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Abstract: This study aims to examine the tendency of prioritizing management companies listed on
Indonesia Stock Exchange (IDX) allocate free cash flow. Respondents there were 23 companies listed on IDX
who has a wealth of at least the IDR 1.2 trillions. Questionnaires were sent based on four economic situation,
namely: the situation is stable or normal, getting better, getting worse, and the uncertain economic situation.
The fourth economic situation is faced with five options for allocating free cash flow, namely: payment of
cash dividends, buy back stock, make acquisitions, purchase of financial assets, and distribute it to other areas
of investment, such as option's Mutual Funds. Incidentally Indonesia's economic situation was observed 2015
- 2016 is the worsening situation in which the rupiah exchange rate against the USD around IDR 14,500.
Similar to the economic situation in 1997/ 1998. The results show that the worsening economic situation the
management of companies listed on IDX prefers: the purchase of shares and investments in other business
fields, followed by The purchase of financial assets and acquisitions, and payment of cash dividends in the
final choice
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1. Introduction

Based on the results of verification the data processing and mapping the results of research, it
is known that in normal economic conditions and tend to improve the management of the issuer in
Indonesia Stock Exchange (IDX) prefer to allocate their free cash flow into the acquisition activities.
In a normal economic situation, the acquisition followed by dividing free cash flow in the form of
cash dividends and make investments to other sectors. After that, buy back shares and the last option
is the purchase of financial assets. Bararuallo (1997) indicates that all of the listed companies in IDX
more selective in developing the company's business activities. Expansion efforts to convince
shareholders through dividend payments and less paid attention to the share buyback (Achim.,
Borlea,. & Gaban, ; 2016). Price of shares outstanding is seen as a measure the company's value
in eyes of society so less attractive to repurchase the same as investing into other sectors (Simakova,
& Stavarek; 2015). All this shows that aspects of existing theories in economic situation, strategies,
and objectives of management companies must take precedence in profit.

Bararuallo, (2011) This is caused by the stock price tends to go down and open the
opportunity for business expansion into other business sectors. Purchases of financial assets and
acquisition occupied the second option for consideration market and the slowness of return on
investment. Finally, because of benefits achieved little, then the payment of cash dividends into
consideration the last (Copeland, 1988; Damodaran, 1994; Denision, 2002; Fama, 1998).
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2. Model Research

So the concept of free cash flow stated that market pressures would encourage managers to
distribute free cash flow to shareholders because there is the risk of losing control of the company.
According to Jensen (1986: 137), free cash flow is the excess cash to fund all the projects that have a
net present value positive net of dividends (Fernandez and Pablo, 2004; Kieso, 2011; Marshall, et al,
1993; Myers, 1984; Ohlson and James, 1995). Free cash flow is the excess required to fund all the
projects that have a positive net present value. But indeed if free cash flow is large enough, then it not
only to pay dividends but also to buy back shares, purchased the assets of financial, acquisitions, or
more components of the value (Park, et al; 2000; Redhead and Keith, 1997; Weston, et al, 1993).

Free cash flow is calculated using the following formula:

FCF = AKOP - PMP = NWC .....ooooiiiieeiereeine s (1)
Where:
FCF = Free Cash Flow
AKOP = Operating cash flow of the company.
PMP = The company's capital expenditure.
NWC = Net working capital

Investors may be looking to the purchase of shares is an indication that companies do not
have a good new project. However, if the company does not have a good investment opportunity,
then it should be cash available in large quantities redistributed to shareholders. However worthy to
be aware that after a stock repurchase, there is a concern that the company's risk increases so that a
decline in stock prices on the market. That is, the company can distribute income to shareholders by
buying back shares to the company that are outstanding. Price of the stock repurchase at equilibrium
can be calculated with the following formula:

(G2 N e (S 1) S 2
Where:
p* : The price of the stock repurchase equilibrium
S : Number of outstanding shares before the stock repurchase
N : Number of shares to be bought back by the company
Pc : The current stock price before the stock repurchase

If you had to choose between stock repurchase and dividend payments in cash, in perfect
market conditions, the market is not perfect, the investor may have a preference for one of two
alternatives to it. If the choice falls to the repurchase of shares, then there are three methods that can
be used, namely: (1). Shares purchased on the open market; (2). Companies making a formal offer to
buy the company's shares in an amount and a specified price; (3). The company bought back a
number of shares ones or several large shareholders.

