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Absiraci

This research project sxamines the effect of ownership structures on corporale governance. De-
{ailed analysis allowed for the identification of the witimate owner by carefully tracing the chain of owner-
ship, Our findings show that 62. 86% of Indonesian firms are controlied by the owners who have a majority
ownership and that 83.81% of firms are owned by an individual or group of family members. These
awnership structures are mare inhibited than most other countries (Clagssens et al. 2000), Yet, the
percentage of indepandent board (commissioners) is only 39.12% A majority of independent board
members remains a rare event in Indonasia. Multiple regrassion analysis reveals that both ownership
type and identity are moderately significant predictors for board independence. Ownership structuras in
Indonesta do influgnca the level of board independence. This Indonesian pattem is a somewhat extrema
but not uncommon scenario in Asian financial markets. Weslerm solutions may nol be apphcable or
effective. New rules and regulations may be needed fo provide more protection of the smaller investors.
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Section 1 Introduction

This paper axamines the relationship between ownership and govemance structures in Indonesia.
This Is a classic Asian country with high ownership concentration and often large family ownerships.
Theretore; the typical westem-style corporate govemance mechanisms (.. Sorbanas-Oxley approach)
may be Inetlactive or counter productive in a developing country scenario.

The paper is structured as follows. Section 2 highlights the key literature and the agency theory
links to the hypotheses development Then the research approach s explained in Section 3. This is
followed by the descriptive and statistical analysis in Section 4. The final section offers final conclusions.\

Section 2 Literature Review

Dwnership structure and the agency problem

One important issue in the organization of firms is how 9 solve or mitigate the agency problem that
derives from asymmetric information. The nature of 2 corporation's ownership structure will affect the
nature of the agency prablems between managers and cutsida shareholders, and among sharehalders.
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Butthe problems that occur when firm ownership is dispersed are different to those that arise when itis
concentrated. When owngrship Is diffused, as is typical for US and UK corporations, conflicts of interest
between managers and shareholders are 2 central problem (Jensen and Meckling 1976). However, when
ownership is concentrated to the degree that one owner has effective cantrol of the fimm, as Is typically the
case for firms in Asia, confiicts of interest between confrolling shareholders and minarity shareholders
becomes the main problem.

Claessens, Djankov and Lang (2000) investigated the separation of ownership in selected Asian
countries. Their findings indicate that a controlling single shareholder is pravalent in more than two-thirds
of the firms while the separation of management from ownership control was rare. Thus Aslan countries’
owners have significant power to pursue their own interests at the expense of minority shareholders,
creditors and other staksholders. As Shieifer and Vishny (1997) point out, controlling shareholders may
not have a convergence of interests with minority shareholders. A greater degree of control by controlling
shareholders implies a graater abllity to expropriate wealth from minority shareholders.

Past studies document the relation between concentrated ownership structure and firm value. For
example, Jensen and Meckling (1976) and Demsetz (1983) argue that managerial equity ownership will
provide managers with incentives to maximize firm value. Stulz (1988), however, has provided a model of
entrenched managers, where increased managerial ownership allows managers to pursug non-value
maximizing agendas. Using U.S. data, Morck, Shigifer and Vishny (1988) have ampirically showed a non-
linear relation between firm value and managerial ownership, They find that firm value increasesup to a
certain lavel of managenial ownership (6., 5%) and then decreases as management holdings rise further.
Similar results were also reported by McConnell and Servaes (1980; 1995), Hermalin and Walsbach
(2003) and Kole (1995),

Fan and Wong, (2002) conduct a study on the relation between concentrated structure and financlal
reporting for the seven Asian countries. They report that earnings Informativeness decreases as holding
of the controling shareholders Increase. They argue that there is an expropriation of minority shareholders
by controlling shareholders. Gaining effective control of a corporation enables the controlling owner to
determing not just how the company is run, but also how profits are shared among shareholders. Although
minority shareholders are entitied to cash flow rights proportional to their share of aquity ownership, they
face the uncertainty that an entrenched controlling owner may opportunistically deprive them of their
rights. This creates an ‘entrenchment effect’ (Morck et al. 1988). The entrenchment problem created by a
controlling owner s similar to the managerial entrenchment problem. Higher managerial ownership
might entrench managers, as they are Increasingly less subject to governance mechanisms (Chang,
Hillman, and Watson 2005),

Separation of ownership rights and control rights can worsen the entrenchment problems caused
by concentrated ownarship. Controlling owners could extract wealth from the firm but only bear a part aof
the cost through a lower valuation of their cash-flow ownership. There is considerable literature docu-
menting the existence of private benefits from control (Barclay and Holdemess 1989; Zingales 1994, 1995,
Nenova 2003; Dyck and Zingales 2004)." In particular, Nenova (2003) and Dyck and Zingales (2004) show

| Privats benefits, sometimas caliad control benefits, are Benefits that accrue to managers or shareholders that have control
of thie corporation, but not o minority shareholders. They can be non-pacuniary, such as Infiuence over who & slected on the
board of directors or in CEQ pesition, the power 10 budd business empires

(Nenava 2003}, the abiiity to direct a company’s Tes0Urces 10 3 CaUsE One agrees

(Dernsan and Lehn 1985), 3 preference for glamorous project (Jensen 1993).
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that higher private benefits from control are associated with: less developed capital markets: lass pro-
tectad minority shareholders; and more concentrated ownership.

