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1. INTRODUCTION

Corporate involvement in environmental, social,
and governance (ESG) practices greatly influences
the company's profitability performance. One theo-

ABSTRACT

This study aims to examine the effect of corporate involvement in environmental,
social, and governance (ESG) practices on corporate profitability. In addition, this
study also examines the moderating effect of liquidity and financial constraints on
the relationship between ESG practices and corporate profitability. The objects of
this study are 43 companies listed on the Jakarta Islamic Index 70 (JII70) and the
SRI KEHATI index in the period from 2021-2023. The number of data observations
is 129 data analyzed using Eviews software version 13. The results of this study
show that corporate involvement in ESG practices has an effect on decreasing prof-
itability performance. This confirms the role of agency theory. The results of this
study also show that financial constraints strengthen the relationship between ESG
practices and profitability performance. Conversely, liquidity does not moderate the
relationship between ESG practices and profitability performance. The theoretical
implication from the perspective of agency theory is that agency theory can explain
the effect of ESG on profitability in the short term. Practical implication from the
perspective of companies is that, in the short term, the involvement of companies in
ESG practices reduces corporate profitability, but in the long term this will foster a
positive image of the company in society.

ABSTRAK

Penelitian ini bertujuan untuk menguji dampak keterlibatan perusahaan dalam aktivi-
tas yang berhubungan dengan lingkungan, sosial, and tata kelola pada kinerja profita-
bilitas. Selain itu, penelitian ini juga menguji pengaruh moderating dari likuiditas
dan kendala keuangan dalam hubungan antara praktik ESG dan kinerja profitabilitas.
Objek penelitian berupa 43 perusahaan yang terdaftar di Jakarta Islamic Index 70
(JlI70) dan indeks SRI KEHATI pada periode 2021-2023. Jumlah observasi data
sebanyak 129 data dan dianalisis dengan software Eviews wversi 13. Hasil studi
menunjukkan bahwa keterlibatan perusahaan dalam aktivitas ESG berdampak pada
penurunan kinerja profitabilitas selama kurun waktu penelitian dan hasil ini
mengkonfirmasi peran dari teori keagenan. Hasil studi juga menunjukkan bahwa
kendala keuangan mampu memperkuat hubungan antara praktik ESG dan kinerja
profitabilitas. Sebaliknya, likuiditas tidak dapat memoderasi hubungan praktik ESG
dan kinerja profitabilitas. Implikasi teoritis dari sudut pandang teori keagenan adalah
memperkuat peranan teori keagenan dalam menjelaskan dampak ESG pada profitabili-
tas dalam jangka pendek. Implikasi praktis bagi perusahaan berkaitan dengan pent-
ingnya keberadaan aktivitas yang berkenaan dengan ESG, meskipun dalam jangka
pendek mengurangi profitabilitas, dampak jangka panjang menumbuhkan citra positif
perusahaan di tengah masyarakat.

ry that explains the relationship between ESG prac-
tices and corporate profitability performance is
agency theory. According to this theory, ESG prac-
tices can result in a decrease in corporate wealth.
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As agents, managers are required to run the com-
pany's business in accordance with the interests of
shareholders. In addition, managers are not al-
lowed to spend company resources on ESG activi-
ties because it will reduce shareholder value
(Friedman, 1970, 2007).

There are several concepts and research find-
ings that support agency theory. Corporate social
responsibility is a manifestation of agency prob-
lems (Benabou & Tirole, 2010; Masulis & Reza,
2015). Managers who engage in corporate philan-
thropic activities will gain personal benefits at the
expense of shareholders (Brown et al., 2006; Kriiger,
2015). Agency costs arise when managers invest in
social activities to enhance their personal reputa-
tion (Barnea & Rubin, 2010). Managers sometimes
lose focus on core managerial responsibilities
(Jensen, 2010). Declining ESG practices are associat-
ed with greater firm value (Nguyen et al., 2023).

The results of several previous studies related
to ESG show inconsistent patterns (Ferrell et al.,
2016). The results of research conducted by Cheng
et al. (2023) show that managers enjoy personal
benefits (profits) from ESG investments at the
expense of shareholder interests (value). This
finding is consistent with agency theory. Agency
problems arise in companies that engage in ESG
practices, where managers use accrual accounting
policies to manipulate reported earnings (Dang et
al., 2021). In contrast, the results of studies con-
ducted by Dhaliwal et al. (2011), (Lee et al. (2013),
and Verheyden et al. (2016) show that ESG
practices have no significant effect on the
company's financial performance. The relationship
between ESG and financial performance is still a
debate among researchers (Lu et al., 2014; Wang &
Sarkis, 2017).

