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Abstract: This study examines the mediating role of investment efficiency in the relationship between 
financial performance, business risk, institutional ownership, and board diversity on firm value in 
Indonesia. Grounded in agency and signaling theories, the study employs a dual-theoretical framework 
to analyze how internal governance mechanisms affect market valuation. Using panel data from 711 
firm-year observations of non-financial firms listed on the Indonesia Stock Exchange (2016–2019), the 
analysis is conducted using PLS-SEM. Contrary to expectations, financial performance and investment 
efficiency significantly and negatively affect firm value, suggesting that conservative financial behavior 
may signal limited growth prospects. Business risk also has a negative impact on firm value but shows a 
significant partial mediation through investment efficiency. Institutional ownership positively influences 
investment efficiency but does not directly affect firm value. Board diversity negatively correlates with 
firm value and has no significant impact on investment efficiency. The findings highlight a disconnect 
between internal governance and market perception, particularly in emerging markets where 
speculative growth expectations may overshadow governance signals. This study contributes to the 
literature by revealing the context-dependent nature of agency mechanisms and signaling effects and 
emphasizes the importance of aligning internal strategies with external communication to reduce 
perceptual gaps. 

Keywords: Agency theory, Board diversity, Business risk, Emerging markets, Firm value, Indonesia, Institutional ownership, 
Investment efficiency, Signaling theory. 

 
1. Introduction  

Firm value plays a central role in modern corporate finance as it encapsulates the market’s 
expectations regarding a company's long-term performance, risk management, and governance quality  
[1, 2]. In broad terms, firm value represents the overall worth of a company as perceived by investors, 
and is often equated with the market value of the firm’s equity, or stock price. It serves as an important 
indicator of how effectively a firm utilizes its resources to generate future economic benefits. In 
empirical research, firm value is commonly measured using market-based ratios, including the price-to-
earnings (P/E) ratio, which indicates how much investors are willing to pay for one unit of the 
company’s earnings. A higher P/E ratio typically reflects favorable investor sentiment and expectations 
of growth, whereas a lower ratio may signal doubts about future performance or higher perceived risk 
[3, 4]. Particularly in emerging markets like Indonesia where ownership is often concentrated and 
investor protection remains limited, firm value becomes not only a measure of intrinsic firm strength 
but also a reflection of how the market interprets internal corporate actions. 

In the case of Indonesia, data from a sample of non-financial firms listed on the IDX show a gradual 
increase in average P/E ratio from 31.96 in 2016 to 37.01 in 2019, with a slight dip in 2018 as shown in 
Table 1. While the finansial performance measured by current rasio shows declined trend during 2016 

https://orcid.org/0000-0003-2877-449X
mailto:aryabayuwicaksana@gmail.com
mailto:gidabagus@unud.ac.id
mailto:lg_artini@unud.ac.id
mailto:candraningrat@unud.ac.id
https://orcid.org/0000-0001-6089-6935
https://orcid.org/0000-0003-1246-8113
https://orcid.org/0000-0002-2580-1926


212 

 

 

Edelweiss Applied Science and Technology 
ISSN: 2576-8484   

Vol. 9, No. 8: 211-230, 2025 
DOI: 10.55214/2576-8484.v9i8.9256 
© 2025 by the authors; licensee Learning Gate 

 

until 2019 as shown in Table 2. Understanding the drivers behind these valuation patterns is crucial for 
improving corporate governance and signaling mechanisms in emerging markets. The observed 
increase in average P/E ratios over the study period suggests evolving investor expectations, possibly 
driven by improved governance structures. This trend underscores the relevance of agency and 
signaling theories in understanding valuation dynamics 

 

 
Figure 1.  
Average P/E ratio of sampled non-financial firms listed on IDX (2016–2019). 

 

 
Figure 2.  
Average Current ratio of sampled non-financial firms listed on IDX (2016–2019). 

 
This study adopts a layered theoretical framework to better understand the drivers of firm value. 

The first layer draws on agency theory, which explains how internal governance mechanisms work to 
align managerial behavior with shareholder interests. When managers act as faithful agents, they are 
expected to produce strong financial performance, manage risk prudently, maintain credible 
institutional ownership, and promote diversity in board composition. These elements are not just 
structural but they represent managerial effort to resolve agency conflicts and optimize firm-level 
decision-making. 

Empirical research has provided mixed but generally supportive evidence regarding the influence of 
these agency-related variables on firm value. Several studies have demonstrated a positive and 
significant relationship between financial performance typically measured by return on assets (ROA) or 
return on equity (ROE) and firm value, indicating that profitability enhances investor confidence and 
valuation [5-7]. In contrast, business risk has been found to negatively impact firm value, as higher 
volatility in earnings or operations increases uncertainty and discourages investment [8-10]. Some 
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studies have shown that business risk positively affecting firm value, since managers that aware of the 
volatility in earning thus chose investment selectively hence enhacing firm value [11, 12]. Regarding 
institutional ownership, its monitoring role is generally viewed as enhancing firm value by mitigating 
agency problems and increasing market trust [13, 14]. However, some studies have noted that 
excessively concentrated institutional holdings may also lead to entrenchment or passive monitoring, 
thus weakening its positive effect [15, 16]. Similarly, board diversity, particularly in terms of gender 
and expertise, has been associated with better decision-making quality and improved firm performance, 
which in turn leads to higher firm value [17, 18]. Nonetheless, the effectiveness of board diversity may 
depend on contextual factors such as industry type, regulatory environment, and organizational culture. 

