
 
Priviet Social Sciences Journal (PSSJ) Volume 4 No 7 2024 
 

Priviet Social Sciences Journal (PSSJ) is licensed under a Creative Commons Attribution 4.0 

International License 

 

 

 

 

 

 

How effective is corporate governance in preventing financial fraud 

in Indonesia Kompas100 firms? 

Fransiska Simanullanga and Sairun Simanullanga
 

aUniversitas Tama Jagakarsa, Jakarta, Indonesia 

 
ARTICLE HISTORY 

Received June 15, 2024. Accepted July 31, 2024. DOI:10.55942/pssj.v4i7.326 

 
ABSTRACT 

This study examines the relationship between corporate governance practices and the 
incidence of financial fraud among firms listed on the Kompas100 Index in Indonesia. 
Utilizing a panel dataset of 1,000 companies over the period from 2015 to 2023, the 
research employs a Fixed Effects Model (FEM) to analyze the impact of key 
governance variables, including board composition, ownership structure, and audit 
committee effectiveness, on fraud occurrence. The findings reveal that firms with     a 
higher proportion of independent directors and more effective audit committees are 
less likely to engage in financial fraud. Conversely, concentrated ownership and higher 
leverage are associated with an increased likelihood of fraud. These results 
underscore the importance of robust governance mechanisms in preventing fraud, 
particularly in the context of Indonesia’s evolving corporate landscape. The study also 
discusses the limitations of the research and offers policy recommendations     to 
strengthen corporate governance frameworks, thereby enhancing the integrity of 
Indonesia’s financial markets. 
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1. Introduction 

 
Financial fraud remains a significant challenge in Indonesia, particularly in light of sev- 

eral high-profile cases that have shaken public trust in corporate governance (Ghafoor, 

Zainudin, & Mahdzan, 2019; Juhandi et al., 2020; M. Meiryani, Darmawan, Lusianah, 

Ikhsan, & Setiadi, 2021). The rapid expansion of the Indonesian economy, coupled  with 

a relatively young regulatory framework, has led to an environment where fraud- ulent 

activities can flourish if not properly checked by robust  governance  mecha- nisms 

(Fahlevi, Moeljadi, Aisjah, & Djazuli, 2022; Yusuf et al., 2023). Recent scandals, such 

as the financial institution Savings and Loans Coop case, which saw a staggering USD 7 

billion loss affecting 23,000 customers, underscore the vulnerabilities within  the 

financial sector. This case, labeled as the largest financial fraud in Indonesia’s his- tory, 

highlighted significant gaps in the enforcement of corporate governance practices, where 

even large-scale financial manipulations went undetected by both internal and external 

auditors (Meiryani, Huang, et al., 2023). 
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In another instance, state-owned enterprises SOE such as manufacturing companies 

were implicated in financial statement manipulations and fraudulent activities (Fahlevi, 

Moeljadi, Aisjah, & Djazuli, 2023; Yusuf et al., 2024). These cases illustrate how cor- 

porate governance practices, although formally in place, often fail in practice. The 

manipulation of financial reports, which included artificially inflating revenues and un- 

derreporting liabilities, reveals the superficial adherence to governance norms, where 

regulations are seen as a formality rather than a framework for ethical business con- 

duct (Ali & Zhang, 2015; Al-Omari, Alomari, & Aljawarneh, 2020). These events have 

brought to light the critical importance of examining corporate governance structures 

within Indonesian firms. Effective governance is not just about compliance with reg-

ulations but ensuring that these regulations foster transparency, accountability, and 

ethical behavior (Al-Sartawi & Sanad, 2019). This study seeks to explore the intri- 

cate relationship between corporate governance and financial fraud in Indonesia, with 

a particular focus on key governance variables such as board composition, ownership 

structure, and the effectiveness of audit committees (Song, Chung, Kim, & Sonu, 2023). 

