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Political connections, overinvestment and
governance mechanism in Indonesia

Mohammad Nasih’, Admiralty Sofvira Al-Cholili ! 1man Hur;ﬂnl:m'un", Imran Hoider” and
Madia Klarita Raboyu'

Abstract: The purpose of this study is to investigate the association between
political connactions and everinvestment in Indonesia as a democratic, multi-party
and developing country. This study uses sample of 1,044 ond 543 firm-year obser-
wations from listed firms on the Indonesion Stock Exchange from 2012 to 2017.

A two-stoge model is used to oddress overinvestment, which used two different
meaosurements, then continued by ordinary least square regression to establish the
main analysis result. This study finds that pelitical connection is negatively asse-
cinted with overinvestment in Indonesio. We also find that this negotive ossociation
isincreasing due to the existence of governance mechanism from both external and
internal parties of the firm. Our results indicate that the significant negative asso-
ciations between political connections with overinvestment, which later is
strengthen by governance mechanism might be coused by several differences in
institutional setting and/or political connections benefits between the previous
research in China and with the place where this research is taken. This paper could
give insights in decision-making for stakeholders to dnticipate certain harmful
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issues to the companies that might be occurred by their politically connected top
manogement like directors and commissioners.

Subjects: Political Economy; Finonce; Business, Management and Accounting

Keywords; overinvestment; political connections; government mechanism
Subjects: M&d; M&T; MLE

1. Introduction

Paoliticol connection is ane of prevalent phenomencn in the world, whether it is in o developed,
developing or even underdeveloped country, Nel te mentlen Indoneska thot once ever led by the
saime president for more than 20 years straghl, since Lhen politicol connections stamed 1o be o kol
issue within the country ond remamed until todoy. There is no widely occepted definition of
pniit'rnl conmections, since each reseorcher has their own but similor definition. Facclo (2006)
considered politicolly connected firms when their exenutives, boards of directars, businessmen
friends or family ore politidons. While Fisman {2001} valued political connection in Indonesia as
the doseness relotionship with Soehorte' and his fomilty. Prior studies find thot political connec-
tions con odd volues ond derive significant benefits which con be wary for eoch company, such os
earlier suppaorts from government during certain crisis, valuoble insider informotion offerings ke
future policies, lighter tox, opproachobde financiol resources like low interest rotes on long-term
debt, ond cccessible governmental controcts (Blouw et ol., 2003; Facco, 201 0; Goldmon et al, 011;
Khweapa & Mion, 2005 Li et ol, 2008; Messen & Ruenzi, 2010; Yeh et al,, 2013), Because of those
advontages, many firms tend to misused political connections for their own soke and hormed
other porty. The types of paolitical connections misuses are vary, it con be related to preferential
bank lpans (Yeh etal.,, 2013), firm performance {(Wang & Hooy, 7 (118}, earning quality (Harymawan
& Nowlond, J016), investment effidency (Ling et ol, (U015} and monageriol overconfidence (He
et ol, 2018},

Although extensive researches have been done between the links of politicol connection with
other foctors, very few studies hove oddressed the link bebween politicol connection ond its effect
to ovadnvestment, As for os the writer's knowledge, there are only two recent researches dome in
this topic, First, it is o study done by Su et al. {7013} about the relotionship between political
connections ond owerimvestment moderated with the related party tronsactions. Second, research
by Ling et al. (7015) which oims to find the relotionship between politicol connections and several
independent varobles; overinvestrment, firm performonce ond loans in reol estote firms. Both
studies hoppen to use somple from Ching, ond mast of the studies related Lo polticol connections
usually token from there. We hordly find similar studses in other country, which have different
chaoracteristics from China. As far os we know there are only research from Saeed et al. (F016) in
developing country using semple from Pakistan, and research taken from democratic country of
Tunisia by Bencheikh and Taktak (707 7), which mainly talked about political connections and firm
performance. So we oddress this research gop lo exomine the relationship belween political
connections and overinvestment in o developing, democratic ond multi-party country,

This poper will examine whether ar not the assedation of political conmections and averimwest-
ment In Indanesio will achieve significant positive result like the prior research (Su et al, 2073}
taken i Ching, While apporently, both Ching ond Indonesia have critical difference in govern-
mental noture. Since this study moinly tolks obout political connections, a great different on
governmental issue wil likely to precede different research result os government ond politics are
two inseparable issues. China adopts communism system where Communist Party of China [CPC)is
Lhe sole porty in power in the country who hos both central ond locol orgonizations of Lhe
government {Ching Intemet Informaotion Center, rd). Whie Indonesio odopt presidenticl and
democratic system with multi-party, where President os the head of stote ond the heod of
government is elected by the people through general glections, assisted by ministers to runs the
government, and supervised by the pariament {(Kementerion Komunikosi dan Infarmaotiko Republik
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Indonesio, 2017), Due to high number of political porties, Indonesio tends to have high political
tumowver. It showed by the phenomenon where whenever there is o new presidentiol election,
there will be a new political coolition mode omong the porties; the members of o coolition far
current presidential election uswually will be different with the future presidential election, Normiolly,
the member of coalition parties of the elected president will be chosen to be seated os ministers,
directors of stote owned enterprises, or other top political positions. With this phenomenon, there
is o high probatitity where politicol connections would not provide stable benefits to those wha
owned them. It i becouse this current presidentiol ero would give them grent advantoges, but in
the contrary different presidential ero in the future could be a boomerang Lo them, or otherwise.
Thus, this 15 why Indonesia is a particularly interesting cose for Uhes study.

