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Abstract 

This study aims to provide empirical evidence of the influence of capital structure and profitability on firm value. 

The selection of independent variables capital structure and profitability to prove the proposition Modigliani and 

Miller (1958) which states that the value of the company is not influenced by capital structure, but rather influenced 

by profitability. The results of this study are expected to provide insight and understanding of capital market 

behavior in Indonesia, particularly those relating to decision making by investors. The contribution of research 

results is to the field of accounting especially the subject of financial accounting and the subject of investment and 

portfolio management is the field of science that gets the most contribution from this research. The results of this 

study can also be used as learning material for the course concerned. The research method used is descriptive 

quantitative, using multiple regression analysis, using secondary data from LQ 45 companies listed on the 

Indonesia Stock Exchange. hypothesis testing does not support the Modigliani and Miller (1958) hypotheses, 

which maintain market efficiency and symmetrical assumptions of information and state that capital structure will 

not affect firm value 
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Background of Study 

Capital structure is part of the financial structure that reflects the ratio (absolute or relative) between all external 

capital (both short-term and long-term) with total capital (Riyanto, 1999). Companies that are expected to grow 

high in the future tend to use shares to finance their operational activities. Conversely, for this reason companies 

with low growth opportunities usually use long-term debt as a source of their financing. Because growth 

opportunities vary between companies, their financing decisions, management will also vary. Companies with 

good growth opportunities tend to use their own capital to avoid underinvestment; a condition in which a positive 

value investment project fails to be implemented, (Chen, 2004). 

This study seeks to prove the proposition of Modigliani and Miller (1958) by examining the effect of capital 

structure and profitability on firm value. Research that seeks to obtain empirical evidence about the relationship 

between capital structure and firm performance (firm value) remains divided. Several studies found this 

relationship to be negative (Mykhailo, 2013 and Akeem et al, 2014 etc.). In contrast, several other studies have 

found a positive relationship between capital structure and firm performance (firm value) such as Kaplan (1989), 

Smith (1990), Ogbulu & Emeni (2012) and Akinyomi & Olagunju, (2014). 

This research will be conducted on LQ 45 companies listed on the Jakarta Stock Exchange. LQ 45 is the most 

liquid company in trading on the stock market. The LQ 45 company was chosen because the companies that are 

liquid in trade are the companies that get the most attention from investors, so this test is expected to contribute 

more from the perspective of investor decision making. 
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Literature Review 

Modigliani and Miller Theory of Investment 

In financial theory, the debate over capital structure continues to produce a lot of controversy, and has not yet been 

resolved. Modigliani and Miller (1958) assert that given the Arrow-Debreu market assumption, without market 

friction, the capital structure used by a company is irrelevant to its value or financial performance. The famous 

Modigliani-Miller Proposition that the value of a company depends on its profitability and not on its capital 

structure is recognized as an application to the financial doctrine that money is neutral. 

Modigliani and Miller (1958) in their article entitled "The Cost of Capital, Corporate Finance and Theory of 

Investment" explains the fact that modern financial business theory starts with the proposition of irrelevance in 

capital structure Modigliani and Miller (1958) have tried in their paper to answer questions related to corporate 

finance. 

Bose (2010) provides further explanation about Modigliani and Miller's assumptions. According to Bose (2010), 

Modigliani and Miller argue that in the same level of risk, there is no effect of capital costs in the case of debt-

equity changes. The observations of Modigliani and Miller in their 1958 article and illustrated by Bose (2010) as 

"There is no dependency between the value of the company and the cost of capital of the company to its capital 

structure". 

Company Value 

One measure that indicates the size of a company's value is the size of the company's assets. The company has 

total assets which indicate that the company has reached the maturity stage where at this stage the company has a 

positive cash flow and is considered to have good prospects in a relatively long time, but also thus reflects that the 

company is relatively more stable and more able to generate profits than the company with small total assets 

(Daniati and Suhairi, 2006). Assets are a measure of the size or scale of a company. Usually, large companies have 

assets of greater value. Theoretically, larger companies have greater certainty than smaller companies that will 

reduce the level of uncertainty about the company's future prospects. This can help investors predict possible risks 

when investing in companies. The main goal of the company is to increase the value of the company through 

increasing the prosperity of the owner or shareholder. 

One way to measure the value of a company is to use Tobin's Q. The Q ratio is the ratio of market to book value 

which is calculated from the market price ratio of the company's equity plus debt divided by the value of the 

company's assets. In addition to using Tobin "s Q, in assessing the value of the company can use the PBV (Price 

to Book Value) method. 

Capital Structure 

Capital structure refers to the amount of debt and / or equity used by a company to fund its operations and finance 

its assets. This structure is usually expressed as the ratio of debt to capital or debt to capital. Debt capital and equity 

are used to fund business operations, capital expenditure, acquisitions and other investments. There is a tradeoff 

that must be made by the company when they decide whether to increase debt or equity and the manager will 

balance the two trying and find the optimal capital structure. 

