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Political connections, overinvestment and
governance mechanism in Indonesia

Mahommad Masih', Admirclty Safvira Al-Chal®, Iman Harymawan ™, Imean Heider® ond
Madia Klorita Rahoyu®

ﬁﬁ'r.mcr.: The puspose of this study is to investigote the ossociotion between
pofitical connections and cwerinvestment in Indenesio os o democrobic, multi-porty
ord developing country, This study uses somple of 1,088 ond 583 firm-yaor obser-
iors from Hsted firms on the Indonesian Stock Exchonge from 2012 to 2017
bwo-stoge model 15 used bo address overinvestment, which used bwo differant
measurements, then continued by crdinary least square regression to estoblish the
main anotysis result. This study finds that political connection is negotively osso-
ciated with overinvestrnent in Indonesia, We olso find thot this negotive ossociotion
iz increasing due to the existence of govemance mechanism from both externol ond
internad parties of the firmn. Owr results indicate thot the significont negotive asso-
chitions bebween politicol connections with cverinvestment, which kater is
strengthen by governance mechanism might be coused by several differences in
instibutional setting andfor political connections benefits between the previous
research in Ching and with the place wherne this resegarch is taken. This paper could
give insights in decision-making for stokeholders to onticipate cerbain homnful

PLBLIC INTEREST STATEMENT

E:-] UT THE AUTHORS
This paper anolyses [he asodotion belween

armmad Mogih s o Profesor ond olsg

o rector of Universitos Alfonggo, Indonesia. His
currenl reseanch Touses include corporole gov-
ermance Esues: political ond miltary connec-
ticrry in business, and ingnc ring
Aukminalty Safvirn Al-(holiis e sbadent at the
Depantmaent of Acoounbng, Unkersibos

Mirlangge
Imnan Hory mavsan i an Assistong Professor in

the Faculty of Econamics and Business,
Uniwersibas-Aidangan, Indonesia. He obbaned
Trix PR 2OTE] Trdem Ty Universily af

Hong Kong. His cument resoarch foodses include
crporale govirnancs Bues, ool and mil-
bary connechons in business, ond finoncial

Imran Holder 5 o iecturerof Curtin Unhsersity,
Avint i, Mig curmen messdrch Ratusss nckide
anolyst forooast properties, Ceo :td.l.t:,',tm per-
ieral ﬂ'ﬂrh![l'riﬂi!_!-, Cd power, Capernie
Gowernonce, Disclosres quolity, Enmings
Cualily,

Madia Klorro Rohoyu 5 o student ot the
Depaivenl of Actounling LRkl
Arlongga

paliticol connections ond cveimesimant in
Inchoresia 08 o dermacrolle, rell-porty ani
dewploping country: This study finde that poliical
conreciion & reqobhel osiocioned with Jverin-
westrenl in [Mdonedsio, We aleo lind et thic
negalive DEsockRion is incredsing due to: the
eeplerte of goverenie mechone m feom bolh
eatgrnal and internd parties of the firm, Our
FeRulie indicone thil the sigrilioant negotie
ossnoations betwseen polkicol connections with
ehainveclimend, which ke & Erengien by
govEmanCe mechanism might be coused by s
erpl diflergnies ininsinullondl segting and/ar
palifical connections benedits botwean tha pre-
winug reseanth in Chino ond with the place whens
this resonorch-& boken. This poper could give
ingghts ir dedision-making for sokeholders 1o
anficipate certain homill ksues 1o the cormpa-
riess thal right be acoumed By their polticoly
conreched lop monogemiont

frtrigai o JUE-ER] 4 0 foe res

@ @

i A0 The Ak boesl Ths open cecem orbice 5 Sdnbuted under o Lregbar Lommam

ﬁvﬂdu




P el ol Sogent Econamics & Finance (2020, & 1700310 ki cogent -- cconomics & finance
Btpa:tidel.org! 101040721 11039 20201790 228

izzues o the companies that might be oocusred by their politically connected top
managameant like directors ond commissioners,

Subjects: Political Econamy; Finance; Business, Manaogement and Accounting

Heywaords: ovarinvestmant; palitical connections; government machonism
Subjects: M&; ME1; MEE

1. Introduction

Felitical commection is ene of presvolent phemnamenon in the ward, whethir it i in o devsloped,
develioping or even underdeveloped coundry. Mat 1o memtian Indoneso thal once ever led by the
same presidend for mose than 30 yeors stroight. since then politicol connections started to be a hat
isswe within the country and remained until todoy. There is no widely occepted defintion of
palitcd comnectians, since eoch ressancher hos ther own Dul similar defmiion Faotke (7005}
considered politicaky connected fiems when their execathes, boords of directors, businessmen
frinds ar farmdy ore palithcions, Wiike Fisran (2001) salised pelitloal connectian in Indongsia as
the closensss relabanship with Sosharta' ond his fomily. Prior stedies find that political connec-
tiars con add volees and deriee significont benefits which con be soey for sach compony, such as
eorlier supparts from gowemment during cerbain crsis, voleable irsider informotion oferings like
futiere palicies, lighter fes, opproachoiie finandiol resources ke low interast rotes on long-term
deal, and oocassible gowermementol contracts {Blow et al, D013 Facok, 2000 Goddrmon eb o, 201 1;
KR & Meon, 7005; Let al, 7008; Messen & Ruenel, 2000; Yeh et al, 70135 Becavse of thass
odvartoges, mony fems tend to misused political cormections for their can soke and hormed
other porty. The types of politicol connections misuses ore wary; @ can be relabed to preferential
bk lpans (Yeh et al, 2003, firm performarce (Wong & Hoay, 2015}, earning quodity (Hargmawon
& Mowlond, 7005), investment efficency (Ung @ al, J016) ond raragesiol awerconfdence He
et al. 2058)