s mentioned by Suetal, (201 3) that the palitical connections of top-ronking governmint officials
heven significant positive effect on corporote overinvesiment which confimns that economic expecto-
tions and growth in Ching are bosed on the relotionship thot kmown os guonxl, omang Chinese
componies where investment is lorgely driven by government policy. These results may not be volid
in Indonesia becouse of differences in political conditions that are for different from China. The impoct
of political connections is otso known to be mare visible in less developed countries and hove high
bevets of cormuption (Foccio, 2010, 2006), Furthermore, the effect of the political connection is found in
Jurisdictions where the level corruption is high (Chen et al,, 2010) This wos olso supported by Boubokri
el al, (2012}, who feund thal companies with political connections will hove lowes capitel costs in
countries with higher levels of corruption, lower levels of democracy, less stock market liquidity, ond
iower press freedom From these explonotions, we predict thot palitical connection in Indonesio will
heve o negative association with the overinvestment,

To investigote this study, we use dota from listed firms in Indonesis Stock Exchonge (IDX) for
yeors 2012-2017. Dota is gothered through O5IRIS, finonciol statements, and annual reports. The
financial ndustry (510 6) & exchluded from this somple due ta different noture of reparting. We use
two-stoge regression model for this study; the first stoge |5 to estimaote the overinvestment
variable, then the second stage is to see the ossociation between political connections ond over-
investment We incorporate two different owerinvestment measurements by Richordson (2000}
and Su et al. {701 1). The sample for this research differs from eaoch overinvestment measurement;
ofter excuding missing data, there are 1,044 ond 543 firms from Su et ol ond Richordson,
respectively,

As expected, our finding indicates a negolive significanl ossociation between polilical connec-
tions ond overinvestment in Indonesio. Additionol tests wsing interoction with some control
wariahles such as mtio of independent director, oudited by big 4 ouditors, and number of sub-
sidigries are opplied to see whether or not ony chonges would mode, These odditional tests
discover that firms will underimvest more than they would hove, if they were controlled ond
maonitored by both external and intermol porties. Overinvestment can be pushed by great govern-
ance mechonism, because when the firm is being controlled and monitored it will become mare
coutious with its decision making.

Our research contributes in a few &iferent ways, First, unlike ather research which only focus on the
politicol backgrounds of CEC or chaoirman to meosure political connections of o firm, our research
emphasis on overall political bockgrounds of top manogement such as board of directors, board of
commissioners, board of oudit commitiees ond corporate secretary then clossify them into several
types of poitical connections eocording to Lhe cotegories of Politicolly Exposed Persen regulated in
Bank Indonesio Regulation Number 12/3/PBL2010. Second, our poper s the first researchito document
the ossociotion between politicol connections and overinvestment in Indonesia

The remaginder of this paoper is structured os follows: Section 2 loys out the research hypotheses
and discusses reloted literature; Section 3 describes dota, somple ond vorigbles; Section 4 specifies

the empirical madels, presents the moin results ond dis cusses the findings; Section 5 concludes.
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2, Literature review and hypotheses

According to free cosh fiow overinvestment theory, when o compaony's internal finondng is
abundant, excess free cash flow is generoted, ond then companies con take odvontoge of excess
internol funds for investment. Investment can be interpreted os a dedsion to spend current funds
for gssets inorder to gon income (Aulla & Siregar, 20138} Investment ploys o criticol role inside and
outside the company. In the inside, | s ensuring componies’ sustainable development in morkel
compelition and oreating new value for shoreholders. [n the outside, it is one of the essentiol
factors in mocroeconamic output growth (Wang et al, 2015},

Firms may suffer from underdnvestment or overinvestrment in managing thelr investmant expean-
diture {(Myers, 197 7). Richardson (2006160 =0id, "Overinvestment iz defined os mvestmenl expen-
diture beyond that required to maintain gssets in place ond to finonce expected new investments
in positive net present volue [NPY) projects". At the controry, underinvestment |s when the
investment expenditure of o compony is less than its expecied omount, Study by Jensen (1986)
implies thot an ovenmvested firm will more likely to invest in low-benefit or even volue destruction
projects, I s expected that those investment inefficiency conditions hoppened due (o ogency
problem, since monogement moy see this opportunity to expropriote the ovailoble resources
{Doukas, 1995 Officer, 2011).