In addition to the ‘entrenchment etfect’, concentrated shareholdings might create an ‘alignment
effect’. Once the controlling owner obtains effective control of the firm, any increase in veting rights does
notturther entrench the controlling owner (Morck e al. 1988). Fan and Wong (2002) argue that higher cash
flow ownership will cost the controlling shareholder more to divert the firm's cash flows far private gain
High cash-flow ownership can also serve as a signal that the controlling owner will nat expropriate wealth
from minarity shareholders (Gomes 2000) because if minority shareholders know that the cantrolling
owner unexpectedly extracts more private benefits, they will discount the stock price accordingly and the
majority owner's share value will be reduced (Fan and Wong 2002). Fan and Waong (2002} argue further,
in equilibrium, where a majority sharehoider holds a large ownership stake this will result {other things
being equal} in a higher stock price for the company. Thus, increasing a controlling owner's cash-flow
rights Improves the alignment of interests between the controlling owner and the minority shareholders
and reduces the effects of entrenchment

Concentration of ownership and extensive family control characterise comparate ownarship in most
Asian countries and Itis particularly most severe in Indonesia (Claessens et al 2000). Claessens et al
(2000) documented that around 67% of Indonesian listed companies are family controllad while only 0.6%
are widely held. They further find that Indonesia has the highest ownership concentration of any East Asian
Country and has the largest number of companies owned by a single family,

Ownership structure and corporate governance

Ownership structure plays an important role in corporate governance. It I a key organization
variable influencing firm outcomes (Kang and Sorensen 1999), Ownership structurs Is a central distin-
Quishing teature of financial systems (Lehmann and Welgand 2000) and a primary element in determining
comorate governance and behaviour (Shieifer and Vishny 1897; Qu 2004) and, tharefore, along with ather
productive and technological resources can have a significant Influence on company performance
{Chrisman, Chua, and Sharma 1988), Further, Porter (1990) noted the Importance of ownership structure
and corporate governance in determining corporate strategy:

Company goals are most syongly determined Dy ownership structure, the motivation of owners and

holders of debt, the nature of corporate govemance, and the incentive processes that shape the

motivation of senior managers. The goals of publicly held corporations reflect the characteristics of

that nation's capital markets (p.110)

Thus, ownership structure is 2n important component in detarmining the nature of the agancy
problem; that is, whetner the dominant confiict is batwesn managers and shareholders, or between
contralling and minority sharshalders,

Two key dimensions of ownership structure are: ownership concentration {ownership type) and the
Identity of owners (ownership identity) (Boubakri, Cosset. and Guedhami 2005). There have been a
number of studies on ownership concentration and, particularly, its assaciation with firm performance
{Demsetz and Lehn 1985, La Porta, Lopez-De-Silanes, and Shisifer 14928; Himmerbarg, Hubbard, and
Palla 1999; Demsetz and Villalonga 2001). La Forta et al (1588), for example, use country-level explana-
tory variables to explain the ownership concentration in publicly traded firms among a wide set of
developed and developing countries. Another important aspect of corporate ownership structure is the
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identity of owners or the composiSon of the ownership groups. A sharehoider can be an individual; 2
family, 2 bank; 2 holding company; an insttutional investor; or a non-financial corporation. Not all owners
are alike Difierent types of owners might have differentinterests, thereby having distinctincentives and
abilities 1o controt the managers within a firm. As Lehmann and Weigand (2000} point out:

The commitment of owners and their willingness to intervene may crucially depend on who they

are_In other words, the location of control ights can be a more important determinant of the degree

of control exerted by owners than ownership concentration (p.162).

Owners can be distinctly different from one anather based on the specific expectations tat they
bring o the firm and the extent of their active monitoring of the firm (Monks and Minow 1995), For example,
significant holdings by institutional investors are more likely to lead to improved monitoring and control
than atomistic ownership (Hoskisson, Johnson, and Moesel 1994) because such parties have an incen-
tive that Is sutficient for them to incur the necessary costs o monitor performance (Alchian and Demsetz
1972: Shigiter and Vishny 1986; Holderness and Sheehan 1988, Tosi and Gomes-Mejia 1989,
Sundaramurthy and Lyon 1998). In addition, financial investors may be interested in short-term returns on
their investment, while corporate Investors may be more inclined towards establishing a long-term
refationship (Douma, George, and Kabir 20086).

There have also been a numbar of studies on ownership identity related to privatisation (Boycko,
Shieifer, and Vishny 1996; Friedman, Gray, Hessel, and Rapaczynski 1399, Dyck 2001; Cull, Matesova,
and Shirley 2002). For example, Dyck (2001) and Boycko era/, (1996) found that foreign Investors are the
source of better governance and higher performance. Howaver, Cull at a/ {2002) and Friedman &af al.
(1999) found a contrary result, thatis, domestic outsiders do better than foretgn investors In privatisations
in the Czech Republic

Ownership pattems vary significantly across economies. In successful develaped economies,
supported by a well functioning legal and requlatory framework and with active oversight by reputable
agents, adequate institutional and professional infrastructure, such as the LS and UK, dispersed
shareholdings have provided an efficient base for growth and capital accumulation Much of the literature
on corporate govemance is based on this diffused shareholding assumption Therefore, the literature
mainly focuses on soiving conflict between managers (as agents) and shareholders (45 principles) that
results from the separation of ownership and control.

However arecent stream of literature brings into question the assumption of diffuse ownership and
suggests in many econdmigs a concentated pattem of ownership is more typical, For examiple, Holdemess,
Kroszner 2nd Sheehan (1999) documented an increase In managerial ownership in the WSA from 13%in
1935 10 21%in 1995. La Porta et al. (1998) found that average ownership by the three largest shareholders
of non-financial firms from 49 countries is 46%. There have also been a number of studies that have
documentad the existence of ownership by families. For example, La Porta et af. (1998) examined the
ownership structures of large corporations in 27 wealthy economies and found that these firms are
typically concentrated within families. Similarly, Clagssens etal. (2000) gxamined nine East Asian coun-
tries and found 2 concentration of family ownership and family managsment. A refatively recent study by
Anderson and Reeb (2003) shows that family controlled firms represent ane-third of the S&P 500 firms
and, on average, constitute 18 percentof outstanding equity.

