
THE INFLUENCE OF PROFITABILITY AND CAPITAL STRUCTURE
ON FIRM VALUE

(Study on Manufacturing Industries Listed at Indonesia Stock Exchange for
Periods 2008-2012)

Achmad Saiful Ulum
STIE Perbanas Surabaya

ABSTRACT
This study seeks to provide the influence on firm value with used profitability and

capital structure as variable. The analysis was implented on all the 505 manufacturing
industries listed at Indonesia Stock Excange for period 2008-2012. The GeSCA method
was  carrying  out  this  analysis.  The  result  of  the  study  reveals  that  profitability  and
capital structure has a significant impact on firm value. The profitability ratio that most
affects both profitability and firm value is Return on Assets (ROA), meanwhile the capital
structure ratio that the most built  influences capital  structure and firm value is Debt
Equity Ratio (DER).  Eventhough the profitability and capital structure has significant
influence  on  firm  value,  and profitability  had  no  reciprocally  influence  on  capital
structure in simultaneously, which means both of it has no significant impact on each
other.  This  empirical  study  shows  that  DR  is  ratio  which  has  negative  impact  on
profitability  ratio. When  discuss  about  relationship  between  capital  structure  and
profitability, according to MM theory which state a perfect capital market is supposing
exists,  with  investors  who  can  lend  and  borrow  at  the  prevailing  interest  rate,  two
companies that generate the same cash flows should have the same market value. If, for
example,  an indebted  company  has  a higher  market  value  than a firm without  debt,
investors of the debt-free can gain by taking on debt themselves to acquire the indebted
company until replicating by means of home-made leverage the financial structure of the
first, and making a risk-free profit.

Keywords: GeSCA, profitability, ROA, capital structure, firm value.

INTRODUCTION
Bacground

All firm or  corporations  seek  to
maximize  the  value  of  the  assets  and
minimize  the  costs.  Thus,  they  will
explore  the  weighting  of  each  way  of
financing  (own funds  or  debt)  in  total
financing,  that  is,  optimizing  the
financial  structure  of  the  firm  and
maximizing its current and future value
(Misu,  2010;  Mcguigan  et  al,  2011).
Many studies shown that  firm value is
represent  the  entire  economic  value  of
company  that  useful  to  investors  or
shareholders  to  understand  the
performance of firm and influence their
decision of investment.  In addition,  for
the  companies,  value  is  the  way  to
measure  company’s  successful of  their
business (Bruchey,  2001; Birchall  and
Tovstiga,  2005; Besley  and  Brigham

2005).  Generally,  value  is  particularly
helpful measure of performance because
it  takes  into  account  the  long-term
interests  of  all  the  stakeholders  in  a
company,  not  just  the  stakeholders.
Value,  in  contrast,  is  relevant  to  all
stakeholders.  The  guiding  principle  of
value creation is  that  companies  create
value  by  investing  capital  they  raise
from investors  to  generate  future  cash
flow at rates of return exceeding the cost
of  capital.  The  faster  companies  can
increase their revenues and deploy more
capital  attractive  rates  of  return,  the
more value they create. Those increasing
of the firm value were supported by the
people  interests,  either  companies  or
investors, in utilization of the company
as  the  economic  development  tools
(Koller  et  al.  2010:4; Besley  and
Brigham 2005). The valuation of firm is
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required  because  it’s  related  with
investors’ expectation about the dividen
of  the  current  and  future  profit.  As
supported  by  Beasly  and  Brigham
(2005) investor generally are risk averse,
which means that they are willing to pay
more  for investment  with more  certain
future cash flow than investments  with
less  certain,  or  riskier,  cash  flow,
everything else equal. Investors assign a
company  or  bundle  of  real  assets  and
hold  his  or  her  own  perceptions  and
preferences the risk and return attached
to the asset. While, investors  estimating
the profit  their making a decision also.
Another factor that influence firm value
are  capital  structure,  pofitability,
disclosure  of  compensation,  social
responsibility,  liquidity,  leverage,
dividend  policy  and  others.  Those
factors  have  relations  and  correlated
with creation of firm value (Chowdhury
&  Chowdury,  2010;  Ghosh  &  Ghosh,
2003;  Sheu  et  al  2008,  Emami  et  al,
2014; Huang et al, 2013; Banerjee et al,
2005).

Capital  structure  refers  to  the
various financing option of the assets by
firm.  To  understand  how  the  firms
finance their operations, it  is  necesarry
to  examine  the  determinants  of  their
financing  or  capital  structure  decision.
Further,  to  aim maximizing  the wealth
of  shareholders  requires  a  perfect
combination of debt and equity, whereas
cost of capital has inverse correlation in
this decsion and it has to be as minim as
possible (Patel & Viral, 2013; Velnampy
& Pratheepkanth, 2012). Gupta & Gupta
(2004)  contribute  that  the  optimal
capital  structure  is  the  mix  of  debt  an
equity that  will  have minimum cost  of
capital and will  maximize the value of
the firm. Capital structure ratios consist
of  debt  equity  ratio,  debt  assets  ratio,
capital  gearing  ratio,  and  interest
coverage  ratio  (Nimalathasan  &
Brabete, 2011). In which, in this study,
the capital structure ratio is measured by
debt  equity ratio (DER) and debt  ratio
(DR).  This  selection  is  based  on  the
empirical  studies  and  theoretical  study
that both of them, Debt Equity Ratio and