There ore some definitions of politicol connectians from previous research. & firm [s defined o=
pelitcally conmnected G IF "ol least oné el il lorge shareholders (dnyone conbialling al least
10 percent of voting shores) or one of its top officers (CEQ, president, vice-president, chorman, or
secretary) is o member of porlioment, o minister, ar is closely related to a top politicion ar porty
(Faccia, 2005). Boubakri et al. (2041 7) and Harymowon and Nowlond [2076) relied on the definition
fram Foccio (2006} which only delineate political connections when a top officer or shareholders
with more than 10 percent shares in the firm is o0 member of porlioment, o mimster or someone
who closely refoted to top politicians, Then, Wong and Hooy (201E) volued political connections
quite much the some, but then dossify them into four types: government-linked companies (GLCs,
interchongeably colled as SOE5), the boord of directors, business owners, and family members.

There are some unigue reasons why Indonesia = an ideol selling Lo examine this research,
Firstly, o= for today Indonesio regulotion regarding investment dedsion anly concentrate on
individual imvestor which stoted on Low of Republic Indonesia Mumber 25 year 2007 concerning
Irvestment, Unfortunately, this existing regulotion itself is overlopping with other level of requlo-
tions in Indonesig; there are locol government regulolion, centrd government regulotion, prest-
dent regulotion and so0 on. There & stil no ovaloble signficont regulotion, which monoges
inwestment decision for o firm in Indonesia. While in Chino, study by (Su et ol, 2013} showed
that political connections have a significant positive effect on corporate overinvestment because of
a common relationship colled guanst among corporations where investment is largely directed by
the government policy.

Secondly, Indonesia is @ democratic developing country that odopts presidentiol govemment
system with a strong history of politicol connections, This foct might be the reason thot existed
political connections benefit in Indonesio will be different with the benefit in gutocralic country. At
this moment, we have not found ony prior research yet that discloses the benefit of politicol bes
directly to overinvestment, Mobarak ond Purbosar (2000) reveal that politcol benefits bock in
Speharto's ero are easier access to cut-rote credit, limited import license, verifiohle toriff rotes
which subject to internationol trode ogreement conditions and protection from domestic ond
foreign competitors within the some industry. These benefits only gronted to the relotives of
Soeharto through o spedal license, This license creoted o monopolistic morket by moking other
competitors in the some industry only rely on the ficense holder. Bwidence from Leuz ond
Oberholzer-Gee (2006) stated thot o strong politically connected firmiin Indonesia will get benefit
in farm of the unlikelingss to have publicly troded secunties abrood, There is still no evidence that
benefit of political connections In Indonesio is directly related to ovennvestment,
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Thirdly, Indonesio i= a mixed economy country where both the privote sector ond govern
ment ploy significant roles (LK Essoys, 2018). At the controry, Chino & o copitolism country where
the state is the only one who ploys o major role in supporting or directing companies in accordance
with the central govemment palicy {(Su et ol., ~013). This significant economy difference could leod
them to different result of political ties. In sum, It seems reasonoble enough to conjecture thal the
paolitical connections in Indonesia are negatively ossocioted with overinvestment. Hence, the
testoble hypothesis iz os follows:

Hypothesis 1: political connections ore negotively ossocioted with overinvestment.

Heaton {2002} found thot cutsiders of the firms capable to reclize the probobility of @ wrong
manogerial information from current monagement’s view, since they see things with different
perspectives. Likewise, o study from Australia by Brown ond Sorma (2007} indicates that having an
independent boord of directors con mitigate the destructive effacts made by internal manoge-
ment. Moreover, governonce mechanisms may offect the investment activity level of a firm in
which Is mitigating the over-investment of free cash flow (Huong et ol., 2015) Thus, stronger
governance mechanism from beth external and Internal parties will more likely o push harmiful
manogericl problem, which im thiz reseorch will be focused on overinvestment due to high
imtensive conftraol ond monitar, We propose our secand hypothesis os follows:

Hypothesizs 2: govemance mechanism will strengthen the negative associotion between political
connections and averinvestment,

3. Data and variable measuremant

3.1. Somple and dota sources

The initiol somple consists of oll firms listed an the [DX (Indonesio Stock Exchonge) that are hand-
collected and ovailoble on the OSIRIS dotobose for the period 2012-2017, then we merge them
inte one dota collection. The hond-collected method only wsed for politicl connections data; we
used Microsoft excel to monuaolly input ond classify dato of the past work experiences from boord
of commissioners, board of directors, boord of audit committees ond corporate secretories of listed
firrnz, AH firmis in finoncial industries (5TC 6) are excluded due to the different nature of financial
stoterments.

