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Abstract

Banks are prone to higher risk, since it deals with other people’s money. Unlike other institutions, banks 
operate under different management, board of directors, ownership structures, and government regulation. 
Banks do not have a generalized and a specific optimal corporate governance model. This study examines 
how the corporate governance mechanisms such as the presence of independent directors on the board, dual 
functions of the board, size of the board, existence of audit committee and the RBI regulations affect the credit 
risk exposure of the Indian public banks. This study also aims at investigating the relationship between the 
loan loss provisions of the Indian public banks and the financial ratios. The sample of the study comprises of 
27 public banks of India including SBI and its six associate banks. The corporate governance variables and 
the financial ratios of banks have been registered in Prowess for the year 2015. Regression analysis (OLS) is 
used to test the above mentioned effect. The results show that the corporate governance variables and the 
financial ratios considered in this study have significant impact on the confidence of the bank in maintaining 
the provisions for the unexpected loss. Hence, it can be said that the banks with good corporate mechanisms 
tend to value the risk involved in the lending and maintain an optimal level of provisions for loan loss, which 
in turn increase the profitability and efficiency of the banks.

Keywords: Corporate governance variables, financial ratios, corporate governance mechanisms, loan loss 
provisions
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Introduction

Credit Risk
The possibility that a bank borrower or counterparty will fail to meet its obligations in 

accordance with agreed terms is known as credit risk. In other words, it is the risk that a firm’s 
customer and the parties to which it has lent money will fail to make promised payments. Large 
financial institutions such as commercial banks have a large exposure to the credit risks. Lenders 
are exposed to credit risk when borrow money. As a consequence, borrowing exposes the firm 
owners to the risk that firm will be unable to pay its debt and thus be forced to bankruptcy.
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The credit risks of the banks can be influenced by several factors such as the credit worthiness, 
the financial strength of the bank borrower, and the corporate governance mechanisms of the 
bank. Several studies have been made to find the relation between the corporate governance 
mechanism and credit risk management of the banks. Some of the studies have shown that the 
weak and inefficient corporate governance practices increase the credit risk of the banks, whereas 
the others have pointed out that the corporate governance practices of the banks has significantly 
less influence over the credit risk.

Corporate Governance
As per the definition of OECD, corporate governance is the mechanism by which the 

companies are steered and directed towards success. It involves the roles and transparent 
relationships between the company‘s management, its board, its shareholders and other 
stakeholders, and the goals for which the corporation is governed.

Effective corporate governance is critical to the proper functioning of the banking sector and 
the economy as a whole. There is no single approach to good corporate governance. The Basel 
Committee’s revised principles provide a framework within which banks and supervisors should 
operate to achieve robust and transparent risk management and decision-making. This aids to 
promote public confidence and uphold the safety and soundness of the banking system. The revised 
guidance emphasizes the critical importance of effective corporate governance for the safe and 
sound functioning of banks. It stresses the importance of risk governance as part of a bank’s overall 
corporate governance framework and promotes the value of strong boards and board committees 
together with effective control functions. More specifically, the revised principles are to:

• Expand the direction on the role of the board of directors to oversee the implementation of 
effective risk management systems.

• Emphasize the importance of the board’s collective competence and the obligation of indi-
vidual board members in terms of dedicating time to their mandates, while keeping abreast 
of developments in banking.

• Strengthen the guidance on risk governance, including the risk management roles played 
by business units, risk management teams, and internal audit and control functions.

• Provide guidance for bank supervisors to evaluate the processes used by banks in selecting 
the board members and senior management.

• Emphasize the importance of compensation systems in governance and incentive structure 
which aids the board and senior management of a bank convey acceptable risk-taking be-
haviour and reinforce the bank’s operating and risk culture.

Overview of Indian Banking System
In the Indian banking system, co-operative banks exist side by side with commercial banks 

and play a supplementary role in providing need-based finance, especially for agricultural and 
agriculture-based operations including farming, cattle, milk, hatchery, personal finance etc. along 
with some small industries and self-employment driven activities.

The Indian banking industry, governed by the Banking Regulation Act of India, 1949, can be 
broadly classified into two major categories, nonscheduled banks and scheduled banks. Scheduled 
banks comprise commercial banks and the co-operative banks. Commercial banks can be further 
grouped into nationalized banks, the State Bank of India and its group banks, regional rural banks 
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and private sector banks (the old/new domestic and foreign) in terms of ownership. These banks 
have over 67,000 branches spread across the country.