Yet, managerial effort alone does not guarantee enhanced valuation. The second theoretical layer, 
signaling theory emphasizes how these managerial actions are perceived by external stakeholders. In 
markets characterized by information asymmetry, such as Indonesia, investors rely heavily on 
observable indicators to form judgments. Strong profitability, low risk exposure, institutional 
monitoring, and inclusive governance become credible signals of underlying firm quality [19, 20]. The 
way these signals are interpreted ultimately shapes how much value the market assigns to the firm. 

While agency theory focuses on aligning managerial behavior with shareholder interests through 
governance mechanisms, these internal efforts only translate into firm value when they are effectively 
perceived and interpreted by the market. This highlights the role of signaling theory, which addresses 
how firms communicate unobservable qualities to external stakeholders in environments characterized 
by information asymmetry [21-23]. In emerging markets such as Indonesia, where public disclosures 
are often limited and investor skepticism is prevalent, observable indicators such as strong financial 
performance, low risk exposure, active institutional ownership, and diverse boards act as signals of 
managerial competence and firm quality [24, 25].  

Empirical studies support the signaling effect of these variables. For instance, signaling through 
strong profitability has been shown to positively influence market valuation in firms operating under 
high information asymmetry [26]. Institutional ownership has also been found to function as a quality 
signal, with higher ownership levels associated with increased investor trust and firm value, especially 
in developing markets [27]. Moreover, board diversity particularly gender and expertise has been 
empirically shown to enhance firm credibility and signal innovation and inclusivity, both of which are 
positively valued by the market [28]. However, these signals are not always interpreted uniformly 
across firms and industries. Their effectiveness may be contingent on contextual factors such as 
disclosure regimes, media coverage, investor sophistication, and cultural norms. Thus, firm value 
becomes not only a function of what managers do, but also how clearly and credibly those actions are 
communicated and received by the market. 

Although internal governance variables and signaling mechanisms have been shown to influence 
firm value, these relationships are not always direct or immediate. One key channel through which 
managerial actions can impact valuation is investment efficiency the firm’s ability to allocate capital to 
projects with positive net present value and avoid both under- and over-investment. From an agency 
perspective, inefficient investment often reflects unresolved conflicts of interest, such as managerial 
empire-building or excessive risk aversion [29]. From a signaling perspective, efficient investment 
behavior reinforces the credibility of the firm’s strategic direction, serving as a signal of competent 
management and long-term viability. Recent studies suggest that investment efficiency mediates the 
relationship between governance mechanisms and firm value [30, 31]. However, the mediating role of 
investment efficiency remains underexplored in emerging market settings, particularly in relation to 
how investors interpret it as a signal of quality.  To date, few studies have simultaneously examined the 
mediating role of investment efficiency within an agency-signaling framework, especially using panel 
data from Indonesia or comparable emerging economies. This study proposes that investment efficiency 
serves as a bridging mechanism, translating internal managerial quality into external investor 
valuation. By investigating this mediating effect, the research offers a more complete understanding of 
how firm value is shaped in environments characterized by agency conflicts and information asymmetry. 
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Accordingly, this study aims to examine the direct and indirect effects of financial performance, 
business risk, institutional ownership, and board diversity on firm value, with investment efficiency as a 
mediating variable. By integrating agency and signaling theories within the context of non-financial 
firms listed on the Indonesia Stock Exchange (IDX) from 2016 to 2019, this research addresses the 
theoretical and empirical gap concerning how internal managerial actions are translated into firm 
valuation. The study contributes to the literature by: (1) providing empirical validation for the 
mediating role of investment efficiency in value creation, (2) advancing a dual-theory framework that 
connects internal governance with external market interpretation, and (3) offering region-specific 
insights for corporate governance reform and policy development in emerging capital markets. 
 

2. Literature Review and Hypothesis Development 
2.1. Firm Value 

Firm value represents the market's assessment of a company's ability to generate future earnings 
and sustain long-term growth. It serves as a fundamental indicator in corporate finance, reflecting the 
effectiveness of managerial decisions, operational efficiency, and the firm's overall financial health [32]. 
A higher firm value typically signifies strong investor confidence and is often associated with superior 
corporate governance and strategic management practices [33]. 

In empirical research, firm value is commonly measured using market-based indicators such as the 
Price-to-Earnings (P/E) ratio, Price-to-Book Value (PBV), and Tobin's Q. Among these, the P/E ratio 
is widely utilized due to its simplicity and direct relation to investor sentiment. It is calculated by 
dividing the market price per share by the earnings per share (EPS), providing insight into how much 
investors are willing to pay for each unit of earnings. A higher P/E ratio often reflects optimism about a 
company's future prospects, while a lower ratio may indicate concerns over earnings stability or growth 
potential. 

The P/E ratio is not only a tool for valuation but also serves as a signal to the market regarding a 
firm's performance and expectations. It encapsulates various factors, including profitability, risk, and 
growth opportunities, making it a comprehensive measure of firm value. However, it's important to note 
that the P/E ratio should be interpreted within the context of industry norms and economic conditions, 
as it can be influenced by external factors beyond a firm's control. 

In the context of emerging markets like Indonesia, where information asymmetry and concentrated 
ownership structures are prevalent, the P/E ratio becomes even more significant [34, 35]. It reflects 
not only the firm's financial performance but also the market's perception of its governance quality and 
risk management practices.  

Given the multifaceted nature of firm value and its implications for stakeholders, it is crucial to 
explore the determinants that influence it. This includes examining internal factors such as financial 
performance, business risk, institutional ownership, and board diversity, as well as how these elements 
interact with investment efficiency to impact overall firm valuation. 
 
