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Abstract

This study investigates the impact of internal mechanisms of corporate governance and the likelihood of financial statements in Indonesian public listed companies (PLCs). The findings resulted from a logit regression analysis on a matched pair sample of 47 fraud companies and 47 no-fraud companies from 2007-2012 indicate that fraud is more likely occur in a company having CEO and BOD members bound by a family relationship. In contrary, these results suggest that the likelihood of financial statements is lower when there is at least one financial/accounting/auditing expert in audit committee (AC) member. It also suggests that when number of independent AC member increases, the likelihood of financial statements decreases. These results provide direct implications in further strengthening the internal structure of corporate governance in this emerging market country. 
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1. Introduction

Recent corporate scandals and business failures occurred in several multinational companies (e.g. Enron, Xerox, Parmalat, Lehman Brohers, Satyam) have highlighted the importance to restore good corporate governance practice through maintaining proper system on internal monitoring and controlling [1] [2]. More importantly, it is also set to regain public’s trust on the integrity of the company’s financial reporting thus can attract more foreign investments towards a company’s success in the international business competition. Various attempts have been taken by the government in number of countries to reform their corporate governance code in order to mitigate the risk of fraudulent in financial reporting.   Among of them, the updated principles of corporate governance by the Organization for Economic Co-operation and Development (OECD) in 2004 and the release of Sarbanes-Oxley Act by the U.S. Congress in 2002 are two of most acknowledged attempts in establishing a benchmark for good corporate governance practice. Much of these regulations concern ways in mitigating the potential conflicts between internal stakeholders (e.g. board of directors and executives) and external shareholders (e.g. shareholders and creditors).

Some scholars indicate that the likelihood of financial statements fraud is more likely occurred in companies with lack of investment in corporate governance and internal controls [3] [4] [5].  These authors also suggest that the effective function of corporate mechanisms in the corporate governance system influences company’s attempts to mitigate the occurrence of financial statements fraud. 

Extant literatures generally have classified the mechanism of corporate governance into internal and external mechanisms. In particular, according to [5] [6] [7] [8], the internal corporate governance mechanism consisting management represented by the chief executive officer (CEO), board of directors (BOD), independent control functions provided by both internal and external auditors is sought as keys player in the corporate governance system. Their interactions determine the company’s ability to improve financial performance through the reduction of the likelihood of financial statements fraud. 

Even though findings from relevant research [9] [10] [11] [12] conducted in several developed countries (the U.S., Canada, Australia) consistent with the agent-principal mechanisms [14] [15], there has been very limited research found in the linkage between governance and fraud for developing or emerging market countries. To name a few, the initiative led by [15] reveals general weaknesses on board of directors and audit committee on mitigating the financial misstatements in Indonesian public listed companies (PLCs). There is no evidence on the business collapse like Enron in the U.S, Parmalat in Italy, or HIH Ltd. in Australia discovered from the symbolic role of BOD functions in Indonesia yet. However, the findings from [15] provide a fruitful insight on the effectiveness of corporate governance actors in preventing a serious breach of the appropriateness disclosure on financial statements in accordance to the regulations and laws. 

This study responds the calls from [5] [6] [7] [8] to incorporate more internal corporate governance mechanisms in the investigation to the Indonesian context. They are CEO and the existence of internal auditor as key functions outside BOD and external auditor in the internal corporate governance system documented by earlier relevant studies. It also extends the work by [15] involving sanctions given by the Indonesian Capital Market and Financial Institutions Supervisory Agency (ICMFISA) to the Indonesian PLCs following the improper disclosure of related party transactions (RTP). As suggested by [16] [17], this indicator also reflects as a red-flag toward incidences of actual financial statements fraud. The recent study from [18] indicates that RPTs may be conducted at prices that are unfavorable for most PLCs in Indonesia. The authors also advocate that the level of RPT disclosure is positively affected by the corporate governance mechanisms. 

The results indicate that the likelihood of financial statements fraud is greater in a company having CEO and BOD members bound by a family relationship. It further suggests that the financial/accounting/auditing expert in audit committee (AC) member is more likely to minimize the likelihood of financial statements. The results also advocates that the tendency of financial statements decreases if number of independent AC member increases.

The paper is structured as follows. The next section provides a brief review on the previous literature and develops empirically testable hypotheses. Section 3 discusses the research method and results. This is concluded by the final section highlighting comments and avenues for further research. 