Although edensve reseorches have been dore between the links of pofitical cannection with
pther factors, very few studies have oddressed the link between paliticol connection and its effect
to overinvestment As for oz the witer's knpatedge, there are only two recent resemrches done in
this topic, First, i /s 0 study dorse by S et ol {20713 about the relotionship between politoal
cannections and gwasdmesiment madercted with the relabed posty trorsoctions, Second, reseanch
by Ling et al, (7016} which oims ta find the rebatiarship betwesn politicol conmectians ong sevenal
independent wanables; owerimeestment, firm perfoemonoe and oons s real estote firmes. Scth
studies happen 1o wse somphe from Chino, and mopst of the stisdies rdated 1o politicol connections
isualy taken from these. We hardly find smilor stidies in other country, which howve different
chasacierstics from Ching. As for o5 we know there ane anly research from Soeed et al, (20160 0
desveboping cauntey Eing somple froon Pakistan, ond resedrch token froem demecratic ceuntry af
Tunksio by Bercheln and Tokbok {2017), which migmly talked about pelitical connections ord firn
performonee. S0 we oddress thes research gop [0 exomine the relotionship bebseen palitical
canmnections and owerinvestment in o developing democratic ord malti-porty country.

This paper will exomine whether ar nel the assecimtion of pelticol conmections ond everinvest-
mint i Irdorssio will achieve sgnificont positee result like the prior resennch {5 &t al, 7013}
token in Ching White epporenly, both Chino end Indonesio have citical differerce in QuderTy
mental noture. Snce this study moinly tolks about political cormectans, o greot defferent on
gaovemmendal issue will bkely o precede diffesent resecrch result os governmeent and palibcs ane
twe inseparable issses. China adopts comenurssm system where Communist Porty of Chino {C8C) is
the sohe porty b0 power I bhe coundry wha hos bath centel and local coganezations of the
gereernment [Ching Intermet Indoemnation Center, nod b Whike Indanesk edopt presidential and
dernacratic system with malti-pasty, where President o5 the heod of state ond the heod of
govemment is elected by the peopbe theough genenal dections. osssted by ministers o rums the
gpovemment, ond superised by the pozliorment (Kemertenion Komunizasi dan Infoematiko Bepublik
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Indoresn, 2007} Dwe to kigh rumber of poftical parties, Indorssio tends ta howe high palibcal
twmaver. [t showed by the phenomenon where wheneses there is o new presidential ebection,
thesre will be a rew political coolition mode omang the porties: the members of 0 coalitien for
current presidentol election usually will be different with the futuwe gresidential election Mormally,
the member of coslition partes af the elected preskdent will be cnosen te be seated as ministers,
directors of stale pwned enterpeises, or cther top paliticol positions. With this phenomenon, there
i= a high probakility where politicol cornections would not provide stobbe benefits to those wha
ramied them It i becowse this ourrent pressdentiol era would gve them great odvontages, but in
the controry different presidential eno in the futie could be o Dedenenandg te them, or otheradse,
Thais, this is wiy Indanssio is 9 poeticulorly inteeesting cose for this stady,

Az mentioned by Suetal. {2011] thot the Il.i::i canmeclions of top-ronking gosernment officiols
heree o Sgnificant positive effect on corporabe oeerinsestment whiglcordirms Ehat economic expecio-
tiors ond grawdh in Chino are based on the rebotionship that knoan oS guonai, among Chinese
campankes whene investment is lorgely deivien By govermment policy. These results may nat be walid
in bbonisia Deouise of differences in politcnl conditlons thoge for different from Ching. Thi impoct
o palitical connections s olse known 00 De mane visikle in less developed coundries and Bgve high
lewels of comupdtion {Faccip, 1010, 2004). Furthesmmoee, the effect of the polibicol connection i din
jurisdictions whene the level commeption is high (Chen et ol 20L0). This wos olso suppoeted by Boubokri
et al. {2012}, who foend that companies with politicol connections wil have lowes copitol costs in
cousFies with Righses besels of cormpbian, lower levels of demaonacy, less siock morket hquidity, and
lowir prass freadorm, Fram these eaplanotions, we pradict that politcol conmacton in ndanesia wil
hepee @ repgative assocotion with the eyenmsestment,

g investigate this study, we use dato from Bsted firms in Indonesio Stock Exchange {IDX] for
yeors. 2012-2017. Dota is gathered through GSIRIS, fnanciol stotements, ond annwal reparts. The
fimancial Industry (510 6) is exchaded from this sompbe dus to different notene af epodting. We use
Ewe-E1ag8 I'E{FﬁE-iﬂﬁ maxdel for this Bty tha first Bloge = b asthmdabe he ovesbngesmant
voriabie, then the second s10g4 55 10 588 e ossocieton Dabwean politcal comnadctions ond avar-
imestment. We inoopomie bao different overinvestrnent meosurements by Richardson (2000}
ond Su etal (201 1) The sample for this reseoech differs from each owennuestment meosuement;
ofter exduding missing data, there are 1,06% ond 543 firms from 5S¢ et al. ond Richordson,
recpaciivaly,

B5 pxpected, ous finding indicotes 0 negotive shgnificont associoticn between political connec-
tiars and cwerirsestment i Indonesa. Additonal tesis using interoction with some control
voriables such os ratio of mdependert director, oudited by big 4 aweditars, ond number of sub-
sidiaries ore applied to see whether or not any changes would mode. These odditional tests
discover thot fems will wndesineest more than they would hove, if Ehey were contralled and
mgnitaned by both externc gnd intesmal porbes, Overinvestment con be pushed by greot gowen-
ence reechanism, Becouse when the firn s besng contredied ond monitaned it will becoms mane
cautious with its decision maoking.

