perform more 

efficiently than domestic banks. Accordingly, a negative sign is expected.  

 

 

2.4.2.3 Control Variables 

- Listed Banks 

Publicly traded banks are believed to have better monitoring and 

efficiency. Therefore, we incorporate a dummy variable for listed banks 

(LISTED) as a control variable. 

- Year Dummies  

We include year dummies (YEARS) in all of our regressions to capture the 

time effects Beck and Hesse (2009) argue could result from time-variant 

macroeconomic factors. 
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the cost to income ratio has a mean (median) of 79.48% (80.25%). The average 

size in total assets is 20,593.86 billion Rupiah. The smallest bank has assets of 

52.65 billion Rupiah, while the largest bank maintains assets of 370,000 billion 

Rupiah. The average (median) of the ratio of equity to total assets is 11.76% 

(9.73%). The mean (median) of the ratio of non-performing loans to total loans is 

4% (2.8%). The average (median) of the loans to deposits ratio in our sample is 

74.18% (69.78%).   
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Table 2: Descriptive Statistics Year by Year 
This table presents the descriptive statistics of our variables. NIM is the net interest margins (%). SMALL is the proportion of small scale loans to total loans (%). 

PROPERTY is the proportion of property loans to total loans (%). LERNER is the Lerner index. DIV is the diversification index (%). OVERHEAD is the ratio of operating 

costs to total assets (%). CIR is the cost to income ratio (%). ASSET denotes total assets in billion Rupiah. EQTA is the ratio of equity to total assets (%). NPL is the ratio of 

non-performing loans to total loans (%). LDR represents the loans to deposits ratio (%).  

Year Banks Statistics NIM SMALL PROPERTY LERNER DIV OVERHEAD CIR 
ASSETS (billion 

Rupiah) 
EQTA NPL LDR 

2001 59  Mean 6.617 28.156 2.308 0.322 12.699 3.178 82.269 14721.88 9.432 6.749 54.147 

   Std. Dev. 3.500 31.972 4.669 1.160 11.133 1.365 26.150 40384.47 7.061 8.110 31.037 

2002 62  Mean 6.626 21.776 2.993 0.488 14.619 3.675 82.543 14935.41 11.186 5.475 64.823 

   Std. Dev. 3.461 25.206 5.846 0.375 12.450 1.700 26.432 38919.5 7.076 6.136 38.392 

2003 67  Mean 6.600 21.824 3.823 0.394 16.328 3.633 78.626 15064.21 11.647 4.375 67.826 

   Std. Dev. 3.127 25.373 7.322 0.428 14.029 1.737 19.116 38450.43 6.892 4.720 37.177 

2004 70  Mean 7.040 17.664 4.954 0.476 19.945 3.826 75.402 16146.19 11.253 4.095 73.471 

   Std. Dev. 3.541 20.592 8.916 0.353 15.554 2.247 22.221 38578.98 5.738 4.181 40.784 

2005 76  Mean 6.931 14.949 4.983 0.392 15.929 3.889 78.967 17700.96 11.485 3.977 77.036 

   Std. Dev. 3.217 19.566 8.979 0.445 11.980 1.543 16.369 39669.33 7.210 3.782 39.823 

2006 73  Mean 6.801 13.384 5.993 0.386 14.341 3.805 79.703 20858.44 11.187 3.577 72.277 

   Std. Dev. 3.017 16.527 9.762 0.346 10.974 1.963 15.301 44155.58 6.173 2.940 41.036 

2007 75  Mean 6.299 12.127 5.289 0.381 16.757 3.547 78.751 23850.96 13.842 2.794 81.201 

   Std. Dev. 2.545 17.074 9.066 0.359 11.710 1.425 14.082 52646.65 10.008 2.169 42.054 

2008 67  Mean 6.792 12.143 7.118 0.344 16.713 3.845 78.874 30890.52 12.369 2.565 86.478 

   Std. Dev. 2.683 18.442 10.231 0.356 12.706 1.412 13.608 62775.35 7.376 2.215 29.757 

