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Abstract

The purpose of this research is to test investments, free cash flow,
earnings management, and interest coverage ratio are affecting the
risk of financial distress in healthy enterprises.. Healthy companies
can be seen from how large the value of working capital, retained
earnings, income before tax, market value and sales implemented in
the measurement of the financial difficulties model with the Altman
Z-score method. Collection of data by purposive sampling and
number of samples as many as 33 companies in the category of
healthy companies. The results show that free cash flows and
interest coverage ratio significant effect on the financial difficulties
of healthy companies whereas investment and earnings management
had no significant effect on the financial difficulties of healthy
companies
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INTRODUCTION

Every company generally can face financial distress conditions.
Financial distress is a condition in which the agreement or contract
between the company and creditors does not function as expected or
at a difficult stage (Ghazali et. Al., 2015). Financial difficulties can be
characterized by the company's inability to meet its short-term
obligations. In Indonesia, financial distress and bankruptcy have
again received serious attention, especially when leading companies
in Indonesia such as PT. Sariwangi Agricultural Estate Agency and
PT. Nyonya Meneer went bankrupt. In addition, there are also large
companies experiencing financial difficulties that have had to close
their services, such as PT. Citra Maharlika Nusantara Corpora Tbk.
(Cipaganti) and PT Intern ux (a subsidiary of PT. First Media Tbk.
BOLT! Service provider). In addition, the collateral manipulation
case committed by SNP Finance against 14 banks which resulted in
losses of up to IDR 14 trillion also added to the study of the
bankruptcy issue.

The manufacturing industry is one of the strategic industries in
Indonesia. In 2018, the manufacturing industry sector absorbs as
much as 14.72% of the workforce or as many as 18.25 million people
(Ministry of Industry, 2019). With the high rate of employment, the
manufacturing industry has an important role in maintaining the
national economy. Performance growth in this industry must be
catalyzed in order to generate higher profits and avoid financial
distress situations because bankruptcy in companies in these
industries can cause unemployment and national economic
instability.

Analysis of the causes of companies experiencing financial distress
will affect the company in determining its financial strategy. A good
financial strategy will allow the company to operate sustainably and
generate profits in the long term. Therefore, company financial
managers must know important indicators that can detect financial
distress signals and take innovative steps to prevent bankruptcy.

Based on the phenomenon of bankruptcy in Indonesia and other
countries, the author proposes research on financial distress,
investment, free cash flow, earnings management, interest coverage
ratio in manufacturing companies listed on the Indonesia Stock
Exchange for the 2016-2017 period.
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Literature Review

In agency theory it is developed with three assumptions. First,
agents tend to have limited rationality (bounded rationality),
prioritize their own interests (self interest), and avoid risk
(riskaversion). Second, in an organization there is always a conflict
of purpose between interested parties, asymmetric information
between owners and managers, and principals tend to make
efficiency a criterion. Third, information is a commodity that can be
traded. Agents tend to prioritize their own interests rather than
organizational interests. If faced with a choice that meets the
minimum criteria, the agent as the decision maker will choose an
option that benefits himself. In addition, agents of selfishness can
take the risk of fraud, selling products at prices lower than market
prices, and maintaining positions even though they are no longer
competent. The problem that arises from this assumption is that the
principal faces high costs to replace management.(Setiany,
Suhardjanto, Lukviarman, & Hartoko, 2017) explained that an
investor needs information about the company's financial condition
and performance to make investment decisions. The relationship
between management and investors, which basically needs each
other, will be limited by information problems and agency problems.
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Gambar 2.1 Rerangka Pemikiran

