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ABSTRACT

THE EFFECT OF CORPORATE DIVERSIFICATION ON COMPANY
PERFORMANCE USING MANAGERIAL OWNERSHIP AS A
MODERATING VARIABLE

By

Nova Berliana

The purposes of this study are to analyze the effect of corporate diversification on
company performance and the moderating effect of managerial ownership on the
relationship between corporate diversification and company performance. Using
manufacturing company that listed on Indonesia Stock Exchange for the period
2016-2019, the empirical results indicate that product diversification and
geographic diversification show insignificant and positive effect on company
performance. Furthermore, managerial ownership as a moderating variable
between product diversification and company performance shows significantly
negative. However, managerial ownership as a moderating variable between

geographic diversification and company performance shows significantly positive.

Keywords: Product Diversification, Geographic Diversification, Corporate
Diversification, Company Performance, Managerial Ownership
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CHAPTER |

INTRODUCTION

1.1 Background

A company is established for a variety of purposes. The objective of the company
Is to increase company performance by maximizing the profit and minimizing the
risk. However, to achieve this goal, there must be the right strategies. The
company can use many kinds of management strategies. One of these strategies is
corporate diversification. This strategy can be used to increase company

performance by making different segments to expand the market scope.

There are various types of corporate diversification which are generally divided
into two types; first, it is based on the scope such as product (the differences of
product), geographic (regional and international), service, and major customers;
and second, it is based on the form such as concentric, relational, and

conglomerate.

The corporate diversification regulation stated in Indonesian Financial Accounting
Standard (PSAK) No. 5 about “Segmen Operasi” and IFRS No. 8 about Operating
Segments. IFRS No. 8 about Operating Segments explains how an entity should
report information about their operating segments in the annual financial

statements and the interim financial reports. The company with the diversification



must already set out the requirements for segment disclosures about products,
services, geographical areas, or major customers in their financial report related to
the aspect that they diversify. That can be some types of diversification, such as
product, service, geographic, and customer. Based on this situation, the number of
segments reported in the financial statements of the company can reflect corporate

diversification.

According to an article by Damayanti,Aulia. “Belasan Ritel Bangkrut Dan Tutup
Toko, Ini Daftarnya.” by finance.detik.com, on July 2020, many diversified
companies with their business have faced bankruptcy. Some of the multinational
corporations closed their business because of corporate diversification such as
NPC international inc., Lucky Brand inc., Brooks Brothers Inc., Sur La Table, and
PVH Corporation. Meanwhile, there are also successful companies in their
business by using corporate diversification strategies such as Starbucks and
McDonald’s. These companies are successfully survived with diversification
strategy. Both of these companies that bankrupt or successful are the

manufacturing companies.

The manufacturing companies are product manufacturers for consumers that are
trying to survive and expand the business with high competition and
diversification levels. The manufacturing companies also have a special index
namely PMI. The PMI (Purchasing Managers Index) is an economic indicator that
reflects the confidence of business managers in the manufacturing sector.

Therefore, it also gives an impact on the stock market.



The Purchasing Managers Index or PMI is an economic indicator created by
surveying several Purchasing Managers in various business sectors. Besides, the
high PMI index value shows the optimism of the business sector regarding the
prospects of the economic future. The most index that investors and analysts pay

attention to the manufacturing sector is called the Manufacturing PMI.

The increase of Manufacturing PMI value shows performance in the
manufacturing business. Thus, it affects the investors to enter and invest in this
sector. On the stock market, especially for the shares price from manufacturing
industry sector will tend to rise. Meanwhile, the exchange rate of the currency in
the market has a positive impact on short-term economic growth. If the percentage
of the Manufacturing PMI index is >50%, it indicates that the manufacturing

sector in the country has grown and vice versa.

Figure 1.1 Comparison of Indonesia Manufacturing PMI and Singapore
Manufacturing PMI
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Singapore is one of the developed countries in Asia. From chart in the figure 1.1,
Indonesia Manufacturing PMI is higher than Singapore Manufacturing PMI from
July 2018 until March 2020, which means that the Indonesian manufacturing
company performance is better than the Singapore. The manufacturing company
usually diversifies their products included Indonesia manufacturing company so it
means the diversification affects the company performance. Because of that, the

subject in this study is a manufacturing company in Indonesia.

In this case, the manufacturing company sector in Indonesia is divided into three
sub-sectors of industry, which are: the consumer goods; the basic and chemical,
and the miscellaneous industries. The consumer goods industry sector is the one
sub-sector of manufacturing company that contributes a good percentage for
national growth. It has a consistently positive performance (kemenperin.go.id),
which has a high level of diversification with the percentage of companies 86.96%
(Geraldo, 2019). Besides, there has been no previous research that takes
specifically about the consumer goods industry companies. So, this research

subject is using the Consumer Goods Industry listed in Indonesia Stock Exchange.



Figure 1.2 The Economic Growth in the sub-sector Consumer Goods Industry (%)
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Some studies show the inconsistencies in the corporate diversification effects on
the company performance. Hsu and Liu (2008) stated that the product
diversification and customer diversification are positive significant effects on the
company performance. Geogre and Rezaul (2012) and Krivokapic et al. (2017)
stated that the corporate diversification improves the company performance.
Therefore, the corporate diversification has a positive significant effect on the

company performance.

According to Lang and Rene (1994), the corporate diversification strategy is not
positively significant effect on the company performance. Meanwhile, Geraldo
(2019) stated that the corporate diversification has a significantly negative effect
on the company performance. Igbal et al. (2012) also stated that the corporate
diversification strategy gives no significant effect on the company performance.
On the other hand, Mehmood et al. (2019) and Cristian et al. (2020) stated that the
corporate diversification strategy has a significant effect on the company

performance.



Based on the inconsistencies in the results of previous researches about the
corporate diversification effect on the company performance, then it can be
concluded that other factors influence both variables. In this case managerial
ownership can be a moderating variable between corporate diversification and
company performance. Managerial ownership is the ownership of the shares
owned by the manager in the company which is measured by the percentage of the
number shares owned by the manager. A higher level of managerial ownership
can motivate managers to generate maximum profits for the company. The
existence of managerial ownership can be strengthened or weaken the effect of

corporate diversification on company performance.

