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This study aims to examine the relationship between free cash flow (FCF)
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that high-performing firms are able to manage FCF more optimally. This
finding emphasizes the importance of strengthening corporate governance
mechanisms to direct FCF allocation to productive investments and improve
long-term profitability.
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Penelitian ini bertujuan untuk menganalisis hubungan antara free cash flow
(FCF) dan profitabilitas perusahaan di sektor energi di Indonesia. Dengan
menggunakan pendekatan kuantitatif dan metode regresi panel, studi ini
mengevaluasi data dari 978 observasi tahunan perusahaan energi selama
periode 2002-2023. Hasil analisis menunjukkan bahwa secara umum FCF
memiliki pengaruh negatif yang signifikan terhadap profitabilitas, baik dalam
jangka pendek (ROA, ROE) maupun jangka panjang (LTROA, LTROE).
Pengaruh negatif ini paling kuat terlihat pada kuantil tengah dari distribusi
kinerja perusahaan, mendukung argumen dalam teori keagenan bahwa
akumulasi kas bebas tanpa pengawasan memadai dapat memicu perilaku
oportunistik manajer dan investasi yang tidak efisien. Sebaliknya, pada
kuantil tertinggi, pengaruh FCF cenderung tidak signifikan, mengindikasikan
bahwa perusahaan dengan kinerja tinggi mampu mengelola FCF secara
lebih optimal. Temuan ini menekankan pentingnya penguatan mekanisme
tata kelola perusahaan untuk mengarahkan alokasi FCF ke investasi
produktif dan meningkatkan profitabilitas jangka panjang.
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INTRODUCTION

Free cash flow (FCF) is a crucial financial indicator
that impacts a company's overall performance. FCF
is defined as the cash flow a company generates
after deducting capital expenditures required to
maintain or expand its asset base. The free cash
flow acts as a reserve that allows the company to
have financial flexibility, such as dividend payments,
share buybacks, or investments in new projects
(Estwick, 2016; Miglo, 2020; Priest & McClelland,
2011). However, excess FCF also has the potential
to have a negative impact due to agency problems,
where management may prioritize personal
interests over those of shareholders. Jensen's free
cash flow hypothesis states that firms with high
levels of free cash tend to overinvest in unprofitable
projects, which adversely affects firm performance
through inefficient resource allocation (Lin & Lin,
2018; Richardson, 2006; Wang, 2010). Conversely,
limited free cash flow can encourage earnings
manipulation, as companies may be tempted to
manipulate financial statements to meet investor
and market expectations (Hastuti et al., 2018;
Widiasmara & Saputri, 2022). Therefore, effective
and balanced management of free cash flow is
essential, as both excess and shortage of FCF
can adversely affect operational efficiency and
profitability (Agustia, 2013; Hong et al., 2014; Sapuan
et al., 2021; Tristiarini & Pratiwi, 2018).

A growing body of research highlights the role
of corporate governance in mitigating adverse
outcomes associated with high free cash flow.
Firms with strong governance structures are better
equipped to align managerial incentives with
shareholder interests and ensure more disciplined
use of cash resources (Guo, 2023; Lai et al., 2020).
In line with these findings, prior studies also
emphasize that the impact of free cash flow on
performance depends heavily on how stakeholders
perceive and manage these resources, where
adequate governance can reduce agency costs
and support long-term sustainable performance
(Prastiyono & Nurwulandari, 2024; Santoso, 2023,;

Shamsabadi et al., 2016). Therefore, strategies

that encourage prudent and transparent cash
flow management become crucial in enhancing
firm value and minimizing agency conflicts.
Furthermore, free cash flow plays a significant
role in assessing a company's financial health, as
it strongly influences managerial and investment
decision-making processes. Combining effective
governance with active cash management is thus
essential to translate the potential benefits of FCF
into real performance improvements (Chu, 2011;
Djaddang et al., 2023; Kunaifi & Hakim, 2020).

The management of FCF is also closely linked
to profitability. When managed properly, FCF
enables firms to allocate surplus cash to value-
generating projects with high returns, enhancing
operational efficiency and profitability (Ali et al.,
2018). In contrast, the free cash flow hypothesis
posits that under conditions of weak governance,
managers may potentially overinvest in projects
that generate low or even negative returns,
resulting in an inefficient use of capital that is
detrimental to shareholder value and profitability
(Lin & Lin, 2018; Saravia, 2014). These risks
are even greater in environments with limited
oversight, where managerial discretion over free
cash can trigger suboptimal decisions that erode
firm performance (Jain et al., 2023). Moreover,
effective FCF management requires a balance
between reinvestment and appropriate dividend
policy; through this approach, firms can avoid
agency cost issues as well as ensure that cash is
not misused for projects that undermine firm value,
so that profitability remains strong and sustainable
growth is maintained (Oktaryani & Mannan, 2018).
Empirical evidence from various industry sectors,
such as banking and automotive, further supports
the argument that disciplined cash management
practices are correlated with increased profitability.
As firms efficiently utilize free cash flow, they are
better positioned to generate profits and reduce
financial risk (Ali et al., 2018; Sedhai, 2022). Thus,
firms with strong governance frameworks are more
capable of optimizing FCF to strengthen long-term
profitability.
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This study aims to investigate the relationship
between free cash flow (FCF) and firm profitability
in the Indonesian energy sector. FCF is widely
used as an indicator of financial strength, yet
empirical studies specifically examining its
impact on profitability, particularly in Indonesia,
remain limited. The energy sector serves as
an ideal context for this investigation due to its
strategic importance and inherently high-cash-flow
operational characteristics. The large amount of
cash generated in this industry provides greater
managerial discretion, which may increase agency
risks if not properly governed (Jain et al., 2023).
Therefore, this study seeks to fill the existing
research gap by providing empirical evidence on
how FCF affects profitability in the Indonesian
energy sector, a topic that has received limited

scholarly attention.

Theoretically, this research contributes to agency
theory by examining how the separation of
ownership and control affects managerial discretion
over free cash flow. When excess funds are
available, conflicts of interest between shareholders
and managers become more pronounced, as
managers may allocate FCF in ways that do
not align with shareholder objectives (Jensen,
1986). By analyzing the link between FCF and
profitability, this study enhances understanding of
how monitoring mechanisms can reduce agency
costs associated with discretionary cash. From a
practical standpoint, the findings provide guidance
for energy companies in developing more effective
cash management strategies, which can support
informed investment decisions and optimal
dividend policies. Regulators and stakeholders may
also benefit from insights regarding the importance
of strengthening governance to prevent the misuse
of FCF. For investors, FCF can serve as a key signal
in evaluating a firm's performance and sustainability.
Overall, this study provides both theoretical and
practical contributions by highlighting the role of
free cash flow management in achieving long-term

profitability.

