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The result of the financial performance research of an 
SOE (PT. PLN) that received subsidies from the govern-
ment showed that the liquidity and solvency were good, 
but had lower profitability compared to other companies 
(Assagaf, 2013). Since the last few years, government sub-
sidies in this company have increased and have debts that 
exceed the ability of internal liquidity (Assagaf, 2014a). 
Government subsidies harm financial health and reduce 
the independence of state enterprises in managing the 
company (Assagaf & Ali, 2017). The lack of independence 
could decrease the quality of good corporate governance 
(Sayidah & Handayani, 2016) and will continue to affect 
the company’s market capitalization (Assagaf, 2017a). 
Policymakers should control the operational and financial 
performance of SOEs to improve their financial health.

Financial distress in SOEs that have dependency on 
funding from the government causes the burden of the 
state budget (Assagaf, 2017b). SOEs should have the abil-
ity to operate independently. They should have a good 
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Abstract. The financial distress of state-owned enterprises (SOEs) has become the main focus of numerous researchers due 
to the ongoing financial burden on the state and their inability to secure independent funding. The purpose of this study is 
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unable to show its influence on financial distress. SOE’s management that receives government subsidies can increase the 
amount of profitable investment to increase marginal revenue, thereby reducing financial distress. Higher leverage can re-
duce the level of financial distress, indicating that management uses debt to finance projects that generate higher marginal 
revenue than marginal costs. This condition has an impact on increasing operating cash flow. The higher the operating cash 
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Introduction

The Minister of Finance of the Republic of Indonesia ex-
plained that a number of state-owned enterprises (BUMN) 
showed indications of poor financial performance. The 
average Altman Z-Score of SOEs in various industries is 
at level 0, while agricultural SOEs are negative 0.4 (Kur-
niawan, 2019). This phenomenon shows that the financial 
condition of State-Owned Enterprises (SOEs) is an essen-
tial area of research. Financial difficulties or financial dis-
tress faced by SOEs in meeting their operational needs is a 
problem that needs to be solved. Some SOEs are an ongo-
ing financial burden on the state and have failed to secure 
independent funding. Subsidies to SOEs in large numbers 
in the state budget can cause government programs for 
other sectors to be reduced. Government subsidy expen-
diture for 2015 – 2019 is still high, respectively 18.6 tril-
lion, 174.2 trillion, 166.4 trillion, 228.2 trillion, and 224.3 
trillion (APBN, 2019).
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financial condition as the scale of business is relatively 
large. The government supports them in terms of con-
trol of resources, entry, and dominance of a broad mar-
ket, higher chances of partnering between SOEs in other 
states. Government support for the legal aspects that can 
facilitate business processes, the business flow, and long 
experience running a business. Therefore, an exact mea-
surement of the financial distress of SOEs, which incor-
porates a variety of variables that influence it, is crucial.

The purpose of this study is to examine the effect of 
working capital, investment, leverage, cash flow operations 
variables on financial distress in state-owned companies in 
Indonesia for the non-financial sector.  The approach of 
financial distress used is the marginal balanced approach 
with the formula marginal revenue reduced by marginal 
cost. The adoption of the marginal approach in this study 
is part of the expansion of economic theory in the field 
of finance. The marginal approach has been used in eco-
nomic analysis, cost of service, marginal cost pricing, 
maximization profit, loss minimization, minimization of 
cost and revenue maximization, which results in optimum 
conditions (Assagaf et al., 2019).

The benefits of research for stakeholders is to give 
feedback to the company management in the formulation 
of corporate policy, especially about the factors that affect 
SOEs’ financial distress. Also, it provides information to 
investors and creditors of the financial distress faced by 
SOEs, so that it can influence decisions concerning sav-
ings and investment. For practitioners, this research can 
enrich them with information that can be used in analyz-
ing the financial distress of SOEs to recommend a solu-
tion that can help SOEs anticipate financial difficulties. 
The novelty of this study is the use of marginal scores to 
measure financial distress as adopted from Assagaf et al. 
(2019). Previous studies that examined financial distress, 
no one has used this marginal score. Previous research-
ers measured financial distress with the Altman Z-score 
(Garškaitė, 2008; Mackevičius & Silvanavičiūtė, 2006), 
Springate model (Mackevičius & Silvanavičiūtė, 2006; 
Cinantya & Merkusiwati, 2015) and Taffler & Tisshaw 
model (Mackevičius & Silvanavičiūtė, 2006)  

1. Literature review

1.1. Agency theory and financial distress

Agency theory is a contractual model between two or more 
people. The party is called the agent, and the other party 
is called the principal. The principal delegates responsibil-
ity for decision making to the agent. The principal gives 
a mandate to the agent to carry out specific tasks in ac-
cordance with the agreed employment contract (Jensen & 
Meckling, 1976).  The underlying assumption in agency 
theory is that each party seeks to obtain the highest utility 
(Jensen & Smith, 2000). The result of research shows that 
agency costs affect the company’s financial performance. 
Companies that have better financial performance will in-
creasingly avoid financial distress (Savitri, 2018). 

