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This paper attempts to investigate interdependent mechanism
among leverage, dividend, and managerial ownership policies. This
paper considers firm size and economic conditions to control their
effect on the relationship among the three policies. The interrelation-
ship between leverage, dividend, and managerial ownership policies
will be tested using two-stage least squares. Five exogenous vari-
ables are employed in simultaneous equation. current assets and
structure of assets as leverage determinants, book to market and
return oninvestment as dividend determinants, and relative return to
risk as managerial ownership determinant. The research employs
year 1994-2004 data, with 1717 firm years. The research findings
can be summarised as follows. First, there is a negative relationship
between managerial ownership and leverage policies as suggested
by agency theory. Second, thereis a relationship between managerial
ownership and dividend policies, but the relationship between
leverage and dividend is insignificant. Third, the relationship be-
tween leverage and dividend is insensitive to economic condition
and firm size. Fourth, all exogenous variables have significant effect
on endogenous variables, except relative return. Fifth, the effects of
exogenous variables are not sensitive to control variables. Sixth, we
find that managers show self-interest behaviours by reducing mana-
gerial ownership when the economic condition worsens.
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Background

Jensen and Meckling— (1976)
define a company as a locus of contract
or a number of contracts between an
agent and a principal caused by the
separation of ownership and control.
Contract system tends to create moral
hazard. The moral hazard occurs when
the agent is able to undertake actions
that cannot be controlled by the princi-
pal. An increase in leverage or debt is
one of the alternatives to shift the
monitoring costs from the principal to
bondholders. The use of debt also
pushes managers to be more discipline
so as to shun bankruptcy (Harris and
Raviv 1990). Debt also functions as a
bonding means to management
(Megginson 1997: 335).

This study discusses the interde-
pendence of dividend, leverage, and
managerial ownership policies.
Agency cost of equity is difficult to
observe directly; hence, variables of
dividend and leverage policies that
consider the separation between mana-
gerial interests and shareholders’ in-
terests are used. The relationship be-
tween leverage and dividend is math-
ematically examined by DeAngelo and
Masulis (1980), who find that lever-
age and dividend are relevant if there
are taxes and not in equilibrium condi-
tion. Koch and Shenoy (1999) prove
that there is interdependence between
leverage policy and dividend policy
that simultaneously and significantly
influence future cash flows. Hartono
(2000) finds that dividend policy is a
mechanism to reduce debt policy.

The interdependence amongst the
three policies (debt, dividend, and in-
sider ownership) is researched by
Jensen et al. (1992), finding that lever-
age policy and dividend policy do not
influence insider ownership, whilst
insider ownership influences financ-
ing and dividend decisions. Crutchley
and Hansen (1989) harnesses agency
theory and variables that influence le-
verage and dividend using three-stage
reduced-form regression model. They
find that managers utilize three poli-
cies (ownership, leverage, and divi-
dend) to decrease the agency cost.
This finding supports the agency theory
that agency cost of equity and agency
cost of debt can be managed and con-
trolled optimally using the interdepen-
dence of leverage, dividend, and in-
sider ownership policies. They also
point out that managerial ownership is
influenced by relative return.

Myers (1977) reveals that compa-
nies with high assets in place are in-
clined to use higher leverage as the
assets in place are basically a sunk
cost. Several studies show that assets
in place, proxied by fixed assets, have
a positive impact on leverage (Ferri
and Jones 1979; Marsh 1982; Long
and Malitz 1985; Friend and Lang
1988; and Jensen et al. 1992). Collat-
eral hypothesis argues that fixed assets
can function as a bailout, showing that
a company has enough resources to
fulfil its liabilities. Through current
assets, collateral hypothesis is sup-
ported by perquisites hypothesis. Per-
quisites hypothesis proposed in this
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research argues that current assets can
be utilized by management to exert
perquisite actions. Shareholders incur-
ring loss due to these perquisite ac-
tions will exert bonding mechanism
through leverage policy.

Free cash flow hypothesis has a
relation to investment opportunities;
the higher the investment opportuni-
ties, the higher is the internal cash
flows to be used to finance or to realize
the investment opportunities (Myers
and Majluf 1984; Jensen 1986). Re-
maining profits used to pay dividends
are smaller such that growing compa-
nies will pay low dividends (Jensen et
al. 1992). This argument is contradic-
tory with signalling hypothesis that
argues that declining dividend reflects
management’s pessimism towards the
company’s prospect such that it is a
negative signal. An increase in divi-
dend is a positive signal since it shows
managerial confidence on the
company’s prospect.

Difference in company size can
influence the relationship amongst the
three policies and variables. Some re-
search shows that company size can
function as a control variable to clarify
the relationship amongst variables
tested (Murphy 1985; Smith and Watts
1992). Difference in economic condi-
tion can also influence the managerial
behavior in making decisions. The re-
lationship amongst financial decision
variables and their determinants can
also change when the economic condi-
tion changes substantially. This study
controls the company size effect and

the change in economic condition by

cutting off year 1997 as the beginning

period of financial crisis in Indonesia.