Agency theory is a strong conceptual foundation
for understanding the management of FCF within
the company. The theory originates from Jensen &
Meckling (1976), who define the firm as a nexus of
contracts and explain that agency conflicts arise
when managers, acting as agents, have objectives
that differ from those of shareholders, who are the
principals. This conflict becomes more pronounced
when excess cash flow exists because managers
may exercise discretion over financial resources
without direct alignment with shareholder value.
Building on this foundation, Jensen (1986) asserts
that excess FCF can encourage managers to pursue
personal goals that are not aligned with the interests
of shareholders. In his seminal work, Jensen
stated that high free cash flow creates incentives
for managers to invest the funds into projects that
are not profitable or outside the main focus of the
company, which ultimately increases agency costs.
Empirical research by Wang (2010) confirms that
the presence of large FCF increases the likelihood
of managers overinvesting and inefficient capital
allocation. Similarly, Saravia (2013) shows that
management tends to invest in projects that provide
lower returns than the firm's cost of capital when

FCF is available in large amounts.

Hjelmstad et al. (2006), in the context of open
market share repurchases, support agency theory
by showing that managerial decisions regarding
cash distribution are often influenced by concerns
about agency conflicts. Managers may choose to
retain excess internal funds for self-interest or to
maintain managerial control, rather than to increase
shareholder value. Dogru & Sirakaya-Turk (2018)
add that weak corporate governance exacerbates
agency conflicts, as in this situation, CEOs are more
likely to hold FCF rather than distribute it through
dividends or share buybacks. As a result, there is an
increased risk of inefficient investment practices.
On the other hand, Chauhan & Rao (2022) highlight
that in emerging markets, managerial behavior
influenced by agency conflicts often results in
excessive FCF accumulation. This condition creates
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an opportunity for managers to overinvest, which

can undermine firm value.

Previous research on the relationship between FCF
and profitability has yielded mixed and complex
results, depending on both managerial behavior
and external factors that influence decision-making.
FCF is generally defined as the cash left over after
a company covers operating expenses and capital
expenditures, which, if allocated efficiently, can
signal healthy operations and a productive source
of internal financing (Permata et al., 2018). In this
context, FCF used to fund high-return projects can
increase profitability and firm value. Permata et al.
(2018) found that FCF, together with profitability
and firm size, has a significant effect on firm value.
This research confirms the importance of effective
FCF management in supporting sustainable
financial performance. Jasmine & Machdar (2024)
examined the dynamics between FCF, profitability,
and dividend policy, and found that firms with
high profitability and optimal FCF levels tend to
implement dividend policies that are favorable
to shareholders. This reinforces the positive
relationship between liquidity and profit creation.
However, the literature also shows the problematic
side of high FCF. Lin & Lin (2018) suggest that excess
cash, especially in firms with low growth prospects,
tends to increase the risk of agency conflicts. In
such situations, managers have the discretion to use
funds inefficiently through unprofitable investments

or unnecessary expenditures.

Pasandidehfar et al. (2016) highlight that external
pressures, such as political costs and managerial
bonus schemes, complicate the relationship
between FCF and profitability, indicating that FCF
outcomes are not solely determined by internal
policies. In addition, Wahyudi & Hatta (2024)
added that although profitability can increase
FCF, the opposite effect can be detrimental if cash
allocation is not done strategically. These findings
underline that the relationship between FCF and
profitability is not linear, but context-dependent and

sensitive to governance quality. Several empirical

studies confirm that the positive impact of FCF on
profitability is highly dependent on the existence of
good governance and supportive financial policies.
Bella & Yantri (2022), for example, research has
found that in the food and beverage sector, FCF has
a positive effect on profitability because companies
can utilize it to finance growth, pay debts, and
provide dividends. Angela et al. (2023) also support
this view by showing that FCF managed with
effective working capital management can increase

firm value through improved profitability.

From an agency theory perspective, FCF can
serve as an indicator of a firm's internal control
effectiveness. Managers acting in the interest of
shareholders tend to allocate FCF to productive
projects, whereas opportunistic managers may
misuse the funds for personal interests or low-
return risk projects (Wang, 2010). Therefore, prior
studies have increasingly emphasized the role of
moderating mechanisms, such as dividend policy
and capital structure, in ensuring that FCF does not
trigger agency problems (Oktaryani & Mannan, 2018;
Rakhman et al., 2020). Dividend policy, for example,
acts as a disciplinary mechanism that can prevent
managers from holding excess cash and using it
for unproductive activities. Furthermore, industry
context and firm characteristics are important
factors in determining the relationship between FCF
and profitability. In the food and beverage industry,
as studied by Bella & Yantri (2022), the positive
relationship between FCF and profitability is more
pronounced when firms focus on stability and have
limited investment opportunities. Other external
factors, such as market pressures and shareholder
expectations, also influence the decision to use FCF
and its impact on profitability (Angela et al., 2023,;
Hastuti et al., 2018). Taken together, these studies
demonstrate that the profitability effect of FCF is
heavily dependent on governance strength, market

environment, and firm-specific conditions.

Stronger governance mechanisms ensure that free
cash flow is allocated to productive investments

rather than being subject to managerial discretion,
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thereby enhancing profitability. Meanwhile, external
market conditions such as industry competition,
liquidity pressures, and shareholder expectations
shape how firms utilize available cash resources
to generate returns. In addition, firm-specific
characteristics, including growth opportunities,
operational efficiency, and financial policies, further
determine whether FCF translates into higher
profitability or leads to potential agency-related

inefficiencies.

H1: The higher the free cash flow value, the higher
the firm's profitability.

METHODS

This research employs a quantitative approach,
utilizing a documentary study method, to analyze
secondary data obtained from the financial
statements of energy sector companies listed on
the Indonesia Stock Exchange. The population in
this study consisted of 82 energy companies that
were consistently listed on the stock exchange from
2002 to 2023. Researchers collected data through
annual reports and financial reports published on
the official website of the Indonesia Stock Exchange
and the websites of each company. The sampling
technique used was purposive sampling, with the
criterion that the company must have complete and
relevant data during the observation period. This
criterion aims to ensure the validity of the data used
in testing the research hypothesis. Based on this
screening, a total of 978 annual observations were
obtained, which were used as the unit of analysis.
The data collected includes free cash flow variables,

profitability, and other control variables.

The operationalization of variables in this study
is explained systematically to ensure proper
measurement of the concepts under study. The
independent variable, namely free cash flow (FCF),
is measured by dividing free cash flow by total assets
to assess the efficient use of company funds. The
dependent variables that reflect firm value consist
of Return on Assets (ROA), Return on Equity (ROE),
Long Term Return on Assets (LTROA), and Long

Term Return on Equity (LTROE), each of which is
calculated based on net income against assets or
equity in both the short and long term. Firm-level
control variables include firm size measured using
the natural logarithm of total annual sales (LOG_
SALES), net income-to-earnings ratio (NI_RATIO),
and sustainable growth rate (SGR) calculated from
ROE. Detailed information on the definition and
measurement of these variables can be found in
Table 1.

