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THE EFFECT OF PROFITABILITY
AND BANK SIZE ON FIRM
VALUE SUSTAINABILITY: THE
MEDIATING ROLE OF CAPITAL
STRUCTURE

Abstract

Sustainable firm value is the central concept for corporations, including the banking
industry. This study examines the effect of profitability and bank size on firm value
through capital structure. This study surveyed six banks registered in BUKU 4-mem-
ber commercial banks operating in Indonesia that have been listed on the Indonesian
Stock Exchange and implemented digital banking practices from 2007 to 2019. The
six banks are Bank Mandiri, Bank Rakyat Indonesia, Bank Negara Indonesia, Bank
Central Asia, Bank CIMB Niaga, and Bank Panin. Data collection is carried out by
tracing the banks’ reports from the Bloomberg system terminal. Data analysis used
a two-stage least squares technique. The results showed that profitability negatively
and significantly affected the capital structure with a coefficient of —0.374. Moreover,
bank size influences the capital structure with a negative coefficient value of -0.334.
In addition, profitability positively affects firm value with a coefficient value of 0.387.
Furthermore, bank size influences capital structure with a beta coeflicient value of
0.158. Finally, the bank size affects firm value with a coefficient value of —0.419. These
findings provide an insight for bank management to enhance firm value by assessing
profitability, bank size, and capital structure. This study also contributes to the ongoing
research in financial management.

Keywords bank size, capital structure, firm value, profitability

JEL Classification G21, G32, H81

INTRODUCTION

The development of information technology today requires compa-
nies, including banks, to adopt the technology into their operational
systems. In the banking concept, the application of information tech-
nology is realized in digital banking systems such as automatic teller
machines (ATMs), mobile banking, and internet banking. This system
strongly supports banks in improving consumer services and increas-
ing their competitive advantage. Nevertheless, a bank still has limita-
tions that must follow the banking rules set by government financial
authorities. Meanwhile, start-up companies in the financial indus-
try with the concept of peer-to-peer lending are developing rapidly.
This peer-to-peer lending platform is also called financial technolo-
gy (Fintech). The advantage of this peer-to-peer lending platform lies
in a looser regulatory system compared to the conventional banking
system. In addition, the peer-to-peer lending platform uses a very ad-
vanced information technology system so that the process can be car-
ried out online. This peer-to-peer lending platform is a very worrying
competitor for conventional banking players. Therefore, companies in
the banking industry must anticipate it if they want to survive and
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compete. Besides, bank management should also pay attention to the company’s ability to increase the
capital required for the company’s growth. The bank can obtain the capital from several sources, such
as shareholders’ equities, loans from creditors, or an initial public offer (IPO). Especially in searching
for funds through an IPO, potential investors first observe the prospects of related companies, such as
profitability or firm value. In addition, bank shareholders also monitor and insist the bank management
enhance the company’s firm value. Therefore, the bank management has the primary task of enhanc-
ing the firm value of the bank. Indeed, bank companies have anticipated the trends discussed above in
various strategies.

First, banking companies have adopted information technology as a digital banking platform that suits
a company’s requirements. Therefore, applying digital banking will benefit the company through high-
er profitability. Second, instead of competing with fintech providers, banking companies have collab-
orated to benefit from fintech platform advantages. This collaboration will increase the scale of bank
companies or what is called bank size. Third, in fulfilling the working capital requirement, the bank
management has various options such as shareholder equities, loans from creditors, or the offer in the
stock exchange market. The selection of these funding sources will define the company’s capital struc-
ture. However, the shareholder usually insists on the management to enhance the firm value and prof-
itability. Moreover, the investor assesses the firm value of the bank prior to investing. Therefore, those
actions taken by the bank management need to investigate the relationship between profitability, bank
size, capital structure, and firm value. This study will investigate whether the anticipatory banking steps,
namely, increasing profitability through the application of digital banking, cooperation with fintech,
and the capital structure, influence the firm value of banking companies.

As a basis for developing relationships between the factors mentioned above, this study has reviewed
several studies that are relevant to the phenomena discussed above as follows. Several previous stud-
ies have proposed factors that can increase the firm value of banks. Research by Bell and Filatotchev
(2014) and Sucuahi and Cambarihan (2016) shows that the higher the bank profitability will increase
the firm value bank. A bank’s ability to generate net profit by utilizing the entire resources will in-
crease investor appreciation, as reflected in the higher firm value. In addition to the profitability,
capital structure also significantly impacts the firm value of banks (Kodongo et al., 2014). This is be-
cause the proportion of funding derived from loans will affect a bank’s profitability. Moreover, other
studies have also shown that bank size contributes to the increase in firm value. The larger the size of
a bank, the more difficult it is to go bankrupt, so it is suspected that the size of the bank (bank size)
also affects the firm value and capital structure. Kodongo et al. (2014) found that bank size affects
the firm value of banks. The larger bank size indicates the growth of the bank, which will increase
investor confidence in the bank’s financial performance, which will be reflected in the increasing firm
value. Furthermore, other studies have shown that bank size also affects the capital structure of banks
(Anarfo, 2015). The larger bank size will affect a company’s capital structure, which further affects
the firm value.