Debt  Ratio,  in  which  can  resolve  the
finance distress on firm. That is why an
optimal debt ratio was needed, because
financial distress covers several several
intangible  items  (Svendsen,  2003).
When  computing  the  debt  ratio,  some
managers and analysts  use total capital
in  the  denominator  in  place  of  total
assets  (Baker  &  Powell,  2005:53).
According to the trade-off theory these
ratios  attemp  to  create  a  balance
between  the  advantages  and
disadvantages  of  debt  use  in  a  firm’s
(Kapil,  2011).  Chowdhury  &
Chowdhury  (2010)  reveal  that  debt
equity ratio and debt  ratio are used by
firm  as  a  signal  related  with  leverage
which  have  high  implies  to  bankrupcy
risk.  In  which  have  significant  and
positive  relationship  to  profitability
(Patel & Viral, 2013; Singh, 2013). Yet,
sometimes  those  have  significant  and
negative  correlationship  with
profitability  (Shubita  &  Alsawalhah,
2012).  Instead,  capital  structure  also
influence  positively  on  firm  value
(Chowdhury  &  Chowdhury,  2010;
Antwi  et  al,  2012;  Velnampy  &
Pratheepkanth, 2012).

Capital  structure  refers  to  the
various financing option of the assets by
firm.  To  understand  how  the  firm
finances their operations, it is necesarry
to  examine  the  determinants  of  their
financing  or  capital  structure  decision.
Further,  to  aim maximizing  the wealth
of  shareholders  requires  a  perfect
combination of debt and equity, whereas
cost of capital has inverse correlation in
this decsion and it has to be as minim as
possible (Patel & Viral, 2013; Velnampy
&  Pratheepkanth,  2012).  Another
variable  is  profitability  ratios,  which
measure  a  company’s  performance  and
provide  an  indication  of  its  ability  to
generate  profits  (ASA,  2010),  an
indicator for the firm's overall efficiency
(Kabajeh  et  al,  2012),  and  show  the
efficiency  of  a  company  regarding  its
performance (Babu, 2007), as profits are
used to fund business development and
pay  dividends  to  shareholders  (ASA,
2010).  Therefore,  profitability  ratios
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reflect  a  company’s  profitability  and
how efficient it is at generating profits,
and  then  it  is  being  an  important
consideration for shareholders. 

Profitability  ratios  consist  of
earning  per  share,  gross  profit  margin,
net profit  margin, return on assets,  and
return  on  equity (ASA,  2010),  earning
per  share,  price  earning  ratio,  gross
profit  ratio,  net  profit  ratio,  operating
ratio,  payout  ratio,  and  dividend  yield
ratio  (Babu,  2007).  In  which,  in  this
study,  the  profitability  ratios  that  are
investigated to influence firm value are
ROA and NPM. This selection is based
on the empirical studies and theoretical
study that both of them, ROA and NPM,
are types of profitability ratio, in which
sometimes  correlates  each  other
(Hampton, 2011). According to Pecking
Order  Theory,  relationship between
those  profitability  ratios  occurs  due  to
the company’s  efforts  in  using internal
financing rather than using a new debts
or equity. Here can be seen the influence
of  ROA  as  the  most  important
profitability  ratio,  which  is  shows
company’s ability in gaining profit from
the total assets used. The profit gain by
the company is presented in profitability
ratio  NPM,  which  is  measures  the
percentage  of  sales  revenue  that  is
retained as net profit (Aryasri, 2006). 

The  last  variable was  become
dependent variable in this study is firm
value. In which, the ratio that used are
earning  per  share  (EPS),  price  earning
ratio  (PER)  and  closing  price.  The
selection of this ratio is based on the fact
that earning per share (EPS) ratio is the
ratio that used by firm to measures the
market value of a company relative to its
earning, while price earning ratio (PER)
used  by  firm to  compare  a  company's
current  share  price to  its  per-share
earning. It can be conclued that price is
highly  correlated  with  dividend  per
share, or PE ratio are has high correlated
with  EPS,  meanwhile  stock  price  that
measure by seen the closing price which
is the  final price that traded on security
during  the  day is  also  correlated  with
EPS  (Menaje,  2012;  Kaushik  &

Kamboj,  2011;  Rhoads,2011;
Chowdhury & Chowdhury,2010). 

Based on the relation of empirical
studies and theories above, this present
study  investigates  the  influence  of
profitability and capital structure on firm
value.  Whereas,  the  object  that  is
selected is manufacturing industries that
listed at Indonesian Stock Exchange for
period  2008-2012,  because  this  sector
includes  most  of  companies  that  are
listed at IDX for 2012, including Basic
Industry and Chemicals (62 companies),
Miscellaneous Industry (48 companies),
and  Consumer  Goods  Industry  (40
companies). So  the  research  objectives
are :
1.  Analyze  the  significant  influence  of

profitability  on  firm  value  of
Manufacturing Industries.

