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This paper examines the relationship between family control and
dividend policy in Indonesia. There are three possible explanations
for the relationship. The expropriation hypothesis predicts that family
control has a negative impact on dividend payouts. Meanwhile the
reputation hypothesis and the family income hypothesis predict that
family control has a positive impact on dividend payouts. Using a panel
data of Indonesian publicly listed firms in the period of 2003-2009, the
results shows that family control has a significant negative impact on
dividend payouts, dividend yields and likelyhood to pay dividends. The
results control for other variables that may potentially affect dividend
payments such as growth opportunity, debt, profitability, firm size and
firm age. From agency theory perspective, the finding is consistent
with the argument that family controlling shareholders prefer lower
dividends, in order to preserve cash flows that they can potentially
expropriate (the expropriation hypothesis).

SARI PATI

Artikel ini meneliti hubungan antara kendali perusahaan oleh
keluarga (family control) dengan kebijakan dividen di Indonesia.
The expropriation hypothesis memprediksi bahwa family control
memiliki pengaruh negatif terhadap pembayaran dividen. Sementara
itu, The Reputation Hypothesis dan the Family Income Hypothesis
memprediksi family control memiliki hubungan yang positif dengan
pembayaran dividen. Menggunakan panel data terdiri atas perusahaan
publik yang tercatat di Bursa Efek Indonesia periode 2003-2009,
hasil analisis menunjukkan bahwa family control berpengaruh
negatif terhadap pembayaran dividen yang diukur dengan dividend
payout ratio, dividend yield, dan probabilitas perusahaan membayar
dividen. Hasil tersebut diperoleh setelah mengendalikan variabel
lain yang berpotensi mempengaruhi pembayaran dividen seperti
kesempatan bertumbuh, utang, profitabilitas, ukuran perusahaan dan
usia perusahaan. Dari perspektif Teori Keagenan, hasil ini konsisten
dengan argumen bahwa pemegang saham pengendali keluarga
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lebih menyukai pembayaran dividen yang rendah dengan tujuan
memperoleh arus kas yang bias mereka gunakan untuk kepentingan
mereka (the expropriation hypothesis).

© 2017 IRJBS, All rights reserved.

INTRODUCTION

This paper examines how family control affects
dividend policy using data from publicly listed
firms in Indonesia traded over 2003 to 2009. The
finance literature suggests that family control may
have both positive and negative impact on firm
dividend payouts. On one hand, classical agency
theory posits that controlling families may choose
to expropriate minority shareholder wealth by
preserving firm cash flows that can be misused,
thus paying lower dividends (expropriation
hypothesis) (Easterbrook, 1984; Jensen, 1986;
Faccio et al., 2001).

On the other hand, controlling families may
opt to build up a reputation of treating minority
shareholder well by paying higher dividend payouts
(reputation hypothesis) (Gomes, 2000; Myers,
2000). In addition, in general controlling families
have a considerable amount of their wealth
invested in their firm. Since controlling families
do not want to reduce their shareholdings and
lose their control, dividend payments are the only
possible way for them to obtain an income (family
income hypothesis) (Isakov and Weisskopf, 2015).
Both arguments predict a positive impact of family
control on dividend payouts.

Extant studies which have examined the
relationship between dividend policy and
family control have produced mixed results. For
example, Gugler (2003) find that family controlled
by families in Austria do not engage in dividend
smoothing, choose lower target payout levels,
and are less reluctant to cut dividends compared
to other firms. Villalonga and Amit (2006), using a

sample of Fortune 500 firms, find that family firms
in U.S. tend to have significantly lower dividend
payout ratios. Faccio et al. (2001) find that East
Asian firms have significantly lower dividends,
compare to Western European firms. The authors
claim that the results indicate that firms operating
in countries with weak legal shareholder
protection are more likely to exhibit expropriation

by controlling families.

In contrast, Setia-Atmaja (2010) report that family
controlled firms in Australia pay higher dividends
than non-family firms. Yoshikawa and Rasheed
(2010) who study Japanese firms document
higher dividend pay-outs for family firms. Pindado
et al. (2012) who examine firms in nine Eurozone
countries find that family firms tend to have higher
dividend pay-outs and that they tend to smooth
their dividends more. Schmid et al. (2010) who
study German listed firms find that family firms
have higher pay-outs and also a higher likelihood
to pay dividends. Finally, Isakov and Weisskopf
(2015) indicated that family firms in Swiss display
significantly higher dividend pay-outs relative
to companies with other ownership structures.
Meanwhile, Silva et al. (2004) indicate that, family
control in Germany has little impact on dividend
policy. Similar result is also reported by Chen et al.
(2005) who study firms in Hong Kong.