As a result, there are two possibilities for shareholders and the company that is detrimental or
beneficial. From the aspect of profits for shareholders, repurchase stock consists of: (1). Stock
repurchase often seen as a positive sign for investors because the stock repurchase generally done if
the company feels that the stock is undervalued; (2). Stock repurchase reduces the number of shares
outstanding in the market, so that after the stock repurchase, there is the possibility of the stock price
rises. While aspects of loss for shareholders can be: (1). Companies buy back shares at a price too
high to the detriment of shareholders did not sell back its shares; (2). Repurchase stock profits in the
form of capital gains, whereas some investors like dividend.

On the economic situation, is volatile and uncertain management company in IDX more
likely to choose the policies below a certain order, such as: dividing the dividend in cash (DT), to buy
financial assets (FA), to buy the company's shares (TS), does the acquisition of another company (A);
or make investments to other sectors (Ol), which is a component of certain financial derivatives
(option), parked in the Fund (fixed income), or in the form of for ex.
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Based on the theoretical framework and trends above, then this research model is constructed
as follows:

Done when funds are available is
huge and there is a chance the

appropriate targets and objectives
targeted

Performed for investor-dependent cash
dividends or to raise the stock price so
the value of the company rose

Done to protect the
company's assets and
increase sources of

income

Acquisition of
Cash Dividends Companies

(CD) (A)

A substantial amount

Investments Into Other of free cash flow as

Fields Free Cash Flow cash inflows far

(10) < »| greater than cash
outflows

Purchase of To Brl:y Back
Financial Assets Shares
(FA) (TS)

/

Made if the company wants
additional revenue beyond the core
business or to  master the
management of other companies

Done to protect the company's
assets and the restructuring of
ownership

Figure(1): A Research Model

3. Results

In the uncertain economic conditions, almost every targets-free cash flow focused on the
division of dividend and the expansion of investment into the sector. The consideration, tried to be
not divert capital to other businesses, and they are confident that the company is still quite reliable
with their business expansion into other business fields. Here acquisitions became the second as a
result of market IDX and venture companies that have business links could doubt to make a profit
because of cost pressures remain in large enough quantities. Subsequent impact is the purchase of
financial assets, and the company's shares are considered less profitable because the company is
facing a difficult situation. Small profits, increased financial burden, and difficult to make long-term
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cooperation's for almost all companies are facing considerable problems pressing business; the fixed
costs are quite large and born regularly and sustainable.

Thus it can be stated that from the standpoint of management companies in IDX cash
dividend policy priority in uncertain economic circumstances. Another interesting point of this study
is that investment into other areas, and share purchases re-occupy the first choice in a bad economic
situation and uncertain. This trend can be believed by reason stock prices down, and many
companies are experiencing financial difficulties and thus potentially more illiquid.

As with the acquisition of which tend to occupy the first position in the normal state of
economy and is getting better as well as being the second choice in the bad economic situation and
uncertain. It seems that the acquisition does require substantial funding from the management
company that will acquire in a bad situation and increasingly uncertain of the acquired company.
Unlike the purchase of hard assets become the primary choice. It seems quite difficult for the
management of the issuer in IDX to be a broker that requires a lot of time and extra thought rigorous
and disciplined time. The above description requires further research in the economic situation of
other countries in which the strategy and decision making styles are slightly or completely different
with entrepreneurs in Indonesia, especially that go public in IDX.

3.1. Economic Situation Normal

In a relatively stable economic situation or normal management of the company is more
likely: the acquisition (30%) and then dividing the cash dividend (25%) or more shall infuse cash
into areas more promising. For example, in the financial derivatives sector (25%) such as options and
future's transactions (swap) in the form of interest rate swaps or commodity swaps. Firms in this
study, less. please share buyback (15%) or purchase-sale of shares and bonds (10%) in the IDX. If
ordered by the mapping of the trend, then the order is: 4 (A) = 30%, 1 (DT) = 25% and 5 (Ol) = 25%,
3 (TS) = 15%, and 2 (FA) = 10 % in the final selection. So the order is: 4 (A = 30%), 1 (DT = 25%)
and 5 (Ol = 25%), 3 (TS = 15%), and the last is 2 (FA = 10%).

Figure(2) : The Results of The Mapping 1: The Economic Situation is Normal
3.2. Improved Economic Situation

In the economic, situation is relatively improved; the management company is more likely to:
acquisitions 4 (A) = 30%, then actively invest in securities in IDX 2 (FA) = 25%, then followed by
investments into other areas (5 ( Ol) = 20%. However, interest dividends only 1 (DT) = 15% and buy
back stock only 3 (TS) = 10%. If ordered by the mapping of the trend, then the order is: 4 (A = 30%) ,
2 (FA =25%) and 5 (Ol = 20%), 1 (DT = 15%), and 3 (TS = 10%) in the final selection.
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Figure(3): The Results of the Mapping 2: The Economic Situation is Getting Better