Predicated upon the discussion
above, the research questions can be
formulated as follows:

1. Is there a relationship amongst le-
verage, dividend, and managerial
ownership policies?

2. Do current assets and fixed assets
positively influence leverage?

3. Do investment opportunities and
profitability influence dividend
policy?

4. Doesrelativereturn influence mana-
gerial ownership?

General description on the agency
problem in determining leverage, divi-
dend, and managerial ownership poli-
cies is still an interesting issue to re-
search. Some studies have yet to show
results fully supporting the prediction
of agency theory. The issue of agency
conflict is valuable and worth to ana-
lyst as La Porta et al. (2000a) argue
that ownership structure has suitable
control over agency conflict. Owner-
ship structure has a significant impact
on reducing agency conflict especially
in developing countries (e.g., Indone-
sia). Indonesian capital market is re-
nown as a market with concentrated
ownership structure. Baker and
Wurgler (2004) test the effectiveness
of dividend to control agency conflict.
They find that dividend has a signifi-
cant impact on reducing agency con-
flict between agent and principal. In-
donesia experiences low dividend pay-
ment for listed firms (Mahadwartha

181



Gadjah Mada International Journal of Business, May-August 2006, Vol. 8, No. 2

2004). The phenomenon suggests that
the agency conflict is lower in coun-
tries with high dividend payment, as
Baker and Wurgler (2004) examine
using United States data.

This research’s finding is expected
to contribute to empirical and policy
aspects. Empirical contribution of this
study is expected to support the agency
theory, especially in explaining lever-
age, dividend, and managerial owner-
ship policies to reduce agency con-
flict. The finding is also expected to
provide additional explanations on the
agency theory since it involves two
panel data in the periods of normal
economy and of economic crisis. Sen-
sitivity testing model on the change in
economic condition will elaborate on
whether there is a difference in mana-
gerial behavior reflected by leverage,
dividend, and managerial ownership
policies in the different economic con-
ditions.

Meanwhile, the policy contribu-
tion of this study is intertwined with its
provision of literature and practice
background and reference to decision
makers, both companies and inves-
tors. It is expected that managers and
investors understand the explanation
of the agency relationship. Sharehold-
ers policy with respect to stock invest-
ment in firms should concern the
agency conflict between managers and
shareholders. Shareholders will jus-
tify that financial policies such as divi-
dend and leverage are better control
mechanisms for the agency conflict.

Managers offering ownership compen-
sation scheme will consider their
wealth more correlated with firm
wealth and accordingly will be con-
cerned with the firm value. Their inter-
ests should align with shareholders’
interests so as to reduce the agency
conflict.

Literatures Review and
Hypotheses Development

The interdependence amongst le-
verage, dividend, and managerial own-
ership policies in agency theory per-
spective is included in behavioral re-
search since it explains the effect of
managerial behaviors and sharehold-
ers’ behaviors on corporate financial
decisions. The research is directed to-
wards positivist agency theory as it
examines the agency relationship be-
tween management or agent and share-
holders or principal (Eisenhardt 1989).

Interdependence of Leverage
Policy and Managerial
Ownership

Managerial ownership policy is
included into remuneration policy pur-
porting to reduce the agency conflict
between management and sharehold-
ers. Murphy (1985); Brickley et al.
(1988); Jensen and Murphy (1990);
and Smith and Watts (1992) explain
how fixed compensation package (sal-
ary) and contingent package (bonuses
and options) can be utilized as a means
to align the managerial interests and
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the shareholders’ interests.! Megginson
(1997: 335) uses the term “bonding
mechanism” that tries to align the in-
terests of shareholders and those of
management through programs that
tie the personal wealth into the wealth
of the company.

Management has lower risk aver-
sion level than shareholders have since
management is faced with high risk of
losing jobs if the company finds diffi-
culties in its operations. Meanwhile,
shareholders can diversify their port-
folios to reduce risk (Megginson 1997:
19). If the company risk increases, for
instance the risk of financial distress,
management may lose their jobs whilst
shareholders who are well diversified
will be faced with lower risk of finan-
cial distress.

This phenomenon leads to man-
agement more focusing on total risk of
the company whilst shareholders are
more concerned with market risk or
beta since the firm specific risk has
disappeared dueto diversification. This
risk phenomenon then possibly results
in ambiguous research findings on re-
muneration (managerial ownership) in
relation to leverage. Leland and Pyle
(1977) and Kim and Sorenson (1986)
find that the relationship between le-
verage and managerial ownership is
positive. On the other hand, the re-
search of Friend and Lang (1988), and
Jensen et al. (1992) find a negative
relationship between leverage and
managerial ownership.

Leland and Pyle (1977) use the
“signalling” argument that the lever-
age of company that has managerial
ownership is a signal that the leverage
is truly utilized for investment and
increasing value of the company. Kim
and Sorensen (1986) use demand-sup-
ply hypothesis, arguing that a com-
pany will increase leverage since in-
siders (management) are able to con-
trol the company more effectively by
managerial ownership program. The
program shifts the attention of man-
agement to risk towards market risk
although their main concern is still on
total risk. It purports to align the per-
spective on risk of management and of
shareholders. Hence, a company hav-
ing managerial ownership will employ
higher leverage such that the relation-
ship between managerial ownership
and leverage is positive.