2. Literature Review on Internal Mechanisms of Corporate Governance and Hypotheses Development

This study is important because extant literature implicates that study on comprehensive set of internal mechanisms of corporate governance and the likelihood of financial statements fraud is relatively very infrequent. The Indonesian context tends to have a different governance characteristic since it adopts two-tier board system and still has an issue with the concentrated and family-controlled ownership [15] [19] [20]. The condition of controlled ownership is also reflected in mostly emerging market countries indicating a ritualistic role of independent directors and other independent control functions that influence the effectiveness of good corporate governance [6] [7]. As discussed previously, the likelihood of financial statements fraud expands the measure employed by [15] through a measurement on sanctions and fines charged by the ICMFISA (known as BAPEPAM-LK in Indonesia) following violations on disclosures of BAPEPAM-LK rule numbers: (a) XI.C.1 regarding insiders securities transactions that are prohibited, (b) IX.E.1 regarding the conflict of interest on certain transactions and, (c) IX.E.2 regarding material transactions and changing in core business. This indicator is also modified from [2] [21] in the U.S. studies, [9] in Canada, and [11] in Australian context, to determine the closest condition related to the criteria set for the financial statements fraud.

2.1	Chief Executive Officer (CEO) 
2.1.1 CEO Dominance
According to [22], power and control reflect the level of strength of one’s position in a formal hierarchy of an organization. When power and control are centralized in one hand in an organization, it will affect the degree of political activity among executives and directors. More specifically, the author also highlights that when CEO is more powerful, the greater the ability to institutionalize power within a company. Thus, it can lead the negative result of the company’s performance. 

Loebbecke, Eining and Willingham (1989) in [10] suggest that audit partners consider a higher audit risk when there is a concentration of power in the hands of one person or a small group in a company. As identified by Hickson et al. (1971) in [10], the centralization of power in one person affects the individual to control the decision making process. This centrality is reflected from the individual having two or more position in the top management team [23]. Accordingly, the authors also suggest that the centrality of power in individual hands could facilitate the decision that leads the company committing the financial statements fraud [10]. The measurement of CEO dominance identifies the CEO who is also act as the Chief Financial Officer or any other senior post that relevant to the financial function [10]. 
H1	: The likelihood of financial statements fraud is higher when there is CEO dominance in the company.

2.1.2 CEO Duality
The results from several studies indicate that agency problems in the fraudulent financial reporting are greater in companies having CEO who also acts as the chairman of boards or sits in the BOD than companies without this duality[10] [24] [25]. In the agency theory perspective, the role of BOD is to conduct a proper monitoring system over the management’s actions [14] [15].
However, it is argued that integrity and independency of BOD when CEO performs the duality role as chairman of the boards [24]. Specifically, CEO is considered having a more power to control on many of decisions made and take the other directors to follow their chairman. In the other context, senior managers tend to not antagonize the CEO’s decisions due to his/her excessive power in controlling both operational and supervision activities [7] [24] [26]. 
 
To capture the role of CEO as the chairman of boards or a member in boards, the variable of CEO duality in this study is set to zero if the CEO is also the chairman of BOD or one of board directors, and likewise [10] [24].

With regards to the Indonesian context, the adoption of two-tier board system explicitly prohibits the boards (known as Board of Commissioner) to be in the management composition and likewise. It will affect independency and integrity of BOD in conducting their oversight and advisory functions [27]. However, as this attempt is still not mandatory, thus a further investigation will be beneficial to obtain the level of compliance on these particular aspects and their impact on the likelihood of financial statements fraud in Indonesian PLCs. Hence, we hypothesize that:
H2	:	The likelihood of financial statements fraud is higher when there is CEO duality in the company.

2.1.3 CEO Stock Owned
The agency theory underlines the manager’s position as an agent acting on behalf of the principals [14]. One aspect that determines the strength of manager’s position in the agent-principal relationship is his/her ownership power indicated by percentage of his/her stock owned in the company’s shareholdings [23]. It also emphasizes the view from [28] highlighting the increasing number of CEO shareholdings creates the more powerful CEO in the company. Eventually, it reduces the control power of BOD. 

As a result, CEO with this base of control is more likely to seek the opportunity on the capital gain resulted from the publication of misleading financial information than CEOs without such base of control. Thereby, we posit the third hypothesis as follows:
H3	:	The likelihood of financial statements fraud is higher when CEO has certain amount of shareholdings.