2.2. Financial Performance and firm Value 

Financial performance is a central indicator of a firm's operational success and managerial 
effectiveness. It reflects the extent to which a company utilizes its resources to generate earnings, 
maintain liquidity, and sustain operational cash flow. Within the framework of agency theory, strong 
financial performance indicates that managers are fulfilling their fiduciary responsibilities by 
maximizing shareholder wealth and reducing inefficiencies [36]. Good financial performance serves as 
evidence that managers are acting in line with the interests of shareholders, which fosters investor trust 
and leads to enhanced firm value. 

From a signaling theory perspective, financial performance also serves as a credible signal to 
external stakeholders. In environments with high information asymmetry such as Indonesia, investors 
rely heavily on observable financial indicators as proxies for internal quality. High and consistent 
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financial outcomes are interpreted as signs of effective leadership, operational efficiency, and long-term 
sustainability [26].  

In this study, financial performance is modeled as a formative construct, represented by three 
indicators: Current Ratio (CR) to reflect liquidity; Return on Assets (ROA) to capture profitability; and 
Operating Cash Flow (OCF) to assess the firm’s ability to generate cash from core operations. These 
indicators collectively represent the firm’s financial health and are commonly used in both academic 
research and practical investment analysis. 

Empirical evidence consistently supports the positive influence of financial performance on firm 

value. Avdalovic and Milenković [37] found that ROA had a significant positive effect on stock prices in 
the Belgrade Stock Exchange, while Pudji [38] demonstrated that P/E, net profit margin, and earnings 
per share had significant positive effects on firm value in LQ45 firms listed in Indonesia. These studies 
reinforce the argument that profitability and financial soundness are key drivers of valuation across 
diverse market settings. 

Further, Du, et al. [39] argue that higher liquidity leads to improved investor perception and 
increased firm value. Ni, et al. [40] emphasize that cash flow is a better predictor of future performance 
than earnings, making it a critical determinant of firm value. Husna and Satria [41] add that higher 
profitability not only signals efficient management but also results in higher stock prices, which in turn 
enhances firm value. 

H1: Financial performance positively affects firm value. 
 
2.3. Business Risk and Firm Value  

Business risk refers to the uncertainty inherent in a firm’s operating activities, particularly its ability 
to generate stable and predictable operating income in the future. It originates from factors such as 
revenue volatility, high fixed operating costs, and sensitivity to market fluctuations. Unlike financial 
risk, which arises from a firm’s capital structure, business risk stems directly from core business 
operations. When operating leverage is high, even small declines in sales can lead to significant 
reductions in pre-tax profits [42].  As such, business risk reflects the firm’s exposure to performance 
shocks and operational inflexibility. 

Within the framework of agency theory, business risk can be viewed as a consequence of managerial 
decisions that may not always align with shareholder interests. Excessive risk-taking or risk aversion 
can both lead to suboptimal outcomes if managers act to protect their positions rather than maximize 
firm value. From a signaling theory perspective, business risk also serves as a signal to the market: firms 
that effectively disclose and manage their operational risk send a message of transparency and control, 
whereas poorly managed or hidden risks may deter investors [43]. 

In this study, business risk is measured using the Degree of Operating Leverage (DOL), which 
captures the sensitivity of a firm’s operating income to changes in sales. A higher DOL indicates greater 
earnings volatility resulting from a higher proportion of fixed operating costs. Firms with high DOL 
are considered more exposed to operational risk, as a small decline in sales can disproportionately 
reduce earnings before interest and taxes (EBIT). Therefore, DOL serves as a forward-looking indicator 
of risk stemming from cost structure and revenue stability. 

Empirical findings on the relationship between business risk and firm value are mixed. On the one 
hand, Efni [44] found a positive effect of risk on firm value in the Indonesian property and real estate 
sector, suggesting that investors may view moderate risk as a sign of strategic aggressiveness. On the 
other hand, Wiagustini and Pertamawati [45] reported that the standard deviation of EBIT, another 
proxy for risk, negatively affects firm value as measured by the P/E ratio.  

These inconsistent findings underscore the need for further examination, particularly in emerging 
markets where investor behavior and governance structures vary. Drawing on the perspective of Kahl, 
et al. [46] this study adopts the view that firms with high operating risk are more likely to engage in 
cautious financial and operational planning to mitigate earnings volatility. Managers in such firms tend 
to exercise prudence in capital expenditure, cash retention, and financing decisions, which can increase 
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investor confidence. Accordingly, a higher DOL may reflect disciplined managerial behavior and 
operational scalability, thus contributing positively to firm value in specific market contexts. 

H2: Business risk positively affects firm value. 
 
2.4. Institutional Ownership and Firm Value 

Institutional ownership refers to the proportion of a company's equity held by institutional investors 
such as pension funds, banks, insurance companies, and mutual funds. Within the agency theory 
framework, institutional investors are considered to play a vital role in monitoring managerial actions 
and reducing agency costs [47]. When institutions hold a significant portion of shares, they are 
assumed to have both the incentive and the capacity to supervise managerial behavior more effectively 
than dispersed individual shareholders. The separation between ownership and control, when 
accompanied by strong institutional oversight, is expected to align managerial decisions with 
shareholder interests and thus enhance firm value. 

Some scholars argue that concentrated ownership such as institutional blockholders can reduce 
agency costs by curbing managerial opportunism [48]. However, other scholars caution that 
concentrated ownership can create a second type of agency problem, where dominant shareholders 
expropriate value at the expense of minority shareholders [49]. This duality makes the impact of 
institutional ownership on firm value context-dependent. 

The literature reveals four competing views regarding the relationship between institutional 
ownership and firm value: (1) Active monitoring hypothesis suggests that institutional investors serve 
as effective monitors, positively influencing firm performance and value [50]; (2) Passive monitoring 
hypothesis posits that some institutions are reluctant to intervene in management affairs, thus 
weakening their governance role [51]; (3) Exploitation hypothesis indicates that institutional investors 
may collude with management or act in self-interest, harming minority shareholders [52]; (4) A 
nonlinear or inverted U-shaped relationship has also been proposed, suggesting that institutional 
ownership initially improves firm value up to a point, after which it begins to decline due to 
entrenchment or over-concentration [53]. 

