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ACCOUNTING, CORPORATE GOVERNANCE & BUSINESS ETHICS | 
RESEARCH ARTICLE

Moderating effects of corporate governance 
mechanism on the relation between capital 
structure and firm performance
Ngatno1*, Endang P. Apriatni2 and Arief Youlianto2

Abstract:  The purpose of this study is to examine the moderating effect of corpo-
rate governance on the relationship between capital structure and firm perfor-
mance. This study uses secondary data in the form of financial reports at the end of 
2019 from micro-financial institutions (rural banks) with a total of 506 units. Data 
were analyzed using the Moderated Regression Analysis. Results indicate that 
capital structure financing decisions have a positive contribution to financial per-
formance. However, this only applies to short-term debt. Otherwise, long-term debt 
has a negative and insignificant effect on both return on assets and return on 
equity. These results support the view of the pecking order theory, as empirical 
evidence that the opposite effect between firm profits and capital structure. The 
results of the moderation analysis show that only the size of the board of com-
missioners can strengthen the relationship between capital structure and company 
performance, while board size and ownership concentration are not able to mod-
erate the relationship between capital structure and company performance.

Subjects: Finance; Strategic Management; Corporate Governance  

Keywords: capital structure; board size; board of commissioners; ownership concentration; 
performance

1. Introduction
The number of rural banks in Indonesia in 2019 reached 1,597 units, this number is decreasing 
when compared to 2015 which totaled 1,637 units (down 2.44%). the Financial Services Authority 
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(FSA) has issued several directors for at least 2 people in each rural bank to carry out company 
operations in addition to requiring a minimum number of commissioners of 2 people to supervise. 
the running of the rural bank. However, in practice, not all rural banks meet the requirements of 
corporate governance, so some companies have up to 4 directors, while there are companies that 
have only one director. Likewise, the condition of the board of commissioners which has the same 
characteristics as the board of directors. where there are rural banks that do not have a board of 
commissioners, while others are rural banks that have a board of commissioners of 4 people. 
Furthermore, in rural governance, it is regulated that each bank outlet has a minimum number of 
shareholders of one person and a maximum of 10 shareholders.

Most of the previous studies examining the effects of leverage and corporate governance on 
performance were conducted separately. And the results also vary. One side of the effect of 
leverage on performance is positive (Gill et al., 2011), on the other hand it shows negative results 
(Arbor, 2007; Chinaemerem & Anthony, 2012). Therefore, to address this gap, a study examines the 
moderating effect of the corporate governance mechanism on the relationship between leverage 
and firm performance. This moderating effect assessment is based on the fact that corporate 
governance does not only effect on performance but also financial leverage. Corporate governance 
can have positive (Isik & Ince, 2016; Mollah et al., 2012; Sheikh & Wang, 2012; Tulung & Ramdani, 
2018) and negative impact (Berger et al., 1997; Heng et al., 2012) on capital structure. Besides, 
corporate governance can have a positive impact (Ganiyu & Abiodun, 2012; Hermalin & Weisbach, 
1988; Nandi & Ghosh, 2012). Thus, it is expected that this study can expand that the relationship 
between leverage and firm performance is influenced by corporate governance. This study aims to 
examine the moderating effect of corporate governance on the relationship between leverage and 
company performance. So that it can be seen whether corporate governance strengthens this 
relationship or vice versa.

2. Background
Principally, corporate governance is aimed at maintaining a balance of interests between corpo-
rate investors and stakeholders in a firm. This is a method for managing the firm in order to reduce 
agency conflicts, increase investor confidence, firm goodwill, shareholder wealth and investment 
opportunities. It also provides the correct direction to the firm how the firm should work and be 
supervised. The agency problem in using free cash flow (FCF) occurs when the market is inefficient 
and information asymmetry, so that managers act on their interests and the interests of share-
holders by ignoring the interests of debtholders. The choice of a capital structure that is oriented to 
corporate value, often conflicts with the interests of the parties involved, shareholders are oriented 
towards equity value, and debtholder is oriented towards debt value. Managers can act on their 
interests by ignoring the interests of shareholders, such as empire building (Jensen and Meckling 
1976). In addition, managers can act in the interests of shareholders, thereby hurting the interests 
of debtors by making suboptimal investments. With the existence of CG, the managerial opportu-
nistic behaviour can be reduced so as to make optimal investment and increase firm value.

To date, most studies have explored the effect of capital structure and corporate governance on 
firm performance separately. Studies of Jahanzeb et al. (2015) shows that the capital structure has 
a significant positive effect on profitability and dividend payments. However, the Mardones and 
Cuneo (2020) study show that there is no significant relationship between capital structure and 
firm performance (Return on Equity and Return on Assets). Furthermore, Chinaemerem and 
Anthony (2012) stated that the firm’s capital structure has a negative impact on firm performance. 
They prove that high leverage has a negative impact on company performance. They prove that 
high leverage has a negative impact on company performance. From several studies, it can be 
underlined that the relationship between capital structure and firm performance shows incon-
sistent results. Therefore, the authors place CG as a moderating factor, so that it can further clarify 
the relationship.
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The relationship between CG and other fields, the results show that financial performance is 
a major concern in previous studies (Almaqtari, Al-Hattami, Al-Nuzaili, & Al-Bukhrani, 2020). Ishii 
and Metrick (2003) state that CG in developing countries serves as a major objective in organiza-
tional success and can reduce the possibility of financial crises and management conflicts. CG 
serves as a gateway to facilitate the relationship between firm staff, owners, and other stake-
holders. It can also be thought of as a system of guidelines, rules, and factors, which control the 
methods used to perform various operations in an organization (Shleifer & Vishny, 1997). Besides, 
CG is a method employed to reduce principal conflicts with agents and increase investor con-
fidence, corporate goodwill, shareholder wealth, and investment opportunities. On the other hand, 
studies examining the moderating effect of corporate governance have received little attention in 
general, and particularly at small microfinance institutions in Indonesia.

This study was to determine the relationship between capital structure and firm performance by 
investigating the moderating impact of CG practices on rural banks in Indonesia. The previous 
literature generally shows a positive relationship between the characteristics of CG and capital 
structure. Abor (2007) stated a significant and positive relationship between CG and financial 
decisions. Besides, companies that practice better governance have a greater chance of obtaining 
debt financing. On the contrary, Hassan and Butt (2009) found a negative relationship between 
indicators of CG, namely the size of the board of commissioners and managerial share ownership 
and capital structure.

