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ARTICLE INFO ABSTRACT

The aim of this study is to detect the effect of leverage, sales growth, and cash flow on
financial distress with corporate governance as moderating variable. This research used
all of basic and chemical sector manufacturing companies listed on the Indonesian
Stock Exchange (IDX 2013-2017 period, there were 69 companies. Sampling used with
purposive sampling technique and selected 31 companies with 152 analysis units. The
data was analysed by descriptive statistical analysis and logistic regression for inferential
statistical. The Results show that leverage has significant positive effect to financial dis-
tress. Sales growth has no significant effect to financial distress. Cash flow has a signifi-
cant negative effect to financial distress. Corporate governance measured by managerial
ownership is be able to weaken the positive effect of leverage and strengthen the nega-
tive effect of sales growth to financial distress, but not be able to strengthen the negative
effect of cash flow to financial distress. The conclusions in this research are just leverage
and cash flow have significantly effect to financial distress, as well as corporate govern-
ance only able to moderate the effect of leverage and sales growth to financial distress.
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INTRODUCTION (2002) said financial distress is a state before bankrup-
tcy or when corporate financial condition is decreasing
which is marked by the inability of the company to pay
off its obligations to creditors. An early warning sig-
nal that a company will experience bankruptcy can be
through prediction of financial distress, so the company
can immediately improve its condition to a stable state.
According to the Central Bureau of Statistics
in one of the sub-sectors of manufacturing companies
namely chemical and chemical goods companies expe-
rienced a financial stress which was marked by a dec-
rease in production of 3.57% in 2013, it decreased by
around 8.93% in 2015 and in 2017 down by 12.02%. In
the context of companies, financial distress occurs at a
pulp & paper sub-sector, namely PT Dwi Aneka Jaya
Kemasindo Tbk (DAJK) in 2016. This was marked by
a decrease in sales of up to 78.62% and total debt of
Rp870.17 billion in 2016 (Astria, 2017). If this continues
continuously and is left without any action to improve,
then the company will have financial difficulties for its
operational activities which will then go bankrupt.
Increased debt, decreased sales and profits indi-
cate that financial distress is being experienced by the

Global economic conditions which are weake-
ning cause economic growth in Indonesia to decline.
This can affect corporate activities and performance
which can cause the company to be unable to maintain
its business amid increasingly fierce business competiti-
on. During 2013 to 2017, at least 19 companies were for-
ced to leave the Indonesia Stock Exchange (IDX). Most

of the company'’s delisting is due to bankruptcy.
Examples of companies that are delisted due

to bankruptcy are PT Surya Agung Industri Pulp and
Kertas Tbk (SAIP) & PT Asia Paper Mills. PT Surya
Agung Industri Pulp and Kertas Tbk suffered a loss of
Rp162,819,642,564 in 2012 and had a debt of US §
415,035, thus declared bankrupt and delisted from IDX.
In the same case, the Jakarta Commercial Court decla-
red the bankruptcy of PT Asia Paper Mills on August 7,
2017 due to its inability to pay its debts which reached
Rp568 billion (Sari, 2017).

If we look closely, before going bankrupt a com-
pany will experience financial distress. Platt & Platt
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company. Based on these conditions, the company is re-
quired to manage the company by practicing a good ma-
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nagement to improve company performance. The better
the company management creates better performance
that is able to increase firm value. That way the proba-
bility of a company suffering from financial difficulties
will be even smaller.

Financial distress can be influenced by various
factors such as leverage, cash flow, sales growth, and
managerial ownership have been widely studied by pre-
vious researchers. However, the previous research still
shows inconsistency results. For example: Research con-
ducted by Jaafar et al. (2018), Alifiah (2014), and Siman-
juntak et al. (2017) show evidence that leverage is able
to have a significant positive effect on financial distress.
But different from the results of the research by Finish-
tya (2019) as well as Restianti & Agustina (2018) which
find result if leverage is not able to influence financial
distress. Research by Nyamboga et a/.(2014), Widhiari
& Merkusiwati (2015), as well as Yudiawati & Indriani
(2016) prove that sales growth can negatively affect fi-
nancial distress. As with research by Jaafar ez al. (2018)
prove sales growth is not able to affect financial distress.
Research conducted by Sayari & Mugan (2013) as well
as Fawzi et al.(2015) show evidence of cash flow is able
to influence financial distress negatively and significant-
ly. However, it is contrary to research conducted by Sa-
leh (2018) proves if financial distress is not able to be
influenced by cash flow.