The studies of Leland and Pyle
(1977), and Kim and Sorensen (1986)
can be countered by the argument that
management has possibly diversified
their personal portfolios prior to de-
ciding to buy the stocks of the com-
pany where they work. This argument
considers that like investors and share-
holders, management are also indi-
viduals able to invest their wealth. The
argument is supported by Crutchley
and Hansen (1989) finding that man-
agers will proceed to own the com-
pany stocks if the stocks are approach-
ing the efficient market line such that
the diversification loss due to buying

! Jensen and Murphy (1990) uses the term “incentives™ for fixed package and “insurance” for
contingent compensation. Included in option-related package is managerial ownership program.
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their own company’s stocks declines.
If managers pay high attention to the
diversification loss, it means that the
managers have diversified their per-
sonal wealth.

Other empirical results contradict-
ing with Leland and Pyle (1977) and
Kim and Sorensen (1986) are Friend
and Lang (1988), Jensen et al. (1992),
Mahadwartha and Hartono (2002),
Ismiyanti and Hanafi (2004), and
Mahadwartha and Ismiyanti (2006)
who find that leverage policy is nega-
tively influenced by ownership struc-
ture. Increasing managerial ownership
will lead to a stronger tie between
management personal wealth and the
company wealth; consequently, the
management will strive for reducing
the risks of losing job and personal
wealth by decreasing debt which also
means decreasing the company’s fi-
nancial risk.

The prevalence of financial dis-
tress arouses agency conflict through
asset substitution and underinvestment
(Copeland and Weston 1992: 332),
meaning that managerial ownership is
related to bankruptcy risk triggered by
leverage. If the leverage is low, the
company will increasingly hinge on
equity financing, either by right issue
or by managerial ownership, such that
leverage negatively influences mana-
gerial ownership.

H,: The relationship of managerial
ownership to leverage is negative.

Interdependence of Dividend
Policy and Managerial
Ownership

Dividend payment will prevent
management from undertaking perqui-
site actions sincethe internal cash flows
will be utilized to deliver dividends to
stockholders (bonding mechanism).
Companies that have a control mecha-
nism and broad ownership structure
are usually big companies that tend to
pay dividends to alleviate the agency
conflict between management and
stockholders. In contrast, small com-
panies with centered ownership struc-
ture on several individuals will pay out
low dividends as the potential agency
conflict is also low (Megginson 1997:
375).2 Hence, size variable is of impor-
tance in controlling the impact of divi-
dend on managerial ownership, and
vice versa.

Inrelation to H, if the managerial
ownership increases, it will lower le-
verage so that in order to finance in-
vestments, management will be de-
pendent on retained earnings which
also means reducing dividend. Jensen
et al. (1992); Rozeff (1982);
Mahadwartha and Hartono (2002), and
Ismiyanti and Hanafi (2004) find that
dividend policy is influenced by own-
ership structure in a negative relation-
ship.

Dividend payment will decrease
asymmetric information in a company.
However, if the company has manage-

2 The explanation on company size as a control variable is discussed in the research method

section.
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rial ownership program, the asymmet-
ric information will automatically de-
cline. This condition renders dividend
payment irrelevant to be harnessed to
reduce the asymmetric information
(Megginson 1997: 373).3
H,: Relationship of managerial own-
ership to dividend is negative.
The existence of managerial own-
ership leads signalling hypothesis to
be less adequate to elaborate on the
influence of dividend policy on the
company value. Agency theory will be
more robust to explain the phenom-
enon of dividend policy as a means to
reduce asymmetric information that
causes agency conflict between man-
agement and stockholders.

Interdependence between
Leverage Policy and Dividend
Policy

The explanation of agency theory
in the relationship between dividend
and leverage, and the relationship be-
tween leverage and dividend, is pro-
vided through free cash flow hypoth-
esis (contracting model of dividend)
and balancing model of agency cost.
Free cash flow hypothesis (contract-
ing model of dividend) predicts that
dividend influences leverage in a posi-
tive direction (Megginson 1997: 362).
A company delivering dividends in
big amount will need additional funds
through leverage to finance its invest-
ments such that the dividend policy
influences the leverage policy in one

direction (Emery and Finnerty 1997:
568). The company’s internal cash is
utilized to pay dividends so that it
needs additional external funds through
debt (free cash flow hypothesis).

The argument of Emery and
Finnerty is substantiated by Miller and
Rock (1985) in their conceptual ar-
ticle, revealing that high dividend pay-
out is a signal of the company’s in-
creasing profitability in the future.
Management gives the positive signal
through the dividend payment such
that investors recognize the future in-
vestment opportunities promising for
the company value. Furthermore, high
dividend payout means that in order to
maintain its optimum capital struc-
ture, the company will employ higher
debt to finance its investments (Emery
and Finnerty 1997: 568; Easterbrook
1984).

Easterbrook (1984) also argues
that stockholders will exert monitor-
ing actions towards management; nev-
ertheless, if the monitoring costs are
high, they will harness the third party
(debtholders or bondholders) for help-
ing undertake the monitoring actions.
Debtholders that have invested their
money in the company by themselves
will strive for undertaking the control
activities on the use of their funds.
Monitoring mechanism is usually
implemented through debt covenant
mechanism.

