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Abstract

This study aims to analyze and explain the relationship between the corporate governance and the firm value,
either direct, or indirect through the financial performance and the firm risk. The research object is the mining
sector companies listed in Indonesia Stock Exchange for the period of 2009-2014. The corporate governance is
measured from information disclosure index based on OECD principles of corporate governance. The firm value
is quantified from the Tobin’s q and Price to Book Value (PBV). Return on Assets (ROA) and Net Profit Margin
(NPM) are used to determine the financial performance. The firm risk is computed from the systematic risk and
idiosyncratic risk. A Structural Equation Modeling (SEM) is utilized to analyze the data. The research result
shows that the corporate governance has positive significant effect to the financial performance and negative
significant effect to the firm risk, but it has no direct significant effect to the firm value. The corporate
governance has significant effect to the firm value through the financial performance. Meanwhile, the corporate
governance has no significant effect to the firm value through the firm risk. In addition, the financial
performance has positive significant effect to the firm value, while the firm risk has no significant effect to the
firm value.
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1. Introduction

Discussion about the corporate governance issue is still relevant nowadays, especially after the global economic
crisis in 2008 that impacts developed and developing countries. Weak implementation of corporate governance
is supposed as one of the cause of the global economic crisis. Learning from that experience, there is a global
awareness about the importance of acceleration in the implementation of good corporate governance.

The corporate governance is one of the key elements in improving the economic efficiency and growth,
as well as enhancing the trust from investors. The corporate governance involves a set of relationships between
the management of the company, the board member, the shareholders, and the other stakeholders (OECD, 2004).
The corporate governance also provides the structure to set the objectives of a company, the procedure to reach
those objectives, and the performance monitoring. The presence of an effective system of the corporate
governance in an organization or company, as well as in overall economic matters, helps to give a trust level
needed for well-functioning financial sector, particularly in the capital market.

The assessment done by The Indonesian Institute for Corporate Directorship to 100 public companies
with the largest market capitalization shows that the average total corporate governance score is 43.4%, with the
maximum score is 75.4% and the minimum score is 20.8%. The relatively low average score indicates that the
majority of the publicly listed companies (PLCs) in Indonesia do not yet practice internationally based corporate
governance principles (Asian Development Bank, 2013). It is because more companies apply the practice of the
corporate governance with minimum standard, as an obedience to the rules. Thus, PLCs need to improve their
compliance with the rules.

The role of corporate governance is manifested in creating value for the corporation and supporting
transparency (Lamm, 2010). Good corporate governance is a must in ensuring the values required by different
stakeholder groups and it enhances the performance of corporations (Ganescu and Gangone, 2012). The
application of the corporate governance practice may support the continuity of a company and help increasing
the trust from the society and investors.

Many previous researches include the corporate governance framework in the financial performance
and the firm value analysis. Various results obtained may be caused by difference in research methodology and
the measurement of the variables. Ammann et al. (2011) investigate the relationship between firm-level
corporate governance and firm value from 22 developed countries over the period of 2003-2007. The research
result shows that there is a strong and positive relationship. Ranti (2011) analyses the relationship between the
corporate governance mechanism and the financial performance of banks in Nigeria. The research result shows
that the corporate governance disclosure index has positive significant effect to the financial performance of
banks. The researches of Gompers, et al. (2003), Drobetz, et al. (2004), Black, et al. (2006), Oesch (2011),
Wellalage, N.H. (2012), Krafft, et al. (2013), and Cheung, ef al. (2014) also show positive relationship between
the corporate governance and the firm value as well as the financial performance of the firm.

Abdelkarim (2009) and Albassam (2014) obtain conflicting results on the link between the corporate
governance and the firm performance. Moreover, Wessels, ef al. (2015) discover negative relationship between
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the corporate governance arrangements and the financial performance. Meanwhile, Gupta, et al. (2009) does not
find any relationship between the corporate governance score and various measures of the firm value.

