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Abstract 

 
This paper investigates the effects of political connection on the relationship between family-

control and organizational performance. A prediction is advanced hypothesizing that those 

political connections might help to mitigate the agency problem of family ownership on corporate 

outcome. A dataset of Indonesian banks over the 2001-2008 periods are analyzed. The data 

reveals that ownership and market competition display an insignificant changes during the period 

of observation that eventually prevent the study to explore time effect and individual effect as 

well. The main findings are that the family-controlled banks have a lower performance than that 

of their counterparts.  
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Abstrak 

 

Paper ini menguji pengaruh koneksi politik terhadap hubungan antara pengendalian keluarga dan 

kinerja organisasi. Dalam paper ini, diprediksikan bahwa koneksi politik mungkin membantu 

mengurangi masalah keagenan dalam kepemilikan keluarga terhadap hasil kerja korporasi. Data 

dari Bank di Indonesia selama periode 2001-2008 dianalisis. Data menunjukkan bahwa 

kepemilikan dan kompetisi pasar menunjukkan perubahan yang signifikan selama periode 

pengamatan dan akhirnya mencegah studi ini mengeksplorasi pengaruh waktu dan juga pengaruh 

individu. Hasil utama dari studi ini adalah bank yang dikendalikan keluarga memiliki kinerja 

yang lebih rendah dibandingkan bank yang tidak dikendalikan oleh keluarga.  

 

Kata kunci: Koneksi politik, bank yang dikendalikan oleh keluarga, kinerja, Indonesia. 

 

INTRODUCTION 

Family-owned firm is a form of business or-

ganization which is prevalent around the 

world. Many studies have investigated the dif-

ferent impact between family-controlled and 

non-family controlled firms on the field of or-

ganizational performance (e.g. Maury 2006; 

Prabowo and Simpson 2011; Miller et al. 

2007), investment policy (e.g. Boubakri and 

Ghouma 2010; Anderson et al. 2012); agency 

cost of debt (e.g. Anderson et al. 2003); acqui-

sition decisions (e.g. Caprio et al. 2011); capi-

tal structure (King and Santor 2008); earnings 

management (Yang 2010). However, most of 

empirical papers working on family ownership 

are conducted in the context of non-financial 

firms. Only few studies have been done on 

family-controlled banks (e.g. Bunkanwanicha 

et al. 2006; Barry et al. 2011), even though in 

fact many banks are family-owned.  

The present paper attempts to investi-

gate the performance difference between fam-

ily-controlled and non-family controlled 

banks. Bhaumik and Gregoriou (2010) explain 

that family ownership could reduce the trans-

action cost which ultimately improves per-

formance. On the other hand, however, it 

could also lead to expropriation to minority 

shareholders. Moreover, I deepen the study by 

looking at a contingent factor that mitigates 

the impact of family ownership on perform-

ance. As banking is a tightly regulated indus-

try, a strong link to environment, especially 

the regulators, is quite important which is in 

line with the resource dependence theory 
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(Pfeffer and Salancik 2003) suggesting that 

external resources of organizations strongly 

affect the behavior of the organization. Ar-

guably, banks may establish political connec-

tions (for example, by having political figures 

in their board) to have a close relationship 

with regulators, and ultimately to improve per-

formance.  

Some papers have studied political 

connections of banks (e.g. Carreta et al. 2012; 

Nys et al. 2013;). Carreta et al. (2012) study 

politically connected banks in Italy. They find 

that having politicians on the board of direc-

tors seem to exert a negative impact on bank-

ing activity. Another impact of being politi-

cally connected banks is found by Nys et al. 

(2013) revealing that in Indonesia, politically 

connected banks are benefited in term of re-

ceiving more deposits because they are per-

ceived as less risky by depositors more so af-

ter the explicit deposit insurance with limited 

guarantee system implemented
1
. Polsiri and 

Jiraporn (2012) examine the difference prob-

ability failure between politically connected 

and non-politically connected financial institu-

tions. They do not find evidence that political 

connections through controlling families and 

state connection determine the failure likeli-

hood. Literature has indicated that there is a 

mixed result on the impact of having political 

figures on bank performance.  

This paper studies the effect of family 

ownership on performance and the role of po-

litical connections in the context of Indonesia 

because family-owned firms are prevalent in 

this country. Claessens et al. (2000) show that 

57.7 percent of market capitalization in the 

stock exchange was controlled by 10 families. 

