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Abstract

This study aims to determine the effect of corporate governance on financial performance and financial
performance on dividend policy, then examining the effect of financial performance and dividend policy
on firm value. The research approach is quantitative with panel data type. The sample are companies
listed in the manufacturing industry on the Indonesia Stock Exchange. This study found that
independent commissioners' existence does not affect financial performance. The size of the board of
commissioners, audit committee members, and the number of board meetings do not affect financial
performance. The study also found that financial performance and free cash flow affect the company's
dividend policy. Indeed, the results show that financial performance affects firm value while dividend
policy does not affect it. These results have theoretical implications for supporting agency theory. The
independent commissioners will reduce conflict and thus improve the financial performance.
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INTRODUCTION
Research on corporate governance has been widely carried out in both developed and

developing countries (Hadi et al., 2020). It is realized that companies with good governance
are believed to protect the interests of shareholders. With good governance, it is expected to
minimize investment risk and contribute to financial performance. Many studies notice the
governance importance, including in Indonesia (Hadi et al., 2020). However, governance
research in Indonesia mostly refers to companies in developed countries, where good
governance can directly affect financial performance and firm value. Good corporate
governance is also needed in developing countries, so it will reduce investment risk for
investors. In Indonesia, good corporate governance can affect the company's financial
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performance, especially profitability (Azaria et al., 2021). High profitability is supported by
the availability of sizeable free cash flows, resulting in high dividend payments. Under these
conditions, the company's profitability and dividends will have an impact on firm value.
Corporate governance does not necessarily directly impact firm value because corporate
governance in Indonesia can only be observed through the board of commissioners' statements
and other information contained in the annual report. Meanwhile, a few activity reports were
provided by companies except dividends and acquisitions policies. An activity report has
negligible impacts on public investors until the company publishes the annual report (Asali et
al., 2019).

Gordini & Rancati (2017) stated that corporate governance strongly influences the board
and top management's actions to affect financial performance. Corporate governance has
attracted much research to examine the relationship between board characteristics and financial
performance (Ntim, 2015). Various kinds of good corporate governance measurements
including the size of the board of commissioners, the presence of independent commissioners,
the existence of the audit committee, and the frequency of board meetings (Michelberger, 2016;
Arora & Sharma, 2016; Charles et al., 2018; Gomez et al., 2018; Kili¢ & Kuzey, 2016; Assenga
et al., 2018). This study considers the natural conditions in the Indonesian capital market and
and the effect of dividend policy and financial performance on firm value which integrates
accounting-based and market-based performance.

The Effect of Board of Commissioners on Financial Performance

The board of commissioners is seen as an essential mechanism in a company because the
board of commissioners is responsible for overseeing and protecting the company's
shareholders (Campbell & Minguez-Vera, 2008). The board of commissioners plays a
fundamental role in strengthening corporate governance by monitoring and providing advice
on resource provision (Ntim, 2015). However, Yermack (1996) found that the board of
commissioners' size hurt financial performance. The negative relations occur because the
smaller the commissioners' size, the better it can communicate and coordinate. Then, the small
board size has lower costs and can make decisions more quickly. The negative relation is also
supported by Arora & Sharma (2016) who found that board size harms the company's financial
performance. A smaller board size will make it easier to reach an agreement at the time of
decision making and will be better due to greater coordination and fewer communication
problems. Another argument is that the board of commissioners' size with a smaller number of
members is more efficient in controlling management (Randgy et al., 2009). Unlike previous
research, Gomez et al. (2018) described that the board of commissioners' size does not affect
the company's performance measured through return on assets. There is no influence on the
board of commissioners' size on performance because it is not the size of the board of
commissioners that will impact performance but the effectiveness of the supervision itself
(Yilmaz, 2018; Paniagua et al., 2018). Based on the previous research, the hypothesis of this
study is stated as follows:
H1: The board of commissioners has a negative effect on financial performance.
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The Effect of Independent Commissioners on Financial Performance
Good corporate governance is also reflected in the presence of independent
commissioners. In Indonesia, the existence of an independent commissioner is mandatory as
regulated in the company law. The increasing number of independent commissioners can make
the commissioners act objectively and protect all company stakeholders. Furthermore, a large
board size can provide greater oversight and more effective decision making (Asali et al.,
2019). Arora & Sharma (2016) explain that the independent board of commissioners positively
affects the company's financial performance. The independent commissioners in the mainboard
are an essential topic in corporate governance because they can affect the board's effectiveness
and improve the company's financial performance (Gordini & Rancati, 2017). However, the
research conducted by Gomez et al. (2018) does not show significant impact of independent
commissioners toward financial performance. The relationship between independent
commissioners and financial performance is not proven because independent commissioners
often exist only to fulfil regulations in the capital market in developing countries (Yilmaz,
2018). Based on the previous research, the hypothesis of this study is stated as follows:
H2: The independent commissioner has a positive effect on financial performance.