Despite these divergent findings, the active monitoring hypothesis remains dominant in emerging 
market contexts where external governance mechanisms are weaker. In this study, institutional 
ownership is operationalized as institutional holdings exceeding 20% of total equity consistent with 
thresholds used in prior studies to define blockholder influence. It is hypothesized that higher 
institutional ownership improves firm value by strengthening oversight, mitigating agency problems, 
and enhancing decision quality. 

H3: Institutional ownership positively affects firm value. 
 
2.5. Board Diversity and Firm Value 

Board diversity refers to the variety of demographic and professional attributes among members of 
a company’s board of directors and commissioners. Within the framework of agency theory, diversity 
plays a critical role in enhancing board effectiveness by providing broader perspectives and reducing the 
risk of groupthink. The separation of ownership and control, as highlighted by Fama and Jensen [47] 
underscores the importance of board structure in monitoring managerial actions. A heterogeneous 
board composition is believed to strengthen oversight and offer a richer mix of experiences, ideas, and 
business knowledge in strategic decision-making [54]. 

Board diversity may also function as a signal to investors regarding the firm’s commitment to 
inclusive governance and accountability. A diverse board can project a positive image and convey 
adherence to good corporate governance practices, which may enhance market trust and, ultimately, 
firm value [55, 56]. In the Indonesian context, where the two-tier board system is applied, board 
diversity in this study is defined as a composite of diversity across both the board of commissioners and 
board of directors. 
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This study measures board diversity as the average composite score of multiple diversity 
dimensions, including gender, nationality, age, educational background, tenure, and the presence of 
independent members, consistent with the approach taken by Ozdemir [57]. 

Empirical findings regarding the effect of board diversity on firm value are mixed. Darmadi [55] 
found that gender diversity was negatively related to firm performance, while age diversity had a 
positive impact and nationality diversity had no significant effect. Hassan and Marimuthu [58] studying 
Malaysian firms, reported similar results: age diversity improved firm value (measured by ROA, ROE, 
and Tobin’s Q), whereas gender and nationality diversity did not. In Spain, Fernández-Temprano and 
Tejerina-Gaite [56] found that age diversity was positively associated with firm value among both 
insider and outsider directors, while educational background diversity had a negative impact and gender 
diversity remained insignificant. 

Further, Rashid [50] showed that board characteristics (e.g., size and independence) significantly 
mediated the relationship between ownership structure and firm performance, especially in the context 
of foreign ownership. Meanwhile, Ozdemir [57] highlighted that board diversity positively influenced 
firm performance in U.S. tourism firms, and that this effect was stronger when institutional ownership 
was low suggesting a complementary role between ownership structure and board composition. 

Although previous studies report varied results, most suggest that certain forms of diversity 
particularly age, experience, and independence can enhance board function and signal governance 
quality. Therefore, this study hypothesizes a positive relationship between board diversity and firm 
value. 
 
2.6. Investment Efficiency and Firm Value  

Investment efficiency refers to a firm’s ability to allocate capital to value-enhancing projects while 
avoiding both overinvestment and underinvestment. Within the framework of agency theory, inefficient 
investment may result from managerial self-interest, such as empire-building or excessive caution, 
especially when incentives are misaligned with shareholder value [59]. Efficient investment decisions 
are those that reflect discipline, strategic foresight, and proper resource allocation which help minimize 
agency costs. 

From the perspective of signaling theory, investment efficiency serves as an external signal of 
managerial competence. In markets with high information asymmetry, investors interpret efficient 
investment behavior as an indication of sound governance and financial discipline. This perception can 
enhance investor confidence and ultimately increase firm value [31]. 

In this study, investment efficiency is measured using the model developed by Biddle, et al. [31] 
which estimates expected investment based on firm fundamentals such as growth opportunities, size, 
and profitability. The absolute deviation between actual and expected investment reflects inefficiency 
whether over- or under-investment. A smaller deviation indicates greater efficiency in capital allocation. 

Empirical studies support the positive association between investment efficiency and firm value. 
Soumaya [60] examined investment decisions in French firms and found that both internal and external 
growth-related investments positively affect shareholder value. Moreover, cash flow and debt were 
found to be positively related to firm value, consistent with the Pecking Order Theory, where firms 
prioritize internal funds over external equity when making investment decisions. 

In the Indonesian context, Efni [44] used four proxies for investment decisions, market-to-book 
ratio, capital expenditure to book value of assets, current assets to total assets, and market-to-book 
value of equity and found consistent positive effects on firm value measured by both Tobin’s Q and 
Price-to-Earnings Ratio. 

These findings suggest that firms capable of making disciplined and efficient investment decisions, 
particularly in environments with constrained information flow are likely to be rewarded with higher 
valuation by the market. 

H5: Investment efficiency positively affects firm value. 
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2.7. The Mediating Role of Investment Efficiency 
While prior studies have largely examined the direct effects of governance-related variables on firm 

value, recent research highlights the importance of investment efficiency as a mediating mechanism. 
Within the framework of agency theory, efficient investment serves as evidence of managerial discipline 
and alignment with shareholder interests, while from a signaling perspective, it conveys to the market 
that a firm is strategically competent in allocating resources. By functioning as an intermediary channel, 
investment efficiency may help explain how internal firm characteristics are translated into external 
market valuation. 
 