Fisman (2001) exhibits that 25 politically con-

nected conglomerates contributed around 30 

percent of total GNP. However, If the litera-

ture on family firms in Indonesia for the data 

during Soeharto’s period is well-documented 

(e.g. Dieleman 2010; Dieleman and Sachs 

2008), little is known about current develop-

                                                           
1
 The perceived less riskiness of politically connected 

banks may come from the fact that the government 

would rescue these banks when they confront financial 

distress. 

ment (after the institutional reforms) of family 

firms in Indonesia as only few papers have 

done on this issue (e.g. Tsamenyi et al. 2008; 

Prabowo and Simpson 2011). This paper dis-

cusses several unique features of family-

owned banks in Indonesia. First, I test whether 

such banks have better performance than their 

counterparts. Secondly, I test the role of po-

litical connections of such banks on their per-

formance.  

The remainder of the paper is organ-

ized as follows. The next section discuss theo-

retical framework that serve as a basis for ra-

tionalizing the prediction. The following sec-

tion presents data and model. Section 4 analy-

ses and explore empirical test. The last section 

resumes the investigation.  

 

LITERATURE REVIEW AND HY-

POTHESES DEVELOPMENT  

Family Controlled Firms and Performance 

The effect of family ownership on firm per-

formance has been quoted as having two op-

posite arguments. In the one hand, family 

ownership might weaken shareholder-manager 

conflict (agency problem type I) that eventu-

ally reduce transaction cost (La Porta et al. 

1999). Therefore, the performance of such 

firms would be higher than their counterparts. 

On the other hand, the presence of family 

ownership increases the exposure of the firms 

to suffering from majority-minority conflict 

(Type 2 agency problem). The substantial 

shareholding of controlling family will deliver 

a higher incentive to expropriate minority 

shareholders (Bhaumik and Gregoriou 2010). 

Some studies also reveal that family member 

involvement in the board of directors is more 

likely to exacerbate the effect of family own-

ership on performance. A number of papers 

also document that better governance would 

reduce the negative impact of family owner-

ship on performance.  

Another strand of literature on family 

firms deepens the analysis of family firms by 

decomposing the method of exercising corpo-

rate control. Specifically, the method of con-

trol is decomposed into two groups such as 

immediate ownership and ultimate ownership. 
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This view is grounded on the common feature 

that most of family firms are affiliated with a 

business group which is commonly controlled 

by a very rich family (conglomerates). Khanna 

and Palepu (2000) and Bhaumik and 

Gregoriou (2010) argue that affiliation with 

business groups might add to a firm’s per-

formance and market value, especially in con-

texts where markets for capital and other fac-

tors of production are imperfect. 

Accordingly, the family-controlled 

banks in this paper follow such grouping. The 

first is Family Direct Ownership defined as 

individuals who have ownership at least 10%. 

The second is Family Indirect Ownership, 

those are affiliated with business groups which 

are controlled by family. The second type of 

family ownership may exacerbate the agency 

conflict between controlling shareholders and 

minority shareholders (tunneling hypothesis) 

more so if divergence between control right 

and cash flow right is quite high. Some papers, 

however, argue that family indirect ownership 

(through a business group) can lead to a better 

performance which is known as the propping 

hypothesis (the antithesis of tunneling hy-

pothesis) contending that the ultimate owner 

will prop up the firms when they encounter 

financial or non-financial difficulties.  

The family-controlled bank is rela-

tively less received attention, especially with 

regards to performance of such banks. Barry et 

al. (2011), in a cross country study of Euro-

pean banks, find no significant effect of family 

ownership on bank performance. Bunkan-

wanicha et al. (2006) study family-controlled 

banks in Thailand especially those affiated 

with a family group business (indirect family 

ownership). They find that bottom tier banks 

in the pyramids have lower performance due 

to risky loans as they are assigned to under-

take risky investment.  

As a civil (French) law country, Indo-

nesia is categorized as a weak investor protec-

tion country. Weak investor protection can 

create incentives for controlling shareholders 

to expropriate the minority which means that 

Type 2 agency is dominant than Type 1 

agency problem. It is therefore supposed that 

family ownership of banks in Indonesia has a 

negative impact on performance.  

