Do environmental performance
and disclosure bring financial
outcome? evidence from
Indonesia

by Wijst Josua_jessica

Submission date: 25-Apr-2018 10:58AM (UT C+0700)
Submission ID: 953124983

File name: WJST_Devie_Jessica_Josua_ProofReading.doc (256K)
Word count: 7529

Character count: 43814



Int. J. Xoexxxx Xooxxxxx Xxxxxxx, Vol. X, No. ¥, XXXX

Do environmental performance and disclosure bring
financial outcome? evidence from Indonesia

Abstract: In some developing countries such as Indonesia, there is a lack of regulatory controls
in social responsibility performance and disclosure. Therefore. this paper 1s conducted to study
the level of social responsibility performance and disclosu

. as well as to investigate the
relationship of environmental performance with financial outcome using environmental
disclosure as the mediation variable. Firm’s environmental action measured by both the extent of
environmental management in their operations, which is environmental performance with
PROPER. score as the indicator, and the level of environmental information they disclosed in
their reports, which 1s environmental disclosure measured with disclosure index according to GRI
index. While financial outcome evaluated using both short and long term measures, with
profitability and firm value. Results show that 3 out of 6 hypothesis presented in this paper are
accepted. Furthermore it indicates that firms’ financial outcome is significantly affected by their
environmental action (PROPER score and GRI Index). However, the findings also indicate that
both environmental disclosure and profitability together was able to mediate the relation between
environmental performances to firm. The findings suggest that in general the majonty of firms
need follow the GRI guidelines for reporting environmental information, therefore the investors

would consider these information when making investment decisions,

Keywords: Environmental performance, environmental disclosure, profitability, firm wvalue,
PROPER, GRI index
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1 Introduction

Over the years. the issue of sustainability has increasingly become an important matter in the
business world. Traditionally, it was widely believed that a business’s sole purpose was to maximize
sharcholder’s wealth. However, as the business world grow and changes with the passing of time, so
does the way society view organizations and how they operate. It became more and more apparent that
there are negative social and environmental implications caused by the companies as they try to realize
their goal. As a result, corporations are facing increased pressure to serve not only for their own purposes
and profits, but to work for the prosperity of the society and the surrounding environment in which they
conduct their business in. This notion. commonly known as the stakeholder theory, changes the manner
in which businesses operate and is considered to be the leading alternative to the traditional ‘manager
serving shareowners’ belief. This theory claims that corporation may improve firm’s image and that
productivity, financial outcome. and value creation may be influenced positively by being attentive
towards various stakeholders’ interests (Donaldson and Preston, 1995).

Social responsibilities in general, and environmental management in particular are becoming an
integral part of firm activities (Molina et al., 2009; Thiel, 2015). Therefore, it is crucial for corporations
to adapt its businesses to be both socially and environmentally responsible to cope with the changes to
survive in the long term. Henceforth, companics arc adopting ncw strategics to improve their
environmental performance in order to enhance their reputation in the public eye (Gallico, 2015). One of
the widespread method adopted is to incorporate Corporate Social Responsilllity (CSR) concept inside
their business practices that rest on the concept of friple bottom lines (3P), as financial condition alone is
not enough to guarantee that the value of the company will grow in a sustainable manner (Al-Tuwajiri et
al., 2008).

The association between companies’ environmental performance and financial outcome has been
long argued among both researchers as well as the business society. Questions remain not only whether
or not firm’s environmental performance impact its financial outcome, the nature of the relationship is
also debatable. Results from earlier resecarch have been controversial., with many showing significant
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positive relationship between environmental performance and financial outcome (Lawrence and Weber,

2008). whereas others concluded that the relationship is insignificant (ACCA. 2009). On the other hand.

the greater proportion of the previous research regarding this issue are done in well developed economies

such as Europe or United States of America, which can be regarded as countries with high level of
environmental awareness. Only limited studies have focused on developing countries, such as Indonesia,
where CSR is probably more necessary considering the lower social provision. This occurrence may be
due to the fact that compared to developed countries, they suffer a deficiency of established methods to
measur@environmental performance and the low reliability perceived in the existing measurements.
Inadequate environmental management is still a challenge for Indonesia, as it has harmed the
country’s ecoff@my with a total cost of environmental damages nearing 10% of its GDP per year, as
stated by the Indonesia Environmental Analysis Report conducted by the World Bank in 2009 (Bank

Dunia. 2009). A number of policies regarding environmental management has been issued by the

government to form a balance between the business and the environment that is aligned with the norm,

culturc, and socicty’s valuc in order to reduce the amount of environmental damage, such as pollution,
that is commonly found within businesses in Indoneff, as well as to encourage companies to increase
their compliance in environmental management. The Ministry of Environment also introduced Corporate

Performance Rating Program in Environmental Management (PROPER) program, which is the first

nation-wide corporate environmental performance evaluation.

Previous studies have shown inconclusive results (Angelia and Suryaningsih, 2015: Sarumpaet,

2005; Purnomo and Widianingsih, 2012; Saridewi and Koesrindartoto, JJ14; Suratno, et al., 2006) and

the subjects are generally limited to specific industry sectors. Therefore this paper try to re-examine the

relationship between environmental performance and financial outcome, with environmental disclosure
as the mediation variable. From several previous studies in CSR Indonesia, the authors have concluded
that there is no research evidence of a study that analyses:

I. Using account of all companies that is listed in IDX in order to gain a more comprehensive
representation of the general relationship between the variables studied.

2. Utilized two measurements of firm’s environmental actions: environmental performance, which
measures the level of environmental management in firm’s operational activities, and environmental
disclosure. which evaluate the reporting behaviour of the firms regarding their environmental
activities.

