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This study investigates the relationship between 

environmental, social, and governance (ESG) scores and 

operational risk of banks in Indonesia. Using panel data from 

17 bank issuers in Indonesia during the period 2019–2023 

with a dynamic panel regression approach, the results 

showed that ESG scores did not have a significant influence 

on operational risk, although the coefficients showed 

indications of a negative relationship. These findings reflect 

the limited implementation of ESG in Indonesia's banking 

sector and the lack of uniform reporting standards and 

supporting infrastructure. In contrast, internal variables such 

as bank size (SIZE), profitability (ROA), and equity (ROE) 

show a significant relationship with operational risk. Bank 

size is negatively correlated with operational risk, while 

profitability shows a significant positive correlation. This 

study provides new insights into the importance of managing 

internal factors in mitigating operational risks, as well as 

highlighting the need to strengthen ESG regulations in 

Indonesia to improve the sustainability of the banking sector 

 

 

INTRODUCTION 

Issues about environmental, social and governance or better known as ESG 

(Environmental, Social and Governance) are one of the topics that are currently becoming the 

main concern in the world, especially in the banking sector. Banks have a central role in 

encouraging sustainable development through the implementation of ESG that not only 

increases the company's value but also reduces operational risks. This journal refers to the 

journal published by Galletta, Goodell, Mazzù, Paltrinieri in 2023 with the title Bank 

Reputation and Operational Risk: The Impact of ESG. In the journal, the impact of ESG values 

from banks in 35 countries with a period of 2011-2020 was studied.  ESG value also measures 

a company's performance in managing material ESG risks, ESG risks can harm the bank's 
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assets, finances and reputation, such as damage due to natural disasters that cause business 

disruption from debtors and bank operations (Nocoń, 2024).  
In Indonesia, the implementation of ESG is becoming increasingly relevant in line with 

the increasing awareness of the public and investors on the importance of sustainability in the 

business world. According to Damak (2021), good ESG implementation can strengthen the 

reputation of financial institutions and create stronger relationships with stakeholders. In 

addition to reputation, ESG also plays a role in reducing operational risks, as revealed by 

Cousins et al. (2022), which shows that banks with high ESG scores tend to be more resilient 

in the face of operational disruptions. This is especially relevant in Indonesia, where the banking 

sector faces challenges in the form of economic uncertainty, regulatory changes, and the need 

to meet evolving social expectations. (Dinh et al., 2024) highlighted that the consistent 

implementation of ESG helped banks improve their operational resilience during the COVID-

19 pandemic, which is a real test for the stability of the global financial industry.  

This study aims to analyze the influence of ESG implementation on bank reputation and 

operational risks in banks that have gone public in Indonesia during the 2019–2023 period. The 

study also seeks to identify the challenges faced in integrating ESG principles into business 

strategies and how they impact the company's overall performance. Thus, this research is 

expected to contribute to ESG literature and offer practical guidance for banks in improving 

their reputation and managing risk in a sustainable manner 

  

LITERATURE REVIEW  

The bank's reputation is an intangible asset that is greatly influenced by public perception 

of ESG performance. ESG exposure that affects the bank's business aspects can be seen in 

various aspects, for example in weather factors that cause business disruption to the debtor's 

business so that it has an impact on credit risk, a decrease in public deposits; In terms of social 

and governance aspects, it can be seen in how banks carry out the outsourcing process that has 

an impact on bank operations (International, 2021). According to (Eccles et al., 2014), 

companies with good ESG performance tend to gain higher trust from the public. Another study 

by (Antonia Garcia-Benau et al., 2013) shows that ESG transparency and reporting improve a 

bank's positive image in the eyes of investors and customers. Research by (Kelana et al., 2020) 

revealed that effective ESG implementation in Indonesia can encourage public trust and 

increase customer loyalty. According to (Pangaribuan & Idrianita, 2024), banks that proactively 

adopt ESG practices not only gain a competitive advantage but also gain long-term benefits 

such as improved reputation and access to sustainable capital. Research by (Ananda, 2020) also 

shows that ESG factors contribute significantly to banks' financial performance, which in turn 

affects their reputation in the eyes of stakeholders. This is in line with the findings by (Zhang 

et al., 2022) which show that a bank's reputation can be strengthened through sustainability 

initiatives, such as corporate social responsibility (CSR) programs and good environmental 

management.  