2009 68  Mean 6.510 11.112 7.257 0.330 16.680 3.813 78.550 33800.89 12.959 3.018 86.085 

     Std. Dev. 2.287 17.161 10.289 0.339 11.721 1.329 13.449 71343.04 7.146 2.756 36.378 
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2.5.2 Correlation Matrix 

Table 3 reports the correlation matrix between variables in this study. The 

correlations between the dependent variable (interest margin) and the explanatory 

variables are shown in the first column of the table. As expected, net interest 

margins (NIM) are found to be positively correlated with small scale loans, the 

Lerner index, the ratio of overhead costs to total assets, and the ratio of equity to 

total assets. We observe, as expected, negative correlations between NIM and 

property loans, diversification, and the cost to income ratio, as well as between 

NIM and size. The ratio of non-performing loans to total loans, and the loans to 

deposits ratio, are found to be negatively correlated with NIM. 
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Table 3: Correlation Matrix 
This table presents the pairwise correlation between the variables used in this study. NIM is the net interest margins (%). SMALL is the proportion of small scale loans to total 

loans (%). PROPERTY is the proportion of property loans to total loans (%). LERNER is the Lerner index. DIV is the diversification index (%). OVERHEAD is the ratio of 

operating costs to total assets (%). CIR is the cost to income ratio (%). ORTHOLNTA denotes the natural logarithm of total assets orthogonalized with equity. EQTA is the ratio 

of equity to total assets (%). NPL is the ratio of non-performing loans to total loans (%). LDR represents the loans to deposits ratio (%). 

  NIM SMALL 
PROPER

TY 
LERNER DIVER 

OVER

HEAD 
CIR 

ORTHOL

NTA 
EQTA NPL LDR SOB FOB LISTED 

NIM 1 

             SMALL 0.378 1 

            PROPERTY -0.162 0.037 1 

           LERNER 0.206 0.078 -0.083 1 

          DIV -0.393 -0.393 -0.077 0.115 1 

         OVERHEAD 0.536 0.173 -0.033 -0.009 -0.233 1 

        CIR -0.250 0.032 0.142 -0.222 -0.246 0.254 1 

       ORTHOLNTA -0.200 -0.086 0.251 0.155 0.331 -0.219 -0.051 1 

      EQTA 0.082 -0.143 -0.115 -0.035 0.066 -0.068 -0.326 -0.386 1 

     NPL -0.273 -0.106 -0.037 0.054 0.303 -0.095 0.248 -0.008 0.011 1 

    LDR -0.090 -0.271 -0.041 0.036 0.298 -0.100 -0.263 0.003 0.362 0.094 1 

   
SOB 

0.564 0.491 -0.038 0.202 -0.325 0.241 -0.099 0.037 -0.260 

-

0.131 -0.246 1 
  FOB -0.326 -0.379 -0.228 0.094 0.694 -0.302 -0.365 0.199 0.240 0.220 0.495 -0.362 1 

 
LISTED -0.261 -0.178 0.332 -0.079 0.073 -0.106 0.270 0.138 -0.196 0.144 -0.120 -0.208 -0.278 1 
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2.5.3 Regressions 

We analyze the determinants of interest margins of Indonesian banks by 

employing pooled regression and static panel regression techniques, as well as a 

two-step GMM estimator. Table 4 presents the regression results of pooled 

regression (columns 1, 2 and 3), random effect panel data (columns 4, 5 and 6), 

and two-step GMM estimation (columns 7, 8 and 9). The Wald test, the Sargan 

test, and the Arellano-Bond test (autocorrelation) of the GMM estimation meet the 

requirements. The Wald test in the random effect model is found to satisfy the 

requirement as well.  
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Table 4. (Continued) 

 

 1 2 3 4 5 6 7 8 9 

NPL -0.053*** -0.113*** -0.030 -0.042** -0.078*** -0.027 -0.027** -0.059*** -0.021 

 (0.019) (0.021) (0.019) (0.017) (0.016) (0.017) (0.012) (0.018) (0.013) 

