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ABSTRACT 

The objectives of this study were to observe the relationship among 

adverse selection, corporate governance, and ownership pattern in Indonesia. 

There are several conclusions that can be taken from the result. First, adverse 
selection exists in Indonesian companies. Second, corporate governance may not 

affect adverse selection. Third, the pattern of ownership may not affect adverse 

selection. These conclusions show that it is wiser for investors not to use only 
corporate governance or ownership pattern for investment decisions in Indonesia. 
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INTRODUCTION 

The 2008 United States subprime crisis had brought the world’s economy to 

a downfall. The crisis had caused prices of commodities and services to decrease 

significantly, resulting in massive unemployment, lowered gross domestic 

product, lowered return, and several other economic problems. Other than that, 

the fall of large financial companies was accompanied by the fall of other 

companies in different industrial sectors, which then led the economy to a worse 

condition.  

Investors all around the world suffered losses from their investments 

because almost all of their investments are also affected by the crisis. Investors 

slowly lose their confidence and trust in the companies they invested in as the 

crisis had brought even big companies to collapse. The crisis in 2008 made 

investors to be more aware and picky in making their investment decisions, 

especially for the investments in stock exchange. Investors started to study more 

about the companies they are interested in before making their investments. One 

of the key factors that can help investors in their investment decision is the level 

of corporate governance of the companies as it might help investors to know the 

degree of adverse selection between both buyers and sellers in the stock 

exchange. 

Since corporate governance is one of the ways for investors to identify 

which companies are putting their shareholders interest as their priority, 

international investors who do not understand the Indonesian stock exchange 

market would think that all Indonesian companies are not a wise investment. 

Therefore, companies with a poor corporate governance system with high returns 

would not be able to capture investors’ interest and would not be able to receive 
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funds from outside parties. Investors would also miss the chance of having a high 

return as a result of the asymmetric information that exists in the market. 

One of the problem of adverse selection is that existing businesses might go 

out of business because investors in the stock exchange might fail in seeking out 

the true potential of the business when they look at the corporate governance of 

the company. Corporate governance is the ways in which companies are directed 

and controlled. However, an Indonesian company might yield a high return for 

the investors despite having a bad corporate governance. A bad corporate 

governance might not mean a high level of adverse selection. Therefore, 

investors who are interested in investing in the Indonesian stock exchange should 

study more about the economic condition of the related country and also about 

the companies they are interested in.  

In this research, it is aimed to test whether there is adverse selection in the 

Indonesian blue chip stocks. As when adverse selection exists, the dealer would 

suffer losses. It would also be impossible for the dealer to never suffer losses, as 

there would always be one investor who is more informed than the others. 

Knowing the characteristics of Indonesia, a country in the emerging market 

category, we could assume that families of the owners and the owners of the 

company themselves, would hold more private information than the investors in 

the market.  

This research uses trading data and corporate governance index of 58 

Indonesian companies that are listed in the Indonesian Stock Exchange. 45 of the 

58 companies used are included in the LQ45.The data taken would start from 4 

January 2010 to 30 December 2010. However, the data range would not be fixed, 

as there would be some companies that had just started to go public in the year 

2010.  

Table 1. List of Companies 

Sampoerna Agro  Tbk Unilever Astra Graphia 

Elnusa Tbk Bumi Serpong Damai Perusahaan Gas Negara 

Intaco Penta Tbk Semen Gresik PT Timah 

Hotel Sahid Jaya Int'l Tbk Bumi Resources Barito Pacific 

Bakrie & Brothers Bank Tabungan Negara Indosat 

Wijaya Karya Tbk Aneka Tambang BNI 46 

Alam Sutera Realty Tbk Bank Central Asia Indofood 

Benaket Petroleum Energy 

Tbk 
Bank Danamon Panin Bank 

Millenium Pharmacon 

International Tbk 
Gudang Garam Energi Mega Persada Tbk 

London Sumatera Tbk Bukit Asam 
Indocement Tunggal 

Prakarsa  

International Nickel United Tractor OCBC NISP 
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Indonesia 

