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In 2022, the G20 promoted green banking to support sustainable
growth and balance. However, companies may engage in
greenwashing to maintain their image. As regulated by the
Indonesian Financial Services Authority (OJK), Islamic banking is
expected to implement the green taxonomy through sustainable
financing and transparent CSR practices. This explanatory study
examines the effect of green taxonomy components on financial
performance, with greenwashing as a mediating variable. Path
analysis was applied to data from 132 Islamic Commercial Banks
in Indonesia during 2010-2020. The results show that
environmental and social dimensions significantly improve
financial performance, proxied by ROA, supporting legitimacy
theory, whereas governance has no significant effect.
Greenwashing mediates only the relationship between social
factors and financial performance but does not mediate the effects
of environmental and governance factors. These findings highlight
the importance of prioritizing green financing in accordance with
OJK standards and implementing CSR programs that create
measurable social and environmental benefits, such as community
economic empowerment and validated environmental initiatives.
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INTRODUCTION

The market share data starting in 2020 show that Islamic banking has reached 6.18% of the total
banking sector nationwide. (Financial Services Authority of the Republic of Indonesia, 2020) The
national vision for Islamic banks is to work to realize or significantly contribute to the green
economy, and to play a role in maintaining financial system stability to achieve equitable
development and increase competitiveness. The assessment measures the consistency of Islamic
banks in supporting green economy policies implemented in their operations. The Financial
Services Authority (OJK) is one of the state institutions that help maintain economic stability. The
efforts made are always sensitive to global constraints that impact the country. Amendments to the
Law, as a form of being up to date on the problems that arise and a form of adjustment to the
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existence of new regulations, are made to synergize various Laws into one Law. To support and
realize efforts to develop and strengthen the financial sector in Indonesia in line with the increasingly
complex and diverse development of the financial services industry, a fast-moving, competitive, and
integrated national and international economy, and an increasingly developed financial system; and
to strengthen the regulatory and supervisory framework for financial services institutions, new
regulations and adjustments are needed in the financial sector. The implementation of this is
stipulated in Law No. 4 of 2023 concerning the development and strengthening of the financial
sector. This regulation is valid for implementation as of January 12, 2023.

Currently, in a country, financial system stability is needed. There is a need for synergy among
various government institutions to achieve this goal; the integration of OJK, BI, LPS, and the
Ministry of Finance is urgently needed. The institutions are then consolidated into a single forum,
the Financial System Stability Committee. The committee's duties are as macroprudential and
microprudential supervisors in the financial system safety net, as well as regulators and supervisors
of the financial sector, and increasing public trust. The green economy is an international issue that
all countries can realize in various sectors. This is due to global unrest over rising environmental
pollution and evidence that the state of the Earth is no longer comfortable for humans. The green
economy is also becoming increasingly necessary to address health crises, climate change, and
extreme global warming. (Carlsson et al., 2021).

Table 1. Development of Sharia Commercial Bank Industry

Components Year

2019 2020 2021 2022
Total Assets 318,06 397,07 586,04 661,02
Financing provided (PYD) 295,92 246,53 398,01 470,00
Third Party Funds (DPK) 318,06 322,85 462,41 531,54

Source: Data processed, Databox Katadata (2023)

The pattern of investment and governance in companies across various sectors in Indonesia has
increased, with objectives aligned with the environmental, social, and governance (ESG) concept.
According to Triyono (2018), the operational standards for measuring ESG investment indicators
are commonly referred to as sustainability measurement. Refinitiv (2020) uses ESG scores to assess
sustainability, either by dimension or simultaneously. Environmental disclosure focuses on aspects
of water use, waste, energy, and operational emissions that can impact the environment. Social
disclosure is the extent to which the pattern of relationships with employees and production results
correlates with the surrounding environment. Governance disclosure refers to the management
policy framework, including board structure and functions, corporate political involvement, and
executive compensation. The definition of greenwashing was adopted from the Encyclopedia of
Corporate Social Responsibility (2013), namely, the existence of information addressed to the public
about the company's environmental performance. Still, the practice carried out is only for the
purpose of deceiving the community. Greenwashing is also defined as a company's marketing
strategy to create an environmentally friendly image without being carried out properly.
(Department of the Environment BEM UI, 2020). The term "greenwashing," which refers to it, was
coined by environmental activist Jay Westerveld in his 1986 essay. Westerveld found that the
practice of greenwashing in hotel companies, namely by reusing towels, is an environmentally
friendly strategy. Still, it is only a way to save on operating costs. Regulations on financial
institutions' obligation to present sustainability reports are weak, making it easier for banks to
engage in greenwashing to maintain their image.