LDR 0.004* 0.006** 0.002 0.005** 0.006** 0.004* 0.009*** 0.011*** 0.008*** 

 (0.002) (0.003) (0.002) (0.002) (0.003) (0.002) (0.002) (0.003) (0.002) 

SOB 2.004*** 3.167*** 2.065*** 2.631*** 3.865*** 2.754*** 0.883*** 1.677*** 0.999*** 

 (0.205) (0.259) (0.191) (0.361) (0.473) (0.335) (0.309) (0.342) (0.294) 

FOB -1.799*** -1.547*** -0.808** -1.596*** -0.901* -0.762* -1.517*** -0.200 -1.112** 

 (0.269) (0.334) (0.323) (0.416) (0.334) (0.443) (0.486) (0.670) (0.529) 

LISTED -0.178 -0.058 0.086 -0.038 0.361 0.088 -0.436** 0.008 -0.341 

  (0.207) (0.306) (0.209) (0.284) (0.344) (0.279) (0.215) (0.258) (0.218) 

Year dummies Included Included Included Included Included Included Included Included Included 

Constant Included Included Included Included Included Included Included Included Included 

Method Pooled Pooled Pooled 

Panel 

(Random 

effect/GLS) 

Panel 

(Random 

effect/GLS) 

Panel 

(Random 

effect/GLS) 

GMM GMM GMM 

Observations 617 617 617 617 617 617 554 554 554 

Overall R-squared 0.678 0.510 0.692 0.647 0.478 0.663    

R-Squared between    0.728 0.560 0.752    

R-Squared within    0.271 0.171 0.281    

Wald Test    

chi2(19)= 

462.59 

(0.000)*** 

chi2(18)= 

227.40 

(0.000)*** 

chi2(19)=  

513.87 

(0.000)*** 

chi2(19)= 

881.34 

(0.000)*** 

chi2(18)= 

842.04 

(0.000)*** 

chi2(19)= 

953.44 

(0.000)*** 
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Table 5. (Continued) 
 

 1 2 3 4 5 6 7 8 9 

EQTA 0.056*** 0.094*** 0.047*** 0.070*** 0.114*** 0.069*** 0.061*** 0.092*** 0.065*** 

 (0.012) (0.014) (0.012) (0.013) (0.015) (0.013) (0.010) (0.014) (0.009) 

NPL -0.045** -0.109*** -0.022 -0.038** -0.075*** -0.023 -0.028** -0.064*** -0.023* 

 (0.019) (0.022) (0.019) (0.017) (0.016) (0.017) (0.012) (0.019) (0.013) 

LDR 0.004* 0.007** 0.002 0.004* 0.005* 0.003 0.009*** 0.012*** 0.008*** 

 (0.002) (0.003) (0.002) (0.002) (0.003) (0.002) (0.002) (0.003) (0.003) 

SOB 2.118*** 3.355*** 2.203*** 2.705*** 3.963*** 2.844*** 1.037*** 1.893*** 1.177*** 

 (0.205) (0.261) (0.191) (0.361) (0.500) (0.341) (0.297) (0.343) (0.283) 

FOB -1.738*** -1.435*** -0.791** -1.557*** -0.817 -0.723* -1.327*** -0.193 -1.028* 

 (0.271) (0.339) (0.328) (0.418) (0.558) (0.450) (0.500) (0.631) (0.542) 

LISTED -0.154 -0.119 0.095 -0.040 0.373 0.089 -0.336 0.089 -0.256 

  (0.210) (0.311) (0.212) (0.286) (0.346) (0.282) (0.209) (0.245) (0.213) 

Year dummies Included Included Included Included Included Included Included Included Included 

Constant Included Included Included Included Included Included Included Included Included 

Method Pooled Pooled Pooled 

Panel 

(Random 

effect/GLS) 

Panel 

(Random 

effect/GLS) 

Panel 

(Random 

effect/GLS) 

