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Abstract: This research is aimed to investigate the influence of corporate social responsibility (CSR) on
financial variables such as financial constraints, risks and earnings quality as a mediating aspects for
creating firm value. Data were collected from manufacturing companies listed on the Indonesia Stock
Exchange for 2013-2016. By using regression and path analysis method, the result shows that CSR has
a significant influence on increasing firm value. Meanwhile, the indirect influences show that financial
constraints and risk have a positive mediating role in the relationship between CSR and firm value, while
the quality of earnings has no mediating role. The finding reveals a difference result with previous
studies that CSR has an influence on reducing firm risk. Conflict of stakeholder interest exists as the
result of excessive CSR activities and trading noise are used to explain this relationship. This study also
indicates that cash flow has better role in increasing firm value compared to the accounting earnings
of firm.
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INTRODUCTION

The demand for transparency and reporting accountability is increasing worldwide (KPMG, 2008). Firm has not
only contractual responsibilities to conventional stakeholders but also natural responsibility to nature, society
and future generations (Zsolnai, 2006). Therefore, firm must perform activities desired by stakeholders,
corporate social responsibility (CSR). Reporting CSR in annual report is a mandatory for listed to fulfil Company
Act No. 25 year 2007 regarding Capital Investment and Company Act No. 40 year 2007 regarding firm Limited
Liability which requires investors and firms to engage social responsibility.

KPMG (2015) argues that the existence of such formal regulations plays an important role in improving
corporate responsibility reporting. This is evidenced by the results of KPMG study that Indonesia (with 99%
score) to the second after India (with 100% score) in the category of developing countries that is very strict to
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reporting responsibility in the world. Firms are encouraged to do this required reporting other wise the firm
may face legal consequence. Kim et al. (2012) claim that poor CSR performance would lead to higher legal risks.

CSR is conducted for creating social and environmental benefits. However, the company and the
community have long been on debate as the views of economists declared that there is a trade-off between
the creation of social benefits and the firm economic success (Porter & Kramer, 2011).

This may be the trade—off for the company in conducting CSR voluntarily, thus a binding rule is required
to encourage it. Therefore, the issue of CSR always discussed, especially in research to investigate the link of
CSR and firm financial performance to prove whether CSR can be used as a strategy to meet all stakeholder
interests without sacrificing firm economic aspect (van Beurden & Gossling, 2008; El Ghoul et al., 2011;
Criséstomo et al., 2011; Servaes & Tamayo, 2013; Gregory et al., 2014; Karim et al., 2016; Bose et al., 2017).

People tend to choose an option that gives them the greatest value for their sacrification (Harrison &
Wicks, 2013). This raises a question whether social activity increases firm value. The logic of the traditional-neo
classical view assumes that CSR activities are not in line with the firm's economic goals, therefore it should be
avoided (Mackey et al., 2007). This view comes from Friedman (1970) which states that there is one and only
one social responsibility of business to use its resources and perform in activities designed to increase profits
as long as it stays within the rule of the game. Friedman (1970) assumes that CSR cannot increase the value of
the firm. CSR exists because of agency problems that exist within the firm.

Friedman (1970) statement is supported by research of Criséstomo et al. (2011) who found no
relationship between CSR and firm performance and a negative relationship between CSR and firm value. Other
studies in line with Friedman’s are (Hassel et al., 2005; Brammer et al., 2006). The likelihood of this outcome
because there are differences across nations, regions, culture or differences in institutional environments that
may affect expectations of stakeholders in regard to CSR activities and reporting (McWilliams et al., 2006).
Mackey et al. (2007) also stated that the influence of CSR on firm value is influenced by the level of demand
and supply of a social activity. Therefore, in countries with low social demand, CSR will have a negative impact
on firm value.

Although Friedman (1970); Hassel et al. (2005); Brammer et al. (2006); Criséstomo et al. (2011) and there
may be other studies that result in negative impact of CSR on firm value, van Beurden & Gossling (2008) in their
paper reviewing the literature for all studies that linked CSR and firm value proxied by firm performance found
that the positive relationship (68%), no relationship (26%), and negative relationship(6%). Likewise with Orlitzky
et al. (2003) who used a meta-analysis of 52 studies from 1970-1997 discussing CSR and firm performance
resulting positive relationship between the two variables. This indicates that CSR is indeed worth considered
by managers to be a strategy to increase firm value.