Based on Kamla & Rammal (2013) and Hachicha & Ammar (2015), there is no consistency among
Islamic commercial banks in their efforts to reduce poverty and support social welfare programs.
Various studies show that Islamic commercial banks have not been fully committed to sustainability
finance, as measured by financial inclusion. (Hamidi & Worthington, 2021; Khmous & Besim,
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2020). The arguments put forward to claim that the performance of Islamic commercial banks has
not been satisfactory in the green economy and sustainable finance are influenced by their low
market share relative to conventional banks. Islamic commercial banks have not developed the
capacity to compete with conventional banks, despite their long history. The Financial Services
Authority issued a regulation on sustainable finance for banks in Indonesia in POJK Number
51/POJK.03/2017 (Application of Sustainable Finance for Financial Services Institutions, Issuers,
and Public Companies, 2017), which explains the implementation of sustainable finance for
financial service institutions, issuers, and public companies. Under this regulation, banks are
required to present sustainable financial statements. The regulation is strengthened by PBI Number
23/13/PB1/2021, which explains the macro-economic inclusive financing ratio for conventional
commercial banks, Sharia Commercial Banks, and Sharia Business Units. (Macroprudential
Inclusive Financing Ratio for Conventional Commercial Banks, Islamic Commercial Banks, and
Sharia Business Units, 2021). Recently, following the 2022 regulation, Bank Indonesia and the
Financial Services Authority issued the Green Taxonomy. (2022), which regulates the
standardization of green definitions and criteria in the financial sector and monitoring facilities by
regulators and government agencies.

The focus of implementing economic development achievements is on digital finance patterns,
energy-efficient processes, paperless processes, and virtual services. In a nation, if the level of per
capita income is not very high or very low, it will produce good environmental quality, and vice
versa. If per capita income is moderate, then environmental quality is low. This refers to the Kurnetz
curve. (Suparmoko, 2005). Other opinions by Shikha Jha et al. (2018), et al. (2021), and Sun et al.
identify components of economic welfare, social inclusion, and environmental sustainability for
measuring inclusive green growth. The correlation between green finance and energy conservation
can encourage sustainable energy development. The opinion of L. He Zhang, Zhong, Wang, and
Wang (2019) outlines that coal consumption in China has decreased with the implementation of
green finance. The reduction of sulfur dioxide emissions and environmental sustainability can be
achieved through the application of green finance, proxied by financial technology (Yan and
Mungayi, 2021; Cen and Hen, 2018). Sustainability activities in the green taxonomy are divided into
3 pillars, namely Environment, Social, and Governance (ESG). Sustainability reporting is also called
bank financial statements that present information about economic, social, and environmental
aspects based on the bank's work ethic, showing that the bank cares about the environment and
supporting social legitimacy of stakeholders. The development of sharia-based institutions is
accelerating today, so the basis for sharia accounting recording is the Sharia Financial Accounting
Standards (SAS), which, in general, remains grounded in general accounting principles adapted to
sharia principles. The concept of SAS is embodied in the Basic Framework for the Preparation and
Presentation of Sharia Financial Statements (KDPPLKS), serving as a framework and reference for
the development of Islamic financial accounting standards.

Risk management is a form of the precautionary principle applied to BUS. The regulation governing
this is POJK No. 65/POJK.03/2016. (Application of Risk Management for Sharia Commercial
Banks and Sharia Business Units, 2016). This risk management aims to reduce the negative impact
of extreme weather events on BUS operational activities. Especially financing risks related to ESG,
or what is referred to in the banking industry as financing in the Sustainable Business Activity
Category (KKUB). Banking must serve as an intermediary in the financial sector and strengthen the
country's resilience within the national financial system. Referring to the 1945 Constitution of the
Republic of Indonesia as the basis of the state, the goal of the state is to create a just and prosperous
people. The Government of Indonesia, in maintaining practices that can cause economic instability,
has established Law No. 4 of 2023. Referring to OJK regulation, POJK No.65/POJK.03/2016 shows
a gap in the practical approach for Islamic banks to integrate climate change risk into the Sustainable
Business Activity Category (KKUB) without affecting their financial stability. In addition, the
implementation of Law No. 4 of 2023 can create a compliance gap. An exploration of how Islamic
commercial banks make operational adjustments to comply with these new regulations amid global
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economic uncertainty is needed. Harmonization of Accounting Standards (SAS/KDPPLKS) with
Green Taxonomy, namely sharia accounting that uses the basis of SAS and KDPPLKS, which are
derived from general accounting, there seems to be a gap, namely the absence of a specific sharia
accounting standard that regulates the assessment and reporting of green assets or carbon emission
financing (ESG) in accordance with the OJK Green Taxonomy. In Islamic banking, sustainability
reporting is generally used to gain social legitimacy with stakeholders. Meanwhile, there is a blurred
boundary between BUS's motives for reporting on ESG, whether purely to maintain sharia values
or to comply with OJK sanctions. This research aims to answer how the financial performance of
the Islamic banking sector, using the concept of green taxonomy, mitigates greenwashing. The
purpose of this study is to provide a scientific study of the role of Islamic banking in mitigating
greenwashing practices by strengthening its financial performance and prioritizing the concept of
green taxonomy. This research is novel in that it focuses on the new regulation issued in 2023,
namely Law No. 4 of 2023 (P2SK Law). In contrast, existing research generally focuses on the
OJK's previous regulations. In addition, previous research focused only on financing risk, market
risk, or conventional operational risk, whereas this study introduced new financial risk variables
mitigated by financing portfolios.

