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Abstract 
The company not only aims to seek profit, but also to maximize the prosperity of its shareholders by 
maximizing the value of the company. Within the company, there are three people who have different 
interests, namely, company owners, shareholders, and managers. When the company generates free 
cash flow, there will be differences in the interests of the parties who make the work contract and 
create a conflict that will cause the company to pay costs, which is called agency cost. The result of 
this difference in interest can also affect the company's financial performance because the company's 
finances are not going well. The purpose of this study was to determine the effect of free cash flow 
(FCF) on agency cost and financial performance in financial sector companies listed on the IDX in 
2015-2016. The type of research used in the research is Explanatory Research, with a population of 
83 companies listed on the Indonesian stock exchange in the financial sector in 2015-2016. The 
sampling technique used the purposive sampling method of as many as 61 companies listed on the 
Stock Exchange in the financial sector 2015-2016. The analytical tool used in this study is a simple 
regression test. Based on the results of the analysis, it is found that free cash flow (FCF) has a positive 
and significant effect on agency cost in financial sector companies listed on the IDX 2015-2016 of 
33.7% and free cash flow (FCF) has a positive and significant effect on performance. finance by 
34.0%. 
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1. Introduction  

The company not only has the objective of being profit-oriented, but is more about 

maximizing the prosperity of its shareholders by maximizing firm value. The company's goal 

in optimizing the company's value can be achieved by carrying out the functions of financial 

management. The welfare of the company can be seen from the company's performance (firm 

performance). The company's performance can be seen from the company's ability to generate 

profits in the use of resources. Profit can provide a positive signal about the prospects of the 

company in the future, because profit is a measurement of the company's performance. The 

measurement can be seen from the profit obtained from activities in utilizing resources in the 

form of company assets. 

Jensen and Meckling (1976) describe a company as a set of contracts between the owner 

of capital (principal) and the manager (agent). Each stakeholder has different interests, the 

owner has an interest in maximizing his wealth through dividend payments resulting from 

profitable investments. While management has an interest in the size and growth of the 

company, because the size and growth of the company will provide job security, promotion, 

and compensation for managers (Mardatilah, 2013). Managers are expected to manage the 

company in accordance with the main objective of the company, namely increasing company 

value through increasing the prosperity of the owners or shareholders (Bringham and 
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Houston, 2006). The existence of a conflict of interest due to different goals between owners 

and managers like that will create a problem known as agency problem (agency conflict). 

Agency problems are based on human nature that prioritizes self-interest (Eisenhard 1989, in 

Jogiyanto, 2007). 

The potential that managers will manage the company more for their own interests and 

not for the interests of the owners creates an incentive for shareholders to create various 

governance tools designed to monitor managers and ensure that the company will be managed 

in the best interests of the owners. Costs arising from a potential conflict of interest are known 

as agency costs (Jensen and Meckling, 1976). As in an agency relationship that can lead to 

agency conflict , a work contract is required, where this regulates the proportion of rights and 

obligations of each party, in this case emerges agency theory which has the function of 

designing appropriate work contracts to align the interests of both. both the principal and the 

agent are involved in resolving agency conflicts so as to minimize agency costs (Wang, 2010). 

On the one hand, the shareholder (principal) expects the agent to maximize firm value 

so that free cash flow can be distributed as dividends received by shareholders. But on the 

other hand, the management (agent) wants free cash flow to be used for business expansion, 

especially if the company has investment opportunity a high. The free cash flow size of the  

owned by the company is the main attraction for each stakeholder to be used in their respective 

interests. High free cash flow indicates a company is able to pay debts to creditors, pay 

dividends to investors, and the company can grow its business. Managers have a tendency to 

take advantage of free cash flow as an instrument to develop a business so that the company 

grows, while owners want a high share of dividends from the amount of free cash flow. White 

et al. (2003: 68) argue that the greater the free cash flow available in the company, the healthier 

the company will be because it has cash available for growth, debt payments, and dividends. 

Apart from affecting agency cost, free cash flow also affects the financial performance of 

a company. When a company has generated an excessive surplus (free cash flow) and 

management tends to misuse the existing free cash flow , which can lead to increased agency 

costs, inefficient allocation of resources, and wrong investments that result in decreased 

company performance. . Brush et al (2000) found that sales growth is most beneficial for 

companies that lack cash flow, but not necessarily for companies with free cash flow sufficient. 

Chung et al (2005) also found that excessive FCF may have a negative impact on firm 

profitability and stock valuation and thus increase agency costs. The findings of Wang (2010) 

that free cash flow has a significant positive effect on ROA and ROE. Among the six variables, 

namely agency costs, total asset turnover, operating expense ratios, and administrative costs 

ratios are statistically significant to operating performance, while R&D costs and volatility are 

not statistically significant to operating performance. Thus, if free cash flow a higher will 

decrease the company's operating performance, the total asset turnover and operating cost 

ratio will give rise to agency costs. 