 

The Role of Political Connections 

Political connections are less studied in the 

banking literature. Most of empirical papers 

examining the intersection between politics 

and banking focus on the government owner-

ship of banks (e.g. La Porta et al. 2002; Sapi-

enza 2004; Dinc 2005; Micco et al. 2007). 

However, recently, some papers have reached 

politically private banks. For example, Carreta 

et al. (2011), using sample of Italian coopera-

tive banks, document that having politicians in 

their board of directors has a negative impact 

on banking activity such as net interest in-

come, loan portfolio quality and capitalization 

levels. However, they also find that efficiency 

is improved for banks having politicians in the 

influential positions. Nys et al. (2012), using a 

dataset of Indonesian commercial banks, find 

evidence that politically connected banks are 

perceived less risky by depositors because de-

positors believe that these banks will be res-

cued by the government when they face finan-

cial problem. These banks, therefore, have a 

higher proportion of deposits than non-

connected banks.  

On the particular issue which is the fo-

cus of this paper, we expect that political con-

nections can mitigate the negative impact of 

family ownership of banks. Arguably, as Nys 

et al. (2012) explain, politically connected 

banks have a greater access to deposits even 

with a lower rate which improve their per-

formance. It is therefore supposed that politi-

cal connections can reduce the negative im-

pact of family ownership.  

 

RESEARCH METHODOLOGY 

Measurement of Variables 

Family Direct Ownership (FBDIRECT) is in-

dividuals (or family) who has ownership at 

least 10%. Family Indirect Ownership 

(FBINDIRECT), those are affiliated with 

business groups which are controlled by fam-

ily. Bank Performance, measured by the ratio 

of net income to total assets (ROA). Political 
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connections (POLCON) is the banks which 

are majority owned by the Indonesian gov-

ernment or banks which having political fig-

ures on their board of commissioners or board 

of directors
2
. Political figures are politicians, 

bureaucrats, or former of them as suggested by 

Nys et al. (2012). 

I included several bank characteristics 

that serve as control variables. Bank size is 

proxied by the natural log of total assets 

(LNTA). Risk aversion is measured by the ra-

tio of equity to total assets (EQTA). Diversifi-

cation (DIVER) is calculated using the bank 

diversification index developed by Elsas et al. 

(2010). Listed bank (LISTED) is a dummy 

variable that takes 1 if the bank is listed in In-

donesian Stock Exchange and zero otherwise. 

Foreign bank (FOB) is a dummy variable that 

takes 1 if the bank has foreign ownership and 

zero otherwise. Banking market structure is 

measured using the Herfindahl Hirschman In-

dex (HHI). 

To test the moderating effect of politi-

cal connections, I create interaction variables 

between family ownership and political con-

nections. FBDIR_POLCON and FBIN-

DIR_POLCON stand for interaction between 

political connections and family direct owner-

ship as well as political connections and fam-

ily indirect ownership, respectively.  

 

Empirical Model 

The empirical models incorporate two main 

variables: the main variables of interest and 

control variables. I included several bank 

characteristics that serve as control variables. 

The hypothesis testing relies on the following 

specifications: 

 

ROAi,t = α0 + α1FBDIRECTi,t-1 + 

α2FBINDIRECTi,t + α3LNTAi,t + 

α4EQTAi,t + α5DIVERi,t + α6FOBi + 

α7LISTEDi,t + α8HHIi,t + εi,t  ............. (1)  

 

ROAi,t = α0 + α1FBDIRECTi,t-1 + 

                                                           
2
 Indonesia has a dual board system; the board of com-

missioners performs supervisory roles and board of 

directors act as executives (Nam & Nam, 2004). 

  α2FBINDIRECTi,t + α3POLCONi,t-1 + 

α4FBDIR_POLCONi,t + 

  α5FBINDIR_POLCONi,t + α6LNTAi,t 

 + α7EQTAi,t + α8DIVERi,t + α9FOBi  

 + α10LISTEDi,t + α11HHIi,t + εi,t  ..... (2)  

 

where: 

ROA = Bank Performance, measured by the 

ratio of net income to total assets (). 

FBDIRECT = individuals (or family) with at 

least 10% ownership  

FBINDIRECT = Individuals (or family) that 

are affiliated with business groups 

which are controlled by family. 