THEORETICAL FRAMEWORK AND HYPOTHESES

Financial performance is used to assess a company's performance, and this report is an obligation
the company must provide. In banking institutions, overall performance is a description of a bank's
achievements in running its business or operations across finance, promotion, and the collection and
distribution of funds. The company's performance will also be assessed by how human resources
carry out operations to achieve its goals. According to Anggraini (2012), the concept of presenting
financial statements is that they are a collection of a company's transactions. It can be compared
between years within the company or between similar companies. Financial ratios are a set of metrics
used to assess a company's performance across liquidity and stability. Achieving the goals of a
company's assessment of its financial exam. (Sari, 2010). Financial performance is an overview of
the company's financial condition, including profitability. (Wahasusmiah, 2015). Information from
financial statements can be used to predict the company's future condition. (Prasojo, 2015).

The sustainability report shows a positive relationship with ROA. (Wijayanti (2016). Mulyadi (2013,
p. 416) defines good financial performance as the successful management of a company's finances.
Financial performance is an overview of a company's development and growth prospects, both
internally and relative to similar companies. Sustainability-based business development is an
important issue in today's world. One of the countries with a high agency problem is Indonesia,
given its status as a developing country. The proof is that managers use the concept of sustainability
as a tool to hide the company's bad news from stakeholders. (Masulis & Reza, 2015) The impact is
that if bad news is known to the market, stock prices can decline, and consumer and investor
confidence also fall. The relationship between sustainability implementation and financial
performance is that the better a company's sustainability implementation, the better its financial
performance. This relationship supports the existing theory, namely the stakeholder theory. The
benefits of ESG make the company appear more attractive to investors, thereby increasing the
market value of its assets. The long-term goal of a company is to optimize its value. (Wahyudi &
Pawestri, 2006). One way to assess a company's value is to look at its share price. (Fama, 1978).
The company needs a consistent financial management function to achieve its value. Financial
decision-making will impact other financial decisions, thereby affecting financial performance and
company value. (Fama & French, 1998). Financial performance, according to Fahmi (2018, p. 142),
is an analysis that the company has carried out to implement the rules for running finances properly.
A company's good financial performance is the proper implementation of applicable rules.
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Environmental information is at the center of international attention today. International consistency
in protecting the earth has resulted in almost all countries making regulations aimed at
businesspeople that promote environmentally friendly business activities. The company's
compliance with government regulations has led to attempts to deceive to obtain a good title. This
practice is known as greenwashing. The increasing practice of greenwashing causes confusion
among the community and stakeholders, with claims of being environmentally friendly that do not
align with their benefits. (Pomering & Johnson, 2009) Public confusion is caused by the lack of
synchronization of existing information related to the company's performance in its sustainability
program. (Turnbull et al., 2000) Lyon and Maxwell (2011) state that companies that implement
sustainability initiatives may be doing so only to enhance their reputation or as a corporate
promotion strategy. Brand credibility can be built through eco-friendly initiatives, namely by
working with environmental protection organizations. Companies can introduce eco-friendly
products using existing trusted brands (Ng et al., 2014). However, credibility can be easily destroyed
when an instant mistake occurs, namely, a trust problem. Chen and Chang (2013b) outline that
greenwashing creates consumer confusion, increases risk perception, and negatively affects green
beliefs. A credible brand can be measured by two dimensions, namely expertise and trust. (Erdem
& Swait, 1998, 2004) The definition of expertise is a company's ability to deliver on its promises to
consumers, while trust is evidence of any company's willingness to fulfill those promises. (Baek et
al., 2010) Brand investment can be interpreted as the process of creating and managing brand
credibility. (Erdem & Swait, 1998) Brand investment can be referred to as a company's expenditure
on the brand. This is a long-term relationship that the brand has promised to maintain.

Empirical testing of sustainability activities in Asia has been limited, especially research examining
greenwashing practices and environmental risk issues. (Mengze & Wei, 2015). If greenwashing is
known to the public, it will damage the company's image, further reducing public trust. Trusted
brands will be purchased more often than competitors' brands that do not generate high levels of
trust (Knox, 2004; Sichtmann, 2007). Findings show that brand power and price information affect
consumer preferences (Chitturi et al., 2010). Consumers are willing to pay higher prices for credible
and reliable brands (Netemeyer et al., 2004). The green taxonomy provides an overview and
classification of subsectors to be categorized as green, based on scientifically grounded principles.
The ultimate goal is to inhibit and limit the development of greenwashing practices. The company's
performance report is divided into 2 components: the main report, an annual financial report, and a
complementary sustainability report. The presentation of sustainability reporting is regulated in the
Statement of Financial Accounting Standards (PSAK) No. 1, paragraph nine (Indonesian Institute
of Accountants, 2014), namely, PSAK allows companies to present additional reports, such as
environmental reports, as a form of value-added reporting. The implementation of sustainability
reporting in Indonesia is supported by various regulations, such as Law No. 23/1997 on
environmental pollution (Law on Environmental Management, 1997), which impose obligations to
maintain environmental sustainability and prevent pollution. Indonesia's Green Taxonomy (2022)
aims to limit and guide education for banking institutions and customers to transition to a green
economy. BUS must create an ESG-focused KKUB financing portfolio map. The strategy applied
to green banking for the environmental dimension focuses on the efficient use of electricity, water,
and paper, as well as waste management. With regulations in place, companies operating in the green
economy follow established guidelines, thus minimizing the risk of greenwashing.