We use agency theory as a basis for analyzing SOE’s 
management efforts to improve financial capability and 
avoid financial distress. We analyze financial distress by 
using factors that affect financial distress, namely work-
ing capital, investment, leverage, and cash flow operations. 
Firm size is used as a control variable. 

1.2. Financial distress and subsidies

Financial distress is a condition where a company fails to 
meet its obligations (Altman et al., 2019). There are three 
approaches to identify financial distress. First, the event-
oriented approach that defines financial distress with the 
company’s inability to pay off current obligations by cur-
rent monetary assets. Second, process-oriented approach 
that describes financial distress with financial conditions 
between solvency and bankruptcy. Third approach, tech-
nical definitions that identify financial distress by relating 
it to specific financial ratios (Gottardo & Moisello, 2019). 
In Indonesia the financial distress faced by SOEs is one of 
the problems faced by government. SOEs that have been 
operating for a while and are relatively large should be able 
to improve the efficiency of their operational management 
and be financially independent. However, despite their fa-
voured conditions, SOEs are still experiencing a deficit or 
an imbalance between needs and financial capabilities. 
One of the ways to overcome financial distress is to carry 
out a balance sheet restructuring in terms of both assets 
or liabilities and equity. This restructuring is called asset 
restructuring and/or financial restructuring (Altman et al., 
2019). Subsidies from government to SOEs is one of asset 
restructuring. The deficit conditions cause some SOEs to 
still depend on subsidies and additional government capi-
tal participation. These issues need to be resolved.

Subsidies have positive and negative effects. The posi-
tive effects of subsidies linked to the goods and services 
that have positive externalities to increase output and re-
sources allocated to goods and services such as education 
and high technology. A negative effect of subsidies is an 
inefficient resource allocation (Patriadi, 2005). Increased 
government subsidies and loans that exceed the capabili-
ties of internal liquidity could disrupt the financial health 
of the state (Assagaf, 2013). Higher levels of debt can affect 
the quality of the management of a company.

The government must optimize SOEs’ management 
needs with a series of integrated policies supported by 
through the relevant ministries to improve the company’s 
performance (Assagaf, 2014b). The four pillars are: (a) 
management of fuel from upstream to downstream inde-
pendently with economies of scale, (b) restructuring of a 
contract to purchase electricity from private power, espe-
cially in rescuing opportunity income or cost savings for 
PLN, (c) restructuring of tariffs on through tariff-based 
mechanisms, and (d) optimising the management of sub-
sidiary companies through the restructuring of manage-
ment.

Government subsidies have an impact on financial 
health. Research has shown that government subsidies 
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harm financial health and reduce the independence of 
state enterprises in managing the company (Assagaf, 
2017a). The lack of independence could lower the quality 
of good corporate governance and will continue to affect 
the market capitalization of the company. The capitaliza-
tion market is one tool to measure the performance of 
the company. Policymakers should control the operational 
and financial performance of SOEs to improve their finan-
cial health and is performance.

1.3. Marginal approach and measurement of 
financial distress

Measurement of financial distress is based on the research 
(Assagaf et al., 2019), who first used a marginal approach 
to distinguish companies that experienced financial dis-
tress at various levels ranging from the level of experienc-
ing financial distress to not experiencing financial distress. 
The previous researcher has used the marginal approach 
(MR = MC) in product optimization and profit maximi-
zation of dairy farms (Indrayani, 2015). There are sev-
eral advantages of marginal cost pricing (Yustiana et al., 
2015). This mechanism is considered the most efficient 
in avoiding underpricing (ratings below the price). This 
view proved that the balance of revenue and marginal 
costs generates maximum profit or minimum loss.