To anticipate the risks of financial distress and bankruptcy, a
prediction model is needed. (Altman, 1968) developed a model to
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predict the model of financial distress. The model developed by
Altman is based on the results of an analysis of public manufacturing
companies that are considered bankrupt and not bankrupt. One of
them is that investment activities contain an element of risk. To
reduce risk, investors need to form a portfolio. When forming a
portfolio, investors generally consider a high rate of return with a
certain level of risk or consider a low level of risk with a certain rate
of return. According to Harnovinsah and Sustari (Harnovinsah &
Alamsyah, 2017), One of the sources of internal company financing
for investment is profit generated from operating activities. Thus,
investors will form an efficient portfolio. (Jiang, Liu, & Yang, 2019)
defines investment in more detail, namely expenses in a certain
period which are equivalent to the purchase value of fixed assets,
intangible assets, and other long-term assets plus net cash paid to
acquire subsidiaries and other business units. This value is then
reduced by net cash paid to dispose of fixed assets, intangible assets,
and the cost of asset recovery and other long-term depreciation
costs. Then, the remaining value from the calculation is divided by
the total assets at the beginning of the period.

According to Ghazali, et al (2015) by conducting this free cash flow
study, managers are expected to invest in profitable projects instead
of letting them not be exploited. There is a significant relationship
between opportunistic behavior. The presence of effective and
efficient monitoring and disciplinary action by institutional
shareholders, lenders, boards of directors, audit committees and
others can retain company managers with free cash flow and low
growth opportunities to invest in wasteful investments. (Scott &
O’Brien, 1997) (2015) An understanding of earnings management is
important for accountants, because it allows a better understanding
of the usefulness of net income, both for reporting to investors and
for contracts. It can also help accountants to avoid some serious
problems. Legal and reputational consequences that arise when
companies become financially stressed. Debt costs relate to potential
bankruptcy costs. Increasing debt holdings compared to equity
increases the probability of default as the fraction of ownership of
assets backed by equity decreases.

METHOD

The sample is a portion of the population consisting of a number of
selected members of the population (Sekaran and Bougie,2013). The
samples in this study were determined using purposive sampling, i.e.
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sample selection according to certain criteria applied based on
research objectives (Leia,2018). The samples in this study are:

1

. Manufacturing companies registered with IDX during the
period 2016-2017.

. Manufacturing companies report complete data on all research
variables.

. Manufacturing companies that publish financial statements in
rupiah.

. Companies based on Altman Z-score calculations are classified

as healthy companies

The models that the researcher will use to test the hypothesis are:

The models that the researcher will use to test the
hypothesis are:
ZSC=b0 + b1 INV +b2 FCF + b3 DAC + b4 INT + e

Dimana :
ZSC : Financial distress
INV : Investment

FCF :Free Cash Flow
DAC : Earnings Management
INT : Interest Coverage Ratio

€

: Residual

RESULT AND DISCUSSION

33 Manufacturing companies that have healthy financial distress
results during the 2016- 2017 period, and from the data that has
been collected, investment is seen as the right measuring tool to
reduce agency conflicts that cause high agency costs. Table 4.1
shows that the minimum value is -0.5245 or -52%, at the Semen
Baturaja Company (Persero) Tbk (SMBR) in 2016, Manufacturing
Basic Industry & Chemical Sector, Cement Sub-sector. The minus
sign here means that the company has issued new funds from the
purchase of new assets, it is assumed that the company has funds to
purchase additional new assets, it can be used to add machinery /
equipment for merchandise, in order to increase the business



Meryana, Erna Setiany et al. "The Effect of
Investment, Free Cash Flow, Earning..."

activities of manufacturing companies. The maximum value on the
investment variable is 1.1792 or 118% in the company Indofood
Sukses Makmur Tbk, PT (INDF), meaning that in cash flow
investment funds, INDF has allocated funds amounting to 118% of
total assets in 2016. Mean - 0.0623 and Standard deviation 0.17549.