Research conducted by Geraldo (2019) stated that managerial ownership, as a
moderating variable, was able to moderate the relationship between corporate
diversification and company performance, and the effect is significantly positive.
According to Rasyid et al. (2020), as a moderating variable, managerial ownership
was not able to moderate the relationship between corporate diversification and

company performance.

Based on the description above, the title of this research is “The Effect of
Corporate Diversification on Company Performance Using Managerial

Ownership as a Moderating Variable”.



1.2 Research Problem
Based on the background that has been described above, the problems can be
identified as follows:
1. Does the corporate diversification by product diversification affect the
company performance?
2. Does the corporate diversification by geographic diversification affect the
company performance?
3. Does managerial ownership affect the relationship between corporate

diversification and company performance?

1.3 Research Objectives

In line with the research problems above, the objectives of this research are:

1. To test and analyze the effect of corporate diversification by product
diversification on the company performance.

2. To test and analyze the effect of corporate diversification by geographic
diversification on the company performance.

3. To recognize the effect of managerial ownership in the relationships

between corporate diversification and company performance.



1.4 Research Benefits

This research is expected to provide the following benefits as follows:

1. For the stakeholders and the managers

This research can provide the input to consider in making decisions for the
company. It is used to expand the market by product and geographic
diversification. So, the decisions can give some benefits.

2. For manufacturing company

It can give a contribution by providing information about corporate diversification
strategy, whether it can be one of the strategies that guarantee the company to
increase the company performance.

3. For further researchers

This research is expected to increase the knowledge for readers through the
reference material. Besides, it can be developed for further researches by using
other management strategies as a substitute variable.

4. For Academics

This research is expected to contribute developing science, especially in

economics field.



CHAPTER Il

LITERATURE REVIEW

2.1 Theoretical Basis

2.1.1 Agency Theory

According to Godfrey (2010), agency theory is a theory that explains and predicts
the action of agents (managers) and the action of principals (shareholders or
owners). The theory assumes that both the agent and the principal have the utility
to maximize their inconsistent interest. Besides, there is no reason to believe that
the agent will always act in the principal’s best interest. Because the principal goal
(owner) is entrusted by an agent (manager), the theory concentrates on the
relationship between agent and principal. Atkinson and Feltham in Godfrey
(2010) stated that agency theory considers the management demand on

information and decision making.

A business contract relationship creates a separation of interests between
ownership and manager. For example, the principal wants the maximum profit
(higher dividend distributed over the business), and the manager, as an agent,
wants high wages for his services. Frequently, the agency problems that arise
from the asymmetry information provided by the agent and the principal are

caused by their different objectives (Godfrey, 2010).
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If there is an asymmetry information between the principal and the manager in
determining the company strategies, it often gives a bad effect on the company. In
this corporate diversification strategy, if the principals, as the funds’ providers,
not know about the purpose of their funds, it will have a material impact on the
company. For example, in the case of investors, they will withdraw their funds
due to management decisions that are not consistent with their goals. Therefore,

the final result to the company is going to bankrupt.

2.1.2 Entrenchment Managerial Theory

The entrenchment theory explains if the managers have a higher proportion of the
shares, they will prioritize their interest rather than the shareholder's interest.
Because the managers have a significant portion of the capital in the company,
they have higher controls of the company and their actions will contrary to the
company goals (Baratiyan, 2013). The managerial entrenchment gives an impact
on the company because the risk and greater cost occur from the manager activity.
The basic goal of the company is to increase wealth of shareholders. However, it
is not true in real world; it seems like the managers prefer to increase their
benefits first such as increasing their wages, bonus, power, position, and so on

(Baratiyan, 2013).

For example of the managers actions exist in the investment activity, the managers
will focus on the projects investments which have short-term benefits (benefits

and rewards associated with earnings) and do not pay attention to long-term
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projects (benefits for shareholders). The managers also try to make themselves
valuable to shareholders by using several contract investments (implicit and
explicit) with the result that only can be evaluated by investor through financial
report. For the explicit contract investment such as diversification investment, the
managers do that activity with the purpose, first based on their interest. Because
that is big investment, the managers can increase their power and negotiate their
wages. This activity investment may be decreased the company performance
because the investors only can be evaluated the results from financial report and

also this activity based on the managers purpose.

2.2 Corporate Diversification

According to Ansoff (1957), the term "diversification™ is usually associated with
the changes in the characteristics of the company's product or market. This means
that the company diversification can be shown by the type of company's products

and the company's market based on the geographic area or the major consumer.

Kotler and Gary (2017) describe diversification as a strategy for developing a
company by starting or making a new business that is different from the previous
company’s products or markets. The diversification strategy can be implemented
in a business that indicates the differences of the company activities. Therefore,

diversification can be seen as the differences of segment activity.
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2.2.1 Types of Diversification

A. Types of Diversification Based on Forms

Hutzschenreuter and Sonntag (1998) in Hutzschenreuter and Fabian (2006) define
three diversification types (concentric, relational, and conglomerate
diversification) according to two dimensions “dissimilarity of products/markets”
and “dissimilarity of value chain activities”.

Figure 2.1 Types of Diversification

b‘issinlilarity of &
Products/Markets
Conglomerate
Large Diversification
: Relatjonal
Medium Diversification
Small Concentric
Diversification
» Dissimilanity of Value
. " Chain Activiti
Small Medium Large am vihes

1) Concentric Diversification:
Concentric diversification is the company diversification that has several
same business products and markets. Additionally, the business has the
same customers and competitors which are almost identical in value chain
activities. Concentric diversification is similar to related company
diversification (horizontal diversification). It is the strategy that makes

another business, but still has a correlation with the previous business.
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Relational Diversification:

Relational diversification is the diversification of products, markets, and
internal activities are different. But, it still has similar competitors,
customers, and competencies for managing value chain activities.
Conglomerate Diversification:

Conglomerate diversification is the diversification when the products,
markets, and internal activities are totally different. This type is similar to
unrelated  diversification  (vertical  diversification). Unrelated
diversification is the strategy that makes other businesses totally different
from previous business (selling new product or buying company that has

no relation with the previous company).