2. THEORETICAL FRAMEWORK AND HY-
POTHESES
Agency Theory
According to agency theory, ESG practices can cre-
ate agency conflicts between managers (agents) and
shareholders (principals). This conflict arises be-
cause the costs associated with ESG practices are
cash outflows, resulting in a decrease in the profits
that shareholders will receive. The results of re-
search conducted by Allouche & Laroche (2005),
Barnea & Rubin (2010), Borghesi et al. (2014),
Brown et al. (2006), Kao et al. (2018), and Schuler &
Cording, (2006) are consistent with agency theory.

The Effect of ESG Practices on Profitability Per-
formance

Agency theory states that corporate involve-
ment in ESG practices can cause agency problems

in three ways. The first is the emergence of oppor-
tunistic behavior carried out by managers with the
aim of taking personal advantage of ESG practices
(Brown et al., 2006) by building their own reputa-
tion at the expense of shareholder interests (Barnea
& Rubin, 2010). ESG practices are activities that
drain company resources and harm company per-
formance. Second, ESG practices are closely related
to cost allocation, so they will certainly shift other
projects that are more profitable for the company
(Schuler & Cording, 2006). ESG practices require
company resources. Therefore, companies that are
active in social practices will be in a less advanta-
geous position, compared to other companies that
are not active (Allouche & Laroche, 2005). Third,
corporate involvement in ESG practices may en-
courage managers to engage in window dressing to
cover up poor corporate performance. Based on this
description, the first hypothesis proposed is:

Hi: ESG Practices have an Effect on Profitability Per-
formance

The Moderating Effect of Liquidity on the Rela-
tionship between ESG Practices and Profitability
Performance

Conceptually, companies with high liquidity
levels will have higher agency problems. This is
different from companies with low liquidity levels.
With high liquidity, companies will have greater
freedom in making capital expenditures, so they
are considered to have high agency costs (Ferrell et
al., 2016; M. C. Jensen, 1986; Kriiger, 2015; Masulis
et al., 2009; Servaes & Tamayo, 2013). High liquidi-
ty can have an impact on poor company perfor-
mance because cash, as the most liquid asset, can be
used by managers to achieve their personal inter-
ests (Masulis et al., 2009). Thus, it can be said that
liquidity increases the negative influence of ESG
practices on company performance. Based on this
description, the second hypothesis proposed is:
H>: Liquidity moderates the relationship between ESG
practices and profitability performance

The Moderating Effect of Financial Constraints on
the Relationship between ESG Practices and Prof-
itability

Financial constraints also have an impact on
company performance. However, unlike liquidity,
financial constraints can actually minimize agency
problems, thus having a positive impact on compa-
ny performance. This is because financial con-
straints, which are proxied by dividends and lever-
age, increase the closeness of the relationship be-
tween shareholders and market monitoring (Ferrell
et al., 2016). Financial constraints in the form of
debt interest and dividend cash flow prevent man-
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agers from acting opportunistically which benefits
them personally but is not beneficial to sharehold-
ers (La Porta et al., 2000; Morck & Yeung, 2005). It
can be said that financial constraints increase the
positive influence of ESG practices on company
performance. Based on this description, the third
hypothesis proposed is:

Hs: Financial constraints moderate the relationship be-
tween ESG practices and profitability performance

Liquidity
H>
Hi
ESG Practices »| Profitability
Hs

Financial Con-
straint

Figure 1. Conceptual Framework

3. RESEARCH METHOD

The population of this study is all sharia stocks
listed on the Jakarta Islamic Index 70 (JII 70) during
the 3-year research period (2021-2023). 2021 was
chosen as the initial period of this study because at
that time the company's performance was consid-
ered to have started to recover from the impact of
Covid-19. The samples used in this study were
companies that were consecutively listed on the
JII70 during the research period (2021-2023). Sam-
pling was carried out using the balanced sampling
method.