Tabel 4.1 Analisis Deskripsi

Descriptive Statistics
N Minimum | Maximum | Mean | Std. Deviation

ZSCORE 66 3.00 29.81 7.2358 5.30127
INV 66 -52 1.18 -0623 17549
FCF 66 -19 67 1980 13971
DAC 66 -94 20 -0126 13818
INT 66 -2.00 548.00( 383939 103.38277
Valid N (listwise) 66

(Sumber: data yang diolah dengan menggunakan SPSS 22)

Table 4.1 shows that the minimum value of free cash flow is
-0.1875 or -19%, at the Indofarma Company (Persero) Tbk (INAF) in
2016, Manufacturing in the Consumer Goods Industry Sector,
Pharmaceutical Sub-sector. The minus sign here means that the
company is overbudget for operational and investment costs, it is
assumed that the company realizes operational activities and
investments that have not been included in the budget at the
beginning of the year so there is a minus. The maximum value for
the free cash flow variable is 0.67 or 67% at Multi Bintang Indonesia
Tbk, PT (MLBI). This means that in free cash flow, MLBI still has
cash of 67% of total assets in 2016. Mean: 0.1980 and standard
deviation: 0.13971.

Earnings management has a minimum value of -0.94 or -94%, at
the Alaska Industrindo Tbk (ALKA) Company in 2016, the Basic
Industry & Chemical Manufacturing Sector, the metal subsector and
the like. The minus sign here means that the company has used
earnings management policies in accounting records in the financial
statements and the result is -94%. The maximum value of the
earnings management variable is 0.20 or 20% in the company
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Indofarma (Persero) Tbk, PT (INAF), meaning that the company has
used earnings management policies in accounting records in
financial statements of 20% of total assets in 2016. Mean : -0.0126
and Standard deviation: 0.13818.

The debt interest ratio shows that the minimum value is -1.74 or
-174%, at Indofood CBP Sukses Makmur Tbk, PT (ICBP) in 2017,
Manufacturing in the Consumer Goods Industry Sector, Food and
Beverage Sub-sector. The minus sign here is because the company's
EBITDA is Rp. - 48,912,133,851 then divided by interest expense of
Rp. 28,179,335,746, so the result is -174% interest coverage ratio.
The maximum value in the interest coverage ratio variable is 548.00
or 54800% at Ultrajaya Milk Industry and Trading Company Tbk, PT
(ULTJ). This means that the company is not burdened by debt
because it can be seen from the interest coverage ratio it has very
sufficient when viewed from the EBITDA value of the company.

Tabel 4.2
Uji Normalitas

One-Sample Kolmogorov-Smirnov Test

Unstandardized Residual
N 66
Mean .0000000
Normal Parameters®®
Std. Deviation 0,5030
Absolute 099
Most Extreme Differences Positive 099
Negative -.055
Kolmogorov-Smimov Z 805
Asymp. Sig. (2-tailed) 535

a. Test distribution is Normal.

b. Calculated from data.

Based on table 4.2 shows the independent variables consisting of
investment, free cash flow, earnings management and interest
coverage ratio have data that are normally distributed. This can be
seen in the value of Asym, Sig. (2-tailed) that the significance value
of 0.535 is greater than the level of significance of 5% or 0.05. This
indicates that the residuals are stated to be normally distributed.
Thus the normality assumption is fulfilled.
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From the picture 4.1 show the dots do not converge only above or
below, the spread of the dots does not form a wavy pattern then
narrows and widens again and the spread of the dots is not
patterned. So it can be concluded that the variable investment, free
cash flow, earnings management and interest coverage ratio does
not occur heterocedasitisity or the data used is free from
heterocedasiticity and is feasible to be used in research.

Tabel 4.3
Uji Multikolonieritas

Coefficients?
Collinearity Statistics

Model Tolerance VIF
Investment 985 1.015
FCF .838 1.193
' bac 882 1.134
Interest .891 1.122

a. Dependent Variable: Zscore
Sumber: Output SPSS 22

Based on the test results using SPSS 22 shown in table 4.3, it is
known that the tolerance value of the regression model shows that
there are no independent variables that have a tolerance value less
than 0.1 (10%) and a variance inflation factor (VIP) value of more
than 10. So This means that there is no muticollinearity between the
independent variables, namely investment, free cash flow, earnings
management and interest coverage ratio.