In this study, it connects the main theories between Legitimacy Theory, Stakeholder Theory, and
Agency Theory. ESG is believed to increase the trust of prospective customers, customers, and
investors. This refers to Stakeholder Theory, which holds that if a business unit meets
Environmental, Social, and Governance (ESG) criteria, it is considered to be performing well. Sharia
Commercial Banks (BUS), with their green financing products, can mitigate climate risks (POJK
No. 65) and attract market segments, especially customers who care about sharia. This can lower
long-term operational costs because green investment costs will only erode short-term costs and
increase Return on Assets (ROA). With the introduction of new regulations from the OJK, Islamic
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banking managers will face significant pressure to implement the green taxonomy and present
perfect sustainability reports. In Agency Theory, it creates an incentive to maintain an instant image
that can trigger information asymmetry, namely, the actions of managers, who are more likely to
make excessive green claims (greenwashing) that are difficult for the public to verify. Greenwashing
is an action that serves as a managerial strategy by manipulating pseudo-legitimacy. In the short
term, it may appear that social imagery can increase profitability, but the impact is a deceptive
positive market response. However, in the long term, applying greenwashing to environmental or
governance aspects without real action will fail to drive an increase in financial performance, as the
market or the regulator (OJK) can quickly detect the falsity of the data.

Environment  _}
\ : Financial
Greenwashing |_,, Performance
Social ROA)
Governance

Figure 1. Relationship between Variables in Research
Source: Adapted from Author et al.

Sharia Commercial Banks in Indonesia are vulnerable to greenwashing to gain legitimacy from the
government and other stakeholders. This study will test the implementation of green taxonomy
through the sustainability activity criteria of BUS sustainability in applying green criteria to
company operations. Proof that the practice of greenwashing is carried out is in the name of the
company/BUS that gains consumers' trust to become its customers. Meanwhile, the strengthening
of BUS performance is driven by the growth of ROA BUS.

Hi: There is an influence of Green Taxonomy (environment, social, and governance) on financial
performance

The Green Taxonomy is based on how companies carry out sustainability activities. There are three
main dimensions in the green taxonomy: environmental, social, and governance. The environment
dimension is assessed from the information in the financial statements of Islamic banking, namely
from banking policies in providing financing for the productive sector, or financing for investment
or participation. The measurement tool used is in accordance with the IPI measurement concept. In
the social dimension, the focus is on the concept of distributing corporate zakat or the zakat
performance ratio (ZPR). The frequency of DPS meetings with the board of directors and the
provision of briefings and evaluations on banking performance measure the consistency and
continuity of DPS's supervision of Islamic banking.

Ha: There is an influence of green taxonomy on greenwashing

Brand credibility is an effort to manage and maintain consumer consumption despite the risk of
consumption. The existence of a good relationship or strong bond between consumers and brands
illustrates this. (Leischnig et al., 2012) A company's positive environmental influence can affect
continuity or purchase intention (Rahbar et al., 2011). Research by Labafi et al. (2019) advises
company leaders to replace polluting and hazardous materials within the organization. The intention
that organizations must focus on minimizing material use and waste generation during production
and distribution, as well as on reuse and recycling, and on processes that impact operations and
environmental performance in the company.

Hs: There is an influence of green taxonomy on financial performance through greenwashing
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The concept of taxonomy through sustainability activities, as presented in sustainability reporting,
influences financial performance (Hirigoyen et al., 2005). According to LeBlanc and DeRose (2013,
p. 13), voluntary and open disclosure of sustainability reports provides information to investors, and
transparency in government policies and in sustainability disclosure is positively related to return on
assets and cash flow from company operations. Research by Soelistyoningrum and Prastiwi (2011),
Burhan and Rahmanti (2012), Dewi and Sudana (2015), and Wijayanti (2016) indicates that the
disclosure of sustainability reports affects financial performance, as measured by ROA.

METHODS

This research aims to analyze 'The Concept of Green Taxonomy in Strengthening the Financial
Performance of the Islamic Banking Sector in Indonesia in Mitigating Greenwashing', and is
therefore of an explanatory type. According to Eferin et al. (2004, p. 9), phenomena that arise as
research arguments are carried out are described in detail and developed to find explanations and
arguments for why they occur. In this study, the aim is to identify the cause of a phenomenon through
hypothesis testing. Data analysis will use the path analysis approach, which tests the components of
green taxonomy with financial performance through greenwashing. The population in this study
comprises Sharia Commercial Banks registered with the Financial Services Authority (OJK) from
2010 to 2020. Sharia Commercial Banks used as research samples numbered 12 BUS. Here is the
path analysis with panel data; the model statistics are divided into two structural equations:

Equation 1 (Testing the Greenwashing Factor Trigger):
Greenwashingit = a1-+B1Eit +f2Sit +P3Git +erit

Equation 2 (Testing Financial Performance/ROA):
ROAit= a2 + baEit +B5Sit +B6Git +p7Greenwashingit + e2it

Description:

1. i = ith Sharia Commercial Bank (1 to 12)

2. t="Year t (2010 to 2020)