Astra International Bakrie Telecom Adira Finance 

Bakrie Land Development Berlian Laju Tanker 
 

Indika Energy Adaro Energy Tbk 
 

Bisi International Bank Mandiri 
 

Bakrie Sumatera 

Plantation 
Bank Rakyat Indonesia 

 

Hexindo Adi Perkasa CIMB Niaga 
 

Indo Tambangraya Megah Global Mediacom 
 

Jasa Marga Kalbe Farma 
 

Medco Energy 

International 
Lippo Karawaci Tbk 

 

Truba Alam Manunggal 

Engineering Tbk 
Holcim Indonesia Tbk 

 

Delta Dunia Makmur Tbk Darma Henwa 
 

Telekomunikasi Indonesia Astra Agro Lestari 
 

 

LITERATURE REVIEW 

According to Michael S. Gibson (2003), companies in emerging markets 

with large domestic shareholders would have less CEO turnover than those 

companies that are mainly held by foreign shareholders. He also mentioned that 

the firms in emerging markets might only prioritize the majority shareholders 

than the other small shareholders. When this happen, asymmetric information 

may exists, leading to adverse selection in the market of the stocks. The 

shareholders who are holding a large portion of the shares might have more 

information than the investors in the market and even the smaller shareholders.  

Thomas E. Copeland and Dan Galai (1983) stated that dealers usually 

acquire shares when prices fall and sell it when the prices rise. The inventory 

days would also automatically increase when the price is declining, and decrease 

when the price is rising. Therefore, when informed traders are present in the 

market, dealers would never be able to gain profit.  

Charlie Charoenwong, David K.Ding, and Vasan Siraprapasiri (2011) did a 

research on the effect of Singaporean firms’ corporate governance on the adverse 

selection component of its stock. Charoengwong, Ding, and Siraprapasiri used 42 

Singaporean firms of which 37 firms were listed on the SGX. The data used 

consist of trade sizes, share prices, the best bid-ask prices, and the trade sizes 

posted throughout each trading day. 

The paper written by Charoenwong, Ding, and Siraprapasiri uses two 

methodologies from Lin et al. and Huang and Stoll in order to classify the 
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components of the bid-ask spread. The study uses the two methods to find out 

more accurately about the components of the bid-ask spread of the stocks. By 

using these two methods, the three researchers were able to differentiate the 

adverse selection, inventory holding, and the order processing cost of the stocks 

they are researching. 

In the paper that Charoenwong, Ding, and Siraprapasiri wrote, results from 

the study performed by Credit Lyonnais Securities Asia (CLSA) were used as a 

measure of corporate governance. CLSA conducted a research to calculate the 

corporate governance index of companies in markets all around the world.The 

calculation was done by handing out questionnaires to different analysts who will 

then assess the corporate governance of the company they cover. The answer of 

the questionnaires would be a choice between yes or no, and a yes would mean 

1, and a no would mean 0. The numbers would then be calculated according to 

the weight of the categories. 

Charoenwong, Ding, and Siraprapasiri concluded the paper by saying that a 

firm’s corporate governance affects the adverse selection component of its stock. 

The research also proofs that higher quality corporate governance would lower 

the adverse selection component. This relationship works both ways. In order to 

lower the level of adverse selection, a company should reveal more information 

into financial statements and improve the accounting standards of the company. 

However, a good corporate governance can only lowers the cost of adverse 

selection and not the cost of capital. 

 

DATA AND METHODOLOGY 

In this research, the writer will use the daily bid and ask price, and the 

price of the stocks of the 58 Indonesian companies chosen to find several 

variables. The variables that can be found from the data listed before are the 

signed effective half-spread, and also the quote midpoint. The data taken would 

start from 4 January 2010 to 30 December 2010. However, the data range would 

not be fixed, as there would be some companies that had just started to go public 

in the year 2010.  