The DW value is 1.502, this value will be compared with the DW
table value. Based on the DW table, with a sample size of 66 and the
number of independent variables 4, the DW table values are dl =
1.4758 and du = 1.7319. Because the DW value is 1.502, it can be
concluded that there is no autocorrelation.

The value of R Square in table 4.5 is 0.231 which means 23.1%,
this means that the variation in the dependent variable, financial
distress which can be explained by the independent variable,
investment, free cash flow, earnings management and interest
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coverage ratio is 23.1%, while the remaining 76.9% is explained by
other variables which are not included in the regression model in
this study. So it can be concluded that investment, free cash flow,
earnings management and interest coverage ratio have an effect of
23.1% on financial distress, while the remaining 76.9% is influenced
by other variables not examined.

Tabel 4.6
Uji Signifikansi Parameter Individual (Uji Statistik t)
o
Unstandardized Standardized
Coefficients Coefficients
Model B Std. Error Beta t Sig.

1 (Constant) 2074 220 9.420 000
INV 072 370 022 195 846
LnFCF 282 099 347 2.831 006
LnDAC 007 043 018 154 878
LnINT 097 045 258 2.174 034

a. Dependent Variable: Zscore
Sumber: Output SPSS 22

1. Hypothesis testing 2

H2: Free Cash Flow affects financial distress. The partial test
results show that Free Cash Flow has a positive and significant effect
on financial distress, where the coefficient value is 0.347
(standardized beta) with t count 2.831 and significant 0.006 at 0.05.
In other words the test accepts H2.

1. Hypothesis testing 3

HO: Earnings Managements has no effect on financial distress. The
partial test results show that earnings management has no
significant effect on financial distress, where the results of earnings
management are in financial distress with a coefficient value of
0.018 (standardized beta) with t count 0.154 and not significant
0.878 at 0.05. In other words, the test rejects H3

1. Hypothesis testing 4
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H4: Interest Coverage Ratio affects financial distress. The partial
test results show that the Interest Coverage Ratio has an effect on
financial distress, where the beta coefficient results show a
coefficient value of 0.258 (standardized beta) with t count 2.174 and
significant 0.034 at 0.05. In other words the test accepts H4.

Tabel 4.7
Hasil Pengujian Simultan Anova (Uji F)
ANOVA?*
Model Sum of Squares df Mean Square F Sig.
Regression 4,954 4 1239| 4594 003
1 Residual 16.447 61 210
Total 21.401 65

a. Dependent Variable: LnZSCORE
b. Predictors: (Constant), LnINT, INV, LnDAC, LnFCF

Based on Table 4.7, the results of the regression analysis show that
investment, free cash flow, earnings management and interest
coverage ratio simultaneously (simultaneously) affect the dependent
variable, namely financial distress. This can be proven from the
significance of the F-test value of 0.003, where the significance value
is less than 0.05 or 5%.

Tabel 4.7
Hasil Pengujian Simultan Anova (Uji F)
ANOVA'
Model Sum of Squares df Mean Square F Sig.
Regression 4,954 4 1239| 4594 003
1 Residual 16.447 61 210
Total 21.401 65

a. Dependent Variable: LnZSCORE
b. Predictors: (Constant), LnINT, INV, LnDAC, LnFCF
Y=2.074+0.072X1+0.282X2+0.007X3+0.097X4
So from each of the independent variables it can be interpreted
that the effect on financial distress is as follows:

1. A constant of 2.074 means that if the regression coefficient of
the investment variable, free cash flow, earnings management
and interest coverage ratio or the independent variable is zero

10
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(0), then the financial distress coefficient (Y) is positive, which
is 2.074.