B. Types of Diversification Based on Scope

According to IFRS No0.8 about Operating Segments, Diversification is
divided into four types, which are:

1) Product Diversification

Product diversification is a strategy taken by the company to make a new
product or different products line.

2) Services Diversification

Services diversification is a strategy taken by the company to make a new

services or different services lines.
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3) Geographic Diversification

Geographic diversification can be done by making a new branch,
acquisition, merger, or buying other companies in different area.

4) Customer Diversification

Customer diversification shows the types of customer levels in the

company.

2.2.2 Advantage and Disadvantage of a Corporate Diversification
Strategy

According to Yessika (2010), there are three main advantages of the
company which diversifying their business:

(1) minimizing the risk of loss by increasing the company's growth,

(2) reducing the operating costs, and

(3) having a competitive advantage.

However, this strategy also has some disadvantages which are:

(1) Wrong funding mechanism when allocation the capital to division,

(2) Fraud by the manager (agent), and

(3) Asymmetry information or higher cost to delivering information.
Corporate diversification can be a strategy that creates a competitive
advantage for the company compared to the company without
diversification. Moreover, product diversification or geographic
diversification makes the consumers prefer to buy it. Companies that

diversify their business have a good ability in managing their companies.
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2.3 Managerial Ownership

Managerial ownership is an entity of good corporate governance mechanism due
to the existence of managerial ownership in a company. It can minimize agency
problems between the agent (manager) and the principal (shareholder). According
to Ruan et al. (2011), managerial ownership is the ratio of shares owned by all
board members (managers) that are divided by total outstanding shares of the
company. So, those managers can have an equal position with the shareholders.
By this action, the managers will improve their performance and be careful to
improve the gain and to reduce loss. So, it gives benefits to shareholders and their
own interests. Therefore, managerial ownership becomes a unifying tool for the

managers and the shareholders.

In managerial ownership, the managers will be careful to make the right decision
for the managers and the shareholders. Then, when the company wants to
diversify its business, this strategy gives benefits for the managers and also to the
shareholders. If the managers or shareholders want to diversify the company, so
there is no manager’s interest as a shareholder (not have managerial ownership).
This will affect the shareholders’ or investors’ decisions because they are not
included in the company decisions. Therefore, it makes principals (shareholders)
distrust the company and withdraw their funds. In brief, the final result of the

company is deficiency of capital for their operation and bankrupt.
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2.4 Company Performance

The establishment purpose of the company is to increase the profit, the
sustainability, and the company's value. In order to achieve the company's
success, it must be supported by the company's competitive advantages and
minimize the company's weakness. It can be seen in the company's performance

measured through financial reports.

As stated by Tangen, Stefan (2004) company performance is the ability of the
company especially in efficiency, effectiveness, and adaptability in their activities
which can be measured by two dimensions which are financial (e.g. cash flow,
profitability) and non-financial (e.g. consumer satisfaction, productivity).
According to Tandelilin (2010), Return on Equity is the one formula to know
about profitability (Financial dimension) in the company which explains about
how much the company gains for the shareholders. The higher ROE explains the
higher performance in the company consistent with the higher gains for the

shareholders.

The higher return on equity indicates the higher income from capital in the
company. In this case, corporate diversification strategies need a lot of funds to
make a new product or a new company. Therefore, the higher capital needs to
make this corporate diversification strategy. If the corporate diversification makes

higher income, the company will get a higher return for what they are invested.
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2.5 Company Leverage

Almost all of the company’s funds are based on their own funds, investor and
sometimes from creditors. The company which has creditors’ debt usually uses
the funds to increase their business. One way to increase the business is corporate
diversification strategy such as product diversification or geographic
diversification. For the funds which used to make corporate diversification should
be paid back by the company. To measure the company‘s ability to payment their

creditor debt is using financial leverage.

The previous research by Christian et al. (2020) stated that company leverage is
measured by total debt divided by total assets. Hsu and Liu (2008) stated that
company leverage is measured by total debt divided by total equity, this leverage
is a good proxy for knowing the firm’s financial structure. Based on that situation,

firm leverage is an essential aspect to know the company performance.

The companies that have a higher level of financial leverage indicate the higher
size of the company's debt in their capital structure. Besides, the higher the
corporate financial leverage level, the higher the corporate risk level will be rise.
If the leverage percentage of the company is over 100%, it means the company
has bad performance because the company debt is higher than the company

equity. Thus, the lower leverage indicates the good company performance.
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2.6 Company Size

According to Setiyadi (2007), there are several indicators to determine the
company size, which are:

a. Number of workers, it indicates how many permanent and non-permanent
workers who are working within a certain period;

b. Sales Level, the rates of company sales in a certain period;

c. Total debt, the sum of company debt in a certain period;

d. Total assets, the total amount of assets owned by the company in a certain

period.

There are several proxies that can be used to measure the company size, namely
Ln (total assets), Ln (sales), and total market capitalization. In a previous study by
Hsu and Liu (2008), the company size can be measured as the natural logarithm of
the total sales revenue of the sample firm. Meanwhile, in another previous
research by Christian et al. (2020), the company size can be measured as the
natural logarithm of the total assets. Then, the company size in this study is
measured by Ln (total assets) because the asset value is more stable than the sales
value or market capitalization. The reason for using natural logarithmic for total
assets is because it aims to make the data without extreme fluctuations. Natural
logarithms only reduce the data scale without changing the actual proportion of

the data.
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The bigger company's size indicates a competitive advantage in survival
compared to the small company. The bigger company size which is calculated by
their total asset usually has company diversification at least product
diversification. The greater company size, the bigger company tendency to

diversify its business segment.

2.7 Previous Research

Author Title Variable Research Result
Igbal etal. | Impact of Independent The study found there has
(2012) Diversificatio | Variable : no positively affect
n on Firms’ Corporate between diversification
Performance | Diversification and firm performance. All
firms are performing
Dependent equally whether they are
Variable : highly diversified firms,
Company moderately diversified
Performance firms or less diversified

firms with respect to their
return and risk

dimensions.
George and | Heterogeneity | Independent Using a sample firms
Rezaul in business Variable: group from India, the study
(2012) groups and size, group found some evidence that
the corporate | diversity, and for firms affiliated to
diversification | share ownership larger business groups,
—firm corporate diversification
performance | Dependent positive effect to firm
relationship Variable performance. The impact
:Company of diversification on firm
Performance performance differs

substantially owing to the
heterogeneity in share

ownership.