The description above shows that the firm value of a bank can be influenced by several factors such
as profitability, bank size, and capital structure. However, the study only focused on the direct rela-
tionship between the two constructs. This study proposes a model that simultaneously involves prof-
itability, size, capital structure, and firm value. The model will test the effect of profitability and bank
size on firm value through a capital structure. Based on this model, there are two groups of research
questions that will be assessed, namely: 1) whether profitability, bank size, and capital structure have
a direct effect on firm value, and 2) whether profitability and bank size have an indirect effect on firm
value through capital structure. The novelty of this study is a research model that has never existed.
The contribution of this study will provide insights to banking practitioners to be able to increase firm
value. Furthermore, this study is expected to contribute to research related to banking management.
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1. LITERATURE REVIEW

A company is defined as a transaction institution
whose organizational goals differ from the own-
ers. The separation of roles between the owner and
a company’s management allows the company to
increase the efficiency of transactions compared to
direct exchanges between consumers. Companies
are institutions that have an essential role in the
economy (Novitasari & Tarigan, 2022). A compa-
ny’s ability to perform vertical integration deter-
mines how it divides its scope between market cre-
ation and organizational activities. The separation
between owners and management of the compa-
ny aims to increase its operational efficiency and
make it easier for owners to control the compa-
ny to increase company value (Hutahayan, 2020).
The company’s organizational decisions only in-
fluence the owner of the company regarding the
equity (capital) that has been invested (Cancela et
al., 2020; Basana & Tarigan, 2021).

1.1. Profitability

Profitability is often used as an indicator to de-
termine the performance and efficiency of a bank
(Teixeira et al., 2021). Profitability plays a vital role
in every bank’s operation, which is assessed us-
ing its profitability achievement (Kurniati, 2019;
Dzeha et al., 2022). Banks, as economic agents,
can maximize profits from the process and func-
tion of financial intermediation (Kuisi et al., 2019).
In addition, banks use working capital to provide
a comfortable level of liquidity to ensure sustaina-
bility by increasing profitability (Aldubhani et al.,
2022; Abdullah et al., 2022). The achievement de-
sired by shareholders from banking operations is
to maximize the profitability by utilizing the equi-
ty they have invested (Kamaliah, 2020; Sabrin et
al., 2016). One of the profitability measurements is
return on equity (Shaik, 2021; Amponsah-Kwatiah
& Asiamah, 2021; Teixeira et al., 2021; Aldubhani et
al., 2022; Abdul-lah et al., 2022). Return on Equity
(ROE) measures banking performance by look-
ing at the bank’s ability to generate net income by
utilizing its total equity (Teixeira et al., 2021; Al-
dubhani et al., 2022; Abdullah et al., 2022).

On the other hand, profit maximization is always

what shareholders want the most with the expec-
tation of receiving maximum dividends or share
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prices (Pan & Xu, 2020; Teixeira et al., 2021). When
the banks make a profit, the management can dis-
tribute profits to shareholders through the return
on investment, capital gains on bank shares, and
dividends (Kurniati, 2019). Banks, therefore, must
maximize profits because bank shareholders, as
suppliers of capital, have the right to claim a por-
tion of the profits earned (Aldubhani et al., 2022;
Abdullah et al., 2022; Basana & Tarigan, 2021).
For that reason, bank management can choose a
combination of operational costs and the cost of
Banking services offered to maximize the profit
(Andrews et al., 2018; Adjei-Frimpong et al., 2014).

Profitability is a company’s ability to generate net
income from equity investments (Shaik, 2021).
Bitar et al. (2018) found that financial managers
use retained earnings as the first choice in fulfill-
ing funds and debt as the second option to increase
profitability. Potential investors and sharehold-
ers consider profitability ratios related to sharing
prices and receiving dividends (Mulchandani et
al., 2020; Al-Kayed et al., 2014). Profitability ratios
can be measured from the sales approach and the
investment approach (Ter-Mkrtchyan & Franklin,
2020). This financial ratio shows investment effi-
ciency in capital management (Sabrin et al., 2016;
Basana & Tarigan, 2021). At the same time, Carosi
(2016) proved that the greater the company’s prof-
itability, the more profit share will be distribut-
ed. Furthermore, profitability positively affects
firm value (Bell & Filatotchev, 2014; Sucuahi &
Cambarihan, 2016). This result means that a high
bank’s profitability achievement will increase the
bank’s firm value.