The findings of this study have practical importance for regulatory authorities and policymakers 
in terms of improving markets. Apart from research on the relationship of these variables, the role 
of the CG mechanism as a moderator is recognized by the relationship between capital structure 
and rural bank financial performance. In general, this study fills the gap in the literature series by 
capturing the moderating impact of a CG mechanism on the relation between capital structure and 
bank financial performance. Although several scholars (such as Ferrero-Ferrero et al., 2012; 
Ibrahim, 2016; Munisi & Randøy, 2013; Nodeh et al., 2016) have examined the relationship 
between CG to firm performance, the moderating effect of CG on the relationship between capital 
structure and firm performance has not been discussed. This study provides useful guidelines for 
the corporate sector, financial institutions, shareholders, depositors, and investors as these can 
help companies to react effectively and efficiently to different economic conditions. Besides, this 
serves as a good recipe for managers to consider a suitable set of CG models related to the specific 
rural bank system in their decision-making process.

3. Theory

3.1. Capital structure
The concept of capital structure can be defined as a proportional composition or combination of 
debt capital and equity capital. Scholars around the world have conceptualized the structure of 
capital in different contexts and different ways. Van Horne and Wachowicz (2008) stated that 
capital structure as a long-term financing method is a combination of the firm’s preferred share 
capital, equity capital, and debt capital. Besley and Brigham (2008), on the contrary, conceptua-
lized capital structure as a combination of long-term debt capital, preferred share capital, and net 
worth, which is used as a method of permanent financing by companies. Therefore, it can be 
argued that the capital structure has been traditionally conceptualized as a combination of long- 
term debt capital and equity capital, and thus neglects short-term debt capital. The capital 
structure is usually used to fund the development of a firm’s business, with its use considered 
a crucial decision to make because of its direct influence on the risk and return of the firm.

Choosing between internal or external financing presents a serious problem in companies. 
Capital structure and its impact on firm value and performance remain a puzzle in corporate 
finance theory and financial literature. Capital structure theory based heavily on large firms fails to 
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explain the optimal debt-to-equity mix. Therefore, the choice of capital structure is an important 
issue for large and small companies.

Three theories are related to the choice of capital structure in companies, namely Modigliani and 
Miller (MM) theory, trade-off theory, and Pecking order theory. MM theory is the most fundamental 
theory for capital structure. Assuming that there is no income rate, then the capital structure is 
irrelevant to the value of the company or the company has no way of increasing its value by 
changing the capital structure. Furthermore, by including corporate income tax, the value of 
companies that have more debt in their capital structure is the same as the market value of 
companies that have no debt. In short, this theory shows that the capital structure affects the 
market value of the firm. This trade-off theory concludes that the market value of a company with 
debt is equal to the value of the company without debt plus the value of the tax shield minus the 
present value of bankruptcy costs. This theory suggests that there is an optimal capital structure, 
in which the tax shield benefits the most to compensate for losses from debt due to financial 
difficulties and agency costs. Next is the pecking order theory that explains business managers’ 
funding decisions. In meeting their capital requirements, businesses place an order of priority for 
their funds: first using internal sources, followed by loans, then equity. In short, the pecking order 
theory states that internal capital will always take precedence over loans and the use of internal 
funds will reduce the company’s dependence on external parties, increase financial autonomy and 
reduce internal information leakage.

An optimal capital structure should be used according to financial theory and literature; how-
ever, there is no consensus on how to achieve an optimal debt-to-equity ratio. Finance theory is 
further unsupported in understanding the impact of the chosen capital structure on firm value. An 
optimal capital structure minimizes the cost of capital and ensures that firm profitability is 
maximized. Proper management of the capital structure is crucial at it affects the profitability 
and the value of the firm in the long run; inefficient management will cause financial difficulties 
that will ultimately lead to bankruptcy. Gill et al. (2011) emphasized that although numerous 
theories attempted to explain the optimal capital structure, there is still no appropriate model to 
determine the optimal capital structure.

3.2. Corporate governance mechanism
There is no universal definition of CG agreed upon by all countries because of differences in 
economic, legal, political, and cultural systems. Consequently, different definitions can indicate 
CG depending on the related strengths of stakeholders such as owners, managers, shareholders, 
and suppliers (Craig, 2005). Cadbury (2000) defined CG as a balance between economic and social 
goals and between individual and communal goals to encourage the efficient use of resources and 
equally require accountability for the management of these resources. Bodaghi and Ahmadpour 
(2010) defined CG as a philosophy and mechanism that requires a process and structure for 
creating shareholder value and protecting the interests of all stakeholders. According to 
Cornelius (2005), CG is a set of goals and strategies issued by firm directors and their implementa-
tion. Meanwhile, Shleifer and Vishny (1997) defined it as the way in which financial suppliers to 
companies ensure themselves in getting a return on their investment. From some of these 
definitions, CG broadly refers to the mechanisms, processes, and relationships in which the firm 
is controlled and directed. Thus, CG can be described as a set of market and institutional tools and 
mechanisms that persuade managers (controllers) to maximize corporate value in the best inter-
ests of shareholders (owners), and their goals are to align the interests of individuals, corporations, 
and society. The relationship between owners and managers is a core topic of CG. Shareholders 
finance new investments in a business, and management is responsible for achieving the highest 
returns for them.

The theory that underlies the practice of corporate governance is agency theory. The main 
principle of this theory states that there is a working relationship between the party giving the 
authority (the principal), namely the investor, and the party receiving the authority (agency), 

Ngatno et al., Cogent Business & Management (2021), 8: 1866822                                                                                                                                    
https://doi.org/10.1080/23311975.2020.1866822

Page 4 of 22



namely the manager, in the form of a cooperation contract. This difference in economic interests 
can either be caused or cause the emergence of information asymmetry between the shareholders 
of the organization. The manager or board of directors is the agent of the shareholders. This 
agency theory assumes that all individuals act in their interests. Shareholders as principal are 
assumed to be only interested in increasing financial results or their investment in the company. 
While the agents are assumed to receive satisfaction in the form of financial compensation and 
the conditions that accompany the relationship. The principal wants the maximum possible return 
on investment, one of which is reflected in the increase in the dividend portion of each share 
owned. The principal assesses the agent’s performance based on his ability to increase profits to 
be allocated to dividends. The higher the profit, the share price and the bigger the dividend, the 
agent is considered successful/has good performance so that it deserves a high incentive. On the 
other hand, the agent also fulfills the principal’s demands for high compensation. So that if there is 
no adequate supervision, the board of directors can play several of company conditions so that the 
target is achieved. Therefore we need directors who can carry out the mandate of the 
shareholders.

