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Abstract: This study aims to determine the effect of several financial ratios consisting of liquidity ratios,
profitability and leverage in predicting financial distress in manufacturing companies on the Indonesia Stock
Exchange in 2018. The sampling technique was carried out using purposive sampling with criteria 1 for healthy
companies and 0 for companies experiencing financial distress are measured using operating profit before taxes
and interest. The results of the research using logistic regression show that financial ratios have an influence on
predicting financial distress, shown in the current ratio which has a positive effect on financial distress with a beta
value of 0.710, return on assets has a positive effect on financial distress with a beta value of 202.876 and the debt
ratio has a positive effect on financial distress. with a beta value of 2.321.
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1. Introduction

The manufacturing industry is the livelihood and future of every country (Ayeni and Badiru; 2020; 25). The
manufacturing industry has a big role in encouraging research and development of industrial techniques in
addition to generating wealth, along with the help of productivity growth technology in the manufacturing
industry which is very important for product growth Gross Domestic Product (Amadu and Samuel, (2020).

Financial distress is the condition of a company before bankruptcy occurs. Bankruptcy is one of the important
things to be followed up by every company. In general, there are several things that can cause bankruptcy, ranging
from economic factors, finance, disasters, fraud, negligence and others (Brigham and Dave, 2016; 867), of all these
factors the dominant thing that determines a company's failure is financial.

Financial factors are the main factor in determining finance due to actions taken by management which result in a
series of errors, errors in judgment and interrelated weaknesses (Brigham and Dave, 2016; 866). According to
Khaliq et al., (2014) liquidity is one of the financial variables that greatly affects the possibility of financial distress,
this research is also supported (Shahwan, 2015; Chiaramonte et al., 2017; Khoja et al., 2019) is getting bigger The
liquidity ratio states that the company's financial condition is getting better in creating a mutually beneficial
business environment for creditors.

In general, leverage is the use of funds with fixed expenses, it is expected that the use of these funds will increase
income. The greater leverage of the company, the greater probability of company failure (Brigham and Dave,
2016; 257). This statement is supported by (Khalig, et al., 2014; Shahwan, 2015; Catlos, et al., 2015; Baghai, et al.,
2016; Lin, 2017; Chen, et al., 2018; Hernandez, et al., 2018; Ayash, et al., 2020). The use of leverage is determined
by the management of the company, if leverage is not managed propetly with the high leverage the company has,
the higher the company's fixed financing will increase the risk of bankruptcy.

Profit or income is one of the measuring tools to show the company's profitability (Choi et al., 2018). Profits
indicate an increase in the company's wealth on transactions that occur including main activities and investments.
Profitability is also called the net result of policies and decisions implemented by the company (Brigham and
Dave, 2016: 259). In general, the higher profitability reduces the possibility of financial distress, this statement is
supported by (Geng, et al., 2014; Montserrat, et al., 2016; Baghai, et al., 2016; Nizar, et al., 2016; Constantin, et al.,
2016; al., 2016; Dudley, et al., 2018; Choi, et al., 2018; Zhiyong, Li et al., 2020).
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Thus, financial distress is very important to measure the financial health of a company, predicting financial distress
is the key to the success of consistently growing company value. Information obtained from prediction of
financial distress is useful for company management to be able to optimize the use of assets to generate profits
and minimize losses when financial distress occurs.

2. Literature Review
2.1 Bankrupcty Theory

In general, bankruptcy is a failure that occurs in a company, whether it is assessed economically or financially by
the company.Gitman and Zutter (2012: 738) state that bankruptcy is a business failure that occurs when the value
of the company's liabilities exceeds the fair market value of the assets owned by the company.According to Catlos
et al., (2015) conducted research on the effect of financial distress on company investment decisions as measured
by profitability, leverage and company size.Thus it can be concluded that financial distress is the result of a series
of errors, judgmental errors and interrelated weaknesses that can be linked directly and indirectly to management
(Brigham and Dave, 2016: 866).

2.2 Financial Statement

The purpose of financial reports is to provide information about the financial position, financial performance and
cash flow of an entity that is useful for most users of the report in economic decisions.Financial reports are very
important to assess company performance from various aspects that affect firm value (Gitman and Zutter, 2012:
67). Kieso and Weygandt et al., (2018: 28) state that financial reports are the main means by which companies
convey their financial information to outside parties.Each financial report has its own function but is related to
one another and these four elements are the main key to be reported to shareholders (Gitman and Zutter, 2012:
59).