2.7.1. Financial Performance, Investment Efficiency, and Firm Value 

Strong financial performance provides firms with greater internal resources, particularly in the form 
of retained earnings and operational cash flow. This financial flexibility enhances the firm’s ability to 
invest in positive-NPV projects without relying on external financing, thus reducing underinvestment 
risk. According to the Pecking Order Theory, firms with better internal cash flows are more likely to 
fund investments internally—leading to more timely and potentially more efficient capital allocation 
[61]. 

From an agency theory perspective, when managers are able to deliver strong financial results, they 
are incentivized and better equipped to make efficient investment decisions that benefit shareholders. 
Additionally, efficient firms tend to have clearer financial reporting and greater internal accountability, 
which help mitigate the risk of value-destroying investments [31]. 

Empirical studies reinforce this view. Soumaya [60] found that in French firms, internal cash flow 
significantly influenced investment decisions and had a positive impact on firm value. Likewise, Efni 
[44] demonstrated that cash flow and profitability are positively related to firm value through 
investment choices. These findings suggest that financial performance enables and enhances investment 
efficiency, which in turn improves firm valuation. 
Accordingly, the following hypotheses are proposed: 

H6: Financial performance positively affects investment efficiency. 
H7: Investment efficiency mediates the relationship between financial performance and firm value. 

 
2.7.2. Business Risk, Investment Efficiency, and Firm Value 

Business risk particularly when arising from high operating leverage can influence managerial 
decision-making related to investment. Firms that recognize their exposure to volatile earnings often 
respond by exercising greater caution in investment planning. According to Kahl, et al. [46] companies 
with high operational risk tend to adopt more conservative financial policies and carefully select 
investment projects to ensure they can withstand potential revenue fluctuations. 

From the agency theory perspective, this behavior may represent an effort by managers to reduce 
risk of value destruction and align more closely with shareholder interests. Rather than deterring 
investment, elevated business risk when acknowledged and managed may encourage more deliberate 
and efficient capital allocation to mitigate exposure. In turn, this efficiency can Although business risk is 
typically seen as detrimental, firms that actively respond to risk by enhancing investment efficiency may 
benefit in terms of valuation. This mediating role has been observed in studies such as Efni [44] who 
found that risk-related behavior influenced firm value indirectly through investment decisions. 

H8: Business risk positively affects investment efficiency. 
H9: Investment efficiency mediates the relationship between business risk and firm value. 

 
2.7.3. Institutional Ownership, Investment Efficiency, and Firm Value 

Institutional investors often possess the expertise and influence necessary to discipline management 
and improve strategic decision-making. According to agency theory, the presence of institutional 
ownership introduces a powerful monitoring mechanism that can deter inefficient investments and 
promote greater financial discipline [47]. 
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Institutions with a significant ownership stake are likely to demand clearer investment justifications 
and stronger expected returns. Their influence may reduce managerial opportunism in capital 
budgeting decisions, thus fostering more efficient investment behavior. This in turn may contribute to 
increased firm value by ensuring that capital is allocated to projects with greater potential for value 
creation. 

Empirical research supports this notion. Rashid [50] found that institutional ownership is 
associated with stronger governance and enhanced investment quality. Their presence may improve 
resource allocation and long-term planning, especially in environments with weak external governance. 

H10: Institutional ownership positively affects investment efficiency. 
H11: Investment efficiency mediates the relationship between institutional ownership and firm value. 

 
2.7.4. Board Diversity, Investment Efficiency, and Firm Value 

Board diversity introduces a range of perspectives, experiences, and analytical approaches that can 
enrich the firm’s strategic decisions, including investment choices. Diverse boards are more likely to 
challenge management assumptions, evaluate investment proposals more rigorously, and consider 
broader risk and opportunity factors. These qualities are particularly important in complex capital 
allocation decisions. 

From an agency perspective, diversity improves board effectiveness in its monitoring function, 
thereby reducing the likelihood of over- or underinvestment. From a signaling perspective, diverse 
boards may also signal stronger governance and thoughtful decision-making to the market enhancing 
investor confidence in the firm’s investment efficiency and its value. 

Several studies support this pathway. Ozdemir [57] showed that board diversity improves firm 
performance and that this effect is partially mediated by internal decision quality, including investment 
efficiency. Fernández-Temprano and Tejerina-Gaite [56] also suggest that diversity enhances the 
board’s ability to guide and monitor long-term financial decisions. 

H12: Board diversity positively affects investment efficiency. 
H13: Investment efficiency mediates the relationship between board diversity and firm value. 
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Figure 3.  
Research Model. 

 

3. Research Methodology 
3.1. Research Design 

This study adopts a positivist paradigm with a quantitative approach aimed at examining the 
mediating role of investment efficiency in the relationship between financial performance, business risk, 
institutional ownership, and board diversity on firm value in Indonesia. The object of analysis consists 
of all non-financial companies listed on the Indonesia Stock Exchange (IDX) during the period of 2016 
to 2019. The study utilizes audited financial statements and annual reports, obtained through the official 
website of the IDX. All data were analyzed using WarpPLS version 7.00, employing the Partial Least 
Squares Structural Equation Modeling (PLS-SEM) technique. 
 
3.2. Population and Sample 

The population for this study includes all non-financial firms listed on the IDX from 2016 to 2019, 
amounting to 2,014 firm-year observations. To ensure data relevance and consistency, the year 2020 
was excluded due to the abnormal market conditions caused by the COVID-19 pandemic. The year 2016 
was chosen as the starting point, as it marked the implementation of OJK Regulation No. 
21/POJK.04/2015 on Good Corporate Governance for Public Companies. 

A purposive sampling technique was employed to select firms based on four main criteria as shown 
in Table 1.  
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Table 1.  
Purposive Sampling Criteria and Sample Size. 