3. In addition, both short (profitability) and long (firm value) term impact on financial outcome are
examined. Thus, the findings of this paper might motivate companies to increase their efforts in
environmental mangggment by seeing the longterm impact. not only the short tem.

The remainder of this paper is organized into four sections. The second section covers the g'alurc

review of variables in this research with the underlying theory for each variable and the TeSearch

hypothesis. The third section describes the research methodology of the research and the sample used in
this research. The fourth section covers the result with the analysis and discussion. The last section
highlight the conclusion and suggestions for business and the future research.

2 Literature Review

Two notable theories that explaining the motivation of organization in doing environmental management
and disclosure are the stakeholder and legitimacy theory.
Stakeholder Theory

Stakeholders are the focus of stakeholder theory itself. According to Price (2004), stakeholders
include a wide range of group people with a different interest and have some kind of involvement with
organization. Furthermore, Ghozali and Chariri (2007) argued that the state of a corporation is heagly
influence by the degree of support that stakeholders give towards the firm. Stakeholders theory state that
all stakeholders have the right to obtain information regarding the firm’s activities that could influence
their decision making process. Each stakeholders has the discretion to both not using the information that
they receive and to not playing an active role towards their relationship to a company. In general,




stakeholders can affect the use of various economic resources utilized in the activitics of the corporation,
therefore they are usually considered in the matter of disclosure of corporate information in the annual
report.

Legitimacy Theory

Suchman (1995) define legitimacy theory as “a generalised perception or assumption that the actions of
an entity are desirable, proper, or appropriate within some socially constructed system of norms, values
and beliefs”. Furthermore, Deegan (2002) said that legitimacy theory focuses on various strategies for
organizations which may choose to maintain hight standards to be legitimate. According to the theory,
cach and every company has a contract with the society to conduct their operation in accordance with the
values that are uphold by the society in which they operate. By defying this contract, the corporation
would face a high cost since the public would then refuse to legitimize the existence of the firm in their
midst. Consequently, legitimacy from the community is constantly sought out by firms and the general
practice is to implement programs that serve the society’s interests.

As the public’s influence has the power to decide resource allocation, corporations would try to
legitimize their activities in the eye of the society by using environmental-based performances and social
disclosure (Gray et al., 1993). One of the ways for firms to build, maintain, and legitimize corporate
contributions, from both economic and political perspective. is to disclose corporate social responsibility
information in annual or sustainability reports (Sayekti et al., 2007). Hence, the common method adopted
by businesses is to incorporate corporate social responsibility programs inside the company’s operation
and disclose the activities in the annual or sustainability report as information that can affect investor’s
decision-making purposes related to the company’s operation and its accordance with the society’s
values. With a good level of corporate social responsibility disclosure, companies hope to create a
harmonious relationship with the public in order to gain the social legitimacy required to maximize its
financial strength in gaining profits.

Environmental Performance

According to Darwin (2004) environmental performance is defined as corporation’s mechanism
to intentionally integrate environmental concerns into their operation and stakeholder interaction which
exceed their legal obligation. Another definition of environmental performance as stated by Pramudya
(2001) is that environmental performance can be understood as assessable results of a corporation’s
Environmental Management System (EMS). The measurement of environmental performance thus is an
integral part of environmental management system. as it’s a measure of the actual result of the system.
Firm’s environmental objectives, policies, and targets are used as the basis of corporation’s
environmental assessment. In this particular research. environmental performance will be measured using
PROPER ranking scheme, which is a 5 color-codes-ranking system that assess corporations in Indonesia
and rank them according to their environmental performance. The objectives of this program are to urge
active response from stakeholders regarding businesses™ current level of compliance and to further push
organizations to improve their performance in environmental management, hence minimizing the
environmental impact from their operation. Despite considerably massive scepticisms over the
government rating due to low monitoring and governance in Indonesia, previous study conducted by
Sarumpaet (20035) concluded that there is, in fact, a high consistency between PROPER rating and ISO
14001 which is the international standard of environmental certification. There B various aspects that
are considered in the PROPER evaluation, for instance the compliance towards water pollution control,
air pollution control, B3 waste management. EIA. and marine pollution control. To demonstrate the
PROPER evaluation, a company would be given a BLUE rank if it complies with the regulations, a RED
or BLACK if it doesn’t, according to the extent of their non-compliance. A more detailed explanation
can be seen below:

Table 1. PROPER scoring
[ Color Coding | Description [ Score




Gold Exceptionally Good B
Green Extremely Good 4
Blue Good B
Red Bad 2
Black Extremely Bad 1

Source: (Purnomo and Widianingsih, 2012)

Environmental Disclosure

Corporate social responsibility disclosure is defined as the method utilized by management to
interact with society in order to influence public’s perception towards the organization (Deegan, 2002).
The nature of this disclosure can be categorized into two: mandatory disclosure and voluntary disclosure.
The latter term can be described as disclosing any information associated with the organization’s activity
or state on their own accord. However, in reality not all information would be disclosed to the public,
only those that are positive and beneficial towards the company. Businesses would disclose all
information that they consider necessary in order to support the running of the capital market (Ghozali
and Chariri, 2007). There are numerous reasons that encourage companies to conduct a voluntary
disclosure of information regarding their CSR activities. The disclosure helping investors in
understanding the strategic business management and increasing the credibility of the firm as examples
of the benefits that the company can acquire. Other reasons include gaining competitive advantage
through implementing CSR, legitimizing the actions of the corporation, attracting investors, and
complying with existing regulations (Sayekti et al., 2007).

