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Islamic social reporting on value of the firm:
Evidence from Indonesia Sharia Stock Index

M. Jihadi?, Elok Vilantika?*, Bambang Widagdo?, Fatmawati Sholichah® and Yanuar Bachtiar®

Abstract: The purpose of this study is to examine and analyze the intervening
effect of Islamic Social Responsibility and capital structure on the relationship
between profitability and firm value. This research is an explanatory research with
a quantitative descriptive approach. The data used were obtained from annual
reports of sampled firm as published on the Indonesia Stock Exchange (IDX) for the
2013-2018 period. 39 companies classified as basic and chemical industries and
listed in the Indonesia Sharia Stock Index (ISSI) were sampled using the purposive
sampling technique. The data were analyzed using Structural Equation Model (SEM)
and Sobel test to analyze the indirect effect. The results show that profitability, ISR
and capital structure have a positive significant effect on firm value. Profitability
was found to have positive affect on ISR and negative affected the capital structure.
A mediation test showed that ISR and capital structure does not mediate the effect
of profitability on firm value.
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1. Introduction

The Indonesian government is trying hard to grow the Indonesian economy by attracting more
investors (kemenkeu.go.id, 2018). One of the most attractive investment for investors is sharia
investment because it is capable in providing beneficial results for both parties. The Indonesia
Stock Exchange (IDX) stated that the Indonesian Islamic capital market is one of the largest
markets in the world. This is very possible considering that Indonesia has 264 million population
and 87 percent of them are Muslims (Liputan6.com, 2019). Investors in the Islamic capital market,
especially in Islamic stock instruments, experienced a significant increase in the last 5 years,
namely with as many as 47.165 investors in February 2019. The IDX provides three Islamic indices
that can be used as a reference in understanding the development. One of them is the Indonesian
Sharia Stock Index (ISSI).

Consumer News and Business Channel (CNBC) Indonesia (2019) stated that the performance of
Islamic stocks is incredibly positive, judging from the performance of ISSI whose rate of return is
rank second after the Dow Jones Islamic Market Index. Table 1 shows that the performance of
companies in ISSI show good prospects because there is an increasing trend from year to year.
Moreover, ISSI continues to move towards the positive zone even though its movements are
limited. Kontan.co.id (2018) stated that the top gainer of Islamic issuers is dominated by compa-
nies from basic and chemical industry sectors. IDX noted that the share of basic and chemical
industry sectors has risen by 24.01%. IDX became the highest sector compared to other sectors
during the period 2018-2019. Table 1 lists the market capitalization statistics in the Indonesia
Sharia Stock Index since it was founded in 2011.

Companies showing good performances is an evidence that such firms can increase their value,
which is a measure of objective value by the public. This contributes towards the companies
survival. Firm value is a market indicator to measure the overall company assessment. The success
in creating company value gives hope to the shareholders about greater company profits
(Salvatore, 2011). Assessment of good or bad prospects can be seen from the indicators, one of
which is the company’s ability to generate profits. Profitability is a factor that can affect firm value.
If the manager is able to manage the company well, it will generate large profits and have
a positive impact on the stock price. Sabrin et al. (2016), Sucuahi and Cambarihan (2016), Tui
et al. (2017), and Marsha and Murtaqi (2017) examined this and concluded that company profit-
ability has a positive effect on firm value. On the other hand, studies by Hestinoviana and
Handayani (2013) and Rizki et al. (2018) found no relationship.

