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INTRODUCTION

Achieving the maximum level of profit is the main objective of operating
a business. In addition to showing the company's ability to earn profits from its
sales, profitability also reflects the effectiveness in managing assets, capital, and
labor. However, many factors can affect profitability, ranging from
macroeconomic conditions, competition in the industry, to internal company
policies. Companies that are unable to adapt to market changes or that fail to
implement effective strategies in managing costs and increasing revenue will face
serious challenges in maintaining their profitability. In addition, pressure to meet
the expectations of investors and other stakeholders can force companies to make
decisions that may not always support long-term sustainability (Setiawan, 2024).
In the context of doing business, companies are expected to continue to grow and
achieve optimal financial performance, companies are also expected to be
responsible for the environment and society. The concept of Environmental,
Social, and Governance (ESG) emerged as a response to this problem. Since it was
first introduced in a UN report in 2004, the ESG concept has developed into a
major cornerstone in corporate impact reporting and investment decision-
making. (Frecilia Adenina et al., 2024). ESG can be used as a metric to assess the
success of a company not only from its financial performance, but also from its
impact on the environment and society.

A company's financial performance is strongly influenced by the ESG risks
it faces. Because in their operations, companies cannot run alone, therefore the
long-term survival of companies depends on how they adopt good corporate
governance practices and pay attention to social environmental aspects in their
operations, by this the company shows a commitment to sustainability. To
provide transparency to stakeholders about these sustainability efforts,
companies need to release sustainability reports that include detailed
information about the company's social, environmental performance and
management (Anggraeni, 2022).

ESG practices in Indonesia can currently be seen in OJK regulation
number 51/PJOK.03/2017 which contains the implementation of sustainable
finance principles in the operations of financial services institutions, public
companies, and issuers. This regulation focuses on realizing environmentally
friendly sustainable development through maintaining a balanced proportion
between socio-economic aspects, as well as an adequate environment. For
investors, ESG is a principle that can be used to evaluate the investment potential
of a company based on its operational activities. For companies themselves, ESG
can be a potential driver to obtain sustainable economic benefits. Companies that
adopt ESG principles are generally seen as having a superior reputation in the
eyes of the public and will increase investor confidence. As public concern for
social and environmental issues increases, companies that ignore their ESG
responsibilities risk losing considerable market share, emphasizing the
importance of exploring how much influence ESG practices have on a company's
tfinancial performance. It is expected that companies will benefit from improving
their performance through effective ESG implementation. By implementing ESG,
companies can improve their ability to identify risks, drive business innovation,
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capitalize on business opportunities, and increase management transparency. It
is expected that the improvement of long-term business sustainability can also be
ensured smoothly, and improved financial performance can be achieved.

Firm size acts as a moderating factor between ESG and a firm's financial
success by reflecting the firm's growth and encouraging investors and
stakeholders to respond to it, which in turn improves performance. Larger
companies can implement ESG initiatives more effectively as they generally have
greater financial and human resources. The implementation of optimal ESG
practices can enhance the company's reputation as well as investor confidence,
which ultimately contributes to improved financial performance. Research by
(D'Amato, A., 2020) as well as a study by (Abdi et al., 2022) support these
findings, where firm size is found to be an aspect that amplifies the positive
correlation between ESG disclosure and firm financial performance. Large
companies with more resources can be more effective in implementing ESG
practices, which in turn improves their financial performance.

Hazardous waste that can damage the environment is generated by the
manufacturing sector (Hidayat, 2022). The cost of rehabilitating contaminated
areas along the Surabaya River forced PT Garudafood Putra Putri Jaya Tbk
(GOOD), PT Indofood Sukses Makmur Tbk (INDF), and PT Wings Surya to pay
Rp4 billion in compensation (IDNfinancials, 2020). This emphasizes how urgent
it is for industrial companies to implement ESG in their waste management. In
order for companies to demonstrate their compliance with environmental
obligations, these implementations must be publicly disclosed. (Prabowo &
Djastuti, 2021). This is important because companies need community approval
for operations to run. Environmental priorities in the long run will affect the
company's profits and going concern (Ghazali and Ulmaita, 2020).

