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Analysis of return on equity, current ratio and debt to equity ratio
on Islamic stock price Jakarta [slamic Index

M. Masrizal, T. Widiastuti, I. Maward: & W. Wisudanto

Universitas Airlangga, Surabaya, Indonesia

ABSTRACT: Before deciding to invest in certain stocks, investors are faced with a desire to get maximum
return. One of the basic indicators for the assessment is financial performance. This study aimed to analyze of
return on equity, current ratio and debt to equity ratio on Islamic stock prices listed in Jakarta Islamic Index
(JII). The research used quantitative approach with regression analysis using panel data in EViews. As for
sampling, purposive sampling method produced sample of 8 companies listed as consistent issuers recorded
in JII from 2009 to 2017. The empirical results showed that independent variables of return on equity, current
ratio and debt equity ratio simultaneously had a significant influence on stock prices. Partially, ROE and DER
were the only variables that had a significant effect on stock prices, while current ratio had no significant

influence on stock prices. The results of this study served as a basis for decision making for investors.

I INTRODUCTION

The stock market is an important channel for the cor-
porate sector to raise capital needed for invest-ment
and business activities (Shin & Thaker 2017). Stock
markets perform a key function in providing the
necessary critical links between companies that need
funds to start new businesses or to expand their cur-
rent operations and investors who have surplus funds
to invest in such companies (Avdalovic & Milenko-
vic 2017).

The stock price index is an indicator showing the
movement of stock prices. Stock index serves as an
indicator of market trends. In other word, the move-
ment of the index describes market conditions ata
time, whether the market is active on trading or vice
versa, One of the most attractive sectors Lo in- vest in
Indonesia’s capital market is the shares that belong to
the Jakarta Islamic index (JII) group. This can be seen
fromthe capitalization of Jakarta IslamicIndex , which
has an increasing trend for the last 6 years.

The companies listed in the JII conduct their busi-
ness activities in compliance with Islamic principles.
The Jakarta Islamic Index is an index of 30 stocks of
companies that put in their investments in Islamic
way.JII is a sharia-based index (Hadi 2015).

A study conducted by Wardhana et al. (2011) dis-
covered that although the sharia capital market is
affected by changes in market prices during financial
crises in the United States, impacts are more severe in
conventional capital markets. The sharia capital
market has proved to have a better ability to adapt to
external changes and disruptions. Thus, it can be
concluded that the sharia capital market has more
resistance to crises than conventional capital markets.

Before deciding to invest in certain stocks, invest-
ors have a desire to get maximum returns. In add-
ition, investors are exposed to the risks associated
with the investments. The most common way to
assess stock prices is through a fundamental analysis
of the company.

According to Darmadji and Fakhruddin (2012),
fundamental analysis is a way to conduct stock valu-
ation by studying or observing various indicators
related to macroeconomic and industry conditions of
acompany as well as various financial indicators and
understanding the company managerment.

To assess company performance and evaluate its
value, some commonly used indicators, including
profit margins and other financial data, are used.
A prospective investor assesses company perform-
ance gradually. One of the basic indicators for
assessment 18 net income/profit. The higher the net
profit, the higher the stock price in the market, which
leads to increased demand (Utari et al. 2014). Profit-
ability is the ability of management to earn a profit.
One of the profitability analyses is return on equity
ratio (ROE).

Liquidity is the ability of the company to meet all
of its obligations according to their maturity. Liquid-
ity is realized if the level of current assets is greater
than the current debt or liability. One of the liquidity
ratios is the current ratio (CR), defined as the ratio that
compares the current assets of the company with
short-term debt (Sutrisno 2017).

Leverage is the company’s ability to use debt to
finance investment. The ideal ratio of total debt to
asset is 40%. However, in good economic condi-
tions, leverage can be high, as the business 1s expected
to generate higher operating profit (Utari et al. 2014).
The level of corporate risk is reflectedinthe ratio of
debt to equity (DER). This shows the




ability owned by the company to pay off its
obligations.

Based on previous research and the phenomenon
described earlier, the authors conducted research to
analyze the influence of Return on Equity (ROE),
Current Ratio (CR) and Debt to Equity Ratio (DER)
on share prices in the Jakarta Islamic Index (JII)
between 2009 and 2016.