The purpose of this study is to provide empirical
evidence of the effect of leverage, sales growth, and cash
flow on financial distress with corporate governance me-
asured by managerial ownership. Managerial ownership
is a system of corporate governance that can control
agency problems in a company as a moderating variable
in the manufacturing companies with basic and chemi-
cals sub-sectors listed on the Indonesia Stock Exchange
in 2013-2017. Thus, the originality of this study is to add
corporate governance variable as moderating variable
with the aim of being able to give effect of strengthe-
ning and weakening. The selection of this moderating
variable is based on the results of the previous studies
concerning corporate governance on financial distress
showing the consistency of results, including research
conducted by Salloum ez al. (2012), Md-rus et al. (2013),
and Udin et al (2017) which find out that corporate go-
vernance is able to have a negative effect on financial
distress. Furthermore, with the existence of corporate
governance, it is expected that company management is
able to increase corporate performance so that financial
distress can be avoided by the company.

The basic theories used in this study include sig-
naling theory, agency theory, and pecking order theo-
ry. Signaling theory is the theory underlying voluntary
disclosure that management always wants to show good
news to potential investors (Muflihah, 2017). Agency
theory is a theory that discusses contractual ties between
company owners and management, where company
owner as principal and agent or management as com-
pany manager (Jensen & Meckling, 1976). Meanwhile,
pecking order theory explains that companies prefer in-
ternal funding compared to external funding (Cotei et
al., 2014).

Leverage shows the extent to which corporate
operational activities are financed by debt. Based on
pecking order theory, the higher the leverage ratio, the
greater the risk of the company not being able to pay off
its obligations. This indicates corporate financial perfor-
mance is bad or financial distress that can make firm
value go down.

Research results by Simanjuntak er al. (2017),
Jiming & Weiwei (2011) and Jaafar et al. (2018) show
evidence that leverage variable has a significant positive
effect on financial distress. This means the higher the
leverage, the greater the company’s probability of being
in a financial distress situation.

H: Leverage has a positive effect on financial dis-
tress.

Sales growth is the ratio that shows an increase
/ decrease in sales in a particular year at a company.
In accordance with signaling theory, the steps taken by
management will be used as a guide for capital owners
to assess the company’s opportunities in the future. High
sales growth experienced by the company illustrates that
the company has good performance and opportunities
in the future. This will convey a positive signal for the
owners of capital to invest their funds in the company.
Conversely, if low/negative sales growth is experien-
ced by the company, the company’s performance is not
good, so it will send a negative signal to investors.

Research by Nyamboga et a/.(2014), Yudiawati
& Indriani (2016) as well as Widhiari & Merkusiwati
(2015) find sales growth is able to affect financial distress
negatively significantly. This means the increased level
of sales growth, increasing the profits obtained which
can be used for company needs such as reducing lending
funds to creditors to finance company activities. In ot-
her words, high income and profit indicate the company
is not in a bad economic situation so that the financial
distress condition can be avoided by the company.

H,: Sales growth has a negative effect on financial

distress

Cash flow is one of the indicators of a company’s
financial performance, especially operating cash flow.
Cash flow of operating activity shows the large amount
of cash obtained and used by the company from its ope-
rations. According to signaling theory, the company
provides cash from high operating activities. This means
the company has the ability internally from operating
activity cash to pay off obligations without having to
make loans from other parties and this is categorized as
a positive signal. Conversely, if the company gets cash
flow from low operating activities, the company has not
been able to meet the internal needs of operating cash,
and this is categorized as a negative signal.