As stated above, a concentrated pattem of ownership potentially allows insiders to have tight
control of the firm, but it aiso opens up opportunities to expropriate wealth from outside sharghalders.
Prowse (1998) posits that much of debate about corporate govemnance in the US has been about the costs
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of dispersed equity ownership, and how to encourage increased concentration of ownership. Prowse
(1998, p.24) points cut that “itis only when high ownership concentration is combined with weak outside
shareholder protection laws, an uncompetitive financial system, and opportunities for malfeasance and
carruption by big powerful (insider) shareholders™ that the costs associated with concentrated ownership
become high

Compared to most developed economies, the business environment is quite different in many of the
gmerging market economies. For example, most companies in Asian countries are affiliated with a
business group that is typically family controlied. The group can often comprise numerous public and
private companies (Claessens, Djankov, Fan, and Lang 2002). The family achieves etfective control of the
companies In the group using stock pyramids and cross-shareholdings, which can be quite complicated
In structure. Moreover, Claessens ef 2. (2000) point cut that voting rights possessed by the family are
fraquently greater than the family's cash flow rights from the finm? and the results of their study in nine East
Asian Countries suggests that “Indonesia has more than two-thirds (67.1%) of its publicly listed compa-
nies in family hands, and only 0.6% are widely held" {p.103). In addition, within East Asla, Indonesia has
the largest number of companles controlled by a single family (Claessens, Djankov, and Lang 1999).

The concentrated family ownership issue has also been confirmed in several single-economy
studies; for example, Joh (2003) in South Korea, Yeh, Lee and Woidtke (2001) in Taiwan, and
Wiwattanakantang (2001) In Thailand. Concentrated family ownership corporate structures complicate
the problems assoclated with asymmetncal information, imperfect manitoring, and opportunistic behaviour
and make corporate governance reform mare complex

Based on the above literature review, two key explanatory variables (owner type and owner identity)
are utilised 1o predict the level of independence of the board of directors (called board of commissioners
In Indonesia). The next two sections explain and analyse the Indonesian data set.

Section 3 Research Approach

Sample

To ensure data homogeneity, this study focuses solely on manufacturing companies identified by
the Indonesian Capital Market Directory (ICMD). Another reason to choose manufacturing firms is that
these kinds of firms are dominant in Asla and Indonesia. As Dhawan, Mangaleswaran, Padhi, Sankhe,
Schwan and Paresh (2000, p.42) noted: *Asia has become the workshop of the world: more than half of i
manufacturing on Earth is estimated 1o take place there.” Within the Indonesian context, Cralg and Diga
(1998, p.248) noted that “Indonesia was represented strongly by manufacturing-type entities.”

The sample examined in this study comprises all manufacturing companies listed on the JSX as at
the end of 2006. There are a total of 166 manutfacturing firms listed on the JSX. However, we are unable to

collect sufficient information to construct a full set of proxy measures for 61 entities; therefore, itis left with
afinal usable sample of 105 firms.

TVioting rights' refers the degree of control over 3 company, while ‘cash ficw nghts
' 1alers to sharehaidings in the fiem. I, for example, 3 family owns 60% of Arm A

's BOurties; and Firm A owns 30% of Firm B's eguities. then the family controls 30% of the voting rights of firm B but has only
18% { = B0% = 30%) of the cash flow rights
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Data sources

The data sources used fo trace the ulftimate owner in this study orginate from the ICMD publications
Issued by the institute for Economic and Financial Research (2004, 2007). These data provide the firm’s
immediate owners. These owners are then traced and cross-checked through the Indonesian Business
Data Centre (IBDC) (1987); information Resource Development (INFORDEV) (2000); Information Re-
source Development (INFORDEV) (1998} and firm's prospactuses to determine a company's affiliation
and, hence, its ultmate owner. Given a firm could have many ulimate owners; this study focuses on the
largest ultimate owner.

To measure the degree of control, this study combines shareholdings registered in the name of the
majority shargholder and other related shargholders (i.e. through shares held by individuals, family or
companies that, in tumn, are under his/her control). This procedure s justifiable since in Indonesia the
majority of the companies listed on the capital market are famlly controlled, Following Claessens el al.
(2000), this study does not distinguish individual family members and uses the familly group as the unitof
analysis. By Identitying the name under which the shares are registered, this study delineates their family
affiliation. Collective shares owned by Individual family members are treated as a family ownership.

The data sources for measuring the other variables (dependent, independent and control variables)
are collected from the JSX website: hitp./www jsx co id/ and the JSX Monthly Statistics, April 2007,
Volume 16, No. 4 issued by the JSX Research and Development Division,

Estimation of dependent and independent variables

This study examines the corporate governance of manufacturing firms listed in JSX for the fiscal
year 2006 and uses the ownership structure as the prime predictors. Corporate governance Is measured
using the percentage of the board of commissioners of firm / at financial statement date 31 December
2006 that is Independant Ownership structure refers to the identities of a firm's equity holders and the size
of their holdings (Denis and McConnel 2003). Thus, there are two key dimansions of ownership structure
analysed: ownership concentration (ownership type) and the Identity of ownars (Boubakri et al. 2005).

Murall and Welch (1989) categorized ownership type into closely held and widgly held firms and
noted that *Effective control is assumed to exist whan ownership by an individual or 2 small group 1s
greatar than fifty percent” (p.390). Holderness and Sheehan (1988) classified owngrship type as either
majority held or diffusely held and argued that “A shareholder whose primary cbjective is expropriation
might hold mare than 50% of the stock” (p.328). Foliowing Murall and Welch (1989) and Holderness and
Sheehan (1988), this study dichotomously categorizes ownership concentration as either: majority own-
ership; of non-majarity ownership. Majority Ownership is defined [f ane owner (person, family, family's
company), the govemnment {local or national), or a forelgn muttinational owning =50% of the sharesin a
company, A dummy variable is used to categorize firms, set equal to one if a firm has a majenty
pwnership sructure and Zero ofherwise.