Table 1. Indonesian Sharia Stock Index market capitalization 2011-2018 (IDR Billion)

Year ISSI Capital Market
2011 1.968.091,37
2012 2.451.334,37
2013 2.557.846,77
2014 2.946.892,79
2015 2.600.850,72
2016 3.170.056,08
2017 3.704.543,09
2018 3.666.688,31

Source : OJK (2019)
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One of the efforts to increase profitability is to form a good corporate image by implementing
accountability through Corporate Social Responsibility (CSR). In recent years, several Islamic economists
has initiated a form of social performance reporting for Islamic business institutions called as Islamic
Social Reporting (ISR). Islamic Social Reporting arises, because of limitations in conventional reporting
that does not pay attention to sharia provisions. ISR can be used by Muslims as a consideration in making
decisions. Besides, it can also be used by companies for fulfilling obligations to Allah SWT and the
surrounding community (Haniffa, 2002). ISR is a measure of social performance for companies that
have sharia effects in carrying out their social obligations to those concerned. ISR is a developed
compilation of CSR standard items set by AAOIFI (Accounting and Auditing Organization for Islamic
Financial Institutions), which was further established by researchers on CSR items to be reported by an
Islamic entity (Sunarsih & Ferdiansyah, 2016).

Earlier studies revealed more about the application of ISR in Islamic banks. These were conducted by
Maali et al. (2006), Kamla and Rammal (2013), Meutia and Febrianti (2017), and Zubairu et al. (2011).
These studies tried to measure the extent that ISR is practiced by Islamic companies. According to
(Othman & Thani, 2010), he application of ISR in the annual reports of selected companies is classified as
minimal. A good ISR disclosure will provide a positive signal to the shareholders, which has an impact on
increasing the company value. Ratri and Dewi (2017), and Cahya et al. (2017) stated that ISR disclosure
has a positive effect on firm value, while Ani (2017) concluded that there exists no positive.

Another factor that can affect firm value is capital structure. Capital structure theory explains the
funding policy in determining the ratio between debt and equity to maximize firm value (Ayunku &
Timipre, 2019). Companies listed on the Islamic Stock Echange must comply with several principles
overseen by the OJK in collaboration with DSN MUL The financial ratio of Islamic securities has a total
debt based on the company’s interest compared to the total equity of less than 82% or 45%:55%. The
positive influence between capital structure and firm value was identified by Ogbulu and Emeni (2012),
Hoque et al. (2014), and Rizki et al. (2018). However, different results were revealed by Kodongo et al.
(2015) and Nofrivul et al. (2017) who stated that capital structure has no effect on firm value.

Based on the explanation of each variable and the inconsistency of some of the research results
stated above, this topic becomes necessary. The inconsistency of the results is thought to be
caused by the variables that mediate the relationship between profitability and firm value. The
existence of Islamic Social Reporting and capital structure used as intervening variables were not
tested by most researchers. Companies with a high level of profitability tend to conduct high social
responsibility disclosures and reduce the use of debt, thereby increasing the company value.
Therefore, this research aims to examine the effect of these variables on firm value.

2. Literature review and hypotheses

Corporate finance theory aims to maximize firm value. Corporate finance arises due to company’s needs
in financial reporting and accountability (Anwar, 2015). If the company enjoys large profits, the stock
market value (owner’s funds) will increase rapidly, and at the same time, the company’s debt value
(creditors’ funds) will not be affected. A stock value that hits the right index will measure the effectiveness
of the company. It is often said that maximizing company value also means maximization shareholder
wealth.

2.1. Firm value

Firm value is the investor’s view of the company, which is often associated with stock prices. Firm value
can be measured by several ratios, one of them is via Tobin’s Q (Hoyt & Liebenberg, 2011). Several factors
that influence firm value includes profitability, Corporate Social Responsibility (CSR), and capital structure.
Profitability measures how well a company can generate profits from its operational processes that have
been implemented to ensure the company’s survival in the future. The company’s ability to generate
profits, or often called as profitability, can be measured by several indicators, among others are Return on
Assets (ROA), Return on Equity (ROE), and Net Profit Margin (NPM) (Murniati, 2016).
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2.2. Islamic social reporting