POLCON = Banks which are majority owned 

by the Indonesian government or 

banks which having political figures 

on their board of commissioners or 

board of directors. 

LNTA = the natural log of total assets. 

EQTA = the ratio of equity to total assets. 

DIVER = bank diversification index devel-

oped by Elsas et al. (2010). 

LISTED = dummy variable that takes 1 if the 

bank is listed in Indonesian Stock 

Exchange and zero otherwise.  

FOB = dummy variable that takes 1 if the 

bank has foreign ownership and zero 

otherwise. 

HHI = Banking market structure is meas-

ured using the Herfindahl Hirschman 

Index.  

 

The empirical models are tested using 

OLS. Yet, I was unable to include individual 

as well as time effect as there is a singular ma-

trix within the proxies of family ownership 

and the HHI.  

 

Data 

Data are gathered from various sources. Fi-

nancial statements, financial performance, and 

ownership structure comes from the database 

of Indonesian central banks (Bank Indonesia). 

I rely on annual report and OneSource data-

base to identify political connections. Yet, 

internet searching is also employed to facili-

tate data collection and confirmation, particu-

larly, in the final stage.  
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RESULTS AND DISCUSSION 

Descriptive statistics of variables is presented 

in Table 1. The mean (median) of ROA as de-

pendent variable is 2.708 (2.520). 20% of 

sample are direct family ownership, while the 

proportion of indirect family ownership is 

20.1%. 58.7% of sample are classified as po-

litically connected banks, either state or pri-

vate. Foreign banks include 21.4% of sample. 

16.2% of observations are publicly traded 

banks.  

Table 2 exhibits the correlation matrix 

of variables. As expected, direct and indirect 

family ownership are negatively correlated 

with the proxy of performance which is return 

on assets. 

Regressions results of model 1 and 

model 2 are presented in table 3. Results of 

control variables are relatively consistent with 

the previous studies. Large banks have a 

higher performance than small banks because 

they are benefited of economies of scope. The 

ratio of equity to total assets as well as HHI 

are positively associated with bank perform-

ance, while listed banks are found to have a 

lower performance compare to privately-held 

banks. I do not find evidence on the impact of 

foreign banks as well as listed banks on per-

formance.  

Turning to the variables of interest as 

the advanced prediction, family ownership, 

either direct or indirect, has a negative impact 

on bank performance. This result in line with 

the finding of Prabowo and Simpson (2011) 

for Indonesian non-financial firms. They also 

find that family control (family ownership and 

family involvement on the board) is negatively 

related to firm performance. Referring to 

Bunkanwanicha et al. (2006), the negative ef-

fect of indirect family ownership might come 

from the fact that the family-controlled banks 

are at the lowest level in the pyramids. The 

controlling shareholder pushes these banks to 

undertake risky investment.  

 

Table 1: Descriptive Statistics 

 

ROA FBDIRECT FBINDIRECT POLCON LNTA EQTA DIVER FOB LISTED HHI 

Mean 2.708 0.200 0.201 0.587 14.675 13.037 15.878 0.214 0.162 8.460 

Median 2.520 0.000 0.000 1.000 14.563 10.306 10.756 0.000 0.000 8.611 

Maximum 15.210 1.000 1.000 1.000 19.640 63.231 65.250 1.000 1.000 11.201 

Minimum -10.660 0.000 0.000 0.000 9.373 -3.702 0.336 0.000 0.000 6.733 

Std. Dev. 2.328 0.400 0.401 0.493 1.882 9.461 13.903 0.410 0.369 1.623 

Skewness -0.276 1.498 1.489 -0.355 0.212 2.135 1.500 1.397 1.831 0.408 

Observations 819 819 819 819 819 819 819 819 819 819 

 

Table 2: Correlation Matrix 

 

ROA FBDIRECT FBINDIRECT POLCON LNTA EQTA DIVER FOB LISTED HHI 

ROA 1.000 

         
FBDIRECT -0.229 1.000 

        
FBINDIRECT -0.135 -0.251 1.000 

       
POLCON 0.025 -0.101 -0.154 1.000 

      
LNTA 0.120 -0.470 -0.072 0.193 1.000 

     
EQTA 0.273 0.187 0.029 -0.315 -0.383 1.000 

    
DIVER 0.120 -0.258 -0.178 -0.345 0.358 -0.097 1.000 

   
FOB 0.215 -0.261 -0.262 -0.471 0.167 0.117 0.726 1.000 

  
LISTED -0.203 -0.088 0.175 0.181 0.413 -0.193 0.005 -0.230 1.000 

 
HHI 0.014 0.010 0.006 -0.029 -0.211 -0.107 -0.001 -0.003 -0.094 1.000 
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Table 3: Regression Results 