3.3. Economy Worsens Situation

In the relative economic situation, worsening turns management companies in IDX more
likely: buying shares back 3 (TS) = 25% and investments into other sectors 5 (Ol) = 25%. This
activity was followed neatly by acquisition activities 4 (A) = 20% and active in the IDX. But less the
dividend distribution for his tendency to think only one (DT) = 10%. If ordered by the mapping of
the trend, then the order is: 3 (TS = 25%) and 5 (Ol = 25%) and 2 (FA = 20%) and 4 (A = 20%) and

1 (DT = 10%) in the final sequence.
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Figure(4): The Results of the Mapping 3: The Economic Situation is Worsening
3.4. Economic Situation Uncertain

In a situation of uncertain economic management of companies in IDX more likely to do:
dividend of 1 (DT) = 30% while actively investing in other sectors 5 (OI) = 30%, followed by the
acquisition of 4 (A) but less thinking of buying shares returns 3 (TS) = 10%, including playing in
IDX 2 (FA) = 10%. They are less please the purchase-sale of stocks and bonds in the IDX. If ordered
by the mapping of the trend, then the order is: 1 (DT = 30%) and (Ol = 30%), and 4 (A = 20%), and
the last is 2 (FA = 10%) and 3 (TS = 10%).
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Figure(5): Results of Mapping 4: The Economic Situation is Uncertain

If the sequence above tendency solidified and tabulated the end result looks like below.

ﬂ Global Journal of Economics and Business— Vol. 7, No. 1, 2019



Trends in Free Cash Flow Company of The Issuer Stock Exchange Frans Bararuallo & Fransiskus X Lara Aba

Table: Final Results and Ranking

Priority Target The Use Of Free Cash Flow

Economic 1 2 3 4 5 Information
Situation
Stable / Normal 4(A) 1(DT) & 5(0I) 3(TS) 2(FA)
The results are
Improved 4(A) 2(FA) 5(0l) 1(DT) | 3(TS) sorted in
priority order of
Worsens 3(TS) & 5(0I) 2(FA) & 4(A) 1(DT) allocating free
cash flow
Uncertain 1(DT) & 5(0I) 4(A) 2(FA) & 3(TS)

Note: Sorted and Tabulated According to The Results of Data Processing

Tabulation of the results in Table 1 above shows that aspects of company policy, especially
policies on the distribution of free cash flow, greatly depends upon the decision of the company
management meetings. As if all can be arranged as carried interest. But the results from this research
thrust a number of things that need to be studied more theoretically; among other things, the policy
of dividend distribution in cash just be the first choice in the economic situation uncertain, and
dividend is not relevant is more visible in the economic situation is improving or deteriorating since
economic situation. So even the act of buying back shares: less is best done in a normal economic
situation, getting better, or the uncertain economic situation but in the economic situation worsened.
Acquisition should be done in a normal economic situation and improved; investment into the
business field is more appropriate in a deteriorating economic situation and uncertain. As a result,
companies can lose money or profit. The advantages for companies are: (1). Avoid the dividend
increase; (2). Strategy disrupted the expropriation of businesses; (3). Approach tender offer and
negotiated basis. Companies may make a formal offer to buy the company's shares to an amount and
a specified price, including the number of shares bought back from one or a few large shareholders.

4, Discussion

Free cash flow (FCF) represents the excess of the cash required to fund all the projects that
have a Net Present Value (NPV) after deduction of dividends (Barclay and Smith, 2001). FCF could
theoretically be used to pay dividends, buy back shares, purchase of financial assets, or acquire
another company. However, the issuer's management in adding custom IDX, they allocate their free
cash flow into other sectors in the form of financial derivatives such as options, future's transactions,
in the form of parked in the Fund with fixed income (Bararuallo, 2012). However, in certain
situations the economic situation is stable, getting better, worse, or the uncertain economic situation
tends to allocate free cash flow to more promising option in the judgment?

5. Conclusions and Recommendations

Based on the results of above observations, the bad economic situation and increasingly
erratic to IDX in 2015, it can be concluded that the management of companies listed on IDX tended
to pay dividends and invested in other areas such as options, or in parking in the Fixed Income Fund
in uncertain economic situation; while the acquisition occupies the second option and the share
buyback and financial assets occupy the last option.

In a deteriorating economic situation, the management of companies listed on IDX priority to
the share buyback and investment into other business fields; while the acquisition and purchase of
financial assets are in the second prioritization. Payment of cash dividends be the last option. So the
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theory bird in the hand is not quite right in the deteriorating economic situation. The management
company listed on the IDX in 2015 is likely to make acquisitions in a normal economic situation and
getting better. However, the payments of cash dividends and investments into other business fields
are in the second preferential treatment in normal economic situation. The next option is the share
buyback and the last position by purchasing financial assets.