The marginal approach is also used to obtain the maxi-
mum benefit on balance transfer pricing through MR = 
MC. Coase  describes the balance of demand curve, MR, 
and MC and argues that the price and the quantity of the 
demand curve that is formed at the intersection of the 
curve MR = MC generate maximum profits (Coase, 1972). 
Competitive firms equate marginal cost at market prices 
its products to achieve maximum benefit. It happens be-
cause of the equality of marginal cost with the price of the 
best conditions of efficiency in resource allocation (Hall, 
1986). 

1.4. Working capital and financial distress 
(Hypothesis – H1)

Each company has working capital levels different. A 
working capital limited company must be able to prior-
itize the use of current assets to meet current liabilities 
repayment (Deangelo et al., 2002). The higher a com-
pany’s working capital showed a high investment in ex-
isting assets, and interest financing for short-term debt 
is low. There are two views on the investment in working 
capital. On the one hand, a high level of working capi-
tal allows the company to increase sales and get greater 
discounts for advance payment of the purchase so that 
it can increase the value of the company. On the other 
hand, A high level of working capital requires high costs, 
thereby increasing the probability of bankruptcy  (Ba-
ños-Caballero et al., 2014). The findings showed that the 
company has a highly liquid asset structure, has the op-
portunity to improve the performance of its operations 
(Deangelo et al., 2002).

Companies that manage their working capital properly 
will be able to increase profitability and gradually achieve 
sustainable growth. But if the company operates above 
sustainable growth will encourage financial distress be-
cause of large debts  (Nastiti et al., 2019).

High levels of borrowing incur higher interest rates 
(Baños-Caballero et al., 2014). If a company has a low 
level of working capital, the managers tend to increase in-
vestment in working capital through increased sales and 
additional discounts for advance payment of suppliers. 
Managers who improve the level of working capital will 
be able to increase the flexibility of short-term finance and 
have a greater opportunity to increase the company’s in-
vestment. The results showed that companies that achieve 
the optimal level of working capital by raising and lower-
ing prices have been able to improve stock performance 
and operations  (Aktas et al., 2015).  The results of re-
search in Indonesian manufacturing companies show that 
working capital has a significant effect on financial distress 
(Ardiyanto, 2011).

Financial managers should have a strategy to deter-
mine the optimal level of working because a high level 
of working capital can have a negative impact on value 
creation due to increased interest and the probability of 
bankruptcy (Baños-Caballero et al., 2014). Mismanage-
ment of working capital can be a barrier for companies to 
invest in projects that have a high return rate. This mis-
management has a negative impact on the value of the 
company triggering bankruptcy (Delavar et al., 2015).

H1: Working capital (X1WC) has a significant effect on 
the financial distress of SOEs that receive government fund-
ing.

1.5. Investment growth and financial distress 
(Hypothesis – H2)

A company can secure financing internally and exter-
nally. The availability of internal funds affects the invest-
ment decisions of a company because the cost of capital 
is lower than external funding (Ogawa, 2003). Neverthe-
less, companies need to have the financial flexibility to be 
able to take investment opportunities to improve their 
performance (Aktas et al., 2015). The company can access 
funds from third parties for investment if the funds are 
not available or are insufficient. The need for investment 
funds will affect the financial condition due to the obli-
gation to repay the money and interest on the loan. The 
financial difficulties affect different investments according 
to the investment opportunities available to the company  
(López-Gutiérrez & Sanfilippo-Azofra, 2014).

The researchers examined the impact of financial flex-
ibility and the performance of East Asian firms during the 
1994–2009 period (Florackis & Ozkan, 2012). The results 
show that financial flexibility becomes an important fac-
tor in influencing investment and performance, especially 
during the 1997–1998 Asian financial crisis. In the years 
before the crisis, financially flexible companies were bet-
ter able to capitalize on investment opportunities and 
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performed better than less flexible companies. On the 
contrary, companies experiencing financial distress will 
pay a higher risk premium in obtaining external resources.

A research showed that companies that have high vola-
tility in its operations and hold large amounts of cash have 
a sensitivity of investment to cash flow and experience fi-
nancial limitations (Bassetto & Kalatzis, 2011). Cash flow 
can be a proxy for the profitability of the company in the 
future, and high investment growth may affect the com-
pany’s performance. Companies that increase the amount 
of investment in projects with high rates of return will 
have better financial performance and avoid financial 
difficulties (López-Gutiérrez & Sanfilippo-Azofra, 2014). 
Investment growth can be used to analyze a company’s 
financial condition. 

H2: Growth investment (X2ΔINV) significantly affects 
the financial distress (YFD) in the SOEs that receive govern-
ment funding.

