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Abstract
This thesis provides an empirical study of the effect of environmental regulations on
environmental and social performance (ESP), the effect of ESP on financial performance
(FP), and the effect of FP on ESP for Indonesian listed companies and stated-owned
enterprises (SOEs). This study also provides a comparison between listed companies and
SOEs in terms of the effect of ESP on FP, and vice versa.
In 2007, the Indonesian government implemented Article 74 of Corporate Law No. 40/2007
and Article 15 of Investment Law No. 25/2007. Those two regulations require all corporations
to implement actions to address corporate environmental and social responsibility obligations,
and to report on those actions. The regulations require companies to allocate part of their
budgets to managing their surrounding natural environment and society. The purpose of the
regulations is to protect nature and society from the impacts of business. However, the
enactment of those regulations has created conflict between government and the business
community in Indonesia. Enactment of the regulations may not be an effective way to
improve corporate performance in protecting the environment, and it is unclear whether
implementation of the regulations has hurt or helped the enterprises to improve their
economic and financial positions.
The study implemented T-test, analysis of variance (ANOVA) and univariate analysis to
examine the effect of environmental regulation on ESPs. The study also selected multiple
regression models using dummy variables to analyse the effect of ESP on FP and an ordered
response model to discuss the effect of FP on ESP. Both multiple regression models and the
ordered response model were then used to compare the performance of listed companies and
SOEs in terms of the effect of ESP on FP, and vice versa.
The study finds that environmental regulations have a significant influence on ESP. After the
enactment of the regulations in Indonesia, ESP for Indonesian companies improved. Many
listed companies and SOEs not only complied with the regulations but also took action that
exceeded what was required to meet the compliance level. However, companies needed time
to implement action that would affect ESP. Both listed companies and SOEs needed around
three years to achieve ESP that met or went beyond the level of compliance.

The study also provides evidence that a high ESP significantly enhances listed companies‘
return on assets (ROA) and Tobin‘s Q but does not significantly affect return on equity
(ROE). The Indonesian listed companies with ESPs that exceeded what was required for
compliance had higher ROAs and Tobin‘s Q than the companies that performed at or below
the compliance level. Listed companies that complied or went beyond the compliance level
had better ROE than companies that did not achieve compliance, even though ESP did not
have a significant impact on ROE. Moreover, ESP has been proven to not significantly affect
ROA for SOEs, but it does have a significant effect on ROEs for SOEs.
The study discovers that the financial position of listed companies (ROA, ROE and Tobin‘s
Q) has a significant influence on ESP. On the other hand, the effect of FP on ESP for SOEs is
twofold: ROA has no significant influence on ESP for SOEs, but ROE does.
Furthermore, the study finds that listed companies have lower performance compared with
SOEs in terms of the effect of FP on ESP and the effect of ESP on FP. However, this
estimated difference appears only when other variables – that is, leverage, size, current ratio
and margin – are all set to zero, which is not close to being a possible scenario. When the
other variables are not zero, the difference in performance between listed companies and
SOEs might have different results.
The findings have several implications for theory, policy and practice. Firstly, the study
supports the Porter hypothesis, stakeholder theory, legitimacy theory and slack resource
theory in the Indonesian context. Secondly, the study shows that regulating environmental and
social issues is an effective way to protect nature and society from business operations
without harming companies. The findings in Indonesia can be applied to regulations around
environmental and social responsibility in other countries. Thirdly, the finding that FP has a
positive effect on ESP, and vice versa, can be a reference for managers in Indonesian listed
companies and SOEs, indicating the need to integrate environmental and social issues with
financial strategies in their strategic management programs, in order to improve their
sustainability and triple bottom line – that is, their financial, social and environmental
performance.
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Chapter 1 : Overview of the Thesis

1.1 Introduction
The rapid rise of industrialisation and the growth in population in Indonesia has led to an
increase in pollution and other environmental problems. García, Sterner and Afsah (2007)
stated that, in addition to problems with pollution in Java in Indonesia, environmental
degradation has caused the reduction of forest areas in Sumatra and Borneo, and contributed
to the diminution of diversity. Afsah, Blackman, García, and Sterner (2013) explained that
deforestation was occurring at a rate of 3.4 million hectares per year. In order to tackle the
environmental problems in Indonesia, the Indonesian government has created several
environmental protection programs, one of which is the Program for Pollution Control,
Evaluation and Rating (PROPER). Under PROPER, companies are evaluated and ranked
based on their level of compliance. Companies that consistently demonstrate environmental
excellence in production and services, conduct their business ethically and are responsible to
the community are awarded a Gold ranking. Companies that do not make any attempt to
control pollution are given a Black ranking. Those that fall in between are rated Green, Blue
or Red, with Green coming second to Gold (Ministry of Environment, 2009).
In 2007, the Indonesian government enacted Article 74 of Company Law No. 40/2007 and
Article 15 of Investment Law No. 25/2007. Those two regulations require all corporations to
take action on corporate environmental and social responsibilities (ESR), and to report on
those actions. The regulations require companies to allocate budgets to manage their
surrounding natural and social environments. These regulations made it mandatory for
public sector organisations whose activities had a substantial environmental impact to
conduct ESR activities and report on those activities (Shauki, 2011). However, the
enactment of those regulations created conflict between the government and the business
community, raising the question of whether they were an effective way of improving
companies‘ performance when it came to protecting the environment.
According to the Porter hypothesis, environmental regulation can trigger environmental
innovations and possibly lead to a win-win solutions for firms, such as improvements in the
1

environment as well as a better competitive position in the market (Ramanathan, Black,
Nath, & Muyldermans, 2010). Further, legitimacy theory states that society expects
successful business corporations to not only maximise their profits but also react to and
attend to the human, environmental and other social consequences of their activities
(Deegan, 2007). In order to acquire public legitimacy that is, a condition where a corporate
value system is congruent with the value of the society around it, of which the organisation
is a part, the companies must react to and fulfil community expectations. Companies that do
not perform well on social and environmental matters may find it difficult to obtain the
resources and support they need to continue their business. In Indonesia, the regulations
have established the standard that companies must meet, but the question arises as to
whether companies that had been meeting the standard before the regulation was enacted
would have continued to meet that standard regardless of the regulation, and whether
companies that were already exceeding the standard maintained their level of commitment
after the regulations were enacted, or even lowered their efforts so that they met the base
rate.
The enactment of the regulations for corporate responsibility to the environment in
Indonesia also created other questions around whether the implementation would hurt or
help the enterprises to improve their economic and financial performance (FP), and whether
companies‘ environmental and social performance (ESP) would be influenced by their preexisting wealth and profitability. The enactment of the regulations created conflict between
the Indonesian government and the business community. Some companies argued that the
implementation of the regulations created an additional burden on the companies, because it
increased costs and potentially reduced net profit; however, some companies were already
voluntarily disclosing their environmental activities.
According to stakeholder theory, the main duty of a company to its shareholders and
stakeholders is to ensure its own sustainability. True organisational sustainability is created
when a company excels in its economic, social and environmental performance (Mir, 2015).
Based on the Porter hypothesis, the innovations that can be triggered by environmental
regulations can go on to enhance a company‘s FP. Innovation to meet regulations can bring
offsets, such as improvements in the way inputs are used, the creation of better products, or
improvements in production yields. The slack resource theory states that better FP
2

potentially results in the availability of slack (financial and other) resources that provide
businesses with the opportunity to invest in the social performance domain, such as the
environment (Waddock & Graves, 1997). This theory elaborates that better ESP is derived
from the availability of slack resources.
Because of the conflict that exists between the Indonesian government and the business
community, it is important to investigate the link between ESP and FP for both listed
companies and state-owned enterprises (SOEs), as well as the effect of FP on ESP, and to
compare the relationship between ESP and FP in the two types of companies.
This thesis seeks to explore the influence of environmental regulations on ESP in
Indonesian companies and the relationship between ESP and FP for both listed companies
and SOEs. Firstly, this study investigates whether the enactment of new regulations in ESR
improved the ESP in Indonesian companies. Secondly, the association between ESP and FP
is examined, including the direction of the relationship – that is, whether ESP affects FP
and/or whether FP affects ESP. Lastly, a comparison analysis between listed companies and
SOEs is made. The relationships are explored using a quantitative methodology.

1.2 Structure of the Thesis
The thesis is presented in eight chapters, as outlined below.
Chapter 1 provides an overview of the study, including the problems and the theories that
underline the study. The chapter then proceeds by outlining the structure of the thesis.
Chapter 2 outlines the background and rationale of the study. It describes in detail the
conflict in Indonesia, including the history of environmental regulations in Indonesia as well
as other countries. Based on the conflict that has arisen in Indonesia, four research questions
are created.
Chapter 3 outlines the theoretical framework that is used to explore the influences of
regulations on ESP, the effect of ESP on FP, the effect of FP on ESP, and a comparison
between listed companies and SOEs in terms of those relationships. The theories that
3

underline the study are the Porter hypothesis, legitimacy theory, stakeholder theory and
slack resource theory.
Chapter 4 describes the literature on the influences of regulations on ESP, the effect of ESP
on FP, the effect of FP on ESP, and a comparison between listed companies and SOEs in
terms of those relationships. This chapter is started with the description of regulations in
environmental and social responsibility (ESR) in several countries such as USA, European
United, Australia and Japan. It is followed by the literatures on the impact of regulations on
the ESP from the previous studies. The literatures on the impact of ESR on the several
measurements of FP are explained in detail as well as the rules of financial condition that
impacts on the companies‘ ESP.
Chapter 5 outlines the environmental and social responsibility (ESR) in Indonesia that
started from the history and the development of several programs to protect the nature and
society. This chapter explains in detail the regulations in ESR from voluntary to mandatory
requirements. Based on the literature review and the problems that are faced by Indonesia,
the hypotheses are created, research gaps are found and conceptual framework is formed.
Chapter 6 describes the research methodology. The quantitative research design is explained
as the proper methodology to answer the research questions and test the hypotheses. The
chapter outlines the way this research uses T-test, analysis of variance (ANOVA), univariate
analysis, multiple regression models and ordered response model.
Chapter 7 describes the data analysis and results. It begins with a descriptive analysis of the
data and several assessment tests. Then the chapter discusses the findings of the statistical
analysis of the effect of environmental regulations on ESP in Indonesian companies, and the
relationship between ESP and FP. A comparison is made of listed companies and SOEs in
Indonesia, in terms of the relationships between ESP and FP in those companies.
Chapter 8 outlines the discussion and includes the acceptance or the rejection of the
hypotheses, followed by a discussion based on the theories and previous literature. The
discussion has been disaggregated into four categories: the effect of environmental
regulations on ESP; the effect of ESP on FP in listed companies, SOEs and consolidated
4

companies; the effect of FP on ESP in listed companies, SOEs and consolidated companies;
and a comparison of the effect of ESP and FP between listed companies and SOEs in
Indonesia.
Chapter 9 outlines the summary conclusions from the previous findings and discussions
presented in Chapter 8, followed by a presentation of the limitations of the study and
opportunities for future research.

1.3 Chapter Summary
This chapter presented an overview of the study. It started by presenting some brief
information about the problems that have arisen in the Indonesian context, the theories that
underline the study, and how the research questions have been answered, followed by an
outline of the structure of the thesis. The next chapters will provide the background and
rationale of the study.
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Chapter 2 : Background and Rationale

2.1 Introduction
This chapter explains the background and rationale of the research as well as the Indonesian
context of the study. In the section explaining the background of the study, the research
problems are identified, and research questions and research aims are developed. This study
also describes the purposes and significance of the study for the body of knowledge and
practices. Environmental problems in Indonesia have driven the Government to enact two
regulations to protect the nature and society. Those two regulations that are Corporate Law
No 40/2007 Article 74 and Investment Law No 25/2007 Article 15 require all enterprises to
conduct environmental and social responsibility (ESR). The implementation of regulations
has created conflict between companies and the Government. The question, whether the
implementation of regulations will be an effective way to improve the quality of company‘s
performance in environmental and social issue is still exist. Some companies are in the
position that conducting ESR will potentially reduce their competitiveness in the market. In
order to answer the questions, this study is conducted to provide several recommendations
to reduce the conflict.

2.2 Background
The Indonesian economic growth rate surpassed 10% per annum in the 1990s, which
benefited individuals and the country as a whole; however, business activities during that
time caused environmental problems in almost all areas of Indonesia. The replacement of
human labour to machineries increases the production capacity and supplies the human
needed. However, the industrialization leads to an increase in pollution and other
environmental problems. For example, mining companies affected the food chain by
polluting the ocean and other water systems; industrial air pollution in big cities caused
respiratory problems for citizens; and smoke hazards in Sumatra and Borneo contaminated
Malaysia and Singapore (Nurhayati et al., 2006). In 1994, industrial pollution contributed to
25% to 50% of water pollution, mostly in Java, because the development of industry in
Indonesia was concentrated on that island (García et al., 2007). Garcia et al. (2007) stated
7

that, industrialization causes environmental degradation, and environmental degradation
causes the reduction of forest areas in Sumatra and Borneo. The authors stated that
deforestation was occurring at a rate of 3.4 million hectares per year.
In order to tackle environmental problems, the Indonesian government created several
environmental protection programs, such as the Clean City Program, or the Adipura
program; the Clean River Program, or Program Kali Bersih, or the Prokasih program; and
the Program for Pollution Control, Evaluation and Rating, or PROPER. Adipura, established
in 1983, is an award presented to the cleanest cities in Indonesia. Prokasih was conceived
and launched in 1989. This program gave awards to the governors that provided an effective
environment and management system in their province, and their efforts to control water
pollution in their area. This program was dormant and suspended in 1998 due to a political
issue. Another program was PROPER (Program for Pollution Control, Evaluation and
Rating) that embarked in 1995 under Ministry of Environment. In 2004 Ministry of
Environment and Ministry of Forestry was emerged into Ministry of Environment and
Forestry (MoEF). So, in this study MoEF were selected to refer the ministry that responsible
to the environment system in Indonesia. The main objectives of PROPER are to monitor
companies‘ compliance, to apply transparency in environmental management (that is, the
public‘s right to know), to involve the public in environmental management, and to oblige
companies to submit environmental management information. Under PROPER, companies
are evaluated and categories based on their level of compliance: Gold, for the highest level,
then Green, Blue, Red and Black for the lowest level. The colours make it simple for
companies to communicate their environmental performance to the public.
Besides PROPER and other environment protection programs, in 2007 the Indonesian
government implemented Article 74 of Corporate Law No. 40/2007 and Article 15 of
Investment Law No. 25/2007. Those two regulations require all corporations to implement
action on their corporate environmental and social responsibility (ESR) and report on that
action. The regulations require companies to allocate part of their budget to managing their
surrounding natural and social environment. After the Indonesian government enacted
Article 74 of Corporate Law No. 40/2007, it became mandatory for public sector
organisations with a substantial environmental impact to assess and report on their ESR
obligations (Shauki, 2011). Under that regulation, ESR became a legal obligation, forcing
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corporations to take action to protect the environment and society, and to enhance their
implementation of programs in this domain throughout Indonesia (Waagstein, 2011).
However, the enactment of those regulations created conflict between the government and
the business community. The enactment of the regulations may not have been an effective
way of improving the environmental and social performance (ESP) of Indonesian
companies, and it was unclear whether the implementation would hurt or help the
enterprises to improve their economic and financial performance (FP). Some companies
argued that the implementation of the regulations created an additional burden for them,
because it increased costs and potentially reduced net profits; however, some companies
were already voluntarily disclosing information on their environmental activities. There is a
lack of empirical evidence around what happens in practice, and this study has been
conducted to provide part of that evidence, in its context, and to offer suggestions to
minimise the conflict between the government and corporations.

2.3 Indonesia in Brief
Indonesia is a country located in South-East Asia, as illustrated in Figure 2.1. Indonesia is a
country that has a large population with the increase of economic performance over last
three years. In 2016 the population of Indonesia was more than 261.1 million and it
currently ranks number 4 in the list of countries by population after China, India and the
United States of America (Word Bank, 2017). Gross domestic product (GDP) per capita in
2010 was US$ 2,947 and increased to US$ 3,974.1 in 2016. In 2017, 555 companies are
listed on the Indonesian Stock Exchange with daily average transaction of 5.77 trillion
rupiahs (approximately US$ 421 million). The interest rate offered by Bank Indonesia at the
end of 2011 was 6%, which rose to 6.75% at the end of 2016. The inflation rate in 2010 was
relatively high, reaching 6.96% and plumping to 3.02% in 2016 (Bank Indonesia, 2017).
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Figure 2.1: Map of Indonesia

Source: Nationsonline, 2016
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The growing Indonesian economy has had consequences for the environment, which is a
growing concern for government and the business community. There are high levels of
water, air and soil pollution. For example, the Citarum River Basin in West Java has been
contaminated by a wide range of toxins, including aluminium and manganese, from the
2,000 factories located around the river. This has caused outbreaks of several diseases in
humans and endangered the existence of the ecosystem. As a result, the Green Cross
Switzerland has listed this river as one of the most polluted rivers in the world (Larson,
2013). It also confirmed that the legal enforcement system in Indonesia did not create the
necessary incentive for companies to meet their environmental compliance obligations –
around 90% of industrial pollution decisions were in favour of industry (Afsah, Garcia, &
Sterner, 2013). For instance, independent environment organisation Wahana Lingkungan
Hidup Indonesia, or the Indonesian Forum for the Environment (WALHI) sued Surabaya
Meka Box Company, which was the party that had taken responsibility for water pollution
in the Surabaya River. However, once the matter was in court, the judges said that the
company did not cause the pollution and released Meka Box of any charges. This indicates
that environmental awareness in Indonesian society is still limited and is yet to be seriously
taken into account.

2.4 Context of the Study
In response to environmental and social problems, in June 1995 the Indonesian government
created PROPER to encourage companies that exploit natural resources to increase their
environmental awareness. Under PROPER, companies are evaluated and labelled according
to their level of compliance. Gold is awarded to companies that consistently demonstrate
environmental excellence in their production and services, conduct their businesses ethically
and are responsible to the community. Companies that implement environment management
procedures that exceed the requirements set by the program, implement environmental
management systems, prevent pollution, demonstrate their commitment to the 4R principles
of reduce, reuse, recycle and recovery, and contribute to community development are
granted a Green ranking. A Blue ranking is assigned to companies that comply with the
environmental regulations and satisfy the minimum requirements. Companies that show
they are making some effort towards pollution control but do not comply with the regulatory
standards in absolute terms are labelled Red. Finally, companies that do not make any
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attempt to control pollution are classified as Black (Ministry of Environment, 2009). The
compliance rating, from Gold to Black, is explained in Table 2.1 below.
Table 2.1: PROPER Compliance Rating
Awarded to companies that consistently demonstrate environmental
excellence in their production and services, conduct their business
ethically and are responsible to the community.
Awarded to companies that implement environment management
GREEN
procedures that exceed expectations, implement environmental
management systems, prevent pollution, demonstrate their
commitment to the 4R principles of reduce, reuse, recycle and
recovery, and contribute to community development.
Assigned to companies that display compliance to environmental
BLUE
regulations and satisfy the minimum requirements of the regulations.
Assigned to companies that show they are making some effort
RED
towards pollution control but do not comply with the regulatory
standards in absolute terms.
Assigned to companies that do not make any attempt to control
BLACK
pollution.
Source: PROPER (2015)
GOLD

Categorising companies into these five levels of compliance is believed to improve
adherence to regulations. The PROPER ratings are published every year after a formal press
conference, and posted to a website. This creates a great deal of media attention and
enhances the public reputations of companies that comply with the environmental
regulations (Afsah et al., 2013). For example, a company achieving a Gold, Green or Blue
level indicates that it complies with the environmental regulations and that it is capable of
managing its business in a way that is environmentally sustainable. Afsah et al. (2013) also
stated that awarding these compliance levels improves the companies‘ reputations and gives
them legitimacy in society; with government approval, the business is able to carry on. On
the other hand, receiving a red or a black ranking will also potentially affect a company‘s
reputation. The public is likely to react negatively to companies that damage the
environment.
After the Indonesian government released Article 74 of Corporate Law No. 40/2007,
conducting and reporting on ESR become a mandatory requirement for public sector
organisations that had a substantial environmental impact (Shauki, 2011). That regulation
made ESR a legal obligation of companies and enforced corporations to take action to
protect the Indonesian environment and society (Waagstein, 2011). The purpose of
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Corporate Law No. 40/2007 was to create the circumstances for companies to become more
balanced and harmonious with the environment, in line with the values, norms and cultures
of Indonesian society. Companies are obligated to allocate an appropriate and reasonable
portion of their earnings to conduct environmental and social activities.
The other ESR regulations are Article 15 of Investment Law No. 25/2007 and Government
Regulation No. 47/2012. Article 15 of Investment Law No. 25/2007 requires all
corporations to take action on their ESR. There are several consequences for companies that
do not comply with their obligations. On 4 April 2012, the Indonesia government issued
Government Regulation No. 47/2012, which was an ESR follow-up to Article 47 of
40/2007. These new regulations emphasise that ESR shall be mandatory for companies that
carry on business in fields related to nature, resources or natural resources (Juniarto &
Riyandi, 2012). The practical implementation of ESR is carried out by the boards of
directors of the companies, and should be disclosed in their annual work plans after
receiving approval from the board of commissioners or general meeting of shareholders.
This article provides authority to all companies to implement their own social and
environmental activities based on the appropriateness and reasonableness of their budget.
The enactment of those three regulations has played a significant role in developing a legal
framework around ESR in Indonesia, although some problems have emerged. Firstly, the
regulations do not define the activities that should be implemented as part of ESR; therefore,
the actions companies take to satisfy those regulations and to declare their environmental
and social actions are prone to subjective judgement. Previously, companies concentrated
their social works in the areas of charity, education, human rights and other social matters,
instead of the environment. Secondly, since there is no fixed percentage of cost that should
be allocated to ESR and no monitoring mechanism provided by the government, there is a
possibility that company will misreport or commit fraud to reduce costs to the company.
New environmental and social regulations with similar aims and objectives to those of
PROPER have been implemented by the MoEF; these regulations provide further support to
PROPER and reinforce its aims. They were created to protect the environment and natural
resources in Indonesia as well as to protect society from business activities. The government
has changed the format of ESR: it was once a voluntary requirement, whereas not it is
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mandatory. The government has also encouraged companies to properly report on their
environmental and social activities. The laws have altered the perceptions of companies:
they have moved from a situation where they are ―not conducting and reporting ESR‖ to a
situation where they ―have to conduct and report ESR‖. The numbers of companies that
disclosed information about their ESR, and the numbers of companies that were evaluated
under PROPER, have increased, as presented on Table 2.2 below.

Table 2.2: PROPER Participants
Total

2004 2005 2007 2009
194 360 432 576

2010 2011 2012 2013
690 884 1310 1792

Source: KemenLHK (2014)
However, a question exists around whether the increase is sufficient to claim that the
regulations have been effective. Furthermore, it is still unclear whether companies that
previously conducted higher levels of ESR will adopt the regulations and reduce their
performance level, continue at the same level, or even improve their performance. The
important question is whether the enactment of regulations will have an influence on a
particular company‘s environment and social performance (ESP).
Moreover, despite uncertainty about the impact of environmental regulations on ESP, the
implementation of the regulations has created conflict between the Indonesian government
and companies. Some companies argue that the regulations create an additional burden,
because compliance to the regulations potentially increases marginal costs and, in turn,
potentially reduce net profits; however, some companies were already voluntarily disclosing
their environmental activities.
Furthermore, since 2004, when PROPER began to be conducted annually, several
companies were already conducting activities to meet their ESP. More than 50 companies
achieved a Blue PROPER ranking in 2004, and this number rose in each subsequent year,
whereas fewer than 10 companies gained a Green ranking. The internal regulations of
companies often allocate a certain portion of the budget to environmental and social issues.
The implementation of the regulations in 2007 was not a problem for those companies, since
they were already committed to programs concerning nature and society; they were
recognised as being compliant or beyond compliant. Nonetheless, companies with limited
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resources do have problems with these new regulations; when they were required to conduct
environmental and social activities, they had less financial capability to perform at a level
that was compliant with the new regulations. A logical question is whether a company‘s
ESP is influenced by its wealth and profitability. Therefore, the main objectives of this study
are not only to examine the effect of regulations and PROPER on ESP, but also to examine
the relationship between FP and ESP.
In addition to analysing the performance of listed companies, this study will also examine
the performances of the SOEs and the consolidated companies of listed companies and
SOEs, in both directions that is the effects of ESP on FP and the effects of FP on ESP.
Company ownership type has been identified as having a significant effect on performance.
Listed companies and SOEs operate with different financial sources, regulations and
management strategies. Listed companies rely on market performance to run their
businesses and to remain sustainable. On the other hand, SOEs are partly government
owned, which has an influence on their strategies and decisions. Many SOEs also rely on
government subsidies as a source of finance. The different operating and governance
conditions between these two types of companies might have a significant influence on ESP.
Therefore, it is also important to compare the ESP and FP relationships that exist between
the listed companies and the SOEs terms of the influence of ESP on FP, and vice versa.
Selecting Indonesia as a focus of the study is based on the characteristic of Indonesia, which
differ from other countries. Indonesia has a high dependency on natural resources. Natural
resource has a significant contribution to the national GDP. Moreover, according to
Orangutan Foundation International (2016), Indonesian forest is the second largest forest in
the word after the forest in Brazil and the Indonesian forest represents 10% of the remaining
word‘s tropical forest. It has a global importance, covering over 98 million hectares.
Therefore, environmental destruction not only impacts on the national economics but also
impact on the global environment. As a result, conducting a study in Indonesian
environmental and financial performance issues is important although the similar studies
have been conducting in other countries.
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2.5 Research Aims and Research Questions
To determine the influence of environmental regulations on ESP and FP in Indonesian
companies, as well as the influence of ESP on FP, and the influence of FP on ESP in the
same context, this study sets out to achieve four aims. Firstly, this study investigates
whether the enactment of new regulations in the area of ESR improved ESP for Indonesian
companies. The second aim of the study is to examine whether ESP affects FP in Indonesian
companies after the enactment of regulations. The third aim is to examine whether FP
influences ESP in Indonesian companies, especially after the enactment of regulation. The
fourth and final aim is to conduct a comparison analysis between listed companies and
SOEs, in terms of the relationship of ESP and FP in those companies.
According to the research aims above, this study will answer the following research
questions:

RQ1. Has the implementation of environmental regulations influenced ESP in
Indonesian companies?
RQ2. Is there any significant relationship between ESP and FP in Indonesian
companies?
RQ2A. Does the ESP of Indonesian companies influence their FP?
RQ2B. Has the influence of ESP on FP, if any, changed after the enactment of
regulations?
RQ3. Is there any significant relationship between FP and ESP in Indonesian
companies?
RQ4. Does compliance with environmental regulations for SOEs vary from that of
listed companies in Indonesia?

2.6 Significance of the Study
This research has practical implications and theoretical implications. The main potential
practical implication is to provide business practitioners, government and other stakeholders
with evidence as to whether ESP impacts FP, and vice versa, for Indonesian companies.
This empirical study provides an alternative solution to mitigate the conflict between the
Indonesian government and some companies regarding the effects of both variables.
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Moreover, the findings will be beneficial in that they will lead to recommendations to the
Indonesian government and policymakers regarding the effectiveness of new regulations,
which will help to solve other environmental and social problems in Indonesia. In academia,
the study will add new evidence to the literature on the effects of regulations on ESP.
This study also contributes to the ESP literature in the following four ways. Firstly, the
study examines the impact of regulation in a developing country context. The socioeconomic-political conditions of managing and regulating ESP in developing economies
differ significantly. Secondly, the results of this study extend the previous research about the
effects of ESP on FP. A number of existing studies examine the relationship between
financial and environmental performance, but there is no conclusive empirical evidence.
This study enriches the literature review by providing new empirical evidence in the
Indonesian context and by examining the relationship between ESP and FP. Thirdly; the
study looks at the impact of FP on ESP in Indonesia. There are few literatures investigated
this issue especially in developing country, so the study enhances the literature by providing
evidence in Indonesia context. The main contribution of the study is that it fills a gap in the
literature by providing evidence of the effect of regulation on environmental performance,
which the extant literature lacks. Fourthly, the study provides a comparative analysis of the
environmental and FP of listed companies and SOEs. Previous studies that analysed the ESP
and FP issues concerned more on the listed companies and not too many studies investigated
those issues on SOEs.

2.7 Chapter Summary
This chapter presents the background of the study, and identifies the problems and context
of the study. The chapter began with some brief information about Indonesia and the
problems that arise in the Indonesian context, followed by the context of the study and the
aims of the research. Based on the problems that were identified in the Indonesian context,
the research questions were identified. Finally, the significance of the study was presented.
The next chapter will provide the theoretical background that underlying the study.
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Chapter 3 : Theoretical Framework

3.1 Introduction
This chapter develops the conceptual and theoretical basis of the study and shows how the
theories are implemented to answer the research questions. The arguments used to answer
the research questions are based on four fundamental theories: Porter hypothesis, legitimacy
theory, stakeholder theory and slack resource theory. The study aims to investigate whether
the enactment of new regulations in environmental and social responsibility (ESR) in
Indonesia has improved the quality of companies‘ environmental and social performance
(ESP). It also examines the association between ESP and financial performance (FP),
including the direction of the relationship – that is, whether ESP affects FP and whether FP
influences ESP. The study also makes a comparative analysis between listed companies and
state-owned enterprises (SOEs) in terms of their ESP and FP. In order to explain the
influence of environmental regulations on ESP for companies in Indonesia, the Porter
hypothesis and legitimacy theory are employed. Then, stakeholder theory and the Porter
hypothesis are utilised to define the relationship between ESP and FP, including whether
ESP affects FP. In addition, the slack resource theory is employed to explain the relationship
between FP and ESP, to determine whether a company‘s FP influences its ESP. All theories
are supplementing each other to answer all research questions.

3.2 Porter Hypothesis
The Porter hypothesis suggests that environmental regulation can trigger environmental
innovations and possibly lead to win-win solutions for firms, such as an improvement in the
environment as well as a better competitive position in the market. Porter (2008) explained
that strict government regulations can promote competitive advantage by stimulating and
upgrading domestic demand and give a nation‘s companies a head start in developing
products and services that will be valuable elsewhere. Porter and Van der Linde (1995)
claimed that regulatory design promotes innovation, resource productivity and
competitiveness. Regulations encourage upstream solutions not only for the environment
but also for companies. Avoiding or mitigating pollution early in the value chain by
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complying with regulations is always less costly than late-stage remediation or clean-up.
Regulations that encourage innovation can improve product consistency and quality.
According to Porter and Linde (1995), the Montreal Protocol on Substances that Deplete the
Ozone Layer (Montreal Protocol) and the United States (US) Clean Air Act required
electronics companies to eliminate ozone-depleting chlorofluorocarbon (CFCs). Scientists at
Raytheon Company had previously disputed the regulation, but research eventually
uncovered an alternative cleaning agent that could be reused in a closed-loop system. This
new method succeeded in reducing CFCs, improving the quality of an average product, and
lowering operating costs. Without regulation, that innovation would not have happened.
According to the Porter hypothesis, regulation is important, although it exists in many
different forms. In environmental and social issues, every country in the world has different
ways to manage the link between companies, the environment and society, depending on
their circumstances, such as demography, the existence of conflict, and the type of
government. Several factors contribute to the development of regulations for environmental
issues (Porter & Linde, 1995). Regulations create pressure that motivates companies to
innovate, and to create products that are environmentally friendly and improve the way
natural resources are handled by businesses, although in many cases innovation and the
resulting improvements in resource productivity will not completely offset the cost of
compliance. Regulations also alert and educate companies about resource inefficiencies and
potential areas for technological improvement. Regulations create demand for
environmental improvement so that companies meet the required standards.
According to the Porter hypothesis, the corporations potentially gain competitive advantages
from complying a strict government regulation in environmental issue (Porter, 2008). Porter
(2008) clearly explains that the competitive advantages are created by stimulating and
upgrading the domestic demand and in the future the company‘s products and services will
be valuable internationally. Well-designed environmental regulations can trigger companies
to comply with the regulations and encourage companies‘ environmental innovation that
increase business performance that fully or more than fully offset the cost of compliance
(SustainableProsperity, 2015). Regulations have pushed companies to comply the required
standards and to allocate certain budget to comply, but the regulations tend to drive the
corporations to create innovation that potentially cover the cost of compliance (Porter &
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Van der Linde, 1995). Sustainable Prosperity interpreted innovation on Porter hypothesis as
research and development (R&D) expense in environmental technologies, or through the
number of successful environmental patent application.
Therefore, based on the Porter hypothesis, environmental regulations trigger innovation, and
innovation enhances FP. Innovations created to meet regulations can bring benefits such as
better use of inputs, development of better products and improvements in product yields
(Porter & Linde, 1995a). Porter & Linde (1995a) stated that innovations in processes made
to comply with regulations could improve product consistency and quality. Porter claimed
that well-designed environmental regulations stimulate innovation, enhance productivity
and increase the private benefits of firms. Thus, it is important for companies to have an
environment policy that protects the natural environment without creating negative financial
impacts (Ambec & Barla, 2002). Ambec, Cohen, Elgie & Lanoie (2011) discussed that
Porter hypothesis actually did not say that all regulations lead innovation, but only welldesigned regulations do. The innovation could not always offset the cost of compliance,
especially in the short-term, but in many cases, the innovation will more than offset the cost
of compliance.
The Porter hypothesis explicates clearly that the well-designed environmental regulations do
not only urge the companies to conduct more to the nature and society, but also to
encourage companies to create innovations that potentially cover the cost of compliance and
boost their economics performance. This hypothesis is the most suitable theory to elaborate
the importance of conducting ESP as a mandatory requirement, especially when the
regulations exist. Other similar theory that explains clearly the importance of conducting
ESP is the legitimacy theory.

3.3 Legitimacy Theory
Organizations have a long goal to keep their sustainability in the society. They seek to
establish congruence between social value implied by their actions and the norms of
acceptable behaviour in the large social system (Dowling & Preffer, 1975). Those two
values system are identified as an organizational legitimacy. Dowling & Preffer (1975) also
stated that when an organization fails to satisfy one or both value, the organization would
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potentially face a threat to its legitimacy in a form of legal, economic and other social
sanctions.
Legitimacy theory asserts that a social contract exists between companies and society.
Society expects successful business corporations to not only maximise their profits but also
react and attend to the human, environmental and other social consequences of their
activities (Deegan, 2007). In order to acquire public legitimacy – that is, a condition where
a corporate value system is congruent with the values of the society around it, of which the
organisation is a part – companies have to react to and fulfil community expectations. The
companies, which not match to the public expectation, may find difficulties to continue their
business. Community expectations are always changing; companies have to adapt their
business activities to meet community expectations (Deegan, 2006, Islam & Deegan, 2010,
Suttipun & Stanton, 2012). A company‘s failure to meet social expectations will possibly
cause it to lose legitimacy in the community in which it operates. Without legitimacy, an
institutional pattern of relations cannot be sustained (Hybels, 1995).
However, legitimacy gaps exist when a company‘s performance does not match community
expectations, and companies then have to work to restore or rebuild their legitimacy. The
gaps can be caused by changes in social expectations or the existence of information
asymmetries between companies and society. Legitimacy gaps are illustrated in Figure 3.1
below. Different managers will have different perceptions of what society expects from
companies and how companies should manage, and react to, social demands. If managers
misinterpret the social contract and take actions that are unacceptable to the community, it
will potentially impact on the company‘s survival (Deegan, 2007). Changing the company‘s
output, methods and goals, publishing those goals and sharing them with the public is one
way of conforming to societal expectations. An alternative is to alter social expectations
with symbols that have a high legitimacy status (Van der Laan, 2009).
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Figure 3.1: Legitimacy Theory
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Source: Deegan (2007)
When a legitimacy gap emerges, the public disclosure of information – such as in
companies‘ annual reports and corporate social responsibility (CSR) reports – can be used to
reduce the gap. Companies can disclose their social and environmental activities in their
reporting mechanisms, which are asserted as a significant way to reduce the legitimacy gap
between companies and society. In their reports, companies have a chance to explain what
has been done in the community, to employees and in the environment; environmental and
social reports can be an attempt to maintain both public perceptions and a system that
creates wealth and jobs (Gray, et al., 1996). Companies that behave in a socially responsible
manner are more likely to enhance their business success by continuing to have access to a
licence to operate and to resources (Suttipun & Stanton, 2012).
However, some researchers believe that companies have hidden agendas behind providing
social and environmental reports (Deegan, 2007). These reports might represent the
company‘s effort to counter negative news that would be uncovered by the media. For
example, in 2014 the media reported that a coal-mining company in Indonesia -Arutmin,
Ltd- caused environmental and water pollution in South Kalimantan. Arutmin, Ltd was
accused of creating toxic pollutants, such as heavy metals, that are extremely harmful to the
environment (Fiyanto, 2014). To deal with the issue, Arutmin, Ltd provided information on
its website and in its annual report on how it was handling environmental problems. This
indicates that companies do take the initiative of communicating to their stakeholders
(investors, government and society) about how they are managing their environmental
performance.
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Moreover, disclosing the activities a company is undertaking in terms of its environmental
and social obligations might create interest and provide new, previously unknown
information about their contributions in that field. For example, in Indonesia before 2007,
environmental and social activities were conducted by companies on a voluntary basis;
however, after the government implemented Article 74 of Corporate Law No. 40/2007 and
Article 15 of Investment Law No. 25/2007, it became compulsory for companies that use
natural resources to conduct their business to conduct environmental and social activities.
As it had not previously been a mandatory requirement, companies might have reported
their activities in less detail. When the regulations were enacted, companies had to change
the way they reported their environmental actions, and they tended to make clear
declarations to avoid negative consequences. The provision of environmental and social
reports is a way that companies can show government and society that they have complied
with all regulations.
Regulations play an important role on the management of economic, environmental and
social sustainability. Business operations are more likely to impact on the sustainability of
nature and community, especially when both nature and community are related to business
processes. The aims of environmental regulations are not only to protect the natural
environment but also to reduce conflicts of interest between business and society as a result
of businesses implementing the regulations. Managers of companies are pushed to maximise
profits, which can sometimes harm society and the environment. Therefore, in order to
preserve environmental sustainability and social wellbeing without preventing businesses
from continuing as a going concern, the government intervenes by creating regulations.
The main purpose of environmental regulations is to minimise environmental degradation
by establishing limits and controlling the material and energy outputs of society that affect
the environment (Ramanathan et al., 2010). The environmental regulations alter the concept
of ESP in one country from voluntary requirement to the mandatory requirement. The
regulations urge the companies to perform in certain level to the nature and society that
require the cost of compliance. As a result, the implementation of regulations tends to create
a conflict with the business society. The conflict between government and corporations due
to the enactment of regulations are not only in term of the rise of cost of compliance, but
also due to the effectiveness of the regulations. After the implementation, the corporations
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are obligated to conduct ESP in certain level; otherwise, they will face the consequences.
Before the implementation, several corporations held ESP in high-performance level
voluntarily and when the regulations are enacted, they have an option to reduce their
performance on the required standard or keep the performance on the high standard.
In Indonesia, three regulations were created to handle the environment problems due to the
increase of industrial activities. Government protection for the environment and society
comes from Article 74 of Corporate Law No. 40/2007 and Article 15 of Investment Law
No. 25/2007. Those two regulations each have a different focus in terms of controlling
business actions with regard to the environment and social issues. Article 74 of Corporation
Law No. 40/2007, Social and Environmental Responsibility, is:
(1) The Company having its business activities in the field of and/or related to natural
resources, shall be obliged to perform its Social and Environmental Responsibility.
(2) Social and Environmental Responsibility as referred to in paragraph (1) shall
constitutes the obligation of the Company which is budgeted and calculated as the
cost of the Company, implementation of which shall be performed with due
observance to the appropriateness and fairness.
(3) The Company which fails to perform its obligation as referred to in paragraph (1)
shall be imposed with sanction in accordance with the provision of regulation.
(4) Provision regarding Social and Environmental Responsibility shall be further
regulated with a Government Regulation.
(Limited Liability Company Number 40/2007)
Under Article 74, companies have an obligation to conduct environmental and social
activities and must allocate funds to implement activities in this field. However, under
Article 74(1), the regulation only applies to companies that conduct their business in relation
to natural resources, such as mining, chemicals and agriculture. The regulation does not bind
the financial and trade industries, for example, which do not conduct their business in
relation to natural resources.
Another regulation is provided by Article 15 of Investment Law No. 25/2007, which
requires all corporations listed on the Indonesian Stock Exchange (IDX) to implement
actions around ESR. There are several consequences that companies face if they do not
fulfill their obligation pursuant to Article 15. They may receive administrative sanction in
the form of:
a. a written warning;
b. a limitation on their business activities;
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c. Freezing of the business activity and/or investment facility;
d. closing the business activity and/or investment facility.
(Capital Investment Law Number 25, 2007)
On 4 April 2012, the Indonesia government issued Government Regulation No. 47/2012 on
environment and social issue, which addressed Article 74 of the Corporate Law No.
40/2007. This new regulation emphasised that environmental and social activities shall be
mandatory for companies that carry on business in a field that is based on or related to
natural resources. The practical implementation of environmental and social activities is
carried out by the board of directors in a company‘s annual work plan, after receiving
approval from the board of commissioners or at a general meeting of shareholders (Juniarto
& Riyandi 2012) .
Article 74 or Corporation Law No. 40/2007 and Article 15 of Investment Law No. 25/2007
were designed to push companies that run their business in the field of natural resources to
take more care of their surrounding environment and society. Those regulations make it
legally binding for companies to implement an ESR program, and companies that fail to
comply will be punished. Furthermore, the regulations‘ aims are similar to those of the
PROPER, administered by the Indonesian MoEF – in fact, the regulations support and
reinforce PROPER. The two regulations have shifted companies‘ obligations to take
responsibility for their environmental and social impacts from having a voluntary basis to
having a mandatory basis. The numbers of companies that engage in actions to protect
natural resources and in social actions has increased significantly, as have the numbers of
companies

that

are

evaluated

by

PROPER.