There is a main reason why study of the impact
of family control on dividend policy in Indonesia
is important. Family controlled firms are prevalent
in Indonesia (Claessens et al., 2000). Empirical
studies on this issue have been mainly conducted
in countries with shareholder

strong legal
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protections, well-developed capital market and
lower ownership concentration such as U.S. and
U.K. This research provides evidence on this
issue from a country with relatively weak legal
shareholder protections, under-developed capital
market and higher ownership concentration.
To the best of my knowledge, this research is
the first to examine the relationship between
family control and dividend policy in Indonesia.
Therefore the research results should contribute
to the dividend and ownership structure (family
business) literature development, as well as
provide practical contribution for regulator and

investor in capital market.

Literature Review

The finance literature suggests that dividends can
be used as a mechanism to mitigate the conflict of
interest between managers and shareholders (i.e.,
agency problems) because it decrease free cash
flows that can be misused otherwise (Easterbrook,
1984; Jensen, 1986; Faccio et al., 2001).

Agency theory has a mixed perspective on agency
problems in family firms. In one hand, family
controlling shareholders can potentially mitigate
agency conflicts between owner and manager
agency (Agency Problem 1) through direct
involvement in top management (alignment effect
or argument). Indeed, in majority of family firms,

family members sit in firm’s boards.

On the other hand, there is also an counter

argument that controlling families may
expropriate minority shareholders wealth (Agency
Problem II). Controlling families may represent
their own interests, which need not coincide
with the interests of minority shareholders. The
divergence of interests between majority and
minority shareholders may ultimately lead to
the expropriation of minority shareholders by
controlling shareholders. Illustrations of Agency
Problem II are provided by Johnson et al. (2000a)
and Johnson et al. (2000b). They describe

the transfer of firm resources to controlling

shareholders as “tunneling”.  Furthermore,
Shleifer and Vishny (1997) argue that controlling
shareholders, including families, may extract
private benefits at the expense of the minority

shareholders (expropriation argument).

Meanwhile La Porta et al. (2000) posit that dividends
can play an important role in mitigating Agency
Problem II. Like Jensen (1986), they suggest that
dividend payments guarantee a pro-rata payout for
all shareholders and reduce corporate wealth from
controlling shareholders. As such, dividends are
ideal mechanism for limiting minority shareholder
wealth expropriation. Therefore, the literature
suggests that the presence of Agency Problem II
is associated to lower dividend pay-outs in family
controlled firms.

In contrast, Myers (2000) argues that managers tend
to pay dividend pay-outs just large enough to avoid
conflicts with shareholders. Furthermore, Gomes
(2000) develops this idea and argues that large
shareholders such as families may choose to build
up a reputation of treating minority shareholders
well. His model assumes that controlling families
or other large shareholders will not expropriate
minority shareholders. The author posits that
family members may attempt to pay just enough
dividends to minority shareholders to keep them
satisfied. The family will build a reputation for
treating them well by paying higher dividend
payouts. As a consequence, this would limit the
misuse of the firm excess cash.

Isakov and Weisskopf (2015) argue that this
reputation building behavior can also be justified
by the «substitution model» of La Porta et al.
(2000) that posits that firms tend to pay higher
dividends when they plan to issue new equity in
the near future. Since family firms tend to have
weaker governance than non-family firms due
to ineffective internal governance mechanisms,
investors may hesitate to buy new stocks offered
by family firms. Higher dividend payouts can
therefore act as a substitute for the weaker internal
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governance mechanisms. Thus, the literature
suggests that the willingness to build a good
reputation by controlling families leads family

firms to pay higher dividend payouts.

Family ownership has two unique features (Isakov
and Weisskopf, 2015; Anderson and Reeb, 2003).
First, in general controlling family members have
a significant portion of their wealth invested in
the firm they control and, second, the family
wants to preserve control of their firm. Therefore,
controlling family members cannot sell shares to
diversify their wealth or to fund their consumption.
They should rely on dividend payments from the
firms, and this should create a desire for firm

higher dividend payout policy.