2. Analyze  the significant  influence of
capital  structure  on  firm  value  of
Manufacturing Industries.

3. Analyze the reciprocally influence of
profitablity  on  capital  structure  of
Manufacturing Industries.

LITERATURE REVIEW
Firm Value

The  value  of a  firm is about
investor  perception  related  with  firm’s
success  rate  which  is seen  from the
stock price.  Basically the  main  aim of
the firm according to the theory of the
firm is to acquire maximum  wealth or
achieve value of the firm itself and the
effort of firm to create some value also
propose to understanding about business
processes that performance and to use as
repository of knowledge and capabilities
about  the  firm  (Birchall  and  Tovstiga,
2005:44). The existence of firm value is
to  estimate  present  value of  the  firm’s
current and future profits. The effort of
firm  which  related  maximization  the
profit  or  simplified  to  earning
maximizing value from the market and
derived  from  shares  of  firm  by  the
stakeholders (Mcguigan et  al,2011:673;
Rashid and Sardar, 2008:13).  The firm
value  in  this  study  is  measure  used
multiple indicator of ratio, namely: 
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1. EPS  that  calculated  with,  Earning
per  shares  ratio  (eps)  =  (earning
after  taxes  :  number  of  shares
outstandings) X 100 %

2. PER,  Price  Earning Ratio  (P/E)  =
Share Price : Earning Per Share

3. Stok  Price  (Closing  Price)  Stock
Price (SP) = Closing market price:
Earning after taxes.

Capital Structure
The capital  structure is  defined

as the  mix  of  debt  and equity that  the
firm  uses  in  its  operation  and  has  a
mixture  of  different  securuties.  In
general, firms can choose among much
alternative capital  structure  (Shubita  &
Alsawalhah,  2012:104).  Another
definition  from  Patel  &  Bhatt
(2013:276)  state  that  capital  structure
refers to the various financing options of
the  assets  by  a  firm.  The  capital
structure in this study is measure used:
1. Debt  Equity  Ratio  (DER)=  Long-

Term Debt : Stakeholder’s Equity
2. Debt  Ratio D/R= Total  Liabilities:

Total Assets.

Profitability
The capital structure defined  as

the mix of debt and equity that the firm
uses in its operation and has a mixture of
different  securuties.  In  general,  firms
can  choose  among  many  alternative
capital  structure  (Shubita  &
Alsawalhah,2012:104).  Another
definition  from  Patel  &  Bhatt
(2013:276)  state  that  capital  structure
refers to the various financing options of
the  assets  by  a  firm.  The  capital
structure in this study is measure used:
1. Debt  Equity  Ratio  (DER)=  Long-

Term Debt : Stakeholder’s Equity
2. Debt  Ratio D/R= Total  Liabilities:

Total Assets.

Factors Influence Firm Value
Based  on  the those  definitions

above and the measurement of the firm
value, it may be important to understand
the  firm value determinants, in order to
estimate  the  future profit  and
maximizing derived shares of value by
shareholders.  There  are  a  few  factors

which researched by anothers that aim to
prove  generally  many  variables that
relevant and correlated with firm value.
Chowdhury  &  Chowdhury  (2010)
explained  that  capital  structure  as  the
variable  which  have  high  positively
significant  to  influence  the  value  of
firm.  Meanwhile,  Emami  et  al  (2014)
state that corporate  strategies  and firm
values and concluded that all of features
of  corporate  strategies  together  with
social  behaviors  of  firms  are
significantly  and  positively  correlated
with  firms’  values. In  addition,  stock
market  liquidity,  dividen  policy,
profitability, disclosure of compentation
were  evidence  which  have  high
sensitivity of firm value also (Banerjee
et al, 2005; Chen & Chen, 2011; Sheu et
al, 2008). 

Yet, in this study, the factors that
will be investigated are profitability and
capital  structure  as  variable,  because
investors  might  concentrate  their
analysis  on  a  company’s  value  that
correlated with profitability and capital
structure, due its effect on the ability of
the  company  to  pay  dividends  and  to
avoid  bankruptcy.  By  analysing  the
company’s  value,  investors  are
concerned principally  with present  and
expected  future  earnings  and  the
stability of the firm. Empirical study that
was  conducted  by  antwi  et  al  (2012)
revealed that capital structure is relevant
to the value of firm and the relevant is
significant.  When  capital  structure
composition of firm is change, it means
that changing the value of firm also. In
addition, profitability has a significantly
positive  influence  on  firm  value.  the
greater  the  profitability  of  a  firm,  the
more assignable profit there is, and the
higher  is  the  value  of  the  company
which  derived (Chowdhury  &
Chowdhury, 2010; Chen & Chen, 2011).

Conceptual Framework
Based  on  the  literature  review

that  consists  of  empirical  studies  and
theoretical review that has been built, it
can  be  developed  a  conceptual  model
that  illustrated  the  influence  of
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profitability and capital structure on firm
value.  The causality of this  theory can
be drawn as Figure 3.1 below:

Figure 3.1 Conceptual Framework
Source: Process, 2013

Hypotesis Framework
The conceptual  framework that

has  been  developed  can  reveal  the
hypothesis  between  variables
profitability,  capital  structure and  firm
value.  It  can  be  shown  as  Figure  3.2
below:

Figure 3.2.Hypothetical Framework
Source: process, 2013

Hypothesis
Based  on  the  background,

research  question,  objectives  of  the
study, literature review, and conceptual
framework  above,  hypothesis  in  this
study are:

1. Profitability has positive influence on
firm  value  of  Manufacturing
Industries  Listed at  Indonesia  Stock
Exchange for Periods 2008-2012.

2. Capital  structure  has  positive
influence  on  firm  value  of
Manufacturing  Industries  Listed  at
Indonesia  Stock  Exchange  for
Periods 2008-2012.

3. Profitability has positive reciprocally
influence  on capital  structure  of
Manufacturing  Industries  Listed  at
Indonesia  Stock  Exchange  for
Periods 2008-2012.

Research Design
Research design in this research

is  explanatory  research,  because  this
research  is  objected  to  prove  the
developed  hypotheses  based  on  theory
and review of the literature that support
this research (Adler and Clark, 2010).