2.1.4 CEO Related to Founder of the Company
Another relevant indicator that signifies the CEO ownership power in the agent-principal relationship is determined by the CEO relation with the founder of the company [23]. The authors emphasize that the link occurred between CEO and the company’s founder establish the executive’s powerful position to influence the effectiveness of board’s function in conducting supervision and advisory activities.

This variable is coded one if the CEO is either a founder of company or is related to the founder and likewise [23] [40]. Thus, we posit the fourth hypothesis as follows:
H4	:	The likelihood of financial statements fraud is higher when CEO is a relative to the founder(s) of the company.

2.1.5 CEO Family Shareholdings
This variable is adopted from the study conducted by [23] measuring the percentage of company’s shareholdings owned by the executive's extended family (father, mother, and so forth). This variable also indicates an additional aspect on the CEO ownership power in the agency relationship. The shareholdings of a manager's extended family provide a base of support for securing his/her position in the company based on the emotional ties to other family shareholders [23]. Thus, it may affect the effectiveness of BOD functions to mitigate the decision on the falsifying the financial reporting initiated by the CEO and cronies. It is hypothesized that:
H5	:	The likelihood of financial statements fraud is higher when CEO’s extended families have certain amount of shareholdings.

2.1.6 CEO Relatives as Sitting Members in BOD
The managerial hegemony theory reflects the intention of CEO to select cronies that who will not curtain his/her actions in the daily routine business [30]. In addition, [7] also advocate the statutory boards with less independent monitoring and oversight in companies having the hegemony CEO. As suggested by [29], this variable is determined by the number of sitting BOD members that are related to the CEO. 

The condition on the relevant attributes of CEO ownership power as mentioned above may not uncommon in Indonesia where the attractive performance on the capital market is still affected by the sound family controlled or concentrated companies [19] [20]. Similarly with other Asian countries as discussed in [31] [32], many of listed companies in Indonesia are family owned or controlled, reflecting different cultural traditions and aspirations that embedded in the way they run the business. Therefore, we hypothesize that:
H6	:	The likelihood of financial statements fraud is higher when the relative(s) sits in the composition of BOD.

2.1.7 CEO Functional Background
A manager with relevant expertise in the specific area may influence the strategic decision making [23]. Additionally, the author also emphasize that CEO’s particular knowledge and experience facilitate him/her to accrue the power that influence the company committing in the incidence of financial statements fraud or likewise. In one side, the critical expertise of CEO can encourage the management in the good corporate governance practice. However, it can also be argued that financial statements fraud will not be occurred in the company having the expert CEO with sufficient knowledge and experience in financial/accounting area. As the CEO has the proper understanding in this field, it also provides the opportunity to commit the fraudulent activity in more delicate and professional way. This variable is dummy coded zero if the CEO is not accounting/finance literate and one if CEO has that specific academic and professional backgrounds. This leads us to hypothesize as follow:
H7	:	The likelihood of financial statements fraud is lower when CEO has financial/accounting expertise. 
2.2	Board of Directors (BOD) 
2.2.1 Outside/Independent Directors
Agency theory strongly recognizes BOD as an important function in the corporate governance mechanism [14]. More importantly, [21] emphasizes the need for establishing independence directors to perform effective monitoring and oversight functions in the areas of financial reporting. The independent directors can act as an effective monitor because they do not have financial interests in the company compared to other directors who have family relationship with the management [33]. Additionally, the proportion of outside directors on the board contributes to the effective governance in mitigating the likelihood of financial statements fraud [34]. Hence, we hypothesize that:
H8	:	The likelihood of financial statements fraud is lower when majority of directors on the BOD are independent. 

2.2.2 Size of BOD 
Previous studies have emphasized the influence of board size on the company performance through the financial reporting quality. In particular, the size of BOD has different outcomes in the effectiveness of board monitoring and oversight functions in the financial reporting quality due to communication breakdowns and inefficiencies [32] [35]. Additionally, the smaller boards are considered to perform their monitoring and oversight functions more effectively as the potential disagreements are relatively lesser than in companies having the larger boards [24]. However, as increasing number of directors provides additional resources, it is expected that large boards bring significant value for BOD conducting their functions at their best. This variable is measured by the number of directors in the BOD adopted from [11] and [21]. 
H9	:	The likelihood of financial statements fraud is lower in the company having a larger size of BOD. 