The Effect of Audit Committee on Financial Performance

One aspect of good corporate governance is the existence of an audit committee. The
existence of an audit committee in Indonesia is regulated in the Law No. 40/2007, Article 121
(OJK, 2007). This audit committee is formed by and reports to the board of commissioners.
The existence of an audit committee for companies already listed on the stock exchange is
mandatory. The audit committee is formed by the board of commissioners with the aim of
assisting the supervision of the company.

An audit committee's existence is significant in determining which auditors to use and
jointly supervising the company's leading performance indicators. In Indonesia, companies
must establish an independent audit committee to oversee and improve the quality of financial
reports provided by management to shareholders. The more audit committee members in the
company can increase supervision activity to become more effective (Elmagrhi et al., 2017).
Adequate supervision will improve the company's performance because management cannot
rashly harm the shareholders (Sani & Musa, 2017). Based on the previous research, the
hypothesis of this study is stated as follows:

H3: The audit committee has a positive effect on financial performance.

The Effect of Board of Commissioner’s Meetings on Financial Performance

The following corporate governance aspect is seen through board of commissioners'
meetings frequency. The board of commissioners' meetings shows how often the board meets
every year (Benjamin & Zain, 2015). The board of commissioners' meeting frequency as a
proxy for improved corporate governance is that more frequent board meetings can increase
coordination and effectiveness, thereby giving commissioners more time to supervise or
evaluate management performance (Akbar et al., 2016). The positive relations are supported
by Elmagrhi et al. (2017) who stated that increasing managerial monitoring activities through
board meetings can reduce agency problems and improve financial performance, including
dividend payments. However, other studies explained that more and more meetings indicate
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problems in the organization and will decrease performance (Yilmaz, 2018). Based on the
previous research, the hypothesis of this study is stated as follows:
H4: Board of commissioner’s meetings have a positive effect on financial performance.

The Effect of Financial Performance and Free Cash Flow on Dividends

After describing the effect of good corporate governance on financial performance, the
following model examines the effect of financial performance and free cash flow as control
variables on dividends. Good financial performance is reflected in the high profitability and
adequate free cash flow within the company. Certainly, those aspects are included in the annual
and quarterly financial reports. In Indonesia, it is common for companies to distribute an annual
dividend, but not many can distribute dividends on an interim semi-annual basis. Companies
with good financial performance will distribute more dividends than those with poor
performance (Sani & Musa, 2017; Ye et al., 2019; Sanan, 2019).

Apart from high profitability, the existence of free cash flow also impacts high dividend
payments. With a large amount of free cash flow, management will prefer to distribute
dividends rather than reinvestment, especially in a deteriorating economic situation (Chen et
al., 2017; Atmoko et al., 2017; Benjamin & Zain, 2015; Tahir et al., 2020). In comparison,
research with different results is obtained by Elmagrhi et al. (2017), where profitability does
not significantly affect dividends paid by the company. Based on the previous research, the
hypotheses of this study are stated as follows:

H5: Financial performance has a positive effect on dividends.
H6: Free cash flow has a positive effect on dividends.