The Public Sector Banks (PSBs), being the base of the banking sector in India, account for more 
than 78 per cent of the total banking industry assets. They are weighed down with excessive non 
performing assets (NPAs), massive manpower and lack of modern technology. Private Sector 
Banks are making tremendous progress and are the leaders in Internet banking, mobile banking, 
phone banking, ATMs. Foreign banks are likely to succeed in the Indian banking industry.

In the Indian banking industry, some of the Private Sector Banks include IDBI Bank, ING 
Vyasa Bank, SBI Commercial and International Bank Ltd, Bank of Rajasthan Ltd., some of the 
Public Sector banks include Punjab National bank, Vijaya Bank, UCO Bank, Oriental Bank, 
Allahabad Bank among others and some of the foreign banks include ANZ Grindlays Bank, ABN-
AMRO Bank, American Express Bank Ltd, Citibank are some of the foreign banks operating in the 
Indian banking industry.

Corporate governance from a banking perspective involves the manner in which their board of 
directors and senior management govern affairs of individual banks with respect to how banks set 
their corporate objectives, run day-to-day operations, consider the interests of various stakeholders, 
align corporate activities with the safety measures of the banks, and comply with applicable laws 
and regulations to protect the interests of the depositors. Good governance can be built based on the 
business practices adopted by the board of directors and management. Some of the best corporate 
governance practices for banks include establishing strategic objectives and a set of corporate values 
communicated throughout the organization, strong risk management functions, special monitoring 
of risk exposures, setting and enforcing clear lines of responsibility, etc.

This study examines how the corporate governance mechanisms such as the presence of  
independent directors on the board, dual functions of the board, size of the board, existence of 
audit committee and how the RBI regulations affects the credit risk exposure of the Indian banks. 

Objectives of the Study
1. To analyze the relationship between corporate governance and risk management of Indian pub-

lic banks.

2. To determine the relationship between loan loss provision on bank’s prerequisite and corporate 
governance.

3. To forecast the bank’s score and the category in which they fall.

Literature Review
Marcinkowska (2012) has linked the recent financial crisis to the weak and ineffective 

corporate governance mechanisms in banks. Deep changes in this area are necessary to reinforce 
the financial sector stability. The study presents key aspects that need to be reformed: the 
role, constitution and accountability of board, risk management, management remuneration 
and transparency. New regulations and guidance are presented, creating the foundations 
for a new order of the financial market. The paper also points out the banks’ stakeholders’ 
accountability. Swarup (2011) deliberate on how the corporate governance has at its backbone a 
set of transparent relationships between an institution’s management, its board, shareholders and 
other stakeholders. The article discusses the nature and purpose of corporate governance with 
special emphasis on the problems of banks in the field of corporate governance. Furthermore, 
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the conflicts in the case of Indian scenario have been described. It also explains the report by 
the Basel Committee and has analyzed how helps in the corporate governance in banks are. The 
best practices regarding corporate governance in banks have also been illustrated. Finally, the 
project concludes by saying that banks being a separate category of financial institutions require 
specialized set of norms for corporate governance.

Rachdi, Trabelsi and Trad (2013) investigated the banking governance and risk management 
of Tunisian banks and have examined how board characteristics affect risk in banking industry 
by using many econometric approaches. The empirical analysis based on a sample of 11 Tunisian 
conventional banks over the period 2001-2011 reports the following results when using GLS RE: 
small and dual functions boards are associated with more insolvency risk but have no significant 
effect on credit and global risks, the presence of independent directors within the board generates 
an increase in global risk but has no significant effect on insolvency and credit risks, a lower CEO 
ownership has no significant effect with all measures of risks, and finally, banking capitalization 
is associated with more insolvency risk, and small size banks assume lower credit risk. These 
findings are performed by using a GMM in system approach.

Brezeanu and Al Essawi (2011) described the relation between financial management and 
corporate governance and produced the analytical approach at the level of risk management 
strategies.  The study presents the contribution of corporate governance to the risk management 
system of an enterprise from the perspective of the financial leverage. They assume that companies 
with a strong corporate governance framework are likely to enhance the optimality of their financial 
structure. They performed a literature overview on this study in parallel with an empirical approach 
that brings forth the effect of corporate governance framework on the company financial structure, 
with a special focus on leverage. The empirical approach is developed using the Ordinary Least 
Squares methodology. The results of the research reflect a strong impact of corporate governance on 
the company financial structure. They construct this finding from the perspective of the beneficial 
effects of an enhanced corporate governance framework which reduces agency costs, conferring to 
the company more credibility in the eyes of creditors.