According to the theory of sharia companies, in the operation and performance of each commercial
company, they carry a role and responsibility to Allah because they manage and use the resources that
belong to Allah as the owner and creator of the entire universe. Therefore, being open to every aspect
with good intentions to society is one way to worship Allah (Hussain et al., 2020). ISR is measuring
companies’ social performance who have sharia securities in carrying out their social responsibilities to
those concerned. A business that claims to comply with Sharia should be clearer about their role in
society. An understanding of the concepts of accountability, social justice and ownership that are central
to social relations is key to an Islamic perspective on social reporting (Maali et al., 2006). Therefore, there
is a need for a special framework for reporting corporate social responsibility in accordance with Islamic
principles. The ISR item has six indicators, namely investment and finance, product and services, employ-
ees, society, environment, and corporate governance (Haniffa, 2002)

2.3. Capital structure
a. Trade-Off Theory

The trade-off theory states that there is a positive relationship between capital structure and
firm value with the assumption that tax returns are greater than the costs of financial pressure
and agency costs. In addition, this theory also predicts that there is a positive relationship between
capital structure and the level of profitability (Sudiani & Wiksuana, 2018).

a. Agency Theory

Problems related to agency arise if the management prioritizes its interests over the shareholders’
interests. In result, that agency costs arise, hence it must be minimized by disclosing the mechanism.

Capital structure can measure by several ratios, including Debt-to-Asset Ratio (DAR), Debt-to-Equity
Ratio (DER), and Long-term Debt-to-Equity Ratio (LtDER) (Niar et al., 2018). Companies that have high
profits tend to have more activities related to social responsibility, which hopefully will lead to an increase
in the company value. Good company performance cannot be separated from the role of its managers in
determining financial decisions, one of which is funding decisions (capital structure). The right funding
decision will leads to an increase in its share prices and will increase the company value.

3. Hypotheses

Hypothesis 1 : Profitability, Islamic Social Reporting, and Capital Structure has a significant effect
on firm value

Profitability is a description of management performance in managing the company. If
managers are able to manage the company well, the costs incurred by the company will be
smaller so that the profits will be greater. The company’s ability to generate profits increases,
so the stock price will also increase. Amount of profit will affect value of the firm. Research
conducted by Sabrin et al. (2016), Sucuahi and Cambarihan (2016), Marsha and Murtaqi
(2017), and Tui et al. (2017) stated that company profitability has a positive effect on firm
value. This study also supports the theory put forward by Modigliani and Miller that firm value
is determined by the profit from the company’s assets.

Several studies have found that social disclosure will reflect the company’s image (Kolk,
2008). Disclosure of Islamic Social Reporting (ISR) can increase corporate value for Muslim
stakeholders, because information that is in accordance with sharia principles will make
a Muslim not hesitate to invest his funds. Research conducted by Ratri and Dewi (2017),
Cahya et al. (2017), and Setiawan et al. (2019) found that ISR disclosure has a positive effect
on firm value.
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The tradeoff theory states that there is an optimal capital structure, namely a capital structure
that can increase firm value, where it is achieved if the company is able to balance

the benefits of using debt with bankruptcy and agency costs, then any additional debt will
increase company value. This is supported by research including Ogbulu and Emeni (2012), Hoque
et al. (2014), and Andawasatya et al. (2017) showing that capital structure has a positive and
significant effect on firm value.

Hypothesis 2 : Profitability has a significant effect on Islamic Social Reporting and Capital
Structure

Companies with good financial performance have the financial ability to make decisions regard-
ing their surrounding environment. The higher the level of company profitability, the greater the
disclosure of social information (Anggraini, 2006). From an Islamic perspective, companies must
provide full disclosure regardless of strengths or weaknesses. Research conducted by Othman
et al. (2009), Arshad et al. (2012), Lestari (2013), Cahya et al. (2017), Wardani and Sari (2019), and
Hussain et al. (2020) stated that profitability has a positive significance to affect the level of
Islamic social reporting.