  Model 1 Model 2 

FBDIRECT -1.445*** -1.574*** 

 

(0.174) (0.441) 

FBINDIRECT -0.927*** -0.643** 

 

(0.135) (0.31) 

POLCON 

 

0.528** 

  

(0.246) 

FBDIR_POLCON 

 

0.56 

  

(0.569) 

FBINDIR_POLCON 

 

-0.122 

  

(0.266) 

LNTA 0.326*** 0.301*** 

 

(0.078) (0.071) 

EQTA 0.097*** 0.104*** 

 

(0.012) (0.012) 

DIVER -0.001 0.002 

 

(0.012) (0.013) 

FOB -0.162 0.16 

 

(0.253) (0.244) 

LISTED -1.436*** -1.458*** 

 

(0.116) (0.115) 

HHI 0.135*** 0.138*** 

 

(0.028) (0.029) 

Constant Included Included 

Number of Banks 105 105 

Observations 819 819 

Robust Standard Error Yes  Yes 

R-squared 0.258 0.271 

The dependent variable is return on assets (ROA). The 

values in parentheses are standard errors. ∗, ∗∗ and *** 

indicate significance at the 10%, 5%, and 1% levels, 

respectively.  

 

As shown in column 2 of table 3, po-

litical connections have a positive impact on 

bank performance. However, our argument on 

the moderating effect political connections in 

the link between family ownership and per-

formance is not supported. None of the inter-

action variables are significant.  

 

CONCLUSION 

I investigate performance of family-controlled 

banks in Indonesia compare to their counter-

parts. Our results suggest that performance of 

family-owned banks in Indonesia, either direct 

or indirect family ownership is lower than 

non-family controlled banks. The results also 

reveal that politically connected banks have a 

higher performance than non-connected 

banks. However, I do not confirm the mitigat-

ing role of political connections in the rela-

tionship between family ownership and per-

formance.  

Nevertheless, several caveats are in or-

der. First, I do not disentangle political con-

nections into different types of connections 

such as connections with executives, parlia-

ment or political party. Also, I do not separate 

the connections into ownership connection 

and board connection. Second, I do not test 

using the GMM technique as one could expect 

that family ownership might be an endogenous 

factor.  

 

REFERENCES 

Anderson, R. C., A. Duru., and D. M. Reeb. 

2012. Investment policy in family con-

trolled firms. Journal of Banking & 

Finance 36 (6): 1744-1758. 

Anderson, R. C., S. A. Mansi., and D. M. 

Reeb. 2003. Founding family owner-

ship and the Agency cost of debt. 

Journal of Financial Economics 68 

(2): 263-285. 

Barry, T. A., L. Lepetit., and A. Tarazi. 2011. 

Ownership structure and risk in pub-

licly held and privately owned banks. 

Journal of Banking & Finance 35 (5): 

1327-1340. 

Bhaumik, S. K., and A. Gregoriou. 2010. 

Family ownership, tunnelling, and 

earnings management: A review of the 

literature. Journal of Economic Sur-

veys 24 (4): 705-730. 

Boubakri, N., and H. Ghouma. 2010. Con-

trol/ownership structure, creditor rights 

protection, and the cost of debt financ-

ing: International evidence. Journal of 

Banking & Finance 34 (10): 2481-

2499. 

Bunkanwanicha, P., and Y. Wiwattanakan-

tang. 2008. Allocating risk across py-



Performance of Family-Controlled … (Muhammad Agung Prabowo) 

121 

ramidal tiers: Evidence. Journal of 

Business 78: 301-340. 

Bunkanwanicha, P., J. Gupta., and Y. Wiwat-

tanakantang. 2006. Pyramiding of fam-

ily-owned banks in emerging markets. 

Center for Economic Institutions, Insti-

tute of Economic Research, Hitotsub-

ashi University. 

Caprio, L., E. Croci., and A. Del Giudice. 