3. E, S, G = Green taxonomic index/pillar score (ESG)

4 el, e2 = Error term (other variables that were not examined)

ROA drives Financial Performance, or the Ability of Sharia Commercial Banks (BUS) to generate
profits from all assets under management, calculated as profit before tax divided by total assets,
multiplied by 100%. The Green Taxonomy is proxied with ESG components (Independent
Variables; X1, X2, X3); this variable will be measured using content analysis in the Sustainability
Report with the GRI Standards index checklist (which is aligned with the OJK Green Taxonomy
document. Environmental (X1): Focus on the disclosure of Green Financing (KKUB) allocations,
office energy efficiency, and climate risk mitigation (based on POJK No.65/POJK.03/2016).
Measured by the portion of items disclosed divided by the total number of items in the GRI
environment. Social (X2): Focus on disclosing CSR fund distribution, community economic
empowerment, partnerships, and sharia-based MSME financing. Measured by the ratio of GRI's
social disclosure. Governance (X3): Focus on the structure of sharia governance, the effectiveness
of meetings of the Board of Directors, Board of Commissioners, and the role of the Sharia
Supervisory Board (DPS) in overseeing aspects of green compliance. Measured by the GRI
governance disclosure ratio. Greenwashing (M) will be measured using the ESG Decoupling/ESG
Discrepancy Index. This formula calculates the difference between what is claimed in the report
(ESG Disclosure Score/Promise) and what is financially allocated (Green & Social Financial Budget
Performance/Realization Score).
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This analysis path will test for direct influence by measuring the direct impact of ESG on ROA
without going through intermediaries. This path aims to prove, based on Legitimacy Theory,
whether genuine green commitments are responded to instantly by the market. Next, it tests the
indirect influence: measuring the impact of ESG on ROA must first pass through the door of
Greenwashing. This path will show whether the opportunistic behavior of management (Agency
Theory), namely, whether the false image succeeds in boosting profitability or fails because
regulators detect it. Finally, this test will assess the total influence, which is the sum of direct and
indirect influences. This result will provide a complete and comprehensive picture of the net impact
of ESG implementation on BUS performance.

RESULTS AND DISCUSSION

A company can give a positive signal by continuing to report on sustainable activities; good financial
performance also indicates future results, as well as the results of an empirical test that tests
performance with a proxy for profitability. Empirical tests that have tested the relationship between
the concept of green taxonomy through ESG sustainable activities and financial performance,
namely Duy, Thinh, & Hue (2022); Sungjin, & Jootae (2022); Velte (2017); Nisar, Asma, & Naheed
(2021); Zia, et.al (2020); Marilyn (2021); Mustofa, et.al (2020), with the result that there is a positive
relationship between the two.

Table 5. Normality Test

Normality Test Mean Std.Deviation  Asymp.Sig(2-tailed)
EV (Environment),
SC Social),
GV (Governance)
GW (Greenwashing)
EV (Environment),
SC (Social),
GV (Governance) 0.00 1.01 0.12
GW (Greenwashing)
KK (Financial Performance)

Source: Data Processed

0.00 0.07 0.20

The financial statement data of Sharia Commercial Banks were tested, with as many as 127 pieces
from the initial data of 132, because it was an outlier. The concept of green taxonomy: Environment,
Social, and Governance towards Greenwashing shows that the data is normally distributed because
the value of Asymp. Sig. Sig. (2-tailed) is more than 5%, i.e., 0.12 or (0.05 < 0.12). Meanwhile, for
Environment, Social, Governance, and Greenwashing on Financial Performance, the data shows a
normal distribution because the value of Asymp. Sig. (2-tailed) is more than 5%, namely: 0.20 or
(0.05 <0.20).

Table 6. Multicollinearity and Autocorrelation Test
Multicollinearity and Eigenvalue (k) Condition Index Chi Square
Autocorrelation Test ((83))
EV (Environment),
SC (Social),
GC (Governance)
GW (Greenwashing)
EV (Environment),
SC (Social),
GV (Governance)
GW (Greenwashing)

756.6 27.51 81.15

941.0 28.96 78.74
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Multicollinearity and Eigenvalue (k) Condition Index Chi Square
Autocorrelation Test (CDhH
KK (Financial Performance)
Source : Data Processed

If the Condition Index is >30 and the Eigenvalue is <0.001, multicollinearity is present. The test
results for Environment, Social, and Governance on Greenwashing showed an Eigenvalue (k) of
756.6 > 0.001 and a Condition Index (CI) value of 27.51< 30, indicating that the data used did not
experience symptoms of multicollinearity. The autocorrelation test indicates that the Chi Square
probability value is > 0.05, so there is no autocorrelation. The test results show that the chi-square
probability value exceeds the significance level. Hence, the LM test concludes that the data do not
exhibit autocorrelation. Likewise, the results of the Environment, Social, Governance, and
Greenwashing test on Financial Performance showed that the Eigenvalue (k) 941.0 > 0.001 and the
Condition Index (CI) value of 28.96 < 30, indicating that the data used did not experience symptoms
of multicollinearity. The autocorrelation test indicates that the Chi-Square probability value is >
0.05, so there is no autocorrelation. The test results show that the chi-square probability value is
greater than the significance level. Hence, the LM test indicates that the data do not exhibit
autocorrelation.

