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I.  INTRODUCTION

Indonesia has enormous growth potential because of its extensive natural

resources and manpower. At the start of 2012, it was the largest economy in

South-East Asia and the eighteenth largest economy in the world. The main

contributors to economic development in the country during the 1980s and 1990s

were large corporations owned by conglomerates. These entities tended to practice

poor corporate governance. Following the financial crisis in 1997, the importance of

reforming corporate governance to overcome the crisis and attract more foreign

investment to Indonesia was recognized. Claessens and Fan (2002) noted that weak

corporate governance in Asia was the result of a combination of ownership structure

and the property rights systems, including lack of law enforcement. Large ownership

potentially expropriated minority rights and was not adequately convincing to reduce

the agency problems in Asia. Tabalujan (2002) explains that the high levels of

Indonesian family connections in corporate management are an indication of the

potential influence they have on corporate governance.

While in the current globalized economy, average duration of equity holdings

has declined in major companies in English-speaking countries and the shareholders

are more dispersed (Sikka and Stittle, 2017); corporations in Indonesia have

experienced minimal change in their ownership structure. Known as a country with

dense family shareholdings and government intervention, many companies in

Indonesia are controlled by a small number of families and exclusive groups

(Claessens, Djankov and Lang, 2000; Zhuang, Edwards and Capulong, 2001;

Claessens and Fan, 2002). The positive value of family ownership is that it allows

group members in conglomerates to quickly make strategic decisions. Coordination is

also easier through informal communication and family channels. However, the

intensity of business control in the hands of few families has become a high cost

factor, resulting in a disorganized legal and judicial system.

Dispersed ownership makes it more difficult for shareholders to control

companies (Sikka and Stittle, 2017) and the monitoring of the company become more

widely distributed among shareholders. Global developments with regard to corporate

governance is an interesting topic, expecially in Indonesia. Therefore, in the present

study, up-to-date situations in Indonesia are described and the following questions are

investigated: Is ownership a factor in increasing shareholder value? If so, which type

of ownership is more effective in increasing shareholder value? This paper includes

a study on the relationships among ownership structure, corporate governance and

firm value. Also in the paper, objectives are set to examine whether those variables

are correlated, and if the different types of corporate ownerships have a direct

relationship with the improvement of firm value.
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The authors find that two types of ownership, institutional and managerial

ownerships, have significantly different impacts on corporate governance in

Indonesia. Large institutional shareholdings represent a company that has an

adequate monitoring scheme, although raising the percentage of managerial

ownership may conflict with the current large shareholders’ interests. Board of

directors and audit committees are two measurements of corporate governance that

affect firm value, while the presence of independent commissioners has no effect on

the firm value. Another result is that ownership structure negatively affects firm value,

implying that investors in the Indonesia Stock Exchange are not enthusiastic about

investing in companies with a high concentration of instutional holdings.

The remainder of this paper is structured as follows. The next section contains

a discussion on literature on the relationships between ownership structure, corporate

governance, and firm value. Section III includes an outline the methodology and

sampling technique applied. Section IV consists of a description of the results and an

accompanying discussion, and the last section concludes the paper.

II.  LITERATURE REVIEWS AND THE DEVELOPMENT

OF HYPOTHESES

Zhuang, Edwards and Capulong (2001) explain that the quality of corporate

governance is closely related to the ownership structure of a company. A survey

they conducted shows that the characteristics of controlling shareholders in Indonesia

vary to include individuals, families, holding companies or financial institutions.

Corporations are dichotomous between the ones owned by local and foreign investors

and between official related and non-official groups. Official-related groups are

founded by people who are allied with former or current government officials. As

Indonesia has the largest number of companies controlled by a single family among

countries in the Asia-Pacific region, families retain control of the companies through

ownership, management, or both, although some groups employ outside managers. If

the family members cannot actively control the companies as the directors, they

maintain their position as commissioners, which, in Indonesia are tasked with

supervising the firm. When the controlling management becomes ineffective, it may

be the result of several factors, including, among them, inadequacy of the regulatory

framework supporting financial liberalization, heavy reliance on bank credits to finance

investment and high ownership concentration among families with political affiliations,

which is a factor that led to the severe financial crisis in Indonesia in 1997. To get out

of the crisis, the Government recommended applying a corporate governance

framework, which included protecting the rights of minority shareholders, improving

the legal and regulatory agenda for bank supervision and protecting creditor’s rights.
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The main objective of corporate governance principles is to mitigate

inter-agency conflicts, which may arise between managers and shareholders in firms

through internal and external mechanisms (Jensen and Meckling, 1976). The conflicts

usually occur when ownership is dispersed among a large number of shareholders, or

between the controlling and minority shareholders in firms with a concentrated

ownership structure (Shleifer and Vishny, 1997). Claessens and Fan (2002) further

explain that the nature of the ownership structure in a company affect the nature of

the problems between managers and outside shareholders. Diffused ownership,

which is commonly seen in the United Kingdom of Great Britain and Northern Ireland

and the United States of America, ultimately leads to conflict of interest between

outside shareholders and managers who hold a limited amount of equity, while

concentrated ownership, which is typically found in Asia, ultimately leads to conflicts

between the controlling shareholder (who is often also the manager) and minority

shareholders.