2.2.3	Directors Stock Ownership
It is considered that there is a limited theoretical justification provided to explain the effect of directors’ shareholdings on the effectiveness of the boards’ monitoring and oversight functions [34]. However, the authors suggest that a direct financial interest indicated from the large amount of stock held by directors, may weaken the directors’ independency thus restricting them to mitigate the potential incidences of financial statements fraud. Another study also highlights that the degree of directors’ stock owned determines the distribution of power to perform an effective control mechanism [35]. The shareholders are more likely to play an important role mitigating the managerial opportunism in a company with the stock ownership is more concentrated [36]. The measure of this variable is determined by the percentage of stock owned by the directors [15]. Hence, the hypothesis is posited as follow:
H10	:	The likelihood of financial statements fraud is higher when directors hold certain amount in the company’s shareholdings.

2.2.4 BOD Member(s) as the Founder or Relatives of the Founder of the Company
The family ties in the management-directors relationship relatively provide an obstacle to the good corporate governance practice. The coalition developed by the family or psychological relationships within a company may yield the opportunistic behavior to maximize the personal interests of parties involved [7]. In this case, other members in BOD who do not have family ties with the founder of the company may perform a symbolic role that tend to do not thoroughly examine both managerial and boards decision resulted from the coalition of this family kinship. 
Thus, the lack of monitoring and oversight from directors having no relationship with the founder impacts on the opportunistic behavior of financial statements fraud. This variable is measured by the number of director who is/are the founder of company or relative to the founder of company. Thereby, we posit that:
H11	:	The likelihood of financial statements fraud is higher when director(s) is/are founder or relatives of the founder of the company.

2.2.5 Frequency of Boards Meetings
Several authors have suggested that the number of boards’ annual meeting affects the effectiveness of boards monitoring and oversight functions toward management actions [24] [35]. Accordingly, it is also underlined the importance of the directors’ frequent-meeting to enhance their level of oversight. These authors also emphasize that the diligent directors enabling them ensuring the high-quality financial statements in the annual financial reporting. The number of boards meetings during a year is considered to measure this variable [24] [35]. The twelfth hypothesis is posited as follow:
H12	: 	The likelihood of financial statements fraud is lower when directors meet more frequently.

2.2.6 AC Existence
An audit committee (AC) specifically assists the board of directors in overseeing and ensuring the quality of financial reporting [34]. This committee consists of individuals having accounting and financial literates thus can assist the boards ensuring the presentation of the financial reporting in accordance to the generally accepted accounting principles and company’s internal control structure is adequate and effective.

The findings from [12] indicate that the present of AC in the U.S. listed companies contribute to the effectiveness on the boards’ attention to the financial oversight. Another study in Hong Kong shows a negative relationship between the existence of AC and earnings management [37]. This study assigns the value of one for a company having an AC function, and likewise. Hence, we posit the hypothesis as follow:
H13	:	The likelihood of financial statements fraud is lower when there is an AC function in the company.

2.2.7 AC Size
A larger AC reflects greater resources and competencies that need to conduct a proper oversight in mitigating the likelihood of financial statements fraud [34]. The authors also implicate the importance of having large AC in their synthesize report suggesting the number of AC members influence the incidence of financial statements fraud. This variable is measured by the composition of AC members in Indonesian listed companies adopting [38]. Thus, the thirteenth hypothesis is set as follow:
H14	:	The likelihood of financial statements fraud is lower when there is broader composition on the size of AC function in the company.

2.2.8 AC Independence
A general insight from more independent AC members is to support the boards’ oversight function in ensuring the higher quality of financial reporting [7] [34]. More specifically, the resource dependence perspective embedded in the independent members on AC complement the effectiveness of boards’ financial oversight responsibility [7]. Hence, more independent members in the AC are expected to reduce the likelihood of financial statements fraud. This study employs the actual number of AC independent member(s) to determine the AC independence [38]. This condition leads us to hypothesize as follows: 
H15	:	The likelihood of financial statements fraud is lower when a majority of AC members are independent. 