Some previous studies have shown how CSR influenced firm value. Luo & Bhattacharya (2006); Servaes
& Tamayo (2013) used customer aspect to explain how CSR can increase firm value. Servaes & Tamayo (2013)
stated that the relationship between CSR activity and firm performance through customer aspects is just one
way how CSR can affect firm value. Tsoutsoura (2004) stated many variables that can link between CSR and
the firm financial performance. Chen et al. (2012) also stated that various channel that can link CSR and firm
financial performance are sales, cost, operational efficiency, financing, employee morale and risk. Most of
these channel through financial variables. As Pava & Krausz (1996) categorized financial variables into four
major sections: accounting based measurement, market based measurement, risk measurement and other
firm characteristics such as financing. This study uses financial variable such as financial constraint, risk and
earnings quality to examine the link between CSR and firm value.

This research will use economic aspects instead of customer aspects. Customer aspects are very
important for the company because they are directly related to the company's sales level. However, if the
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company also does not pay attention to its operational efficiency, then the approach to the customer is useless
because it cannot increase company profits. In addition, company owners do CSR more because they are
motivated by economic motives (Graafland & Mazereeuw-Van der Duijn Schouten, 2012) and key stakeholders
usually focus more on this aspect as fundamental (Harrison & Wicks, 2013). This financial motive is usually
something that is preventive in nature for potential costs that might be incurred by the company if it does not
do CSR.

Firms with good pollution control are less vulnerable to costly sanctions, and therefore might enjoy lower
risk and capital costs (Spicer, 1978). We add earnings quality because employee morale is one of various
channels that can link CSR and financial performance (Chen et al., 2012) and earnings quality usually associated
with moral level of manager (Kim et al., 2012), the morally person should be less likely to do things like
manipulation, so the financial reporting should have good quality. In addition to, we want to test whether
earnings or cash flow can predict better the value of the firm.

This research is expected to contribute to reducing the gap between the inconsistency of results in
research on CSR and company value. As well as an additional literature review on how CSR can increase
company value seen from the financial aspect. This research is also expected to be able to answer traditional
economic questions about whether there is a trade-off between social activity and the company's financial
performance. Practically, this research is expected to be an encouragement for managers to do CSR more as a
strategy that can improve company performance and motivate companies to do voluntary CSR which means
not only doing CSR because of the existence of binding regulations. So that the government does not need to
carry out tighter supervision of companies related to CSR actions.

Thus, the research question is does CSR has an impact on the creation of firm value through financial
variables such as earnings quality, financial constraints and firm risk? To address this question, we use analysis
of multiple mediation model developed by Preacher & Hayes (2008) to test the direct and indirect effect of CSR
on firm value. The results show that CSR has direct impact on firm value. Meanwhile, the indirect impact show
that financial constraints and risk have mediating role in the relationship between CSR and firm value, but
earnings quality doesn’t have mediating role. This indicates high CSR firms have higher risk, but the negative
effect of risk can be reduced by increasing firm cash flow that can predict the firm value better than accounting
earnings. Thus, this study contributes to the literature regarding the impacts of CSR on firm value and to
encourage executives to make CSR as a strategy to increase firm value.

METHODS

The population used in this study was manufacturing firms listed on the Indonesia Stock Exchange (IDX) from
2013-2016 based on the Jakarta Stock Industrial Classification (JASICA). The selection of this periode was due
to GRI 4 issued in 2013 and this study uses it in measuring CSR. According to Jakarta Stock Industrial
Classification (JASICA) manufacturing industry consist of three main sectors, they are basic and chemical
industry, miscellaneous industry, and consumer goods industry. Each sector has several sub-sectors. Basic and
chemical industry consist of cement; ceramics, glass, and porcelain; metal and allied products; plastic and
packing; animal feed; wood industries; pulp and paper; and others. Miscellaneous industry consists of
machinery and heavy equipment; automotive and its components; textiles and garments; footwear; cable;
electronic; and others. The consumer goods industry consists of food and beverages; tobacco manufacturers;
pharmaceutical; cosmetics and household; housewares; and others. Total sample are 194 unit of analysis based
purposive sampling method.
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To test multiple mediation model, we employ script macros which have been developed by Preacher &
Hayes (2008) to facilitate in calculation of direct and indirect influence of CSR to firm value. Preacher & Hayes
(2008) multiple mediation model analysis involve two parts: investigating the total indirect effect, or deciding
whether the set of mediators transmits the effect of independent variable to dependent variable and
investigating the specific indirect effect associated with each putative mediator. The advantages of using
Preacher & Hayes (2008) multiple mediation model analysis are enabling to test whether there is a
simultaneous effect for mediation variable in the relationship of independent and dependent variable, enabling
to test specific indirect effect of each mediation variables in the model, reducing bias due to omitted variables,
and including several mediators in one model allows the researcher to determine the relative magnitudes of
the specific indirect effects associated with all mediators.