O reseorch contibubes in a few different ways. First, unlise pther research which only foous on the
potitical backgrounds of CED or chairmaon to medasure political connections of o fiem, o research
emphass o0 ovenll politcod bockgravnds of tep monagemsent such as bogsd of deectars, boord of
commissaners, bognd of audit comenitiess and corpomie secrebary then clossify them imo several
types of poktical connections ocoording to the cotegones of Polibcolly Exposed Person requioted in
Bank Erdoresio Reguiation Mumber 12/ 3P8E1201 0. Second, gur paper is the first ressarch to docsment
the associotion between political conne clicns ond ovesinvestment in Indonesio.

The rerndinder of this popes vt a5 follows: Section 2 kays out the resecnch hepotheses
o discesses reloted lienabure; Sectian 3 descabes doto, somple and voriobbes; Section & spadfias
the empivical modeds, presents the main results and discusses the findings; Section 5 condudes.
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1, Literoture review ond hypothases

According to free cosh flow owesiveestment thedry, when o compony’s mtemol fimancing is
olrandont, excess free cash flow is generated, and then componies can toke advontoge of excess
intermal furds far mvestment. Irvestment con be interpreted o5 o decsion o spend curment furds
far assats o ardes to !}ﬂh Il el (AL & Sieegar, J0A]L Tnvestmsent ploss a catical rle inside and
gubside The company. In Che inside, s ensuing componies” sustanaile develogmment in mar ket
campetition ond oreating new wvalue for shorehalders, In the atside, it 5 oae of the essentiol
factars i maorosconamic cutput growth Wong et ol, 2010k

Firms may suffer from underineestment or oeerinves iment im monoging ther irvestment expen-
dituee (Myers, 197 7). Richardsen {2005 1601 sald, “Ovennvestrent 5 defined as investment expen-
e bayond thol reguered Do maintoin 055815 In ploce and e finonce expecied mew Investmants
in positive nelb present valise (W] prosscts™, AL the condrary, undennvestrrsnt is when the
imesbment expenditire of o compony i less thon #s expected amownt. Study by fensen (1554}
implies thot an overineested firm will mare lissy 1o invest in boa-berefit or even volue destrsction
progects. [t is expected that those investment inefficiency conditivns happened dee to agency
peiEam, sinde manogement may see s sppoetunity 10 expeogeiate the oweiloble resaisces
Do, 1955; Officer, 1011}

There ore sorme definitions of political connections from previous reseorche 4 fem s med as
paiticolly connected fern if "ot beast one of its lorge sharchalders fanypone contrelling of lkepst
10 percent of voting sharesh or ame of its top officers {CEQ, president, vice-president, chairman, ar
secraiory) 1 oa member of porliament, o mirgster, oF is closely rebabed te o top politicion ar porty
Faccio, 7004} Boubakrl 1 al (707 7} ard Horpmeraan and Bowlond {20716 relied on the defintion
frawm Frccio (7006 which anly delineate politicol conmections when o top officer or shameholders
with mare thon 10 percent shores in the firm = a member of parfioment, o minister of Somesane
whao dosely reloted to top polticons. Then, Waong ond Hoay (2018} solued polibcal connections
guite musch the some, but then clossify them it fowr types government-Gnked componies {GLCs,
intarchongeably called gs S0EC), the boord of directees, business ownes, end famiy mambsrs,

Them are S8 uniquee rescns why Indonesio 5 oan dedl seltfing 1o examine this reseanch,
Firstly, as for fodoy Indoresio requiotion regording investrment decsion only concentrote on
indmidunl ivvestor which stated on Low of Republic Indoreso Bumber 25 yweor 2007 conoeming
Irvestment. Undortumately, this esisting regulotion itssd is owedapping with ather bevel of reguia-
tianes in Indonesia; theme ore ooal govwesnmend regulothen, centrol govwemment regulatoon, presk
gent requlnticn ond so on, Thewe 5 st mo owailable signilicond regulation, whidh manoges
irsestrent deckion for a flem in Indonesia, While i China, study By G et al, 2017 shawed
that palitcol connections howe o significant positive effect on corparale oeerirsestment becouse of
o cormman relationship colied guona among cosparations whese investrment is largely directed by
the gpoverament policy.

Secandly, Indorssie b5 o demacratic develeping countsy that adopts presidential govemment
system with o strong festoery of political cormectans, This foct megnt b the reasan that existed
paliticol connections berefit in Indonesiao will be different with the benefit o outoomabic country, At
this morment, we hove net found ony prics research ypet that disdoses the benefit of political ties
directly to overiveestment. Moborok ond Purbasom {2005) reveal that polibod benefits bock in
Spenorlo’s Bra ane eosier acess to cul-role credit, Brdted Impeet Beense, wesifliobie tanff rotes
wihich sulbpecT to intermatioral trode ogresrment conditiors and protectan from domestic and
foreign comnpetitors within the some industry. These benafits only granted o the relatives af
Spehorto through o speciol Ecerse. This license oeated o monopolistic morket by moking cther
competitoes in the same mdustry only rely oo the licerse holder. Evidence from Lesz aond
Oberolzer-Eee {L000] stated thot a skong paliticolly connected firm in Indanesia will get benefit
in figerm of the unlkelivess to howe peblicly troded secunties obromd. There & sl ma evidence that
Benafit of paliticel connections in Tndanasia is directly selated ta overnvestrent,
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Thirdly, lndoresio &5 o0 maxed ecornomy cowntry where bath the privabe sectoe and gosern-
ment ploy significord males says, (14} At the controry, Ching & o copitalism country where
the stake ic The anly ane wha 0 MOG0T Fobe i Suppaning o dieecting Comonies in aoiondonoe
with the central geennment policy (50 et ol,, 7013], This significont ecandeny differende could beod
i 1o different result of politloal tes, In sum, 0 seems reasonoble encugh 1o corgeciure that, the
paiticol connections in Indonesa ore negatively associoted with pwesiceestmerd. Hence, the
testable hypothess s as follws

