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Abstract

Sustainability reports emerge as a critical problem in the business world. Companies do not merely pursue
profit maximization, but must pay attention to non-financial factors to maintain long-term growth. This
study aims to investigate the relationship between company sustainability and company value. This study
involved a sample of companies included in the proper index listed on the capital market and included in
the category of 45 of the most actively traded companies (LQ45) on the Indonesia Stock Exchange with a
study period of 2015-2018. Sample selection by purposive sampling method with the final results obtained
20 sample companies that meet the sample criteria. Then the data i§fjsted with the Generalized Method
of Moment (GMM) estimation model analysis method. The results of this study indicate that corporate
sustainability has a positive effect on the value of market-based companies.
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1. Introduction

This study investigates whether the capital market in Indonesia respects companies that practice
corpor@e sustainability by using an appropriate index size as a measure of sustainability gjactices and
Tobins Q as a measure for firm value variable. The definition of sustainability arises from the triple bottom
line concept of economic, social and environmental responsibility. In this definition not only considers the
physical environment and natural resource management issues, but also in the economic and social
context in business activities involving business system models, the strong act behavior is needed in the
creation of corporate value for the long term (Yu & Zhao, 2015).

Investors have begun to consider the factor of corporate sustainability in corporate investment criteria.
Despite its development in various countries, countries in Europe and America generally dominate more
than Asian countries (Welford, 2004). But there is a potential growth in the companies sustainability
practices in the Asian market, because many investors are investing in the Asian marka(Cheung, Tan,
Ahn, & Zhang, 2010). On the other hand, the majority of corporate executives in Asia do not consider
social performance as a strategic component of financial performandg (Lines, 2004). so that investors
reaction to the companies sustainability performance could be part of key driver for the development of
corporate sustainability in Asia, especially Indonesia.

The performance of non-financial companies has begun to attract the attention of professional investors
because they realize that profitability itself is not sufficient for the companies long-term growth. When
choosing from an economic, strategic and operational perspective to consider environmental and social
issues, sustainability reporting will help increase company transparency, strengthen risk management,
encourage stakeholder involvement and improve communication with stakeholders (Loh, Thomas, &
Wang, 2017). Companies are generally considered to be more focused on profit maximizggjon, while non-
financial disclosures are not too contradictory. However, researchers have shown that there is a

relationship between disclosure of sustainability and firm value (Berthelot, Coulmont, & Serret, 2012).
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The main purpose is to examine the market valuation of the companies sustainability performance.
Specifically, by exploring the relevance of sustainability performancefgoncerning investor response in the
Indonesian capital market. With the development of capital markets in Indonesia, the results of this study
have implications for the practical interests of management, investors, and regulators in Indonesia.




The composition of this paper consists of a research background, Ig#¥ature review and hypothesis
development that explains the framework of the relationship between corporate sustainability practices
and firm value. Based on a literature review, we discuss theories and formulation of hypotheses. The next
section are describes data and methdgflogy, followed by results and empirical analysis. For the last part,
this study conclude and highlight the implications of the results and limitations of the study.

2. Literature Review and Hypothesis Development

ffime of the results of empirical research provide evidence that sustainability reporting reduces
information asymmetry between managers and investors that can increase the value of the company
(Schadewitz & Niskala, 2010) and company performance (Ameer & Othman, 2012). Theissue of disclosure
related to company sustainability to stakeholders will increase corporate accountability and transparency,
so that it will assist investors in conducting evaluations appropriately (Nobanee & Ellili, 2016). Besides,
this report also provides added value in enhancing the company's image, strengthening public relations
and legitimizing company activities (Kilic, Kuzey, & Uyar, 2015).

Theories relating to corporate sustainability reporting are agency, legitimacy, stakeholder and signaling
theory Deegan (2002), Lourengo & Branco (2013), Reverte (2009), Ruhnke & Gabriel (2013), and Spence
(2002). According to Cormier, Magnan, & Van Velthoven (2005), the prag@fge of reporting sustainability is
a complex phenomenon so it is not only explained in one theory. Fama & Jensen (1983) states that agency
costs arise due to conflfits of interest and information asymmetry between managers and owners, so
sustainability reporting plays an important role in reducing information asymmetry. According to Deegan
(2002), companies need to gain social legitimacy in running their business to obtain the resources needed
to carry out their activities, so that sustainability reports are a tool to legitimize their business and show
that companies can be accepted in the community. Berthelot et al., (2012) and Reverte (2009) said that
in theory stakeholder companies need to maintain good relations with stakeholders so they must fulfill
the information they need through sustainability reports. Meanwhile, according to Ruhnke & Gabriel
(2013) and Spence (2002) said that in company signaling theory through sustainability reports sends
messages about company performance which includes economic, social and environmental performance.