The concepts of sustainable development and concern for the environment are embedded inside
the notion of CSR. Nevertheless, Dahlsrud (2008) stated that there are lower ratio of environmental
disclosures compared to other categories. This phenomena could be due to the fact that development of
social and environmental disclosure practices are still in embryonic stage if compared with financial
reporting practices (Ghozali and Chariri, 2007). Though environmental disclosure is an important aspect
inside company’s annual report, there are still limited CSR papers conducted that concentrate on the
aspect of environment (Lindrianasari, 2006). Environmental disclosure here is defined as the disclosure
of information associated with environment that is stated inside the organization’s annual or
sustainability report. The problem may possibly be because of the voluntary nature of disclosure
regarding environmental-related info in Indonesia, as there hasn’t been any regulation set specific in
relation to the environmental aspects of disclosure. The theory of Voluntary / discretionary disclosure, as
stated by Verrecchia (1983) proposes that if we assume that corporation’s exposure to future cost
associated with environment would be reduced through a good performance in environmental
performance, good environmental players should have higher disclosure level of environmental
information (in both quality and quantity) as they believe that their performance would be perceived as
good news by the capital market players, i.e. potential / existing investors and the public. Consequently,
there ought to be higher quantity of disclosure of environmental-related information amongst good
cnvironmental performing companics compared to poorcr cnfdfonmental performing companics.

The data for environmental disclosure can be found in the company’s sustainability report or in
the sustainability section of the annual report or the section that contains information regarding corporate
social responsibility actions of the company. The CSR checklist, which is the instrument used in the
evaluation, will be based on the GRI guidelines (G3, G3.1 & G4-core). The approach to calculate
environmental disclosure is through analyzing the GRI indicator section of the sustainability Report or
the environmental aspect insi@) the corporate social responsibility section of annual report and scoring
them using dummy data. then adding the scores of each item to obtain the overall score of each company
used in the Environmental index (EI) calculation, following the method used by Purnomo and
Widianingsih (2012) also Sayekti et al., (2007) which will be explained below:

Table 2. Environmental Disclosure Scoring




Environment-related Disclosure Score

Environmental item not disclosed 0

Environmental item disclosed 1

Source: (Purnomo and Widianingsih, 2012)

EDI calculation formula is as follow, which is modified from Purmomo & Widianingsih (2012):
EDIj = (ZXij )/nj

Where

EDI; = Environmental Disclosure Index firm j:

nj = total item for firm j, n < 34;

Xij = dummy variable, 1= if item i was disclosed: 0= if item i was not disclosed: Thus 0 <ED <1

Financ§fy outcome

Different measures of financial or economic performance have been used in earlier research
regarding environmental performance and corporate social responsibility (Angelia and Suryaningsih,
2015; Purnomo and Widianingsih, 2012; Crisdstomo et al., 2011). As this particular study only employ
data derived from public listed companies, both accounting-based and market-based financial outcome
measures will be utilized in the hope of generating a more in-depth explanation of the long term impact
of environmental and social performance towards a firm's financial outcome.

Profitability

Profitability, defined as the company s ability to generate profit, is commonly used as the criteria
to determine the success of a business. It’s a tool that demonstrates the relationship between profits and
the amount of resources invested. Sarumpaet (2005) argued that an orgfhization’s financial outcome is
ultimately reflected in its profits while Al-Tuwajiri et al (2008) claim that profitability is a factor that
gives management the freedom and flexibility to disclose the social responsibility of the company to
stakeholders. This means that high CSR disclosure is parallel with high profitability in the company.

One widely used instrument to measure profitability in environmental performance studies is
EElurn on assets (Angelia and Suryaningsih, 2015; Sarumpaet. 2005: Saridewi and Koesrindartoto, 2014).
Return on assets (ROA) is the measurement of the corporation, as a whole, in making profits with the
overall number of assets that are available within the organization (Sabrin et al., 2016), morcover
profitability measured by ROA will reflect the attractiveness of the business. Return on asset can be
defined as earnings after tax divided with the corporation’s total assets, which is comprised of current
assets, fixed assets, and also other assets. The variable of earnings after tax may also be substituted with
other earning’s measurement, for instance business’s operating income. Though accounting ratio still
lacks in some aspects such as being influenced by the accounting method selected, ROA provides
information that allow the author to anmalyze the association between financial and environmental
performance. Therefore, in this study the author uses ROA as the instrument to measure profitability.
Return on assets (ROA) here is measured as:

Return on Asset = (Net Income)/(Total Assets)

Firm Value

Though rarely examined, this paper also measure the impact of environmental performance
towards firm’s value creation. Maximizing the value of the organization is one of the main objective of
financial management. Stock value maximization is ofien the purpose of financial management, hence
the value of stock can be employed as an apifffpriate indicator to mecasure the value of the firm
(Copeland et al., 2005). Thus in other words, the higher the stock price, the higher the firm’s value and




ultimately. the higher the wealth of the sharcholders. Tobin's Q, which can be defined as the ratio
between thef#ganization’s market value and its accounting value. is employed as the tool for measuring
firm value. Develo#ll by Professor James Tobin in 1967, this ratio is a respected concept due fo its
ability to depict the current estimate of the financial markets on the value of the return on every dollar of
incremental investment (Sabrin et al., 2016). Tobin’s Q has been broadly used as a firm value measure,
for instance in Crisostomo et al (2011) and Servaes and Tamayo (2013), as it portrays how much value is
created by the organization using its assets. The ratio is computed as follows, consistent with method
used by Sabrin et al (2016):

TBQ = (Market Value of Equity+Debt)/(Total Assets)

This study also employs Tobin’s Q measurement, based on market value. as profitability is more
of a short-term measure of the company s financial outcome. Considering that environmental efforts and
other CSR activitics™ gencrally affjt the organization in the long term, it’s morc appropriate to cxtend
the analysis to also include the long terrgf@mpact of the firm’s financial outcome. In reality, some
corporations may deliberately sacrifice its current profitability to engage in CSR activities to serve the
long-term interest of the firm (Servaes and Tamayo, 2013).