Criteria 2016 2017 2018 2019 Total Observation 

Non-Financial Firms  440 474 525 575 2014 
Institutional ownership under 20 Percent (160) (160) (158) (150) (628) 

Does not disclose board diversity information (55) (50) (35) (29) (169) 
Using Reporting currency other than IDR (46) (48) (50) (48) (192) 

Reporting loss on the year of observation (53) (63) (68) (130) (314) 
Final Sample  126 153 214 218 711 

 
After applying these criteria, a final sample of 711 firm-year observations was obtained. Exclusions 

were made due to lack of institutional ownership above the required threshold (628 observations), 
missing board information (169 observations), use of foreign currencies (192 observations), and 
reporting of losses (314 observations).  

 
3.3. Variable Measurement 

The study involves one endogenous variable (firm value), four exogenous variables (financial 
performance, business risk, institutional ownership, and board diversity), and one mediating variable 
(investment efficiency). 

Firm value is measured using the Price-to-Earnings Ratio, calculated by dividing the market price 
per share by the company’s earnings per share. Financial performance is treated as a latent construct 
and measured using three indicators: current ratio, return on assets (ROA), and operating cash flow 
(OCF). Business risk is represented by the Degree of Operating Leverage (DOL), calculated as the 
percentage change in EBIT relative to the percentage change in sales. Institutional ownership refers to 
the percentage of shares held by financial institutions exceeding 20% of total shares outstanding. Board 
diversity is assessed using a composite index that includes diversity in gender, nationality, age, 
educational background, tenure, and the presence of independent directors and commissioners. 

Investment efficiency is calculated following the model developed by Biddle, et al. [31] where the 
deviation of actual investment from expected investment (based on sales growth) indicates over- or 
under-investment. The absolute value of this residual, multiplied by -1, represents the firm’s investment 
efficiency: the smaller the deviation, the more efficient the investment. 
3.4. Analytical Technique 

The study applies Structural Equation Modeling using Partial Least Squares (PLS-SEM) with 
WarpPLS version 7. This method is appropriate for handling latent variables with formative indicators, 
does not require normally distributed data, and is suitable for small to medium-sized samples. The 
analysis includes both the measurement model (outer model) and the structural model (inner model). 
Goodness-of-fit indices such as APC, ARS, AVIF, and GoF were used to evaluate model performance. 

The hypotheses were tested using bootstrapping techniques, focusing on the significance of both 
direct and indirect effects. The mediation analysis distinguishes between full mediation (where the direct 
effect is insignificant but the indirect effect is significant) and partial mediation (where both direct and 
indirect effects are significant). Partial mediation is further categorized as complementary (same 
direction) or competitive (opposite direction), following the classification proposed by Hair, et al. [62]. 

To assess the robustness of the model, additional tests were conducted by introducing firm size (log 
of total assets) as a control variable. 
 

4. Results 
4.1. Descriptive Statistics 

Descriptive analysis was conducted on 627 firm-year observations after the removal of outliers from 
the initial 711 data points. The sample covers non-financial firms listed on the Indonesia Stock 
Exchange (IDX) from 2016 to 2019. Table 2 summarizes the statistical properties of all study variables. 
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Table 2.  
Descriptive statistic. 

  N Minimum Maximum Mean Std. Deviation 

CR 627 0.2825 9.6215 2.299952 1.7832788 
ROA 627 0.0003 1.0527 0.106787 0.1053030 

CFOP 627 -0.2331 0.5488 0.074951 0.0972569 
DOL 627 -6.7091 7.4660 0.429773 1.5146433 

Instown 627 0.2074 0.9999 0.561999 0.1934683 
Bodiv 627 0.0000 1.0000 0.392003 0.2030691 

Abs Efin 2 627 -23.3475 -0.0229 -4.222054 5.1151095 
PER 627 10.25 97.05 30.9440 12.00732 

Valid N (listwise) 627     

 
The average P/E ratio (PER) as a proxy for firm value was 30.94, with a standard deviation of 

12.01, ranging from a minimum of 10.25 to a maximum of 97.05. Financial performance, measured 
through Return on Assets (ROA), Operating Cash Flow (CFOP), and Current Ratio (CR), recorded an 
average ROA of 10.7%, an average CFOP of 7.5%, and an average CR of 2.30. Business risk, proxied by 
the Degree of Operating Leverage (DOL), showed considerable variability with a mean of 0.43 and 
standard deviation of 1.51, indicating heterogeneity in operational exposure across firms. 

Institutional ownership levels ranged from 20.7% to 99.9%, with a mean of 56.2%, satisfying the 
threshold used to define blockholder presence. Board diversity scores ranged from 0 to 1, with a mean of 
0.392, reflecting moderate heterogeneity in board composition. Investment efficiency, calculated as the 
inverse of the absolute residual from the Biddle, et al. [31] investment model, had an average of –4.22, 
suggesting a tendency toward over- or under-investment among the sampled firms. 
 
4.2. Model Evaluation 
4.2.1. Measurement Model (Outer Model) 

The convergent validity of constructs was tested through factor loadings. ROA and CFOP 
demonstrated strong loadings on the financial performance latent variable (>0.84), while the CR 
indicator was excluded due to a loading below the 0.30 threshold. All other single-indicator constructs 
including DOL, institutional ownership, board diversity index, investment efficiency, and PER exhibited 
perfect loadings (1.000), fulfilling the requirement for convergent validityas shown on Figure 4 
 

 
Figure 4.  
Convergent validity test. 
Note: Loadings are unrotated cross-loading are oblique-rotated. SEs and P values are for loading. P values < 0.05 are desirable for reflective 
indicators. 
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Discriminant validity was confirmed using the Fornell–Larcker criterion, where each construct’s 
square root of the AVE exceeded its correlations with other constructs. Composite reliability values 
exceeded the 0.70 benchmark, and Cronbach’s alpha values were above 0.60 for all variables, indicating 
internal consistency reliability as shown in Figure 5. 
 