Several literature reviews have linked sustainability reports with corporate value in developed countries,
especially Europe and America, but the results of the study are still controversial. Like the results of Lo &
Kwan (2017) study that investors are not concerned with environmental, social and governance (ESG)
initiatives. The study was conducted in Hong Kong in 2010-2012. is contradicts the results of the study
of Loh et al., (2017) which revealed that the sustainability report is positively related to the market value
of the company, the better the quality of reporting the stronger the engagement. The study was
conducted on company listings in Singapore in 2015. In line with Kuzey & Uyar (2017) that sustainability
reporting drives firm value.

On the other hand, the market did not respond positively because of the quality of the sustainability
report. As has been proven by Guidry & Patten (2010) that there is a problem in the quality of the report
associated with market reactions. The results state that the market did not respond significantly when the
company released its sustainability report. However, in the cross-section analysis, it was found that more
qualified sustainability report showed a more positive market reaction than companies that issued the
basic. This result applies when entering control variables namely company size and membership in
industries that already have a social reputation. This study was conducted on companies in the US with a
measurement of the gquality of disclosure of sustainability reports based on references from the Global




Reporting Initiative. Furthermore, Legendre & Coderre (2013) said that there is often skepticism and
mistrust of stakeholders and experts about CSR reports released by the company, so that the contents of
CSR reports are less attractive to stakeholders. To increase the report's credibility, it must use language
that is easy t@understand, based on truth (facts), sincere and specific to the information needed by
stakeholders. Based on the literature review above, we formulated the following :

Hypothesis : Corporate sustainability has a positive effect on firm value.
3. Data and Methodology

The Ministry of Environment issues a proper index (company performance evaluation program) to give
awards in the field of sustainability to companies in Indonesia. This is an effort to encourage companies
to manage the environment through information instruments by actively involving the community.
Because not all companies are given a rating by the proper listing index on the Indonesia Stock Exchange,
we chose a sample based on the most actively traded listing company (LQ45). The reason we chose this
sample was because the companiesin the LQ45 category represented investors' interest in choosing stock
investments and we assumed that the blue-chip company performed well and provided a complete
report.

We chose a period of 2015-2018 because in 2015 there was a change in the format of published reports
mn previous years, while in 2018 the latest data was available. The sample was chosen based on the
purposive sampling method with the following criteria: (1) listed in the LQ45 index in the period August
2018; (2) consistently registered in the Fbper index from 2015-2018; and (3) all the information we need
in this study is available. The research data were obtained from the Indonesia Stock Exchange website
(www.idx.co.id).

-

Ehis study uses firm value as the dependent variable. The measurement of the dependent variable is
Tobin's Q because this measure is market-based so it can reflect the company's value according to current
conditions. Besides that, it has advantages compared to accounting-based performance because Tobin's
Q ratio is not based on accounting profit which is vulnerable to the practice of creative accounting
techniques. Market value reflects the present value of future cash flows based on future information
(Singh, Tabassum, Darwish, & Batsakis, 2018). This measurement has also been used by previous
researchers such as (Buallay, 2019; Nawaz, 2017; Saidat, Silvm( Seaman, 2019; Shamsudin, Abdullah, &
Osman, 2018; Singh et al., 2018). The formula for calculating Tobin's Q ratio is the market value of equity
+ liabilities divided by the book value of total assets + liabilities (Singh et al., 2018).

The independent variable (variable X) in this study is corporate sustainability. The measurement of the
dependent variable, in this case, uses the proper index issued by the Ministry of Environment. This
measurement has also been used in research (Rakhiemah & Agustia, 2012). Proper index classifies five
categories based on color. In this study the score is given based on the highest performance of 5 orin gold
and the lowest rank with a score of 1 or black. The following is an explanation of scores and ratings based
on proper indexes:

This study uses panel data from 2014-2018 with a sample of companies included in the LQ45 index and
PROPER ranking. Before the hypothesis test is conducted a series of tests to determine the panel data
model used.




Chow test results to determine the best model between OLS pools§gj fixed effects (redundant effects
tests). The probability value of the chow test is 0.0000, the value is smaller than the significant level of
0.05. Then it can be concluded that HO is rejected and Ha is accepted so that the model chosen according
to the chow test is fixed effects. @
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[ next step is the Hausmann test, this test is to determine whether the model is more suitable to use
mween the Fixed Effect vs. Random Effect. Probability indicates a value of 0.9698, this value> 0.05 so
that the chosen mod#l is random effect. Based on the model selection test by comparing the Common
Effect (Pooled OLS), Fixed Effect, and Random Effect Models, the selected model is the Random Effect

model.
For control variables, the study ref@ to previous researchers (Saidat et al., 2019) with firm size and

leverage. Firm size measurement by natural log of total assets, while leverage with the total debt formula
divided by corporate assets. Based on the discussion, the estimation model developed to analyze the
relationship between corporate sustainability and company value in this study is as follows:

Where FV is firm value, CS is corporate sustainability, SIZ is company size and LEV is leverage. Then Eis an
error and it shows the period of observation. Hypothesis testing is done by GMM estimation regarding
previous studies (Tran & Vo, 2018). Criteria for acceptance of hypotheses with a significance level of 5%
(Sekaran & Bougie, 2010).