Hypathesis 1: paiiticol comnections are negatively ossacioted with averimestment,

Heoton (200} found thot atsiders af the firms capoble 1o realize the probability of owwong
monogerial informoticn from. cument maonogement’s wiew, since they see thengs with different
perspactives, Likewese, o stwdy feorm Austmlia by Brown ond Sammsa (7007 ndicotes that hgwirg an
independent boord of directors con miigote the destructive effects mode by interral monogs-
mant, MOreoyer, QIvermance mecnonesmes mey affect the investmsent actwity lewel af o firm in
which is mitigating the ower-imvestment of free cosh flow {Hwearg et al., 2015, Thes, stranger
govemonce maechonesm froem bath exterral ord internal porties will more likely to pesh barmifid
monogerial problem, which in this research will be fooused on overineesbment due to high
imtensae condrol ansd msonetor, We propose o second hypothess o5 Totbawe:

Hypothesis I govemonce mechanism will strengthen the negobive ossociation between politicsl
connections ond owerinvestment.

gl:utu and variable measuremant

3.1, Sample end data sowces

The initial sample consists af all firms listed oo the [DF (Indonesio Stock Exchonge) thod are hand-
callected ond aeailable an the OSIRES dotabose for the peripd 2002-2017, then we merge them
into pne data coflection. The hond-coliected methed only wsed for polibool connections we
igsad Mioesolt excel 10 monwally Ingut ond dassily dota of tha OET Wik @xparences rom Boned
of commisskanes, boand of directors, boardof cudit commitiees and corporote secnetares of listed
fiemns. All firms In Foorcial industies {SIC 6] ore encluded due 1o the different noture of fnoncial
shotome nds

3.2, Dependent variable: measwrement of overinvestment

Thee depandent wanable @ this Sudy B gverirvasiment, [n oue mioin anoiysis We incorpnane g
mpasEament models 1o astimate axpected investmsent, The firet mseasung of oweriveestment s
baxsed an S et al, (2013] where ol the residusl volise whether i |5 negotive or positive one
corsidensd as pwerineestment. The secand measure = bosed oo the Richard=on (2006} where
o paitiee resdwal would indicabes oeerirsestment, and negabse resduol would indicate
underirwestment.

3.3, Independent verkpble: messurement of paliticnl comnection

The indapendent wariable in this study is pelitical conmections. Thes are plenty bt similar defini-
tiars af palitcol conmections from former reseorchess, Foccio (2010} considered political cannec-
tiars as the link made 1 bebaeen polbticiors and business elites. Boubakri ot ol (5012} refed an
the definition from Foccio {2005 which onty delineabe paliticol connections when top officer ar
shorehclders with mere thon 10 percent shanes in the firm is ¢ member of parboment, o minkster
o comecne who dosely reboted to top politicans, Then, 'Weng orsd Hoay (053} vobued palitoal
comnechiang quete msch the soms, bt then clossly them i four 1.}1}?5: goesmemsant linked
campanies (GL0s, interchangeobly called as S0Es), boord of directars, busness caners, and family
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membsrs. Owr definition u'rJJEﬂ those used in prioe literabures but accommedates Indonessan®s
special regulotion stoted cn Bank Indonesia Regudation Member 1273/PRIZ01D e 11 about
Poditically Exposed Parsan (PEP} which clossified inte these followtng cotegories; {T) heod of stoie
o heod of govemment, (2} deputy heod of stobe or heod of gosesmenent, (3] efficials of the
ministerhol bewed, (&) sendor emecutiees of stote enterprises, {5) directar of Stote Dwned
Erdevprises [S0Es), {6] executive and chair of political porties. (7] senicr militory ardior palice
cfficer, (&) senior officals within the supgreme court and ottamey gerenal's office, (9] officiols
oppointed by pressdentiol decree, (100 famiy members {spouse, porent, sibling, child, in-taw,
grondchildy of abeve cabegories ond {11] oryone who doss not Delong o above cotegoees bt
diie 18 histher high positanssgnificont inllisncedoeabrity s1obus in the comemainty andior the
cambinations of them may put the finonciol services provider in highly risky pasition [Bonk
Indorese, 2012, PLOM = measured by o dummy soroble defined by Sonk Endonesia Begulation
Munber 123PRL2010 article 11, coded t i match the definition ard O ctheraise. This durmemy
voriabbe is wolid both when the company folls into one oe moee categosies without rating bosed an
roniing, In Su el ol serngle, we match 784 firms with thoge rmecsurements and keove 750 firms 1o
b classified o5 nen-pelitically conmecied feme. Wnie in Bichondsan's, 404 ond 135 feme are
potticoly and non-poltically conrected finms, mespactely