Krivokapic | Effects of Independent The research results show
etal. corporate Variable : product | that the relation between
(2017) diversification | diversification, return on assets and

on firm non-life insurance, | return on equity and line-

performance: | firm size, of-business

evidence from | capitalization, diversification and

the Serbian industry performance measured by

insurance concentration, type | entropy is significant and

industry, of insurance, positive, which means
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affiliation,
and ownership

that diversified insurers
outperform undiversified
insurers.

Dependent
Variable :
Company
Performance
Hsu and Corporate Independent The empirical
Liu (2008) | diversification | Variable : product | investigation finds that
and firm diversification, product diversity and
performance: | customer customer diversity are
The Diversification, positively associated with
moderating geographic firm performance, but
role of diversification. geographic diversity
contractual negatively associated
manufacturing | Dependent with firm performance.
model. Variable : However, contractual
Company manufacturing model is
Performance not only positively
associated with firm
performance, but also acts
as a moderator between
product diversity and firm
performance.
Geraldo, Pengaruh Independent The result from this study
Youri diversifikasi Variable : is diversification
(2019) segmen Diversification measured by HHI has a
terhadap significant negative on
Kinerja Dependent company performance
perusahaan Variable : proxy by NPM.
dengan Company Managerial ownership
kepemilikan Performance has a positive significant
manajerial impact on moderating the
sebagai Moderating segment diversification to
variabel Variable : company performance
moderasi. Managerial proxy by NPM.
ownership
Chenand | Corporate Dependent The diversification has
Ho (2000) | diversification | variable : business | positive effect to firm size
, ownership segments. but negative effect to
structure, and equity ownership.
firm value Independent
The variables : insider
Singapore ownership, outside
evidence block ownership,

Size, Age, R&D
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intensity
Christian et | International | Independent International
al. diversification | Variable : diversification and
(2020) , ownership Diversification company performance are
structure related. The ownership
and Dependent structure moderates the
performance | Variable : relationship between
in an Company international
emerging Performance diversification and
market: performance, ownership
evidence Moderating positively impacts the
from Chile Variable : performance of
ownership companies initiating
structure international
diversification.
Mehmood | The Impact of | Independent Product diversification
etal. Corporate Variable : and geographic
(2019) Diversificatio | Diversification diversification
nand significantly affected the
Financial Dependent firms’ financial
Structure on | Variable : performance. The
Firm Company dividend policy and
Performance: | Performance capital structure have a
Evidence significant impact on the
from South Moderating firm’s financial
Asian Variable : performance.
Countries Financial structure
Stadler et International | Independent Managerial Ownership
al. (2018) And Product | Variable : has a positive significant
Diversificatio | Managerial on company performance.
n Ownership
International
Which Dependent diversification as
Strategy Suits | Variable : moderate variable has
Family Company negative impact between
Managers? Performance managerial ownership
and company
Moderating performance. But product
Variable : diversification has
International And | positive impact between
Product managerial ownership
Diversification and company
performance.
Rasyid et The Independent The industrial
al. (2020) Moderating Variable : diversification has a
Effect of industrial positively affect to

Managerial

diversification and

company performance but
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Ownership on | international international
Diversified conglomerates conglomerates has a
Conglomerate negatively affect to
s and the Moderating company performance.
Performance | Variable : The managerial
of Family managerial ownership could not
Companies on | ownership moderate the relationship
the between conglomerate
Indonesian Dependent diversification and
Capital Variable : company performance.
Market company

performance

Table 2.1 Previous Research

2.8 Research Framework

In this study, the company performance is used as dependent variable and the
corporate diversification is used as independent variables. Then, the company size
and the company leverage become control variables. The managerial ownership as

moderating variable is described in agency theory. According to the agency

theory, managerial ownership as one form of good corporate governance can be

used to reduce the asymmetry information by the agent (managers) and principal

(stakeholders).

Figure 2.2 Research Framework

Geographic
Diversification

Product
Diversification \[ H1 l
Managerial Ownership Company
Performance

H2



23

2.9 Hypothesis

1. Product Diversification on Company Performance

According to IFRS No. 8, product diversification is a company strategy to create a
new product or a different product line. The size of product diversification can be
seen from the product sales that sold by the company in the financial report. In the
previous study by Geraldo (2019), company diversification used the HHI formula,
meanwhile based on Hsu and Liu (2008) product diversification used the Pd

formula and some previous research used the total number of product segment.

Mehmood et al. (2008) who researched in South Asian Countries found that
corporate diversification has a significant effect on company performance with the
condition it is proper diversification strategies by efficiently utilize the firms’
resources because the excessive diversification can decrease company
performance. In addition, effective management of corporate diversification with
good corporate governance and proper implication of financial structure can

improve the financial performance of manufacturing companies.

According to Hsu and Liu (2008), product and customer diversification can
improve company performance. In other words, the higher exploitation in the
company will increase the higher competency. So, the higher customers and the
types of the products sold by the company can increase the company sales which

directly affect the company performance.
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Krivokapic et al. (2017) who researched the Serbian insurance industry shows that
services diversification can improve company performance. The higher types of
services are provided to the customers, those give customers the option to adjust
the insurance type based on their needs and abilities. Based on the logical thinking
and the previous research, the higher level of the product diversification, the
higher level of the company performance

H1: Product diversification has a positive effect on company performance.

2. Geographic Diversification on Company Performance

According to IFRS No. 8, geographic diversification is an action to diversify the
company by make another company location to sell the products or services. This
diversification can be done by buying, establishing, joining mergers, or acquiring

other companies.

Geographic diversification provides an advantage for the company because the
higher level of company location, the higher level of company facility to get a
large market. According to George and Rezaul (2012), the company with high
level of diversification will have a business group-affiliated and that can increase

the market and company profit.