New

companies

are

awarded

Gold/Green/Blue/Red/Black rankings under PROPER, but there is a question around
whether the companies that have been labelled in a previous round will intensify their
actions in order to move up the rankings. PROPER has been identified as program that
boosts the numbers of companies that are concerned with nature and society, as shown by
the significant annual increase in companies that participate in the program. In 2002–2003,
only 194 companies participated; this number has increased considerably every year and in
2013 reached 1,812 (Ministry of Environment, 2013). This number is relatively small
compared to the potential number of companies that may be evaluated in the future – around
8,000. However, the question remains as to whether the regulations adequately encourage
companies to improve their ESP. After the implementation, the corporations are obligated to
conduct ESP in certain level; otherwise, they will face the consequences. Before the
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implementation, several corporations held ESP in high-performance level voluntarily and
when the regulations are enacted, they have an option to reduce their performance on the
required standard or keep the performance on the high standard. As a result, the first
research questions is:

RQ1. Has the implementation of environmental regulations influenced ESP in
Indonesian companies?
The Porter hypothesis is widely used to identify the importance of regulations on
companies‘ ESP, competitiveness and FP. Fallan and Fallan (2009) explored the effect of
environmental regulations by examining developments in environmental disclosure. The
authors compared voluntary environmental disclosure to that which was statutorily required
and they selected the Porter hypothesis as a basic theory to answer their research questions.
Ramanathan et al. (2010) investigated the link between regulations, innovation and
economic performance in the United Kingdom (UK) using sector level data. In their study,
the Porter hypothesis was identified as one of the basic theories that could be used to
analyse the significance of regulations in the UK in improving the economic performance of
industrial sectors. Similar to those research that conducted by Fallan & Fallan (2009) and
Lamond et al. (2010), the Porter hypothesis also being a basic theory on other research
conducted by Ayerbe & Gorris (2001), Burnett, Hansen & Quintana (2007), Connelly &
Limpaphayom (2004), Horváthová (2012), Lanoie, Laurent-Lucchetti, Johnstone, & Ambec
(2011), Lundgren & Marklund (2015), Razumova, Ibáñez, & Palmer (2015), SánchezMedina, Díaz-Pichardo, Bautista-Cruz, & Toledo-López (2015).
Similar to the Porter Hypothesis, the use of legitimacy theory is popular for basic theoretical
development in social and environmental studies. Based on the Hogner longitudinal study
that cited in Deegan (2007), company‘s social disclosure varied from year to year in
response to the society‘s changing expectations of corporate behaviour. After the Exxon
Valdex oil spill in 1989, which threatened that company‘s legitimacy, the Alyeska Pipeline
Service Company changed its level of disclosure by providing information about the
company‘s efforts to clean the environment. It was argued that the provision of this
information was acceptable in order to obtain short-term legitimacy from society. However,
to obtain long-term legitimacy, the company introduced their double-hulled oil tanker and
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provided information on the safety procedures the would use in the future (Gosfrey,
Hodgson, et al., 2006). Several studies in environmental and social issues support the
argument that providing CSR information can enhance the long-term legitimacy of a
company, although legitimacy theory does not deal with the moral attitude of CSR reporting
(Ditlev-Simonsen & Wenstøp 2011). Other research that using legitimacy theory as a basic
theory to answer the research questions and to capture the phenomena are Chan, Watson, &
Woodliff, (2014), Cho & Patten, (2007), Silva-Gao, (2012), and Magness (2006).
The Porter hypothesis and the legitimacy theory underline this study whether the enactment
of environmental regulations effectively improve the companies‘ ESP. Both theories above
elaborate the reason why companies or organizations conduct environmental and social
action in different perspectives. The Porter hypothesis concerns on the impact of the
environmental regulations to the companies‘ environmental performance and companies‘
financial performance. Meanwhile, the legitimacy theory elaborates the impact of
performing environmental and social action on the companies‘ legitimacy. Therefore, both
theories are supplementing each other and suitable to underlie the research in the
environmental and social especially with the present of regulations in Indonesia.
In order to analyze whether conducting ESP provide a benefit to the companies‘ FP before
and after the enactment of environmental regulations in Indonesia, the Porter hypothesis can
be one of theories that provide the explanation. However, the legitimacy theory does not
provide a deep understanding on that issue, like the stakeholder theory. Therefore, in order
to evaluate the impact of the enactment of regulations on companies‘ wealth, the stakeholder
theory and the Porter hypothesis are administrated.

3.4 Stakeholder Theory
‗Stakeholders‘ can be defined as any group or individual who can affect or be affected by
the achievement of an organisation‘s objectives (Freeman, 2010). Freeman brought a formal
consideration of stakeholder relations to a burgeoning field of management scholarship
(Margolis & Walsh, 2003). Freeman has examined how companies relate to their
stakeholders. Stakeholders have an implicit contract with organization that caused by the
involvement of their capital in the organization in the form of financial, human or risk that
can be either lost or gained depending on the action of organization (Mir & Rahaman,
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2011). This concept triggers further questions of who is and who is not a stakeholder.
Cohen, cited in Alam (2006), determined that the instrumental track of the stakeholders
approach deals with issues such as the implications of organisational decision-making,
interaction, interdependencies and risk factors. Clarkson, cited by Vos (2008), has narrowed
down the definition of stakeholder by categorising the broad group into the narrower groups
of primary and secondary stakeholders. Primary stakeholders are groups that are essential
for the survival of the organisation, whereas secondary stakeholders are not essential.
Without the existence of its primary stakeholders, such as shareholders, creditors,
government, the media, employees and communities, a business will not continue to
succeed; therefore, management should give the deepest consideration to primary
stakeholders. Even though the primary shareholders have a priority, organization cannot
ignore the stakeholders that have less powerful because the balance can shift over time (Mir
& Rahaman, 2011)
Based on stakeholder theory, the main duty of any company is to lift the wealth of
shareholders and bear a fiduciary duty to stakeholders. All stakeholders have the same rights
as shareholders to be treated fairly by an organisation; therefore, managers have to organise
companies for the benefit of all stakeholders and give equal consideration to each (Jennings
2009). Stakeholders, such as investors, customers and employees, have intrinsic rights, such
as working conditions that are safe and fair, and the provision of information about how
organisation is affecting them. Those rights must not be violated. Hence, stakeholders
expect to be able to easily obtain access to the financial and ethical information that affects
them (Deegan, 2007). When companies declare their actions, including financial and nonfinancial activities, to society, they are deemed to have fulfilled their responsibilities, and
they are trying to manage or manipulate stakeholder support and approval, or to distract
stakeholder opposition and disapproval (Gray et al., 1996).
Stakeholder theory and legitimacy theory have many similarities. Deegan (2007) states that
both theories recognise that companies are part of the social system and integrated within
the system. For businesses to remain a going concern, it is important that they heed the
wishes of the social system. Therefore, treating both theories as one distinct theory would be
incorrect, although some researchers have argued that the theories overlap. The difference
between the two theories is in their focus on the social system. Legitimacy theory focuses on
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the expectations of society in general, and refers to the existence of a social contract,
whereas stakeholder theory entails more focus on particular groups, referred to as
stakeholders. Legitimacy theory considers the interaction between companies and society as
a whole, but stakeholder theory considers the interaction between companies and particular
stakeholders. According to stakeholder theory, managers should focus on important
stakeholders and meet their demands in order to continue in their business, rather than
commit to a contract with society in general.
When considering stakeholder theory, the relationship between companies and stakeholders
can be described in many different ways (Donaldson & Preston 1995). Conventionally,
investors, suppliers and employees are described as contributing to a company‘s inputs that
will be transferred to its customers. Individual contributors to companies receive appropriate
compensation based on their skills and willingness to contribute. The input–output model is
illustrated in Figure 3.2 below.

Figure 3.2: Input-Output Model

Source: Donaldson & Preston (1995)
There are contrasting models to the input–output model shown above. In all its variants, the
stakeholders‘ input–output model replaced the classical input–output model. Under the
stakeholders‘ input–output model, all individuals with legitimate interests will obtain
compensation when they interact with companies, and will receive interest and benefit that
is equal to that of any other.
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Figure 3.3: The Stakeholder Model

Performing activities that contribute to their ESP, and disclosing those activities, is a
strategy companies undertake to manage stakeholder relationships (Roberts, 1992). As
mentioned earlier, when a company declares their actions, including financial and nonfinancial activities, to society, the company is deemed to have fulfilled their responsibility,
and has also tried to manage or manipulate stakeholder support and approval, or to distract
stakeholder opposition and disapproval (Gray et al., 1996). Dincer (2011) and Elsakit and
Worthington (2012) suggested that companies tend to disclose CSR to reduce conflicts of
interest among stakeholders, to reduce asymmetric information, and to enhance harmony
between companies and stakeholders. Previously, CSR disclosure has been proven to reduce
the risks of customer boycotts and public criticism that can influence a company‘s financial
position.
According to stakeholder theory, the main duty of companies to shareholders and
stakeholders is to remain financially sustainable. True sustainability is achieved if a
company excels in its economic, social and environmental performance (Mir, 2015).
Therefore, performing at a certain level in terms of its environmental and social actions is
important for an organisation to remain sustainable. It is therefore believed that when
companies conducting environmental activities and disclose information about those
activities, it leads to enhanced FP. Therefore, companies will take the opportunity to benefit
from providing and undertaking ESP in order to enhance their FP and maintain harmonious
stakeholder relationships.
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Similar to legitimacy theory, stakeholder theory has gained popularity as a fundamental
theory that has stimulated numerous researchers in the field of ESP. Moneva and Ortas
(2010) stated that stakeholder theory was a suitable theory on which to build the theoretical
development for their study. Using European data, they found that companies with better
environmental performance potentially had better FP in the future. They concluded that
managers should take environmental management into account when developing their
companies‘ strategies, as it can contribute to their economic performance. Misani and
Pogutz (2015) studied the relationship between carbon emissions and FP, measured by
Tobin‘s Q, using stakeholder theory as a basis. They described that carbon emissions had a
non-linear relationship with Tobin‘s Q and that companies were more likely to show the
best FP when they had intermediate carbon emissions. Moreover, using the same theory,
Sambasivan and Jo-Ann (2013) found that companies which conduct environmental
proactivity tend to have better FP as well as better operational performance, organisational
learning, environmental performance, and stakeholder satisfaction. This finding was based
on data analysis of 291 companies in Malaysia using structural equation modeling (SEM).
Other studies that select the stakeholder theory as a basic intellection are Mir & Rahaman
(2011), Cordeiro & Tewari (2015), Madsen & Rodgers (2015), Min, Desmoulins-Lebeault,
& Esposito (2017), Misani & Pogutz (2015), Moneva & Ortas (2010), Santos & Ledur
(2012), Wang & Berens (2015), Zhao & Murrell (2016).
Environmental and social awareness has increased so significantly that shareholders now
require companies to provide information about how they deal with environmental and
social problems, in light of the disparities that exist between business and society
expectations. Governments not only urge companies to concern themselves with
maximising their profits but also enact environmental regulations to preserve natural
resources and contribute to social causes. The enactment of environmental regulations tends
to create conflict between governments and corporations. From the companies‘ perspective,
conducting activities to demonstrate their commitment to their environmental and social
responsibilities increases costs, which can lessen their competitive advantage. In order to
identify whether environmental and social activities undertaken by a company can damage
the company‘s economic performance, two fundamental views are applied in this study: the
traditional view and the revisionist view. Under the traditional view, classical economic
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theory is the basic tenet; the revisionist view employs stakeholder theory and the Porter
hypothesis.
1. Traditional View
Wagner, Schalteggar and Wehrmeyer (2001) identified two specifications of the relationship
between environmental performance and economic performance: the traditionalist view and
the revisionist view. These two views were developed from the inconclusive debate on the
relationship between environmental performance and economic performance. The
traditionalist view was derived from the negative link between the variables, whereas the
revisionist view was derived from a positive correlation. In order to achieve a win-win
solution, a synthesis view was developed ( Wagner, Phu, Azomahou, & Wehrmeyer, 2002).
The traditional view, or classical economic theory, argues that high environmental
performance, such as low normalised emissions and inputs, corresponds to low economic
performance, and vice versa. This perspective is theoretically rooted in neo-classical theory.
It contends that companies‘ competitiveness and environmental performance are in conflict
with one another. Pollution abatement and environmental performance improvement are
assumed to have decreasing marginal benefits and increasing marginal costs. This
perspective was based on the conditions in industries upstream in the production chain, such
as the manufacturing industry sector, where it is necessary to allocate additional costs in
order to comply with environmental regulations. Therefore, some industrial sectors
potentially face a competitive disadvantage from environmental investment (Wagner, Phu et
al. 2002)

Figure 3.4: Classical Economic Theory

Economic Performance

The ‘Traditional’ View

Environmental Performance

Source: Wagner, et.al., (2001)
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Several studies support the accuracy of the traditional view, by providing evidence that
environmental performance conflicts with economic performance. Lioui & Sharma (2012)
contended that the relationship between environmental CSR and return on assets (ROA) was
negative and statistically significant. Analysing a firm‘s rating of environmental CSR by
KLD STATS Inc., the authors found that the negative impacts were driven by the investors‘
perception that environmental initiatives came with potential costs or penalties. In another
study, Bouslah, M'Zali, Turcotte and Kooli (2010) found that companies in Canada and the
US that sought and were awarded forest certifications did not see any significant impact on
their abnormal returns in the short term. The forest certifications that analysed were Forest
Stewardship Council (FSC), the Canadian Standards Association (CSA), Sustainability
Forestry Initiative (SFI), and the International Standard Organization (ISO14001). In the
long term, post-event, the abnormal return was negative. Therefore, companies that gained
green premium certifications from those four forest certifications tended to have a
competitive disadvantage in the market. However, the companies faced a negative impact on
market performance when they obtained the green premium certification from industry-led
certifications, such as that of the Canadian Standards Association and ISO 14001.
Companies that gained forest certification from non-government sources saw different
results.

2. Revisionist View
The revisionist view states that the improvement of environmental performance helps to
increase economic performance. The notion was based on the findings that higher
environmental performance leads to efficiencies, improvements in productivity, lower
compliance costs, and new market opportunities (Wagner, Phu et al., 2002). The revisionist
view accepts that complying with environmental regulations creates additional costs for
companies, as they need to conduct research and create new technologies and production
approaches that are eco-friendly. However, the costs will potentially be offset by reductions
in the cost of compliance and production. Companies that engage in improvements in their
environmental impacts – for example, by reducing pollution and undertaking reforestation –
will face less conflict with third parties such as government, society and even nongovernment organisations (NGOs). Moreover, any new eco-friendly technology a company
develops to achieve those goals may become part of their product range, which they can sell
to other companies for a profit. Under this theory, the more companies are involved in
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environment and social actions, the more their economic performance will improve
(Wagner, et al., 2001). The revisionist view is depicted in Figure 3.5 below.

Figure 3.5: Revisionist View

Economic Performance

The ‘Revisionist’ View

Environmental Performance

Source: Wagner et al., (2001)
Both stakeholder theory and the Porter hypothesis support the basis of the revisionist view.
These two theories also underlie the basic concept of the current study, which aims to
investigate the association between ESP and FP in Indonesian companies. These two views
are then synthesised into another theoretical dimension, which is a company‘s financial
performance initially improves with the environmental performance and then reaches an
optimum performance and then starts falling.
3. The Synthesis of the ‘Traditionalist’ and ‘Revisionist’ Views
The third view that called the synthesis between traditional view and revisionist view
discovers that the relationship between the environmental and economic performance does
not have to be unidirectional but can change to be positive or negative. The link between
both variables would be an inverse U-shaped curve across the environmental performance
spectrum (Wagner, Schaltegger et al. 2001). The benefit in conducting an environment
performance increases and peaks at some point. Beyond the maximal point, the relationship
between both variables has a declining slope. The view indicates that conducting
environmental performance in certain level improve the companies‘ financial condition,
however, when company conducting beyond the required level it potentially reduces their
economics. The third view is identified as the best view that performs win-win solution
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between both perspectives above which are traditional view and revisionist view. The
upward slope illustrates the revisionist view and also support Porter hypothesis, whereas the
downward slope describes the traditional view. The three views are illustrated in the figure
below.

Economic Performance

Figure 3.6: The Synthesis of the 'Traditionalist' and 'Revisionist' View

Synthesis of the ‘Traditionalist’ and
‘Revisionist’ Views

Environmental Performance

Source: Wagner et al., (2001)
The question arises to determine the peak point of environmental performance and
economic performance, in which circumstances the companies will gain maximal benefit.
Wagner et al. (2001) argued that the optimal level of the environmental performance to
achieve optimal financial performance was by complying the environmental regulations
without over complying. Over complying decreases the companies‘ marginal economic
performance because at that level, companies allocate an excessive amount of budget to
improve their environmental activities and tends to be not efficient anymore. The regulation
induces the efficiency of the production process, reduce a further cost of compliance and
improve the competitive advantages (Wagner, Phu et al. 2002). This argument supported the
previous finding from Romstad & Kristrom (1994) that exhorted the efficiency of
environmental regulation through companies economic performance. When the efficiency
was failed to be gained, it did not reflect the negative implication of that regulation, yet it
reflected the inefficiency of the regulation itself that caused higher cost. Furthermore, some
researchers pointed out that the optimal value came not only the existence of environmental
protection from government regulation but also derived from companies‘ environmental
practices and strategies (Schaltegger and Synnestvedt, 2002). To be green companies will be
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paid off when the management succeed to select the optimal level of environmental
performance at the lowest possible cost that potentially obtains the highest economics
succeed. Therefore, the quality of management decision and how well it takes to the specific
situation induces the benefit that will be gained by companies.
Several researchers have proved the U-shaped relationship between environmental
performance and economic performance. Misani & Pogutz (2015) discovered the existence
of the U-shaped relationship between companies‘ carbon performance and Tobin‘s Q.
Carbon performance improve companies‘ Tobin‘s Q up to certain point and beyond that
point, the marginal benefit of the reduction in carbon emission do not offset the marginal
cost. Companies are believed will gain more benefit when they conducted carbon protection
in a moderate level instead of high level. Moreover, companies‘ environmental management
positively moderate the relationship. The environmental management was measured using
the Environmental Performance Score calculated by Thomson-Reuters in its Asset4
database and indicated the environmental processes firms adopted to reduce environmental
impacts through their operations such as cleaner technologies and organizational policies
such as creating committees or incentives. Furthermore, Rassier & Earnhart (2011) and
Rassier & Earnhart (2011) contended that the existence of Clean Water regulation improve
the companies‘ return on sales in either short-term and long-term. It indicates that when the
companies comply with the regulation and manage their water pollution, it will be paid off
by gaining benefit in long run return on sales. In short run, the companies face a tighter
permitted discharge limit from the regulation, but they still reap the net benefit. Then, when
companies continue controlling their water pollution, they have more time to innovate new
technology and gain additional benefit.
Since the environmental regulations were created and implemented in Indonesia, there is a
question that still exists whether the implementation of regulations provides any impact to
the companies‘ FP. As a result, the second research question is:
RQ2. Is there any significant relationship between ESP and FP in Indonesian
companies?
RQ2A. Does the ESP of Indonesian companies influence their FP?
RQ2B. Has the influence of ESP on FP, if any, changed after the enactment of
regulations?
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The stakeholder theory and the Porter hypothesis are widely used to answer the phenomena
in environmental performance and financial performance. However, both theories have
limitations. The stakeholder theory discusses the fiduciary duty of companies to their
stakeholders, and when companies engage in environmental activities, they do not breach
the duty or even harm the investors‘ wealth. By conducting environmental and social
actions, the companies do not concern only on the stakeholders but also keep the long-term
of companies‘ sustainability. When the environmental regulations involve in the companies‘
environmental activities to protect the nature, this theory could not elaborate whether the
enactment of regulations provides an improvement on companies‘ environmental
performance that potentially escalates the companies‘ finances, like the Porter hypothesis
and the legitimacy theory do. The stakeholder theory elucidates the importance of
environmental actions to the companies‘ long-term goals, but the theory does not describe
the reason why the companies‘ ESP varies, in particular for the economics reason.
Meanwhile, the Porter hypothesis explicates clearly that the well-design environmental
regulations do not only urge the companies to conduct more to the nature and society, but
also to encourage companies to create innovations that potentially covers the cost of
compliance and boost their economics performance. This hypothesis is the most suitable
theory to elaborate the importance of conducting ESP as a mandatory requirement. When
the question exists whether the financial condition is one of the motivations, instead of
regulation, to conduct ESP, this hypothesis could not describe in detail. The Porter
hypothesis and the stakeholder theory could not describe whether companies‘ financial
condition is the main motivation for the companies to perform well to the nature and society
like the slack resource theory does. Therefore, since the problem of whether companies‘ FP
impact on the companies‘ ESP in Indonesia can be answered by those theories above but the
slack resource theory.
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3.5 Slack Resource Theory
Conventionally, it is believed that ESP affects FP, either positively or negatively. Another
approach suggests that not only does ESP influence FP but also good economic performance
drives environmental performance. Schaltegger, Synnestvedt and Vei (2001) suggested that
environmental action is a luxury activity that companies need to spend more in order to
undertake. Therefore, companies that achieve a high level of economic performance are able
to contribute more to environmental management. The theory that underlies this assumption
is the slack resource theory.
‗Slack resources‘ can indicate either potential usable resources or a concept related to FP or
profitability (Melo, 2012). In empirical research, Melo (2012) states, ‗slack resources‘ can
be identified with ratios of debt to equity or current asset to current liability. In social
responsibility terms, a slack resource is recognised as either an accounting- or market-based
measure of FP. Melo (2012) claims that slack resources are assigned to specific areas of
involvement in corporate social performance (CSP), such as product issues, community
relations, environmental issues, employee relations and diversity of the workforce, rather
than to a unified conception of CSP.
Waddock and Graves (1997) discussed that under the slack resource theory, better FP
potentially results in the availability of slack (financial and other) resources that provide the
opportunity to invest in the social performance domain, such as the environment. This
theory elaborates that better ESP is derived from the allocation of slack resources to
environmental and social issue. Therefore, better FP would be a predictor of better ESP.
This theory concludes that when slack resources are available companies allocate more to
social issues, which potentially impacts on FP. When companies allocate slack resources to
the social domain, including environmental issues, they potentially have better ESP
(Waddock & Graves, 1997).
Several studies have investigated the link between FP and ESP, and some of them
implemented the slack resource theory as a basic theory. Ytterhus & Sjaker, cited in
Schaltegger (2001), state that FP is one factor that influences environmental performance.
On the other hand, Fauzi, Mahoney, & Abdul Rahman (2007) found an insignificant impact
of return on equity (ROE) on social performance. They stated that social performance is not
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influenced by FP, and their study did not support the slack resource theory. Moreover, Fauzi
& Idris (2010) demonstrated a significant positive effect of FP on ESP. They claimed that
their findings supported the slack resource theory because companies that have better FP
have a tendency to perform better in terms of the social and environmental actions they
undertake. Furthermore, beside defined the slack resource term, Melo (2012) selected the
slack resource theory as a basic theoretical framework to investigate whether FP, as
measured by market value, positively impacted on companies‘ social performance. In his
study, Melo (2012) indicated that the multidimensional character of CSP enables companies
to focus on specific initiatives that they think better relate to their business activities or that
will bring more benefits to their businesses, instead of engaging in full-scale CSP activities.
Besides Fauzi et al. (2007), Fauzi & Idris (2010) and Melo (2012), several studies
conducted research using the slack resource theory as a basic theoretical framework such as
Daniel, Lohrke, Fornaciari, & Turner Jr (2004), Waddock & Grave (1997), Voss,
Sirdeshmukh, & Voss (2008), Greenley & Oktemgil, (1998), Bourgeois, (1981), Seifert,
Morris & Bartkus, (2004), and George, G. (2005).
In Indonesia, the government implemented three new regulations in environmental and
social issues that were Article 74 of Corporate Law No. 40/2007, Article 15 of Investment
Law No. 25/2007 and Government Regulation No. 47/2012. The main purpose of
implementation on those regulations is to protect the nature from the business activities.
Those regulations were created balanced and harmonious circumstances for companies with
the environment, in line with the values, norms and cultures of Indonesian society.
Companies are obligated to allocate an appropriate and reasonable portion of their earnings
to conduct environmental and social activities. Before the enactment of regulations, some
companies conducted ESP in certain level and some of them have conducted beyond the
compliance level. The implementation of the regulations in 2007 was not a problem for
those companies, since they were already committed to programs concerning nature and
society; they were recognised as being compliant or beyond compliant. Nonetheless,
companies with limited resources do have problems with these new regulations; when they
were required to conduct environmental and social activities, they had less financial
capability to perform at a level that was compliant with the new regulations. A logical
question is whether a company‘s ESP is influenced by its wealth and profitability.
Therefore, the third research questions were:
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RQ3. Is there any significant relationship between FP and ESP in Indonesian
companies?
In order to investigate the influence of FP on ESP, the slack resource theory is implemented.
This theory is the sufficient theory to investigate whether environmental and social
performance for listed companies and SOEs in Indonesia are driven by their financial
performance. The theory suggests that good economic performance drives environmental
performance (Schaltegger, Synnestvedt et al., 2001). Environmental action is a luxury
activity that companies need to spend more in order to undertake. Therefore, companies that
achieve a high level of economic performance are able to contribute more to environmental
management.
The implementation of regulations in Indonesia provides a mandatory requirement for all
companies, listed companies and state-owned companies to conduct environmental
responsibility. Company ownership type has been identified as having a significant effect on
performance. Listed companies and SOEs operate with different financial sources,
regulations and management strategies. Listed companies rely on market performance to run
their businesses and to remain sustainable. On the other hand, SOEs are partly government
owned, which has an influence on their strategies and decisions. Many SOEs also rely on
government subsidies as a source of finance. The different operating and governance
conditions between these two types of companies might have a significant influence on ESP.
Therefore, it is also important to compare the ESP and FP relationships that exist between
the listed companies and the SOEs.
In order to compare the difference performance of Indonesian listed companies and SOEs in
the ESP and FP relationship, the key stakeholder theory is implemented, instead of the slack
resource theory. The slack resource theory explains clearly that finances are one of the main
motivations of companies to conduct ESP. This theory cannot explicate whether
environmental regulations provide a significant contribution on the companies‘ ESP like the
Porter hypothesis and legitimacy theory do. This theory also cannot describe the influence
of companies‘ ESP on their economies like stakeholders and Porter hypothesis do. In
addition, when the study compares and analyses the different performance between listed
companies and SOEs in term of the relationship between ESP and FP, this theory cannot be
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a tenet, instead of the key stakeholder theory. Therefore, other theories are required as
supplements to answer all research questions.

3.6 The Key Stakeholder Theory
The key stakeholder theory is a part of the stakeholder theory. The stakeholder theory
elaborates the important of main stakeholders on the organization decision-making. Arens &
Brouthers (2001) explained that the key stakeholders are the main actors that may provide
essential raw materials, may control marketing channels, or may possess control over the
companies‘ financial well-being. As a result, the actors have a significant impact on the
decision of management made. The actors have a power in determining the longevity of
managerial tenure. The key stakeholder explains the existent of a mutual dependency
between key stakeholder and the companies (Arens & Brouthers, 2001). A mutual
dependency between stakeholders and the companies exists because the companies are not
self-contained or self-sufficient and required the environment to provide their needs (Preffer
& Salancik, 2003). The companies cannot survive if they were not responsive to the demand
of the environment. Preffer & Salancik (2003) also elaborated that the companies cannot
survive by responding completely to all demands. Therefore, it is essential to determine
which demands that companies can or should comply with or attempt to avoid. In their
study, Arens & Brouthers (2001) stated the existent of a mutual dependency between key
stakeholder and the companies as a key stakeholder theory. In this study, the key
stakeholder theory is classified into a part of stakeholder theory because this theory has an
extended explanation about mutual relationship between organization and stakeholders. This
theory elaborates that the companies have a contract with their stakeholders to improve and
taking account the involvement of the stakeholders in the companies‘ decision making. The
key stakeholder theory emphasizes that the main stakeholders have a main power to make
decision on the organization.
The key stakeholder theory uses dependency relationship to influence companies‘
adaptability, strategy and performance (Arens & Brouthers, 2001). Arens & Brouthers
(2001) also mentioned that privatized SOEs are required to become adaptable to survive in
the competitive free-market economics. However, the key stakeholders view explains that
the government controlled SOEs will not become adaptable because SOEs may be still
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protected from the free-market reform, including laws that restricted access to the certain
market, tariff and non-tariff barrier that keep the competitors away, restricted access to the
needed resources and provide subsidies that make a loss operation an acceptable alternative.
In strategy issue, SOEs‘ strategy decision is under government control; therefore SOEs‘
strategy might be politically driven instead of efficiency driven. On the other hand, strategy
development for privatized SOEs should compete in the free market. The key stakeholder
theory also suggests that economic performance may not be an objective of government
controlled SOEs, which may influence the SOEs performance, while privatised SOEs are
free to pursue economically efficient that boost their economic performance.
The key stakeholder theory can be used as a basic comparison between listed companies and
SOEs because the main actors of both companies are different. The key stakeholder of SOEs
is the government, and the main financial resources are coming from the government
budget, therefore, SOEs is more likely be more responsible to the government rather than to
the market (Uhlenbruck & Castro, 1998). The government has a different perspective to
measure economic performance because maximizing the profit is not the main objective. On
the other hand, the key performance of listed companies is the investors, so the companies
have a main responsibility to improve the shareholder‘s wealth (Petty, Titman, Keown,
Martin, Martin, Burrow & Nguyen, 2012). The different main actors tend to create different
management strategies and management decision in finance and environmental and social
actions. The key stakeholder theory suggests that SOEs will have lower performance than
listed companies because SOEs tend to have a higher cost than listed companies such as for
over-staffed cost (Astami, Tower, Rusmin & Neilson, 2010).
The implementation of regulations in Indonesia (Article 74 of Corporate Law No. 40/2007,
Article 15 of Investment Law No. 25/2007 and Government Regulation No. 47/2012)
provides a mandatory requirement for all companies, such as listed companies, state-owned
companies, joint ventures, and multinational companies to conduct environmental
responsibility. Company ownership type has been identified as having a significant effect on
performance. Company ownership determines the main purposes of a business, and how the
company operates and manages its performance. Different ownership structures can have an
effect on both economic and non-economic performance. Listed companies and SOEs
operate with different financial sources, regulations and management strategies. Listed
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companies rely on market performance to run their businesses and to remain sustainable. On
the other hand, SOEs are partly government owned, which has an influence on their
strategies and decisions. The different operating and governance conditions between these
two types of companies might have a significant influence on ESP. Therefore, it is also
important to compare the ESP and FP relationships that exist between the listed companies
and the SOEs and the forth research question were created.

RQ4. Does compliance with environmental regulations for SOEs vary from that of
listed companies in Indonesia?
In order to compare between listed companies and SOEs in Indonesia in term of their ESP
and FP relationship, the key stakeholder theory is implemented. The key stakeholder theory
as a part of shareholder theory elaborates that the companies have a contract with their
stakeholders to improve and taking account the involvement of the stakeholders in the
companies‘ decision making. The main stakeholders have a main power to make decision on
the organization that may provide essential raw materials, may control marketing channels,
or may possess control over the companies‘ financial well-being (Arens & Brouthers, 2001).
Several literatures discussed the different performance between listed companies and SOEs
using the key stakeholder theory. Andrew & Dowling (1998) stated that compare to the
listed companies, SOEs has a tendency having over-staffed that affect negatively to the
economic performance. Over-staffed creates higher expenses that reduce the financial
performance. Over-staffed tends to not be found in listed companies, therefore their
financial performance is higher than SOEs. Ramamurti (1997) also found that listed
companies have higher financial performance than SOEs in Argentina. Ranamurti (1997)
explored that the labour cost for SOEs in railways area reach 160% of their total revenue
that caused less effectiveness of the companies‘ performance.

3.7 Chapter Summary
This chapter elaborated the theoretical framework for the study. In order to explain the
influence of environmental regulations on ESP for Indonesian companies, this study will
employ the Porter hypothesis and legitimacy theory. The traditional and revisionist views
are the main perspectives that underlie the relationship between ESP and FP. Based on the
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traditional view, the classical economic theory is implemented; based on the revisionist
view, stakeholder theory and the Porter hypothesis are defined. In order to detail the link
between FP and ESP, the slack resource theory is employed. The next chapter presents the
literature review and development of hypotheses.
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Chapter 4 : Literature Review
4.1 Introduction
This chapter provides a literature review that explores previous findings to explain what we
know about environmental and social regulations, ESP, and how ESP is linked with FP.
First, a definition of ESP is given, followed by an exploration of regulations on
environmental and social matters in the USA, the European Union, Australia, Japan and
Malaysia. Further, research that has examined the link between environmental regulations
and ESP is reviewed, followed by studies that have elaborated on the relationship between
ESP and FP.

4.2 Definition of Environmental and Social Performance (ESP)
In several studies, researchers have used ESR and CSR as alternate terms. Using the
definition of CSR in the ISO 26000, CSR is an organisation‘s responsibility to society and
the environment based on their business activities through health, welfare and sustainable
development, complying with local and international regulations (Pojasek, 2011). Barnea
and Rubin (2010) defined CSR as an action taken by companies with respect to their
employees, communities and the environment. Hoepner, Yu and Ferguson (2010) stated that
companies conduct CSR when they engage in a general or contextual social and
environmental agenda beyond their legal requirements. Another definition, given by
Morrison (2006), is that of a group of related issues, including human rights, human
development and environmental protection. Mostly, experts define CSR by referencing
social and environmental protection.
Based on the above definitions of CSR, ESR can be classified as part of CSR. Social
responsibility encompasses several perspectives, such as the health and welfare of
employees and the community, human rights and human development. Environmental
responsibility deals with environmental protection and how management balances its
responsibilities to nature, such as pollution control and clean water management, with its
business operations. In this study, ESR encompasses the actions of companies, mainly on
environmental issues but also on community development as a social issue. This study
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defines ESP as information disclosed about a company‘s ESR and adopts its definition of
CSR from the ISO 26000, which focuses on environmental protection. This definition was
adopted because it is based on the ISO 26000; CSR is derived from the organisation‘s
responsibility to nature and society and complies with the regulations. Since Indonesia has
regulations on environmental and social issues, the definition was relevant to this study. The
CSR definition from the ISO 26000 has been widely used in several studies (Keogh, 2016;
Jarvik, 2014; McKelvey, 2007).

4.3 Background
Industrialisation and environmental problems are related to each other. The rapid rise of
industrialisation requires more concern about the effect of industrialisation on the
environment and society. For example, uncontrolled logging with profit-maximising
behaviour causes enormous problems for the environment and society, such as flooding,
pollution, reducing the green area needed for the world‘s respiration, and the extinction of
ecosystems, but illegal logging also drives economic benefits for humans (Qian, Xu, Yang,
& Nie, 2015). Timber, paper and derivative products are the main results of illegal logging,
bringing financial benefits to people living near the forest as well as to the logging
companies. The illegal timber trade is estimated to be worth between US$30 billion and
US$100 billion annually (WWF, 2016). Moreover, the World Wildlife Fund (WWF, 2016)
claimed that manufacturing sectors create economic benefits by mass producing finished
goods from raw materials and boosting employment rates. This sector involves a huge
number of labourers, machines and chemicals, which are identified as being the main
contributors to pollution of the environment, such as to water and air.
For this reason, governments, NGOs and societies who are concerned about environmental
and social problems urge companies to not only be concerned with maximising wealth, but
also to take more action on protecting natural resources and society. Some countries, such as
France, Sweden, Canada, the Netherlands, Denmark, Norway, Belgium, United States of
America, South Africa and Indonesia, have enacted regulations to compel companies to
report on the activities they undertake to meet their responsibilities in this area. In contrast,
reporting on environmental and social issues in companies‘ annual reports in Australia is
done predominantly on a voluntary basis (Deegan, 2010).
48

From the perspective of companies, conducting environmental and social activities requires
additional resources. They have to allocate additional funds from their budgets to
demonstrate that their environmental performance is meeting certain requirements, such as
implementing a reforestation system to reduce the impact of logging. On the other hand,
some companies create research and development departments to generate new, alternative
resources with fewer risks and higher profitability. Chemical and industrial companies must
create industrial waste recycling equipment to meet government requirements to reduce the
level of water pollution created by their business activities. Moreover, if residents are
impacted by the actions of industry, such as by problems with their skin and digestive
systems that develop from consuming water from a polluted river, companies have to
provide doctors, medicine and medical treatment as part of their ESR. Therefore, some
companies decide to conduct environmental and social activities mandatorily or voluntarily,
but some companies decide otherwise. They might have an opinion that ESR activities are
costly and affect their profitability and economic performance.
The different perspectives of government and business in relation to environmental and
social responsibility create conflict. Government has a responsibility to protect the
environment and society, and companies have a duty to maximise their profits. Win–win
solutions need to be found to deal with their different perspectives. Regulation is the best
solution to bridge the gap between the parties. Regulation might take the form of mandatory
or voluntary requirements to conduct environmental and social activities and report in their
annual reports. Different countries have different rules to manage competing interests in the
field of environmental management, around which the area of interest should be the primary
focus.

4.4 Regulations in Environmental and Social Issues
Governments play a vital role in protecting nature by implementing regulations. They have
to be able to regulate economies without damaging environmental and social sustainability.
Providing environmental regulations tends to create opposition among businesses in several
countries due to a conflict of interest. Due to different demographics, conflict and types of
government, all countries have a different way to manage the links between companies,
environment and society. As mentioned earlier, some countries regulate a mandatory
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requirement for businesses to protect nature and society, while others administer regulations
differently by regulate a voluntary requirement.

4.4.1 United States of America (USA)
Environmental and social activities, and disclosing these activities to the public, are
compulsory in the USA, where they are monitored by the Securities and Exchange
Commission (SEC). U.S. companies are also required to describe the financial effects of
their environmental compliance. The SEC stated that, where companies are responsible for
hazardous waste caused by their business activities, they are responsible for cleaning the
contaminated environment, as requested under the Resource Conservation and Recovery
Act (1976). Companies that fail to comply with the requirements are charged with criminal
offences under environmental law (Deegan, 2010).
The obligation for companies in the USA to protect the environment began in 1970 with the
implementation of the National Environmental Policy Act (NEPA), which consists of the
Clean Air Act (1970), the Federal Water Pollution Control Act (1948) and the Endangered
Species Act (1973) (Lazarus, 2001). The goals of NEPA ―are to declare a national
environmental policy, to provide federal agencies with action-forcing provisions intended to
ensure that the goals of the policy are implemented, to establish the Council on
Environmental Quality to provide advice to the president on environmental matters, and to
monitor the state of the environment and require the president to submit to Congress and
annual report on the state of the environment ― (Luther, 2005). According to Lazarus (2001),
those laws imposed statutory conditions to achieve objectives around environmental
protection and public health. In effect, companies were forced to innovate with new
technologies to reduce the actual level of pollution they created. Under NEPA, all executive
federal agencies conduct environmental impact analysis (EIA), ―a procedure for assessing
the environmental implications of a decision to enact legislation, to implement policies and
plans, or to initiate development project‖ (Wathern, 2013). Wathern (2013) also stated that
―EIA has been adopted in many industrialised countries with different degrees of
enthusiasm. Canada, Australia, The Netherlands and Japan adopted legislation in 1973,
1974, 1981 and 1984 respectively, while the European Community adopted the directive
making environment assessments mandatory for certain categories of projects in July 1985.‖
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The responsibility for environmental law in the USA falls under federal and state agencies;
one of the most well-known institutions is the Environmental Protection Agency (EPA),
which specifically manages the control program on air, water and hazardous waste. Under
Clean Air Act amendments, motor vehicle emission standards have been tightened,
addressing acid rain impacts from power plants with an innovative market-based program,
strengthening limits on toxic air pollutants, and requiring states to issue operating permits
for pollution sources (EPA Alumni Association, 2017). According to the EPA Alumni
Association (2007), the Clean Water Act requires states to set local water quality standards
and implement permit systems for controlling industrial and municipal discharges. The lead
and copper corrosion control rule was issued in 1991 and updated in 2000 and 2007. Based
on the rule, water suppliers must regularly test for excessively corrosive drinking water at
taps in highest risk distribution system locations. To manage the generation and disposal of
waste streams, the 1976 Resource Conservation and Recovery Act (RCRA) was created
(EPA Alumni Association, 2017). The RCRA sets the requirements for managing hazardous
waste from generation to disposal. It has banned open dumping, regulated municipal solid
waste landfill and promoted the reduction of waste at the source, and recycling and safe
disposal of nonhazardous waste.
4.4.2 European Union (EU)
The conflict between environmental protection and economic freedom has been a matter of
debate since the enactment of the Treaty of Rome in 1957. Environmental laws seem to be a
barrier to economic freedom in the European internal market, where the open market is also
considered a threat to environmental protection. To reduce the pressure, the Treaty on
European Union (TEU)—that is, the union that has a responsibility to manage and control
the economy, democracy and general provisions, as well as environmental protection in
Europe—enshrined the three pillars of sustainable development, which are social,
environmental and economic (Casado Casado 2015). The principles that protect the
environment and public health are clearly explained in Article 11 of the Treaty on the
Functioning of the European Union (TFEU), which outlines that environmental protection is
required with regard to the EU‘s policies and activities.
Based on Article 11 of the TFEU, several countries in Europe have implemented regulations
to cover their social and environmental protection obligations. Using French Law on New
Economic Regulations, all companies in France must disclose information on their social
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and environmental performance in their annual report. Companies are required to provide
information about their use of energy, water, and raw materials; the level of their emissions
to the air, land and water; their development of environmental management systems; and
their compliance with the standards (Deegan, 2010). Furthermore, Deegan (2010) illustrated
that, pursuant to the Swedish Financial Account Act, companies that conduct business that
requires an environmental permit in Sweden must as part of their annual report inform
stakeholders how they meet their obligations under the environmental protection laws.
Similar mandatory requirements are also found in the Netherlands, Denmark, Norway and
Belgium.

4.4.3 Australia
In contrast to the regulations in the USA and EU, it is a voluntary requirement of Australian
companies to include in their annual reports information on their management of social and
environmental issues. Based on a report of the Parliamentary Joint Committee on
Corporations and Financial Services, the Australian government found in favour of not
supporting the introduction of legislation that would make it mandatory for companies to
report on social and environmental issues (Deegan 2010). This regulation was supported in
2007 by the ASX Corporate Governance Council‘s Corporate Governance Principles and
Recommendations, which stated that annual reports should focus predominantly on
providing financial information to investors and that all external information was not
required.
The Australian Federal Government implemented the National Greenhouse and Energy
Reporting (NGER) Act in July 2008 (Lodhia, 2011). Lodhia (2011) stated that NGER
requires all organisations, corporations and public sector entities that meet a particular
threshold to report their greenhouse gas/carbon emissions, energy production and
consumptions annually to the National Greenhouse Office. Information to be provided
includes abatement projects, which reduce, remove or offset greenhouse projects. The
requirement to disclose companies‘ emissions levels is mandatory, and the companies that
fail to meet the requirements will be penalised. Since the introduction of the NGER Act in
2008 there has been a significant increase in public awareness of climate change and carbon
emission (Bae, Lee & Psaros, 2013). The numbers of companies that disclosed their carbon
emissions rose substantially after the enactment of the regulation, even though the NGER
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Act did not require companies to report carbon emission disclosures until the 2009 financial
year.
In July 2011, the Multi-Party Climate Change Committee launched the Clean Energy Plan
(CEP) (Spash & Lo, 2012). Spash and Lo (2012) defined CEP as an energy policy package
including elements of a CO2 equivalent tax aimed at meeting the minimal national
greenhouse gases (GHG) emissions target. Australia has comprehensive policies to reduce
domestic emissions and support effective international efforts. Under the Paris Agreement,
Australia has a commitment to reduce emissions by 26–28% below 2005 levels by 2030
(Australian Government, 2015). Under the Kyoto Protocol, Australia is allowed to increase
its GHG emission by 8% above 1990 levels (418.3 MtCO2-e), and by 2009, Australian
GHG emissions had reached 545.8 MtCO2-e (Spash & Lo, 2012). Therefore, the
government has created targets to reduce the emissions every year by enacting policies, one
of them being the CEP. According to the CEP, around 500 big polluting companies will
need to buy and surrender to the government a permit for every tonne of CO2 equivalent
they produce. Spash and Lo (2012) described that the policy is targeted only at big polluting
companies rather than households, small businesses, companies with agricultural activities,
private transport or light commercial vehicle.