To measure CSR, we employ The Global Reporting Initiative (GRI) 4 Guidelines. GRI is suitable to be CSR
reporting guideline because indicators are assessed on the economic, social and environmental aspects. GRI
has pioneered development and promotion of TBL reporting since 1997 (Ho & Taylor, 2007) and has been
widely used by thousands of large organizations and corporations in America as the basis for the issuance of
sustainable financial reporting. This is evidenced by the use of GRI as reference reporting as much as 60% in 45
countries surveyed (KPMG, 2015). GRI G4 measures CSR by using 91 disclosure items consisting of three main
categories: economy, environment, and social. Then, the social category is subdivided into four sub categories:
labor practice and decent work, human rights, society, and product responsibility. Each category and sub
category have several aspects and each aspect has one or more checklist components. CSR is assessed by
conducting content analysis to the firm's reporting and then performing a checklist based on the GRI G4
disclosure items. If an information item is present in the annual report, CSR dummy equals "1" and if otherwise
it equals "0”. Then all the value summed up and divided by the total of CSR disclosure items (91 items) to get
CSR value.

Financial constraints occur when firms have limitations to fund profitable investments in order to gain
superior performance and competitive advantage (Cheng et al., 2014). Lamont et al. (2001) suggest that the
firm limitations in funding this investment are due to credit constraints or the inability to borrow, inability to
issue equity, dependence on bank loans, or illiquidity of assets. Kaplan & Zingales (1997) classify firms based on
their level of capital limitations by associating with accounting variables and performing an ordered logit
regression. We employ KZ index coefficient in Lamont et al. (2001), the higher the KZ Index the greater the
level of the company's capital limitations. According to Lamont et al. (2001) there are five variables in the
calculation of KZ index: cash flow to total capital (negative), market to book ratio (positive), debt to total
capital (positive), dividend to total capital (negative) and cash holdings to capital (negative). This indicates
firms with limited capital tend to have negative cash flow from operations, good corporate values, large debts,
small dividend payouts and little cash. When a firm has low cash flow but has a high chance of investing (Q
high), the firm is categorized as financial constraints (Kaplan & Zingales, 1997). KZ index can be calculated as
follow:

CFit DIVt

KZ Index = —1.002 <5 — 39368227 _ 1315 -5 4 3,139 LEV;, + 0.283 Qj; ... (1)

it—1 it—1 it—1

Where CFit is the cash flow from operation of firm i in year t, DIVit is cash dividend of firm i in year t, Cit
is cash balances of firmiin yeart, LEVit is leverage of firmiin year t, Qit is Tobin’s Q of firmiin year t, and Ait-
1is total asset of firm i in previous year.
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Tandelilin (2010) defines risk as a possible difference between the actual return received and the
expected return, the bigger the difference the greater the risk of an investment. Risk is divided whether it can
be diversified (specific) or not (systematic). Because specific risks can be diversified away then the concernis
the systematic risk that is the determinant of the required rate of return and there by the cost of capital
(Gregory et al., 2014). CSR can reduces the specific risks experienced by firms by providing good relationships
with stakeholders that can create goodwill, thus reducing the cash flow shock when negative events occur
(Godfrey et al., 2009). Therefore, this study uses systematic risk in measuring firm risk. We test whether CSR is
an activity that can reduces the firm’s specific risk can also reduce the systematic risk?

Market risk can be measured by beta, a systematic measure of firm risk (McGuire et al., 1988). Beta can
be measured using a market model which is a statistical description of the relationship between the return of
an asset and the market return of an asset (Watts & Zimmerman, 1986). The formula of market model:

Rit = a; + BiRme + &t - (2)

Where fi is a Raw Beta for stock i, Rit is a return of stock i at period t, Rmt is a return of market index at
period t, ais constant, &;is residual reggresion that expected to be white noise (mean of error is zero).

This study uses adjusted beta that has been calculated by PEFINDO which also uses the market model in
calculating it, then adjusted to get the value. The use of adjusted beta because in the long term beta value will
be close to one. After the value of beta is gotten from the market model, adjusted beta can be calculated as
follow:

Adjusted Beta = %(ﬂi) + % ... (3)

Earnings Quality relates to how close the current earnings with future earnings (Rankin et al., 2017). In
other words, current earnings which have low correlation with future earnings are said to have low earnings
quality. The quality of earnings focus on the accrual role in financial reporting and accruals can be classified as
discretionary and non-discretionary accrual. Non-discretionary accruals are a normal part of earnings
recognition which is the result of applying neutral accounting rule. Meanwhile, discretionary accruals are the
result from the choice of conservative or aggressive accounting policies.