Relationship of Environmental Performance and Environmental Disclosure

Environmental disclosure is the disclosure of information related to environment in the company’s
EMhual report or sustainability report. From corporate social responsibility perspective, the correlation
between environmental performance and environmental disclosure is an important aspect. Previous
empirical studies has tried to examine the relationship beffken this two variables, resulting in varying
outcomes. As an example Patten (2002) whom studied the enfonmental disclosures in the annual report
of the companies and found a negative relationship with environmental performance. Meanwhile. a
negative relationship between environmental performance and environmental disclosure was also found
in the paper conducted by Hughes et al. (2001) where they observed that firms in United States of
America with poorer environmental performance tefff to disclose more regarding their state of
performance, consistent with their obligations to report according to Statement of Financial Accounting
Standard/SFAS No. 5 regarding Accounting for Contingencies. On the contrary, the findings of the
research done by Suratno et al. (g§06) was in line with the discretionary disclosure proposed by
Verrecchia (1983) as it shows that environmental performance has significant positive impact towards
environmental disclosure. This implies that good environmental players@iend to have higher level of
disclosure compared those with poor environmental performance as they believe that their performance
represents good news to the market participants thus they should disclose them. To further support the
theory, previous regrch conducted by Al-Tuwajiri et al. (2008) finds statistically significant and
positive relationship between environmental performance and environmental disclosure. Hence it leads to
the hypothesis below:

H1:  Environmental performance positively affect environmental disclosure

Relationship of Env. Performance and Financial outcome

Environmental performance should be thought of as investment for the company instead of merely an
expense. as the cost that the company paid associated with environmental aspect is exchanged with the
positive image that the company gains in the public eye. Thus it can be regarded the same as the trade off
in an investment, as companies with better environmental performance will acquire good response from
stakeholders, such as shareholders and consumers, that can result in an increased revenue in the long
term (Angelia and Survaningsih. 2015). Aside from increased revenue. companies with good
environmental performance (proxied with attaining gold ranking in the PROPER program) would have
applied the concept of eco-efficiency in their operation. which is a concept of creating more goods or
services while at the same time reducing the number of resources utilized and producing fewer waste and
pollution as possible. This would create a positive impact on the company’s profitability, and at last




create value for the company in the long term. This concept is consistent with the findings @ research
conducted by Purnomo and Widianingsih (2012) and Suratno et al. (2006) which found that
environmental performance has positive effect on financial / economic performance. However Sarumpaet
(2005) concludc that environmental performance is not significantly associatcd wigh financial outcome in
Indonesia. Based on the explanation above, the premise proposed regarding the effect of environmental
perforngfjce on financial outcome in this study is:

H2a: Environmental performance has positive influence on profitability

H2b: Environmental performance has positive influence on firm value

Relationship of Env. Disclosure and Financial outcome

Environmental efforts conducted by the company would create beneficial impact towards the firm in the
form of attracting stakeholders specifically sharcholders. as it indicates that the company is fulfilling its
responsibility towards the society (Pflieger. 2003). In addition, from economic standpoint, an
organization would disclose information regarding their firm if they consider the information would
increase the value of the company (Basamalah and Jermias, 2005). Therefore, companies whom perform
environmental actions would disclose them to the public as they hope to gain appreciation from the
market participants. The information disclosed in the annual report or sustainability report is expected to
give additional value towards the decision making process of investors, as they can get a clearer picture
of the company beside the accounting information from financial statements. Results from earlier
research that is in line with this idea is research done by Restuningdiah (2010) and Almilia and
Wijayanto (2007) found that disclosure of corporate social responsibility had positive impact towards
financial outcome measured by financial performance. Consequently. it leads to the hypothesis below:
H3a: Environmental disclosure has positive @ffect on profitability

H3b: Environmental disclosure has positive effect on firm value

Relationship of Profitabilitgnd Firm Value

Profitability, which is a measure of the company s ability to generate profits, is one of the ratio
considered by prospective investors and shareholder because of its role in the fluctuation of share price
and level of dividends available for distribution. AlNajjar and Belkaoui (1999) and Osazuwa and Ahmad
(2016) concluded that corporations are most likely to follow the notion of pecking order theory, which
suggest that internal funding, with the funds derived from retained earnings and cash flow, is companies’
preferred choice. followed by low-risk debt and lastly the issuance of shares. Therefore, profitability
holds an influence toward the value creation of firms, achievement of profit justify the payment of
dividends which shows a positive signal for the market. hence the stock price of the corporation will
increase. Thus, it leads to the hypothesized relationship below:
H4:  Profitability positively affect firm value

Based on the various studied discussed. the following conceptual analysis is developed as the basis of
this study and illustrated in Figure 1.