Companies with a high rate of return tend to use a relatively small proportion of debt. This is
because with a high rate of return the need for funds is generated internally from retained
earnings (Brigham & Houston, 2001). This shows that there is an influence between profitability
and capital structure based on the fact that companies that have a high level of profitability will
reduce dependence on outsiders. Several studies conducted by Mohammadzadeh et al. (2013),
Karbasi Yazdi and Mohammadian (2017), and Andawasatya et al. (2017) show that profitability has
a negative and significant effect on capital structure.

Hypothesis 3 : Islamic Social Reporting and Capital Structure mediates the relationship between
profitability and firm value

The attention of investors now is not only focused on profit oriented, but on the importance
of implementing CSR as part of their business strategy. Sharia-based companies must carry
out social responsibility based on sharia principles that have been developed in such a way as
to become an ISR which contains adjustments to the CSR standard items set by AAOIFI.
Companies that have high profits tend to do more forms of social responsibility, which
hopefully will lead to an increase in company value. Research conducted by Cahya et al.
(2017) and Ratri and Dewi (2017) states that ISR disclosure can mediate the effect of
financial and environmental performance on firm value.

Companies that have succeeded in obtaining large profits and financial managers are able
to manage these profits through the right financial decisions will be responded positively by
investors, thereby increasing company value (Wahyudi & Pawestri, 2006). Good company
performance cannot be separated from the role of managers in generating profits and
determining financial decisions, one of them are funding decisions (capital structure). High
profitability and the right funding decisions will be able to increase share prices which will
have an impact on increasing company value. Based on this description, it can be said that
profitability affects firm value through capital structure, which is supported by research by
Chen and Chen (2011), and Andawasatya et al. (2017).

The thinking framework is prepared based on literature review and relevant research results. The
conceptual framework of this research can be seen in Figure 1.
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Figure 1. Theoretical
framework.

Finance and | | Products and Employees Community Environment Corporate

Investment Services Involvement Governance

Islamic Social

— Reporting

N Value of
ROE Profitability the Firm
NPM Capital

Structure

LtDER

4, Methodology

This research is an explanatory research with a quantitative approach. This study used 43 com-
panies listed on the Indonesia Stock Exchange (IDX) classified as basic industry and chemical
sectors. The sample is selected by purposive sampling method with specific criteria, and obtained
39 companies to be sampled, because 3 companies were delisted and 1 company merged with
other companies. The data is obtained from a secondary data source, the IDX publications
collected by documentation techniques. The operational definition of the variables are as follow:

a. Firm Value

Value of the firm is an investor’s assessment that is often associated with stock prices (Harmono,
2014). Firm value is reflected by Tobin’s Q (Dang et al 2020).

EMV +D

Tobin's Q = EBV 1D

EMV = Equity Market Value (closing price x number of shares outstanding). EBV = Equity
Book Value (total assets—total liabilities). D = book value of total debt
a. Islamic Social Reporting

ISR is an extension of social reporting related to spiritual perspectives (Haniffa, 2002). This
information disclosure consists of 6 indicators indicated as follows:

(1) Finance and Investment, measured by items of sources of funds for investment activities
and limited financing of usury and gharar, the amount and distribution of zakat, and items
that disclose organizational policies.

(2) Products and Services, with items disclosed regarding the halal status of the product and
product explanation services, the existence of consumer complaints, handling complaints
and customer service, customer satisfaction surveys.

(3) Employees, the item to be disclosed is the company’s concern for the welfare of employees
in accordance with Islamic principles through worker characteristics, education, training,
equality of opportunity and worship activities.

Page 6 of 16



Jihadi et al., Cogent Business & Management (2021), 8: 1920116 O;K-: cogent P b us | Nness & mana ge me nt

https://doi.org/10.1080/23311975.2021.1920116

(4) Community Involvement, the items disclosed are closely related to the Islamic principle society
through alms, waqf, gqardul hasan, and charity activities that can ease the burden on society.