4.4.4 Japan
As an industrial country, Japan has problems managing environmental problems that are
caused by industrialisation. The Japanese government has enacted several regulations to
manage the protection of its environment and society, such as the Waste Management and
Public Cleansing Law (2001), the Containers and Packaging Recycling Law (1995), the
Construction Material Recycling Law (2002) and the Food Recycling Law (2001).
In 1994, The Japanese government revised the Waste Management and Public Cleansing
Law to control the illegal dumping of automobile waste. End-of-life vehicles (ELV) cause
extensive environmental problems in Japan. As a country that produces a huge number of
automobiles every year, the trend in this sector has changed rapidly. Automobile shredder
residue (ASR) has become an issue and is receiving more attention from the Japanese
government. Before the enactment of the law in 1994, ASR was thrown unrestricted into
landfill sites. However, after implementation of the law, it is compulsory for manufacturers
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to dispose of ASR waste into controlled landfill (Singh, Yabar, Nozali, Niraula &
Mizunoya, 2017). Furthermore, in 2002, the government made specific regulations for ELV
recycling, which were partially enforced in 2003 then fully enforced in 2005.
The Japanese Ministry of the Environment has implemented recycling laws to protect the
environment from waste and chemicals, such as the Containers and Packaging Recycling
Law (1995) and the Home Appliance Recycling Law (1998), which were enforced for glass
and bottles in 1997 and for paper and plastic in 2000. The Construction Material Recycling
Law and the Food Recycling Law were implemented in the same year (2000) (Nakao et al.,
2007). These laws aim to minimise the environmental and health impacts of production and
consumption systems, as well as control specific wastes, including containers and packaging
(plastic, paper, and glass), electric and electric home appliances, vehicles, construction
materials, and food-related waste (Yabar, Uwasu, & Hara, 2013). Moreover, from 1999, the
Japanese Ministry of Environment has supported the inclusion of information on
environmental and social issues in companies‘ annual reports and the adoption of
environmental accounting systems for companies (Nakao et al., 2007).

4.5 The Impact of Regulations on Environmental and Social Performance
Economic growth has positive and negative impacts. It improves the wealth of a country;
however, it causes inefficient use of natural resources. On the one hand, innovation has
played a central role in providing safer and better lives for communities (Morioka, Saito,
Yabar, 2006); on the other hand, it has contributed to the increase of pollution that impacts
environment and health. Environmental awareness of society has challenged business actors
to give more consideration to environment and society. The number of companies that
conduct ESR increases significantly with mandatory or voluntary requirements. The role of
governments is important in controlling natural damage. Previous literature provides the
challenge that environmental regulations affect the ESP of a company.
Porter (2008) suggested that environmental regulations might have a positive effect on
domestic companies by stimulating domestic innovation. Jaffe and Palmer (1997) described
that according to Porter, there are three types of hypothesis related to environmental
regulations that trigger innovation. The first is narrow hypothesis; certain types of regulation
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create innovation, which are flexible regulations. The second is weak hypothesis, which
provides that environmental regulations will stimulate innovation. The third is strong
hypothesis, whereby properly designed regulations might induce innovation that more than
compensates for the cost of compliance. Porter and Van der Linde (1995) claimed that
besides promotes innovation, resource productivity, and competitiveness, well-designed
regulations encourage upstream solutions for environment problems. Regulations create
pressure that motivates companies to comply with the regulations and meet the required
standard of performance. Regulations push companies to concern themselves more with the
environment and create innovative products that are environmentally friendly. It is
important for companies to have an environment policy that protects the natural
environment without creating negative financial impacts (Ambec & Barla, 2002). Ambec et
al. (2011) discussed that Porter‘s (2008) hypothesis did not actually say that all regulations
lead innovation, but that only well-designed regulations do. The innovation cannot always
offset the cost of compliance, especially in the short term, but in many cases, innovation will
more than offset the cost of compliance.
According to legitimacy theory, a social contract exists between companies and society. The
main duty of companies is to maximise investors‘ wealth, whereas society expects
successful business corporations to not only maximise their profits but also react to and
attend to human, environmental, and other social consequences of their activities (Deegan,
2007). Society‘s perspective is an important consideration for companies to acquire public
legitimacy. Performing responsibilities to society and nature that surround business
operations are the main way to obtain legitimacy. Companies with poor ESP may find it
difficult to obtain the resources and support they need from society to continue their
business. The failure to fulfil societal expectations may cause the company to lose
legitimacy from the community in which it operates. Without legitimacy, an institutional
pattern of relations could not be sustained (Hybels, 1995).
Based on the Porter hypothesis and legitimacy theory, environmental and social regulations
improve ESP from different perspectives. The Porter hypothesis is more concerned with the
impact of regulations on the efficiency of companies and the innovations that can lead to
decreases in pollution and waste, as well as costs. Regulations tend to create innovation. To
comply with the regulations and to cover the cost of compliance, some companies with
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sufficient resources create new innovations, and compliance improves their environmental
performance as well as their FP. Furthermore, legitimacy theory considers that another
reason companies comply with regulations is to improve their ESP and meet related goals.
Compliance leads to legitimacy from the government and society and helps to maintain the
company‘s sustainability.
Previous literature has explored the impact of regulations on corporate performance. Fallan
and Fallan (2009) explored the development of environmental disclosure during periods of
voluntarism and during periods with changed statutory requirements. They examined how
volume and content of environmental disclosure in financial statements are immediately
affected by statutory requirements. In their study, Fallan and Fallan (2009) were more
concerned with company disclosure of environmental performance than actual
environmental performance based on third-party evaluation. They claimed that companies
have a tendency to disclose good news and hide bad news to impress investors. A similar
situation can be found in Indonesia. Companies that are awarded blue, green and gold
rankings prefer to make complete disclosures in their sustainability reports or annual
reports. On the other hand, companies that gained black or red rankings have a tendency to
hide that information to protect their profitability. Therefore, relying on a company‘s
disclosure to measure its environmental performance can be unreliable, as the company‘s
reports may contain bias and fail to capture its real performance.
Ramanathan et al. (2010) also studied the impact of environmental regulation on corporate
innovation and performance, although the authors were more concerned with FP than ESP.
The question remains as to whether regulations requiring companies to meet their ESR
obligations do actually effect change in environmental performance. Since the regulations
set the standard that has to be followed, it is not known whether companies that had
performed below the standard before the regulations were implemented would prefer to
boost their performance in order to meet the standard, or whether companies that had
performed at or above the standard would prefer to keep performing at the same level or,
indeed, lower their ESP so that it only meets the standard and does not exceed it.
Yabar et al. (2013) showed that after Japan introduced environmental regulations, new
technological development occurred for most technological types, and the total number of
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related patent applications was larger. The finding indicates that proper regulations can
stimulate the development of environmental technologies. To clarify the impact of Japan‘s
environmental policies on technology innovation, the authors gathered data from the
relevant Japanese patent data for the period 1990 to 2008. The study analysed how Japan‘s
environmental regulations affect environmental research and development (R&D) by
comparing the number of patents related to regulations within the period under regulation
and the period outside the regulations. The study found that the number of patents related to
dioxin emission and recycling during the regulation period was larger than during the period
outside the regulation.

4.6 Environmental and Social Performance (ESP) and Financial Performance (FP)
Research has examined the relationship between ESP and FP from the perspective of
accounting, intangible asset value, cost of capital and share price.
4.6.1 Accounting
From an accounting perspective, researchers have examined the linkage between ESP and
FP by working with profitability measurements and balance sheet measurements. The
familiar profitability measurements are return on assets (ROA), return on equity (ROE),
return on sales (ROS) and net income. When companies have taken the initiative to prevent
pollution and reduce air emissions, this has led to improvements in their ROE, ROA and
ROS ratios (Hart & Ahuja, 1996). Russo and Fouts (1997) described that ESP and ROA
have a strong positive correlation, especially in high-growth industries. This finding was
also supported by its control variables, which were advertising intensity, firm size, capital
intensity and industrial concentration. Stanwick and Stanwick (1998), cited in Soyka (2012),
stated that companies with low emissions tend to have positive reputations and high net
profit margins. They examined 100 listed companies that had reported on their toxics release
inventory (TRI) for a period of five years. Moreover, using environmental scores from
Kinder, Lydenberg, Domini and Co. Inc. (KLD), Sharfman and Fernando (2008) found that
companies with improved environmental management were associated with a lower cost of
capital, a shift from equity to debt financing, and higher tax benefits associated with the
ability to add debt.
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In contrast, other studies have demonstrated that ESP might create negative or lesssignificant influences on FP. Lioui and Sharma (2012) contended that the relationship
between strong environmental CSR and ROA was negative and statistically significant.
Based on firms‘ ratings of their environmental CSR by KLD STATS, the authors found that
the negative impacts were driven by investor perception on environmental initiatives as
potential costs or penalties. Furthermore, companies that reported on their TRI in the United
States had significant negative returns on the day the TRI data was announced (Hamilton,
1995). Mir, Mollik, and Rampling (2015) investigated the association between the
environmental performance and financial performance of electricity-power-generating
companies in Australia and New Zealand. In their study, environmental performance was
measured by the disclosure of CSR, the disclosure about carbon dioxide emission and the
amount of carbon emission. FP was measured by ROE, ROS, asset turnover ratio, net profit
before tax and net profit after tax. The findings suggested that firms‘ environmental
performance does not have any such significant effect on their FP. Electricity-powergenerating companies in these two countries are under social and political pressures to
perform better environmentally, and perhaps the marginal costs of their environmentalperformance-related activities outweigh their marginal benefits.
4.6.2 Market Valuation
Providing environmental disclosure to the public has created three possibilities: increased
share price, decreased share price or no impact on the share price. Connelly and
Limpaphayom (2004) found a significant nonlinear relationship between environmental
reporting and market valuation. However, the positive correlation peaked at a certain level
and declined at the next level. Based on this, companies should not greatly consider
environmental issues, and governments should make regulations on environmental
disclosure standards and tighten environmental regulations to increase the business
community‘s ESP and productivity. Connelly and Limpaphayom (2004) evaluated 200
listed companies with high market capitalisation; most trading companies selected the
Organisation for Economic Co-operation and Development‘s Principle of Corporate
Governance to examine their environmental compliance and disclosure practices.
According to Bosch and Eckard (1998), as cited in Soyka (2012), presenting an environment
report had little or no impact on stock prices and abnormal returns in 77 firms over a 20year period. Moreover, environmental disclosure had significant influence on institutional
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ownership in Malaysia, because institutional owners were less concerned with
environmental issues and community involvement. They tended to have an interest in profit
maximisation (Saleh, Zulkifli, & Muhamad, 2010). That study was based on an evaluation
of the 200 largest-listed companies in Bursa, Malaysia between 2000 and 2005. Institutional
ownership in this research was represented by the number and percentage of shares held by
institutional investors.
4.6.3 Investment Decision
Making reports on environmental disclosure might influence decisions by investors.
Improving ESP is believed to create lower costs of compliance and influence investor
decision-making in the United Kingdom (UK) (Chapple, Cooke, Galt, & Paton, 2001),
influence investment decisions in Austria (Hofmann, Hoelzl, & Kirchler, 2008) and lead to
more efficient processes (Hejazi & Hesari, 2012). In Canada, institutional investors were
unwilling to pay a premium for shares in companies that had high levels of commitment to
CSR, including on environmental activities, but they did favour holding shares in those
companies (Petersen & Vredenburg 2009). Moreover, Lang and Lundholm (1996)
illustrated that companies with policies that favoured more information disclosure, including
nonfinancial information such as on environmental issues, were more likely to have a larger
analyst following and more accurate analyst earnings forecasts. In New Zealand, many
shareholders requested environmental information to be audited, compulsory and published
in annual reports and on company websites. Access to that information, as well as to
financial information, had a significant effect on shareholders‘ decisions. Shareholders
found it easy to acquire financial information, but this was not the case for environmental
information; therefore, they demanded that the information be provided (de Villiers & van
Staden, 2012). That study was based on a survey of 819 members of the New Zealand
Shareholders‘ Association.
On the other hand, other researchers found that environmental issues did not form part of
investors‘ considerations when it came to making investment decisions. Cox and Wicks
(2011) elaborated that dedicated institutions, along with investors with a propensity to invest
in firms that allocated part of their budget to research and development and that made longrange plans, were more likely to invest in companies that released more nonfinancial news,
but not necessarily on environmental issues. They were interested more in issues around
health and safety, and equal opportunity. The data sample was collected from a corporate
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ownership database in the UK. Furthermore, after conducting a survey of 300 Australian
equity investors about the importance of ethics and corporate governance, Tippet (2000)
found that they were not interested in information concerning Aboriginal rights, uranium
mining and the manufacture of alcohol to inform their decisions. Information about failures
in a company‘s social and environmental audit had an insignificant influence on investors,
who tended to find it more valuable to have information about professional and good
business practices, the promotion of Australian-made products and youth employment.
The correlation between ESP and FP over the last decade has been reviewed by Murphy
(2002) and found that a strong ESP is associated with a positive financial performance and a
poor ESP associated with a weaker FP. Murphy (2002) discussed that companies that go
beyond the compliance level gain a stronger stock price and market value growth than the
S&P 500, while the companies that create innovation in technology to prevent pollution has
a positive stock return. Moreover, based on the accounting measurements, ESP improved
the companies‘ ROA and ROE, while the inadequate ESP disclosure had a compounding
negative impact on the companies‘ FP.
The correlation between ESP or CSR and FP has attracted researchers and gained varying
results. A meta-analysis was conducted by Margolis and Walsh (2003) to investigate the
literature on the relationship between CSR and FP, and vice versa, over 30 years (1972 to
2002). Margolis and Walsh (2003) elaborated that during the 30-year CSR–FP relationship,
127 published articles examined the relationships; 109 of the 127 studies investigated the
relationship by considering CSR as an independent variable, whereas 22 of the 127 articles
investigated the relationship by considering CSR as a dependent variable. Of 127 articles,
four studies analysed the relationship between both variables in both directions. Where CSR
had been treated as an independent variable, 54 studies found a positive correlation between
CSR and FP, seven studies pointed to a negative correlation, 28 studies reported a
nonsignificant relationship, while 20 studies found a mixed set of findings. Where FP had
been treated as an independent variable, 16 of 22 studies found a positive correlation
between FP and CSR.
4.7 Financial Performance (FP) and Environmental and Social Performance (ESP)
The conventional perspective is that ESP affects FP either positively or negatively only.
Another approach is that ESP not only influences FP but further, good FP drives ESP. This
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hypothesis is based on the perspective that environmental action is a luxury activity and that
a company needs to spend more in order to undertake it. Likewise, enforcing a certain level
of action on ESP is believed to depend on FP.
When companies reach a high level of FP, they will potentially reach a high level of ESP
(Schaltegger & Synnestvedt, 2002). Because there are additional costs involved with
performing ESP activities, companies with limited budgets will manage their budgets
effectively so they can perform better. Hence, they have limited scope to conduct action to
improve their ESP. Likewise; companies that reach a high level of FP have more scope to
take action to improve their ESP. A good financial position is identified as one of the most
important success factors for improving a company‘s environmental performance (Ytterhus
& Sjaker, 1998, cited in Schaltegger & Synnestvedt, 2002). In Japan, a company that is
performing well financially might provide greater resources to boost its environmental
performance, which indicates that FP has a positive influence on ESP (Nakao et al., 2007).
Conversely, Nakao et al. (2007) mentioned that another study has shown that performing
well on environmental indicators improves FP within two years. Previously, there was
nothing to indicate that ESP was beneficial to a company‘s economic success in Japan. In
Australia and New Zealand, firms‘ financial performance has a significant effect on the
environmental performance of electricity-power-generating companies, which implies that
financially sound firms can afford to spend more monies on environmental performance
(Mir et al., 2015). Similar to Australia and New Zealand, successful financial performance
in the Czech Republic has been proven to improve future environmental performance
(Earnhart & Lizal, 2006). The liquidity constraint may be limiting investment in activities
that directly or indirectly lower emissions.
According to slack resource theory, better FP potentially results in the availability of slack
(financial and other) resources that provide the opportunity to invest in the social
performance domain, such as by taking action on environmental issues (Waddock & Graves,
1997). This theory elaborates that better ESP is derived from allocations that are the result
of the availability of slack resources. Therefore, better FP would be a predictor of better
ESP. The theory concludes that, when slack resources are available, companies allocate
more to social issues, and that the allocation will potentially impact on FP. When companies
allocate resources to the social domain, including to environmental issues, they potentially
achieve better social performance (Waddock & Graves, 1997).
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Several researchers have identified a link between FP and ESP (or CSR and environmental
issues as a part of CSR). When an investigation of the literature of the relationship between
CSR and FP and vice versa over 30 years was undertaken (Margolis & Walsh, 2003), where
FP had been treated as an independent variable, 16 of 22 studies, or the majority of studies,
found a positive correlation between FP and CSR. Further, Fauzi, Mahoney and Abdul
(2007) found that ROE had an insignificant impact on social performance. Their finding did
not support the slack resource theory. Moreover, Fauzi and Idris (2010) demonstrated FP
had a significant positive impact on ESP. They claimed that their finding supported the
slack resource theory because companies that had better FP had a tendency to perform better
in social and environment actions. In their study, Fauzi and Idris used data from KLD, a
U.S.-based independent rating company, and Michael Jantzi Research Associate (MJRA),
an independent rating company in Canada. They analysed corporations‘ ESP, which is
whether they complied with regulations in this area or conducted social and environmental
activities, based on the KLD and MJRA indexes. They collected data from 383 companies
that were listed on the Jakarta Stock Exchange and evaluated their annual reports, websites,
social reports, information on the JSX website and other relevant electronic sources.
According to that information, analysing several websites about a company‘s activities may
lead to misinterpretation. The study showed that companies varied in the information they
gave on their websites, and that some companies decided not to inform the public of this
type of information through their website for several reasons. However, not informing the
public did not mean that the companies did not undertake environmental and social actions.

4.8 Relationship between Company Ownership and Performance
Company ownership determines the main purposes of a business and how the company
operates and manages its performance. Different ownership structures can have an effect on
both economic and non-economic performance. Listed companies and state-owned
enterprises (SOEs) are the two types of ownership that are being investigated and compared
in this study, in terms of several issues.
Listed companies and SOEs differ in ownership. Listed companies are owned by members
of the public, and their shares are traded on the stock exchange, whereas SOEs are owned by
a government. SOEs can be listed companies or non-listed companies. The main duty of
listed companies is to maximise profits for investors, whereas the main duties of SOEs can
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differ. Listed SOEs have a duty to maximise earnings and improve the wealth of investors,
even though the majority investor is the government, whereas the SOEs have a duty to not
only earn a commercial goal, but also obligate to run social purposes (Kamal, 2010). SOEs
have a duty to serve the society by providing jobs, serving the public interest and providing
basic necessities. In both listed companies and SOEs, the majority shareholder, either
directly or indirectly, influences all management decisions because it determines managerial
life spans and controls resources (Astami, Rusmin, Towel, Nelson, 2010). Astami et al.
(2010) stated that governments control SOEs by providing legitimacy through regulations
and law. The existence of SOEs is legal and legitimate because governments regulate the
main duty of SOEs.

4.9 Chapter Summary
This chapter presented a literature review of research relevant to this study. A definition of
ESP was given, and the regulations on environmental and social issues in several countries
were explained. Moreover, a literature review was undertaken of relevant studies that
evaluated the impact of environmental regulations on ESP, and the link between ESP and
FP in both directions as well as the difference in performance for listed companies and
SOEs. Chapter 5 outlines environmental and social responsibility in Indonesia, followed by
the hypotheses development.
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Chapter 5 : Environmental and Social Responsibility in Indonesia and
Hypothesis Development
5.1 Introduction
This chapter elaborates on environmental and social responsibility in Indonesia. It starts
with a description of environmental problems in Indonesia and the efforts of the Indonesian
government to tackle the problems through environmental programs and regulations. Two
main laws, Article 74 of Company Law No. 40/2007 and Article 15 of Investment Law No.
25/2007, provide regulations on ESR for companies that have business activities related to
natural resources. Government Regulation No. 47/2012 obligates companies that meet the
requirements of ESR to report their budget, plan and actions in their annual report. Further
in this chapter, three environmental programs—Adipura, Prokasih and PROPER—are
described to provide the history and challenges of the programs. This is followed by a
literature review of studies conducted in Indonesia relating to environmental regulations,
ESR and FP. Using the problems faced in Indonesia, the theories described in Chapter 3 and
the literature review in Chapter 4, the hypotheses are created.

5.2 Environmental Problems
Indonesia‘s economy grew during the 1980s, with its GDP rising from an average of 8% to
a peak of 9% in 1989. The percentage of the population living below the poverty line
decreased significantly from 57% in 1972 to 17% in 1982, hovering around 17% until 2007
(World Bank 2015). During the 1980s, the government focused on the agricultural
development program by providing heavily subsidised hybrid seeds, fertilisers and
pesticides and made substantial investments in rural infrastructure, as rural areas had the
poorest populations (Afsah et al., 2013).
The export-oriented manufacturing sector grew and developed significantly to become the
most important engine of the national economy. The growth brought benefits to the
economy and society, but it also created pollution and degradation of the environment. The
manufacturing process involves heating material that causes air pollution, using large
amounts of water, and producing waste material that increases the risk of damage to the
environment. The manufacturing sector also contributes to environmental risk in other ways.
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The increase in rubber and palm oil in the international market has encouraged mass
production of these products and has potentially exploited natural resources such as forests.
Indonesia and Malaysia are the biggest exporters of palm oil in the world. The growth of the
palm oil industry was followed by a reduction in the area covered by forests (The Orangutan
Project, 2013). According to Greenpeace (2017), the palm oil industry is the leading cause
of rainforest destruction in Malaysia and Indonesia. The burning of forests to clear land to
create palm oil plantations is the main cause of air pollution in South-East Asia (The
Orangutan Project, 2013). These circumstances have created strong demand for government
involvement in reducing pollution and in lessening the degradation of forests in Indonesia.
Indonesia was selected as a focus of the study based on the characteristics of Indonesia,
which differ from other countries. Indonesia has a high dependency on natural resources.
Natural resources make a significant contribution to the national GDP. Moreover, according
to the Orangutan Foundation International (2016), Indonesian forest is the second largest
forest in the world after Brazil, and the Indonesian forest represents 10% of the world‘s
remaining tropical forest. It has global importance, covering over 98 million hectares.
Therefore, environmental destruction in Indonesia not only impacts the national economy,
but also impacts the global environment compared to the United States, the EU, Japan,
Australia and other Association of Southeast Asian Nations (ASEAN) countries. As a result,
conducting a study on Indonesian environmental and FP issues is important, although
similar studies have been conducted in other countries.

5.3. Environmental Regulations
Government protection for the environment and society comes from Article 74 of Company
Law No. 40/2007 and Article 15 of Investment Law No. 25/2007. These two laws have a
different focus in terms of controlling business actions with regard to the environment and
social issues. For strengthening the implementation of ESR, the government also enacted
Government Regulation No. 47/2012 concerning social and environmental responsibility.
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5.3.1 The Law of the Republic of Indonesia No 40/2007 concerning Limited Liability
Company Article 74
The main law that promulgates the mandatory requirement of companies to conduct social
and environmental responsibility is the Law of the Republic of Indonesia No 40/2007
concerning Limited Liability Company (hereafter the Company Law) Article 74. The law
was enacted by the government on August 16, 2007 with the approval of the Indonesian
House of Representatives.
The government stated the definition of social and environmental responsibility (Article 1)
as the commitment by a company to participate in sustainable economic development to
increase the quality of life and the environment, which will be valuable for the company
itself, the local community and society in general (Company Law No 40/2007). Under this
law, a limited liability company refers to a company that has a legal entity constituting a
capital alliance, established based on an agreement to conduct business activities with the
company‘s authorised capital divided into shares and which satisfies the requirements as
stipulated in this Company Law and implementation of its regulations.
Based on Article 74, social and environmental responsibility, the limited liability company
has to consider four paragraphs:
(1) The Company having its business activities in the field of and/or related to natural
resources shall be obliged to perform its Social and Environmental Responsibility.
(2) Social and Environmental Responsibility as referred to in paragraph (1) shall
constitutes the obligation of the Company which is budgeted and calculated as the
cost of the Company, implementation of which shall be performed with due
observance to the appropriateness and fairness.
(3) The company, which fails to perform its obligation as referred to in paragraph (1),
shall be imposed with sanction in accordance with the provision of regulation.
(4) Provision regarding Social and Environmental Responsibility shall be further
regulated with a Government Regulation.
(Limited Liability Company No 40/2007)
Under Article 74, companies have an obligation to conduct environmental and social
activities and must allocate funds to implement activities in this field. However, under
Article 74(1), the regulation only applies to companies that conduct their business in relation
to natural resources, such as mining, chemicals and agriculture. The regulation does not bind
the financial and trade industries, for example, which do not conduct their business in
relation to natural resources.
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The enactment of the Article 74 of Company Law No. 40/2007 created conflict between
companies and the government. Some companies argue that as profit-oriented organisations,
conducting ESR is voluntary and that mandatory ESR belongs to the state
(Taufiqqurrahman, 2013). They also believe that placing ESR as a mandatory requirement is
a form of intervention from the government to the private sphere, seen as a violation of the
principle of non-discrimination as accommodated in the principles of the WTO. Some
proponents argue that the implementation of the regulations creates an additional burden on
the companies. Applying ESR as a mandatory requirement potentially increases the cost of
companies, weakens the competitiveness of the companies‘ products and potentially reduces
companies‘ net profit, although there are companies that voluntarily disclose their
environmental activities, which suggests otherwise (Gayo, 2012).
Companies who disagree with the enactment of the regulations can request a material test of
Article 74 of the Company Law paragraphs 1, 2 and 3. In 2008, the Indonesian Chamber of
Commerce and Industry, together with the Indonesian Young Business Association, the
Indonesian Business Women Association and three other companies‘ directors of Lili
Panma Company, Apac Centra Centertex and Kreasi Tiga Pilar submitted a judicial review
of the Article (Gayo, 2012). They applied to test the substantive chapter of the Indonesian
Constitutional Court in case no 53/PUU-VI/2008 (Taufiqqurrahman, 2013). However, the
Indonesian Constitutional Court refused the application for material testing performed by
the plaintiffs. The court argued that the norm of mandatory requirement of ESR is grounded
on the basic Indonesian economic principle that the economy is owned by the people (Gayo,
2012). Moreover, regulating ESR as a mandatory requirement is one of the government‘s
strategies to enhance empowerment of the local economy. Therefore, the existence of
Article 74 of the Company Law is confirmed. Conducting ESR is mandatory for the limited
liability companies that meet the requirements.

5.3.2 The Law of the Republic of Indonesia No. 25/2007 concerning Capital Investment
Article 15
Another law enacted by the Indonesian government in ESR is the Law of the Republic of
Indonesia No. 25/2007 concerning Capital Investment Article 15 (hereafter the Capital
Investment Law). This law was enacted by the government on April 26, 2007 to accelerate
the development of the national economy, to create the political and economic sovereignty
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of Indonesia, to increase capital investment in order to turn economic potential into real
economic strength by way of utilising domestic and overseas funds and to create a more
conducive and promotable investment climate that also provides legal certainty, justice and
efficiency while considering the national economic interest (Capital Investment Law No. 25,
2007).
Under Article 15 of the Capital Investment Law, each investor has an obligation to:
a. implement the principles of good corporate governance
b. meet corporate social obligations
c. report on capital investment activities and convey this to the Capital Investment
Coordination Board
d. respect the tradition and culture of the society around where the capital investment
activities are conducted
e. abide by all laws and regulations
(Capital Investment Law Number 25, 2007)
According to Article 15 of the Capital Investment Law, investors are required to show
concern to the society in which the business activities are being conducted, while Article 17
of the Capital Investment Law, investors have an obligation to protect the environment by
allocating funds progressively to manage natural resources and meet environmental
standards. Article 17 Capital Investment Law states, ―The investors that manage renewable
natural resources shall allocate funds progressively for the preservation of the area to attain
the environmental standards as required by prevailing laws and regulations‖.
The Capital Investment Law defines the investors that are bound by the regulations as
domestic capital investment and foreign capital investment, which are undertaking capital
investment in the form of a limited liability company by subscribing or purchasing shares in
Indonesia (Article 5 Capital Investment Law, 2007). According to Article 5, the investors
that have an obligation to conduct ESR are the companies that are listed in the Indonesian
Stock Exchange (IDX). Further, both Article 15 and Article 17 of the Capital Investment
Law require all corporations listed in the IDX to implement actions around ESR. Companies
face several consequences if they do not fulfil their obligation pursuant to Article 15. They
may be charged an administrative sanction in the form of
e.
f.
g.
h.

a written warning;
a limitation on their business activities;
freezing of the business activity and/or investment facility;
closing the business activity and/or investment facility.
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(Article 34 Capital Investment Law No. 25/2007)
Article 34, paragraph 3 also promulgates that the business entities can have sanctions other
than an administrative sanction based on the laws and regulations of Indonesia.

5.3.3 Government Regulation No. 47/2012
On 4 April 2012, the Indonesian government issued Government Regulation No. 47/2012
(GR No. 47/2012) concerning social and environmental responsibility, which addressed
Article 74 of the Corporate Law No. 40/2007. This new regulation emphasised that
environmental and social activities shall be mandatory for companies that carry on business
in a field that is based on or related to natural resources. The practical implementation of
environmental and social activities is carried out by the board of directors in a company‘s
annual work plan, after receiving approval from the board of commissioners or at a general
meeting of shareholders (Juniarto & Riyandi, 2012) .
Article 3 GR No. 47/2012 states, ―Social and environmental shall be mandatory to the
companies that carry on business in a natural resource-based or a natural resource related
field, as provided by law‖. This article answers the debate in business society as to whether
ESR is compulsory or voluntary to business entities. Article 5 elaborates that the business
entities that run their businesses in natural resources have to consider the appropriateness
and reasonableness while setting up and managing their plan and budget in ESR activities.
The cost of conducting ESR is calculated as a cost of the company.
The regulation not only controls the mandatory requirement of conducting ESR for
companies, but also assigns that companies should report their activities. Article 6 mentions
that companies that run their business in natural resources have an obligation to report their
ESR on their annual report. Companies that fail to meet the mandatory requirement will be
charged based on the laws and regulations of Indonesia. Even though the regulation does not
mention types of sanction that might be faced by the companies not conducting ESR, Article
7 explains that the sanction refers to the related regulations.
Before implementing laws and regulations to protect the environment and society, the
Indonesian government held awards for the cities or provinces that achieved standards in
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protecting the environment. The Indonesian government now provides awards to the
business entities that conduct ESR beyond the required standards. The awards provided by
the government are in Section 5.4.

5.4 Environmental Awards
Awareness of environmental issues in Indonesia started with NGOs and was followed in
1983 by regulators creating several programs, such as the Clean City Program, or the
Adipura Program; the Clean River Program, or Program Kali Bersih or Prokasih Program;
and the Program for Pollution Control, Evaluation and Rating, or PROPER (Afsah et al.,
2013).

5.4.1 Adipura Award
The Adipura Program is an environmental performance rating system for municipal and
regency governments owned by the Indonesian Ministry of Environment (Krank &
Wallbaum, 2011). This program aims to evaluate the physical environmental aspects and the
environmental management of municipalities and regencies in all Indonesian areas. The city
that provides a high quality of cleanliness and able to protect the environment is awarded a
prestigious Adipura Award.
The Clean City Program, or Adipura Program, was established in 1983, formalised in 1985
and implemented in 1986. It uses public recognition of clean cities to motivate mayors to
strengthen local garbage management systems (Afsah et al., 2013). The Adipura award is
announced annually, and nearly 400 cities compete to achieve the status of the cleanest city
in Indonesia.

5.4.2 Prokasih Award
The Clean River Program, or Prokasih Program, was conceived and launched in 1989.
Under the program, an award is given to the governor that provides an effective
environment and management system in their province for their efforts to control water
pollution in their area. The Prokasih Program also rewards the firm that makes the most
effort to limit waste discharge from their production processes and for their efforts to reduce
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overall pollution of rivers. The World Bank showed that this program has succeeded in
reducing water pollution (Afsah & Vincent, 1997).
The financial crisis and political instabilities in Indonesia between 1997 and 2001 impacted
the existence of the Adipura and Prokasih programs. When President Suharto resigned in
1998, the Minister of Environment was also removed, and the programs were suspended
until 2001 when Nabiel Makarim was appointed Minister of Environment and went on to
relaunch Adipura and PROPER. In 1995, Nabiel Makarim had been one of the founders of
PROPER and had created the five-colour rating program. In 2002, he decided to embed the
Prokasih Program into PROPER. The Adipura Award was relaunched in 2002, and an
award has been presented to the cleanest city in Indonesia every year since 2003 (Afsah et
al., 2013).

5.4.3 Program for Pollution Control, Evaluation and Rating (PROPER)
To tackle the environmental problems that the country was facing, in 1995 the Indonesian
government created PROPER. As mentioned in Section 5.4.2, Nabiel Makarim, the Minister
of Environment, had been one of the founders of PROPER and had created the five-colour
rating program at that time. When Indonesia faced a financial crisis and political instabilities
in 1997, it impacted not only the existence of the Adipura and Prokasih programs, but also
PROPER. The program was suspended until 2001. Nabiel Makarim was replaced by
Minister Rachmat Witoelar in 2004, who expanded PROPER and installed a deeper level of
colour performance in environmental issues (Afsah et al., 2013). In 2004, the Ministry of
Environment has merged with the Ministry of Forestry and became the Ministry of
Environment and Forestry (MoEF).
The main objectives of PROPER are to monitor companies‘ compliance with the
regulations, apply transparency in environmental management or support the public‘s right
to know, involve the public in environmental management and oblige companies to submit
environmental management information. The implementation of PROPER was based on the
Decree of the Minister for Environment Number 127/MENLH/2002 regarding a company's
Environmental Management Performance Rating Program. It was amended by Ministerial
Decree No. 250/2004 regarding Amendments of Ministerial Decree number 127/2002 on a
company's Environmental Performance Rating Program. This program uses a command and
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control approach to handling companies‘ compliance with the regulations, to enhance
improvements in the employment of natural resources to use energy efficiently to produce
high-quality products (KemenLH, 2014).
As mentioned before, under PROPER, companies are evaluated and categorised based on
their colour of compliance: Gold, Green, Blue, Red and Black. Before the financial crisis
between 2004 and 2007, a five-colour code was being implemented. Between 2007 and
2010, there were five colours with seven classifications of compliance. However, after the
Indonesian parliament passed Law No. 32/2009 on Environmental Protection and
Management, the classifications for the compliance ratings reverted to the original five
colours of Gold, Green, Blue, Red and Black. The difference between the compliance
ratings before and after the updated regulation is illustrated in Table 5.1 below.
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GOLD

Compliance Ratings under PROPER in 2010
Awarded to companies that consistently demonstrate environmental
excellence in their production and services, conduct their business
ethically and are responsible to the community.
Awarded to companies that implement environment management
procedures that go beyond the compliance that is expected of them,
implement environmental management systems, prevent pollution,
demonstrate their commitment to the 4R principles of reduce, reuse,
recycle and recovery, and contribute to community development.

Compliance Ratings under PROPER in 2007
For businesses/activities that have successfully performed
environmental management efforts and achieved
satisfactory results.

GREEN

Assigned to companies that display compliance to environmental
regulations and satisfy the minimum requirement of the regulations.

Assigned to companies that show they are making some effort
towards pollution control but do not comply with the regulatory
standards in absolute terms.
Assigned to companies that do not make any attempt to control
pollution.

BLUE

BLACK

RED

For
businesses/activities
that
have
performed
environmental management efforts and achieved better
results than set forth in the regulation requirements.
For
businesses/activities
that
have
performed
environmental management efforts and achieved the
minimum standard of the regulation requirements.
For
businesses/activities
that
have
performed
environmental management efforts but have not achieved
the minimum standard of regulation requirements.
For
businesses/activities
that
have
performed
environmental management efforts, but have achieved part
of the minimum standard of requirement as regulated.
For
businesses/activities
that
have
performed
environmental management efforts but have achieved a
small part of the minimum standard of requirement as
regulated.
For businesses/activities that have not performed
environmental management efforts.

Table 5.1: Compliance Ratings under PROPER in 2007 and 2010

GOLD

GREEN

BLUE
BLUE
MINUS

RED

RED
MINUS
BLACK

Note: Tables adapted from the Ministry of Environment (2009) and Ministry of Environment (2010)
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5.4.3.1 Methodology of Program for Pollution Control, Evaluation and Rating (PROPER)
To aggregate multiple qualitative and quantitative indicators and assign colour rankings,
PROPER administrators apply six fundamental aspects to their technical analysis and
procedural requirements, which gives the program its trustworthiness and credibility. Based
on the work of Afsah et al. (2013), these six aspects are described below.
A. Legal framework
Legal authority is required to justify the regulator‘s decision process and results.
Therefore, the government regulated several laws that focus on specific issues. The
basic regulation created to improve public awareness of the environment is the
Environmental Management Act for Indonesia (1982). This rule was the main
framework used to create the PROPER ratings. During this period, PROPER focused
mainly on water pollution. Two supporting regulations were created to provide the
methodology: the Decree of the President of the Republic of Indonesia: Government
Regulation No. 20/1990, concerning the control of water pollution, and the Decree of
the State Minister for Population and Environment: No. KEP-03/MENKLH/II/1991,
specifying the effluent discharge standards for 14 industries. After the financial crisis
and political instability of 2002, PROPER was expanded to the control of air
emissions and hazardous waste. Several new regulations were created to update the
legal framework and to enhance the credibility of the program. Afsah et al. (2013)
described the regulations and assessments system as illustrated below.
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Table 5.2: PROPER Assessment System
Compliance
Level

ColourBased
Rating
GOLD

Area and Assessment Methods
Scope of
Regulations
Method of
Assessment
Assessment
Beyond
Environmental
Effort
compliance
management
orientation
system
GREEN Waste recycling
Performance
and resource
assessment
conservation
with
weight
system
Community
development
Compliance
BLUE
Water pollution
Government
Achievement
control
Regulation No. 82 orientation
Year 2001
Sea pollution
Government
control
Regulation No. 19
Year 1999
NonRED
Air pollution
Government
Comprehensive
compliance
control
Regulation No. 41 compliance
Year 1999
performance
Hazardous waste
Government
management
Regulation No. 18
Year 1999
Government
Regulation No. 85
Year 1997
BLACK Environmental
Government
Impact Assessment Regulation No. 27
(EIA) application
Year 1999
Source: Ministry of Environment (2009)
B. Rating rules and benchmark
In this step, colour-basis requirements were created and assessment levels were set up.
Between 2007 and 2010, the basic framework of the colour system was as described in
Table 4.1; after 2010, it was as illustrated in Table 4.2. The assessments for each colour are
elaborated in Table 4.3. PROPER employs quantitative indicators as well as qualitative
indicators. Every industry has different quantitative indicators that include various
environmental indicators and levels of reporting. The qualitative indicators are incorporated
into the quantitative methodology and require the judgement of inspectors.
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C. Data collection and verification
The evaluation of ESP is based on reports from companies as well as on-site
inspections. PROPER uses monthly self-monitoring reports from factories. If a
company has many factories, individual monthly reports are required. This reporting
is mandatory for factories or companies that are required to have a PROPER ranking.
As awareness has grown of the benefits of achieving a PROPER ranking; the number
of companies applying to be evaluated has also risen in line with the increase of
submitted monthly self-reports. Recently, PROPER has been used by Indonesian
banks as one of the key performance indicators to analyse borrowing risk, as a basic
evaluation for palm oil certification, and as an indicator of environmental
management performance for the International Labour Organization (ILO) Buyer
Forum (KemenLH 2014). After the data is collected, the PROPER team conducts a
site inspection to verify the accuracy of the reports.
D. Computerised rating system
The computer-based rating system was implemented to integrate quantitative and
qualitative indicators with multiple data sources. The more companies are involved in
the program, the more data is collected and the higher the demand to have an accurate
computer rating system. The computer rating system evaluates the current data in a
matter of hours.
E. Peer review and advisory committee
After evaluating multiple data sources using the computer rating system, an in-house
review of ratings by several teams is conducted. The first review is by the technical
team and the local government. After the feedback is released, the assistant ministers
evaluate the reports. The final step is a review by the PROPER steering committee.
F. Disclosure strategy
After several peer review steps have been conducted, the final ranking report is
released to the public. However, before the final report is released to the media, all
companies are privately informed and given more time to provide feedback and make
improvements.
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G. After disclosure
Companies that are ranked Red and Black have to comply with several consequences.
The Indonesian government, under the MoEF, will take further actions by further
investigating the companies, forcing the companies to build waste control units to
reduce pollution levels, administering sanctions and, as a last resort, forcibly closing
the company.
The PROPER program provides benefit to not only Indonesia but also for other countries and
international institutions. PROPER rankings have been accepted nationally and
internationally. The program has become a benchmark for ESP in several countries, and
Indonesian banks use PROPER rankings as a benchmark to evaluate corporate credit risk
(KemenLH, 2014). The PROPER ranking has also become a benchmark for Indonesian
Sustainable Palm Oil (ISPO). The ILO Buyer Forum suggested that the PROPER awards be
used as a benchmark to evaluate environmental performance and to identify the most reliable
and sustainable enterprises (PROPER, 2014).

5.5 Impact of Regulations on Environmental and Social Performance (ESP)
Article 74 of Company Law No. 40/2007 and Article 15 of Capital Investment Law No.
25/2007 were designed to push companies that run their business in the field of natural
resources to take more care of their surrounding environment and society. The regulations
make it legally binding for companies to implement an ESR program, and companies that fail
to comply will be punished. Furthermore, the regulations‘ aims are similar to those of the
PROPER, administered by the Indonesian MoEF – in fact, the regulations support and
reinforce PROPER. The two regulations have shifted companies‘ obligations to take
responsibility for their environmental and social impacts from having a voluntary basis to
having a mandatory basis. The numbers of companies that engage in actions to protect natural
resources and in social actions has increased significantly, as have the numbers of companies
that are evaluated by PROPER. New companies are awarded Gold/Green/Blue/Red/Black
rankings under PROPER, but there is a question around whether the companies that have
been labelled in a previous round will intensify their actions in order to move up the rankings.
PROPER has been identified as a program that boosts the numbers of companies that are
concerned with nature and society, as shown by the significant annual increase in companies
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that participate in the program. In 2002–2003, only 194 companies participated; this number
has increased considerably every year and in 2013 reached 1,812 (Ministry of Environment,
2013). This number is relatively small compared to the potential number of companies that
may be evaluated in the future – around 8,000. However, the question remains as to whether
the regulations adequately encourage companies to improve their ESP.
According to the Porter hypothesis, companies can take benefits from the enactment of
regulations. Environmental regulations might have a positive effect on the domestic
companies by stimulating domestic innovation (Porter, 2008). Well-designed regulations
might trigger innovation that compensate more than the cost of compliance (Jaffe & Palmer,
1997) and encourage upstream solutions for environment problems (Porter & Van der Linde,
1995). Regulations create pressure that motivates companies to comply with the regulations
and meet the required standard of performance. Regulations push companies to have more
concern for the environment and lead to create innovation of products that are
environmentally friendly. It is important for companies to have an environment policy that
protects the natural environment without creating negative financial impacts (Ambec &
Barla, 2002). Ambec et al. (2011) discussed that the Porter hypothesis does not say that all
regulations lead to innovation, only well-designed regulations do. Innovation cannot always
offset the cost of compliance, especially in the short term, but in many cases, the innovation
will more than offset the cost of compliance.
Moreover, according to legitimacy theory, performing responsibilities to society and nature
that surround business operations are the main way to obtain legitimacy. Companies with
poor ESP may find it difficult to obtain the resources and support they need from society to
continue their business. The failure to fulfil societal expectations may cause the company to
lose legitimacy from the community in which it operates. Without legitimacy, an institutional
pattern of relations could not be sustained (Hybels, 1995).
Previous literature has explored the impact of regulations on corporate performance. Fallan
and Fallan (2009) explored the development of environmental disclosure during periods of
voluntarism and during periods with changed statutory requirements. They examined how
volume and content of environmental disclosure in financial statements are immediately
affected by statutory requirements. In their study, Fallan and Fallan (2009) were more
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concerned with company disclosure of environmental performance than actual environmental
performance based on third-party evaluation. They claimed that companies have a tendency
to disclose good news and hide bad news to impress investors. A similar situation can be
found in Indonesia. Companies that are awarded blue, green and gold rankings prefer to make
complete disclosures in their sustainability reports or annual reports. On the other hand,
companies that gained black or red rankings have a tendency to hide that information to
protect their profitability. Therefore, relying on a company‘s disclosure to measure its
environmental performance can be unreliable, as the company‘s reports may contain bias and
fail to capture its real performance.
Ramanathan et al. (2010) also studied the impact of environmental regulation on corporate
innovation and performance, although the authors were more concerned with FP than ESP.
The question remains as to whether regulations requiring companies to meet their ESR
obligations do actually effect change in environmental performance. Since the regulations set
the standard that has to be followed, it is not known whether companies that had performed
below the standard before the regulations were implemented would prefer to boost their
performance in order to meet the standard, or whether companies that had performed at or
above the standard would prefer to keep performing at the same level or, indeed, lower their
ESP so that it only meets the standard and does not exceed it. The above lead to the first
research question and hypotheses, which are:
RQ1. Has the implementation of environmental regulations influenced ESP in
Indonesian companies?
H0a = There is no significant difference in ESP before and after the enactment of
environmental regulations.
H1a = There is a significant difference in ESP before and after the enactment of
environmental regulations.