By building the link between ownership and corporate governance, Tabalujan

(2002) has proposed that Indonesia serve as an example for the third model of

corporate governance, which follows the market-based governance system practiced

by corporations in Australia, Canada, the United Kingdom and the United States and

the relationship-based governance system practiced by corporations in France,

Germany and Japan. The third model is referrred to as family mercantilism, family

business group or personal capitalism, as it is based on a family business in which the

ownership and management are controlled by a family group, either nuclear or

extended. The main ownership remains inside the group, with shares being distributed

among the family members. Becaused of the close relationships of families, the

concept of family values in Indonesia may have a greater impact on family capitalism

as it is already formally well-recognized in daily business practices.

Tabalujan (2002) explains that the corporate governance system in a family

business context is different from where the system originated. For example,

accountability is referred to as collective, instead of individual accountability, by which

family board members view and accept responsibility for their corporate functions. As

western corporate governance follows a view that shareholders are distinct from the

company and liable only to the extent of the value of their invested capital, the family

approach calls for no separation between shareholders and the corporate entity. What

is suffered by the company is felt by the shareholders. Any assets or gains of the

company are also available to shareholders. Following the Chinese traditional view,

a corporation may be more a nexus of a relationship rather than a nexus of contracts.

Under this context, difference patterns of ownership and control rooted in being

ethnocentric affects the system of corporate governance. Therefore, according to

Claessens and Fan (2002), an alternative corporate governance mechanism is
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required to improve the effectiveness of the framework applied in a system,

particularly when the system is hit by a large crisis in locations where regulating

institutions are weak and property rights are limited. This current research is aimed at

examining how ownerships in Indonesia will affect the corporate governance of

companies and firm value.

Ownership structure and corporate governance

Jensen and Meckling (1976) wrote the leading article on the conceptual

relationship between property rights, agency theory and finance theory, which is used

to develop a theory of ownership structure. A firm is a nexus for a set of contractual

relationships, including a multitude of complex relationships between the firm (as legal

fiction), such as a contract between principals and agents, and management and

suppliers. It covers firms’ contracts with various “inside” and “outside” stakes. In

addition, the separation of ownership and control raises agency costs and problems,

making the agency relationship non-optimal and inefficient. However, as the

ownership becomes more concentrated, agency problems and costs decreases, and

value-maximization increases.

The first proposition in this paper is that ownership structure has an influence

on to what extent corporate governance is applied in Indonesian companies. Two

proxies of ownership structure used are institutional and managerial ownerships,

while three indicators of corporate governance are the proportion of independent

commissioners, the number of board of directors and the presence of an audit

committee. Shleifer and Vishny (1997) explained that ownership had greater capacity

to monitor and issue voting rights, which made it possible for it to take corrective

action to improve corporate governance practices in companies. Using the scheme, it

is suggested in this study that institutional shareholding, which usually holds a large

amount of stocks, can mitigate agency problems because they have strong motivation

to monitor and discipline management. Therefore, this type of ownership can lead

to better practices of corporate governance principles. Meanwhile, a significant

percentage of managerial ownership has such an opportunity to ensure the

improvement of corporate governance practices in the firms, as demanded by the

stock market authorities.

Baker and Anderson (2010) explain that in many countries and in companies

with a range of ownership structures, institutional shareholders are often influential.

They comprise banks (as showed by keiretsu networks in Japan), sovereign wealth

funds owned by governments, private equity firms, and hedge funds. The authors also

state that families form the largest shareholders around the world. Because of the

prominent role of family businesses in the allocation of resources, many studies have
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scrutinized the impact they have on developing a corporate governance system in the

companies, and correlated it with measures of economic output and firm value.

Studies conducted on the relationship between firm ownerships and corporate

governance have come up with various results. In a study on Singaporean

companies, Chen and Ho (2000) has found out that agency problems are more

severe in firms with low managerial ownership. A substantial number of outside

shareholders do not effectively control the agency problems. Institutional shareholders

enhance firm value, as they tend to push listed companies to have better monitoring

mechanisms (Mollah, Al Farooque and Karim, 2012). Morck, Shleifer and Vishny

(1988) explain that the linear relationship reflects the convergence of interest between

managers and shareholders and the limited level of agency problems. However, no

studies have examined the contribution of managerial ownership to the improvement

of corporate governance practices. This gap in such empirical studies is hopefully

closed by this study. Therefore, the first proposal of this study is to examine the

following hypothesis.

H1: Ownership structure influences corporate governance

Corporate governance and firm value

The second proposal in this paper is that good practices of corporate

governance can make daily activities in companies unbiased, efficient and goal

oriented, and ultimately, increase shareholders’ wealth. In this study, the authors

propose that the appropriate proportion of independent commissioners, number of

board of directors, and an audit committee represent good practices of the principles

of corporate governance. Disclosing the measurement numbers in the firms’ annual

financial reports can raise the firms’ value. Investors appreciate this effort and it

consequently has a positive impact on the market value of the equity.