The category of research used in
this  research  is  the  causal  research.
Causal  research  is  one  of  conclusive
research  type  where  there  are  two  or
more  variables  with  a  causal
relationship. In this study, there are three
variables,  consist  of  two  independent
variables  and  one  dependent  variable.
Independent  variables  are  profitability
variable  and  capital  structure  variable,
while dependent variables is firm value
variable. 

Meanwhile, the research approach
uses quantitative methods. The statistical
analytic  in  this  study is  applicated  for
variables  which  are  observed  that  are
stated  in  financial  report  provided  by
ICMD as secondary data. 

Population and Sample
In  this  research  use  purposive

sampling.  the  sample  is  taken  from
manufacturers listed in BEI (Bursa Efek
Indonesia) periods 2008-2012 that must
be completed the specific criteria: 
1. Manufacturing  industres  that  are

listed  BEI  for  periods  2008-2012
continually.

2. Manufacturing industries that always
publish  their  financial  report  for
periods 2008-2012 continually.
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3. Manufacturing industries that do not
perform firm action during research
periods (such as stock split, merger,
or acquisitions).

 
Operational Variable Definition

The  term  operational  definition
refers to that translation: the operations,
or indicators, we will  use to determine
the  quantity  or  attribute  we  observe
about a particular  variable. Operational
definitions  point  the  way  to  how  a
variable  will  be  measured  (Rubin  and
Babbie,  2011:170).  Operational
definitions  are  necessary  conditions,
materials, and procedures to identify or
return produce the one or more reference
defined  concepts.  In  short,  the
operational definition is a definition that
states a set of instructions or criteria or
complete  operational  about  what  to
observe  and  how  to  observe  with  has
empirical  reference.  In  this  research,
operational  variables  definition  is
follows:
1. Profitability 

Proitability  is  the  most  important
factor to be considered in directing
a  business  venture.  It  is  not
measure  for  money,  but  someway
to measure of return on some asset
by firm (Lutz, 2007). In this study,
profitability measured by Return on
Asset (ROA) and Net Profit Margin
(NPM).
a. ROA  is  a  percentage  which

represent the return the company
is it self making on what it owns
(Leach,  2010),  which  may  be
measured  by  deviding  net
earnings to assets (Mayo, 2013),
either  total  assets,  fixed  assets,
or  tangible  assets  (Khan  and
Jain, 2010).

b. Net profit margin is the primary
profitability  ratio  that  indicates
the percentage of each dollar of
sales remaining after paying all
the  costs  and  income  taxes,
because this ratio is  defined as
net income divided by sales, in
which  the  company’s  bottom
line  (Callahan  et  al,  2011),  in

which  measures  the  ability  of
the firm to control its expenses
and retain sales  revenue as  net
profit  (Simmons  and  Hardy,
2012).

2. Capital Structure
Capital structure is one of the most
important  effective  parameters  on
the  valuation  and  direction  of
economic enterprises in the capital
markets  which  measure  the  debt
and equity that the firm uses in its
operation  (Pourghajan,  2012;
Shubita & Alsawalhah, 2012). This
study uses the proxy, namely:
a. Debt  Equity  Ratio  (DER):  The

debt  to  equity  ratio  measures
total debt rather than only long
term  debt  and  it  work  by
dividing  long  term  debt  and
stockholders’  equity  (Graham
and Smart,  2012;  Brigham and
Enhardt, 2013).

b. Debt  Ratio  (DR):  Debt  ratios
measure  the  extent  to  which  a
firm uses money from creditors
rather than from stockholders to
finance its  operations,  and it  is
equals total liabilities divided by
total  assets  (Brigham  and
Enhardt, 2013). 

3. Firm Value
Firm  value  also  defined  as
represents  the  entire  economic
value  of  a  company.  Which  is
measured  the net  present  value of
the income stream plus the value of
the nonoperating assets of the firm
(Adelegan,  2009).  This  study uses
the proxy, namely:
a. Earning  per  share  is  the  most

important  ratio  in  the  stock
market  (Babu,  2007,  Bhat,
2008),  which  measure  the  net
profit  earned  per  share  (Bhat,
2008). So, EPS is the amount of
earnings  attributable  to  each
share of common stock held by
stockholders  (Nikolai  et  al,
2010)  in  which  may  be
measured by estimating earning
available  for  common
shareholders  divided  by  the
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number  of  common  share
outstanding (Drake and Fabozzi,
2012).

b. Price earning share is defined as
the price to-earning ratio which
canbe  also  expressed  like  the
ratio  of  actual  stock  price  and
last  earning  per  share  which
calculated by dividing the share
price  by  its  earnings  per  share
(EPS)  of  the  company  is
displayed  on  the  company's
recent  financial  statements
(Gottwald, 2012; Kevin, 2006).

Stock price is the price of a single share
of  a  company’s  stock  (Menaje,  2012;
Barofsky,  2010),  in  which  may  be
measured by looking at closing price on
the  date  statement  (Carmichael  et  al,
2007;  Zyla,  2013),  either  the  closing
price  of  a  share  at  31st  December  on
annual  basis  for  each  firm (Malik  and
Ali,  2013),  or  the  closing  price  of  the
day (Menaje, 2012), or in daily, monthly
or quarterly basis (Naveed and Ramzan,
2013). The closing price itself explained
by Rhoads (2011) as the final price that
is traded on security during the day.

Measurement of Each Variable.
1. Return on Assets Ratio (ROA) is a

percentage  which  represents  the
ability  of  the  company  in  gaining
profits  based  on  assets  they  have
(Leach,  2010).  Net  profit  is  profit
before tax and dividens. Net assets
is the total of all fixed assets (less
depreciation)  plus  current  assets,
minus current liabilities.