5.6 Environmental and Social Performance (ESP) and Financial Performance (FP)
Several researchers have investigated the link between ESP and FP in Indonesia, with varying
findings. Oeyono, Samy and Bampton (2011) described that reporting on CSR had a small
positive effect on companies‘ profits. Providing a CSR report improved the companies‘
earnings before interest, tax, depreciation and amortisation (EBITDA) by 18% and their
earnings per share (EPS) by 16%. The reporting on CSR used the six indicators of the Global
Reporting Initiative (GRI) index: economic, environmental, labour practices and decent
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work, human rights, society and product responsibility. The study used a sample of 50
Indonesian corporations and examined data from their CSR reports and annual reports. The
focus was not only on environmental performance; environmental performance formed part
of CSR performance. The study concluded that environment performance has been proven to
have a positive effect on companies‘ FP.
Environmental performance, as measured by rankings under PROPER and administered by
the Indonesian MoEF, had a positive link to corporate net profits. However, strong
performance on CSR in Indonesia did not influence the effect of a company‘s environmental
performance on its FP (Purnomo & Widianingsih, 2012). The finding was based on the
evaluation of 10 companies in the industries of mining, chemicals, pharmaceuticals, cement,
pulp and paper that were listed on the IDX between 2006 and 2010, which also consistently
published annual reports and had been evaluated under PROPER since 2006. However, the
number of companies that were involved in the study was low, so the results and conclusions
were weak.
To the contrary, some researchers found that CSR has a negative influence on FP. Fauzi and
Idris (2010) described evidence showing that there was no significant correlation between
CSR performance and FP for Indonesian companies. The study used data collected from 114
Indonesian companies that were listed on the Jakarta Stock Exchange and that published
annual reports in 2002 and 2003. A significant positive correlation between CSR and FP
existed for multinational companies (MNCs) in Indonesia. FP was measured by ROA, ROE,
ROS and EPS, whereas corporate social performance was measured by companies‘
disclosures on social and environmental matters in their annual reports. Moreover, some
researchers found that CSR did not influence companies‘ economic performance, but the
information was an important output in influencing investment decisions based on the content
and format of the environment and social reports, and public confidence of the companies
described in the reports (Shauki, 2011).
All studies conducted in Indonesia discussed CSR, and the environmental issue was a part of
CSR. Fauzi and Idris (2010) measured CSR based on Michael Jantzi Research Associates
(MJRA), which developed two criteria of social and environmental issues: qualitative and
exclusionary dimensions. A qualitative criterion is used to identify the positive and negative
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attitude of companies in six issues: community, diversity in the workplace, employee
relations, environmental performance, ethical business practices and international practices.
An exclusionary dimension is used when the companies are involved in the areas in which it
is hard for companies to perform positively, such as companies that run their business in the
areas of tobacco, alcohol, gambling and energy. The focus of the study were social issues in
CSR, and environment issues were a small part of the study. The study could not capture the
effect of environmental performance on the companies‘ FP specifically. Further, no studies
evaluated the potential influence of environmental and social regulations in Indonesia on
companies‘ ESP. Therefore, conducting a study of ESP that focuses on environmental issues
and the involvement of regulations will be beneficial to companies and government to tackle
the environmental problem by providing empirical evidence in the context of Indonesia.
Based on previous findings, two issues can be noted. First, the findings provide a variety of
evidence that indicates a correlation between ESP and FP, and that the influence can be
negative or positive. However, arguments that support the hypothesis that good ESP benefits
companies, and that companies are punished for bad ESP, are outweighed by the alternative
perspective (Schaltegger et al., 2001). The difference in results is caused by the use of
different datasets and measurements. Moreover, the findings may differ depending on the
regulation regime in a country, cultural setting, market behaviour and company size. So, even
though this type of research has been conducted in several countries, the results will
potentially be different. This study was conducted specifically in the Indonesian context. It is
believed that the market in Indonesia remains inefficient, and that market players are not yet
using annual reports effectively (Purnomo & Widianingsih 2012). Second, there is no
conclusive empirical evidence that has extensively captured the real relationship, especially
in Indonesia. Purnomo and Widianingsih (2012) evaluated the association between both
variables. However, they only selected 10 companies to form their sample, which did not
generate strong findings.
Based on the theoretical frameworks and the literature reviews above, it is found that,
although a number of studies have examined the relationship between ESP and FP, no
conclusive empirical evidence has been found, especially in the Indonesian context. There is
a lack of research investigating the link between ESP and FP, especially research with an
intensive focus on environmental issues. Mostly, researchers asked about CSR as a general
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topic (Oeyono et al., 2011). Purnomo and Widianingsih (2012) examined ESP in relation to
FP. Their study has two limitations. First, they used only 10 companies in their samples,
which indicates the research was weak; 10 companies are not enough to gain strong evidence
to prove the link between ESP and FP in an economy that has 488 companies listed on the
Indonesian stock exchange. Second, they only examined the impact of ESP on manufacturing
companies‘ FP; the study cannot be generalised to other industrial sectors. Moreover, Fauzi
(2008) conducted research on ESP and FP with a sample of 144 listed companies, but data
was collected in 2002 and 2003 only; the short-term data was not enough to prove a longterm link between ESP and FP. Further, there is a lack of evidence that proves there is a longterm relationship between ESP and FP in Indonesia, and that also compares listed companies
and SOEs. Mostly, the previous research investigated only listed companies; however, SOEs
have unique characteristics, especially under the present government, to finance the SOEs.
SOEs are considered as the companies that belong to the government (fully or partially
funded). The existence of governments in the companies creates different management
systems. Some SOEs have the privilege of managing special resources and/or gaining direct
subsidies that cannot be found in listed companies. Therefore, it is important to investigate
the link between ESP and FP for both listed companies and SOEs from accounting and
market perspectives. As a result, the second research question and hypotheses are:

RQ2. Is there any significant relationship between ESP and FP in Indonesian
companies?
RQ2A. Do the ESP of Indonesian companies influence their FP?
H0b. The ESP of Indonesian companies do not influence their FP.
H1b. The ESP of Indonesian companies influence their FP.
RQ2B. Has the influence of ESP on FP, if any, changed after the enactment of
regulations?
H0c. The influence of ESP on FP has no changed after the enactment of regulations.
H1c. The influence of ESP on FP has changed after the enactment of regulations.
5.7 Financial Performance (FP) and Environmental and Social Performance (ESP)
Environmental action is a luxury activity, and a company needs to spend more to undertake
it. Companies that perform better financially are more likely to have a higher chance of
performing ESR. According to slack resource theory, better FP potentially results from the
availability of slack (financial and other) resources that provide the opportunity to invest in
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the social performance domain, such as by taking action on environmental issues (Waddock
& Graves, 1997). This theory elaborates that better ESP is derived from allocations that are
the result of the availability of slack resources. Therefore, better FP would be a predictor of
better ESP. That theory concludes that, when slack resources are available, companies
allocate more to social issues, and that the allocation will potentially impact FP. When
companies allocate resources to the social domain, including to environmental issues, they
potentially achieve better social performance (Waddock & Graves, 1997).
When companies reach a high level of FP, they will potentially reach a high level of ESP
(Schaltegger & Synnestvedt, 2002). Because there are additional costs involved with
performing ESP activities, companies with limited budgets will manage their budgets
effectively so they can perform better. Hence, they have limited scope to conduct action to
improve their ESP. A good financial position is identified as one of the most important
success factors for improving a company‘s environmental performance (Ytterhus & Sjaker,
1998, cited in Schaltegger & Synnestvedt, 2002). It has been mentioned before in Chapter 4,
In Japan, a company that is performing well financially might provide greater resources to
boost its environmental performance, which indicates that FP has a positive influence on ESP
(Nakao et al., 2007). Further, in Australia and New Zealand, firms‘ financial performance has
a significant effect on the environmental performance of electricity-power-generating
companies, which implies that financially sound firms can afford to spend more monies on
environmental performance (Mir et al., 2015). Similar to Australia and New Zealand,
successful financial performance in the Czech Republic has been proven to improve future
environmental performance (Earnhart & Lizal, 2006). The liquidity constraint may be
limiting investment in activities that directly or indirectly lower emissions.
Previously, several researchers have identified a link between FP and ESP (or CSR and
environmental issues as a part of CSR). When an investigation of the literature of the
relationship between CSR and FP and vice versa over 30 years was undertaken (Margolis &
Walsh, 2003), where FP had been treated as an independent variable, 16 of 22 studies, or the
majority of studies, found a positive correlation between FP and CSR. Further, Fauzi et al.
(2007) found that ROE had an insignificant impact on social performance. Their finding did
not support the slack resource theory. Moreover, Fauzi and Idris (2010) demonstrated FP had
a significant positive impact on ESP. They claimed that their finding supported the slack
resource theory because companies that had better FP had a tendency to perform better in
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social and environment actions. In their study, Fauzi and Idris used data from KLD, a U.S.based independent rating company, and Michael Jantzi Research Associate (MJRA), an
independent rating company in Canada. They analysed corporations‘ ESP, which is whether
they complied with regulations in this area or conducted social and environmental activities,
based on the KLD and MJRA indexes. They collected data from 383 companies that were
listed on the Jakarta Stock Exchange and evaluated their annual reports, websites, social
reports, information on the JSX website and other relevant electronic sources. According to
that information, analysing several websites about a company‘s activities may lead to
misinterpretation. The study showed that companies varied in the information they gave on
their websites, and that some companies decided not to inform the public of this type of
information through their website for several reasons. However, not informing the public did
not mean that the companies did not undertake environmental and social actions.
The effect of ESP on FP has been investigated in many studies, with varying results, but the
effect of FP on ESP has received less attention in developing countries, especially in
Indonesia. Most of the research relates to CSR in general, with environmental issues forming
a part of CSR. Fewer studies are directly concerned with environmental issues. There is a
lack of evidence as to whether FP has an impact on ESP, for both listed companies and SOEs.
Hence, the third research question and hypotheses of this study are:

RQ3. Is there any significant relationship between FP and ESP in Indonesian
companies?
H0d. The FP of Indonesian companies does not influence their ESP.
H1d. The FP of Indonesian companies influence their ESP.
5.8 Relationship between Company Ownership and Performance
Company ownership determines the main purposes of a business and how the company
operates and manages its performance. Different ownership structures can have an effect on
both economic and non-economic performance. Listed companies and state-owned
enterprises (SOEs) are the two types of ownership that are being investigated and compared
in this study, in terms of several issues.
Listed companies and SOEs differ in ownership. Listed companies are owned by members of
the public, and their shares are traded on the stock exchange, whereas SOEs are owned by a
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government. SOEs can be listed companies or non-listed companies. The main duty of listed
companies is to maximise profits for investors, whereas the main duties of SOEs can differ.
Listed SOEs have a duty to maximise earnings and improve the wealth of investors, even
though the majority investor is the government, whereas the SOEs have a duty to not only
earn a commercial goal, but also obligate to run social purposes (Kamal, 2010). SOEs have a
duty to serve the society by providing jobs, serving the public interest and providing basic
necessities. In both listed companies and SOEs, the majority shareholder, either directly or
indirectly, influences all management decisions because it determines managerial life spans
and controls resources (Astami at al., 2010). Astami et al. (2010) stated that governments
control SOEs by providing legitimacy through regulations and law. The existence of SOEs is
legal and legitimate because governments regulate the main duty of SOEs.
In the Indonesian context, SOEs contribute significantly to the national economy. The
Indonesian government has regulated the existence of SOEs by implementing Law No. 19 of
2009 (Kamal, 2010). Kamal (2010) stated that according to the law, there are two types of
SOEs: general companies and limited liability companies. While the general companies SOEs
have a duty to run a social action, the limited liabilities SOEs are business-oriented SOEs.
Limited liabilities SOEs comprise listed companies (companies where shares are fragmented)
and non-listed companies (where the government is representative of the public as
shareholders).
Previous studies have compared the performance of listed companies to SOEs and explored
how ownership affects performance. Some literature has found that listed companies have
better performance in ESP or CSR issue compare to SOEs. Ramamurty (1997) found that
privatised companies have higher employee productivities compared to SOEs in Argentina,
due to differing labour costs. Astami et al. (2010) described that different types of SOEs
perform differently. SOEs that have higher levels of private sector ownership will have
higher levels of performance in Indonesia. Private sector ownership is the meaning of
privatisation, by which companies have the power to control management with less
government involvement. The average profit of fully government-owned SOEs is statistically
significantly lower than that of partially privatised SOEs. On the other hand, other research
has found a different result. Earnhart and Lizal (2006) described that increased state
ownership actually improves environmental performance relative to all other ownership
types, even though the state is more likely to have retained ownership in high-polluting
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industries in the Czech Republic. Moreover, in the same study, Earnhart and Lizal (2006)
evaluated that concentrated ownership, as measured by the single largest shareholder,
improves environmental performance. As a result, the next research question and hypotheses
are as follows:

RQ 4. Does the compliance level on environment regulations of state-owned enterprises
(SOEs) vary from that of listed companies in Indonesia?
H0e. There is no significant difference between the effect of ESP on FP in listed companies
and the effect of ESP on FP in SOEs in Indonesia.
H1e. There is a significant difference between the effect of ESP on FP in listed companies and
the effect of ESP on FP in SOEs in Indonesia.
H0f. There is no significant difference between the effect of FP on ESP in listed companies
and the effect of FP on ESP in SOEs in Indonesia.
H1f. There is a significant difference between the effect of FP on ESP in listed companies and
the effect of FP on ESP in SOEs in Indonesia.

5.9 Research Gaps
Several gaps in the literature have been identified after a review of the research. This study
aimed to fill those gaps, as listed below.
Previous findings are inconclusive and show different results around the relationship
between ESP and FP. The majority of studies found a positive relationship between
the variables. The different results were caused by different measurements, different
study contexts and different countries with different cultures and regulations.
Fewer studies investigated the influence of environmental regulations on ESP in
developing countries. In developing countries context and the socio–political–
economic–legal conditions differ significantly. Most previous research has
investigated the influence of environmental regulations on innovation and FP in
developed countries. In the Indonesian context, less research concerned the
implication of environmental regulations – that is, Article 74 of Corporate Law No.
40/2007 Article 74 and Article 15 of Investment Law No. 25/2007 – for companies‘
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compliance levels. Investigation of the influence of regulations on ESP will fill these
gaps and enrich the literature.
Previous research in the Indonesian context investigated the effect of companies‘
social performance on FP and vice versa, in relation to their CSR, with the issue of the
environment only forming part of that broader obligation. Fewer findings focused
specifically on the environment rather than the broader issue of CSR.
Prior studies in the Indonesian context tended to focus more on listed companies. Few
researchers investigated SOEs and made comparisons. The lack of available data on
SOEs is concerning. Comparing SOEs and listed companies contributes to the
knowledge in this field.

5.10 Conceptual Framework
The conceptual framework in this study describes a causal effect between ESP and FP and
the involvement of environmental regulations as illustrated in Figure 5.1. This conceptual
framework was originally introduced by Schaltegger and Schaltegger (2002) who illustrated
the influence of ESP on FP and vice versa. They argued that ESP has an effect on companies‘
FP, and the companies‘ ESP is determined and influenced by the financial capability of the
companies. Therefore, both variables have a causal effect.
This study tests the hypothesis about the causal effect between ESP and FP in the Indonesian
context. The difference between previous research and Schaltegger and Schaltegger‘s study is
the involvement of the new environmental regulations in Indonesia. Based on the Porter
hypothesis, new regulations are believed to have an influence on companies‘ ESP. The
number of companies that conducted ESP increased significantly due to the implementation
of regulations. Based on the stakeholder theory, the ESP potentially improves companies‘ FP.
Further, slack resource theory shows that companies‘ social and environmental performance
is determined by companies‘ ability in economics. Therefore, the implementation of
regulations in Indonesia is believed to have a potential and significant contribution, not only
to companies‘ ESP but also to companies‘ FP. Since this study investigated the causal effect
between ESP and FP and analysed the impact of new regulations on companies‘ ESP,
Schaltegger and Schaltegger‘s framework has been modified and conducted as described in
Figure 5.1 below.
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Figure 5.1: Conceptual Framework

Environmental and social
performance (ESP)
Based on colourcompliance level under
PROPER

Financial performance (FP)
2
Based on accounting and
market measurements

3
Causal effect B

1
New regulations
Corporate Law No. 40/2007, Article 74
Investment Law No. 25/2007, Article 15

5.11 Chapter Summary
This chapter presented a literature review of research relevant to this study. A definition of
ESP was given, and the regulations on environmental and social issues in several countries,
including Indonesia, were explained. Moreover, a review was undertaken of relevant studies
that evaluated the link between ESP and FP in both directions. Based on previous research,
hypotheses were developed, research gaps were identified, and the conceptual framework
was created. Chapter 6 outlines the research methodology and research method used for this
study.
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Chapter 6 : Research Methodology and Research Method
6.1 Introduction
This chapter discusses the process of deciding on a research methodology, research method,
measurements and data collection. This study used a positive paradigm and implemented
quantitative research methodology. The methods that have been selected were T-Test,
ANOVA test, univariate analysis, multiple regressions models using dummy variables, and
ordered response models. The measurement of environmental and social performance (ESP)
was PROPER ranking, and the measurements of financial performance (FP) were Return on
Assets (ROA), Return on Equity (ROE) and Tobin‘s Q. Based on the hypotheses presented in
the previous chapter, models were developed to test the theories.

6.2 Research Methodology
Before conducting this research, the research paradigm was identified. The research paradigm
is a set of basic beliefs or a world view that deals with ultimates and first principles (Guba &
Lincoln, 1994). A paradigm can also be defined as a basic belief that is based on ontological,
epistemological and methodological assumptions. Guba and Lincoln (1994) explained that
ontology considerations are concerned with the nature of social entities; the central questions
are around how nature and reality are formed, how things really are, and how things really
work. Epistemology focuses on the relationship between the knower and what can be known
from the study. The methodological assumption is related to how inquirers go about finding
out whatever they believe can be known.
In this study, the positivistic research paradigm was implemented as a basic principle of the
study, based on the research aims and research questions in this study. The research aims are
to investigate whether the enactment of new regulations in the area of ESR improved ESP for
Indonesian companies, to examine the association between ESP and FP and vice versa, and to
conduct a comparison analysis between listed companies and SOEs, in terms of the
relationship of ESP and FP in those companies. Based on those research aims; realist
ontology is an appropriate paradigm. Under the positivism paradigm, true knowledge is based
on the experiences of senses and can be obtained by observations and experiments (Dash,
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2005). The basic belief of the positivism paradigm is rooted in realist ontology – that is, the
belief that a reality exists and is driven by immutable natural laws (Guba, 1990). Based on the
positivism paradigm, events are caused by other circumstances; therefore, it is necessary to
understand causal links in order to make predictions and controls. Guba also elaborated that
under this paradigm the business of science is to discover the true nature of reality and how it
truly works. This paradigm is constrained to practice under an objective epistemology, that
there is a real world operating based on natural law and that the inquirer must question nature
and let nature answer the questions. The use of the positivism paradigm is appropriate for this
study, which leads to the use of empirical experimentalism, by asking questions and testing
hypotheses or theories that are stated in advance under controlled conditions. Moreover, this
paradigm has the purpose of generating hypotheses that can be tested and that will thereby
allow explanations of laws to be assessed (Bryman & Bell, 2011).
This study is based on the perspective that environmental and social actions exist and that
those actions have been conducted by enterprises for decades. Regulations exist to control
those issues. Several theories have been developed in research that has been conducted in this
field. The objectives of this research are to determine the impact of new regulations on
companies‘ performance on addressing environmental and social issues, the relationship of
companies‘ environmental and social performance (ESP) on financial performance (FP) –
that is, whether the quality of ESP improves FP, and whether the quality of FP influences
ESP. Therefore, the causality objective was employed to test whether the hypotheses support
the theoretical prediction, and this study was classified as a positivism study based on realist
ontology and objective epistemology.
The positivistic research paradigm is sometimes called as quantitative research strategy. Both
terms are used interchangeably, and in this study quantitative research strategy term is
selected. Quantitative research strategies were conducted to meet the aims of the research.
Quantitative research entails the collection of data, the presentation of the correlation of
theories and findings in a deductive approach, and a predilection for a natural science
approach in order to capture reality (Bryman & Bell, 2011). Quantitative research involves
experiments with variables and treatments, including structural equation models that
incorporate causal paths (Creswell, 2012). Since the aims of this study are to analyse the
influence of independent variables on dependent variables, and to test hypotheses in a
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deductive approach using statistical tools, it is classified as quantitative research with a causal
research design. A causal research design is used to learn why or how one or more variables
produce changes in another variable. It tries to explain the relationships among variables
(Blumberg, Cooper & Schindler, 2005).

6.3 Research Method
Identification of a research method involves deciding on the technique that will be used for
collecting the data to be analysed. It might be a specific instrument, such as a questionnaire,
or a series of structured interviews, or controlled observations of participants (Bryman &
Bell, 2011). In order to analyse whether one variable causes changes in other variables,
multiple regression analysis was selected for this study. Multiple regression analysis is a
statistical technique that can be used to analyse the relationship between a single dependent
variable and several independent variables (Hair, Black, Babin, & Anderson, 2010). In this
type of analysis, independent variables are used to predict the single dependent variable.

6.3.1 Measurements
There were two main variables in this research: ESP and FP. Measurement of ESP was based
on the Program for Pollution Control, Evaluation and Rating (PROPER), administered by the
Indonesian Ministry of Environment and Forestry (MoEF). The environmental and social
actions taken by companies in this study were evaluated by PROPER‘s technical team from
the MoEF and PROPER‘s advisory board, using a multilevel assessment system (Ministry of
Environment, 2009). The measurement of companies‘ FP was based on accounting
measurements – return on assets (ROA) and return on equity (ROE) – and market value,
using Tobin‘s Q.
6.3.1.1 Environment and Social Performance (ESP) Measurement
PROPER rankings, created by Indonesia‘s Ministry of Environment (MoEF), in June 1995,
were used to measure ESP, which entail the assignation of companies into five colour
rankings, as illustrated in Table 6.1 below. The PROPER ranking is assigned as followed,
black ranking is scored 1 as the lowest ranking and gold ranking is scored 5 as the highest
ranking.
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Table 6.1:The Compliance Rating Program
Colour
index
Gold

Performance

Classifications

Awarded to companies that consistently
Beyond
demonstrate environmental excellence in their
compliance
production and services, conduct their business
ethically and are responsible to the community.
Awarded to companies that implement
Green
environment management procedures that
exceed expectations, implement environmental
management systems, prevent pollution,
demonstrate their commitment to the 4R
principles of reduce, reuse, recycle and
recovery, and contribute to community
development.
Assigned to companies that display compliance
Blue
Compliance
to environmental regulations and satisfy the
minimum requirements of the regulations.
Assigned to companies that show they are
Red
Nonmaking some effort towards pollution control
compliance
but do not comply with the regulatory
standards in absolute terms.
Assigned to companies that do not make any
Black
attempt to control pollution.
Source: Ministry of Environment Republic of Indonesia (2009)

Ranking
5

4

3
2

1

PROPER‘s index represents company performance in the environmental and social context.
Based on the PROPER ranking, performance in this area is illustrated with colours: gold,
green, blue, red and black. PROPER rankings are widely used in research, especially to
measure corporate social performance (CSR). Purnomo and Widianingsih (2012) selected
PROPER rankings to measure environmental performance and to identify whether
environmental performance influenced FP, with CSR disclosure as a moderating variable. In
their study they selected the CSR index, and FP was measured by net profit. Ahmar and
Kamayanti (2011) analysed the function of CSR reporting through thesis, antithesis and
synthesis, using a Hegelian dialectic approach. The PROPER ranking was used to measure
CSR reporting. Susilowati and Setiawanta (2013) also selected the PROPER ranking to
measure environmental performance and examined whether that performance, along with
firm size, affected their corporate social disclosure.
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6.3.1.2 Financial Performance (FP) Measurements
The measurement of companies‘ FP is based on accounting and market measurements. Based
on the accounting measurement, financial ratios are implemented for two reasons. First,
financial ratios are common measurements of FP because they eliminate problems arising
from difference in size; the dominators of the ratio adjust the numerator to a common base.
Second, financial ratios are of interest to shareholders, creditors and managers because they
focus on company earnings. The higher the profitability ratios, the better the firm is
performing (Parrino & Kidwell, 2009). Net profit margin, ROA and ROE are the components
used to measure profitability, and previous studies employed these measurements as a proxy
for FP (Waddock & Graves 1997, Fauzi et al., 2007, Mahoney & Roberts 2007). In this
study, ROA and ROE were selected to measure FP.

A. Return on Assets (ROA)
ROA is an FP ratio based on a company‘s net income, divided by its total assets (Potter,
Libby, Libby, and Short, 2009). It reflects a company‘s ability to earn profits, compared to its
assets. ROA is widely used as a financial proxy to determine whether companies perform
better or worse economically, not only in research on ESR or CSR but also in general terms.
Hart and Ahuja (1996), Russo and Fouts (1997), Waddock and Graves (1997), Al-Tuwaijri et
al. (2004), Mahoney and Roberts (2007), Horváthová (2012) and Muhammad, Scrimgeour,
Reddy, and Abidin, (2015) used ROA as a proxy for economic performance.
Based on the previous research, there are several formulas to calculate ROA that explained in
Table 5.2 below. The most frequent formula is Net Income divided by total assets (Jewell &
Mankin, 2011). Jewell and Mankin stated that the least frequent formula is earning before
interest and taxed / total assets. In this study, the formula that has been selected is the formula
that has been used frequently compare to the other ROA‘s formulas. So, ROA can be
calculated as:

ROA = net incomei (NI) / total assetsi (TA)
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Table 6.2: Several ROA Formulas and Frequencies

Formula
Net Income / Total Assets
Net Income / Average Total Assets
(Net Income + Interest Expense) / Average Total Assets
[Net Income + Interest Expense x (1-Tax Rate)] / Average Total Assets
Earnings Available to Common Shareholders / Total Assets
Earnings Before Interest and Taxes / Average Total Assets
Operating Profit / Total Assets
(Net Income + Interest Expense) / Total Assets
[Net Income + Interest Expense x (1-Tax Rate)] / Total Assets
Earnings Before Tax / Total Assets
Earnings Before Interest and Taxes / Total Assets

Percent in
Sample
40.00%
15.71%
11.43%
10.00%
7.14%
4.29%
2.86%
2.86%
2.86%
1.43%
1.43%

Source: Jewell & Mankin (2011)
Net income is defined as total profit that has been earned by a company; it is determined by
subtracting all business costs from revenue made. Total assets is defined as the value of all
the business owns that can be converted into cash (Hill, 2016)

B. Return on Equity (ROE)
ROE is an FP ratio based on a company‘s net income divided by total market value at equity
(Potter et al., 2009). It reflects a company‘s ability to earn profits, compared to its equity.
Similar to ROA, ROE is an important variable that is used as an indicator of FP in
economics, accounting and finance studies. Previous research that investigated the impact of
environmental performance on FP using ROE as a financial measurement was carried out by
Waddock and Graves (1997), Wagner (2005), Fauzi et al., (2007), Wagner (2005), Mahoney
and Roberts (2007) and Fauzi (2008). ROE can be calculated as:

ROE = net incomei (NI) / total equityi (TE)
As mentioned above, net income is defined as the profit earned by a company after all
business costs have been subtracted from total revenue. Total equity is defined as companies‘
total assets minus their total liabilities.
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However, relying on a financial statement imposes insurmountable limitations by not
providing a risk-adjusted measurement of performance, uncertainty of return and timing
problem in return (Petty, Titman, Keown, Martin, Martin, Burrow, and Nguyen, 2012,
Becchetti, Ciciretti, and Giovannelli, 2013). A financial statement report the economic
performance of the companies based on the accounting perspective. A financial report gives
less attention to the risk market, uncertain return that usually be faced by companies in the
market. The main goal of a company is to maximise its value and share value (Petty et al.,
2012). Therefore, in order to gain a fuller understanding of FP, accounting-based and market
value based performance was utilised, and ROA, ROE and Tobin‘s Q analysis were used as
measures of profitability. These measurements are identified as the most appropriate and are
commonly used in accounting and market perspectives.

C. Tobin’s Q
Tobin‘s Q is a financial measurement that identifies the market value of a firm relative to the
replacement cost of its assets. A Tobin‘s Q greater than 1 is an indicator that a company‘s
assets could be purchased cheaply – that is, the firm‘s assets are overvalued by the market
and the company. Conversely, a Tobin‘s Q less than 1 is an indicator that the market is
undervaluing the company‘s worth (Muhammad et al., 2015). Tobin‘s Q is appropriate for
measuring FP based on the market‘s perspective. Previous studies that used Tobin‘s Q as a
financial proxy included those by Nakao et al. (2007), Saleh et al. (2010), Inoue and Lee
(2011), Lioui and Sharma (2012) and Muhammad et al. (2015). Tobin‘s Q is calculated as:
Tobin’s Q = (Market value of equity + Market Value of Preference Shares + Total Debt)
/ Total Assets (TA)
Total market value is defined as total market capitalisation of a publicly traded company, and
it is obtained by multiplying the number of outstanding shares by their current price
(Investopedia, 2016). Tobin‘s Q is calculated based on the total market value, so Tobin‘s Q is
applicable only for listed companies instead of SOEs. SOEs in this study are the SOEs that
mostly not listed on the IDX, so there will be no market value since their capital are not
publicly traded.
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6.3.1.3 Control Variables
In order to determine the impact of new regulations on ESP, it is necessary to consider the
effect of ESP on FP and vice versa, along with several variables. The relationship between
ESP and FP, in both directions, could be affected by a number of factors.

A. Company Size
The size of a company can be determined by any of several measurements, including total
assets, total sales, the number of employees, and market capitalisation. In this study, which
aims to identify the association between ESP and FP, successful companies might have better
ESP because they allocate more of their budget to that area and have the capability to develop
new innovations. Hence, company size was used as a control variable for this study. A
measure of total assets (TA) was preferred to determine company size in this study, because
TA represents the current and non-current wealth of firms, including cash, accounts
receivable, securities, inventories, properties and intangible assets, including goodwill.
Higher TA indicates higher worth. TA, or company size, was widely used as a control
variable to find the correlation between two variables. For environmental and social issues,
this control variable was identified by previous researchers as one factor that contributes to
the correlation between corporate social responsibility and FP, including Waddock and
Graves (1997), Wagner (2005), Magness (2006), Fauzi et al. (2007), Saleh et al. (2010),
Inoue and Lee (2011), Becchetti et al. (2013) and Muhammad et al. (2015).

B. Leverage
Financial leverage is a ratio that provides a basis for determining how a firm finances its
assets and the ability of the firm to pay for non-owner supplied funds (Petty et al., 2012). One
of the leverage ratios is the debt ratio, which measures the extent to which the total assets of a
firm have been financed using borrowed funds (Mollik, 2008). This value is represented by
shareholder‘s equity, or the debt to equity (DTE) ratio. Higher DTE indicates that a company
is aggressively using debt to finance its growth. This ratio is a gauge used to identify the
company‘s level of risk. A higher leverage ratio indicates higher financial risk. In this study,
leverage is assumed to be one variable that contributes to the association between ESP and
FP. A company‘s ESP might be higher because its managers consider environmental and
social action as an investment financed by debt. Waddock and Graves (1997), Wagner
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(2005), Nakao et al. (2007), Saleh et al. (2010), Inoue and Lee (2011) and Kong (2012)
recognised leverage as a control variable in their studies. DTE is calculated as follows:

Debt to equity (DTE) = total liabilities / total equity

C. Gross Profit Margin (Margin)
The gross profit margin ratio expresses the gross profit of a company as a percentage of sales.
The ratio measures the ability of a company‘s management to control the various expenses
involved in generating sales (Petty et al., 2012). The margin reflects the firm‘s ability to
minimise the cost of goods sold in relation to sales.

Gross profit margin = gross profiti / net salesi (NS)
Higher profits might be the result of increasing sales revenue, decreasing costs or both, and in
the competitive market cost control becomes an important issue. A higher profit margin
indicates better cost control, and this indicator should be positively associated with FP (AlTuwaijri, Christensen, and Hughes, 2004). Some previous research in environmental and
social areas has identified this ratio as a control variable, such as studies by Stanwick and
Stanwick (1998) and Al-Tuwaijri et al. (2004).

D. Current Ratio
Current assets indicate a company‘s degree of liquidity by comparing its current assets with
its current liabilities (Petty et al., 2012). This ratio indicates the safety margin (the liquidity)
of the companies and indicates the capability of companies to pay its liabilities from current
assets. A higher current ratio means the company has more assets than liabilities and
indicates that the company has the ability to pay off its debt. The current ratio is calculated as
follows:
Current ratio = current assetsi (CA) / current liabilitiesi (CL)
Coleman (2011) chose current ratio as a control variable when investigating the impact of
damaging stakeholder interest on companies‘ FP. Damaging stakeholder interest was
identified by online listings of fines for environmental breaches, unsafe workplaces,
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fraudulent accounting standards, and product recalls. Muhammad et al. (2015) used the
current ratio as a control variable in their study that investigated the nature of the relationship
between environmental performance and FP of publicly listed companies in Australia.
Based on the measurements of ESP, FP and the control variables chosen for this study, the
types of data that were acquired to answer the research questions and test the hypotheses
were information and documents produced by organisations. PROPER rankings are
announced and reported annually by the MoEF, and all financial information is provided by
companies in their annual reports. That financial information was calculated to be all
financial measurements – ROA, ROE, Tobin‘s Q, TA, DTE, current ratio and gross profit
margin –. In this study, all documents were identified, coded and analysed. Therefore, content
analysis was the appropriate selection for the methodology of this study.

6.3.2 Data Collection
The purpose of this study is to examine the relationship of environmental regulations to ESP
and FP, which form the main variables. Data for the study has been collected from various
sources. Data on ESP, as measured by PROPER rankings, was gathered from PROPER‘s
annual publications provided by the MoEF, the PROPER website and companies‘
sustainability reports. Financial information was collected from annual reports and financial
reports of Indonesian listed companies and state-owned enterprises (SOEs). The annual
reports and financial reports from listed companies were mostly sourced from the Indonesian
Stock Exchange (IDX). For certain companies, data was collected from company websites
because it was not available from the IDX. Annual reports and financial reports of SOEs were
collected from the websites of the Ministry of State-owned Enterprises (MSoE), which
provides this information for most of the SOEs in Indonesia. However, information for some
SOEs could not be found on that website, so the data was gathered from the companies‘ own
websites.
Several steps were taken to identify the types of information that would be collected and the
method that would be used to confirm the validity and reliability of the data. Firstly, all the
reports and information collected were for the period 2004–2013, in order to use PROPER
2004 as a benchmark. In 2004, PROPER was re-engaged, after having been suspended in
1997. At that time, Nabiel Makarim, the Minister of the Environment, relaunched PROPER,
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and 194 companies participated. Secondly, data was collected from non-companies or thirdparty providers such as IDX and MSoE, which are reputable and independent organisations,
so their information is reliable. Hence, annual reports and financial reports for some
companies were not available from their websites. In these cases, reports were gathered from
company websites. In order to maintain the reliability and validity of these reports, the
information had to have been audited by external auditors.
As mentioned earlier, multiple regression analysis was the method selected to answer the
research questions, as information and data were collected from documents that were
produced by organisations. Collecting data from secondary data sources has advantages and
disadvantages. An advantage of using secondary data is that it saves time and money
(Blumberg et al., 2005). Identifying and reorganising potential sources is time-consuming.
The reports that were required were aggregated from several resources, and coded for easier
analysis. According to Blumberg et al. (2005), another advantage of secondary data is that it
is often of fairly high quality because the data has been published by well-respected
institutions. In this study, the reports were collected from IDX, MSoE, MoEF and company
websites, and all the organisations were well-respected institutions. A disadvantage of
secondary data is that it is not collected with a specific research problem in mind. It might not
fit all the requirements of the study. In order to reduce the disadvantages of this type of data,
several steps were undertaken, such as defining the length of reports that were needed (2004–
2013) and the reliability of the data. The reliability was measured by the existence of external
auditor reports on the financial reports and annual reports, and by the fact that it was mainly
published by other parties rather than the selected companies.

6.3.3 Population and Sample
The population of this study was all 194 companies that were evaluated under PROPER
between 2004 and 2013 (see Table 2.2). This table has been mentioned before on Chapter 2.
These companies were listed companies, SOEs, MNCs, joint venture companies and nonlisted private companies. From the population, samples were selected based on several
requirements.
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Table 2.2: PROPER Participants
Total

2004 2005 2007 2009
194 360 432 576

2010 2011 2012 2013
690 884 1310 1792

Source: PROPER (2015)
Several requirements were set up to select appropriate samples.
1. The companies were evaluated under PROPER between 2004 and 2013.
2. The companies had annual reports/financial reports from 2004–2013.
3. The reports contained no bias and had been audited by external auditors.
In 2004 only 194 companies was evaluated by PROPER. This number increases significantly
every year and reached to 1792 companies in 2013. From the population, two of those had
been liquidated, and so they were excluded from the sample. Based on the data provided by
192 companies, only half of the companies in the population had provided financial
information from 2004 to 2013 consecutively. During 2004–2013, PROPER was conducted
annually, except in 2006 and 2008, due to political issues in Indonesia. Therefore, data from
only eight years was considered in the panel sample. Non-listed private companies tended to
not provide information to the public, so this was excluded from the study. Moreover, MNCs
and joint venture companies tended to provide consolidated annual reports for the main
companies. Including that information could introduce bias, because their annual
report/financial reports reflected the economic performance of the whole company, which
may not have been operating only in Indonesia. Therefore, MNCs and joint venture
companies were excluded from the study. From 192 companies, the study considered the
listed companies and non-listed SOEs that were evaluated under PROPER from 2004 to 2013
and that published their annual reports through the IDX, MoSOE‘s website or their own
website. Finally, only 55 listed companies and 22 non-listed SOEs satisfied the criteria of the
study and were selected for analysis. The sample selection process is explained on the table
below.
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Table 6.3: The Sample Selection Process
Population of companies evaluated under PROPER in 2004
Number of companies excluded for not having published 67
financial reports
Number of MNCs and joint venture companies excluded to 48
avoid biases
Number of companies liquidated
2
Total number of companies excluded
Number of companies finally selected

194

117
77
(55 listed companies &
22 SOEs)

In this study, data was collected from 55 listed companies and 22 SOEs. Data was collected
from the period 2004–2013, except for 2006 and 2008; therefore, the data collected was panel
data. Panel data combines cross-sectional and time-series datasets for the same individuals,
companies and cities across a period of time (Wooldridge, 2013). Since data was not
available for 2006 and 2008, an eight-year dataset for 55 listed companies and 22 SOEs was
used. The study included 440 listed company observations and 176 SOE observations.
Balanced panel data was analysed to test the hypotheses and answer the research questions,
using the statistical software tool EViews 9.
6.3.4 Techniques and Models
Several analytical techniques were used in this study, such as T-test, analysis of variance
(ANOVA), percentage analysis, multiple regression models and ordered response models.

6.3.4.1 Independent Sample T-test
The independent sample T-test compares two means based on the two independent samples
(Griffiths, Hill, & Lim, 2008). Based on this method, the difference in performance of
companies before and after the enactment of regulations was tested by the mean and variance
of the sample. Using 2007 as a benchmark, the year of compliance was classified using a
dummy variable. The benchmark of 2007 was chosen because that was the year that the
environmental regulations Article 74 of Corporate Law No. 40/2007 and Article 15 of
Investment Law No. 25/2007 were implemented. ESP before and after the enactment were
compared to identify significant differences. Before enactment (2004–2007) were classified
as 0, and after enactment was classified as 1. Then, the PROPER colour compliance was
examined, as shown in Table 2.1.
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6.3.4.2 Analysis of Variance (ANOVA)
ANOVA is a statistical method used to detect if there is a difference between the means of
research populations (Griffiths et al., 2008). An ANOVA test is applicable for comparison of
the means of two or more groups. In this study, the ESP and FP of five colour rankings were
tested to determine whether their performance after enactment of environmental regulations
differed from their performance before the enactment. This test identified whether the
performance of a significant number of companies changed after the implementation of
regulations.

6.3.4.3 Univariate Analysis
Univariate analysis refers to the analysis of one variable at a time (Bryman & Bell, 2011).
From this perspective, the difference in performance was analysed based on the percentage of
the total companies from each colour ranking every year, and then presented in frequency
tables and diagrams. Frequency tables and diagrams in univariate analysis match the number
of people and percentages to each category of variable (Bryman & Bell, 2011). Then, the
percentage of total companies, indicated by each colour, that could be seen in each company
before the implementation of regulations was compared to its percentage after the
implementation of the regulations, using 2007 as a benchmark. The same sample was used
for each year, in order to maintain the accuracy of the study and to identify whether the
companies‘ ESP had improved due to the enactment of the regulations.
The independent sample T-test, ANOVA and univariate analysis were employed to test the
following hypotheses:
H0a = There is no significant difference in ESP before and after the enactment of
environmental regulations.
H1a = There is a significant difference in ESP before and after the enactment of
environmental regulations.