Some studies have examined the influence of corporate governance on firm

value. However, they have provided contradicting results. Bai and others (2003) have

found a meaningful correlation between the governance mechanisms and market

valuation of public companies in China. They constructed a corporate governance

index and applied Tobin’s Q as the market value indicator. The findings indicate that

investors pay a significant premium for well-governed firms in China. Carter, Simkins

and Simpson (2003) use board diversity as the dimension of corporate governance,

and relate it to firm value. The findings show that there are significant positive

relationships between the fraction of women or minorities on the board and the value

of the firms. Baek, Kang and Park (2004) study corporate governance practices in

concentrated family ownership in the Republic of Korea. The study results indicate

that firm-level differences in corporate governance indicators determine the change in
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firm value during a crisis. In that situation, the equity values of chaebol firms with

concentrated ownership by controlling family shareholders plunged more. Mollah, Al

Farooque and Karim (2012) propose that an appropriate audit committee and larger

membership on the board of directors ensure better governance and hence improve

firm value. However, another finding of the study indicates that board characteristics

variables have an insignificant relation with performance. The finding is interesting as

normatively the size of the board implies levels of ability to increase a firm’s value

Therefore, in this current study following hypothesis is proposed as the next analysis.

H2: Corporate governance influences firm value

Ownership structure and firm value

The third proposition in this paper is that ownership structure creates firm

value. Two proxies of ownership structure, institutional and managerial shareholdings

are used in this study to examine the relationships of these variables to firm value. A

substantial number of institutional shareholding represent high density of the

monitoring mechanism delivered by shareholders and controlling managers to achieve

the objective to increase shareholders’ wealth. This creates the high probability that

the firms attain high value. Abdallah and Ismail (2017) state that ownership structure

affects a firms’ performance. Ownership concentration mitigates agency problems as

the major shareholders have an acceptable authority of exercise over the firm’s

management.

Meanwhile, the relationship between managerial share-ownership with firm

value has two meanings. Managerial shareholding helps to align the interests of

managers and shareholders, and then lower agency costs, and it deters managers’

engagement in profitable projects and manageable level of risks. As a result, there is

positive relationship in which substantial percentages of managerial shareholding can

increase firm value. On the other hand, the presence of managerial shareholding at

a high level may create “entrenchment effects” in which managers can protect their

non-diversifiable human capital and wealth invested in the firm at the expense of

outside investors (Morck, Shleifer and Vishny, 1988; Margaritis and Psillaki, 2010).

Therefore, the relationship between these two variables is predicted to be negative as

the rise of managerial ownership may decrease firm value.

Other papers have shown different results on this issue. Jensen and Meckling

(1976) explain the presence of the “convergence-of-interest” hypothesis that major

management ownership increases firms’ market values. A high percentage of

management ownership allows the cost of deviation from the value-maximization

target to decline. Morck, Shleifer and Vishny (1988) found that firm value measured

by Tobin’s Q increased in line with an increase in the board ownership to 5 per cent.
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However, the value fell as the ownership rose further to 25 per cent and continued to

increase slowly when board ownership topped 25 per cent. Chen and Ho (2000) found

that ownership structure measured as the total percentage holdings of directors had

an impact on the Tobin’s Q. Lins (2003) studied 1,433 firms from 18 emerging markets

and found that firm values are lower when management holdings exceed cash

flow rights. Mollah, Al Farooque and Karim (2012) explain that managerial share

ownership is representative of the presence of managerial control.

In terms of institutional ownerships, some studies have also come up with

mixed findings. Lins (2003) shows that in low shareholder protection countries, large

non-management control rights blockholdings are correlated positively with firm

values, suggesting that a high percentage of large shareholdings leads to an increase

in firm values. Baek, Kang and Park (2004) explain that during the financial crisis in

the Republic of Korea in 1997, firms with higher ownership concentration by

unaffiliated foreign investors experienced a slight decrease in their share value.

Minguez-Vera and Martin-Ugedo (2007) has found a non-significant relationship

between major shareholders as an institution and firm value. Interestingly, the study

indicates that the concentration of shareholdings does not affect the value of the firm.

The study results show that major institutional ownership adversely affects a firms’

financial performance and value, while dispersed ownerships improves a firm’s

performance and mitigates agency problems in the Botswana stock market. These

variations in the results present the opportunity to study this issue further. Therefore,

for this study, the third hypothesis is as follows.

H3: Ownership structure influences firm value

In summary, the structure of the relationship between these three variables is

illustrated in this following model.

Figure 1. General relationship model

Corporate
governance

Firm value
Ownership
structure
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III.  METHODOLOGY AND SAMPLE

First, for this study, all public companies listed on the Indonesia Stock

Exchange (IDX) over an eight-year period spanning from 2009 to 2016 are used as

the initial sample. Financial data are gathered using the annual reports of the listed

companies published on the IDX website (www.idx.co.id/index-En.html). In this study,

observations with unavailable data are excluded. As a result, the number of

observations varies according to the availability of data, as illustrated in table 1. Base

on the selection criteria, the sample consists of 425 listed companies with 1,700 firm

year observations.

Assessing the level of corporate governance practiced in an individual

company may be subjective. Therefore, for this study quantitative measurements are

applied to minimize this problem. Two measurements of ownership structure are

tested: institutional and managerial ownerships. Institutional ownership (institutional)

represents percentage of shares held by large shareholders, including State-owned

shares and shares held by parent companies. Managerial ownership (management)

represents the percentage of shares owned by the managers of the companies. Four

variables are used as proxies of corporate governance, namely the proportion of

independent or external commissioners as a percentage of total commissioners (IC)

during one accounting period; the number of independent members in audit

committees (AC) and board of directors (BOD). International Finance Corporation

(2014) finds that the number of directors and percentage of independent

commissioners are suitable indicators to measure good board practices in Indonesia.