2.2.9 AC Expertise
The Security Exchange Commission in U.S. regulates that all AC members must be financially literate and at least one of them has a high level of financial reporting knowledge, referred to as financial expertise [32]. Another study in U.S. indicates that the financial experts in AC members (especially accounting and auditing knowledge) are more likely to detect material misstatements and communicate the findings to the audit committee for further actions [39]. It also indicate the more effective duties conducted by the AC to support the boards in ensuring the financial reporting quality through mitigating the likelihood of financial statements fraud. To the Indonesian context, it has been regulated for companies to have an accounting or finance background in at least one of AC members [27]. This variable is dummy coded one for a company that meets the criteria as mentioned, and coded zero if likewise. Hence, we hypothesize that:
H16	:	The likelihood of financial statements fraud is lower when there is a financial/accounting/auditing expert in AC member. 

2.2.10 AC Meetings
It has been suggested that the number of AC meetings reflects the degree of effectiveness of monitoring and oversight on financial reporting quality by the AC [32] [34]. Although their reviews discuss the mixed results in relevant studies concerning the relationship between the number of AC meetings and the financial reporting quality proxies e.g. misstatements, earnings management or incidences of financial statements fraud; it still emphasizes the importance of AC members to allocate sufficient time in performing their duties of monitoring and overseeing the financial reporting process. Therefore, the AC meetings frequency can reflect their participative aspect that also represents their effectiveness in ensuring the financial reporting quality as well as to support the greater effectiveness of boards’ functions. Thus, we posit the seventeenth hypothesis as follow:
H17	:	The likelihood of financial statements fraud is lower when the boards conduct more frequently annual meetings.

2.3 Internal Auditor
Prior studies have highlighted the important contribution of the internal audit function in good corporate governance practice [7] [12]. In a more detail, the study from [12] indicates that PLCs within technology, health -care, and financial services industries in the U.S. experiencing fraudulent financial reporting were not engaging a proper internal audit function. This measurement of internal audit function in this study is adopted from [12] highlighting the existence of internal audit function in sample-companies. It is anticipated that internal audit function will be negatively related to financial statements fraud. Therefore, it is hypothesized that:
H18	:	The likelihood of financial statements fraud is lower when there is an internal audit function in the company.
2.4 External Auditor
Extant literature suggest that companies having stronger corporate governance are more likely hiring a professional service from reputable Big 4 audit firms[6] [7] [49]. Large audit firms relatively employ greater level of competencies than small audit firms which subsequently produce higher audit quality [35]. Thus, it underlines the positive relationship between auditor size and the likelihood of financial statements fraud. The final hypothesis in this study is posited as follow:
H19	:	The likelihood of financial statements fraud is lower when the audit service is provided by the Big 4/5 audit firm.


3.  Research Design 

3.1 Sample Selection
We gather data of 47 fraud-companies from seven observation period during 2007-2012 following the violations on ICMFISA’s respective rules as mentioned in the closing part of introduction section which is modified from [2] [11] [15] [38] studies. These companies that experienced financial statements fraud were identified from the annual reports and press releases of ICMFISA (BAPEPAM-LK) covering the observed periods. The relevant information was also supplemented by several local leading business publications e.g. Kompas, Kontan, Bisnis Indonesia, and The Jakarta Post. Following keywords are applied: fraud, management fraud, fraudulent financial reporting, accounting misstatements, RPT’s and like terms. Manual careful and cautious readings are perused to identify the fraud based on respective criteria as clearly as possible. The final samples of 47 fraud companies are extracted from the exclusion of:                      (a) sanctions irrelevant with these two criteria mentioned above, (b) incomplete information relevant to the study of financial statement fraud; (c) inaccessible financial reporting and, (d) companies no longer exist or registered in Indonesia Stock Exchange (IDX).

The rationale in selecting these observe periods is to provide the additional information on the compliance of updated Indonesian Code of Good Corporate Governance (ICGCG) in the Indonesian PLCs, which is published by the National Committee on Governance in 2006. This code is adopted the OECD (2004) principles [15] [27]. In present, the ICMFISA has implicated the in-country listed companies to conduct a GCG based on comply and explain basis. It means that although the implementation this ICGCG is still voluntary, ICMFISA has also treated several major provisions in this ICGCG as their mandatory rules and regulations i.e. the compulsory composition of audit committee and the independent commissioner. Thus, the ICMFISA can charge listed companies with relevant sanctions for these non-compliances. 