(5) Environment, the items disclosed are in the form of activities and the amount of funds spent
by the company for environmental activities, such as environmental conservation, Go Green,
and environmental policies

(6) Corporate Governance, Items disclosed are in the form of company progress in managing
the organization with the presence of commissioners, directors, Sharia Management Board,
organizational structure and disclosures related to illegal transactions and prevention of
corruption in the company.

Of the six aspects, the disclosure is measured by scoring 0-1.

a. Profitability

Profitability is the company’s ability to generate profits using company resources.
(1) Return on Asset (ROA)

ROA describes the extent to which the company’s assets can generate profits expressed as
percentage (%).

Earning After Taxes
Total Asset

ROA = x 100%

(1) Return on Equity (ROE

ROE is a measure of income available to the company owners on the capital invested in the
company expressed as percentage (%).

ROE — Earning After'Taxes
Total Equity

x 100%

(1) Net Profit Margin (NPM)

NPM measures a company’s ability to generate profits using sales achieved and is expressed as
percentage (%).

Earning After Taxes

NPM =
Sales

x 100%

a. Capital Structure

The capital structure is an illustration of the proportion of the company’s financial resources in
financing a company.

(1) Debt to Asset Ratio (DAR)

DAR is the company’s ability to fulfill its obligations to pay debts with assets owned.

Total Debt

DAR = Total Asset

(1) Debt to Equity Ratio (DER)

DER is the company’s ability to fulfill its obligations to pay debt with its own capital.
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_ Total Debt
~ Total Equity

(1) Long Term Debt to Equity Ratio (LtDER)

LtDER aims to measure how much each rupiah of the own capital is used as collateral for long-
term debt.

Longterm Debt

LtDER = -
t Equity

The data analysis method in this research is quantitative analysis conducted using the Structural
Equation Model (SEM) with AMOS 21 Program. SEM can be described as an analysis that combines
factor analysis, structural model and path analysis methods. According to Ghozali (2014), SEM is
a combination of separate statistical methods, namely factor analysis and simultaneous equation
modeling. There are two main methods of SEM: Component-based methods or Variance-based,
namely least squares method (PLS-SEM) and Covariance-based method (CB-SEM). This study uses
CB-SEM, which is a multivariate analysis, which assumes that the data must conform to a normal
distribution, with a minimum sample size and more accurate estimates (Gio, 2019). SEM describes
a series of relationships that are built between several exogenous variables and several endogen-
ous variables that form factors or constructs built from several indicators that are measured
directly. The structural equations model are described as follows:

Profitability = 11ROA + 1,ROE + AsNPM + &

Where FI = Finance & Investment. PS = Product & Services. Em = Employees. CI = Community
Involvement. En = Environment. CG = Corporate Governance. DAR = Debt Asset Ratio. DER = Debt
Equity Ratio. LtDER = Long-term Debt Equity Ratio. ISR = Islamic Social Reporting.

The indirect effect is that the intervening variables are tested by a procedure developed by Sobel
(1982) or better known as the Sobel Test. The Sobel test is done by testing the intensity of indirect
effects through ISR and capital structure. The Sobel test formula is as follows:

Sab = \/bZSaz + aZsz +5025b2

Sab = Sobel Test. a = raw (unstandardized) regression coefficient for the association between
X and mediator. Sa = standard error of a. b = raw coefficient for the association between the
mediator and Y. Sb = standard error of b.

This study uses additional analysis, namely a robustness test. (Robustness test) is used to test the
validity of the research results. The Robust test will test the exogenous variable firm value by replacing
the proxy Tobin’s Q with Price Book Value (PBV), the goal is when calculated with a different approach
whether the results will remain consistent on exogenous variables against endogenous variables.