The econometric modelin this study employs a panel
data approach to simultaneously accommodate
both time and individual dimensions. This approach
enables a more accurate analysis of the dynamics
between variables, as it can control for unobserved
heterogeneity among companies. Researchers
estimate the model using three approaches: the
Common Effect Model (CEM), the Fixed Effect
Model (FEM), and the Random Effect Model
(REM). CEM assumes that differences between
individuals are insignificant, while FEM controls for
unobserved individual variables by including fixed
effects, and REM treats these differences as random
components. To determine the best model, the
researcher conducted three types of model testing
in sequence. The Chow test is used to determine
whether to use CEM or FEM by testing whether the
difference in fixed effects is statistically significant. If
the Chow test result is significant, then FEM is more
appropriate. Next, we conducted the Lagrange
Multiplier (LM) test to compare CEM and REM,; if the
result is significant, REM is more appropriate than
CEM. After that, the Hausman test was applied to
choose between FEM and REM by evaluating the
consistency of the estimates; FEM was selected if
the test results showed significant differences.

Prior to estimation, we winsorized the data to reduce
the influence of extreme outliers without removing
observations from the dataset. This treatment
maintains the stability of the regression results while
maintaining the diversity of the data. In addition, the
data has also been tested using a multicollinearity
test to ensure that there is no high linear relationship
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Table 1. Variable Operationalization

Variable Operationalization
Independent Variables: Free Cash Flow
Free Cash Flow (FCF) Free Cash Flow divided by Total Assets (Fakhroni et al., 2018).

Dependent Variables: Firm Value

ROA is measured by dividing net income by total assets to assess the

Return-on-Assets (ROA)

company's efficiency in generating profits from its assets (Dharma &

Riswan, 2025; Puspitasari et al., 2025; Yunanto & Putra, 2025).

ROE is calculated by dividing net income by total equity to evaluate the

Return-on-Equity (ROE)

return on shareholders' investment (Dharma & Riswan, 2025; Puspitasari

et al., 2025; Yunanto & Putra, 2025).

Long Term Return-on-Assets

(LTROA) Hung, 2006).

LTROA is operationalized as the average ROA over a four-year period
to measure the performance of the company's long-term assets (Liu &

Long Term Return-on-Equity

(LTROE) Hung, 2006).

LTROE is measured through the average ROE over five years to illustrate
the stability of return on equity in the long term (modified from Liu &

Control Variable - Firm Level

LOG_SALES is measured using the natural logarithm of the company's

Sales (LOG_SALES)

total annual sales as an indicator of size and scale of operations

(Banerjee & Deb, 2023).

NI_RATIO is calculated by dividing net income by revenue to show the

Net Income Ratio (NI_RATIO)

company's net profit margin (Farandy & Afkar, 2022; Nenobais et al.,

2022; Rahmat & Fathimah, 2022).

SGR is calculated using the following formula (Chen et al., 2021):

Sustainable Growth Rate (SGR) SGR =

ROE,
1- ROE,

between the independent variables. This test is
important because multicollinearity can destabilize
the coefficient estimates and reduce the accuracy
of model interpretation. Furthermore, additional
econometric diagnostic tests were conducted to
ensure model robustness, including the Breusch-
Pagan test to detect heteroskedasticity and the
Wooldridge test to detect autocorrelation. When
necessary, heteroskedasticity-robust standard
errors were applied to improve the reliability of
coefficient estimates. The test results indicate
that the data do not suffer from multicollinearity
problems, as evidenced by variance inflation factor
(VIF) values below the recommended threshold.
Thus, the panel regression model used has the
validity and reliability to empirically examine the
relationship between free cash flow and firm
profitability (Baltagi, 2008; Gujarati & Porter, 2009).
The following is the econometric equation in this

study.

4
ROAid = Bo + BIFCFid + 2 (pid +&
! ’ i=2 ’

4
ROE,, = B, + BFCF, + 2, @, + €
i=2 ’
4
LTROA,, = B, + B,FCF,, + Y @., + €
i=2 !

4
LTROE,, = B, + BFCF,,+ Y @., + &
i=2 !

Where ROA = Return-on-Assets; ROE = Return-
on-Equity; LTROA = Long Term Return-on-Assets;
LTROE = Long Term Return-on-Equity; FCF =
Free Cash Flow; ¢, = Control Variables (Sales
(LOG_SALES), Net Income Ratio (NI_RATIO), and
Sustainable Growth Rate (SGR)).

RESULTS AND DISCUSSION
Based on the results of descriptive statistics in
Table 2, it can be seen that the Return-on-Assets
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(ROA) variable has an average value of 0.0315
with a standard deviation of 0.0784, indicating that,
in general, the company is able to generate net
income of around 3.15% of its total assets, but there
is considerable variation between companies. The
minimum ROA value of -0.0982 and the maximum of
0.1679 reflect significant differences in operational
efficiency between companies in the sample. The
Return-on-Equity (ROE) variable shows an average
value of 0.0834 with a standard deviation of 0.1663,
which means the average return on shareholders'
equity is 8.34%, but with a higher spread of data than
ROA, indicating instability in return on equity. For
long-term performance, Long Term ROA (LTROA)
has a mean identical to ROA at 0.0315, but with a
lower standard deviation of 0.0622, indicating the
relative stability of long-term profitability based on
assets. Similarly, the Long Term ROE (LTROE) has
an average of 0.0832 and a standard deviation of
0.1223, indicating a generally stable trend in long-

term return on equity.

The independent variable, namely Free Cash Flow
(FCF), has a relatively low average value of 0.0071
with a standard deviation of 0.0833, which indicates
that the free cash flow to the company's total
assets is generally small, but the data distribution
is quite high, reflected in the minimum value of
-0.1303 to a maximum of 0.1460. This indicates
a large difference in the ability of each company
to generate free cash after capital investment.
For the control variables, firm size represented by
the logarithm of annual sales (LOG_SALES) has

an average of 9.5887 with a standard deviation

Table 2. Descriptive Statistics

of 1.6888, indicating a fairly wide distribution of
firm size within the sample. The net profit growth
variable (NI GROWTH) has an average of 0.2620,
but with a high standard deviation of 1.1920, and a
range of values from -1.6397 to 2.6415, indicating
that some companies experience negative growth
or even losses. Finally, the Sustainable Growth Rate
(SGR) variable recorded an average of 0.1290 with
avery large standard deviation of 2.3003, as well as
a minimum value of -36.5486 and a maximum of
41.0496, indicating huge disparities in sustainable
growth rates between companies, as well as the
possibility of extreme influences from certain

financial conditions.