2. The investment regression coefficient (XI) is positive and the
amount is 0.072, which means that if the investment increases
by 1 unit, the coefficient of financial distress (Y) will increase
by 0.072. The coefficient is positive means that there is a
positive relationship between investment and healthy financial
distress (Y).

3. The free cash flow regression coefficient (X2) is positive and
the amount is 0.282, meaning that if free cash flow increases
by 1 unit, the free cash flow rate coefficient (Y) will increase by
0.282. The coefficient is positive, meaning that there is a
positive relationship between free cash flow and healthy
financial distress (Y).

4. The regression coefficient of earnings management (X3) is
positive and the amount is 0.007, meaning that if earnings
management has increased by 1 unit, then the coefficient of
financial distress (Y) will increase by 0.007. The coefficient is
positive, meaning that there is a positive relationship between
earnings management and healthy financial distress (Y).

5. The regression coefficient of interest coverage ratio (X4) is
positive and the amount is 0.097, meaning that if the interest
coverage ratio increases by 1 unit, the coefficient of financial
distress (Y) will increase by 0.097. The coefficient is positive,
meaning that there is a positive relationship between the
interest coverage ratio and healthy financial distress (Y).

Discussion

Based on the results of statistical tests and significance, it is
known that investment has no significant effect on healthy financial
distress with hypothesis H1 is rejected. The results of this study
support the research conducted by Appendini (2018) and Gutierez
(2014) that investment has played an optimal role in increasing
financial distress in the category of healthy companies in 66
research samples. A company that is healthy, has good trading skills,
so that it considers continuing a going concern in its business
industry, as a result cash or funds owned by the company may not
choose to invest either in fixed assets, financial instruments, and
other investment categories. Because it is better to continue to

11
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develop product introduction to the wider community, thereby
increasing company profits.

The results of this study indicate that free cash flow in the
financial distress category of healthy companies has a significant
effect, meaning that free cash flow in the company is still quite a lot
after many previous expenses.

According to (Nouri & Gilaninia, 2017) the relationship between
agency theory and free cash flow is when managers try to maximize
their wealth, this context provides that they can benefit from free
cash flow themselves.

In this study, it shows that companies that are in a safe zone or
healthy category do not have a significant effect on earnings
management and healthy financial distress. Because these
companies have implemented accounting policies well and there is
no significant thing happening on earnings management activities in
these companies. In the results of this study, the interest coverage
ratio has a significant effect on financial distress in the category of
healthy companies, because healthy companies are affected by debt
interest. The management of a healthy company is good enough at
managing debt obligations so that the interest on the debt that must
be paid also does not have a major impact on the company's cash
flow

CONCLUSON

So from this research it can be concluded that, investment that
focuses more on business that is looking for profit can provide
opportunities in a situation of financial difficulties such as
participating in the capital market (money market) through fixed
income such as coupons, and others that are more certain, return on
returns, not investing in fixed asset products, long term assets. Then,
free cash flow is the company's strength to carry out company
operations. Furthermore, earnings management does not always
mean fraud, earnings management includes restoration of
accounting and estimates in accordance with generally accepted
principles. The effect of the interest coverage ratio shows the effect
on financial distress in the category of healthy companies. The
positive direction of the interest coverage ratio shows that the
greater the interest coverage ratio, the financial distress in a healthy
company. Then the company is able to maintain cash flow in order to

12
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keep paying its debt interest obligations and consider reducing debt
and avoiding agency problem activities according to agency theory.

1.

For researchers can further re-examine the influence of
variable investment and earnings management on financial
distress by using different variable measurement methods.

. In an effort to prevent bankruptcy the company is advised to

pay attention to free cash flow and interest coverage ratio and
still pay attention to investment and earnings management
which in theory affects financial distress.

. Investors are expected to pay attention to accrual information

presented in the company's financial statements related to
profit management practices in order to reduce the risk of
losses that investors will bear.
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