34, Contral vorimbles

Wie incarposete soene finms charcteristics from price Bterotunes o5 contrd vorlobbes. For core-
mience, dedinitlons of ol varobles gre summerzed in Table 1, LEY imgplies mggitaring edfforts oy
oreditors, then it supposs to negotively reloted to owerireestment. INDERECTOR 1s expected ta have
o negative relotionship with overinvestment becawse aof the possbie greoter maonitosing effarts by
independent direchors will redwece excessve vvestment {Su et ok, 2011). BG4 is predicted to be
reegtively related, since these auditors will put so rach effort bo review o e whis biee them,

TOBINGG 5 0 proxy of Etun e tnEnt, we expect it |5 positively raloted to aveinvestment
ocrording to {5u et of, 2013k SI2E & defined oz firn size; barges firm mane likely bo hawe greaber
overinvestment thon otherasse {Lei et al. 2004, SUES B expecied to be positively reloted to
oaerimeest, simce firm with mose subsidiaones equol to fem with large size that surely haos more
aanlbatle cesh fow that will leod to evardieest, ROA B the woreble of profitability, so we predict it
will e posively retaied [o owerimvestmsend {Warsg &1 ob, /0 CASH indicanes the peobability 1o
garinest, firen with more cosh tends ta cvesineest. LNSALES 18 expected fo e pasiively related fo
the owerinestment (Cutibos Gomorir & Sondhezr Ballesta, (014, AGE = one of the Bvestment
decisan determinonts since it stoted haw long o firm hos listed onexchonge {OVERLZ, 5, 200G), we
expect firm with the longer lsting peviod will hove pasitive relotion toward overinvestment,

&, Emplricol anclysis and result

4.1. Descriptive statistics

Bazcolly, we clossfy our avenall sormples into two sub-somples bassd on the degeee of over-
inwestrsent measusenent, OVERL far Suw et als ond OVERTZ fos Richardson's. Raie 2 presants the
sample distriution by yeos, industry, ord fypes of political cormectans, 7510 pencent of the 1,044
sample ohservations from OVERLT ore paliticolly” conmected linis Panel Al ond from OVERT?
smilor percentage of 7440 percent of the 543 somple ore generated to be polibcolly commected
foms. The high nuemiber of polftically connected firms in the somple of this study sampie moy be
caused by seweral reasons. First, is the polibcot history in Indonesa dusing the Soeharta's pesiod.
Thase wiba helped with the secusity of his feared leadershap in the tosh of intimidating opganents
gnid mEntaning ordee dad oot Siep ab that en, They kave sought res, stromger positions in
peitics, 05wl o5 meew sacial sEotes ond prestige A raimbes of them are now pobthool parties ar
thesr poromilitory wirg, ond locol assembles or exe e bodies {Madiz, J001). Second, the PCOM
meoswrement in this stisdy incledes criteria based om Bomk Indoresio Begulbation Mumber 120300 RE
2010 article 11 obowt Politically Exposed Persons (PEPs), which ore clossified imte 11 cotegaries. W
fawnd firms with thot categosy at 75.10 pescent of the somgples.
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Tabla 1, Voriodde dalm it

Varioghle Defnition Dota Sowrce
- Dapandent CoennveEmen GVERIT = lha
OVERT) righer tha positive
readunl the
Figher the
oErrveme
{Set dl,; 2003
GUEREY = |je
Rt Ty
vesdunl wikh
wokss mone than
fOWERLD,
Fichardson
{00
[ 1
Indupesdant A dumimy wirlobis defingd by Bonb [ndoresio Ragulotion Mumber 127 | Annol epan
Poiticn AP0 oricde 11, coded T iF motch the definition, O clbenyine
Comertiony
WA
Cantrel gﬂ
IWOIEE LT Tres retici o p Frm's indepersien] directors io iolol diceclon (14 b
fLas The rohad ligorkhm of riambey of subsidicories RS
e A, durmemy wirichble, codied 1 for femowhe hire ore ol Bhe lug & a1+
nuditers |Deloile, Ped, ErrestbYoureg, and KEPMGE and 0 Tor
olfarsice,
SI2E The rgfumi logor b of the cormpany's bolol ety of the end of the | GAIR1S
Tkcol yeo
AE Tres rumber of yaors e fms hos besn lstod a1 11
TOETNED Tre: mtin bsbwiean the fem's market walue of aquiey ond dabt over ils - O5IRS
ool ot
LEV Toeal l'.:un]-g.-nu bry bl ossees ol the pna of (e yoor O5IRDS
[5e 1 Incorne bafoie catmandivany (ems (net profil oftor tod) dvided by | OSIRIS
st
fur- L | bakareg of coch defiated by hofol oomals Z4lRTS
LNSALES robro logorkhm o solas. [t kY
IMNOEISTRY wazor of indomhor wonoblet [0 Coplurn cuniny fiepd et Z4lRTS
TEAT A wezor of ndrobor vanobles b OopEre yvoar Sndd affeons. [t kY