6.3.4.4 Multiple Regression Models using Dummy Variables
Panel data was analysed using an ordinary least squares (OLS) regression model in EViews 9
software. OLS is the main method used to analyse data in many studies, and it is the basis of
many other techniques. This model allows the use of dummy variables, or binary variables, to
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capture grouped explanatory variables using a coding approach method (Craven & Islam,
2011).
In order to identify the association between ESP and FP, a multiple regression model using a
dummy variable was applied. The measurements of FP were ROA, ROE and Tobin‘s Q. The
control variables were DTE, TA, net profit margin and current ratio. Since continuous data
was used to measure FP, there was no specific technique to be implemented. However,
environmental performance used qualitative data, so a specific technique was required for its
evaluation. Based on the PROPER rankings, selected companies were classified into their
qualitative colour-coded ESP rankings from 1 to 5, as shown in Table 6.1. However, the
number rankings shown in Table 5.1 were not useful for the analysis of the qualitative data in
this study because they did not represent the real meaning of the index (Skrivanek, 2009).
Therefore, that qualitative information was instead captured by defining the variables as
either binary or dummy. A dummy variable is relevant if the researcher incorporates
qualitative explanatory variables into multiple regression models (Wooldridge, 2013).
In order to define a dummy variable, the PROPER index was used to assign categories the
value of either 1 or 0. The classification of dummy variables was based on companies‘
compliance with environmental regulations as determined by PROPER. According to the
PROPER regulations, the compliance level was set at the Blue colour ranking. A Blue
ranking awarded to a company indicated that the company satisfied all the environment and
social standards identified in PROPER. If a company‘s performance went beyond the
regulations, it was awarded a Gold or Green colour ranking, whereas the companies that were
not compliant received a Red or Black ranking, and they were required to meet the
requirements or pay a fine. Eleven types of dummy variables were created, as listed in Table
6.4. The d1-NonComply represented groups that were non-compliant; their PROPER ranking
was Black or Red, and they were assigned a value of 1. The d2-Comply represented
companies with a blue ranking, which were compliant; these groups were assigned a value of
1. The d3-Beyond represented companies with a Green or Gold ranking; these were assigned
a value of 1. The remainder of each category were given a value of 0.
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Table 6.4: Dummy Variables for PROPER
d1-NonComply
d2-Comply
d3-Beyond
dafter
dafter * d1-NonComply
dafter * d2-Comply
dafter * d3-Beyond
dListed
dListed * d1-NonComply
dListed * d2-Comply
dListed * d3-Beyond

1 if the companies received a black or red ranking
0 if the companies received a ranking other than black or red
1 if the companies received a blue ranking
0 if the companies received a ranking other than blue
1 if the companies received a green or gold ranking
0 if the companies received a ranking other than green or
gold
1 if the companies‘ performance was in or after 2007
0 if the companies‘ performance was before 2007
The interaction of the companies that did not comply to the
regulations with the benchmark of the regulations
The interaction of the companies that comply to the
regulations with the benchmark of the regulations
The interaction of the companies that performed beyond the
regulations with the benchmark of the regulations
1 if the companies were classified as listed companies
0 if the companies were classified as non-listed companies
The interaction between the companies that did not comply
to the regulations with the types of companies
The interaction between the companies that comply to the
regulations with the types of companies
The interaction between the companies that performed
beyond the regulations with the types of companies

In order to answer research question whether the influence of ESP to FP has changed after the
enactment of regulations, additional dummy variables were created. The additional dummy
variables were dafter, and the interaction between dafter and d1-NonComply, d2-Comply, d3Beyond. The regulations were enacted in 2007 and that year becomes the benchmark of
timeframe. The dafter were dummy variable that represents whether the data was in or after the
year of the implementation of regulation or before the enactment. The performances of
companies before the enactment of regulations that were in 2004 to 2006 were assigned a
value of 0, while the performances of companies in or after the enactment of regulations that
were in 2007 to 2013 were assigned a value of 1. In order to find the changes of ESP after the
enactment of regulations, dafter has been interacted with the dummies of ESP. The interactions
were explained in the table 6.4 above.
In order to compare between listed companies and SOEs in the relationship between ESP and
FP in Indonesia, additional dummy variables were created. The additional variables were
dListed and the interaction between dListed and d1-NonComply, d2-Comply, d3-Beyond. The
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companies that were considered as listed companies were assigned a value of 1 and the
companies that were considered as non-listed companies were assigned as a value of 0 (See
table 6.4). Then, in order to compare the performance of listed companies and SOEs, the
interaction between dListed and the dummies of ESP were administrated, and the interaction
between dListed and d1-NonComply was selected as a benchmark to avoid perfect collinearity.
So, the interaction between dListed and d1-NonComply was not included in the model.
Multiple regression methods were applied to answer the second research question, which
asked whether there is an association between ESP and FP. Analysis was conducted for listed
companies and SOEs as well as the consolidated companies or the combination between
listed companies and SOEs. The hypotheses that were tested were
H0b. The ESP of Indonesian companies does not influence their FP.
H1b. The ESP of Indonesian companies influences their FP.
The models used to test the hypotheses were:
ROAit =

α0 + β1d2-Complyit + β2d3-Beyondit + β3Leverageit + β4Sizeit +
(6.1)
β5Marginit + β6CRit + ε

ROEit =

α0 + β1d2-Complyit + β2d3-Beyondit + β3Leverageit + β4Sizeit +
(6.2)
β5Marginit + β6CRit + ε

Tobin’s Qit =

α0 + β1d2-Complyit + β2d3-Beyondit + β3Leverageit + β4Sizeit +
(6.3)
β5Marginit + β6CRit + ε

Notes:
ROAit

= return on assets for company i in year t represented by net income (NI)
divided by total Assets (TA)
ROEit
= return on equity for company i in year t represented by net income (NI)
divided by total equity (TE)
Tobin‘s Q it = Tobin‘s Q for company i in year t
d3-Beyondit , d2-Comply it
= dummy variable representing compliance level of ESP from company i in
year t
Leverageit
= leverage for company i in year t represented by debt to equity (DTE)
Sizeit
= log total asset representing size for company i in year t
Marginit
= gross profit margin for company i in year t represented by gross profit (GP)
divided by net sales (NS)
CRit
= current ratio for company i in year t represented by current assets (CA)
divided by current liabilities (CL)
α
= constant (the intercept or point where the line cuts the Y axis when X = 0)
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β

= regression coefficient (the slope or the change in Y for any corresponding
change in one unit of X)
= error
= representing companies
= time / year

ε
i
t

Furthermore, in order to analyse whether the impact of ESP to the companies‘ FP has
changed after the enactment of the regulations, additional dummy variables were created. The
additional dummy variables were dafter, and the interaction between dafter and d1-NonComply,
d2-Comply, d3-Beyond. The hypothesis that were tested were:
H0c. The influence of FP on ESP has not changed after the enactment of regulations.
H1c. The influence of FP on ESP has changed after the enactment of regulations.
The models were created to test the hypotheses above as followed.

ROAit

= α0 + β1d2-Complyit + β2d3-Beyondit + β3dafter it + β4 dafter it * d2Comply it + β5 dafterit * d3-Beyond it + β6Leverageit + β7Sizeit +
(6.4)
β8Marginit + β9CRit + ε

ROEit

= α0 + β1d2-Complyit + β2d3-Beyondit + β3 dafter + β4 dafter it * d2Complyit + β5 dafterit * d3-Beyondit + β6Leverageit + β7Sizeit +
(6.5)
β8Marginit + β9CRit + ε

Tobin’s Qit

= α0 + β1d2-Complyit + β2d3-Beyondit + β3 dafter it + β4 dafter it * d2Complyit + β5 dafter it * d3-Beyondit + β6Leverageit + β7Sizeit +
(6.6)
β8Marginit + β9CRit + ε

Notes:
ROAit

= return on assets for company i in year t represented by net income (NI)
divided by total Assets (TA)
ROEit
= return on equity for company i in year t represented by net income (NI)
divided by total equity (TE)
Tobin‘s Q it = Tobin‘s Q for company i in year t
d3-Beyondit , d2-Compliance it
= dummy variable representing compliance level of ESP from company i in
year t
dafterit
= dummy variable representing the year of company‘s performance from
company i in the year t
Leverageit
= leverage for company i in year t represented by debt to equity (DTE)
Sizeit
= log total asset representing size for company i in year t
Marginit
= gross profit margin for company i in year t represented by gross profit (GP)
divided by net sales (NS)
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CRit
α
β
ε
i
t

= current ratio for company i in year t represented by current assets (CA)
divided by current liabilities (CL)
= constant (the intercept or point where the line cuts the Y axis when X = 0)
= regression coefficient (the slope or the change in Y for any corresponding
change in one unit of X)
= error
= representing companies
= time / year

The analysis was conducted for listed companies, SOEs and combination between listed
companies and SOEs.

A. Listed Companies
In order to analyse the influence of the independent variables – that is, ESP, size, leverage,
margin and CR – on the dependent variable FP, OLS regression was conducted. As
mentioned earlier, FP was measured by ROA and ROE, which represented accounting-based
performance, and Tobin‘s Q, which represented market-based performance. ESP was
represented by dummy variables, as listed in Table 6.4 above. The d1-NonComply group was
selected as a benchmark, so this dummy variable was not included in the regression model, in
order to avoid perfect collinearity. The selection of this dummy variable as a benchmark was
based on the assumption that d1-NonComply had the lowest level of performance, so the
other dummy variables were compared with that group.

B. State-owned Enterprises (SOEs)
Similar to the listed companies, the hypotheses tested were same with the listed companies
above and ESP was represented by dummy variables, where d1-NonComply represented
companies with Red and Black rankings, d2-Comply represented companies with Blue
rankings, and d3-Beyond represented companies with Green and Gold rankings. The noncompliance ranking was selected and not included in the regression model. The FP of SOEs‘
was measured by ROA and ROE. However, since SOEs in the study were not listed
companies, Tobin‘s Q was not applicable. Therefore, the models that were administrated for
SOEs were formula 6.4 and 6.5 only.
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C. The Consolidated Company
The consolidated company means the combination of listed companies and SOEs. It created
to find out the relationship between of ESP and the FP to global companies in Indonesia
without considering the types of companies. Then, it will describe the impact of ESP to the
FP in general economics. The models that are implemented are same to the listed companies
and SOEs above (see formula 6.4 and formula 6.5 above), however, since the combination
was including SOEs that are not listed companies and has no market value based on the
shares in the market, the models that are implemented were similar to the model of SOEs.
Furthermore, multiple regression models using dummy variables were applied to compare the
performance of listed companies and SOEs in Indonesia in terms of whether ESP influences
FP. This model is employed to determine how ESP affects FP in both types of companies.
The hypotheses tested are listed below:
H0e. There is no significant difference between the effect of ESP on FP in listed companies
and the effect of ESP on FP in SOEs in Indonesia.
H1e. There is a significant difference between the effect of ESP on FP in listed companies and
the effect of ESP on FP in SOEs in Indonesia.
As mentioned before, additional dummy variables (dListed) were created to differentiate
between the companies‘ ownership. The dListed was equal to 1 for listed companies and 0
otherwise. The models for testing the hypotheses were:
ROAit =
ROEit =

α0 + β1dlistedit + β2d2-Complyit + β3dlisted*d2-Complyit + β4d3-Beyondit
+ β5dlisted.d3-Beyondit + β6Leverageit + β7Sizeit + β8CRit + β9Marginit
(6.7)
+ε
α0 + β1dlistedit + β2d2-Complyit + β3dlisted*d2-Complyit + β4d3-Beyondit
+ β5dlisted.d3-Beyondit + β6Leverageit + β7Sizeit + β8CRit + β9Marginit
(6.8)
+ε

Notes:
ROAit

= return on assets for company i in year t represented by net income (NI)
divided by total assets (TA)
ROEit
= return on equity for company i in year t represented by net income (NI)
divided by total equity (TE)
dlistedit, d2-Complyit, d3-Beyondit,
= dummy variables representing the compliance level of ESP from listed
companies and SOEs i in year t
Leverageit
= leverage for company i in year t represented by debt to equity (DTE)
Sizeit
= log total asset representing size for company i in year t
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Marginit
CRit
ESP
α0
α1
β
ε
i
t

= gross profit margin for company i in year t represented by gross profit (GP)
divided by net sales (NS)
= current ratio for company i in year t represented by current assets (CA)
divided by current liabilities (CL)
= companies‘ environment and social performance
= constant (the intercept or point where the line cuts the Y axis when X = 0)
for SOEs
= constant (the intercept or point where the line cuts the Y axis when X = 0)
for listed companies
= regression coefficient (the slope or the change in Y for any corresponding
change in one unit of X)
= error
= representing companies
= time / year

6.3.4.5 Ordered Response Model
In this study, the variable ESP was treated as a dependent variable. According to PROPER,
the companies were classified into five colours according to performance, as described
earlier. Five categories were created, and an ordered response model was applied, where the
model for the value is attached to different ordered outcomes that are no longer arbitrary,
such as credit rating (Wooldridge, 2010). Ordered response is suitable if the outcomes are
based on ranking or value. The variables in this study are PROPER ranking, ROA, ROE and
Tobin‘s Q. The variable that based on ranking is PROPER ranking, while ROA, ROE and
Tobin‘s Q are continuous number. Therefore, ordered response model is suitable when
PROPER ranking is the dependent variable and financial performance is the independent
variable. The possibilities rank was:

y=
{
The PROPER ranking is assigned as followed, black ranking is scored 1 as the lowest
ranking, red ranking is scored 2, blue ranking is scored 3, green ranking is scored 4 and gold
ranking is scored 5 as the highest ranking (see Table 6.1).
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In order to capture the influence of a company‘s FP on its ESP, the following hypotheses
were tested:
H0d. The FP of Indonesian companies does not influence their ESP.
H1d. The FP of Indonesian companies influences their ESP.
The models that were created to accept or reject the hypotheses and answer the research
question were written as followed.

ESP =

α0 + β1ROAit+ β2Leverageit + β3Sizeit + β4 Marginit + β5CRit + ε

(6.9)

ESP =

α0 + β1ROEit+ β2Leverageit + β3Sizeit + β4 Marginit + β5CRit + ε

(6.10)

ESP =

α0 + β1Tobin’s Qit+ β2Leverageit + β3Sizeit + β4 Marginit + α5CRit + ε

(6.11)

Notes:
ESP
ROAit
ROEit
Tobin‘s Q it
Leverageit
Sizeit
Marginit
CRit
α
β
ε
i
t

= companies‘ environment and social performance
= return on assets for company i in year t represented by net income
(NI) divided by total assets (TA)
= return on equity for company i in year t represented by net income
(NI) divided by total equity (TE)
= Tobin‘s Q for company i in year t represented by total market value
(TMV) divided by total assets (TA)
= leverage for company i in year t represented by debt to equity (DTE)
= log total asset representing size for company i in year t
= gross profit margin for company i in year t represented by gross
profit (GP) divided by net sales (NS)
= current ratio for company i in year t represented by current assets
(CA) divided by current liabilities (CL)
= constant (the intercept or point where the line cuts the Y axis when X
= 0)
= regression coefficient (the slope or the change in Y for any
corresponding change in one unit of X)
= error
= representing companies
= time / year

The analysis of the relationship between the two variables was conducted for the listed
companies, SOEs and consolidated companies.
A. Listed Companies
The models above represent the link between FP and ESP in the context of Indonesian listed
companies. ROA, ROE and Tobin‘s Q were financial measurements. Size, leverage, cost
(margin) and current ratio were the control variables. As mentioned earlier, FP was measured
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by ROA and ROE, which represented accounting-based performance, and Tobin‘s Q, which
represented market-based performance. ESP was represented by ranking from PROPER
program.
B. State-owned Companies (SOEs)
In order to evaluate the impact of FP on the companies‘ ESP for listed companies, the
measurements were same to the listed companies that has been elaborated above. However,
since the SOEs in this study were not considered as a listed company and has no market value
based on the share market calculation, Tobin‘s Q was not applicable. Therefore, the FP
measurements were only ROA and ROE; then, the models that were implemented were
formula 6.9 and formula 6.10.
C. The Consolidated Companies
The consolidated companies were combination between listed companies and SOEs. It
created to find out the relationship between of ESP and the FP to global companies in
Indonesia without considering the types of companies. Then, it will describe the impact of FP
to the ESP in general economics. The models that are implemented are same to the listed
companies and SOEs above (see formula 6.8 and formula 6.9 above), however, since the
combination was including SOEs that are not listed companies and has no market value based
on the shares in the market, the models that are implemented were similar to the model of
SOEs.
In addition, an ordered response model was implemented to compare the ESP and FP of
Indonesian SOEs with the ESP and FP of Indonesian listed companies. The hypotheses tested
were:
H0f. There is no significant difference between the effect of FP on ESP in listed companies
and the effect of FP on ESP in SOEs in Indonesia.
H1f. There is a significant difference between the effect of FP on ESP in listed companies and
the effect of FP on ESP in SOEs in Indonesia.
An additional dummy variable was created to measure the difference in performance of listed
companies and SOEs. The dummy variable for listed companies was given the value of 1,
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and the dummy variable for SOEs was given the value of 0. The models used to test the
hypotheses were:
ESP
=

α0 + β1ROAit+ β2Leverageit + β3Sizeit + β4 Marginit + β5CRit +
(6.12)

β6DListedit +ε
ESP

=

α0 + β1ROEit+ β2Leverageit + β3Sizeit + β4 Marginit + β5CRit +
β6DListedit +ε
(6.13)

Notes:
ESP
ROAit
ROEit
Leverageit
Sizeit
Marginit
CRit
DListedit
α
β
ε
i
t

= companies‘ environment and social performance
= return on assets for company i in year t represented by net income
(NI) divided by total assets (TA)
= return on equity for company i in year t represented by net income
(NI) divided by total equity (TE)
= leverage for company i in year t represented by debt to equity (DTE)
= log total asset representing size for company i in year t
= gross profit margin for company i in year t represented by gross
profit (GP) divided by net sales (NS)
= current ratio for company i in year t represented by current assets
(CA) divided by current liabilities (CL)
= dummy variable for companies‘ ownership for company i in year t
= constant (the intercept or point where the line cuts the Y axis when X
= 0)
= regression coefficient (the slope or the change in Y for any
corresponding change in one unit of X)
= error
= representing companies
= time / year

Those models were estimated using EViews 9 software.

6.4 Chapter Summary
This chapter discussed the research methodology, research methods, measurements, data and
models used to test the hypotheses. This study applied the positive paradigm and selected a
quantitative research approach. ESP was measured using PROPER‘s ranking system, which
was set up by the Indonesian MoEF. FP was measured using ROA, ROE and Tobin‘s Q.
Company size; leverage, profit margin and current ratio were used as control variables. Twoway causal relationships between the interested variables were also considered.
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Chapter 7 : Data Analysis and Results
7.1 Introduction
This chapter discusses the findings of the statistical analysis of all research questions that are
the effect of environmental regulations in Indonesia on companies‘ environmental and social
performance (ESP) and financial performance (FP), as well as the relationship between ESP
and FP. A comparison analysis of the influence of ESP on FP, and vice versa, is made
between listed companies and state-owned enterprises (SOEs) in Indonesia. Before the
analysis is conducted, data assessment is tested whether all data in this study is valid to
answer all research questions. The data assessment includes descriptive statistics; outliers test
using winsorise method, heteroscedasticity test using the white hetesrocedasticity method,
multicollinearity and variance inflation factor (VIF) test and autocorrelation test using the
Durbin-Watson method.
Several research methods are implemented to answer every research questions. In order to
analyse whether the enactment of environmental regulations in Indonesia influences the
companies‘ environmental and social performance (ESP), the independent T-tests, analysis of
variance (ANOVA) tests, univariate analysis are implemented. In order to discuss whether
the companies‘ ESP impacts on the companies‘ financial performance (FP), the multiple
regression method with dummy variables is administrated. In order to examine whether the
companies‘ FP impacts on the quality of companies‘ ESP, ordered response models is
conducted. In order to investigate whether the companies‘ ownership influences the
performance in ESP and FP relationship between listed companies and SOEs, both the
multiple regression model using dummy variables and the ordered response model are
administrated.

7.2 Descriptive Statistics
In order to analyse the data, descriptive statistics were used to summarise all the data
collected, to present the data in a meaningful way, and to simplify its interpretation. Table 7.1
below explains the statistical description of all the variables; a discussion of each variable
follows.
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0.25
0
1
0
0.43
1.14
2.3
440
0.53
1
1
0
0.5
-0.11
1.01
176

0.56
1
1
0
0.5
-0.23
1.05
440
0.19
0
1
0
0.4
1.55
3.42
176

0.19
0
1
0
0.39
1.57
3.47
440

d 3Beyond

0.62
1
1
0
0.48
-0.51
1.26
616

0.62
1
1
0
0.48
-0.51
1.26
616

dafter

Table 7.1: Descriptive Statistics

Mean
Median
Maximum
Minimum
Std. Dev.
Skewness
Kurtosis
Obs
0.28
0
1
0
0.45
0.99
1.98
176

d 1d 2NonComply Comply

Mean
Median
Maximum
Minimum
Std. Dev.
Skewness
Kurtosis
Obs

ROA

ROE

Tobin’s Q

Listed Companies
6.98
5.94
1.96
4.93
11.45
1.25
66.96 324.63
20.25
-29.76 -1557.9
0.31
12.39
99.27
2.39
1.45
-10.55
4.37
7.84
153.52
25.53
440
440
440
State-Owned Enterprises
6.78
15.54
5.93
14.97
28.89 105.48
-8.38 -74.38
6.65
18.47
1.08
0.48
4.37
10.45
176
176

4.48
1.26
208.68
-0.16
21.62
8.61
77.84
176

1.25
0.95
52.42
-86.71
7.59
-2.96
55.53
440

DTE

39180575
2447092
5.96E+08
1053
1.05E+08
3.45
14.6
176

9079170
2834851
2.14E+08
56736
20039410
5.86
47.92
440

TA

14.78
14.71
20.21
6.96
2.88
-0.76
4.04
176

14.9
14.86
19.18
10.95
1.52
0.04
2.69
440

LogTA

2.29
1.81
11.09
0.52
1.52
2.59
11.02
176

4.01
1.91
279.74
0.46
18.67
13.35
188.22
440

CURRENT
RATIO

8.26
6.03
39.82
-11.76
8.68
1.01
4.34
176

4.95
6.54
89.77
-183.22
23.92
-3.88
28.77
440

MARGIN
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0.55
1
1
0
0.5
-1.19
1.04
616

d 1d 2NonComply Comply
0.25
0
1
0
0.44
1.95
2.2
616

dafter

Consolidated companies
6.92
8.68
5.39
12.91
66.96 324.63
-29.76 -1557.9
11.06
84.56
1.54
-12.27
9.02
209.61
616
616

ROA

Tobin’s Q

d 3Beyond
0.62
1
1
0
0.48
-0.51
1.26
616

ROE

0.19
0
1
0
0.39
1.58
3.45
616

Table 7.1: Descriptive Statistics (Continue)

Mean
Median
Maximum
Minimum
Std. Dev.
Skewness
Kurtosis
Obs

2.17
1.06
208.68
-86.71
13.27
10.51
167.02
616

DTE

17679571
2741900
5.96E+08
1052.9
60175963
6.3
47.14
616

TA

14.87
14.82
20.2
6.96
2
-0.69
5.67
616

LogTA

3.51
1.87
279.74
0.46
15.81
15.76
262.8
616

CURRENT
RATIO

5.9
6.36
89.7
-183.22
20.78
-4.31
36.81
616

MARGIN
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According to the descriptive statistics in Table 7.1, the mean values of dummy variables for
listed companies were 0.25, 0.55 and 0.19 for d1-NonComply, d2-Comply and d3-Beyond
respectively. For SOEs, the mean values were 0.27, 0.52, and 0.19 for d1-noncomply, d2comply and d3-beyond respectively. The dummy variables were measured by number 1 (one)
and 0 (zero), therefore, three of dummy variables have same maximum and minimum
numbers, that are 1 (one) and 0 (zero) respectively. The standard deviation for listed
companies were 0.43, 0.5, 0.39 for d1-NonComply, d2-Comply and d3-Beyond respectively,
whereas standard deviation for SOEs were 0.45, 0.5 and 0.4 respectively. The standard
deviation of ROA, ROE, Tobin‘s Q for listed companies were 12.39, 99.27, 2.37
respectively, whereas the standard deviation of ROA and ROE for SOEs were 6.65 and 18.47
respectively. The skewness of dummy variables for listed companies was 1.14, -0.23, and
1.57 for d1-NonComply, d2-Comply and d3-Beyond respectively, whereas the skewness of
dummy variables for SOEs was 0.99, -0.11 and 1.55 for d1-NonComply, d2-Comply and d3Beyond respectively. The total observations were 616 observations that 440 observations out
of 616 were from listed companies and the rest of them were SOEs.
Return on assets (ROA) is a financial ratio based on a company‘s net income divided by its
total assets (Potter et al., 2009). It reflects a company‘s ability to earn profits using its assets.
The mean value of ROA in the sampled companies in 2004–2013 was 6.9% for listed
companies and 6.77% for SOEs. These numbers indicated that, on average, the listed
companies and SOEs tended to earn around 6.8% profit from their assets. For listed
companies, the lowest ROA was –29.76% and the maximum was 66.98%; for SOEs, the
minimum ROA was –8.38% and the maximum was 28.89%.
ROE is an FP ratio based on a company‘s net income divided by its total market value of
equity (Potter et al., 2009). It reflects a company‘s ability to earn profit using its equity. The
mean value of the sample companies‘ ROE in 2004–2013 was 5.94% and 15.54% for listed
companies and SOEs respectively. These numbers indicate that, on average, listed companies
had an ability to earn 5.94% employing their equity value, while SOEs were able to earn
15.54%. The minimum value of listed companies was –1557.9%, whereas the maximum
value was 324.53%. On the other hand, SOEs had minimum and maximum values of –
74.38% and 105.48% respectively.
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Tobin‘s Q is a market-based FP measurement. A Tobin‘s Q ratio of more than 1 indicates that
the company has a positive chance of growing in the future. As can be seen on Table 7.1, the
average Tobin‘s Q ratio for listed companies was 1.9%, which was an indicator that the
market was overvaluing the companies‘ assets – that is, the companies‘ value was worth
more than the cost of their assets. Since Tobin‘s Q ratio was calculated based on the
company‘s share price in the market, only listed companies can be measured by this ratio of
FP, whereas this ratio was not applicable to SOEs.
One measurement of leverage is the debt to equity (DTE) ratio, which describes the
proportion of debt in the way the company is financed. The greater the DTE that company
have, the greater the company‘s financial risk that company will face. A DTE of 1 or more
indicates that the company indicates is likely to be unable to pay its debt using its equity.
Based on the descriptive statistics in Table 7.1 above, listed companies had an average DTE
of 1.24, with a minimum value of –86.71 and a maximum value of 52.42. This indicates that
listed companies in Indonesia, on average, had a low capability of paying their debt using
their capital. SOEs had an average DTE of 4.47, which was higher than that of the listed
companies. That number indicates that both types of companies had higher financial risk and,
potentially, would not be able to pay their debts after liquidating all of their equity. In this
study, DTE is written as company‘s leverage.
Log total asset (LogTA) represents company size. According to Table 7.1, the standard
deviation of total assets was too high; therefore, it was normalised by taking the log value of
the total asset (Baltagi 2001). After taking the log, the mean value of listed companies was
14.7. Compared to the listed companies, the mean value of SOEs was 14.78. The standard
deviation of listed companies and SOEs was 1.52 and 2.88 respectively. In this study, LogTA
is described as company‘s size and hereafter written as size.
Gross profit margin ratio expresses the gross profit of the companies as a percentage of sales.
This is a ratio used to measure management‘s ability to control the various expenses involved
in generating sales (Petty et al., 2012). This margin reflects a firm‘s ability to minimise the
cost of goods sold in relation to sales. On average, listed companies in Indonesia earned
4.95% profit from their sales, with a standard deviation of 23.92; SOEs earned profit of
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8.26% from their sales, with a standard deviation of 8.67. In this study, gross profit margin is
written as margin.
Current ratio measures a company‘s liquidity in term of its capacity to pay its short-term debt
from its resources (Potter et al., 2009). This ratio can be calculated using current assets
divided by current liabilities. On average, Indonesian listed companies had an ability to pay
4% of their short-term debt from their current assets, and the standard deviation was 18.67;
SOEs‘ liquidity was lower than that of listed companies in general, with a liquidity ratio of
2.29% and a standard deviation of 1.52.

7.3 Panel Data Analysis
In this study, panel data was collected for 55 listed companies and 22 SOEs for the periods
2004–2013 or 77 consolidated companies. Panel data combines cross-sectional and timeseries datasets for the same individual, company or city across time (Wooldridge, 2013). A
panel of data on FP and ESP was collected for this study. There were 440 observations made
for listed companies and 176 for SOEs. There was no missing data in the set, since only
companies that had eight years of data were selected. PROPER was not conducted in 2006
and 2008 due to political issues in Indonesia; therefore, there was no data for those two years.
A balance of panel data was analysed to test the hypotheses and to answer the research
questions.
Panel data was analysed using an ordinary least squares (OLS) regression model on EViews 9
software. OLS is a generalised linear modelling technique that may be used to model a single
response variable which has been recorded on an interval scale. It is identified as the most
restrictive linear panel model, in that it specifies constant coefficients. The technique may be
applied to single or multiple explanatory variables, as well as categorical explanatory
variables that have been appropriately coded (Craven & Islam 2011). Pooled OLS can be
used if the regressors are uncorrelated with an error term. An error term is likely to be
correlated over time for given individuals; however, in this case the usual standard error
should not be used, as it can show downward bias (Cameron & Trivedi 2013).
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7.4 Data Assessments
Before regression analysis, several data assessments were administered, such as finding
outliers, testing heteroscedasticity, and identifying multicollinearity problems.
7.4.1 Outliers
Outliers are observations with a unique combination of characteristics identifiable as
distinctly different from other observations from the dataset (Wooldridge, 2013). Outliers are
the particular characteristics of a population that could not be found in the normal analysis,
and they can distort the statistical results. OLS estimators are sensitive to the presence of
observations that lie outside the norm for the regression model of interest that potentially
produces inaccuracy estimation (Global, 2013). In order to deal with the outliers and reduce
inaccuracies in the estimates, the winsorise method was implemented. The winsorise method
converts the value of data points that are extreme outliers to the value of the highest data
point not considered to be an outlier, to protect against some of the harmful effects of outliers
(Reifman & Kayton, 2010). In this study, outliers identified from the data were winsorised
using EViews 9.
7.4.2 Heteroscedasticity Tests
Heteroscedasticity refers to the assumption that dependent variables exhibit unequal levels of
variance across a range of predictor variables. A heteroscedasticity test is conducted to
investigate whether the error variance for an equation is likely to vary over observations
(Griffiths et al., 2008). In order to identify whether variables are homoscedastic, the White
test was performed. The White test adds the squares and cross-products of all the independent
variables in an equation (Wooldridge, 2013). Under EViews 9, the White heteroscedasticity
test adjusted error was used in every single model to answer the research questions.
7.4.3 Multicollinearity and Variance Inflation Factor (VIF) Tests
Before testing the hypotheses, multicollinearity of the variables and variance inflation factor
(VIF) tests were conducted. The multicollinearity test was administered to find whether
variables in a multiple regression were highly correlated (Wooldridge, 2010). The
multicollinearity test was conducted to measure the correlation of each independent variable
that would potentially increase the standard error. In this study, the multiple regressions were
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run in two different ways, taking FP as both a dependent variable and an independent
variable. If the correlation was >0.8, severe multicollinearity may be present (Gujarati, 2009).
Then, the VIF statistic was applied to test the existence of multicollinearity to support the
multicollinearity test. The VIF test is one method used to control multicollinearity. The
benchmark for the VIF test is 10; that is, when variables have a VIF of more than 10 it is
more likely that multicollinearity exists (Baltagi, 2001). In this study, FP was a dependent
variable, and the dummy variables, representing the PROPER ranking (d2-Comply, d3Beyond and dafter), leverage, size, profit margin and current ratio, were independent variables.
The correlations between independent variables were reported below.
Table 7.2: Multicollinearity Test for Listed Companies
d2-Comply
d3-Beyond
dafter
Leverage
Size
CR
Margin

d2-Comply
1
-0.54
0.03
-0.02
-0.05
0.05
-0.01

d3-Beyond

dafter

Leverage

Size

CR

Margin

1
0.14
-0.02
0.3
-0.03
0.16

1
0.02
0.18
0.06
0.04

1
0.004
-0.02
-0.08

1
-0.11
0.14

1
-0.22

1

Based on the multicollinearity test shown in Table 7.2 above, independent variables from
listed companies had no such multicollinearity problem in any of the correlations, since the
value of the test was less than 0.8. The results of the multicollinearity test for SOEs and for
the consolidated companies were reported in Table 7.3 and Table 7.4 below. According to the
tables, independent variables from SOEs and the consolidated companies had no correlations
greater than 0.8. Hence, multicollinearity was not a problem in this study.

Table 7.3: Multicollinearity Test for SOEs
d2-Comply
d3-Beyond
dafter
Leverage
Size
CR
Margin

d2-Comply
1
-0.52
0.14
0.12
0.05
-0.16
0.08

d3-Beyond

dafter

Leverage

Size

CR

Margin

1
0.23
-0.07
0.33
0.25
0.02

1
-0.14
0.1
9E-02
0.13

1
-0.004
-0.15
-0.14

1
0.16
0.13

1
0.3

1
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Table 7.4: Multicollinearity Test for Consolidated Companies
d2-Comply
d3-Beyond
dafter
Leverage
Size
CR
Margin

d2-Comply d3-Beyond
1
-0.54
1
0.059
0.16
0.05
-0.04
-0.002
0.3
0.04
-0.02
-0.003
0.13

dafter

Leverage

Size

CR

Margin

1
-0.06
0.14
0.05
0.05

1
-0.004
-0.02
-0.06

1
-0.06
0.11

1
-0.22

1

The dummy variable representing PROPER ranking was a dependent variable, and FP,
represented by ROA, ROE, Tobin‘s Q, leverage, size, margin and current ratio, were the
independent variables. Three ordered dependent variable models were estimated for three
categories. Every single FP measurement was tested individually for against PROPER
ranking, whereas all control variables remained the same in all models estimated. Model 1
was for ROA as an independent variable, model 2 was for ROE as an independent variable,
and model 3 was for Tobin‘s Q as an independent variable. Therefore, multicollinearity tests
were applied in three different models. The correlation between independent variables is
illustrated in Tables 7.5 to 7.7 below.
Table 7.5: Multicollinearity Test Model 1

ROA
LEVERAGE
SIZE
CURRENTRATIO
MARGIN

ROA
1
-0.11
0.18
-0.04
0.62

LEVERAGE

SIZE

CURRENTRATIO

MARGIN

1
0.004
-0.02
-0.07

1
-0.11
0.14

1
-0.22

1

Table 7.6: Multicollinearity Test Model 2

ROE
LEVERAGE
SIZE
CURRENTRATIO
MARGIN

ROE
1
0.12
0.09
0.0008
0.10

LEVERAGE

SIZE

CURRENTRATIO

MARGIN

1
0.004
-0.02
-0.07

1
-0.11
0.14

1
-0.22

1
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Table 7.7: Multicollinearity Test Model 3
TOBIN’S Q
LEVERAGE
SIZE
CURRENTRATIO
MARGIN

TOBIN’S Q
1
-0.05
0.05
0.18
0.02

LEVERAGE

SIZE

CURRENTRATIO

MARGIN

1
0.004
-0.02
-0.07

1
-0.11
0.14

1
-0.22

1

The statistical test revealed that all independent variables under each of the three models had
correlation values of less than 0.8. Therefore, there was no problem with multicollinearity.
The VIF test was administrated to support the multicollinearity test. Based on the VIF test for
listed companies and SOEs, presented in Table 7.8, the value of VIF was lower than the
benchmark, which was 10. According to Gujaradi (2003), a multicollinearity problem exists
when the VIF score peaks at 10 or above. The scores for the test in this study are a strong
indicator that the variables were free from any problems with multicollinearity.
Table 7.8: VIF Test
d2-Comply

d3-Beyond

Leverage Size

Margin

CR

VIF Listed

1.47

1.11

1.01

5.66

1.28

1.21

VIF SOEs

1.51

1.19

1.12

4.16

1.16

2.54

VIF Consolidated

1.50

1.17

1.08

5.07

1.25

1.67

7.4.4 Autocorrelation
An autocorrelation test identifies the correlations of error terms with any past values.
Autocorrelation is one of the assumption tests used to identify the correlation of the equation
error (et) with any of its past values (Griffiths et al., 2008). In order to identify the existence
of autocorrelation, an autocorrelation test should be employed to obtain the least squares
residuals et and to check whether the correlation between et and previous error are significant
to 0. The Durbin-Watson (DW) statistics test was used to diagnose autocorrelation. This test
is a first-order serial correlation test used to measure linear association between adjacent
residual from a regression model (Wooldridge, 2013). Wooldridge elaborated that if DW
statistics fall to around 2, it indicates that no autocorrelation exists; if it falls below 2, a
positive serial correlation exists; and if it lies between 2 and 4, a negative serial correlation
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exists. The DW test was conducted in every regression run using EViews 9, testing the
following hypotheses:
H0 = no autocorrelation exists
H1 = autocorrelation exists
In order to detect the autocorrelation, DW statistics were compared with two sets of critical
values, which were labelled du (upper) and dl (lower). There are three types of autocorrelation
testing, for positive autocorrelation, negative autocorrelation and a two-tailed test.
A. Testing for positive autocorrelation
DW < dl = reject H0
DW > du = accept H0
dl <= DW <= du = inconclusive
B. Testing for negative autocorrelation
4 – DW < dl = reject H0
4-DW > du = accept H0
dl < 4-DW<du = inconclusive
C. Two-tailed test
DW < dl or 4 – DW < dl = reject H0
du < DW < 4-du = accept H0
dl <= DW <= du or dl < 4-DW<du
Table 7.9: DW Test
ROA

ROE

Tobin’s Q

Listed Companies

1.93

2.09

1.96

SOEs

1.77

1.91

Consolidated

1.87

1.98

7.5 Influence of Environmental Regulations on Environmental and Social Performance
(ESP)
This section discusses the effect of the implementation of two Indonesian regulations related
to environmental and social issues – Article 74 of Corporation Law No. 40/2007 and Article
15 of Investment Law No. 25/2007 – on ESP for Indonesian companies. The regulations
changed the way businesses were required to conduct their environmental and social actions
– voluntary actions became mandatory requirements for companies operating businesses
related to natural resources. Before these regulations were enacted, several companies
conducted voluntary environmental and social activities; after the implementation of the
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regulations, the numbers of companies that complied with the regulations increased
significantly. However, the question still remained as to whether the enactment of the
regulations influenced the companies to improve their performance on environmental issues.

This section explains the tests that were undertaken in this study to determine whether the
enactment of those regulations improved ESP in Indonesian companies – that is, T-tests,
ANOVA and percentage analyses. The companies‘ ESPs before the regulations were enacted
were compared to their ESPs after the regulations were enacted, to determine whether the
difference was statistically significant. Since the enactment of the regulations occurred in
2007, the mean averages of companies‘ ESP in the period 2004–2005 were compared with
their performance in 2009–2013. Based on the independent sample T-test, ANOVA and
univariate analysis, the null hypothesis and the alternative hypothesis were:
H0 = There is no significant difference in ESP before and after the enactment of regulations.
H1 = There is a significant difference in ESP before and after the enactment of regulations.

7.5.1 Independent Sample T-test
The independent sample T-test compares two means based on two independent samples
(Griffiths et al., 2008). Based on this method, the difference in performance of companies
before and after the enactment of regulations was identified by the mean variance of the
sample population. Data from before enactment (2004–2005) was classified as 0, and data
from after enactment (2009–2013) was classified as 1. Then, each company‘s ESP was
identified using its PROPER ranking. As mentioned earlier, Black, Red, Blue, Green and
Gold rankings were classified as 1, 2, 3, 4 and 5, respectively. Results of the T-test are shown
in Table 7.10 below.

Table 7.10: T-Test
Listed Companies

SOEs

Method

Before

After

Difference

Value

Before

After

Difference

Value

T-test

2.75

3.07

0.32

3.71*

2.41

3.14

0.73

5.86*

Obs

110

275

Total Obs

385

44

110

Total Obs

154

Notes: *, **, *** denote significance at the 1%, 5%, and 10% levels respectively
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The inspection of a histogram revealed that the data was normally distributed and that there
was homogeneity of variance as assessed by Levene‘s test for equality of variances:
F(1,383) = .29 for listed companies and F(1,152) = 1.65 for SOEs. Table 7.9 shows that,
before 2007, listed companies had a mean ESP value of 2.7, and after the enactment
companies had a mean ESP value of 3.07. There was a significant difference in ESP before
(N=110) and after the implementation of regulations (N=275) for listed companies at 1%
significance level (T-value = 3.71). Furthermore, to test the hypothesis that there is a
significant difference in ESP before the implementation of regulations for SOEs, an
independent T-test value was performed. On average, before the enactment of regulations,
SOEs had a mean ESP value of 2.41, and after the enactment of regulations companies had a
mean ESP value of 3.14. The null hypothesis was rejected at 1% significance level
(T-value = 5.86) and showed that there is a significant difference in ESP before and after the
implementation of regulations for SOEs. This shows that the implementation of regulations
succeeded in improving ESP in both listed companies and SOEs in Indonesia.
Nevertheless, the independent sample T-test identified the means of the two groups, before
the enactment of regulations and after the enactment of regulations. The T-test did not
identify the mean difference of performance between each of the five PROPER rankings.
Therefore, ANOVA was administrated to test each PROPER ranking for significant
difference before and after the implementation of regulations.

7.5.2 Analysis of Variance (ANOVA)
ANOVA is a statistical method used to detect statistical difference between the means of two
or more populations (Griffiths et al., 2008). In this study, company performance, as measured
by PROPER rankings before and after the enactment of environmental regulations, was tested
to determine whether there was a significant difference.
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Table 7.11: ANOVA
ANOVA

Listed Companies

ESP

Before

After

Difference

1

0.25

0.75

2

0.4

3

SOEs
F-Test

Obs

Before

After

Difference

0.5

8

1

0

-1

4

0.6

0.2

82

0.53

0.47

-0.06

36

0.3

0.7

0.4

222

0.24

0.76

0.52

84

4

0.16

0.84

0.68

58

0.04

0.96

0.92

27

5

0

1

1

15

0

1

1

3

All

0.29

0.71

0.42

385

0.29

0.71

0.42

4.26*

F-Test

9.26*

Obs

154

Notes: *, **, *** denote significance at the 1%, 5%, and 10% levels respectively

Inspection of the histogram revealed that the data was normally distributed and that there was
homogeneity of variance, as assessed by Levene‘s test for equality of variances;
F(4,380) = 31.36 for listed companies and F(4,149) = 27.22 for SOEs. According to
Table 6.10, the mean ESPs of Black, Red, Blue, Green and Gold rankings for Indonesian
listed companies before the implementation of environmental regulations was 0.25, 0.4, 0.3,
0.16 and 0 respectively. After the regulations had been enacted, their mean ESPs increased to
0.75, 0.6, 0.7, 0.84 and 1 respectively. The analysis was significant: F = 4.26, at 1%
significance level. Further, the mean ESP of Black, Red, Blue, Green and Gold rankings
before the implementation of regulations for Indonesian SOEs was 1, 0.53, 0.24, 0.04 and 0
respectively. After the regulations had been enacted, their mean ESPs were 0, 0.47, 0.76, 0.96
and 1 respectively. The analysis was significant: F = 9.26, at 1% significance level.
Therefore, the null hypothesis was rejected; there was a significant difference in performance,
as measured by the five PROPER rankings, before and after the implementation of
regulations for both listed companies and SOEs.
Although ANOVA identified that there was a significant difference in companies‘ PROPER
rankings before and after environmental regulations were enacted, the test has a limitation. It
cannot determine which specific rankings showed a significant difference due to the
enactment of the regulations. Therefore, univariate analysis was conducted to support the
ANOVA analysis.

