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The importance of corporate governance

Mudji Utami & Bertha Silvia Sutejo

University of Surabaya, Surabaya, Indonesia

ABSTRACT: This research examines the impact of corporate governance (CG) towards financial distress and
financial performance. This paper used historical data from non-financial sector companies listed on Indone-
sia Stock Exchange (IDX) on the period 2011-2016. Corporate governance variables used in this research are
managerial ownership, investor institutional, auditor opinion, and independent director. This study uses quan-
titative approach by using linear and logic regression. Final sample used in this study are 331 companies. Us-
ing a 5 percent significance level, the study found that there is a significant relationship between institutional
ownership, independent director, and audit opinion to financial performance. While this study shows only in-
dependent directors who have a significant influence on financial distress.

Keywords: corporate governance, financial distress, financial performance

1 INTRODUCTION

The rivalry in business which is increasingly com-
petitive requires firms to be able to increase the val-
ues for shareholders as well as stakeholders. One of
the criteria of the success of a company is deter-
mined by the practice of good corporate governance
in the company’s management. According to Black
et al. (2006) and Hodgson et al. (2011) the practice
of good corporate governance strengthens the com-
pany’s performance and protects the company from
the risk of financial distress. (Parker et al. 2002,
Wang & Deng 2006). The research of Hambrick &
D’ Aveni (1992) and Daily & Dalton (1994) also
found that the weak practice of CG tends to be relat-
ed to the company’s bankruptcy.

Corporate governance is a foundation that lead
and control a corporate with the purpose of achiev-
ing balance between strength and the company’s au-
thority in providing accountability to the sharehold-
ers and stakeholders (Daniri 2005). Keasey &
Wright (1993) explained that corporate governance
is a structure, process, culture, and system that gen-
erates operational success of an organization. In
general, the quality of corporate governance can be
evaluated based on the openness and transparency
principles, the relation of the shareholders and the
stakeholders, the characteristics of the board of di-
rectors, the policy and obedience, and the ownership
and control structure. Manzaneque et al. (2016)
found that the effectiveness of corporate governance
can be evaluated by observing the management and
the focus on long term performance. The influence
of institutional ownership on financial distress shows
that institutional investor has an important role in

controlling the management. Institutional investors
have some influence in the sustainability of a

company because they have active role in control- ling
the company. Therefore, the higher the institu- tional
ownership, the lower the chance of the com- pany
experiencing financial distress. The research of
Miglani et al. (2014), and Manzaneque et al. (2016)
also found a negative relation between the institu-
tional ownership with financial distress. Mubarak &
Ahmed-Haji (2014) shows that ownership institution
has a significant negative influence on the compa-
ny’s performance.

Suntaruk (2009) suggested that incentive may in-
fluence the directors to think like the company’s
shareholders. When the ownership of the manage-
ment on the company share is not much, the mana-
gerial ownership does not have the incentive to align
the objective to the owner’s objective because the
management is not involved in the financial result of
the manager’s decision. However, if the manage- ment
has a significant amount of share, the man- agement
will try to increase the welfare of the share- holders,
including himself. Therefore, the higher the share
ownership in a company by management, the lower
the chance of the company to experience fi- nancial
distress. Li et al. (2008) and Suntaruk (2009)
found that there is a negative relation be- tween
managerial ownership and financial distress. Sheikh et
al. (2013) also found that managerial own- ership has
a significant negative influence on the company’s
performance. The management that pos- sess the
company’s share often abuses the compa- ny’s
resources for personal gain, so it may decrease the
company’s performance.

Copyright © 2018, the Authors. Published by Atlantis Press. 96
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Independent director is beneficial in monitoring
and controlling opportunists, as well as avoiding
management’s behavior in making decisions which
are consistent with the shareholders. A company
with higher proportion of independent directors may
reduce the chance of financial distress. Therefore,
the higher the number of independent directors, the
lower the chance of financial distress. Manzaneque
et al. (2016) also shows a negative relation between
independent director and financial distress. Kouki &
Guiziani (2015) found that there is a positive influ-
ence of independent director towards financial per-
formance. The more unaffiliated independent direc-
tor, the better the performance of a company.