LI Return on equity

Return on Equity (ROE) is the indicator used toassess
the effectiveness of investments by capitalowners and
to consider whether to maintain that in- vestment in a
competitive system. A high rate of re- turn on capital
incites for investment and facilitates reinvestment of
profits as a source of future growth of the company,
to the detriment of its immediate distribution as
dividends. Return on equity expressesequity ability to
create added value, after remuner- ation of borrowed
capital, which will allow share- holders equity
compensation and self~financing of the company
(Vasiu 2016).

ROE is the ratio between profit after tax and equity.
This is a measurement of the income avail- able to the
owner of the company for the capital invested in the
company (Widayanti et al. 2009). Theratio gives a
clue of company’s ability to gener- ate profits with its
owned capital. This ratio shows the efliciency of
capital utilization. Higher ROE indicates better
company’s performance. The share- holders received
higher return and vice versa (Kasmir 2015).In other
words, higher ROE indicateshigher profits gained by
the shareholders. The investor will favor this
performance so that the stock price will rise (Takarini
& Hendrarini 2011). Studiesconducted by Shin and
Thaker (2017) and Al- Omoush and Al- Shubiri
(2013) stated that return on equity (ROE) provides a
significant positive relation-ship to stock prices,
supporting this statement.

1.2 Current ratio

The current ratio shows company liquidity as meas-
ured by comparing current assets to current debt
(Keown et al. 2011). A high current ratio (CR)
increase investors’ confidences to invest their capital
to the company. According to Sutrisno (2017), cur-
rent ratio is a financial ratio that compares current
assets owned by a company with short-term debt.
Current assets include cash, trade receivables, secur-
ities and inventories. While short-term debt includes
trade payables, notes payable, bank loans, payables
and other debts that must be paid immediately. Thus,
it can be said that a high current ratio indicates that
a company is able to fulfill its obligations or short-
term debt by using current assets. In addition, high
current ratio increases the confidence of shareholders
to the company for paying its obligations.

This statement is supported by research conduct-
ed by Kohansal et al. (2013) and Banchuenvijit

(2016), which states that current
a significant influence on stock prices.

ratio  has

1.3 Debtto equity ratio

Debt to Equity Ratio (DER) is one leverage ratio or
solvency. Solvency ratio is the ratio to determine the
company'’s ability to pay obligations if the company is
liquidated.

According to Kasmir (2015), debt to equity ratio
is a ratio that is used to assess debt with equity.
Investors want to invest in companies with a debt
equity ratio that does not exceed the debt limit and is
no more than the company’s capital. Debt ratio reflects
the level of a company’s risk, investors are notonly in
favor of profit, but also concerned with the levelof risk
exposed to the company. Investors should avoid
investing in companies with high debt- to- equity
ratios as they reflect a higher level of risk. This
statement is supported by research conductedby
Supamingsih (2017), Nordiana and Budiyanto (2017),
Rahmawati and Suryono (2017), and Vedd and
Yassinski (2015), which stated that the debt equity
ratio (DER) has a significant effect on stock prices.

2 METHOD

This study is a quantitative research and conducted by
collecting data in the form of price data obtained from
Bursa Efek Indonesia (Indonesia Stock Exchange)
and financial reports obtained from the official
company website. The sampling technique used for
the study was purposive sam- pling technigue, which
could be understood as sample determination
technique with certain con- sideration (Sugiyono
2015). The result of sampling produced eight
companies that were consistently recorded in the
Jakarta Islamic index: Astra Agro Lestari Tbk, Astra
Internasional Thk, IndocementTunggal Perkasa Thk,
Kalbe Farma Tbk, LondonSumatra Indonesia Tbk,
Semen Indonesia Tbk, Tel- ekomunikasi Indonesia
Thk and Unilever Indonesia Thk. Regression analysis
of panel data was used for the data analyses. Such data
could be obtainedby observing a series of cross
section observations over a given period (Ariefianto
2012). According to Manurung et al. (2010), a
regression model of panel data can be done using three
approaches: Common Effect or Pooled Least Square
(PLS) method, Fixed Effect Model (FEM) method
and Random Effect Model (REM) Method. The ana-
lysis was conducted using EViews 9 computer
software.

3 RESULT AND DISCUSSION

Table 1 shows the multiple regression results using
panel data.




Table 1. Panel data regression results.

Variable Coefficient Std. Error t-Statistic Prob.

