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Abstract: This study investigates whether corporate governance
matters with regards to the dividend policy in Indonesian
companies. Previous studies on this subject have mostly been
done in developed countries, which have adopted the common
law, such as in the US and the UK.
This study uses 26
companies operating in the finance industry. Secondary data is
used from several sources, such as the annual report and
financial statement and related websites. This study uses an
independent sample t-test to analyse the data. Corporate
governance matters for dividend policy in Indonesian
companies. It is evidenced by the fact that there is a significant
differ ence in managerial ownership and board size between
dividend paid and dividend not paid. Profitability also differs
between dividend paid and dividend not paid companies;
companies with higher profitability tend to pay dividend. This
study provides empirical evidence that corporate governance
matters for dividend policy in Indonesian companies. There are
two contributions of this study: the result confirms the resource
dependence theory and the convergence governance hypothesis.
Index Terms: Corporate Governance, Dividend Policy,
Indonesia.

I. BACKGROUND OF THE STUDY
Dividend policy refers to the policy that cash dividend
should be paid instead of being retained. The dividend policy
optimalization charges a balance between current dividends
and future growth and maximizes a company’s stock price.
The dividend policy has been a finance puzzle and a
controversial issue among researchers [1]. Since the seminal
work of [2], explanation of the dividend- firmm value
relevancy has been offered by several scholars. They relaxed
the assumptions of the MM theory (e.g., no taxes and no
transaction cost), and concluded that information
asymmetry, transaction cost and taxes can be considered as
factors that affect dividend policy [3]. For example, [4]
argued that managers convey information about the
company profitability’s to the market through dividend
changes. This contention is also supported by [5] and [6].
Therefore, information asymmetry between management
and shareholders could be mitigated by dividend policy.
[7] argued that one of the mechanisms often used to
mitigate agency cost is dividend policy. Therefore, the
dividend policy is a tool to minimize agency and transaction
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costs. Further, [8] stated that the dividend policy can reduce
the flow of free cash that could alternatively be exhausted by
managers for their own benefit. In fact, [9] argued that
payment of dividends to the shareholders make a manager
to go to the capital market to raise capital more frequently
and this behaviour increases monitoring by the capital
market. [10] investigated the effect of corporate governance
mechanisms (insider ownership and concentration
ownership) on dividend policy. [11] argued that corporate
governance quality is linked to the company’s dividend
policy and concluded that a company with better corporate
governance is positively related to higher dividend pay-out.
This argument is that the stockholders will press the agents
to pay dividend from the excess cash flow rather than allow
it to be utilized for the manager’s private advantaget.
However, the effect of good corporate governance on
dividend pay-out could be negative. Governance quality
should be a substitute for dividend payment in the sense that
a firm with better governance is linked to agency cost.
Further, [11] and [12] argued that managers are likely to use
dividend as a device to mitigate the agency conflict between
managers and shareholders. However, the decision to pay or
not pay dividend does not always depend on the manager, but
also depends on other factors, such as legal environment,
regulations, institutional setting and other macro-economic
factors [13].
[11] Documented integration between dividend policy and
governance structure by using research object from crosscountries and they found that firms in Anglo-Saxon
countries pay superior dividends compared to the countries
under Continental European Corporate Covernance system,
where minority shareholders suffer from weaker legal
protection. Thus, policy of dividend may work for a device to
protect investors against management and large
shareholders’ expropriation. In addition, reference [14]
investigated the effect of corporate governance and dividend
policy. They concluded that companies with better corporate
governance have lower dividend pay-out ratio. Despite
several previous studies on dividend policy, [15] argued that
dividend policy remains an unresolved issue in corporate
finance. In addition, most previous studies have been
conducted in developed countries, such as the US and the
UK. [16] argued that there is a critical need for more