'I'I1lpnrt‘n|1 of somple firms with poiitical connections decrecses from B1.1% percent in 2012
to 6552 percent in 201 7. Despte this dowmward trend, the samples of politicall ected fims
obaays momage 1o geot arownd theee quorter of the observations eoch year el B provdes
o Breakibown of palithcolly connected fems by Industry, Among the eight indusiries epresented
im the sample, health, legol, ond educotional servces ord consulting {53.33 percent and 52 86 par-
cendl, mining {8532 percent I:I 85.1% percent), and trarsporiotions, commanicotions, ond uti
lities {B3.33 pescent and BOST pescen the highest lewed of politicol connections. meosured
by CWERIT and CVERLE, respectivedy. ereos the lowest level of palitcol connections from
CVERIT & in ogricubtese, farestry ond fshesies (67,27 peroent} ond from OYERILZ is in mamufactur-
ing (58,53 percent), In Parel C we dassify type of palitcol conmecthons in accordonce with the
patitically enposed persan cobegarkes from Bonk Indonesia Reqidation Nember T2I3PRIE010, We
have sin types of political cornectan, the highest is pelitical cormectian i assockation with
ministry (7186 percent and T053 percent), while the [pwest one is in ossociotion with People’s
Corsultotive .ﬂl.'l:nncml:rlg,lJ (33.81 percent and 3204 percent), measwred by ovennwestment method
fromm OVERD and OVEREZ, respectively.
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Table 3, Descriptive Stotistics

Mean Medion Minimum Moximum

Fanel & Descriptive Soetistics Meoswed by Ovenavei it from S ol ol Motked

OWERIL 0014 -0 0147 o030y
PO 0.733 1000 D.ooo 1.000
IMOFRECTOR 0.11% 0.12% R HH] 0333
SLAES 1 2EE 1 54E D.ooo 21245
EIC4 0AS] iFE ) R HH] 1000
SIZE 29,010 28070 24,852 11,345
M5E 16545 16000 2000 10
TOEINSD 0517 DASOD D0es 1924
LEV 0s1s 0AZS Dnes 1823
ROA 2552 JESD -31:110 12160
CASH 0.cs7 DS [EiH}E oLa?
LHEALES 21473 I1E43 15138 1520689
Fanel B: Descrigtive S10tites Meoiuned By Ovesinvest=ant feem EHI:IHHII Method

OVERIZ D.or3 D2 D.ooo 0357
PCOW 0.7 1000 R HH] 1000
IMDERECTOR 0,124 0,343 D.ooo 0333
SLES 1517 [ 5 R HH] 2124
IR.I?IH: 03eE 0000 o.ooo 1.000
SIIE FLERS 20007 24852 11344
&5E ESI0 (e nu] 2.000 12000
TOEIMST 0540 0z36 Dnes 1824
LEW 053g nE=2% D.0ea 1923
A 2154 2AED -3L.1140 12160
CASH 0030 003 o.ool 0.56a7
LHSAL 3238 21455 18138 15069

Fanel f fhows desoiptve gt for all the wanobies used in this siudy, The somple ussd i this study gmaanbed b
(s Pk Heatid £% Bl 1008 in 2012 BOET.

Pl B aTiess dhasergplive stadulics for all e viri bl usedin this stuth, Thie sormpls uked i Ihs sluty armoonied b
5&) romponies lsked om the 100 in I002-30 T,

Toble ¥ presents the descriptive stotistics. The mean of paliticol con ion im OWERIT is
D751 (Penal A, The awergge independent directos satic 5 D11& pecant, ¢ moan ossets of
2969 percent, levernge of 0516 percent ond grawth weng Tobin's O of D517 percent. The
geerage of cosh ond bagarithm of soles are 0.057 and 31.473, respectively. Firm size of 39,030
shaws thot sales of firm is 10829030 millicn in owerage. Almast holf of the somple £5.1 percent
have appointed Big & awditgy ond have none o 5.124 subsidiories at moaimwem. The listing age
ronges from 2 to 32 yeors aver the sample pericd, with o meon of 16545, Panel B of Toble 3
presen s the descriptive stotstic fram CVERTE that hos paliticol cormadtian af 0.74% in average.
Thee parmbsers ol subedkanes from This somipe sary feom aore To 5.12% al tha P irmaim, and
oaly 36,8 percent of the m'ule hired Big 4 auditers, Averegely, mdependent directar ratio in
Indoresia is 0.124 percent, retwen on ossets of 2,154 percent, leveroge of 0.53% percent ond
growth wsing Tobin's O of 0.540 percent. Firm size of 29.021 shows thot sales of firm is
IDR29.021 million in owerage: The owerage of cash ond |ogorithm of sal 0,050 ond
21,238, respactively. The measumes af listing age ronges froem 2 to 28 yaurs oWl tha ‘illﬂ"lﬂ
periad, with a meon of 8,510
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Table & T-Tast

Ponel A: t-Test Measwred by Overinvestment from 5o et ol Method (W = 1,064)

Faliticmlly Mo
Canmested pelitieally
N = TEY
Connectod N = 260 Coef t wod e
OVERIT 0LoLRE D00z 0.ooT -1:121
IMOFRECTOR 0115 o1 IFE Rk Qh2G
SLAES ooy 18452 nE&Em 7.567
EIC4 0473 DL3ES DoEeee -3.6493
SIZE 281315 12172 (L e -10.5B87
M5E 14 ZEE 14415 0173 0.283
TOEINSD 0331 (R ) HEE L -LEZE
LEV 029 OGS oos3- -LELT
ROA 2475 1368 na27 -1:159
CASH noas oa: ooay k- BT
LHEALES LT 0562 205" 2021
Fanel B: [-Test Meapared By I]ul:l'h‘-llt;ﬂlnl: froim Richasedsan Mithsd [M = 543
Paliticaiy Man-pakticaly Eﬂ'\' tunlis
Connevtod Conmacted
M= 406 N=131%
OWERE2 14 ] oo -noic 1711
IMDERECTOR 012G D13 0003 019e
SLES 2061 LS55 nASI ™ 4659
I:.I?IH: HEL 030 0.0as -1.BTE
SIIE 29260 2L 3T (IEE] <623
&5E aomz 2812 nAQl “0E37
TOEIMST 0555 OLagy DoEEs" -2.1H0H
LEW 0354 D&0s E -2.00&
A 14320 1353 o7y -1.191
CASH noas ki oot -2.331
LHSAL 21507 LG5S 1 Dear -SRO2

m B uhiorws thie chaiaclaisto of comgirtie: that how polilk ol and men pogical connections CEOH frome & 056
i} F oot B 100 in 20122007,

a'-lH B e charmgciarstics ol componies thig hasg polkica! ond non-paifonl coneechioas DEDE lom 342
oompanies letesd or Ghe 100 in 2012-2007