Hartono (2000), Mahadwartha
and Hartono (2002), and Ismiyanti and

* By itself contradicting with signalling hypothesis.
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Hanafi (2004) find that dividend policy
influences a company’s leverage policy
in a positive relationship. However,
Hartono (2000) also finds that the le-
verage policy has insignificant impact
on the dividend policy. The dividend
policy, based on Hartono’s (2000) find-
ing, is influenced by the company’s
accounting decision. This empirical
evidence shows that the relationship
of dividend with leverage is positive.
H,: The relationship of dividend with
leverage is positive.

Balancing model of agency cost
explains the influence of leverage on
dividend policy. This model of agency
theory elaborates on the trade-off be-
tween agency cost of equity and agency
cost of debt (Megginson 1997: 338).
Leverage policy influences dividend
policy in a negative relationship. A
company with high leverage (high
agency cost of debt) will try to allevi-
ate its agency cost of debt by decreas-
ing the use of debt, thus financing its
investments by internal cash flows.
Stockholders will give up the internal
cash flows, previously paid out as divi-
dends, to finance investments such that
the agency cost of equity will increase
corresponding with the decrease in the
agency cost of debt. The relationship
between leverage policy and dividend
policy based on the balancing model
of agency cost is negative.

Balancing model of agency cost,
supported by the finding of Jensen et
al. (1992), Mahadwartha 2004, and
Ismiyanti and Hanafi (2004), posits
that management will be faced with a
trade-off between dividend payment

and fixed charge of leverage; accord-
ingly, the higher the leverage, the lower
the dividends will be.

Determinants of Leverage

Current Assets

Companies possessing high de-
gree of current assets (CA) will use
higher leverage. It is argued that the
current assets are the companies’ bail-
outs that the companies will be able to
fulfil their leverage. This collateral
hypothesis is linked to the possibility
that management harnesses the cur-
rent assets for self-interests, especially
cash and inventories. Agency theory
postulates that the use of leverage may
decline managerial perquisite capabil-
ity such that the relationship of current
assets with leverage is positive.

Some research such as that of Ferri
and Jones (1979), Marsh (1982), Long
and Malitz (1985), Friend and Lang
(1988), and Jensen et al. (1992) find
that current assets have a positive rela-
tionship with leverage. The current
asset variable is also utilized to exam-
ine the perquisite hypothesis that le-
verage policy can be harnessed to pre-
vent and suppress the managerial per-
quisite behaviors. Leverage variable
used has separated managerial owner-
ship from nonmanagerial ownership
(outside shareholders ownership).
H,: The relationship of current assets

with leverage is positive.
Asset Structure. Myers (1977) points
out those assets in place are better
financed by leverage as the assets in
place have a characteristic of sunk
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costs. The assets in place are reflected
by property, plant, and equipment (at
historical costs) or net fixed assets.
The higher the proportion of assets in
place in a company’s total assets, the
higher will be the tendency of using
leverage. This argument is supported
by Skinner (1993). Barton et al. (1989)
also add inventories into the assets in
place. Their empirical finding shows
that asset structure measured by con-
sidering inventories has a weak posi-
tive effect on leverage. The assets in
place also function as collateral such
that the higher the value of collateral,
the higher the company’s capability of
acquiring debt so as to increase lever-
age.

H: Therelationship of asset structure

with leverage is positive.

Determinants of Dividend

Investment Opportunities

Future investments will highly
influence the value of company. Myers
(1977) reveals that the company value
is derived from a combination of fu-
ture assets and future investments. High
investment opportunity set (I0S) leads
to high growth of the company. Every
company has different 10S, depend-
ing on specific assets owned (Kester
1986), the variation of cross-sectional
specific investments such as human
resources and capital, and historical
investments that make barriers to the
entrance of competitive forces (Smith
and Watts 1992). The difference in

4 Often called capital market friction.

108 leads to the difference in optimality
of leverage and dividend policies.
IOS can not be directly observed,
instead, it is calculated using proxies.
There are several proxies for IOS, cat-
egorized into price-based, investment-
based, and variancemeasures. Kallapur
and Trombley (1999) find that the
price-based proxy for IOS is more
dominant than the other proxies. This
study uses book-to-market value of
equity (price-based category) as it is
considered the best proxy for 10S.
Similar to the research of Kallapur and
Trombley (1999), in this study, low
level book-to-market value of equity
indicates high growth of company.
Companies with high growth will
be forced to choose between paying
dividends and incurring capital expen-
ditures related to the investment op-
portunities. Imperfect capital market*
creates a kind of competition between
dividend policy and investment financ-
ing using internal cash flows. Agency
theory predicts that high-growth com-
panies will pay out high dividends
since high growth firms especially in
developing countries lack of investor’s
protection (La Porta et al. 2000b).
Then how about growth options?
Management of a company with high
growth options will have better infor-
mation on the existence of growth op-
tions; hence, shareholders need to make
such “luring offers” to management
that the management gives the infor-
mation on growth options for the share-
holders’ interests. Asymmetric infor-
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mation creates conflict such that the

information needs alignment. Bond-

ing strategy in this case is executed by

linking growth option to the company

value and dividend payment.