Research of Julius (2017), Fawzi et al.(2015) and
Yelkenci (2017) found evidence of cash flow of opera-
ting activity can negatively and significantly affect finan-
cial distress. This means if the cash flow from operating
activities increases, the smaller the probability the com-
pany suffers from financial distress. Conversely, the less
operating cash flow, the greater the probability of finan-
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cial distress experienced by the company.

H,: Cash flow has a negative effect on financial
distress

Reducing the opportunity for companies experi-
ence financial distress may use managerial ownership.
In agency theory, agents have an important role for
corporate survival. Agent’s decision in funding is very
important, if management chooses more funding from
third parties, it will create more debt which can make
the company vulnerable to financial distress.

The existence of management share ownership in
a company will make management more tries to imp-
rove performance to be good so that the company can
pay off its debts. Managerial ownership will make ma-
nagement take funding decisions well, where company
management is more careful and selective in debt by
choosing funding from friendlier debt or debt with the
lowest interest rates. With a lower interest rate, the com-
pany will not face the risk of having difficulty paying its
debts. Thus, the state of financial distress can be avoided
by the companies.

H,: Corporate governance is able to weaken the
positive effect of leverage on financial distress.

Financial distress can be avoided if the compa-
ny is able to make performance improvements, one of
which is by providing managerial ownership. In agency
theory, the decision of corporate management is made
by agent, that is management. Management decides
strategies that can be used to increase sales. Thus, the
increase in sales will reduce the opportunity for compa-
nies to suffer financial distress.

The existence of corporate governance that is
estimated by managerial ownership, then management
will act as manager of the company and act as sharehol-
ders together so that the decisions taken by management
will be felt its benefit by the management. It is expected
that management can improve corporate performance
by implementing strategies to increase sales and reduce
corporate operating expenses. Thus, the company will
have high profits that reflect the company has good per-
formance and produce good financial information. With
good performance owned by the company, the probabi-
lity of the company suffering from financial distress will
be smaller.

H,: Corporate governance is able to strengthen the
negative effect of sales growth on financial dis-
tress.

Corporate agency conflict can be reduced by ma-
nagerial ownership. According to agency theory, ma-
nagerial share ownership can reduce the probability of
financial distress that can be experienced by the compa-
ny. Cash flow of small operating activities owned by the
company or even negative tends to be fast to experience
financial distress. However, with the presence of cor-
porate governance that is estimated by managerial ow-
nership, management is expected to be able to improve
corporate performance.

Managerial ownership plays an important role in

influencing cash flow on financial distress. Management
as a manager as well as a shareholder will improve the
cash management performance of the company’s ope-
rating activities better. Management will conduct the ef-
fectiveness and efficiency of cash flows from operating
activities where management conducts regular cash flow
of operating activity. Therefore, the company will not
have idle funds in cash and will get enough cash to meet
the needs of the company. A good management of ope-
rating cash flow will generate cash flow from operating
activities which is high so it can minimize the opportu-
nity for financial distress to occur in the company.

H,: Corporate governance is able to strengthen the
negative effect of cash flow on financial distress

RESEARCH METHODS

This research was included in quantitative rese-
arch with causality hypothesis study. Secondary data
were collected using documentation technique used as
data in this study. All basic and chemical sub sector-
manufacturing companies listed on the Indonesia Stock
Exchange in 2013-2017 were used in the study. The com-
panies were chosen as the object of research because the
basic and chemical sub-sector manufacturing industry
is a company producing basic materials used by other
companies. The economic condition of this company
sector needs to be considered so as not to cause overall
economic activity is hampered. Sampling technique
used purposive sampling technique.

Table 1. Total Sample

Beyond Included

Information T L.
Criteria Criteria

Basic and chemical industrial sec-
tor manufacturing companies list- 69
ed on the IDX
Companies that publish complete
financial statements for the period
2013-2017
Companies that have managerial
ownership
Total Sample 31
Total research data 2013-2017 (31

155
X 5 years)
Outlier data 3)
Number of Analysis Units 152
Source: Secondary data processed (2019)

©) 60

(29) 31

Financial distress was used as the dependent va-
riable. The independent variable consists of leverage,
sales growth, and cash flow. The last is corporate gover-
nance as a moderating variable.