5. Research analysis and discussion of findings

5.1. SEM assumption test
(1) Example of Adequacy

The total number of firms sampled for this study are 39 companies with 152 data. For a study to
meet the Maximum Likelihood (ML) method with the assumption that normality is met, a study must

have a minimum of 100-200 samples. Hence, the sample of this study is declared as sufficient.

(1) Normality test
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Table 2. Output normality test

Variabel Min Max Skew C.R Kurtosis CR
Tobin’s Q 0,09 2,01 0,825 4,154 -0,076 -0,192
Finance & Investment 0 1 0 0 -2,000 -5,033
Product & Services 0 1 -0,375 -1,887 -1,859 -4,680
Employees 0 1 -0,239 -1,201 -1,943 -4,890
Community 0 1 0,053 0,265 -1,997 -5,026
Involvement
Environment 0 1 -0,132 -0,664 -1,983 -4,989
Corporate Governance 0 1 0,265 1,336 -1,930 -4,856
DAR 0,13 65,55 0,495 2,492 -1,186 -2,985
DER 0,01 1,60 0,646 3,249 -0,291 -0,732
LtDER 0,90 67,41 1,264 6,362 0,927 2,333
ROA -11,10 14,90 -0,010 -0,048 0,471 1,186
ROE -11,50 28,90 0,253 1,273 0,743 1,870
NPM -10,03 23,67 0,320 1,611 0,936 2,356
Multivariate 0,512 0,160

The result of the normality test of the data shows that the value of c.r is not more than * 2.58.
So, the data is normally distributed (Byrne, 2001). The results of normality testing in this study can

be seen in Table 2.

(1) Outliers Test

In the outlier’s test, the result shows that the data are free from outliers, both at the univariate and

the multivariate levels. The results of the univariate outliers test in this study can be seen in Table 3.

Table 3. Output outliers test

N Minimum Maksimum
Zscore (ROA) 152 -2,51,518 2,67,296
Zscore (ROE) 152 -2,65,926 2,87,279
Zscore (NPM) 152 -2,63,830 2,66,116
Zscore (DAR) 152 -1,05955 2,03485
Zscore (DER) 152 -1,44,756 2,66,344
Zscore (LtDER) 152 -1,13,271 2,91,863
Zscore (TOBINSQ) 152 -1,56,757 2,81,694
Zscore 152 -0,99,671 0,99,671
(Financial&Investment)
Zscore (Product&Service) 152 -1,20,086 0,82,726
Zscore (Employees) 152 -1,12,264 0,88,490
Zscore (Community 152 -0,97,081 1,02329
Involvement)
Zscore (Environment) 152 -1,06458 0,93,315
Zscore (Corporate 152 -0,87,315 1,13,774
Governance)
Valid N (listwisse) 152
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5.2. Data analysis
(1) Goodness of Fit

In the model testing, several suitability indices are used to measure the suitability of the
research model being developed. Based on the analysis completed by AMOS, the results are
shown in Table 4.

Table 4. Goodness of fit table

GOF Index Result Cut off Value Evaluation
Chi-square 79,967 80,2321 Good Fit
Significancy probability 0,052 > 0,05 Good Fit
RMSEA 0,045 <0,08 Good Fit
GFI 0,925 > 0,90 Good Fit
AGFI 0,888 > 0,90 Marginal Fit
CMIN/DF 1,311 <2,00 Good Fit
TLI 0,970 > 0,90 Good Fit
CFI 0,976 >0,90 Good Fit

Source: AMOS data processing

It concludes that this research model is accepted because it meets the Goodness of Fit criteria.

(1) Hypothesis testing
a. Direct Effect

Decision making to test the hypothesis in this study uses the results of data analysis from the
direct influence between variables which can be seen in the evaluation of parameter estimates in
Table 5 below.