This research analyses the relationship between the corporate governance and the firm value, either
direct, or indirect through the financial performance and the firm risk. The corporate governance is measured
from information disclosure index based on OECD Principles of Corporate Governance. The firm value is
quantified from the Tobin’s q and Price to Book Value (PBV). Return on Assets (ROA) and Net Profit Margin
(NPM) are used to determine the financial performance. The firm risk is computed from the systematic risk and
idiosyncratic risk (unsystematic risk).

This research is expected to deliver additional literature review about the relationship between the
corporate governance and the firm value, and to test the role of the financial performance and the firm risk as the
mediating variables.

2. Literature Review
2.1 Agency Theory
One of the relevant theories in studying the structure of the corporate governance is the agency theory. The
agency theory (Jensen and Meckling, 1976) describes the relationship between the shareholders and the
management of a company as the agency relation between a principal and an agent. Based on the assumption that
each individual acts to maximize a self-interest, there will be difference that triggers conflict between the
principal and agent. It generates the agency cost.

One of the methods used to monitor the agency relationship is through the corporate governance
mechanism. The perspective of the agency theory considers the corporate governance mechanism as a way to
reduce the agency cost.

2.2 Stakeholder Theory

The stakeholder theory is an organizational management and business ethic theory that examines the principles
and values in managing organization. Edward Freeman (1984) in the book of Strategic Management: A
Stakeholder Approach, identifies and models groups who become the stakeholder of a company, that is the
employee, customer, supplier, financier, society, government, et cetera.

The existence of a company is not only to maximize the wealth of the shareholders, but also the
stakeholders (Jones, 2005). There is a change of perspective from the traditional financial theory that views a
company as a shareholder value maximizer, to further expansion in the stakeholder theory that considers a
company as a stakeholder value maximizer.

2.3 Asymmetric Information Theory

The asymmetric information is the difference of information obtained by one side and the other sides in
economic activities. For example, this asymmetric information happens among the investor candidates in the
capital market.

The term “asymmetric information” is used by George Akerlof (1970) in his work “The Market for
Lemons”. Spence (1973) also analyses the asymmetric information in the labour market, while Rothschild and
Stiglitz (1976) analyses it in the insurance market. The corporate governance is directed to reduce the
asymmetric information between the principal and agent.

2.4 Corporate Governance and Financial Performance
The corporate governance deals with the way how firms are managed and controlled and how accountability is
assured. Efficient corporate governance in a company organization may help the company to reach its objectives,
including its financial performance. The corporate governance mechanism ensures the management acts for the
best interest of the company and minimizes the agency cost.

The corporate governance framework is one of the important keys in increasing the efficiency in
company monitoring. The implementation of the corporate governance is expected to attain a balance of many
interests that give benefit to the company.

2.5 Corporate Governance and Firm Risk
The agency theory assumes that every individual acts for a self-interest. Therefore, an agent can make a decision
that gives benefit for his own interest, but has potency to harm the shareholder or stakeholder.

One of the methods used to evade a company from the risk of the conflict of interest is through the
corporate governance mechanism. The corporate governance structure determines clearly the right and obligation
for different parties in an organization, that is the management, the board members, the shareholders, and the
other stakeholders.
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2.6 Corporate Governance and Firm Value

The corporate governance has significant effect for the growth of a company and overall economic development.
It is since a proper corporate governance practice can reduce the risk for the investors, attract investment capital,
and improve the value of companies (Spano, 2005). The corporate governance is directed to reduce the
asymmetric information so that the investors have sufficient information in taking the investment decision. At
the end, it will affect the firm value.