Based on Table 3, which presents the correlation
matrix between variables, it is evident that the
independent variable, free cash flow (FCF), exhibits
a significant relationship with all dependent
variables. FCF exhibits a significant positive
correlation with Return-on-Assets (ROA), with a
coefficient of 0.130 (p < 0.01), indicating that an
increase in FCF tends to be accompanied by an
increase in the efficiency of asset utilization in
generating profits. The positive correlation between
FCF and Return-on-Equity (ROE) was also noted to
be significant at 0.070 (p<0.05), albeit with a lower
relationship strength compared to ROA, suggesting
that free cash flow plays a role in increasing return
on equity. Furthermore, FCF has a significant
correlation with Long Termm ROA (LTROA) of 0.183
(p < 0.01), indicating that effective free cash
management impacts the sustainability of asset-

based profitability in the long run.

Variable Obs Mean Std. dev. Min Max
ROA 978 0.0315 0.0784 -0.0982 0.1679
ROE 978 0.0834 0.1663 -0.1959 0.3816
LTROA 978 0.0315 0.0622 -0.0982 0.1679
LTROE 978 0.0832 0.1223 -0.1959 0.3816
FCF 978 0.0071 0.0833 -0.1303 0.1460
LOG_SALES 978 9.5887 1.6888 7.4584 12.1805
NI_GROWTH 978 0.2620 1.1920 -1.6397 2.6415
SGR 978 0.1290 2.3003 -36.5486 41.0496
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Table 3. Correlation Matrix

This table presents the Pairwise correlation coefficients between the variables used for hypothesis

testing (p-values are in parentheses).

Variables @) (2) 3) &) (5) (6) ) (8)
(1) ROA 1.000
(2) ROE 0.746***  1.000
(0.000)
(3) LTROA 0.738*#*  0.564***  1.000
(0.000) (0.000)
(4) LTROE 0.549%#*  0.683***  0.793***  1.000
(0.000) (0.000) (0.000)
(5) FCF 0.130%#*  0.070** 0.183**#  0.108***  1.000
(0.000) (0.029) (0.000) (0.001)
(6) LOG_SALES 0.055% 0.094*#*  -0.007 0.076%*  -0.065**  1.000
(0.088) (0.003) (0.815) (0.017) (0.041)
(7) NLGROWTH  0.474*** 0.431***  0.328%**  0.287*** -0.042 0.015 1.000
(0.000) (0.000) (0.000) (0.000) (0.191) (0.641)
(8) SGR 0.156%**  0.126%**  0.131***  0.111*%**  0.061* -0.008 0.095***  1.000
(0.000) (0.000) (0.000) (0.001) (0.058) (0.812)  (0.003)

% 20,01, ** p<0.05, * p<0.1

The correlation between FCF and Long Term
ROE (LTROE) is also significant and positive at
0.108 (p < 0.01), indicating that companies that
can maintain FCF in the long term tend to exhibit
stability in providing returns to shareholders' equity.
This relationship is consistent with the prediction
of agency theory, which states that effectively
managed FCF can increase firm value and
performance. In addition, the correlation between
the dependent variables is also high and significant,
as seen between ROA and ROE at 0.746 (p < 0.01),
indicating that the two measures move in the same
direction in reflecting the company's financial
performance. ROA also has a strong correlation
with LTROA, at 0.738 (p < 0.01), and ROE with
LTROE, at 0.683 (p < 0.01), which confirms that the
company's short-term and long-term performance

are closely related.

The correlation of FCF with control variables, such
as LOG_SALES (-0.065), NI GROWTH (-0.042), and
SGR (0.061), is relatively low, but the relationship
with SGR remains significant at the p < 0.01
level. This suggests that while FCF is not strongly
correlated with firm size or net income growth,

it remains relevant in the context of sustainable
growth. Overall, this correlation pattern supports
the assumption that FCF makes a significant
contribution to firm profitability, both in the short

and long term.

This section presents the estimation results of the
panel regression model to examine the effect of free
cash flow (FCF) on Return-on-Assets (ROA), with a
comparison between three estimation approaches,
namely Common Effect Model (CEM), Fixed Effect
Model (FEM), and Random Effect Model (REM), as
shown in Table 4. The first model (CEM) reveals
that FCF has a significant positive effect on ROA,
with a coefficient of 0.1386 (t = 5.3171; p < 0.01).
This indicates that an increase in free cash flow can
enhance the company's ability to generate profits
from its assets. However, the Chow test yields a
probability value of 0.0000, which leads to the use
of the FEM model. In the second model (FEM), the
results indicate that FCF has a significant negative
effect on ROA, with a coefficient of -0.0463 (t =
-2.0412; p < 0.05). This change in the direction
of the coefficient confirms the importance of

controlling for inter-firm fixed effects in explaining
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Table 4. Regression Results

CEM FEM REM
ROA ROA ROA

FCF 0.1386%** -0.0463%* -0.0101
(5.3171) (-2.0412) (-0.4386)

LOG_SALES 0.0027%* 0.0213%** 0.0070%**
(2.1009) (5.9713) (3.4034)

NI_GROWTH 0.0309%** 0.0244%#* 0.0262%%*
(16.9580) (17.1393) (17.7340)

SGR 0.0035%** 0.0021%#** 0.0025%%**
(3.7067) (2.7883) (3.1742)

Constant -0.0038 -0.1790%* -0.0432%*
(-0.3060) (-5.2326) (-2.0960)

N 978 978 978

R2-Adj 0.2583 0.2394

F Stat 86.0567 98.1343

Prob > F 0.0000 0.0000 0.0000

Chow Test 0.0000 (FEM)

LM Test 0.0000 (REM)

Hausman Test 0.0000 (FEM)

Mean VIF 1.100

"The table includes regression coefficients and t-statistics (7

corresponding to 1%, 5%, and 10% respectively"

the relationship between FCF and ROA. The model
also has an adjusted R? value of 0.2394 and an F-stat
of 98.1343, indicating that the model as a whole is

significant in explaining variations in ROA.

Further testing with the LM Test yields a value of
0.0000, indicating that the REM model is more
appropriate than the CEM. However, the Hausman
test again supports the selection of the FEM model
as the best model, with a probability value of 0.0000.
The results of the third model (REM) indicate
that the effect of FCF on ROA is insignificant,
with a coefficient of -0.0101 (t = -0.4386), which
reinforces the finding that the effect of FCF on
ROA becomes meaningful only after controlling
for fixed effects. Meanwhile, all control variables,
including LOG_SALES, NI GROWTH, and SGR,
exert a significant positive influence on ROA in all
models, with NI GROWTH having the strongest and

most consistently significant impact.