1.6. Leverage and financial distress (Hypothesis – H3)

Based on agency theory, the financial structure influences 
the behavior of the owner-managers to boost the com-
pany’s value ( Jensen & Meckling, 1976). Owner-managers 
tend to maximize the value of the company as part of the 
financing of the company comes from the owner’s capi-
tal. No big enterprise’s financial structure consists of debt 
because there are no creditors who are willing to bear the 
entire cost of bankruptcy if the company experiences fi-
nancial distress. The combination of internal and external 
financial structures can be measured through the leverage 
ratio. 

Research showed that leverage has a positive and 
significant influence in predicting financial distress 
in various industry companies listed on the Indonesia 
Stock Exchange (Andre, 2013). Other research found a 
positive effect of leverage variable and is not significant 
to financial distress with a p-value of 0.136. It indicates 
that leverage is not a leading cause of financial difficulty 
in manufacturing companies listed on the Indonesia 
Stock Exchange from 2009–2012 (Putri & Merkusiwati, 
2014). These results are consistent with the results Hap-
sari (2012), which found that current liabilities to total 
assets did not significantly affect financial distress. Wi-
dhiari and Merkusiwati (2015) also found that leverage 
did not affect manufacturing companies listed on the In-
donesian Stock Exchange from 2010–2013. Vithessonthi 
and Tongurai (2014) examined the influence of company 
size on leverage relationships and performance in pub-
lic companies in Thailand from 2007–2009. The results 
showed that in the full sample, leverage has a positive 
effect on performance. For large enterprises, leverage had 
a negative effect on performance. 

The research result showed that leverage has a nega-
tive influence on financial distress (Lee et al., 2011). 
Companies that have large debts will pay interest in high 
amounts. Interest payments weigh on the company’s fi-
nancial condition. Companies that have higher debt will 

have a more unhealthy financial condition (John, 1993). 
Debt ratios affect financial performance (Ferrouhi, 2014).

The efficiency-risk hypothesis and franchise-value 
hypothesis can explain the linkage between the compo-
sition of debt or leverage, and financial distress. Based on 
the efficiency-risk hypothesis, a more efficient company 
chooses a higher debt to equity ratio because the higher 
efficiency can reduce the cost of bankruptcy and finan-
cial difficulties. On the other hand, basedon the fran-
chise-value hypothesis, a more efficient company chooses 
a lower debt to equity ratio to avoid the possibility of 
liquidation (Margaritis & Psillaki, 2008).Companies can 
reduce the level of financial distress with Event risk cov-
enants. Event risk covenants, provide an opportunity for 
investors to resell bonds to companies, usually at par 
value, protecting investors from the decline in value of 
bonds due to the restructuring of corporate activities 
(Tewari, 2018)

Based on these descriptions, this research proposes the 
following hypothesis:

H3: Growth investment (X2LEV) significantly affects the 
financial distress (YFD) in SOEs that receive government 
funding.

1.7. Cash flow from operating and financial distress 
(Hypothesis – H4)

The operating cash flow retained strong ties with agency 
theory relating to the interests of shareholders as principal 
and the agent’s management responsibilities in a company. 
Management responsibilities, among others, overcome fi-
nancial difficulty, especially when there is an imbalance 
that causes cash outflow to be greater than cash inflow. A 
deficit in operating cash flow deficits leads to the need for 
additional sources of funds. Therefore, the management 
of operating cash flow is one of the important factors that 
must be adequately managed by management. For deter-
mining the role of these variables on the condition of cor-
porate financial difficulties, the impact of operating cash 
flow on a company’s financial condition was examined 
(Altman, 2000; Salehi et al. 2017).

Further, other researchers found that the variable of 
cash flow from operating had a positive effect and was 
not significantly related to financial distress with a p-val-
ue of 0.516. It indicates that operating cash flow is not 
a leading cause of financial distress in the automotive 
sector (Widarjo & Setiawan, 2009). In contrast, Namvar 
et al. (2013) found that cash flows help predict financial 
distress. It indicates that cash flow is a determining fac-
tor in predicting the occurrence of financial difficulties 
for the 80 sampled companies listed in the Tehran Stock 
Exchange during the period from 2005 to 2011.There are 
differences in the level of financial difficulty between com-
panies with different levels of cash flow (Kordestani et al., 
2011). Accordingly, this study hypothesises:

H4: Growth in cash flow from operating (X4ΔCFO) sig-
nificantly affects the financial distress of SOEs (YFINDIS) 
that receive government funding.
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1.8. Company size and financial distress 
(Hypothesis – H5)

One factor of financial distress is lack of funds and com-
pany size. Company size is a significant factor in analyz-
ing the company’s negative equity in the future. The per-
centage of large companies that have negative equity is 
greater than smaller companies shows that the possibility 
of financial failure is also greater. The failure of large com-
panies causes large losses in society because of the risk of 
funds and the number of stakeholders more than small 
companies (Urionabarrenetxea et al., 2016). Putri and 
Merkusiwati (2014) found that firm size (SIZE) –0.964 
had a significant negative effect on financial distresswith 
a p-value of 0.003. This research indicates that the size 
of the company (SIZE) is a key factor in the condition of 
the company’s financial difficulties in the manufacturing 
companies listed on the Indonesia Stock Exchange for the 
2009–2012 period. The larger the size of the company, the 
less likely the occurrence of financial distress, especially 
for companies with a larger scale.

The larger the scale of the business, the greater the op-
portunities to improve the efficiency of operations, and the 
more they are trusted by banks, which helps secure fund-
ing for investments and operations. More importantly, the 
company’s growing and large-scale enterprises are likely to 
obtain cheaper funding sources due to a larger customer 
base and higher sales. This condition suggests that a large 
company will have good financial performance. 

H5: The size of the company (X4Size) significantly af-
fects the financial distress of SOEs (YFD) that receive gov-
ernment funding.

2. Research method

2.1. Sample and data

In a study, the purpose of sample is to understand the na-
ture and characteristics of the population and make gen-
eralizations (Sekaran, 2006). The researcher can choose 
samples with certain criteria that are appropriate to the 
purpose or problem of the study (Indriantoro & Supomo, 
2002).The The purposive sampling can be used to obtain 
samples that match the purpose of the study (Etikan, 
2017). Some researchers have used a purposive method 
to select samples  (Sayidah et al., 2019; Sayidah & Assagaf, 
2019; Sayidah et al., 2019; Sayidah et al., 2020; Assagaf 
et al., 2017; Assagaf & Yunus, 2016; Assagaf, 2017b).

In this study, we use purposive sampling with crite-
rias: (i) SOE receive funding fromthe government and (ii) 
publish financial statements consisting of a balance sheet, 
income statement, and statement of cash flows from 2014–
2017. The sample selection for 2014–2017 is based on con-
sideration of availability of annually data in one business 
cycle. We use time series and cross sectional data. Based 
on these criteria, 18 SOE were selected with 54 units of 
analysis. Documentation was collected for each company 
from their website.

2.2. Definitions and measurement variables 
dependent variables

Financial Distress (YFD) indicates the level of the finan-
cial difficulties faced by the company. Measurements were 
made with a marginal approach using the formula Mar-
ginal Revenue reduced Marginal Cost. The Independent 
Variables are:

 – Working Capital (X1WC), which is the difference 
between current assets to current liabilities, which 
describes the networking capital of the company di-
vided by total assets.

 – Investment growth (X2ΔINV) shows the amount of 
growth in investment spending for a given period.

 – Leverage (X3LEV) is the ratio between total debts to 
total assets owned by the company.

 – Cash flow from operating growth (X4ΔCFO) de-
scribes the amount of cash flow from the operations 
of the company.

 – The size of the company (X5SIZE) is the value of 
property or assets owned by the company.

2.3. Model specification

Several researchers in Indonesia have examined the fac-
tors that influence financial distress with different models. 
Putri and Merkusiwati (2014) used model with corporate 
governance, liquidity, leverage and company size as in-
dependent variables. Other researchers use independent 
variables consisting of corporate governance, liquidity, 
leverage and profitability (Hanifah, 2013), liquidity, prof-
itability, leverage and sales growth (Widarjo & Seiawan, 
2009). In this study we use different model with working 
capital, leverage, investment, cash flow operation and firm 
size as independent variables. A regression model as fol-
lows:

YFD = b0 + b1X1WC + b2 X3LEV + b3X2INV +
b4 X4CFO + b5 X5SIZE + ε,

where: YFD = Financial distress, X1WC = working capital, 
X2INV = investment, X3LEV = leverage, X4CFO = cash 
flow from operating, X5SIZE = firm size, b0 = constant, 
b1... b5 coefficients of the independent variables, ε = error.