H_: The relationship between book to
market value and dividend is posi-
tive.

Profitability

Jensen (1986) argues that exces-
sive free cash flows will lead to man-
agement committing moral hazard. A
firm with high profitability is potential
to have high free cash flows if high
investment opportunities do not exist.
Therefore, the agency theory argues
that outside shareholders push manag-
ers to pay higher dividends in the pres-
ence of higher firm profitability.

H.: The relationship between profit-
ability and dividend is positive.

Determinants of Managerial
Ownership

Management will buy more shares
of the company where they work in if
the relative return of the ownership is
low. Relative return is the loss if an
individual decides to add one share or
more to her portfolio (Crutcley and
Hansen 1989). As a share is more
aligned to the capital market line, the
share is said to have a low relative
return, therefore is more attractive to
be held. This research differs from
Crutcley and Hansen (1989) in which
they use risk premium approach to
calculating diversification losses of a
share.

In relation to managerial owner-
ship in the presence of higher relative
return, a manager will have more in-
centives to buy the shares of the com-
pany where she works in, i.e., the prob-
ability that the managerial ownership
is undertaken will be higher.

H,: The relationship between the rela-
tive return and managerial owner-
ship is positive.

Research Methods

The sample are manufacturing
companies listed on the Jakarta Stock
Exchange (JSX) with financial data
and supporting data (returns, right is-
sues, and ownership proportion) fully
available for the sampleperiod of 1994-
2004. Theobservation years total 1,717
observation years. This research uses
pooling data method and excluded all
companies that went public after 1996
and delisted firms.

The model is constructed using
three endogenous variables: leverage,
dividend and managerial ownership.
The endogenous variables are:

a. Leverage (LEV): This research uses
the ratio of the long-term liabilities
to total liabilities as the proxy for
leverage.

b. Dummy Dividend (DDIV): This
research uses dummy variable;
DDIV=1 for the observation year
that pays out dividend and DDIV=0,
vice versa, for the proxy for divi-
dend. Data that tend to be binomial
cause bias if absolute figures are
used for dividend (Mahadwartha
2002).
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c. Managerial ownership (DMOWN):
This research uses dummy variable
for managerial ownership due to the
tendency of the data to be binomial.
DMOWN=1 for observation years
which have a proportion of manage-
rial ownership and DMOWN= 0,
vice versa.

Five exogenous variables in firm-
specific characteristics are:

a. Current Assets (CA): Different from
the research of Jensen et al. (1992)
that uses fixed assets in explaining
leverage, this research uses liquid
assets variable. Besides testing col-
lateral hypothesis, it is also used to
test perquisite hypothesis by link-
ing liquid assets to management per-
quisite actions because liquid assets
contain cash and supplies that can
be manipulated by management in
perquisite actions. CA variable uses
log-linear measurement to decrease
dispersion with other variables.

b. Asset Structure (AS): Asset struc-
ture variable is calculated by divid-
ing net fixed assets from total as-
sets. This approach is different from
previous studies. Bartonetal. (1989)
add inventories to the net fixed as-
sets, whilst Skinner (1993) uses
market value as the denominator.
Different measurement consider-
ation in this study is based on some
arguments. First, net fixed assets
reflect assets that directly influence
company operations. Second, inven-

tory items fluctuate in short run, so
it can be used as the collateral of
debt in the long term.

c. Investment Opportunity Set
(IOSBM): 10S variable uses book-
to-market equity (BE/MVE). Based
on the research of Kallapur and
Trombley (1999), BE/MVE vari-
able, as the most valid proxy, is used
as a growth proxy. Moreover, BVE/
MVE is a growth proxy often used
by researchers in finance (Gaver
dan Gaver 1993).5 Low book-to-
market value of equity shows high
growth of company.

d. Profitability uses return on invest-
ment measured from operation profit
divided by total assets.

e. Relative Return (RR): uses average
return (52 weeks) divided by annual
standard deviation of return with
weekly data

E (R)

RR=
0,

This research utilizes sensitivity
test using two conditions: firm size
and financial crisis. Firm size is a
control variable, and it uses dummy
variable. Size is measured by choosing
the first 50 percent with null value of
total asset ascended (DSIZE= 0) and
the low 60 percent with 1 value
(DSIZE= 1). It is done to avoid bias
effect on cross section in polling cross-
sectional data (Murphy 1985).

5 The researchers are, amongst the others, Chung and Charoenwong (1991); Collins and Kothari

(1989); Lewellen et al. (1987).
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The period of economic crisis in
Indonesia uses dummy variable. Esti-
mation period is divided into two sub-
periods from 1998 to 2004 with DCRS
as the dummy variable for the period
during the crisis. Period before crisis
1994-1997 is represented by the inter-
cept. IfDCRS is significant, so there is
an intercept difference between and
during the crisis periods. DCRS is
expected to create more robust 3SLS
estimation.