research based on the local context to get more
understanding on how corporate governance works in
different settings.
[17] argued that dividend
plays an important role in
Indonesia’s
companies.
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Government plays an important role by having more than
164 companies due to a maerket base economy [17]. [18]
assessed the quality of corporate governance in several
countries. They noted that Indonesia’s corporate governance
quality is the second lowest after Korea; and Singapore has
the highest score. In fact, Indonesia’s competitiveness has a
low ranking. In terms of the corporate governance system,
Indonesia has adapted the Continental European System.
[19] argued that there is a difference between the
original Continental European and Indonesia’s Corporate
Governance Systems. Therefore, a study using data from
Indonesia will contribute to the literature on corporate
governance, especially its relationship with dividend policy.
Therefore, this study investigates whether or not there are
any differences in corporate governance between dividend
paid and dividend not paid in Indonesia companies. Further,
this study investigates the difference between firms that pay
and do not pay dividend. This paper is organised as follows:
background of the study is the first section. The next part is
on the theoretical aspect. It then discusses the methodology
of the current study. The result and discussion are in the
fourth section and finally, the conclusion and
recommendations are given.
II. THEORETICAL ASPECT
A. Dividend Policy
The relationship between dividend policy and corporate
governance has drawn the attention of numerous scholars.
There are several theories which explain why some
companies pay dividend and others do not. [2] are the first
scholars to be concerned with the dividend policy and
introduced the theory of dividend irrelevance. [2] argued
that firm value is influenced only by its business risk and its
basic earning power. In addition, the firm value relys on the
income created by its assets; not on how this income is
distribute to dividends and retained earnings. However,
other scholars have relaxed the assumption of the MM theory
and concluded that a firm’s value will be maximised by
setting a high dividend pay-out ratio; this is known as the
bird-in- the-hand theory [20,21]. Further, the tax preference
theory has been introduced to explain why some investors
prefer a low dividend pay-out ratio and why the relationship
between dividend policy and a firm’s value is negative. The
most important conclusion regarding the above theories is
that dividend policy is significantly related to firm’s value.
The agency theory [7] is one of the underpinning theories
that explains why a company pays dividends. Under this
theory, agency conflict leads to agency cost due to the
separation between ownership and control. With regards to
the dividend policy, the principal will force agents to
disgorge cash out of the firm, thus reducing free cash flow
that management wastes or invests in a project with low
internal rate of returns (IRR) [8,9]. There are two opposing
hypotheses regarding the relationship between agency
problem and dividend policy: Outcome Hypothesis vs.
Substitute Hypothesis [11]. First, the outcome hypothesis
posits that companies with weak corporate governance tend
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to retain earnings in order to allow them to invest in projects
and acquisitions, use up perquisites and involve in empire
building that may increase their personal dignity but they do
not provide stockholder with sufficient benefits. However,
managers are less likely to misuse the flow of free cash, thus
increasing the elegancy of paying out cash to stockholders in
a company with good practice of corporate governance.
Second, the substitute hypothesis concludes that a larger
dividend substitutes for weaker corporate governance. In
other words, a company with poor corporate governance will
pay more dividend and vice versa.
Previous studies that support the outcome hypothesis
include [11, 22–25]. Using data from 117 Canadian
companies listed on the Toronto Stock Exchange, [22] found
that managers use the dividend policy to protect shareholders
and to reduce agency cost. [23]
found
corporate
governance has a significant effect on dividend policy for
1,096 SMEs in the UK. [24] concluded that firms with a
higher creditor rights protection (good corporate
governance) are more likely to pay higher dividend. Further,
[25] documented that firms with strong shareholders have
higher dividend pay-out. With regards to the substitute
hypothesis, [26] argued that firms with higher managerial
ownership tend to pay more dividend. In addition, [27]
concluded that firms with good growth prospects in countries