The acquisition of research data derived from cor-
porate annual financial statements and with testing con-
ducted using descriptive statistical analysis method and
inferential statistical analysis using IBM SPSS Statistics
24. Inferential statistical analysis used logistic regression
and absolute difference test value analysis for modera-
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Table 2. Variable Definition and Measurement

Variables Operational Definition Measurement
Financial Distress Circumstances before bankruptcy or liquidation where Score 1 for ICR <1.00, score
(FD) financial conditions decline (Platt & Platt, 2002) 0 for ICR> 1.00,  where
(Yudiawati & Indriani, 2016)
Leverage (FLEV) A ratio that measures how much a company uses debt
for its business activities. (Ong ef al., 2017) (Daniel & Ionut, 2013)
Sales growth (PP) This ratio measures the increase in the level of sales in
a period. (Widhiari & Merkusiwati, 2015) (Jaafar et al., 2018)
Cash Flow (AK) Changes in the amount of cash that occurs in a com-

Corporate Gover-
nance (CQG)

pany during a certain period (Julius, 2017) (Julius, 2017)
The process or system of management, direction, and
control in a company that is influenced by legislative, (Udin et al., 2017)

regulatory, legal, market mechanism, and the efforts of

all participants (Haq ez al., 2016)

Source: Various sources

ting variable with a level of o = 0.05. This study used a
regression model that can be formulated in the equation:

FD = + B FLEV + §,PP+ B AK+B CG + B |AbSFLEV_
CG| + B|AbsPP_CG]| +B,JADSAK_CG| + ¢ .urerro(1)

RESULTS AND DISCUSSIONS

Through descriptive statistical tests can be ob-
tained the minimum, maximum, and mean values of
each variable. Leverage gets a minimum value of 0.37,
a maximum of 2.767, and a mean of 0.60771. Sales
growth has a minimum value of -0.954, a maximum of
1.990 and a mean of 0.03374. Cash flow variable gets a
minimum value of -0.291, a maximum value of 0.799
and a mean of 0.04212. As well as a minimum value
of 0.000, a maximum value of 0.840 and a mean of
0.08558 owned by corporate governance.

The regression model of the study does not
show any indication of multicollinearity because bet-
ween independent variable there is no that has a cor-
relation coefficient above 0.90. In addition, the result
of statistical test on the feasibility of the model show
that the model is fit with data step 0 of 204.757, and
step 1 of 163.204 so that between step 0 and 1 decreased
by 41.553. The significance value of the probability of
0.095 also shows that the regression model is good and
can be used. Negelkerke R? shows that the dependent
variable can be explained by the independent variable at

Table 3. Hypothesis Test Results

32.3%. The regression model is able to estimate finan-
cial distress of 74.3% occurring in the samples based on
the classification table. After going through a descriptive
statistical test and a model feasibility test, a hypothesis
test of independent variable is performed on the depen-
dent variable.

The Effect of Leverage on Financial Distress

Leverage is able to have a positive significant ef-
fect on financial distress. The result of this study is in
line with pecking order theory which states that a decli-
ne in the value of a company is due to high leverage
which results in a greater risk company suffering finan-
cial difficulties. Assets smaller than the debt owned by
the company shows that most of the company’s activi-
ties are financed by debt. High funding through debt that
is not accompanied by an increase in income will make
the company having trouble in paying debt and interest.
Thus, the higher the leverage, the greater the risk of the
company'’s inability to pay off debt so that the company
will get closer to difficult financial conditions.