Table 7. Variable Significance Test

Influence between Variables Path Std. Error T value Significance
Coefficient value
(Beta)

X1 (EV) against Y1 (GW) 295 .009 3.431 .001%*

X2 (SC) against Y1 (GW) -.279 .005 -3.217 .002*

X5 (GC) against Y1 (GW) 136 .022 1.601 112

X1 (EV) against Y2 (KK) -331 139 -3.789 .000%*

X2 (SC) against Y2 (KK) .290 .070 3.298 .001%*

X3 (GC) against Y2 (KK) -.055 322 -.657 .051

Y: (GW) against Y2 (KK) -112 1.280 -1.278 204

* Significant at a: 5%
Source: SPSS secondary data processing results

Based on the results of the significance test, the environmental and social variables showed that they
were significant for greenwashing, while the governance variable showed different results, namely,
not significant for greenwashing. This means that the environment and society have an influence on
greenwashing, or H, is accepted. The governance variable showed results that there was no influence
on Greenwashing, or H, was rejected. The same results for environmental and social variables on
financial performance showed a significant relationship, and governance did not have a significant
relationship with financial performance. There is a positive and significant influence of
environmental variables on financial performance, proxied by ROA or H, received. There is a
negative and significant influence of social variables on financial performance, which is proxied by
ROA or H, rejected. The governance variable shows the result that there is no influence and is not
significant on financial performance (ROA) or H, is rejected. The same is true for greenwashing,
which has no effect and is not significant on financial performance, or H, is rejected.

The framework of the empirical causal relationship between X: (Environment), Xz (Social), Xs
(Governance) against Y1 (Greenwashing) and Y: (Financial Performance) formed from the equation
is as follows:
Model 1 Greenwashingj = oi+1Eit +2Sit TB3Git H€1iteweemvereververvennnnne equation 1
=-0.369 + 0.032 - 0.015+ 0.036+ ¢
=-0.369 + 0.032 - 0.015 +¢
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Model 2 ROA; = o, + bsEj +B5Sit +B6Git +f7Greenwashingii + €ait......equation 2
=0.002 - 0.525 +0.232-0.211 -1.635+b

Table 8. Influence Between Variables

Influence between Direct Indirect Total
Variables Influence Influence Impact
Xi(EV) against Y2(KK) -.331 .033 .060
ig(f%agam“ Yi(fﬁs)t -055 006 - 048
gal 290 .003 - 293

Y2(KK)
* Significant at a: 5%
Source: SPSS secondary data processing results

The direct influence is greater than the indirect influence, so Y1 Greenwashing is unable to mediate
the influence of X: environment on Y: financial performance. This is evidenced by the direct
influence of Xi on Y: being -0.331, while the indirect influence of X: on Y2 is -0.033. The total
influence of direct and indirect influence is 0.06. The direct influence is smaller than the indirect
influence, so that Y: Greenwashing can mediate the influence of X social on Y: financial
performance. This is evidenced by the direct influence of Xz on Y2 being -0.055, while the indirect
influence of Xz on Y2 is 0.006. The total influence is the sum of the direct and indirect influences,
which is -0.048. The direct influence is greater than the indirect influence, so Y: Greenwashing
cannot mediate the influence of Xs governance on Y- financial performance. This is proven by the
direct influence of Xs on Y2 = 0.290, while the indirect influence of X3 on Y2 is 0.003. The total
influence, combining direct and indirect effects, is -0.293. Environmental and social variables
influence financial performance, as evidenced by ROA among Sharia Commercial Banks in
Indonesia, supporting the legitimacy theory. The theory of legitimacy outlined in this study is
evident in the strong bond between the company and the community, and in the company's obligation
to continually legitimize its institution by carrying out corporate social responsibility. Social
activities carried out by the company will increase public trust. In addition, consistent environmental
activities will impact future financial performance, i.e., the company will achieve better profitability.
Sustainability activities for the environment show positive results for financial performance. This
supports the findings of Martha et al. (2018), which find that financial performance is positively and
significantly influenced by environmental performance. But it also does not support the research by
Tarigan and Semuel (2015), which finds that the results are insignificant, indicating that the
environmental dimension does not influence the financial performance of companies, proxied by
ROA.