GMM GMM GMM 

Observations 617 617 617 617 617 617 554 554 554 

Overall R-squared 0.670 0.491 0.683 0.639 0.466 0.663    

R-Squared between    0.73 0.546 0.752    

R-Squared within    0.266 0.170 0.281    
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Table 2: Descriptive Statistics of Financial Depth Each Province  

No Province 

Average credit 

to province's 

GDP 

Average credit 

to MSMEs over 

province's GDP 

Average bank 

branches to 

million 

province's 

population 

1 Jawa Barat 0.151585 0.167045 7.549934 

2 Banten 0.211209 0.216435 6.09837 

3 DKI Jakarta 0.804159 0.211325 54.69153 

4 D.I Yogyakarta 0.233692 0.195186 13.86315 

5 Jawa Tengah 0.191211 0.146325 7.713605 

6 Jawa Timur 0.174687 0.113382 9.607461 

7 Bengkulu 0.233627 0.237419 9.823258 

8 Jambi 0.181039 0.166913 14.49752 

9 
Nanggroe Aceh 

Darussalam 
0.112975 0.105513 12.7248 

10 Sumatera Utara 0.277216 0.144166 11.32808 

11 Sumatera Barat 0.190449 0.152634 15.40538 

12 Riau 0.098391 0.071691 10.02068 

13 Sumatera Selatan 0.089371 0.064844 5.442373 

14 Kepulauan Riau 0.322449 0.252285 43.30654 

15 Bangka Belitung 0.113382 0.08813 18.38444 

16 Lampung 0.17065 0.133475 5.89149 

17 
Kalimantan 

Selatan 0.227636 0.169252 17.09068 

18 Kalimantan Barat 0.176742 0.148041 11.49368 

19 Kalimantan Timur 0.07343 0.049332 28.01721 

20 

Kalimantan 

Tengah 0.130586 0.097066 12.95606 

21 Sulawesi Tengah 0.201794 0.18609 10.67918 

22 Sulawesi Selatan 0.30837 0.243932 11.43564 

23 Sulawesi Utara 0.242101 0.275376 21.77532 

24 Sulawesi Barat 0.277152 0.22098 10.31237 

25 Gorontalo 0.495298 0.557642 23.33381 

26 Sulawesi Tenggara 0.060666 0.05699 4.1979 

27 
Nusa Tenggara 

Barat 0.148065 0.151064 7.394472 

28 Bali 0.304769 0.270322 20.94691 

29 
Nusa Tenggara 

Timur 0.2221 0.217585 8.981006 

30 Maluku 0.293108 0.276596 19.5568 

31 Papua 0.076143 0.067278 13.15871 

32 Maluku Utara 0.276154 0.262264 14.94563 

33 Irian Jaya Barat 0.129386 0.100658 25.84427 
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Table 6: OLS Regressions of Bank Branches to Population (Million) 
This table presents the results of OLS regressions. The dependent variable is the ratio of number of bank branches per million 

population of province. The values in parentheses are robust standard errors. *, ** and *** indicate significance at the 10%, 5%, and 

1% levels, respectively.   

  Bank Branches/ Population (million) 

  1 2 3 4 5 6 

Bureaucracy Index 2.251*** 2.898*** 2.716*** 

   

 

(0.689) (0.725) (0.697) 

   Government Index 

   

3.043*** 3.142*** 3.066*** 

    

(0.602) (0.679) (0.647) 

Human Development Index 0.628*** 

  

0.787*** 

  

 

(0.127) 

  

(0.142) 

  Poverty 

 

0.006 

  

-0.026 

 

  

(0.054) 

  

(0.056) 

 Conflict 

  

-0.866 

  

-2.702** 

   

(1.260) 

  

(1.248) 

Outside Java 2.556 1.948 2.116 3.360** 2.352 2.736 

 

(1.664) (1.670) (1.695) (1.601) (1.656) (1.662) 

New Province 7.417*** 6.467*** 6.938*** 9.128*** 8.136*** 8.689*** 

 

(1.373) (1.471) (1.394) (1.254) (1.403) (1.326) 

Budget Deficit 0.437 0.494 0.436 0.261 0.442 0.307 

 