3.2, Dependent variable: measurement of overinvestment

The: dependent variable in this study & overinvestment, In our moin anolysis we incorporate two
measurement models to estimate expecded investment, The first megsure of overinvestment is
bosed on Su et ol {2013} where all the residuol volue whether it & negative or positive are
considered os overinvestment. The second measure is bosed on the Richordson (2006) where
o positive resideol would indicates overinvestment, ond negotive residuol would indicate
underinvestment.

3.3, Independent variable: measurement of peliticol conmection

The independent vormble in this study 15 political connections. There ore plenty but similar defini-
tions of polifical connections from former researchers, Foccio (2010) considered political connec-
tions as the link made up between politicions ond business elites. Boubokri et ol, [2017] refied on
the definition from Foccio (2006) which only detineate political connections when top officer or
shoreholders with more than 10 percent shares in the firm is o member of parlioment;, o minister
or someone who closely related to top politicons. Then, Wong ond Hooy {201 8) volued political
connections quite much the some, but then classify them into four types; government finked
companies (GLES, interchangeobly colled as SOEs), boord of directors, business awners, and fomily

Poge 5 of 22




My &1 ol Cogan! Ecenornigs & Fisance 20300, B: 1790270 :L'- cggent - aconomics & finance
hittpsidoiorgl 10108023122 039.2000.17 90220 B

members. Our definition includes those used in prior literotures but occommuodates Indonesion’s
speciol regulotion stoted on Bonk Indonesio Regulotion Mumber 12/3/PBI/2010 orticle 11 obout
Paliticolly Exposed Persan (PEP} which clossified into these following cotegories: (1) head of stote
or head of government, (2) deputy heod of state or heod of govemment, {3) officiols of the
ministerfal level, (4) senior executives of stote enterprises, {5) director of Stote Owned
Enterprises {S0Es), (6) executive and chair of paoliticol porties, {7) senior military ondfor police
officer, (8} senior offidiols within the supreme court ond ottorney gensral's office, (%) officiols
oppointed by presidentiol decree, (10] family members (spouse, porent, sibling, child, in-law,
grandchild) of obove categories ond (11) anyone who does not belong te obove categories but
due Lo histher high position/significant influencedcelebrity stolus in the communily andiar the
combinations of them moy pul the finonciol services provider in highly risky position (Bank
Indanesia, 017, PCON is measured by a dummy varighle defined by Bank Indonesia Regulation
Mumber 12/3/PEIF2010 article 11, coded 1  match the definition and 9 otherwise, This dummy
variable is valid both when the company falis into one or more cotegories without rating bosed on
rankmg. In 5w et ol. sumple, we motch 784 firms with those measurements ond leave 260 firms to
be clossified os non-politicolly connected firms.. While in Richardson's, 404 and 133 firms are
politically ond non-potiticoily connected firms, respectively.

3.4, Control variables

We incorporate some firms characterstics from prior [Meratures as control varables, For comve-
nience, definitions of all varobles ore surmmarized in Toble 1. LEV Implies menitoring efforts by
creditors, then it suppose to negatively related to overinvestment. INDIRECTOR is expected to have
o negative relotionship with overinvestment becouse of the possible greater monitoring efforts by
independent directors will reduce excessive Investment (Su et ol,, 2013), BG4 Is predicted to be
negatively releted, since these audilors will pul so much effarl Lo review a lirm whoe hire them,

TOBINSG i5 o prony of future investment, we expect it is positively reloted to overinvestment
according to (Su et ol, 2071}, 5IZF s defined os firm size, larger firm more likely to hove greoter
overinvestrnent thon otherwise (Lel et al, 2014). SUBS B expected to be positively reloted to
overinvest, since firm with more subsidiories egual to firm with lorge size thot surely has more
avoilable cosh flow that will leod to owerinvest. RD¥ is the variable of profitability, so we predict it
will be positively related to overinvestment (Wang et al, 016). CASH indicaotes the probability to
overinvest, firm with more cash tends to overinvest. LNSALES is .ea:pecred to be positively relotad to
the overinvestment (Cutillos Gomarz & Sanchez Bollesto, 2015), AGE 15 one of the investment
decsion determinonts since it sloted how long a firm hos listed on eachange (OVERLZ, 5, 2000}, we
expect firm with the longer listing period will hove positive relation toward overinvestment.