Banks in Indonesia, such as PT Bank Negara Indonesia (Persero) Tbk, have been active 

in implementing ESG practices. Their annual sustainability report demonstrates a commitment 

to sustainability and social responsibility, which contributes to an improved reputation in the 
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market. A study by (Pramudito, A., Santoso, T., & Nugroho, 2022) found that there is a positive 

relationship between ESG scores and the public image of banks in Indonesia, showing that 

banks that invest in ESG practices are more likely to be viewed positively by the public.  

  

The Role of ESG in Risk Management 

ESG can be seen as a source of risk (International, 2023), Identifying ESG as a source of 

risk usually starts from physical dimensions such as location and business model, both of these 

factors will transition to operational risk due to the influence of the behavior of stakeholders 

when running the business.  Operational risks include losses resulting from internal processes, 

human error, or external events, including those related to environmental and social issues. 

According to a study by (Aebi et al., 2012), ESG adoption helps banks identify and mitigate 

operational risks through improved governance and awareness of environmental and social 

impacts.  

Research in Indonesia by (Putri, R. A., Santoso, A., & Wibowo, 2020) shows that banks 

that integrate ESG in their business processes are better able to manage operational risks related 

to climate change, non-compliance with regulations, or stakeholder expectations. Research by 

(RINANDA, 2023) found that banks with good ESG scores tend to have lower risk profiles, as 

measured through Non-Performing Loans (NPLs) and Loan to Deposit Ratios (LDR).  

A study by (Susanto, H., Rahman, F., & Handayani, 2023) shows that there is a negative 

relationship between ESG scores and the level of operational risk of banks, measured through 

indicators such as NPLs and capital adequacy ratios (CAR). This indicates that banks with 

better ESG practices have a lower level of operational risk.  

  

Empirical Study Period 2019-2023  

In the 2019-2023 period, many banks in Indonesia began to adopt ESG as part of their 

business strategies. A study by (Susilo, A., & Kurniawan, 2022) highlights that during this 

period, large banks in Indonesia experienced an increase in ESG ratings and a decrease in the 

frequency of operational risk incidents. The study also noted that the COVID-19 pandemic has 

prompted banks to focus more on social aspects of ESG, such as financial inclusion programs 

and assistance to affected communities.  

  

Challenges and Opportunities for ESG Implementation in Indonesia  

ESG implementation in Indonesia faces challenges such as lack of awareness at the 

executive level, limited accurate ESG data, and lack of technical guidance. However, research 

by (Wijaya, H., & Wulandari, 2021) shows that there is a great opportunity to improve 

reputation and mitigate operational risks through collaboration with regulators and 

stakeholders.  

Another challenge is that many of our banks are not aware of the positive impact of ESG 

on company performance/value/value when linked to the company's stock price. Consumers in 

Indonesia have also begun to increase their awareness, as intensified by the OJK in various 

financial inclusion programs and awareness about finance (financial literacy and inclusion). 

Consumers who understand and are aware of ESG issues will certainly have a preference for 

banks that have ESG scores that are categorized as supporting a better and more comfortable 

environment for future generations. 
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Research Methods  

This study analyzes banks listed on the Indonesia Stock Exchange (IDX) during the 

2019–2023 period, including conventional and sharia banks. The financial variables used in 

this study are obtained from published bank financial statements. Meanwhile, data related to 

ESG scores are obtained directly from Bloomberg Terminal (Bloomberg, 2023), which is 

widely recognized as a trusted source in financial and sustainability research. This database has 

been widely used in banking research (Paltrinieri et al., 2020;Shakil et al., 2020). However, the 

availability of data related to operational risks is still limited (Sturm, 2013). 

  

Research Data and Variables 

The main variable in this study is operational risk (OPERISK). Although the definition 

of operational risk is difficult to formulate due to its multidimensional nature (Sturm, 2013), 

BCBS (2006) proposes that operational risk can be identified as a risk that arises due to the 

failure or inadequacy of internal processes, human resources, systems, or as a result of external 

events. More recently, the BCBS and the ECB combined operational risk with reputational 

risk, taking into account the institutional impact on the climate and environment arising from 

litigation related to products and operations (ECB, 2021; BCBS, 2022).  