(1.394) (1.420) (1.416) (1.360) (1.400) (1.396) 

Natural Log GDP Per 

Capita 8.151*** 9.050*** 9.325*** 7.606*** 8.813*** 9.396*** 

 

(1.235) (1.219) (1.248) (1.197) (1.248) (1.348) 

Oil or Gas Producer -1.669 -1.067 -0.946 -2.621** -1.958* -1.850 

 

(1.028) (1.141) (1.120) (1.084) (1.154) (1.147) 

Constant  -179.08*** -152.25*** -155.95*** -184.20*** -147.28*** -157.21*** 

  (22.313) (22.010) (22.340) (23.482) (21.0253) (22.612) 

Year dummies Included Included Included Included Included Included 

Method OLS OLS OLS OLS OLS OLS 

Number of Province 33 33 33 33 33 33 

Number of Observations 230 225 230 230 225 230 

Period 2004-2010 2004-2010 2004-2010 2004-2010 2004-2010 2004-2010 

R-Squared  0.504 0.469 0.484 0.523  0.475 0.494 
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Table 6 exhibits the results of OLS regressions of the ratio of number of 

bank branches per capita. Similarly to those obtained for the two first dependent 

variables, we find evidence that local governance matter to explain the level of 

financial deepening. Regions with good governance, represented by a high degree 

of bureaucracy index and government index, have a higher level of financial 

deepening. As expected, we also find that the coefficient of the human 

development index is positive and significant in all the regressions.  

 In general, our results provide evidence that unequal financial deepening 

in Indonesia is significantly influenced by how well the local governments 

manage their regions. There are several possible explanations. First, as argued by 

the law and finance literature (e.g. La Porta et al., 1997; Levine, 1998), the quality 

of local government is important to ensure that legal institutions are well-imposed 

especially with regard to the creditor/ lender rights to stimulate banks in 

channeling credit. Second, bureaucratic procedure in doing business indicates to 

which extent the local government is capable of facilitating a favorable business 

climate to attract business investments. This is consistent with some cross country 

studies which show the positive relationship between the degree of openness and 

financial development (e.g. Herger et al., 2008; Rajan and Zingales, 2003). 

Moreover, it is generally known that governments with poor governance are keen 

on corruption and rent seeking behaviors, which are detrimental factors to 

business investment and public infrastructure development. Subsequently, 

commercial banks and other types of banks may be reluctant to establish their 

business in the poor governance regions which in turn impedes banking 

competition in the regions.   

Our results also show that in the socioeconomically less developed 

regions, the level of financial deepening is lower than that of more developed 

regions. Overall, this finding is consistent with our expectations. As explained 

earlier, the impact of socioeconomic conditions on the level of financial 

deepening could be viewed from lender (banks) and borrower sides. From the 
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lender side, it is generally accepted that lenders are much more willing to channel 

loans when they know more about borrowers (Djankov et al., 2007). In the 

socioeconomically less developed regions, reflected by high degree of poverty and 

low human development, banks lack incentives to release credit as the information 

as well as the quality of borrowers are deficient. To grant loans, banks face 

expensive costs in terms of information and dealing costs. Furthermore, banks 

have to deal with borrowers with lower quality which subsequently increases their 

risk. Even though banks could charge a higher risk premium to cover the higher 

risk, Indonesian banks generally tend to behave prudently. On the other hand, in 

such regions deficit spending units also tend to be reluctant to use bank loans as 

they perceive that the process of getting loans from banks is more complicated 

than the process of obtaining, for example a loan from predatory lender or a 

pawnshop.  

Moreover, some banking regulations might have exacerbated the unequal 

banking development. First, the regulation on the income of bank borrowers have 

naturally created a barrier to financial deepening. Second, as revealed by 

Rosengard and Prasetyantoko (2011), the banking consolidation process which 

has been promoted by regulators has strengthened banking oligopoly maintaining 

a high intermediation cost.  

Regarding control variables, we find that the level of financial deepening 

is lower in the conflict (politically and securitically unstable) regions than in other 

regions. The results confirm the finding of Roe and Siegel (2011) in a cross 

country research showing that political instability impedes financial development. 