4. Empirical anolysis and result

4.1, Descriptive statistics

Baseally, we clossify our overall samples into two sub-somples bosed on the degree of over-
investment measurement, OVERT T for Su et ol's ond OVERIZ for Richordsan's. Table 2 presents the
sample distribution by year, industry, and types of politicol connections. 75.10 percent of the 1,044
somple observations from OVERI1 are pafitically connected firms (Ponel A), ond from OVERT2
simflar percentage of 7440 percent of the 543 semple are generated to be politicolly connected
firms, The high number of poliically connected lirms in the sample of this study somple moy be
coused by severol reasons, First, is the political history in Indonesia during the Soehorto’s period.
Those who helped with the security of his feared leadership in the task of intimidoting oppanents
and maintaining order did nat stop ot thot era. They hove sought new, stronger positions in
poditics, as well 05 new social status and prestige. & number of them are now political parties ar
their poromilitary wing, ond locel ossemblies or executive bodies {Hodiz, 2002). Second, the PCON
measurement in this study includes crterio bosed on Bonk Indonesia Regulotion Mumber 12/3/PEI/
2010 articte 11 ohout Politicolly Exposed Persons (FEPs), which are clossified into 11 cotegories. We
found firms with that cotegory ot 75.10 percent of the samples,
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Table 1. Varlable dafinitions

Varioble Definition Datao Source
Dependent herimestmpd OVERIT = the
(DVERT) higher the pasitive
residual the
higher the
owearinmees tvent
[Su ot o, 2013)
TOVERIZ = tha
ynrimeEs et s
residuag] with
value morethon 0
[OVERLL,
Richardsen
(20067
OEIRIS
Independent . & durrrmy woriable delsed by Bonk [ndoredia Bequlation Mumber 12/ [ Afirdl repoil
ot ASE12010 article 11, coded 10 match the dafinibion, O othessyize
Conne b
IOVERT
Control
[RNOIRECTOR The ratic of a firm irdependert directon o tolol direcloms DSIRS
SLES Trhe notural logorithm of number of subsidaories, O5IRIS
Bl A dummy vorable, coded 1 for firm who Hre one of the Bg 4 OaliRls
ouditiarm {Deloitty, PuC, Emesl&Yoann omd KEBMG), and O =]
othensise
SIZE Tha natural ‘ogarit~rn of the comeany's total ossets ot the 2nd of the | OSIRIS
fiscal yeor.
ALE The frumbet of yeorm e Grns hog been lsisd LY
TORINSG The mtio batwesn the firmy's morket wiue of equety ond debt ower its | DS[RIS
totol ossets.
1EY lotol lobilty divided by tota ossets of the end ol the year, QslRry
ROA income before extremdinary terms (net profit after tox) divided by | DSIRIS
totol ossets.
CASH The bolance of cash defioted by totol ossess OslrIS
LNSALES The naturnl logoeithm of soles. D5IRMG
INDUETRY A wector of indicotor varables to copture mdustry fized effecs. CalRIs
VEAR Aowertor of indienbor warabiss 1o copture pear fised pffecty OsIRS

The propaortion of sample firms with palitical connections decreases from 81,19 percent in 2012
to 69,92 percent in 2017, Despite this dowmward trend, the samples of paliticolly connected fims
always manage to get around three quarter of the observations each yeor. Porial B provides
o breakdown of politicolly connected firms by industry. Amaong the eight industries represented
in the sample, hedlth, egal, ond educotionnl services and consulting (33.33 percent and $2.86 per-
cent), mining (8592 percent ond B5.14 percent), and transportations, communications, ond uti-
lities 183,32 percent and BOB1 percent) hove the highest level of pelitical conmections, measured
by OVERI1 ond OVERIZ, respectively. Whereas the lowest level of politicol connections from
OVERIL is in ogriculture, forestry and fisheries (67 .27 percent) and (rom OVERLZ is in manulocur-
ing {58.93 percent]. In Ponel C we dossify type of politicol connections in accordance with the
politically exposed persan categories fram Bank Tndonesio Requlation Number 12/3/PRI2010. We
have six types of political connection, the highest is political conpection in ossaciation with
ministry {71.46 percent ond 70.53 percent), while the lowest one is in gssociation with People’s
Consultotive Assembly’ (3381 percent ond 32.04 percent], meosured by overimvestment method
from OVERII and OVERLZ, respectively.
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Table 3. Descriptive Statistics

Meon Median Minimum Moximum

Paneol A: Descriptive Stotistics Measured by Overinvestment from Su et ol. Method .
OVERIZ 0.014 -C.005 0147 0307
PCON | 0751 ' 1060 | “B.000 ' 1000
INDIRECTOR 0,174 0125 Cuod0 0333
SUBS 1866 ' 1546 ' D000 5124
BIGA 051 ' 0000 ' 3000 ' 1.000
SIZE 29,030 29.070 24552 32,344
AGE 14,545 ' 16,060 ' 2600 ' 32000
TORINSG ns17 ' 04590 006D 1574
LEV 0516 0483 0069 1323
ROA 25869 ' 2640 ' 2110 38180
CASH nna7 0066 o.00) 0437
LNSALES 21473 21843 16138 25063
Panel B: Descriptive Staolistics Measured by Overinvestment from Richardsen Method