Miglani et.al. (2015) and Murhadi (2009) shows
that auditor opinion is a dummy variable with the
score “1” which indicates that the result of auditor
opinion is not satisfactory (there is a nonconformity
of the financial report and the prevailing standards),
and the score “0” which indicates the result of the
auditor opinion is satisfactory (the financial report is
acceptable with no exception). Unsatisfactory audit
opinion is a negative signal for the company’s finan-
cial and a sign of hidden risks within the company.
Unsatisfactory Audit opinion leads to a higher
chance of financial distress. Li et al. (2008) and
Miglani et al. (2014) found a positive relation be-
tween audit opinion and financial distress. Buallay et
al. (2017) also found that audit quality has a signifi-
cant positive influence on the company’s perfor-
mance.

Size shows the magnitude of a company. A big
size company will easily get funding from internal or
external sources to fund the beneficial investment
opportunities, and the company has the ability to ful-
fil all the financial obligations. Miglani et al. (2014)
found a negative relation between the size of a com-
pany with financial distress. Palmon & Wald (2002)
also stated that the size of a company may influence
the company’s performance because it is related to a
better leadership structure. Ehikioya (2009) shows
that firm size has a significant positive influence on
the financial performance. Pervan & Visic (2012) al-
so stated that the growth of the size of the company
will result in the company’s profitability.

Financial leverage shows the amount of debt that
a company has to finance the operational activity
and the investments. The higher the leverage in a
company, the bigger the chance of default, so the
chance of financial distress increases. Shahwan
(2015) and Li et al. (2008) found a positive relation
between financial leverage and financial distress. Vo
& Phan (2013), on the other hand, found that
leverage has a negative influence on financial
performance. The high amount of debt will put a
company in a position which has higher risk and

Advances in Social Science, Education and Humanities Research (ASSEHR), volume 186

existence threatening for the company if there is a
default. Leverage can be wused to improve
profitability if it is used to develop a business.
However, it is always linked to the risk of increasing
the loss during difficult times. In other words, profit
and loss will be bigger with the use of leverage.
Based on the explanation above, the purpose of
this research is to test: (1) whether institutional in-
vestor has any influence on financial distress and fi-
nancial performance on the companies listed in BEI
within 2011-2016, (2) whether managerial owner-
ship has any influence on financial distress and fi-
nancial performance on the companies listed in BEI
within 2011-2016, (3) whether independent director
has any influence on financial distress and financial
performance on the companies listed in BEI within
2011-2016, (4) whether auditor opinion has any in-
fluence on financial distress and financial perfor-

mance on the companies listed in BEI within 2011-
2016.

2 RESEARCH METHODS

The data source of this research used external data
from the companies listed in the Indonesian Stock
Exchange within 2011-2016. The sample of the re-
search was the company that had financial reports
which were audited continuously during the research
period.

The dependent variable was the financial perfor-
mance measured from the Return on Assets (ROA),
and financial distress measured using Multivariate
Discriminant Analysis (MDA). The stages of MDA
were as follows: First, dividing companies into two
groups: group of companies experiencing distress
and group of companies not experiencing distress
(healthy). Secondly, testing variables of corporate
governance which were most dominant on financial
distress. Thirdly, producing Z-score model to find
out the companies that experiencing financial dis-
tress and companies not experiencing financial dis-
tress with the conditions that the dummy variable of
the healthy company was given “0” with a Z-score
above 2.90, but the dummy variable of the unhealthy
company was marked “1” with the Z-score below
1.98. The independent variables include institutional
ownership, managerial ownership, independent di-
rectors, and auditor opinion. While the control vari-
ables include firm size and financial leverage.

There were two analysis techniques such as re-
gression logistic and multiple regression. Regression
logistic was used to analyze financial distress, and
multiple regression was used to analyze financial
performance.