2011. Ownership structure, family con-

trol, and acquisition decisions. Journal 

of Corporate Finance 17 (5): 1636-

1657. 

Carretta, A., V. Farina., A. Gon., and A. Pa-

risi. 2012. Politicians ‘on board’: Do 

political connections affect banking ac-

tivities in Italy? European Manage-

ment Review 9 (2): 75-83. 

Claessens, S., S. Djankov., and L. Lang. 2000. 

The separation of ownership and con-

trol in East Asian corporations. Jour-

nal of Financial Economics 58 (1-2): 

81-112. 

Dieleman, M. 2010, Shock-imprinting: Exter-

nal shocks and ethnic Chinese business 

groups in Indonesia. Asia Pacific 

Journal of Management 27 (3): 481-

502. 

Dieleman, M., and W. M. Sachs. 2008. Co-

evolution of institutions and corpora-

tions in emerging economies: How the 

Salim group morphed into an Institu-

tion of Suharto's crony regime, Journal 

of Management Studies 45 (7): 1274-

1300. 

Dinc, I. S. 2005. Politicians and banks: Politi-

cal influences on government-owned 

banks in emerging markets. Journal of 

Financial Economics 77 (2): 453-479. 

Elsas, R., A. Hackethal., and M. Holzhauser. 

2010. The anatomy of bank diversifi-

cation. Journal of Banking & Finance 

34 (6): 1274-1287. 

Fisman, R. 2001. Estimating the value of po-

litical connections. American Eco-

nomic Review 91 (4): 1095-1110. 

Khanna, T., and K. Palepu. 2000. Is group af-

filiation profitable in emerging mar-

kets? An analysis of diversified Indian 

business groups. The Journal of Fi-

nance 55 (2): 867-891. 

King, M. R., and E. Santor. 2008. Family val-

ues: Ownership structure, performance 

and capital structure of Canadian 

firms. Journal of Banking & Finance 

32 (11): 2423-2432. 

La Porta, R., F. Lopez-De-Silanes., A. 

Shleifer., and R. Vishny. 1999. Corpo-

rate ownership around the world. The 

Journal of Finance 54 (2): 471-517. 

La Porta, R., F. Lopez-De-Silanes., A. 

Shleifer, and R. Vishny. 2002. Investor 

protection and corporate valuation. 

Journal of Finance 57 (3): 1147-1170. 

Maury, B. 2006. Family ownership and firm 

performance: Empirical evidence from 

Western European corporations. Jour-

nal of Corporate Finance 12: 321- 

341. 

Micco, A., U. Panizza., and M. Yanez. 2007. 

Bank ownership and performance: 

Does politics matter? Journal of Bank-

ing & Finance 31 (1): 219-241. 

Miller, D., I. L. Breton-Miller., R. H. Lester., 

and A. A. Canella. 2007. Are family 

firms really superior performers? 

Journal of Corporate Finance 13 (5): 

829-858. 

Nys, E., A. Tarazi., and I. Trinugroho. 2013. 

Political connections, bank deposits, 

and formal deposit insurance: Evi-

dence from an emerging economy. 

Working paper. 

Pfeffer, J., and G. R. Salancik. 2003. The ex-

ternal control of organizations: A re-

source dependence perspective. Stan-

ford University Press. 



 JAAI VOLUME 17 NO. 2, DESEMBER 2013: 115–122 

122 

Polsiri, P., and P. Jiraporn. 2012. Political 

connections, ownership structure, and 

financial institution failure. Journal of 

Multinational Financial Management, 

22 (1-2): 39-53. 

Prabowo, M., and J. Simpson. 2011. Inde-

pendent directors and firm perform-

ance in family controlled firms: Evi-

dence from Indonesia. Asian-Pacific 

Economic Literature 25 (1): 121-132. 

Sapienza, P. 2004. The effects of government 

ownership on bank lending. Journal of 

Financial Economics, 72 (2): 357-384. 

Tsamenyi, M., I. Noormansyah., and S. Uddin. 

2008. Management controls in family-

owned businesses (Fobs): A case study 

of an Indonesian family-owned univer-

sity. Accounting Forum 32 (1): 62-74. 

Yang, M.-L. 2010. The impact of controlling 

families and family Ceos on earnings 

management. Family Business Review 

23 (3): 266-279. 

 