OVERI? 07 a0 [ aoon 0.257
PCON 0.74% 1.000 L300 1.000
INDIRECTOR 0,174 ' 0143 ' 0000 0333
SUBsS 1817 . 1545 Cuo00 5124
BIGH 0368 000 a.000 1000
SIZE 29071 ' 29107 ' 24853 37,344
AGE 8910 . 7000 . 2000 28.000
TOBINSG 0540 0526 00BS 14825
LEV 0535 _ 0525 _ 0069 15723
ROA 2154 2480 12110 38,160
CASH 0,090 o0&z n.om 0497
LNSALES n2s | ass 16,138 25.063

Panet A shaws descriptive statisbics for ol the varichles wied in ths stidy. Tha sample wead in this study omourted fa
1,064 campanies listed an the 100 in 2012-2017.

Panel B dhowd descrptive stolEties far oll the variables wedin this study. Thé somple wied in this study amounted to
543 componies listed on the (DX IR 2012-2017

Toble 3 prezents the descriptive statiztics. The mean of political connection in OVERIL is
0.751 (Panel Al The average Independent director ratio is 0,114 percent, retum on ossets of
2969 percent, leveroge of 0.516 percent and growth using Tobin's @ of 0:517 percent. The
averaga of cash and logarithm of soles gre 0,097 ond 21,473, respectively, Firm size of 29,030
shows thot sofes of firm is IDRZ2.030 million in overoge. Almaost holf of the somple 45.1 percent
have appainted Big 4 ouditers ond have none to 5.124 subsidiaries ot maximum. The listing age
ranges fram 2 to 32 years over the sompie period, with o mean of 14,545, Panel B of Toble 3
presenCs the descriptive statistic from OVERLZ that has political connection of 0,745 in average.
The numbers of subsidiones from Lhis somple vory from none te 5.124 at the maximum, and
only 36.8 percent of the sample hired Big 4 ouditors. Averogely, independent director ratio in
Indonesio is 0.124 percent, refurn on assets of 2.154 percent, leverage of 0.539 percent ond
growth using Tobin's Q of 0.540 percent. Firm size of 29.021 shows thot soles of firm is
IDR23.021 millian in overage. The overage of cosh ond logorithm of soles gre 0.090 ond
71.238, respectively. The measures of listing oge ranges from 2 to 28 yeors over the somple
period, with o mean of 8.910.
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Table & T-Tast

Fanel A: t-Test Measured by Overinvestment from Su et ol Method (N = 1.044)

Politically MNon-

Connected politically

N =T34

Connected N = 260 Coef t value
OVERI1 [ER el ;| 0.007 -1.121
INDIRECTOR 0115 0112 n.ons Oy
Sups 2007 1442 0565 -7.567
BIGK Larl 038 p0E0 2493
."H?é 79.315% JB1TE D -10,587
AGE 15586 14415 0.373 -0,183
TOBINSG o3t Yy Dhsa 1628
LEW 0579 0476 o5t ~1LE17
ROA 1175 1348 0827 -1.159
CASH 0099 anae D007 0084
LMSALES LT 20569 | 1204 -8,020
Panel B: t-Test Measured by Overinvestment frem Richardson Method (N = 543)
. . Folinieolly Mon-gahticnly : Cesaell t volue
Consrected Connected
o= &0 N=13%

OVERIZ fose 0o o0 EREE
INDIRECTOR 0124 Q126 “naonz 0,194
SUBS . 2,060 1558 D42 4,659
BIG& e ain 0,087 178
SITE 29260 2B325 D.o36 ~6.622
AGE G011 2512 0401 -D.éj'.n'
TORINSD 055% Q497 o.0sgE " 2008
LEV 0554 0456 Aosa ~2.004
RO 24630 1.353 A 1.1491
CASH 0.035 QOTs nnzie* =1.231
LNSALES IL50T 20,458 1,068 5,802

Panet A shows the charodteristics of companies that hove political ond non-political connections CECs fram 1044
ampenies listed an the 100 F12-2017

Panet B thows the choractonistics of compaonies thal hove paliticol and non-politicol conrections CECs fraom 543
campanles listed an the JOK in 2012-2017

Thee 1-vest results are disployed with significance at 10%, 5% and 1%

Further details in t-test exploined on Table 4. In measurement by Su et al. (Panel A) the value
of politically connected firm is higher thon non-politically connected firm, At the contrary, in
measurement by Richardson's (Panel B} the value of politically connected firm is lower than
non-politically connected firm.