Several studies have used discretionary accrual (DA) to measure the quality of earnings (Prior et al., 2008;
Cornett et al., 2008; Kim et al., 2012); and it is most powerful in detecting earnings management (Cornett et al.,
2008) therefore this study uses DA to assess the earnings quality of firm. DA is calculated using the Modified
Jones Model developed by Dechow et al. (1995). According to him, this modification model was made to
eliminate possible error tendencies in measuring discretionary accrual by Jones's model when discretion
exercised over revenues. Modified Jones Model assumes that all changes to credit sales in a given period are
the result of earnings management because it is easier to exercise earnings management on revenue due to
credit sales than for cash sales. DA value can be positive (income maximization) or negative (income
minimization), but this research does not want to see its direction but from the amount of DA value which is
the result of the management intention to manage its earnings. According to Cornett et al. (2008) the use of
absolute value is the most appropriate measure in measuring earnings management.

TAj;
DA, = —
it = 7

- NDAlt cee (4)

it—1
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Where DAiIt is discretionary accruals from firm i in year t, TAit is total accrual from firm i in year t by
deducted net income and cash flow from operation, Ait-1 is total asset from firm i in year t, NDAit is non-
discretionary accruals from firmiin year t calculated using NDA by modified Jones Model (Dechow et al., 1995).

Harrison & Wicks (2013) defines value as anything that has potential benefits for stakeholders. Firm
creates the value of its activities and the stakeholders want to achieve utility from its relationship with the firm
by obtaining that value. The value of this firm can be seen from the value of Tobin's Q (Value Q), interpreted as
market expectations of the economic returns generated from the firm's assets (Gaio & Raposo, 2011), and this
is commonly used in conducting market value analysis. The advantage of using Tobin's Q over profitability is
that Tobin's Q is long term because based on the market value of the firm (Servaes & Tamayo, 2013). The
measurement using market value has an advantage over using the measurement of accounting values, that is
less affected by differences in accounting procedures and managerial manipulation and represents investor's
evaluation of the firm's ability to generate future economic earnings rather than past performance (McGuire
et al., 1988). Tobin's Q has been used extensively in economics, finance and strategy when measuring firm
performance (Luo & Bhattacharya, 2006; Gaio & Raposo, 2011; Criséstomo et al., 2011; Servaes & Tamayo, 2013).
Following formula is used to calculate the Tobin’s Q:

__ BVAj + MVE;;— BVE;;
Qu = AT I ()

Where Qit is value of Tobin’s Q from firm i in year t, BVAit is book value of total asset of firmiin year t,
MVEit is market value of equity of firm i in year t, BVEit is book value of equity of firm i in year t.

RESULTS AND DISCUSSION

Table 1 shows the minimum CSRD value is 0.15, the maximum value is 0.52 and the mean value is 0.27. This
indicates that the average manufacturing firm lacks of CSR disclosure in accordance with the guidelines of GRI
G4. The minimum value of FCis -1.64, the maximum value is 3.66 and the mean value is 0.36. The higher FC value
indicates the greater the firm's capital limitations. The mean value is 0.36 indicates that the average firm in this
study has limited capital. The minimum value of FR is 0.34, the maximum value is 2.23 and the mean value is
0.89. This indicates that the average sample firm has low risk because the value of FR measured by beta has a
value < 1, means its stock return volatility is smaller than the market index. The minimum value of EQ is -6.33,
the maximum value is —0.64 and the mean value is 3.29. This shows that the average firm tends to conduct
earnings management so earnings becomes less qualified. The minimum value of FQ is -1.09, the maximum
value is 1.04 and a mean value is 0.18. A positive FQ score indicates that an additional value obtained by the firm
because of the market value of the stock is higher than the book value of stock. A mean value of 0.18 indicates
that the average firm has an increase in its value, but it is not too significant. The minimum value of SIZE is 134,
the maximum value is 261,855 and the mean value is 11,074. This shows that the average firm is small.

Table 2 shows the results of direct effects of independent variable (CSRD) on the mediator variables in
this study (FC, FR, and EQ) are called a paths. It results that CSRD has negative impact on FC (-1.6451, p < 0.05),
while CSRD has positive impact on FR (1.7908, p < 0.05), but CSRD has no impact on EQ (-1.4264, p > 0.05). For
b paths that show direct effects of mediators on dependent variable (FQ) result FC has negative impact on FQ
(-0.1395, p < 0.05), FR has positive impact on FQ (0.2199, p < 0.05) and EQ has no impact on FQ (0.0247, p >
0.05). For the direct effects of independent variable (CSRD) on dependent variable (FQ) after controlling all
mediator variables called ¢’ path resulting that CSRD has positive impact on increasing FQ (1.8057, p < 0.05), SO
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H1 accepted. The total effects independent variable on dependent variable called ¢ path result significant
impact (p < 0.05), thus the model used in this study is feasible.