Most prior studies of ownership structure emphasize immediate ownership; that is, common
shares directly owned by individuals or institutions. Fan and Wong (2002) argued that Immediate owner-
ship is not sutficient for characterizing the ownership and control of Asian firms because these firms are
generally associated with complicated indirect ownership structures. Therefore, this study focuses on the
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ultimate ownership of companies. The ulimate owner is defined as the shareholder who has the deter-
mining voting rights of the company and who is not confrolled by anybody else (Fan and Wong 2002),

The ultimate ownership structures were computed by following existing studles (Claessens st al
2000; Facclo, Lang, and Young 2001, Classsens et af 2002; Facclo and Lang 2002) that carefully fraced the
chain of ownership and identified the ulimate owner(s) that controlied the most voting rights {the control-
ling shareholder{s)) by summing their direct and indirect ownership (voting rights) in 2 company®. In
many cases, the immediate shareholders of 2 firm are themselves corporate entities, or investmant
companles and other legal entities (Yeh 2005). This study then identifies their owners, the owners of their
owners, etc’. Foliowing Fan and Weng (2002}, to economize on the data collection, the ultimate owner's
voting rights level is set at 50% and not traced any further once that majority level is reached. Claessens
gt al (2000) who studied ownership stucture and controd in nine East Asian countries including Indonesia,
documented that in most cases the ultimate owner was an individual or a family, This Is an important
maotivator for this study which places consldarable emphasis on family ownership

This study then turther classifies significant minornty ownership where an individual, or group of
farnily members, holds more than 20% of a firm's shares (voting rights) and Is the largest controlling block
in the company.® The use of the 20% cut-off point has also been adopted by prior researchers such asLa
Porta et af. (1994) who studied corporate ownership in 27 countries and Claessens et al (Claessanset al
2000) who investigated company ownership in nine East Asian countries including Indonesta. La Porta et
al, (1999), for example, argued that the Idea behind using a 20% cut-oft Is “this is usually enough 1o have
eftective control of a firm” (p. 477), Moreover, according to the Indonesian Capital Market Law (Articie (1)
1985) a person thatdirectly or indirectly holds at least twenty percent of the voting rights of a company is
called a ‘substantial shareholder'. Similar to La Portaefaf. (1998) and Classsens et al. (2002), this study
does not consider ownership by individual family members separataly, but uses the family as the unit of
analysis. Family ownership also covers the ownership interests of family members beyond their sur-
names (i.e. it includes blood and marriage ties) and families are assumed to own and vote collectively.*
A company is then classified according to data extracted from the ICMD, IBOC, and INFORDEV publica-
tions, and firm's prospectuses. A dummy variable is used to identify the firms and is set equal to one if a
firm s considered to be family owned (controlled) and 2ero otherwise. '

Control variables

To control for compounding influences of cross-sectional factors, this study includes auditor type,
Size and leverage as control variables in the regression analysis. The perceived quality of the auditor is
also considered to be a possible determinant of the firm financial performance (e.g., Frankel, Johnson,

' Dirgct ownesship 0ocurs through shares registered in he name of Me ulimats owne: Indirest ownérship ocours through
shares held by entites that are controlled by the uitimate owner
Inmany cases, the ownarship of
thﬂsa immediats companigs can be collacted from the prospectus of gach company in he sample

* There-are saveral defintions of family firms, for exampis, se2 Villzlonga and Amit
12004}, They inciuds ditterent combinations of tamity ownership, management and comrol. This study s based on ownership.
*Indanesian Capital Market Law (Arycle 1, 1995] defines family sffifiztion' 35 3

family refationship by marriage’ and ‘family relztonship by descent both to the second degres, horizomtally as well as
verticzlly
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and Nelson 2002: Gul, Chen. and Tsul 2003). Prior research usually distinguishes between non-Big 4 and
Big 4 audit firms arguing the latter to e of a higher quality than the former {Heninger 2001; Mayhew and
Wilkins 2003). This study includes Big 4 as a control for perceived auditor quality. Indicator variable with
firm i-scored one (1) if the firm's auditor in fiscal year { is a Big 4 accounting firm; otherwise scored zero
(0). Size Is also to be expected has an impact on firms’ governance structure (Black, Jang, Schmid, and
Zimmerman 2003 Beiner, Drobetz, Schmid, and Zimmerman 2004, Brown and Caylor 2004). Thus, this
study includes Size as another control vanable in the regression model. Size is calculated as the natural
logarithm of the total assets of firm / at financial statement date 31 Dece mber 2006, Leverage is included
as prior studies show that financing decisions might influence the firm's corporate govemance (Black et
al. 2003; Brown and Caylor 2004). We define Leverage as ratio of book value total liabllities of firm to book
value total assets of firm / at financial statement date 31 December 2006.

Proxy measures for the dependent, independent and control variables are defined in Table 1 as
follows.

Table 1: Variable definition and description

Variable Description Variable Title
Dependent Vartable

Parcentage of the board of commssioners of firm / at financial statement date Kl

December 2008 that is indepandant s

Independeni Varizbles

Indicatol variabie with firm 1 scored one (1) if one owner (person, family, famity's
company). the govemment {local or national), of a foreign multinational at financial
statement date 31 December 2005 has a majority ownership (more than 50% of the
shares in a company); otherwise scored zero (0)

Indicator variable with firm / scored one (1) if an individual of group of family mambers at
financial statement date 31 December 2005 holds more han 20% of a firm’s shares
(voting rights) and is the largest controling block in the company; otherwise sc ored g
0]

Control Variables

indicator variable with firm i scored one (1) if teir auditor at financial statement date 31
December 2006 Is a Big 4 accounting firm; omerwise scored zero (0).