If all the company products can access all of the markets, the consumer can easy
to find the product and get the cheap price by reducing transportation costs
(production costs) in the area where the company is built or sold. The company

sales can increase because the sale of cheap and good quality products make
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customers prefer to buy more than the company without diversification. In
addition, this diversification also makes companies are easy to acquire limited and

rare resources.

Christian et al. (2020) who researched in Chile found that geographic
diversification has a significant effect on company performance. The company
with geographic diversification has increased sales by buying and selling activities
in the large market both regional and international. Geographic diversification can
make the company reach a large market than the stagnant local market and
improve the company internal conditions by increasing the human resources from

the various regions.

According to Chena and Wai (2000), Geogre and Rezaul (2012), corporate
diversification especially in geographic diversification has a significant positive
effect on company performance. The company has more than one area for selling
the products. So, it can be the company’s ability in facilitating the consumer to
easily get their products and also the company to easily get their limited and rare
resources. Furthermore, geographic diversification has an advantage for the
company and can increase the company performance. Based on the logical
thinking, the higher level of the geographic diversification, the higher level of the
company performance

H2:  Geographic diversification has a positive effect on company performance.
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3. The Effect of Managerial Ownership between Corporate Diversification and

Company Performance

Investors and shareholders invest their capital in the company because they
believe the managers can manage the company well and give benefits to the
investors with high dividends. However, the problems arise because the manager
only acts for their interest which is inconsistent with the owner, so that’s why the

manager’s decisions cannot give benefit to the owner (Godfrey, 2010).

The different information between the managers and owners (asymmetry
information) provides an advantage for the managers because the managers know
more detail about the company's activities. The problem appears if the company
has inconsistent goals or interests between managers and shareholders. Moreover,
without good supervision can make managers take free action without

accountability.

This case can be minimized by increasing managerial ownership. Managerial
ownership can harmonize the interest between managers and shareholders.
According to Ruan et al. (2011), managerial ownership is the ratio of shares which
owned by all board members (managers) and divided by total outstanding shares
by the company. So, it can make managers have an equal position with the
shareholders. By this action, the managers will improve their performance and be
careful to improve the gain and to reduce loss. So, it gives benefits to shareholders
and their own interests. Therefore, managerial ownership becomes a unifying tool

for the managers and the shareholders.
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It also makes the managers take action based on the shareholders. Managerial
ownership is an excellent corporate governance mechanism to reduce the agency
problem that occurs because of the inconsistency interest between ownership and

manager of the company (Rasyid et al., 2020).

If the company takes a big decision such as corporate diversification strategies,
the existence of managerial ownership can support this corporate diversification to
be the proper decision because it has been considered from the perspective of the
managers and shareholders. So, it not only gives benefits for the managers but
also for the shareholders and the company and increasing the company

performance.

According to Geraldo (2019), managerial ownership has a positive significant
effect to moderate the relationship between corporate diversification and company
performance. Based on the logical thinking and previous research, managerial
ownership can moderate the relationship between corporate diversification and
company performance.

H3:  Managerial ownership positively moderates the relationship between

product diversification and company performance.

H4:  Managerial ownership positively moderates the relationship between

geographic diversification and company performance.
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RESEARCH METHODS

3.1 Data Collection Methods

3.1.1 Types and Sources of Data

The type of data used in this study is secondary data. According to Sekaran and
Roger (2016), secondary data are the data that already exist and effortless to be
collected by the researcher. Secondary data have some sources such as statistical
bulletin, government publication, published information, data available from the
previous research, case studies and library record, online data, website, and the
internet. The collected data in this study are the annual financial statements of
manufacturing companies which taken from the official website of the Indonesia

Stock Exchange and company website for the years from 2016 until 2019.

3.1.2 Population and Sample

The population in this study is 193 manufacturing companies in Indonesia
(invesnesia.com). The purposive sampling method is used to analyze the sample
for this study. According to Sekaran and Roger (2016), the purposive sampling
method is a method for determining specific research samples using certain
criteria by the researcher in order that the obtained data can represent the
population. The sampling criteria in this study are as follows:

a. Manufacturing industry companies listed in the Indonesian stock exchange;

b. Manufacturing industry companies in sub-sectors consumer goods industry;
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c. Manufacturing industry companies that always publish their financial reports

related to the research period; and

d. The annual financial statements of the company with complete data related to

the variables in this study.

Table 3.1 Research Samples

No. Criteria Total

1. | Manufacturing industry companies in Indonesia on October 193
25, 2020

2. | The company sub-sectors basic industry and chemicals (78)
industry

3. | The company sub-sectors in various industries (50)

4. | The company that has incomplete annual financial reports (13)
during the period 2016 until 2019

5 The company that bankrupt during the study period (11)

6. | The company that has incomplete variable (8)

7 The sample companies 33

8. | Total Samples 132

Source: Data Processed 2021

The total sample is 33 companies. It is because 8 companies do not provide

necessary information about the independent variables both of product and

geographic diversification. Besides, 11 companies have been deactivated or

liquidated during this study period.

3.2 Operational Variables

3.2.1 Dependent Variable

According to Sekaran and Roger (2016), the dependent variable is the primary or

the main variable in the study. The dependent variable in this study is company

performance using the proxy return on equity.
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1. Company Performance

A company is established with the purposes such as increasing the company’s
profit, sustainability, and value. The company achievement can be seen in the
company performance through financial reports. According to Tangen (2004),
Company performance can be measured through financial reports that are divided
into 2 types namely, financial performance and non-financial performance. In this
study, the proxy return on equity is used to measure the financial company
performance. Return on equity is a formula to know how the efficiency of the
company used their equity into a profit (Tandelilin, 2010). Return on Equity
(ROE) is calculated by using the formula:

ROE = Net Profit

[0)
" Total Equity X 100%

3.2.2 Independent Variable

According to Sekaran and Roger (2016), independent variables are the variables
that influence the dependent variable in either a positive or negative direction. The
independent variables used in this study are corporate diversification by using

proxy product diversification and geographic diversification

1. Product Diversification

In this research, product diversification is measured by taking 1 minus the sum i
in year t (Hsu and Liu, 2008). A high product diversity level reflects a high level

product diversification in the company.
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The formula for Product diversification (Pd) is:

_Salesper segmentproduct

Sp

n
Pd=1-) " (sp?)
t=1

total sales

2. Geographic Diversification

According to Hsu and Liu (2008), geographic diversification is calculated by
taking 1 minus the sum square of sales percentage per each external sales region
or country and included into equation, in order to evaluate the manufacturer’s
geographic diversification. The higher level of geographic diversity reflects the
higher level of geographic diversification in the market.