Thisresearchuses three-stageleast
squares (3SLS) as the technical analy-
sis. Endogenous, exogenous, and con-
trol variables for sensitivity test of
regression function are:

a. Endogenous variables: Leverage
(LEV), Dummy Dividend (DDIV),
and Dummy Managerial Ownership
(DMOWN).

b. Exogenous variables: Log-linear
Liquid asset (LnCA), Asset Struc-
ture (AS), Investment Opportuni-
ties (IOSBM), Return on Invest-
ment (ROI) and Relative Return
(RR).

c. Sensitivity test of control variable:
Dummy Size (DSIZE) and Dummy
Period Crisis (DC).

Research models are as follows:

LEV.= o, +v,,DDIV, +
v,DMOWN, +
B13LnCAit + B14Asit * 81

DDIV = o, +7, LEV, +
1,,DMOWN, +
B23IOSBMn+ B24ROIit te,

DMOWN = a, +v, LEV, +
y32DDIVit + B33}{1{it +

&

Research Findings

Table 1 shows the description of
research variables in the period before
crisis 1994-1997 (DC = 0) and the
period during crisis 1998-2004 (DC =
1). Average leverage does not show
substantial change, that is 27.88 per-
cent in the period before crisis and
25.87 percent in the period during cri-
sis. Average dividend shows a decrease
in the period during crisis. Dividend
decrease occurs since in the crisis pe-
riod, most companies suffer from loss
and hence do not have enough cash to
pay dividends. This result is supported
by the decrease in average return on
investment (ROI measured from op-
eration profit divided by total assets)
in the period during crisis.

On the other hand, the average
liquid asset rates (LnCA) and asset
structure (SA) in both periods do not
show any substantial changes. The
average relative return (RR) shows
quite big changes, from 27.86 percent
in the period before crisis to 7.73 per-
cent in the period during crisis.

Table 2 shows the interdependent
analysis of leverage, dividend, and
managerial ownership policies using
three-stage least squares (3SLS). Si-
multaneous relationship between
managerial ownership and leverage is
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Table 1. Statistics Descriptive of Variables before and during Crisis Period

DC
Leverage 0
(LEV) 1
Dummy Dividend 0
(DDIV) 1
Dummy Managerial Ownership 0
(DMOWN) 1
Log-linier Current Assets 0
(LnCA) 1
Asset Structure 0
(AS) 1
Investment Opportunity Set 0
(I0OSBM) 1

N Mean Std. Dev Std. Error
Mean
632 0.2788  0.2533 0.0101
1085 0.2587 0.3090 0.0088
632 0.7832 0.4124 0.0164
1085 0.3278 0.6785 0.0145
632 0.1851 0.3887 0.0155
1085 0.1265 0.3546 0.0124
632 257543 1.3521 0.0538
1085 26.2987 1.5089 0.0589
632 0.3608 0.1880 0.0075
1085 0.3908 0.3349 0.0086
632 1.6718 2.4132 0.0960
1085 0.0773  0.9282 0.0368

Note: DC= dummy crisis; 1994-1997= before crisis; 1998-2004= during crisis

shown in Panel A and Panel C. Panel A
shows that managerial ownership
brings negative and significant effect
on leverage, and the effect is higher
than that of dividend on leverage. This
result is consistent with the first re-
search hypothesis that there is a nega-
tive relationship between managerial
ownership and leverage.

Simultaneous relationship be-
tween managerial ownership and divi-
dend is shown in Panel B and Panel C.
Both panels show that the relationship
between the two variables is positive
and insignificant. This result fails to
support the second hypothesis that there
is a negative relationship of manage-
rial ownership with dividend.

Panel A and B show simultaneous
relationship between leverage policy
and dividend policy. Both panels show

that the relationship between the two
variables is positive but insignificant.
This result is in line with the third
hypothesis prediction that there is a
positive relationship between lever-
age policy and dividend policy, but the
insignificance renders the result mean-
ingless.

Panel A shows the effect of two
exogenous variables, which are the
determinants of leverage: current as-
sets and asset structure. Both variables
are evidenced to have positive and
significant effect on leverage as pre-
dicted in the fourth and fifth hypoth-
eses.

Panel B shows the effect of two
exogenous variables, which are the
determinants of dividend: book to
market and return on investment that
are proxies for investment opportuni-
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Table 2. Three-Stage Least Squares Analysis (Leverage, Dividend, and

Managerial Ownership)

Variable Coefficient t-Stat Goodness of fit

Panel A: Endogenous variable (leverage)
Constant -0.8732 -2.4125 ** R*=0.1245
DDIV 0.0276 1.1365 Adjusted R*= 0.1178
DMOWN -0.0523 -7.3239 **x
LnCA 0.0652 11.1871 ***
AS 0.3012 2.4933 **

Panel B: Endogenous variable (dividend)
Constant 0.2264 12.5332 *** R*=0.1378
LEV 0.0183 0.5239 Adjusted R*= 0.1322
DMOWN 0.2332 1.8675
I0SBM 0.0447 3.4386 ***
ROI 2.2985 12.8150 ***

Panel C: Endogenous variable (managerial ownership)

Constant 0.2273 5.2852 *** R?>=0.0419
LEV -1.3274 -6.9710 *** Adjusted R*= 0.0382
DDIV 0.0398 0.2373
RR 0.0461 0.8456

Note: *= 0.10 significant level;, **= 0,05 significant level, ***= 0,01 significant level; D = dummy

variable

ties and profitability. Both variables
are proven to have positive and signifi-
cant effect on dividend as predicted in
the sixth and seventh hypotheses.