2.3 Liquidity

Liquidity makes it possible to see in general whether the company is in good health or experiencing financial
difficulties judging from the level of liquidity. The greater liquidity the company has, the higher chances of the
company creating a mutually beneficial business environment for creditors (Soo et al., 2014). Liquidity analysis
emphasizes the ability of management to produce current assets obtained from profits in a certain period as
measured by liquidity ratios, according to Brigham and Dave (2016: 251) ratios that can measure company
liquidity, namely Current ratio and Quick Ratio Liquidity reflects the ownership of current assets owned by the
company (Brigham and Dave, 2016: 1013) and has an influence on financial distress. Liquidity, which is measured
using the company's current ratio, is known to have a significant negative effect on the company's financial
distress, which means that the higher the current ratio, the less likely it is for financial distress. (Khaliq, et al., 2014;
Shahwan, 2015; Chairamonte, et al., 2017; Avino, et al., 2019). Based on this, the research hypothesis is as follows:

H1 : Liquidity has a negative effect on financial distress
2.4 Profitability

Profitability is the company's ability to generate profits and measure the level of operational efficiency in managing
its assets. According to Gitman and Zutter, (2012: 79) without any income / profit, companies will find it difficult
to get capital from external parties because the level of profitability is one of the main attractions of creditors and
investors in seeing company value. According to Brigham and Dave (2016: 292) ratios that can measure
profitability are Profit Margin on Sales, Basic Earning Power (BEP), Return on Assets (ROA), Return on
Common Equity (ROE). Profitability which is measured using the company's ROA is known to have a significant
negative effect on the company's financial distress, which means that the higher the ROA,theless likely it is for
financial distress (Geng, et al., 2014; Montserrat, et al., 2014; Nizar, et al., 2016; Constantin A., et al., 2016;
Dudley, et al., 2018; Choi, et al., 2018). Based on this, the research hypothesis is as follows:

H2 : Profitability has a negative effect on financial distress
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2.5 Leverage

Leverage analysis emphasizes the ability of management to manage debt to generate profits as measured by the
leverage ratio.The smaller this ratio the greater creditor's expectations for the company because the greater profit a
creditors get.According to Brigham and Dave (2016: 265) the ratios that can measure leverage are Debt ratio,
Time Interest Earned, and Earnings Before Interest Tax and Amortization (EBITDA) coverage. Leverage as
measured by the company's debt ratio is known to have a significant positive effect on the company's financial
distress, which means that the higher the debt ratio the higher possibility of financial distress.(Khaliq, et al., 2014;
Shahwan, 2015; Catlos, et al., 2015; Baghai, et al., 2016; Lin, 2017; Chen, et al., 2018; Hernandez, et al., 2018;
Ayash, et al., 2020).Based on this, the research hypothesis is as follows:

H3 : Leverage has a positive effect on financial distress.
3. Research Methodology

The population in this study were all manufacturing industries listed on the Indonesia Stock Exchange, as many as
165 companies. The sampling technique used purposive sampling technique. This technique is used to take
samples based on the subjective considerations of research tailored to the objectives of the study. The criteria used
in selecting the sample are: a) Manufacturing industry that publishes complete financial reports and is available to
the public in 2018, and b) Manufacturing industties that ate still operating and do not legally declare bankruptcy /
bankruptcy in 2018. This study uses non-participant observation data collection methods, namely observation in
which the researcher does not participate directly in the activity or process being observed. Non-participant
observation is carried out by observing, recording and studying descriptions of financial statement information
and annual reports of manufacturing industries listed on the Indonesia Stock Exchange 2018, accessed through
www.idx.co.id. The data analysis technique used is descriptive statistics, classical assumption test and logistic
regression analysis using SPSS ver. 24.

4. Results and Discussion

4.1 Descriptive Statistics

Descriptive statistics is a method describes the relationship between variables systematically tested by collecting,
processing, analyzing and interpreting data in a statistical hypothesis testing.Descriptive statistical analysis is used
in this study to provide a description or description of the relationship between research variables, namely liquidity
(current ratio), profitability (ROA), leverage (debt ratio) and financial distress (BEP).

4.2 Classic Assumption Test

Classic assumption testing is used to ensure whether the model created is valid or the resulting results are not
biased. The classic assumption test in this study includes the normality test, multicollinearity test,
heteroscedasticity test and autocorrelation test.

4.3 Logistic Regression Analysis

Table 1 Testing the accuracy of the model (overall model fit test)

This test is carried out by observing the value of -2Log Likelihood Block 0 with the value of -2Log Likelihood
Block I in the output of logistic regression testing for this study. These results indicate that the value of -2Log

Likelihood Block 0 is greater than the value of -2Log Likelihood Block 1, (150,580> 113,231).So, it is concluded
that this research data fulfills the fit model assumptions.
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Tabel 5.6 Model Fit Testing Block 0: Beginning Block