The Effect of Dividends and Financial Performance on Firm Value

The company's dividend policy affects firm value, as stated in the bird-in-hand theory.
Investors will perceive companies that pay dividends as a signal of good financial performance
because they set aside profits for dividend payments (Asali et al., 2019). In Indonesian capital
market, dividend payment announcement will be responded by the market with an increase in
share prices. The positive relations are consistent with Pandey (2015) statement, which found
that dividend policy will impact the market price of the company's stock. Companies that pay
dividends today are also seen as balancing the income needs for current shareholders and the
company's future investment needs (Odum et al., 2019; Asali et al., 2019). Investors will
perceive companies that can pay dividends positively because only healthy companies can pay
dividends to their shareholders (Asali et al., 2019).

On the other hand, companies that do not pay dividends will be perceived negatively
(Novita et al., 2016). In addition to dividends, announcements of increasing financial
performance in annual and quarterly financial reports also impact firm value. Investors will
respond to companies with good performance in the form of an increase in share prices — vice
versa. Companies with satisfactory performance will be able to grow in the future (Gunawan
et al., 2019). Novita et al. (2016) showed that the essential variable influencing stock price is
performance measured by earnings per share. It is also consistent with Odum et al. (2019)
which found a strong positive effect on a firm value's financial performance. Based on the
previous research, the hypotheses of this study are stated as follows:

H7: Financial performance has a positive effect on firm value.
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H8: Dividends have a positive effect on firm value.

Based on the concept of a framework that explains the relationship between each
variable, a research model is developed as shown in Figure 1.

The board of
commissioners
H1
The independent o
commissioners
Financial
; H3 Performance
The audit \Hi
committee H4 ]
H5 Firm Value

S

Board meeting Dividend
/
Free Cash Flow

Figure 1. Research Model

METHODS

This study uses a sample of manufacturing companies listed on the Indonesia Stock
Exchange, with the number of observations reaching 435 observations within 2015-2019 data
period. Data is obtained from companies that issued financial statements and there is no
negative equity. The data used is in the form of panel data where the test is carried out by a
classic assumption test and a model suitability test using the Chow and Hausmann test.

Firm value was measured by using Tobin's Q (Q) proxy, financial performance was
measured by using a Return On Assets (ROA), and the dividend was measured by using
Dividend Payout Ratio (DPR). Meanwhile, corporate governance was measured by the size of
the board of commissioners (UDK), the independent commissioner (K1), the size of the audit
committee (UKA), the board of commissioners meeting (RDK), and free cash flow (AKB).
The size of the board of commissioners was measured by the number of all board of
commissioners (non-executive) members. The percentage of independent commissioners
measures independent commissioners to the entire board of commissioners. Audit committee
members was measured by the number of audit committee members. However, board of
commissioners meetings was measured by the number of board meetings. Free cash flow was
measured by net operating cash flow divided by total assets.

This study uses company size and debt as control variables. Company size influences
financial performance. Large companies obtains economies of scale so their performance can
be better than small companies. Another control variable is debt, and companies with large
amount of debts impose a financial burden on the company to impact financial performance.
The control variable is company size measured using the natural logarithm of Total Assets
(TA), while debt is measured by total debt divided by total assets (DR).
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This study uses multiple linear regression with three models. Hypothesis testing model
is carried out in three models which can be seen in formula (1), (2), and (3).
ROA; = a + B,.UDK;; + . KI;y + 3. UKA;; + Bs. RDK;r + BsTAjr + Bs. DRyt + € ... (1)
DPR;; = a + B,.ROA;; + Bg. AKBir + Bo. TAit + 1o DRit + € covveerevreeeeereeesrerniane, 2)
Qit = @ + B11.DPRy + B12. ROA;r + Bi3. TAir + B1a-DRig F & oo, (3)

In formula (1), (2), and (3), ROA;; stands for return on asset of firm i on year t,
UDK;, stands for board size of firm i on year t, KI;; stands for independent board of firm i on
year t, UKA;; stands for Audit committee of firm i on year t, RDK;; stands for the number of
the board meeting of firm i on year t, TA;; stands for total asset of firm i on year t, DR;; stands
for debt ratio of firm i on year t, DPR;; stands for dividend payout ratio of firm i on year t,
AKB;; stands for free cash flow of firm i on year t, and Q;; stands for Tobin’s Q.