Islamic banking must be able to provide an example of consistently implemented sharia by showing
how zakat is applied, both in collection and distribution. In the annual financial statements, there is
a report on the collection of zakat and the use of zakat funds. Transparent disclosure of zakat can
increase customer trust and public will, as it is perceived that Islamic banking provides benefits.
Social variables have a significant negative influence on financial performance, as measured by
ROA,; these results support the research of Wijayanti (2016), Puspitandari et al. (2017), and Hartini
(2019). This result suggests that the disclosure of the company's social activities will not always
directly impact the community related to decision-making. Still, it can influence the public to use
the company's products. The existence of DPS in Islamic banking reinforces the public's and
customers' understanding that Islamic banking operations are supervised and guaranteed to be
implemented in accordance with sharia. The average number of meetings held by DPS in Islamic
banking in Indonesia is once a month. However, some things can be done more often if there are
problems that need to be solved. The intensity of the meeting was used as a measure of the
consistency of Islamic banking's governance practices. However, this study shows results that reject
the argument that the intensity of DPS cannot be used as a measure of well-maintained corporate
governance.
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Empirical tests have been conducted to examine the relationship between governance and financial
performance. Evidence of a positive relationship between governance and financial performance is
provided by Latif et al. (2017) and Nazir & Afza (2018). Another study was conducted by Agwili
and Gerged (2020), describing the implementation of governance with a well-designed mechanism,
showing that public shareholders' monitoring and the impact on management will improve financial
performance and company value. These results reject previous research; it is possible that
governance cannot be understood solely through the role of DPS in banking institutions.
Greenwashing is influenced by environmental and social variables, as shown by the results of
research from Li, Lu, & Lin (2022), that green policies do not improve profitability and sustainability
performance, but are expected to contribute to supervision and evaluation from the board to become
more continuous so that the practice of Greenwashing can be minimized. The current era of
globalization underscores the importance of the banking sector as a source of capital for business
actors seeking to achieve sustainable development (Mishal et al., 2017). In 2022, through the G20,
which represents countries and international banking institutions, the implementation of green
banking was established, emphasizing massive, sustainable, and balanced growth. However, there
is also an increase in company managers' desire to maintain the company's image by engaging in
greenwashing practices.

This research shows that environmental pressure can trigger greenwashing in Islamic banks; this is
used as a self-defense tactic. By contrast, those with social commitments succeed in suppressing the
practice of false image policies. The presence of high social action indicates that it can boost
profitability, while implementing environmental initiatives entails considerable costs or additional
burdens. The presence of greenwashing by managers did not affect profits, so this result confirms
that greenwashing is not an effective mediator between environmental issues and financial
performance. This result suggests that Islamic banks need to focus on real social actions and reduce
false environmental imagery to achieve long-term improvements in financial performance. Based
on the results of this study, the strategic steps that must be taken by Islamic banking include: a).
Avoid greenwashing; Islamic banking should focus on budget reallocation, namely by means of
funds prepared for advertising campaigns or "environmentally friendly imagery" diverted to
financing renewable energy projects or environmentally friendly MSMEs in real terms; b). Improve
Social Programs: Islamic banking must strengthen real social programs that touch the lower classes,
including: optimization of ZISWAF funds integrated with Qardhul Hasan financing; c).
Environmental innovation, even though it is expensive, is required for the transition to green
financing; it. It entails high costs (compliance costs), which are used for HR training to conduct
climate risk assessments according to the OJK Green Taxonomy standards. Islamic banking
managers must view this high environmental cost as a long-term investment for the bank's resilience
to external climate change risks (in accordance with POJK No.65/POJK.03/2016) and long-term
compliance with Law No. 4 of 2023.

Referring to a report from Urgewald, the institution in Germany stated that there are still 6 banks in
Indonesia that provide loans/financing to companies in the coal sector. In 2020, BNI, one of the
banks, mentioned in its sustainability report a commitment to implementing sustainable finance to
reduce GHG emissions. In fact, coal is a highly destructive fossil fuel; its damage can affect not only
the environment but also human health. According to Lauri Myllyvirta, an activist with Greenpeace
International, the use of coal can result in 60,000 Indonesians dying every year. In addition,
according to Donna Lisenby, the Global Waterkeeper Alliance's coal campaign coordinator, about
26% of babies born around coal mines have potential disabilities. In the climate crisis, GHG
emissions from coal accelerate it. The combustion of coal produces more CO2 per unit of energy
than other fossil fuels. Greenwashing practices continue to grow, along with increasingly stringent
sustainability regulations. If there are no strict sanctions for greenwashing practices, this step will
be the company's choice to make. For example, in Brazil, as a country that has implemented green
banking since 2008, only 11% of bank loans were based on new energy and low-carbon agriculture
considerations in 2013. While the Chinese state has been implementing since 2007, showing that in
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2015 no more than 10% of the best banks in China implemented Green Credit and green banking
systems. Mexico has had Sustainability Protocols since 2016, and Turkey has had 18 banks report
on sustainability. (Mishal et al., 2017) The Indonesian state has been regulating sustainability
reporting since 2009, and continues to develop the concept of its application to minimize the practice
of Greenwashing.

According to Jeucken (2004), as described in Rahman (2016), green banking is understood in
various aspects, including investment management, deposits, housekeeping, the acceptance and
development of human resources, corporate social responsibility (CSR), and awareness among
customers and the wider community. An awareness of environmental and climate change issues
linked to business opportunities is needed (Cogan, 2008). The commitment of Sharia Commercial
Banks in Indonesia to sustainability activities and preventing greenwashing is that each bank will
create programs and strategies to realize concern for the environment. In 2021, BTPN sharia banks
disbursed sustainable financing of 12.04 trillion. In addition, it is a member of the Net-Zero Banking
Alliance, which has a shared commitment to align financing and investment portfolios with
greenhouse gas emissions targets to achieve net-zero emissions by 2050 (Darmawan & Widiarini,
2022). In the past three years, Bank Mandiri Syariah has disbursed green sector financing of 221
trillion, or 11.1%, focused on green energy programs, namely FMCG, energy development, CPO-
based energy, meta mining, and sustainability strategies in accordance with DC. OJK appreciates
the increasing distribution of green sector financing with the issuance of bonds that support
Greenwashing. There are two banks, namely BRI Syariah and Bank Mandiri Syariah, that have
issued global sustainability bonds totaling 12.25 trillion (Republika.co.id, Friday 10/2/2023). In
2021, BCA Syariah disbursed sustainable financing of 43.3 trillion yuan, of which 31.8% went to
the living, natural resources, management, and sustainable land use sectors. In the same year, BRI's
sharia sustainable portfolio was disbursed to MSMEs amounting to 588.6 trillion, or 64.5% of total
loans (Kontan co. idm, Friday 10/2/2023).