This study uses return on assets (ROA) proxy
to measure company’s profitability because this
proxy is the most commonly used in the literature
(Li et al., 2017; Qi et al., 2014). The ESG variable in
this study refers to the ESG assessment based on
the SRI KEHATI index which reflects the compa-
ny's commitment to sustainable and responsible
investment. This variable is a dummy, where a
score of 2 is given to JII70 companies included in
the SRI KEHATI index, which indicates superior
ESG practices. Meanwhile, a score of 1 is given to
companies that are not included in the index. Inclu-
sion in the SRI KEHATI index serves as a signal of
strong ESG practices that are in line with better
financial performance based on the integration of
environmental, social and governance criteria. The
liquidity variable is proxied by free cash flow
measured by earnings before interest and tax
(EBIT) after changes in net assets, scaled by total

assets. The financial constraint variable is proxied
by the level of leverage measured by total debt di-
vided by total equity. The control variables used in
this study include: (1) company size (Size), calcu-
lated from the natural logarithm of total assets and
(2) asset turnover (AsetTurn), calculated from op-
erating income scaled by total assets.

Panel data are analyzed using Eviews software
version 13. There are three approaches used in the
regression model estimation method using panel
data, such as Common Effect Model (CEM), Fixed
Effect Model (FEM), and Random Effect Model
(REM). The regression model with the best results
is used in the analysis and hypothesis testing. To
determine the best model in this study, testing is
carried out using the Chow test and the Hausman
test.

4. DATA ANALYSIS AND DISCUSSION
Results

The research sample is issuers listed on the Jakarta
Islamic Index 70 (JII70) consecutively during the
period 2021-2023. Sampling is conducted using
balanced sampling method. Based on the screening,
a sample of 43 companies and 129 firm year obser-
vations were obtained.

Based on the Chow test in Table 1, the proba-
bility value of the cross-section F is 0.000 (<0.05)
and the probability value of the cross-section Chi-
square is 0.000 (<0.05). These results indicate the
model with fixed effects is better than the model
without fixed effects.

Table 1. Chow Test

Statis-
Effect Test tic d.f. Prob.
Cross-section F 3.709756 (42,81) 0.0000
Cross-section Chi-  138.3922
square 26 42 0.0000

Based on the Hausman test in Table 2, the
probability value is 0.0344 (<0.05). So, the null hy-
pothesis is rejected, which means that the random
effect is correlated with the independent variable.
Thus, the fixed effects model is more suitable than
the random effects model, so it is continued to the
hypothesis test.

Table 2. Hausman Test

Chi-Sq. Chi-Sq.

Test Summary Statistic d.f. Prob.

Cross-section ran- 12.027529 5 0.0344



dom

The results of direct effect test in Table 3 show
that that the variable of ESG practices has a p-value
value of 0.0370 (<0.05) with a coefficient value of -
0.017924, indicating that ESG practices have a nega-
tive and significant effect on ROA. Liquidity
variable, as measured by free cash flow (FCF), has a
p-value of 0.0000 (<0.05) with a coefficient value of
0.713160, indicating that FCF has a positive and
significant effect on ROA. Furthermore, leverage
variable has a p-value of 0.0449 (<0.05) with a coef-
ficient value of -0.000278, indicating that leverage
has a negative and significant effect on profitability.

Table 3. Results of Direct Effect Test

Coeffi-

Variable cient Std. Error t-Statistic Prob.
ESG -0.017924 0.008453 -2.120358 0.0370
FCF 0.713160 0.048491 14.70712 0.0000
LEV -0.000278 0.000137 -2.036945 0.0449

LN_TA 0.003487 0.004064 0.858167 0.3933

ASETTURN -0.019677 0.005930 -3.318356 0.0014
C -0.057154 0.106816 -0.535073 0.5941

The results of moderating effect test in Table 4
show that the interaction between ESG practices
and liquidity as measured by FCF has a p-value of
0.7759 (>0.05) with a coefficient value of 0.032905,
indicating that liquidity as measured by FCF is not
a moderating variable. Furthermore, the interaction
between ESG practices and financial constraints as
measured by leverage has a p-value of 0.0244
(<0.05) with a coefficient value of 0.016641,
indicating that financial constraints as measured by
leverage strengthen the relationship between ESG
and ROA.