1.2. Capital structure

A bank’s capital structure reflects the ratio of the
total debt to the total equity of a bank (Tin & Diaz,
2017). In addition, the bank’s capital structure
reflects its financial strength (Hasan et al., 2021).
Moreover, the ability of banks to determine the
capital structure effectively can assess the lev-
el of risk faced and maintain the low operating
cost efficiency and make the profitable investment
(Dang & Do, 2021; Bitar et al., 2018). Banks with
lower operating costs will reduce the agency costs
of capital (Ter-Mkrtchyan & Franklin, 2020). This
condition causes banks to manage an optimal cap-
ital structure and save internal resources for long-
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term investment. Al-Kayed et al. (2014) argue that
the decision of a company’s capital structure must
be related to its impact on firm value. If the capital
structure decision can affect firm value, the com-
pany wants to have a capital structure that can
maximize firm value (Dang & Do, 2021; Liu et al.,
2020). Therefore, the company’s goal must maxi-
mize firm value through capital structure decisions
(Bawa & Basu, 2020). The decision to determine
the composition of debt and equity aims to find
the optimal capital structure to maximize share-
holder wealth (A. Chowdhury & S. Chowdhury,
2010). Companies that can minimize the weighted
average cost of capital will maximize firm value
(Anarfo & Appiahene, 2017). Meanwhile, Liao et
al. (2022) and Doorasamy (2021) stated that capi-
tal structure affected the firm value.

Furthermore, capital structure refers to a compa-
ny’s debt and equity composition (Bawa & Basu,
2020). Companies can raise funds from external
or internal sources by retaining a portion of net
income rather than distributing it in dividends
to shareholders (Aldubhani et al., 2022; Abdullah
et al.,, 2022). Pecking order theory suggests that
managers prioritize retained earnings to finance
company activities, and if they still need more
funds, companies can issue debt securities as a
last resort. Banks also prioritized internal funding
over external funding to reduce bank operational
costs (Bitar et al., 2018). As a result, the bank’s in-
ternal funding source is not distributed to share-
holders in dividends, known as retained earnings
(Mulchandani et al., 2020). The greater the prof-
it the bank earns, the greater the retained earn-
ings (Carosi, 2016; Anarfo & Appiahene, 2017).
Therefore, the need to get loans from external par-
ties is reduced or will reduce the capital structure.
Bawa and Basu (2020) and Anarfo and Appiahene
(2017) found that bank profitability influences
capital structure.

Previous studies indicated that bank profitability
and bank size affect the capital structure of a bank
(Shaik, 2021; Mulchandani et al., 2020). The higher
profitability and bank size, the better the bank’s
capital structure. Pecking order theory states that
if internal funding sources enlarge, it reduces the
dependence on debt funding, or the capital struc-
ture will decrease (Chaklader & Padmapriya, 2021;
Mohammad, 2021; Daskalakis et al., 2014; Kirimi
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et al., 2022). Kamaliah (2020) stated that when a
bank is listed on the stock exchange will increase
firm value. On the other hand, the higher the
bank’s profitability reflects, the higher the bank’s
ability to generate net profit (Al-Kayed et al., 2014).
Past studies show that bank capital structure af-
fects the firm value (Liu et al., 2020; Liao et al,,
2022; Kurshev & Strebulaev, 2015). Moreover,
Chodorow-Reich et al. (2022) and Hasan et al.
(2021) found that bank size affected firm value.

1.3. Bank size

Bank size is a fundamental characteristic of the
company and is an important variable (Dang et al.,
2018). Chaklader and Padmapriya (2021) stated
that the pecking order theory related to the capital
structure is only found in large companies. Bank
size affects financial performance, especially prof-
itability (Kirimi et al., 2022; Almazari, 2014). The
larger the bank size, the greater the opportunity
for banks to enjoy an economy of scale (Chodorow-
Reich et al., 2022). So, banks with larger sizes will
operate more efficiently than banks with smaller
sizes (Mohammad, 2021; Nguyen et al., 2021). This
means that the larger bank size will increase prof-
itability (Nelly et al., 2019). As measured by to-
tal assets, bank size represents the bank’s ability
to generate revenue and profitability (Kurshev &
Strebulaev, 2015). In addition, the larger the bank
size, the greater the bank’s ability to generate rev-
enue and profitability (Tharu & Shrestha, 2019).
Bank size is measured by the total assets owned by
the bank. Past studies found that the greater the
total assets, the bigger opportunity a bank to gain
access to funding from the public and distribute
it in the form of loans (credit) to debtors (Nzioka,
2013; Dzeha et al., 2022). Therefore, a larger bank
size means that the bank can operate more safely
and efficiently to increase profitability (AlFadhli
& AlAlj, 2021).