Finally, Tobin’s Q (TobinsQ) is applied to measure firm value. Tobin’s Q is defined as

the market value of assets divided by the replacement value of assets. In addition, the

market value of assets is denoted by the sum of the book value of assets and the

market value of common outstanding stocks. Then, the sum of the book value of

common stock and balance sheet deferred taxes is subtracted. The replacement

value of assets is measured by the book value of assets (Bauer, Guenster and Otten,

2004). In this study, Tobin’s Q is calculated by using the following formula.

Tobin’ s Q =

Controlling variables used in this study are total assets as a measurement of

size (Size), earnings per share (EPS), debt to assets ratio (DAR), natural logarithm of

dividend yield (Yield). Return on assets (ROA) and return on equity (ROE) are used

as firm accounting performance indicators to examine the robustness of the models.

Using natural data taken from each measurement, a standardizing menu in regression

analysis to overcome variations among all indicators is applied.

Market value of equity + Book value of debt

Book value of total assets
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A correlation matrix is used to calculate the correlation among these variables.

Following the results of correlation matrix, the influence of some independent

variables to dependent variable is examined using multivariate regression analyses in

SPSS20. The stepwise method is applied to cautiously control multicollinearity as

seen in the correlation matrix. Multicollinearity is common problem in multivariate

regressions that involve various proxies in the same analysis. Here the models are

applied to test the hypotheses.

Corporate governance = f (Ownership structure)

Firm value = f (Corporate governance)

Firm value = f (Ownership structure)

IV.  RESULTS AND DISCUSSION

Summary statistics

For this study, regression analysis is applied to examine the relationship

between ownership structure, corporate governance and firm value. Before the

analysis, the authors had conducted a review to determine whether some classic

assumptions had been fulfilled. The results showed that the heteroskedasticity

problem did not exist. The Durbin-Watson statistic was also found to be close to two,

meaning that no autocorrelation problem was prevalent in the models. Summary

statistics for the firms-year unit analysis are illustrated in table 1.

The table reflects the number of available year-firm unit of analysis, mean,

minimum, maximum, and standard deviation of dependent and independent variables.

The minimum value of proportion for independent commissioner (IC), institutional and

managerial ownership shows a null value, while the minimum board of members

(BOD) and audit committee (AC) is one person. The numbers of IC, BOD, and AC

indicate the efforts of Indonesian listed companies to comply with corporate

governance practices. Institution variable has a higher mean value (65.47 per cent),

even the maximum percentage is 100 per cent, compared to the mean of managerial

ownership of only 1.36 per cent. It shows a high concentration of ownership held by

institutional shareholders in listed companies in Indonesia, although the deviation is

also relatively high. The maximum proportion of independent commissioners is 1 per

cent, meaning that on average there are 1-2 independent commissioners among

4-5 members of commissioners.
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Table 1. Summary statistics

Variables N Minimum Maximum Mean Std. deviation

Inst (per cent) 3 148 0 100 65.47 22.831

Mgt (per cent) 3 147 0 74 1.36 6.437

IC (per cent) 3 191 0 1 0.38 0.160

BOD (person) 3 182 1 13 4.52 2.038

AC (person) 3 175 1 11 2.39 1.401

Size (Rp) 3 191 27 408 446 1.E+15 1.65E+13 7.202E+13

TobinsQ (per cent) 3 191 -9 145 1.82 3.814

EPS (Rp) 3 190 -43 857 306 959 523.62 6 559.237

DAR (per cent) 3 191 0 163 0.74 4.042

Yield (per cent) 1 747 0 89 2.59 5.131

ROA (per cent) 3 185 -2 402 2 418 5.82 69.536

ROE (per cent) 3 188 -1 518 4 429 13.93 123.224

Note: Inst: the percentage of institutional shareholding; Mgt: the percentage of managerial shareholding;

IC: proportion of independent committee; BOD: the number of board of directors members; AC: the

number of audit committee members; Size: firm size, measured by total assets; TobinsQ: Tobin’s Q,

measured by ratio between market value of equity plus book value of debt to book value of total assets;

EPS: earnings per share; DAR: total debt to asset ratio; Yield: dividend yield, ROA: return on assets;

ROE: return on equity.

Table 2. Results of regression analyses

(dependent variable: corporate governance)

Explanatory
t value

variables
1.1a 1.1b 1.2a 1.2b 1.3a 1.3b

IC IC BOD BOD AC AC

Institutional 2.823** – 7.059** – -0.784 –

Managerial – -2.942** – -4.433** – -1.079

IC – – – – – –

BOD – – – – – –

AC – – – – – –

Size – – – – – –

EPS – – – – – –

DAR – – – – – –

Yield – – – – – –

F 7.967 8.654 49.824 19.656 0.615 1.164

Adj R sq. 0.002 0.002 0.015 0.006 0.000 0.000

Sig. 0.005** 0.003** 0.000** 0.000** 0.433 0.281
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The presence of the multicollinearity problem among the variables linked to

firm value and corporate governance by applying correlation matrix is also examined

in this study (table 3). Following the recommendation that multicollinearity occurs, if

the tolerance level is less than 0.01 and 0.05, Pearson’s correlation matrix shows

several potential problems, namely between institutional and managerial ownership,

and among IC, BOD and AC. Therefore, for this study these variables are not applied

in one model simultaneously, but rather they are relied on to deliver different

information by applying them in univariate regression analysis, except for models

using controlling variables. As a consequence, testing models that analyse the

influences of ownership structure to corporate governance variables and corporate

governance variables to firm value simultaneously are not applied. Here the

formulation of expanded regression models is applied instead.