Iteration History=b=
Tteration -2 Log likelihood Coefficients
Constant
Step 0 1 150,580 1,252
2 149,420 1,456
3 149,416 1,469
4 149,416 1,469
Block 1: Method = Enter
Iteration History=b.c.d
Iteration -2 Log likelihood Coefficients
Constant CR(X1) ROA(X2) DEBT RATIO
(X3)
Step 1 1 113,231 0,932 0,106 6,049 -0,291
2 73,557 0,904 ,080 19,805 0,013
3 48,219 1,007 -0,029 40,382 0,221
4 33,692 1,331 -0,147 67,406 0,197
5 25,792 2,271 -0,327 101,211 -0,561
6 22,182 3,306 -0,505 140,288 -1,372
7 21,020 4102 -0,633 176,560 -1,939
8 20,837 4,529 -0,696 197,735 -2,249
9 20,331 4,624 -0,709 202,668 -2,318
10 20,331 4,628 -0,710 202,876 -2,321
11 20,331 4,628 -0,710 202,876 -2,321

Source: Enclosure 3

Table 2 Testing the feasibility of the regression model

Research that uses logistic regression analysis, besides having to fulfill the fit model assumption test, must also
fulfill the regression model's feasibility assumption. The significance value of the Hosmer and Lemeshow Chi-
Square Test is 1,000.These results indicate that HO is accepted (cannot be rejected) meaning that this research
model is able to predict the value of the observation because it matches the observation data.

Table 5.7 Uji Hosmer dan Lemeshow Test

Step

Chi-square

Df

Sig.

1

0,203

1,000

Source: Enclosure 3

Table 3 Test the coefficient of determination (Cox &Snell R square)

The value of Cox & Snell R Square is 0.564 and Nagelkerke R Square is 0.911, which means that the variability of
the dependent variable can be explained by the variability of the independent variable, which is 91.1%.
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Table 5.8 Coefficient of Determination

Model Summary
Step -2 Log likelihood Cox & Snell R Square Nagelkerke R Square
1 20,8312 0,564 0,911
Source: Enclosure 3
4.4 Hypothesis Test Results
Table 5.9 Hypothesis Test Results
B S.E Wald Df Sig Exp (B)
Step 1* | CR(Xy) 0,710 0,466 2,319 1 0,012 12,492
ROA(X?) 202,876 05,542 9,581 1 0,002 12,828
DEBT RATIO (X5) 2,321 1,913 1,471 1 0,022 37,098
Constant 4,028 2,132 4,709 1 0,030 102,279

Source: Enclosure 3

a) The constant value is 4.628 which indicates that without the influence of the independent variables,
namely the current ratio, return of assets and debt ratio, the probability of financial distress will increase
by 4.628.

b) b) The value of the current ratio has a significance of 0.012 which is smaller than the significance level of
0.05 (0.012 <0.05) which states that the current ratio has a significant effect. Judging from the odd ratio
value, the current ratio variable has 12.492 times a higher risk of experiencing financial distress.

¢) ¢) The value of return on assets has a significance of 0.022 which is smaller than the significance level of
0.05 (0.022 <0.05) which states that the debt ratio has a significant effect. Judging from the odd ratio
value, the return of assets variable has 12,828 times the higher risk of experiencing financial distress.

d) The debt ratio value has a significance of 0.002 which is smaller than the significance level of 0.05 (0.002
<0.05) which states that return of assets has a significant effect. Judging from the odd ratio value, the
debt ratio variable has 37.098 times the higher risk of experiencing financial distress.

4.5 Partial Variable Testing (walad test)

Based on Table 5.9, it shows that the Wald test value is 1.491 and a significance level of 0.022 has a smaller
significance level than the Wald test (<0.05) which states that all independent variables simultaneously affect
financial distress (HO is rejected and H1 is accepted).

4.6 Research Implication

This research is expected to be able to contribute to the internal parties of the company and potential investors.
The main key is to consider management decisions, especially in the financial aspect and can be a reference for
information for potential investors in determining which companies to invest in, that the healthier the company's
financial condition will be the more feasible for potential investors to invest in the company.

5. Conclusions and Suggestions

Based on the results of the analysis and discussion that has been carried out in this study, it can be concluded that:

5.1 Conclusions

a) Liquidity has a positive effect on financial distress, meaning that if the company's liquidity level increases,
it will increase the possibility of financial distress.
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b)

Profitability has a positive effect on financial distress, meaning that if the level of company profitability
increases, it will increase the possibility of financial distress.

Leverage has a positive effect on financial distress, meaning that if the company's leverage level increases,
it will increase the possibility of financial distress.

5.2 Suggestions

Based on the results and discussion and conclusions, the suggestions that can be given in this research are:

a) For companies with financial distress risk, it is advisable to use financial ratios as a benchmark for
financial performance and increase the ability of asset management to minimize corporate risks that occur
in the future.

b) Prospective investors who wish to invest in manufacturing companies should first analyze whether the
company's financial ratios have a tendency to risk financial distress.

¢) For similar research it is recommended to use other independent variables rejecting the determinants of
financial distress in companies such as asset management, company size and constitutional ownership.
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