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POLITICAL CONNECTIONS OF CONGLOMERATES:
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This study aims to examine the effect between global crisis and political connections and con-
glomerates performance listed at Indonesia Stock Exchange. The sample of this research consists
of the conglomerates listed at Indonesia Stock Exchange since 2006 and publishing financial
reports every year and also never delisted from the capital market. We use multiple regression
analysis and Wilcoxon signed test and found that the crisis has negative and significant effect on
Tobin's Q but not significant for return on assets. The conglomerate performance during non-cri-
sis is greater than at time of crisis while political connections have negative but not significant effect
on Tobin's Q, with positive and significant effect on return on assets.
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Jlena Hypaaena Bari, Ina Ilpimiana, Paxmat Cyzapcono
ITOJIITUYHI 3B’I3K1 KOHIJIOMEPATIB:

3A JAHUMUA ®OHJ0BOI BIPXKI IHITOHE3I{

Y cmammi ouinerno énaueé ceimoeux Kpus ma noAimu4HuX 36’13Ki6 Ha NOKA3HUKU KOH2.10-
Mmepamie na hondogii Gipxci Indonesii. Bubipka docaioncenns ckaaoasaco 3 ycix Konziomepa-
mie, wo Komupysaaucv Ha ¢hondosii Gipxci Inoonesii 3 2006 p., npu ubomy eaxcausum ymosamu
Oyau Hasienicny wopiuHoi npo3opoi (inancoeoi 36imuocmi ma gidcymuicmo paxmie deaicmuney.
B anaaizi suxopucmano muoxcunny peepeciio ma mecm Biarvkoxcona. Jlosedeno, wo kpusza neza-
mueno ma cymmeeo enaueac na xoegiuienm Tobina, ase necymmeeo — Ha penmabeavHicmb
akmueie. Y moii jce wac noaimuHi 36’s3Ku He2amueHo, aie HeCymmeeo 6NnAU6aOMms Ha KoeQi-
uienm To6ina, 00naK no3umMueHo ma cymmeeo — Ha peHmabeabHicmy aKmueie.

Karouosi caosa: konenomepam; ceimosa kpusa; noaimuuni 36°13xu; ¢orndosa Gipyca Indonesii.
Dopm. 4. Taba. 4. Jlim. 36.

Jlena Hypaaena Batu, Mna Ilpumuana, Paxmar Cyzapcono
IHOJIMTUYECKUE CBA3U KOHIJIOMEPATOB:

O JAHHBIM ®OHJIOBOI BUPK MHIAOHE3UU

B cmambe oueneno eausinue mMupogovix Kpu3ucos u nOAUMUMECKUX C6s3ell HA noKazameau
KOH2a0Mepamoe Ha (hondosoil Gupice Hnoonesuu. Boibopka uccae0oeanus cocmosia u3 écex
KOH210Mepanos, KOMupoeasuuxcs Ha pondosoi oupyce Hnoonesuu c 2006 2., npu smom 6axic-
HbIMU yeaoguamu Obliu Haiu4ue exnce200Hol Npo3payHol YPUHAHCOGOL OMHUEMHOCMU U OMCYm-
cmeue paxmos deaucmunea. B anaause ucnoav3oeanvt MHOXNCECHGEHHAS pezpeccusi U MmecH
Buavkokcona. Jloxazano, umo Kpusuc He2amueHoO U CyU,eCmeeHHO éausiem Ha Koddguuuenm
To6una, no necywecmeenno — Ha penmabeavHocmo akmueos. B mo yce epems noaumuuecxue
CBA3U OMPUUAMENbHO, HO HECYUeCMBeHHO eausiiom Ha Kodgguuuenm Tobuna, oonaxo noaroxncu-
MeAbHO U CYuleCneeHHo — Ha PeHMAabeabHOCHb AKMUGO8.

Karouesvie caosa: konenomepam; Muposoil Kpusuc, noaumuueckue cgs3u; ondogas oOupica
Hnoonesuu.