Figure 1. Conceptual analysis
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3 Research Methodology

This research investigate the relationship between environmental performance and financial outcome
usin@f@nvironmental disclosure as the mediation variable. The population used in this research include
536 companies listed on the Indonesia stock exchange (IDX) during the financial year of 2013-2015.
Purposive sampling is used with the criteria of 1) Listed in IDX during 2013-2015, 2) Consecutive
PROPER program participant during 2013-2015, 3) Publish CSR data in sustainability or annual report
during 2013-2015. In total there are 41 Indonesian companies that fit the criteria, thus resulting in a total
sample of 123 reports. However, after data trimming to improve the model fit, the number of sample left
is 97 reports. This research use the following model to test H1-H3:

ED nl=y1 EPEl1 +21
PROF 12= 81 EDnl+ y2 EPE1 472
FV 3= 82 EDyl+y3 EPE1 +Z3

Where:

EPE1 = Environmental performance (exogenous variable)

EDnl = Environmental disclosure (endogenous variable)

PROFn2 = Profitability (endogenous variable)

Fvn3 = Firm Value (endogenous variable)

vl,¥2,v3 = Path coefficients that link endogenous (1) latent variables with exogenous (&) latent variable
pl,p2 = Path coefficients that link endogenous (1)) latent variables with endogenous () latent variables
Cl. 2.3 = residual vector (unexplained variance)

4 Research Result and Analysis
Descriptive analysis

Overall corporations in Indonesia has managed to achieve the level of basic compliance in their
environmental management, as indicated by the PROPER score of 3, which indicates that in general
firms have taken actions to minimize their environmental impact from their operation.

Figure 2. Trend of Environmental Performance
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A phenomena observed where the corporations that attain the Ef§hest score in the PROPER
program tend to be dominated by mining and cement companies, such as PT Semen Indonesia (Persero),
PT Holcim Tbk.. PT Anecka Tambang Tbk. This trend indicates the probability that mining and cement
companies tend to put more effort in improving their environmental performance as the nature of their
industries tend to generate greater environmental damage. Though the average environmental disclosure
in Indonesian firms faced an upward trend during the period observed, the increase is too minor to
conclude that firms have improved their disclosure over the years. It is observed that the disclosure level
of information related to environmental actions found in the reports is still considered as low, since the
average level of disclosure during the periods examined are all below 30%. This indicates that the
majority of firms still haven’t paid real attention to the GRI guidelines for reporting issues related to
sustainability. However from the following figure, can bee seen that this variable faces an upward trend
since the mean value experienced an increasing movement year by vear.

Figure 3. Trend of Environmental Disclosure
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However, the increase is too minor to conclude that Indonesia firms have improved their
disclosure over the years. Therefore showing that there is still room for improvement in the reporting
manner of Indonesian firms in terms of environmental-related issues.

Goodness-of¥fit test

The overalfJpredictive and explanatory quality of the model is represented by the first three
criteria, which is APC (Average path ¢&ifficient), ARS (Average R-squared), and AARS (Aggerage
adjusted R-squared) (Knock, 2015). The APC, ARS, and AARS in this model have satisfied the criteria




in the model fit and quality indices, with P sg@lue <0.001 (lower than 5% significance level), at 32.4%,
40.4%. and 39.4%. The ngg}t criteria, AVIF (Average block VIF) and AFVIF (Average full collinearity
VIF) index, gives a more comprehensive assessment of the model’s overall predictive and explanatory
quality. The value of AVIF is below the idcal criteria of 3.3 and an acceptable value of 3.4 for AFVIF,
which indicates that no multi-collinearity problem occur in the model. For the Tenenhaus GoF (GoF)
index, the model’s explanatory §jver, showed a value of 0.636, hence the model is considered as having
a large explanatory power. This model is free flom Simpson’s paradox instances, free from problems of
negative R-squared contributions as the SPR (Sympson’s paradox ratio), RSCR (R-squared contribution
@itio). and SSR (Statistical suppression ratio) indices for show the ideal value of 1. In the case of
NLBCDR (Nonlinear bivariate causality direction ratio). this model passed the acceptable level of 0.7
where it has an index of 0.917. To conclude. the research’s model have passed the goodness-of-fit test
therefore it is acceptable to be used in this paper.

Profile of Weight Indicator

The strength of each indicator in the variables are discussed in this section. Generally, the higher
the weight of individual indicator signifies the higher that indicator contributes to the variable. In this
particular study, however, all of the variable studied consist of only one indicator per variable. Therefore,
the indicators in each variable all holds the maximum weight of 1. where each indicator wholly represent
each variable as can described in the table below.

Table 3. Weight Indicator
Variable Indicator Weights
Environmental Performance (EP) | 1
Environmental Disclosure (ED) 1
Profitabihity (PROF) 1
Firm Value (FV) 1

Source: Author’s compilation

Hypothesis testing & Analysis

This particular section will be divided into two par@ first is the discussion about the direct effect and
second is the indirect effect result. The indirect is critical in the evaluation of downstream effects of
latent variables t[gg} are mediated by other latent variables (Knock, 2015), especially in complex model
(where there are multiple mediating effects along concurrent paths) such as this particular case. Table 4
show the the path coefTicient of the direct effect at 3% level significance.

Table 4. Direct Effect Result

EP ED PROF FV
EP - z . .
. 0.354*
En (<0.001) 3
] 0397* -0.170%
PO (<0.001) (0.042)
FV 0.030 0.064 0.930%
(0.384) (0.260) (<0.001)

The impact of environmental performance to environmental disclosure

Results from the Indonesian companif’ data showed that environmental performance, which is
measured by PROPER score, has a positive significant impact towards environmental disclosure index,
the measurement of environmental disclosure with the coefficient of 0.354 and p < 0.001, which is below
5% significance level. Hence H1 is accepted. This finding is in line with the theory of Voluntary/
discretionary disclosure, which proposes that if we assume that corporation’s exposure to future cost
associated with environment would be reduced through a good performance in environmental
performance, thus good environmental players would have higher disclosure level of environmental




information (in both quality and quantity) as they belicve that by disclosing their performance to the
public would represent as a good news towards the capital market players, i.e. potential/ existing
investors and the public (Verrecchia, 1983). Therefore, the sample companies with better performaffgg in
environmental management, as measured by various instances such as compliance towards water
pollution control, air pollution control, B3 waste management, ETA, and marine pollution control, the
higher level of environmentally-related information they would divulged to the market, that is considered
in the PROPER program have a higher disclosure level of environmental information in accordance with
the GRI index.