Table 5 presents the quantile regression results using
the Fixed Effect Model approach as the best model

) . The significance levels are denoted by ***, ** and *,

based on the previous Chow, LM, and Hausman test
results. This analysis aims to identify the effect of
Free Cash Flow (FCF) on Return-on-Assets (ROA) in
more depth at various quantile distributions, ranging
from Q=0.05 to Q=0.95. The results show that FCF
has a significant negative effect on ROA in almost
all quantiles, especially at Q=0.25 to Q=0.75, with
the highest coefficient value recorded at Q=0.45 of
-0.0683 (t = -2.8033; p < 0.01). This indicates that in
companies with medium profitability, an increase
in FCF tends to reduce the efficiency of asset
utilization. This finding aligns with the agency theory
argument that excess cash not managed effectively
can encourage managers to make unproductive

investments.

Meanwhile, at the lower quantiles (Q=0.05 and
Q=0.15), the negative effect of FCF on ROA is
not statistically significant, suggesting that in very
low-performing companies, free cash flow has a
minimal impact. In contrast, in the upper quantiles
(Q=0.85 and Q=0.95), although the coefficient of

FCF remains negative, its significance decreases,
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Table 5. Quantile Regression Results with Fixed Effects Model

Q=0.05 Q=0.15 Q=0.25 Q=0.35 Q=0.45 Q=0.55 Q=0.65 Q=0.75 Q=0.85 Q=0.95
ROA ROA ROA ROA ROA ROA ROA ROA ROA ROA
FCF -0.0699 -0.0693* -0.0689** -0.0686** -0.0683%#* -0.0680%** -0.0677+* -0.0674%* -0.0672* -0.0666
(-1.3039) (-1.7049) (-2.0985) (-2.5036) (-2.8033) (-2.8080) (-2.5056) (-2.1755) (-1.8503) (-1.3546)
Log_Sales 0.0201** 0.0206%** 0.0209%** 0.0212%** 0.0215%** 0.0218*#* 0.0221%** 0.0223%** 0.0225%** 0.0231%***
(2.5551) (3.4500) (4.3396) (5.2758) (6.0100) (6.1397) (5.5729) (4.9083) (4.2383) (3.2000)
NETINCOME 0.0000%** 0.0000%*** 0.0000%** 0.0000%** 0.0000%** 0.0000%** 0.0000%*** 0.0000%** 0.0000%** 0.0000%**
(8.5614) (11.0099) (13.3822) (15.7882) (17.4918) (17.3136) (15.2979) (13.1667) (11.0883) (7.9457)
SGR 0.0042+** 0.0037%** 0.0034*** 0.0031%** 0.0029%** 0.0026%*** 0.0023*** 0.0021** 0.0018 0.0013
(2.4521) (2.8684) (3.2366) (3.5515) (3.6530) (3.2869) (2.6439) (2.0799) (1.5708) (0.8455)
N 978 978 978 978 978 978 978 978 978 978

indicating that companies with high profitability
tend to manage FCF more effectively. The control
variables LOG_SALES, NETINCOME, and SGR show
significant positive effects on ROA in almost all
quantiles, reinforcing the importance of operating
scale, net income growth, and sustainable growth
as key determinants of profitability.

The coefficient of LOG_SALES remains stable and
significant across quantiles, ranging from 0.0201 to
0.0231, confirming that firms with larger scale tend
to have higher operational efficiency. The variable
NETINCOME shows remarkable consistency
with high significance (p < 0.01) and a positive
coefficient across the distribution, reinforcing its role
as a key determinant of ROA. Similarly, SGR exerts
a significant positive effect, especially in the lower
and middle quantiles (Q = 0.05 to Q = 0.65), but
its effect decreases in the upper quantiles. These
results suggest that sustainable growth strategies
have more impact on firms with low to medium

levels of profitability.

This section presents the panel regression results
used to examine the effect of free cash flow (FCF)
on Return on Equity (ROE), as shown in Table 6. The
first model (CEM) reveals that FCF has a significant
positive effect on ROE, with a coefficient of 0.1775
(t=3.1023; p < 0.01), indicating that an increase in
FCF tends to increase the return on equity. However,
the Chow test yields a p-value of 0.0000, indicating
that the Fixed Effects Model (FEM) is more
appropriate than the CEM model. In the second
model (FEM), the direction of the effect of FCF on

ROE changes to negative and insignificant, with a
coefficient of -0.0809 (t = -1.4374), indicating that
after controlling for inter-firm fixed effects, excess
cash flow has the potential to reduce the efficiency

of equity management.

Furthermore, the LM test also yields a significance
value of 0.0000, indicating that the REM model is
superior to the CEM. However, the Hausman test
returns a value of 0.0000, which again confirms that
the FEM is the most appropriate model to use. In
the third model (REM), FCF still shows a negative
effect on ROE, although not statistically significant,
with a coefficient of -0.0081 (t = -0.1479). This result
reinforces the findings from the FEM model, which
suggest that inappropriately managed FCF may lead
to less efficient managerial practices in generating
returns for shareholders. In contrast, the control
variables LOG_SALES, NI GROWTH, and SGR show

significant positive effects on ROE across models.

Table 7 presents the results of the quantile
regression using the Fixed Effects Model approach,
which was selected based on the results of the
previous Chow, LM, and Hausman tests, to evaluate
the effect of free cash flow (FCF) on Return on
Equity (ROE) at different levels of corporate
profitability distribution. The results indicate that
FCF has a significant negative impact on ROE at
most quantiles, particularly between Q = 0.15 and
Q = 0.65. The highest coefficient is recorded at
quantile 0.15, with a value of -0.1719 (t = -1.9670; p
< 0.05), indicating that firms with low to moderate

return on equity are negatively affected by free cash
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Table 6. Regression Results

CEM FEM REM
ROE ROE ROE

FCF 0.1775%%* -0.0809 -0.0081
(3.1023) (-1.4374) (-0.1479)

LOG_SALES 0.0093 % 0.0319%%* 0.0125%%*
(3.3042) (3.6111) (2.8485)

NI_GROWTH 0.0595°%# 0.0499%* 0.0533%#%*
(14.8601) (14.1113) (14.9635)

SGR 0.00587%#** 0.0022 0.0035%*
(2.8033) (1.2014) (1.8665)

Constant -0.0234 -0.2356%#* -0.0518
(-0.8523) (-2.7777) (-1.1917)

N 978 978 978

R2-Adj 0.2058 0.1381

F Stat 64.3077 60.3896

Prob > F 0.0000 0.0000 0.0000

Chow Test 0.0000 (FEM)

LM Test 0.0000 (REM)

Hausman Test 0.0000 (FEM)

Mean VIF 1.100

"The table includes regression coefficients and t-statistics (7

corresponding to 1%, 5%, and 10% respectively"