The report would also use the corporate governance index of the 58 

companies chosen. The corporate governance index used would also be taken 

from the year 2010. However, the corporate governance index used would be a 

yearly data. The index would be able to help the researcher to learn about the 

level of corporate governance of the companies. 

The main model that would be used in the research is taken from the 

research that is done by Charlie Charoenwong, David K. Ding, and Vasan 

Siraprapasiri (2011). These researchers used the methodology that Lin et al. 

(1995) founded in order to estimate the empirical components of the bid-ask 

spread. The methodology uses ordinary least square in getting results. However, 

the writer might need to use the GARCH method in order to be able to attain the 

optimum result. 

The other variable, which is the corporate governance index, is already 

calculated by the IICD, an institution that specialized in measuring the corporate 

governance index of a company. The parameters used in measuring the corporate 

governance index are the right of the shareholders, the equitable treatment of 

shareholders, the role of stakeholders, disclosure and transparency, and also the 

responsibility of the board. 
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The model that Lin et al. founded would be used to capture the components 

of the bid-ask spread of Indonesian companies. The model would need the signed 

effective half-spread, the transaction price, and also the quote midpoint. The 

signed effective half spread would allow us to know whether the transaction is 

buyer initiated or seller initiated. A negative value of the signed effective half 

spread would mean it is seller initiated, and a positive value would mean it is 

buyer initiated. The main model would look like this: 

                                                                    (3.1) 

Where      is the midpoint of bid and ask price from the following period; 

   is the midpoint of bid and ask price;    is the transaction price minus the quote 

midpoint (   ; and      would be the Error or disturbance term from following 

period. The    is also known as the signed effective half-spread, and from the 

variable    , we can also see whether the transaction is seller initiated or buyer 

initiated (Lin et al.,1995). 

The research used one methodology. The data would be regressed using 

either by using ordinary least square (OLS) or Generalized Auto Regressive 

Conditional Heteroscedasticity (GARCH).  

 
EMPIRICAL RESULT 

Descriptive Statistic 

 From the overall descriptive statistics for the variable delta m, ASII has the 

largest standard deviation, and BTEL has the lowest standard deviation value out 

of the 58 companies. A lot of the companies have data distributions that are 

positively skewed, and there is only one type of kurtosis for delta m, which is 

leptokurtic. The descriptive statistics for the variable delta m can be seen in table 

2. 

 Different with the variable delta m, for the descriptive statistics of variable 

z, the highest standard deviation is from NISP and the lowest value of standard 

deviation is from BIPI. The rest of the descriptive statistics are almost similar with 

delta m. The difference is that for variable z, there are two types of kurtosis in 

the data distributions, which are leptokurtic and platykurtic. The descriptive 

statistics for the variable z can be seen in table 3. 

 

Results 

The main model requires the regression to be done in Ordinary Least 

Square (OLS). However, there might be some data that cannot be regressed 

using OLS. These data would then be regressed using the Generalized 

Autoregressive Conditional Heteroscedasticity (GARCH). GARCH can be used 

when ARCH effect exists in the data. Therefore, all the data that would be 

regressed needs to be checked with ARCH test before going through regression. 

From the 58 companies chosen for the research, there were 36 companies 

that are regressed using GARCH. The rest of the companies, which are 22 

companies, were then regressed using OLS. The results show that there are 19 

companies that are proven significant in having adverse selection. 

As we can see from table 4, there are 19 regressions that are significant. 

These significance leads to a conclusion that these 19 companies have adverse 

selection. The highlighted results are the results that are proven to be significant 

in the 5% level. The highlighted results are divided into two types, the red and 
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the blue one. The results that are highlighted in red are the results that have 

negative values for the adverse selection component. On the other hand, the 

results that are highlighted in blue color are the results that are proven to be 

significant and have positive values. The explanation of these two types of result 

can be found in the following paragraph. There are several companies that have a 

negative adverse selection; these companies are the included in the first result 

type, which is highlighted in red. Logically, it is impossible for adverse selection to 

be negative, as there would always be at least one individual that is better 

informed than the others. The negative value of adverse selection might mean 

that the regression model had failed to capture the components of the bid ask 

spread in the related companies. 