Several previous studies have found empirical evidence for the hypothesis free cash flow 

on agency cost and financial performance. Chu (2011) found a positive relationship between 

free cash flow and agency cost. However, a different result was found by Wang (2010) who 

tested the effect of free cash flow on agency cost and financial performance in public companies 

listed on the Taiwan Stock Exchange. Wang (2010) uses several proxies for agency cost, namely 

asset turnover, operating ratio, administration ratio, research & development ratio, operating 
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income volatility, and net income volatility. The results of his research found that free cash flow 

had a negative effect on agency cost as proxied by operating ratio, administration ratio, and 

research & development ratio. However, Wang (2010) found different results when using asset 

turnover as a proxy for agency cost. He found that free cash flow has an effect on reducing asset 

turnover, which indicates an increase in agency cost. 

Piramita (2012) if a company has high free cash flow , the company tends to have a better 

performance than companies that have low free cash flow . According to Wang (2010), there is 

a significant positive relationship between free cash flow and financial performance. Wang 

(2010) uses return on assets (ROA) as a proxy for financial performance. ROA is a measure of 

a company's profitability, where the greater the ROA the greater the company's ability to 

generate profits for shareholders. 

Several previous studies have also found aeffect of free cash flow negative on financial 

performance. This can occur when large free cash flows are available but there are few 

profitable investment opportunities, which will allow management to abuse the free cash flow 

under the manager's authority to increase the size of the company through unnecessary 

investments or with a negative NPV. (overinvestment). Investing in a project with a negative 

NPV will not increase firm value because the company's profitability in the long run will be 

lower (Chung et al. 2005) and the sales growth performance will be lower in companies with 

free cash flow (Brush et al. 2000). Consistent results were also found by Richardson (2006) 

and Yuan and Jiang (2008) who found a positive relationship between free cash flow and 

overinvestment. However, in contrast to these findings, Wang (2010) found a significant 

positive relationship between free cash flow and financial performance and failed to support 

the hypothesis free cash flow from 

Jen- sen (1986). In his test, Wang (2010) uses return on assets (ROA) and return on 

equity (ROE) as proxies of financial performance. These results do not support the hypothesis 

free cash flow from Jensen (1986) and indicate that the presence of free cash flow in the 

company will increase investment opportunities that will generate more value for the 

company. This study uses one of the profitability ratios, namely ROA as an indicator of financial 

performance, because this variable shows a better performance measurement in several 

previous studies. Return On Assets (ROA) as a proxy for financial performance. Return On 

Assets illustrates how much the ability of the assets owned by the company to generate profits.. 

2. Method  

2.1. Research Design 

Type of research is Explanatory Research, which explains the relationship between the 

independent variable and the dependent variable through hypothesis testing. According to 

Sekaran (2006) hypothesis testing is a type of research that explains some of the relationships 

and influences between variables, understands the differences between groups, and the 

independence between variables in a situation. In testing the research hypothesis, two 

separate research models were used. The first research model is used to examine the H1 

hypothesis, namely that free cash flow has a positive effect on agency cost. Meanwhile, the 

second research model is used to examine the H2 hypothesis, namely free cash flow has a 

negative effect on financial performance. The research design can be seen in the following 

figure. 
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H1 agency 

   
free cash flow (FCF)   costH2financial performance 

2.2. Population and Sample 

The population is a collection of individuals. According Sekaran (2006, 121), 

population(population)refers to a whole group of people, events or things to researchers 

investigating. The population in this study were 83 companies listed on the Indonesian Stock 

Exchange in the financial sector. The(sample sample) is part of the population. Sekaran (2006, 

123) states that the sample consists of a number of members selected from the population. The 

sample used in this study are companies in the financial sector that have certain criteria. The 

sampling method used is purposive sampling,sampling namely is carried out based on the 

following criteria: (1) Financial sector companies listed on the Indonesia Stock Exchange in 

2015 and 2016. (2) The number of financial companies that have just IPOs over 2015. (3) 

Financial Companies that have incomplete data. 

Based on these criteria, the sample obtained is 61 companies. 

2.2.1. Research 

Instruments The research instrument is a tool used to obtain data. In this study, the 

authors used a questionnaire instrument in the form of an interview guide. In this case the 

writer uses general guidelines interview by making a outline and outline of the things that will 

be asked of the respondents in the interview process. The interview guide that is made contains 

questions that lead to the formulation of research problems. 

2.2.2. Data Collection Techniques 

Based on how to obtain data, this type of research data is secondary data. Data in the 

form of financial reports and company annual reports are obtained from the website the 

Indonesia Stock Exchange(http://www.idx.co.id/). The data used in this research is data time 

series. Furthermore in the data will be carried pemanelan golahan of data(pooled data)are 

combined Peng process data. It is said to be combined data because this data consists of several 

objects / sub- objects in several time periods. 