7.5.3 Univariate Analysis
In univariate analysis, the difference in ESP was analysed based on the percentage of each
PROPER ranking for every year. Then, the percentage of each ranking before the
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implementation of the regulations was compared to the percentage of each ranking after the
regulations were implemented, using 2007 as a benchmark. The matrix percentage is listed in
Table 7.12. The data in the matrix is classified into two categories that are listed companies
(Figure 7.1) and SOEs (Figure 7.2).
According to Table 7.12 and Figure 7.1, there were mixed performances for each PROPER
ranking for listed companies. The highest percentage of companies with a Blue ranking was
in 2005, at 69% of the sample. This figure declined in the following two years and then began
to rise again, particularly in 2010 to 2013. Before 2007, only 7% of companies achieved
Green rankings in 2004, 9% in 2005, and 20% in 2007. After the implementation of the
regulations, the percentage hovered at around 19% and peaked in 2011 at 25% of the sample,
although in 2013 only six companies, or 11%, were awarded a Green ranking. Before the
enactment, none of the sample population reached Gold performance, but after the regulatory
enactment the number of companies that were awarded this indication of excellence rose
significantly. Similarly, companies that did not comply with the environmental and social
laws decreased after the regulatory implementation. Before 2007, companies that were
labelled Red for environmental compliance were 40%, 20% and 33% in 2004, 2005 and 2007
respectively. In 2009, the Red ranking reached 40%, but it dropped to 18% in 2010 and
continuously fell to 5% in 2012. The other substantial fall was shown in the percentages of
companies that were assigned a Black ranking. In 2007, only three companies were identified
as having made no effort to manage the environmental impacts of their business. However, in
2010 and 2011 only one company had a Black ranking, and no business held that ranking in
2012 to 2013. Based on the fluctuation of the percentage, the implementation of regulations
had a substantial impact on the companies‘ ESP, but the impact was not directly obvious after
the enactment of the regulations. Companies required at least three years to adapt to the new
compliance regime.
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Table 7.12: Matrix Percentages for ESP

%
3

No

32.73%

5.45%

%

18

22

4

No

18.18%

32.73%

40.00%

7.27%

%

1

11

32

10

1

No

1.82%

20.00%

58.18%

18.18%

1.82%

%

2

14

33

5

1

No

3.64%

25.45%

60.00%

9.09%

1.82%

%

5

11

36

3

0

No

9.09%

20.00%

65.45%

5.45%

0.00%

%

6

6

34

9

0

No

10.91%

10.91%

61.82%

16.36%

0.00%

%

2013

No
1.82%
18
41.82%
10

1.82%

2012

%
1
20.00%
23
20.00%

1

2011

No
1.82%
11
69.09%
11
0.00%

2010

1
40.00%
38
9.09%
0

2009

1
22
50.91%
5
0.00%

2007

Black
2
28
7.27%
0

2005

Red
3
4
0.00%

2004

Blue
4
0

Code

Green
5

Black
2

1
10

9

3

55

0.00%

45.45%

40.91%

13.64%

100%

1

10

11

0

55

4.55%

45.45%

50.00%

0.00%

100%

4

9

8

1

55

18.18%

40.91%

36.36%

4.55%

100%

6

6

10

0

55

27.27%

27.27%

45.45%

0.00%

100%

3

17

2

0

55

13.64%

77.27%

9.09%

0.00%

100%

4

14

3

0

55

18.18%

63.64%

13.64%

0.00%

100%

4

16

1

0

55

18.18%

72.73%

4.55%

0.00%

100%

8

12

1

0

55

36.36%

54.55%

4.55%

0.00%

100%

Listed companies

Gold

Red
3
0

Total

Blue
4

4.55%

SOEs

Green

1

100%

4.55%

22

1

100%

4.55%

22

1

100%

0.00%

22

0

100%

0.00%

22

0

100%

0.00%

22

0

100%

0.00%

22

0

100%

0.00%

22

0
100%

5
22

Gold
Total
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Figure 7.1: ESP for Listed Companies
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The study showed similar findings for SOEs. The number of companies that complied with
the regulations, and thus were rewarded with a Blue ranking, hovered at around 45% before
the regulations were enacted, and climbed to 77% after 2010. After 2010, the number of
companies that had a Blue ranking never fell below 50% of the total sample. The number of
companies assigned a Green ranking also showed significant improvement after 2007,
although the number slightly reduced in 2010 and then peaked in 2013, with 36% from the
sample. Before 2007, none of the SOEs had been awarded a Gold ranking. However, one
company was awarded a Gold ranking in 2011, and the company achieved that level each
year until 2013. The number of companies with a Red ranking substantially reduced after
2009, when 45% of the sample was assigned a Red ranking; however, after 2009, the number
declined significantly, to 13% in 2011, and plummeting to 5% in 2013. The Black ranking
also demonstrated a similar trend. In 2004, five companies were labelled as non-compliant,
and in 2007 only one company was identified as having made no effort to improve its ESP.
However, after the implementation of the regulations, none of the SOEs was assigned the
Black ranking. The fluctuation of rankings is illustrated in Figure 7.2 below.
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Figure 7.2: ESP for SOEs
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The findings show that the implementation of new environmental regulations in Indonesia
resulted in an improvement in companies‘ ESP. The number of companies that enhanced
their environmental performance and complied with the regulations increased significantly
after the regulations were enacted.
However, the conflict between companies and government remained. Complying with the
regulations imposes additional costs on companies, which potentially reduces their
competitiveness and impacts on their financial position. Therefore, the next research question
seeks to determine whether conducting environmental and social activities impacted on
companies‘ FP.

7.6 Influence of Environmental and Social Performance (ESP) on Financial
Performance (FP)
In order to analyse the influence of the independent variable ESP on the dependent variables
for FP, multiple regression models were utilised. As indicated in Chapter 6, FP was measured
with ROA, ROE and Tobin‘s Q, whereas ESP was represented by PROPER rankings,
grouped into three dummy variables: d1-NonComply, which represented companies with
Black and Red rankings; d2-Comply, for companies with a Blue ranking; and d3-Beyond, for
companies with Green and Gold rankings. The d1-NonComply dummy variable was selected
as a benchmark, so this dummy variable was not included in the regression model, to avoid
perfect collinearity. The selection of this dummy variable as a benchmark was based on the
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assumption that d1-NonComply had the lowest performance, so the other dummy variables
would be compared to the lowest. Analyses of the relationships between ESP and FP were
conducted for listed companies, SOEs and combination between both types of company.
In order to analyse whether ESP affected companies‘ FP, the following hypotheses were
tested:
H0b. The ESP of Indonesian companies does not influence their FP.
H1b. The ESP of Indonesian companies influences their FP.
As mentioned on the Chapter 6 before, in order to accept or reject the hypotheses, the
following models were developed.
ROAit =

α0 + β1d2-Complyit + β2d3-Beyondit + β3Leverageit + β4Sizeit +
(6.1)
β5Marginit + β6CRit + ε

ROEit =

α0 + β1d2-Complyit + β2d3-Beyondit + β3Leverageit + β4Sizeit +
(6.2)
β5Marginit + β6CRit + ε

Tobin’s Qit =

α0 + β1d2-Complyit + β2d3-Beyondit + β3Leverageit + β4Sizeit +
(6.3)
β5Marginit + β6CRit + ε

Notes:
ROAit

= return on assets for company i in year t represented by net income (NI)
divided by total Assets (TA)
ROEit
= return on equity for company i in year t represented by net income (NI)
divided by total equity (TE)
Tobin‘s Q it = Tobin‘s Q for company i in year t
d3-Beyondit , d2-Comply it
= dummy variable representing compliance level of ESP from company i in
year t
Leverageit
= leverage for company i in year t represented by debt to equity (DTE)
Sizeit
= log total asset representing size for company i in year t
Marginit
= gross profit margin for company i in year t represented by gross profit (GP)
divided by net sales (NS)
CRit
= current ratio for company i in year t represented by current assets (CA)
divided by current liabilities (CL)
α
= constant (the intercept or point where the line cuts the Y axis when X = 0)
β
= regression coefficient (the slope or the change in Y for any corresponding
change in one unit of X)
ε
= error
i
= representing companies
t
= time / year
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The multiple regressions for panel data analysis on EViews 9 showed the impact of ESP on
FP for listed companies, SOEs and combination between both companies from 2004 to 2013,
as illustrated in Table 7.13.

7.6.1 Listed Companies
Multiple regression analysis was used to test whether Indonesian ESP influences the listed
companies‘ ROA, ROE and Tobin‘s Q. In order to measure whether both dummy variables
together had a significant influence on ROA, the Wald test was implemented, which showed
that all dummy variables together influenced ROA at 1% significance level after controlling
for the other variables in the model. The Wald test also decides whether the hypotheses are
accepted or rejected because the Wald test shows whether all dummy variables that represent
ESP have a significant influence to the companies‘ FP and the interaction between all dummy
variable to the implementation of regulation. When the Wald test showed that all dummy
variables had a significant impact to the companies‘ ROA, the null hypothesis was rejected.
The result of regressions that showed in the Table 7.13 below indicates that Indonesian ESP
significantly influences the listed companies‘ ROA. With all predictors, ROA produced Adj
R2 = .41, F = 52.73, indicating that the independent variables (ESP, leverage, size, current
ratio and margin) jointly explained 41% of the total variations of ROA in the sample and
significantly explained the population at the 1% significance level. ROA for listed companies
was equal to –3.98 + 1.74 (d2-Comply) + 5.14 (d3-Beyond) – 0.09 (leverage) + 0.49 (size) +
0.07 (current ratio) + 0.31 (margin). The coefficient of dummy variables represented the
performance

compared

to

the

benchmark

(Wooldridge

2010).

Compared

with

d1-NonComply, d2-Comply achieved a higher ROA, by 1.7%. d3-Beyond performed higher
for ROA, by 5.1%, compared with d1-NonComply; d3-Beyond also performed higher for
ROA, by 3.4%, than d2-Comply. Moreover, as individual dummy variables, d2-Comply and
d3-Beyond had significant influence on ROA, at 10% and 1% significance level respectively.
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Table 7.13: Multiple Regression Result for the Influence of ESP on Companies’ FP

Constant
1.23(1.49)

2.62(099)
5.14 (3.26)*

1.74 (1.78)***

Listed
-3.96 (-0.84)

-0.005 (-2.34)**

-0.26(-0.41)

-0.80(-1.83)***

SOC
5.11 (3.99)*

0.48(0.27)

0.6(2.37)**

22.23(2.03)***

12.34(1.50)

-14.01(-0.54)

0.15 (0.92)

3.05 (1.97)**

1.70 (0.33)

33.34 (1.89)***

20.72(1.24)

Listed
-62.10(-1.67)***

-3.005(-5.27)*

1.63 (9.16)*

-0.45 (-1.60)

0.29(13.52)*

-3.85 (-1.54)

-6.52 (-2.50)**

SOC
18.51(3.73)*

440

0.002 (0.32)

0.02 (2.81)*

0.002 (0.04)

-0.01 (-2.50)**

1.33(3.49)*

0.35(1.67)***

Listed
1.38 (1.50)

Tobins'q

d2-Comply
3.67(3.34)*
-0.09(-1.87)***
-0.22 (-2.67)*

0.13(0.61)

0.39(0.95)

176

ROE

d3-Beyond
-0.04(-1.67)***
0.49(1.59)
0.71 (22.63)*

0.47(2.77)*

440

0.59

ROA

Leverage
0.05(0.29)
0.07(1.12)
-0.18 (-0.91)

616

0.57

Consoli
dated

Size
0.07(3.34)*
0.31 (6.81)*
176

0.24

5.57*

Consolidated

CR
0.34(19.92)*
440

0.22

40.42*

6.17*

Consolidated

Margin
616
0.83

3.43*

3.15**

F Stat

Adj R
5.68*

75.85*

0.42
5.40*

52.73*

1.67

N
0.41

3.38*

2.2

Rejected

2

140.61*

2.16

Rejected
Accepted

Accepted

Accepted

Rejected

Rejected

Wald test
Decision to
H0

Notes: *, **, *** denote significance at the 1%, 5%, and 10% levels respectively

SOC
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In order to measure whether both dummy variables together had a significant influence on
ROA, the Wald test was implemented, which showed that all dummy variables together
influenced ROA at 1% significance level after controlling for the other variables in the
model. Leverage had a significant negative relationship with ROA, indicating that, after
considering compliance rankings, companies with higher leverage were expected to have
lower ROA. On the other hand, margin had a significant impact on ROA, at 5% significance
level, indicating that, after considering the companies‘ compliance rankings, companies with
higher margins had higher ROAs. Size and current ratio did not contribute significantly. The
Wald test decides whether the hypotheses are accepted or rejected because the Wald test
shows whether all dummy variables that represent ESP have a significant influence on the
companies‘ FP. When the Wald test shows that all dummy variables have a significant impact
to the companies‘ ROA, the null hypothesis is rejected. The ESP of Indonesian companies
influences the listed companies‘ ROA.
Tests to show the influence of ESP on ROE showed different results compared with the
influence of ESP on ROA. A positive and significant influence was found in the relationship
between ESP and ROE for listed companies. ROE with all predictors produced Adj R 2 = .24,
F = 3.43, indicating that the independent variables (ESP, leverage, size, current ratio and
margin) jointly explained only 24% of the total variations of ROE in the sample and
significantly explained the population at 1% significance level. ROE for listed companies
was equal to –62.1 + 20.72 (d2-compliance) + 33.34 (d3-beyond) + 1.7 (leverage) + 3.05
(size) + 0.15 (current ratio) + 0.39 (margin). The d2-Comply level had higher ROE compared
with d1-NonComply, by 20.7%, and the d3-Beyond level showed the highest ROE of all the
compliance levels. The d3-Beyond compliance level had 33.3% higher ROE than the
d1-NonComply, and also had 12.6% higher ROE than the d2-Comply level. As an individual
dummy variable, only rankings of d3-Beyond showed an influence on ROE, at 10%
significance level. After conducting a Walt test (F=2.2), the dummy variables did not meet
the criteria of having a significant influence on listed companies‘ ROE after controlling for
the other variables in the model. Company size had a positive and significant impact on ROE,
at 5% significance level, indicating that, after considering the companies‘ ESP compliance
levels, big companies were expected to have a higher ROE. Leverage, current ratio and
margin did not contribute significantly to the model.
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The Walt test in this study is conducted to test whether companies‘ ESP that is represented by
all dummy variables has a significant influence on the companies‘ FP. The Wald test shows
whether all dummy variables together provide a significant impact to the companies‘ FP, not
as an individual variable. When the Wald test shows that all dummy variables were failed to
perform a significant influence on the companies‘ ROE, the null hypothesis was accepted.
The companies‘ ESP did not provide a significant performance to the listed companies‘ ROE.
Furthermore, a significant regression equation was found in the relationship between ESP and
Tobin‘s Q for listed companies. Tobin‘s Q, with all predictors, produced Adj R2 = .59,
F = 5.57, indicating that the independent variables (ESP, leverage, size, current ratio and
margin) jointly explained 59% of the total variations of Tobin‘s Q in the sample and
significantly explained the population at 1% significance level. Listed companies‘ Tobin‘s Q
was equal to 1.38 + 0.35 (d2-Compliance) + 1.33 (d3-Beyond) – 0.01 (leverage) + 0.002 (size)
+ 0.02 (current ratio) + 0.002 (margin). Compared with d1-NonComply, d2-Comply achieved
higher Tobin‘s Q, by 0.35%. The d3-Beyond performed higher Tobin‘s Q, by 1.33%,
compared with d1-nonComply, and higher Tobin‘s Q, by 0.98%, than d2-Comply. Moreover,
as an individual dummy variable, d2-Comply and d3-Beyond had significant influences on
Tobin‘s Q at 10% and 1% significance level respectively.
After conducting a Walt test (F = 6.17), the dummy variables met the criteria of having a
significant influence on listed companies‘ Tobin‘s Q at 1% significance level after
controlling for the other variables in the model. Leverage had a significant negative
relationship with Tobin‘s Q, indicating that, after considering the companies‘ ESP
compliance, companies with higher leverage were expected to have lower Tobin‘s Q. On the
other hand, current ratio had a significant impact on Tobin‘s Q at 1% significance level,
indicating that, after considering the ESP compliance, companies with higher current ratios
had higher Tobin‘s Q. Size and margin did not contribute significantly.
Similar to the previous Wald test that has been conducted to the companies‘ ROA and ROE,
the Wald test was also implemented to decide whether the null hypothesis was accepted or
rejected. The Walt test showed that all dummy variables met to reject the null hypothesis,
therefore it was concluded that companies‘ ESP has a significant impact on listed companies
Tobin‘s Q at 1% significance level.
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7.6.2 State-owned Enterprises (SOEs)
Similar to the listed companies, a multiple regression model using dummy variables was
selected to analyse the influence of ESP, leverage, size, margin and current ratio on FP for
SOEs. In order to measure whether both dummy variables together had a significant
influence on FP the Wald test was implemented, which showed that all dummy variables
together influenced FP after controlling for the other variables in the model. The Wald test
also decides whether the hypotheses are accepted or rejected because the Wald test shows
whether all dummy variables that represent ESP have a significant influence to the
companies‘ FP and the interaction between all dummy variable to the implementation of
regulation. When the Wald test showed that all dummy variables had a significant impact to
the companies‘ ROA, the null hypothesis was rejected. As indicated in Chapter 6, the SOEs
examined in this study were not listed companies, therefore Tobin‘s Q was not examined for
SOEs.
Table 7.13 showed that there was no significant relationship between ESP and ROA for
SOEs. ROA, with all predictors, produced Adj R2 = .83 and F = 140.61, indicating that the
independent variables (ESP, leverage, size, current ratio and margin) jointly explained 83%
of the total variations of ROA in the sample and significantly explained the population at 1%
significance level. ROA for SOEs was equal to 5.11 – 0.80 (d2-Compliance) – 0.26 (d3Beyond) – 0.005 (leverage) – 0.22 (size) + 0.71 (current ratio) – 0.18 (margin). Compared
with d1-NonComply, d2-Comply had lower ROA, by 0.80%. The d3-Beyond showed lower
ROA, by 0.25%, compared with d1-NonComply but performed higher ROA, by 0.54%, than
d2-Comply. Moreover, as an individual dummy variable, only d2-Comply had a significant
influence on ROA, at 10% significance level.
In order to measure whether both dummy variables together had a significant influence on
ROA, a Wald test was implemented, which showed that no dummy variables met the criteria
of having an influence on ROA after controlling for the other variables in the model.
Leverage and size had a significant negative relationship with ROA, at 5% and 1%
significance levels respectively, indicating that, after considering the companies‘ ESP
compliance, companies with higher leverage and size were expected to have lower ROA. On
the other hand, current ratio had a positive and significant impact on ROA, at 1% significance
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level, indicating that, after considering the ESP compliance, companies with higher current
ratios had higher ROAs. Margin did not contribute significantly.
The Wald test was conducted also to decide whether the null hypothesis was accepted or
rejected. In this study, the Wald test, that has been administrated to test all dummy variables
together provide a significant impact to the companies‘ ROA, was failed to meet the criteria
to reject the null hypothesis. Therefore, it is concluded that the companies‘ ESP has no
significant impact on the Indonesian SOEs‘ ROA.
Furthermore, a significant relationship was found in the effect of ESP on the SOEs‘ ROE.
ROE, with all predictors, produced Adj R2 = .57, F = 40.42, indicating that the independent
variables (ESP, leverage, size, current ratio and margin) jointly explained 57% of the total
variations of ROE in the sample and significantly explained the population at 1% significance
level. ROE for listed companies was equal to 18.51 – 6.52 (d2-Compliance) – 3.85 (d3–
Beyond) + 0.29 (leverage) – 0.45 (size) + 1.63 (current ratio) – 3.0 (margin). The d2Compliance level had the lowest ROE compared with d1-NonComply or d3-Beyond. The
ROE for d2-Comply was below that of d1-NonComply, by 6.5%, and 2.7%, below d3-Beyond.
Moreover, as an individual dummy variable, only d2-Comply had a significant influence on
ROE, at the 5% significance level.
As seen from the Wald test result (F = 3.15), all dummy variables together influenced ROE at
5% significance level after controlling for the other variables in the model. Leverage and
current ratio had a significant and positive relationship with ROE, indicating that, after
considering ESP compliance, companies with higher leverage and current ratios were
expected to have higher ROE. On the other hand, margin had a negative significant impact on
ROE, at 1% significance level, indicating that, after considering the ESP compliance,
companies with higher margins had lower ROAs. Size did not contribute significantly. Since
the Wald test also decide whether the null hypothesis is accepted or rejected, when the result
met the requirement to reject the null hypothesis, so, is proven that the companies‘ ESP had a
significant impact to influence the Indonesian SOEs‘ ROE at 5% level.
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7.6.3 The Consolidated Company
The consolidated company means the combination between listed companies and SOEs. The
pooled data analysis was conducted to determine whether companies‘ ESP influences the
Indonesian companies‘ FP in general. According to table 7.13, all regression result for the
pooled data analysis had the same result with the regression for listed companies. The similar
result indicates that the listed companies take the majority in the Indonesian market in this
study. The null hypothesis was rejected for companies‘ ROA and the null hypothesis was
accepted for companies‘ ROE. The companies‘ ESP had a significant influence on the
Indonesian companies‘ ROA but it failed to bring a significant impact to the Indonesian
companies‘ ROE. The regression was conducted to the companies‘ ROA and companies‘
ROE only. It cannot be conducted to check the influence of ESP to the companies‘ Tobin‘s Q
because some of the samples that were SOEs was not measured using Tobin‘s Q. Therefore,
the regression for pooled data was only applicable for ROA and ROE only.

7.6.4 The influence of ESP on FP after the implementation of regulations
Two Indonesian main laws in environment and social responsibility (ESR), which are Article
74 of Company Law No. 40/2007 and Article 15 of Investment Law No. 25/2007, provide the
regulations on the requirement to perform environmental and social responsibility for
companies that having their business activities related to the natural resources. One
regulation, which is Government Regulation No. 47/2012, obligates companies that meet the
requirements to conduct environmental and social responsibility to report their budget, plan
and actions on their annual report. After the implementation of regulations in 2007, the ESR
becomes mandatory requirements for selected companies. The regulations change the
voluntary requirement to conduct ESR to be a mandatory requirement. The performance of
selected companies is evaluated by Indonesian Ministry of Environment and Forestry every
year using PROPER program.
After testing the influence of ESP on listed companies, SOEs and as a consolidated
company‘s FP in Indonesia, this study examined whether the implementation of regulations
change the companies‘ FP. Additional dummy variables are created to test the influence of
regulation, that are dafter, dafter*d1-NonComply, dafter*d2-Comply, dafter*d3-Beyond. dafter
described a dummy variable that determine whether the data was on the year before or after
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the regulations was implemented. dafter was 1 if the data represented the ESP or FP after and
on 2007, when the regulations was implemented. dafter was 0 when the data stated otherwise.
dafter*d1-NonComply, dafter*d2-Comply, dafter*d3-Beyond were dummy variables that
represented the interaction between dafter and d1-NonComply, d2-Comply, d3-Beyond. The
research question and hypotheses that were tested are:

RQ2B. Has the influence of ESP on FP, if any, changed after the enactment of
regulations?
H0c. The influence of ESP on FP has no changed after the enactment of regulations.
H1c. The influence of ESP on FP has changed after the enactment of regulations.
As mentioned on the Chapter 6 before, in order to accept or reject the hypotheses, the
following model was developed.

ROAit

= α0 + β1d2-Complyit + β2d3-Beyondit + β3dafter it + β4 dafter it * d2Comply it + β5 dafterit * d3-Beyond it + β6Leverageit + β7Sizeit +
(6.4)
β8Marginit + β9CRit + ε

ROEit

= α0 + β1d2-Complyit + β2d3-Beyondit + β3 dafter + β4 dafter it * d2Complyit + β5 dafterit * d3-Beyondit + β6Leverageit + β7Sizeit +
(6.5)
β8Marginit + β9CRit + ε

Tobin’s Qit

= α0 + β1d2-Complyit + β2d3-Beyondit + β3 dafter it + β4 dafter it * d2Complyit + β5 dafter it * d3-Beyondit + β6Leverageit + β7Sizeit +
(6.6)
β8Marginit + β9CRit + ε

Notes:
ROAit

= return on assets for company i in year t represented by net income (NI)
divided by total Assets (TA)
ROEit
= return on equity for company i in year t represented by net income (NI)
divided by total equity (TE)
Tobin‘s Q it = Tobin‘s Q for company i in year t
d3-Beyondit , d2-Compliance it
= dummy variable representing compliance level of ESP from company i in
year t
dafterit
= dummy variable representing the year of company‘s performance from
company i in the year t
Leverageit
= leverage for company i in year t represented by debt to equity (DTE)
Sizeit
= log total asset representing size for company i in year t
Marginit
= gross profit margin for company i in year t represented by gross profit (GP)
divided by net sales (NS)
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CRit
α
β
ε
i
t

= current ratio for company i in year t represented by current assets (CA)
divided by current liabilities (CL)
= constant (the intercept or point where the line cuts the Y axis when X = 0)
= regression coefficient (the slope or the change in Y for any corresponding
change in one unit of X)
= error
= representing companies
= time / year

7.6.4.1 Listed companies
Table 7.14 demonstrated that there was a significant change on the listed companies‘ ESP
after the enactment of regulations. The influence of ESP on the listed companies‘ FP has
changed after the enactment of regulations and the significant change was positive. With all
predictors, ROA produced Adj R2 = .41, F = 35.04, indicating that the independent variables
(ESP, leverage, size, current ratio and margin) jointly explained 41% of the total variations of
ROA in the sample and significantly explained the population at the 1% significance level.
ROA for listed companies was equal to –3.32 + 0.87 (d2-Comply) + 4.94 (d3-Beyond) -0.56
(dafter) + 1.51 (dafter*d2-Comply) + 0.46 (dafter*d3-Beyond) – 0.09 (leverage) + 0.46 (size) + 0.07
(current ratio) + 0.31 (margin). The coefficient of dummy variables represented the
performance compared to the benchmark (Wooldridge 2010). Compared with d1-noncomply,
companies that achieve compliance level or conduct beyond the compliance level have a
higher ROA after the 2007 when the regulations were implemented by 1.51% and 1.97%
respectively. The d3-beyond also performed higher for ROA after 2007, by 0.46%, than d2comply.
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0.42
50.65*
2.25**

Consolidated
3.06(1.15)
0.14(0.12)
3.77(1.92)***
-0.97(-0.72)
1.96(1.19)
0.28(0.12)
-0.04(-1.53)
0.05(0.28)
0.34(19.91)*
0.07(3.29)*
616

Rejected

35.04*
2.61**

0.41

ROA
Listed
-3.32(-0.70)
0.87(0.53)
4.98(1.96)**
-0.56(-0.31)
1.51(0.68)
0.46(0.15)
-0.09(-1.42)
0.46(1.43)
0.31(15.72)*
0.07(2.68)*
440

Accepted

95.06*
1.45

0.83

SOEs
5.64(4.77)*
-0.92(-1.24)
1.33(0.96)
-1.02(-1.23)
0.7(0.67)
-1.2(-0.76)
-0.01(-0.61)
-0.24(-2.93)*
0.72(27.75)*
-0.2(-1.36)
176

Accepted

0.18
2.25**
0.87

Consolidated
-14.17(-0.53)
12.86(1.07)
24.71(1.26)
0.38(0.03)
-0.93(-0.06)
-3.32(-0.14)
0.6(2.35)
0.48(0.26)
0.47(2.77)*
0.14(0.62)
616

Accepted

2.29**
1.1

0.26

ROE
Listed
-65.68(-1.33)
25.68(1.52)
38.41(1.47)
5.91(0.31)
-9.14(-0.40)
-8.78(-0.28)
1.68(2.71)*
3.1(0.92)
0.38(1.86)**
0.16(0.61)
440

Rejected

29.53*
4.07*

0.59

SOEs
22.53(4.47)*
-5.03(-1.58)
-2.33(-0.40)
-8.36(-2.36)**
2.17(0.48)
3.6(0.53)
0.27(6.17)*
-0.52(-1.50)
1.67(15.08)*
-3.23(-5.02)*
176

Rejected

3.78*
3.05**

0.54

Tobins'q
Consolidated
Listed
1.51(1.30)
0.17(0.43)
1.45(2.34)**
-0.02(-0.04)
0.28(0.52)
-0.14(-0.19)
-0.01(-0.91)
-0.01(-0.07)
0.002(0.55)
0.02(3.78)*
440

Rejected

Table 7.14: Multiple Regression Result for The Influence of ESP on Companies’ FP after Considering the Enactment of Regulations

Constant
d2-Comply
d3-Beyond
dafter
dafter*d2-Comply
dafter*d3-Beyond
LEVERAGE
SIZE
MARGIN
CURRENTRATIO
N
Adj R2
F Stat
Wald test
Decision to H0

Notes: *, **, *** denote significance at the 1%, 5%, and 10% levels respectively
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SOEs

In order to measure whether all dummy variables together had a significant influence on
ROA, the Wald test was implemented, which showed that all dummy variables together have
a significant impact on companies‘ ROA after the regulations implemented at 5%
significance level after controlling for the other variables in the model. Regarding to the
control variables, margin and current ratio have a significant impact on ROA, at 5%
significance level, indicating that, after considering the companies‘ compliance rankings,
companies with higher margins and current ratio have higher ROAs after 2007. Size and
leverage do not contribute significantly. The Wald test decides whether the hypotheses are
accepted or rejected because the Wald test shows whether all dummy variables that represent
ESP have a significant influence to the companies‘ FP and the interaction between all dummy
variable to the implementation of regulation. When the Wald test showed that all dummy
variables had a significant impact to the companies‘ ROA, the null hypothesis was rejected.
The result indicates that there was a significant difference in the influence of ESP to the
companies‘ FP before and after the implementation of regulations. The change was positive,
indicating that after the regulations, the influence of ESP on the companies‘ ROA is higher.
The companies that comply with the regulations or conduct beyond the compliance level
tended to have higher ROA.
Tests to show the influence of ESP on ROE showed different results compared with the
influence of ESP on ROA. ROE with all predictors produced Adj R2 = .26, F = 2.29,
indicating that the independent variables (ESP, leverage, size, current ratio and margin)
jointly explained only 26% of the total variations of ROE in the sample and significantly
explained the population at 5% significance level. ROE for listed companies was equal to –
65.68 + 25.68 (d2-Comply) + 38.41 (d3-Beyond) + 5.91 (dafter) – 9.14 (dafter*d2-Comply) –
8.78 (dafter*d3-Beyond) + 1.68 (leverage) + 3.1 (size) + 0.16 (current ratio) + 0.38 (margin).
The d2-Comply level had higher ROE compared with d1-NonComply, by 25.68%, and the d3Beyond level showed the highest ROE of all the compliance levels. The d3-Beyond
compliance level had 38.41% higher ROE than the d1-noncomply, and also had 12.73%
higher ROE than the d2-Comply level. After the interaction with the time of regulation
implementation, companies that comply or conduct beyond compliance level have lower
ROE that companies that not comply the regulations.
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Margin and leverage were the control variables that have a significance contribution to
influence of ESP to the companies‘ ROE. Company‘s margin had a positive and significance
impact on ROE, at 5% significance level, indicating that, after considering the companies‘
ESP compliance levels, companies are expected to have a higher ROE. Then, company‘s
leverage had a positive and significant impact on ROE, at 1% significance level, indicating
that, after considering the companies‘ ESP compliance levels, companies potentially have a
higher leverage. In this case, size and current ratio did not contribute significantly to the
model.
The Walt test in this study was conducted to test whether companies‘ ESP that was
represented by all dummy variables has a significant influence on the companies‘ FP and
whether the influence has changed after the regulation implemented in 2007. The Wald test
showed whether all dummy variables together provided a significant impact to the
companies‘ FP, not as an individual variable. When the Wald test showed that all dummy
variables were failed to perform a significant influence on the companies‘ ROE, the null
hypothesis was accepted. The companies‘ ESP did not provide a significant impact to the
listed companies‘ ROE and the impact has no change even though the regulations has
implemented.
Furthermore, a significant influence of ESP to the listed companies‘ Tobin‘s Q was found
and the influence has changed positively after the implementation of the regulations in 2007.
Tobin‘s Q, with all predictors, produced Adj R2 = .54, F = 3.78, indicating that the
independent variables (ESP, leverage, size, current ratio and margin) jointly explained 54%
of the total variations of Tobin‘s Q in the sample and significantly explained the population at
1% significance level. Listed companies‘ Tobin‘s Q was equal to 1.51 + 0.17 (d2-Comply) +
1.45 (d3-Beyond) – 0.02 (dafter) + 0.28 (dafter*d2-Comply) – 0.14 (dafter*d3-Beyond) – 0.01
(leverage) – 0.01 (size) + 0.02 (current ratio) + 0.02 (margin). Compared with D1noncomply, D2-comply achieved higher Tobin‘s Q, by 0.17%. D3-beyond performed higher
Tobin‘s Q, by 1.45%, compared with D1-noncomply, and higher Tobin‘s Q, by 1.28%, than
D2-comply. Moreover, as an individual dummy variable, only D3-beyond has a significant
influence on Tobin‘s Q at 5% significance level. After 2007, companies that comply to the
regulation has higher Tobin‘s Q compared to the companies that do not reach the compliance
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standards. On the other hand, companies that conduct ESR in highest level, have a lower
Tobin‘s Q after 2007 compare to all compliance levels.
Only one control variable, that is current ratio, had a significant contribution to the
companies‘ Tobin‘s Q, while other control variables were failed to bring significant impacts.
Current ratio had a significant impact on Tobin‘s Q at 1% significance level, indicating that,
after considering the ESP compliance, companies with higher current ratios had higher
Tobin‘s Q. Leverage, size and margin did not contribute significantly to the relationship
between ESP and Tobin‘s Q after implementation of the regulations.
Similar to the previous Wald test that has been conducted to the companies‘ ROA and ROE,
the Wald test was also implemented to decide whether the null hypothesis was accepted or
rejected. The Walt test showed that all dummy variables met the requirement to reject the
null hypothesis. Therefore, it was concluded that companies‘ ESP has a significant impact at
5% level on listed companies‘ Tobin‘s Q and after 2007 the influence has changed positively.

7.6.4.2 State-owned Enterprises
Table 7.14 showed that there was no significant difference in the relationship between ESP
and SOEs‘ ROA after the implementation of regulations. ROA, with all predictors, produced
Adj R2 = .83 and F = 95.06, indicating that the independent variables (ESP, leverage, size,
current ratio and margin) jointly explained 83% of the total variations of ROA in the sample
and significantly explained the population at 1% significance level. ROA for SOEs is equal to
5.64 – 0.92 (d2-Comply) + 1.33 (d3-Beyond) – 0.02 (dafter) + 0.7 (dafter*d2-Comply) – 1.2
(dafter*d3-Beyond) – 0.01 (leverage) – 0.24 (size) + 0.02 (current ratio) - 0.2 (margin).
Compared with d1-NonComply, d2-Comply has lower ROA, by 0.82%, but d3-Beyond shows
higher ROA, by 1.33%, compared with d1-NonComply. After the regulations have been
implemented, the companies that have compliance level have higher ROA compare to the
companies that have not achieve the standard.
In order to measure whether both dummy variables together had a significant influence on
ROA, a Wald test was implemented, which showed there was no significant different in the
relationship between ESP and SOEs‘ ROA after the regulations have enacted. Size has a
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significant negative relationship with ROA, at 1% levels, indicating that, after considering the
companies‘ ESP compliance level; bigger companies are potentially having lower ROA after
2007. On the other hand, margin has a positive and significant impact on ROA, at 1%
significance level, indicating that, after considering the ESP compliance, companies with
higher margin has higher ROAs.
The Wald test was conducted also to decide whether the null hypothesis was accepted or
rejected. In this study, the Wald test, that has been administrated to test all dummy variables
together provide a significant impact to the companies‘ ROA, was failed to meet the criteria
to reject the null hypothesis. Therefore, it is concluded that after the regulations enacted,
there is no significant difference in the relationship of the companies‘ ESP on the Indonesian
SOEs‘ ROA.
Furthermore, a significant change on the influence of ESP on Indonesian SOEs‘ ROE after
2007 has found. ROE, with all predictors, produced Adj R2 = .59, F = 29.53, indicating that
the independent variables (ESP, leverage, size, current ratio and margin) jointly explained
59% of the total variations of ROE in the sample and significantly explained the population at
1% significance level. ROE for listed companies was equal to 22.53 – 5.03 (d2-comply) –
2.33 (d3-beyond) – 8.36 (dafter) + 2.17 (dafter*d2-Comply) + 3.6 (dafter*d3-Beyond) + 0.27
(leverage) – 0.52 (size) – 3.23 (current ratio) + 1.67 (margin). The d2-Comply level had the
lowest ROE compared with d1-NonComply or d3-Beyond. The ROE for d2-Comply was
below that of d1-NonComply, by 5.03%, and 2.7%, below d3-Beyond. After the regulations
were enacted, companies that comply with the regulations have a higher ROE compare to
companies that failed to comply the standards. Companies that achieve highest compliance
level have the highest ROE than two others compliance levels.
As seen from the Wald test result (F = 29.53), all dummy variables together influenced ROE
significantly at 1% level after controlling for the other variables in the model. Leverage,
margin and current ratio have a significant contribution on the relationship between
companies‘ ESP on companies‘ ROE, indicating that, after considering ESP compliance,
companies with higher leverage and margin are expected to have higher ROE. On the other
hand, current ratio has a negative significant impact on ROE, at 1% significance level,
indicating that, after considering the ESP compliance, companies with higher current ratio
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has lower ROAs. Size did not contribute significantly. Since the Wald test also decided
whether the null hypothesis was accepted or rejected, when the result met the requirement to
reject the null hypothesis, so, is proven that after the enactment of regulations, there was a
significant different in the relationship between ESP and companies‘ ROE.
7.6.4.3 The Consolidated Company
The pooled data analysis was conducted to determine whether companies‘ ESP influences the
Indonesian companies‘ FP in general by combining the listed companies and SOEs. As can
be seen on the table 7.14, all regression result for the pooled data analysis had the same result
with the regression for listed companies. The similar result indicated that the listed
companies take the majority in the Indonesian market in this study. The null hypothesis was
rejected for companies‘ ROA and the null hypothesis was accepted for companies‘ ROE.
This was indicating that there was a significant different in the relationship between
companies‘ ESP to the Indonesian companies‘ ROA but it failed to bring a significant change
to the Indonesian companies‘ ROE after the regulations have enacted. The regression was
conducted to the companies‘ ROA and companies‘ ROE only. It cannot be conducted to
check the influence of ESP to the companies‘ Tobin‘s Q because some of the samples, that
were SOEs, were not measured using Tobin‘s Q. Therefore, the regression for pooled data
was only applicable for ROA and ROE only.
7.7 Influence of Companies’ Financial Performance (FP) on Environmental and Social
Performance (ESP)
This section reports the analysis results of the relationship between FP and ESP for listed
companies and SOEs and as a consolidated company using the ordered response model. The
research question and hypotheses that are tested are followed:
RQ3. Does the FP of Indonesian companies influence their ESP?
H0d. The FP of Indonesian companies does not influence their ESP.
H1d. The FP of Indonesian companies influences their ESP.
The dependent variable was ESP, measured by PROPER rankings, and the independent
variable was FP, measured by ROA, ROE and Tobin‘s Q. The control variables were
leverage, size, current ratio and margin. According to PROPER rankings, companies were
ranked as Black, Red, Blue, Green or Gold, which were coded as 1, 2, 3, 4 and 5 respectively.
In order to test the hypotheses, the following models were developed.
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ESP = α0 + β1ROAit+ β2Leverageit + β3Sizeit + β4 Marginit + β5CRit + ε
ESP = α0 + β1ROEit+ β2Leverageit + β3Sizeit + β4 Marginit + β5CRit + ε
ESP = α0 + β1Tobin’s Qit+ β2Leverageit + β3Sizeit + β4 Marginit + α5CRit + ε
Notes:
ESP
ROAit
ROEit
Tobin‘s Qit
Leverageit
Sizeit
Marginit
CRit
α
β
ε
i
t

(6.9)
(6.10)
(6.11)

= companies‘ environment and social performance
= return on assets for company i in year t represented by net income (NI)
divided by total assets (TA)
= return on equity for company i in year t represented by net income (NI)
divided by total equity (TE)
= Tobin‘s Q for company i in year t
= leverage for company i in year t represented by debt to equity (DTE)
= log total asset representing size for company i in year t
= gross profit margin for company i in year t represented by gross profit (GP)
divided by net sales (NS)
= current ratio for company i in year t represented by current assets (CA)
divided by current liabilities (CL)
= constant (the intercept or point where the line cuts the Y axis when X = 0)
= regression coefficient (the slope or the change in Y for any corresponding
change in one unit of X)
= error
= representing companies
= time / year

After running the Eviews 9 using ordered response model, the results are shown in the table
7.15 below.
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ESP-ROE

ESP-Tobin’s Q

Listed

0.20(8.47)*

-0.001(-0.38)

0.01 (3.61)*

0.01 (1.92)***

0.41(6.19)*

-0.01 (-1.21)

0.03 (1.47)

0.09 (0.78)

0.33(4.10)*

0.01(2.47)**

5.31 (5.34)*

2.61(2.64)*

0.01 (3.98)*

0.003 (1.14)

0.42(6.16)*

Consoli
dated

0.003(1.64)

0.003(1.21)

0.92(0.78)

SOEs

0.33 (3.97)*

0.01(2.82)*

3.87(3.17)*

Listed

-0.01(-0.35)
0.15 (1.25)

4.89(5.12)*

2.16 (2.27)**

Consolidated

0.002(0.02)
0.40(5.94)*
0.01 (0.26)

2.26(6.62)*

0.87(2.52)**

SOEs

0.19(8.40)*
0.0002 (0.07)

0.004 (2.01)**

1.26 (1.002)

8.19(7.70)*

Listed

Leverage
0.002(0.82)

4.13 (3.16)*

6.71 (5.17)*

10.27(9.05)*

Consolidated

Size
0.001(0.34)
4.94(5.03)*

2.24 (2.30)**

7.71(7.61)*

9.51(7.08)*

0.11

-0.02(-0.35)

CR
0.92(2.66)*

3.92(10.93)*

9.72 (9.03)*

0.11

43.87*

0.04 (3.75)*

Margin
2.31(6.76)*

6.94 (5.01)*

5.05(13.26)*

0.06

43.87*

Rejected

0.02 (2.06)**

LIMIT_2:C(8)
7.82(7.46)*

9.76 (6.90)*

0.06

60.59*

Rejected

0.002 (4.18)*

LIMIT_3:C(9)
3.98(11.07)*

9.89(8.86)*

0.1

91.69*

Rejected

0.001(1.83)**

LIMIT_4:C(10)
5.12(13.41)*

0.07

40.65*

Rejected

0.017(3.22)*

ESP-ROA

Table 7.15: Multiple Regression Result for The Influence of FP on Companies’ ESP
Independent Variables

ROA
ROE

LIMIT_5:C(11)
0.07

69.94*

Accepted

-0.01(-0.43)

Pseudo R-squared
98.75*

Rejected

0.15 (4.43)*

LR statistic
Rejected

Tobin's Q

Decision on H0

Notes: *, **, *** denote significance at the 1%, 5%, and 10% levels respectively

SOEs
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7.7.1 Listed Companies
Ordered response model was used to test whether the listed companies‘ financial condition
impact to the companies‘ ESP. The null hypothesis were accepted or rejected based on the
significant level of FP, because FP is the only variable that is tested whether it has a
significant influence to the ESP. When FP has influenced the companies‘ ESP significantly,
the null hypothesis is rejected. The results indicated that the coefficients ROA, ROE and
Tobin‘s Q were positive and significant at the 1% level, suggesting that those three indicators
of FP have a significant positive effect on ESP given the other variables were held constant.
The second column in Table 7.15 displays the effect of ROA on ESP in listed companies.
The coefficient for ROA means that, with a 1% increase in ROA, a company could expect an
increase of ESP by 0.04 points. Size and current ratio were also found to be significant, at the
1% level and 5% level respectively, suggesting that those variables have a positive and
significant influence on ESP. The coefficient of size indicated that, if companies raised their
total assets by 1 million rupiah, they would tend to have a higher level of ESP, by around 0.4
times. The coefficient of current ratio suggested that, when companies improved their current
ratio by 1%, they potentially had higher ESP, by 0.06 points. Leverage and margin did not
contribute significantly. Limit points on the table present the estimates of the γ coefficient
and the associated standard error and probability value.
The third column of Table 7.15 displays the effect of ROE on ESP for listed companies. The
coefficient for ROE means that a 1% increase in ROE would cause an improvement in ESP
by 0.002 points. Size, current ratio and margin were also found to be significant at the 1%
level, 10% level and 1% level respectively, suggesting that those variables had a positive and
significant influence on ESP. The coefficient of size indicated that, if a company raised its
total assets by 1 million rupiah, it tended to have a higher level of ESP, by around 0.41 times.
The coefficient of current ratio suggested that, when companies improved their current ratio
by 1%, they potentially had a higher ESP ranking, by 0.01 point. The coefficient of margin
suggested that, when companies increased their margin by 1%, they potentially had higher
ESP, by 0.01 points. Leverage did not contribute significantly.
The fourth column of Table 7.15 shows the effect of Tobin‘s Q on ESP for listed companies.
The meaning of the Tobin‘s Q coefficient is that, with a 1% increase in Tobin‘s Q, a
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company‘s ESP level would rise by 0.15 points. Size and margin were also found to be
significant, at the 1% level, suggesting that those variables had a positive and significant
influence on ESP. The coefficient of size indicated that, if companies raised their total assets
by 1 million rupiah, they tended to have higher ESP, by around 0.42 times. The coefficient of
margin suggested that, when companies increased their margin by 1%, they potentially had
higher ESP, by 0.01 point. Leverage and current ratio did not contribute significantly.