Natural logarithm of the total book reported assefs of firm / at financial statement gate 31 Size
Decamber 2008,

Ratic of book value total kiabiiities of firm 1 book value total assets of firm 7 at financial Leverage
statement date 31 Dacember 2005. |

Ewner Type

Dwnar [dentity

Auditor Type

Section 4 Descriptive and Statistical Analysis

Tabie 2, Panels A and B, provides the descriptive statistics for the dependent, independent and
control variables.
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Table 2: Descriptive statistics (N = 103)

Panel A - Continrous variables

Standard

Maan Median Daviation Minirmum Maximum
lndBoard g2 3333 1147 0.00 80.00
Size 2,781,654 503000 7923522 28,000 57.929.290
leverage £6.80 5763 e0.07 529 46.04
Panel B — Dummy regression variables
Fraquancy Percantage
hwer Type
T Maey B &5 62,86
Non-majorily 33 3704
Owiner lgentity -
- Family &7 63.81
~ Non-family - = w13
- Auditor Type B o
~ Bigd 80 4762
Non-Big 4 55 52.38

Legend, windBogrd. Percentage of the board of commissiongrs of firm / a? financial statement gate 31 December 2006 that
& Indepandent Sira: Total assets of fim / a1 financial statement date 31 Decernber 2006 Leverage: Rate of 1otal iabiites of
farrm ¢ to total assets of fem /8t financial statement date 31 December 2006, Owner Type: Indicator vanabls with firm / scored
ong (1) il one owner (pesson, family, temdy’s company), Te govermument (local or naional], of @ foreign multnational has a
magarty ownership [more than 50% of the shares in a company), ofherwise scored Taro (0). Owner idenily” Indizator vanabla
with firm | scored one (1) It an Individual or group of family members, holds mora than 20% of a firm's sharmes |voting rights)
and |s the largest controlling bkock in the company, ctherwise scored o (0] Avdifor Type: indicator varatle with firm £ scored
ong (1) If 8 company's audior 15 & Big-4 sccounting firm; otherwise scored zero ()

Panet A In Table 2 indicates that the percentage of independent board has an average of 39.12% with
a median of 33.33%. This s consistent with many other developing countrigs that the percentage of
Independent board directors/commisionars and independent members of the audit commitiee are under
50%. The size of the companies that are included in the sample has a mean of IDR2,781,654. Average total
liabilities to total assets ratio (Leverage) of the sample firms is 56.80%. In refation to the ownership
structure obsanved across the sample firms, Pane! B of the &bl indicated that 62.86% of firms ars
controfied by the ownars who have a majority ownership (more than 50% of a company’s outsianding
share). Panel B also shows that 63.81% of firms are owned by 2n individual or group of family members.
This is consistent with Claessens er 2l (2000) finding that Indonesian ownership concentration is higher
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than mast other countries, with the major shareholders controlling 61.70% of all corporations. Finally, anly
47.62% of firms hired a Big 4 audit firm as their auditor. This frequency Is lower than the case of Australian
and Singaporean (57.54% and 86.38% respectively; (Rusmin, Van der Zahn, Tower, and Brown 2006).The
main results’ for testing hypotheses (H, and H,) are reported in Table 3,

Table 3: Results ol multivariate regression

— 1 taml | Sig.
(Constant) 2.985 0.004
Owner Type - 1923 0.057*
Owner Identity 1,662 01000
Auditor Type 0.780 0.437
Size 0.565 0.573
Leverage 1.230 0221
Model Summary
F-statistic 1,581 0173
R-Square 0.074
Adjusted R-Squared o027
Sample Size

_L 105
Legend; * Moderatsly stapstoal significam p < 10

The Table 3 regression mode! estimates® shows that the coefficient on Owner Type is positive and
statistically moderately significant atp<0.057, Therefore, H, Is supported. This finding infers that owner-
ship concentration has a paositive impact on corporate governance. Jensen and Meckling (1876) and
Demsetz (1983), for examples, argue that managerial equity ownership will provide managers with
incentives to maximize firm value. Howsver, the result is contradictive to Simanjuntak (1999) who find
that management of Indonesian listed companies was generally under the cantrol of a majority share-
holder who tended to act in the interests of the controlling shareholders by expropriating wealth from the
minority sharehoiders. Table 3 also shows that a negative and moderately significant association (ata

" A torrelation matrix (not shown for brevity) reveals that %indBoardis positvely [negatively) associated with the Dwrer Type
{Owner identity) both for Pearson and Spaarman correlations. In addition, there is no significant corredation amongst the two
independant variables.

! Further backwand regression analysis (again not shown for brevity) finds confirmancry resusts

Bustrating that Owner Type and Owner identity are significant predictors of firms ' corporate governance (p-values 0.076 and
0.068 respectvaly).
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moderate level, p<0.10) between Owner /dentify and the corporale govemance proxy. This resuft sup-
ports the acceptance of 4, suggesting that the presence of high concentrated shareholdings by family
members might have an impact on corporate governance. Specifically, the concentrated family owner-
ship might have a negative impact on the corporate govemnance. This is consistent with previous studiss
in several different countries. For example, Joh (2003) in South Korea, Yeh et al. (2001) in Taiwan, and
Wiwattanakantang (2001) in Thailand document that concentrated family ownership corporate stuctures
complicate the problems associated with asymmetrical information, imperfect monitoring. and opporiu-
nistic behaviour and make corporate governance reform more complex

Further analysis using Independent Samples T-Tests reveals that the significant association be-
tween Owner Majority and SindBoard is driven® by the presence of high ownership concentration in the
firms. As shown in Table 4, the average percentage of independent board of commissioners in the majority
ownership firms (40.50%} is significantly higher {at p<0.062) than those of non-majonty ownership fimms
{36.78%).