Table 5 revedls Pearson correlations molris of overinvestment measured by Su et al. (Panel
A with the independent variobles are neither high nor significant. Bul, there are two from 10
control variables thot have significontly positive relationship with them; they are number of
subsidiaries and firm size. Firms that hired big 4 auditors presents significant positive correlo-
tion with palitical connection, ond as expected they hove negative significont relationship with
ovennvestment, showing thol a higher proportion of externol control is associoled with lower
overinvestment, Meanwhile, os expected the OVERIZ measurement (Fonel B) shows negative
and significant correlations between overinvestment and politicol connection. As we predicted
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before, externol control hos ossociotion with overinvestment is proven on this ponel
Independent director ratio hos significantly positive relotionship, ond firm that hired big 4
auditors hos significantly negative relationship towords overinvestment, Which means, when
a firm has higher number of independent director ond hired big 4 ouditar to contrel them, it will
less likely to overinvest. This test is conducted Lo ensure there Is no multicollineority among
wariobles.

4.2 Main analysis

4.2.1. First-stage regression: determinant of overinvestment
4.2 1.1, Ovevinvestment model 1 (OVERI1). This measurement from Su et al. {2013) generotes
averinvestment proxy from the entire unexplomed portion (residual) af the following regression.

INEW; = ot + fh TOBIN'SQip_q + falEV e i + FoCASH 1 + JLAGE 1 + FyS0ZE sy + [ SIZE 1
4 feSTOCKRETURNG; ¢ <+ iz INEW, . 4 + ¥ Yeor + Xlndusiry 4 &

4.2.1.2, Overlnvestment model 2 (OVERL2). This meosurement OVERLZ (Richardsen, 2006) only
generates overinvestment proxy fram o positive residual, and |zaves the negotive residunl o=
underinvestment,

INEW, = BT I’[F‘IEW;r-'I. T l'-r_gEMu:—l. T ."‘_uLE"'Ilr-I. T .f'rﬁm”f:r-i T .I'-rt."qEElr-'. L] J'IQSIZEI.:-:I
+ (hSTOCERETURN, ;. ; + ¥ ¥eor + Tlndusing + ¢y

4.2.2, Second-stoge regression: overinvestment and political connection

We took the overinvestment proxy from first regression ond generote £ with severol control
variables os shown on the regression below to see the associotion between overinvestment ond
potitical connection i our sample,

ﬂll"ERf“: =it ,U] PCEW,-_r T |ﬂ1 Tﬂﬂfﬂmt i ﬁ]Esznf + ﬂ*LEV_._r + _f.r! RDA,-, +_|'.|'6AEE|_r =+ ,HJ-EASHH
4 fgLNSALES | + iy INDIRECTOR, ; + J1,,SUBS, -+ f,,BIGH  + T¥ear + Tlndustry + g

Tobie & represents the robustness regression resull of our main onalysis which 15 the ossacioton
between overinvestment ond political connections. We found r-squere difference in amount of
0002 and 0.005, fram OVERTT and OVERTZ, respectively. There is a significont nssociations gener-
oted from political conmections with both overinvestments, OVERTTand OVERIZ in Indonesia. But
unlike pricr research taken in Ching which is resulted to be positive, our finding reveals negotive
asseciotions. Thus, the different natures of somple between this researches that token in
Indonesia, with the prior research done in Ching do moke different reseorch result. The firm size
worked significontly positive on overoll meosurements. Lkewise, number of subsidiories hos
positively significant relotionship toward overinvestment. This means the bigger the firm, the
higher the probability to overinvest. Return on ossel hes positively significant relotlonship toward
overimwestrment by 5u et al., but insignificonl toward Richordson’s,

But unexpectedly, there are several variobles that do not matched with our p-reciictinns. The
number of subsidiaries hos positively significant relotionship foword overinvestment. Leverage hos
significantly positive correlation with OVERIT but insignificontly negative correlation with OVERIZ,
Then, notural logorithm of soles, cosh ond the [Bting penod of o firm have negative relotionship
toword overinvestment In respect to caosh, Tobin's @ olso generates negotive relotionship with
OVERIT but muted in OVERT2.
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Table 6. Political connection and ovarinvestmant
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TOBINSQ
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This toble shows the respis of ordinory leoef squone regressions betwesn owerinvesiment and palitically connectiond
with sarmple of 1,064 ard 543 companies sted an the 100 2012-2017 with égnifcance of T0%, 5% and 1%,

4.2.3. Additional test
In Table 7 we do some additional interaction test to some control voriobles such as number of
subsidiares; ratio of independent directors, and oudited by big 4 guditors, To see Lhedr impoct, we
performed odditional test in STATA by multiplying politicel connections as our independent with
the selected wvarioble, which resulted: POON _SUBS, PCON TNDIRECTOR, ond PCON BTG4, In this
study, we use PCON SUBS as the promy for firmn complexity, then PCON INDIRECTOR, and
PCON £G4 0s the proxy for governonce mechanism After that we regressed each of them with
the avoiloble dependent, independent and control variable in the equation below:

OVERT ;= o o 3y PEON SUBS; & 7, POON TNDIRECTOR, .« 3 PCON BIGA; | o TNDIRECTOR,
+ PcSLIBS r + NigBIma 4+ BSIZE i + TgAGE;: 4 o TOBINSG, (4 fiplEV) i 4 iy ROA

+ fi s CASH ¢ + FaLNSALES ¢ + ¥ Year & Elndustry + i
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Table 8. Additionol interoction test betwean political connection ond overinvestment using
coarsensd exact matching

PCON =0 PCOMN =1
All 0 [ Al
Matehied 224 [ a7
Unenatzhed I 26 [ 311
PANEL B
Al 130 [ 404
Matched . 108 [ I6R
Urraschad 3 13
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B . [ (o1 | (228 [ oen | qean
SURS s Do10* 0.005° b o 0008
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{~1.89) [ =270 {-3.00) {-1.82)
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AGE ' 9002= | -0005t | -Do02e 0,005
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P stokistis in poventheses
*po0l*p< 005, " g 001

First, interaction test with number of subsidiories give positive and negative impoct toward OVERIT
and OVERLZ, respectively, Second, it proved that gevernonce mecheonism proxied by PCON_INDIRECTOR
which hos negative impact towaord the relationship between palitical connections and overimestment
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with level of significonce ot 1% ond 10% from OVERI T ond OVERI2, respectively. Third, inleraction test
with hig 4 ouditors & negatively insignificant with OVERT?, but gives negatively sionificant ossociotions
towards OVERTZ, The lost two additional tests are in occordance with prior research by Huang et al
{207 5) that stoted if the presence of governonce mechanism is effective to mitigote ovenmestment,

We aodd odditional onalysis in Table 8 using the coarsened exact matching (CEM] method.
This method is used to ensure thot the ossignment of observotions into the treatment group
and the control group wos random, We set eoch covariote into three sgual bins or strata,
Eleven covarioles were Inpul Inte the CEM model. Toble 8, panel & presents the maolching CEM
summary for OVERLL. Out of a total of 205 siralo generated by Lthe CEM model, 78 strata
contained both connected and unconnected observolions, A total of 471 out of 784 connected
observotions were matched with 224 out of 260 unconnected observations, Table B panel B,
also present the maotching CEM summary but using OVERI2. Out of o total of 137 strata
generoted by the CEM model, 47 strata contoined both connected and unconnected abservo-
tions. A& totol of 268 out of 404 connected cbservotions were motched with 108 out of 139
unconnected ohsenvotions, Toble 8, panel C presents the result of the replicotion of our first
ond second model by the CEM method. The toble reveols only o consistent result with the
OVERLZ result in Table &, further supporting our hypothesis.

5. Conclusion

Prior titerature indicotes thot the benefits that firms. derive fram their political connections in
Indonesia essentially shield them from competitive market pressures such os special treatment
in both foreign and domestic morket (Leuz & Oberholzer-Gee, 2006), However, in this poper, we
document thal net oll aspects of political cennections howe the sarme effect on this
relotionship.

This study uses paned data for over 1,044 and 563 observations for the period 201 2-2017 to examine
the ossociotion between political connections of the firm ond overnvestment in Indonesio, Our study
has two mojor findings. First, the results indicote that pelitical connections have o significent negative
associotions on a firm's overinvestment, confirming expectations of the different notures between
priar research in China with Indonesio where this research token ploce, ond perhaps becouse the
benefit by having political connections in Tndonesia is not overinvestment, but it couldbe inthe farm of
amything else. Second, governonce mechanism from culside ond inside the company do strengthen
the negotive ossedotion between politiool connections and overinvestment in Indonesio, confirming
prior research by Huang et ol (2015] thot stoted if the presence of independent directors and big four
auditars is effective to mitigate the detrimental impact of overinvestrment.

It waos porticulorly time-consuming to collect the politicol connections data since we hove to
manuolly hend collect the post work experiences of eoch member of boord of commissioners,
board of directors, board of oudit committee and corporote secretary from each annual report of
our samples. #s our reseorch only defines politicol connections through someone’s previous
experience fitle, it may only capture the tip of the iceberg, Our study only follows the majarity of
preceding studies (Ling et al, J076; Su et al, 2074 in using politicel cannections os determiner of
overimvestrment but use different sample study which are Indonesion listed firm and limited Lo
2011-2017 periods, there is either periodicol or cross-cultural comparison performed.

We suggest future resenrcher to invent more efficient and effective alternative method to
collect political connectons data, with shorter period of daoto collection process thon ours.
Future researcher should conduct further and deeper exomination to cotch full phenomenon of
political connections ond overinvestment, and then comprehend more fectures of the topic
with more samples abservations to create more specific research with greoter impact ta the
literatures,
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