4. Results and Discussion

Based on the results of statistical data processing, it is obtained descriptive statistical results and
hypothesis testing. Table 1 presents the descriptive statistical results which e average, standard
deviation, minimum and maximum. Focusing on this research model that examines the effect of corporate
sustainability (CS) with firm value (Q), it can be seen that overall the observed sample ranks 3.5. When
viewed from this color category, it is included in the category of citizens between blue to green. This
means that the average company included in the LQ45 index between 2015-2018 has carried out CS
practices in the category of undertaking environmental management efforts as required by law.

If seen from the minimum and maximum values, the companies in this study sample still have companies
in the category of not trying to manage the environment according to the required standards. Some
companies get a value of 2, about the proper index ranking that value 2 is in the red color category. These
companies include PT Adaro Energy Tbk in 2017-2018 and PT Sri Rejeki Isman Tbk in 2015-2016. While
some companies that received the highest gold value or rank with a value of 5. During the observation
period fffin 2015-2018, there were 3 companies that always consistently obtained the gold category,
namely PT Aneka Tambang Tbk, PT Medco Energi Internasional Tbk, and PT Bukit Asam Tbk.

Control variables for company specifics are size and leverage. Size value by looking at total assets, the
highest is PT Indah Kiat Pulp & Paper Tbhk in 2018 and the lowest is PT Sawit Sumbermas Sarana Thk in
2015. While in terms of leverage with total debt size, the company with the higfiest debt is PT Indofood
in 2018 while The lowest debt is owned by PT. Kalbe Farma Tbk in 2017. The maximum value is 7.9847
and the minimum value is 6.4349, this indicates that the inter-company risk of the sample companies does
not show any significant diversi%

Before conducting a regression test, the classic assumption test is carried out to ensure that there are no
problems in the classical assumption. Test for normality with the Kolmogorov-Smirnov model with a




significance of 0.196. Because the value is> 0.05 then the data is normally distributed. Table 2 reports the
results of the regression analysis based on market performance to measure firm value. This model
examines the influence of CS ath FV on companies included in the LQ45 index in the second semester of
2011. CS was found to have a positive but not significant relationship at the 0.05 significance level, so the
main hypothesis in this study was accepted. This shows that corporate sustainability practices initiated by
the Ministry of Environment through the proper index infflience investors in investment decisions in the
Indonesian capital market. However, all control variables have a negative and insignificant relationship at
the 0.05 level of significance, which is proxied by total assets and leverage. Based on the R2 test obtained
a value of 0.111, this means that the variable X affects the Y variable by 11% while 89% is influenced by
other variables.

The results of this study are following previousgjudies conducted by Loh et al. (2017), Lo & Kwan (2017),
and Kuzey & Uyar (2017), which document the positive relationship between corporate sustainability and
firm value. This result supports signaling theory, namely, when a company gets a good rating in
sustainability reporting it will respond positively. In the context of Indonesia, investors still have
confidence in the legitimacy of the proper index released by the Ministry of Environment to provide a
positive response.

The sample of companies taken in the study has considerable brand strength so that the public has high
trust in every report published by the company. In addition, the companies in the sample also have good
financial fundamentals in terms of profitability and leverage levels with good risk managefnt. But as a
wise investor must remain careful in reading the publication report. Because according to Braam, Uit De
Weerd, Hauck, & Huijbregts (2016) that companies that have weak environmental practices tend to
disclose higher environmental information (overstatement), because of the company's desire to seek
legitimacy.

i Conclusions and Suggestions
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This study examines the relationship between corporate sustainability and corporate value with market
valu@based measurements. This study uses company data thatincludes the LQ45 index. This study proves
that corporate sustainability has a positive effect on the value of market-based companies. The results
support the signaling theory that good corporate sustainability practices will respond positively to the
market.

The limitation of this study is that this research does not look at the quality of sustainability reports, so it
does not detect whether the reports released by each company have met the aspects that are easily
understood, under the facts, contain all the information needed by stakeholders. Then the scope of the
sample chosen is only limited to companies included in the LQ45 index assuming it has good financial
fundamentals so that this can be biased. Then further research should examine all companies indexed as
proper and listed on the stock exchange to reduce bias. Add other independent variables so that the
relationship in this research model is stronger such as adding variables of industry type, profitability,
concentration of ownership and utilization of intellectual capital.
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