CG mechanisms are part of CG. According to Hart (1995), CG mechanisms can result from 
monitoring and controlling the voting of shareholders or the board of directors on management 
tools and financial structures represented by debt leverage. This tool regulates the firm’s owner-
ship structure, relationships with stakeholders, financial transparency, and information disclosure 
as well as the figure of the board of directors. Shareholders elect the board of directors to oversee 
top management and ratify important decisions. Besides, this elected group has the power to 
replace the members of the management.

The board consists of executives (members of the management team) and non-executive 
directors (commissioners). Firms in Indonesia follow this dual board structure, namely, 
a supervisory board (i.e., a board of commissioners) and management (i.e. a board of directors). 
However, the structure of the board of directors had some critical problems. On the one hand, it is 
impossible for the executive director to monitor himself. On the other hand, nonexecutive directors 
(commissioners) may perform inefficient monitoring. First, they may not have a financial interest in 
the firm. Second, non-executive directors may serve on the board of directors of many companies; 
hence, they might not focus in detail on a firm’s exciting business. Finally, non-executive directors 
(commissioners) may owe their position to management; they may wish to remain on the board to 
benefit from rewards and fees and, therefore, may choose not to challenge management. These 
reasons may prompt shareholders to replace or change the composition of the board of directors. 
Shareholders can replace the board of directors once the elected group fails to properly monitor 
the management. Therefore, large shareholders play an important role in CG. Also, these share-
holders can use their voting rights to obtain several interests by conspiring with management. 
Therefore, the concentration of ownership and the supervisory board are more important mechan-
isms (Kabir et al., 1997).

3.3. Firm performance
The Financial performance reveals how well an organization uses its financial resources and shows 
its financial health and fitness, as well as the results of the firm’s work, operations, and policies. 
These results are presented in the form return on equity (ROE), return on investment (ROA), 
dividends per share, and earnings per share.

The firm’s performance has been a topic of discussion for many researchers, with studies 
investigating the relationship between corporate performance and CG. For example, studies of 
Coleman and Biekpe. (2006) in Ghana, Noor and Ayoib (2009) in Malaysia, and Belkhir (2009) in the 
US were undertaken to investigate the relationship between robust performance and board 
structure. Most of the studies on CG have ignored the problem of bank CG in developing countries 
(Caprio et al., 2007).
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4. Empirical literature review and hypotheses

4.1. Capital structure and firm performance
The study of capital structure and firm performance is mainly based on the theory of information 
asymmetry, signalling, and agency costs. Ross (1977) came up with a model that depicts the 
choice of the debt-to-equity ratio signifying firm quality. This study explains that low-quality firms 
face high costs for abusing the market and signals their high quality by including more debt 
capital. Companies with low debt capital tend to spend their free cash flow freely and ultimately 
result in lower returns. Conversely, companies with higher debt capital work very effectively 
because they are committed to meeting the interest payments of debt holders and managing 
the remaining cash flow more efficiently. Harris and Raviv (1988) described the higher leverage of 
firms as an antitakeover instrument. A firm with higher leverage bears a higher risk, which in turn 
prevents or deters unwanted takeovers from other companies. For this reason, firm managers tend 
to manage higher amounts of debt, which is inconsistent with agency theory.

Furthermore, Arbor (2007) examined the relationship between capital structure and perfor-
mance of SMEs in Ghana and South Africa over the 6-years (1998–2003). Empirical results show 
a significant negative relationship between short-term debt and the gross profit margin of the two 
countries and a significant positive relationship between long-term debt and the gross profit 
margin of the two countries. More profitable companies should have a lower leverage ratio 
compared with the less profitable companies because they can finance their investment opportu-
nities with theoretical retained earnings. Besides, the theory says that leverage has a negative 
effect on a firm’s profitability. Arbor (2005) and Arbor (2007) reinforced this idea by stating that 
more profitable companies tend to use their income to pay off debt and are therefore will have 
lower leverage compared with less profitable companies. Likewise, Omondi and Muturi (2013) 
presented that leverage has a significant negative effect on corporate financial performance, 
and there is a negative correlation between capital structure and firm profitability. Gill et al. 
(2011), on the contrary, showed a positive effect of short-term debt, long-term debt, and total 
debt on profitability. Furthermore, they classified the sample as the service and manufacturing 
sector and found a positive impact of short-term debt and total debt on return on assets (ROA) in 
the service and manufacturing industries.

In short, some studies show a positive relationship between capital structure and firm 
performance, whereas other studies express the opposite. This is in accordance with the results 
of the meta-analysis research by Thi et al. (2020), which exhibited that 63 studies showed positive 
effects, 117 studies showed negative effects, and 65 studies showed insignificant effects. However, 
because rural banks in their operations depend more on short term debt, and this short term debt 
is used to lend back to customers, the relationship between total debt to total assets (TDTA) and 
short term debt to total assets (SDTA) is related to firm performance is expected to be positive. 
Therefore we propose the following hypothesis: 

H1: There is a positive relationship between leverage to performance.

4.2. CG mechanism, leverage and performance
Maximizing firm value is the ultimate goal of shareholders. CG is a set of mechanisms to ensure 
that companies safeguard the interests of shareholders. However, according to agency theory, 
there are often conflicts of interest between firm managers and shareholders (M. C. Jensen and 
Meckling, 1976). Other conflicts of interest also arise between top controlling shareholders and 
minority shareholders, arguing that large shareholders can directly or indirectly exploit minority 
shareholders as well as employee rights, causing enormous agency problems (Shleifer & Vishny, 
1997).
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Corporate debt policy is generally observed as a significant CG tool in reducing agency conflicts 
between shareholders and managers (Milton Harris & Raviv, 1991). Debt financing can solve 
agency problems by reducing free cash flow and increasing the likelihood of bankruptcy risk 
(Morellec et al., 2012); in other words, commitment to fulfil the principle of debt and reduce free 
cash flow for activities that are not optimal. Debt financing can increase the likelihood of costly 
bankruptcy and job loss, consequently encouraging managers to perform optimally and make 
better investment decisions (Grossman & Hart, 1982). In addition, agency problems can also be 
reduced through the top shareholders, because of their interest in gathering information and 
monitoring management (Jensen & Meckling, 1976; Shleifer & Vishny, 1997). Another assumption 
of agency theory is that advanced CG and strong shareholder rights will minimize agency costs and 
increase investor confidence in the firm’s cash flow, thereby reducing the cost of equity capital and 
increasing the potential for equity financing, as well as reducing dependence on corporate debt 
(Drobetz et al., 2004; Gompers et al., 2003). Better CG and stronger shareholder rights can improve 
a firm’s ability to gain access to external finance (Shleifer & Vishny, 1997). On the contrary, large 
shareholders in poorly managed companies may prefer debt financial obligations while retaining 
primary ownership rights and control over the firm (Haque et al., 2011).