Table 5. Direct effect

Estimate SE CR P Decision
CSeP -0,428 0,268 -3,320 i Accept
ISR« P 0,454 0,006 4,685 o Accept
FV « P 0,280 0,009 2,635 0,008 Accept
FV « CS 0,343 0,005 3,018 0,003 Accept
FV « ISR 0,206 0,135 2,029 0,042 Accept

CS = Capital Structure. P = Profitability. ISR = Islamic Social Reporting. FV = Firm Value

The direct effect test uses an assumed standard p-value level of 0.05 to test the hypothesis.
Based on Table 5, the proposed hypothesis has a p-value of lower than 0.050 compared to the
direct consequences. Thus hypothesis 1 and hypothesis 2 are accepted.

a. In-Direct Effect

One of the weaknesses of AMOS is that it does not indicate the significance level of its indirect
effect. So, to test the indirect effect, this study used the Sobel test. According to Ghozali (2014),
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Table 6. Indirect effect

T-Statistic Std.error p-value Decision
P - ISR » FV 1,52,561,574 0,0613 0,127 Reject
P->CS->FV -1,5,965,823 0,0919 0,110 Reject

testing the mediation hypothesis can be done with a procedure developed by Sobel (1982), namely
the Sobel test. The test results can be seen in Table 6 below.

CS = Capital Structure. P = Profitability. ISR = Islamic Social Reporting. FV = Firm Value

Table 6 shows the results of Sobel test to see the indirect effect between profitability and firm value
through the intervening variables. The results show that ISR and capital structure do not mediate the
relationship between profitability and firm value. This is indicated by the p-value that is greater than
0.05, which means the variables are not significant. Thus, hypothesis 3 is rejected.

6. Robustness test

This study uses an additional test to assess the durability of the main results with an analytical tool
called the Robusnes test. Based on Sabrin et al. (2016) and Siregar et al. (2018), Price Book Value (PBV)
is used as an alternative measurement to assess firm value. The results of the Robustness test using
the PBV variable can be seen in Table 7.

Table 7. Robustness test results with PBV to measure firm value

Tobins’Q PBV
Estimate P Decision Estimate P Decision
CS«P -0,428 0,000 Accept -0,869 0,000 Accept
ISR«P 0,454 0,000 Accept 0,028 0,000 Accept
PBV « P 0,280 0,008 Accept 0,027 0,047 Accept
PBV « CS 0,343 0,003 Accept 0,015 0,038 Accept
PBV « ISR 0,206 0,042 Accept 0,493 0,026 Accept
P> ISR > FV - 0,127 Reject - 0.044 Accept
P->CS->FV - 0,110 Reject - 0.846 Reject

Overall, the robustness checks suggest that the main results are robust. Based on the test
results, it is obtained consistent results when firm value is proxies by Tobins’ Q and PBV. This
result again confirms the result that profitability, ISR, and capital structure still has significant
direct effect on firm value.

6.1. Discussion of findings

High profitability indicates that the company’s management is managing its resources well. This
indicates that the firm is in an advantageous position and this provides a positive signal for the
investors. Companies with high profitability will attract investors with positive effects on the value
of the company shares (Fajaria & Isnalita, 2018). Furthermore, this will have an impact on
increasing the company’s Tobin’s Q value, which means that the company value is also high. The
result of this study strengthens the evidence that profitability has a positive effect on firm value
(Chen & Chen, 2011).
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A higher ISR disclosure will increase firm value (Lidyah et al., 2019). This proves that ISR is an
important factor in increasing firm value. Companies with more ISR disclosures will be assessed
positively by the surrounding community because they have responsible and have concern for the
surrounding environment, and participate in protecting the environment. In addition, companies with
high ISR disclosures are considered to be able to pay more attention to the company’s prospects. So,
investors will have a positive assessment and it will have an impact on increasing company value.

Under the capital structure theory, companies tend to determine financial policies related to
capital structure with the aim of optimizing firm value. Additional debt is usually done when the
company is developing its business, so that it can increase the stock price and firm value. This is in
accordance with Modigliani and Miller's theory which states that the capital structure is not
optimal and additional debt will increase firm value. The trade-off theory also explains that the
benefits of increasing debt are still greater than the sacrifices that occur. So, the benefits of using
debt can directly increase the value of the firm.