Companies experiencing financial statements fraud are distributed across a wide variety of Indonesian industry following two-digit industry classifications. Most of fraud occurred in property sectors (18 companies or 38.29%) and the financial sectors (16 companies or 34.02). The high-incidence of fraud in the financial service industry is similar to studies conducted by [11] [12].

The control sample of no-fraud companies was matched on the basis of industry (two-digit IDX code) and size (total assets), consistent with [2] [11] [12]. The mean of total asset on fraud and no-fraud companies were IDR 4,611m and IDR 3,386m respectively. A t-test of paired differences in asset size between both companies demonstrated no significant differences (t=0.487; p-value 0.211) suggesting that fraud and no-fraud companies were similar in size.

3.2 Model and Variables
This study employs logistic (logit) cross-sectional regression analysis for further hypotheses testing. This multivariate statistical technique is appropriate for the categorical dependent variable [41] [42]. More specifically, Maddala (1991) in [2] recommends the use of the logistic regression in the study where disproportionate sampling from two populations (i.e. fraud and no-fraud populations) occurs. In this case, the proportion of two populations is likely to be much less 50% than the actual population of Indonesian PLCs experiencing financial statements fraud. The use of the logit regression in testing hypotheses is appropriate since the purpose of the study is not to develop a predictive model of fraud, the constant term results no effect on the analysis. The following cross-sectional logit regression can be summarized as:

FRAUD	=	a + b1CEODOM + b2CEODUAL + b3CEOSTCK + b4 CEOFOUND + b5CEOFAM + b6CEORELBOD + b7CEOEXP + b8INDPDIR + b9BODSIZE + b10DIRSTCK + b11BODFOUND + b12BODMET + b13ACFUNCT + b14ACSIZE + b15ACINDP + b16ACEXP +b17ACMET + b18INTRNAUD + b19EXTRNAUD + e
where:
FRAUD	= 	1 for a company experiencing the likelihood of financial statements fraud, and 0 otherwise.
CEODOM	= 	1 if CEO holds other senior manager posts, and 0 otherwise.
CEODUAL	=	1 if CEO also sits as chair of the BOD, and 0 otherwise.
CEOSTCK	= 	Percentage of CEO stock ownership.
CEOFOUND	=	1 if CEO has a family relationship with the founder of the company, and 0 otherwise.
CEOFAM	=	Percentage of CEO’s family stock-ownership.
CEORELBOD	=	1 for a company where the next of kin of CEO sits in the BOD, and 0 otherwise.
CEOEXP	=	1 if CEO has academic background and professional experience in financial/accounting/auditing, and 0 otherwise.
INDPDIR	= 	Number of independent director in the BOD.
BODSIZE	= 	Number of directors in the boards.
DIRSTCK	=	Percentage of stock owned by directors.
BODFOUND	= 	Number of director who is/are the founder of company or relative to the founder of company.
BODMET	= 	Number of BOD meetings in a year.
ACFUNCT	= 	1 if the company have an AC function, and 0 otherwise.
ACSIZE	= 	Number of AC members.
ACINDP	=	Number of independent AC members.
ACEXP	= 	Number of AC members with financial/accounting/auditing expertise.
ACMET	= 	1 if the company has minimum three meetings in a year, and 0 otherwise.
INTRNAUD	= 	1 if the company has an internal audit function, and 0 otherwise.
EXTRNAUD	=	1 if the company assign Big 4/5 audit firm, and 0 otherwise.
e	=	The residual.
The rationale for these variables is adequately explained in the section two of literature review and hypotheses development therefore is not repeated in this section.


4. Discussion and Analysis
Table 1 provides correlation tests on 19 internal mechanisms of corporate governance system for fraud and no-fraud controlled companies. All correlations are below 0.50 and these modest correlations indicate that multicollinearity is not likely to provide an issue for the further logit regression analysis [42] [43]. The highest significant correlation is found between ACEXP and ACFUNCT indicates that greater number of financial/accounting/auditing experts in AC members establish the higher AC function effectiveness. The second highest significant correlation is indicated between CEORELBOD and CEOFOUND suggesting the CEO status as the founder associates with the composition of next of kin of CEO in the board size. 