7.7.2 State-owned Enterprises (SOEs)
Ordered response model was also implemented to test whether company‘s financial condition
influences Indonesian SOEs‘ ESP. As mentioned before, Tobin‘s Q was not applicable to
SOEs, so the Tobin‘s Q model is omitted and only ROA and ROE are administrated. The
coefficient of ROE has a positive and significant influence at 5% level, suggesting that ROE
has a significant positive effect on ESP, given the other variables are held constant. ROA did
not have a significant effect on ESP.
The second column in Table 7.15 displays the effect of ROA on ESP for SOEs. As
mentioned earlier, ROA did not have a significant effect on ESP. Size was the only control
variable that had a significant influence on ESP at the 1% level, suggesting that size had a
positive and significant influence on ESP. The coefficient of size indicated that, if companies
raised their total assets by 1 million rupiah, they tended to have a higher level of ESP, by
around 0.33 times. Leverage, current ratio and margin did not contribute significantly.
The third column of Table 7.15 displays the effect of ROE on ESP for SOEs. As mentioned
earlier, ROE had a positive and significant influence on ESP. The coefficient of ROE means
that a 1% increase in ROE caused an increase in ESP by 0.02 points. Leverage and size were
also found to be significant at the 5% and 1% levels respectively, suggesting that those
variables had a positive and significant influence on ESP. The coefficient of leverage
suggested that, when companies increase their leverage by 1%, they potentially achieve
higher ESP, by 0.01 point. The coefficient of size indicated that, if companies raised their
total assets by 1 million rupiah, they tended to achieve higher ESP, by around 0.41 times.
Current ratio and margin did not contribute significantly.
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7.7.3 Consolidated Companies
The consolidated company means the combination between listed companies and SOEs. The
pooled data analysis was conducted to determine whether companies‘ FP influences the
Indonesian companies‘ FP in general. According to the table 7.15, all ordered response model
result for the pooled data analysis has the same result with the ordered response model for
listed companies. The similar result indicates that the listed companies take the majority in
the Indonesian market in this study. The null hypothesis was rejected for companies‘ ROA
and ROE at 1% of significance level. The results indicate that economics reason influences
the quality of companies‘ concern in environmental and social actions.
The order response model was conducted to the companies‘ ROA and companies‘ ROE only.
It cannot be conducted to check the influence of FP to the companies‘ Tobin‘s Q because
some of the samples that are considered as SOEs are not measured using Tobin‘s Q.
Therefore, the regression for pooled data is only applicable for ROA and ROE.

7.8 Comparison of Listed Companies and State-owned Enterprises (SOEs) in terms of
their Relationships between Environmental and Social Performance (ESP) and
Financial Performance (FP)
This section discusses the results of multiple regression of the effect of ESP on FP between
listed companies and SOEs. This section also compares the effect of FP on ESP between
listed companies and SOEs using the ordered response model. Additional dummy variables
(dListed) were created to differentiate the companies‘ ownership. The dListed is equal to 1 for
listed companies or 0 otherwise.
H0e. There is no significant difference between the effect of ESP on FP in listed companies
and the effect of ESP on FP in SOEs in Indonesia.
H1e. There is a significant difference between the effect of ESP on FP in listed companies and
the effect of ESP on FP in SOEs in Indonesia.
H0f. There is no significant difference between the effect of FP on ESP in listed companies
and the effect of FP on ESP in SOEs in Indonesia.
H1f. There is a significant difference between the effect of FP on ESP in listed companies and
the effect of FP on ESP in SOEs in Indonesia.
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The models created to test the hypotheses are shown below.
α0 + β1dlistedit + β2d2-Complyit + β3dlisted.d2-Complyit + β4d3-Beyondit
+ β5dlisted.d3-Beyondit + β6Leverageit + β7Sizeit + β8CRit + β9Marginit
+ε
ROEit = α0 + β1dlistedit + β2d2-Complyit + β3dlisted.d2-Complyit + β4d3-Beyondit
+ β5dlisted.d3-Beyondit + β6Leverageit + β7Sizeit + β8CRit + β9Marginit
+ε
ESP = α0 + β1ROAit+ β2Leverageit + β3Sizeit + β4 Marginit + β5CRit +
β6dListedit +ε
ESP = α0 + β1ROEit+ β2Leverageit + β3Sizeit + β4 Marginit + β5CRit +
β6dListedit +ε
ROAit =

(6.7)

(6.8)
(6.12)
(6.13)

Notes:
ROAit

= return on assets for company i in year t represented by net income (NI)
divided by total assets (TA)
ROEit
= return on equity for company i in year t represented by net income (NI)
divided by total equity (TE)
dlistedit, d2-Complyit, d3-Beyondit,
= dummy variables representing compliance level of ESP from listed
companies and SOEs i in year t
Leverageit
= leverage for company i in year t represented by debt to equity (DTE)
Sizeit
= log total asset representing size for company i in year t
Marginit
= gross profit margin for company i in year t represented by gross profit (GP)
divided by net sales (NS)
CRit
= current ratio for company i in year t represented by current assets (CA)
divided by current liabilities (CL)
ESP
= companies‘ environment and social performance
α0
= constant (the intercept or point where the line cuts the Y axis when X = 0)
for SOEs
α1
= constant (the intercept or point where the line cuts the Y axis when X = 0)
for listed companies
β
= regression coefficient (the slope or the change in Y for any corresponding
change in one unit of X)
ε
= error
i
= representing companies
t
= time / year
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Table 7.16: Comparison 1
Constant
dListed
d2-Comply
dListed.d2-Comply
d3-beyond
dListed.d3-Beyond
Leverage
Size
CR
Margin
Adj R square
F Stat
F-Test

ROA
2.88(1.4)
-1.52(-1.42)
-0.38(-0.51)
2.04(1.56)
-1.00(-1.03)
5.60(2.75)*
-0.04(-2.43)**
0.11(0.74)
0.07(1.09)
0.33(6.90)*
0.42
44.71*
2.68**

ROE
-2.50(-0.19)
-31.44(-1.96)**
-8.14(-0.97)
28.47(1.24)
-10.36(-2.49)**
45.81(2.52)*
0.59(0.45)
1.21(1.50)
0.14(0.95)
0.42(1.08)
0.023
2.52*
4.16*

Notes: *, **, *** denote significance at the 1%, 5%, and 10% levels respectively

Table 7.16 illustrates the effect of ESP on ROA and ROE in listed companies and SOES. The
second column, headed ‗ROA‘, shows the comparison of the effect of ESP on ROA for listed
companies and SOEs, and the third column, headed ‗ROE‘, illustrates the comparison of the
effect of ESP on ROE for listed companies and SOEs.
Table 7.16 shows that there is a difference between listed companies and SOEs in terms of
the effect of ESP on ROA and ROE. The coefficient of the dummy d Listed described the
different performance between listed companies and SOEs. The dummy variable d Listed had
coefficients of –1.52 and –31.44 for ROA and ROE respectively, suggesting that listed
companies had lower performance compared to SOEs, when other factors remained fixed.
However, this estimated difference occurred only when other variables – that is, the dummy
compliance levels, leverage, size, current ratio and margin – were all set to zero, which is not
close to being a possible scenario. If the other variables are not set to zero, the difference in
performance between listed companies and SOEs might have a different result.
The comparison between listed companies and SOEs in the effect of FP on ESP is described
above, and the ordered response model has been implemented.
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Table 7.17: Comparison 2
Variables

ESP-ROA

ESP-ROE

Leverage

0.02(0.87)

0.06(0.78)

Size

0.18(7.18)*

0.18 (7.18)*

Margin

0.01(1.33)

0.01 (2.63)*

CR

0.002(0.69)

0.002(0.67)

dListed

-0.08(-0.08)

-0.01(-0.10)

ROA

0.004 (0.44)

ROE
Pseudo R-squared
LR statistic

-

-0.0001(-0.05)

0.08

0.11

78.34*

44.27*

Notes: *, **, *** denote significance at the 1%, 5%, and 10% levels respectively

Table 7.17 describes the comparison of listed companies and SOEs in terms of the effect of
ROA and ROE on ESP. The coefficient of the dummy listed variable was –0.08, suggesting
that under the same level of ROA, and the same level of all control variables, listed
companies had lower ESP compared to SOEs, by 0.08%. The coefficient of the dummy listed
variable was –0.0001, suggesting that under the same level of ROE, and the same level of all
control variables, listed companies had lower ESP compared with SOEs, by 0.0001%,
although the companies‘ ownership did not have a significant influence on ESP.

7.9 Chapter Summary
This chapter discussed the statistical findings, from calculations made using EViews 9
software, on the effect of regulations on companies‘ ESP, the effect of ESP on FP, the effect
of FP on ESP, and the comparison analysis of the performance of listed companies and SOEs
in terms of the effect of ESP on FP as well as the effect of FP on ESP. The analysis includes
descriptive statistics, data assessments, T-tests, ANOVA, univariate analysis, multiple
regression models using dummy variables, and ordered response models. The statistical
results presented in this chapter are discussed in Chapter 8.
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Chapter 8 : Discussion
8.1 Introduction
This chapter discusses the results and findings presented in Chapter 7 before. The discussion
includes the acceptance or the rejection of the hypotheses, followed by a discussion based on
the theories and previous literature. The discussion has been disaggregated into four
categories: the effect of environmental regulations on environmental and social performance
(ESP) in Indonesian listed companies and state-owned enterprises (SOEs); the effect of ESP
on financial performance (FP) for Indonesian listed companies, SOEs and the consolidated
companies; the effect of FP on ESP for Indonesian listed companies, SOEs and the
consolidated companies; and a comparison of listed companies and SOEs in Indonesia in
terms of the relationship between ESP on FP.

8.2 The Effect of Environmental Regulations on The Environmental and Social
Performance (ESP)
The enactment of environmental and social responsibility in Indonesia, that are Article 74 of
Corporation Law No. 40/2007 and Article 15 of Investment Law No. 25/2007 triggers a
question whether the regulations improve the companies‘ ESP. In order to answer the
question, T-test, ANOVA test and univariate analysis were conducted and the statistical
result were presented below.
Table 8.1: T-Test and ANOVA test
Methods
T-Test
ANOVA (F-Test)
Obs

Listed Companies
3.71*
4.26*
385

SOEs
5.86*
9.26*
154

Notes: *, **, *** denote significance at the 1%, 5%, and 10% levels respectively
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Figure 7.1: ESP for Listed Companies
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Figure 7.2: ESP for SOEs
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The results of the statistical analysis above support the alternative hypothesis (against the null
hypothesis), that there is a significant difference in ESP before and after the enactment of
regulations for companies in Indonesia. According to the statistical results, the
implementation of two regulations on environmental and social issues – Article 74 of
Corporation Law No. 40/2007 and Article 15 of Investment Law No. 25/2007 – had a
significant influence on ESP for Indonesian companies. Before the enactment of those
regulations, both listed companies and SOEs had T-test mean values of less than 3, which
indicated that both company types had lower ESP compliance. After the enactment of the
regulations, the listed companies and SOEs had mean values above 3. After the Indonesian
government made it mandatory (rather than voluntary) for companies to comply with the
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regulations, on average both listed companies and SOEs significantly improved their ESP.
According to ANOVA results, there was a significant difference in environmental
performance before and after the enactment of regulation for both listed companies and
SOEs. ESP improved significantly at the 1% level. Among the five PROPER rankings, at
least two groups upgraded their ESP, suggesting that the enactment of regulations enhanced
ESP.
The findings that environmental regulations have a positive influence on ESP supports the
Porter hypothesis, which suggests that environmental regulation can trigger environmental
performance and that the improvement of environmental performance can lead to
improvement in FP. Environmental regulations spark innovation and have the potential to
lead to win-win solutions for firms, such as by improvements in the environment and a better
competitive position in the market (Ramanathan, 2010). Porter (2008) mentioned that welldesign regulations not only urge companies to comply with the required standards but also
lead to creating innovation that gives a competitive advantage to the companies‘ product and
services nationally and internationally. Porter & Van der Linde (1995) claim that regulatory
design promotes innovation, resource productivity and competitiveness. Regulations
encourage upstream solutions not only for the environment but also for companies. The early
avoidance or mitigation of pollution, by complying with regulations, is always less costly
than late-stage remediation or clean-up. Regulations that encourage innovation can improve
product consistency and quality.
Moreover, the companies‘ decisions to comply with the environmental regulations and
improve ESP are consistent with legitimacy theory. As mentioned before that based on
legitimacy theory, to acquire public legitimacy – that is, a condition where a corporate value
system is congruent with the values of the society around it, of which the organisation is a
part – companies have to react to and fulfil community expectations (Deegan, 2007). Deegan
(2007) also mentioned that the main duty of companies is maximizing the investors wealth,
whereas the society expects successful business corporations to not only maximise their
profits but also react to and attend to the human, environmental and other social
consequences of their activities (Deegan, 2007). The society perspective is an important
consideration for companies to acquire public legitimacy. Performing responsibilities to the
society and the nature surround the business operations are the main way to obtain
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legitimacy. The failure to satisfy the society expectations leads on a threat to companies‘
legitimacy in a form of legal, economic and other social sanctions (Dowling & Preffer, 1975)
The positive effect of environmental regulations on ESP is consistent with previous findings.
Kagan, Gunningham, and Thornton (2003) found that tight regulations and political pressure
brought significant improvements in environmental actions taken by the pulp manufacturing
industry in Australia, New Zealand, British Columbia, and the states of Washington and
Georgia in the United States of America (USA). Regulations required pulp and paper
manufacturers to take responsibility for the reduction of pollution that stemmed from capital
investment in this industry, in terms of very costly pollution control technologies. However,
in their study, Kagan et al. (2003) also stated that social pressure and corporate environment
management appear to be the most dominant factors when it comes to pushing companies to
go beyond what is expected of them under the regulations. Furthermore, Fallan and Fallan
(2009) explored the effect of environmental regulations on the development of the way
companies make environmental disclosures. The authors compared environmental disclosures
made by companies during periods of voluntarism and during periods of changed statutory
requirements. According to their study, regulation has a significant, immediate effect on
mandatory environmental disclosure.
The improvement in ESP after the enactment of regulations can be identified by the changed
PROPER rankings of companies, as presented in Figure 7.1 and Figure 7.2. The numbers of
companies that complied with the regulations and were awarded a Blue ranking increased in
the period 2009–2012 (from 32.73% to 65.45% for listed companies, and from 27.27% to
77.27% for SOEs). However, during 2007–2009 the number of Blue ranking companies
slightly decreased, from 41.82% to 32.73% for listed companies, and from 40.91% to 27.27%
for SOEs. The number of companies with a Green ranking improved over the period: listed
companies started at 7% in 2004, and rose to 9% in 2005 and to 20% in 2007, whereas SOEs
with the same ranking rose from 0% in 2004 to 4.55% in 2005 and to 18.18% in 2007. After
the implementation of the regulations, the percentage of Green ranking listed companies was
around 19% in 2009–2010 and 25% in 2011, although it fell to 11% in 2013. The reduction
of Blue ranking companies and Green ranking companies in 2013 can be explained by the
movement of companies from the Blue ranking to the Gold ranking, since the number of
listed companies with Gold ranking improved from 3.62% in 2011 to 9.09% in 2012, peaking
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at 10.91% in 2013. Before the enactment of regulations, none of the listed companies and
SOEs reached Gold ranking; however, after the enactment, the number of companies with
excellent ESP rose significantly.
The reduction in the number of Blue ranking companies and Green ranking companies in the
period 2007–2009 indicates that companies needed time to adapt to the new regulations. This
is also supported by the increase in the number of companies awarded those two rankings in
2010 and in the following years, as well as by the reduction in the number of companies
awarded Red and Black rankings in the same period. It takes time for companies to begin
rolling out environmental and social actions to the required standard, because it will involve
the design and implementation of new programs and innovations, and the contribution of all
staff and management. Further, when companies decide to innovate in order to reduce their
pollution levels, they will also need to roll out systems to train staff, monitor operations, and
build in controls to ensure the innovation achieves its goals. Therefore, the implementation of
regulations could not immediately impact directly on company performance. For example,
after the enactment of regulations, Pertamina, one of Indonesia‘s SOEs in the oil and natural
gas sector, began using geothermal energy to replace liquid petroleum gas (LPG). The
replacement caused year on year reductions in Pertamina‘s CO emissions (PROPER, 2014).
At the same time, based on the PROPER report (2004), that company utilised a
thermoelectric element as an energy source, which is environmentally friendly and reduces
fuel oil consumption. As a result, Pertamina was awarded a Gold ranking in 2011 to 2014.
Moreover, Indonesian companies tended to not only reach compliance level under PROPER
but also increase their quality by performing beyond the compliance level, as shown by the
growth in the number of companies awarded Green and Gold rankings after the
implementation of regulations and by the reduction of Blue rankings in 2013, as mentioned
above. Companies that previously conducted voluntary ESP at a high level tended to continue
at that level of compliance, or even move to a higher ranking. Companies may have made the
decision to take action beyond what was required by the regulations in order to improve their
public image and persuade society of their legitimacy. The announcement of PROPER
rankings is widely published in Indonesia; almost all media report the annual announcement.
Therefore, a higher ranking will potentially boost the image of a company. The good news is
that achieving well on particular issues can encourage investors to buy into green companies
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in the future. This finding is consistent with the meta-analysis research that has been
conducted by Murphy (2002), who explored that companies that go beyond legal compliance
realise stronger stock price gains and market value growth than the S&P 500. Furthermore,
when companies take their ESP beyond the level of compliance, they are protecting
themselves from boycotts (Dincer, 2011), having limited access to resources such as financial
capital and illegitimacy.
Indonesian listed companies and SOEs that complied with the new regulations and improved
their ESP may have done so for one or both of two reasons: firstly, to protect their business
sustainability and to continue as a going concern; secondly, to avoid consequences that would
endanger their business operations. Companies that fail to take the action that is required of
them by regulations face potential consequences. Under Article 15 of Investment Law No.
25/2007, companies that fail to meet the regulations will face the following consequences:
a. a written warning;
b. a limitation on their business activities;
c. Freezing of the business activity and/or investment facility;
d. closing the business activity and/or investment facility.
(Capital Investment Law No. 25/2007)
The enactment of these regulations in Indonesia did not play smoothly. It caused conflict
between the government and the business community, which took the matter to court to argue
that implementation of the regulations, would potentially increase expenses and reduce
profits. Although the case continued until 2012, the Indonesian government did not amend
the regulations, and the government punished the companies that failed to comply – 79 Black
ranking companies faced punishment in 2012. In total, 75 companies received an
administrative sanction and written warning from MoEF, four companies faced criminal
charges, one company encountered an environmental dispute, and three companies had their
licences revoked and could no longer continue their business activities (PROPER, 2013).
8.3 The Effect of Environmental and Social Performance (ESP) on Financial
Performance (FP)
To evaluate the effect of ESP on FP for both listed companies and SOEs in Indonesia, the
multiple regression models using dummy variables were implemented and the statistical
results were shown in the Table 8.2.
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8.3.1 Listed Companies
The results of the statistical analysis presented above, support the alternative hypothesis
(against the null hypothesis), that there is a significant relationship between ESP and FP
(ROA and Tobin‘s Q) for listed companies. On the other hand, the statistical analyses also
suggest that it would be possible to support the null hypothesis, that there is a significant
relationship between ESP and FP (return on equity, or ROE) for listed companies.
8.3.1.1 Return on Assets (ROA) and Tobin’s Q
Based on the regression results, taking action on environmental and social matters had a
positive impact on return on assets (ROA) and Tobin‘s Q for listed companies. The
Indonesian listed companies that presented ESP above the compliance level had a higher FP
than the companies that performed at or below the compliance level. The environmental
regulations require companies to conduct their activities with environmental and social
responsibility (ESR) and to allocate additional budgets to these matters, which can potentially
increase the costs of operation and reduce profits. However, statistical analysis reported that
ESP has been proven to enhance FP and offset the cost of compliance.
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Consolidated
616
0.42
75.85*
5.68*

ROA
Listed
440
0.41
52.73*
5.40*

ROE
SOC
Consolidated
Listed
The Influence of ESP on Companies’ FP
176
440
616
0.83
0.24
0.22
140.61*
3.43*
3.38*
1.67
2.2
2.16

Table 8.2: The Statistical Result of Multiple Regression Models using Dummy Variables

N
Adj R2
F Stat
Wald test
Decision to H0

SOC
176
0.57
40.42*
3.15**

Tobins'q
Consolidated
Listed

440
0.59
5.57*
6.17*
Rejected

2.29**
1.1

29.53*
4.07*

3.78*
3.05**

0.54
2.25**
0.87

Rejected

Rejected Accepted
Accepted Rejected
Rejected
Accepted
The Influence of ESP on Companies’ FP after Considering the Enactment of Regulations
0.41
0.83
0.26
0.59
0.42
0.18
95.06*
1.45

Rejected

Adj R2
35.04*
2.61**

Accepted

50.65*
2.25**

Accepted

F Stat
Wald test

Decision to H0
Rejected
Rejected Accepted
Notes: *, **, *** denote significance at the 1%, 5%, and 10% levels respectively

SOC
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The positive and significant effect of ESP on ROA and Tobin‘s Q for listed companies
supports stakeholder theory and the Porter hypothesis. According to stakeholder theory,
providing financial and non-financial information to society is an important way to get
support from stakeholders. Disclosing the non-financial information is as important as
disclosing the financial information (Gray et al., 1996). The stakeholders will obtain full
information that company has allocated their investment to improve the investor‘s wealth
without ignoring their responsibility to the nature and society. Considering its economic,
social and environmental performance leads to the truly sustainable organisation (Mir, 2015).
Therefore, taking action on environmental and social matters, to a certain level, is an
important way of keeping the organisation sustainable.
Furthermore, the findings of this study are in line with the Porter hypothesis, especially for
the strong hypothesis, which asserts that well-designed environmental regulations stimulate
innovation of the firms, which can enhance productivity and increase a firm‘s private gain
(Porter & Van der Linde 1995). By complying with environmental regulations that impose
the immediate allocation of expenses, companies tend to find innovative ways to potentially
offset the cost of compliance, and to generate profits (Mohr, 2002). The innovation offsets
not only lower the net cost of complying with the environmental laws but even lead to
absolute advantages (Porter & Van der Linde 1995). This notion is based on the finding that
higher environmental performance leads to efficiencies, improvements in productivity, lower
costs of compliance, and new market opportunities (Wagner et al., 2002). Environmental
policy is an important aspect for any company, in that it can protect the natural environment
without providing negative financial impacts for the company (Ambec & Barla, 2002).
This result also supports previous literature, which found that ESP had a significant
correlation with ROA and Tobin‘s Q. Russo and Fouts (1997) found that environmental
performance and ROA had a strong and positive correlation, especially in high-growth
industries. The authors contended that in recent times society has been more concerned with
the way companies treat their employees, stakeholders, neighbourhoods and environmental
issues, and that consumers will take those issues into account before making purchasing
decisions. Internally, Russo and Fouts (1997) mentioned that some companies have managed
to translate their commitment to environmental issues into a competitive advantage.
Managers tend to use a business‘s capabilities and resources in eco-renewal and other
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environmental initiatives to improve its economic performance. In recent times, managers
have alerted their companies to the concept that they should appeal to society and
government by meeting their demands around environmental issues.
Muhammad et al. (2015) also argued that the environmental performance of companies was
associated with ROA in a time of economic growth (2001–2007) in Australia, although they
found that, during the financial crisis of 2008–2010, environmental performance had no
impact on FP. The authors argued that companies benefited by presenting an impressive
image when it came to their environmental performance, because it changed shareholders‘
perspectives on the companies‘ sensitivity to financial costs, their legitimacy, and their risk of
facing legal action. Moreover, Misani and Pogutz (2015) found that carbon emissions had a
non-linear relationship with Tobin‘s Q and that companies were more likely to have the
better FP when they had intermediate performance on carbon emissions.
The statistical results show that companies that have higher ESP tend to have higher ROA
and Tobin‘s Q. The d3-Beyond companies performed higher on ROA, by 5.1%, compared
with d1-NonComply companies, and by 3.4% compared with d2-Comply companies. The d3Beyond companies performed higher on Tobin‘s Q, by 1.33% compared with d1-NonComply
companies and by 0.35% compared with d2-Comply companies. These findings suggest that
companies that performed at a higher level than what was required by the regulations earned
the highest ROA and Tobin‘s Q compared with companies that met expectations or fell
below expectations. This finding supports the previous research from Murphy (2002) who
concluded that companies with superior environmental profiles and go beyond legal
compliance have been shown to be more profitable and gained higher market value growth
than S&P 500.
Voluntarily conducting environmental and social actions was one of the triggers that
increased companies‘ ROA and Tobin‘s Q. Companies that did not comply or made less
effort on environmental and social programs gained less benefit. This is a potential indicator
that the higher a company‘s ESP, the higher its‘ ROA and Tobin‘s Q. D-3 companies with
the highest levels of ROA and Tobin‘s Q could attribute their success to innovations that
created production efficiencies. These businesses allocated more to environmental matters
and covered the additional costs, while also creating innovations and improvements in their
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efficiency and productivity. Innovation made the business‘s processes more efficient, which
led to an increase in their profits. For example, Holcim Indonesia created savings by adopting
technology that reduced its energy consumption and increased its business efficiency. This
listed company reduced its coal consumption by 7.53% from 2010 to 2013 and cut its
electricity consumption by 15.7% from 2007 to 2013 (PROPER, 2013). Moreover, after
implementing an emissions control program, Holcim Indonesia produced a lower level of
emissions, below the average of all the cement factories in the world. As a result, the
Indonesian government awarded Holcim Indonesia a gold PROPER ranking from 2010 to
2013. In 2007–2012, the company‘s ROA had a significant escalation, from 7.94% to 11.9%.

Control Variables
The statistical results revealed that leverage has a negative influence on ROA at the 10%
level, and on Tobin‘s Q at the 5% level, suggesting that companies with higher leverage
perform at a lower level than companies with lower leverage. Companies maintain their
environmental activities using their liabilities, which impacts negatively on ROA and Tobin‘s
Q. The findings of this study confirm those made by Lioui and Sharma (2012), that there is a
negative link between leverage and ROA, and leverage and Tobin‘s Q. In that study, leverage
was a control variable used to measure the correlation between strong environmental
corporate social responsibility (CSR) and FP, and the direct impact of research and
development activities on the firm‘s Tobin‘s Q. Leverage has been identified as a risk;
therefore, when companies have a higher leverage ratio, there is a higher risk the business is
financing its growth based on debt. Moreover, Inoue and Lee (2011), in their research on the
effect of different dimensions of CSR on FP in tourism-related industries, explained that
leverage had a negative, although insignificant, influence on ROA. The negative influence of
leverage on ROA was found in the airline, casino and restaurant industries. Higher leverage
indicates higher financial risk and higher liabilities.
Margin is a control variable that impacts positively and significantly on ROA at the 1% level,
suggesting that companies with capability to manage their cost in terms of environmental and
social issues will perform better on ROA. Al-Tuwaijri et al. (2004) conducted cross-sectional
research to identify whether environmental performance was associated with economic
performance. Margin was selected as one of the predetermined variables, and it was found to
have a positive and significant association with economic performance. The authors found
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that environmental performance was measured by factor analysis of three firm characteristics:
committees, reports and programs. FP was then measured by industry-adjusted return and
market price per share.
Current ratio was another control variable to have an impact on Tobin‘s Q. Current ratio had
a positive impact at the 1% level, suggesting that companies that have more assets than debt,
and that have the capability to pay the debt, will potentially have higher Tobin‘s Q. This
finding was inconsistent with that of Muhammad et al. (2015), who argued that control
variables were not a significant variable that influenced Tobin‘s Q before and after the
financial crisis in Australia. The authors found that environmental performance had a strong
positive association with FP during the pre-financial crisis period and that there was no
relationship between environmental performance and FP during the financial crisis in
Australia.

8.3.1.2 Return on Equity (ROE)
Unlike for ROA and Tobin‘s Q, ESP had no significant influence on ROE. High levels of
ESP have been proven to significantly enhance ROA and Tobin‘s Q, but they do not
significantly affect ROE. Companies that complied with environmental regulations or
achieved ESP beyond the compliance level did not benefit in terms of ROE.
The insignificant relationship between ESP and ROE did not support stakeholder theory and
the Porter hypothesis, but it is in line with traditional views. Based on the traditional view,
high environmental performance – such as low normalised emissions and inputs –
corresponds to low economic performance, and vice versa. This perspective has its roots in
neo-classical theory. It contends that companies‘ competitiveness and environmental
performance are in conflict with one other. Pollution abatement and environmental
performance are assumed to decrease marginal benefits and increase marginal costs (Wagner
et al., 2002).
This finding supports the previous findings that argue that ESP has an insignificant effect on
ROE. Xepapadeas and de Zeeuw (1999) discussed that, when companies invest in cleaner
and more productive machines as a requirement of stricter environmental policy, their
emissions and profits are negatively affected. The marginal decrease in emissions was higher
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after complying with the stricter regulation; however, it came at a cost to the profitability of
the companies. However, even though there was a failure to find a win-win solution that met
the stricter environmental conditions, there was an expectation for productivity gains in the
use of capital stock. The trade-off between environmental policy and profits in the home
industry remained, but it was not as sharp as it could have been, because of downsizing and
modernisation in the industry. Environmental performance was also found to have an
influence on ROE in a study conducted by Waddock and Graves (1997). Unlike other
measures of FP, such as ROA and return on sales (ROS), CSR, which included
environmental issues, had an insignificant impact on ROE. Moreover, Fauzi (2008) found in
an empirical study that corporate and social performance for Indonesian companies had an
insignificant influence on FP, including ROE, ROS and return on investment (ROI).
Nevertheless, the positive correlation was captured when Fauzi (2008) investigated the
impact of corporate ESP on ROE for multinational companies (MNCs) in Indonesia. In
Australia and New Zealand, the enhanced environmental performance of electricity-powergenerating companies does not contribute on their financial performance that might be caused
by an excessive marginal cost than the marginal benefit (Mir et al., 2015).
Furthermore, the insignificant relationship between ESP and ROE is contradictory with
Horváthová (2012), who claimed that increases in emissions depleted ROE in the two-year
horizon, and improved short-term FP. Horvathova‘s claim supported Hart and Ahuja (1996),
who stated that emissions reduction was not of benefit to companies in the first year, but it
took at least two years for the benefits to show. The authors argued that emissions reduction
impacted directly on ROA and ROS, with capital structure as a confounding factor, whereas
ROE reflected capital structure and operating efficiency. Therefore, the impact of the
reduction took more time for ROE compared with ROA and ROS. These findings were in
line with those of Fauzi and Idris (2010), who stated that corporate social performance (CSP),
including environmental performance, significantly influenced FP in Indonesia at the 5%
significance level.
The different findings, related to the influence of ESP or CSR to ROA and ROE for listed
companies, are presented by Janamrung and Issawawornrawanich (2015), Wang, Lu, Ye,
Chau, and Zhang (2016), Hamavandi (2016), and Fauzi (2008). Janamrung and
Issawawornrawanich (2015) found that firms that were receiving a higher CSR index score
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also have a higher return on assets (ROA) indicating an efficient use of assets. However, no
relations are detected between the CSR index and ROE. It could be because firms that are
more engaged in CSR activities are regarded favourably by consumers, which in turn
strengthens their competitive advantages in the long term rather than in the short-term. Wang
et al. (2016) stated that the different between ROA and ROE is financial leverage, for which
the DTE ratio can be considered a proxy. The coefficient of DTE ratio in ROE is positive
while those for ROA and EPS are negative; suggest that financial leverage might well be
responsible for the non-existence of the U-shaped relationship between CSP and ROE.
Several findings that investigated the impact of ESP/CSR on the companies‘ financial
performance had the same result between ROA and ROE as their financial measurement.
ESP/CSR has a positive correlation with both ROA and ROE or a negative influence on both
ROA and ROE. On the other hands, Janamrung and Issawawornrawanich (2015), Wang et al.
(2016), Hamavandi (2016), and Fauzi (2008) found different result between ROA and ROE.
The different finding might be caused by different formula to calculate ROA. ROA can be
calculated by several formulas as listed in Table 6.2 on Chapter 6 before and is presented
below. The ROA formula that has been used frequently is net income divided by total assets,
which is the selected formula in this study. However, several literatures might use other
formulas to measure ROA and potentially provided different results.

Table 6.2: Several ROA Formulas and Frequencies

Formula
Net Income / Total Assets
Net Income / Average Total Assets
(Net Income + Interest Expense) / Average Total Assets
[Net Income + Interest Expense x (1-Tax Rate)] / Average Total Assets
Earnings Available to Common Shareholders / Total Assets
Earnings Before Interest and Taxes / Average Total Assets
Operating Profit / Total Assets
(Net Income + Interest Expense) / Total Assets
[Net Income + Interest Expense x (1-Tax Rate)] / Total Assets
Earnings Before Tax / Total Assets
Earnings Before Interest and Taxes / Total Assets

Percent in
Sample
40.00%
15.71%
11.43%
10.00%
7.14%
4.29%
2.86%
2.86%
2.86%
1.43%
1.43%

Source: Jewell & Mankin (2011)
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In Indonesia context, the different result between ROA and ROE might be caused by three
points. Firstly, there is a structural break in time series of data, which may have a significant
influence on the results that has been found for ROA and ROE. This study selected PROPER
ranking program as ESP measurement and collected the data from 2004-2013. Due to a
political issue, the PROPER program was suspended in 2006 and 2008, so the data was
collected in total 8 (eight) years only. It seems that the suspension causes the impact of ESP
to ROE for listed companies requires a longer time than ROA. The result might be different if
the study explores the impact of ESP to ROE using more than 8 (eight) years data set or
evaluates the impact after the suspension. Secondly, the Indonesian stakeholders might have
less awareness of environmental and social performance. They do not react directly to the
information from MoEF about the PROPER award. It seems that they require more time to
absorb the importance of ESP to make an investment decision. Therefore, when listed
companies conducted ESR, it influences companies‘ ROA and does not influence on
companies‘ ROE. ROE represent the involvement of stakeholders in the companies. It
indicates the companies‘ ability to earn profits, compared to its equity. Thirdly, it might be
caused by the component of ROE that reflects not only operating efficiency but also a capital
structure of the firm. The environmental profile is known to have an effect on its liability
exposure, reputation and market value (Hart & Ahuja, 1996). Hart and Ahuja (1996) also
stated that poor environmental performance might thus affect the firm‘s cost of capital (CoC)
and CoC is likely to affect the ROE with a longer lag than the direct effect through ROA. The
longer time impact is caused by market awareness on the environmental issue, and the firm
raises capital at this new cost level. When the market has less awareness on the companies‘
ESP, it potentially gives an impact on companies‘ ROE but it requires more time compare to
the companies‘ ROA.
Moreover, this study found that companies that have higher ESP tend to have higher ROE
even though as a general ESP do not have a significant contribution on ROE. D3-beyond
companies performed higher on ROE, by 33.34%, compared with D1-noncomply companies;
they and also performed higher on ROE, by 20.72%, than D2-comply companies. This
suggests that companies that went beyond what was expected of them by the regulations
evidently achieved the highest ROE compared with companies that did no more than meet
the requirements, or that did not meet the requirements. Not only does complying with
regulations avoid fines and other negative consequences for the company; companies that
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comply will potentially benefit by performing better on ROE. Companies with Gold and
Green rankings allocated more of their budget to environmental and social management, but
the spending paid off when they gained more ROE compared with companies that only
complied or did not comply with the laws. The lowest ROE occurred in companies that were
awarded red or black PROPER rankings. This describes a trend in which listed companies
with better ESP potentially have higher ROA, ROE and Tobin‘s Q.

Control Variables
According to the statistical analysis presented in subsection 7.2.2 above, only one control
variable had a significant influence on ROE: company size. The companies‘ environmental
and social actions were determined by their size. Larger companies tended to have better
ESP. This finding is consistent with Saleh et al. (2010), who discovered that CSR disclosure,
employee relations, community involvement, product dimension and environment dimension
were related to institutional ownership in Malaysia. Company size positively influenced
institutional ownership as a control variable. Large companies tended to provide an
environmental budget that potentially led to higher ROE. Horváthová (2012) also identified
that total assets were linked to environmental performance and FP. Fauzi et al. (2007) also
asserted that company size was a significant control variable in the measurement of
institutional ownership in Indonesia and CSR, although the authors failed to conclude that
ownership had a positive influence on CSR.

8.3.2 State-owned Enterprises (SOEs)
The results of the statistical analysis presented in Table 8.2 above, support the null hypothesis
(against the alternative hypothesis), that there is no significant relationship between ESP and
FP (ROA) for SOEs. On the other hand, the statistical analysis also supports the alternative
hypothesis (against the null hypothesis), that there is a significant relationship between ESP
and FP (ROE) for SOEs.

8.3.2.1 Return on Assets (ROA)
According to the statistical results presented in Chapter 7 before, ESP has no significant
effect on ROA for SOEs. High levels of ESP have been proven to significantly enhance ROA
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for listed companies, but it does not significantly affect ROA for SOEs. Companies that have
complied with environmental regulations or gone beyond the compliance level do not receive
the benefit of increased ROA.
This result is not congruent with stakeholder theory or the Porter hypothesis. Stakeholder
theory posits that performing activities related to ESP, and disclosing information about those
activities to the public, is a strategy companies use to manage stakeholder relationships
(Roberts, 1992). Companies tend to disclose information on their environmental and social
actions in order to reduce conflicts of interest among stakeholders, reduce asymmetric
information, and enhance the harmony between companies and stakeholders. Mir (2015)
contends that the main duty of companies to shareholders and stakeholders is to remain
profitable, and that the truly sustainable organisation excels in its economic, social and
environmental performance. Therefore, it is important for companies to take environmental
and social action at a certain level, in order to remain profitable; further, environmental
proactivity is positively related to operational performance, organisational learning,
environmental performance, stakeholder satisfaction and FP. Moreover, the results do not
support the Porter hypothesis. According to Porter, environmental regulation is not only good
for society and the environment but also good for companies. Properly designed
environmental standards can trigger innovation that may partially or fully offset the cost of
compliance (Murty & Kumar 2003).
Furthermore, the insignificant relationship between ESP and ROA for SOEs is consistent
with previous findings. Lioui and Sharma (2012) contended that the relationship between
strong environmental CSR and ROA was negative and statistically significant. By examining
companies‘ ratings on environmental CSR from KLD STATS, the authors found that the
negative impacts were driven by investors‘ perceptions that environmental initiatives would
result in potential costs or penalties. Fauzi (2010) described evidence that there was no
significant correlation between environmental performance and FP for Indonesian
companies. He collected 114 Indonesian companies that were listed on the Jakarta Stock
Exchange and that published annual reports in 2002 and 2003. However, a significant
positive correlation between ESP and FP existed for MNCs in Indonesia. In that study, FP
was measured by ROA, ROE, ROS and EPS, whereas environmental performance was
measured by disclosure in annual reports of information about environmental activities.
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This study showed contradictory findings regarding its ESP dummy variables. Companies
that went beyond the compliance level had lower ROA, by 0.26%, compared with noncompliant companies. Interestingly, companies that were non-compliant achieved the highest
ROA, and companies that were compliant had the lowest ROA. The reason for this finding is
that SOEs have a different financial structure compared with the listed companies, as they are
owned by local or national governments, or the majority shares belong to the government.
Listed companies aim to maximise profits, while SOEs are not purely profit-oriented
enterprises. SOEs can act on the basis of commercial consideration, or they may have noncommercial considerations (Kowalski, Büge, & Sztajerowska, 2013). Some SOEs have a
duty to provide a service to the public instead of earning a profit. Hence, some SOEs are
granted several advantages, such as direct subsidies, concessionary funding, or monopoly
regulation. Monopoly regulation is created to protect natural resources, infrastructures and
the interests of the whole country.
Indonesian SOEs that have a monopoly right are Perusahaan Gas Negara / PGN (an SOE in
natural gas transportation and distribution), Perusahaan Listrik Negara / PLN (an SOE in
electricity distribution), and PT. Perkebunan Nusantara II / PTPN II (an SOE in the
agriculture sector, such as palm and rubber plantations). Looking at the environmental
performance of PLN during 2007–2013, this SOE was awarded a Green PROPER ranking in
2013 and a Blue ranking in 2007–2012, but it recorded a loss of US$2.5 billion in 2013 and a
loss of US$417 million in 2007, due to the increase of fuel costs and the sharp depreciation of
the rupiah against the US dollar (PT.PLN, 2014). Further, the economic loss did not result in
the loss of subsidies from the Indonesian government. The following year, PLN had been
allocated its regular direct subsidies. This condition indicates that, even though SOEs
increased their ESP, there were no benefits for their FP, since their financial structure was
reliant on government subsidies instead of the market. Another example is PTPN II, which
between 2010 and 2013 always complied with environmental regulations. Nevertheless,
PTPN II lost 100 billion rupiah, or approximately US$100 million in 2013, and triple that the
following year. The SOE could not handle the increase of the cost of goods sold and many
other expenses. Maintaining its ESP compliance failed to boost its FP.
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Control Variables
The statistical results reveal that leverage has a negative influence on ROA, significant at 5%
level, suggesting that companies with higher leverage do not perform as well as companies
that have lower leverage. The negative influence of leverage on companies‘ ROA confirms
the work of Lioui and Sharma (2012), who found a negative link between leverage and size
for ROA. In their study, leverage and total assets were control variables used to measure the
correlation between strong environmental CSR and FP. A higher leverage ratio indicates
higher financial risk. Therefore, when companies have lower capability to cover their debts
using their assets or equity, they potentially have lower ROA. Companies with higher
leverage allocated borrowed funds to meet their obligations to the environment and society,
which potentially impacted negatively on their profitability.
According to the statistical results presented in Table 8.2 above, the size of SOEs had a
negative influence on ROA at the 1% level. This finding is inconsistent with previous
findings by Saleh et al. (2010), who discovered that CSR disclosure, employee relations,
community involvement, product dimension and environment dimension were related to
institutional ownership in Malaysia. Company size positively influenced the institutional
ownership as a control variable. Big companies tended to provide an environmental budget
that potentially led to higher profits.
Moreover, the positive correlation between current ratio and FP in this study does not support
previous findings. Muhammad et al. (2015) found that companies‘ environmental
performance had a strong positive association with FP during the pre-financial crisis period,
and that there was no relationship between environmental performance and FP during the
financial crisis in Australia. Based on their developed models, they argued that current ratio
was not a significant variable that influenced FP before and after the financial crisis in
Australia.