3. Hypotheses
Based on the previous explanations, this study aims to test the following hypotheses:

H: : The corporate governance has positive effect to the financial performance.
H, : The corporate governance has negative effect to the firm risk.
Hs; : The corporate governance has positive effect to the firm value.
Hs : The financial performance has positive effect to the firm value.
Hs : The firm risk has negative effect to the firm value.
Hs : The corporate governance affects the firm value through the financial performance.
H; : The corporate governance affects the firm value through the firm risk.
4. Research Design

This research uses secondary data published by the companies in the annual report, financial statement, and
information disclosure from the Indonesia Stock Exchange website. The exogenous variable is obtained from the
data of the year 2009-2013, while the endogenous variable is from the data of the year 2010-2014. The data
analysis is done by employing the Structural Equation Model (SEM) with SmartPLS 3.0. It aims to examine the
relationship between variables studied and to prove the research hypotheses (Hair, ef al., 2009).

4.1 Population and Sample

Population is the collection of all individuals or items under consideration in a statistical study (Weiss, 2012).
The population of this research is 44 mining sector companies listed in the Indonesia Stock Exchange in the year
period of 2009-2014. Sample is part of the population from which the information is collected (Weiss, 2012).
Sampling method is saturated population or census. From the whole available sample, the mining companies that
have been listed before 2009 are 30 companies. During the research period, there are 5 companies that do merger
or acquisition, and 11 companies with incomplete data. Thus, the total sample is 14 companies.

4.2 Research Variables

The exogenous variable used in this research is the corporate governance (X). The corporate governance is
measured from the indicator of practicing the corporate governance based on the Organization for Economic Co-
operation and Development (OECD). OECD principles of the corporate governance (2004) consist of the right of
the shareholder (Xi,), the equitable treatment of the shareholder (X ), the role of the stakeholder (X 3), the
disclosure and transparency (X;4), and the board responsibility (Xis). The method of content analysis is
employed to disclosure the corporate governance in the annual report (Moloi, 2008). The corporate governance
index is calculated by rating the number of disclosure for each indicator of the corporate governance to the
expected number.

The endogenous variables are the financial performance (Y1), firm risk (Y>), and firm value (Y3). The
financial performance is determined by ROA (Y1,1) and NPM (Y 2) (Brigham and Houston, 2009). The firm risk
is computed from the systematic risk (Y2,1) and idiosyncratic risk (Y2,). Systematic risk (f) is formulated with
single index method as follows (Bali and Cakiki, 2008):

Rii= ot SRt ei (1)
The idiosyncratic risk is measured from the standard deviation of the residual, with the formula as follows (Bali
and Cakiki, 2008):
IVOL;, = \var () )
The firm value is quantified from the Tobin’s q (Y3,1) and PBV (Y3>).

5. Results and Discussion
5.1 Goodness of Fit Test
Evaluation on the Goodness of Fit for the structural model is measured by using the predictive-relevance value
(Q%). It is calculated with the formula as follows:

@’ =1-(I-RP) (I-RP)...(I- R) 3)
The R’ value for each endogenous variable is shown in Table 1.
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Table 1. Results of R-Square

Variable R-Square
CFP 0.391
FR 0.292
FV 0.361

Based on Table 1, the predictive-relevance value is 0.3261, meaning that the model is able to explain the
phenomena of the firm value in the amount of 32.61%. The remaining 67.39% is explained by the other variables
that have not been included yet into the research model and the error.

5.2 Hypothetical Testing
The path analysis shows the effect among the latent variables. The path analysis result is displayed in Fig.1.
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Figure 1. Ouput of Algorithm in the form of Path Diagram

The hypothetical testing is done by Bootstrap resampling method, and the result is shown in Fig.2.
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Figure 2. Ouput of Bootstrapping analysis in the form of Path Diagram
The result for the direct effect values can be seen in Table 2.
Table 2. Result of the direct effect values

Variables Original Sample T Statistics P Significance (o =
Relationship (0) ((O/STDEV)) Values 5%)

CG -> CFP 0.625 3.834 0.000 significant

CG > FR -0.540 2.131 0.034 significant

CG->FV 0.125 0.597 0.551 insignificant

CFP ->FV 0.513 2.790 0.005 significant

FR > FV -0.004 0.030 0.976 insignificant

The indirect effect of the corporate governance to the firm value is displayed in Table 3.
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Table 3. Result of Indirect Effect