The et resuks are dieplayed with siqnliconce af T0%, 5% and E%

Further detoils in i-test exploned on Table 5. In measurement by Su et ol. Ponel 4) the solwe
of paliticolly commsected firm i hioghses than mon-politicolly cammected firm, AL the canbroey, in
measirament by Richardson's [Ponel 8) the value af politcally comnacted firm s lpswser Ehan
ran-politicolly connected firm,

Toble 5 reveals Peorson cosrebations matrix of averimvestment meosured by Su et ob (Pongd
A} with the mdependent wariohles are reither high nar significont. But, there ore tao from 10
contrpd warlables thot howe sigificantly positeee rebaticnsnip with them; they are nember aof
tyibsidiories ond firm size, Fierms that hired i & oudilors pragants signlfh:am pasitive carrelo-
Lign with poditical connection, and ag expected they howve mnegative ‘Siﬂ-l'llrll:ﬂﬁt refationshnip with
reennvesiment, showing thot a higher propartion of external controt is ossocated with lower
peennyvesiment. Meanwhile, os espected the OVERL: measurement (Panel B) shaows negotive
ond significart correlations between overimvestment and political connection. As we predicted
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before, exiesnol control hos ossociotion wath overinvestment = prowen on this ponel
Independent directos rotio has significantly positive relationship, and firm thot hired big 4
audars has ‘E|ﬂ'|'1|r|l:l]flt|:|' MWU\'E refaticnshg [owards ovennwesTment Which medans, when
o firm hios haghser pimber of Independant disnctior ond hired b & @usditos 1o conbrod thesmy, i will
lese likely o avarinvast, This test & conductad (o encwre hene 15 ne MidTCallinegsity ameng
voriabbes.

4.2. Moin onolysis

4210, Fret-stoge regression; determminent af awerimestmant
4.2.1 1. Overinestment model 1 JOVERTI)L This reaswrement fnam S et al, {7013) genamtes
oserinesbment prooy from the entire unesploined portion {residuot) of the following regression.

INEW, | = ar + H:mBIH'ED.. § = GLEV 1 = MyCASHp 4 + M ATE | + MSIEE p 1 = M SITE ¢ 4
¢ A STOCKRETURM,; ; & 5 INEW,; | & F¥ear & Tindustry + ¢y

4.2.1.2. Ovenmestment model I (OVERIZE This measurement OWVERED (Richordsan, 2006) only
gEnerotes awennvestment proxy from 0 positive residusl, and beoves the negative resklual as
unilernest mant

INEW, = wr = #]PEWII'-:I + Iﬂj‘B‘“I.' 1 J"jf-E"llr 1+ B CASH o #&Aﬁﬂr 15 Fisjzflr 1
« (L STOCKRETLRN,; ; & ¥¥ear 4 Flndustry +

4.2.2 Serond-sioge regression: oeesinvestment and palitice! connection

We ook the oeerinvestment proxy from first regression ond gemerabe it with severol contral
vorialdes o5 shawn on the regeesson below 10 s8e the asseciation bebaeen Gaearinaestmeant and
pealitic il Connectsan in aur somple,

OVERI,, = o = §,PCON,; + B, TOBINGD, = 1, SIZE ;& 5 LEV ;& L ROA, | 4+ B AGE § = 1, CASH, |
% Sy LNSALES,; & i INDURECTOR ; & (01,5005, % 0, BIG, | & T¥eor & Tindustry s &;

Tl & represents the robusiness mgression result of cur moin andiysis which is the association
betwesn awarnvesiment ond peliticol connections. We Tound s-sguove difference inemount af
0002 ord O.005, fram OVERI] and CVERLZ, respectively. There = a sigreficant associotions gener-
pied from paliticol conrections with baoth cverinvestments, OVERT1ond OVERIZ m Indanesio; But
unlike pror reseorch token m Chino which is resuited to be positive, cur finding revecis negative
gssaciotions. This, the different notures of somple betwesn this reseanches that loken in
Irsdneesha, with the prige research done in Ching do moke different resegrch resall, The firm size
wisked sgnificontly positive o0 awsrall medsusements Lkewise, nembes of subsidaries has
paositieely sigrificant relotionship toword avernvestment. This means the bigger the fiom, the
higher the probability to overinvest. Retum on osset bas positieely significont relationship bowoed
oerinestment by Su ot ol, but msignificont toward Richordson's.