with weak legal investor protection, pay higher dividend.
B. Corporate Governance
The importance of good corporate governance for
making financial decisions, such as dividend policy, has
been mentioned by many scholars. The agency theory
(Jensen & Meckling, 1976) is the main theory used to
explain what factors affect dividend policy. The term,
’corporate governance’ has been mentioned by Berle &
Means from as early as 1932. In addition, corporate
governance has been defined by many scholars and
institutions. For example, [11] defined corporate governance
as a set of procedures in order to protect the interests of
outside shareholders from the company’s insiders.
Corporate governance is also defined as the whole system
of controls, both financial and otherwise, by which a
company is directed and controlled, as quoted by Cadbury
Report. The OECD defines corporate governance as a set of
connections among the Board of Directors, shareholders and
other stakeholders.
Indonesia’s Corporate Governance System is adapted
from the Continental European System. Indonesia’s
corporate governance characteristics are marked by weak
legal enforcement, concentrated ownership, family-based
ownership and ownership through business groups and
involving the controlling shareholders in supervisory and
management boards [11]. [29] categorised Indonesia’s
culture as a low trust society which therefore influences the
corporate governance structure, such as ownership and
board structures. According to [11], Indonesian companies
should pay lower dividend
since Indonesia’s Corporate
Governance System follows
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the Continental European System which originated from
French civil law.
Information asymmetry arises between agent and
principal due to the separation of ownership and control,
thus increasing agency problems and cost [7]. To resolve
agency problems and cost, corporate governance
mechanisms could be used. These mechanisms can assure
shareholders that managers will act based on the
shareholders’ interest. There are two corporate governance
mechanisms: external and internal mechanisms. [30] said
that the internal mechanism could be in the form of Board of
Directors and ownership. [31] explained that the Board of
Directors plays an important role in mitigating agency
problems. In addition, the Board of Directors has authority
and control to check the implementation of corporate
policies by managers [32].
The role of board independence in mitigating agency
problems may be explained using the Resource Dependence
Theory. [33] said that outside directors often help a
company secure resources through their external
associations. In addition, [34] stated that directors can draw
resources for successful company operations. [35] concluded
that company with a high proportion of non- executive
directors tends to upgrade the company board
independency. [36] posited that there is a positively
significant association between board independence and
dividend policy. Further, [15] studied 714 Canadian
companies from 2002-2005.
They found a positive effect of board independence on
dividend policy. [3] also found a positive relationship
between board independence and dividend policy using
Australian companies. However, [37] concluded that there
is a negative association between dividend policy and
board independence. Board size refers to the total number of
board members carrying out the monitoring function.
There are two conflicting views regarding board size.
First, a small board is more effective in monitoring
management decisions [38] as it reduces the problem of
communication and the decision-making process. The
second view stems from the resource dependence theory
[33], which suggests that a large board provides the
company with diversity in terms of expertise, experience and
knowledge of its members. Very few studies have
investigated the impact of board size on dividend policy. A
prior study by [36] used companies from Sub-Saharan
Africa. They concluded that there is a positive relationship
between board size and dividend policy. From the
discussions above, we predict that there is a positive
relationship between board size and dividend policy.
As mentioned above, another internal mechanism of
corporate governance is ownership. The agency theory
proposes that management should have a small portion of
company stocks in order to have an interest on net income
and this interest must be aligned with shareholders’ interest
[39]. However, the ownership portion must not exceed the
limit such that it may lead managers to opt for the
accounting decision which benefits their personal interest
and influences the motive to maximize firm value [39,40].
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[26] investigated the relationship between dividend policy,
and incentive of magerial incentive and concluded that