Introduction. Various studies and opinions on conglomerates are debated world-
wide, mostly whether conglomerate can increase firm’s value or actually reduces it.
On the one hand, a lot of empirical research, starting with S.R. Reid (1968) and also
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a breakthrough R.P. Rumelt (1974) were dedicated to strategy, structure and
economic performance of conglomerates, R.W. Melicher and D.E. Rush (1973),
S.P. Ferris et al. (2003), M.D. Walker (2003), A. Yan (2006) and some other studies
that followed up, commonly found poor performance and conglomerate value. But,
on the other hand, a number of multi-industry companies, such as General Electric
and 3M, are often used as examples of better management (Kerr and Darroch, 2004).
J.E. Weston and S.K. Mansinghka (1971) proved that not all conglomerates have
poor performance, and that companies called conglomerates are often efficient and
rational organizations. This is supported by L. Keister (1998) who documented that
group affiliation in China is linked to performance and better productivity. Other evi-
dence was provided by (Hoshi et al., 1991; Kerr and Darroch, 2004). G. Kerr and
J. Darroch (2004) who clearly identified superior performance in medians, means,
measurements of upper quartile, and average market-to-book ratio.

Conglomerates positioning in developing countries is very strong, which is
explained by the concentration of economic power in the hands of a small group of
large conglomerates (Claessens et al., 1999). Same is happening in Indonesia, where
conglomerates’ contribution to GDP is huge. With a small number (only 0.01%) of
the total companies in Indonesia, conglomerates contribute enormously to GDP of
Indonesia, at about 44.4% (BPS, 2009). In fact, of the total 510 companies listed at
Stock Exchange in 2014, 116 companies were conglomerates controlling more than
70% of the total market capitalization (IDX, 2015).

In 2005, from 339 listed companies at Indonesia Stock Exchange 70 were con-
glomerates which control 74.43% of the total market capitalization. In 2006—2014
conglomerates dominated market capitalization consecutively amounting to 76.25%,
77.25%, 77.62%, 76.10%, 78.88%, 68.46%, 74.45%, 72.35% and 71.61%. In 2008,
the total market capitalization and conglomerate capitalization in Indonesia
decreased very significantly as a result of the global crisis (sub-prime mortgages cri-
sis) which also had impact on Indonesian economy. Market capitalization of con-
glomerates dropped from 1,543 trln Rp in 2007 to 819 trln Rp in 2008, down by
46.9% (IDX, 2015). The phenomenon of declining capitalization in 2008 with the
global crisis was also confirmed by S. Claessens et al. (2001).

The 1997 financial crisis and the 2008 global crisis made many conglomerates
rather unsteady. This is supported by M. Hanazaki and Q. Liu (2003), who examined
the impact of crises on the performance of diversified companies. During the finan-
cial crisis companies are experiencing performance degradation. M.L. Lemmon and
K.V. Lins (2003) states that the crisis negatively impacts on company's investment
opportunities, and also incentives for controlling shareholders to expropriate minor-
ity shareholders rights increased.

In 2009, conglomerate capitalization increase to 1,593 trln, or by 94.5%. The
increment of conglomerate capitalization in 2009 was attributed to economic recovery
after the global crisis, also caused by the presidential elections in Indonesia.
Entrepreneurs and corporate leaders in developing countries such as Indonesia (where
the level of corruption is still high), believe that political connections provide support
to achieve objectives of a company, so they make significant efforts to foster political
connections in order to achieve company's growth, once they realize that political
connection is a valuable resource for any company (Fisman, 2001; Li et al., 2012).
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Indonesia and President Soeharto has become popular in political connections
literature. There is strong evidence that Soeharto sought to protect companies that
have political connection with his regime, conglomerates especially. R. Fisman
(2001) showed that at the end of the Soeharto government and bad news about the
health of President Socharto hit Indonesian stock market, and companies close to
Soeharto suffered negative returns. Likewise the performance of companies closely
connected to Socharto experienced deteriorating performance during the financial
crisis (Leuz and Gee, 2006).

In the countries with weak legal system and high corruption level, political con-
nections are very valuable to any company, even though political connections are not
least important in the countries with strong legal systems such as the USA (Goldman
etal., 2009). E. Goldman et al. found that political connections have broad effects on
the value of a firm in the US Presidential election of 2000. M. Faccio (2006) sup-
ported the findings of E. Goldman et al. (2009). Using a sample of 47 countries,
Faccio documented that political connections are very common in the countries with
high levels of perceived corruption, companies in Indonesia ranked high as usually
have extensive political connections with the members of parliament (DPR), minis-
ters, president, sometimes even relative relations.

The rest of this paper is structured as follows. In Section 2 we describe literature,
including that on conglomerate performance, global crisis and political connection,
and an overview of the events is provided. Section 3 presents our research method and
data, section 4 presents the results, and section 5 concludes.