The formula for Geographic diversification (Gd) is:

S _ Salespergeographicsegment
9 total sales

n
Gd=1->" (sg?)
t=1

3.2.3 Moderating Variable

According to Sekaran and Roger (2016), the moderating variable is one of the
strong contingent effects in the relationship between the independent and
dependent variable. The presence of the third variable (moderating variable)
modifies the original relationship between independent and dependent variable.
The moderating variable in this study is:

1. Managerial Ownership

Managerial ownership is the entity of a good corporate governance mechanism

because the existence of managerial ownership in a company can minimize
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agency problems between the agent (manager) and the principal (shareholder).
According to Ruan et al. (2011), managerial ownership is the ratio of shares which
owned by all board members (managers) and divided by total outstanding shares

by the company.

The managerial ownership formula is:

_ Total shares owned by managers
"~ Total Outstanding Shares

3.2.4 Control Variables

According to Sugiyono (2010) control variable is the variable which is constantly
made to control independent and dependent variable so that not affect by other
variables which are not involved in this study. There are two control variables in
this study; company leverage and company size. Company leverage indicates
financial structure in the company that explains company debt whereas company

size indicates the ability of the company to survive in the large business.

As the variable controls, company leverage and company size are caused by
company diversification as independent variable in this study. Company leverage
is used because of the capital needs to make or provide the facilities of company
diversification. Company size is used because of the impact of company
diversification. When the company has diversification, it needs another aspect to
support this diversification, for example, the company needs new employees or

new assets that used to implement this company diversification.
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1. Company Leverage

According to Hsu and Liu (2008), company leverage is a formulation of the total
debt divided by total equity, that leverage is a good proxy for knowing the firm’s
financial structure. Based on that situation, company leverage is an essential
aspect to know how the financial performance of the company. The higher
company leverage indicates the higher debt of company that must be paid.

The company leverage formula is:

Total Debt

LEV =
Total Equity

2. Company Size

The company size can be measured by total employees, total assets, total sales, or
ranking index. According to Hsu and Liu (2008), company size can be measured
as the natural logarithm of the total sales from sample companies. Christian et. al
(2020) stated that company size can be measured as the natural logarithm of the
total assets. The firm size in this study measures by Ln (total assets) because the
asset value is more stable than the sales value or market capitalization, Ln in
equation is used to control the data scale without changes the value. The bigger
company size indicates the competitive advantage in survive than small company.
The company size formula is:

SIZE = Ln (total asset)

3.3 Data Analysis Methods
3.3.1 Descriptive Statistic Method
The descriptive statistic method is a method that describes the research object

based on the collected data (Sugiyono, 2010). In the descriptive statistic method,
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the data conditions are presented in the form of table, diagram, graph, and so on.
The descriptive statistic method is used to make the collected data are easy to read

(communicate).

3.3.2 Classic Assumption Test

The classic assumption test is an analysis method to test the existence of linear
regression model whether it has classic assumption problem or not. The classic
assumption test is used to determine the data fulfills the requirements for the

regression model.

1. Normality Test

The normality test is used to determine whether the data population is normally
distributed or not (Gujarati and Porter, 2013). This test is important because it is
related to the data used in the statistic selection. Kolmogorov Smirnov test is used
for the normality test. The requirements for the normality data are using the
following conditions:

a. If the results are significant > 0.05, the data is normally distributed,

b. If the results are significant < 0.05, the data is not normally distributed.

2. Multicollinearity Test

The multicollinearity test is used to test whether the regression model correlates
with dependent or independent variables. A good regression model should not
correlate with dependent variable and independent variables. To find out whether

the regression model has multicollinearity or not is using Variance Inflation
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Factor (VIF) and Tolerance. Decisions according to multicollinearity test from
VIF values and Tolerance value are as follows:

a) If the tolerance value is > 0.10 or the VIF value < 10, it means there is no
multicollinearity.

b) If the tolerance value is < 0.10 or the VIF value > 10, it means there is

multicollinearity.

3. Autocorrelation Test

The autocorrelation test is used to test the existence of the linear regression model
about the correlation between the errors in period (t) and the interfering errors in
the period before (t-1). The decision regarding the autocorrelation test is:

o If the value of Asymp. Sig. (2-tailed) < 0.05, it means there is have
autocorrelation.

 If the value of Asymp. Sig. (2-tailed) > 0.05, it means there is no have

autocorrelation.

4. Heteroscedasticity Test
The heteroscedasticity test is used to the existence of the regression model about
the inequality of the variance from residual to other observations. A good

regression model does not have homoscedasticity or heteroscedasticity problem.

3.3.3 Multiple Regression Test
The researcher used multiple regression method because this study has more than

one independent variable with one dependent variable. Multiple regression models
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are used to determine the most significant independent variable and test the

significant effect of the independent variables on the dependent variable.

The formula for this analysis model is:

ROE = a+ p1Pd +B2Gd + B3MO + B4LEV + B5SIZE + p6 PAMO +

p7 GAMO +¢
Information:
e = constant
o [B1-p7 = coefficient regression
e ROE = company performance (Return on Equity)
e Pd = product diversification
o Gd = geographic diversification
e MO = managerial ownership
e LEV = the level of corporate debt/ company leverage
e SIZE = company size
e PdMO = product diversification and managerial ownership
e GdAMO = geographic diversification and managerial ownership
° ¢ = error

1. The Coefficient of Determination

The Coefficient of Determination (R2) is essentially used to measure how far the
model ability explains the variations in the independent variables. The coefficient
of determination value is between zero and one. The small value of R2 means that
the ability of the independent variable to explain variations is very limited. If the
R2 value is closer to one, it means the independent variable provides almost all

the information needed to predict variations in the independent variable.