Different in the economic situation is getting better. Purchases of financial assets are in
prioritizing second, followed by investment in the business, and the payment of cash dividends in the
next selection. Precisely the share buyback is in the final selection. The reason is needed for
expansion because the funds provided quite a lot. Although looks like the above, but still advised to
make the same observations on the stock exchanges of other countries in similar economic situations.

References:

[1] Achim, M. V., Borlea, S. N., & Gaban, L. V., Failure Prediction From The Nvestors'view By Using
Financial Ratios, Lesson From Romania, E+ M Ekonomie A Management, 19(4)(2016), 117-133,
https://doi.org/10.15240/tul/001/2016-4-009

[2] Bararuallo. Frans, Sistem Dan Lembaga Keuangan: Depository Financial Institutions, Penerbit
Universitas Atma Jaya, Jakarta, (2012)

[3] Bararuallo. Frans, Nilai Perusahaan: Konsep, teori, dan aplikasi, Penerbit Universitas Atma Jaya, Jakarta,
(2011)

[4] Bararuallo. Frans, Efisiensi Pengelolaan Interest Rate Swap Bank-Bank Asing di Indonesia (Tesis S, di
Usakti, April 1997).

[5] Barclay. M, J. & Smith. C. W., The Capital Structure Puzzle : Another Look at the Evidences (in D. H.
Chew, edition). The New Corporate Finance Where Theory Meets Practice. New York : McGraw-Hill,
(2001),197 — 209.

[6] Bhatthacarya. S, Imperfect Information, Dividend Policy, and the Bird- in- the- hand Fallacy, Bell
Journal of Economics, 10(1)(1979), pp. 259 — 270, https://doi.org/10.2307/3003330

[7] Copeland. T. E & Weston. J. F., Financial Theory and Corporate Policy, 3" Edition. New York: Addison-
Wesley Publishing Company, (1988)

[8] Damodaran. Aswath., Damodaran on Valuation: Security Analysis forlnvestment and Corporate Finance,
New York : John Wiley & Sons, Inc, (1994)

[9] Denison. Dwight, & Myungsoon. Hur, Theory for an Optimal Capital Structure of Local Governments.
NYU Wagner Working Paper. No. 1005, Issued in May, (2002)

[10] Fama. Eugene & French. Kenneth, Taxes, Financing Decisions, and Firm Value. The Journal of Finance,
53(3), (1998), 819— 843, https://doi.org/10.1111/0022-1082.00036

[11] Fernandez. Pablo, Valuing Companies by Cash Flow Discounting: Ten Methods and Nine Theories,
Social Science Research Network, (2004)

[12] Jensen. Michael C, The Agency Costs of Free Cash Flow: Corporate Finance and Takeover, American
Economic Review, 76(2)(1986), 323 - 339.

[13] Marshall. John F & Kapner. Kenneth R., Understanding Swap, by John Wiley & Sons, Inc’, United
States of America, (1993)

91
. Global Journal of Economics and Business— Vol. 7, No. 1, 2019



Trends in Free Cash Flow Company of The Issuer Stock Exchange Frans Bararuallo & Fransiskus X Lara Aba

[14] Modigliani. F & Miller. M. H., The Cost of Capital Corporate Finance and the Theory of Investment,
American Economic Review, 48(1958), 261 — 297.

[15] Myers. S. C, Capital Structure Puzzle, Journal of Finance, 39(3)(1984), 575- 592,
https://doi.org/10.1111/j.1540-6261.1984.tb03646.x

[16] Ohlson. James A, Earnings, Book Values, and Dividend in Equity Valuation, Contemporary Accounting
Research, CAAA. 11(2)(1995), 661- 687, https://doi.org/10.1111/j.1911-3846.1995.th00461.x

[17] Park. Kwang Woo & Evans. ohn, Firm Value, Free Cash Flows and Financing Decision, Evidence rom
Japan, (2000)

[18] Redhead. Keith, Financial Derivatives: An Introduction to Futures, Forwards, Options, and Swaps,
Conventry University, New York, (1997)

[19] Simakova. J., & Stavarek. D., The effect of the exchange rate on industry-level trade flows in
Czechia, E+ M Ekonomie a Management, 18(4)(2015), 150-165, https://doi.org/10.15240/tul/001/2015-4-011

[20] Warfield. Kieso Weygandt, Intermediate Accounting, IFRS edition, 2(2011).

[21] Weston. J. Fred & Bringham. Eugene F., 10" edition. Essentials of Managerial Finance. New York : The
Dryden Press, (1993)

92
. Global Journal of Economics and Business— Vol. 7, No. 1, 2019