Considering the relatively weak legal minority
shareholder protection in Indonesia, I argue that
the impact of family control on dividend payouts in
Indonesia can be more explained by expropriation
hypothesis than reputation hypothesis or family
income hypothesis. Expropriation hypothesis/
argument predicts that family control has negative
impact on dividend payouts. This leads to the

following two hypotheses.

Hypothesis 1: Family firms pay lower dividends

than their non-family counterparts.

Hypothesis 2: Family firms are less likely to pay
dividends than their non family counterparts.

METHODS

Sample

The study examines annual panel data over a
seven-year period from 2003 to 2009. The sample
is based on Indonesia Stock Exchange (IDX)
firms. Following prior studies (e.g., La Porta et
al., 2000), financial firms (218 firms) are excluded

because their dividend policies are influenced by

government regulations. The sample is further
restricted to firms with annual reports available
for 2003 - 2009 and those firms that are eligible
to pay dividends!. This removes the possibility
that zero dividends simply result from a firm’s
inability to pay dividends. After excluding bank
and financial services as well as incomplete data,
the final sample comprises of a panel data of
1,945 firm-years from 336 firms. Financial data is
obtained from firm annual reports and ownership
information is obtained from firm annual reports,

prospectus, company’s websites and magazines.

Research Model

Family controlled firms are defined as those in
which the founding family or family member or
private individual controlled 35 per cent or more
equity, and was involved in the top management

of the firm?2.

A binary variable that equals one for family firms
and zero otherwise (denoted as family control
is used to differentiate family and non-family
controlled firms. My control sample, therefore,
comprises non-family firms which include closely-
held firms controlled by non-family blockholders

as well as widely-held firms.

To examine the impact of family control on
dividend policy, I develop the following model
and then estimated by using random effects
panel regression. The random effects technique
addresses the possibility of a spurious relationship
between the dependent and independent
variables. This may arise due to the exclusion
of unmeasured explanatory variables that
nevertheless still affect firm behaviour. Our family
control (dummy) variable is relatively stable
over the period and consistent with the notion
that families generally control their firms for long

periods. Therefore, the random effects model

! When a firm makes losses and has negative retained profits in a given year, it is legally unable to pay dividends
2 A thirty five per cent threshold is the control threshold adopted in Indonesia’s takeover regulation
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is considered more appropriate than the fixed

effects one in this study (Kennedy, 2003).

Dividend = f (family control, debt, profitability, firm
size, growth opportunity, firm age, industry, year)

(Equation 1)

Dividend is measured by dividend payout ratio,
dividend yield and paying dividend dummy.
Consistent with prior research (e.g., La Porta et al.,
2000; Faccio et al., 2001), Dividend Payout Ratio
is measured as total ordinary dividends divided
by netincome before extraordinary items. Dividend
yieldis measured by dividend per share divided by
share price. A binary variable that equals one for
paying dividend firms and zero otherwise (denoted
as paying dividend dummy) is used to differentiate

paying and non-paying dividend firms.

Family control is the key exogenous variable
of interest, while I control for several firm
Debt

(measured by total asset divided total liability)

characteristics explained as follows:
— A negative relationship between debt and
dividend is expected. Extant research indicates
that dividends and debt financing are substitute
mechanisms for reducing equity agency costs
(e.g., Rozeff, 1982; Jensen et al., 1992). Profitability
(measured by net income divided by total assets).
A positive relationship between firm profitability
and dividend is expected as dividend is paid from
net income. Firm Size (measured by the natural
logarithm of total asset) - Larger firms tend to have
better access to capital markets, which reduces
their dependence on internally generated funding
and allows for higher dividend-payout ratios
(Aivazian and Cleary, 2003). Growth Opportunity
(measured by annual sales growth in the last 3
years) - A negative relationship between Dividend
and Growth Opportunity is expected as high
growth firms may have lower dividend payouts
due to their larger investment requirements and a

tendency to retain funds to avoid external financing

with its attendant costs (Rozeff, 1982; Fama and
French, 2001). Firm age (measured by the natural
logarithm of the number of years since the firm’s
incorporation) — A positive relationship between
firm age and dividend payouts is expected. Firms
that have reached the maturity stage in their firm
life cycle tend to pay higher dividends. In addition,
a two-way fixed effects model is used to assess
variation in the dependent variable due to industry
differences®, while year dummies remove any

secular effects among the independent variables.