The second type of results is companies that are highlighted in blue. The 

positive values of adverse selection speak for itself. This value is the amount of 

the adverse selection that exists in the company’s bid and ask spread. Since the 

model divides the bid and ask spread into two components, by knowing the 

amount of adverse selection in the bid and ask spread we would automatically 

know the amount of the other component, which is the order processing cost. In 

order to calculate the order processing cost we can subtract one by the adverse 

selection value.  

The order processing costs are costs that occurred when an ordered is 

processed. The higher the adverse selection is, the lower the order processing 

cost will be. This opposite relationship can be explained by the fact that when an 

individual is better informed than the others, he or she would not need to pay for 

any more information. This individual is one step ahead of the other uninformed 

traders who rely on dealers for information. In other words, when uninformed 

traders trade, they would need to pay for the information received from the 

dealers. The interpretation above proofs to us that adverse selection does exist in 

Indonesian companies. Therefore, the first hypothesis of the research cannot be 

rejected.  

There are several important points that can be obtained from the regression 

results. The first point is that the corporate governance index does not affect the 

adverse selection. The table above is sorted from the company with highest 

corporate governance index to the company with the lowest corporate 

governance index. The table is organized specially in that manner in order for the 

reader to be able to compare and distinguish the relationship between the 

adverse selection and the corporate governance.  

As we can see from the table, companies with adverse selection do not 

necessarily have a low corporate governance index. A company with a high 

corporate governance index might have adverse selection and on the other hand, 

a company with a lower corporate governance index might not have any adverse 

selection. BNI 46 is one of the companies that have a high adverse selection 

component in its bid and ask spread. Logically, a company with high adverse 

selection should have a low corporate governance index. However, the table 

above tells us a different story. The corporate governance index of BNI 46 is 

85.09%, which can already be categorized as high. We can see from the result 

that the companies with adverse selection are randomly spread throughout the 

corporate governance index ranking. 

From the 19 companies that have a significant regression, only 13 is able to 

give us the information about the adverse selection and the order processing 

cost. The company with the highest adverse selection is CIMB Niaga. However, 
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the adverse selection value is over one. In reality, the adverse selection should be 

between zero and one. This high value of adverse selection might be another 

weakness of the model. The data used for CIMB Niaga might not be suitable for 

the model or, the data used contains other components of the bid and ask spread 

that cannot be explained by the model. Nevertheless, the high value of adverse 

selection for CIMB Niaga would still proof that adverse selection do exists in the 

company. 

The table above also tells us the majority shareholder of the companies. In 

order to analyze further the relationship between corporate governance and 

adverse selection, it is very important to know who the majority shareholders of 

the companies are. By knowing the majority shareholder, we would know the 

ownership pattern of the companies. This knowledge would help us see the 

effectiveness of corporate governance when used as a measurement tool for 

investing decision in Indonesia. 

The ownership patterns of the companies that have adverse selection in 

Indonesia are random. From the regression results, we would be able to see that 

some of the companies’ majority shareholders are the government, the public, 

and other companies. However, there are several companies that are closely 

held, meaning that the ownership of the company only revolves around the 

owner’s family or relatives. This ownership pattern can be seen in companies like 

CIMB Niaga, Adira Finance, OCBC NISP, Astra Graphia, and others. These 

companies are proven to have adverse selection and mostly, the majority 

shareholders of these companies are either their subsidiaries or head branch. In 

other words, these companies are owned and controlled by companies that are 

indirectly related to them.  