Almazari (2014) and Danyali (2018) found that
bank size affected bank profitability. Subsequently,
the ability of banks to increase their profit will in-
crease the firm value (Bell et al., 2014; Sucuahi &
Cambarihan, 2016; Adjei-Frimpong et al., 2014).
In addition, the collaboration of banks with larger
firm sizes will facilitate banks to increase their prof-
itability (AlFadhli & AlAli, 2021). Several studies
have found that firm size significantly affects prof-
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itability (Nzioka, 2013; Shubita, 2021; Doorasamy;,
2021; Kodongo et al., 2014; Bawa & Basu, 2020).
Meanwhile, Kodongo et al. (2014) found that the
capital structure of companies did not affect firm
value. The bank operation requires an accurate,
timely system to provide excellent customer ser-
vice. Therefore, banks are continuously adopting
and implementing information technology to
support a firm’s process to provide the best ser-
vices for customers (Novitasari & Tarigan, 2022;
Baek, 2022). In addition, banks should realize on
an ongoing basis to adopt information technology
to improve customer service operations and prod-
uct development, particularly in the current fierce
competition (Chauhan et al., 2022; Danyali, 2018).
Moreover, banks require effective governance by
allocating resources efficiently to increase firm
value (Novitasari & Tarigan, 2022).

However, banks with large bank sizes face a high
volume of processes and transactions. Therefore,
banks need to develop their technology either by
implementing digitalization or by collaborating
with fintech to meet the demands of the finan-
cial market (Hasan et al.,, 2021). Thus, large bank
sizes enable banks to collaborate with fintech
(Nguyen et al., 2021). Larger companies are rela-
tively more difficult to fail and liquidate, so it will
be easier to obtain financing from external sourc-
es (Daskalakis et al., 2014). Firm size also repre-
sents the volatility of company assets (Almazari,
2014; Shubita, 2021). The larger the company’s
assets, the lower asset volatility (Baek, 2022). The
management can borrow at more favorable inter-
est rates (Al-Eitan et al., 2022). Most empirical
studies state that firm size positively affects capital
structure (Mohammad, 2021). Credit rating agen-
cies also monitor the solvency of large companies
to reduce information asymmetry between com-
panies and outside investors (Kirimi et al., 2022).
Information disclosure of large companies can
reduce misunderstandings of information about
companies compared to small companies (Baek,
2022). The bank size, the greater the bank’s ability
to fund the bank funding needs with equity by is-
suing new shares (Al-Eitan et al., 2022; Liao et al,,
2022; Carosi, 2016).

The size of a large company indicates that the

company is experiencing growth (Shubita, 2021).
If the company’s value increases, investors will re-
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spond positively to this kind of good performance
growth — the greater the total assets, the larger
the company’s size (Mohammad, 2021). Thus, the
company’s size, as reflected by the number of as-
sets owned, influences firm value (Al-Eitan et al.,
2022). In addition, a firm’s value will affect inves-
tors’ expectations of the dividends that the com-
pany will distribute (Mulchandani et al., 2020;
Kumaraswamy et al., 2017).

1.4. Firm value

Inefficiency is a source of bank profitability prob-
lems related to bank size (Carosi, 2016; AlFadhli
& AlAlj, 2021). The larger the bank’s size, the less
efficient the operational process and transaction.
Therefore, it is necessary to study the effect of in-
creasing bank size on firm value due to increased
consolidation in the banking systems (Kirimi et
al., 2022). Financial performance is the work the
bank achieves in a certain period and is stated in
the company’s financial statements (Dang & Do,
2021). The firm’s theory reveals the importance
of separating roles between owners and compa-
ny organizations (Doorasamy, 2021). Separation
of roles helps companies to be able to choose ef-
ficient business activities and provide reasona-
ble incentives for employees and enable compa-
nies to maximize profits (Cancela et al., 2020).
Therefore, the increased firm value reflects the
bank’s success in improving its financial perfor-
mance (Pan & Xu, 2020).