Literature. According to J.F. Weston and S.M. Mansinghka (1971: 921), con-
glomerates are companies that perform broadly diversified program, achieving more
through external mergers and acquisitions as compared to internal development of
companies. E Kerr and J. Darroch (2004: 21) defined conglomerates or multi-indus-
try companies as companies which consists of businesses that do not have a relation-
ship with each other.

S. Claessens et al. (2001) conducted a study on 3000 corporations in 9 East Asian
countries to look at costs and benefits of diversification in the periods before and dur-
ing the financial crisis. They found that internal market provides many benefits for
the company before the crisis and diversification is undertaken to reduce business
risks. But whenever a financial crisis occurred, a diversified company actually has
worse performance. M. Hanazaki and G. Liu (2003) examined the impact of diversi-
fication on performance. During the financial crisis, companies are experiencing per-
formance degradation which is very high.

Based on the theory and previous studies, the authors formulate the hypotheses
as follows:

H1: There is a significant impact of global crisis on conglomerates’ performance.

H?2: Conglomerates’ performance during non-crisis is greater than under crisis.

Company has political connection if one of shareholders or top managers of the
company is a member of parliament, minister or heads of state, or has a close rela-
tionship with a political party or officials (Faccio, 2006: 370).

Political connections proved capable of providing preferential treatment and
services in a variety of access, namely: access to funding (Khawaja and Mian, 2005;
Leuz and Gee, 2006; Faccio, 2006; Claessens et al., 2006; Yeh et al., 2010; Boubakri
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et al., 2012; Tian and Cheung, 2013), access to government procurement contracts
(Goldman et al., 2009), public policy change (Bunkanwanicha and
Wiwattanakantang, 2009), trade and licensing (Mobaraq and Purbasari; 2005), as
well as better access to IPO (Francis et al., 2009). Literature shows that political con-
nections affect performance and value of companies (Faccio, 2006; Leuz and Gee,
2006; Fisman, 2001; Goldman et al., 2006; Boubakri et al., 2008; Fan and Wong,
2007; Wong, 2010; Do et al., 2013; Ang et al., 2013).

Political connections would be more valuable under high level of corruption and
weak regulation, both for small companies and large companies (Faccio, 2006; Do et
al., 2013). S.H.W. Wong (2010) proved that company experiences an increase in ROE
and MBV ratio after joining a Selection Committee. This means that political con-
nections are able to improve company's performance as measured by ROE and MBV.
Q.A. Do et al. (2013) supports S.H.W. Wong (2010), also stating political connections
are able to increase the value of a company at the state level.

Besides various profits, political connections may have a negative impact on the
company, namely, high leverage, followed by overinvestment (Wu et al., 2012),
decline in stock prices and stock returns (Fisman, 2001; Fan et al., 2004), decline in
performance (Leuz and Gee, 2006; Xu and Zhou, 2008; Li and Xia, 2013), lower
quality of financial reporting (Chaney et al., 2011).

X. Deng et al. (2012) examined the effect from diversification for companies that
have political connection and its influence on such companies in China. They found
that political connections have a positive and significant impact on performance. The
influence of political connections on conglomerate (unrelated diversification) is
stronger than in the case of related diversification. But its negative impact on the per-
formance of a company in the future (long-term) can damage the company. The
company which has a market value due to political connections tends to diversify into
unrelated fields (unrelated diversification).

X. Deng et al. (2012), J.S. Ang et al. (2013) examined the companies connected
to politics in Singapore. Ang et al. found that within 3 years after the IPO, companies
are mostly independent from political connections. But after the sample is breakdown
into several categories by industries, they found the director of the company which
has political connections can have positive and significant impact on the value of a
firm.

X. Deng et al. (2012) supported the findings of W. Li et al. (2012) that the per-
formance of conglomerate (unrelated diversification) with political connections is
greater than the performance of a company which has political connection but also is
involved in related diversification. These results show that political connections of a
conglomerate are more valuable than that of a non-conglomerate.

Based on all these empirical explanations we put forward the Hypothesis 3 as fol-
lows:

H3: There is a significant impact of political connections on conglomerate perform-
ance.

Research methods and data analysis. This study used secondary data from the
2007—2014 annual reports. The study population consists of all publicly traded con-
glomerates at IDX for the period January 1, 2006 — 31 December 2014. This is as
many as 127 companies all published financial reports every year and have never been
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delisted from the capital market. Based on these criteria, the total sample of con-
glomerate in IDX were 77 companies (2007—2014), so that the total observation sam-
ple in this study is 616.