Research conducted by (Fu & Li, 2023) shows that the implementation of
ESG principles is positively and strongly correlated with improved corporate
financial performance, and digital transformation drives the positive impact.
This finding is in line with previous studies conducted by (Agustin & Deliana,
2023), (Gao et al., 2022), (Shang, 2024) with the results of the analysis that the
impact of ESG on financial performance is highly statistically significant. These
consistent findings from various studies strengthen the hypothesis that the
application of ESG principles is not just a trend, but a sustainable and profitable
business strategy.

The purpose of this study is to examine manufacturing businesses listed
on the Indonesia Stock Exchange (IDX) between 2020 and 2023. The
manufacturing sector plays an important role in Indonesia's economic growth.
This sector demonstrates its ability to earn profits from assets, equity, and
liabilities. In addition, manufacturing companies are also among the largest
contributors to environmental and social impacts, as they are often involved in
intensive resource use and have a significant carbon footprint.

This research has novelty in several aspects that distinguish it from
previous studies. The main difference lies in the financial performance
measurement applied. While previous studies generally apply Return on Assets
(ROA) as an indicator of financial performance (Sunday et al., 2023; D'Amato, A.,
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2020), this study uses Tobin's Q as the main measurement tool. The use of Tobin's
Q contributes novelty as this metric not only reflects asset-based financial
performance, but also captures the overall market value of the company.

Based on the above background, this study is expected to provide wider
theoretical and practical participation related to analyzing the impact of ESG
variables on the financial performance of manufacturing companies listed on the
IDX, especially in understanding the role of company size in moderating the
relationship between ESG and market value-based financial performance.

LITERATURE REVIEW
Teori Stakeholder

Stakeholder theory (Freeman, 1984) states that companies are not only
responsible to shareholders, but also to all interested parties (stakeholders),
including staff, customers, communities, and the environment. This concept is
the basis for the application of ESG (Environmental, Social, Governance), where
companies are expected to create sustainable value by paying attention to social,
environmental, and management aspects. According to this theory “an effective
corporate strategy must meet the expectations of all parties affected by its
decisions”. ESG, as a practical manifestation of stakeholder theory, is believed to
increase public trust and drive long-term performance. This makes the
implementation of ESG in Indonesia crucial, as it can help companies build a
good reputation, increase public trust, and contribute to sustainable
development amidst the social and environmental challenges facing the country.

Environmental, Social, Governance (ESG)

Proactively apply esg initiative helps the company find trust and reputation
in the eyes of the stakeholders, that would improve financial performance and
profitability.This is in line with the stakeholders theory, said that business should
take into account the interests of all parties involved, such as the people, workers,
customers, and investors.To meet these expectations, organization can be
developed a more closely with the stakeholders, and contribute to an increase in
financial success.

Previous research by (Eliwa et al.,, 2021) yielded results indicating that ESG
disclosure ratings have a positive impact on financial performance and market value.
These findings are reinforced by the research results of (Abdi et al., 2022), which indicate
that corporate accountability through ESG disclosure positively impacts company
financial performance. Similarly, research by (Alareeni & Hamdan, 2020) with Tobin's Q
as a proxy for financial performance, also supports this. Several studies have found a
positive impact from the relationship between ESG and company financial performance.
Based on stakeholder theory and previous study findings, the researcher assumes
that ESG has a positive impact on company financial performance. However,
research by (Zidane Ramadhan et al., 2024) and studies by (Tanjaya & Ratmono,
2024) also show that high ESG scores can have a less favorable impact on
companies, indicating that investments in ESG practices do not always result in
increased financial performance. Based on the differences in these study findings,
to examine the relationship between ESG and financial performance, the
following hypothesis is formulated:
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H1: ESG has a positive effect on financial performance.

Firm Size

Larger companies tend to have more adequate resources to implement
and manage ESG initiatives effectively. This allows large companies to derive
greater benefits from ESG practices, such as enhanced reputation, operational
efficiency, and better access to capital. Consequently, the positive impact of ESG
on financial performance will be more significant in larger-scale companies
compared to smaller ones.