CIMB Niaga majority shareholder is the CIMB Group Sdn Bhd. The majority 

shareholder of this company is still part of the CIMB group. Similar with CIMB 

Niaga, Adira Finance’s shares are mostly held by Bank Danamon, a bank who 

supports Adira Finance. As for OCBC NISP, this bank majority shareholder is the 

OCBC Overseas Investments Pte. Ltd. Unlike the companies before, OCBC NISP is 

controlled by the overseas branch of OCBC. Even so, the ownership pattern is still 

the same as OCBC NISP and the overseas branch of OCBC are still related. 

Another example is, Astra Graphia, the majority shareholder of this company is 

PT Astra International Tbk., which is another branch of the Astra group. However, 

not all Indonesian companies that are closely held are proven to have adverse 

selection. 

When a company is owned by close relatives or families, private information 

tends to get around pretty easily. The leak of private information would therefore 

lead to a high adverse selection. However, in Indonesia, a high adverse selection 

does not always equal to bad corporate governance system. Looking at the data 

in the previous table, it may be seen that the corporate governance index may 

not affect the level of adverse selection in a company.  

A previous research had been done that analyze the relationship between 

the government owned companies and the level of adverse selection. According 

to Eng and Mak (2003), government ownership is supposed to lower the adverse 

selection level of the company and would increase the level of voluntary 

disclosure. However, the results from this research proof to us that in Indonesia, 

government-owned companies may also have a high level of adverse selection.  

Disclosure of information is one of the things that companies do to achieve 

a better corporate governance index. As we can see, the IICD uses disclosure and 
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transparency as one of the major benchmark in assessing the corporate 

governance of a company. Nevertheless, government-owned companies in 

Indonesia like Perusahaan Gas Negara and BNI 46 are proven to have adverse 

selection. Perusahaan Gas Negara has an adverse selection level of 0.275517, 

which is quite small. However, BNI 46 has a very high level of adverse selection, 

which is 0.996021. As a whole, it may be seen that the government ownership in 

Indonesia does not guarantee a better transparency or corporate governance 

level or even adverse selection. Therefore, the type of ownership of a company in 

Indonesia may not affect its adverse selection.  

In conclusion, the regression results of the research are able to answer the 

hypothesis of this research. The hypothesis cannot be rejected, as out of the 58 

companies chosen for this research (45 out of 58 companies are listed in the 

LQ45), 19 companies are proven to have adverse selection.  

 

CONCLUSION 

The research had proven to us that there is indeed the existence of adverse 

selection in Indonesian companies. There are only 19 companies that are proven 

to be significant. However, from these 19 companies, there are several 

companies that have negative values and values that are over 1. The researcher 

failed to interpret these two types of values. The main reason for this failure 

might be because of the insufficient ability of the model to capture all the 

components of the bid and ask spread.  

The result of the help us see that companies with high adverse selection 

may also have a high corporate governance index. Similarly, companies with 

none or low adverse selection might not have a high corporate governance index. 

The research can also help us see that the ownership pattern of a company may 

not affect the adverse selection of Indonesian companies. In fact, there is a 

government-owned company which has both high adverse selection and 

corporate governance index. In the same way, there are several family-owned 

companies that have both high adverse selection and corporate governance. 

Therefore, after looking at this result, the writer can conclude that adverse 

selection exists in Indonesian blue chip stocks. 

 
RECOMMENDATIONS 

The researcher is fully aware that the research done is not perfect. In other 

words, the research still has many flaws and limitations. Therefore, in this 

section, the researcher would give recommendations for future researcher so that 

in the future, a better result can be obtained. The recommendations are as 

follow: 

1. Take a wider sample. In this research, only 58 listed Indonesian 

companies are used. The data availability in Indonesia is limited. 

Therefore, the researcher can only find the data for the 58 listed 
Indonesian companies. In the future, it is best to use more samples in the 

research as it might help future researchers to see the relationship among 

the adverse selection, corporate governance, and also the pattern of 
ownership.  