Random effects regressions are employed to
estimate Equations (1) separately primarily to
compare the results with previous standard
regression studies. When dividend is measured
by dummy variable, 1 use random effect logit

regression to estimate the model.

RESULTS AND DISCUSSIONS

Descriptive Statistics

Table 1 presents the descriptive statistics (i.e.,
means, medians, standard deviations, maximum
and minimum values) for the sample. On
average, firms report dividend payout ratio and
dividend yield of 10.1 per cent and 1.15 percent,
respectively. Percentage of firms paying dividends
is 30.9 percent. Among family firms, the controlling
family holds an average of 47.8 per cent of equity.

Family firms represent 81.4 percent of the sample.

Univariate Analysis

Table 2 reports differences in dividends, debt,
profitability, firm size, growth opportunity and
firm age between family and non-family firms. On
average, family firms pay around 7.41 per cent of
their net earnings in dividends versus 22.17 per
cent for non-family firms. On average, dividend
yield of family firms (0.83 per cent) is lower than
that of non family firms (2.53 per cent). Family
firms are also less likely to pay dividends. Only 24.7
per cent of family firms pay dividends, compared

with 57.7 per cent of non family firms. With respect

3 Industry dummy vectors are based on The IDX industry classification
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Table 1. Descriptive Statistics

Variable Mean Std. Min. Max.
Dev.

Primary Variable

Dividend Payout Ratio 0.103 0.195 0 1

Dividend Yield 0.012 0.024 0 0.46

% of paying dividend firms* 0.305 - -

Ownership Structure

Family ownership 0.481 0.285 0.35 0.99

% Family Firms* 0.814 - -

Firm Characteristics

Debt 0.613 0.601 0.000 9.505

Profitability 0.019 0.274 -9.652 4.492

Total Assets (Trillion) 3.074 8.125 0.535 96.502

Growth Opportunity 1.384 35.333 -9.870 4.680

Firm age (Years) 27.122 14.997 2 103

* This indicates proportion of firms, rather than the mean proportion for associated variables.
+ Based on family firms (1.585 firm-year observations).

Table 2. Comparison of Family and Non-family Firms: Dividend Policy and Firm Characteristics

Variable Family Firms NO;::::“Y Difference t-statistic
Dividend Payout Ratio 0.074 0.221 -0.014 -14.41%%*
Dividend Yield 0.008 0.025 -0.017 -10.98%#*
% of Paying Dividend Firms 0.247 0.577 -0.329 -12.37%%%
Debt 0.654 0.522 0.131 -3.22%%%
Profitability 0.009 0.035 -0.028 -1.74*
E;‘r(;:lalsf::set in Trillion) 2.292 6.364 - 4.082 -8.83%#*
Growth Opportunity 1.650 0.172 1.477 0.71
l(:‘iinn;:i:) 25.278 33.642 -8.364 -10.10%**
Number of observation 1585 360

*** significant at the 0.01 level
** significant at the 0.05 level
*  significant at the 0.10 level
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Table 3. Random Effect Regression Results of the Relationship between Family Control,

Dividend Payout Ratio and Dividend Yield

Variable Dividend Payout Ratio Dividend Yield
Family control -0.081%** -0.011%**
(-5.04) (-5.25)
Debt -0.020** -0.002%*
(-2.52) (-2.30)
Profitability 0.015 0.004**
(1.31) (2.26)
Firm size 0.016%** 0.001%*
(4.18) (2.02)
Growth opportunity 0.000 0.000%*
(1.57) (2.26)
Firm Age 0.038%#** 0.005%**
(3.03) (3.47)
Industry Included Included
Year Included Included
Wald Chi-Square 406.53 355.00

*** significant at the 0.01 level
** significant at the 0.05 level
*  significant at the 0.10 level

to debt, family firms have significantly higher debt
levels in their capital structure than non-family
firms (63.4 per cent versus 52.2 per cent). Family
firms are also less profitable (ROA of 0.9 per cent
versus 3.7 per cent) and younger (25.1 years versus
33.5 years) than their non-family counterparts.
However, growth opportunity is insignificantly

different.