TEB findings of this research supports the research conducted by Suratno et al (2006) and Al-
Tuwajiri et al (2008) whom found a positive significant relationship between environmental performance
and CSR disclosure. The object studied however differs, as previous papers have smaller number of
sample. for instance Suratno et al (2006) conducted study on Indonesia but focused only on the
manufacture sector, thereby raising concerns regarding whether the findings can be regarded as an
accurate representative of the actual state of Indonesian market which is comprised of various industries.
Whereas this study does not limit its sample into a specific industry, instead comprised of corporations
from consumer goods, agroindustry, pharmacy. chemical industry, herbal, ceramics, manufacture, paper.
cooking oil, automotive, animal feed, metal processing, mining & energy, petrochemical, tobacco, palm
oil, cement, mineral mining, and textile industry sectors. Therefore the results provide a more universal
picture of the relationship of environmental performance and disclosure in Indonesian companies.

In Indonesia the extent of disclosure of environmentally-related information is quite low, based
on the analysis we can see that the average of EDI (Environmental Disclosure Index) in all 3 periods are
all lower than 30%. which indicate that most Indonesian companies tend to disclose lower than 10 items
out of 34 environmental items listed in the Global Reporting Initiative Index. This situation point out that
majority of Indonesian firms have problems in reporting environmental information, which can be
explained by the absence of mandatory requirement established in the disclosure of environmental
information. Another observation found in this research is that merely 11 out of 41 sample companies
have published sustainability report during the period examined, which means that around 75% of the
sample was evaluated through their annual reports which usually doesn’t follow the GRI reporting
guidelines regarding reporting sustainability issues. Sarwono Kusumaatmadja, an Indonesia
environmental expert, also expresses the necessity for established authority such as the government or
IDX to follow the practices of other countries where they require companies to publish sustainability
report (Putri, 2017). Therefore, though sample companies with better environmental performance does
disclose more in their reports which resulted in a positive association between the variables, the analysis
of the data showed that the information disclosed in the reports does not entirely reflect the
environmental actions of the firm inside their operations. An example from the data is PT Semen
Indonesia (Persero) Tbk., in 2015 where it managed to achieve a green rank in the PROPER program
(equivalent to the score of 4), which represents that it has achieved a level of beyond compliance
regarding the environmental management of their operation, has an environmental disclosure index value
of 0.32, which is considered as low level of disclosure even though it is above the average data.

The impact of environmental performance to financial outcome

The impact of environmental performance to profitability, measured using ROA, shows a path
coefficient of 0.397 with p < 0.001, which is below 5% significance level. Hence, H2a is accepted.
Whereas the impact of environmental performance to firm value is found to be insignificant with the path
coefficient pf 0.030 and p>0.1. Therefore, H2b is rejected. The findings of this research contributes to
the long standing argument regarding the relationship of environmental and financial outcome. As the
result shows that corporations with good environmental management are associated with higher
profitability level. it supported the win-win theory proposed by Porter and Linde (1995). Otherwise
known as the Porter Hypothesis, it suggest that corporations with good environmental performance will
gain competitive advantages because of the way customers and shareholders view this kind of behavior
(Pérez-Calderon et al, 2012). Porter propositions that managers view pollution as a source of




incfficiency, a sign of technological backwardness, poor management and inadequate use of production
resources (Porter and Linde, 1995). Therefore. by reducing pollution, a firm can reduce environmental
cost and production cost, attract environmentally aware customers, and differentiate them from
compctitors. The findings of a global survey conducted by Niclsen in 2015 discussed by [gfmiko (2017)
supports this theory, as it found that around 75% of millennial generation, the future consumers, are
willing to pay a higher price for a product or service that are perceived to be sustainable. This is an
increase compared to the previous year, where only 50% of millennials exhibit the same behavior.
Another sharp increase of 17% is also found in the willingness of millennial generation to spend more
towards product and services that are committed to give positive impact towards the social and
environment of their surroundings.

Environmental performance alone. however, failed to show significant impact towards firm value
which suggest that the environmental management efforts of the firm haven’t shown any significaE}
impact towards the long term measurement of firm’s financial outcome. The findings of this paper is
consistent with previous studies conducted by Angelia and Suryaningsih (2015) whom found
environmental performance had significant effect on profitability m@@ured by both ROA and ROE.
Additionally, Purnomo and Widianingsih (2012) also discovered that environmental performance has a
positive influence towards profitability.

The impact of environmental disclosure to financial outcome

Results indicate that in Indonesian firms, profitability is shown to be negatively influenced by
environmental disclosure, as the relation has -0.17 path coefficient value with p < 0.042, which is below
5% significance level. On the other hand, the impact of environmental disclosure to firm value is found
to be insignificant, with the path coefficient of 0.064 and p=>0.1. Thus, both H3a and H3b are rejected.
This research shows that corporations with higher level of environmental information disclosure are
associated with lower profitability level, assessed by return on asset ratio. As seen by the contradicting
trend of the two variables in the descriptive analysis, where environmental disclosure experienced an
upward movement while profitability faced a downward trend. This negative association could perhaps
be due to the fact that there is still low adoption of GRI guidelines in reporting environmental
information, hence the disclosure varies between firms.