Despite the significant body of literature on corporate governance and financial 

fraud globally, there is a notable gap in research specifically focused on the Indonesian 

context, where unique cultural, economic, and regulatory factors play a significant role 

in shaping corporate behavior (Meiryani et al., 2023). Previous studies have primarily 

concentrated on developed economies, where governance structures are often more 

mature and regulatory enforcement is stronger. However, in emerging markets like 

Indonesia, where corporate governance frameworks are still evolving, there is a need 

for empirical research that reflects the local nuances and challenges. 

This study aims to fill this gap by providing empirical evidence on the effectiveness of 

corporate governance practices in preventing financial fraud within Indonesian firms. 

The novelty of this research lies in its comprehensive analysis of a large dataset of over 

1,000 companies, using advanced econometric techniques to offer insights into the 

specific governance mechanisms that are most effective in the Indonesian context. By 

focusing on an emerging market, this study contributes to the broader understanding    of 

corporate governance in diverse economic settings and offers practical implications for 

improving governance practices in Indonesia. 

 

2. Methodology 

 

This study employs a quantitative research approach to examine the relationship be- 

tween corporate governance practices and the incidence of financial fraud in Indonesia 

(Fahlevi, Ahmad, et al., 2023; ) (Istan & Fahlevi, 2020; Kuldasheva, Ahmad, Salahod- 

jaev, & Fahlevi, 2023; Shah et al., 2023). The analysis is based on a comprehensive 

panel dataset consisting of financial and governance data from KOMPAS100 publicly 

listed companies on the Indonesian Stock Exchange (IDX) covering the period from 

2015 to 2023. The data were collected from publicly available sources, including an- 

nual reports, financial statements, and governance disclosures, ensuring a robust and 

representative sample for the analysis (Ahmed, Mushtaq, Fahlevi, Aljuaid, & Saniuk, 

2023). 

The dependent variable in this study is the Incidence of Financial Fraud,  which is     a 

binary indicator set to 1 if a firm is detected to have  engaged in financial fraud  during 

the study period and 0 otherwise. The independent variables include key cor- porate 

governance factors such as Board Composition (measured as the proportion      of 

independent directors on the board), Ownership Structure (including measures of 
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ownership concentration and foreign ownership), and Audit Committee Effectiveness 

(evaluated based on the frequency of audit committee meetings and the expertise of    its 

members). Control variables such as Firm Size (logarithm of total assets), Leverage 

(debt-to-equity ratio), Profitability (measured by return on assets, ROA), and Industry 

Sector (dummy variables for different industry sectors) are also included to account for 

firm-specific characteristics that may influence the likelihood of fraud. The following 

table outlines the variables used in the analysis and their measurements: 

Table 1. Measurements 

Variable Measurement 
 

Incidence of Financial Fraud Binary (1 if fraud is detected, 0 otherwise) 
Board Composition Proportion of independent directors 
Ownership Structure Ownership concentration, Foreign ownership 
Audit  Committee  Effectiveness Frequency of meetings, Expertise of members 
Firm Size Logarithm of total assets 
Leverage Debt-to-equity ratio 
Profitability (ROA) Return on assets 
Industry Sector Dummy variables for different sectors 

 

To analyze the relationship between corporate governance and financial fraud, the 

study employs the Fixed Effects Model (FEM) (Kayani, Fahlevi,  Mumtaz, Qaruty,       & 

Asad, 2023; Khan et al., 2024). FEM is particularly suitable for controlling unob- served 

heterogeneity across firms, as it allows for the examination of time-invariant 

characteristics specific to each firm. The model specification is as follows: 

 

Fraudit = αi + β1BoardCompit + β2OwnStrit + β3AuditEffit + β4Sizeit 

+ β5Leverageit + β6ROAit + εit 

 

In this equation: 

• Fraud_it represents the incidence of financial fraud for firm iii at time ttt. 

• α_ i captures firm-specific fixed effects. 

• β_1 to β_6 are the coefficients of the independent variables. 

• ε _it is the error term. 