Table 1 Descriptive Statistic

Variable N Minimum Maximum Mean Std. Deviation
CSRD 194 0.15 0.52 0.27 0.07
FC 194 (1.64) 3.66 0.36 0.78
FR 194 0.34 2.23 0.89 0.36
EQ 194 (6.33) (0.64) (3:29) 1.10
FQ 194 (1.09) 1.04 0.18 0.38
SIZE 194 134 261,855 11,074 36,175

CSRD = square root (SQRT) from total score of Corporate Social Responsibility Disclosure, FC = Financial Constraint, FR =
Firm Risk, EQ = Earnings Quality is measure by natural log of absolute DA, FQ = natural log of firm value measured by
Tobin’s Q, SIZE = size of firm measured by total asset in billion rupiahs

Table 2 Regression Results

Description Coefficient SE t p-value
Direct Effects of Independent Variable on Mediators (a paths)
FC (a1) -1.6451 0.7998 -2.0568 0.0411
FR (a2) 1.7908 0.3528 5.0759 0.0000
EQ (a3) -1.4264 1.1385 -1.2529 0.2118
Direct Effects of Mediators on Dependent Variable (b paths)
FC(b1) -0.1395 0.0300 —-4.6494 0.0000
FR (b2) 0.2199 0.0684 3.2156 0.0015
EQ (b3) 0.0247 0.0212 1.165 0.2455
Direct Effects of Independent Variable on Dependent Variable (c' path)
CSRD (c' path) 1.8057 0.3585 5.0365 0.0000
Total Effects of Independent Variable on Dependent Variable (c path)
CSRD (c path) 2.3939 0.3561 6.7225 0.0000

Table 3 Multiple Mediation Analysis

Description Point SE p- Bootstrapping 1000 Sample, Cl 95%
Estimate value Bias Corrected (BC) Bias Corrected
Accelerated (BCa)
LL UL LL UL

FC-Financial Constraint (a1b1) 0.23 0.13 0.06 0.02 0.55 0.02 0.55
FR—Firm Risk (a2b2) 0.39 0.16 0.01 0.13 0.76 0.12 0.75
EQ-Earnings Quality (a3b3) (0.04) 0.04 0.39 (0.19) 0.02 (0.19) 0.02
Total Indirect Effect 0.59 0.22 0.00 0.21 1.04 0.22 1.06
Direct Effect (c') 1.81 0.36  0.00

Total Effect (¢) 2.39 0.36 0.00

We use Preacher & Hayes (2008) bootstrap method to investigate the specific indirect effects of multiple
mediation model. If the confidence interval value of lower limit (LL) and upper limit (UL) do not contain zero,
the mediating variable has significant effect. Table 3 shown the results of three mediator used in this study.
The specific indirect effect of FC (BCa 95% Cl of 0.02 to 0.55) is significant because the confidence interval do
not contain zero. This indicate that CSR has significant impact on reducing financial constraint, thereby
increasing firm value, so the H2 is accepted. The specific indirect effect of FR (BCa 95% Cl of 0.12 to 0.75) also
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show significant effect, but H3 is rejected because CSR has positive impact on increasing firm risk, not negative
impact. While, EQ (BCa 95% Cl —0.19 to 0.02) has no effect. It means the quality of earnings is not determined
by CSR and is not a factor that determines the firm value, thus H4 is rejected. Because CSR has direct impact
on firm value, financial constraints and firm risk have partial mediating role in increasing firm value.

The results of this study are consistent with the value creation school such as Siregar & Bachtiar (2010),
Servaes & Tamayo (2013), Karim et al. (2016); Onuorah et al. (2018) that doing CSR can increase firm value
directly. This is because CSR can enhance the firm's reputation such as positive image, smooth supply chain,
high customer and employee loyalty, and maintain high level of public and investor trust. This intangible thing
is valuable because it is difficult to be imitated by other firms, so it is an advantage for high CSR firms compared
to low CSR firms. In addition, this study also investigates how CSR can increase this value. We find that the
reducing of firm financial constraint and increasing of firm systematic risks due to the implementation of CSR
are the causes of increasing of firm value.

Firms are considered more financially constrained when the wedge between internal and external cost
of capitals increases (Kaplan & Zingales, 1997). One of the causes of firms experiencing financial constraints is
information asymmetry (Fazzari et al., 1988). This asymmetry is lack of investor knowledge about firm's
performance, problems or risks that could lead to agency costs such as monitoring costs. Investors will usually
ask for compensation in the form of higher interest rates because of this information risks, causing the external
cost of capital also to be high. CSR can reduce this information asymmetries because it provides information
on the economic, social and environmental aspects of firm. When investors have sufficient information, they
will be easier to asses firms without having to pay for third party services or gather more information so the
agency costs will decrease.