The management of corporate companies has the
task of increasing firm value (Doorasamy, 2021;
Cancela et al, 2020; Dang et al.,, 2018). Banks
in their operations have a separation between
management and the owners (Ter-Mkrtchyan &
Franklin, 2020; Hutahayan, 2020). Therefore, the
greater the firm value serves as a signal for in-
vestors’ greater appreciation (Pan & Xu, 2020).
Following the advanced digital technology, banks
must also adopt digital banking in their daily op-
erations to support the crucial role of intermedi-
ary institutions in the financial system (Banna &
Alam, 2021; Chauhan et al.,, 2022). Firm value re-
flects a bank’s investment, financial, and dividend
decisions (Rajhans, 2013). Many investors use the
present value of all outstanding company shares
as a proxy for firm value (Andrews et al., 2018). If
there is a change in the composition of a bank’s
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Profitability

Bank Size

Capital Structure

Figure 1. Research model framework

capital structure, it will be able to increase its mar-
ket value (A. Chowdhury & S. Chowdhury, 2010).
Banks that can minimize the cost of capital can
maximize their firm value (Hasan et al., 2021). In
addition, firm value positively impacts sharehold-
ers by increasing control to improve corporate
governance (Cancela et al., 2020).

Based on the above literature review and the rela-
tionship between the constructs, the framework of
the research concept is depicted in Figure 1.

The following hypotheses are determined based
on the model depicted in Figure 1.

HI: Profitability affects capital structure.
H2: Bank size influences capital structure.
H3:  Profitability impacts firm value.

H4:  Capital structure affects firm value.
H5:  Bank size affects firm value.

2. METHODS

This study used quantitative research to examine
the relationship between constructs defined previ-
ously over a certain period (Gumanti et al., 2018;
Sekaran & Bougie, 2016). The study examined the
influence of profitability, capital structure, and
bank size on firm value. Profitability reflects the
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bank’s ability to generate net income by leverag-
ing its overall equity. This study used Return on
Equity (ROE) to measure a bank’s profitability
which was adopted from various previous stud-
ies (Shaik, 2021; Amponsah-Kwatiah & Asiamabh,
2021; Teixeira et al., 2021; Aldubhani et al., 2022;
Abdullah et al., 2022). Return of equity is meas-
ured using formula (1) as follows:

Net Income
Total Equity

Returnonequity (ROE)= @)

Bank size represents the volatility of bank assets.
The larger the bank’s assets, the smaller the lev-
el of asset volatility (Kurshev & Strebulaev, 2015).
Guizani (2021) and Dang and Do (2021) stated
that the larger the bank size is, the greater the abil-
ity of banks to fund the needs of bank funds with
the total equity held by issuing new shares.

Furthermore, capital structure is calculated by di-
viding total debt against total equity.

Total Debt

— )
Total Equity

Capital structure=
Firm value is seen as the risk-adjusted net present
value of future profit expectations as the best indi-
cator for future profits (Chauvin & Hirshey, 1994;
Bell et al., 2014; Sucuahi & Cambarihan, 2016).
The company’s market value can be measured
using Tobin’s Q by comparing the equity market
value and the book value of total debt with the
book value of total assets and total debt (Sucuahi
& Cambarihan, 2016).

http://dx.doi.org/10.21511/imfi.19(2).2022.29
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_(EMY +D)
" (EBV+D)’ ©)

where Q = Firm Value; EMV = Equity Market
Value; D = Book Value of Total Debt; EBV = Equity
Book Value.

The population used in this study is commercial
banks listed in BUKU’s 4-member commercial bank
operating in Indonesia (Gumanti et al., 2018). The
BUKU 4-commercial bank contains the list of all
commercial banks operating in Indonesia, adopting
digital banking, and being listed on the Indonesia
Stock Exchange. Banks are declared to have dig-
ital banking when the banks already have used
ATMs (Automatic Teller Machines), mobile bank-
ing, phone banking, and internet banking (Banna &
Alam, 2021). Based on this criteria, six banks from
the BUKU 4 commercial banks are eligible for this
study sample. They are Bank Mandiri, Bank Rakyat
Indonesia, Bank Negara Indonesia, Bank Central
Asia, Bank CIMB Niaga, and Bank Panin. Based on
the data retrieved from the Bloomberg terminal ob-
tained in Table 1. Table 1 shows the bank’s profitabil-
ity as measured by return on equity with an average
value of 17.982 percent with a standard deviation re-
flecting volatility return on equity of 7. 6384 percent
and a minimum value of 1.5 percent; and a maxi-
mum value of 35.89 percent. This result shows the
ability of banks to generate net income by utilizing
all the equity owned.