No Independent Dependent Intervening Sobel Test Output Significance (a
) Variabel Variabel Variabel Statistic Test p-value =5%)
1 CG FV CFP 2.25495 0.02414 significant
2 CG FV Risk 0.02941 0.97654 insignificant

5.2.1 Corporate Governance and Financial Performance

The corporate governance has positive significant effect to the financial performance of the firm. The path
coefficient is 0.625, with t-statistics 3.834 and p-value 0.000 (positive and significant). Therefore, hypothesis 1 is
accepted. The positive path coefficient means that a good corporate governance will increase the financial
performance. The implementation of the corporate governance leads to a better financial performance that is
shown by the ROA and NPM.

This study confirms the research of Gompers, ef al. (2003), Ranti (2011), Wellalage, N.H. (2012),
Krafft, et al. (2013), and Albassam (2014). The corporate governance encourages the efficiency in the company
monitoring, therefore it increases the financial performance of the firm.

5.2.2 Corporate Governance and Firm Risk

The corporate governance has negative significant effect to the firm risk. The path coefficient is -0.540, with t-
statistics 2.131 and p-value 0.034 (negative and significant). Therefore, hypothesis 2 is accepted. The negative
path coefficient means that better corporate governance practice reduces the risk of the firm.

The corporate governance has a strong role to play in the nature and intensity of risks taken by the firm.
Companies with good governance practices are perceived by the market to have lower levels of risk. This study
confirms the research of Lameira, ef al. (2011), Alam and Shah (2013), and Wolfswinkel (2013).

5.2.3 Corporate Governance and Firm Value

The corporate governance does not affect significantly the firm value. The path coefficient is 0.125, with t-
statistics 0.597 and p-value 0.551 (insignificant). Therefore, hypothesis 3 is rejected. This study confirms the
research of Gupta, et al. (2009) and Albassam (2014). This result suggests that the impact of the corporate
governance practice on the firm value may not be direct. It differs with the research of Gompers, et al. (2003),
Drobetz, et al. (2004), Black, et al. (2006), Ammann et al. (2011), Oesch (2011), Wellalage, N.H. (2012), Krafft,
et al. (2013) and Cheung, et al. (2014).

5.2.4 Financial Performance and Firm Value

Financial performance has positive significant effect to the firm value. The path coefficient is 0.513, with t-
statistics 2.790 and p-value 0.005 (positive and significant). Therefore, hypothesis 4 is accepted. The positive
path coefficient means that better financial performance increases the firm value.

5.2.5 Risk and Firm Value

Firm risk has negative insignificant effect to the firm value. The path coefficient is -0.004, with t-statistics 0.030
and p-value 0.976 (insignificant). Therefore, hypothesis 5 is rejected.

5.2.6 Corporate Governance and Firm Value through Financial Performance

Corporate governance significantly affects the firm value through the financial performance. The Sobel test
statistic is 2.25495 and the p-value is 0.02414 (positive and significant). Therefore, hypothesis 6 is accepted. The
implementation of the corporate governance may encourage the company to have efficient and accountable
operation and thus increase the firm value through better financial performance.

5.2.7 Corporate Governance and Firm Value through Firm Risk

Implementation of the corporate governance is associated with a value generation through a decline in the
market risk. The research result shows that the corporate governance does not significantly affect the firm value
through the firm risk. The Sobel test statistic is 0.02941 and the p-value is 0.97654 (insignificant). Therefore,
hypothesis 7 is rejected.

6. Conclusion

This research examines the effect of the corporate governance to the firm value, either direct, or indirect through
the financial performance and the firm risk. The corporate governance is measured from information disclosure
index based on OECD principles of corporate governance. The firm value is quantified from the Tobin’s q and
Price to Book Value (PBV). Return on Assets (ROA) and Net Profit Margin (NPM) are used to determine the
financial performance. The firm risk is computed from the systematic risk and idiosyncratic risk.