The findings of this research does not support basic theories of stakeholder theory and
discretionary disclosure theory which proposes a positive relationship between the two variables, as
corporations that have higher disclosure of information hoped to gain appreciation from market
appreciation as it gave additional insight of the company for stakeholders in making decision. It also does
not support the argument of legitimacy theory which suggest that good level of CSR disclosure is the
goal for firms as it hope to create a harmonious relationship with the public in order to gain social
legitimacy required to max§ize its financial strength in gaining profit.

Another finding is that environmental disclosure does not have significant impact towards firm
value. measured by Tobin’s Q. The reason for the miss prediction may due to circumstances in the
Indonesian market. Earlier study conducted by Suad et al (2002) found that the Indonesia’s capital
market has a different characteristics compared to other, particularly western, countries as investors in
Indonesia generally behave irrationally and made their investment decisions that are unsupported by
rational consideration. It shows that in Indonesia annual report isgg@ill not comprehensively used as a
source of information, since most Indonesian market players only pay attention to the financial
statements section of the annual report, specifically profitability, as investors tend to believe that a
company’s high profit would denote a more favorable return for their investment. Therefore the author
proposes that there are other variables, which are not included in this research. the market players took
into account when making investmen@ecisions.

The findings are. however.@in line with research conducted in Indonesia by Purnomo and
Widianingsih (2012) whom found that the disclosure of corporate social responsibility weakens the
influence of environmental performance to financial outcome. where CSR disclosure was employed as
the moderating variable. They argue that the market may perceived the existence of disclosures as a




waste of resources since the corporation must issue a varicty of activities related to the environment
which creates further costs, and the firm’s profit would be reduced. It also supports findings from
Sarumpaet (2003) that found in Indonesian companies the disclosure level of environmental accounting,
which is associated with firm’s concern for the environment, is still low. Mulyadi and Anwar (2012)
whom studied IndonesigZompanies excluding firms in natural-resource related business in the period of
2007-2009, they found no significant relationship between CSR and firm value which is measured by
Tobin’s Q.

The impact of profitability to firm value

This paper also measure the relationship between the aspects of financial outcome that are
examined. which is the correlation between profitability and firm value. In Indonesian firms, the data
represent a positive significant impact between profitability and firm value, with 0.930 value for path
coefficient and p<0.001. Hence, H4 is accepted.

The findings is in line with signaling theory, which proposes that actions taken by management
gave cue for investors on how to look at the firm’s prospect. In general, the announcement of issuance of
shares is considered as a negative signal by the market, at it denotes that the corporation’s prospects
looked dreary. Therefore, companies will usually undertake other means to gain new capital therecby
avoiding the issue of new shares. Moreover, as per the pecking order theory suggest, internal capital is
always preferred over external capital, with issuance of new shares again in the least preferable choice.
Therefore corporations with high level of profitability would have the means to gain new capital through
internal source. thus giving out positive signal for the investors as it justifies the payment of dividends. It
also supported previous research done by Sabrin e al (2016) whom found that profitability has a positive
impact towards firm value. Whereas previous paper only focused on the manufacturing industry, this
paper differs by including other industries in the sample tested. which contributes to the universality of
the concept.

The Indirect effect

As seen in table 5 for indirect effects in the model, it can be seen that environmental disclosure
has failed to become a mediation variable in the relationship of environmental performance to
profitability (PROF) due to the insignificance of P-values. This situation indicates environmental
performance is able to positively affect the profitability level of firms without going through
environmental disclosure, as environmental disclosure cannot mediate the relation between
environmental performance and profitability.

On the other hand. both environmental disclosure and profitability was able to mediate the
relation between environmental performance to firm value, as it has a path coefficient of 0.336 with p <
5%. This findings support the suggestion that profitability plays a big role in the investment decisions of
Indonesia capital market players, asfnvironmental performance alone is not able to enhance firm value,
however it has positive significant indirect impact to firm value through @hvironmental disclosure and
profitability. Profitability is also able to be the mediation variable in the impact of environmental
disclosure to firm value. However the indirect effect shows negative significant result with -0.158 value
for path coefficient and p<5%. ED however also has a negative direct effect towards profitability.

Table 5. Indirect effect result
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5 Com‘&sion, suggestion and future research

This objective of this paper is to examine the impact of corporations’ environmental performance
towards their financial outcome, as well as whether environmental disclosure is able to become a
mediation variable to the relation. The result of the research has shown that firms™ financial outcome is
significantly affected by their environmental action. However, different measures of corporation’s
environmental activities (PROPER score) have different impact to financial outcome. In case of
environtal disclosure (GRI score). the majority of firms still haven’t follow to the GRI guidelines for
reporting environmental information. Therefore showing that there is still room for improvement in the
reporting manner of Indonesian firms in terms of environmental-related issues. Profitability is found as
the variable with the highest contribution to firm value which indicates that in investment decisions,
Indonesia capital market participant still pay more attention to profitability compared to the firm’s
cnvironmental actions,

This study calls for policymakers to establish a mandatory tone in the report of environmental
activities through regulations and reinforcements, given the tendency of Indonesian firms to oblige to the
existing regulations as indicated by the environmental performance trend. The findings on this paper
point out that different measures of environmental related behaviour for Indonesian companies result in a
contradicting impact to the financial outcome. The problem perhaps lies in the lack of adoption of GRI
guidelines for reporting environmental-related issues, as the environmental information vary across
companies in both quality and quantity. The adoption of GRI index guidelines is required so that the
information disclosed in the reports across companies can paint a more comprehensive picture of the
company s environmental actions.