97
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3 RESULTS AND DISCUSSIONS

Table 1. Result of Regression Financial Performance

variable 1 Di1g
Institutional Ownership 1,953 0,051 #**
Managerial QOwnershin -0.663 0.508
Independent Director -2,069 0,039%**
Audit Opinion -2,439 0,015%*
Size -0,081 0,936
Financial Leverage 3,262 0,001*

Note: * significant a = 1%, ** significant o = 5%, *** signifi-
cant a =10%

Based on Table 1, it is proven that Institutional
ownership has a significant positive influence on fi-
nancial performance. It means that the increase of
the amount of share of the institution in the company
will improve financial performance. Amyulianthy
(2012) stated that this condition happens because the
institution will professionally monitor the develop-
ment of the investment, so the level of control on the
management actions is very high, and any potential
ruse can be minimized. Managerial ownership is
proven not to have significant influence on the fi-
nancial performance of the company. It is because
the performance of a company depends on the
amount of asset, efficiency, and effectiveness in
managing the resources.

Independent director also has a significant nega-
tive influence on financial performance. It means
that the increasing number of board of independent
commissioner will improve the company’s perfor-
mance. Yermack (1996 in Susiani 2012) stated that
it happens because the competence of board of
independent commissioner that is inadequate, so the
profitability or the financial performance is degrad-
ing. The result of the study is consistent with the re-
search of Susiani (2015) and Ahmed Haji &
Mubarak (2015) who found that the board of
independent commissioner has a significant negative
influence on the return on asset.

Auditor opinion is proven to have a significant
negative influence on financial performance. It is
consistent with the result of the research conducted
by Amyulianthy (2012) who found that audit quality
has a significant positive influence on the company’s
financial performance. Haat et al. (2008) stated that
the reputation of Big Four does not have significant
influence for the investor in investing on the related
company. The company also spends too much in us-
ing the service of KAP which is the member of the
Big Four, and has a poor performance. Hassan &
Halbouni (2013) also stated that external audit does
not influence the operational decision of the compa-
ny being audited.

Financial leverage as a control variable is proven
significant on the performance of the company,
while the size is not proven significant.

Advances in Social Science, Education and Humanities Research (ASSEHR), volume 186

Table 2. Result of Regression Financial Distress

Variable Sig
Institutional Ownership 0,844
Managerial Ownership 0,255
Independent Director 0,003*
Audit Opinion 0,103
Size 0,013**
Financial I .everace 0 00N*

Note: * significant o = 1%, ** significant a = 5%, *** signifi-
cant o =10%

Table 2 shows that Institutional Ownership is in-
significant on financial distress. It means that institu-
tional ownership does not have influence on finan-
cial distress, similar to managerial ownership and
audit opinion which have insignificant result on fi-
nancial distress. The result is not consistent with the
research of Suntaruk (2009), Li et al. (2008), Sheikh
et al. (2013), Manzaneque et al. (2016), and Buallay
et al. (2017).

The significant result is only on the Independent
director. Independent director has a significant influ-
ence on financial distress which is consistent with
the research of Manzaneque et al. (2016) and Kouki
& Guiziani (2015). Independent director can monitor
and control the opportunists and avoid the manage-
ment in making decision which is consistent with the
shareholders. A company with the higher proportion
of independent director can reduce the possibility of
financial distress. The more the number of unaffili-
ated independent directors, the better the monitor
and the improvement of company performance, which
reduce the risk of financial distress. Financial
leverage and size as the control variable are proven
to have significant influence on financial distress.

4 CONCLUSIONS

The result of the research shows that corporate gov-
ernance has significant influence on financial per-
formance, but it does not have significant influence
on financial distress. Corporate governance is meas-
ured through institutional ownership, managerial
ownership, independent director, and audit opinion.
Institutional ownership, independent director, and
audit opinion have a significant influence on finan-
cial performance. Meanwhile, managerial ownership
is not proven to have a significant influence on fi-
nancial performance. In addition, the result of finan-
cial distress shows that only independent director
has influence on financial distress while others do
not have any influence.
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