2. Use another methodology. As it had been mentioned, the previous 

research done by Charlie Charoenwong, David K.Ding, and Vasan 
Siraprapasiri uses two method of estimating the bid and ask components. 

These two methods are from Lin et al. and Huang and Stoll. This research 
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is done using method from Lin et al. Even though the research is able to 

proof several things, it is better for the future researcher to use the 

methodology from Huang and Stoll. It would be even better to use both 

methodologies and compare them. 
3. Gather the information on each of the components of the corporate 

governance index. This research only used the corporate governance 

index that had been calculated. In the future, the research might have 
more precise results if the researcher is able to acquire the values of each 

of the components that measure the corporate governance index. 

4. Find the relationship between adverse selection, corporate governance, 
and pattern of ownership in Indonesia. The writer had only managed to 

gather the information, it would be better for the future researcher to be 

able to find out the real relationship between the three variables. 
 

Table 2: Descriptive Statistics for delta m 
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Table 3: Descriptive Statistic for variable z 
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Table 4: Regression Result 

Ticker Name of 

Company 

Signif

icant 

Adverse 

Selection 

Order 

Processing 
Cost 

Corporate 

Governance 
Index 

Majority 

Sharehol
der 

BNGA CIMB 

Niaga 

Yes 1.219196 -0.219196 86.38% CIMB 

Group Sdn 
Bhd  

BDMN Bank 
Danamon  

Yes -
0.826344 

1.826344 86.30% Asia 
Financial 

Indonesia 

Private 
Limited 

ADMF Adira 
Finance 

Yes 0.510123 0.489877 85.54% PT Bank 
Danamon 

Indonesia 

Tbk 

PGAS Perusahaa
n Gas 

Negara 

Yes 0.275517 0.724483 85.39% Governme
nt 

BBNI BNI 46 Yes 0.996021 0.003979 85.09% Governme

nt 

NISP OCBC 

NISP 

Yes 0.45031 0.54969 81.83% OCBC 

Overseas 

Investmen
ts Pte. Ltd 

UNVR Unilever Yes -
0.949015 

1.949015 80.39% Unilever 
Indonesia 

Holding 

B.V. 

ASGR Astra 
Graphia 

Yes 0.393299 0.606701 79.80% PT Astra 
Internatio

nal Tbk. 

ASII Astra 

Internatio

nal 

Yes -

1.662556 

2.662556 79.77% Jardine 

Cycle and 

Carriage 
Limited 

ENRG Energi 
Mega 

Persada 

Tbk 

Yes -
0.330994 

1.330994 77.87% Public 

UNTR United 

Tractor 

Yes -

1.041039 

2.041039 77.50% PT Astra 

Internatio
nal Tbk 

SGRO Sampoern

a Agro  

Tbk 

Yes 1.002375 -0.002375 76.61% Sampoern

a Agri 

Resources 
Pte. Ltd 

LPKR Lippo 
Karawaci 

Tbk 

Yes 0.749946 0.250054 76.28% Public 

BMTR Global 

Mediacom 

Yes 0.599392 0.400608 75.63% Bhakti 

Investama 
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BNBR Bakrie & 

Brothers 

Yes 1.044565 -0.044565 73.91% Public 

LSIP London 

Sumatera 
Tbk 

Yes 0.908999 0.091001 71.85% PT Salim 

Ivomas 
Pratama 

BRPT Barito 

Pacific 

Yes 0.365267 0.634733 68.65% Magna 

Resources 

Corporatio

n PTE LTD 

SDPC Millenium 
Pharmaco

n 

Internatio
nal Tbk 

Yes 0.350572 0.649428 68.06% Pharmania
ga 

Internatio

nal 
Corporatio

n 

Sdn.Bhd. 

BIPI Benaket 

Petroleum 
Energy 

Tbk 

Yes -0.7286 1.7286 65.55% PT 

Indotamb
ang 

Perkasa 
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