This research can be utilized as an additidl tool for further future research or act as a confirming
tool for previous papers. The examination of the correlation between environmental performance,
environmental disclosure and financial outcome (profitability and firm value) for Indonesia context is
originallay can be found on this paper. As large number of previous research generally investigate only
some part of those examination. Furthermore the model of this research was created in this study,
focusing on environmental performance. environmental disclosure. profitability and firm value. The
result of the paper strengthen existing rescarches and theories, hence it contributes to the incremental
knowledge linked with this topic. The limitation of this research is that it only employs independent and
mediation variable. future research is expected to include also control variables in the assessment of the
impact between environmental activity and financial outcome of a company. The instance of control
variables could be size of company and industry sector.




Do environmental performance and disclosure bring financial
outcome? evidence from Indonesia

ORIGINALITY REPORT

Q.. G- G- 3y

SIMILARITY INDEX INTERNET SOURCES PUBLICATIONS STUDENT PAPERS

PRIMARY SOURCES

sibresearch.org

Internet Source

1o

b_sundari.staff.gunadarma.ac.id

Internet Source

1o

www.scriptwarp.com

Internet Source

1o

Refandi Budi Deswanto, Sylvia Veronica
Siregar. "The associations between
environmental disclosures with financial
performance, environmental performance, and
firm value", Social Responsibility Journal, 2018

Publication

1o

Submitted to iGroup

Student Paper

1o

Arafat, M. Yasser, Ari Warokka, and Siska
Dewi. "Does Environmental Performance
Really Matter? A Lesson from the Debate of
Environmental Disclosure and Firm

<1%



Performance"”, Journal of Organizational
Management Studies, 2012.

Publication

H Hendrarini, E S Rahayu, Kusnandar, R J
Sunarsono, T Soedarto. "The influence of ihsan
attitude and economic condition to farmer
household food security”, IOP Conference
Series: Earth and Environmental Science, 2018

Publication

<1%

www.mdpi.com

Internet Source

<1%

Abbas Mardani, Dalia Streimikiene, Edmundas
Zavadskas, Fausto Cavallaro, Mehrbakhsh
Nilashi, Ahmad Jusoh, Habib Zare. "Application
of Structural Equation Modeling (SEM) to
Solve Environmental Sustainability Problems:
A Comprehensive Review and Meta-Analysis",
Sustainability, 2017

Publication

<1%

N
o

Submitted to Binus University International
Student Paper

<1%

Rusmin Rusmin, John Evans. "Audit quality
and audit report lag: case of Indonesian listed
companies", Asian Review of Accounting, 2017

Publication

<1%

ojs.francoangeli.it

Internet Source

<1%



eprints.unsri.ac.id

IntErnet Source < 1 %
www.shs-conferences.or

Internet Source g < 1 %

semenindonesia.com <1 .
Internet Source A)
wWwWWw.gjbssr.or

Internet SgoJurce g < 1 %
Submitted to University of Hull

Student Paper y <1 %
studentsrepo.um.edu.m

Internet Source p y <1 %

Servaes, H., and A. Tamayo. "The Impact of <1 o
Corporate Social Responsibility on Firm Value: °
The Role of Customer Awareness",
Management Science, 2013.
Publication

Chirata Caraiani, Camelia I. Lungu, Cornelia <1 o
Dascalu, Florian Colceag. "chapter 10 Models °
for Measuring and Reporting of Green
Performance", IGl Global, 2018
Publication
www.jaabc.com

Internet JSource < 1 %




Submitted to Daystar Universit

Student Paper y y <1 %
Submitted to University of Glasgow

Student Paper y g <1 %
Submitted to University of South Australia

Student Paper y <1 %
waikato.researchgateway.ac.nz

Internet Source g y < 1 %
cs.uno.edu

Internet Source < 1 %

Tandry, Agatha Yosephine, Lulu Setiawati, and <1 o
Evelyn Setiawan. "The effect of CSR disclosure °
to firm value with earning management as
moderating variable: case study of non-
financing firms listed at Indonesia Stock
Exchange", International Journal of Trade and
Global Markets, 2014.
Publication

Heny Sidanti, Alfian Syaikhori. "ANALISIS <1 o
PERBEDAAN PELAPORAN CSR PADA BUMN °
DAN BUMS YANG TERDAFTAR DI BEl
TAHUN 2014", INVENTORY: JURNAL
AKUNTANSI, 2018
Publication

Chuang, Shun-Pin, and Sun-Jen Huang. "The <1 o



Effect of Environmental Corporate Social
Responsibility on Environmental Performance
and Business Competitiveness: The Mediation
of Green Information Technology Capital”,
Journal of Business Ethics, 2016.

Publication

Divya P. Velayudhan, Sam Thomas. "Role of <1 o
technological uncertainty, technical complexity, °
intuition and reflexivity in project planning - a

study on software development projects”,

International Journal of Project Organisation

and Management, 2018

Publication

Nigro, Héctor Oscar, and Sandra Elizabeth <1 o
Gonzalez Cisaro. "The citizen satisfaction °
index: Adapting the model in Argentine cities",

Cities, 2016.

Publication

Submitted to Massey University 1
Student Paper < %
Exclude quotes On Exclude matches Off

Exclude bibliography  On



Do environmental performance and disclosure bring financial
outcome? evidence from Indonesia

PAGE 1

PAGE 2

PAGE 3

PAGE 4

PAGE 5

PAGE 6

PAGE 7

PAGE 8

PAGE 9

PAGE 10

PAGE 11

PAGE 12

PAGE 13

PAGE 14




	Do environmental performance and disclosure bring financial outcome? evidence from Indonesia
	by Wjst Josua_jessica

	Do environmental performance and disclosure bring financial outcome? evidence from Indonesia
	ORIGINALITY REPORT
	PRIMARY SOURCES

	Do environmental performance and disclosure bring financial outcome? evidence from Indonesia