CG = f (Ownership structure)

IC = f (Institutional) Model 1.1a

IC = f (Managerial) Model 1.1b

BOD = f (Institutional) Model 1.2a

BOD = f (Managerial) Model 1.2b

AC = f (Institutional) Model 1.3a

AC = f (Managerial) Model 1.3b

To examine the second hypothesis, IC, BOD and AC are used as the

independent variables partially because they are predicted to create firm value

(Models 2.1a-c). Next, Models 2.2a-c are applied to examine whether the influences

of corporate governance factors are improved when several controlling variables,

EPS, DAR and Yield are considered.

Firm value = f (Corporate governance)

TobinsQ = f (IC) Model 2.1a

TobinsQ = f (BOD) Model 2.1b

TobinsQ = f (AC) Model 2.1c

TobinsQ = f (IC, Size, EPS, DAR, Yield) Model 2.2a

TobinsQ = f (BOD, Size, EPS, DAR, Yield) Model 2.2b

TobinsQ = f (AC, Size, EPS, DAR, Yield) Model 2.2c
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For the third hypothesis, the equations without and with controlling variables are

applied. The models are as follow.

TobinsQ = f (Institutional) Model 3.1a

TobinsQ = f (Managerial) Model 3.1b

TobinsQ = f (Institutional, Size, EPS, DAR, Yield) Model 3.2a

TobinsQ = f (Managerial, Size, EPS, DAR, Yield) Model 3.2b

Afterwards, accounting-based financial proxies, ROA and ROE are used as the

dependent variable to examine the robustness of the results of the third analysis.

Therefore, the formulas are as follow.

ROA = f (Institutional) Model 4.1a

ROA = f (Managerial) Model 4.1b

ROE = f (Institutional, Size, EPS, DAR, Yield) Model 4.2a

ROE = f (Managerial, Size, EPS, DAR, Yield) Model 4.2b

Following the models, several analyses are conducted. The description then flows in

accordance to ownership factors that determine corporate governances. The results

of the analysis towards the models are presented in tables 4 and 5.

Findings

The table illustrates that the four first models applied to analyse the influences

of institutional and managerial to the corporate governance variables, namely the

proportion of IC and the number of BOD, are significant (sig < 0.05). Interestingly,

among them, two models that analyse managerial influence on IC and BOD are

negatively significant (Models 1.1b and 1.2b), while the institutional factor is positively

meaningful (Models 1.1a and 1.2a). Meanwhile, these two ownership factors are not

notably providing impacts on AC suggesting that in any circumstance institutional and

managerial ownership individually do not affect the number of audit committee

(Models 1.3a and 1.3b).

The results of analysing the influences of ownership structure, corporate

governance and other controlling variables to firm value are described in table 4. The

content indicates that among the three indicators of corporate governance, only two

corporate governance measurements, the number of BOD and AC, are affecting

Tobin’s Q (Models 2.1b-c, and Models 2.2b-c). While BOD has a negative influence,
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Table 5. Results of regression analyses

(dependent variable: financial performance)

t value

Variables 4.1a 4.1b 4.2a 4.2b

ROA ROA ROE ROE

Institutional 2.782** – -0.593** –

Managerial – -0.238 – -0.232

IC – – – –

BOD – – – –

AC – – – –

Size – – 0.924 0.939

EPS – – 6.824** 6.787

DAR – – -0.600 -0.585

Yield – – 1.962 1.932

F 7.739 0.057 10.810 10.738

Adj R Sq. 0.002 0.000 0.028 0.027

Sig. 0.005* 0.812 0.000** 0.000**

AC affects Tobin’s Q positively. When comparing Models 2.1a and 2.2a, it is known

that IC does not influence Tobin’s Q, both individually and when the variable is

combined with controlling variables. Model 2.2b implies that BOD has greater

influence to Tobin’s Q when it is combined with controlling variables influencing

Tobin’s Q (compare F value Model 2.1b that is 5.669 greater than 8.638 F value in

Model 2.2b). Among controlling variables, size and dividend yield have significant

influence on Tobin’s Q.

In analysing the influence of ownership structure to Tobin’s Q, it is found that

institutional ownership cannot influence firm value individually (Model 3.1a), while in

multivariate analysis with controlling variable, institutional ownership has significant

influence (Model 3.2a). Contrarily, the presence of managerial ownership individually

has significant and negative influences to firm value (Model 3.1b). However,

managerial ownership does not affect the dependent variable when it is analysed

together with controlling variables (Model 3.2b). A notable finding is that both

measurements of ownership structure have negative impact on firm value. Table 4

also depicts that size and yield as two controlling variables are consistent showing

significant impacts to firm value in all models.
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Table 5 shows results of robustness analysis on the influences of ownership

structure towards firms’ financial performance, measured by ROA and ROE. Scholars

have applied financial performance differently as compared with firm value, as the

former is an accounting-based measurement while the latter is developed from market

value of outstanding shares. The findings show that institutional holdings have

significant influence on ROA and ROE, while the relationship does not exist for

managerial ownership. When the controlling variables are applied, the influence of

institutional ownership is less robust and even negative (t value is -0.593 in Model

4.2a, compare to t value 2.782 when the Model 4.1a is univariate analysis). Contrarily,

Model 4.2b, which comprises managerial and controlling variables, is proven to be

significant to predict ROE.