2. Model Significance Test
The model significance test which is usually called the F statistic test shows

whether all the independent or free variables included in the model regression
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affect on the dependent variable. The following criteria are used to test the
hypothesis:

1) If F-count > F-table and significance level (a) < 0.05, it means rejecting Ho
which states that all independent variables have no effect on the dependent
variable. Based on that, it can be concluded all independent variables have a
significant effect on dependent variable.

b. If F-count < F-table and significant level (a) > 0.05, it means accepting Ho
which states that all independent variables have no effect on the dependent
variable. Based on that it can be concluded all independent variables have no

significant effect on the dependent variable.

3. Individual Significance Test

The T-test or the individual significance test is used to know the truth of the
hypothesis from the data (Sugiyono, 2010). The T-test basically shows how far
the influence of one independent variable to explain the variation of the dependent

variable.

The following criteria are used to test the hypothesis:

1) If the sig. value is <0.05 or 5% or t-count>t-table, then rejecting Ho, it means
the independent variable affects the dependent variable

1) If the sig. value is >0.05 or 5% or t-count<t-table, then accepting Ho, it means

the independent variable not affects the dependent variable



CHAPTER V

CONCLUSION AND SUGGESTION

5.1 Conclusion

This study was conducted to recognize the effect of product diversification,
geographic diversification, company leverage, company size, the effect of
managerial ownership in  moderating the relationship between product
diversification and geographic diversification on company performance in
manufacturing companies in Indonesia for the period 2016 until 2019. The

conclusions from the results can be seen as follows:

1. Product diversification, as the independent variable, has insignificant positive
effect on company performance. The insignificant effect may be caused by
company performance in this research is proxy by Return on Equity. The
companies need a lot of capital to their investment activity especially increasing
their equity. Because to see the increasing of ROE it’s depends on the period and
this research used 4 years as researched time. It’s not long enough to see an
increase in Return on Equity. The companies with corporate diversification have
more a competitive advantage rather than the companies without diversification
and also for the companies that diversify their products would have the variety of
the products preferred by the consumers to choose based on their needs and

abilities rather than companies without product diversification.
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2. Geographic diversification, as the independent variable, has an insignificant
positive effect on the company performance. This diversification provides an
advantage for the company because increasing the company number will increase
the company facility to get a large market. The consumers will be easy to find the
product and get the cheaper price by reducing transportation costs (production
cost) in the area where the company is built or sold the product. Because of the
cheap products, it makes the customers buy more products rather than the other
companies. Then, it can increase the company's sales. Geographic diversification
easily makes company to acquire limited and rare resources. It also makes

company can reduce tax by transfer capital from one company to other companies.

3. Managerial ownership, as a moderating variable, has a negative effect in
moderating the relationship between product diversification and return on equity.
Managerial ownership with product diversification has negative effect because the
managers as the agents and the owners will free act to maximizing their profits
that is used for their personal interests such as additional income and extra power.
So, it can be concluded that managerial ownership which has only product

diversification gives negative effect to the company performance.

4. Managerial ownership, as a moderating variable, has a positive effect in
moderating the relationship between geographic diversification and return on
equity. Managerial ownership in the large companies indicates internal market
efficiency. It aims to manage the complex mechanism in the company without
make agency problem. The reason is because in the large companies, they have

consolidated financial report to control their financial and investment activities.
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Then, managerial ownership with geographic diversification gives positive effect

to company performance.

5. Company Size and Company Leverage as the control variables have a positive
significant effect to the company performance. Therefore, the higher size and

leverage make the higher company performance.

5.2 Limitations of Research

The limitations in this study are as follows:

1. The adjusted R2 value is 0.220, which means that the independent variables
have an effect of 22% on the dependent variable. Then, the independent variables

in this research have small effect to the dependent variable.

2. This study is using the manufacturing industry companies. The total sample
which fulfills the criteria is only 32 companies particularly in the consumer goods
sector. Meanwhile, the total number of manufacturing companies in Indonesia is

193 (October 25, 2020).

3. Lack of information and other supporting data in hypothesis development

because from four hypotheses only one hypothesis is accepted.

5.3 Suggestions

Based on the research results, some suggestions for the further researches are as

follows:

1. Replace the dependent variable such as operating profit or share prices to get

better results in this study because of only one of four hypotheses accepted.
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2. Replace the population such as service companies or information technology

companies.

3. Change or expand the time period for the next study. It is used to know about

the effect of variables in the long term or different period.

5.4 Research Contribution

This research was conducted to increase the accounting science development that
related to product diversification, geographic diversification, company leverage,
company size, managerial ownership, and company performance. The purposes
are to recognize the effect of corporate diversification to return on equity and the
effect of managerial ownership in moderating the relationship between corporate
diversification and company performance. The information in this study can be
used as an additional knowledge for the companies for running their business if

they want to carry out the diversification strategy.



REFERENCES

Ansoff, H. 1. (1957). Strategies for Diversification. Harvard business review 35.5 ,
113-124.

Baratiyan, Somayeh, & Maheh Salehi. (2013). The effect of management
entrenchment on the equity capital in Iran. Palistan Journal of

Commerce and Social Sciences (PJSS) volume 7 19-26.

Chen, S.-S. & K.W. Ho. (2000). Corporate Diverdification, Ownership Structure,
and Firm value : The Singapore evidence. International review of
Finacial Analysis 9(3):315-326.

Christian E.-M., Luis A.-C., Mauricio Jara Bertin & Juan Gorigoitia. (2020).
International diversification, ownership structure and performance in an
emerging market: evidence from Chile. Economic Research-
Ekonomskalstrazivanja, DOI:10.1080/1331677X.2020.1820359

Geraldo, Youri. (2019). Pengaruh diversifikasi segmen terhadap kinerja
perusahaan dengan kepemilikan manajerial sebagai variabel moderasi.
Diss. Widya Mandala Catholic University Surabaya.

http://repository.wima.ac.id/
George, Rejie, & Rezaul Kabir. (2012). Heterogeneity in business groups and the
corporate diversification-firm performance relationship.  Journal of

Business Research 65: 412-420. https://www.elsevier.com/

Ghodzali, Imam. (2016). Aplikasi Analisis Multivariate dengan Program IBM
SPSS 23. Edisi 8. Semarang: Badan Penerbit Universitas Diponegoro.