agency costs are mitigated by managerial stock incentive for
firms with surplus cash flow problems.
[41] also
investigated dividend policy and managerial ownership
and conclude that there is a negative association between
managerial ownership and dividend policy. Based on the
theory and previous studies, it can be predicted that:
H: Corporate Governance matters for dividend policy
in the Indonesian finance industry.
III. RESEARCH METHOD
As mentioned above, this study investigates whether or
not there are any differences in governance and
characteristics between firms that pay dividend and firms
that do not pay dividend. In addition, this study differentiates
between dividend paid and dividend not paid companies
using company age, size, leverage and profitability. This
study uses companies classified as the finance industry and
listed on the Indonesian capital market. Due to
unavailability of data, the final sample of this study is 26
companies for the 2009 to 2014 period. Data was collected
from financial reports, annual reports and other company
information gathered from the IDX website, company
website and other electronic sources. Dividend policy is
measured by dividend per share divided by earnings per
share. Board size is the number of supervisory board
members in a company [42, 43]. Board independence is
measured by the number of independent supervisory board
members divided by total number of supervisory board
members [44]. Managerial ownership is measured by a
dummy. Total assets is used to measure company size [45,
46]. In this study, company age is the number of years since
a company started its business [47]. The present study uses
firm leverage which uses total debt divided by total assets as
proxy [48,49]. Finally, firm profitability is measured by net
income divided by total assets. The independent sample t-test
is used to test the hypothesis.
IV. EMPIRICAL RESULT
Having discussed the research method, this section
explains the result and findings. Empirical research begins
with a statistic descriptive. Dividend policy is measured by
dividend per share divided by earnings per share. In the
sample, there are companies that did not pay dividend
during the observation. Dividend pay- out mean is 10.63%,
which means that for every Rp 1, earnings paid to the
shareholder is Rp. 0.1063. The maximum value of dividend
pay-out is 55% with minimum value of 0%, compared to
previous studies, where it is 18.6% (Adjaoud and
Ben-Amar, 2010) and 36% [3]. In addition, it can be
concluded that the dividend pay-out value for Indonesia’s
companies is lower than Australia [3]; it therefore
confirms the finding of [11] that countries which have
adapted French civil law tend
to pay less dividend than
countries
which
have
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implemented common civil law, like Australia.
The second variable is managerial ownership. The
maximum value of managerial ownership is one and zero
for minimum value. The average number is 0.3013
which means that only 30.13% of the sample have
managerial ownership and the rest do not. Supervisory
Board size has a maximum number of 13 and a minimum
number of five board members. In addition, the average
number of board members is seven persons. Indonesia’s
board size (average) is a bit lower compared to the finding of
[36] who found 9.48% for South Africa, 8.6% for Nigeria,
7.98% for Kenya and 8.7% for Ghana. Mean value of board
independence in this study is 31.06% with the minimum and
maximum values of 13% and 50%, respectively. This
finding differs from a prior study done by [36] who
obtained a mean value of 61.9% for board independence
for South Africa, 87.83% for Negeria, 84.76% for Kenya
and 27.01% for Ghana. The average board independence for
the four countries (Sub-Saharan Africa) is 65.37% which is
significantly higher compared to Indonesia (31.06%). Mean
value of company age is 42.73 years with minimum and
maximum values of 15 and 119 years, respectively. Average
values of company size, leverage and profitability are Rp.
99,672 billion, 68.04% and 2.06%, respectively. Details of
minimum, maximum, mean and standard deviation values
are demonstrated in Table 1 below.
Table 1: Descriptive Statistics of Research Variables
Variables
Min
Max
Mean
SD
DP (%)
0.00
55.00
10.63
14.97
MO (dummy) 0,00
1.00
0.30
0.46
BS (Person) 5.00
13.00
6.98
11.78
BI(%)
13.00
50.00
31.06
11.98
CA (years)
15.00
119.00
42.73
23.22
CS
0.19
855,04
99,67
174,96
(Rp.billion)
CL (%)
10.00
98.00
68.04
30.48
CP (%)
-7.88
28.00
2.06
32.37
Notes: DP = Dividend policy, MO = Managerial ownership,
BS = board size, BI = board independent, CA = Company
age, CS = Company size, CL = Company leverage, CP =
Company profitability.
The result of mean values for dividend paid and not paid is
shown in Table 1. Compared to firms that paid dividend
(0.250), firms that did not pay dividend have a high