 
Figure 5.  
Square Roots AVE. 
Note: Square roots of average variances extracted (AVEs) shown on diagonal. 

 
4.2.2. Structural Model (Inner Model) 

Model fit indicators showed acceptable values across all criteria. The Average Path Coefficient 
(APC) was 0.155 (p < 0.001), and Average R-squared (ARS) was 0.245 (p < 0.001). The GoF index was 
0.478, indicating a large effect size. Both multicollinearity indices, AVIF (1.021) and AFVIF (1.286) 
were well below the maximum acceptable threshold of 5.0. Furthermore, all supplementary indices 
(SPR, RSCR, SSR, and NLBCDR) achieved ideal or acceptable values, confirming overall model 
adequacy. 

The R² values indicated that the structural model explained 26.0% of the variance in firm value 
(COMVAL) and 4.3% in investment efficiency (EFIN). While the explained variance in investment 
efficiency was modest, the Q² values of 0.054 and 0.255 for EFIN and COMVAL, respectively, were 
greater than zero, indicating predictive relevance. 
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4.3. Hypothesis Testing 
 

 
Figure 6.  
Result of Hypothesis Testing. 

 
The structural model analysis revealed several significant relationships. Financial performance, 

which was expected to have a positive impact on firm value (H1), was found to exert a negative and 

significant influence (β = –0.231, p < 0.001), thus contradicting the hypothesis and leading to its 
rejection. On the other hand, financial performance positively affected investment efficiency (H6), with a 

path coefficient of β = 0.102 and a p-value of 0.005, supporting the hypothesis. 
Business risk also showed unexpected patterns. Contrary to H2, it negatively and significantly 

influenced firm value (β = –0.125, p < 0.001), leading to the rejection of the hypothesis. Similarly, H8, 
which proposed a positive effect of business risk on investment efficiency, was not supported, as the 

relationship was negative and significant (β = –0.127, p < 0.001). 
Regarding institutional ownership, the direct effect on firm value (H3) was not statistically 

significant (β = –0.063, p = 0.057), indicating no direct impact. However, institutional ownership 

positively influenced investment efficiency (H10), with a significant path coefficient of β = 0.110 (p = 
0.003), thereby supporting the hypothesis. 

Board diversity was found to negatively affect firm value (H4) with a statistically significant 

coefficient (β = –0.076, p = 0.028), leading to the rejection of the expected positive relationship. 
Furthermore, board diversity did not have a significant influence on investment efficiency (H12), as 

evidenced by the non-significant path coefficient (β = –0.055, p = 0.082). 
Investment efficiency itself had a negative and significant effect on firm value (H5), with a path 

coefficient of β = –0.388 and a p-value less than 0.001, thus rejecting the hypothesis that efficient 
investment would enhance firm valuation. 

The mediation analysis further revealed that investment efficiency did not mediate the relationship 

between financial performance and firm value (H7, β = –0.039, p = 0.081), nor did it mediate the effects 
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of institutional ownership (H11, β = –0.043, p = 0.065) or board diversity (H13, β = 0.022, p = 0.222) 
on firm value. However, a significant mediating effect was found in the case of business risk (H9), where 

investment efficiency mediated the relationship between business risk and firm value (β = 0.049, p = 
0.040). 

 

5. Discussion 
This study provides novel insights into how agency and signaling mechanisms interact in shaping 

firm value within the context of emerging markets. Contrary to conventional theoretical expectations, 
financial performance measured by return on assets (ROA) and operating cash flow was found to have a 
significant negative effect on firm value, as measured by the Price-to-Earnings Ratio (PER). This 
finding diverges from the premise of agency theory, which posits that stronger financial outcomes 
should increase firm valuation by signaling managerial effectiveness [63]. A possible explanation is that 
investors perceive high ROA and cash flows as indicators of firm maturity and declining growth 
prospects, particularly in markets where valuation is often driven by future expectations rather than 
current performance 

In contrast, financial performance positively influences investment efficiency. Firms with stronger 
internal resources are better equipped to allocate capital toward value-adding projects without relying 
on costly external financing [60]. This supports the pecking order theory, which suggests that 
internally generated funds are the preferred source of investment capital. Efficient capital allocation is 
seen as a discipline reinforced by sound financial health and managerial prudence. 

Business risk, proxied by the Degree of Operating Leverage (DOL), was found to exert a negative 
influence on both firm value and investment efficiency. Firms with high DOL are more sensitive to sales 
fluctuations, making their earnings more volatile and discouraging long-term investment. Such 
volatility diminishes investor confidence, leading to lower PERs [42]. From an agency perspective, 
managers facing high operational leverage may either become excessively cautious or engage in 
inefficient investment behavior to preserve short-term earnings. Conversely, low-risk firms tend to 
exercise better investment discipline. However, even this conservative behavior can be perceived by 
investors as growth-averse. 

Interestingly, investment efficiency partially mediates the relationship between business risk and 
firm value but in a competitive manner. While low operational risk tends to improve investment 
efficiency, the resulting conservative investment posture may conflict with market preferences for firms 
demonstrating bold expansion [47]. As a result, the signal investors receive from efficient investment 
in low-risk firms may be interpreted negatively, reducing overall firm value. 

Institutional ownership did not have a statistically significant effect on firm value, but it showed a 
positive influence on investment efficiency. This suggests that institutional investors in Indonesia may 
function more effectively as internal monitors rather than active market influencers. Their oversight 
improves capital discipline [64] but does not necessarily enhance perceived firm value, potentially 
reflecting a passive monitoring orientation [51]. 