CSR is form of stakeholder approach, means striving to be able to meet all stakeholder interests that
aims to be able to prevent unfavorable events and facilitate the firm's operations. Firm that meet the interests
of these stakeholders will provide utilities thus it can maintain their participation and support (Harrison &
Wicks, 2013) that will provide long-term benefits to the firm. For example, high reputation and trust by
consumers can increase sales, high employee loyalty and environmental impact prevention efforts can improve
cost efficiency, and high investor confidence can increase firm capital. When cash is available, all operations
will run well because everything can be funded and firm does not need to finance using debts that have high
interest costs or the issuance of new shares that have large transaction costs, thereby reducing firm financial
constraints.

Thus, firms can reduce the specific risks of unfortunate events by having good cash flow. Not only that,
the benefits gained by having good funding can make firm has competitive advantage because it can make
profitable investments such as research and development that can create product innovation, improve the
quality of product, reduce the risk of litigation due to environmental problems or due to the inability to repay
the debt, maintain the relationship with society, increase the welfare of employee to decrease turn over, so as
to enhance the reputation and value of the firm. Our results is consistent with (Cheng et al., 2014) that CSR has
significant impact on decreasing firm financial constraints and with (Lamont et al., 2001) that financial
constraint has negative impact on increasing firm value.

Our study also shows increasing risk experienced by firm has mediation role in the relationship between
CSR and firm value. The result of this study is inconsistent with previous studies that resulted in CSR having an
influence in reducing firm risk (Salama et al., 2011; Gregory et al., 2014). Nguyen & Nguyen (2015) study showed
CSR can increase firm risk, but the result is not linear because they found that both CSR strength and CSR
concerns measured by KLD Research & Analytics, Inc. can increase risk. To explain this result, we use
stakeholder conflict and noise trading.
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First, stakeholder conflict can occur because of fulfillment of the instrumental and normative aspects of
a firm that must be satisfied equally and jointly. As Freeman (1984) defines stakeholders as any groups or
individuals who can affect or is affected by the achievement of firm to achieve its goals. Individuals who can
affectis an instrumental aspect of stakeholder theory in order for firm to get maximum profit, while those who
can affected is the normative aspect of this theory because the firm has a moral obligation to its stakeholders
(Berman et al., 1999). If firm focuses too much on one aspect it can create conflict between stakeholders and
this is most likely to happen to a large firms as more stakeholders are involved in the firm. Data in this study
show that the average firm with high CSR has large size measured by total asset. McGuire et al. (1988); Salama
et al. (2011); Gregory et al. (2014) also yields the same result that the size of the firm as measured by its assets
has a positive correlation with CSR. Parties that affect the activities of firms (instrumental aspect) such as
owners and shareholders tend to be more focus on economic performance such as profit, while those affected
by firm activity (normative aspect) will tend to focus on firms moral obligations to the surrounding
environment. Thus, CSR can be said to be a conflict of claims from various stakeholder groups, more attention
to the interests of one stakeholder group is a cost to other stakeholder groups (Nguyen & Nguyen, 2015).

Excessive CSR activity for normative aspect can reduce the competitive advantage because the firm’s
funds are allocated at something that does not produce economic benefits in the future. Nguyen & Nguyen
(2015) study proved that individual component of CSR which are divided into strength and concern if associated
with risk, show inconsistent results. Components such as employee, diversity and governance, have a
significant positive impact on firm risk both in terms of strength and its concern. This means the lack of
attention to these three components may increase firm risk, but if the company increases CSR too much in this
area it can also increase firm risk. They argue that CSR activities such as excessive health care benefits for
employees, recruiting managers with diverse backgrounds but may not have the appropriate capabilities, and
over-disclosure of firm information that could makes stock prices fall are CSR activities that have expense
greater than the benefits.