C -2917.137 2680010 -1.088480 02807
ROE 1884983 69.75906 2702134 0.0089
CR 2462611 7.578880 0.324931 0.7463
DER 117.6446 31.77425 3702514 0.0005
Cross-section fixed (dummy variables)

R-squared 0.878607 Mean dependent var 11,568.54
Adjusted

R-squared 0.858706 S.D. dependent var 1099332
S.E.of

regression 4132290 Akaike info criterion 1963081
Sum squared resid 1LO4E+0Y Schwarz critedon 1997864
Log

likelihood -695.7093 Hannan-Quinn criter. 1976928
F-statistic 4414987 Durbin-W atson stat 0.946759
Prob

(F-statistic) 0LO0O000

Based on the data in Table 2, the regression equa-
tion can be described as follows:

Y 142917:137 b 188:4983X1
b2:462611X2 b 117:6446X3

o1b

where Y = share price: C = constanta; X1 = return on
equity: X2 = current ratio; and X3 = debt to equity
ratio.

The result of this equation gives the value of
-2917.137 as a constanta value (a) indicating the
absence of return on equity, the current ratio and debt
to equity ratio, offer the value of stock price is
-2917.137. Moreover, the value of regression coeffi-
cient of return on equity equals to 188 4983 explains,
every one-unit increase for return on equity will rise
the stock price to 1 88 4983, Furthermore, the value of
2.46261 is a regression coefficient that explains every
one-unit increase for current ratio will be a rise in
stock price to 246261, Additionally, 117.6446 isa
regression coeflicient that explains every one-unit
increase for debt to equity will result the increase of
value of stock price to 117.6446.

3.0 Discussion

Based on data processing that has been done showed,
return on equity have significantly affected stock
price. Profitability ratio measures the ability of a
company to earn profits for its shareholders. Higher
ROE indicates higher profits gained by the share-
holders. The investor will favor this perform- ance so
that the stock price will rise (Takarini & Hendrarini
2011). The results are in line with studiesconducted
by Shin and Thaker (2017) and Al-

Omoush & Al-Shubiri (2013) which stated that ROE
provides a significant positive relationship to stock
prices. However, the findings also show that current
ratio has no significant effect on stock price. This
contradicts the research findings from Kohansalet
al. (2013) and Banchuenvijit (2016), which state that
current ratio has a significant effect on stock prices.

Furthermore, the results showed that debt to equity
ratio has significant effect on stock price. Thiscan be
interpreted in this way: the use of company’s debt will
increase the company’s revenue. The com- pany uses
its leverage to finance its operating costs, with the aim
that the profits earned by the company will be greater
than the cost of assets and sources of funds, thereby
increasing the profitability of share- holders. These
findings are in line with results of studies conducted
by Suparningsih (2017), Vedd andYassinski (2015),
and Avdalovic and Milenkovic (2017), which state
the debt equity ratio (DER) has a significant effect on
stock prices.

The capital structure determines the earnings per
share and the results of company owned capital. In
rood business conditions, using high leverage will
accelerate the development of the company, for the
reason that in general the operating profit is greater
than the interest expense. Higher leverage contributes
higher return on equity in good economic conditions
(Utari et al. 2014). According to an OECD survey
(OECD 2015), Indonesia's economic conditions show
remarkable performance for a decade after the Asian
crisis. Such performance is impressively generated
from policy reforms implemented especially in terms
of building robust macroeconomics frameworks.

This is also supported by the credit rating agency
Standard & Poor’s (S&P) that raised Indonesia’s debt
rating to a viable investment. The improved rating




indicates Indonesia has the ability to be more resilientto
external shocks as geopolitics issues. A number of
macroeconomic policies issued are considered cap- able
of maintaining economic stability. The inflation rate is
under control, the rupiah exchange rate is rel- atively
stable and the govemment is considered suc- cessful
enough to maintain the supply of food.

4 CONCLUSION

The findings show that independent variables of return on
equity, current ratio and debt equity ratio simultaneously
have a significant influence on stock prices. Partially,
ROE and DER are the only vari- ables that have a
significant effect on stock prices, while current ratio has
no significant influence on stock prices. Our
recommendation is that investors should invest on shares
that have high ROE andDER due to their significant
effects on the return of index. Further research should
look for other funda- mental factors that play important
roles in determin- ing the stock price.
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