Several capital structure studies focus on examining the relationship between the main char-
acteristics of CG and capital structure, such as board size, board composition, board independence, 
ownership structure, chief executive officer (CEO) tenure, CEO duality, management compensation, 
disclosure, auditing, and other mechanisms (Wen et al., 2002). This study investigates the relation-
ship between board size, commissioner size, and ownership concentration as three tools of CG and 
their effects on capital structure and firm performance. Tsifora and Eleftheriadou (2007) studied 
the mechanisms of CG and the financial performance of the manufacturing sector. Findings 
revealed better performance for companies included in an expanded group of shareholders 
compared with those included in a small group of shareholders or are family-owned. In general, 
companies that have a CG system are characterized by high profitability. Therefore, this study is 
expected to clarify the relationship between CG and firm performance. Large boards of directors 
are more likely to provide better access to multiple resources than small boards. On the other 
hand, a board with a variety of experience and knowledge is more likely to produce better 
processes and efficient decisions resulting in better performance.

4.2.1. Board size, leverage and performance 
The relationship between board size and leverage yielded mixed results. Adams and Mehran (2002) 
argued that some companies need large boards for effective oversight. Heng et al. (2012) showed 
an inverse relationship between the total number of board members and the ratio of debt to 
assets. In contrast, several other studies (e.g., Isik & Ince, 2016; Mollah et al., 2012; Tulung & 
Ramdani, 2018) found that companies with larger board sizes have higher financial leverage than 
firms with smaller board sizes; moreover, companies with large board sizes are more likely to use 
debt financing than companies with smaller board sizes. These results can be explained in 
accordance with the assumption that companies with larger boards have mixed experience and 
large networks that facilitate better access to external finance. In line with this opinion, Sheikh and 
Wang (2012) in Pakistan found that board size has a positive relationship with the firm’s debt ratio. 
Hussainey and Aljifri (2012) in UAE found similar findings, stating that the number of boards of 
directors has a positive relationship with the debt-to-equity ratio. Meanwhile, the relationship 
between BS and firm performance is estimated to have positive results. This is in accordance 
with the results of research from Ganiyu and Abiodun (2012) which found a positive relationship, 
indicating that large boards tend to practice effective monitoring because large numbers of 
directors apply high levels of debt to increase firm value. Nandi and Ghosh (2012) findings revealed 
a positive relationship between board size and profitability. With a larger director, the company 
has wider opportunities to get investment funding. With a variety of experiences that exist in each 
director, it can produce better processes and decisions to result in better firm performance. 
Therefore we propose the following hypothesis: 
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H2: The relationship between leverage and performance will be stronger when the number of BS is 
larger.

4.2.2. Commissioner size, leverage and performance 
In general, empirical studies that have investigated the effect of board size on firm performance 
use the number of executive and non-executive directors as board size (eg (O’Connell & Cramer, 
2010). Under a dual board structure, executives cannot sit on the board of commissioners, and this 
allows the board of commissioners to carry out its supervisory role more independently than as 
directors. Commissioners are very important in influencing company performance, because inde-
pendent commissioners can think objectively without having interests with various parties. This 
board of commissioners can provide strategic direction to the company and help make decisions in 
achieving firm performance. Therefore, in the case of SMES, the greater the number of CS, the 
better the decisions and strategies will be carried out. This is in accordance with the agency theory 
that the board of commissioners has the responsibility to supervise the company director. This is 
also in accordance with the stewardship theory that the board of commissioners can provide 
valuable advice to the company.

A larger board is expected to improve the monitoring and advisory functions of underper-
forming companies and thus improve firm results. This is shown from several previous studies. 
Sheikh and Wang (2012) show that the size of the board of commissioners has a positive effect on 
the capital structure. Outsiders are expected to increase the independence of the management 
and improve firm performance. This argument is supported by research results which show that 
there is a positive effect of the board of commissioners on firm performance (Mburu & Kagiri, 
2013). In line with these findings, the size of the board of commissioners in companies is expected 
to have a positive influence on the relationship between capital structure and firm performance. 
The task of the board of commissioners is to oversee the operational duties of the director in 
making decisions, especially in investment funding. Therefore, the more commissioners, the more 
effective the supervision will be compared to the supervision which is only carried out by one 
commissioner. Therefore we propose the following hypothesis: 

H3: The relationship between leverage and performance will be stronger when the number of CS is 
larger.

4.2.3. Ownership concentration, leverage and firm performance 
Several previous studies have shown that the relationship between ownership concentration and 
capital structure has a negative character. Fayez et al. (2019) presented an opposite result, where 
ownership concentration has a negative relationship with long-term debt and debt-to-equity ratio. 
Some of the results of these studies confirm that the effect of ownership concentration on capital 
structure is far from clear. We argue that the top shareholders being on the board of directors 
reduce the level of agency costs between managers and shareholders and facilitate issuance of 
equity. In addition, shareholders will not be diversified, increasing their reluctance to get into debt. 
On the contrary, if some of these shareholders are banks, they may force the firm to borrow from 
them. Thus increasing long-term debt and resulting in poor performance.