Profitability is one of the variables that is quite influential in increasing ISR disclosure. High
profitability will provide an opportunity for the management to make disclosures to principals
regarding the broadening the social responsibility program. High profitability makes companies to
have more freedom and flexible in implementing the ISR disclosure. Disclosure of social respon-
sibility will thus be followed with financial costs. Thus, companies with high profitability will be able
to overcome these costs. This result supports previous findings that indicates company does not
operate to fulfil its own interests. The result also to provide benefits for its stakeholders. The
company must be willing to provide full disclosure of their responsibility, whether the experiences
ends with a gain or a loss. This shows that profitability affects the value of the firm (Arshad et al,,
2012; Cahya et al., 2017; Othman et al., 2009).

A company that has a high level of profitability shows that the company can finance its operational
activities independently and reduce the need of getting external funding. This result supports the
Pecking Order theory which states that every company tends to use retained earnings as their first
funding option. Companies with a high level of profitability will tend to have a low capital structure
because they have smaller debt and greater use of their own capital. This means that profitability has
an influence on a company’s capital structure. This results supports findings of earlier studies
Andawasatya et al. (2017), Yazdi and Mohammadian (2017), and Mohammadzadeh et al. (2013).

The direct effect of profitability on firm value is greater than the indirect effect through
disclosure of ISR. In other words, ISR cannot mediate the effect of profitability and the value of
the firm. This result supports the finding of Nohong et al. (2019). The company value will continue
to increase as the company’s profitability gets higher, and investors do not pay attention to the ISR
disclosure. This may happen because every companies are bounded by Law Number 40 of 2007
which stated that companies must carry out social responsibility. Hence, investors believe that the
companies are obliged to implement ISR if they do not want to be penalized. Investors will focus
more on the level of profitability to decide on their investment.

Companies with high profits will tend to use their retained earnings in financing their operational
activities so that the use of debt is relatively small. This shows that the higher the profitability, the
lower the amount of debts in the company’s capital structure will be. Based on the relationship
between profitability and firm value, it implies that a higher the level of company’s profitability
means that the company has a good ability to generate profits. Companies with high profitability
tend to be in demand by investors because they are considered as capable in generating large
returns, and in result they have a direct impact on increasing company value. Results of this study
indicates that profitability has a direct effect on firm value. This direct effect is greater than the
indirect effect through the capital structure. Hence, it can be concluded that capital structure does
not mediate the effect of profitability on firm value (Ngatemin, 2018).
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7. Conclusion

Based on the research conducted on basic and chemical industrial companies listed on the
Indonesian Sharia Stock Index, it can be concluded that companies that have the ability to
generate high profits will attract investors to buy their stocks. In result, these companies will
have a higher company value. Thus, the level of profitability has a positive effect on firm value.
Another consideration for investors to choose an investment is to see the company’s image. If
a company carries its social responsibility well, the company are more likely to pay attention to the
company’s future prospects. Islamic Social Reporting administered by the company will increase
the value of the company. Large companies do not mean that they are free from debt. Any
additional debt incurred during business expansion will increase the company value if the capital
structure is not optimal. High profits provide opportunities for the management to make disclo-
sures to principals related to social responsibility programs broadly, meaning that profitability
affects Islamic Social Reporting.

Profitability also affects the capital structure because a company with a high level of profitability
tends to finance its operational activities independently so its capital structure is getting lower. In
result, the mediation test in this study was rejected because Islamic Social Reporting and capital
structure proved to be unable to mediate the effect between profitability and firm value. Potential
investors who are going to invest are advised to consider some factors, such as the company’s
ability to generate profits, how much social disclosure it has made and the proportion of debt the

company has to ensure that the value of the invested company is high and it is profitable.
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