[image: ]

Table 2 presents results of the logit regression test which jointly account for the effects of all 19 explanatory variables. The logit model for testing the hypotheses chi-square value of 42.993 and it was significant at p < 0.00. It is supported by the Hosmer and Lemeshow chi-square value of 5.632 at p = 0.708. The magnitude of the discrimination likelihood was considered acceptable [41]. The authors consider the chi-square value of 0.70 to 0.80 as the acceptable discrimination; value of 0.80 to 0.90 to indicate the excellent discrimination and; value exceeding 0.90 represents the outstanding discrimination. Both of Cox and Snell R2 and Nagelkerke R2 had a reasonable level of pseudo R2 complementing the good fit resulted from chi-square on omnibus test and Hosmer and Lemeshow tests.





Table 2 
Logit Regression Results for Internal Mechanisms of Corporate Governance System and The Likelihood of Financial Statements Fraud

	Variables
	Hypotheses
	Predicted Sign
	Beta
	Wald
	Sig.

	Constant
	None
	None
	 0.408
	0.362
	0.922

	CEODOM 
	H1
	+
	 0.740
	0.417
	0.547

	CEODUAL
	H2
	+
	1.024
	0.049
	0.519

	CEOSTCK
	H3
	+
	-0.440
	0.086
	0.825

	CEOFOUND
	H4
	+
	-0.129
	5.567
	0.769

	CEOFAM
	H5
	+
	2.722
	1.782
	0.018**

	CEORELBOD
	H6
	+
	-0.723
	0.012
	0.182

	CEOEXP
	H7
	-
	-0.043
	1.452
	0.013**

	INDPDIR 
	H8
	+
	1.744
	0.319
	0.228

	BODSIZE
	H9
	+/-
	-0.049
	1.112
	0.572

	DIRSTCK
	H10
	-
	 -0.121
	0.186
	0.292

	DIRFOUND
	H11
	+
	0.204
	1.757
	0.066*

	BODMET
	H12
	+
	0.993
	0.624
	0.185

	ACFUNCT
	H13
	-
	0.774
	2.527
	0.429

	ACSIZE
	H14
	-
	0.543
	24.332
	0.112

	ACINDP
	H15
	-
	-2.067
	8.590
	0.000***

	ACEXP
	H16
	-
	-2.862
	1.769
	0.003**

	ACMET
	H17
	-
	-0.209
	0.326
	0.184

	INTRNAUD
	H18
	-
	0.225
	0.196
	0.568

	EXTRNAUD
	H19
	-
	0.572
	0.362
	0.658

	Model Statistics: 
Omnibus test of model coefficients 2= 42.993, p = 0.000 
Hosmer and Lemeshow 2 = 5.632, p = 0.708
Cox & Snell R2 = 0.424
Nagelkerke R2 = 0.562
Classification Accuracy: Overall = 73.80%, Fraud = 66.30%, No-Fraud = 81.20%
*, **, *** Statistically significant at p<0.10, p<0.05 and p<0.01, respectively


	There are 47 fraud companies and 47 no-fraud companies. FRAUD	 = 1 for a company experiencing the likelihood of financial statements fraud, and 0 otherwise. CEODOM	= 1 if CEO holds other senior manager posts, and 0 otherwise. CEODUAL = 1 if CEO also sits as chair of the BOD, and 0 otherwise. CEOSTCK = Percentage of CEO stock ownership. CEOFOUND = 1 if CEO has a family relationship with the founder of the company, and 0 otherwise.                              CEOFAM = Percentage of CEO’s family stock-ownership. CEORELBOD =	1 for a company where the next of kin of CEO sits in the BOD, and 0 otherwise. CEOEXP = 1 if CEO has academic background and professional experience in financial/accounting/auditing, and 0 otherwise. INDPDIR = Number of independent director in the BOD.                   BODSIZ = Number of directors in the boards. DIRSTCK = Percentage of stock owned by directors.                           BODFOUND = Number of director who is/are the founder of company or relative to the founder of company.                 BODMET	= Number of BOD meetings in a year. ACFUNCT = 1 if the company have an AC function, and 0 otherwise.
ACSIZE = Number of AC members. ACINDP = Number of independent AC members. ACEXP = 	Number of AC members with financial/accounting/auditing expertise. ACMET = 1 if the company has minimum three meetings in a year, and 0 otherwise. INTRNAUD = 	1 if the company has an internal audit function, and 0 otherwise. EXTRNAUD = 1 if the company assign Big 4/5 audit firm, and 0 otherwise.