Panel C depicts the effect of exog-
enous variable, which is relative re-
turn on managerial ownership. The
relative return variable has positive
effect, albeit its insignificance, on
managerial ownership. The positive
effect of relative return is expected by
the eight hypotheses. Nevertheless, the
insignificant result does not cause the
interpretation of this variable to be less
crucial.

In general, the result of interde-
pendent analysis of leverage, dividend,
and managerial ownership yields a rela-
tively moderate result. The mecha-
nism of the relationship amongst en-
dogenous variables is still partial in
nature. The particular result requires
further investigation to find out the
sensitivity of the simultaneous model
towards the effect of firm size and of
economic condition whether in nor-
mal or crisis state.

Table 3 examines the sensitivity
of the simultaneous model towards the
effect of firm size and crisis period.
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Table 3. Three-Stage Least Squares Analysis (Leverage, Dividend, and
Managerial Ownership with Sensitivity Analysis to Firm Size and

Crisis Period)

Variable Coefficient t-Stat Goodness of fit
Panel A: Endogenous variable (leverage)
Constant -0.1137 -0.0047 R?*=0.1379
DDIV 0.0150 1.1191 Adjusted R* = 0.1303
DMOWN -0.2854 -3.6301 ***
LnCA 0.0295 2.5533 **
AS 0.2451 8.2382 ***
DSIZE 0.1640 2.7220 **
DC -0.0499 -2.8720 **
Panel B: Endogenous variable (dividend)
Constant 0.6971 5.5504 *** R?>=0.3240
LEV 0.4926 0.5583 Adjusted R* = 0.3145
DMOWN 0.0337 24614 **
I0SBM 0.0274 2.1856 **
ROI 2.8862 7.5224 ***
DSIZE -0.5620 -2.8867 **
DC -0.4512 -9.6701 ***
Panel C: Endogenous variable (managerial ownership)
Constant 0.5711 6.8387 *** R?=10.0388
LEV -0.2582 -4.0081 *** Adjusted R* = 0.0327
DDIV 0.1930 2.4432 **
RR 0.0205 1.0519
DSIZE -0.0529 -1.1576
DC -0.0881 -6.8836 ***

Note: *= 0.10 significant level; **= 0,05 significant level; ***= 0,01 significant level; D = dummy

variable

Panel A, B and C show that substantial
changes prevail in the linkage amongst
research variables. Theresults in Table
3 relatively differ from those in Table
2 discussed in the previous section.
Based on the particular result, it can be
seen that the simultaneous model is
also sensitive to the size of the firm and
crisis period.

The interdependent relationship
between managerial ownership and
dividend, which is insignificant in
Table 2, becomes significant and in
line with prediction when firm size
and crisis period are added. This is
highly caused by the significant de-
cease in managerial ownership before
crisis period and likewise dividend.
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On the other hand, firm size effect
is evidenced to have a negative influ-
ence on two equations: endogenous
variables (significant) and managerial
ownership (insignificant). Firm size
positively and significantly influences
leverage. It indicates that big compa-
nies are inclined to have higher debt
compared to small companies. Divi-
dend payouts of big companies are
significantly lower than that of small
companies. The level of managerial
ownership is practically higher for big
companies than for small companies,
but this finding is not significant.

The effect of economic condition
change is proven to significantly influ-
ence endogenous variables: leverage,
dividend, and managerial ownership.
This result indicates that leverage level
used in the economic crisis period will
be significantly lower than that in the
normal period. This is mainly caused
by the success of restructuring pro-
gram done by government, banking
sector, and creditors in suppressing
the problematic companies’ debts. Be-
sides, the decrease in debt level is also
triggered by declining investment op-
portunities in the crisis period. The
dividend paid out in the crisis period is
significantly lower than that paid out
in the normal period. Likewise, mana-
gerial ownership in the crisis period is
significantly lower than that in the
normal period.

Discussion and Implications

This research finding shows that
there is a negative relationship be-

tween managerial ownership and le-
verage. A company with managerial
ownership has a lower level of lever-
age compared with that without mana-
gerial ownership. The wealth of man-
agers owning managerial ownership is
strongly related to the company wealth.
Risk of losing personal wealth will
increase as the risk of company in-
creases. One of the causes of risk is
debt. Less debt will decrease the com-
pany risk, and so will the risk of man-
agers’ personal wealth. Less leverage
is expected to decrease the bankruptcy
risk and financial distress. Therefore,
if the leverage is higher, management
chance to have managerial ownership
will be lower.