This study uses ESG Scores accessed through Bloomberg Terminal as an independent 

variable to evaluate its impact on Operational Risk. Bloomberg's ESG score is calculated based 

on publicly reported company data, including annual reports, sustainability reports, and other 

regulatory documents (Bloomberg, 2023). This score includes three main pillars, namely 

Environmental, Social, and Governance, each of which is assessed based on industry-specific 

material issues. These three pillars are then combined into an aggregate score, which provides 

a comprehensive picture of the company's sustainability performance. 

In this study, ESG scores are used as a representation of the company's sustainability 

performance. The independent variables consist of the ESG aggregate score as well as the 

scores of each pillar (Environmental, Social, and Governance) to identify the sustainability 

dimension affecting Operational Risk. The use of Bloomberg's ESG Score is based on a 

transparent methodology, its financial relevance, and broad corporate coverage across different 

sectors and regions (Bloomberg, 2023).   

The size of the bank is controlled by entering the natural logarithm of the bank's total 

assets (SIZE). The profitability indicator is also used as a control variable, namely return on 

equity (ROE). Return on Equity is a measure of how much profit can be generated by 

management from shareholder funds invested in the Bank, usually against a negative 

correlation between return on assets (ROA) to ESG compared to ROE, for example when a 

bank invests in ESG initiatives, there will be a decrease in the ROA ratio, but over time there 

will be an improvement in operational risk management which is reflected in the size of the 

ROE improve (Salem et al., 2024).  In the development of the Company, in addition, bank 

efficiency is an additional control variable measured through CINC. The use of CINC, which 

is the ratio between operating expenses and operating income, is important as a measure of 

whether ESG results in cost savings, ensures business continuity by optimizing 
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competitiveness through innovation, reducing  employee turnover or increasing customer 

loyalty (Chang et al., 2021). The data source and variable definitions are in Table 1 below: 

 

 
 

Methodology 

To investigate the relationship between bank operational risk (OPERISK) and ESG 

Scores, the following dynamic regression model with estimates at the bank level: 

 

 
Where:  

γ: Measure the impact of OPERISK lag on current operational risk values.  
β1: The effect of ESG SCORE in the previous period on the current OPERISK.  
β2 to β5 : Direct effect of control variables on OPERISK.  
  

This dynamic model aims to reduce concerns related to residual persistence as well as 

the relationship between past and future values. Bank fixed effects and time effects are taken 

into account in the estimate. The variable δt is the dummy of the year, while αi is a bank-

specific fixed effect used to consider the characteristics of a bank that does not change over 

time. This approach follows the guidance of (Galletta et al., 2023). 

  

Results and Discussion  

Based on data from banks listed on the IDX during the period 2019 to 2023, the number 

of banks that have ESG score data consists of only 17 banks (Table 2), with a total of 73 

observations over five years. 
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Source: Bloomberg Terminal, data processed by the author (2024) 

 

Table 3 presents descriptive statistics. The average value of operational risk 

(OPERISK) is 15.3% with a standard deviation of 13.0%. This suggests that operational risk is 

only a small part of the bank's total risk, which is most likely dominated by credit risk and 

market risk. The average ESG score is 2.61, which reflects moderate environmental, social, 

and governance performance among the banks in the sample, but it is still far from the highest 

scale of 10, where currently the highest score is only 4.86.  

Bank size measured by the total assets natural logarithm (SIZE) has an average value 

of 0.018, which indicates that the size of the banks in the sample is relatively uniform with a 

range from -0.159 to 0.114. Return on assets (ROA) has an average of 9.7%, while return on 

equity (ROE) averages 18.9%, reflecting the bank's profitability. Cost-to-income (CINC) as a 

measure of operational efficiency has an average of 89.4%, which shows that about 89% of a 

bank's operating income is absorbed by operational costs, including labor, administrative costs, 

and other overhead costs.  

Multicollinearity analysis through the Variance Inflation Factor (VIF) shows that most 

VIF values are below 5, except for ROA reaching 7,570), but still within the tolerance 

threshold. These results show that there are no serious multicollinearity issues in the data. 
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Source: Python, data processed by the author (2024) 

 

Pearson correlation is presented in Table 4. The correlation coefficient in bold was 

significant at the level of 5%. Overall, most correlations have absolute values below 0.5, which 

indicates that the relationship between variables is at low to moderate strength.   