Bourakba and Zerargui (2015) sought to determine the relationship between the variables, 
corporate governance and credit risk in Islamic banks, specifically the governance in Islamic 
banks: Anglo-Saxon governance system and Islamic Governance System. An empirical study on a 
sample of Islamic banks during the period 2005-2012 was used to measure the impact of corporate 
governance variables on credit risk. The findings of the study affirmed a very strong relationship 
between the variables, governance and credit risk of Islamic banks and a negative relationship 
between non-performing loans ratio and the composition of the board of directors, the size of the 
board of directors, board committees, concentration of ownership, as well as the size of the Sharia 
supervisory board, while it is clear that there is a positive relationship between non-performing 
loans ratio and the size of the bank. This evidence provides beneficial information for supervising 
authorities, stakeholders and academics.

Tsorhe, Aboagye and Kyereboah-Coleman (2011) have investigated the impact of stakeholders 
of Ghanaian banks on the management of bank capital risk, credit risk and liquidity risk. Bank 
stakeholders include the board of directors, shareholders, depositors and regulators. They 
emphasized the impact of the strength of the board of directors and constructed an indicator 
of board strength in a manner similar to Greuning and Bratanovic (2004). Other explanatory 
variables of bank financial risks include management efficiency, total assets, inflation and central 
bank lending rate. Three fixed effects (least squares dummy variables) regression coefficients 
were estimated for each of the three risks, using an unbalanced panel of 23 banks covering 2005-
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2008. They concluded that there is no statistical difference between the strengths of bank boards 
in Ghana, and that board strength does not have significant impact on capital risk, credit risk 
nor liquidity risk. Depositor behaviour appears to impact only liquidity management, while 
shareholders do not appear to act in a manner that reduces the credit risk taking by banks. They 
also concluded that, more efficient the management, the less capital the bank is likely to hold, 
while bank total assets are important only in capital risk management. Bank-specific approaches to 
credit risk management are significant.

Mullineux (2006) considered the implications of the banks fiduciary duty of their depositors 
(as well as the shareholders) and the Government’s fiscal duty to taxpayers (in the presence of 
deposit insurance) for the corporate governance (CG) of banks.

Deb (2013) examined the practices of corporate governance attributes in banking sector and 
how they adhere to corporate governance practices. Corporate governance has emerged as a 
benchmark for judging corporate excellence in the context of national and international business 
practices. It has become a dynamic concept and is now recognized as a paradigm for improving 
competitiveness and enhancing efficiency and thus, improving investors‘ confidence and accessing 
capital, both domestic as well as foreign. Banks form a crucial link in a country‘s financial system 
and hence, is imperative for the economy. The significant transformation of the banking industry 
in India is clearly evident from the changes that have occurred in the financial markets, institutions 
and products. While deregulation has opened up new vistas for banks to augment revenues, it 
has entailed greater competition and consequently greater risks. Cross-border flows and the 
entry of new products have significantly influenced the domestic banking sector, forcing banks 
to adjust the product mix, as also to effect rapid changes in their processes and operations in 
order to remain competitive in the globalized environment. The developments have facilitated 
greater choices for discerning and demanding consumers to compel banks to offer a broader range 
of products through diverse distribution channels. In such scenario, implementation of good 
corporate governance practices in banks can ensure them to cope with the changing environment. 
Corporate governance today provides for risk assessment, risk cover, early warning systems 
against failure as well as prompt corrective action.

Aebia, Sabatob, and Schmidc (2011) investigated whether risk management-related corporate 
governance mechanisms, such as the presence of a chief risk officer (CRO) in a bank’s executive 
board and whether the CRO reports to the CEO or directly to the board of directors, are associated 
with a better bank performance during the financial crisis of 2007/2008. We measure bank 
performance by buy-and-hold returns, ROA, and ROE and we control for standard corporate 
governance variables such as CEO ownership, board size, and board independence. Most 
importantly, their results indicate that banks, in which the CRO directly reports to the board 
of directors and not to the CEO (or other corporate entities), exhibit significantly higher (i.e., 
less negative) stock returns, ROA, and ROE during the crisis. In contrast, standard corporate 
governance variables are mostly insignificantly or even negatively related to the banks’ 
performance during the crisis

Research Gap
Previous studies considered only the financial performance and the corporate government 

factors in analyzing the credit risk of the bank. This study aims at bringing out the relationship 
between the external factors such as market conditions, inflation rates etc., and the percentage of 
provisions made for loan loss, which in turn translates into the confidence of the banks.
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Research Methodology

Sample
The study has have taken all 27 public banks of India including SBI and its six associate banks. 