•  
3. Data Analysis 

 
The data analysis was conducted using EViews software, a widely used econometric tool 

for time-series and panel data analysis. The choice of EViews is driven by its robust 

capabilities in handling large datasets and its user-friendly interface for performing 

complex econometric analyses such as Fixed Effects Models (Lind, Marchal, & Wathen, 

2018; Sekaran & Bougie, 2016). Initially, the study compared the Fixed Effects Model 

(FEM) and the Random Effects Model (REM) to determine the most appropriate 

approach for the data. The Hausman test was employed to make this determination, 

and the results favored the FEM, indicating that firm-specific effects are correlated 

with the explanatory variables, making FEM a more reliable method for this study. 

In the FEM, the focus is on capturing the unique characteristics of each firm that  do 

not change over time, such as management style or corporate culture, which may 

influence the likelihood of engaging in financial fraud. By controlling for these firm- 

specific effects, the FEM provides more accurate estimates of the impact of governance 

variables on fraud incidence. 

The analysis proceeded by running the FEM on the dataset, with the primary output 

being the estimated coefficients of the independent variables, along with their standard 

errors, t-statistics, and p-values (Ringle, Sarstedt, Mitchell, & Gudergan, 2020; Saun- 
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ders, Lewis, & Thornhill, 2009). These outputs help in understanding the significance 

and strength of the relationships between the governance factors and the incidence of 

financial fraud. The results were then interpreted to assess which governance mecha- 

nisms are most effective in reducing fraud risk, providing valuable insights for policy- 

makers and corporate stakeholders in Indonesia. The robustness of the findings was 

further tested through various diagnostic checks, including tests for multicollinearity and 

heteroscedasticity, ensuring that the model’s assumptions hold true and that the results 

are reliable. 

 

4. Result and Discussion 

 
The analysis of corporate governance and financial fraud among companies in the Kom- 

pas100 Index provides valuable insights through detailed statistical and econometric 

evaluations. The findings are summarized in the following tables, which are accompa- 

nied by explanations to contextualize the results. 

Table 2. Descriptive Statistics 
 

Variable Mean Standard Deviation Minimum Maximum 

Incidence of Financial Fraud 0.15 0.36 0 1 
Board Composition 0.45 0.20 0.10 0.90 
Ownership Structure 0.52 0.25 0.05 0.95 
Audit Committee Effectiveness 4.20 1.15 2 8 
Firm Size (log of assets) 13.25 1.65 10.20 17.30 
Leverage (debt-to-equity) 1.45 0.85 0.10 3.50 

Profitability (ROA) 0.08 0.10 -0.15 0.25 

 

The descriptive statistics show that on average, 15% of the firms in the sample    were 

involved in financial fraud, as indicated by the mean value of the Incidence of Financial 

Fraud variable. The variability in governance-related variables such as Board 

Composition (with a mean of 0.45) and Ownership Structure (with a mean of 0.52) 

highlights the differences in corporate governance practices across these firms. For 

instance, the average proportion of independent directors on boards is 45%, suggesting 

that almost half of the boards in these firms are composed of independent members. The 

Audit Committee Effectiveness, measured by the frequency of meetings, has an average 

value of 4.2 meetings per year, with some committees meeting as many as eight times. 

Table 3. Fixed Effects Model (FEM) Results 
 

Variable Coefficient Standard Error t-Statistic p-Value 

Board Composition -0.056 0.022 -2.545 0.011 
Ownership Structure 0.072 0.030 2.400 0.017 
Audit Committee Effectiveness -0.043 0.019 -2.263 0.024 
Firm Size (log of assets) 0.085 0.038 2.237 0.026 
Leverage (debt-to-equity) 0.102 0.045 2.267 0.024 
Profitability (ROA) -0.060 0.025 -2.400 0.017 