) . The significance levels are denoted by ***, ** and *,

Table 7. Quantile Regression Results with Fixed Effects Model

Q=0.05 Q=0.15 Q=0.25 Q=0.35 Q=0.45 Q=0.55 Q=0.65 Q=0.75 Q=0.85 Q=0.95

ROE ROE ROE ROE ROE ROE ROE ROE ROA ROE
FCF -0.1915 -0.1719%* -0.1596%* -0.1498%* -0.1399%* -0.1296%* -0.1162 -0.1036 -0.0672* -0.0709

(-1.6199) (-1.9670) (-2.2304) (-2.3910) (-2.3818) (-2.1204) (-1.5965) (-1.1591) (-1.8503) (-0.4947)
Log_Sales 0.0280* 0.0317#* 0.0340%** 0.0358***  0.0377***  0.0396%**  0.0421***  0.0445%** 0.0225%#* 0.0506**

(1.6740) (2.5596) (3.3535) (4.0382) (4.5298) (4.5756) (4.0871) (3.5154) (4.2383) (2.4947)
NETINCOME 0.0000%** 0.0000%** 0.0000%*** 0.0000*** ~0.0000***  0.0000%**  0.0000%**  0.0000%** 0.0000%** 0.0000

(4.1702) (5.0872) (5.7791) (6.2061) (6.1974) (5.5324) (4.1950) (3.0718) (11.0883) (1.3494)
SGR 0.0131* 0.0100* 0.0081* 0.0066* 0.0051 0.0035 0.0014 -0.0005 0.0018 -0.0056

(1.7743) (1.8458) (1.8252) (1.6941) (1.3884) (0.9161) (0.3137) (-0.0939) (1.5708) (-0.6252)
N 978 978 978 978 978 978 978 978 978 978

accumulation. This aligns with the argument in
agency theory that managers in firms with limited
internal controls tend to misuse excess cash for

unproductive investments.

Interestingly, at the highest quantiles (Q=0.85 and
Q=0.95), the effect of FCF on ROE remains negative,
but statistically insignificant. This suggests that the
best-performing companies are relatively better
able to manage free cash flow efficiently so that
its negative impact on ROE can be minimized. In
contrast, at the bottom quantile (Q=0.05), FCF

has a sizable negative effect (-0.1915), yet it is not
statistically significant, which may reflect that very
low-performing firms face more complex structural
issues than just cash management. Control
variables such as LOG_SALES and NETINCOME
consistently show significant positive effects on
ROE across quantiles, signaling that business scale
and net profit growth remain fundamental factors

in improving return on equity.

This section presents the panel regression results
to examine the effect of free cash flow (FCF) on
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Long-Term Return on Assets (LTROA), as shown
in Table 8. The first model (CEM) shows that FCF
has a significant positive effect on LTROA with a
coefficient of 0.1428 (t = 6.4479; p < 0.01), which
means that an increase in FCF is associated with
an increase in asset performance in the long run.
However, the Chow test yields a probability value
of 0.0000, which indicates that the Fixed Effect
Model (FEM) is more appropriate than the Common
Effect Model (CEM). In the second model (FEM),
the direction of the FCF effect changes to negative
and statistically significant with a coefficient of
-0.0409 (t = -2.4596; p < 0.05), indicating that after
accounting for differences in fixed characteristics
between firms, excess FCF has a negative impact

on long-term asset-based profitability.

Further testing through the LM test shows that
the REM model is superior to the CEM; however,
the Hausman test, with a probability value of
0.0000, again confirms that the FEM is the most
appropriate model. The third model (REM) also
shows a negative FCF coefficient (-0.0154), although

Table 8. Regression Results

not significant, thus supporting the FEM results in
showing the potential inefficiency of using free
cash in the long run if it is not managed effectively.
The control variable NI_GROWTH shows a highly
significant positive effect on LTROA in all models,
with the highest coefficient recorded in the REM
model of 0.0118 (t = 10.8635; p < 0.01).

Table 9 presents the quantile regression results
with the Fixed Effect Model to examine the effect
of free cash flow (FCF) on Long-Term Return on
Assets (LTROA) at various quantile distributions of
long-term profitability. The results show that FCF
consistently has a significant negative effect on
LTROA, especially in quantiles Q=0.25 to Q=0.85.
For example, at quantile Q = 0.45, the coefficient
of FCF is recorded as -0.0519 (t = -3.0224; p < 0.01),
which suggests that an increase in free cash flow
may lead to a decrease in the long-term efficiency of
asset utilization. This suggests that companies with
a medium to high performance position are more
susceptible to the negative consequences of FCF

accumulation if not managed effectively.

CEM FEM REM
LTROA LTROA LTROA
FCF 0.1428:% -0.0409%* -0.0154
(6.4479) (-2.4596) (-0.9037)
LOG_SALES 0.0000 0.0026 0.0005
(0.0277) (0.9756) (0.2950)
NI_GROWTH 0.0177 %% 0.0109%* 0.0118%**
(11.0302) (10.4273) (10.8635)
SGR 0.0024%* 0.0012%* 0.0014%**
(2.9568) (2.1063) (2.3648)
Constant 0.0254%* 0.0043 0.0245
(2.3899) (0.1712) (1.4051)
N 978 978 978
Re-Adj 0.1501 0.0474
F Stat 44.1340 33.3945
Prob > F 0.0000 0.0000 0.0000
Chow Test 0.0000 (FEM)
LM Test 0.0000 (REM)
Hausman Test 0.0000 (FEM)
Mean VIF 1.100

"The table includes regression coefficients and t-statistics (7

corresponding to 1%, 5%, and 10% respectively"

) . The significance levels are denoted by ***, ** and *,
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Table 9. Quantile Regression Results with Fixed Effects Model

Q=0.05 Q=0.15 Q=0.25 Q=0.35 Q=0.45 Q=0.55 Q=0.65 Q=0.75 Q=0.85 Q=0.95

LTROA LTROA LTROA LTROA LTROA LTROA LTROA LTROA LTROA LTROA
FCF -0.0480 -0.0493* -0.0502%* -0.0509%** -0.0519%+* -0.0528*#* -0.0538*** -0.0547%* -0.0557* -0.0573

(-1.4137) (-1.8554) (-2.2501) (-2.6379) (-3.0224) (-3.0600) (-2.6973) (-2.3260) (-1.9148) (-1.5046)
Log_Sales 0.0011 0.0021 0.0027 0.0033 0.0040 0.0047 0.0055 0.0061 0.0069 0.0081

(0.1915) (0.4638) (0.7266) (1.0146) (1.3845) (1.6105) (1.6287) (1.5422) (1.4103) (1.2568)
NETINCOME 0.0000%* 0.0000%** 0.0000%** 0.0000%** 0.0000%** 0.0000%** 0.0000%** 0.0000* 0.0000 0.0000

(2.3699) (2.7637) (3.0822) (3.3440) (3.4646) (3.1654) (2.4518) (1.8915) (1.3281) (0.8012)
SGR 0.0010 0.0012 0.0013* 0.0014%** 0.0015%** 0.0016%*** 0.001 7% 0.0018** 0.0019** 0.0021*

(0.9631) (1.4174) (1.8374) (2.2712) (2.7623) (2.9473) (2.7492) (2.4703) (2.1352) (1.7851)
N 978 978 978 978 978 978 978 978 978 978

At the lower quantiles (Q=0.05 and Q=0.15), the
FCF coefficient remains negative. However, its sig-
nificance is not yet fully robust, suggesting that firms
with low long-term profitability may not necessar-
ily respond significantly to FCF. Meanwhile, at the
highest quantile (Q=0.95), although the coefficient
remains negative (-0.0573), its significance is also
reduced, which may indicate that the best long-
term performing firms already have governance
mechanisms that can control the use of free cash
more effectively. Overall, this pattern supports the
previous findings in Table 8, which indicate that the
effect of FCF on profitability is non-linear and highly

dependent on the distribution of firm performance.