Although the traditional perspective supports the positive effect of ownership concentra-
tion on firm performance, some researchers have also observed a negative effect. With a large 
number of owners, they can get more control to control the company which can provide greater 
personal benefits. The relationship between ownership concentration and firm performance, 
from several previous studies shows negative results. Rashid and Nadeem (2014) showed 
a negative relationship between family-concentrated ownership and performance. When the 
performance of family members is concentrated, it loses. While Nowak and Kubíček (2012) did 
not find a relationship between concentration and performance in Czech firms. Tran et al. 
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(2020), find no relation between ownership concentration and firm profitability. The more 
relevant study (Lukas & Ondrej, 2016), by taking a sample of more than 5000 companies in 
Czech with data in the period 2010 to 2012, where the results found a negative effect of 
ownership concentration on ROA. Building on this argument based on empirical research, SS is 
expected to weaken the relationship between capital structure and firm performance. By 
following the agency problem, between the larger number of shareholders and the smaller 
number of shareholders, where if the number of shareholders is small, there will be little 
consideration or input in decision making by the board of directors, so the result is less effective. 
Conversely, if the number of shareholders is large, there will be a lot of input to the director in 
making decisions, so that the decisions are better. Therefore we propose the following 
hypothesis: 

H4: The relationship between leverage and performance will be stronger when the number of SS is 
smaller.

5. Methods

5.1. Collecting data
A sample of all conventional rural banks owned by individuals (not institutions, be it government, 
companies, or cooperatives) in Central Java, East Java, and West Java, Indonesia was taken using 
secondary data in the form of financial reports (balance sheet reports and profit and loss reports) 
at the end of the year (December 2019). A total of 506 rural banks were collected. Data were 
analyzed using multiple linear regression analysis and moderation analysis with SPSS 23 software.

5.2. Measurement
This study consists of three main variables: capital structure, performance, and CG. Proxies repre-
sent these three variables, as shown in Table 1. The purpose of this study was to determine the 
effect of capital structure decisions on rural banks performance. To facilitate the overall effect, this 
study uses the ratio of total debt to total assets (TDTA), the ratio of long-term debt (in the form of 
loans) to total assets (LDTA), and the ratio of short-term debt (in the form of savings and deposits) 
to total assets (SDTA). Two measures of firm performance are used: how firm management uses 
total assets to generate profit (ROA) and how well management uses debt and equity capital to 
increase firm profitability (ROE). Two measures of CG are moderating variables in this study. The 
quality of CG is measured by board size (number of directors, number of commissioners, and 
concentration of shareholders). The number of directors and commissioners are measured by the 
number of individuals elected as directors and commissioners, respectively. The concentration of 
share ownership is measured by the number of shareholders.

Table 1. Variables, notation, and proxies of the research
Variables Notation Proxies
Dependent variables 
(performance)

ROA Return On Asset

ROE Return On Equity

Independent variables (leverage) TDTA Total Debt to Total Asset

SDTA Short-term Debt to Total Asset

LDTA Long-term Debt to Total Asset

Moderating variables (corporate 
governance)

BS (Board Size) Number of directors

CS (Commissioner Size) Number of commissioners

SS (Shareholder Size) Number shareholder
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5.3. Data analysis
Multiple regression analysis is used to examine the effect of capital structure on RB performance. 
This method explores the relationship between one dependent variable and several independent 
variables. Furthermore, Moderated Regression Analysis is used to analyze the moderating effect. 
The regression analysis was conducted to identify the relationship between capital structure, 
performance, and moderating effects of the organizational environment. Here the capital structure 
is the independent variable, firm performance is the dependent variable, and the organizational 
environment is the moderating variable. The following relationships are formulated from these 
variables. To test these two relationships, the authors have used multiple regression models with 
the term interaction (Jaccard et al., 1990). This regression equation for analyzing the moderation 
effect can be formulated as follows:

ROA = a + β1TDTA + β2BS + β3CS + β4SS + β5TDTA*BS + β6TDTA*CS + β7TDTA*SS + e

ROE = a + β1TDTA + β2BS + β3CS + β4SS + β5TDTA*BS + β6TDTA*CS + β7TDTA*SS + e

ROA = a + β1LDTA + β2BS + β3CS + β4SS + β5LDTA*BS + β6LDTA*CS + β7LDTA*SS + e

ROE = a + β1LDTA + β2BS + β3CS + β4SS + β5LDTA*BS + β6LDTA*CS + β7LDTA*SS + e

ROA = a + β1SDTA + β2BS + β3CS + β4SS + β5SDTA*BS + β6SDTA*CS + β7SDTA*SS + e

ROE = a + β1SDTA + β2BS + β3CS + β4SS + β5SDTA*BS + β6SDTA*CS + β7SDTA*SS + e

In this equation, if the coefficient of the interaction between the independent variables (TDTA, 
LDTA and SDTA) and the moderator variables (BS, CS, SS) is statistically significant then it can be 
said to be moderator, and vice versa.

6. Empirical result and discussion

6.1. Descriptive statistics
Table 2 shows the descriptive statistics related to the dependent, independent, and moderating 
variables. It can be seen that 71.64% of People’s Credit Bank assets are financed from debt (TDTA), 
of which 58.73% are in the form of savings (SDTA) and 10.88% in the form of loans (LDTA). This finding 
proves a point that the rural bank sector in Indonesia highly depends on savings in the form of regular 
savings and time deposits, while the remaining 28.36% is financed from the firm’s equity. Judging by 
the total assets (TA) owned by each rural bank, the average asset ownership is IDR 60,149,162,337.9. 
Meanwhile, the average equity is IDR 10,956,717,533.60. The provisions of the OJK require the rural 
bank to fulfil equity of at least 6 billion rupiahs. If reviewed in accordance with these provisions, the 
average rural bank fulfils the stipulated provisions (44.57%), and only 55.43% have complied with the 
provisions. The average total rural bank debt is IDR 49,192,444,804.30. The average rural bank income 
is IDR 1,500,523,041.50 with a minimum profit of IDR −43,392,611.00 and a maximum profit of IDR 
79,652,785.00. Thus, not all rural banks gain profits. As many as 93 rural banks (18.23%) suffered 
losses, and the rest (81.77%) were able to yield profits.