The result partially fails to test
that there is a significant and negative
relationship between managerial own-
ership and dividend. Managerial own-
ership does not affect dividend policy,
and vice versa. Hence, the result is
contradictory with Rozeff (1982);
Jensenet al. (1992); and Mahadwartha
and Hartono (2002), finding that divi-
dend policy is affected by the
company’s ownership structure with a
negative relationship. Higher manage-
rial ownership will decrease leverage
and it forces management to depend
more on retained earnings (retention
ratio is higher) to finance the invest-
ments that also tends to decrease divi-
dend. The effect of dividend policy on
managerial ownership is not signifi-
cant either such that there is no simul-
taneous relationship between those
policies. This result is on the contrary
with Mahadwartha (2002) who finds
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that dividend affects managerial own-
ership with a negative relationship.

The main rationale behind the fact
is probably managers’ inclination to
take managerial ownership decision
by considering risk factor more than
profit factor (return from stock owner-
ship). Managerial ownership does not
have any substitution characteristic on
dividend in decreasing the agency con-
flict. The result shows that managerial
ownership plays a minor role in reduc-
ing agency conflict. Firms with low or
high managerial ownership have in-
different impact on agency conflict.
This result suggests that Indonesian
firms have more concentrated owner-
ship compared to that in other devel-
oping countries. Mahadwartha (2004)
suggests that Indonesian firms are fam-
ily-controlled firms. Hence, future re-
search should be more focused on ul-
timate shareholders to control agency
conflict in Indonesia. Unfortunately,
ultimate shareholders data in Indone-
sia are difficult to access fully, if not
unavailable.

The relationship between lever-
age and dividend with or without con-
trol variable is proved to be positive,
but not significant. There are two theo-
retical explanations for this being on
the contrary with agency theory pre-
diction. First, pecking order theory
assumes that dividend is sticky, so it
does not have any effect on and is not
affected by leverage policy. Leverage
policy tends to fluctuate, depending
on the need for funds of the company
to invest.

The second is clientele effect. In-
vestors have different preferences on
dividend. Some investors prefer the
company to pay high dividends whilst
some prefer low dividend rate or event
zero dividend. Clientele effect explains
that the company will decide its divi-
dend policy based on the investors’
preferences, so the leverage policy does
not influence or is not influenced by
dividend policy.

Liquid assets variable tests the
perquisite hypothesis that leverage
policy can be used to suppress perqui-
site managerial actions using liquid
assets because leverage variableis used
to separate the ownership by manage-
ment from that by nonmanagement
(outside shareholders). Liquid assets
affect leverage with a positive and
significant relationship. Higher liquid
assets lead to higher leverage level.
Based on the agency theory predic-
tion, the liquid assets are utilized to
suppress managerial perquisite actions
related with the ability to fulfil its
obligations.

Collateral hypothesis is related to
the management possibility to harness
the liquid assets for their own busi-
nesses, especially cash and invento-
ries. Asset structure is used as a guar-
antee of the company’s obligations,
thus higher asset structure leads to
higher company’s leverage level. Be-
sides, agency theory suggests that the
use of leverage will decrease manage-
ment perquisite ability and hence make
the relationship between liquid assets
and leverage level positive. The rela-

195



Gadjah Mada International Journal of Business, May-August 2006, Vol. 8, No. 2

tionship between liquid assets and as-
set structure with positive leverage is
based on the prediction of collateral
and perquisite hypotheses.

The effect of book to market on
dividend is positive and significant.
Lower book to market means higher
growth and lower dividend payment.
Based on the free cash flow hypoth-
esis, higher growth will enable the
company to pay lower dividends be-
cause most of retained earnings are
used for investments. Higher growth
will decrease perquisite ability to ex-
ploit the company’s cash flows. This
result is supported by Jensen et al.
(1992), also by Mahadwartha and
Hartono (2002) who conclude that
growing companies pay less dividends.

The relationship of return on in-
vestment is significantly positive to
dividend. Higher company profit will
also give higher dividend because
shareholders will require higher return
through dividend payment. Agency
theory explains that anincrease in profit
will means higher cash flows, hence
increasing management ability to take
perquisite actions (Jensen 1986).
Therefore, shareholders will apply a
bonding mechanism through the in-
crease in dividend.

The relationship of relative return
to managerial ownership is positive,
but not significant. This result shows

that management does not consider
stock relative return to hold the
company’s stocks. It is possibly be-
cause stock return is not able to com-
pensate the management for the risk
suffered from owning the stocks. In-
vestors are suggested to avoid compa-
nies that have high leverage and do not
have managerial ownership. Compa-
nies with high leverage tend not to
have managerial ownership, reflect-
ing high managerial expectation on
the company risk. Investors having
already invested in companies with
high leverage can compensate for the
high financial risk through the divi-
dend payment.

Managers are suggested to avoid
the use of high leverage because it will
increase the financial risk. Managers
that have managerial ownership in a
company with high leverage tend to
suffer from higher risk than do inves-
tors. It causes managers to have double
risk. First, high leverage brings im-
plications on higher company risk, and
then decreasing the value of the com-
pany. It also means that the managers’
personal wealth as the owners will
decline. Second, a company with high
leverage is faced with higher bank-
ruptcy risk. It leads to higher manage-
ment possibility to lose their jobs. The
failure of managers to keep and de-
velop the company will plunge their
reputation in the labor market.
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