This study’s data type is secondary data collected
through data tracing on the Bloomberg systems ter-
minal. Furthermore, data is analyzed to examine
the influence of profitability, bank size on firm value
through the mediating role of capital structure. Data
analysis is conducted using a two-stage least square
tool with panel data (Al-Eitan et al., 2022). The study
used the two-stage least squares method, calculating
the two-stage least squares (2SLS) estimate. The 2SLS

Table 1. Descriptive statistics

includes variable types: exogenous and endogenous.
It is defined as follows: An endogenous variable is a
response variable that will be derived from an exoge-
nous variable. The two-stage least squares method is
motivated by a research model whose relationship is
simultaneous. The determinant model for the capital
structure is as follows.

Stage 1 Model

CS=p,+p-ROE+pB,-BS, 4)

where CS = Capital structure; B, = Constant; 8 =
Regression coefficient of Return on Equity; ROE =
Return on Equity; 3, = Bank size regression coeffi-
cient; BS = Bank size.

Stage 2 Model

FV=8,+p,-ROE+p,-BS+ B, -CS, (5)
where FV =Firmvalue; 8, = Constant; 8, = Regression
coefficient of expectations of Return on Equity; 3, =
Bank size regression coefficient; B, = Capital struc-
ture regression coefficient; ROE = Return on Equity;
BS = Bank size; CS = Capital structure.

3. RESULTS

3.1. Descriptive statistics

The first step of analysis is a descriptive assess-
ment to present the number of samples, mini-
mum, maximum, mean, and standard deviation,
as shown in Table 1.

Table 1 shows the bank’s profitability as measured
by return on equity with an average value of 17.982
percent with a standard deviation reflecting vol-
atility return on equity of 7. 6384 percent and a
minimum value of 1.5 percent; and a maximum

Descriptive N Minimum Maximum Mean Standard deviation
Return on equity (Percentage) 66 1.50 35.89 17.982 7.6384
‘Banksze 66 | 6439190 129689830 45668815 312,095.5450
Capital Structure (Percentage) . 66 630 . 14468 5376 29.3920
F|rmVa|ue 56 092 15911363 01528

Note: This table presents descriptive statistics for the return on equity, bank size, capital structure, and firm value. The sample

consists of digital banking companies listed from 2007 to 2019.

http://dx.doi.org/10.21511/imfi.19(2).2022.29
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value of 35.89 percent. This result shows the ability
of banks to generate net income by utilizing all the
equity owned.

The data retrieved from the Bloomberg systems
terminal is shown in Table 1. The bank’s profita-
bility as measured by return on equity has an av-
erage value of 17.982 percent with a standard de-
viation, reflecting volatility return on equity, is 7.
6384 percent. The minimum value is 1.5 percent,
and the maximum value is 35.89 percent. This re-
sult shows the ability of banks to generate net in-
come by utilizing all the equity owned.

The capital structure presented in Table 1, as meas-
ured by the debt-to-equity ratio, has an average
value of 53.276 percent, with a standard deviation
reflecting capital structure volatility of 29.3920
percent, with a minimum value of 6.3, and a max-
imum value of 144.68 percent. The results of the
descriptive analysis of bank size variables present-
ed in Table 1 have a value in billions of rupiahs.
The descriptive value of the bank size variable as
measured by the total asset bank has an average
value of 456.688 trillion rupiahs with a standard
deviation that reflects the volatility of total assets
(bank size) of 312,095.5450 trillion rupiahs, with a
minimum value of 64,391.90 trillion rupiahs and
a maximum value of 1,296,898. 30 trillion rupiahs.
The descriptive value of the firm value of bank var-
iable measured by Tobin’s Q has an average value
of 1.1363, with a standard deviation reflecting the
volatility of the firm value of 0.1528 and a mini-
mum value of 0.92; and a maximum value of 1.59.
This result shows that the market appreciates the
financial performance of BUKU 4-member banks.

Table 2. Capital structure as a dependent variable

3.2. Inferential statistics

The inferential analysis is used to examine the re-
lationship between two constructs. Based on Table
2, the first hypothesis (H1), the effect of profitabil-
ity on capital structure, is supported by the beta
coefficient value of -0.374, the significant value of
0.000 < 0.05, and t-statistic 2.060 (> 1.96). The prof-
itability negatively affects the capital structure.

The second hypothesis (H2) states that bank size af-
fects capital structure. This hypothesis is support-
ed by data with a negative beta coefficient value of
-0.334, a sig value of 0.000 < 0.05, or t-statistic 3.633
(> 1.96). The F-value was obtained at 16,892, and
sig. 0.000 < 0.05 implies that profitability and bank
size simultaneously impact capital structure. The
R-square value of 0.682 indicates that the model can
explain the variance of capital structure by 68.20%.