Regulations from the Financial Fervices Authority concerning the Implementation of rural bank 
governance state that (1) rural banks that have core capital of at least IDR 50,000,000,000.00 
(50 billion rupiahs) are required to have at least 3 members of the board of directors and (2) at 
least 2 members for those with less than IDR 50,000,000,000.00 (50 billion rupiah) capital. Table 2 
shows a minimum number of 1 person and a maximum of 4 people on the board of directors, with 
an average of 2.14 people, in rural banks. If examined more deeply, 259 rural banks (51.18%) 
failed to meet the required number of directors in accordance with the provisions, and only 157 
rural banks (48.82%) have met the stipulated requirements.
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Similar provisions are made for the number of board of commissioners: (1) a rural bank that has 
a core capital of at least IDR 50,000,000,000.00 (50 billion rupiahs) is required to have at least 3 
members of the board of commissioners and a maximum of members of the Board of Directors, and 
(2) at least 2 members of the board of commissioners and a maximum number of members of the 
board of directors for those with a core capital of less than IDR 50,000,000,000.00 (50 billion rupiahs). 
Table 2 shows the minimum number of commissioners (CS) at 0 and a maximum of 4 people, with an 
average of 1.57 people. If examined more deeply, 391 rural banks (77.27%) have not met the required 
number of commissioners, whereas only 110 rural banks (21.73%) have met the requirements.

6.2. Correlation analysis
Table 3 presents the correlation coefficients between variables. All observational data won at 5% on 
both sides of the distribution before the correlation matrix was implemented. Financial performance 
variables (ROA, ROE) have a significant and high positive correlation at the 1% significance level, which 
indicates the variable alternation. The correlation coefficient between ROE and ROA is.723. The inde-
pendent variable of the capital structure represented by TDTA has a significant positive correlation with 
ROA of .090 at the 5% significance level and positive with an ROE of .08 with a significance level of 5%. 
The independent variable of the capital structure represented by SDTA has a significant and positive 
correlation with ROA of .096 at a significance level of 5% and a significant correlation with ROE of .093 
with a significance level of 5%. Meanwhile, long-term debt (LDTA) has a negative and insignificant 
correlation with ROA and ROE. CG variables provide different correlations with firm performance vari-
ables. CG is represented by the size of the board of directors (BS), the committee size (CS), and 
concentration of ownership (SS). These three have no significant correlation with both ROA and ROE.

Regarding the correlation between CG and financial leverage, results show that the size of the 
board of directors (BS) has a significant positive correlation with TDTA, SDTA, and LDTA. Meanwhile, 
CS is not significantly correlated with TDTA. On the contrary, CS has a significant positive correla-
tion with SDTA and LDTA Furthermore, the concentration of share ownership does not correlate 
with TDTA, SDTA, or LDTA. Finally, the relationship between CG elements shows that the size of the 
board of directors (BS) has a negative and significant correlation with the size of the board of 
commissioners (CS) and, conversely, has a positive correlation with the concentration of share 
ownership (SS). There is no correlation between the SS and the CS.

6.3. Regression analysis

6.3.1. Effect of leverage on ROA and ROE 
The main effect of the ratio of total debt to total assets (TDTA) on ROA is shown in Model 1 in Table 
4. These results indicate that TDTA has a significant positive effect on ROA (β = .202; sig. <.05). 
TDTA has a significant positive effect on ROE as shown in Model 3, Table 4 (β = .324; sig. <.05). The 

Table 3. Correlation analysis
ROA ROE TDTA SDTA LDTA BS CS SS

ROA 1

ROE .723** 1

TDTA .090* .088* 1

SDTA .096* .093* .757** 1

LDTA −.013 −.005 .258** −.376** 1

BS .006 −.008 .196** .096* .203** 1

CS .000 .058 .004 .093* −.094* −.189** 1

SS .025 .023 .052 .007 .079 .094* −.003 1

** Correlation is significant at the .01 level (two-tailed). * Correlation is significant at the .05 level (two-tailed). 
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long-term debt element (LDTA) has a negative and insignificant effect on ROA as seen in Model 5 in 
Table 5, (β = −.043; sig. >.10). While the effect of LDTA on ROE as seen in model 7 in Table 5 
(β = −.002; sig. >.10). Table 6 shows that SDTA has a positive significant effect on ROA as seen in 
model 7 (β = .204; sig. <.05) and ROE as seen in model 9 (β = .324; sig. <.05). Therefore H1 is parcial 
supported, where if the leverage is measured by total debt or short term debt has a positive impact 
on company performance. However, if leverage is measured from long-term debt, it has no effect 
on firm performance. These results are consistent with those from the previous study, showing 
a positive effect of debt capital on profitability (Waweru, 2016). This result provides evidence that 
rural banks in their operations emphasize the use of short-term debt in the form of savings, both 
ordinary savings and savings deposits from their customers. This result is in line with MM theory 
which concludes that increasing debt can improve firm performance. With increasing debt, espe-
cially short-term bank debt (savings or customer deposits), the profitability will be better.

6.3.2. Moderating effect of BS on the relationship between leverage and performance 
Based on the regression results of the interaction (TDTA*BS), it shows that the insignificant results 
as shown in model 2 in Table 4 (β = .082; sig. >.10), while the regression results of the interaction 
between TDTA and BS (TDTA*BS) on ROE shown in model 4 in Table 4 (β = −.018; sig. >.10).

Figure 1(a) shows the moderating effect of BS on the relationship between TDTA and ROA, which 
illustrates the difference in line direction between small BS and large BS. Meanwhile, Figure 1(b) 
shows the moderating effect of BS on the relationship between TDTA and ROE, which illustrates the 
difference between the small BS and large BS lines. Figure 1(a) illustrates that between small BS 
and large BS there is no difference in line direction, this explains that the effect of TDTA on ROA 

Table 4. Regression of TDTA, board size, committee size, and ownership concentration on ROA 
and ROE

Independent 
variables

Dependent variables

ROA ROE

Model 1 Model 2 Model 3 Model 4
Constant −14,421* 54,549 −18,581 27,025

TDTA ,202** −,680 ,324** −,332

BS −7,546 −,910

CS −30,130** −30,051

SS −2,036 ,826

TDTA * BS ,082 −,018

TDTA * CS ,403*** ,485*

TDTA * SS ,027 −,015

R ,090 ,152 ,088 ,137

R2 ,008 ,023 ,008 ,019

Adjusted R2 ,006 ,009 ,006 ,005

Std. Error of the 
Estimate

43,61,266 43,54,058 72,12,141 72,14,463

Change Statistics

R2 Change ,008 ,015 ,008 ,008

F Change 4,157 2,532 3,898 1,283

df1 1 3 1 3

df2 504 498 504 498

Sig. F Change ,042 ,056 ,049 ,279

Note: *** significant at the .01 level; ** significant at the .05 level; * significant at the .10 level. 
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does not depend on the number of BS. Likewise in Figure 1(b) illustrates that the effect of TDTA on 
ROE is slightly stronger at small BS.