RESULTS AND DISCUSSION
Result

After performing the tests and following the assumptions, the results are obtained as
follows. Table 1 shows the distribution of manufacturing company data. After conducting the
multicollinearity test on each model, there are no variables that are experiencing
multicollinearity.

Table 1. Descriptive Statistical Output

Variables Min. Max. Mean N
Q 0.00 11.33 1.17 435
DPR 0.00 18.66 0.39 435
AKB -0.41 0.47 0.03 435
ROA -0.12 0.92 0.07 435
UDK 2 12 4.39 435
Kl 0.2 0.8 0.41 435
UKA 1 5 3.05 435
RDK 1 38 7.2 435
TA 11.13 14.55 12.49 435
DR 0.02 0.82 0.41 435

After carrying out the Chow and Hausmann test for panel data, the best model is
presented in Table 2. In table 2, * stands for sig.a at 10%, ** stands for sig.a at 5 %, and ***
stands for sig.a at 1 %. Model 1 shows the results of corporate governance as measured by
independent commissioners have a significant effect on financial performance. In contrast, the
board of commissioner’s size, the existence of the audit committee, and the number of meetings
do not have a significant impact on financial performance. Furthermore, only hypothesis 2 is
accepted, while hypotheses 1, 3, and 4 are not accepted. These results show that independent
commissioners not related to management and the majority shareholder can conduct more
effective supervision. Meanwhile, the size of the board of commissioners does not affect
performance. This result can be explained by using the company law, namely, the
commissioner's decision is single, and so the number of commissioners will not affect the
company's performance. This study results in hypothesis 5 that companies that are able to
generate high profits will be able to pay bigger dividends. For hypothesis 6 it is also accepted
that high free cash flow can be used by the company to invest so that the dividends paid are
limited. Hypothesis 7 also shows significant results where companies with high profits will be
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responded to by the market by increasing the company's market value. Hypothesis 8 shows
insignificant results where the size of the dividend payment has no effect on firm value

Table 2. Test Results for Three Models

Variables Model 1 Model 2 Model 3
Beta t-stat Beta t-stat Beta t-stat

o -0.259  -2.881*** -0.281 -0.248  -2.423  -2.064**
UDK 0.000 0.136

KI 0.204 5.162***

UKA -0.015 -1.534

RDK -0.000 -0.516

ROA 1.705 1.87* 10.106 13.438***
AKB -1.819 -2.268**

DPR 0.032 0.643
TA 0.028 3.519%** 0.070 0.745 0.269  2.752***
DR -0.124  -5.276*** -0.640 -1.729*  -1.170 -3.079***
Adj. R Squared 0.114 0.155 0.349
F Stat 10.364*** 2.140* 59.174***
N 435 435 435

Discussion

In the Indonesian corporate system, the commissioner is a supervisory function and
provides advice to the board of directors so he or she does not directly impact the financial
performance. The results of this study are consistent with previous research from Arora &
Sharma (2016) where there is no relationship between performance and corporate governance.
The result shows the negative effect of audit committee towards financial performance. The
extensive audit committee's size will impact the company expenses. Higher company expenses
will decrease the financial performance. The audit committee does not affect the financial
performance. This study is consistent with the findings of Abu et al. (2016). The reason is that
the audit committee's function is to carry out audit activities on what the company has done so
it does not have a direct impact on the financial performance. Boards of commissioner meetings
number has no significant effect towards financial performance. This study consistently
supports Naseem et al. (2017) who found similar results. The high frequency of meetings
indicates that the decision-making process on the boards of the commissioner is not easy and
will reduce the financial performance. This result happens due to the nature of the
commissioners, whose function is only to provide advice and supervision, so it does not directly
impact operational decisions and the financial performance.

From model one, company size significantly affect financial performance. This positive
result is consistent with the findings of Azaria et al. (2021). A large company will achieve
economies of scale so the production cost per unit is lower than a smaller company. Achieving
the economies of scale will have an impact on the higher financial performance. Furthermore,
the debt has a significant negative impact on the financial performance. These negative results
support the research of Azaria et al. (2021). Companies with large amount of debts will have
enormous financial burdens that negatively affect the financial performance.