2. Net  Profit  Margin  Ratio  measures
the percentage of sales revenue that
is retained as Net Profit (Simmons
and Hardy, 2012). 

3. Debt  Equity  Ratio  measures  the
total debt rather than only long term
debt and it  work by dividing long
term debt and stockholders’ equity
(Graham and Smart, 2012; Brigham
and Enhardt, 2013).

4. Debt  Ratio  measure  the  extent  to
which  a  firm  uses  money  from
creditors  rather  than  from
stockholders  to  finance  its

operations,  and  it  is  equals  total
liabilities  divided  by  total  assets
(Brigham and Enhardt, 2013).

5. Earning  per  Shares  Ratio  is  net
income  (earning  after  taxes)
divided  by  the  number  of  shares
outstandings  (Drake  and  Fabozzi,
2012).

6. Price  Earning  Ratio  calculated  by
dividing  the  share  price  by  its
earnings  per  share  (EPS)  of  the
company is  displayed  on  the
company's  recent  financial
statements (Kevin, 2006).

7. Stock  Price  the  price  of  a  single
share  of  a  company’s  stock
(Menaje,  2012;  Barofsky,  2010).
Closing  price  itself  explained  by
Rhoads  (2011)  as  the  final  price
that is traded on security during the
day.

Data Analysis Technique 
Research design in this research is

explanatory research. In this study, there
are  three  variables,  consist  of  two
independent  variables  and  one
dependent  variable.  Independent
variables  are  profitability  variable  and
capital  structure  variable,  while
dependent  variables  is  firm  value
variable. 

Meanwhile, the research approach
uses quantitative methods. The statistical
analytic  in  this  study is  applicated  for
variables  which  are  observed  that  are
stated  in  financial  report  provided  by
ICMD  as  secondary  data,  and  was
calculated by GeSCA method.

A GeSCA method  is  applied  to
obtain powerfull structural model for the
purpose of prediction. GeSCA gives the
minimum  criteria  optimation  that
constantly minimized  to  get  the  model
parameters estimation. GeSCA provides
a  complete  measurement  of  model  fit
and it  also handles  many kind of  path
analysis.  GeSCA can be applied in the
relationship between complex variables,
involved  higher  order  components  and
multigroup ratio. GeSCA is conducted in
this  research  instead  of  PLS  to  obtain
global  optimization  criterion  which  is
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the  major  drawbacks  of  PLS (Hwang,
Montreal, and Takane, 2004). 

This study using GeSCA steps as
explain bellow:
1. First  Step:  Design  The  Structural

Model (the relation between latent
variables)

To design the structural model of the
relation  between  latent  variables  is
based  on  the  problem  statement  or
the research hypothesis. 

2. Second  Step:  Design  The
Measurement  Model  (raflexive  or
formative)
The  purpose  of  designing  the
measurement  model  is  to  determine
the  nature  of  each  latent  variables,
wether formative or reflexive, and it
is  applied  based  on:  normative
finality,  teory,  previous  empirical
research,  rasionality.  The  GSCA
methods on this research are applied
based  on  the  conceptual  definitions
and  operational  definitions  of
variebles. 

3. Third  Step:  Construct  The  Path
Diagram

4. Fourth  Step:  Convert  The  Path
Diagram Into The Equation System

The spesification of the relationship
between  latent  variables  (structural
model)  describes  the  relationship
between the latent variables based on
the  research  substantive  teory.  The
equation  model  can  be  written  as
below:

 = β  + ξ + ζȠ Ƞ
:  Vector  OfȠ

Endogenous Variables (dependent)
Β: Path Coefficient
ξ:Vector of Exogenous Variables
ζ:  Residual  Vector  (unexplained

variables)
For  each  of  latent  dependent
variables,  the  causal  chain  system
can be specified as bellow:

Ƞj = Σi βji Ƞi + Σi jbɤ  ξb + ζj 

jb: path coefficient connected theɤ
latent  variables  endogenous  and
exogenous
βj::  path  coefficient  connected  the
latent  variables  endogenous  and
exogenous, within range of i and b

ζj:  Residual  Vector  (Unexplained
Variables)

5. Fifth  Step:  Estimating:  Weight,
Loading,  and  Path  Coefficient
(Original and Resampling)

The  measurement  and  structural
models is integrated into one model,
so  that  the  parameter  estimation
process is oriented in minimizing the
integration  of  residual  model.  The
parameter  estimation  methods
applied in this research is Alternating
Least  Square  (ALS).  In  ALS,  the
process  of  obtaining  the  minimum
residual  is  conducted  by  applying
iteration  methods.  Iteration  will  be
stopped  if  convergent  condition  is
reached,  which  is  the  estimation
difference with the previous step is ≤
0,001.
The parameter estimation include:
a. Based on original sampling data

1) Weight and loading estimate is
to get the latent variables data,
usually  the  parameter
estimation  is  conducted  by
applying  eigen  value  and
Eigen vectors approacing.

2) Path coefficient estimate is the
relationship  coefficient
between  latent  variables,
conducted by applying ALS

b. Based  on  resampling  data
(bootstrap sampling) 
Means  of  Weight,  Loading  and
Path  Coefficient,  is  parameter
estimations  mean  of  subsamples,
conducted by applying bootstrap.

6. Sixth  Step:  Goodness  of  Fit
Evaluation

a. Outer models, if the indicators are
reflexive,  it  is  necessary  to
evaluate by conducting instrument
calibration,  to  check  the
instrumen validity and reliability. 