Bt urexpectedly, there are several variobles thot do not matched with our predictions, The
raimber of sulsidianes Hos positlvaly significont relotionship tawand avermesiment. Livenge has
significontly postive comelation with OVERTE bt insignéficandly negative coerelotion with OVERIZ
Theen, notural logarithens of sales, cosh ond the lsting pericd of a firn hove regotive refabonship
toword cwerinvestment. In respect to cosh, Tobin®s ) alsa generotes negotive relotionship with
OVERTD bt muted in OVERLZ,
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4.2.3. Additianal fest

I Tolle 7 we di some additional interoction test 10 some captrel viviobbes such as number of
subsidioeies, ratio of Indeperdent directars, and sudited by big & suditors. T see their impoct, we
perdormed additionof test i STATA by maltiplying palitios conmections as sur independent with
the selected worinble, which resulted: ACON SUBS, POOW _TMDIRECTOR, and POOW 8IG4 In this
study, we use ACON SUBE as the prony for firm complexity, then PCON INDERECTOR, and
FLON B4 as the praxy for govemonoe mechonism, After that we regressed eoch of them with
the pwoilable dependend, independent ond contrel warable in the egquation betow

OIVERI,y = e+ [1;PCON SLBS,, + 3 POON INDTRECTOR, -mxar.-.wm.ﬁ WL INDHRECTOR ¢
+ g BURS, = M B0GE & LI ;= Mg AGE | + P TOBRIMED, ¢ & Ml BV + B FOA;
4 fJ,;EASH., 4 ﬂliLHEﬂiESH i I:'I':l'll' & EIrldl.l‘ﬂ'i]l'-I dig
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Firgt, imteraction test with number of subssdiories geee positive and negotive impact toword OVERTE
ond OVERTE, respectively. Second, it proved thot govesmonce meschonism prosied by PCOW INDIRECTOR
wihach has neqative impa ol towerd e rebaticnsinip DeTwsesen politiool conrstiends and overinacimsent
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with bewed of significonoe ot 1% ond 10% from GVERTT ond OVERIZ, respectively. Third, interaction test
with big & auditors is regabevely insigrificant with OWERT, but gves negotively sgnificant associabons
bongrds OVERTZ, The lost Daa sdditiomod 1ests ane in accosdance with geior meseanch By Huong &1 al
(7011 51 thiot stated o the presence of govesnance mechasbm 5 affec tive to mithjole avennve stk

‘We odd odditionol@olysis in Toble 8 usng the coarsened exoct matching {CEM} method.
Thes meethod is used boensme that assignment of observotions irto the reotment group
ond ihe comtral group was random set eoch cowariate inta theee egual bins ar strota.
Ebewen covoriaes wene Input nto the CEM maded. Toble 8, ponel A presents the matching CEe
summiEy for OVERIT. Out of a fotol af 205 strota generoted By the TEM wmodel, 78 strota
contalned bath conmected ond wneonnected cheraations. A tatol of 471 cut of 78& connected
b seryabons re matched with 224 put of 260 uncarnected chservations. Table & panel &
olso present matching CEM ssmmary but usng OVERIZ. Out of o itotal af 137 stroin
generated by the CEM model, £7 strato cordoined both cannected ond uncomnected coseraa-
bigns. & tabal of 268 eut of 404 & phsesvations wane matched with 108 out of 13%
Lo otkans, Taple B, ponel Cpresents the result af the replicatian of o et
ond second maoded by the CEM method The toble reveals caly o consistent recult with the
CAERER result in Toble &, further supporting cur hypothess:

Comclusion

o esalure diceles Thot the benelits that fims derive Fram their palitical connectians in
Iradinesio sssenticlly nlald tham frem competitive moskel prasoura i 05 special treatment
im baoth fareign Gred desmestic maket (Lewe & Oberholzes-Gae, 2005k Howevar, In this popar, 'we
docwment that not oll aspects of peliticol connectiors howe the some effect oo this
relotianship.

This stuady usespomset deta far ewer 1,084 and mgswmmu o the period 2012-2017 10 “F‘!
thie pssaciation belwesn politcol connections of the fiemn ond overinvest in Traorssio, Qi Sudy
hacrs. v rvscnr findineg . Fire, the resudts indicote thot politicol connactions a skgnificont regat e
mssocintiors an o fiem's overinwestment, confirming expectotions of the different nabures bebween
priar reseorch in Chino with Indoresia where this ressarch towen ploce, and perbogs becouse the
benefit by hoeing palitical cormections in Indonesio is not overirsestment, bt itcould be m the fomaf
errgthing etse, Secand, governance mednonism from oulsile ond inslds thi CORNERNY [0 Strengthen
the neqetive ossociztion bebeeen poitical cornections and oeermestrent in Indorssia, condaming
priar research By Humng et al (2075} that stated if the presence af independent directars and big four
ouditars is effectios to mitigote the detnmental impact of cverinvestment.

It was porticulorly bme-consuming to collect the pofitiocal conmecti Lo since we hove 1o
monualy hond collect the past work experences of ench member of Boand of commissioness,
beard of diwectoes, board of cudit cormities and corponate secelary fron each annuol repost of
A S-H:I"I"ﬁlll".‘é- A5 GUE Faselch andy defines PobEC ol CONMRCTonE Mrowgh SOEMmeOne's prevaius
pxperienoe title, it may only capture the tip of the iceberg. Owr study ondy follows the mogonity of
peeceding studies {Ling et al, 2016 Su et al, 2013] i wsing political connections as determiner of
reerirvestment but use different somple study which ore Indonesion listed fiem and limited 1o
2011-2017 periods, there is either pesiodicol or cross-culiursl composisan perfarmed

‘We suggest futuee researcher to ivent more efficlent ond effectve itemative method 1o
collect politicol conrectors doto, with shoster period of dato collection process than ows
Future researcher showld condwct furthes ond deeper examination to cotch full phenomenon of
palitcal commections and peerinvestment, ond then comprebend more feaures of the topic
with moee samples observotions to oreate Frare specidic mesecsch with greater npoct to the
liergdunes
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