3. Result and discussion

3.1. Descriptive statistics

The data shows that the independent variable or financial 
distress (YFD) varies from the minimum numbers 0.000 
through 3.759 with a maximum number average value 
of 0.306 and a standard deviation of 0.698. It means that 
the variable is concentrated in minimum figures. Work-
ing capital (X1WC) starts –0.201 minimum number up 
to a maximum of 9.337, with an average of 0.809, and a 
standard deviation of 1.808. It means that the data dis-
tribution is concentrated close to the minimum. Invest-
ment (X2INV) ranges from a minimum number 0.022 
to a maximum of 7.551, with an average of 0.899, and a 
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standard deviation of 1.441. It means that the data distri-
bution is concentrated close to the minimum.

Leverage (X3LEV) ranges from a minimum number 
0.186 to a maximum of 2.298, with an average of 0.567, 
and a standard deviation of 0.322. It means that the data 
distribution is concentrated close to the minimum. Cash 
flow from operating (X4CFO) ranges from a minimum 
number to a maximum of 5.969 – 1.905, with an average 
of 1.054, and a standard deviation of 1.425. It means that 
the data distribution is concentrated close to the mini-
mum. The size of the company (X5SIZE) ranges from a 
minimum number of 1.996 to a maximum of 9.094, with 
an average of 5.209, and a standard deviation of 2.148. 
It means that the data distribution is concentrated at the 
midpoint between the minimum and maximum. Cash 
flow from operating (X4CFO) starts with the minimum 
number to a maximum of 5.969 – 1.905, with an average 
of 1.054, and a standard deviation of 1.425. It means that 
the data distribution is concentrated close to the mini-
mum.

The size of the company (X5SIZE) ranges from a mini-
mum of 1.996 to a maximum of 9.094, with an average of 
5.209, and a standard deviation of 2.148. It means that the 
data distribution is concentrated at the midpoint between 
the minimum and maximum. Cash flow from operating 
(X4CFO) ranges from a minimum number to a maximum 
of 5.969 – 1.905, with an average of 1.054, and a stand-
ard deviation of 1.425. It means that the data distribu-
tion is concentrated close to the minimum. The size of 
the company (X5SIZE) ranges from a minimum number 
1.996 to a maximum of 9.094, with an average of 5.209, 
and a standard deviation of 2.148. It means that the data 
distribution is concentrated at the midpoint between the 
minimum and maximum (Table 1).

Table 1. Descriptive Statistics (N = 44)  
(source: SPSS Output (2019))

Minimum Maximum Mean Std. deviation

YFD 0.000 3.759 0.306 0.698
X1WC –0.201 9.337 0.809 1.808
X2INV 0.022 7.551 0.899 1.441
X3LEV 0.186 2.298 0.567 0.322
X4CFO –1.905 5.969 1.054 1.425
X5SIZE 1.996 9.094 5.209 2.148

3.2. Testing of classical assumptions

The classical assumption tests linear regression. It showed 
that there was no multicollinearity with the result that 
each independent variable has a value of tolerance be-
tween 0824 up to 0884 or greater than 0.10. The number 
of VIF each independent variable has a value of between 
1.016 to 1.213 or less than 10. The Durbin Watson Test 
does not have autocorrelation with the result thatthe Dur-
bin Watson statistics table 2.757 compared with the value 
of Durbin Watson dL = 1.2769 and dU = 1.7777, which 

means that the regression analysis model does not occur 
autocorrelation. Heteroscedasticity testing showed that the 
independent variables did not have a significant effect on 
the residual alpha at 0.05 or 5%.

3.3. Correlation matrix

The correlation table (Table 2) shows a negative correla-
tion between financial distress variables with independ-
ent variables. It means that the increase of independent 
variables will reduce the rate of decline in the company’s 
financial distress.Regarding the magnitude, the variables 
are correlated at approximately 0.2 between firm size, 
leverage, and cash flow from operating. Other independ-
ent variables have a coefficient of correlation of 0.1. The 
correlation between independent variables with other in-
dependent variables is relatively small. It means that the 
regression analysis model used does not have multicollin-
earity as required under the assumption of linear regres-
sion. Correlation between independent variable occurs in 
a range between 0.004 up to 0.292.