8.3.2.2 Return on Equity (ROE)
Based on the regression results presented in Chapter 7 and Table 8.2 above, ESP has a
significant effect on ROE for SOEs. ESP has not been proven to significantly affect ROE for
listed companies. However, a different result has been identified for SOEs, in that ESP has a
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significant effect on ROE for SOEs. Companies that have complied with environmental
regulations or exceeded what is required by the regulations benefit in terms of their ROE.
This finding supports stakeholder theory and the Porter hypothesis. As mentioned before,
based on the stakeholder theory, the main duty of companies to shareholders and stakeholders
is to maximize the wealth of the stakeholders. Providing non-financial information is the
companies‘ responsibility to the stakeholders to reduce asymmetric information. By declaring
financial and non-financial information, stakeholders will be well-informed with all activities
that have been conducted by companies that using the stakeholder‘s resources. Conducting
ESP is a way to keep the sustainability of the companies, because according to Mir (2015),
the truly sustainable organisation excels in its economic, social and environmental
performance. Therefore, performing at a certain level of environmental and social action is an
important way of keeping the organisation profitable; further, environmental proactivity is
positively related to operational performance, organisational learning, environmental
performance, stakeholder satisfaction and FP. Consistent with stakeholder theory, the Porter
hypothesis contends that well-designed environmental regulation stimulates innovation and
competitive advantages (Porter, 2008). Porter (2008) mentioned that domestic innovations
from domestic companies improve competitiveness of the companies to the foreign market.
Then, the innovation enhances productivity, and will potentially cover the cost of
compliance. Environmental policy is an important aspect for any company, in that it can
protect the natural environment without providing negative financial impacts for the company
(Ambec & Barla 2002). Compliance costs will potentially be offset by reductions in the cost
of compliance and the cost of production. The more involved companies are in environmental
and social actions, the better their economic performance will be (Wagner et al., 2001).
This positive and significant influence of ESP on ROE for SOEs supports previous findings
by Horváthová (2012), who claimed that increases in emissions depleted ROE in the twoyear horizon, and improved short-term FP. Horvathova‘s claim supported Hart & Ahuja
(1996), who stated that emissions reduction was not of benefit to companies in the first year,
but it took at least two years for the benefits to show. The authors argued that emissions
reduction impacted directly on ROA and ROS, with capital structure as a confounding factor,
whereas ROE reflected capital structure and operating efficiency. Therefore, the impact of
the reduction took more time for ROE compared with ROA and ROS. Moreover, an
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empirical study by Fauzi (2008) found that, unlike FP, social performance had a significant
influence on ROE for MNCs in Indonesia, and environmental performance had a significant
influence on ROE for MNCs.
The positive correlation between ESP and ROE for SOEs might be caused by the cost
efficiencies created by better ESP. High ESP leads to higher budget allocations towards
environmental management. The high cost of embarking on activities to fulfil environmental
regulations can lead to the creation of innovations, which might in turn create efficiencies in
production. For instance, PT Badak LNG, one of Indonesian SOEs developed the T-Plug
Instalder for emissions and energy efficiency and a drying oven machine to optimise the
process of waste management. The company was entitled to gain patents for these
developments, from the Directorate General of Intellectual Property Rights (DGIP). The
company was recognised under PROPER for its environmental excellence by creating shared
value that led to efficiencies in the production process (PROPER, 2014). At the same time,
this enterprise recorded a significant profit. Cost efficiency can be a significant trigger for
increases in annual profits.
Interestingly, companies that went beyond the compliance level achieved lower ROE, by
3.85%, compared with companies who were non-compliant on ESP. Compliant SOEs had the
lowest ROEs, and non-compliant SOEs had the highest ROEs. Similar to the effect of ESP on
ROA for SOEs, this is assumed to be a result of the financial structure of SOEs. Since the
main purpose of SOEs is not to maximise shareholder wealth but to provide services to
society, high ESP will not affect their FP. This can be shown with the example of Perusahaan
Terbatas (PT) Krakatau Steel, an Indonesian SOE steel maker in Indonesia. In 2012 and
2013, PT Krakatau Steel recorded losses of US$19.56 million and US$13.6 million
respectively, due to a weakening in the exchange rate that caused a loss in sales value and the
loss of associated companies such as Korea Posco. At the same time, PT Krakatau Steel was
compliant with the regulations in terms of its environmental and social activities. Its positive
ESP did not support its FP, since it is under government control, and profit-making is not its
main aim. Indonesian SOEs are an essential component of the Indonesian government, and
they have a duty to support all government programs.
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There were different results for the effect of ESP on FP for SOEs. According to the statistical
results, ESP had no significant effect on ROA. SOEs that met or exceeded the requirements
for compliance did not benefit in terms of ROA. On the other hand, ESP had a significant
effect on ROE. Companies that met or exceeded the requirements for compliance with
environmental regulations benefited concerning their ROE. SOEs have different shareholders
compare to listed companies. Shareholders of listed companies are the public that having
companies‘ shares, the shareholders of SOEs are mostly the government (fully or partially).
When the government is the main equity holders, it means that SOEs has no external
investors that have a power to control the companies instead of the government. Therefore,
improved ROE has got no meaning to SOEs. Since ESP had no impact on ROA and
improved ROE has got no meaning to SOEs, it is concluded that ESP has no effect on SOE‘s
financial performance.

Control Variables
Leverage has been identified as a control variable that has a significant influence on FP.
Companies with greater leverage allocate borrowed funds to activities to meet their
obligations to the environment and society, which potentially impacts negatively on their
profitability. Saleh et al. (2010) selected leverage as one of the control variables. They found
that leverage had a positive and significant influence on institutional ownership in Malaysia.
Inoue and Lee (2011) explained that leverage had a negative, although insignificant,
influence on ROA. The negative influence of leverage on ROA was found in the airlines,
casino and restaurant industries.
Current ratio was another control variable to have a positive impact on ROE. In the
Indonesian context, companies that have more assets than debt have capability to pay off
their loans; if they fund their environmental and social actions with borrowings, it will
improve their FP. This finding is inconsistent with that of Muhammad et al. (2015), who
argued that current ratio was not a significant variable that influenced FP before and after the
financial crisis in Australia. They found that environmental performance had a strong positive
association with FP during the pre-financial crisis period, and that there was no relationship
between environmental performance and FP during the financial crisis in Australia. In their
study, FP was not measured by ROE but by Tobin‘s Q and ROA.
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Margin is another control variable that impacted negatively on ROE. Companies with a
capability to manage their cost in terms of environmental and social issues will perform
worse on ROE. This finding is not consistent with those of previous studies. Al-Tuwaijri et
al. (2004) stated that profit margin had a positive and significant association with economic
performance.

8.3.3 The Consolidated Companies
The consolidated companies represent the general condition of Indonesian companies. As
seen on the Table 8.2 above, the influence of ESP was significant on the Indonesian
companies‘ ROA and Tobin‘s Q. However, the Indonesian ESP has no impact on the
Indonesian companies‘ ROE. These findings were similar to the findings for listed
companies. It is indicated that the majority of the listed companies take the majority in the
Indonesian market in this study. Some of the SOEs were also listed companies and the
majority of SOEs were not listed companies. Therefore, the performance of listed companies
is represented the performance of Indonesian companies in general.

8.3.4 The Effect of Environment and Social Performance (ESP) on the Companies’
Financial Performance (FP) after the Implementation of Regulations

Two Indonesian main laws in environment and social responsibility (ESR), which are Article
74 of Company Law No. 40/2007 and Article 15 of Investment Law No. 25/2007, provide the
regulations on the requirement to perform environmental and social responsibility for
companies that having their business activities related to the natural resources. One
regulation, which is Government Regulation No. 47/2012, obligates companies that meet the
requirements to conduct environmental and social responsibility to report their budget, plan
and actions on their annual report. After the implementation of regulations in 2007, the ESR
becomes mandatory requirements for selected companies. The regulations change the
voluntary requirement to conduct ESR to be a mandatory requirement. The performance of
selected companies is evaluated by Indonesian Ministry of Environment and Forestry every
year using PROPER program.
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As seen on the Table 8.2, the effect of ESP on the companies‘ FP after the enactment of
regulations were same to the effect of ESP on the companies‘ FP without considering the
enactment of the regulations. The same decisions on accepting or rejecting the hypotheses
were conducted to the listed companies, SOEs and also for the consolidated companies. The
same results can be caused by the same years of data that was collected and implemented.
The different implementation was the creation of dummy variables to highlight the existence
of regulation on the year 2007. The identical results of the effect of ESP on the companies‘
FP after the enactment of regulations construct the similar discussion to the effect of ESP on
the companies‘ FP without considering the enactment of regulations that has been explained
before.

8.4 The Effect of Financial Performance (FP) on Environmental and Social
Performance (ESP)
To evaluate the effect of FP on ESP for listed companies and SOEs in Indonesia, the ordered
response model is administrated and the statistical result is presented in the Table 8.3.
8.4.1 Listed Companies
According to the statistical results presented in Chapter 7 and the Table 8.3 above, the
financial position of listed companies (measured by ROA, ROE and Tobin‘s Q) has a
significant influence on the companies‘ performance on environmental and social issues. The
statistical result reveals that ROA, ROE and Tobin‘s Q have a significant influence on ESP,
at the 1% level. This indicates that the more companies gain in terms of ROA, ROE and
Tobin‘s Q, the better their ESP. Companies that earn a higher profit will have higher ESP.
High ESP requires bigger budgets. Companies that are in a better economic position have
better capability to conduct activities and make investments in that area. Companies that
perform beyond the compliance level have demonstrated environmental excellence in
production, services, business ethics and community by creating innovations. Excellent
environmental performance must be supported by financial stability in listed companies.
The finding that there is a positive association between FP and ESP is consistent with slack
resource theory. Slack resource theory states that, when slack resources are available,
companies allocate more to social issues. When companies allocate these resources to the
180

social domain, including to environmental issues, they potentially achieve better CSP
(Waddock & Graves, 1997). Companies‘ capability to perform higher ESP is caused by their
capability in economics. Rich companies tend to invest more in the environmental and social
issues than poor companies.
This result supports the previous findings. Ytterhus and Sjaker (1998), cited in Schaltegger
(2001), claimed that companies‘ environmental performance is influence by FP, because
environmental action is a luxury activity, and companies need to spend more in to undertake
it. A high level of environmental performance requires a huge budget, for example an
innovation in reducing air pollution requires high technology machinery. In order to reduce a
significant pollution to the air, the companies have to allocate more to the machinery. In
Japan, a company that is performing well financially might provide more resources to this
domain, which will have a positive correlation with environmental performance (Nakao et al.,
2007). Furthermore, Fauzi and Idris (2010) also rejected the null hypothesis in their
evaluation of whether FP has a significant correlation with social and environmental
performance in Indonesia companies. The authors emphasised that FP has a positive and
significant impact on CSR performance and decentralisation, and the reliance on a
combination of diagnostic and interactive controls moderated the link. The higher financial
performance has been proven have a significant contribution on the future companies‘
environmental performance in Czech (Earnhart & Lizal, 2006) and in Australia and New
Zealand (Mir et al., 2015).
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Consolidated

ESP-ROE
Listed

SOEs

ESP-Tobin’s Q

0.15 (4.43)*
440

Listed

176

0.54

Consoli
dated

440

0.59

3.78*

SOEs

616

0.26

29.53*

3.05**

Listed

176

0.18

2.29**

4.07*

Rejected

Consolidated

440
0.83

2.25**

1.1

Rejected

-0.02(-0.35)

616
0.41
95.06*

0.87

Accepted

0.04 (3.75)*

Tobin's Q
N
0.42
35.04*
1.45

Accepted

0.017(3.22)*

ESP-ROA

Table 8.3: The Resume of Ordered Response Model
Independent
Variables

ROA

Adj R2
50.65*
2.61**

Accepted

0.002 (4.18)* 0.02 (2.06)**

F Stat
2.25**
Rejected

0.001(1.83)**

Wald test
Rejected

ROE

Decision to H0

Notes: *, **, *** denote significance at the 1%, 5%, and 10% levels respective

SOEs
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The positive association between ROA and ESP is contradictory to the argument provided by
Al-Tuwaijri et al. (2004), who found that there was an insignificant relationship between
environmental performance and economic performance. In their study using an OLS model,
they claimed that profitability does not drive good environmental performance and that
environmental accountability is not a matter of affordability. Moreover, Fauzi et al. (2007)
observed the relationship between institutional ownership and social performance in
Indonesia companies but did not find that there was a statistically significant relationship
between the variables for mining companies in Indonesia. Nevertheless, the authors were
convinced that ROA and ROE as financial control variable measurements have a positive and
significant influence on social performance.
In the Indonesian context, the performance of companies in terms of their environmental and
social activities depends on their wealth. Therefore, the results of the relationship are positive
and significant. Companies that have a better economic position have the freedom to allocate
their investments to improve their image, such as by improving their PROPER ranking. They
have the option to create a long-term strategy to improve their social and environmental
reputation. Therefore, when the Indonesian government implemented environmental
regulations that required companies to allocate resources to conduct environmental activities,
those regulations did not create any problem for wealthy companies. They would have
conducted those activities even if the regulations did not exist.
FP is the most important element of improvements in compliance with environmental and
social regulations. Undertaking actions that demonstrate responsibility towards nature and
society requires commitments to cost and innovation. In order to reduce water pollution in
rivers, companies might need to create a water filter that suits their operations. Moreover,
some companies have created several conservation programs, such as in mangrove
conservation and sea conservation to protect the clarity and cleanliness of the sea, to protect
the unique ecological relationship between the land and the sea, as well as to protect the
habitats of fish and crabs. Those specific activities require extra resources from the budget; in
order to make more effort to protect nature and society, companies need to allocate more
resources. Consistent with the previous findings that have been conducted by Ytterhus and
Sjaker (1998), Nakao et al. (2007), and Earnhart and Lizal (2006), in the Indonesian context,
the performance of companies in terms of their environmental and social activities depends
on their wealth. This claim is based on the statistical result that has been revealed above
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which stated that the results of the relationship between FP and ESP are positive and
significant. Companies that have a better economic position have the freedom to allocate
their investments to improve their image, such as by improving their PROPER ranking.
Companies that are in financial trouble may have little ability to make discretionary
investments in traditional means of contributing to their social obligations, such as via
philanthropy, while companies that have more funds will potentially spend their resources in
areas that will have long-term strategic impact, such as innovations to control pollution
(Waddock & Graves, 1997).

Control Variables
According to statistical results presented in Chapter 7, company size has a significant impact
on ESP. Size contributes to the link between ESP and ROA, ROE and Tobin‘s Q in the
Indonesian context. Rich companies have bigger budgets from which they can allocate
resources to environmental and social issues that can in turn improve their environmental
ranking. This finding is consistent with Fauzi et al. (2007), who investigated the relationship
between institutional ownership and social performance in Indonesia and used size as a
control variable. Companies with greater total assets tended to have better social performance
because they had greater availability of resources to spend on social matters. Waddock and
Graves (1997) discovered that company size significantly impacted on the relationship
between FP and CSR. The authors measured the companies‘ size based on their total assets,
total sales and numbers of employees, and all three of those factors significantly impacted on
social performance.
Current ratio also makes a positive and significant contribution to the effect of ROA and
ROE on ESP in Indonesia. Companies that have more assets than debt and have capability to
pay off the loan, although they fund their environmental and social actions with borrowings,
will improve their FP and ESP by doing so. The positive influence of current ratio on ESP
was also identified by Coleman (2011), who found that when companies increased their risk
by publishing online listings of their environmental breaches, unsafe workplaces and product
recalls, there was a positive correlation to shareholders‘ interest in the companies. However,
environmental penalties reduced the current ratio.
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8.4.2 State-owned Enterprises (SOEs)
According to the statistical results presented in Chapter 7 and Table 8.3 above, the effect of
FP on ESP in SOEs has two different results: ROA has no significant influence on ESP;
however, ROE does. Only companies that have a higher ROE have a higher capability to
conduct and invest in that area. ESP does not depend on ROA.
8.4.2.1 Return on Assets (ROA)
The statistical results show that ROA is not an element that has a significant influence on
ESP for SOEs. In companies that are in a good financial position, ROA has no significant
impact on ESP. The finding is not consistent with slack resource theory, which concludes
that, when slack resources are available, companies allocate more to social issues, which
potentially impacts on FP (Waddock & Graves, 1997; Melo, 2012). Companies with higher
FP have the freedom to invest in social actions and benefit from the investment. When
companies allocate resources to the social domain, including to environmental issues, they
potentially achieve better ESP (Waddock & Graves 1997). The insignificant correlation of
ROA to ESP failed to enhance the consistency of slack resource theory.
This result confirms the insignificance of FP on social performance, as shown in a study on
social performance conducted by Fauzi et al. (2007) which failed to reject the null hypothesis
that no significant relationship existed between institutional ownership and performance on
social responsibility in Indonesia. Hence, they identified that ROA as a control variable made
a significant contribution to the relationship. Al-Tuwaijri et al. (2004) also presented the
argument that profitability does not drive good environmental performance, but the authors
supported Porter‘s theoretical advocacy that good environmental performance and FP go
hand in hand and that both are related to good management.
In contrast, Nakao et al. (2007) confirmed that good FP, as measured by ROA and Tobin‘s Q,
provides companies with the extra resources they need to improve their ESP. The authors
rejected the null hypothesis at the p<0.01 level among a two-year pooled dataset and a threeyear pooled dataset in Japan. Moreover, Nakao et al. (2007) demonstrated a positive
relationship, in the opposite direction, between good environmental performance and
improvements in FP. Even though the mutual influence in both directions may not always
work simultaneously, good management is the key to improved performance. Waddock and
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Graves (1997) also acknowledged that social performance depends on FP. Companies that
are in financial trouble may have little ability to make a discretionary investment in social
activities, while companies that are doing well have several options for spending their
resources to achieve long-term strategic impacts, such as in innovation on environmental and
social issues. Mir et al. (2015) found that in Australia and New Zealand, the rich electricity
power generating companies tend to invest more money on the environmental and social
issue that improve their ESP.
The difference in the findings for listed companies and SOEs may be the result of their
different finance structures. The main aim of SOEs is to conduct business on behalf of
government; profit is not the main purpose of an SOE, especially for companies that supply
services such as water and electricity. SOEs are encouraged to return a profit, but providing a
service is their primary duty. When they record a loss, they rely on government subsidies to
keep themselves going. Therefore, profitability is not the main element that influences the
quality of ESP for SOEs. The companies‘ duty to concern more to nature especially for the
companies that run the business in the nature environment become mandatory now, therefore
all SOEs have no reason to reject or avoid the duty. They have no choice other than conduct
it. SOEs take action on their ESP not to make a profit but out of their obligation to nature and
society. However, this does not mean that SEOs have low levels of ESP. Pertamina‘s profits
have fluctuated, but it achieved a Gold PROPER ranking between 2011 and 2013. PT.
Perusahaan Listrik Negara (PT. PLN) reported a loss in 2013 but in December 2013 was
awarded a Blue PROPER ranking, as it had been since 2005. Therefore, environmental and
social action by SOEs does not depend on their FP, especially their profitability. Although
they earn lower profits, they still have the freedom to choose whether or not to invest in
social and environmentally-friendly programs that boost their image, protect the natural
environment and keep their businesses profitable. Their motivation to conduct ESP may be
not be based on profit; they can continue to operate with government subsidies. This is not
the case for listed companies.

Control Variables
Company size is the only control variable that significantly influenced the quality of ESP for
SOEs. This finding is consistent with Fauzi et al. (2007), who demonstrated that company
size made an insignificant contribution to better ESP, although the interaction of size with
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ROE and social performance was marginally significantly negative. This indicates that small
SOEs were reluctant to make a large commitment to ESP, whereas large companies tended to
contribute more. These finding conflicts with that of Fauzi and Idris (2010), who found that
company size made an insignificant contribution to ESP. They stated that the quality of social
action did not depend on company size.

8.4.2.2 Return on Equity (ROE)
The statistical results presented in Chapter 6 and subsection 7.2.3 above, show that ROE had
a statistically significant, at the 5% level, and positive effect on ESP for SOEs, suggesting
that companies with greater economic success potentially have higher levels of ESP. This
finding is not in line with the finding of Fauzi et al. (2007) that institutional ownership had an
insignificant impact on social performance. Al-Tuwaijri et al. (2004) also claimed that high
levels of environmental performance do not driven by profitability or financial performance,
but they supported Porter‘s theory that high levels of environmental performance and FP go
hand in hand, and that both are related to good management.
The statistical finding shows that ROE has a significant impact on ESP, and this finding is
congruent with slack resource theory, which stated that when slack resources are available,
companies allocate more to social issues. Rich companies tend to allocate more money on
environmental and social issue than poor companies. When companies allocate these
resources to the social domain, including to environmental issues, they potentially achieve
better CSP (Waddock & Graves, 1997). Some companies argue that conducting ESP is not
the main duty, so, they will conduct ESP when the companies has an extra budget allocation
after all main responsibilities has been conducted. ESP is not the main priority to be
undertaken. Companies‘ economic condition has been proven have a significant contribution
on the companies‘ ESP in Japan (Nakao et al., 2006), in Australia and New Zealand (Mir et
al., 2015) and in Czech (Earnhart & Lizal, 2006).
In the Indonesian context, the significant impact of FP on ESP for SOEs indicates that equity
makes an important contribution to ESP. This study has shown that ROA had no significant
influence on ESP, but ROE did. SOEs that were able to generate higher earnings from their
equity had higher levels of ESP. Although for SOEs maximising profit is not their main duty,
SOEs that are managed efficiently, using equity to fund their operations, have been proven to
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have better ESP. ROE is an indicator of the existence of investor in companies. The
Indonesian SOEs in this study are mainly belongs to the Indonesian government. SOEs are an
important part of the functions of the Indonesian government. Business sustainability
depends on government policy and control because the government is the key stakeholder
that has a power decision-making. Therefore, SOEs must support government programs,
including environmental and social programs. Most SOEs comply with regulations on ESR,
and their ESP depends on their ability to profit from their equity.

Control Variable
Two control variables that have a significant influence on ROE for SOEs are leverage and
size, at the 5% and 1% significance levels respectively. Companies with lower total assets are
reluctant to invest more in environmental and social issues, whereas wealthier companies
more aggressively invest in this specific issue. This finding is consistent with that of Fauzi et
al. (2007), who demonstrated that company size made an insignificant contribution to ESP,
although size had a marginally significant negatively impact on ROE and social performance.
These findings indicated that small SOEs were reluctant to make strong commitments to
ESP, whereas large companies tended to contribute more. Moreover, Waddock and Graves
(1997) were convinced that company size was significantly involved in the link between
performance on social responsibility and FP.
This study also showed that leverage made a positive contribution to FP. Companies with
high leverage tended to fund their environment and social actions with loans, which increased
their financial risk but boosted their environmental performance. This finding is contrary to
that of Waddock and Graves (1997), who demonstrated that leverage had a negative
influence on CSR and FP. Companies that had lower leverage preferred to allocate more
funds to environmental and social action, which potentially increased their ROE.

8.4.3 The Consolidated Companies
The consolidated companies represent the general condition of Indonesian companies. As
seen on the Table 8.3 above, the influence of Indonesian‘ FP, both ROA and ROE was
significant on the Indonesian companies‘ ESP. These findings were similar to the findings for
listed companies. It is indicated that the majority of the listed companies take the majority in
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the Indonesian market in this study. Some of the SOEs were also listed companies and the
majority of SOEs were not listed companies. Therefore, the performance of listed companies
is represented the performance of Indonesian companies in general.

8.5 Comparison between Listed Companies and SOEs in the Relationship between
Environmental and Social Performance (ESP) and Financial Performance (FP)
In order to compare the effect of ESP on FP on listed companies to that of SOEs, as well as
the effect of FP on ESP, the multiple regression model and ordered response model are
implemented.

Table 8.4: The Comparison between Listed Companies and SOEs
FP - ESP
Adj R square
F Stat
F-Test
ROA
ROE
LR statistic

ROA
0.42
44.71*
2.68**

ESP - FP
ESP-ROA
ESP-ROE

ROE
0.023
2.52*
4.16*

0.004 (0.44)
78.34*

-0.0001(-0.05)
44.27*

Notes: *, **, *** denote significance at the 1%, 5%, and 10% levels respectively

According to the statistical results presented in Chapter 7 and Table 8.4 above, the
relationship between ESP and FP was different for listed companies than for SOEs. In terms
of the effect of FP on the ESP, listed companies have lower performance compared with
SOEs, which means rich listed companies are not willing to invest for environmental
performance compared to their counterparts in SOEs. When listed companies and SOEs have
same percentage of ROA or ROE, listed companies tend to have lower PROPER ranking
compare to the SOEs. However, this difference occurred only when the other variables – that
is, leverage, size, current ratio and margin – were all set to zero, which is not close to being a
possible scenario. If the other variables are not set to zero, the difference in performance
between listed companies and SOEs show a different result. In terms of the effect of ESP on
FP, listed companies also have lower performance compared with SOEs. Under the same
environmental performance and the same level of all control variables, listed companies have
lower ESP compare to SOEs. When listed companies and SOEs are in the same PROPER
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ranking, the same companies‘ size, companies‘ leverage, profit margin and control variable,
SOEs will have better FP than listed companies. When other variables are not zero, the
results will be different. If SOEs and listed companies have different control variables, listed
companies might have better FP than SOEs.
The findings from the statistical analyses illustrate that ROE has a significant impact on ESP,
and this finding is not congruent with the key stakeholder theory, which states that SOEs
might not pursue economic success as vigorously as listed companies, because profit is not
their primary objective, as set out by their status as a government-owned business. The
primary economic source of SOEs is not the market but the government; therefore, SOEs will
have lower levels of economic performance and efficiency compared with listed companies
(Uhlenbruck & Castro, 1998). This theory also stated that SOEs tend to have lower
performance compared with listed companies, because SOEs tend to have higher costs. The
higher costs might, for example, be the result of having a higher number of employees. The
over-staffing problem negatively affects performance in SOEs (Andrew & Drowling, 1998).
The findings of this study do not support the previous research. Earnhart and Lizal (2006)
accounted that increased state ownership actually improves the environmental performance
compare to other ownership types in Czech, even though the state is more likely to have
retained ownership in high-polluting industries. Ramamurty (1997) found that, in Argentina,
privatised companies have higher employee productivity compared with SOEs, due to
differing labour costs. Astami et al. (2010) showed that different types of SOEs have
different levels of performance. SOEs that have higher levels of private sector ownership will
have higher levels of performance in Indonesia. The average profit of fully governmentowned SOEs is statistically significantly lower than that of partially privatised SOEs.

8.6 Chapter Summary
This chapter discussed the findings from the data as explained in Chapter 7 before. It is
followed by comparing the findings to theories and findings from the literature. The analysis
in this chapter included the acceptance or the rejection of the hypotheses, followed by a
discussion related to the research questions. The following chapter concludes the thesis by
making final remarks on the study and outlining some opportunities for future research.
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Chapter 9 : Conclusion and Implications
9.1 Introduction
This chapter elaborates the findings presented in Chapter 7 and the discussion presented in
Chapter 8. The conclusion is presented in four parts: the effect of environmental regulations
on environmental and social performance (ESP) for companies in Indonesia; the effect of
ESP on financial performance (FP) for listed companies and SOEs in Indonesia; the effect of
FP on ESP for listed companies and SOEs in Indonesia; and the comparison of the effect of
ESP and FP in listed companies and SOEs in Indonesia. Discussion of these themes is
followed by an outline of the limitations of the study and opportunities for future research.

9.2 Effect of Environmental Regulations on Environmental and Social Performance
(ESP)
The results of the statistical analysis suggest that ESP was different after the enactment of
regulations. The implementation of two regulations on environmental and social issues – that
is, Article 74 of Corporation Law No. 40/2007 and Article 15 of Investment Law No.
25/2007 – had a significant influence on improving ESP for both listed companies and SOEs.
After the Indonesian government made it mandatory for companies to abide by the
regulations, ESP significantly improved for listed companies and SOEs. Companies achieved
higher PROPER rankings after the enactment of the regulations. Indonesian companies
tended to perform at the level of compliance or above. Companies that previously conducted
voluntary ESP to a high level tended to remain compliant or even achieve a higher PROPER
ranking.
It took some time for Indonesian companies to implement actions that would allow them to
meet the new environmental regulations. Indeed, the regulations encouraged companies to
perform at a level that was beyond compliance. It took around three years for companies to
show an improvement in their ESP, after the enactment of the regulations, with real
improvements being shown from 2010. Taking action on environmental and social issues to
the required standard took time, because it was necessary for management, operators, the
community and staff to contribute. Further, when companies developed innovative new
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programs and machinery – for example, to reduce pollution – it was necessary to roll out
programs for training, monitoring and controlling the programs to ensure that they achieved
their aims.
The positive effect of environmental regulation on ESP has implications for government
policy in Indonesia. The identification of the influence of the regulations on company
performance should encourage the government to develop further regulations to encourage
further improvements into the future. The Indonesian government, in collaboration with the
Indonesian Accountant Association, should set up a standard for environmental and social
action, against which companies can compare themselves in order to make relevant
disclosures in their annual reports (Fauzi, 2008). The standard would be a compliance
benchmark and ease the process of monitoring and controlling the protection of Indonesia‘s
environment and society.
The findings of this study in Indonesian context are crucial for other developing economies
as it empirically support the positive roles of regulations for corporate environmental and
social responsibility (ESR). Performing at the level of compliance for ESP is an effective way
of protecting the natural environment and society from business operations, without harming
companies. The implementation of regulations has tended to create conflict in Indonesia, and
this may be the case in other countries. However, the benefit of the regulations outweighs the
cost of the conflict. The government has a responsibility to take care of nature and society by
controlling business processes, especially processes that involve the use of natural resources.
Regulations that focus on long-term values and that articulate the objectives of sustainability
can trigger innovations that will potentially improve the way companies interact with nature
and society, which will benefit both society and companies, as suggested by the Porter
hypothesis (Porter & Van der Linde, 1995). Some companies have created high-tech
innovations to protect the natural environment, and these innovations have led to
improvements in the FP of these companies. However, some small enterprises have found it
difficult to cover the cost of compliance.
The finding that environmental regulations had a positive influence on ESP for companies in
Indonesia also has implications for theories identified in the literature review. The finding
supports the Porter hypothesis and legitimacy theory.
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9.3 Effect of Environmental and Social Performance (ESP) on Financial Performance
(FP)
Based on the regression results, when listed companies take action on environmental and
social matters, it has a positive impact on their return on assets (ROA) and Tobin‘s Q. The
Indonesian listed companies that exceeded the requirements of regulations on ESP had higher
ROA and Tobin‘s Q than the companies that performed at or below the compliance level.
However, unlike ROA and Tobin‘s Q, ESP had no significant influence on ROE for listed
companies. ESP has been proven to significantly enhance ROA and Tobin‘s Q, but it does
not significantly affect ROE. Listed companies that complied with environmental regulations
or went beyond the compliance level for ESP had higher ROE than companies that did not
meet the compliance level, even though ESP did not have a significant impact on their ROE.
The different findings, related to the influence of ESP to ROA and ROE for listed companies
supports the previous research by Janamrung and Issawawornrawanich (2015), Wang et al.
(2016), Hamavandi (2016), and Fauzi (2008). The firms that were receiving a higher CSR
index score also have a higher ROA indicating an efficient use of assets (Janamrung &
Issawawornrawanich, 2015). However, no relations are detected between the CSR index and
ROE that might be caused by two different issues. Firstly, firms that are more engaged in
CSR activities are regarded favourably by consumers, which in turn strengthen their
competitive advantages in the long term rather than in the short-term (Janamrung &
Issawawornrawanich, 2015). Secondly, the different between ROA and ROE is caused by
financial leverage, for which the DTE ratio can be considered a proxy (Wang et al., 2016).
The coefficient of DTE ratio in ROE is positive while those for ROA and EPS are negative;
suggest that financial leverage might well be responsible for the non-existence of the Ushaped relationship between CSP and ROE.
In Indonesia context, the different result between ROA and ROE might be caused by three
points. Firstly, there is a structural break in time series of data, which may have a significant
influence on the results that has been found for ROA and ROE. Due to a political issue, the
PROPER program was suspended in 2006 and 2008 and it seems that the suspension causes
the impact of ESP to listed companies‘ ROE requires a longer time than ROA. The result
might be different if the study explores the impact of ESP to ROE using more than 8 (eight)
years data set or evaluates the impact after the suspension. Secondly, the Indonesian
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stakeholders might have less awareness of environmental and social performance. They do
not react directly to the information from MoEF about PROPER award. It seems that they
require more time to absorb the importance of ESP to make an investment decision. Thirdly,
it might be caused by the component of ROE that reflects not only operating efficiency but
also a capital structure of the firm. Hart and Ahuja (1996) stated that poor environmental
performance might thus affect the firm‘s cost of capital (CoC) and CoC is likely to affect the
ROE with a longer lag than the direct effect through ROA. The longer time impact is caused
by market awareness on the environmental issue, and the firm raises capital at this new cost
level. When the market has less awareness on the companies‘ ESP, it potentially gives an
impact on companies‘ ROE but it requires more time compare to the companies‘ ROA.
There were different results for the effect of ESP on FP for SOEs. According to the statistical
results presented in Chapter 7, ESP had no significant effect on ROA for SOEs. ESP has been
proven to significantly enhance ROA for listed companies, but it does not significantly affect
ROA for SOEs. SOEs that met or exceeded the requirements for compliance did not benefit
in terms of ROA. On the other hand, ESP had a significant effect on ROE for SOEs. It has
been proven that ESP does not significantly affect ROE for listed companies. However, ESP
has a significant effect on ROE for SOEs. Companies that met or exceeded the requirements
for compliance with environmental regulations benefited concerning their ROE. SOEs have
different shareholders compare to listed companies. Shareholders of listed companies are the
public that having companies‘ shares, the shareholders of SOEs are mostly the government
(fully or partially). When the government is the main equity holders, it means that SOEs has
no external investors that have a power to control the companies instead of the government.
Therefore, improved ROE has got no meaning to SOEs. Since ESP had no impact on ROA
and improved ROE has got no meaning to SOEs, it is concluded that ESP has no effect on
SOE‘s financial performance.
The results outlined above have implications for business practices. Complying with Article
74 of Corporate Law No. 40/2007 and Article 15 of Investment Law No. 25/2007 does not
harm the FP of Indonesian companies. Although not all aspects of FP are affected when a
company takes action on environmental and social matters, most measures of FP increase for
both listed companies and SOEs. These findings can help to minimise conflict between
corporations and government, who argue about whether ESP reduces the competitiveness of
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companies. Some companies argue that taking action on ESP can increase their cost of
compliance and reduce their profits. This argument is propounded by companies that lack the
capability to develop innovations which can offset the cost of compliance. However,
companies with the energy and resources to invest more in environmental and social actions
gain benefits and increase their wealth.
The findings of this study can serve as a reference for managers of Indonesian companies, to
help them to integrate environmental and social issues into their strategic management
programs, in order to improve the sustainability of their companies and their triple bottom
line – that is, financial, social and environmental performance (Fauzi, 2008). Allocating more
of their budget to environmental and social issues will not harm a company‘s economic
performance, even though there will be a cost for compliance. The cost of breaching the
regulation outweighs the cost of compliance: when companies failed to comply with
regulations, they have to deal with fines and penalties that will potentially harm their business
sustainability into the future. Moreover, the findings can be a reference for other stakeholders
(such as investors, creditors) to gain the importance of conducting ESP and to make a further
decision related to the companies‘ ESP. For investors, they might use these findings to
consider ESP as one variable to make an investment decision. ESP do not hurt the economics
of the companies, but it contributes to the improvement of companies‘ performance, so
selecting companies that concern more on environmental and social actions might be one
consideration. For creditor, providing credit to the companies that are actively conducting
ESP will potentially reduce the conflict with the environment and potentially reduce the risk,
besides the evidence that ESP contributes to the FP. Therefore, companies‘ ESP might be one
of the criteria to make a loan decision making.
The no-impact on FP of taking action on environmental and social matters has implications
for stakeholder theory and the Porter hypothesis. The finding does not support and strengthen
the theories as they apply to the Indonesian context. Several issues contributed to the
insignificant impact of ESP on ROE for listed companies and ROA for SOEs. Environmental
regulations require companies to allocate sufficient resources from their budgets to
environmental and social issues. This allocation increases marginal costs and influences
profitability. Some companies have the ability to create innovations that offset the cost of
compliance. However, some companies have no capability to cover the cost – as a result, the
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cost of compliance from their budget will have no impact on ROE, especially for listed
companies, which have no other resources apart from what exists in their current business
operations. Further, the economic position of the company can contribute to ESP having an
insignificant influence on ROE for SOEs. As mentioned, listed companies aim to maximise
profits, while SOEs are not purely profit-oriented. For SOEs, an increase in ESP may not
benefit their FP, since their financial structure relies on government subsidies instead of the
market.

9.4 Influence of Financial Performance (FP) on Environmental and Social Performance
(ESP)
According to the statistical results presented in Chapter 7 and Chapter 8, the financial
position of listed companies (as measured by ROA, ROE and Tobin‘s Q) has a significant
influence on their commitment to environmental and social issues. The results suggest that
listed companies that earn higher profits will have higher ESPs. High ESP requires extra
resources from the budget. Companies that are in a better financial position have a higher
capability to invest in actions that will support their ESP. Companies that exceed the
requirements of compliance demonstrate environmental excellence in production, services,
business ethics and community by developing innovations. Excellent environmental
performance must be supported by financial stability in listed companies. On the other hand,
the effect of FP on ESP in SOEs is twofold: ROA has no significant influence on ESP for
SOEs, but ROE does. Only companies that have a higher ROE have a higher capability to
conduct and invest in that area. ESP does not depend on ROA for SOEs.
The influence of SOEs‘ ROE on the companies ESP indicates that SOEs depend on the
government financial involvement to their social and environmental activities. When the
SOEs earn a higher capital –which comes from the government as the main investors-, they
tend to invest in the environmental and social actions. When they have improved ROE, they
concern more to the environmental issue. It indicates that their involvement in environmental
programs is contributed from the main equity holder that is the government. When the
government is the main equity holders, it means that SOEs has no external investors that have
a power to control the companies instead of the government. Their decision on ESP issue is
depend on the government judgement.
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The positive impact of FP on ESP has implications for slack resource theory. The results of
this study show a positive correlation between FP and ESP in Indonesian companies, which is
congruent with slack resource theory. Although one finding did not support slack resource
theory, most findings did, suggesting that FP had a positive effect on ESP for both listed
companies and SOEs.
The findings of this study can serve as a reference for managers of Indonesian companies, to
help them to integrate environmental and social issues into their strategic management
programs, in order to improve the sustainability of their companies and their triple bottom
line – that is, financial, social and environmental performance (Fauzi, 2008). Allocating more
of their budget to environmental and social issues will not harm a company‘s economic
performance, even though there will be a cost for compliance. In turn, for a company to
improve its ESP, additional resources from the budget are required. Therefore, financial
planning should be congruent with a company‘s environmental and social strategy.
Moreover, the findings have implications for the multinational companies in Indonesia and in
other similar developing economies. The findings empirically prove that the multinationals
being rich corporations should not be shying away or putting up excuses for their bad ESPs in
developing countries. Conducting ESP in developing countries and investing more in
environmental issues do not impact negatively on their financial performance, but it boosts
their economies.

9.5 Comparison between Listed Companies and SOEs in the Relationship between
Environmental and Social Performance (ESP) and Financial Performance (FP)
According to the statistical results presented in Chapter 7 and Chapter 8, the relationship
between ESP and FP was different for listed companies than for SOEs. In terms of the effect
of FP on the ESP, listed companies have lower performance compared with SOEs. When
listed companies and SOEs have same percentage of ROA or ROE, listed companies tend to
have lower PROPER ranking compare to the SOEs. The lower performance of listed
companies means rich listed companies are not willing to invest for environmental
performance compared to their counterparts in SOEs.
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The findings on the differing relationship between ESP and FP in listed companies and SOEs,
as outlined in Chapters 7 and 8, do not support the key stakeholder theory in the Indonesian
context. The key stakeholder theory states that SOEs might not pursue FP as vigorously as
listed companies, because SOEs are government owned, and profit maximising is not their
main objective (Uhlenbruck & Castro, 1998). According to the theory, another possible
reason SOEs tend to have lower performance than listed companies is that SOEs tend to have
higher costs. The key stakeholder theory might be applicable in Indonesia when the control
variables are not set to zero. The lower performance of listed companies compared to SOEs
exists only when all control variables are set to zero, which is not possible in the real world.
When the control variables – that is, leverage, size, current ratio and margin – are different
for listed companies and SOEs, it is largely possible that listed companies will perform better
than SOEs.
9.6 Limitations
Several limitations of this study have been identified. This study takes its sample population
from listed companies and SOEs in Indonesia from 2004 to 2013. As such, the results can be
applied only to listed companies and SOEs; the results might have been different if other
types of companies had also been selected to be part of the sample, such as multinational
companies (MNCs). The different results may have been caused by the different types of
financial structures.
9.7 Suggestions for Future Research
Based on the limitations of the study as outlined above, several suggestions for future
research are presented here. Future research may involve several types of companies, such as
MNCs. Environmental regulations in Indonesia apply to all companies that exploit natural
resources to run their business, and PROPER evaluates all companies under the same
conditions, including MNCs. Therefore, including MNCs in the sample would potentially add
depth to the results, since MNCs have different characteristics and financial structures to
listed companies and SOEs. Furthermore, the study may be expanded through including other
ASEAN and developing economies for establishing generalisation of the association between
corporate environmental and financial performance.
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Further, this quantitative research used annual reports and environmental and social reports to
capture the relationship between ESP and FP in listed companies and SOEs. It could not
capture the companies‘ perspectives on the impact of regulations on ESP on FP and vice
versa. Conducting in-depth interviews with representatives of the companies would
potentially provide wider, more in-depth knowledge about the real influence of
environmental regulations on companies. Management strategies and programs differ from
company to company, which also influence ESP and FP. In-depth interviews would
potentially discover the reasons companies decided to comply with regulations to the level
that they did, and why they decided to invest in environmental and social programs to the
level that they did.

9.8 Chapter Summary
This chapter provides an overview of the main findings of the study and its implications for
policy, practices and theories. This was followed by an outline of the limitations of the study
and suggestions for future research. In general, the study found that the enactment of
environmental regulations had a positive influence on ESP, as suggested by the Porter
hypothesis and legitimacy theory. The decision of companies to meet their ESP requirements
was shown to boost ROA and Tobin‘s Q for listed companies and ROE for SOEs. These
findings are consistent with the Porter hypothesis and stakeholder theory. The insignificant
influence of ESP on ROE for listed companies and ROA for SOEs was caused by the failure
of the companies to cover the cost of compliance, and the different financial structures of
SOEs compared with listed companies. Furthermore, ESP relied on FP. Companies that had
available resources allocated more of their budget to environmental and social activities,
which supported slack resource theory.
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