More specifically, the logit regression results in Table 2 show that CEOFAM and DIRFOUND are significantly associated with the likelihood of financial statements fraud. These findings indicate that fraud companies (no-fraud companies) are more likely having greater (lower) amount of shareholdings by the CEO’s extended family and number of founder sit on BOD. Hence, H5 and H11 are supported. H5 suggests the shareholdings of a manager's extended family provide a base of support for securing CEO’s position, thus justifying him/her to involve with the decision on the financial statements fraud. Similarly, H11 also emphasizes the test result on H5 to the extent that the likelihood of financial statements fraud is also affected by lack of monitoring and oversight from director(s) having relationship with the company’s founder [7].

CEOEXP, ACINDP, and ACEXP also demonstrate significant and negative relationship with the likelihood of financial statements fraud. Accordingly, fraud companies (no-fraud companies) are more likely to have lower (greater) number of CEO who is financial/accounting/auditing expert, independent directors, and financial/accounting/auditing expert in the AC. Therefore, the logit regression tests support H7, H15, and H16. The H7 and H16 test results emphasize the effectiveness of financial/accounting/auditing literacy on the corporate governance actors in mitigating the likelihood of financial statements fraud [23] [32]. The provision of such requirement in the AC composition is consistent with the regulators intention’s for AC to me more effective performing their duties to further support the boards in ensuring the financial reporting quality through mitigating the likelihood of financial statements fraud [6] [7] [27]. The findings on the H15 test also consistent with the finding from [2] highlighting that the independent member in AC is pivotal in minimizing the likelihood of financial statements fraud.


5. Conclusion

Indonesia is currently adopting the two-tier board system. It has provided a distinction of duties between CEO as the representation of management and BOD (known as Board of Commissioner in the local context) who are responsible for advisory and supervisory tasks. Hence, it has fully supported the agency theory perspective highlighting BOD as control and monitor functions in ensuring the manager (agent) acts in the best interest of the shareholders (principal) [13] [14]. However, according to the survey of 186 PLCs in Indonesia during 2006-2007 as published in OECD Corporate Governance Fact Book 2014, it indicates that on average 70% of the shares were held by controlling shareholders, and 58% of firms were family-controlled. Subsequently, 54% of the total market cap is held by firms that belong to a family business group. This condition also underlines that the Indonesian business climate is still affected by the controlled and concentrated ownership [19]. It has also affected the effectiveness on the implementation of the current Indonesia Code of Corporate Governance towards company’s performance through reducing the financial statements fraud. The results of H5 and H11 tests support the negative outcome from the Indonesian family-business condition indicating the family-ties between CEO and BOD is more likely influence the likelihood of financial statements fraud.

The findings further suggest that as the number of financial/accounting/auditing experts on the AC increases, the likelihood of financial statements fraud decreases. It can also be viewed in the CEO; the tendency of financial statements fraud incidence is lower when a company is led by the financial/accounting/auditing expert. In addition, the provision of independent members in AC highlights the effectiveness of AC function to support the BOD in mitigating the financial statements fraud. It supports the resource dependency theory as a complementary theory to agency theory suggesting AC is an effective structure in the corporate governance mosaic and inseparable with BOD [6] [7]. Hence, incorporating AC as the comprehensive set in BOD provides a more fruitful insight on the effectiveness of BOD in performing their monitoring and supervision duties.

On the whole, the results of the study support the calls for strengthening the role of BOD and AC as the effective mechanisms in the internal corporate governance system. It also encourages the implementation of all principles on ICGCG to be mandatorily applied for the Indonesian PLCs rather than to be followed voluntarily. Especially in an emerging market country where the condition of family intervention in the company’s strategic decision making is still being a concern. 

This contains several limitations. Firstly, it focused on the investigation of fraud committed by the management and only frauds that are discovered and investigated by the ICMFISA. This concern also highlights the robustness of the findings to be generalized for Indonesian or emerging market country setting, even though they are supported by some evidences from previous research conducted in U.S, Australia and some other developed countries. A further comparison with the results from the developed countries may provide another fruitful insight to apprehend the nature of corporate governance that will not bound only for a particular model of corporate governance but also applicable for the global condition. 

Future studies could consider exploring corporate governance setting by expanding the longitudinal secondary data and/or promoting the triangulation methods through an involvement of various data collection and analysis methods. This would be very useful to explore the reasons underlying such results, particularly to understand the substance of fraud.
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