Table 4: Descriptive statistics — Owner Type

r ' %IndBoard
N Mean sD | tvalue | Sig
1 (Majority) | 66 40.50 1273 | 102988 | 0.062" |
0 (Non-majority) 39 B8 | T4
- - 105 | |

—_— —

Legend; * Moderatsly statistical sigatficant p < 10

Apart trom the independent variables, the coefficients on Auditor Type, Size and Leverage are all
positive and insignificant related to %indBoard. This finding Is contrary to previous literature which
assumed Big 4 as a proxy for quality. Findings reported in numerous studies supportthatthe Big 4 auditors
provide higher quality audit than those Non-Big 4 (¢.g., Becker, DeFond, Jiambalivo, and Subramanyam
1998; Francis, Maydew, and Sparks 1999, Gore, Pope, and Singh 2001; Krishnan 2003), The insignificant
relationship between Size and govemance measurement |s contradictive with previous research (g.g.,
Black ef al. 2003; Beiner et al, 2004; Brown and Caylor 2004). Finally, the result on Leverage Is not
completely consistent with previous works, for examples Brown and Caylor (2004) and Black ef al
(2003), who report positive association between leverage and corporate gavernance measuraments

Section 5 Conclusions

Asian companies have fundamentally different ownership structures than their Westem counter-
parts. indonesian companies are even more extreme with very large family ownership and litie disper-
sion of shares (Claessens et al. 2000). This research project examines the affect of such ownership
structures on CoMmorate QOVEMance.

# Additional analysis, however. shows that that there is no significant difference between family and nen-family-owned firms
In piacing independence board of commissionars of the companies {p=_123) with the %indBoard average 37.85 and 41.35
peErcentage respectively.

JURNAL MAKSI
Yol 8 No. 2 Aguatus 2006 118 - 134




Two sophisticated measures for ownership structures are created. The firstis ownership type.
Great care was taken 1o delermine the uiimate owner by carefully racing the chain of ownership and
identified the utimate owner{s) that control the most voting rights by summing their direct and Indirect
ownership (voting rights) in a company. A dummy vaniable Is used to categorize firms, setequalto one it
a firm has a majority ownership structure and zero otherwise. Our findings show that 62.86% of firms are
controlied by the owners who have a majority ownership. The second measure is that of ownership
identity, A dummy variable is used to identify the firms and is set equal to one if a firm is considered to be
{amily owned (controlled) and zero otherwise. Our data reveals that 63.81% of firms are awned by an
individual or group of family members. This is higher than most other countries (Claessens et al. 2000).

In Indonesia, percentage of independent board (commissioners) is only 39.12%. A majority of
independent board members remains a rare avent in Indonesia. Muttiple regression analysis reveals that
both ownership type and identity are moderate significant predictors for board independence. Qwnership
structures in Indonesia do influence the level of board independence.

These findings are likely to be alarming for the Indonesian regulator (BAPEPAM). Very high owner-
ship concentration levels further dominated by familles are inherent to the Indoneslan carporate |and-
scape. Yet, these pwnership patterns directly reduce the independence of board members. Controls over
the majority owners unfairly treating minority sharehalders are thus weakened. This Indoneslan pattern
s a somewhat extreme but not uncomman scenario in Asian financlal markets. Westem solutions may
not be applicable or effective. New nules and regulations may be needed to provide more protaction of the
smaller investors

Corcermiad Famiy Cersrihg STuctow Weskaning Corporss Sowemance. A Davaioping Country Stony
Thw Gase of indonasian Gompanies

Tarmmiz! Acivmad




DAFTAR PUSTAKA

Alchian, A. A., and H. Demsetz. 1972. “Production, Infarmation Costs, and Economic Organization”
American Economic Review 62 (5):T77-785.

Anderson, B.G., and D. M. Reeb. 2003. *Founding-Family Ownership and Firm Performance: Evidence
from the S&P 500°. The Journal of Finance 61 (3):1301-1328

Barclay, M. J., and C. G. Holderness. 1988, *Privats Benefits From Control of Public Corporations”. journal
of Finangial Economics 25 (2):371-395.

Becker, C. L.. M. L DeFond, J. Jiambalvo, and K. R. Subramanyam. 1998. “The etfect of audit quality an
eamings management”. Confemporary Accounting Research 15 (1):1-24.

Beiner, 5., W. Drobetz, M, Schmid, and H. Zimmerman. 2004. “An Integrated framewark of corporate
governance and firm valuation: Evidence from Switzerand” www.wwz.unibas.ch/colilpublica-
tions/papers/2003/09-03 pdf.

Black, B., H. H. Jang, M. Schmid, and H, Zimmerman. 2003. Does corporate gavemance atfect firm value?
Evidence from Korea In Working Paper 327, Stanford Law School, Stanford, CA.

Boubakni, N., J. Cosset, and 0. Guedhami. 2005. * Postprivatization corporate governance: The role of
ownership structure and investor protection”. Joumnal of Financial Economics 76 (2):369-399

Boyeko, M. A Shleiter, and R. W. Vishny. 1895, A Theory of Privatization”. The Ecenomic Journal 106
(435).308-319

Brown, L. D, and M. L. Caylor. 2004. “The correlation between corporate governance and company

performance. Research study commissioned by Institutional Sharaholdar Services, Inc"
W bermmn, /il

Chang, M., R. Hillman, and |. Watson, 2005. “Are Corporate Governance Mechanisms Effective in Redue-
Ing Insider Trading Profits?". Company and Securities Law Journal 23 (2).165-180.

Chrisman, J. J.. J. H. Chua, and P Sharma. 1988, “Imporiant Atiributes of Successars in Family Business;
An Exploratory Study”, Family Business Aeview 11 (1):35-47

Claessens, 5., 5. Djankov, J. P Fan, and L H. Lang. 2002. ‘Disentangling the Incentive and Entrenchment
Effects of Large Shareholdings”. The Journal of Finance 57 (E):2741-2T771.

Claessens, 5., . Djankov, and L H._Lang. 1998. Who Controls East Aslan Corporations? Paper read at
Policy Research Working Paper 2054, at Washington, DC.

Clagssens, S., 8. Djankov, and L_H. P Lang. 2000, *The separation of ownership and contral in East Asian
comporations”. Joumnal of Financial Economics 58:81-112.

Craig, R, and J. G. Diga. 1998, “Corporats Accounting Disclosure in ASEAN". Journal of international
Financial Management and Accounting 9 (3):245-274.