Proceeding with the second model, namely the
influence of profitability, bank size, and capital
structure on firm value, the result is shown in
Table 3.

It was found that the third hypothesis (H3), about
the effect of profitability on firm value, is sup-
ported by the beta coefficient value of 0.387, val-
ue of sig.000 < 0.05, and t-statistic 4,839 (> 1.96).
Furthermore, the fourth hypothesis (H4), namely,
capital structure affects the firm, is also accepted
with the beta coeflicient value of -0.218, sig. value
of 0.002 < 0.05 and t-statistic value of 4.883. This
result shows that the increasing capital structure
with total debt compared to total equity has a neg-
ative impact on firm value.

Measurement Item Unstandardized B Coefficient Std Error Beta t : Sig
BanksSize 205 e 28O i 334 73633 .00
Profitability -1.497 .369 -.374 i —2,060 .000
Note: F-Value = 16,892 and Sig. 0.000; R-Square = 0. 682.
Table 3. Results of data firm value as a dependent variable
Measurement Item Unstandardized B Coefficient Std Error : Beta t Sig
Comstant 778.590 L A78474 ... %4362 1 000
Profitability e 0366 o 387 4839 ..-000
Capitalstructure 70.218 004 . AL 4883 ...002
Bank Size 0.466 132 .158 5.011 .000

Note: F-Value = 34.689 and Sig. 0.000; R-Square = 0.750.
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Table 4. Hypothesis assessment summary

Hypothesis Coefficient p-values Decision

_Profitability - Capital Structure . —l497 0.000 ~Accepted
Bank Size > Capital Structure -3.105 0.000 Accepted
profitability > Firmvalue 0366 0000 . . Accepted
Capital Structure > Firmvalue ~—6218 0.002 ~Accepted
Bank Size = Firm value 0.466 0.000 Accepted

Finally, the fifth hypothesis (H5) is supported.
Bank size has a positive and significant influence
on firm value with a beta coefficient value of 0.466,
significance value of 0.000 < 0.05, or t-statistic
5.011 (> 1.96). The F-value was obtained at 34,689,
and a sig. 0.000 < 0.05. It implies that profitability,
bank size, and capital structure affect firm value
simultaneously. An R-square value of 0.750 indi-
cates that the model can explain the firm value of
75.50%. The results in Table 2 and Table 3 can be
summarized in Table 4.

4. DISCUSSION

The first hypothesis was supported, which im-
plies that retained earnings are a part of net in-
come that is not distributed to shareholders in
the form of dividends as suggested by previous
studies (Aldubhani et al., 2022; Abdullah et al.,,
2022). The analysis result shows that the bank prof-
itability increase in the previous period impacts
a bank’s capital structure decline. Moreover, the
greater the profit obtained by the bank, the more
excellent the opportunity to increase retained
earnings in the next year, which is in line with a
past study (Mulchandani et al., 2020). So that, the
need to sharpen external parties will be reduced,
further lowering the capital structure (Bitar et al.,
2018; Tin & Diaz, 2017). The banking industry in
Indonesia has reached a mature stage in the life cy-
cle industry, where many banks have implemented
digital banking (Banna & Alam, 2021). The results
of this study are in line with the results of Tin and
Diaz (2017), which found that banks’ profitability
had a significant effect on the capital structure.

The second hypothesis indicated that the higher
the bank size, the stronger the influence of de-
creasing capital structure. In addition, the larger
the bank size also indicates the more significant
the ability to repay loan funds from customers
(Danyali, 2018). Customers and the ability of the

http://dx.doi.org/10.21511/imfi.19(2).2022.29

bank to maintain the level of security of customer
funds (Ansari & Goyal, 2014). This study’s results
align with the results of Guizani (2021) and Dang
and Do (2021), which found that bank size signifi-
cantly affects capital structure.

The third hypothesis testing result shows that
the higher the profitability, the stronger the in-
fluence of firm value. This result means that
the higher the achievement of bank profitabili-
ty will increase the firm value of the bank (Bell
et al., 2014; Sucuahi & Cambarihan, 2016). This
result shows that the bank already has a reason-
able and appropriate asset-liability management.
Furthermore, the prospect of good bank finan-
cial performance will strengthen investor confi-
dence in the bank’s ability to pay dividends that
will continue to grow because the source of div-
idend distribution funds is obtained from the
net income obtained by the bank (Mulchandani
et al., 2020). After all, banks are companies that
regularly distribute dividends because banks
are at a mature stage in the life cycle industry,
where opportunities for diversification of ser-
vices are limited (Kumaraswamy et al., 2017).
This finding indicates that digital banking im-
plementation is a system that customers and in-
vestors expect. This study’s results align with
the research of Bell et al. (2014) and Sucuahi
and Cambarihan (2016). They found bank prof-
itability had a significant effect on firm value of
banks.