3. Result and Discussion  

3.1. The Effect of Free Cash Flow (FCF) on Asset Turnover (ACTO) 

The results showed that the FCF variable (X) had a positive and significant effect on the 

ACTO variable (Y), where if the FCF value was greater then the ACTO value would be greater, 

and the results The research also shows that the variable x is able to explain the variabley. The 

results show that the FCF has a positive influence on the ACTO, this indicates that there is an 

influence between corporate management that is implemented in company control so that it 

can increase ACTO, so that with a significant influence between FCF on ACTO, there is a 

relationship between holding shares and management. This influence can be shown by the data 
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in the results of this study from the company (Asuransi Dayin Mitra Tbk) which shows that in 

2015-2016 each has a higher free cash flow value followed by a higher asset turnover value. 

The results of the influence are also in accordance with agency theory, where the results 

of the positive and significant influence between the FCF and the ACTO are in accordance with 

the principles of agency theory which states that there is a working relationship between the 

party who gives the authority (principle), namely the owner or shareholder and the party 

receiving the authority ( agent) namely the manager, in the form of a cooperation contract 

(Elqorni, in Primasari, 2011). 

The results of this study are supported by research conducted by Yasa and Dewi (2016) 

with proxies for selling and general administrative and asset turnover, Piramita (2012) with 

proxies for asset turnover and administration ratio, Aprillya (2017) with proxies for ACTO 

(asset turnover) and OPEXR. (operating expense ratio). which states that free cash flow has a 

positive effect on agency cost. Where the higher the free cash flow, the higher the agency cost. 

However, this research contradicts Basuki's (2016) study where free cash flow has a significant 

and negative effect on agency cost which is proxied by asset turnover turnover, agency cost 

which is proxied by asset has a significant and negative effect on firm value and free cash flow. 

has a significant and positive effect on firm value through agency cost. 

3.2. The Effect of Free Cash Flow (FCF) on Return On Assets (ROA). 

The results showed that the variable FCF (X) is positive and significant, meaning that 

there is a positive effect of FCF on ROA, and the results also show that the variable x is able to 

explain the variable y. 

Based on the results of this study, the influence is in accordance with agency theory 

where there is a relationship between investors and management, with the influence of the 

company's FCF obtained by the company management can still control and do not take 

advantage of the benefits of the FCF so that it does not experience a decline in company 

performance. According to Arifin (2006: 7-8) agency theory is based on a contractual 

relationship between members in a company, where the principal and the agent are the main 

actors. The principal is the party who gives power or authority to the agent to act on behalf of 

the principal, while the agent is the party who is mandated by the principal to run the company. 

Thus, a good work contract between the principal and the agent is a work contract that explains 

what the manager must do in managing the invested funds and the profit sharing mechanism 

in the form of profits, returns and risks that have been agreed by both parties. This influence 

can be shown by the data in this study from the company (Bank Woori Saudara Indonesia) 

which shows that in 2015-2016 each has a higher free cash flow value, and is followed by a 

higher return on assets value. 

The results of this study are supported by research conducted by Piramita, 2012 which 

states that free cash flow has a positive effect on financial performance using proxies of return 

on assets (ROA) and return on equity (ROE). Where the higher the free cash flow, the higher 

the impact on financial performance. Brush et al (2000) found that sales growth was most 

beneficial for companies with a lack of cash flow, but not necessarily for companies with free 

cash flow sufficient. Chung et al (2005) also found that excessive FCF may have a negative 

impact on firm profitability and stock valuation and thus increase agency costs. The findings of 

Wang (2010) that free cash flow has a significant positive effect on ROA and ROE. This 
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contradicts the theory put forward by Freud et al. (2006) stated that there was a negative 

relationship between free cash flow and operating performance. Brush et al. (2000) also stated 

that an increase in free cash flow will reduce the sales growth performance, which is proxied 

by ROA. So in this case the manager is able to manage free cash flow well. So that it does not 

cause harm to the company. 

4. Conclusion  

Based on the results and discussion obtained in this study are as follows: (1) Free cash 

flow (FCF) has a positive and significant effect on agency cost in financial sector companies 

listed on the IDX 2015-2016. This means that if a company in the financial sector has free cash 

flow a large, then the agency cost (asset turnover) of the company will also increase. (2) Free 

cash flow (FCF) has a positive and significant effect on financial performance in financial sector 

companies listed on the IDX 2015-2016. This means that if a company in the financial sector 

has free cash flow a large, then its financial performance (return on assets) will increase. 

The suggestions for further research are: (1) The next researcher can use more than 1 

variable which can affect the y variable. (2) Perform tests using proxies for agency costs 

different such as income volatility, operating income volatility, and research and development 

expense ratio. 
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