1) Convergent validity
This  validity  describes  the
correlation  size  between
reflexive indicators score with
another variable. If the number
of variables indicator between
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3  to  7,  then  loading  0,5  to
loading  0,6  is  considered
sufficient. Another approach is
to look at he test result,  if its
significant  (p<0,05)  the  its
valid.

2) Discriminant validity
This  validity  on  reflexive
indicator is based on the AVE
value,  which is  compared  the
value of square root of average
extracted  each  latent  variable
with  the  correlation  between
another latent variables in the
model,  if  AVE  of  latent
variables  is  bigger  then  the
correlation wth all other latent
variables,  then  the
discriminant validity is good.

   AVE = 

AVE = average variance
extracted
Λi = lamnda, loading of
exogeneous  variable
factor
ℰ  =  Epsilon,
measurement  error  on
the  manifest  variables
for  the  latent
endogenous variables

3) Internal concistency reliability
The groub of  indicator  which
measures  a  variable  have  a
good  concistency  of  internal
reliability if the alpha is ≥ 0,6.

b. Measure Of Fit Structural Model
The  goodnes  of  fit  of  the
structural  model  is  measured  by
applying FIT, which is equal to R-
square  in  regression  analysis  or
total  of  coefficient  determination
in path analysis.
1) FIT shows the total  variances

of  all  variables  that  can  be
described  by  the  structural
models. The value of FIT is in
range of 0 to 1. The bigger the
value,  then  the  proportion  of
the  variance  that  can  be
explained  by  the  model  will

also bigger. If value of FIT=1,
means  the  phenomenon  is
perfectly  explained  by  the
model.

2) AFIT  (adjusted  FIT)  is  the
same  with  R2 in  regression
annalysis. AFIT can be applied
for model comparation. 

c. Measure of Fit Overall Model
Overall  model  is  a  model  in
GSCA  which  involved  the
structural  model  and  the
measurement  model  integratedly,
it’s an overall of the model. 

7. Seventh Step: Hypothesis Testing
The  hypothesis  testing is  conducted
by  applying  Bootstrap  resampling.
The test statistic applied is t statistic
or t test, with statistic hypothesis as
below:
a. Statistic  hypothesis  for  the  outer

model is:
H0 : λi = 0 against
H0 : λi ≠ 0

b. Statistic  hypothesis  for  the  inner
model  of  the  influence  of  latent
exogenous  variable  against
endogenous is:
H0 : γi = 0 against
H0 : γi ≠ 0

c. Statistic  hypothesis  for  the  inner
model  of  the  influence  of  latent
endogenous  variable  against
endogenous is:
H0 : βi = 0 against
H0 : βi ≠ 0

Discussion
The  purpose  of  this  study  as

mentioned in the introduction section of
this paper is to examine the influence of
profitability and capital structure on firm
value. 

Table 1.1 Influences Between Variables

Path Coefficients

 Estimate SE CR 
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Profitabilitas-
>Capital Structure 

-0.119 0.095 1.24 

Profitabilitas->Firm
Value 

0.801 0.015 55.15*

Capital  Structure-
>Profitabilitas 

-0.119 0.095 1.24

Capital  Structure-
>Firm Value 

0.059 0.050 1.18 

Source: Secondary data, process
The  above  table  describes  the

effect varied among variables, to see the
effect  of  a  given  significance  between
variables  is  by  way  of  comparing  the
value of CR (tcount) with the critical value
of  1.96.  The  test  results  stated  if  the
significance of  profitability  and capital
structure of 1.24 which is smaller  than
1.96, so that the otherwise insignificant.

The influence of profitability on
firm value  was  significant  because  the
results  show  number  55.15,  which
means  higher  than  a  critical  value  of
1.96. Then the capital structure, the test
results  have  not  expressed  significant
impact  on  profitability,  as  evidenced
from  figure  1.24  where  the  figure  is
smaller  than  1.96.  However,  capital
structure  has  no  significant  effect  on
firm value indicated on the number  of
1.18,  which is  smaller  than the critical
rate CR (tcount), which is 1.96.

While  the  R-square  of  Latent
Variables  can  be  displayed  in  the
following table:

Table 1.2 R Square of Latent Variable

R square of Latent Variable

Profitabilitas 0.014

Capital Structure 0.014

Firm Value 0.634

Source: Secondary data, process

The table above shows that the
structural  model  of  R  square  Latent
Variable determined that:

a. The  correlation between
profitability and capital  structure
to firm value of 0.634.

b. The  profitability reciprocally
influence on  capital  structure at
0.014.
The  reciprocally  between these

variables can be described, as follows: 

Figure 1.1 The Structural Model of R Square
Latent Variable

Figure  1.1  shows  that  in  the
structural  model  of  R  square  Latent
Variable for manufacturing industries of
profitability  on  firm value  is  0.634,  R
square  Latent  Variable  of  capital
structure  on  firm  value  is  0.634,  R
square Latent Variable of profitabilty on
capital  structure  is  0.014  and  the  R
square  Latent  Variable  of  capital
structure  on  profitability  has  same
nominal is about 0.014.
a) The  Influence  of  Profitability  on

Firm Value
Based  on  the test  results indicate
GeSCA if the value of CR (tcount) on
the  path of  profitability and firm
value coeffisients in  the  range  of
55.15 figure where the figure above
the  critical  value of  1.96.  Thus
profitability has a significant effect
on firm value.  These  results
indicate that  the profitability ratio
that is Retun on Assets (ROA)  and
net  profit  margin  (NPM)  has  the
potential  to affect firm value as
measured from the  company's
ability to  answer investors'
expectations (Haugen  &Baker,
1996; Chen & Chen, 2012).