Table 4 Individual Components of CSR on Firm Risk

CSR Components B Sig. CSR Components B Sig.
Panel A Before Controlling Size Panel B After Controlling Size

EC 0.39 0.28 EC 0.68 0.14

EN (1.45) 0.08 EN (1.82) 0.05

LA 2.09 0.00 LA 2.20 0.00

HR (0.95) 0.13 HR (1.05) 0.10

SO 0.25 0.58 SO 0.21 0.64

PR 0.27 0.40 PR 0.29 0.36

SIZE (0.00) 0.31

EC = Economic; EN = Environment; LA = Labor; HR = Human Rights; SO = Social; PR = Products

We also test for our individual component of CSR to be able to explain better what component of CSR
could increase firm risk. The results showed in Table 4, for economic, labor, social, and product components
have a positive impact on risk, but only labor has significant impact before and after controlling size. This is
consistent with the results of the Nguyen & Nguyen (2015) study that excessive costs for employees benefit
can increase the firm risk due to the allocation of funds too large to the workforce, while for development in
order toincrease the competitive advantage is reduced, thus the risk of the firm will increase because of market
competition risk. For environmental and human rights components have a negative impact on risk, but only
the environment has a significant impact in reducing firm risk (after controlling the size). This shows that
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environmental problems are very influential in reducing risk for large firms. Environmental costs are large but
if the company has good environmental control it can prevent greater costs such as legal sanctions or
compensations imposed to firm as a responsibility for damaging the environment, thereby reducing possible
environment and legal risks experienced by firm. While the aggregate CSR scoring has a significant positive
impact in increasing firm risk (see Table 2) because labor coefficient (B = 2.2) that has greater value than
environmental coefficient (B = -1.82). This indicates that good control of the environment has a preventive
benefit, but it can’t generate direct resources for the firm while the increasing welfare of employees directly
uses the firm’s resources in the form of large cash, thus firm cannot allocate funds to activities that can increase
competitive advantage.

Another argument for positive impact of CSR on firm risk can be explained using the concept of noise
trading by Orlitzky (2013) in his paper entitled Corporate Social Responsibility, Noise, and Stock Market
Volatility. This research explained that noise trading makes the market rates CSR highly, causing the volatility
of firm's stock price will increase dramatically. Noise trading is a stock trading transaction whose decision-
making is based on rational rather than fundamental analysis.

Orlitzky (2013) explains there are two main reasons that cause noise trading. First, the ambivalent
economic impact of CSR. Various studies have been done how CSR produces diverse results if associated with
firm performance, there are positive and negative but most positive results are obtained (Orlitzky et al., 2003;
van Beurden & Gossling, 2008). This will cause investors to rely on CSR information in making decisions because
of the positive impact it has. Second, the presence of information asymmetry arises because of the seller (the
firm) has more information than the buyer (investor) about the activity and impact of CSR activities. This can
be exploited by opportunistic managers to manage their reporting by exaggerating the scope and extent of
CSR disclosure. Managers can also influence investors, especially altruistic investors are more easily affected
because CSR is a good thing and can increase firm value. Both of these, will make investors take a decision
based on rationalization rather than fundamentals, thus increasing demand for shares of firms with high CSR.
This increased demand will also increase stock prices (Mackey et al., 2007), so the stock volatility exceed the
market index (Orlitzky, 2013). When a firm's stock has a volatility that exceeds the market index, it means firm
has high risk. Risk is measured by beta in this study, defined as volatility of a security or portfolio, the greater
the volatility, the higher the risks. Based on these arguments, CSR indeed could have significant positive impact
in increasing the firm risk.

Investors only want to make risky investments, if only they expecting more reward (a positive
relationship between risk and return). This study has proved the modern portfolio theory developed by
Markowitz (1952) that risk has a significant positive impact on increasing firm value. Thus, this study supports
Shin & Stulz (2000) study which results systematic risk has significant positive impact on Q value because this
types of firms have high growth rate that can drive higher Q value.

Therefore, firms with high CSR will be highly valued by the market because of the many positive impacts
that CSR has, such as reducing financial constraints (Cheng et al., 2014), becoming recommendations in
investment decision making (Spicer, 1978; loannou & Serafeim, 2015), improving performance (Pava & Krausz,
1996), reducing litigation risks (Chen et al., 2012) and many more that can shape investor confidence in CSR's
ability to increase firm value. This formed trust making some investors judge high CSR firms are as performed
well firms, making their decision without considering fundamental analysis, especially for high social awareness
investors (Orlitzky, 2013), thereby increasing firm stock demand which then adjusts to the firm's stock price.
When a stock price rises far above market value, it will increase volatility which means having high risk and so
will Q value, because the market value is higher than the book value of firm stock.
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Our study also found, there is no mediation role of earnings quality in the relationship between CSR and
firm value. This result indicates that CSR has no relationship to the management discretion of its earnings and
is not a driver of firm value. So, it can be said that earnings is not a driver that can increase stakeholder support,
thus increasing firm value. The stakeholder preference when providing support to firm depends on how their
transactions, relationships and interactions with the firm affect the utility they get (Harrison & Wicks, 2013).
The greater the utility the firm can give the larger the stakeholder satisfaction, so higher valuation of the firm.
For example, when an investor makes an investment decision will expect on the dividend payout and how
much the rate of return can be earned from the stock price of the firm that exceeds the book value and market
index. The investors or shareholders are the stakeholder of firm who seek to maximize their claims and if firm
can comply, it will simultaneously maximize other stakeholder claims (Copeland et al., 1994).