Cull, R., J. Matesova, and M. Shirley. 2002 *Ownership and the Temptation to Loot: Evidence From
Privatized Firms in the Czech Republic®. Journa/ of Comparative Economics 30 (1):1-24,

JURNAL MAKSI
Voi & Mo. 2 Agustug 2008 176 . 154




Demsetz, H. 1983. “The Structure of Ownership and the Theory of the Firm". Joumal of Law and Econom-
ics 26 (2):375-390.

Demsetz, H., and K. Lehn. 1985, “The Structure of Carporate Ownership: Causes and Consequences”.
Joumal of Political Economy 93 (6):1155-1177.

Demsetz, H., and B. Villalonga. 2001. *Ownership Structure and Corporate Performance”, joumal of
Comorate Finance T (3):208-233

Denis, D. K., and J. J. McConnel. 2003. “Intemational Corporate Governance”. Journal of Financial and
Quantiative Analysis 38 (1):1-36.

Dhawan, R. K., R Mangaleswaran, A. Padhi, S. Sankhe, K. Schween, and V. Paresh. 2000." Asla Revaiu-
ate". The McKensay Quarterly (4):38-47.

Douma, 5. R George, and R Kabir 2006. *Foreign and Domestic Ownership, Business Groups, and Firm
Performance: Evidence from A Large Emerging Market”. Stralegic Management Joumal 27
(7);637-657.

Dyck A 2001, *Privatization and Carporate Govenance. Principles, Evidence, and Future Challenges”
The World Bank Research Observer 16 (1):58-84.

Dyck, A., and L. Zingales. 2004, *Private Benefits of Contral: An International Comparison”. Journal of
Finance 59 (2),537-600.

Faccio, M., L H. Lang, and L Young. 2001 *Dividends and Expropriation®. The Amenican Economic Reviaw
81 (1):54-78.

Faccio, M., and L. H. P Lang. 2002 *Uttimate Ownership of Western European Corporations™. journal of
Financial Economics 65 (3):365-385

Fan,J. P, and T.J. Wong. 2002. “Corporate Ownership Structure and the (nformativenass of Accounting
Eamings in East Asia". journal of Accounting and Economics 33 (3):401 -425,

Francis, J. R, E L Maydew, and H. C. Sparks. 1999, “The role of big 6 auditors in the credible reporting of
accruals”. Auditing: A Journal of Practice & Theary 18 (2):17-34.

Frankel, R M., M. F Johnson, and M. W. Nelson. 2002. “The relation between auditors’ fees for non-audit
sefvices and eamings management”. The Accounting Review 77 (Supplement) 71-105,

Friedman, R, C. Gray, M. Hessel, and A. Rapaczynski. 1999. “When Does Privatization Work? The Impact
of Private Ownership on Corporate Performance in Transition Economies”. Quarterly Journal of
Economics 114 (4): 11531191,

Gomes, A. 2000. *Going Public Without Govemnance: Managerial Reputation Effect”. Jaurnal of Finance 55
{4):615-648.

Gore, P, P Pope, and A. Singh. 2001. Non-auditservices, auditor independence and eamings manage-
ment. In Warking Faper. Lancester University Management Schiool, Lancester, U.K.

Gul,EA.,C.J. P Chen, and J. . L. Tsui. 2003. *Discretionary accounting accruals, managers' incentives,
and auditfees”, Contemporary Accounting Research 20 (3):441-464.

Concetns Famiy Oweanig Strucures Waakaning Carporits Goveemanca A Developing Gountry Story
Tha Cate of indonesizn Companias

Tarmlei Acimsd

—-



Han, J. C. Y, and §. Wang. 1998." Political costs and earnings management of cil companies during the
1830 Persian Gult crisis®. The Accounting Review 73 (1):103-117.

Heninger, W. G. 2001. “The association between auditor ftigation and abnormal accruals®, The Accounting
Review 78 (1):111-126.

Hermalln, 8., and M. 5. Weisbach. 2003, *Boards of Directors as an Endogenously Determined Institution:
A Survey of the Economic Literature”. Econormic Policy Review 9 (1):7-26.

Himmerberg, C., R. G. Hubbard, and D. Palia. 1999. *Understanding the Determinants of Managerial

Ownership and the Link Between Ownership and Performance”. journal of Financial Economics
53 (3):353-384

Holdemess, C. G., R. 5. Kroszner, and D. P Sheehan, 1899. *Were the Good Old Days That Good? Changes
in Managenal Stock Ownership Since the Great Depression”. The Journal of Finance 54 (2):435-
469

Holderness, C. G., and D. P Sheehan. 1988. “The Role of Majority Shareholders in Publicly Held Corpora-
tions”. journal of Financial Econamics 20 (1):317-346.

Hoskisson, R.E., R A. Johnson, and D. D. Moesa!l. 1994, *Corporate Divestiture Intensity in Restructuring

Firms: Etfects of Governance, Strategy, and Performance”. Academy of Management Journal 37
(5):1207-1251,

Indonesian Business Data Centre, 1897. Conglomeration indonesia. 3 ed. Vol. 1,2 & 3. Jakarta, Indonesia:
Indonesian Busingss Data Centre.

Information Resource Development (INFORDEV). 1898. The Indonesfan Family Business Profile: Expos-
ing 150 Family Businesses. Jakarta, Indonesia: PT INFORDEV ADITAMA.

———— 2000. Study on Problem Debtors of the Indonesian Conglomerates: Exposing Top 100 Busingss
Group. Jakarta, Indonesia: PT INFORDEV ADITAMA

Institute for Economic and Financial Research, 2004. indanesian Capital Market Directory 2004. Jak;ﬂa:
ECFIN.

Institute for Economic and Financial Research. 2007 lndonesian Capital Market Directory 2007 Jakarta:
ECFIN.