Furthermore, the fourth hypothesis was accept-
ed. The lower the capital structure, the stronger
the influence on firm value. However, Kodongo
et al. (2014) found that capital structure did
not affect firm value. This result indicates that
the bank will try to offset the equity held with
debt, especially when internal funding is insuf-
ficient. This finding is considered positive by
the market because with the decline in debt, a
bank’s responsibility to pay interest and prin-
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cipal on loans decreases, increasing the bank’s
firm value (Dzeha et al., 2022). The negative in-
fluence of capital structure of bank on firm val-
ue of bank, as revealed by Liao et al. (2022) and
Liu et al. (2020), states that the lower the capital
structure, the lower the bank’s dependence on
debt. In addition, if the bank owes too much, it
will increase the loan’s potential default risk of
interest and principal (Doorasamy, 2021). If the
bank’s assets have been used up to pay off bank
debts, then the investors will not get a share of
the bank’s assets. This condition is good news
for investors, which impacts the increasing in-
terest of investors in buying bank shares. The re-
sults of this study are in line with the findings of
Kodongo et al. (2014), Liao et al. (2022), and Liu
et al. (2020), who stated that the capital struc-
ture of companies (including banks) affects the
firm value of companies (including banks).

Finally, the fifth hypothesis was also support-
ed. The larger the bank size, the stronger the
influence on firm value. Firm value is a pic-
ture that shareholders can expect regarding the
bank’s future. This finding is in line with the
research results of Kodongo et al. (2014), who
found that a larger bank size will enlarge the
ability of banks to fund through increased re-
tained earnings. These findings suggest that the
amount of bank size is reflected in total assets,
reflecting the great potential to provide welfare
to shareholders in the future (Kuisi et al., 2019),
as evidenced in this study. These findings show
that banks’ increase in firm value that imple-
ments digitalization can attract market appre-
ciation. This study’s findings align with the re-
sults of Kodongo et al. (2014), who found that
bank size had a significant effect on the firm
value of banks.

CONCLUSION

The initial goal of this study is to examine the effect of profitability and bank size on firm value with the
mediating role of capital structure with the unit analysis of banks that implemented a digital banking
system. For this purpose, this study has proposed a model involving five constructs simultaneously,
and five hypotheses have been developed to be examined. Data is collected from six banks through the
Bloomberg system terminal. The analysis result indicated that all five hypotheses were supported by em-
pirical data collected. The result of the study is summarized as follows. First, a bank’s profitability sig-
nificantly and negatively affected the capital structure. Second, bank size has a negative and significant
influence on capital structure. Third, in addition, profitability affects firm value. The higher the profit,
the higher the firm value. Fourth, a bank’s capital structure affects firm value positively and significant-
ly. Lastly, bank size has a significant effect on firm value. The study proposes practical contributions
for managers and top management to benefit from digital banking incentives. Banks that implement
digital banking will maintain the sustainability of their business in an integrated and sustainable man-
ner. Adopting digital banking enables banks to adjust to the development of digital technology that has
changed the way people behave and interact in everyday life. This study also could contribute to the
current research in financial management theory.

MANAGERIAL IMPLICATION

In today’s competition in the banking industry, the management must run their business activities by
adopting the information technology. Banks also should place the innovation process at the center of all
bank activities. In addition, a bank must use data to create new businesses, improve income, and retain
customers. Banks with a digital banking system can optimize their resources and run efficient business
processes to reduce costs. Cost reduction will affect the increase in profitability of a bank. A bank’s prof-
itability increased by increasing the potential to increase retained earnings which is one of the bank’s
internal funding sources. Adopting digital banking enables banks to adjust to the development of digi-
tal technology that has changed the way people behave and interact in everyday life. Banks should tailor
their business strategy following the customer expectations, namely bank services that are fast, simple,

340

http://dx.doi.org/10.21511/imfi.19(2).2022.29



Investment Management and Financial Innovations, Volume 19, Issue 2, 2022

and safe. This study also provides investor insight to evaluate how banks have adopted information
technology in digital banking in their operations. The level of bank adoption of digital banking for as-
set-liability management contributes significantly to profitability. The findings of this study also mean
that banks that do not adopt digital banking will be abandoned by their customers. The investors who
own shares of go public banks that do not plan to adopt digital banking must sell the stock immediately

before the stock price declines.
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