Research by (D'Amato, A., 2020), as well as studies by (Abdi et al., 2021),
support these findings, where company size was found to be a factor that
strengthens the positive correlation between ESG disclosure and company
financial performance. However, studies by (Cipto et al., 2024) and (Rousilita
Suhendah, 2020) indicate that company size does not moderate the relationship
between ESG and financial performance. These findings may provide a
perspective that company size cannot always be a moderating variable for the
ESG-financial performance relationship. Based on the differences in these
research results, the hypothesis formulated to examine the effect of company size
as a moderator of the ESG-financial performance relationship is:

H2: Company size has a positive effect on the impact of ESG on financial
performance.

Conceptual Framework

FINANCIAL
PERFORMANCE

ESG

FIRM SIZE

Figure 1. Conceptual Framework

METHODOLOGY

Population refers to the entire set of elements that are the object of research
and possess similar characteristics, which can include individuals within a
group, events, or objects being studied (Rahim, 2021). Manufacturing companies
listed on the IDX that have released sustainability reports and ESG scores
constitute the population in this study. The data used in this research originates
from annual financial reports over the past four years, specifically 2020, 2021,
2022, and 2023. The population of this study comprises 35 companies over a 4-
year period, resulting in a sample size of 140 companies. This research employs
a purposive sampling technique in sample selection, where samples are chosen
based on relevant characteristics. This study uses panel data regression and
Moderated Regression Analysis (MRA) to see the relationship between ESG and
financial performance and to see the effect of moderating variables with the
Eviews 12 tool.
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Operational Definition of Variables
Financial Performance

The dependent variable in this study is company financial performance,
which is evaluated using a market-based measurement, namely the Tobin's Q
ratio. Tobin's Q is a ratio introduced by economist James Tobin to compare the
market value of a company's assets with the replacement cost or book value of
those assets. This ratio is evaluated by dividing the total market value of the
company (including equity and debt) by the total replacement value of the
company's assets.

Environmental, Social, Governance (ESG)

ESG performance is considered an independent variable in this research.
Bloomberg scores are used to measure ESG disclosure. Companies that only
disclose minimal ESG data receive a score of zero, while companies that provide
the most comprehensive data in the Bloomberg database receive a score of one
hundred. The Bloomberg ESG score is the percentage of disclosure items
reported by a company compared to Bloomberg's standard disclosure items. Due
to Bloomberg's copyright restrictions, the weighting calculations for the ESG
disclosure score cannot be published. Bloomberg's ESG disclosure indicators
cover 120 aspects related to environmental, social, and governance.

Firm Size

Company size reflects the total assets owned by a business entity.
According to (D'Amato, A., 2020), compared to large corporations, small
businesses have limitations in implementing ESG activities. Furthermore,
because small businesses are less well-known, they receive less media coverage,
which reduces stakeholder attention towards them. Consequently, the
relationship between ESG ratings and financial success differs between large and
small companies. Due to these factors influencing future company performance,
large companies tend to attract investors, which proves that corporate
performance is affected by company size.

RESEARCH RESULT
Descriptive Statistics
Table 1. Descriptive Statistics Result

ESG Tobin’s Size
Mean 44.88421 1.718786 3072.000
Min 21.72000 0.340000 2748.000
Max 72.80000 14.41000 3373.000
Std. Dev. 11.20531 1.851978 125.0909
Observations 140 140 140

Source: Data output processed with Eviews 12, 2024
Table 1 indicates that, based on statistical data, the average ESG variable
is 44.88421, or 44.88%, demonstrating the average level of ESG practice adoption
among the companies in the research sample. This reflects that most companies
are still in the early stages of implementing sustainable practices or have not yet
optimally met comprehensive ESG standards. The average size variable is
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3072.000, or 3000%, based on statistical data. The unit of measurement used,
which is total assets in billions of rupiah, shows that the companies in the
research sample are predominantly large-sized, reflecting significant operational
scale and resources. Tobin's Q is 1.718786, or 1.71%, indicating that the research
sample companies are rated quite positively by the market.

Chow Test and Housman Test Result
Table 2. Chow Test Result

Effects Test Statistic d.f. Prob.
Cross-section F 25.508909 (34,103) 0.0000
Cross-section Chi-square 314.003106 34 0.0000

Source: Data output processed with Eviews 12, 2024

Table 3. Hausman Test Result
Test Summary Chi-Sq. Statistic Chi-Sq. d.f. Prob.
Cross-section Random 6.003503 2 0.0497
Source: Data output processed with Eviews 12, 2024

Based on the Chow test, the Prob. value of 0.0000, which is <0.05, indicates
that the selected model is the Fixed Effect Model (FEM). In the Hausman test, the
obtained Prob. score is 0.0497, which is <0.05. Therefore, the Fixed Effect Model
(FEM) is implemented in this study.