From the result of the data analysis, we can conclude as follows:

1. A better corporate governance will lead to a better financial performance.

2. A better corporate governance will lower the firm risk.

3. The corporate governance has no direct effect to the firm value.

4. The increment of the financial performance will improve the firm value.
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5. The firm risk does not significantly affect the firm value.

6. The corporate governance significantly affects the firm value through the financial performance as the
mediating variable.

7. The corporate governance does not significantly affect the firm value through the firm risk as the mediating
variable.

This research is expected to deliver a contribution to the enhancement of the corporate governance practice,

especially in developing countries. The implementation of a good corporate governance will increase the

efficiency and urge the economic growth. The presence of an effective corporate governance will help in

increasing the trust level needed for well-functioning financial sector, particularly in the capital market.

This research is limited to the mining companies listed at the Indonesia Stock Exchange for the year period of

2009-2014. Further research can be implemented for several types of companies in longer time period. The

goodness of fit of the model in this research is 32.61%, meaning that there are the other variables that have not

been included yet in this study. It can be incorporated in future work.

References

Abdelkarim, N., & Alawneh S. (2009), “The Relationship between Corporate Governance and the Performance
of Palestinian Firms: An Empirical Study”, The International Journal of Business and Finance
Research, Vol. 3, No.2, pp. 105-120.

Akerlof, G. (1970), “The Market for Lemons: Quality Uncertainty and The Market Mechanism”, The Quarterly
Journal of Economics, Vol. 89, No. 3, pp. 488-500.

Alam, A., & Shah, S.Z.A. (2013), “Corporate Governance and its Impact on Firm Risk”, International Journal of
Management, Economics and Social Sciences, Vol. 2, No. 2, pp. 76-98.

Albassam, W.M. (2014), “Corporate Governance, Voluntary Disclosure and Financial Performance: An
Empirical Analysis of Saudi Listed Firms Using A Mixed-Methods Research Design”, PhD Thesis,
Glasgow: University of Glasgow.

Ammann, M., Oesch, D. & Schmid, M.M. (2011), “Corporate Governance and Firm Value: International
Evidence”, Journal of Empirical Finance 18, 36-55.

Asian Development Bank (2013), “ASEAN Corporate Governance Scorecard: Country Reports and Assessments
2012-2013”.

Bali, T.G., & Cakiki, N. (2008), “Idiosyncratic Volatility and the Cross Section of Expected Return”, Journal of
Financial and Quantitative Analysis, Vol. 43, No. 1, pp. 29-58.

Black, B.S., Jang, H., & Kim, W. (2006), “Does Corporate Governance Affect Firms' Market Values? Evidence
from Korea”, Journal of Law, Economics and Organization, Vol. 22, pp.366-413.

Brigham, E.F., & Houston, J.F. (2009), “Fundamental of Financial Management”, 12th edition. Mason: South-
Western.

Cheung, Yan-Leung, Connelly, J. Thomas, Estanislao, Jesus P., Limpaphayom, Piman, Lu, Tong and Utama,
Sidharta. 2014. The Corporate Governance and Firm Valuation in Asian Emerging Markets, Corporate
Governance in Emerging Markets, Boubaker, S. and Nguyen, D.K. (eds). Springer-Verlag Berlin
Heidelberg, pp. 27-53.

Drobetz, W., Schillhofer, A., Zimmermann, H. (2004), “Corporate Governance and Expected Stock Returns:
Evidence from Germany”, European Financial Management, Vol.10 (2), pp.267-293.

Freeman, R.E. (1984), “Strategic Management: A Stakeholder Approach”, Boston: Pitman.

Ganescu, M.C., & Gangone, A.D. (2012), “ A Methodology for Measuring Responsible Corporate Governance
in Countries of Emerging Europe”, The USV Annals of Economics and Public Administration, 12 (2),
pp-129-139.