 
Source: Python, data processed by the author (2024) 

Table 5 displays the results of econometric modeling using the lag of ESG SCORE as 

a predictor to consider the influence of ESG levels in the previous period, as well as fixed 

effects based on time and entities. The results of the dynamic panel regression show that the 

influence of past operational risk (Lag_OPERISK) on current operational risk has a negative 

coefficient which indicates that past operational risk tends to reduce current operational risk, 

but is not statistically significant (p-value 0.0943). This shows that previous operational risks 

do not exert a strong influence on current operational risks in the context of this model. 

Similarly, the past ESG Score has a coefficient of -0.0165 with a p-value of 0.3536. A negative 

coefficient indicates that an increase in ESG scores tends to lower operational risk. However, 

these results are also not statistically significant. This insignificance is different from previous 

research conducted by (Galletta et al., 2023) which can be caused by differences in 

geographical context, sample characteristics, or the level of variability of ESG scores in this 

research dataset. 

 

Table 5  

Dynamic panel data estimation results 
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Source: Pyhton, data processed by the author (2024) 

 

In the control variable, bank size (SIZE) had a negative and significant relationship 

with operational risk (p = 0.0000). These results show that larger banks tend to have a better 

capacity to diversify their assets and sources of income, thus being able to share risk and reduce 

it.  

On the other hand, ROA shows that operational risk (OPERISK) increases in line with 

the growth of return on assets (ROA) with a positive coefficient and significant with 

operational risk (p = 0.0015). This indicates that banks that are more focused on their core 

business tend to have a higher level of operational risk. However, this increase in risk is in line 

with greater levels of profitability, suggesting that banks that are more committed to their core 

activities are riskier but also more profitable compared to banks that are less focused on core 

business. This phenomenon reflects the trade-off between risk and profitability in the 

management of bank operational activities, which is in line with the results of the research of 

(Galletta et al., 2023).  

Furthermore, ROE has a significant negative relationship with operational risk (p = 

0.0062). This negative coefficient indicates that an increase in bank equity is correlated with a 

decrease in operational risk, which may reflect the bank's ability to withstand operational 

shocks through a stronger capital structure.  

Finally, the CINC variable, which represents operational efficiency, did not show a 

significant relationship with operational risk (p = 0.5006). This suggests that the operational 

efficiency in this sample may not directly affect the level of operational risk.  

Overall, control variables such as bank size (SIZE), return on assets (ROA), and return 

on equity (ROE) have a significant influence, supporting the importance of internal factors in 

determining bank operational risk."  

 

Model Significance  

The significance test of the model showed a p-value of 0.0000, which showed that the 

fixed effects (entity effects and time effects) were statistically significant. Thus, this model is 

better compared to the one without fixed effects. This model explains 81.59% of the variance 
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of operational risk in the sample. This shows that the model has good predictive ability for 

dependent variables in the framework of this study.  

The results of this study show that past operational risk (Lag_OPERISK) and past ESG 

score (Lag_ESG_SCORE) do not have a significant influence on current operational risk in the 

context of this study. Conversely, control variables such as bank size (SIZE), profitability 

(ROA), and return on equity (ROE) have a significant influence. These findings highlight the 

importance of internal bank factors in determining the level of operational risk.  

However, these results differ from the findings of previous research by (Galletta et al., 

2023) which showed a significant influence of bank reputation measured through ESG scores 

on the reduction of operational risk. These differences may reflect differences in geographic 

context, bank characteristics, or time periods in the study. For further exploration, the use of 

additional lag or waiting for a longer period where more banks already have ESG scores can 

provide additional insights. 

  

Conclusion  

This study evaluates the relationship between past ESG scores (Lag_ESG_SCORE) 

and bank operational risk (OPERISK) by considering control variables such as bank size 

(SIZE), profitability (ROA, ROE), and operational efficiency (CINC). The results show that 

ESG scores do not have a significant effect on current operational risk, although the 

coefficients indicate a negative relationship. In the Indonesian context, this result can be 

explained by the fact that the implementation of ESG in the banking sector is still in its early 

stages. OJK has issued various regulations, such as POJK Number 51/POJK.03/2017 which 

requires sustainability reporting, as well as the Sustainable Finance Roadmap Phase II 

(2021–2025) which encourages the integration of ESG principles in risk management. 

However, the implementation of ESG by banks in Indonesia faces various challenges, such 

as the lack of uniform reporting standards and limited supporting infrastructure. 
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