There are three priciples ways the
ROA can be used by investors, such as
to plot a trend over several years, look at
the company the way that its bank does,
and to see what profit is available. ROA
is the one of the most used profitability
ratios in the analysis. Profitability ratios
are  an  indicator  for  the  firm's  overall
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efficiency  (Kabajeh  et  al,  2012).  It  is
usually used as a measure for earnings
generated  by  the  company  during  a
period of time based on its level of sales,
assets, capital employed, net worth and
earnings  per  share.  Profitability  ratios
measures  earning capacity  of  the  firm,
and it  is considered as an indicator for
its  growth,  success  and  control.
Creditors  for  example,  are  also
interested  in  profitability  ratios  since
they indicate the company's capability to
meet  interest  obligations.  Shareholders
also are interested in profitability. It will
indicate  the  progress  and  the  rate  of
return on their investments. The ratios of
the return on assets (ROA) are the most
used  profitability  ratios  in  the  analysis
(Mayo, 2013). 

Meanwhile  NPM is an operating
profitability  factor,  which  tells  us  how
well  management  is  running  the
company. The net profit margin adds the
impact of financing expenses and taxes
on profitability. A change in income tax
rates affects net profits but not operating
profits.  This  impact  may  be  important
for stockholders who are concerned with
the bottom line (net income) but not for
bondholders  whose  interest  is  paid
before income tax. Bondholders may be
concerned  with  expenses  that  affect
operating  income  but  not  those  that
affect net income.

These  results indicate that  the
profitability ratio that is Retun on Assets
(ROA) and net profit margin (NPM) has
the potential  to affect firm value as
measured from the company's ability to
answer investors'  expectations (Haugen
&Baker,  1996;  Chen  &  Chen,  2012).
Profitability also can analysis of profits
of vital concern to stockholders because
they  derive  revenue  in  the  form  of
dividends. Further, increased profits can
cause a rise in market price, leading to
capital gains (Gibson, 2012:323). 

The profitability ratio that most
affects both profitability and firm value
is Return on Assets (ROA). In line with
empirical findings Chen & Chen (2011)
that the ROA has a significant effect on
firm value,  which ROA  shows  the

management  efficiency  of  the
enterprise’s assets, an is also a positive
measure of firm value. ROA is a ratio of
profitability that  is used to  measure a
company's  ability to  generate  earnings.
Return  on  assets  is  one  of  the  most
widely  used  measures  of  profitability
because it reflects both the profit margin
and  asset  turnover.  This  means,  in
general, investors pay more attention to
their return  on  capital or assets in the
company's  performance.  Investors will
focus  more  on profit  generated by the
company, so that the yield on capital or
assets which they can spend in
accordance with  the  wishes  of their
investment and can be used to describe
the  performance  of Integration in  the
future (Needles et al, 2008). 

These results are also supported
by the theory proposed by Siminica et al
(2012)  where  ROA  is  the  general
purpose  financial  ratio  that  is  used  to
measure the relationship of profit earned
to the  investment  in  assets  required to
earn  that  profit and  ROA  can  also
describe  company's  asset  management
and  the  opportunity  to  redeploy  the
assets in the future. It is known that the
ROA has a large impact on firm value;
in essence ROA ratio affects firm value
through EPS. For investor, EPS is one of
the major factors affecting the dividend
policy of the firm and the market prices
of the company. A steady growth in EPS
year after year indicates a good track of
profitability (Bhat,  2008). In  line  with
Bhat  (2008),  Babu  (2007)  shows  that
EPS is  more  useful  to the  investors in
the  stock  market  for  taking  a  decision
regarding his investment. It is the part of
the overall profitability ratio.  Nikolai et
al  (2010)  also  explained  that  earnings
per  share  information  are  relevant  to
these users  in  evaluating the return on
investment and risk of a corporation.

In  addition,  Ghosh  and  Ghosh
(2003)  state  that  when  profitability
increased and it has a positive influence,
that  is  mean  the  profitability  will
creating future value and the relation is
stronger.  It  could  be  because  of  the
potential conflict of interest between the
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equity holders and the creditors that got
reflected in the stock prices. When firms
have the same level of profitability, the
difference in industry has no significant
effect  on  firm  value  (Chen  and  Chen,
2011).

b) The Influence of Capital  Structure
on Firm Value
Based  on  the test  results indicate
GeSCA if the value of CR (tcount) on
the  path coeffisients capital
structure and firm value in  the
range of  1.18 numbers where the
numbers above the critical value of
1.96.  Thus capital structure has no
significant effect on firm value, this
means  this  finding  in  line  with
Modigliani  and  Miller  theory,
which  stated  that  there  is  no
connection  between  capital
structure  and  firm  value.  In  line
with  those  theories  another  study
that found capital structure had no
relation with firm value are Green
&Hollifield  (2003)  and  DeAngelo
&  Masulis  (1980),  the  empirical
evidence  that  interest  tax  shields
affect  firm  value  is  also  weak  at
best.  Contrary  to  the  prediction
above,  cross-sectional  test
document a negative (rather than a
positive)  association  between  debt
or interest and firm value. Masulis
(1980)  finds  that  leverage-
increasing exchange offers result in
higher stock prices. However, these
stock price  reactions  might  reflect
new  information  or  mispricing,
rather  than  taxes.  Additionally,  to
the  extent  that  firms  that  change
leverage are moving toward a new
optimum,  it  becomes  difficult  to
interpret  why  stock  prices  drop
following  leverage-decreasing
exchange  offers  (Faccio  &  Xu,
2014).
Yet,  another  empirical  findings