The Corporate Finance Literature offers two schools of thought that explain the choice of the company's capital 

structure. The first school of thought is the trade-off theory, which suggests the existence of an optimal capital 

structure, by incorporating various imperfections into the capital market which is ignored by Modigliani and 

Miller's (1958) hypotheses, but maintains assumptions of market efficiency and symmetrical information. Thus, 

although increasing leverage can enable a firm to increase its value by taking advantage of the tax shield on debt 

(Modigliani and Miller, 1963) 

Profitability 

Profitability is the company's ability to generate profits and to measure the value of its own operational efficiency 

and the efficiency of using its own properties (Chen, 2004). According to Petronila and Mukhlasin (2003) 

profitability is a picture of management performance in controlling a company. 

Profitability ratios can be measured from two approaches namely the sales approach and the investment approach. 
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The most widely used measures are return on assets (ROA) and return on equity (ROE). ROA and ROE reflect 

business attractiveness (business interesting). Asset return (ROA) is a measure of a company's overall ability to 

generate profits with the total amount of assets available in the company. ROA is used to see the level of overall 

company operating efficiency. One measure of profitability ratios that is often used is return on equity (ROE), 

which is a measure of a company's ability to generate profits with its own total capital used. This ratio shows the 

efficiency of investment seen in the effectiveness of their own capital management. 

Research Methods 

This research is quantitative research. Quantitative research is a systematic scientific study of parts and phenomena 

and their relationships. The data collected is secondary data, which is derived from the financial statements of LQ 

45 companies listed on the Indonesia Stock Exchange for the period 2009 - 2018. The measurement parameters 

used are: 

1. Company Value 

The way to measure company value is to use the Price to Book Value method, with the formula: 

Price to Book Value (PBV) = Stock Price per Share / Book Value Per Share 

2. Capital Structure 

Capital structure refers to the amount of debt and / or equity used by a company to fund its operations and finance 

its assets. This structure is usually expressed as the ratio of debt to capital or debt to capital, with the formula: 

DER = Total Debt / Total Capital x 100% 

3. Profitability 

The profitability ratio that is often used is return on equity (ROE), which is a measure of a company's ability to 

generate profits with its own total capital used. This ratio shows the efficiency of investment seen in the 

effectiveness of their own capital management, which is written in the formula: 

ROE = Net Profit / Total Equity 

Research Results 

Classical Assumption Test 

Normality test 

 

 

 

 

 

 

 

 

 

 

 

Figure 1. 
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Figure 2. 

From the histogram and p plot above, it can be seen that the research data are normally distributed. 

 

Multicollinearity Test 

 

 

 

 

 

 

 

 

 

Figure 3. 

The results of the multicollinearity test show the VIF values of the three independent variables both <10. This 

means that there is no multicollinearity problem in the regression equation to be tested. 

 

Heteroscedasticity Test 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 4. 
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Autokoleration Test 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 5. 

 

 

Statistical Test Results 

 

Descriptive statistics 

 

 

 

 

 

 

 

 

 Figure 6. 

Multiple Regression Results 

 

 

 

 

 

 

 

 

 

 

 

Figure 7. 

 

 

 

 

 

 

 

 

 

 

Figure 8. 
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Figure 9. 

 

 

 

 

 

 

 

 

 

 

 

Figure 10. 

Discussion 

Adjusted R Square 

From the table of statistical test results, Adjusted R Square shows the value of 0.094. Adjusted R Square value of 

0.094 means that the independent variables can explain the dependent variable by 9.4%, while the remaining 90.6% 

is explained by other variables. The table also shows the results of the F test which showed a significance value of 

0.002. Value 0.002 <0.05, which means that the linear regression model can be used to predict the effect of 

independent variables namely profitability and capital structure on the dependent variable of firm value, at the 

level of significance 0.05. 

Hypothesis Test Results 

Hypothesis test results indicate the value of the sign. t profitability variable is 0.018. Value of 0.018 <0.05, which 

means that the profitability variable influences the company's value variable. While the sign coefficient. t of the 

capital structure variable, showing a value of 0.009, where this value <0.05, in other words the capital structure 

variable influences the firm's value. The results of this hypothesis test apparently do not support the Modigliani 

and Miller (1958) hypothesis, which still maintains the assumption of market efficiency and symmetrical 

information and states that capital structure will not affect the value of the company while the Trade Off Theory 

states that management will determine the optimal debt and equity ratio for maximize the performance / value of 

the company. 

Conclusions and Suggestions 

From the results of statistical tests and hypothesis tests, it can be seen that the profitability and capital structure 

variables are only able to explain 9.4% of the company's value variables. In addition, hypothesis testing does not 

support the Modigliani and Miller (1958) hypotheses, which maintain market efficiency and symmetrical 

assumptions of information and state that capital structure will not affect firm value 
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Based on the conclusions above, it is recommended for future research, in order to expand the population, increase 

the number of samples, and increase the span of the observation period. 
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