Variables used in this research are conglomerate performance, global crisis and
political connection. Performance of conglomerates in this paper is considered
through the market-based approach (market performance) and profit-based
approach (accounting performance) (Niessen and Ruenzi, 2007; Deng et al., 2012).
Accounting performance is a calculation of effectiveness and efficiency of a compa-
ny within a certain time. If performance is good, it means company runs its opera-
tions effectively and efficiently, while market performance indicators reflect compa-
ny's expectations and manifestation of long-term performance (Siegel and Shim,
1987; Deng et al., 2012). Market performance indicators (market performance) use
proxy Tobin's Q and profit-based approach (accounting performance) use proxy
Return on Assets (Niessen and Ruenzi, 2007; Deng et al., 2012).

Political connection criteria are according to (Fisman, 2001; Leuz dan Gee,
2006; Faccio, 2006). If one of the shareholders of the company or a top manager of
this company is a member of parliament, minister or head of state, or has close rela-
tionship with political party officials, army and police officials — then there is a polit-
ical connection.

To ensure that the model used to test the hypotheses mentioned previously
applies to all the conglomerates, we use the variable of firm size, age and growth as a
control variable. The following table explains all the variables applied.

To test the hypotheses 1 and 3 we used the multiple regression model as follows:

Tobin'sQ = a1+ B1Crisis + f2Pol + p3Size + f4Growth + f5Age+¢1, (1)
ROA = a2+ p6Crisis + p7Pol + 8Size + f9Growth + f10Age+¢€2. (2)

To test the hypothesis 2 we used the Wilcoxon test by using the means of firm
size, growth, Tobin’s Q, ROA and ROE. The 2008—2009 period is referred to as the
crisis period, while non-crisis period is the years 2007, 2010 to 2014.

Results analysis and discussion.

Descriptive statistics analysis. An overview of the research data (2007— 2014) is
provided in Table 2.

According to Table 2, conglomerates politically connected are fluctuating in
number, since 2008 until 2012 they increased significantly from 35 to 45. Firm size
shows significant growth during the observation period. This shows that the total
assets of conglomerates at Indonesia Stock Exchange continues to increase.
Company's sales growth fluctuated, a sharp decline occurred in 2008—2009, this
declining is explained by the global crisis which has reduced firms’ value in many
countries in the world. In 2010 firms’ growth began to increase again, but in 2011 it
again decreased. The average sales growth for 8 years was at 0.05, or 5%.

Conglomerates’ value in this study has two proxies, namely Tobins Q which is
market performance and Return on Assets which is accounting performance. Table 2
above shows that Tobin's Q of conglomerates at Indonesia Stock Exchange fluctuat-
ed, a sharp decline occurred in 2008—2009. Tobin’s Q lowest value of 1.19 was record-
ed for 2008 and Tobins Q highest value of 1.96 was in 2007. The average value of con-
glomerates Tobin's Q for 8 years was 1.67.
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Table 2. Descriptive analysis, authors’

Average
Variable Proxy Year Means
2007 | 2008 | 2000 [ 2010 | 2011 | 2012 | 2013 | 2014
Pol Politic 37 | 35 | 39 | 39 | 43 | 45 | 45 | 45 | 41
connect
Size Log assets | 6.69 | 6.77 | 6.78 | 6.86 | 6.92 | 697 | 7.05 | 7.07 | 6.89
Growth glfc’:”h ofl 014 | 0.10 | -0.14 | 0.13 | 009 | 0.14 | 0.1 | 0.04 | 0.05
Firm Tobins Q | 1.96 | 1.19 | 1.51 | 1.79 | 1.68 | 1.75 | 1.69 | 1.78 | 1.67
performance | ROA 0.054 | 0.033 | 0.065 | 0.075 | 0.062 | 0.051 | 0.076 | 0.063 | 0.060

Return on Assets of conglomerates also fluctuated a sharp declining occurred in
2008. The highest value was in 2012 amounting to 7.%. On average, ROA for 8 years
was 6%.

Hypothesis testing analysis (Table 3).