This research is in line with research conducted
by Keener (2013), Jaafar et a/.(2018) and Simanjuntak ez
al.(2017) where they stated that leverage is able to affect
financial distress positively. This means that the higher
the leverage ratio of a company, the greater the proba-
bility that a company will experience financial distress.
Conversely, the smaller the leverage ratio, the smaller

No. Hypothesis B Sig. Results
1 H,: Leverage has a positive effect on financial distress 1.718 0.000 Accepted
2 H,: Sales growth has a negative effect on financial distress -0.323 0.176 Rejected
3 H,: Cash flow has a negative effect on financial distress -0.604 0.025 Accepted
4 H,: Corporate governance is able to weaken the positive effect of leverage on 1.237 0.027 Accepted
financial distress

5 H,: Corporate governance is able to strengthen the negative effect of sales -0.605 0.050 Accepted
growth on financial distress

6 H,: Corporate governance is able to strengthen the negative effect of cash flow 0.383 0.187 Rejected

on financial distress

Source: Secondary data processed by SPSS 24 (2019)
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the probability of a company suffering financial distress.

The Effect of Sales Growth on Financial Distress

Sales growth is not able to affect financial distress.
The result of this study is not in accordance with signa-
ling theory, management steps for companies can provi-
de guidelines for investors to see the opportunities of the
company in the future. The companies with increased
sales will convey a positive signal to potential investors
that they have good performance and opportunities in
the future. Therefore, it can be taken into consideration
by investors to decide to invest funds in the companies.

There are two reasons behind the sales growth
that cannot affect financial distress. First, a company
can have high sales growth but it can also be followed
by high growth in cost of goods sold so that producing
low profits. Therefore, sales growth has not been able to
prevent the companies from the condition of financial
difficulties.

Secondly, company management may do ear-
nings management. With certain methods, management
can do earnings management to enhance financial sta-
tements. This makes the sales and profits listed in the
company’s financial statements do not always describe
the real situation of the company. Management just
wants to show that the company has a good performan-
ce that can be used to attract potential investors to invest
in the company. Thus, the rise or fall in sales levels can-
not be a reference for companies suffering from financial
distress. Both of these reasons cause sales growth is not
able to affect financial distress. The result of the study
is in line with the findings by Julius (2017) and Jaafar
et al.(2018) who proved the ratio of sales growth cannot
affect financial distress.

Effect of Cash Flow on Financial Distress

Financial distress can be negatively affected by
cash flow. The operating cash flow ratio is used to me-
asure cash flow. This ratio shows the cash flow manage-
ment carried out by the company in operating activities.
According to signal theory states that high income of
operating activity cash flow illustrates that the company
is able to get cash to meet internally to meet the needs
without making loans from outside, it is categorized as a
positive signal. Conversely, if the operating activity cash
flow of the company is low, it means that the company
cannot manifest adequate cash and has poor performan-
ce, this will convey a negative signal to investors and
creditors.

This finding is in accordance with research con-
ducted by Sayari & Mugan (2013), Fawzi e al.(2015),
and Julius (2017) which prove the cash flow of opera-
ting activities negatively significantly affects financial
distress. The higher the operating cash flow, the proba-
bility of the company suffering from financial distress
is getting smaller. On the contrary, the lower the cash
flow ratio of operating activities generated, the greater
the probability that the company will suffer financial
distress. The operating activity cash flow obtained by

the company which is higher, indicating that the compa-
ny has a good performance that is able to manage cash
to meet the company’s internal needs so that the smal-
ler the probability of the company suffering financial
distress.

The Effect of Leverage on Financial Distress with
Corporate Governance as Moderator

The positive effect of leverage on financial
distress can be weakened by corporate governance. Cor-
porate governance is a process or system used in the
management, direction and control of companies that
are influenced by legislative, regulatory, legal, market
mechanisms, and efforts of all participants (Haq et al.,
2016). The corporate governance of this study is estima-
ted by managerial shareholding.

Based on agency theory, it has been stated earlier
that agents play an important role in the survival of the
company and have the authority to make corporate de-
cisions (Mafiroh & Triyono, 2016). When shares owned
by managerial companies are high, management will
endeavour to create efficient performance in the com-
pany and can dominate the funding decision-making in
the company.

The amount of share ownership by management
will make management make funding decisions wi-
sely. Management is more selective in conducting debt
by choosing funding from debt with lower interest ra-
tes. With a small interest rate, it reduces the risk of the
company’s inability to pay its debts. The company’s abi-
lity to pay debts will reduce the probability of financial
distress to occur in the company.