Table 10. Regression Results

This section presents the panel regression results to
examine the effect of free cash flow (FCF) on Long-
Term Return on Equity (LTROE), as shown in Table
10. The first model (CEM) indicates that FCF has a
positive and statistically significant effect on LTROE,
with a coefficient of 0.1769 (t = 3.9622; p < 0.01).
However, the Chow test results show a p-value of
0.0000, which leads to the selection of the Fixed
Effect Model (FEM) over the CEM. Furthermore, the
LM test produces a value that is also significant (p =
0.0000), which means that the Random Effect (REM)
model is more appropriate than the CEM. However,
the Hausman test results confirm that the FEM is the

best model, with a p-value of 0.0000.

CEM FEM REM
LTROE LTROE LTROE
FCF 0.1769%** -0.0935%* -0.0478
(3.9622) (-2.5137) (-1.2808)
LOG_SALES 0.0058%#** 0.0007 0.0031
(2.6520) (0.1261) (0.8375)
NI_GROWTH 0.02971 %% 0.0194%#%* 0.0209%**
(9.3134) (8.3275) (8.7646)
SGR 0.0041%* 0.0011 0.0016
(2.5396) (0.8838) (1.3056)
Constant 0.0180 0.0716 0.0492
(0.8390) (1.2763) (1.3380)
N 978 978 978
R?-Adj 0.1054 -0.0019
F Stat 29.7842 20.7906
Prob > F 0.0000 0.0000 0.0000
Chow Test 0.0000 (FEM)
LM Test 0.0000 (REM)
Hausman Test 0.0000 (FEM)
Mean VIF 1.100

"The table includes regression coefficients and t-statistics (7

corresponding to 1%, 5%, and 10% respectively"

b

lsla(

) . The significance levels are denoted by ***, ** and *,
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The second model (FEM) shows that FCF has
a significant negative effect on LTROE with a
coefficient of -0.0935 (t = -2.5137; p < 0.05). This
finding suggests that after accounting for inter-
firm fixed effects, an increase in FCF actually risks
lowering long-term return on equity, which supports
the argument from agency theory that excess cash
may encourage managers to make inefficient
investments. The third model (REM) indicates
that the effect of FCF on LTROE remains negative,
although it is not statistically significant (coefficient
=-0.0478; t = -1.2808).

Table 11 presents the results of quantile regression
using the Fixed Effect Model approach to examine
the effect of free cash flow (FCF) on Long-Term
Return on Equity (LTROE) at different levels of
long-term equity profitability distribution. The
analysis reveals that FCF consistently has a
negative impact on LTROE across all quantiles,
with the statistical significance being strongest
in the middle quantiles (Q=0.25 to Q=0.65). For
example, at quantile Q = 0.35, the coefficient of
FCF is recorded as -0.1222 (t = -2.8356; p < 0.01),
indicating that excess cash has the potential to
reduce the long-term return on equity, especially
in medium-performing firms.

Similar conditions are seen for Q=0.45 and
Q=0.55 with coefficients of -0.1188 and -0.1149,
respectively, both of which are significant at the
1% level. These results confirm that companies
in the middle of the profitability distribution are

most vulnerable to the negative effects of FCF if

not accompanied by adequate supervision and
governance mechanisms. At the lower quantile
(Q = 0.05), the effect of FCF is also negative and
significant at the 10% level (coefficient = -0.1337;
t = -1.7180), indicating that even low-performing
companies face the risk of investment inefficiency

due to excess free cash.

Although the direction of the effect remains negative
in the upper quantiles (Q=0.85 and Q=0.95),
the statistical significance tends to decrease,
indicating that firms with the highest long-term
equity performance are relatively better able to
mitigate the negative impact of FCF through more
effective governance and decision-making systems.
Meanwhile, control variables such as LOG_SALES,
NETINCOME, and SGR show no significant effect
in most quantiles, except for SGR in the bottom
quantile, which shows a small but inconsistent
positive coefficient. This reinforces the finding that
in the context of LTROE, FCF has a more dominant

influence than other control variables.

The findings of this study demonstrate that free cash
flow (FCF) has a negative and significant influence
on firm profitability, both in the short term (ROA
and ROE) and long term (LTROA and LTROE).
This outcome contradicts the initial hypothesis,
which assumed that higher levels of liquid
resources would support strategic investments,
operational improvements, and long-term financial
performance. Instead, the empirical evidence
indicates that the availability of excess cash does

not automatically enhance profitability and may

Table 11. Quantile Regression Results with Fixed Effects Model

Q=0.05 Q=0.15 Q=0.25 Q=0.35 Q=0.45 Q=0.55 Q=0.65 Q=0.75 Q=0.85 Q=0.95

LTROE LTROE LTROE LTROE LTROE LTROE LTROE LTROE LTROE LTROE
FCF -0.1337* -0.1280%* -0.1251%* -0.1222%%* -0.1188%** -0.1149%** -0.1118%** -0.1079** -0.1043* -0.0986

(-1.7180) (-2.1845) (-2.4935) (-2.8356) (-3.1089) (-3.0077) (-2.6121) (-2.0663) (-1.6532) (-1.1888)
Log_Sales -0.0057 -0.0016 0.0004 0.0026 0.0049 0.0077 0.0099 0.0127 0.0152 0.0193

(-0.4894) (-0.1838) (0.0595) (0.3999) (0.8656) (1.3501) (1.5633) (1.6358) (1.6245) (1.5660)
NETINCOME 0.0000 0.0000 0.0000 0.0000 -0.0000 -0.0000 -0.0000 -0.0000 -0.0000 -0.0000

(0.4252) (0.3156) (0.2219) (0.0814) (-0.1310) (-0.3907) (-0.5396) (-0.6315) (-0.6667) (-0.6837)
SGR 0.0030 0.0026 0.0024 0.0023 0.0020 0.0018 0.0016 0.0013 0.0011 0.0007

(1.1288) (1.3134) (1.4243) (1.5270) (1.5545) (1.3610) (1.0738) (0.7388) (0.5039) (0.2518)
N 978 978 978 978 978 978 978 978 978 978
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even weaken firm performance when effective

control mechanisms are absent.