Table 3. Research model, authors’
Global Political Firm

Research model | Constanta crisis connection Flrsm stze growth Fu;;n age
(Crisis) (Pol) Size) | Growth) | (A8¢)
Model 1: 1502 -0.437 -0,163 0,065 -0.090 -0.005
Tobin’s Q ) -3.52 ]k -1.484 0.857 -0,361 -0.444
Model 2: 0.068 -0.001 0.022 -0.011 0.053 0,004
Return on Assets ’ -0.119 2,638k -1.784% | 2.758%k% | 4 637%%*

Notes: *** Significance 1%, ** 5%, * 10% levels.

For the first and third hypotheses the research models are as follows:
Tobins'Q =1.502-0.437Crisis —0.163Pol + 0.065Size

—0.09Growth -0.005Age +€f;
ROA=0.068-0.001Crisis +0.022Pol —0.011Size

+0.053Growth +0.004Age + e2. @

Based on the above results, the crisis had negative and significant effect on
Tobin's Q but not significant for Return on Assets. This shows that the global crisis
that occurred in 2008 significantly influenced the declining market performance
(firm value), but had no significant effect on accounting performance (firm perform-
ance). This result supports the previous research carried out by M.L. Lemmon and
K.V. Lins (2003) who stated that the crisis had negative impact on company's invest-
ment opportunities.

Political connections have negative but not significant effect on Tobin's Q, but
positive and significant effect on Return on Assets. This indicates that political con-
nections have positive effect on company’s profitability (firm performance), thus, if a
conglomerate has political connections, its profits will increase. This is in accordance
with X. Deng et al. (2012) who examined the effects from company's diversification
and its influence on politically connected enterprises in China. They found that polit-
ical connections have positive and significant impact on performance. The influence
of political connections on conglomerate (unrelated diversification) is stronger than
in the case of related diversification. But unrelated diversification connected with

3
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politics will have a negative impact on the performance in the future (long-term one),
it can even damage the company. The company which has market value due to poli-
tical connection tend to diversify into the unrelated fields (unrelated diversification).

Table 4. Wilcoxon ranks test, authors’

Mean | Sum of

N NON_CRISIS - CRISIS
rank | ranks
NON_CRISIS | Negative ranks N b
_ CRISIS 0 .00 .00 Z -2.023
Positive ranks b Asymp. Sig.
5 3.00 | 15.00 (2-tailed) .043
Ties 0° NON_CRISIS - CRISIS
Total 5 Z -2.023°

T NON_CRISIS < CRISIS. ®” NON_CRISIS > CRISIS. ° NON_CRISIS = CRISIS.

From Table 4: Asymp. Sig (2-tailed) is 0.043, which means that for testing one
side is 0.043 / 2 = 0.0215, so the hypothesis that conglomerate performance during
non-crisis is greater than at time of crisis is correct. This means that the crisis affects
conglomerate performance. This is consistent with S. Claessens et al. (2001) who
stated that when a crisis occurs, a diversified company has poorer performance.
Likewise in M. Hanazaki and Q. Liu (2003) who found that during the financial cri-
sis diversified companies decreased their performance significatly.

Conclusion. Conglomerates in Indonesia are always identified with some politi-
cal connections. There is strong evidence that Soeharto sought to protect companies
that have political connection with his regime, this especially refers to conglomerates.
R. Fisman (2001) showed that at the end of the Soeharto government regime and bad
news about the health of President Soeharto hit Indonesian stock market, and com-
panies close to Soeharto suffered negative returns.

Our results support theories and the previous research, in which the crisis has
negative and significant effect on Tobin's Q but not significant — on Return on Assets.
This shows that the global crisis that occurred in 2008 significantly influence the
declining market performance (firm value), but no significant effect on accounting
performance (firm performance). The results support the previous research carried
out by M.L. Lemmon and K.V. Lins (2003). The conglomerate performance during
non-crisis is greater than at time of crisis, which means that the crisis affects con-
glomerate performance. This is consistent with S. Claessens et al. (2001), likewise
with M. Hanazaki and Q. Liu (2003).

Political connections have negative but not significant effect on Tobin's Q, and
also positive and significant effect on Return on Assets. This indicates that political
connections effect positively company’s profitability (firm performance), if the con-
glomerate has political connections, profits will increase. The results support the
research carried out by X. Deng et al. (2012) who found that political connections
have positive and significant impact on performance. The influence of political con-
nections on conglomerate (unrelated diversification) is stronger that with the related
diversification. But conglomerate’s (unrelated diversification) political connections
have a negative impact on the performance of a company in the future (long-term).
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The company which has a market value due to political connection tends to diversify
into the unrelated fields, that is becomes a conglomerate.
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