Gompers, P.A., Joy, L.I. and Andrew, M. (2003), “Corporate Governance and Equity Prices”, Journal of
Economics, Vol. 118 No. 1, pp. 107-155.

Gupta, P.P., Kennedy, D.B., & Weaver, S.C. (2009), “Corporate Governance and Firm Value: Evidence from
Canadian Capital Markets”, Corporate Ownership & Control, Vol. 6 (3), pp. 293-307.

Hair, J.F., Black, W.C., Babin, B.J., & Anderson, R.E. (2009), “Multivariate Data Analysis”, 7th edition, New
Jersey: Prentice Hall.

Indonesia Financial Services Authority (2014), “Indonesia Corporate Governance Roadmap”.

Jensen, M.C., Meckling, W.H. (1976), “Theory of the Firm: Managerial Behavior, Agency Costs and Ownership
Structure”, Journal of Financial Economics, Vol.3 (4), pp. 305-360.

Jones, R. (2005), “Finding Sources of Brand Value: Developing A Stakeholder Model of Brand Equity”, Journal
of Brand Management, Vol. 13, pp. 10-32.

Krafft, J., Qu, Y., Quatraro, F., & Ravix, J.L. (2013), “Corporate Governance, Value and Performance of Firms:
New Empirical Results on Convergence from A Large International Database”, Industrial and
Corporate Change, Oxford University Press (OUP), pp.1-37.

23



European Journal of Business and Management WWWw.iiste.org
ISSN 2222-1905 (Paper) ISSN 2222-2839 (Online) may
Vol.7, No.35, 2015 “s E

Lameira, V.D.J., Harris, J.E., Quelhas, O., & Pereira, R. (2011), “Is the Quality of Corporate Governance
Associated to the Market Risk for Brazilian Energy Companies?” International Journal of
Intercultural Information Management, Vol. 2, No. 4, pp. 276-300.

Lamm, J. (2010), “Under Control, Governance Across the Enterprise”, USA: Springer, Ch.1, pp.1-13.

Moloi, Steven T.M. (2008), “Assessment of Corporate Governance Reporting in the Annual Report of South
African Listed Companies”, PhD Thesis, Pretoria: University of South Africa.

Oesch, D. (2011), “International Corporate Governance and Firm Value”, Dissertation, St.Gallen: University of
St.Gallen.

Organisation for Economic Co-operation and Development (2004), “Principles of Corporate Governance”, Paris:
OECD Publication Services.

Ranti, U.O. (2011), “Corporate Governance and Financial Performance of Banks: A Study of Listed Banks in
Nigeria”, PhD Thesis, Ota: Covenant University.

Rothschild, M., & Stiglitz, J.E. (1976), “Equilibrium in Competitive Insurance Markets: An Essay in The
Economics of Imperfect Information”, The Quarterly Journal of Economics, Vol. 90, No. 4, pp. 629-
649.

Spanos, L.J. (2005). “Corporate governance in Greece: Developments and Policy Implications”, Corporate
Governance, Vol. 1, pp. 15-30.

Spence, M. (1973), “Job Market Signaling”, The Quartely Journal of Economics, Vol. 87, No. 3, pp.355-374.

Weiss, N.A. (2012), “Introductory Statistics”, 9th edition, Boston: Pearson Addison-Wesley.

Wellalage, N.H. (2012), “Corporate Governance and Financial Performance of Sri Lanka Listed Companies
2006-2010”, PhD Thesis, Hamilton: The University of Waikato.

Wessels, R.E., & Wansbeek, T. (2015), “What is the Relation (If Any) between a Firm's Corporate Governance
Arrangements and its Financial Performance?”, CESifo Working Paper Series No. 4599. Available at
SSRN: http://ssrn.com/abstract=2393995.

Wolfswinkel, M. (2013), “Corporate Governance, Firm Risk and Shareholder Value”, PhD Thesis, Rotterdam:
Eramus University Rotterdam.

24