Overall, the results of this study remain consistent with the legitimacy and stakeholder theories.
Sharia Commercial Banks in Indonesia are committed to implementing green banking, or the
concept of green taxonomy, through sustainability activities as a form of interaction with the
community and its environment, and to implementing government-set social norms and regulations.
ESG performance in banking continues to improve, underscoring that stakeholders have supported
banking performance. The reputation of Islamic banking is expected to increase, which can cause
profitability also to increase. The function of the Financial Services Authority (OJK) as a
supervisory institution for financial institutions will be one of the sources of public trust for
minimizing the practice of greenwashing in banking institutions, with the existence of Law No. 4 of
2023, which aims to realize the contribution of the financial sector to achieve inclusive economic
growth, sustainability, and justice in improving people's lives, to minimize economic inequality.
Based on the results of this study, the recommendation to the management of Sharia Commercial
Banks (BUS) is to divert the inefficient environmental marketing budget (greenwashing) towards
internal capacity building and to integrate Islamic social financial instruments (ZISWAF/Qardhul
Hasan) into MSME financing to optimize financial performance. The Financial Services Authority
(OJK), when issuing policies, can always monitor the implementation and difficulties experienced
by the regulated entities. One of them is to accelerate the standardization of sharia-compliant green
accounting and to provide financial incentives to mitigate the impact of the environmental transition
on banks' profitability. Furthermore, the next research expands the greenwashing proxy using
artificial intelligence-based sentiment analysis. These suggestions and recommendations aim to
strengthen governance, regulatory compliance, and the sustainability of Indonesia's Islamic banking
sector.

Follow-up recommendations are aimed at the policies of the Financial Services Authority (OJK),

including: a). Providing Incentives for the Green Transition. The goal is that this incentive can
reduce the Bank's financial burden. OJK not only focuses on tightening regulations but also
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prioritizes ensuring that the regulated entity has ease in implementing its policies. Forms of
regulation that can provide relief to Islamic banking in implementing regulations set by the OJK
include: easing the maximum limit for financing (BMPP), reducing the weight of Risk-Weighted
Assets (ATMR) specifically for the sharia-based sustainable business sector (KKUB), or providing
a green certification fee subsidy scheme for MSME customers in Islamic banking. These measures
can mitigate the short-term financial risks of Islamic banks when transitioning portfolios, while
reducing managers' motivation to engage in greenwashing practices due to the pressure to comply
with new standards; b). There is standardization in the disclosure of social reports, which helps limit
the practice of Greenwashing. OJK needs to tighten supervision of reports by integrating sharia
social financial instruments into the assessment matrix. This regulation requires Islamic banks to
provide standardized accounting and reporting, in collaboration with the Sharia Financial
Development Committee (KPKS), on the distribution of integrated social financing, such as
ZISWAF and Qardhul Hasan funds. Strict and transparent supervision based on the ESG Decoupling
Index will compel Islamic banking to present real data on social and environmental activity, so that
the loophole for management to manipulate information for the sake of pseudo-legitimacy can be
completely closed.

CONCLUSION

The conclusion of the results of this study is that the implementation of the Green Taxonomy (ESG)
component shows that it can have a non-uniform impact on the financial performance (ROA) of
Islamic Commercial Banks in Indonesia, which refers to the Legitimacy Theory. The social aspect
shows that the results are proven to have a positive and significant influence on ROA, which is due
to the existence of a real successful social commitment that aligns bank values with societal norms,
so as to gain social recognition that triggers customer loyalty and bank profitability. Different results
on the environmental aspect showed a significant negative influence, caused by the high initial
investment cost and compliance costs for the green financing transition in Indonesia, and the latter
the governance aspect was shown to have no significant influence on the bank's financial
performance. Testing of greenwashing behavior can provide information on the applicability of
Agency Theory, the existence of obligations or demands of green regulations encourages managers
to act opportunistically by conducting false environmental imagery in order to maintain an instant
image in the eyes of principals and regulators. However, based on the real social commitment of
Islamic banks, it is proven to be able to minimize or reduce this information asymmetry and can
suppress the intention of managers to carry out greenwashing actions. This is evidenced by the
results of the path analysis that greenwashing fails to be an effective mediation variable, because the
practice of manipulating the report actually has a negative impact on the bank's profitability, or
confirms that spending on green imaging will only be a dead cost that is not responded positively to
by the Islamic banking market that prioritizes the value of honesty (trust).
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