The moderating effect of BS on the relationship between LDTA and ROA and ROE is represented in 
the regression coefficient results of the interaction of LDTA and BS (LDTA*BS). The regression coeffi-
cient of LDTA*BS on ROA is positive but not significant as shown in model 6 Table 5 (β = .043; sig. >.10). 
Likewise, the regression coefficient of LDTA*BS on ROE shows the same result as shown in model 8 in 
Table 5 (β = .233; sig >.10). Figure 2(a) illustrates the moderating effect of BS on the relationship 
between LDTA and ROA, while Figure 2(b) illustrates the moderating effect of BS on the relationship 
between LDTA and ROE. Figure 2(a), it can be seen that the relationship between LDTA and ROA in 
small BS has a stronger negative effect than in large BS. This illustrates that more BS can reduce the 
negative impact of LDTA on ROA. Thus, it is better for firms to use large BS. Thus, in Figure 2(b) shows 
the same thing, where firms that use more BS have a better impact on ROE.

The regression coefficient of SDTA*BS on ROA is positive but not significant as shown in model 10 
Table 6 (β = .143; sig. >.10). Likewise, the regression coefficient of SDTA*BS on ROE shows the same 
result as shown in model 12 in Table 6 (β = −.115; sig. >.10). Figure 3(a) illustrates the moderating 
effect of BS on the relationship between SDTA and ROA, while Figure 3(b) illustrates the moderating 
effect of BS on the relationship between SDTA and ROE. Although the moderating effect of BS on the 
relationship between SDTA and ROA and ROE is not significant, Figure 3(a and b) show the character-
istics of the moderating effect of BS that the large number of BSs tends to have a slightly negative 
impact on the relationship between SDTA and both ROA and ROE. Therefore, if the company has 
a large BS, it will slightly reduce ROA and ROE.

Table 5. Regression of LDTA, board size, committee size, and ownership concentration on ROA 
and ROE

Independent 
variables

Dependent variables

ROA ROE

Model 5 Model 6 Model 7 Model 8
Constant ,539 −,014 −5,452 3,444

LDTA -,043 −,167 −,002 −,844

BS ,093 ,270 −2,121

CS −,117 5,900 3,866

SS ,144 ,057 −,087

LDTA * BS ,043 ,233

LDTA * CS ,010 ,181

LDTA * SS ,001 ,008

R ,018 ,020 ,058 ,069

R2 ,000 ,000 ,003 ,005

Adjusted R2 −,008 −,014 −,005 −,009

Std. Error of the 
Estimate

43,91,593 44,04623 72,49,273 72,66,040

Change Statistics

R2 Change ,000 ,000 ,003 ,001

F Change ,041 ,013 ,427 ,230

df1 4 3 4 3

df2 501 498 501 498

Sig. F Change ,997 ,998 ,789 ,875

Note: *** significant at the .01 level; ** significant at the .05 level; * significant at the .10 level. 
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Therefore, H2 is not supported, the board size (BS) cannot strengthen the relationship between 
leverage and performance. This implies that BS is unable to moderate the effect of leverage on 
performance. Thus the strength of the effect of leverage on performance does not depend on the 
amount of BS. These results provide evidence to refute the view that a larger number of directors 
provide better access to resources than a smaller board. Moreover, the idea that larger boards may 
have more communication and experience and diversified knowledge and lead to efficient decisions 
in addition to more monitoring and control on management, resulting in better performance, is also 
rejected.

6.3.3. Moderating effect of CS on the relationship between leverage and performance 
The moderating effect of the CS on the relationship between TDTA with ROA and ROE repre-
sented in interactions (TDTA*CS). The results showed that the moderating effect of CS on the 
relationship between TDTA and ROA was positive and significant as shown in model 4 Table 2 
(β = .403; sig. <.01). Figure 4(a) shows the moderating effect of CS on the relationship between 
TDTA and ROA, which illustrates the difference between the small CS and Large CS lines. The 
moderating effect of CS on the relationship between TDTA and ROE is shown in model 4 in Table 
4 (β = .485; sig. <.05). Figure 4(b) shows the moderating effect of CS on the relationship between 
TDTA and ROE, which illustrates the difference between the small CS and large CS lines. The two 
figures show that the effect of TDTA on ROA is positive if the firm has a large number of CS. This 
explains that the number of CS that meets the requirements can increase ROE and ROA. The 
large number of CS can increase the supervision of the director in making decisions related to 
debt.

Table 6. Regression of LDTA, board size, committee size, and ownership concentration on ROA 
and ROE

Independent 
variables

Dependent variables

ROA ROE

Model 9 Model 10 Model 11 Model 12
Constant −11,926** 25,789 −14,416 −16,266

SDTA ,204** ,405 ,324** ,274

BS 9,220 5,446

CS 8,266** −13,026

SS 2,387 2,681

SDTA* BS ,143 -,115

SDTA* CS 130** 307

SDTA* SS ,009 -,047

R ,096 ,137 ,093 ,132

R2 ,009 ,019 ,009 ,017

Adjusted R2 ,007 ,005 ,007 ,004

Std. Error of the 
Estimate

43,58,803 43,64,131 72,08914 72,20,047

Change Statistics

R2 Change ,009 ,009 ,009 ,009

F Change 4,731 ,795 4,353 ,741

df1 1 6 1 6

df2 504 498 504 498

Sig. F Change ,030 ,574 ,037 ,617

Note: *** significant at the .01 level; ** significant at the .05 level; * significant at the .10 level. 
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The regression results of the interaction between LDTA and CS (LDTA*CS) on ROA and ROE show 
insignificant results as shown in model 6 in Table 5 (β = .010; sig. >.10) and model 8 in Table 5 
(β = −.181; sig. >.10). Figure 5(a) illustrates the moderating effect of CS on the relationship between 
LDTA and ROA, while Figure 5(b) illustrates the moderating effect of CS on the relationship 
between LDTA and ROE. These two figures illustrate that a large number of CS has a good impact 

Figure 1. Moderating effect of 
BS on the relation between 
TDTA and ROA & ROE.

Figure 2. Moderating effect of 
BS on the relation between 
LDTA and ROA & ROE.

Figure 3. Moderating effect of 
BS on the relation between 
SDTA and ROA & ROE.