The Effect of Sales Growth on Financial Distress
with Corporate Governance as Moderator

The negative effect of sales growth on financial
distress can be strengthened by corporate governance. In
this study, corporate governance is measured by mana-
gerial ownership. Managerial shareholding is expected
to improve corporate performance with sales that inc-
rease each year so as to achieve high profits. With sales
and high profits, financial distress can be avoided by the
companies.

The result of the research is in line with agency
theory, where agents have the authority to make corpo-
rate decisions. Management as an agent decides the stra-
tegy used by the company to increase sales levels. With
the presence of managerial ownership, management
will act and make decisions not only for the interests
of management but also for the interests of the compa-
ny, because the benefits derived from decision making
will also be felt by the management both beneficial or
detrimental. High managerial ownership will make the
management keeps trying to increase the firm value by
increasing sales each year and reducing the company’s
operating costs. If sales increase, the company is able to
meet its operational needs, then the occurrence of finan-
cial distress can be minimized.



20 Rizka Vidya Dwi Giarto & Fachrurrozie, The Effect of Leverage, Sales Growth, Cash Flow on Financial Distress with Corporate ...

The Effect of Cash Flow on Financial Distress with
Corporate Governance as a Moderator

Corporate governance is not able to strengthen the
negative relationship of cash flow to financial distress.
Managerial ownership is used as a measure of corpo-
rate governance in the research. This research contra-
dicts agency theory which states that agency conflict can
be reduced by managerial ownership so that financial
distress can be avoided by companies.

Management ownership makes the management
as manager and also shareholder must continue to imp-
rove company performance. Large managerial sharehol-
ding will make the management focus on improving the
company’s performance, through good corporate cash
management to meet the operational needs and meet the
obligations, so that the company will be avioded from
financial distress.

Managerial ownership in this study is still relati-
vely small, with an average of 0.08558 or 8.5 percent of
shares outstanding. Thus, it has not been able to moti-
vate the management to manage cash well to minimize
the probability of companies suffering from financial
distress. Some management will increasingly prioritize
their own benefits compared to the prosperity of the
company owner. The decision taken by the company’s
management must also consider the opinions of other
shareholders. With little managerial ownership, the ma-
nagement has not been able to have fully the control to
control the management of the company’s cash flow so
this cannot reduce the possibility of financial distress.

CONCLUSIONS

This study analyzes the effect of leverage, sa-
les growth, and cash flow on financial distress with cor-
porate governance as a moderating variable. The result
shows that the higher the leverage will increase the pro-
bability of the company suffering financial distress, whi-
le the higher the ratio of cash flows from the company’s
operations, the probability of the company to suffer
financial distress is increasingly reduced. In addition,
sales growth is not able to affect financial distress. In
addition, corporate governance can weaken the effect of
leverage and strengthen the effect of sales growth on fi-
nancial distress, but corporate governance has not been
able to give the effect of cash flow on financial distress.
In addition, sales growth is not able to affect financial
distress. In addition, corporate governance can weaken
the influence of leverage and strengthen the effect of sa-
les growth on financial distress, but corporate governan-
ce has not been able to provide the effect of cash flow on
financial distress.

The better the management of the company will
be able to minimize the company experiencing financial
distress. The greater managerial ownership in a compa-
ny will motivate management to improve company per-
formance further. This will lead the company to avoid
from financial difficulties. Therefore, the presence of
managerial ownership as a measure of corporate go-
vernance is able to affect leverage and sales growth on
financial distress.

This study is limited to examining manufacturing
companies in the basic and chemical sub-sectors. Thus,
the next research is suggested to use a different sector,
because financial distress can be suffered by all levels of
the company if the company’s performance gets worse.
Another reason is to use other corporate governance va-
riables for research moderation variables. This is due to
one of the corporate governance variables namely ma-
nagerial ownership in this study proven to have a strong
or weak influence of the independent variable on the
dependent variable, so it is assumed that other corporate
governance variables might have an effect on financial
distress.
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