Table 4. Results of Moderating Effect Test

Coeffi-

Variable cient Std. Error t-Statistic Prob.
ESG -0.036601 0.015479 -2.364524 0.0205
FCF 0.689411 0.140509 4.906542 0.0000
LEV -0.016923 0.007252 -2.333354 0.0222

LN_TA 0.000555 0.004304 0.129022 0.8977

ASETTURN -0.025880 0.006461 -4.005730 0.0001
ESG_X_FCF 0.032905 0.115222 0.285578 0.7759
ESG_X_LEV 0.016641 0.007249 2.295458 0.0244

C 0.038598 0.118676 0.325236 0.7459

Discussions

The results of this study indicate that ESG practices
implemented by sharia companies listed on JII
reduce the company's profitability performance.
The findings of this study support agency theory
which states that the implementation of ESG
practices may be viewed as an inefficient use of
resources by managers who prioritize their own
interests or long-term goals that do not
immediately generate profits for shareholders (M.
C. Jensen & Meckling, 1976). Based on signaling
theory, companies implement ESG practices as a
signal to attract investors or customers who care
about social responsibility. However, if the market
perceives that this signal has no direct impact on
profitability, it can lead to a short-term decline in
valuation (Spence, 1973).

The findings in this study support the results
of previous research conducted by Bae et al. (2021),
Bai et al. (2015), Bansal & Song (2017), Borgers et al.
(2015), Liang & Renneboog (2020), Lopez et al.
(2007), and Nollet et al. (2016) that ESG practices
have a negative effect on profitability. ESG practic-
es have the potential to provide benefits but in the
long term (Bae et al., 2021; Borgers et al., 2015). In
the short term, ESG practices have a negative im-
pact on ROA due to the high costs incurred that
exceed the immediate benefits obtained (Nollet et
al., 2016). In addition to incurring additional costs
(Lopez et al., 2007), ESG practices also cause major
changes in operations and management (Bai et al.,
2015). ESG practices also lead to strategic shifts
(Liang & Renneboog, 2020).

The results of this study show that liquidity
does not moderate the relationship between ESG
practices and profitability performance. The results
of this study are inconsistent with the concept that
high liquidity provides greater freedom for manag-
ers to make any expenditures including those relat-
ed to environmental, social, and governance ex-
penditures, thus providing a greater possibility for
agency conflicts with shareholders (Ferrell et al.,
2016; M. C. Jensen, 1986; Krtiger, 2015; Masulis et
al., 2009; Servaes & Tamayo, 2013). The results of
this study are also inconsistent with empirical re-
sults that show that high liquidity will potentially
lead to abuse of authority by managers to use cash
which is the most liquid asset in order to fulfill
their personal desires (Masulis et al., 2009).

The results of this study also show that finan-
cial constraints strengthen the relationship between
ESG practices and profitability. The results of this
study are in line with the results of previous
research conducted by Ferrell et al. (2016) that
financial constraints, proxied by leverage, can
increase the closeness of the relationship between
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shareholders and market monitoring. Likewise, the
results of this study are in line with the results of
research conducted by La Porta et al. (2000) and
Morck & Yeung (2005) that financial constraints can
be a means of preventing opportunistic behavior of
managers who tend to prioritize personal interests
over company interests.

5. CONCLUSION, IMPLICATION, SUGGES-

TION, AND LIMITATIONS
This study aims to examine the effect of ESG
practices on profitability. In addition, this study
also examines the moderating effect of liquidity
and financial constraints on the relationship be-
tween ESG practices and profitability. The results
of this study show that in the short term ESG prac-
tices have an effect on reducing the company's
profitability performance. Thus, the findings of this
study confirm the agency theory that explains the
impact of ESG practices on the company's profita-
bility performance. In addition, the results of this
study also show that financial constraints can
strengthen the relationship between ESG practices
and profitability. Conversely, liquidity cannot
moderate the relationship between ESG practices
and profitability.

The limitation of the study lies in the collection
of data related to the number of issuers listed in the
sharia index and ESG index. Because the data used
is balanced panel data, several companies are ex-
cluded from the research sample so that the num-
ber of data observations is reduced. Therefore, fur-
ther research is recommended to use unbalanced
panel data. In addition, further research can also
use other grand theories, such as stakeholder theo-
ry, in order to empirically prove the effect of ESG
on the company's profitability performance. The
ESG index used can be replaced with other ESG
indexes that better reflect environmental, social,
and governance activities in accordance with sharia
principles. Further research can also extend the
research period to obtain better research results.
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