Jensen, M, C. 1993. “The Moderm Industrial Revolution, Exit, and the Failure of Internal Control Systems”
The Joumnal of Finance 48 (3):831-880.

densen, M. C., and W. H. Meckling. 1976. “Theory of the Firm: Managerial Behaviour, Agency Costs and
Ownership Structure®, journal of Financial Ecanomics 3 (3):305-360.

Joh, 8. W. 2003, *Corporate Governance and Firm Profitability: Evidence from Korea Before the Econamic
Crisls”. journal of Financial Economics 68 (2):267-322.

Kang, D.L., and A. B. Sorensen, 1899. *Ownsrship Organization and Firm Performance”. Annual Review
of Sociology 25 {1):121-144.

JURNAL MAKSI
Vol 8 No 2 lpusiue 2008 118. 132




Klein, A. 2002." Audit commitize, board of director characteristics, and eamings management”. Jourmal of
Accounting and Economics 33 (3):375-400.

Kole, 5. R, 1935, "Measuring Managenial Equity Ownership: A Comparison of Saurces of Ownership
Data". journal of Corparale Finance 1 (3-4):413-435.

Krishnan, G. V. 2003. “Does big & auditor industry expertise constrain eamings management?”. Account-
ing horizons 17 (Supplement):1-16.

LaPorta, R., F Lopez-De-Silanes, and A. Shieifer. 1988, "Law and Finance™, Journal of Political Economy
106 (6):1113-1155.

1899, "Comporate Governance Around the World". Journal of Finance 54 (2):471-517.

Lehmann, E., and J. Weigand. 2000. *Does the Governed Corporation Perform Better? Governance Struc-
tures and Corporate Performance in Germany”. European Economic Review 4 (1).157-195,

Mayhew, B.W., and M. S. Wilkins, 2003. "Audit firm industry specialization as a differentiation strategy.
Evidence from fees charged to firms going public”. Auditing: A Journal of Practice & Theory 22
(2):33-52.

McCaonnel, J. J.. and H. Servaes, 1330, “Additional Evidence on Equity Ownership and Corporate Value®
foumal of Financial Economics 27:585-612.

——— 1895 * Equity Ownership and the Two Faces of Debt". journal of Financial Economics 39 (1):131-
157

Monks, R. A, and N. Minow. 1995 Corporate Governance. First ed. Oxford, UK Basil Blackwell Ltd.

Morck, R, A. Shietfer, and R W. Vishny. 1988. *Management Ownership and Market Valuation: An
Empirical Analysis®. journal of Financial Economics 20 (1):283-315,

Murali, R., and J. B. Weich. 1989. “Agents, Owners, Control and Performance”. Journal of Business
Finance and Accounting 16 (3):385-398. :

Nenova, T. 2003. “The Value of Corporate Voting Rights and Control: A Cross-Country Analysis”, journal of
Financial Econormics 68 (3):325-351.
Porter, M. E. 1980. The Competitive Advantage of Nations. London: Macmillan.

Prowse, S. 1938. Corporate Govemance: Emerging Issues and Lessons From East Asia. Washington DC:
World Bank.

Qu, B. 2004. What Determines Corporate Ownership Concentration Around the World. In Aﬂ'h’ﬂnﬂﬂb“i}?
Financial Economics: Corporate Governance, edited by M. Hirschay, K. John and A, K. Makhija.
Oxford, UK: Elsavier Ltd, 221-246.

Rusmin, J.-L. W. M. Vian der Zahn, G. Tower, and A. M. Brown. 2006, “Auditor inde;ﬁandsnc_e. auditor
specialisation and earnings management Further evidence from Singapore”. Intemational Jour-
nal Accounting, Auditing and Performance Evaluation 3 (2).166-193.

Shieifer, A., and R. W. Vishny. 1986, "Large Shareholders and Corporate Contral”. Joumal of Political
Econarmy 94 (3):461488

Coroammaess Famdy Cwmenhip Snechums ‘Waalasing Corporite Gowsmance. A Developng Dountry Stosy
Tha Caze of Inclonasian Companies

Tarmviti Achmmad




. 1997, A Survey of Corporate Governance”. The Joumnal of Finance 52 (2).737-783.

Simanjuntak, D, S. 1998, *An Inquiry Into the Nature, Causes and Consequences of the indonesian Cnisis™.
Journal of the Asia Pacific Economy 4 (1):171-182.

Stulz. R. M. 1988. *Managerial Control of Voting Rights: Financing Policles and the Market for Corporate
Control”. journal of Financial Economics 20 (1):25-54.

Sundaramurthy, C., and D. W. Lyon. 1988. “Shareholder Governance Proposals and Confiict of Interests
Between, Inside and Outside Shareholders”. Journal of Managenial Issues 10 (1):30-44.

Tosi, H, L., and L, R. Gomes-Mejia. 1989. “The Decoupling of CEO Pay and Performance: An Agency
Theory Perspective”. Administrative Science Quartery 34 (2):168-188.

Villalonga, B., and R. Amit. 2004, How Do Family Ownership, Management and Control Atfect Firm Value?
Harvard Business School and Wharten working paper

Wiwattanakantang, Y. 2001. "Controlling Shareholders and Corporate Value: Evidence From Thailand™
Pacific-Basin Finance Journal 9 (4):323-362.

Yeh, ¥-H 2005." Do Controlling Shareholders Enhance Corporate Value?". Corporate Governance 13
(2):313-325.

Yeh. Y-H.. T-S. Lee, and T, Woidtke. 2001."Family Control and Corporate Governance: Evidence From
Taiwan®. International Review of Finance 2 (1/2):21-48.

Zingales, L. 1994. “The Value of the Voting Right: A Study of the Milan Stock Exchange Experience”, The
Review of Financial Studies 7 (1);125-148

— 1995 “What Determines the Value of Corporate Viotes?". Quarterly Journal of Economics 110
(4):1047-1073.

JURNAL MAKSI
Vol 8 No 2 dpusius 2008 118- 134