In addition, high earnings quality does not indicate that firm can allocate its funding to increase the utility
of other primary stakeholders. Because earnings are part of accruals while to improve stakeholder utilities such
as improving employee welfare, improving product quality, providing social assistance, maintaining the
environment is an activity that requires cash. So the quality of earnings cannot be used as a benchmark for
stakeholders that the firm will provide utilities and can balance all the interests of its stakeholders. This study
is consistent with Ng & Daromes (2016) which shows that financial performance has no effect on firm value.
This is probably because not all companies will distribute their earnings to shareholders. To grow and expand,
companies will need more funding for future sources of financing in addition to sources of funds from debt
and corporate equity. If the company's profitability increases, it is likely that managers will use net income to
expand their business and expand rather than share profits with shareholders. Therefore investors cannot
make financial indicators as a single indicator in making investment decisions, but also must consider social
factors, environment, politics and management policies.

CONCLUSION

Based on the results of this study it can be concluded that financial variables such as financial constraint and
risk have a partial role in mediating the relationship between CSR and firm value because CSR can directly
increase the value. CSR reduces financial constraints experienced by firms due to increased sales, cost
efficiency, and reduced cost of capital, thus allowing firms to make favourable investments that can ultimately
increase the value of the firms. However, the risk is not reduced by the presence of CSR, but rather increases.
This is because there is a conflict of interest between stakeholders. In addition, the overestimate stakeholder
expectations of CSR make their decision making more likely to use rationalization rather than fundamental
analysis resulting in high volatility of stocks and firm values. Meanwhile, earnings quality has no mediation role
in relationship between CSR and firm value. This indicates that firms conduct CSR not because they are ethic
or more transparent, but because they want to comply with applicable regulations, to meet people's
expectations and to gain competitive advantage. Earnings quality also has no impact in increasing firm value
because it is part of accruals that cannot guarantee increasing utilities for its stakeholders. Utilities can only be
obtained from allocated cash by firm that can be used to get stakeholder support.

The implication of this study is to be an additional literature and new perspective especially how CSR can
increase firm value. This study supports value creation school groups that high CSR has positive impact in
increasing firm value and suggests managers to focus more on the firm’s cash flow than just generate large
earnings. Firm can increase cash flow by doing CSR because it can reduce the financial constraints, thus
indirectly reduce specific risks. When a firm has large capital, it can be used to meet various stakeholder
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interests, increase competitive advantage, enhance firm's reputation and ultimately increase the firm value.
Therefore, this study encourages firms to conduct and disclose more CSR to increase transparency and
compliance with government regulations. In addition, this study also encourages the implementation of
philanthropic CSR because the good thing (the implementation of CSR) will produce the good results
(increasing value) for firm.

This study has limitations, especially in number of samples that are still limited to manufacturing firms in
Indonesia. Different results may occur by using more samples, for example by including all firms in Indonesia
or even globally. The impact of CSR reporting may vary by country, region, culture or institutional environment
that affects stakeholder expectations of CSR activity and reporting (McWilliams et al., 2006). Another limitation
is this study only measures risk using beta as systematic risk, while Shin & Stulz (2000) use systematic, specific
and total risks to get more specific explanations. Gregory et al. (2014) measures systematic risk not only by
beta but, also growth rate, market factor, size factor and value/growth factor. Meanwhile, McGuire et al. (1988)
measure the specific risk by risk-adjusted return, and accounting risk using debt to assets, operating leverage,
and the standard deviation of operating income. Future research is expected to use different risk
measurements to explain better and specifically how the impact of CSR on firm risk.

Future studies can be investigated as development of our study are to investigate what the motives of
managers in doing CSR and what if this motive is associated with CSR disclosure and earnings quality. This is
conducted to see how the difference between extrinsic and intrinsic manager in their decision making that has
economic impact. Measurement of managerial orientation towards CSR can be seen in study of Graafland &
Mazereeuw-Van der Duijn Schouten (2012). Extrinsic managers who prefer economic performance should be
less in conducting CSR and tend to dso discretion so lower the earnings quality, while the intrinsic manager
otherwise because it has a good ethical understanding. Another research question is what information investor
used in making their investment decision, whether the earnings, cash flow or any other information, then these
will be associated with the activity of stock transactions and its value to find out what making firm value high.
This is conducted to see if noise trading generally done by investor in Indonesia, if not what information they
used. The concept of noise trading and its relation to stock volatility can be seen in (Orlitzky, 2013).
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