Classic Assumption Testing

According to (Basuki Imamudin et al., 2014), multicollinearity and
heteroscedasticity tests are the only classical assumption tests required in panel
data regression, not all of which are used in the OLS method. Essentially,
normality tests are not required for BLUE (Best Linear Unbiased Estimator), and
some perspectives do not consider them as a mandatory prerequisite.

Table 4. Multicollinearity Test Result

ESG Size Tobin’s Q
ESG 1.000000 0.273214 0.249071
Size 0.273214 1.000000 -0.078374
Tobin’s Q 0.249071 -0.078374 1.000000

Source: Data output processed with Eviews 12, 2024

Table 5. Heteroscedasticity Test Result

F-statistic 0.665110  Prob. F(1,138) 0.4162
Obs*R-squared 0.671512  Prob. Chi-square (1) 0.4125
Scaled explained SS  0.601111 Prob. Chi-square (1) 0.4382

Source: Data output processed with Eviews 12, 2024
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When multicollinearity occurs in a regression model, it means that two or
more variables within the model have a significant correlation with each other.
Table 4 shows that there is no multicollinearity problem among the independent
variables. A variable is considered free from multicollinearity if the correlation
between variables is less than 0.80, and the correlation between ESG and size is
0.273214 < 0.80. Through the heteroscedasticity test results data, the regression
model is free from heteroscedasticity because the probability value of 0.6715
indicates a number above 0.05, thus proving that heteroscedasticity does not
occur for all variables in the study.

Hypothesis Testing
Table 6. t Test

Variable t-Statistic Prob.

C 9.669206 0.0000

ESG -2.153039 0.0336

Size -8.460840 0.0000

(ESG*Size) -2.916488 0.0044
R-square 0.869574
F-statistic 26.74263
Prob. (F-statistic) 0.000000

Source: Data output processed with Eviews 12, 2024

H1: The t-statistic has a value of -2.153039 and a probability of 0.0336, indicating
that ESG has a negative effect on financial performance.

H2: The t-statistic has a value of -2.916488 and a probability of 0.0044, indicating
that firm size does not moderate the effect of ESG on financial performance.

Test Result F

The F-statistic, with a value of 26.74263 and a probability value of 0.000000,
indicates that the ESG and company size variables collectively have a significant
effect on financial performance. In other words, the regression model used is
adequate to explain the relationship between these variables.

DeterminationCoefficient Test (R2)

Based on Table 6, the R-squared value shows 0.869574, or equivalent to
86%. This result indicates that 86% of the variation occurring in company
financial performance can be explained by the variation occurring in ESG
practices. This means that the regression model used has excellent ability in
predicting financial performance based on company ESG performance. The
remaining 14% indicates the presence of other factors outside the model that also
affect financial performance.
DISCUSSION

Table 7 shows a t-statistic for the ESG variable of -2.153039, indicating that
ESG has a negative effect on financial performance. Consistent with the analysis
results for the ESG variable on financial performance, with a t-statistic of -
2153039, hypothesis 1 is rejected. The results of this hypothesis align with
research by (Tanjaya & Ratmono, 2024), (Muhammad Zidane Ramadhan et al,,
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2024), (Zaneta et al., 2023), which indicate that ESG has a significant negative
impact on financial performance. They assume that high ESG implementation
can increase operational costs, investments in sustainability, and other expenses
that may burden company profitability in the short term. The findings of this
study indicate that the implementation of ESG practices in the short term may be
considered an additional cost burden for companies, especially in emerging
markets like Indonesia, where sustainability awareness is still relatively low.
Costs incurred to adopt ESG practices, such as waste management, social
programs, or stricter corporate governance, may not yet be fully offset by directly
visible financial benefits. This can reduce company profitability in the short term.
In emerging markets, the pressure to adopt ESG practices may not yet be
balanced by adequate incentives from the market or regulators. Investors and
consumers in emerging markets may not fully appreciate the value of ESG
practices, so companies that incur large costs for ESG do not receive proportional
returns in the form of increased reputation or investor confidence. Consequently,
ESG practices can actually reduce company financial performance. This study
applies data over a 4-year period, which may not be sufficient to capture the long-
term positive impact of ESG. The positive impact of ESG, such as increased
reputation, operational efficiency, and investor confidence, is usually only visible
after a longer period. In the short term, ESG implementation costs may be more
dominant than the benefits, so the analysis results show a negative effect.
Stakeholder theory explains that companies must meet the expectations of
various stakeholders, including society, the environment, and investors.
However, these results indicate that in the context of emerging markets, meeting
stakeholder expectations through ESG practices may not provide direct financial
benefits. Instead, the costs incurred to meet these expectations can reduce
company financial performance in the short term.