In the second model, hypothesis five is accepted. The second model is a continuation of
the first model. More specifically, the first model tests the effect of governance on the financial
performance, while the second one examines the effect of the financial performance on the
dividends paid to shareholders. Table 2 shows that companies with satisfactory performance
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will tend to distribute more enormous dividends. This result follows the signaling theory that
only companies with satisfactory performance will be able to distribute dividends. These results
also support agency theory, which indicates that if the company performs well, the profits
earned can be distributed to shareholders, reducing agency conflicts between management and
shareholders.

However, this study also finds different results compared with the previous studies in
that the free cash flow has a significant negative effect. This result explains that companies
with ample free cash flow do not distribute their dividends more. This finding is consistent
with the descriptive statistics in Table 1 regarding the average free cash flow of the company
is quite low, but the average dividend distribution is relatively high. This result explains that
even though the company does not have a large amount of free cash flow, it still distributes
dividends because this is an important aspect to provide a positive signal for shareholders. In
the second model, the control variable, firm size, does not affect the dividend policy. One of
the reasons why this result appears is because many Indonesian companies tend to use the
previous regular dividend policy on the current period. This result implies that the company
size does not affect dividend policy because companies tend to pay the same dividend amount
in the current period compared with the previous one. The second control variable, debt, has a
significant negative result on the dividend policy. This result explains that companies with
large amount of debts will have an enormous financial burden, so dividends are much smaller.

The third model tests the effect of performance and dividends on the company value.
Financial performance significantly influences the firm value. These results are consistent with
the research of Gunawan et al. (2019). This result explains that when a company announces
that its performance improves, shareholders' response increases the price. A good financial
performance will guarantee long-term business sustainability so that many investors are
interested in the companies that have incredible performance. However, this study rejects the
following hypothesis, namely the company dividends will impact the high firm value. These
results support the research of Husha & Satria (2019). The dividend policy is expensive because
it will reduce future performance if the company distributes dividends. For shareholders, by
receiving dividend payments today, the benefits received today will be traded off with a
relatively stable stock performance in the future.

Conversely, if the company reduces dividend payments today, shareholders hope that
future business growth will be even better. This result impacts the size of dividend payments,
but it does not affect the company value. The third model also uses two control variables,
namely firm size and debt. Both control variables show significant results. Large companies
will be much more attractive to shareholders because the companies will be able to operate
economically and reap a bigger market share. Both aspects will have a positive impact on the
company's value in the future. For the debt variable, a significant negative result is obtained.
This result indicates that the companies with large amount of debts will have high financial
burdens, reducing the availability of funds for investment in the future.

CONCLUSIONS

From the discussed models, it can be concluded that corporate governance, especially the
independent commissioners, has a significant effect on the financial performance. Besides,
financial performance affects dividend policy and firm value, but dividend policy does not
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affect the firm value. These results have theoretical implications for supporting agency theory.
The independent commissioners will reduce conflict and thus improve the financial
performance. The first model shows the good governance effect on the financial performance,
only independent commissioners influence the financial performance. The size of the board of
commissioners, audit committee, and the number of meetings do not affect the financial
performance. The results of the second model test show that financial performance positively
affects dividend policy, but a negative effect of free cash flow can be seen on the dividend
policy. In the third model, the result shows that the financial performance hypothesis has a
pleasing effect on the firm value while dividend policy does not affect the firm value.

This study has limitations, one of which has a low adjusted R squared value. Only one
hypothesis is accepted from the four hypotheses in model one, namely corporate governance
measured by independent commissioners. From the results, future governance research can be
conducted by using other proxies such as institutional ownership, managerial ownership, and
gender diversity. This study also has limitations in the form of not finding the effect of
dividends on firm value. The use of dividend payout can also cause misperception among
investors. A low dividend payout ratio does not mean the company has poor performance. A
low dividend payout ratio may be due to the company retaining profits for investment in the
future.
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