Table 2. Result of correlation among variables (source: SPSS 
Output (2019))

YFD X1WC X2INV X3LEV X4CFO X5SIZE

YFD 1.000
X1WC –0.117 1.000
X2INV –0.140 0.026 1.000
X3LEV –0.195 0.004 –0.036 1.000
X4CFO –0.193 0.192 –0.034 –0.059 1.000
X5SIZE –0.213 –0.239 –0.292 –0.073 –0.199 1.000

3.4. Hypothesis testing

The regression equation generated in this study is:

YFD = 1.594 – 0.059X1WC – 0.132X2INV – 
0.541X3LEV – 0.131X4CFO – 0.130X4SIZE + ε.

Working capital (X1WC) has no effect on financial 
distress (YFD) with regression of coefficient –0.059 and 
p-value of 0.304 or greater than 0.10. Investment (X2INV) 
has a negative effect on financial distress (YFD) with a re-
gression coefficient of –0.132. It means that each increase 
in one unit of investment will reduce financial distress by 
0.132. Investment (X2INV) has a significant effect on fi-
nancial distress with a p-value of 0.076 or smaller than 
0.10.

Leverage (X3LEV) has a negative effect on financial 
distress (YFD) with a regression coefficient of –0.541. It 
means that each increase in one unit of leverage will re-
duce financial distress by 0.541. Leverage (X3LEV) has a 
significant effect on financial distress with a p-value 0.088 
or smaller than 0.10. Cash flow from operating (X4CFO) 
has a negative effect on financial distress (YFD) with a 
regression coefficient of –0.131. It means that each in-
crease in one unit of the CFO will reduce financial dis-
tress by 0.131. The cash flow from operating (X4CFO) has 
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a significant effect on financial distress with a p-value of 
0.077 or smaller than 0.10. Firm size (X5SIZE) has a nega-
tive effect on financial distress (YFD) with a regression co-
efficient of –0.130. It means that each increase of one unit 
of X5SIZE will reduce financial distress by 0.130. Firm size 
(X5SIZE) has a significant effect on financial distress with 
a p-value of 0.014 or smaller than 0.05.

Table 3. The result of hypotheses testing  
(source: SPSS Output (2019))

Predict. Coefficient p-value

(Constant) 1.594 0.000
X1WC – –0.059 0.304
X2INV – –0.132 0.076
X3LEV – –0.541 0.088
X4CFO – –0.131 0.077
X5SIZE – –0.130 0.014

The adjusted R2 coefficient of determination has a 
value of 0.141. It means that the regression model used 
in this study can explain the change in the dependent 
variable by 14.1% caused by changes in the independent 
variables. The remaining 85.9% is explained by other var-
iables that were not used in this study. The F test shows 
a significance level of 0.054 or 5.4%. It means that the 
overall independent variables used in this study simulta-
neously have a significant effect on financial distress. Ac-
cording to the statistical t-test, working capital (X1WC) 
has no significant effect with a significance level of 0.304 
or 30.4%.

4. Discussions

Based on data analysis, the correlation between independ-
ent variables with other independent variables is 0.004 up 
to 0.292. It means that the regression analysis model used 
does not have multicollinearity as required under the as-
sumption of linear regression. The results obtained from 
Table 3 shows that working capital don’t affect financial 
distress with level of probability 0.304. While, investment, 
leverage, cash flow from operating, and firm size affect 
financial distress are Investment (X2INV) have level of 
probability 0.076, leverage variable (X3LEV) with level of 
probability 0.088, cash flow from operating with level of 
probability 0.077, and firm size (X5SIZE) with probability 
0.014. These variables need special attention by manage-
ment, especially in terms of financial strategy and policy. 
Failure to calculate the impact of four independent vari-
ables on financial difficulties will exacerbate these difficul-
ties. Conversely, if management takes into account policies 
that affect all four variables, then financial pressures can 
be gradually overcome.

The finding that working capital (X1WC) does not af-
fect financial distress (YFD). This result indicate that in 
state-owned enterprises that receive government subsidies, 
the amount of current assets and current liabilities do not 

affect financial distress. Subsidies can be used to strength-
en working capital. A high level of working capital in a 
state-owned enterprise will not reduce financial perfor-
mance or increase the level of financial distress. SOEs that 
receive government subsidies can maintain their financial 
performance from the state budget so they can avoid fi-
nancial distress. This finding is consistent with Widarjo 
and Setiawan (2009) and Delavar et al. (2015), Widarjo 
and Setiawan (2009) found that the working capital vari-
able did not significantly affect financial distress. working 
capital management does not affect the company’s finan-
cial performance (Delavar et al., 2015). Controversely, the 
research of Gill et al. (2010) find that working capital have 
relationship to profitability. 