Meanwhile, the MRA results show a t-statistic value of -2.916488 and a
probability value of 0.0044, indicating that company size has a negative impact
on the relationship between ESG impact and financial performance. This means
that large companies actually experience a sharper decline in market value when
implementing ESG. This contradicts the initial hypothesis, so Hypothesis 2 is
rejected. This aligns with (Cipto et al, 2024), (Rousilita Suhendah, 2020),
(Khairunnisa, 2024), whose research found that larger companies tend to face
pressure in adopting ESG, thereby negatively impacting their financial
performance. High ESG implementation costs allow large companies to face
operational complexities and high fixed costs in adopting ESG practices, thus
reducing profitability. Different investor expectations may consider ESG as
"ereenwashing" or irrelevant to the core strategy of large companies, so market
response is also negative. These findings provide a contradiction to stakeholder
theory, but are consistent with several empirical studies in emerging markets that
show that ESG is not necessarily positively correlated with financial
performance. In the context of emerging markets with low sustainability
awareness, ESG investment is considered a cost burden, not a competitive
differentiation..
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Furthermore, large company size can actually become a burden in the
context of ESG, especially in emerging markets. Large companies tend to have
higher exposure to regulatory risks and stakeholder pressures. They are more
often in the public and regulatory spotlight, so any errors or failures in managing
ESG issues can have a significant impact on their reputation and financial
performance. On the other hand, large companies also have greater resources to
implement ESG practices effectively, which should strengthen the positive
relationship between ESG and financial performance. However, in the context of
emerging markets, high regulatory pressure and stakeholder expectations can
actually worsen the perception of ESG-related risks, so large company size may
not always strengthen the positive relationship between ESG and financial
performance, but rather add complexity and risk. Thus, the hypothesis that
company size has a positive effect on the impact of ESG on financial performance
may not fully apply. Although large companies have greater resources to
implement ESG practices, high regulatory pressure and stakeholder expectations
can be a challenge in themselves. Therefore, in the short term, company size may
not always strengthen the positive relationship between ESG and financial
performance, especially if ESG benefits are not yet significantly visible and ESG
implementation costs are considered a burden.

CONCLUSIONS AND RECOMMENDATIONS

The findings of this study indicate that the implementation of ESG
practices has a negative impact on company financial performance in the short
term. In emerging markets like Indonesia, the cost of ESG implementation is
perceived as an additional burden that has not provided direct financial benefits
due to low sustainability awareness and minimal market incentives. The
moderation analysis of company size reveals that company size actually weakens
the correlation between ESG and financial performance. Large companies face
challenges such as high implementation costs, operational complexity, and high
investor expectations, which increase reputation and regulatory risks. These
findings highlight that, although large companies have adequate resources,
external pressures in emerging markets can weaken the relationship between
ESG and financial performance, especially in the short term.

ADVANCED RESEARCH

This research, while providing valuable insights, is not without several
limitations that need to be considered. One of the main limitations is the
exclusion of important control variables such as leverage and R&D intensity,
which could potentially affect the research results. Therefore, further research is
recommended to address these limitations by including these control variables,
thereby providing a more comprehensive picture of the relationship between
ESG and Tobin's Q. Additionally, future research is also expected to investigate
potential mediation mechanisms, such as the influence of operational costs or
company reputation, to more deeply understand the identified negative
pathways between ESG and Tobin's Q. To capture the long-term effects of ESG
practices on company performance, it is advisable to extend the research period,
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allowing for a more in-depth analysis of the temporal impact of sustainability
initiatives.
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