The corporate governance variables and the financial ratios of banks have been registered in 
Prowess for the year 2015. The 27 banks have been classified to six groups based on the average of 
total asset for five years from March, 2011 to March, 2015.

Table 1: Classification of Banks

Category Asset Size (in Rs. Billion) No of Banks

I 500 - 1000 5

II 1001 - 2000 11

III 2001 - 3000 4

IV 3001 - 4000 2

V 4001 - 5000 3

VI Above 5000 2

It has been found that the data of Oriental Bank of Commerce is not consistent, which is not 
normally distributed and identified as outliers. So, this bank was removed from the consideration, 
which brings the sample to 26 banks.

Data and variables
The board of directors is responsible for setting the strategic decision and monitors the credit 

risk of the bank. The corporate governance variable is an independent variable, which is board 
independence, which refers to the percentage of independent directors on board. The second 
corporate governance variable is an independent variable called Board Size, which refers to the 
number of members in the board.

Third variable is the duality of CEO (Dummy Variable), which is 1 if the CEO is also 
the chairman of board and 0, otherwise. Fourth variable is Director’s Non-Attendance, an 
independent variable that refers to the percentage of directors who attend less than 75 per cent 
of board meetings (higher the value refers to lower efficiency of board). The last corporate 
governance variable is Existence of Audit Committee. Since, all the Indian public banks have their 
own dedicated audit committee; this variable has been removed from consideration.  

The next independent variable is Bank Size, which is the total asset of the bank. The 
independent variable which is taken into consideration next is Regulation, which is being replaced 
by the proxy value, balance that banks keep at RBI. The next variable is the Lending Rate of RBI; 
a lower the value makes banks to lend more to customer at low interest which may increase the 
credit size.

The first financial independent ratio which is considered under this study is Deposit to 
Total Asset ratio which helps to understand whether the bank is in position to cover the loans 
with its deposits and liquidity status. The second financial independent variable is Shareholders’ 
Influence, which is given by the ratio between total equity to total loans of the bank. The 
higher the value suggests the increased shareholders’ confidence and it also suggests the better 
protection for the deposits. The third independent variable is Management Efficiency, which has 
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been proxied by Total Expense to Total Income ratio. The lower the ratio represents the higher 
efficiency of management. With respect to credit, efficient management assets credit worthiness 
better and it is expected to make fewer Loan Loss provisions. Besides these, other ratios such as 
capital adequacy ratio, paid up equity capital ratio and market to book ratio are also taken into 
consideration. 

Dependent variable is the credit risk (LLP), which is given by the proxy ratio of loan loss 
provisions to total loans. The higher ratio is an indicator of poor credit risk management. The list 
of independent and dummy variables and its description are summarized in the table below.

Table 2: Variable Description

S. No. Variable Name Variable Type Description

1. IND Independent Percentage of  independent  directors on board

2. BOS Independent Total number of directors on board

3. DUAL Dummy 1, if CEO is also the chairman of board 0, otherwise

4. ATT Independent Percentage of directors who attend less than 75 per cent of board meetings

5. BAS Independent Bank Size, which refers to the total asset of the bank

6. REG Independent RBI Regulation; given by balance that has been kept by the bank

7. LR Independent Lending rate of RBI

8. DTR Independent Deposit to Total Asset Ratio

9. SH_IN Independent Shareholders’ Influence, given by total equity to total loans ratio

10. MG_EFF Independent Management Efficiency, given by total expense to total income

11. CAR Independent Capital adequacy ratio

12. PES Independent Paid up equity share capital ratio

13. MBR Independent Market to book ratio

Instrument Used
Regression analysis is a statistical process for estimating the relationships among variables, 

that is, the relationship between a dependent variable and one or more independent variables. It 
aids to understand how the typical value of the dependent variable, also called criterion variable, 
changes when any one of the independent variables, also called predictors, is varied, while the other 
independent variables are held fixed. It estimates the average value of the dependent variable when 
the independent variables are fixed. Less commonly, it focuses on a quantile or other location pa-
rameter of the conditional distribution of the dependent variable given the independent variables. 
In any case, the estimation target is a function of the independent variables called the regression 
function. It also characterizes the variation of the dependent variable around the regression function 
which can be described by a probability distribution.  