Board diversity, often praised for enhancing governance, was found to have a negative effect on firm 
value and no significant effect on investment efficiency. While heterogeneous boards may introduce 
broader perspectives, they may also create decision-making friction, delays, and conflicting agendas 
[65]. Investors may interpret these frictions as signs of inefficiency or lack of strategic clarity, thus 
lowering firm valuation. The absence of a significant link between board diversity and investment 
efficiency further suggests that structural heterogeneity does not automatically translate into better 
investment outcomes. 

Another surprising result is that investment efficiency itself negatively influences firm value. Rather 
than being rewarded, efficient firms may be penalized by the market, particularly when investors 
perceive efficiency as a signal of low-risk, low-growth strategy [66]. In markets characterized by high 
information asymmetry, such as Indonesia, investors may favor aggressive growth and visible expansion 
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over optimization. Mature, highly efficient firms may be perceived as having limited upside, resulting in 
lower valuation multiples. 

Of the mediation pathways tested, only the indirect effect of business risk on firm value through 
investment efficiency was statistically significant. This highlights a unique mechanism in which low 
business risk prompts managers to behave conservatively in investment decisions [67] but such caution 
may not align with investor expectations, ultimately lowering firm value. In contrast, no mediating 
effect was found for investment efficiency in the relationships involving financial performance, 
institutional ownership, or board diversity. 

Firm size, introduced as a control variable, exhibited a significant negative relationship with firm 
value. Larger firms are typically seen as having reached maturity, with lower future growth potential, 
resulting in lower PERs compared to smaller, high-growth firms. This finding is consistent with 
investor behavior in emerging markets, where speculative growth stories often dominate valuation 
narratives. 

Collectively, these findings challenge oversimplified assumptions in corporate governance literature. 
They suggest that in environments marked by high information asymmetry and speculative investor 
behavior, prudent internal management may not always translate into higher valuation. Signals of 
discipline and efficiency are not uniformly appreciated; rather, they are subject to interpretation based 
on prevailing market sentiment and growth expectations. 
 

6. Conclusion 
This study concludes that stronger financial performance, lower business risk, and higher 

investment efficiency do not always lead to higher firm valuation—particularly in emerging markets 
where investor sentiment favors potential over prudence. Financially sound firms may be penalized in 
terms of lower P/E ratios due to their perceived lack of future growth prospects. 

While financial performance and institutional ownership contribute positively to investment 
efficiency, only business risk exhibited a significant mediating path through efficiency toward firm value. 
This mediation was competitive in nature, indicating that efficient investment behavior could suppress 
positive investor perceptions of low-risk operations. 

Board diversity, often assumed to be beneficial for governance, was found to have an adverse effect 
on firm value and no significant role in improving investment decisions. Similarly, investment efficiency, 
rather than being rewarded, was negatively associated with firm value—underscoring the divergence 
between internal managerial intent and external market perception. 

Ultimately, the study reinforces the notion that corporate signals are interpreted through a 
contextual lens. In markets characterized by asymmetrical information, conservative internal behavior 
may be misinterpreted as a lack of ambition. The findings encourage further inquiry into how 
governance attributes and efficiency measures can be better aligned with investor expectations in 
diverse capital market settings. 
 

7. Implications and Limitations 
The findings of this study have important theoretical and practical implications, while also being 

subject to certain limitations that offer direction for future research. From a theoretical standpoint, this 
research contributes to the development of agency theory by highlighting the mediating role of 
investment efficiency in shaping firm value. Unlike traditional assumptions where efficiency is presumed 
to be inherently value-enhancing, the results demonstrate that such efficiency can send ambiguous or 
even negative signals to the market. This suggests a more complex interaction between managerial 
discipline and investor perception. Furthermore, the study enriches signaling theory by revealing that 
in contexts like Indonesia—where information asymmetry and speculative behavior are prevalent—
signals of risk aversion or conservative capital allocation are not necessarily interpreted as indicators of 
firm strength or future performance. 
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Practically, the findings offer guidance for both corporate managers and policymakers. For 
managers, the evidence implies that internal performance metrics and capital efficiency alone may not 
translate into favorable market valuation. Instead, strategic communication and explicit signaling of 
long-term growth strategies may be necessary to align managerial actions with investor expectations. 
This is particularly relevant in markets where perception often overrides fundamentals. For regulators 
and capital market authorities, the study emphasizes the importance of enhancing disclosure standards. 
Specifically, greater transparency around investment policies and decision-making rationale could help 
bridge the interpretive gap between firms and the market, thereby reducing the impact of information 
asymmetry. 

Despite these contributions, the study is not without limitations. It focuses exclusively on non-
financial firms listed on the Indonesia Stock Exchange during the period 2016 to 2019, thereby 
excluding potential structural changes caused by the COVID-19 pandemic and omitting financial-sector 
dynamics that may behave differently under similar governance mechanisms. The use of the Price-to-
Earnings Ratio (PER) as a proxy for firm value limits the analysis to profitable firms, potentially 
overlooking value drivers in early-stage or turnaround companies. Additionally, investment efficiency 
was measured using the absolute deviation from expected investment, which does not distinguish 
between over- and under-investment—each of which may have different implications. Lastly, board 
diversity was represented by a composite index. While this allows for comprehensive measurement, it 
may dilute the specific influence of individual diversity dimensions such as gender, tenure, or 
educational background. 

These limitations provide opportunities for refinement and extension in future research. Studies 
that disaggregate investment inefficiency or explore alternative proxies for firm value and governance 
diversity may yield deeper insights into the mechanisms uncovered here. 
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