managerial ownership (0.337). The test indicates that there
is a significant difference of managerial ownership between
dividend paid and dividend not paid. Companies that paid
dividend have larger board size (7.141) compared to
companies that did not pay dividend (6.869). In addition, the
test also indicates that there is a significant difference of
board size between dividend paid and dividend not paid
companies. Futhermore, firms that paid dividend have a
slightly higher board independence (31.7%) compared to
firms that did not pay dividend (30.6%). However, the
difference is not significant.
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Table 2: Mean value of Dividend Unpaid and Dividend Paid
Variab Dividend
Dividen
Difference
le
Unpaid
d Paid
O Mean SD
O Mea SD
F
Sig
bs
bs n
stat
Governance’s
Characteristics
MO
92 0.34 0.48 64 0.25 0.44 5.7 0.017*
8
**
BS
92 6.87 0.94 64 7.14 1.45 10. 0.022*
30 *
BI
92 0.31 0.31 64 0.32 0.12 0.1 0.715
3
Firm’s
Characteristics
CA
92 43.48 24.1 64 41.7 21.9 0.4 0.695
4
3
8
7
CS
92 101,5 182, 64 96,9 165, 0.0 0.893
9
15
2
46
6
CL
92 0.67 0.14 64 0.69 0.29 1.1 0.278
9
CP
92 1.90 2.36 64 2.30 4.20 2.9 0.086*
9
Result of Independent Difference Test
Notes: MO = Managerial ownership, BS = board size, BI =
board independent, CA = Company age, CS = Company
size, CL = Company leverage, CP = Company Profitability
***, **, and * is significant at 1%, 5%, and 10%.
From firm characteristics, it can be concluded that
younger firms are likely to pay dividend compared to older
firms. Regarding company size, the small firms tend to pay
dividend as opposed to the big firms. This result contradicts
the prior study of [22] which found that big size companies
tend to pay dividend. However, higher leveraged firms paid
dividend compared to low leveraged firms. This result does
not concur with the finding of prior research of [3], which
found that companies with higher leverage paid lower
dividend. Finally, high profitability firms tend to pay
dividend compared to low profitability firms. This
finding is consistent with [22]. Among the variables used to
represent firm characteristics, only company profitability
shows a significant difference between dividend paid and
dividend not paid. Managerial ownership matters for
dividend policy due to the significant difference between
companies that paid dividend and companies that did not.
Companies that have low managerial ownership tend to
pay dividend. This finding is aligned with the convergence
governance
hypothesis
[39]
where
managerial
ownership is an important incentive for managers to have
the same interests as shareholders. However, it does not
hold after ownership exceeds a certain limit that can make
managers more powerful (entrenchment hypothesis) [40].
Besides, this study is consistent with [41] and [26] who
concluded that managerial ownership matters for dividend
policy.
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Board size also matters for dividend policy. The result
shows that there is a significant difference between
companies that paid dividend and companies that did not.
Companies with a larger board size are likely to pay
dividend. This finding is consistent with a study by [36] and
it also confirms the resource dependence theory [33]. A large
board tends to provide the company with diversity in terms
of expertise, experience and knowledge of its members.
This diversity will affect the judgment of the
Supervisory Board so that the monitoring will be effective.
The third significant difference is company profitability.
The result is that companies with high profitability tend to
pay dividend. The possible explanation is that high
profitability companies are likely to have available cashflow
to pay dividend. This finding is aligned with the finding of
[36], especially for Nigeria and Ghana, where higher
profitability companies tend to pay dividend.

[8]

[9]
[10]

[11]
[12]

[13]

[14]
[15]

[16]
[17]

V. CONCLUSION AND RECOMMENDATION

[18]

Dividend policy and corporate governance are two areas
which are continuously being researched. However, there is
a lack of studies done in countries that have adopted the
French civil law, especially in Indonesia. Indonesia, with its
unique governance system, can enrich the corporate
governance literature. Therefore, this study investigates
whether corporate governance matters for the dividend
policy. By using 26 companies operating in the finance
industry, it can be concluded that corporate governance
matters for the dividend policy of Indonesian companies.
To reduce the substitute hypothesis [11] and the
retrenchment hypothesis [40], company monitoring must
be effective. This study suggests that future research focuses
on the regression between dividend policy and governance
variables.
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