Hypothesis
H1: Corporate governance factors influence the loan loss provisions of the bank

H2: Financial ratios influence the loan loss provisions of the bank

H3: Market behaviour influence loan loss provisions of the bank
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Analysis

The study uses regression to bring out the relation between the credit risk, corporate gover-
nance and other financial ratios, which is given by the equation 

LLP= α + β1 IND + β2 BOS + β3 DUAL + β4 ATT + β5 BAS + β6 REG + β7 LR + β8 DTR + β9 SH_IN 
+ β10 MG_EFF + β11 CAR + β12 PES + β13 MBR

The regression is run on SPSS and the output is given in the Tables 2, 3 and 4.

Regression Output and Discussion
Table 3: Model Summary

Model R R Square Adjusted R Square
Std. Error of the 

Estimate

1 .992a .984 .941 51.13755

Table 4: ANOVA

Model
Sum of 
Squares

Degrees of 
Freedom

Mean Square F Sig.

1

Regression 654937.683 11 59539.789 22.768 .004b

Residual 10460.195 4 2615.049

Total 665397.878 15

The regression is run with 95 per cent significance level with 11 degrees of freedom, from the 
adjusted R-Square value (0.941), we can conclude that the independent variables has 94 per cent 
influence over the dependent variables and from the values from the Table 4, it can be said that the 
model is fit and significant since the significance value is 0.004, which is clearly less than 0.05.

The regression table with the coefficients is given by Table 5.

Table 5: Coefficients

S. No
Independent 

Variables

Dependent Variable
(Loan loss Provision to total asset

Significance Value Coefficient

1 IND 0.305 -129

2 BOS 0.01 -143.23

3 DUAL 0.353 -0.037

4 ATT 0.009 1370.25

5 BAS 0.131 0.4

6 REG 0.005 891

7 LR 0.104 -75.9

8 DTR 0.002 -111

9 SH_IN 0.000 5.3

10 MG_EFF 0.204 -19

(Continued...)
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11 CAR 0.003 154

12 PES 0.587 82.5

13 MBR 0.011 -652.8

14 Constant 0.015 8775

Interpretation
Board independence, which is the percentage of independent directors on the board, does not 

impact credit risk significantly since p-value is 0.305 (> 0.05) at 95 per cent confidence level. Even 
though the presence of independent directors have influence on board decision and the loans are 
being approved by the board members, the presence of independent directors have no stronger 
impact on the credit risk or loan loss provisions of the bank.  

Board size, has negative and significant effect on the board (p-value is 0.01). Negative 
influence of board size on loan-loss provision to total assets shows that the board is confident on 
its lending and the provisions that is being allocated is less.  In other words, higher the efficiency 
of board, larger the size. Also that the dual presence of CEO as a chairman of Board has no 
significant impact on the credit risk management of the bank (p-value is 0.35). On the other hand, 
directors’ non-attendance has significant impact on credit risk (p-value is 0.0009).  The positive 
and the large co-efficient shows that the higher the percentage of directors who attend less than 75 
per cent of board meetings, lower  the efficiency of the board in managing the credit risk. Hence, 
it can be said that the board size have negative relation in allocation the loan loss provision and 
positive relation in managing the credit risk.

Bank size or total asset of the bank has no significant impact on credit risk (p-value is 0.131), 
which conflicts the general behaviour of customers over bigger banks. RBI regulation or RBI 
reserves has a positive and significant impact on loan loss provision to total asset (p-value is 
0.005); higher RBI reserves shows lower RBI confidence on bank. Also, the banks have less liquid 
cash since the reserves that has to be kept at RBI is higher. Lower liquidity of the bank pushes the 
bank to lend to the borrowers with relatively low credit rating, which naturally increases the credit 
risk of the bank.

Lending rate, management efficiency and paid-up equity share capital has no significant 
values on the credit risk management of the banks with p-values 0.104, 0.204 and 0.587 
respectively.

Deposit to total loan ratio has significant and negative impact on loan-loss provision to total 
ratio (p-value is 0.002). Higher deposit to total loan ratio results in higher the liquidity of the bank 
over its loan. Hence, the bank is in position to cover the loss because of loan default and the credit 
risk is also low. Shareholders’ Influence or the ratio of total equity to total loan has significant and 
positive effect on loan loss provision (p-value is 0). Increase in the value of shareholder’s influence 
represents the high confidence of shareholders over the bank. To maintain the confidence level, 
the bank has to keep high provisions for loan loss. Also, higher the total equity means the 
increased value of capital; naturally banks tend to keep more provisions for loan loss. Similarly, 
capital adequacy ratio also has significant and positive impact on loan-loss provisions with the 
p-value of 0.003.