Second, we find that credit released by commercial banks is lower in the 

provinces located outside Java Island even though the ratio of bank offices per 

capita is higher in such regions. Our results also show that there is a significant 

difference in financial development between existing provinces and new 

provinces. Interestingly, the latter have a significantly higher level of financial 

depth. We find that the ratio of number of bank branches per capita is positively 
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3.6 Conclusions 

We investigate the determinants of unequal financial deepening across 

regions in Indonesia by considering local governance and socioeconomic 

conditions as the main factors. We use data of 33 provinces over the 2004-2010 

period (after the decentralization policy).    

We find that local governance quality is significantly and positively 

associated with the importance of bank lending - and to MSMEs specifically - 

with regards to local GDP. Local governance quality is also positively linked with 

the number of bank offices per capita. Our results also show that in the 

socioeconomically less developed regions, as reflected by low human 

development and high degree of poverty, the level of financial deepening is lower 

than that of more developed regions. In general, even though decentralization has 

been implemented globally in Indonesia, regional disparity in the form of 

financial deepening still exists.   

Our findings have some noteworthy policy implications. First, improving 

local governance, particularly for regions having poor governance, should be 

encouraged to facilitate a favorable business environment. An encouraging 

business climate could provide incentives for banks to expand their business more 

specifically in granting loans. Second, regulators have to reconsider regulations 

that have constrained bank lending especially the regulation on the income of 

bank borrowers and its strong limitations. This regulation might have improved 

the soundness of banks but it might also have gone too far by excluding a large 

number of borrowers from the formal system encouraging "predatory lending" 

practices in the financially less developed regions. 

 

 

 

 















Concluding Chapter 

 

109 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

CONCLUDING CHAPTER 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 







Concluding Chapter 

 

112 
 

 

 

 

quality of life such as education, poverty, life expectancy, living standards, and 

unemployment. As expected, our results also show that in the socioeconomically 

less developed regions, the level of financial deepening is lower than that of more 

developed regions because banks lack incentives to release credit as the 

information as well as the quality of borrowers are deficient. Moreover, poor and 

less-educated people also tend to be reluctant to use bank loans as they perceive 

that the process of getting loans from banks is complicated.  

Based on these findings, improving local governance, particularly for 

regions having poor governance, should be encouraged to facilitate a favorable 

business environment and to provide incentives for banks to expand their business 

more specifically in granting loans. Regulators also have to reconsider regulations 

that have naturally created a barrier to financial deepening especially on the 

income of borrowers. 
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Abstract 

In chapter 1 of this dissertation, we investigate the impact of banks' political 

connections on their ability to collect deposits under two different deposit 

insurance regimes (blanket guarantee and limited guarantee) using data for 

Indonesian banks. We find that, regardless of their type (state-owned or private 

entities), politically connected banks are able to attract deposits more easily than 

their non-connected counterparts. We also show that this effect is more 

pronounced after the implementation of formal deposit insurance with limited 

coverage.  

In chapter 2, we analyze the determinants of net interest margins of Indonesian 

banks after the 1997/1998 financial crisis. Our results confirm that the structure of 

loan portfolios matters in the determination of interest margins. Operating costs, 

market power, risk aversion and liquidity risk have positive impacts on interest 

margins, while credit risk and cost to income ratio are negatively associated with 

margins. Our results also corroborate the loss leader hypothesis on cross-

subsidization between traditional interest activities and non-interest activities. 

State-owned banks set higher interest margins than other banks, while margins are 

lower for large banks and for foreign banks. 

In chapter 3, we investigate the determinants of financial deepening across regions 

in Indonesia after the institutional reforms which brought the country to become 

more decentralized. We find that poor local governance significantly impedes 

financial deepening. Our results also conclude that in the socioeconomically less 

developed regions, the level of financial deepening is lower than that of more 

developed regions.  

 

Key words: Political Connections, Deposit Insurance, Net Interest Margins, 

Financial Deepening, Indonesia 

 