Godfrey, Jayne, et al. 2010. Accounting Theory.



68

Gujarati, D. & Porter, D. . (2013) Dasar-dasar Ekonometrika. Buku 1 dan Buku 2
Edisi 5. Penerjemah: Raden Carlus Mangunsong. 5th edn. Jakarta:

Salemba Empat

Himmelberg, Charles P., R. Glenn Hubbard, & Darius Palia. (1999).
Understanding the determinants of managerial ownership and the link
between  ownership and  performance. Journal of financial

economics 53.3:353-384. https://www.elsevier.com/
Hsu, C.-W., & Liu H.-Y.. (2008).Corporate diversification and firm performance:
The moderating role of contractual manufacturing model. Asia Pacific

Management Review 13.1.

Hutzschenreuter, Thomas, & Fabian Giinther. (2006). Diversification Research:
Overview and Outlook. WHO-Otto Beisheim School of Management.

IFRS No. 8 Operating Segments

https://www.ifrs.org/issued-standards/list-of-standards/ifrs-8-operating

segments/

Ikatan Akuntan Indonesia “Exposure Draft, ED PSAK 5, Segmen Operasi” pdf .

http://tempdata.iaiglobal.or.id/files/ED%20A1%20PSAK%205%20(07%2

0Sept%202015).pdf

Igbal, Athar, Dr Hameed, & Majid Qadeer. (2012). Impact of diversification on

firms’ performance. American Journal of Scientific Research 80:42-53.

Kemenprin.go.id. Laporan Kinerja Kementerian Perindustrian 2015-20109.

https://www.kemenperin.go.id/

Krivokapi¢, Ranka, Vladimir Njegomir, & Dragan Stoji¢. (2017). Effects of

corporate diversification on firm performance: evidence from the Serbian


https://www.ifrs.org/issued-standards/list-of-standards/ifrs-8-operating%20segments/
https://www.ifrs.org/issued-standards/list-of-standards/ifrs-8-operating%20segments/
http://tempdata.iaiglobal.or.id/files/ED%20AI%20PSAK%205%20(07%20Sept%202015).pdf
http://tempdata.iaiglobal.or.id/files/ED%20AI%20PSAK%205%20(07%20Sept%202015).pdf
https://www.kemenperin.go.id/

69

insurance industry. Economic research-Ekonomska istrazivanja 30.1:
1224-1236.

Kotler, Philip, & Gary Armstrong. (2017). Principles of marketing. 16th Edition,

Pearson education.

Lang, Larry HP, & Rene M. Stulz. (1994) Tobin's ¢, corporate diversification,

and firm performance. Journal of political economy 102.6: 1248-1280.

Mehmood, Rashid, Ahmed Imran Hunjra, & Muhammad Irfan Chani. (2019). The

impact of corporate diversification and financial structure on firm
performance: evidence from South Asian countries. Journal of Risk and

Financial Management 12.1: 49.

Rasyid, Rosyeni, Syukri Lukman, & Tafdil Husni. (2020). The Moderating Effect

of Managerial Ownership on Diversified Conglomerates and the
Performance of Family Companies on the Indonesian Capital
Market. Atlantis Press, 4th Padang International Conference on
Education, Economics, Business and Accounting (PICEEBA-2 2019).

Roslita, Evy, & Vera Anggraeni. (2019). Pengaruh Diversifikasi Usaha Terhadap

Kinerja Perusahaan dengan Kepemilikan Manajerial sebagai Variabel
Pemoderasi. ESENSI: Jurnal Manajemen Bisnis, 22(3), 312-324.

Ruan, Wenjuan, Gary Tian, & Shiguang Ma. (2011) Managerial ownership,

capital structure and firm value: Evidence from China’s civilian-run

firms. Australasian Accounting, Business and Finance Journal 5.3:73-92.

Satoto, S. H.. (2009). Strategi Diversifikasi terhadap Kinerja Perusahaan. Jurnal

Keuangan dan Perbankan 13 (2): 280-287.

Sekaran, Uma, & Roger Bougie. (2016). Research methods for business: A skill

building approach. John Wiley & Sons.



70

Setiyadi. (2007). Pengaruh company size, Profitability, dan Institutional
Ownership terhadap CSR Disclousure. Jurnal Ekonomi. Universitas

Padjajaran Bandung.

Stadler, Christian, Micheal C. J. Mayer, JULIA Hautz, Kurt Matzler. (2018)
International and product diversification: Which strategy suits family

managers?. Global Strategy Journal 8.1: 184-207.

Sugiyono. (2010). Metode Penelitian Bisnis. Pendekatan Kuantitatif, Kualitatif Dan
R & D. Bandung: Alfabeta.

Suliyanto. (2011). Ekonometrika Terapan : Teori dan Aplikasi dengan SPSS.
Yogyakarta: Penerbit Andi Offset.Yogyakarta.

Tandelilin, Eduardus. (2010). Portofolio dan Investasi Teori dan Aplikasi.

Yogyakarta: Kanisius.

Tangen, S. (2004), Performance measurement: from philosophy to practice.
International Journal of Productivity and Performance Management, Vol.
53 No. 8, pp. 726-737. https://doi.org/10.1108/17410400410569134

Yessika, Priska Risma. (2010). Pengaruh Diversifikasi Korporat Terhadap
Kinerja Perusahaan Dengan Kepemilikan Manajerial Sebagai Variabel

Moderasi. Fakultas Ekonomi dan Bisnis. Universitas Lampung.

https://tradingeconomics.com/indonesia/manufacturing-pmi|
https://www.invesnesia.com/perusahaan-sektor-industri-barang-konsumsi-di-bei- |

2019
https://finance.detik.com/berita-ekonomi-bisnis/d-5110094/belasan-ritel-bangkrut-

dan-tutup-toko



https://tradingeconomics.com/indonesia/manufacturing-pmi
https://www.invesnesia.com/perusahaan-sektor-industri-barang-konsumsi-di-bei-2019
https://www.invesnesia.com/perusahaan-sektor-industri-barang-konsumsi-di-bei-2019

	Untitled-Scanned-03.pdf
	Untitled-Scanned-04.pdf
	Untitled-Scanned-05.pdf