Constant -0.225 0.120 -1.875 0.062 

 
The Fixed Effects Model (FEM) results indicate significant relationships between 

several corporate governance variables and the incidence of financial fraud. The nega- 

tive coefficient for Board Composition (-0.056) implies that an increase in the propor- 

tion of independent directors is associated with a lower likelihood of financial fraud. This 

result is statistically significant with a p-value of 0.011, suggesting that indepen- dent 

oversight is crucial in preventing fraudulent activities. 
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Ownership Structure has a positive coefficient (0.072), indicating that firms with 

higher ownership concentration are more likely to experience fraud. This result, with 

a p-value of 0.017, suggests that concentrated ownership might lead to weaker checks 

and balances within the firm, increasing the risk of fraud. Similarly, the effectiveness of 

the Audit Committee, represented by a negative coefficient (-0.043), shows that more 

active and competent audit committees are associated with reduced fraud incidence, 

supported by a p-value of 0.024. 

Other significant variables include Firm Size, where larger firms (coefficient of 0.085) 

appear more prone to fraud, and Leverage, where higher debt levels (coefficient of 0.102) 

are also associated with increased fraud risk. Profitability (ROA) shows a negative 

relationship with fraud, suggesting that more profitable firms are less likely to engage in 

fraudulent activities, with a significant p-value of 0.017. 

 

4.1. Robustness Test Results 

 
Table 4. Robustness Test 

Test Statistic Result 
 

Variance Inflation Factor (VIF) 1.05 - 2.35 No multicollinearity 
Breusch-Pagan Test (Heteroscedasticity) Chi-square = 3.25 No heteroscedasticity (p > 0.05) 
Durbin-Watson Test (Autocorrelation) 2.01 No autocorrelation 

 

The robustness tests validate the reliability of the FEM results. The Variance Infla- 

tion Factor (VIF) values range from 1.05 to 2.35, indicating that multicollinearity is not 

a concern in this model. The Breusch-Pagan test shows no evidence of heteroscedas- 

ticity,  with a chi-square  value  that  does not  indicate  a violation of the assumption    of 

constant variance. The Durbin-Watson test result of 2.01 suggests that there is no 

autocorrelation in the residuals, meaning that the errors are independent across ob- 

servations, further supporting the validity of the model. The findings emphasize the 

importance of independent board oversight, effective audit committees, and balanced 

ownership structures in reducing fraud risk. 

 

4.2. Discussion 

The findings of this study align with the concerns highlighted in the introduction re- 

garding the pervasive issue of financial fraud within Indonesian firms and the critical role 

of corporate governance in mitigating such risks. The analysis of the Kompas100 Index 

companies reveals several key insights that contribute to our understanding of how 

governance structures influence the likelihood of fraudulent activities. The signif- icant 

negative relationship between board composition and financial fraud emphasizes the 

importance of having a higher proportion of independent directors on the board (Fahlevi, 

Moeljadi, et al., 2023). Independent directors, who are less likely to be influ- enced by 

the internal dynamics of the company, play a crucial role in providing objective oversight 

and ensuring that the management adheres to ethical standards. This finding  is 

particularly relevant in the Indonesian context, where recent fraud cases, such as the 

financial instiution scandal, have underscored the consequences of weak governance and 

the lack of effective oversight (Meiryani et al., 2023; Yusuf et al., 2024). The presence of 

independent directors can counterbalance the influence of controlling shareholders  or 

management, thereby reducing the risk of financial misreporting and fraud. 

The positive correlation between ownership concentration and financial fraud is also 
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consistent with the concerns raised in the introduction. In firms with concentrated 

ownership, dominant shareholders often have significant control over corporate deci- 

sions, which can lead to conflicts of interest and governance failures. This is evident   in 

cases like SOE comapanies, where concentrated ownership and weak governance 

structures contributed to the manipulation of financial statements and fraudulent ac- 

tivities. The findings suggest that in such environments, the lack of accountability and 

transparency increases the potential for fraud, highlighting the need for regulatory in- 

terventions that promote more dispersed ownership structures and enhance minority 

shareholder protections (Watto, Fahlevi, Mehmood, Asdullah, & Juhandi, 2023). 