Finally, a higher market-to-book ratio (price-to-book ratio) represents the stock is overvalued 
and represents a higher confidence of investors over the performance of the bank. From the table, 
it is found that the market-to-book ratio has significant impact on loan loss provision (0.011). 
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Higher the value of the ratio shows the better performance of the bank and hence the bank is less 
exposed to credit risk.

With the help of the coefficients of the significant variables and linear regression equation, the 
LLP is predicted. The z-score of the Predicted LLP has been found and plotted in the graph, which 
is shown in Figure 1.

Figure 1.  Z-Score of Predicted Loan Loss Provision

With the help of the graph, the banks can be classified into three major groups, namely, low 
corporate governance with high risk, moderate corporate governance with moderate risk, and 
high corporate governance with low risk.  The classification is given in Table 6.

Table 6: Z-Score of Predicted Loan Loss Provision

Classification Name of the Bank
Predicted 
LLP Score

Group 1 : High Corporate Governance 
with Low Risk

State Bank Of Travancore -1.28

Dena Bank -1.18

UCO Bank -0.87

State Bank Of Hyderabad -0.82

State Bank Of Patiala -0.77

Indian Overseas Bank -0.64

Bank Of Maharashtra -0.26

State Bank Of Mysore -0.20

Vijaya Bank -0.15

Union Bank Of India -0.13

Indian Bank -0.12

(Continued...)
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Group 2 : Moderate Corporate 
Governance with Moderate Risk

Corporation Bank -0.08

Syndicate Bank -0.06

Andhra Bank -0.04

State Bank Of Bikaner & Jaipur -0.01

Punjab & Sind Bank -0.01

Canara Bank -0.01

Central Bank Of India 0.00

Bank Of India 0.04

United Bank Of India 0.04

Bank Of Baroda 0.08

Allahabad Bank 0.24

State Bank Of India 0.25

Punjab National Bank 0.33

Group 2 : Low Corporate Governance 
with High Risk

IDBI Bank Ltd. 1.54

Jammu & Kashmir Bank Ltd. 4.10

The banks with LLP Score less than -0.1 are classified as the banks with high corporate 
governance and low risk, which means the banks with good corporate governance mechanisms 
are involved in low riskier loan and they naturally stick to the slab rate of the loan loss provisions 
given by the RBI. Hence, they are not very likely to be exposed towards risk. The banks with 
LLP Score between -0.1 and 0.1 are involved in loans with moderate risk and hence, they make 
provisions for loan loss a bit higher than the RBI slab rate. The banks with LLP Score more than 0.1 
are likely to make huge provisions for loan loss because of the risk profile of the borrowers.

Figure 2. Z-Score of Residual (Actual LLP - Predicted LLP)

Conclusion and Findings
Though some theories suggests that there is no relation between the corporate governance 

and the credit risk of the bank, with reference to the Indian context, the corporate governance 
factors such as board size, board member’s attendance and the shareholders’ influence the credit 
exposure of the bank to a great extent.
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The residual is calculated by finding the difference between the actual LLP and the Predicted 
LLP, which is given by the formula (Residual = Actual LLP - Predicted LLP)

The z-score of the residual is calculated and it is plotted in the graph, which shows the 
deviation of residual from the mean value ‘0’ (Figure 2).

The CG Index for the banks is given by the average of Board Independence, Reciprocal of 
Board Size, CEO Duality, Directors’ Non-Attendance and the percentage of directors who holds 
directorship at other companies.  

CG Index = IND + 1/BOS + DUAL + ATT + DIR

The value of CG Index lies between 0 and 1. The higher the value indicates the banks have 
boards with more autonomy and independency in decision making. The CG Index of the banks is 
shown in Figure 3.

Figure 3. CG Index

From the Figures 2 and 3, it is inferred that z-scores of the differences between the predicted 
and actual LLP deviates largely from zero for the banks whose CG Index does not fall in the range 
between 0.2 to 0.4, which conveys that the banks with inefficient corporate governance mechanism 
expose themselves to higher risk, that reflects in the uncertain decision on allocating the provisions 
of loan loss to total loans.
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