Furthermore, the negative effect of investment on fi-
nancial distress shows that increasing the amount of in-
vestment will reduce the level of financial distress. This 
finding shows that the government funds many invest-
ments in the state-owned enterprises that receive subsi-
dies. The company does not bear high-interest expenses. A 
high level of investment will increase profitability, thereby 
reducing the level of financial distress. This result con-
tradicts the finding of Bassetto et al. (2011) and Fajaria 
(2015). Bassetto et al. (2011) showed that capital-intensive 
companies tend to have lower profitability because they 
bear higher fixed costs compared to companies with less 
intensive capital. Companies that have a lower level of 
profitability have a higher probability of financial difficul-
ties. Fajaria (2015) found that investment decisions did 
not affect company value. Company value has no relation-
ship with the financial health, suggesting that investment 
decisions do not affect financial distress.

Next, the results of this study indicate that leverage 
(X3LEV) has a negative effect on financial distress (YFD). 
This finding shows that the increase in debt and interest 
is smaller than the increase in profitability. Management 
uses debt to finance investments with a high rate of returns 
so a high degree of leverage reduces the level of financial 
distress.  This result differs from Zeli (2014) and (Gottardo 
& Moisello, 2019), who showed that companies with high 
leverage ratios have a high probability of financial failure. 
Zeli’s findings are consistent with Margaritis and Psillaki 
(2010), who found that companies chose a lower debt to 
equity ratio to avoid the possibility of liquidation. In con-
trast, Putri and Markusiwati (2014), Hapsari (2012), and 
Widhiari and Merkusiwati (2015) found no significant ef-
fect between leverage and financial distress.

Cash flow from operating (X4CFO) has a negative ef-
fect on financial distress (YFD). The higher the cash flow 
from operating, the lower the possibility of financial dis-
tress. The company can finance its operational activities so 
that the targeted financial performance can be achieved. 
Good financial performance will reduce the level of finan-
cial distress. This finding is consistent with Namvar et al. 
(2013) and differs from Widarjo and Setiawan (2009). 
Namvar et al. found that the cash flow pattern significantly 
influenced the prediction of financial distress. Conversely, 
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Widarjo and Setiawan found that cash flow from operat-
ing did not have a significant negative effect on financial 
distress.

Consistent with Putri and Markusiwati (2014), this 
study also found that company size (X5SIZE) has a nega-
tive effect on financial distress (YFD). They showed that 
company size (SIZE) –0.964 influenced financial distress 
with a p-value of 0.003. It means that company size (SIZE) 
is a determining factor in the conditions of financial dif-
ficulties of manufacturing companies listed on the Indo-
nesia Stock Exchange for the 2009–2012 period.

Conclusions

The purpose of this paper is to provide empirical evidence 
about the effect of working capital, investment, leverage, 
cash flow operations and firm size on financial distress. 
The originality of this study measures financial distress by 
using the marginal concept approach used to determine 
the price and quantity of sales that produce maximum 
profit. This research is used to measure the optimal level 
of profitability based on marginal score or comparison of 
marginal revenue and marginal cost. Declared experienc-
ing financial distress when the marginal score is close to 
zero, conversely not experiencing financial distress or near 
optimal conditions if the marginal score is close to one.

The results of data analysis indicate that investment, 
leverage, and operating cash flow affect financial distress.
Theinvestment activities (X2INV) have a negative effect 
on financial distress. It means that investment develop-
ment can reduce the potential for financial distress. Man-
agement of SOE’s that receive government subsidies can 
increase investment to increase marginal revenue so that 
can reduce financial distress. Next, our finding indicate 
that leverage affect financial distress negatively. This find-
ing shows that the management of state-owned enterprises 
that receive government subsidies takes debt to finance 
projects that have high rates of return. These projects will 
be able to generate greater marginal revenue than the mar-
ginal cost, thereby reducing the level of financial distress. 
This condition has an impact on increasing operating cash 
flow. 

Operating cash flow have negative effect on financial 
distress. The higher the operating cash flow will reduce 
financial distress. Management of operating cash flows 
must be carried out carefully so that operational activities 
run well. The company be able to improve financial per-
formance and decrease financial distress levels. Finally, the 
size of the company has a vital role in financial distress. 
Larger companies tend to have the ability to improve op-
erational efficiency to reduce financial distress. The results 
of this study have limited generalizability, given that it is 
based on secondary data. We, this recommended research-
ers in this field supplement our findings with primary data 
linked to a company’s internal management policies and 
add other relevant variables not included in this study.
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