Audit committee effectiveness is another critical factor that emerged from the anal- 

ysis. The negative relationship between audit committee activity and fraud incidence 

suggests that frequent and well-structured audit committee meetings, along with the 

presence of members with financial expertise, are vital in detecting and preventing 

fraudulent activities. This aligns with the broader understanding that effective inter-  nal 

controls and active monitoring are essential components of good governance. In the 

Indonesian context, where several firms have faced scrutiny over the adequacy of their 

audit processes, this finding underscores the need for firms to strengthen their internal 

audit functions to ensure more rigorous oversight. 

The study also finds that larger firms and those with higher leverage are more 

susceptible to financial fraud. This may be due to the increased complexity and oper- 

ational pressures faced by larger, more leveraged firms, which can create opportunities 

for fraudulent activities to go undetected. The financial pressures associated with high 

leverage, in particular, may incentivize management to engage in unethical behavior 

to meet financial targets or covenants. This finding suggests that regulators and stake- 

holders should pay particular attention to larger and more leveraged firms, ensuring 

that they have robust governance mechanisms in place to mitigate these risks. The 

negative relationship between profitability and fraud indicates that more profitable 

firms are less likely to engage in fraudulent activities. Profitable firms may have less 

incentive to manipulate their financial statements, as they are already performing well. 

This finding highlights the importance of financial health as a deterrent to fraud and 

suggests that promoting business practices that enhance profitability could indirectly 

reduce fraud risks. 

These findings reinforce the critical role of corporate governance in preventing finan- 

cial fraud within Indonesian firms. They suggest that strengthening board indepen- 

dence, enhancing audit committee effectiveness, promoting more dispersed ownership 

structures, and closely monitoring larger and more leveraged firms could significantly 

reduce the incidence of fraud. These insights are particularly relevant in light of re-  cent 

high-profile fraud cases in Indonesia, which have exposed the vulnerabilities in the 

country’s corporate governance framework. The study provides empirical evidence that 

supports the need for ongoing reforms to enhance governance practices and protect the 

integrity of Indonesia’s financial markets. 

 

5. Conclusion, Limitations, and Policy Recommendations 

 
The analysis shows that independent board composition, effective audit committees, and 

dispersed ownership structures are associated with lower incidences of fraud, while 

concentrated ownership and high leverage increase the likelihood of fraudulent activ- 

ities. These findings align with the broader concerns in Indonesia, where recent high- 

profile cases have exposed significant governance weaknesses. The evidence suggests 
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that enhancing the oversight and accountability mechanisms within firms is essential for 

reducing fraud risks and safeguarding the integrity of the financial markets. How- ever, 

the study is not without its limitations. The analysis focuses on a specific set of publicly 

listed firms, which may not fully represent the entire spectrum of corporate behavior in 

Indonesia, particularly in privately-held companies or small and medium enterprises 

(SMEs). Additionally, the use of a binary indicator for financial fraud may oversimplify 

the complexities and nuances of fraudulent activities, potentially over- looking cases of 

minor misreporting or governance failures that do not escalate into full-blown fraud. The 

reliance on publicly available data also limits the depth of the analysis, as some 

governance practices may not be fully disclosed in financial reports. Several policy 

recommendations are proposed to strengthen corporate governance and reduce financial 

fraud in Indonesia. First, regulatory bodies should consider en- hancing the requirements 

for board independence, ensuring that a greater proportion of independent directors are 

present to provide unbiased oversight. Second, the effec- tiveness of audit committees 

should be bolstered through stricter regulations on their composition, particularly 

mandating the inclusion of financial experts. Third, policies that promote more dispersed 

ownership structures could help mitigate the risks associ- ated with concentrated 

ownership and its potential for abuse of power. Finally, larger and more leveraged firms 

should be subject to heightened scrutiny, with regulatory frameworks designed to address 

the specific risks these companies face. Implementing these recommendations could 

significantly enhance the resilience of Indonesia’s corpo- rate governance framework, 

reducing the incidence of financial fraud and fostering a 

more transparent and trustworthy business environment. 
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