Figure 4. Moderating effect of 
CS on the relation between 
TDTA and ROA & ROE.
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on LDTA policies and on firm performance (ROA and ROE). This indicates that the addition of CS can 
increase the effectiveness of supervision, so that it can produce good performance.

]The moderating effect of CS on the relationship between SDTA and ROA is positively significant 
as shown in model 10 in Table 6 (β = .130; sig. <.05). On the other hand, the moderating effect of 
CS on the relationship between SDTA and ROE is not significant as seen in model 12 in Table 6 
(β = .307; sig. >.10). Figure 6(a) shows the difference in the relationship between SDTA and ROA if 
the number of CS is large and if the amount of CS is small. A large number of CS can have a good 
effect on the relationship between SDTA and ROA. Likewise, 6b shows that a large number of CS 
has a good impact on the relationship between SDTA and ROE.

Based on this analysis, H3 is partially supported. Therefore CS is able to moderate the relationship 
between leverage (as measured by total debt or short-term debt) and firm performance. However, the 
opposite is not significant if the leverage is measured by long-term debt. This implies that the effect of 
leverage on performance will be stronger if the amount of CS is larger. The number of commissioners 
cannot increase the company’s performance. This suggests that a growing number of commissioners 
provide no evidence of improving supervisory performance.

Figure 5. Moderating effect of 
CS on the relation between 
LDTA and ROA & ROE.

Figure 6. Moderating effect of 
CS on the relation between 
SDTA and ROA & ROE.

Figure 7. Moderating effect of 
SS on the relation between 
TDTA and ROA & ROE.
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6.3.4. Moderating effect of SS on the relationship between leverage and performance 
The moderating effect of SS on the relationship between TDTA and ROA is as shown in model 1 in 
Table 4 (β = .027; sig. >.10), while the moderating effect of SS on the relationship between TDTA and 
ROE is shown in model 3 in Table 4 (β = .015; sig. >.10). Figure 7(a and Figure 7b) show the difference 
between the small SS and large SS lines. Although the moderating effect of SS is not significant, 
Figure 7(a and b) show the characteristics that a large number of SS has a negative impact on the 
relationship between TDTA and ROA and ROE. Therefore, in the case of rural banks, to strengthen the 
relationship between TDTA and ROA and ROE, a large number of shareholders is not required.

The regression coefficient of the interaction between LDTA and SS (LDTA * SS) on the relationship 
between LDTA and ROA shows insignificant results (β = .005; sig. >.10) and the relationship 
between LDTA and ROE also shows insignificant results. Although the moderating effect of SS is 
not significant, Figure 8(a) shows that the relationship between LDTA and ROA, which does not 
show a difference in direction between large shareholders and small shareholders. Figure 8(b) has 
the same characteristics as Figure 8(a). Therefore, the size of SS does not affect the relationship 
between LDTA and ROA and ROE.

Furthermore, the moderating effect of SS on the relationship between SDTA and ROA shows 
a positive but insignificant result as seen in model 10 in Table 6 (β = .009; sig. >.10). While the 
moderating effect of SS on the relationship between SDTA and ROE shows insignificant negative results, 
as in model 12 in Table 6 (β = −.047; sig. >.10). This moderating effect is illustrated in Figure 9(a and b). 
Although the moderating effect of SS on the relationship between SDTA and ROA and ROE is not 
significant, Figure 9(a and b) illustrate the characteristics of the moderating effect of SS in that a large 
number of SS has a negative impact on the relationship between SDTA and ROA and ROE. Having 
a small number of SS has a positive impact on the relationship between SDTA and ROA and ROE.

Therefore, SS is not able to moderate the relationship between leverage and firm performance. 
This result implies that SS is unable to moderate the relationship between leverage and perfor-
mance. In other words, the strength of the relationship between leverage and the performance 
does not depend on the number of SS. This explains that a greater number of shareholders cannot 
provide effective control over the company’s activities.

Figure 8. Moderating effect of 
SS on the relation between 
LDTA and ROA & ROE.

Figure 9. Moderating effect of 
SS on the relation between 
SDTA and ROA & ROE.
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7. Conclusion and Recomendations
The regression results provide moderate evidence of a significant positive relationship between 
capital structure as represented by total debt and firm performance as represented by ROA and 
ROE. Results indicate a positive contribution of capital structure financing decisions on financial 
performance. However, this is only true for short-term debt. Long-term debt has a negative and 
insignificant effect on both ROA and ROE. These results support the view of the pecking order 
theory, which consists of empirical evidence of the opposite effect between firm profits and capital 
structure.

A board size variable was added to the regression model to test for moderation effect (measured 
by interactions between leverage and corporate governance) on the relationship between capital 
structure (total debt, short-term debt, and long-term debt) and firm performance. Results showed 
that from several effects of these interactions, only interaction between leverage and commis-
sioners had a significant effect. This means that the size of the board of commissioners affects on 
management funding decisions. On the contrary, board size and ownership concentration do not 
affect firm performance. Thus, companies with a larger board of commissioners can improve the 
control and monitoring functions of management decisions, thereby increasing firm performance. 
Conversely, board size has an insignificant influence on funding decisions related to the capital 
structure made by the firm management. Ownership concentration also has an insignificant effect 
on funding decisions related to the capital structure made by firm management. These results, 
however, are not sufficient to support the view that large shareholders can pressure managers to 
increase debt to reduce free cash flow in their best interest and increase their financial discipline to 
meet debt and interest repayments.

This result shows evidence of CG in Indonesia in the form of control and monitoring of capital 
structure decisions and can increase company value. With the presence of a commissioner, the 
opportunistic manager’s behaviour can be constrained, as evidence the commissioner can play an 
optimal role. Managers can make capital structure decisions, so that risky debt does not occur, 
resulting in an increase in firm value. In the case of Indonesia, what often happens is that managers 
act on their interests such as empire building, so that debt can reduce cash flow. If the company is in 
debt, the first is to pay interest and principal on the loan, thereby reducing managerial opportunistic 
behavior with additional monitoring from CG, thus increasing the value of the company.

Several limitations that may impact results have been noted in this study. CG in this study only takes 
the element of the CG mechanism; therefore, future studies should include a wider variety of CG 
variables (board characteristics, ownership structure, takeover and antitakeover mechanisms) to test 
their moderating effect on the relationship between capital structure and firm performance. This is 
because CG influence varies according to different political, judicial, social, and economic systems.
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