These results are highly consistent with the
framework of agency theory, as first conceptualized
by Jensen & Meckling (1976) and later expanded by
Jensen (1986) through the free cash flow hypothesis.
The theory posits that when firms accumulate
excess liquidity, managerial discretion increases,
thereby widening the propensity for opportunistic
decision-making and the misallocation of capital,
particularly in the absence of strong governance
controls. Supporting evidence from prior studies,
including Dogru & Sirakaya-Turk (2018), Saravia
(2014), Wang (2010), reinforces the notion that
firms holding large cash reserves without adequate
oversight face a heightened risk of low-yield
spending, inefficient investments, or politically
motivated capital allocation. The stronger negative
relationship observed in long-term performance
indicators in this study also suggests that these
governance risks accumulate over time, meaning
that once inefficient projects are initiated, their

negative effects persist and compound.

An important interpretive insight emerging from the
findings is that the impact of free cash flow is not
uniform across firms but rather contingent on gov-
ernance strength and managerial discipline. Firms
operating with moderate performance levels often
fall into a governance “grey zone,” where liquidity is
available, yet mechanisms to ensure disciplined in-
vestment, such as strong capital budgeting systems
or independent board oversight, remain insufficient.
In such settings, free cash tends to function more as
discretionary managerial capital than as a strategic
resource, echoing the argument of Chauhan & Rao
(2022) that firms in emerging markets frequently
retain excess internal funds as buffers rather than
deploying them based on evaluation frameworks

or long-term investment priorities.

At the same time, firms performing at the extremes,
either very low or very high profitability, tend

to respond differently to excess liquidity due

to structural conditions rather than managerial
intent alone. Firms with weak profitability often
face operational or regulatory frictions that limit
their ability to convert free cash into profitable
outcomes, regardless of managerial preference.
Conversely, firms with strong financial performance
typically exhibit more robust governance cultures,
clearer investment mandates, and better incentive
alignment, which collectively reduce the likelihood
of opportunistic cash use. This pattern reinforces
the notion that the consequences of free cash
flow are path-dependent and shaped more by the
institutional discipline guiding its use than by the

amount of liquidity itself.

When positioned within the broader literature, these
findings contribute to the ongoing scholarly debate
onwhether free cash flow acts as a strategic asset or
a governance risk. Studies such as those by Angela
etal. (2023), Bella & Yantri (2022), Jain et al. (2023),
and Permata et al. (2018) demonstrate that FCF can
enhance profitability when firms maintain well-
designed payout policies, rigorous internal controls,
and strategic investment governance. Conversely,
research underpinned by agency theory, including
Lin & Lin (2018), Pasandidehfar et al. (2016), and
Wahyudi & Hatta (2024), shows that the presence
of excess cash becomes detrimental when
governance is weak, incentives are misaligned,
or managerial monitoring costs exceed potential
returns. These contrasting findings suggest that
FCF is neither inherently beneficial nor inherently
harmful; rather, its impact is contingent upon the
quality of governance, institutional context, and

managerial discipline.

The characteristics of the Indonesian energy sector
provide an important contextual explanation for
why FCF behaves as a governance challenge
rather than a performance advantage in this study.
Energy firms operate within capital-intensive
investment cycles, long-horizon project structures,
and environments with high regulatory intervention,
conditions that may reduce transparency in
resource allocation and weaken the role of
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external discipline, such as market pressure or
dividend expectations. Concentrated ownership,
political influence, and relatively loose payout
structures further allow excess cash to remain idle,
channelled into low-return expansion, or used to
accommodate managerial preferences rather than

value-enhancing activities.

Thus, these findings suggest that within this sectoral
and institutional setting, FCF functions more as a
governance vulnerability than a financial capacity
enhancer. The results strengthen the empirical
application of agency theory in emerging markets
and underscore that the strategic value of free cash
flow does not depend solely on its availability, but on
the governance systems, accountability structures,
and investment discipline that determine how it is

deployed.

MANAGERIAL IMPLICATION

The findings of this study provide several practical
implications for corporate managers, policymakers,
and investors. Since free cash flow was found to have
anegative and significant impact on profitability, an
important conclusion is that excess liquidity does
not inherently enhance firm performance unless
accompanied by strong governance and disciplined
capital allocation mechanisms. For corporate
managers, this result highlights the importance of
strengthening investment screening procedures,
adopting transparent capital budgeting practices,
and establishing clear payout or reinvestment
policies to prevent inefficient spending and
misaligned managerial discretion. For regulators
and policy designers, the findings underscore the
importance of promoting governance frameworks,
such as disclosure standards, independent oversight
mechanisms, and accountability requirements,
that ensure free cash flow is utilized in ways
that support long-term value creation rather
than discretionary allocation. For investors and
prospective shareholders, the results serve as a
cautionary signal that firms holding large levels of
unused internal cash may face increased agency

risk. Monitoring governance quality, investment

policies, and cash retention behavior may therefore
be equally important as evaluating financial
performance metrics when assessing firm value
and risk exposure. Overall, the study emphasizes
that free cash flow should be treated not only
as a financial resource, but as an asset requiring
governance discipline, ensuring that internal funds
support productive investment, value protection,

and long-term competitive performance.

CONCLUSION

The study concludes that free cash flow has a nega-
tive and significant effect on firm profitability in the
Indonesian energy sector. The findings suggest that
excess cash does not automatically enhance finan-
cial performance and may, in fact, reduce profitabil-
ity when its allocation is not informed by disciplined
investment decisions and effective governance
oversight. These results contradict the initial hypoth-
esis and suggest that free cash flow may act more
as a managerial risk than a strategic resource when
accountability mechanisms are weak. This research
has several limitations. The analysis relies solely on
financial indicators and does not incorporate gov-
ernance-related variables that may influence how
free cash is managed. The focus on a single industry
also limits generalizability, as the investment char-
acteristics and regulatory pressures of the energy
sector may differ from those of other sectors. Ad-
ditionally, the use of secondary data limits deeper
insight into managerial decision-making processes
and organizational dynamics. Future studies may
expand the model by incorporating governance and
organizational behaviour dimensions, such as own-
ership concentration, board monitoring, or incentive
alignment, to better explain how firms allocate free
cash. Comparative studies across industries or
across different regulatory environments may also
provide a broader understanding of how context
shapes the relationship between free cash and
profitability. If a deeper exploration of managerial
decisions is necessary, qualitative insights can com-
plement quantitative results to provide a more
comprehensive understanding of the mechanisms

underlying cash allocation outcomes. m
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