Discussions

Relationships between ownership structure and corporate governance

The findings suggest that the percentages of institutional and managerial

ownerships in Indonesia are statistically significant to influence corporate governance,

measured by the proportion of the number of independent commissioners and board

of directors. However, these ownership variables do not influence the audit

committee. They confirm the view of Bauer, Guenster and Otten (2004) that there is

a growing interest from investors concerning the practices of corporate governance

within corporations. According to Bauer, Guenster and Otten (2004), institutional

investors would like the role of corporate governance of the companies to be included

in their investment evaluation policy decisions. The presence of institutional investors

is a signal that a company is making efforts to improve the level of governance

system. Mollah, Al Farooque and Karim (2012) state that higher institutional

ownership is considered to be better monitoring mechanisms of the listed companies.

A large percentage of share ownership leads to shareholder activism and it has

a significant role to monitor and improve the level of companies’ good corporate

governance practices. Park and Shin (2004) have found that together with the

presence of directors with financial expertise background, institutional shareholders of

listed companies in Canada are playing an active role in reducing earnings

management. However, in this present study, it had been found that large institutional

investors do not influence the establishment of audit committees. In Indonesia, listed

companies are required to set up an audit committee to ensure compliance with

corporate governance principles, therefore the relationship is not significant.

It should be noted that the coefficient for managerial ownership in all models

that relate to corporate governance measurements shows a negative value. This

suggests that companies with a higher percentage of managerial ownerships tend to
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reduce the proportion of independent commissioners and board of directors and audit

committees. In most large corporations owned and controlled by institutions and

conglomeration, the existence of and suggestions to raise managerial ownership

tends to conflict with corporate governance practices. Synchronizing major and

managerial shareholders by increasing the managerial ownership does not likely

seem to occur in Indonesia in the near future. Managerial ownership specifically does

not appear to be significant in determining the presence of an audit committee. As

Indonesian companies apply a two-tiered system, this result may suggest that the

presence of managerial ownership may complement or partly substitute the role of

audit committee to manage oversight tasks. Indeed, this assumption needs to be

confirmed by further research.

It has been found that institutional and managerial ownerships do not

statistically have a significant influence on the establishment of an audit committee,

implying that the listed companies on the Indonesia Stock Exchange comply with the

requirement to establish an audit committee irrespective of the company’s ownership

structure. In fact, under the Indonesian Corporate Governance Code, it is

recommended that all listed companies establish several board committees, including

an audit committee (International Finance Corporation, 2014).

Relationship between corporate governance and firm value

The results of the study indicate that two measurements for corporate

governance, BOD and AC, are significantly determining Tobin’s Q both with and

without controlling variables, while the presence of IC does not affect the dependent

variable. Related to BOD, these results challenge the findings of Mollah, Al Farooque

and Karim (2012), which find it to be positive but insignificant. Conversely, the

current research shows the significant and negative influence of BOD to Tobin’s Q.

It implies that the higher number of BOD, the lesser achievement of Tobin’s Q. As

a measurement of hybrid performance, combined accounting- and market-based

performance, Tobin’s Q represents investors’ appreciation to firm performance.

A higher number of BOD membership would cause inefficiency, which becomes

cost-consuming and decreases financial performance.

Under the Indonesian Code of Good Corporate Governance, BOD should

comprise members, who enable to make effective, right and timely decisions and to

act independently. The members must also have integrity, experience and help the

company achieve profitability and ensure sustainability. The members of BOD are

also required to gain an understanding of and implement the good corporate

governance code. As this study finds that the number of BOD significantly and

negatively affects Tobin’s Q, it implies that the markets presume the number is not in
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accordance with firm value. This study leaves open for inquiry what level of BOD

membership satisfies the markets for further studies.

The Good Corporate Governance Code indicates that all companies,

represented by BOD, attain transparency, accountability, responsibility, independency,

and fairness by also considering stakeholders’ interests. In terms of complying with

transparency and accountability, under the Code, listed companies are required

to prepare and ensure sound communication between the company and its

stakeholders. Company information must be available and accessible to stakeholders

in line with the need of stakeholders. The number of BOD as the proxy in this study

does not seem to be adequate to cover an inquiry whether BOD is performing well

and accomplishing their duties. A comparison of the results of significant associations

between BOD and Tobin’s Q (that has a negative sign) and AC to Tobin’s Q (that has

positive sign), however, shows that the markets positively appreciate the numbers of

AC than BOD.

Under the Code, all listed companies on the Indonesia Stock Exchange must

prepare an annual report on implementing good corporate governance. The report

should include work guidelines for BOD and commissioners, an applicable code of

conduct, the functions of risk management and internal audit. Subsequently, there are

some further requirements. BOD of companies in the financial sector must add

information about the results of a self-assessment regarding their achievements, while

managements of State-owned enterprises must provide the results of assessments

undertaken by the Financial and Development Supervisory Bodies and the follow-up

actions taken. Considering the results of this study, the markets do not appear to be

reacting to the information that BOD is practicing the principles, while they respond

more to the AC activities. This finding suggests that the Government of Indonesia

should support the establishment of an independent body to assess and rank the

accomplishments of corporate governance principles in public (and later private)

Indonesian companies. Self-assessment does not appear to be satisfactory to the

markets as it tends to be normative and subject to window dressing.