Panel Regression Analysis

Table 2 presents the estimation of Equation (1)
using random effects regressions with dividend
payout ratio as dependent variable (Column 1)
and dividend yield as dependent variable (Column
2). Supporting Hypothesis 1 and consistent with
the expropriation hypothesis, results in Column
1 of Table 2 indicates that family firms have a
lower dividend payout ratio. Dividend payout
ratio is also negatively associated with debt, and
positively associated with firm size and firm age.
Dividend payout ratio is positively associated
with profitability and growth opportunity, but not
significant at the 10 per cent level.

As robustness check, I use dividend yield to replace
dividend payout ratio in Equation (1). Column 2 of
Table 2 presents the result using random effects
regressions. In general, I find the same result as in
Column 1 of Table 3. That is, family firms have a
lower dividend yield, which supports Hypothesis 1
and is consistent with the expropriation hypothesis.
Dividend yield is also negatively associated with
debt, and positively associated with firm size
and firm age. The coefficients of profitability and
growth opportunity variables become significantly
positive, suggesting that profitable firms and firms
with higher growth opportunity tend to pay higher
dividends.

In addition to analyses using dividend payout ratio
and dividend yield as dependent variables, I use
dummy variable to capture the firm’s likelihood
to pay dividends. The relationship between a
firm’s likelihood to pay dividends and family
control is examined using random effects logit
regression. Table 4 reports the estimations of

equation 1 which includes the binary dividend
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Table 4. Random Effect Logit Regression Results of the Relationship between
Family Control and Likelihood to Pay Dividends

Variable Paying Dividend Dummy
Family control -0.973%**
(-3.55)
Family Ownership -
Family Ownership Square -
Debt -2.213%**
(-4.81)
Profitability 5.366*
(1.83)
Firm size 0.397%%*
(5.06)
Growth opportunity 0.002%**
(2.60)
Firm Age 0.554%*%*
(2.50)
Industry Included
Year Included
Pseudo R? 0.243
LR Chi-Square 158.88

Wald Chi-Square

**%* significant at the 0.01 level
** significant at the 0.05 level
*  significant at the 0.10 level

variable (i.e., one if firms pay a dividend, zero
otherwise) as the dependent variable. The results
appear to accept the hypothesis that family firms
are less likely to pay dividends (Hypothesis 2).
The likelihood to pay dividends is also negatively
associated with debt, and positively associated
with profitability, growth opportunity, firm size and
firm age.

The possible explanation for the results is that
in country with weak legal minority shareholder
protection like Indonesia, family firms tend to pay
lower dividend payouts in order to preserve cash
that they may potentially misuse. The results differs
from extant research conducted in countries with

stronger minority shareholder protection than

Indonesia, such as Australia (Setia-Atmaja, 2010),
Japan (Yoshikawa and Rasheed, 2010), Eurozone
countries (Pindado et al., 2012), Germany (Schmid
et al., 2010) and Swiss (Isakov and Weisskopf,
2015).

MANAGERIAL IMPLICATIONS

The study’s findings have several important
implications for policy makers and corporate
decision makers. These implications are not
only specific to Indonesia, but could possibly
be expanded to other countries with weak legal
shareholder protection. For policy makers, the
results that family firms tend to pay lower dividends
and are less likely to pay dividends could serve

to justify initiatives to encourage higher dividend
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payouts. For example, the issuance of the capital
market regulation that forces profitable firms to
pay dividends.

For corporate decision makers, the message is that
family control has a negative impact on dividend
should

consider the adoption of higher dividend payout

payout. Family firms’ management
policy to build a better firm governance reputation

and avoid conflicts with minority shareholders.

CONCLUSION

This paper examines the relationship between
family control and dividend policy. Using a panel
data of Indonesian publicly listed firms in the
period of 2003-2009, my random effect regression
results indicate that there is a significant negative
relationship between family control and dividend

policy. Specifically, Indonesian family controlled

firms have a lower dividend payouts and dividend
yields, as well as are less likely to pay dividends.
The results control for other variables that may
potentially affect dividend payments such as debt,
profitability, growth opportunity, firm size and firm
age. The finding is consistent with the argument
that the agency problems between controlling
families and minority shareholders among family
controlled firms leads to family controlled firms
have a lower dividend payout policy and a lower
likelihood of paying dividends. The results are
consistent with the minority shareholder
expropriation and extant research indicating that
firms operating in countries with weak legal
shareholder protection are more likely to exhibit
expropriation by controlling families (Faccio et al.
2001). Future research on this issue may consider
specific family characteristics such as generation

of family (founder and descendant). ®
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