which states that the ratio of the capital
structure  is  Debt  Equity  Ratio  (DER)
and the Debt Ratio (DR) is able to affect
the  Firm Value.  The  ratio  of  the  most
built  influences  capital  structure  and

firm value is Debt Equity Ratio (DER).
DER is the form that is used to calculate
the ratio of debt held by the company.
The higher the percentage of total assets
represented by debt, the greater the risk
that company may be unable to meet its
maturing  obligations  (Norton  et  al,
2006).  In  addition,  Chen  and  Chen
(2011)  finding  that  when  investors
consider the influence of profitability on
firm value, they can not ignore the debt
effect on the firm value, because a high
level  of  debt  may  cancel  the  positive
effect  of  profitability.  Meanwhile,
Chowdhury & Chowdhury (2010) state
that  when  the  capital  structure  change
composition a firm can increase its value
in the market. Nonetheless, this could be
a  significant  policy  implication  for
finance  managers,  because  they  can
utilize  debt  to  form  optimal  capital
structure  to  maximize  the  wealth  of
shareholders.
c) The  reciprocally  influence  of

Profitability on Capital Structure 
Based  on  the test  results indicate
GeSCA if the value of CR (tcount) on
the  path coeffisients profitability
and capital structure in the range of
figure 1.24 where  the  figure is
smaller than  the critical  value of
1.96.  Then the same thing happens
on the path coeffisients GeSCA test
capital  structure and profitability
that the value of CR (tcount)  only is
around 1.24.  Thus profitability has
no significant effect on the capital
structure, and conversely.

When discuss about reciprocally
between  capital  structure  and
profitability,  according  to  MM  theory
which  state  a  perfect  capital  market  is
supposing exists, with investors who can
lend  and  borrow  at  the  prevailing
interest  rate,  two  companies  that
generate  the  same  cash  flows  should
have  the  same  market  value.  If,  for
example,  an  indebted  company  has  a
higher market value than a firm without
debt, investors of the debt-free can gain
by taking on debt themselves to acquire
the  indebted  company  until  replicating
by  means  of  home-made  leverage  the
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financial  structure  of  the  first,  and
making  a  risk-free  profit  (Bebczuk,
2003:41).

Modigliani & Miller (1958) who
in  a  series  of  justly  famous  article
provided a rigorous justification for the
Net  Operating  Income  (NOI)  method.
MM  analysis  implies  that  firms  are
indifferent  concerning  the  method  of
financing  (all  combinations  of  equity
and debt are equally good) if there are
no taxes, vat with corporate taxes, firms
should be finance with virtually all debt.
However, the MM model assumes away
many  factors  that  can  imply  that  a
particular  blend  of  debt  and  equity
financing  is  but  for  a  given  firm.  The
only benefit  of  debt  financing (relative
to equity financing) is the reduction in
corporate  income  taxes  due  to  the  tax
deductibility of debt interest.  There are
no  disadvantages  of  debt  financing
relative  to  equity financing (Lawrence,
1986; Nimalathasan and Brabete, 2011).

Yet,  based on the test  result  of
this  study  shows  that  there  is  no
reciprocally influence of profitability on
capital structure. The financial ratio that
is examined for the influence of them to
firm value  consist  of  profitability ratio
that  consist  of  ROA and NPM, capital
structure  that  consist  of  DER and DR.
This selection is based on the statement
of  Bourne  and  Bourne  (2011),  that
actually,  a  firm  profitability  is  not
directly linked either to the share price
or to dividend payments. Making profit
may  allow  investors  to  make  a  larger
dividend  payment,  but  technically,
companies  can  still  make  a  dividend
payment from previous years’ profits if
even  they  have  made  a  loss  in  the
current  year.  Hence,  higher  profits  do
not  always  result  in  the  stock  price
increasing.

ROA will be better for compute
the profitability when paired with DER,
because when ROA does not  take into
account the amount of income produced,
DER will be focus to compute the debt
and  its  repayment  because  repay  the
creditors.  DER  also  relevant  to

profitability for two reasons  (Needles et
al, 2008:205-206):
1. Creditors  are  interested  in  the

proportion  of  the  business  that  is
debt-financed  because  the  more
debt a company has, the more profit
it must earn to ensure the payment
of interest to creditors.

2. Owners  are  interested  in  the
proportion  of  the  business  that  is
debt-finances  because  the  amount
of interest paid on debt affects the
amount  of  profit  left  to  provide a
return on the owner’s investment.

CONCLUSION
a. Profitability  has  a  significant

impact  on  firm  value  of
Manufacturing Industries Listed
at Indonesia Stock Exchange for
Periods  2008-2012,  which  the
indicator  that  has  great  impact
on built the firm value are ROA.

b. Capital  structure  has  no
significant impact on firm value
of  Manufacturing  Industries
Listed  at  Indonesia  Stock
Exchange  for  Periods  2008-
2012,  which  the  indicator  that
has great impact on firm value is
DER.

c. Profitability has no reciprocally
influence on capital structure in
simultaneously,  which  means
both  of  it  no  has  significant
impact  on each  other.  This
empirical result of study shown
that  DR  is  ratio  which  has
negative impact  on profitability
ratio.

RECOMENDATION
The recomendation that is given

in  this  study  based  on  the  conclusion
are:

1. For  researchers  who  will
research  the  impact  of
profitability and capital structure
on firm value has  take  another
ratio that taken yet.
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2. For  investors,  should  be
consider another aspect before
investing.
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