The presence of AC leads to an increase in Tobin’s Q, implying that investors in

the market respond positively to the presence of an appropriate audit committee. This

is similar to the findings of Mollah, Al Farooque and Karim (2012) and Chan and

Li (2008) that the audit committee plays a vital role as a corporate governance

mechanism that influences a firms’ performance. International Finance Corporation

(2014) states that the audit committee is the most important committee in terms of

representing shareholders’ interests. As Tobin’s Q is calculated based on market

value, it seems that investors in Indonesia are comfortable with AC. Corporate

governance principles require companies to set up an audit committee with an
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appropriate number of members and that the members have the necessary financial

background. The combined results from testing Models 1.3a-b, 2.1c and 2.2c shed

light on the current information that investors have comprehended the important role

of the audit committee in propagating principles of good governance, regardless of the

ownership structure in Indonesia. AC represents a direct connection with external and

internal auditors who are believed to be more independent than other departments of

the firm. The greater number of member on AC, up to the certain level, will lead to an

increase in the firm value. Of course, the higher number of AC membership could

result inefficiency and lead to decline in firm value. This study leaves the

determination of appropriate number of members for further research.

The results of testing Models 2.1a and 2.2a show that the percentage of

independent commissioners does not influence the value of the firm. In the

Indonesian Code of Good Corporate Governance, it is stated that the Board of

Commissioners may consist of some independent commissioners. The independent

commissioners are evaluated and appointed prior to the general meeting of

shareholders by the nomination and remuneration committee, by considering the

opinion of minority shareholders. However, appointing independent commissioners

through this meeting in firms in which institutional shareholders are dominant may

compromise the independence of the commissioners.

Next, in carrying financial audit activities, board of commissioners could be

assisted by an audit committee that is chaired by an independent commissioner.

Considering this composition, the findings reflect that in the case of Indonesia,

investors do not consider the presence of independent commissioners when

establishing good corporate governance, but rely on the audit committee instead. The

requirements stated in the Indonesian Code of Good Corporate Governance may

explain this result. First, the Code obliges public companies, State-owned enterprises,

companies that raise and manage public funds and companies with extensive

influence on environment to establish an independent audit committee. Otherwise, the

Indonesian Financial Service Authority, the government body that authorizes the

compliances of public companies, can enact sanctions on them. The sanctions may

be in the form of a warning, penalty fee, businesses termination or withdrawal of

business licences. Second, one function of the audit committee is to ensure that

financial reports are presented appropriately in accordance with generally accepted

accounting principles. To accomplish its functions, the members of the audit

committee must have a financial academic and work experience background, which is

acceptable to the general public. The audit committee’s influence is more significant

as it considers the appointment of an external auditor, who verifies transparency and

the accountability of companies’ annual reports. In this context, the finding suggests

that the presence of an audit committee replaces the role of institutional commissioner
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alone to increase positive appreciation of investors about practices of corporate

governances in the firms.

Regarding the relationship between independent commissioners and firm

value, Morck, Shleifer and Vishny (1988) stated that outside board members played

an important role in overseeing the managers’ performances. The monitoring task was

difficult because outside members did not have a personal interest in the firm or

control over a large block of votes. They were more reluctant to site poor corporate

decisions. Therefore, firm value increased in line with a sufficient proportion of

independent commissioners. However, this study shows different results, namely that

the presence of independent commissioners in companies listed on the Indonesia

Stock Exchange does not affect Tobin’s Q. Morck, Shleifer and Vishny (1988) noted

this finding and stated that outside board members did not do this function adequately

as they often were puppets of top officers.

Among corporate governance measurements, the existence of an audit

committee is important to ensure good governance practices, which are seen as

essential by important investors (see Model 2.1c). Interestingly, when the audit

committee is set as an explanatory variable together with control variables, its role

remains the same (Model 2.2c). Both analyses show that the market positively

appreciates the presence of audit committee. The results also imply that investors

should focus not only the composition of board of directors, but they should also

consider EPS and Yield.

Relationship between ownership structure and firm value

Examining the relationships between ownership structure measurements with

firm value (Models 3.1a-b and 3.2a-b), in this study it has been found that institutional

ownership adversely and significantly affects Tobin’s Q, both when the control

variables are included or not in multivariate testing. Controlling variables are size,

EPS, DAR, and dividend yield. Meanwhile, managerial ownership is significant to

determine Tobin’s Q only in univariate testing without control variables in the model.

Models 3.2a-b show that two controlling variables, size of the firms and dividend

yields, are other significant factors that determine firms’ value.

It is interesting that in the case of Indonesia, institutional ownership negatively

affects firm value as measured by Tobin’s Q, meaning that a high percentage of

institutional shareowners would decrease the firm value. Investors in the Indonesia

Stock Exchange apparently do not positive respond to a high concentrated

institutional ownership. This finding is different than those of McConnell and Servaes

(1990), Lins (2003), Abdallah and Ismail (2017), which find a significant positive

association between Tobin’s Q and the percentage of ownership of institutional
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investors. Agency theory explains that large shareholders provide an efficient

monitoring scheme that leads to a better performance. Abdallah and Ismail (2017)

explain that the results of scrutinizing this relationship may vary because a highly

concentrated ownership could result in too much interference with management

decisions, which, in turn, may hurt the firm’s financial performance. A positive

relationship between these measurements are possible because of the ability of

a highly concentrated ownership to replace weak governance and monitor the

managers’ action, which then positively affects the financial performance. Instead, this

study supports the view taken by Baek, Kang and Park (2004) that a higher ownership

concentration leads to a decrease in firm value.

In testing the relationship between managerial ownership and firm value, the

results do not support the convergence-of-interest hypothesis that synchronizing

managers’ interest with outside shareholders’ leads to a higher market valuation of the

corporation. Convergence-of-interest proposes that when managers hold substantial

equity in the firm, and other shareholders are too dispersed to impose value

maximization, corporate assets may be deployed to benefit the managers. As

managers’ interests are similar to outside shareholders, the costs of deviation from

value-maximization decline. As a consequence, market value increases along with the

growing number of management ownership (Morck, Shleifer and Vishny, 1988).

Following the findings, however, the convergence-of-interest hypothesis is not working

to explain how to improve firm value through enhancing the role of managerial

ownership in Indonesia. Companies in Indonesia, on average, have a low percentage

of managerial ownership and high concentration of ownership by institution.

Apparently, the current percentages of ownership held by managers are not sufficient

to allow the managers take control of the firms’ assets and to gain benefits as

expected.

Another interesting finding is that institutional ownership affects firm value

along with controlling the size and dividend yield. While size has a positive impact,

dividend yield has a negative impact on firm value. Findings related to size of the

sample are in line with Morck, Shleifer and Vishny (1988), who have also found that

the contribution of size is associated with board ownership and market value. The

significance of size and dividend yield in Models 3.2a-b shows that the negative

relationship between institutional ownership and Tobin’s Q is not merely the

consequence of negligible or a low percentage of managerial shareholding. Ample

reliance on institutional owners to monitor management activities is detrimental to the

value of a firm in accordance with the increasing size and the decreasing dividend

yield of the firm. The results also prove that leverage and earnings per share do not

affect firm value.
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To provide robustness to the analysis, the analysis of ownership data and how

they relate to the accounting-based firm performance is repeated. Two indicators of

firm accounting performance are ROA and ROE. It has been found that institutional

ownership has significant influence to ROA positively and ROE negatively, while

managerial ownership does not significantly affect ROA and ROE. This implies that

institutional ownership in Indonesia has an adequate control mechanism to positively

improve return on asset. Combined with positive results between institutional

ownership and corporate governance, the institutional investors are able to develop

an appropriate monitoring system and then increase return on asset. The negative

relationship between institutional ownership and ROE, and lack of relations between

managerial ownership and firm accounting performance show that investors do not

appreciate high institutional and low percentage of managerial shareholdings. An

additional study is required to determine to what extent institutional ownership is able

to increase ROE and contrarily, higher percentage of managerial shareholding is

sufficient to improve ROA and ROE in Indonesia, as studied by Abdallah and Ismail

(2017).

V.  CONCLUSION

In the present paper, the relationships between ownership structure, corporate

governance and firm value of companies listed on the Indonesia Stock Exchange

during the period 2009-2016 are examined. Comprising 425 listed companies and

applying standardized regression analysis, the results of this study show that the

percentages of institutional and managerial ownership are significant in determining

corporate governance measured by the proportion of independent commissioners and

the number on members on the board of directors. The existence of large institutional

investors represents a better monitoring mechanism, although suggestions to raise

the level of managerial ownership tend to conflict with current corporate governance

practices. Both institutional and managerial ownership do not affect the presence of

an audit committee, as the establishment of this committee is obligatory according to

Indonesia Corporate Governance Principles.

The second relationship studied is between corporate governance and firm

value. The results show that two measurements of corporate governance, board of

directors and the audit committee, are significant in determining the firm value, while

an independent commissioner is not meaningful. This implies that investors in

Indonesia shun inefficient boards of directors but are secure with the appropriate

number of audit committee members. The insignificant relationship between

independent commissioners to firm value is probably because of a lack of trust by the

general public about the independency of the appointed person.
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In testing the third hypothesis, the results show that ownership structure

measurements are significant and negatively influence firm value with controlling

variables. This implies that investors in the Indonesia Stock Exchange do respond

positively to a high concentration of institutional ownership. On the other hand,

managerial ownership is not proven to be significant to contribute to efforts to

increase a firms’ value.

Including controlling variables in the hypothesis testing, this research indicates

that size and dividend yield have a significant impact on firm value. Apparently, when

the company has large institutional owners that set tight control mechanism on the

management, the practices are disadvantageous to firm value, which is the same for

increasing the size and decreasing the dividend yield of the firm. The results also

prove that leverage and earnings per share do not affect firm value. Using return on

assets and return on equity as dependent variables of ownerships structure shows

that institutional ownership has an adequate control mechanism to improve return on

assets. Further research is required to examine to what extent institutional ownership

is needed to increase return on equity, and managerial shareholding is able to

improve return on assets and return on equity in Indonesia.
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ANNEX

Concepts Proxies Definition

Firm performance Tobin’s Q (TobinsQ) Market value to book value

of the firm

Ownership variables Institutional shareholdings Percentage of shares held

(Institutional) by institutions

Managerial shareholdings Percentage of shares held

(Management) by managers

Corporate governance Independent Proportion of independent

variables commissioners (IC) commissioners

Board of directors (BOD) Number of members of

board of directors

Audit committee (AC) Number of audit committee

Controlling variables Earnings per share (EPS) Earnings after tax/number

of outstanding shares

Debt to asset ratio (DAR) Total debt/total asset

Dividend yield (Yield)

Return on assets (ROA) Net profit/total assets

Return on equity (ROE) Net profit/shareholders’

equity


